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C H A P T E R 

1 
INTRODUCTION TO FINANCIAL 

MANAGEMENT 

LEARNING OBJECTIVES 

J. Understand the meaning and importance of Business Finance 

2. Explain the importance of Financial Management 

3. Describe score of Financial Management 

4. Explain the different methods offinancial Management 

Meaning and Definition of Financial Management 

According to the Encyclopedia of Social Sciences, Corporate finance deals with the 
financiaJ problems of COIJ>Orate enterprises. Problems include financial aspects of the 
promotion ofnew enterprises and their administration during early development, the 
accounting problems connected with the distinction between capital and income, the 
administrative questions created by, growth and expansion, and finally the financial 
adjustments required for bolstering renabilitation of a corporation which has come 
into financial difficulties. Management ofall these is financial management. Financial 
management mainly involves, rising of funds and their effective utilisation with the 
objective of maximising shareholders' wealth. To quote, Joseph and Massie, " Financial 
Management is the operational activity of a business that is responsible for obtaining 
and effectively utilising the funds necessary for efficient operations". 

According to Van Horne and Wachowicz, "Financial Management is concerned with 
the acquisition, financing and management of assets with some overall goal in mind." 
Financial manag~r bas to forecast expected events in business and note their financial 
implications. First, anticipating financial needs means estimation of funds required for 
investment in fixed and current assets or long-term and short-tenn assets. Second, 
acquiring financial resources-once the required amount of capital is anticipated, the 
next task is acquiring financial resources i.e., where and how to obtain the funds to 
finance the anticipated financial needs and the last one is, allocating funds in business 
- means allocation of available funds among the best plans of assets, which are able 
to maximize shareholders' wealth. Thus, the decisions of financial management can 
be divided into three viz., investment, financing and dividend decision. 

Financial Management is broadly concerned with the acquisition and use of funds by 
a business finn. Its scope may be defined in terms of the following questions. 
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• How large should the firm be and how fast should it grow? 

• What should be the composition of the firm's assets? 

• What sbould be the mix of the firm's financing ? 

• How should the firm analyze, plan and control its financial affairs? 

Management of Long-tenn 
Funds : 
Capital structure 
Cost capital 
Sources of Long-tenn-Funds 
Financial Leverage 
Dividend pol icy 

Management of Long-tenn Assets: 

Capital Budgeting 

Operational Leverage 

Risk Analysis 

Financial Management 

I Working Capillll Management 

/ 
Management of Shon-tenn funds: 
Management of Shon-tenn 
Liabiljties like creditors, Bank 
Overdrafts, Bills payable, Shon• 
tenn Loans 
l'rinciples of working capital 
Management 
Working Capital Policy 

Management ofShon-tenn Assets: 
Receivable Management 
Inventory Management 
Cash Management 
l'rinciples of working Capital 
Ma~agement 
Working capiml Policy 

Figure 1: Framework of Financial Management 

The entire gamut of management efforts concerned with raising of funds at optimum 
cost and their effective utilization with a view to maximise the wealth of the shareholders. 

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

Thus, Financial Management includes - Anticipating Financial Needs, Acquiring 
Financial Resources and Allocating Funds in Business (i.e., The A's of financial 
management) 

Importance of Financial Management 

Financial Management is indeed, the key to successful business operations. Without 
proper administration and effective utilisation of finance, no business enterprise can 
utilize its potentials for growth and expansion. 

Financial management is concerned with the acquisition, financing and management 
of assets with some overall goals in mind. As mentioned in the contents of modem 
approach, the discussions on financial management can be divided into three major 



decisions viz., (J) Investment decision; (ii) Financing decision; and (iii) Dividend decision 
(see figure 2). A finn takes these decisions simultaneously and continuously in the 
nonnal course of its business. Finn may not take these decisions in a sequence, but 
decisions have to be taken with the objective of maximizing shareholders' wealth. 

Financial 
Decisions 

, , .. u + 
Investment Financing Dividend 
Decision Decision Decjsion 

Figure 2: Financial Decisions 

(a) Investment Decision: It is most important than the other two decisions. It begins 
with a detennination of the total amount ofossets needed to be held by the firm. 
In other words, investment decision relates to the selection of assets, that a fi(Jll 
will invest funds. The required assets fall into two groups: 

(i) Long-term Assets (Fixed assets: plant & machinery, land and buildings, 
etc.). Which involve huge investments and yield a return over a period of 
time in future. Investment in long-tenn assets is popularly known as "capital 
budgeting". It may be defined as the fion's decision to invest its current 
funds most efficiently in fixed assets with an expected flow of benefits 
over a series of years. It is discussed in detail under the chapter capital 
budgeting. 

(ii) Short-term Assets (Current assets: raw materials, working in process, 
finished goods, debtors, cash, etc.). That can be converted into cash within 
a financial year without diminution in value. Investment in current assets is 
popularly tenned as "working capital management". It relates to the 
management of current assets. It is an important decision of a finn, as 
short-survival is the prerequisite for long-term success. Finns should not 
maintain more or less assets. More assets reduce return and there will be 
no risk, but having less assets is more of a risk as well as more profitable. 
Hence, the main aspects of working capital management are, the trade
off between risk and return. Management of working capital involves two 
aspects . .First, determination of the amount required fur the running of the 
business and secondly financing these assets. It is discussed in detail in the 
chapter on Working Capital Management. 

(b) Financing Decision: After estimation of the amount required and the assets 
that require purchasing. comes the next financing decision into the picrure. Here, 
the financial manager is concerned with make up of the right hand side of the 
balance sheet. It is related to the financing mix or capital structure or leverage 
and he has to detennine the proportion of debt and equity. It should be optimum 
finance mix, which maximizes shareholders' wealth. A proper balance wi 11 have 
to be struck between risk andreturo. Debt involves fixed cost (interest), which 
may help in increasing the return on equityalongwith an increase in risk. Rising 
of funds by issue of equity shares is one permanent source, but the shareholders 
expect higher rates of earnings. The two aspects of capital structure are: capital 
strucrure theories and determination of optimum capital structure. 

la troduction to Financial 
Management 

3 
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(c) DividendDecision:This is the third financial decision, which relates to dividend 
policy. Dividend is a part of profits, that are available for distribution, to equity 
shareholders. Payment of dividends should be analyzed in relation to the financial 
decision of a finn. There are two options available in dealing with the net profits 
of a firm, viz., distribution of profits as dividends to the ordinary shareholders' 
where, there is no need of retention of earnings or they can be retained in the 
firm itself if they require, for financing of any business activity. But distribution 
of dividends or retaining should be determined in tenns of its impact on the 
shareholders' wealth. The Financial manager should determine optimum dividend 
policy, which maximizes market value of the share thereby market value of the 
firm. Considering the factors to be considered while detennining dividends is 
another aspect of dividend policy. 

Scope and Functions of Financial Management 

From the below discussion it is evident, that financial management as an academic 
discipline has undergone notable changes over the years, with regard to its scope and 
areas of coverage. At the same time, the financiaJ manager's role also has undergone 
fundamental changes over the years. Study of the changes that have taken place over 
the years is known as "scope of financial management." In order to have an easy 
understanding and better exposition to the changes, it is necessary to divide the scope 
into two approaches. 

l. TraditionalApproach:-Tbe traditional approach, which was popular in the early 
stage, limited the role of financial management to raising and administering of 
funds needed by the corporate enterprises to meet their financial needs. lt deals 
with the following aspects. 

i. Arrangement0f funds from financial institutions. 

u. Arrangement of funds through financial instruments like share, bonds etc. 

w. Looking after the legal and accounting relationship between a corporation 
and its sources of funds. 

Thus, the finance manager had a limited role to perform, He was expected to 
keep accurate financial records, prepare reports on the corporation •s status and 
pe.rfonnance and manage cash in a way that the corporation was in a position to 
pay its bills on time. 

The t(}nn "Corporation Finance" was used in place of the present tern, "Financial 
Management''. 

The traditional approach to the scope of the finance function evolved during the 
1920s and 1930s, dominated the academic thinking during the 40s and through 
the early 50s. lt bas now been discarded as it suffers from serious limitations. 
Following are the main limitations. 

a. External app,oach: The approach treated the subject of finance only 
from the view point of suppliers of funds, i.e., outsiders, viz, bankers. 
investors etc. It followed an outsider - looking- in approach and not the 
insider-looking-out approach, since it completely ignored the view point of 
those who had to take internal financing decisions. 

b. Ignored routine problems: The subject of financial management was 
mainly confined to the financial problems arising during the course of 
incorporation, mergers etc., and the subject did not give any importance to 
day-to-day financial problems of the business. 



c. Ignored-non-corporate enterprise: The approach focused mainly on the 
financial problems of corporate enterprises. 

d . Ignored working capital financing: The problems related to financing, 
short term or working capital were ignored in the approach. The approach 
focuses mainly on the problems of long tenn financing. 

e. No emphasis on a/location of ftmds: The approach confined financial 
management only to procurement of funds. It did not emphasis on allocation 
of funds. 

The conceptual framework of the traditional treatment ignored, what Solomon 
aptly describes as the central issues of financial management. These are: 

(i) Should an enterprise commit capital funds to certain purposes? 

(iQ Do the expected returns meet fmancial standard of performance? 

(iii) How should these standards be set and what is the cost of capital funds to 
the enterprise? 

(iv) How does the cost vary with the mixture of financing methods used? 

In the absence of the coverage of these crucial aspects, the traditional approach 
implied a very narrow scope for fmancial management. The modem approach 
provides a solution to these shortcomings. 

2. Modern Approach: According to the modem approach, the term financial 
management provides a conceptual and analytical framework for financial 
decision-making. That means, the finance function covers both, acquisition of 
funds as well as their allocation. The new approach views the term financial 
management in• a broader sense. It is viewed as an integral part of the over-all 
management. 

The new approach is an analytical way of viewing the financial problems of a 
firm. The main contents of the modeni approach are as follows: 

(i) What is the total volume of funds, an enterprise shou Id commit? 

(ii) What specific assets should an enterprise acquire? 

(ill) . How should the funds reqwred, be financed? 

Thus, financial management, in the modem sense of the term, can be divided 
into four mc!.jor decisions as functions of finance. They are: 

(i) The investment decision 

(ii) The financing decisfon 

(iii) The dividend policy decision 

(iv) The funds requirement decision 

Toe·functions of financial management may be classified on the basis of Liquidity, 
Profitability and Management. 

l. Liquidity: It is ascertained on the basis of three important considerat_ions. 

(a) Forecasting cash flows ➔ i.e., matching the inflows against the cash 
outflows. 

(b) Raising funds ➔ i.e. , financial manager will have to ascertain the sources 
fro which funds may be raised and the time when th.ese funds are needed. 

Introduction io Financial 
Management 
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2. Profitability: ➔ While ascertaining profitability, the following factors are taken 
into account: 

(a) Cost control 

(b) Pricing 

(c) Forecasting future profits 

(d) Measuring cost of capital 

3. Management: Asset management has assumed an important role in financial 
management. It includes: (a) the management of long-term funds. (b) The 
management of short-tenn funds. 

Apart from the main functions, mentioned above following subsidiary functions are 
also performed by the finance management. 

Financial Decisions 

The important financial decisions to be taken by the manager are as follows: 

J. Investment Decision: This is concerned with the al location of capital. It has to 
show the funds that can be invested in assets, which would yield benefit in 
future. This is a decision based on risk and uncertainty. Finance manager has to 
evaluate the investment in relation to its expected return and risk, to determine 
whether the investment is feasible or not. Besides, the financial manager is also 
entrusted with the management of existing assets. The whole exercise is called 
' 'Capital Budgeting", this was the first technique developed in financial 
management. This technique helps to know 'Net Present Value' of the assets. 
To have a more profitable investment, the companies can think of amalgamations 
and mergers internally and externally. That is why, we have seen the emergence 
of multinational companie-s. 

2. Finance Decision: This decision is concerned with the mobilization of finance 
for investment. The finance manager has to take decisions regarding the 
acquisition of finance. Whether entire capital requited, should be raised in the 
form of equity capital, or the amount should be borrowed capital, has to be 
decided. Even the timing of acquisition of capital should be well defined. While 
determining the ratio between debt and equity, the finance manager should 
ascertain the risk involved in obtaining each type of capital. Thus, detennining 
the best "Finance Mix" is another important task of the finance manager. The 
best capital structure will always ensure wealth maximization. 

3. Dividend Decision: This decision is concerned with the divisible profits 
0

ofthe 
company. 

(i) How much profit is to be flown back of capitalization? 

(ii) How much cash dividend should be paid to the shareholders? 

(iii) Maintenance of stable dividend rate over the period, are some of the issues 
connected with this decision. 

The dividend decision involves the determ.ination of the percentage of profit 
earned by the enterprise which is to be paid to its shareholders. The dividend 
payout ratio must be evaluated in the light of the objective of maximizing 
shai:eholder 's wealth. Thus, the dividend decision has become a vital aspect of 
financing decision. 



4. Current Assets Management: The· finance manager should also manage the 
current assets, to have liquidity in the business. lovestment of funds in current 
assets reduce the profitability of the firm. However, at the same time, the finance 
manager should also look after the current financial needs of the firm to maintain 
optimum production. While investing funds in current assets, he must see that 
proper balance (trade oft) is maintained between profitability and liquidity. 

Every financial decision involves this trade off. At this level the market value of 
the company's shares would be the maxjmum. 

Financing 
Decision 

Investment 
Decision 

Dividend 
Decision 

Figure 3: Decision, Return, Risk and Trade off 

The inter-relationship between market value , financial decisions, risk-return and trade 
off is depicted in Figure 3. 

In conclusion we can say that to maximize the wealth ofowners, the finance manager 
has to be very careful while taking the decisions relating to (i) Investment (ii) Dividend 
(iii) Financing and (iv) Current Assets. 

Objective of Financial Management 

(Profit - Maximization vs Wealth Maxirruzatioo) 

The objectives of financ ial management can be broadly classified into two categories: 

1 .. Basic Objectives: Traditionally, the basic objectives of financial management have 
been (A) Maintenance ofliqujd assets and (B) Maximization of profitability of the 
firm. However; these days, there is a greater emphasis on (C) Shareholders' 
wealth maximization rather than on profit maximization. 

(A) Maintenance of Liquid Assets: Financial management aims a t 
maintenance of adequate liquid assets with the firm to meet its obligations 
at all times. However, investment in liquid assets has to be:: adequate -
neither too low nor too excessive. The fmance manager has to maintain a 
balance between liquidity and profitability. 

(B) Maximization of Profit: ''Profit maximization" is a tenn which denotes 
the maximum profit to be earned by an organization in a given time period. 

Introduction to Financial 
Management 
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The profit- maximization goal implies that the investment, financing and 
dividend policy decision of the enterprise should be oriented to profit 
maximization. 

The term "Profit" can be used in two senses - first, as the owner-oriented 
concept and the second, as the operational concept. 

Profit as the owner-oriented concept, refers to the amount of net profit, 
which goes in the form of dividend to the shareholders. Profit as the 
operationaJ concept means profitability, which is an indicator of economic 
efficiency of the enterprise. 

Profitability-maximization implies, that the enterprise should select assets, 
projects and decisions, that are profitable and reject the non-profitable 
ones. It is in this sense, that the term profit-maximization is used in financial 
management. 

Merits of Profit - Maximization: 

1. Best Criterion on Decisio1J,-Making: The goal of profit -
maximization is regarded as the best criterion of decision-making as 
it provides a yardstick to judge the economic performance of the 
enterprises. 

ii. Efficient Allocation of Resources: It leads to efficient al location of 
scarce resources as they tend to be diverted to those uses which, in 
terms of profitability, are the most desirable. 

iii Optimum Utilization: Optimum utilization of available resource is• 
possible. 

1v. Maximum Social Welfare: It ensures maximum social welfare in 
the form of maximum dividend to shareholders, timely payment to 
creditors, higher wages, better quality and lower prices, more 
employment opportunities to the society and maximization of capital 
to the owners. 

However, the profit-maximization objective suffers from several drawbacks 
which are as follows: 

1. Time Factor lgn(Jred: The term 'Profit' does not speak anything 
about the period of profit-whether it is short-term profit or long-tenn 
profit. 

ii. It is Vague: The tenn ' Profit' is very vague. It is not clear in what 
exact sense the term profit is used. Whether it is Accounting profit 
or Economic profit or profit after tax or profit before tax. 

w. The Term 'Maximum ' is also Ambiguous: The term 'maximum• 
is also not cJear. The concept of profit is also not clear. It is therefore, 
not possible to maximize what cannot be known. 

iv. 'It' Ignores Time Value: The profit maximization objective fails to 
provide any idea regarding the timing of expected cash earnings. 
The choice of a more worthy project lies.in the study of time value of 
future inflows of cash earnings. It ignores the fact tbat the rupee 
earned to day is more value able than a rupee earned later. 

v, 'It' Ignores the Risk Factor: According to economists, profit is a 
reward for risk and uncertainty bearing. It is also a dynamic surplus 



or profit is a reward for innovation. But when can· the organization 
maximize profits? Profit - maximization objective does not make this 
clear. 

(C) Wealth Maximization: It is now widely and universally accepted that the 
objective of the enterprise should suitable and operationally feasible. Precise 
and clear cut and should give weight age to the time value and risk factors. 
Owing to the various drawbacks of the profit maximization objective, 
Professor Ezar Solomon rejected it as inappropriate and unsuitable and 
sugges1ed the adoption of wealth- maximization objective which removes 
all the drawbacks of the profit maximization objective. 

Wealth- maximization is also called value- maximization. The wealth or 
'net present worth' of a course of action is the difference between gross 
present worth and the amount of capital investment required to achieve 
the benefits. Gross Present-worth represents the present value of expected 
cash benefits. 

In simple words, wealth-maximization means maximizing the present value 
of a course of action (i.e. NPV = OPC of benefits - Investment). Any 
financial action which results in positive NPV, creates and adds to the 
existing wealth of the organization and the course of action which has a 
negative NPV, reduces the existing wealth and hence be given up. All 
positive actions can be adopted, as they add to the existing wealth and help 
in wealth maximization. 

Significance of Wealth- Maximization: The company, although it-cares 
more for the economic welfare of the shareholders, cannot forget the others 
who directly or indirectly work for the over-al I development of the company. 
Thus, Wealth- Max.imization takes care of. 

I . Lenders or creditors 

2. Workers or Employees 

3. Public or Society 

4. Management or Employer 

2. Other oh)ectives: Besides the above basic objeetives, the followiug are the 
other objectives of financial management. 

• Ensuring a fair return to shareholders. 

• Building up reserves for growth and expansion. 

• Ensuring maximum operational efficiency by efficient and effective 
utilization of finance. 

• Ensuring financial discipline in the management. 

Methods of Financial Management 

The term "Financial Metbod" or "Financial Tool" refers to any logical method or 
technique to be employed for the purpose of accomplishing the following two goals : 

a. Measuring the effectiveness of firm's action and decisions. 

b. Measuring the validity of the decisions regarding accepting or rejecting future 
projects. 

Following are the important financia l tools or methods used by the financial manager 
in performance of his job: 

Introduction to Financia I 
Management 
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I. Cost of Capital: Cost of capital helps the finance manager in deciding, the 
sources, from which the funds are to be raised. 1n case of different sources of 
finance viz, shares, debentures, loans from financial institutions, banks, public 
deposits etc., the financial management takes into account th~ cost of capital 
and opts for the source, which is the cheapest, the cost of capital is also taken 
into account for detennining the optimum capital structure. 

2. Trading on Equity: Trading on equity is another tool, which helps the finance 
manager in increasing the return to equity shareholders. 

3. Capital Budgeting appraisal: Methods such as payback period, average rate 
of return, internal rate of return, net present value, profitability index etc., help 
the finance manager in selecting the best among the alternative capital investment 
proposals. 

4. Ratio Analysis: This is another method for evaluating different aspects of the 
finn different ratios serve different purposes. 

5. ABC Analysi!i: Cash management models, debtor's turnover ratio etc., help the 
finance manager in effective management of current assets. 

6. Funds Flow Analysis and Cash Flow Analysis: These techn iques help the 
finance manager in determining whether the funds have been procured from the 
best available source and they have been utilised i_n the best possible way. 
Projected funds flow analysis and projected cash flow analysis help the finance 
manager in estimating or arranging, for the future working capital or cash needs. 

Summary 
Financial Management is broadly concerned with the acquisition and use of funds 
by a business firm. 

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

The two aspects of capital structure are: capital structure theories and determination 
of optimum capital structure. 

The traditional approach, which was popular in the early stage, limited the role of 
financial management to raising and administering of-funds needed by the corporate 
enterprises to meet their financial needs. · 

According to the modem approach, the term financial management provides a 
conceptual and analytical framework for financial decision-making. That means, 
the finance function covers both, acquisition of funds as well as their allocation. 
The new approach views the tenn financial management in a broader sense. It is 
viewed as an integral part of the over-all management. 

The objectives offinancial management can be broadly classified into two categories: 

Basic Objectives: Traditionally, the basic objectives of financial management have 
been(A) Maintenance ofliquid assets and (B) Maximization of profitability of the 
firm. However, these days, there is a greater emphasis on (C) Shareholders' wealth 
maximization rather than on profit maximization. 

The other objectives of financial management: 

• Ensuring a fair return to shareholders . 

Contd ... 



• Building up reserves for growth and expans ion. 

• Ensuring maximum operational efficiency by efficient and effective utilization 
of finance. 

• Ensuring financial discipl ine in the management. 

Test Yourself 

1. Discuss in detail the scope of financial management. 

2. State the objectives of financial management. 

3. What do you mean by wealth maximisation and profit maximisation ? Which 
one do you suggest ? Why ? 

4. Briefly explain the functions of financial management. 

5. "Investment, financing and dividend decisions are all inter-related". Comment. 

6. What do you mean by financial management? Discuss the approaches to finance 
function. 

7. In what respect is the objective of wealth maximisation superior to profit 
maximization? 

8. ''The profit maximization is not an operationally feasible criterion."Do you agree? 
Illustrate your views. 

9. "Finance functions of a business is closely related to its other functions" Discuss. 

10. " ......... Finance has changed ....... from a field that was concerned primarily 
with the procurement of funds to one, that includes tbe management assets, the 
allocation of capital and valuation of the firm" Elucidate. 

Introduction to Financial 
Management 
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FINANCIAL PLANNING 

LEARNING OBJECTIVES 

I. Explain the meaning offinancial Planning. 

2. Explain the steps involved in Financial Planning. 

3. Understand Over Capitalisation and Under Capitalisation. 

Meaning and Definition 

Meaning 

Financial Planning is deciding in advance, tbe course or line of action for the future 
with respect to tbe financial m~nagement of a concern, lt includes : 

(i) Estimating the amount of funds to be raised. 

(ii) Determining the forms and the proportionate amount of the securities to be 
issued for raising the capital and; 

(iii) Laying down the policies as to the administration of the financial plan. 

Definition 

Financial plan may be defined as the plan, which properly estimates the amount of 
funds required, proportion of debt-equity, and the policies for administration of financial 
plan. 

Financial plan is a statement estimating the amount of capital required, determination 
of ftnance mix and fonnulation of policies for effective administration of the financial 
plan. Financial plan states: 

(a) The amount of capital required to be raised. 

(b) The proportion of debt in total capital and its form. 

( c) Policies bearing on the administration of capital. 

Opinion of Goben and Robbins, that financial plan should: 

(a) Determine the financial resources required to meet the company's operating 
programme; 

(b) Forecast the extend to which, these requirements will be met by Internal generation 
of funds and to what extent, they will be met from external sources; 

(c) Develop the best plans to obtain the required external plans; 

(d) Establish and i;naintain a system of financial controls, governing the allocation 
and use of funds_ 



(e) Formulate programmes to provide the most effective profit-volume-cost 
relationship; 

(t) Analyse the financial results of operations; 

(g) Report the facts to the top management and make recommendations on the 
future operations of the firm. 

From the above, we can conclude that financial plan is an advance programming of all 
the plans of financial management and integration and co-ordination of all these plans 
with other functions of a company. 

The meaning of financial planning may be we) I understood with the help of the following 
definitions: 

"The financial plan of a corporation has two-fold aspects: it refers not only to the capital 
structure of the corporation, but also to tbe financial policies, which the corporation bas 
adopted or intends to adopt" 

- J.H. Boumeville. 

"Financial planning pertains only to the function offi_nance and includes the determination 
of the firm's financial objectives, formulating and promulgating financial policies and 
developing financial procedures" 

- Walker and Boughn. 

The above definitions highlights the main aspects of financial planning, they are: 

(a) Deterrni.ning the financ ial objectives; 

(b) Formulation of financial pol.icies; 

( c) Development of financial procedures. 

Need for Financial Planning 

Many technically sound and economically viable industrial projects have failed simply 
because of poor financial planning. Thus, it is an essential tool for any business 
undertaking. 

Financial Planning is needed, not only in the case of enterprises proposed to be setup, 
but is eq_ually needed for on-going enterprises as well. 

The need for financial planning arises from the following reasons: 

Good financial planning: 

(a) Would ensure liquidity throughout the year. 

(b) Would bring to light, the surplus offunds available for expansion. 

(c) Would contribute to the rational utilisation of the available resources, to get the 
maximum benefit. 

(d) Would make things easy for the management team to function smoothly. 

Steps in Financial Planning 
1. Estimating t/te Capital Requirements: It is the first step in financial planning. 

Requirement of the concern will be estimated on the basis of the following 
factors: 

(a) The cost affixed assets like land, buildings, plant and machinery, furnitures 
and fitting~, needed to be acquired. 

financial !'Ianni ng 
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(b) The cost of intangible assets fike patents, goodwill etc., to be acquired. 

(c) The amount required to be invested in current assets like stock of raw 
materials, stores, stock of finished goods, sundry debtors, cash etc. 

(d) The cost of promotion and the cost of financing i.e., the amount of expenses 
to be incurred on the promotion of the concern like. registration fee, stamp 
duty, legal charges etc., and the amow1t of expenses to be incurred on the 
printing of prospectus, share application fonns, etc. 

2. Determination of the Form and tlie Proportionate Amount of Securities to 
be issued: The second step in Financial Planning is the determination of the 
forms and the proportion of the various securities to be issued by the concern, 
for raising capital. 

3. Other Steps: 

• Projection of Financial Statements 

• Determination of Funds Needed 

• Forecast the Availability of Funds 

• Establish and Maintain Systems of Control 

• Develop Procedures 

• Establishment of Performance-Based Management Compensation System 

The financial planning process can be broken down into six major steps: 

(I) Projection of Financial Statements: Financial statements are profit & loss 
account, and balance sheet. Projection of financial statement is very much 
needed, since it helps to analyse the effects of the operating plan on projected 
profits and various financial plans. The same projects can also ensure the proper 
monitor of the implemented financial plan. Success of a firm depends on the 
ability to identify the deviations from the financial plan. 

(2) Determination of Funds Needed: Anticipation of funds needed to invest on 
fixed assets (Plant & Machinery and equipment) as well as current asset 
(inventories and receivables)for R& D programmes and for major promotional 
campaigns. 

(3) Forecast the Availability of Funds: The required funds may be generated 
from two sources, internal and external sources. This step involves estimation 
of funds to be generated internally, which automatically identifies the amount of 
funds to be raised from outside. 

(4) Establish and Maintain System of Control: Planning and control are the 
twins of management. Control system is necessary to see the proper and 
effective utilisation of funds within the firm. It helps the basic financia l plan to 
be carried out properly. 

(5) Develop Procedures: Developing procedures ensure consistency of actions. 
Procedures should be developed for adjusting the basic plan, rf the economic 
forecasts upon which, the plan was based, do not materialise. For example, if 
the economy turns out f.o be stronger than was forecasted, then the procedures 
will help. This step is really a "feedback loop" which tiiggers modifications in 
the financfal plan. 



(6) Establishment Performance-Based Managemeht Compensation System: 
It is very much needed, to reward the managers for doing what the stockholders 
want them to do i.e., maximization of share prices. 

Objectives of the Financial Plan 

A Financial plan has the following prime objectives: 

(i) Ensure the availability of sufficientfundsto invest in feasible projects, thereby 
achieving company goals. 

(ii) Balances of risk and costs while raising the required funds there is a need to 
balance risk and costs to protect the investor. 

(iii) Simplicity: Simplicity in this context means that, the firm should issue few 
securities, since the issue of a variety of securities is complicated. 

(iv) Flexibility: Flexibility means that, the plan should be flexible enough, to adjust 
according to the changing conditions. · 

(v) Liquidity: Liquidity means, the ability ofan enterprise to honour the currently 
maturing obligations. Hence, financial plan should be able to provide funds not 
only when it is running under profits. but also in the periods of depression or 
abnonnal business situation/phase. 

(vi) Optimum Use: The FinanciaJ plan should ensure sufficient funds only for genuine 
needs. Plan should not aUow the firm to suffer shortage of cash or should have 
excess of funds than needed, which wi'll be a waste. _Put in simple tenns, the 
funds should be raised according to the needs and should be utilized properly. 

(vii) Economy: The main objective of the financial manager is to raise funds at least 
cost, the same is the case with financial planning. The plan should help the firm 
to raise funds at mit)jmwn cost. It should not impose disproportionate 'burden on 
the firm, which means the plan should ensure optimum debt-equity mix. 

Capitalisation 

At the very outset, it must be noted, that the concept of capitalization is used onJy in 
the case of joint stock companies and not in the case of other fonns of business 
undertaking like sole trading concerns and partnership finns. Again, in financial 
management, the term 'Capitalisation' is concerned only with the quantitative aspects 
and not with the qualitative aspects of business finance. 

In financial management the term 'capitalisation' is used in two different senses, viz. 
( l) in a broad sense and (2) in a narrow sense. In a broad sense. the tenn 'capitalisation' 
is considered synonymous with financial planning. So, the term is taken to refer to the 
determination of the amount of capital to be raised, the securities through which the 
capital is to be raised and the relative proportions of the various types of securities to 
be issued, and also the administration of the capital. 

ln a narrow sense. the term 'capitalisation' is taken to mean the determination of only 
the quantity of finance required by a company. 

Components of Capitalisation 

The components of capitalisation are: 

(a) Par value of share capital i.e., paid-up value of both equity and preference 
share capital. 
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(b) Reserves and ,gurplus i.e., all types of reserves, capital reserves as well as revenue 
reserves and surplus. 

( c) Long-term borrowed funds i.e., debentures issued and other long-tenn borrowings. 

Capitalisation vs Capital: The tenn ' capitalisation' confines itself to only long term 
sources of finance. But the term ' capital ,·includes all the sources of finance i.e., long
term. 

The concept of capitalization is used only in the case of companies. But the concept 
of capital is used in lhe case of all forms of business undertakings. 

Capitalisatio11 vs Share Capital: The tenns 'capitalisation' includes not only share 
capital but also reserves and surplus and long-tenn borrowings. But, the term 'share 
capital ' includes only the share capital (i.e., equity as well as preference share capital). 

Estimation of Capitalisation: There are two approaches, basis or theories for the 
determination of the amount of capitalization of a company. They are: 

1. Cost approach or cost theory of capitalisation 

2. Earnings approach or earning theory of capitalisation. 

Cost Approach or Cost Theory of Capita/isatio,i: Under the Cost Approach or 
Cost Theory of Capitalisation, the capitalization of a company is based on the cost of 
acquisition of fixed assets, the establishment of the company and the amount of 
regular working capital requirement. So, under th.is method, the amount of capitalisation 
or the value of a company is arrived at, by adding up the following items. 

( a) Costs of acquisition of fixed assets, such as land, buildings, plant and machinery, 
furniture and fixtures etc. 

(b) Cost of establishing the company, comprising the preliminary expenses, 
underwriting commission, expenses on the issue of shares etc. 

( c) The amount of regular working capital requirements. 

For instance, if the acquisition of fixed assets would cost Rs. 5,00.000 the cost of 
establishing the company would amount to Rs. 50,000 and the regular working capital 
requirements of the company would amount to Rs. 1,00,000, then the amount of 
capitalization of the company would be taken as Rs. (5,00,000+50,00o+ 1,00,000) = 
6,50,000. 

The Cost approach, no doubt provides.a basis for the determination of the capitalisation 
of the new company. But it is not a good basis for the detennination of capitalization 
for the following reasons. 

(a) The capitaLization or the value of a company is based more on its earning capacity 
(i.e., on its productive or earning capital) rather on the total value of the assets 
beldby it. 

(b) The earnings ofa company may decline, when some of its assets remain idle 
and some assets become obsolete. But this will not be revealed, if capitalization 
is made on the basis of the cost of the assets_ 

(c) The cost approach is not the right basis for the capitalization of a company 
having irregular earnings. 

Earning$ Approach or Earnings Theory of Capitalisation: Under the eamings 
approach or earnings theory ofcapitalization, the capitalization or the value of a company 
is determined on the basis of its earnings. According to this approach, the capitalization 



or value of a company is equal to the vaJue of its earnings. For instance, if the average 
annual earnings or profit of a company is Rs. 50,000 and the capitalization rate (i.e., 
the fair rate of return of the average rate of return in the industry) is I 0% on the 
capital employed, then, the capitalization of the company-will be: 

. 100 
Average amount of profit of the company x --_ ----

Fair rate of return 

i.e. 50,000x IOO = Rs. 5,00,000 
10 

The earnings approach provides a good basis for determining the capitalizafon of an 
existing company. However, this approach may not be quite suitable for determining 
the capitalization of a new company. This is because, estimation of the future average 
annual profits of a new company is not only difficult, but also highly risky, as the future 
is dependent on a number of considerations. 

To sum up, the cost approach of capitalization is quite suited to a new company while 
the earnings approach of capitalization is quite satisfactory for an existing company. 

Over-capitalisation 

Meaning of Over: Capitalisation: A company is said to be over- capitalized, when its 
actual earnings or profits are not sufficient to pay dividend at proper rate to the 
shareholders. In short, wbeo the actual capitalization of a company (i.e., the capitalization 
of a company arrived at, by adding up the par value or paid-up value of share capital, 
reserves and surplus, debentures and other long-term borrowings) is more than the 
proper capitalization (Le. the capitalization determined on the basis of either the cost 
approach or the earnings approach). 

The company is said to be over- capitalized. For instance, if the fair rate of return or 
the average rate ofretum in the industry is I 0% on the investment or capital employed, 
the company earns a profit of Rs 75,000 and it bas raised funds through the issue of 
shares and debentures and other long-tenn borrowings to the extent of Rs. 9,00,000, 
then the company is said to be over-capitalised. The company is over-capitalised, 
because the earning of the company is just. · 

75,000 100 8 1 % . . 
9, OO, 000 x = 3 °, Which is less than the fair rate return m the mdustry. 

Viz., 10% 

Symptoms of Over-Capitalisation 

There are certain symptoms of over-Capitalisation. They are: 

1. The actual capitalization of the company exceeds the Capitalisation warranted 
by its activity level and requirements. 

2. The earnings or profits of the company are lower than the general expect~d 
return in the industry (i.e., the fair rate of return in the industry). In short, there 
is a fall in the earning capacity of the company. 

3. There is a fall in the rate of dividend declared by the company over a long 
period. (It may be noted that fall in the dividend rate of a company in some of 
the years does not make the company over- capitalised. It is only when, there is 
fall in the rate of dividend of the company over a long period, that the company 
can be said to be over- capitalised). 
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4. There is a fall in the market value or market price of the shares of the company. 

Over-Capitalisation vs. Excess Capilal:Over-Capitalisation arises, when the existing 
capital of a company is not effectively or properly utilized, as indicated by the fall in 
the earning of the company. On the other hand, excess capital arises, when the company 
has raised capital in ex.cess of its requirements. 

It may be interesting to note that, sometimes, a company may be over-capitalised, but 
it may suffer from shortage of capital. 

Causes of Over-Capitalisation: Over-Capitalisation is caused by a number of factors 
or causes. The important causes of over- capitalization are: 

1. If a company is promoted by acquiring assets at inflated prices (i.e., at prices 
higher than their real values or worth), there arises over- capitalization as the 
booked values of the assets are higher than their real worth. 

2. Acquisition of unproductive intangible assets like goodwill, patents etc., on a 
large scale, higher costs render a large portion of the capital of the company 
unproductive and will lead to over-capitalization. 

3. Heavy preliminary and promotional expenses incurred by a company, will render 
a greater portion oftbe capital of the company unproductive and will contribute 
to over-capitalisation. 

4. ff a company is promoted during the boom period, it will have to pay higher 
prices for the acquisition of assets. The value of the assets may fall, when the 
recession sets in. The result is over-capitaJisation. 

5. When a company raises more capital through the issue of shares and debentures 
than what it can profit.ably use, a part of the capital of the ·company remains 
unutilised or under-utilised. Thfa results in O':_er-capitalisation. 

6. If a company borrows large sums of money at a rate of interest higher than its 
rate of earning, there results a fall in the earnings of the company as well as 
over-capitalisation. 

7. When a company does not make adequate provision for depreciation or postpones 
essential repairs to plant and machinery and equipments, the efficiency of plant 
and machinery and equipments is reduced. Consequently, the earnings of the 
company decJine and this results in over-~apitalisation. 

8. If a company follows liberal dividends policy, the earnings of the company are 
dissipated in the fonn of dividends and adequate reserves are not created. In 
such a case, after a few years, the book values of. the assets of the company 
tend to be higher than, their real values. Which means, there is over-capitalisation. 

9. When there is excessive taxation by the Government, vei:y 1 ittle fund is left with 
the company. The meager funds left with the company may not be sufficient 
even to carry out essential repairs and renewals. As a result, the efficiency of 
the assets will decline. The decline in the efficiency of the assets will result in a 
fall in the earnings capacity of the company and' over-capitalisation. 

Consequences or Effects of Over-Capitalisation: Over-Capitalisation is 
disadvantageous to the company, the shareholders, the consumers and the society. 
The disadv~ntage or the adverse effects of over-capitalisation on the company are: 

l. · Over-capitalisation results in a fall in the earnings or profits of the company. 

2. The fall in the earnings of the company will lead to reduction in the rate of 
dividend that could be declared by the company. The reduction in the rate of 
dividend of the compa.ny will lead to fall in the market values or market prices of 



· the shares of the company. The fall in the market prices of the company's 
shares wi II lead to loss of confidence of the investors in the company. 

3. The loss of confidence of the investors in the company will lower the 
creditworthiness of the company and will make it very difficult for the company 
to raise new capital for expansion and modernization. 

4. When there is over-capitalisation, the company may resort to window-dressing 
of accoW1ts (i.e., manipulation of accounts) to show, higher profits and to declare, 
dividends. Declaration of dividends out of the fictitious profits, shown by the 
window-dressing of accounts, will result in payment of dividend, out of capital. 
Declaration of dividends out of capital will be detrimental to the company. 

5. Ao over-capitalised company may be forced to adopt the scheme of re
organisation or if reconstruction has not helped the over-capitalised company to 
improve its situation, the over-capitalised company has to go into liquidation. 

6. When the eamings of the company fall owing to ovec-capitalisation, the company 
may try to increase its earnings by raising the prices of its products. When the 
prices of the products are raised, the company may not be able fo face the 
competition from the rival firms. 

Adverse Effects of Over-Capitalisation on the Shareholders: The adverse effects 
of Over-Capitalisation on the shareholders are: 

I. Over-capitalisation results in a fall in the rate of dividends to the shareholders. 

2. . Over~capitalisation will result in a fall in the·market values or market prices of 
the shares held by the shareholders. 

3. On account of the fall in the market values of the shares, resulting from over
capitalisation, the holdings of the shareholders (i.e. the shares held by the 
shareholders) will have lesser value as securities for raising loans. 

4. The shareholders of an over-capitalised company may find it difficult to dispose 
of their shares. Even if they are able to dispose of their shares, they have to sell 
those shares at a loss. 

5. The fall in the market values of the shares of a company, caused by over
capitalisation, will encourage speculation in such shares. Speculation in the shares 
of an over-capitalised company is not in the interests of the shareholders. 

6. If a company facing Over-Capitalisation resorts to re-organisation of capital as 
a remedy, the shareholders will be the worst affected, as they have to agree to 
forego a major part of their share capital for writing 7)ff the past losses of the 
company. 

Adverse Effects of Over-Capitalisation on the Consumers: The adverse effects 
of over-capitalisation on the consumers are: 

l . An over-capitalised company is forced to raise the prices of its products so as to 
increase its earnings. The rise in the prices of the products will be detrimental to 
the consumers. 

2. An over-capitalised company may not be able to keep up the quality of its prod~cts. 
The fall in the quality of the products will be harmful to the consumers. 

3. An over-capitalised company is unable to face competition and survive in the 
market. The result is, its liquidation. The consumers will be affected adversely 
by the stoppage of the production by the liquidated company. 
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Adverse Effects of Over-Capitalisation on tl,e Society: The adverse effects of 
over-capitalisation on the society are: 

l. An over-capitalised company may find it difficult to pay the wages of the workers 
on time. This wil'I affect the morale of the workers and will lead to strained 
industrial relations. 

2. If an over-capitalised company resorts to wage cuts to reduce its costs and to 
improve its earnings, there will be resentment amongst the workers. As a result, 
the industrial relations will be strained. 

3. An over-capitalised company with a large amount of debenture issue may, on 
account of its lower earning-capacity, find it difficult to pay the fixed interest on 
its debentures. This will affect the interests of the debenture holders adversely. 

4 . An over-capitalised company may, on accounts of its lower earning capacity, 
find it difficult to repay the creditors and the debenture holders. 

5. Over-Capitalisation will lead to misapplication and wastage ofthe resources of 
the society. 

6. Over-capitalisation will lead to a fall in the market values of the shares of a 
company. The fall in the market values of the shares of an over-capitalised 
co.mpany may encourage speculation in the shares and affect the climate of 
investment adversely (i.e., will be detrimental to the interest of the society). 

7. An over-capitatised company is unable to face competition and survive in the 
market. The result is its liquidation. The liquidation or closure of the over
capitalised company will affect the interests of the creditors and the labourers 
adversely. 

Remedies or Corrective Steps for Over-Capitalisation 

The real remedy for over-capitalisation lies in the scheme of re-organization or 
reconstruction of the over-capitalised company. The scheme of re-organisation or 
reconstruction helps the over-capitalised company to write off the past losses, to 
b6ng down the assets to their real values by providing the necessary depreciation and 
to undertake repairs and renewals and additions to its plant and machinery, to improve 
the earnings capacity of the assets and thereby ~he earnings or profits of the company. 

The scheme of re-organization or reconstruction can take the following forms: 

(a) The shareholders may be asked to forego a part of their share capital. The share 
capital of the shareholders can be reduced in any of the following two ways: 

(i) The par value or the paid-up of the shares may be reduced. For instance, 
if the share· capital of the over-capitalised company consists of 10,000 
shares of Rs. 100 each, fully paid, it (i.e., the share capital) can be reduced 
to I 0,000 shares of Rs. 50 each, fully paid. 

(ii) The number of shares may be reduced. For instance, if the share capital of 
an over-capitalised company consists of l 0,000 shares of Rs. I 00 each, 
fully paid it (i.e., the share capital) can be reduced to 5,000 shares of 
Rs. I 00 each, fully paid. 

(b) Even the debenture ho lders and the creditors may be induced to forego a 
reasonable amount of their claims against the over-capitalised company. 

( c) High dividend bearing preference shares may be replaced by low dividend bearing 
preference shares. This will help the over-capitalised company to have mor~ 



profits available for dividend to equity shareholders or to have more retained 
earnings. 

(d) High interest bearing debentures may be replaced by low interest bearing 
debentures, if necessary, by offering some inducement to the debenture holders 
i.e., by offering some premium on the redemptfon of the old debentures. 

(e) Sub-division of the shares of the over-capital ised company may be thought of. 
This step will increase the marketability of the company's shares and thereby, 
will increase the market value of the shares of the company. 

(f) lf funds are available, redemption of some debentures and repayment of some 
debts may be thought of. 

Besides the various schemes of re-organisation cir reeonstruction enumerated above, 
efforts should be made by the over-capitalised company to reduce its cost of operation 
and to improve. its earnings or profits. 

Under-Capitalisation 

Meaning of Under-Capitalisation: Under-Capitalisation is just the reverse of over
capitalisation. Under-Capitalisation refers to a situation, where the actual capitali~tion 
of a company is much less than its proper capitalit.a.tion (i.e., the capitalization warranted 
by its earnings). For instance, if the general rate ofretum or fair rate ofreturn on the 
investment or capital employed in the industry is I 0%, the average annual earnings or 
profits of a company are Rs. 60,000 and the actual capitalization of the company is 
Rs. 5,00,000, the company is said to be under-capitalised. The company is under
capitalised, because its actual capitalisation viz., Rs. 5,00,000 is much less than its 
proper or fair capitalization viz., 

100 
R.s.(Averageannual profits of the company)x . · = 5,00,000 

Fair rate of return 

i.e. 60,000 X \
0

0
° =. 6,00,000 

1n other words, a company is said to be under-capitalised, when its actual rate of 
earnings is much higher than the general rate or fair rate of earnings in the industry. 
For instance, if a company is earning a return of 20% on investment or capital employed, 
as compared to 12% earned by similar companies engaged in the same industry (i.e., 
the general or fair rate of return of the industry), the company is said to be uoder
capitalised. 

Symptoms of Under-Capitalisation: The various symptoms of Under-Capitalisation 
are: 

I . The actual capitalization of the company is much less than its fair or proper 
capitalization (i.e., capitalization warranted by its earnings). 

2. The actual rate of earnings of the company is much higher than the general rate 
or fair of earnings in the industry. 

3. The dividend rate of the company will be much higher than, that of similar 
companies in the industry over a long time. 

4. Tbe market value or market price of the shares of the company wiH be much 
higher than the market values of the shares of similar companies in the industry. 
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Under-Capitalisation vs Inadequate Capital 

Under-Capitalisation refers to a situation, where the existing capital of a company is 
very effectively used and as a result, its actual capitalisation is much less than its 
proper or fair capitalization warranted by its earnings. On the other hand, inadequate 
capital refers to a situation, where a company does not have sufficient funds at its 
disposal to carry out its actjvities. 

Causes of Under-Capitalisation 

The following are the causes of Under-Capitalisation. 

1. Under-estimati.on of the initial earnings of a company is one of the causes of 
Under-Capitalisation. 

2. 1f a company is set up during the period of recession, its assets would be acquired 
at low prices. ln such a case, the company becomes Under-Capitalised after 
the recession is over. 

3. Maintenance of high standards of efficiency in the working of a company will 
contribute to higher earnings and Under-Capitalisation. 

4. Creation of adequate reserves for depreciation and renewals, conservative 
dividend policy followed and large-scale ploughing back of profits result in the 
availability oflarge funds for expansion and modernization. This will contribute 
to higher earnings and Under-Capitalisation. 

Consequences or Effects of Under-Capitalisation 

Under-Capitalisation has certain 'consequences or effects. They are: 

I . Under-Capitalisation may encourage competition from new companies in the 
sense, that the high profits earned by an Under-Capitalised company may 
encourage new companies to enter the field. As .a result, the profits of the 
company may decline. 

2. Under-Capitalisation may encourage the management to manipulate the share 
prices. 

3 . Higher profits, arising from Under-Capitalisation may lead to more government 
control and higher taxation. 

4. Higher profits, gained due to Under-Capitalisation, may give an opportunity to 
the workers to demand higher wages and better welfare faci lities. 

5. The higher profits earned by an Under-Capitalised company may make the 
consumers develop the feeling that they are being exploited by the company. 

Remedies for Under-CapitaUsation 

The situation of Under-Capitalisation can be set right through a number of corrective 
steps or remedies. They are: 

I . Issue of bonus shares, by capitalizing accumulated earnings, is the most effective 
remedy for Under-Capitalisation, (i.e., issue of bonus shares reduces tbe average 
rate of earning as well as the rate of dividend of the company). 

2. Raising the par value oftbe company's shares is an important remedy for Under
Capitalisation. The par value of the company's assets and giving the shareholders 
new shares of higher denomination, ou(of the profits arising from the upward 
revision of the company's assets, in place of the existing shares. 



3. Splitting of the shares oftJ1e company is another remedy for Under-Capitalisation. 
The splitting of the shares of the company results in an increase in the number 
of shares and a fall in the rate of earning per share. (It may be noted that the 
splitting of the shares of the company will not lower the average earning rate of 
the company. It will only lower the rate of earning per share). 

Over-Capitalisation Vs. Under-Capitalisation 

Both, Over-Capitalisation and Under-Capitalisation are not based on the workingresuJts 
of a company just for a year or two. They represent chronic conditions of the business. 

Both, Over-Capitalisation and Under-Capitalisation are post-mortem diagnosis of the 
disease. That is, they can be observed only when a company has worked for some 
years. Both are deviations from the ideal pattern of capitafrzation. 

Both, Over-Capitalisation and Under-Capitalisation are detrimental to the society. 
Over-Capitalisation involves a strain on the financial resources of the company, an 
evil, for the shareholders and a big danger for the consumers and moreover, itenda11gers 
the economic prosperity of the country. Similarly, Under-Capitalisation may accentuate 
unhealthy competition from business rivals and sow seeds of dissension, cause 
discontentment among the employees and thus, may lead to exploitation of consumers. 

Though both, Over-Capitalisation and Under-Capitalisation are bad, Over..Capitalisatioo 
is considered more dangerous than Under-Capital isation for the following reasons: 

I. Over-Capitalisation is a more common phenomenon, whereas Under
Capitalisation is arare phenomenon. 

2. U oder-Capitalisation is not an economic problem, but a problem of adj us ting the 
capital structure. 

3. Under-Capitalisation is indicative of effective utilization of resources, sound 
financial position and good management. 

4. Over-Capitalisation has more serious effect on the company, the shareholders , 
the consumers and the society than Under-Capitalisation. 

5. Under-Capitalisation can be remedied more easily than Over-Capitalisation. 

6. The remedial process of Over-Capitalisation is more painful and has to be carried 
out at a higher cost to the shareholders than Under-Capitalisation. 

lt is true that, of the two situations, Over-Capitalisation is more dangerous than Under
Capitalisation or Under-Capitalisation is a lesser evil than Over.,Capitalisation. But 
both the situations should be avoided" 

Few years ago, a corporation could run its business without planning for different 
aspects in technological advancement, that were not directly related to its products, or 
servkes. But those times are gone forever. Now, this period of liberalisation, 
privatisation and globalisation (LPG), business environment. with even expanding 
opportunities and changing market conditions, strategic planning (long-range) has 
greater importance for the growth as well as for its survival. To quote Oscar 
Hauptmann (Harvard Professor) today's business firms are "Aimjng at a moving 
target", by long-range planning. The cost of keeping up with change is quite high no 
matter what procedure is fo llowed and careful environmental scanning and long
range planning is becoming more critical every day. 
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The (long-range) strategic plan of a corporation consists, its corporate purpose, 
corporate scope; corporate objectives; and corporate s trategies.The corporate purpose 
defines the mission of the company. Put it simple, Coca-Cola company has expressed 
its purpose as "we exist to create value for our shareholders/owners". The corporate 
scope describes a company's line of business and geographic area of operations. For 
example, Coca-Cola's mission statement indicates that the company limits its productions 
to soft drinks, but on a global geographic scale. Nucer Corporation, a firm listed in tbe 
New York Stock Exchange, has described its scope as "we are a manufacturing 
company producing primarily steel products". The corporate purpose and scope states 
the general philosophy of the business but it does not provide its manager with 
operational objectives. The corporate objectives spell out the specific goals set by the 
company, which guide the management. The objectives may be in the qualitative or 
quantitative form. Examples of qualitative objective is the maintenance of distribution 
system as the worlds· most effective and pervasive method to satisfy customers. On, 
the other band quantitative objectives can be fixed in terms of quantity. For example, 
accomplish 60 per cent market share, 30 per cent return on equity (ROE), Rs. 50 
crore economic value added (EVA). The corporate strategies are the instruments for 
achieving corporate objectrve. Put it simple, corporate s trategies are broad policies 
rather than detailed plans. For example, one airline may have a strategy of offering 
no-frills service between a limited numbers of cities, while another's strategy may be 
to offer "safe rooms in the sky". Strategies should be both, achievable and compatible 
with the company1s purpose, scope and objectives. -

(i) All the functional maoagets should formulate astrategic plan. Financial manager 
has to formulate financial plan. Planning is one of the principles of management, 
so financial management planning means, deciding in advance, what is to be 
done. The finance function is primarily concerned with the economic procurement 
and efficient use of funds, which is possible only with the help of a well-prepared 
financial p lan. Financial plan is a systematic approach to attain economic 
procurement and utilisation of funds. Preparations for this financial plan is the 
responsibility of the promoter or the consultant (if promoter doesn' t have 
knowledge to prepare the plan) and after promotion, it is the financial manager's 
responsibility. 

Summary 

Financial Planning is deciding in advance, the course or line of action for the future 
with respect to the financial management of a concern. Financial plan is a statement 
estimating the amount of capital required, determination of finance mix and 
formulation of policies for effective administration of the financial plan. 

A company is said to be over- capitalized, when its actual earnings or profits are not 
sufficient to pay dividend at proper rate to tbe shareholders. In short, when the actual 
capitalization of a company (i.e., the capitalit.ation of a company arrived at, by adding 
up the par value or paid-up value of share capital, reserves and surplus, debentures 
and other long-term borrowings) is more than the proper capitalsation (i.e., the 
capitalisation determfoed on the basis of either the cost approach or the earnings 
approach). 

Under-Capitalisation 1s just the reverse of over-capitalisation. Under-Capitalisation 
refers to a situation, where the actual capitalisation of a company is much less than 
its proper capitalisation (i.e .• the capitalisation warranted by its earnings). 



Test Yourself 

Conceptual Type 

( l ) What is financial planning? · 

·(2) List out the elements of a corporate financial plan. 

(3) List out the objectives of a financial plan. 

( 4) What do you mean by flexibi lity of financial plan? 

(5) What do you mean by strategic financial plan? 

(6) What is operating financial plan? 

Analytical Type 

1. What is financial planning? 

2. Explain the theories of Capitalisation. 

3. State the steps involved in financial planning. 

4. What are the causes of Over-Capitalisation? 

5. What are the effects of Under-Capitalisation? 

6. What are the benefits of financial planning? 

7. Briefly explain the objectives of financial planning. 
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CAPITAL STRUCTURE 

LEARNING OBJECTIVES 

I. Say what is capital structure. 

2. Know the optimum capital structure. 

3. Discuss number of factors that dett:rmine a £inn's capital structure. 

4. Know the meaning and types of leverages in business. 

5. Calculate financial leverage and its impact on EPS. 

Meaning of Capital Structure 

Capital structure is that part of financial structure, which represents long-term sources. 
The term capital structure is generally defined to include only long-term debt and total 
stockholder investment. The tenn capital structure refers to the mix of long-term 
sources of funds, such as equity shares capital, reserves and surpluses, debenture, 
long-term debt from outside sources and preference share capital. To quote Bogen. 
"Capital structure may consists of a single class of stock, or it may be complicated by 
several issues of bonds and preferred stock, the characteristics of which may vary 
considerably". In other words, capital structure refers to the composition of capitalisation, 
i.e., to the proportion between debt and equity that make up capitalisation. Capital 
structure indicated by the fo Uowing equation. 

Capital Structure = Long-term Debt + Preferred Stock + Net worth 

or 

Capital Structure = Total Assets - Current Liabilities 

Thus, the capital structure of a firm consists of the shareholder ' funds and debt. The 
inherent financial stability of an enterprise and risk of insolvency to which it is exposed, 
are primarily dependent on the source of its funds as well as the type of assets it holds 
and relative magnitude of such asset categories. 

Features of an Appropriate Capital Structure 

Construction of optimum capital structure is very important for a_firrn, since the finn 's 
value is depending on the capital structure. H ence, financial manager or the concerned 
person should develop an appropriate capital structure, which is helpful to maximise 
shareholders wealth. Thjs can be done only when all those factors, which are relevant 
to the company's capital structure decision, are properly analysed and balanced. Capital 
structure should be pla11ned generally keeping in view the interest of ordinary 
shareholders because they are the ultimate owners of a business enterprise and have 
the right to select the directors. However, the interest of the other groups, such as, 
employees, customers, creditors, society and government should also receive 
reasonable consideration. There is no tailor-made capital structure for all business 



enterprises. There are certain common characteristics that categorise industries. The 
study of capital structure involves a study of the debt-equity mix with the object of 
lowe1ing the overall cost of capital and with a view to maximizing the market value of 
the finn's securities. 

An appropriate capital structure should have the following features(! I): 

(a) Profitability I Return: As we have seen in the above discussion that the 
appropriate capital structure is one, which is most advantageous. With the 
constraints, maximum use of leverage at a minimum cost should be made. In 
other words, .it should generate maximum. retums to the owners without adding 
additional cost. 

(b) Solvehcy I Risk: The use of more or excessive debt threatens the solvency of 
the firm. Debt should be used till the point where debt does not add significant 
risk, otherwise use of debt should be avoided. 

( c) Flexibility: Flexible capital structure means it should allow the existing capital 
structure to change according the changing conditions without increasing cost. 
It should also be possible for the firm to provide funds whenever needed to 
finance its possible activities. Finn should also repay the funds in not required. 

(d) Conservation I Capacity: capital should be conservative in the sense that the 
debt capacity of a finn should not be exceeded. In other words, the capital 
structure should be determined within the debt capacity of the firm and not 
beyond firm's capacity. The debt capacity of a finn depends on its ability to 
generate future cash inflows. It should have enough cash to pay its fixed charges 
and principal sum. 

(e) Control: Use of more equity may lead to loose the control on company. The 
owners of competitors from (closely held finns) are very particular concerned 
about the dilution of control. Hence, construction of capital structure should not 
involve the risk of loss of control on the finn. 

The above stated are the general features of an appropriate capital structure. There 
may be particular features for a firm, which may be addi1ional. Further, the weight 
given to each of these features will differ from firm to firm. 

Opthnum Capital Structure 

ln taking a financing decision, the financial manager's job is to come out with an 
optimum capital structure. Optimum capital structure is that capital structure at that· 
level of debt - equity proportion, where the market value pe_r share is maximum and 

· the cost of capital is minimum. The same to quote, Ezra, "optimum leverage is that 
mix of debt and equity which will maximise the market value of the company and 
minimise the company's overal I cost of capital." The study of capital structure involves 
a discussion of the nature of the industry and specific circumstances of the business 
enterprise in question, besides the general theory of finance. It is difficult to define an 
ideal capital structure. A company's capital structure is a function of the nature of its 
business and how risky the particular business is, and therefore, a matter of business 
judgment. As observed by Van Home, "In tbeoptimum capital structure, the marginal 
real cost of each available method of financing.ls the same". As Gutbmann and Dougall 
rightly remark, from a strictly financial point of view, the optimum capital structure is 
achieved by balancing the financing, so as to achieve the lowest average cost oflong
term funds. This in turn produces that maximum market value for the total securities 
issued against a given amount of corporate income. The optimum capital structure 
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keeps balahce between share capital and debt capjtal. The primary reason for the 
employment of debt by an enterprise can be stated as upto a certain point, debt is 
from the point of view of the ownership, a less expensive source of funds than equity 
capital. Hence, optimum capital structure keeps a balance between debt capital and 
equity capital. 

Determinants of Capital Structure 

Capital structure may be detennined at the time of promotion of the firm or during the 
latter stages. But detennining optimal capital structure at the time of promotion is 
very importanJ and it should be designed very carefully. Management of any finn 
should set a target capital structure and the subsequent financing decisions should be 
made with a view to achieve the target capital structure. Construction of capital 
structure, is difficult, since it involves a coinplex trade off among several factors or 
considerations. Keeping the objective of wealth maximisation in mind, capital stnicture 
has to be determined. The following factors affect optimal capital structure. 

l) Tax benefit of Debt: Debt is the cheapest source of long-term finance, when 
compared with other source equity, because the interest on debt finance is a 
tax-deductible expense. Hence, debt can be accepted as a tax-sheltered source 
·of finance, which helps in shareholder' wealth maximisation. 

2) Flexibility: Flexibility is one of the most important and serious factors, which is 
considered in determining capital structure. Flexibility is the firrn1s ability to 
adopt its capital structure to the needs of changing conditions. Changing 
conditions may be, need of more funds for investments or having substantial 
funds that are already raised. Whenever there is a need to have more funds to 
finance profitable investments, the firm should be able to rise without delay and 
less cost. On the other hand, whenever there are surplus funds, the firm should 
be able to repay them. The above two conditions are fulfiHed only when there is 
a flexible capital structure. In other words, the financial plan of a firm should be 
able to change acc.ording to their operating strategy and needs. The flexibility of 
capital structure depends on the flexibility in fixed charges, the covenants and 
debt capacity of the firm. 

3) Control: The equity shareholder have voting right to elect the directors of the 
company. Raising funds by way of issue of new equjty shares to the pub! ic may 
lead to loss of control. If the management wants to have tota:t control on the 
firm then, it may require to raise funds through non-voting right instn1ment that 
is debt source of finance. But the firm needs to pay interest compulsory on debt 
finance. Debt finance is preferred only when the firm's debt service capacity is 
good. Otherwise the creditors may seize the assets of the firm to satisfy their 
claims (interest). In this situation management would lose all control. It might 
be better to sacrifice a measure of control by some additional equity finance 
rather than run the risk of loosing all control to cred.itors by employing too much 
debt. (12) Widely held comparues can raise funds by way of issue of equity 
shares, since the shares are widely scattered and majority of shareholder are 
interested in the return. At the same time if they are not satisfied with the finn, 
they will switch over to some other firm, where they expect higher return. 

4) Industry Leverage Ratios: The Industry standards provide benchmark. Firm 
can use industry leverage ratio as standard for construction of capital structure. 
Because industry standard may be appropriate to the firm. It does not mean 
that all firms in the industry are having optimum capital structure. Put it simple, 
they may be using more leverage or Jess leverage, but it suggests that whether 



the firm is out of line or not, if it is it should know the reasons why and be 
satisfied with the reasons. 

5) Seasonal Variations: Use of more or less financial leverage depends on the 
seasonal variations of the business. Low degree of financial levernge (less 
debt) is preferable when a firm's business is seasonal in nature. Example, 
Businesses such as production and sale of umbrellas, fans, air coQlers., industries 
requires less debt capital in .their capital structure. Use of more debt may make 
the firm unable to pay interest obligations in lean years, which would lead to 
financial distress. On the other hand, industries involved in business, where 
there "is no seasonality, like consumer non-durable products (food items, soaps, 
etc.) or with items in habitual use.(cigarette) or all those products, which have 
an inelastic demand are not likely to be subject to wide fluctuations in sales can 
use more debt in their capital structui:e, since they are able to earn regular profit. 

6) Degree of Competition: Competition in the industry also determines the capital . 
structure. When, there is no or less competition then, the ftrQls can use less 
equity or more debt in their capital structure, since they can sell more products 
at higher prices. Example, public utility corporations Jike gas, electricity. etc. On 
the other hand, competitive firms have to use more equity in their capital structure, 
because of competition; they may not be able to sell more units and cannot earn 
more profits. Example, gannent industry, home appliances industry. 

7) Industry Life Cycle: The Jndustry life cycle consists of introduction stage; 
growth stage; maturity stage and declining stage. The industry in infancy should 
use less debt capital or more equity capital in capital structure, since the profit 
earning capacity is less due to less sales where as when a firm is in its growing 
stage (fast) and having more profits, it can go for more debt or less equity that 
helps to maximise shareholder wealth. 

8) Agency Costs: Agency costs arises when there is a conflict of interest among 
owners, debenture holders and the management. Conflict may arise due to the 
transferring of wealth to debt holders in their favour. The agency problem is 
handled through monitoring and restrictive covenants, which involve costs that 
are ca fled agency costs. The financing strategy of a firm should seek to minimise 
the agency costs, by way of employing an external agent who specfalises in 
low-cost monitoring. Management should use debt finance to the extent that it 
maximises the wealth of shareholders, not beyond that 

9) Company Characteristics: Characteristics like sizP. and credit standing among 
other companies (within or outside industry). Small finn's ability to raise funds 
from outside is limited when compared to large firms. Small firms have to 
depend on owners' funds for financing activities. In other words, investors · 
perceive that investment in small firms is more risky than the large firms. On 
the other band, lai:ge firms are forced to make use of different sources of funds, 
because no single source is sufficient to their needs. 

When it comes to the credit rating characteristics a firm enjoying high credit 
rating may get funds easily from the capital market, as compared to other firms, 
which are having low credit raring. Because investors and creditors prefer to 
invest and grant loans to high credit rating firms, since the risk is less. 

10) Timingof Publiclssue:Timing of public offer is also oneofthemostimportant 
factors considered while planning ~he capital structure. Public offering should 
be made at a time when, that state of the economy as well as capital market is 
ideaJ to provide the funds. For example during 2003 to 2004 period, many firms 
like Vijaya Bank, JOB, Union Bank, TCS, lOC, NTPC oomeup with IPO due to 
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ideal capital market and the economy. Prices as well as yields on securities 
depend on the money policy pursued by the government. Scarcity of debt money 
and equity funds leads to high interest rates and low price earnings (P/E) ratios·. 
Therefore, company has to decide whether to finance infancy stage with equity 
funds and latter stages (except declining) with debt funds or vice versa. 

11) Requirements of Investors: Before going to issue a particular instrument to 
the public or investors to raise funds, there is a need to know the investors 
requirements. Investors may be institutional investors. (LIC, GIC, UTI) as well 
as individual investors. Some investors are ready to take risk (bold investors.), 
who prefer capital gains and control and hence, equity shares are.suitable to 
them. On the other hand, investors. (cautious), who are interested in the safety 
of their investment and stable returns, prefer to invest in debentures, since 
satisfying their needs and preference share are more suitable to the investors. 
(less cautious), who prefers stable returns and share in profits. 

12) Period of Finance: Period of finance also plays a crucial role in determining 
the capital structure. A finn can issue redeemable debentures or preference 
shares, when the finance is required for a limited period. For example, for 5 
years, firm can issue 5 years redeemable debentures or preference shares. But 
equity share capital is the best source when the firm needs finance for unlimited 
period (unknown). 

13) Purpose of Finance: Debt source of finance is suitable when a firm is planning 
to invest in productive (avenues) purpose. For example, investment on machinery, 
where as, if the firm is planning to raise funds for non-productive purpose, it can 
raise funds from equity source for example social responsibility or general 
development on a permanent basis. 

14) Legal Requireme11ts: There are some guidelines on shares and debentures 
issued by the government that are very importan1 for the construction of the 
capital structure. For example, the controller of capital issues, now SEBI grants 
to consent for capital issue when1 (a) debt equity ratio does not exceed 2 : l 
(higher · ratio may be allowed for capital intensive projects), (b) the ratio of 
preference capital to equity capital does not exceed 1 : 3 and ( c) promoters hold 
at least 2.5 per cent of the equity capital. 

Leverages 
As we have seen in the above discussion, that a firm can raise its required finance 
either equity or debt or both the sources. While constructing capital structure, a firm 
can use fixed cost bearing securities for maximisation of shareholder ' wealth. Leverage 
has been defined as, the action of a lever and mathematical advantage gained by it, 
In other words, leverage allows accomplishing certain things that are otherwise not 
possible. The concept is valid in business also. From the fioancial management point 
of view, the term leverage is commonly used to describe the finn's ability to use fixed 
cost assets or sources of funds to magnify the returns to its owners. According to 
James Home, leverage is, "the employment of an asset or sources of funds for which 
the firm has to pay a fixed cost or fixed return." Here fixed cost ( operating cost) or 
fixed returns (financial cost) remains constant irrespective of the level of output. 



Types of Leverages 

There are two types of leverages, such as 

i) Operating leverage 

ii) Financial leverage 

Now let us discuss about types of leverages. 

Op erating Leverage: Operating leverage is present any time, a firm has operating 
costs regardless of the level of production. These fixed costs do not vary with sales. 
They must be paid regardless of the amount of revenue available. Hence, operating 
leverage may be defined as the firm's ability to use operating costs-to magnify the 
effects of changes in sales on its earnings before interest and taxes. Operating leverage 
is associated with investment (assets acquisition) activitiesHence, operating leverage 
results from the present fixed operating expenses with in firm's income stream. The 
operating costs are categorised into three: One - fixed costs, which do not vary with 
the level of production, they must be paid regardless of the amount of revenue available. 
Example, depreciation plant and machinery, buildings, insuranc,e, etc. Second - variable 
costs that varies directly with the level of production. Example, raw materials, direct 
labour costs, etc. Third - Semi-variable costs, which partly vary and is partly fixed. 

The degree of operating leverage may be defined as the change in the percentage of 
operating income (EBIT), for the change in percentage of sales revenue. The degree 
of operating leverage at any level of output is arrived a t by dividing the percentage 
change in EBIT with percentage change in sales. 

That is 

Degree of Operating Leverage = Percentage change in BBIT 
Percentage change in sales 

or 
Conll'ibution =--------

Operating Pr ofil(EBIT) 
DOL 

Operating leverage may be favourable or unfavourable. High degree of operating 
leverage indicates high degree of risk. It is good, when revenues are rising and bad 
when they are fall ing. Operating risk (business risk) is the risk of the finn not being 
able to cover its fixed operating costs. The larger the magnitude, the larger is the 
volume of sales required to cover aJl fixed costs. 

Before solving the problems, there is a need to know the calculation of earnings 
available to equity shareholder from the sales revenue. The following table clearly 
gives a picture about the calculation of earnings available to ordinary shareholder. 

·-

Particulars Amount (Rs.) 

Sales Revenue (uni1s sold x selling price pu) xxxx 
- -

Less : Variable cost XXX 
[Units produced x cost per unit] -

Contribution xxxx 
Less: Fixed cost XXX 

-
Earnings Before In le fest & Taxes (EB IT) xxxx 

Less: Interest XXX 
Ear~ings Before Tax (EBT) xxxx 

Less: Tax XXX 

Earnings After Taxes (EAT) - xxxx 
Less: Preference Dividend XXX 

-

Earnings available to Equity sbarebolder (EAES) xxxx 
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Illustration I : XYZ Ltd., produced and sold 1,00,000 units of a product at the rate of 
Rs. 100. For production of 1,00,000 units, it has spend a variable cost of Rs. 6,00,000 
at the rate of Rs. 6 per unit and a fixed cost of Rs. 2,50,000. The. finn has paid 
interest Rs. 50,000 at the rate of 5 per cent and Rs. r ,00,000 debt. Calculate operating 
leverage. 

Solution: 

DOL = Contribution 
EBIT or Operating profit (EBIT) 

Particulars Amount (Rs.) 

Sales Revenue ( 1,00,000 x Rs. I 00) 10,00,000 

Less: Variable cost (1 ,00,000 x Rs. 6) 6,00,000 

Contribution 4,00,000 . 
Less: Fixed cost 2,50,000 

EBIT 1,50,000 

0 · l 4,00,000 2 66 perahng everage =--- . 
1,50,000 

. Illustration 2: From the following particulars of ABCLtd.1 calculate operating leverage. 

Particulars Amount (Rs.) 

Sales Revenue ( 1,00,000 x Rs. I 00) 10,00,000 

Less: Variable cost (1,00,000 x Rs. 6) 6,00,000 

Contribution 4,00,000 

Less: Fixed cost 2,50,000 

EBIT 1,50,000 

Solution: 

Calculation of EBJT on a percentage change 

Particulars. 2002 2004 % change 

Sales Revenue I 0,00,000 12 ,50,000 25 

Less: Variable cost 6,00,000 7,50,000 25 

CONTRIBUTION 4,00,000 5,00,000 25 

Less : Fixed cost 2,50,000 2,50,000 

EBIT I ,50,000 2,50,000 66.67 
- - --

h 
Increase in revenue/profit/amount 

Percentagec ange=--------~-----
Base or previous year revene / profit 

Percentage change in EBIT 
Degree of operating leverage (DOL) = h . 

1 Percentage c ange m sa es 

DOL = 
66

·
67 = 2.667 

25 

Operating leverage 2.667 indicates that when, there is 25 per cent change in sales, the 
change in EBIT is 2.667 times. 



Application of Operating Leverage 

• It is helpful to know how operating profit (EBIT) would change with a given 
change in units produced. 

• It will be helpful in measuring business risk. 

Financial Leverage: A firm may need long-term funds for long-term activities like 
expansion, diversification, modernization etc. , the financial managers job is to compose 
funds. The required funds may be raised by two sources: equity and debt. Use of 
various sources to compose capital is known as financial structure. The use of fixed 
charges, sources of funds such as debt and preference share capital along with the 
equity share capital in capital structure is described as financiaJ leverage. According 
to Lawrence, financial leverage is the'ability of the firm to use fixed financial charges 
to magnify the effects of changes in EBIT on the firm's earnings per share. In other 
words, financial leverage may be defined as the payment of fixed rate of interest for 
the use of fixed interest bearing securities, to magnify the rate of return as equity 
shares. It is also known as "trading as equity". Hence, financial leverage results from 
the presence of fixed -financial charges in the income statement. Financial leverage 
associates with financing activities. ( I 7) The fixed charges do not vary with firm's 
EBIT. They must be paid regardless of the amount of EBJT available to the firm. It 
indicates the effect on EBIT created by the use of ftxed charge securities in the 
capital structure of a firm. Financial leverage is computed by the following fonnula: 

Financial (Leverage ) 

or 

EBIT or operating profit 

EBT or taxable income 

Percentage change in EPS 
Degree of financial leverage (DFL) 

Percentage change in EBIT 

A Financial leverage may be positive or negative. Favourable leverage occurs when 
the firm earns more on the assets purchased with the funds, than the fixed cost of 
their use and vice versa. High degree of financial levera,ge leads to high financial 
risk. The financial risk refers to the risk of the firm not being able to cover its fixed 
financial costs. Hence, the financial manager should take into consideration, the level 
of EBIT and fixed charges while preparing the firm's financial plan. 

Illustration 3: A finn has sales of 1,00,000 units at Rs. I 00 pu. Variable cost of the 
produced products is 60 percent of the total sales revenue. Fixed cost is Rs. 2,00,000. 
The finn has used a debt of Rs, 5,00,000 at 20 per cent interest. Calculate the 
operating leverage and financial leverage. 

Solution: 

CaJcuJation ofEBT 

Particulars. Amount Rs. 

Salos Revenu1: (1,00.000 units x Rs. 100 PY) I 0,00,000 

Less: Variable cost( I 0,00,000 x 0.60) 6,00,000 

Contribution 4,00,000 

Len: Fixed cost ' 2.00,000 

EBIT l f r , 2,00,000 

Less: Interest (5.00,000 x 20 /I 00) l ,00.000 
-

Earning before tax (EBT) 1,00,000 
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Operating leverage = contribution of EBIT = 4,00,000 , 2,00,000 = 2 

Financial leverage = 2,00,000. 1,00,000 = 2 

Illustration 4: From the foUowing particulars of PQR Company, calculate operating 
and financial leverages. The company's current sales revenue is Rs. l 5,00,000 lakh 
and sales are expected to increase by 25 per cent. Rs. 9,00,000 incurred on variable 
expenses for generating Rs. 15 lakh sales revenue. The fixed cost is Rs. 2,50,000. 
The company has Rs. 20 lakh equity shares capital and Rs. 20 lakh, 10 per cent debt 
capital. Calculate operating leverage and financial leverage. Rs. IO equity and 50 per 
cent tax rate. 

Solution: 

Calculation ofEPS 

Financial Piao 
Particulars. A l1ernative 'A ' A lternative '8 ' 

Rs. Rs, 
EBfT 1,50 ,000 1,50.000 
Leu : Interest ... 50,000 
EBT I or PBT I 1.50.000 1,00.000 
Less ; Tax at 50% 75.000 50.000 
EAT 75,000 50,000 
Leu: Preferenc e dividend ... ... 

Earnines available 10 share holders. 75 000 50,000 
No. of shares (_exislinl!. + new ) (1.00, 000 + 50,000) (1,00,000 + 0) 

Earnin.e.s avai lable to share ho lders. 7 5,000 50 ,000 
E PS = No . of equity shares 1,50,00 = 0 .5 1,00,00 = 0 .5 

0 0 

Working Notes 

l) Variable cost in percentage of Sales: 

Yeo,,. Total variable cost 
100 

9,00,000 
100 60 

t 
;ro = x = x = per cen 

Sales 15,00,000 

Increase in variable cost = 18,75,000 x 60 / l 00 = 2,25,000 

\Total variable cost= 9,00,000 + 2,25,000 = Rs. 11,25,000 

2) Percentage change in EBIT: 

Increase or decrease in EBIT x 100 = 1,50/000 x 100 = 42_86 percent 
Base EBIT 3 ,50 ,000 

3) Interest on Debt: 

20 
20,00,000 x - = Rs. 4,00,000 . 100 

4) EPS 

EPS = Earnings available to shareholders 
No. of ordinary shares 

Current position = 7500 + 2,00,000 = 0.375 

Expected change= 1,50,000 + 2,00,000 = 0. 75 



. Contribution % change in EBIT 
Operatmg leverage =---- - or--~----

EBIT % change in Sales 

= 6,00,000 or 42.86 = 1_714 
3,50,000 25 

❖ 

. . EBIT % change in EPS 
Fmanc1al leverage = --or- --~· ---

EBT % change in Sales 

= 3,50,0000 o r 100 = 2_333 
1,50,000 42.86 

Application of Financial Leverage 

• It is helpful -to know, how EPS would change with a change in operating profit 
(EBIT). 

• It will be helpful for measuring the financial risk. 

Summary 

Organisation requires funds to run and maintain the business. The required funds 
may be raised from snort-term sources or long-term sources or a combination of 
both the souxces of funds, so as to equjp itself with an appropriate combination of 
fix,ed assets and current assets. Generally, capital is raised from two prime sources 
(a) equity and (b) debt. What should be the proportion of equity and debt in the 
capital strucltlre of a company? 

Capital strocture refers to the mix of long-term sources of funds, such as equity 
shares capital , reserves and surpluses, debenture, long-term debt from outside 
sources, and preference share capital. 

Capital structure is indicated by the equation: Capital structure-== long-term debt + 
preferred stock+ net worth or Capital structure = total assets - current liabilities. 

In a financing decisions the financial manager's job is to come out with an optimum 
capital structure, which maximizes market value per share by minimizing cost of 
capita. An appropriate capital structure should take into considerat,ion profitability, 
solvency, flexibility of capital structure, firm's debt capacity, and control. 

Financial leverage (FL) is the ability of the firm to use fixed financial charges to 
magnify the effects of changes in EBIT on the firm's earnings per share. lt is also 
known as "trading as equity". Symbolically (DFL): Percentage change in EPS -e-' 

Percentage change in EBIT (or) EBlT + EBT pertaining profit (EBIT). FL may · 
be positive or negative favourable leverage occurs when the firm earns more on 
the assets purchased with the funds, than the fixed cost of their use and vice versa. 
High DFL leads to high financial risk. Financial leverage is helpful to know how 
EPS would change with a change in operating profit (EBIT), and for measuring 
financial risk. 

Test Yourself 

I. Define capital structure. 

2 . What is optimum capital structure? 

Cari1ai StruclUre 
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3. Define leverage. 

4. What do you mean by financial leverage? 

5. Distinguish between capital structure and fin_ancial structure, 

6. What do you mean by Agency cost? 

7. What do you mean by flexibility in capital structure? 

8. What is operating leverage? How does it help to maximize, revenue of a firm? 

9. Distinguish between operating and financial leverage. 

I 0. What basic principles will you advocate in the matter of deciding on a proper 
constitution of capital structure for a firm? 



C H A P T E R 

4 
CAPITAL BUDGETING 

LEARNING OBJECTIVES 

I. Define capital budgeting. 

2 Explain capital budgeting process. 

3. Discuss the techniques of capital budgeting with their merits and limitations. 

4 Compare and contrast NPV with lRR. 

5. Understand about Discounted & non discounted Cash Flow 

6. Leam more about NPV, IRR and PI Methods 

Meaning and Definition 

Capital budgeting refers to planning the deployment of available capital for the purpose 
of maximizing the long-term profitability of the firm. It is the firm's decision to invest 
its current funds most efficiently in long-term activities in anticipation of flow of 
future benefits over a series of years. 

In other words, Capital budget may be defined as the firm's decision to invest its 
current funds most efficiently in the long-term assets in anticipation of an expected 
flow of benefits over a series of years. Therefore, it involves a current outlay or 
series of outlay of cash resources in return for an anticipated flow of future benefits. 
Capital budgeting is the process to identify, analysis and select investment projects, 
whose returns ( cash flows) are expected to extend beyond one year. F irrn 's investment 
dec_isions would generally include expansion, acquisition, modernization, replacement 
of fixed assets or long-term assets. From the above definition, we may identify the 
basic features of capital budgeting viz., potentially large anticipated benefits, relatively 
a high degree risk, and a relatively long-time period between the initial outlay and 
anticipated return. 

Capital budgeting involves 

• The search for new and more profitable investment proposals 

• The making of an economic analysis to determine the profit potential of each 
investment proposal. 

In simple, capital budgeting refers to the total process of generating, evaluating, selecting 
and following upon capital expenditure alternatives. 

Capital budgeting may be defined as the firm's formal process for the acquisition and 
investment of capital. 1t involves the firm's decision to invest its current funds for 
addition, disposition, modification and replacement of fixed assets. 
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Capital Budgeting Process 

Project - Project 
~ 

Project - Project 
Generation ~ Evaluation - Selection - Execution 

Figure 1: Exhibits Capital Budgeting process 

While steps are essential to any capital budgeting process, but individual situations of 
capital budgeting may demand other steps relevant to the situation to make the process 
an effective one: 

I. Proj ect Generation: Investment proposals of various types may originate at 
different levels within a firm. The investment proposaJs may fall into one of the 
following categories. 

i) Proposals to add new product to the product line. 

ii) 

iit) 

Proposal to expand capacity in existing product lines. 

Proposals to reduce the costs of the. output of the existing at any level; 
from top management level to the level of the workers. The proposals may 
originate systematically or haphazardly. 

2. Project Evaluation: Project Evaluation involves two steps: 

i) Estimation of benefits and costs. The benefits and costs must be measures 
in terms of cash flows. 

it) Selection of an appropriate criterion to judge the desirability of the project. 

3. Project Selection: Since capital budgeting decisions are of considerable 
significance, the final approval of the project may generally Test on the top 
management. However, projects are screened at multiple levels. 

4. Project Execution: The funds are appropriated for capital expenditure after 
the fina l selection of investment proposals. The formal planning for the 
appropriation of funds is called the capital budget. The project execution 
commit~ee or the management must ensure that the funds are spent in accordance 
with appropriations made in the capital budget. 

According to Finance managers, the Capital Budgeting Process is classified as under: 

I. Planning/Idea Generation 

2. Evaluation/ Analysis 

3. Selection 

4. Financing 

5. Execution/Implementation 

6. Review 

Process/Steps of Capjtal Budgeting 

The process of CapitaJ budgeting may be divided into six broad phases/steps, viz., 
planning or idea generation, evaluation / analysis, selection, financing, execution/ 
implementation and review. Figure 1 depicts the relationship among phases of capital 
budgeting. 



I . Planninglldea Generation: The search for promising project ideas is the first 
step in capital budgeting process. In other words the planning phase of a finn's 
capital budgeting process is concerned with articulatfon of jts broad investment 
strategy and the generation and preliminary search of project pr_oposals. 
Identifying a new worthwhile project is a complex problem. It involves a careful 
study from many dj fferent angles. ldeas can be generated from the sources like, 
performance analysjs of existing industries, examination of input and output of 
various industries, review of import and export data, study plans outlays and 
government guidelines, looking at the suggestions of financial institutions and 
developmental agencies, study of local materials and resources, analysis of 
economic and social trends, study of new technological developments, draw 
clues from the consumption abroad, explore the possibility ofrevivingsick units, 
identity unfulfilled psychological needs, attending trade fairs, stimulate creativity 
for generating new product ideas among the employees. 

2. Evaluation/Analysis: In the preliminary screening, when a project proposal 
suggests that the project is prima facie worthwhile, then it is required to go for 
evaluation / analysis. Analysis has to consider aspects like, marketing, technical, 
financial, economic and ecological analysis. This phase focuses on gathering 
data, preparing, summarizing relevant infonnation about various alternative 
projects available, which are being considered for inclusion in the capital budgeting 
process. Costs and benefits are determined based on the infonnation gathered 
about other alternative projects. 

3. Selection: Selection or rejection follows the analysis phase. 1f the project is 
worthwhile, after using a wide.range of evaluation techniques, which are divided 
into traditional / non-discounted and modern / discounted. Selection and rejection 
of a project depends on the technique used to evaluate and its rule of acceptance. 
The acceptance rules are different for each and every method. Apart from the 
use of techniques of evaluation, there are few techniques available for 
measurement ( range, standard deviation, coefficient of variation) and incorporation 
of risk (risk adjusted discount rate, certainty equivalent, probability distribution 
approach and decision tree approach) in capi.tal budgeting. 

4, Financing of the Project: After the selection of th.e project, the next step is 
financing. Generally the amount required is known after the selection of the 
project. Under this phase financing arrangements have to be made. There are 
two broad sources available &uch as equity (shareholders' funds - paid up share 
capital, share premium, and retained earnings) and debt (loan funds- term loans, 
debentures, and working capital advances). While deciding the capital structure, 
the decision maker has to keep in mind some factors , which influence capital 
structure. The factors are F lexibility, Risk, Income, Control, and Tax benefits -
(referred to by the acronym FR1CT). Capital should consist of debt and equity. 

5. Execution/lmplementation: Planning of paper work and implementation is 
physically different in implementing the selected project. Implementation of an 
industrial project involves the stages, project and engineering designs, negotiations 
and contracting, construction, training, ahd plant commissioning. Translating an 
investment proposal from paper work to concrete work is complex, time 
consuming and a risky task. Adequate formulation of project, use of the princi pie 
of responsibility accounting and use of network techniques (PERT and CPM), 
are very much helpful for the implementation of a project at reasonable cost. 

6. Review of the Project:Once the project is converted from paper work to concrete 
work, then, there is need to review the project. Perfonnance review should be 

Capltal Budgeting 
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done periodically, under this performance review, actual performance is compared 
with the predetermined or projected performance. 

Project Evaluation Techniques (Capital Budgeting Appraisal Methods) 

In view of the significance of capital budgeting decisions, it is absolutely necessary 
that the method adopted for appraisal of capital investment proposal is a sound one. 
Any appraisal method should provide for the following: 

1. A basis of <;iistinguishing between acceptable and non-acceptable projects. 

u. Ranking of projects in order of their desirability. 

iii Choosing among several alternatives. 

1v. A criterion which is applicable to any conceivable project. 

v. Recognizing the fact, that bigger benefits are preferable to smaller ones and 
early benefits are preferable to later ones. 

There are many methods for evaluating and ranking the capital investment proposals. 
In all these methods, the basic method is to compare the investments in the projects 
regarding the benefits derived. 

Project Evaluation Techniques 

Traditional 
Or 

Non-discounted Cash Flow 

Pay Back Period 

Accounting Role of Return 

Modem 
Or 

Discounted Cash Flow 

NPV Method 

l.R.R. 

P.J. Method 

Figure 2: Techniques of Project Evaluation 

1. Traditional Methods {Non Discounted Cash flow method) 

a. Payback period method 

b. Accounting rate of return method 

2. Modem methods (Discounted cash flow methods) 

a. The net present value of method 

b. Internal rate of return 

c. Profitability index or benefit-cost-ratio 

It should be kept in mind that different firms may use different methods. Which method 
is appropriate to a specific project of the firm, depends upon the relevant circumstances 
of the proposed project under evaluation. 



Investment Evaluation Criteria 

Traditional Techniques or Non-discounted Cash Flow Techniques 

The traditional techniques are further subdivided into two, such as 

(a) Pay back period, and 

(b) Accounting Rate of Return or Average Rate of Return (ARR). 

(a) Pay Back Period 

Pay back period is one of the most popular and widely recognized technique of 
evaluating investment proposals. Pay back period may be defined as that period 
required, to recover the original cash outflow invested in a project. In other words it is 
the minimum required number of years to recover the original cash outlay invested in 
a project. The cash flow after taxes is used to compute pay back period. 

Pay back period can be calculated in two ways, (i) Using formula (ii) Using Cumulative 
cash flow method. The first method can be applied when the cash flows stream of 
each year is equal / annuity in all the years' or projects life, i.e., uniform cash flows 
for all the years. In this situation the following formula is used to calculate pay back 
period. 

Pay Back P~riod = Original Investment + Constant Annual Cash Flows After Taxes 

or 

Initial investment (cash outlay) 

p b k . d Initial investment (cash outlay) 
ay ac peno = Annual cash inf low 

The Second method is applied when, the cash flows after taxes are unequal or not 
uniform over the projects' life period. In this situation, pay back period is calculated 
through the process of cumulative cash flows, cumulative process goes up to the 
period where cuml.,llative cash flows equals to the actual cash outflows. Put it simple: 

PBP=Year before full recovery+(Unrecovered Amount of Investment, Cash flows 
during the year) 

Accept-Reject Rule: Acceptance or rejection of the project is based on the comparison 
of calculated PBP with the maximum or standard pay back period. Put it simple 

Accept: Cal PBP < Standard PBP 

Reject: Cal PBP > Standard PBP 

Considered: Cal PBP = Standard PBP 

Advantages Pay Back Period: The Merits of pay back period are, 

• It is very simple and easy to o.nderstand. 

• Cost involvement in calculating pay back period is very less as compared to 
sophisticated methods. 

Limitations of Pay Back Period: Pay back period method suffers from certain 
Limitations such as: 

• It ignores cash flows after pay back period. 

• It is not an appropriate method of measuring the profitability of an investment, 
as it does not consider all cash jnflows yielded by the investment. 

Capital Budgeting 
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• It does not take into consideration time value of money. 

• There is no rationale basis for setting a minimum pay back period. 

• It is not consistent with the objective of maximizing shareholders' wealth. Share 
value does not depend on pay back periods of investment projects. 

For calculating payback period we need cash flows after taxes (CFAT) 

Calculation of Cash Oows after taxes (CFAT) 

ParticuJars 

Sales revenue 
Less: Variable c-0st 

Contribution 
Less: Fixed cost 

Earning Before Depreciation and Taxes (EBDT) 
Less: Depreciation 

Earning Before Taxes (EBT) 
Less: Taxes 

Earnings After Tax (EAT) 
Add: Depreciation 

Cash Flows After Tax (CF AT) or 

Earnings After Taxes but Before Depreciation (EA TBD) 

Rs. 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 
XXX 

XXX 

Illustration I: A project requires an initial investment of Rs. 1,20,000 and yields 
annual cash inflow ofRs. 12,000 for 12 years. Find the payback period 

Solution: 

1,20,000/ 12,000 = IO years. 

In case of unequal annual cash inflows, cumulative cash inflows wm be calculated 
and by interpolation, the exact payback period can be found out. 

JllustraJion i: The project requires an initial investment of Rs. 20,000 and the annual 
cash inflows for 5 years is Rs. 6,000, Rs. 5,000, Rs. 4,000 and Rs. 4,000 respectively. 
Find the payback period. 

Solution: 
- -

Year ~ Cash inflow 
' 

Cumulative Cash Inflow 

I Rs. 6,000 Rs.6000 

2 Rs. 8,000 Rs. 14,000 

3 Rs. 5,000 Rs. 19,000 
{; 

4 - Rs. 4,000 Rs. 23,000 

5 I Rs. 4,000 Rs.27,000 

The above table shows that in 3 years, Rs. 19,000 has been recovered, Rs. I 000 is left 
out of initial investment. In the fourth year, the cash inflow is Rs. 4000. lt means the 
payback period is between three and four years, ascertained as follows: 

. 1000 
Pay - back pcnod = 3ycars +--= 3.25 years 

4000 

Accept or Reject Criterion: The decision to accept or reject a proposal depends 
upon how the computed pay-back figures compares with a standard. For example, if 



the pay-back standard were 7 years, the project with the 5 years pay-back period 
would be accepted. Therefore, the decision rule is accepted if the computed pay
back period is less than the standard ; other wise it is rejected. 

Illustration 3: A company is considering expanding its production. It can go either 
for an automatic machine costing Rs. 2,24,000 with an estimated life oO years or an 
ordinary machine costing Rs. 60,000 having an estimated life of8 years. The annual 
sales and costs are estimated as follows: 

Automatic Machine (Rs.) Ord inary Machine (Rs.) 

Sales I , 50,000 

Costs: 

Materials 50,000 
Labour 12,000 
Variable o verheads 24,000 

Calculate t~e payback period ahd advice the ma~agement 

Solution: 

I , 50,000 

50,000 
60,000 
20,000 

Calculation of PBP needs cash flows after tax. Hence, now calculate CFAT 

Calculation of Cash inflows after taxes CFAT 

Automatic Ordinary Machine 
Particulars Machine (Rs.) (Rs.) 

-

Sales l, 50,000 I, 50,000 

Less costs: 
Material +Labour +V. overheads 86,000 

EBDT 64,000 
Less: Depreciation (WN i) 44,800 

EBT 19,200 
Less: Taxes at 50 per cent 9,600 

EAT 9,600 
Add: depreciation 44.800 

Cash inflow (CF AT) . , 54,400 • 
Payback period = [nitial Investment . Constant AnnuaJ Cash Inflows 

PBP of Automatic Machine= 2, 24,000 , 54,400= 4.11 Years 

PBP of Ordinary Machine= 60,000, 13,750= 4.36 Years 

I. 30,000 

20,000 
7,500 

12,S00 
6.250 
6,250 
7,500 

13,750 

I 

Advice: The payback period in case of automatic machine is shorter. Hence automatic 
machine is preferable. 

Working Note: Depreciation= (Original Investment.- Scrap Value), Life Period 

Automatic Machine: (2, 24,000 - 0) / 5 = Rs. 44,800 

Old Machine: (60,000 - 0) I 8= Rs. 7,500 

Assumption: Tax rate assum_ed as 50 per cent 

Illustration 4: A project costs Rs. 20 lakh and yields annually a profit of Rs. 3 00,000 
after depreciation at 12½ per cent but before tax at 50 per cent. Calculate payback 
period and suggest whether it should be accepted or rejected based on 6 year standard 
pay back period. 
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Solution: 
Ca.lculation of Cash Flows After Tax 

Particulars Amount (Rs.) 
~ 

Profit After Depreciation Before·Taxes 
Less: Taxes at 50 % 

EAT 
Add: Depreciation (Note) Cash inflow (CFAT) 

Payback period = Initial Investment . Constant Annual Cash 1nflows 

Payback period = Rs. 20,00,000 , Rs. 4,00,000 = 5 years 

3, 00,000 
I, 50,000 

1, 50,000 

2, 50,000 

4, 00,000 

Decision: Project should be accepted since calculated PBP is less than the standard 
PBP 

Working Note: Depreciation = Cost of Project x Depreciation Rate 

= 20, 00,000x 0.125 = Rs. 2, 50,000 

Illustration 5: ( when cash inflows are uneven ) 

XYZ Ltd. , is considering two projects. Each requires an investment of 
Rs. 10, 000. The fi.nn 's cost of capital is IO per cent. The net cash inflows from 
investments in two projects X and Y are as follows: 

Year 0 1 2 3 4 5 

Cash outflow (Rs.) 1,50,000 30,000 ---- ----- ----- ----
Cash outflow (Rs.) -- 20,000 30,000 60,000 80,000 30,000 

The company has fixed three years payback period as the cut-off point. State which 
project should be accepted. 

Solution: 
Calculation of pay back period 

Year Project X Project Y 
CFAT Cumulative CF AT CFAT Cumulative 
(Rs.) (Rs.) (Rs.) CFAT (Rs.) 

I 5,000 5,000 1,000 1,000 
2 4,000 9,000 2,000 3,000 
3 3,000 l ,000/3,000" =0.33 3,000 6,000 
4 1,000 4,000 10.000 
5 ...... 5,000 15,000 
6 ..... . 6,000 21 ,000 

Recoverable Amount . Concerned year cash flows 

PBP of Project X is 2.33 ye.ars PBP of Project Y is 4 years 

Since the cut-off point is 3 years, projectX should be accepted i.e. 2.33 years is less 
than 3 years. 

Merits: 

I. It is an important guide to investment policy. 

2. It lays great emphasis on liquidity. 

3. The rate which capital is recouped has a positive significance. 



4. The method enables a firm to choose an investment which yields a quick return 
on cash funds. 

5. lt is easy to understand, calculate and communicate to others. 

6. Other than its simplicity, the main advantage claimed for the payback method is, 
that it is a built-in safeguard against risk. 

7. It enables a firm to determine the period required to recover the original 
investment with some percentage return and thus, arriving at the degi:ee of risk 
associated with the investment. 

Demerits: 

I. rt does not measure the profitability of a project. 

2. The time value of money is ignored. 

3. I t does not value projects of different economic lives. 

4. It is only a rule-of-thumb method. It is often difficuJt to judge objectively whether 
one proposed project is superior to another and, if so, by how much. 

5. No allowance is made for taxation nor is any capital allowance made. 

(b) Accounting Rate of Return/Average Rate of Return (ARR) 

Accounting rate of return method uses accounting information as revealed by financial 
statements, to measure the profitability of the investment proposals. [tis also known 
as the return on investment (ROI). Some times it is known as Average Rate of Return 
(ARR). Average annual earnings after depreciation and taxes are used to calculate 
ARR. 1t is measured in terms of percentage. ARR can be calculated in two ways. 

(i) Whenever it is clearly mentioned as accounting rate of return: If accollllting 
rate ofreturn is given in the problem, return on original investment.method should 
be used to calculate accounting rate of return . 

. - Average annual EAT or PAT 
Accountmg Rate of Return (ARR)=- - --------- x 100 

Original investment (0) * 

*01 ~ Original investment+ Additional NWC + Installation Charges + 
Transportation Charge 

(ii') Whenever it is clearly mentioned as average rate of return: 1f Average rate 
ofretum is given in the Illustrntion, return on average investment method should 
be used to calculate average rate of return. 

Average annual EAT 
Accounting Rate of Return = ----=------- x 100 

Average investment (AI)* 

*AI = (Original investment - scrap)l/2 + Additional NWC + Scrap value 

(iii) If ARR is given in the problem, any one of the above method can be used to 
calculate ARR (preferably return on average investment method). 

Accept-Reject Rule: Acceptance or rejection of the project is based on the comparison 
of calculated ARR with the predetermined rate or cut of rate. 

Accept: Cal ARR > Predetermined ARR or Cut-off rate 

Reject: Cal ARR < Predetermined ARR or Cut~off rate 

Considered: Cal ARR = Predetermined ARR or Cut--off rate 

Capital Budgeting 
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Advantages of ARR Method: The ARR method has some merits. 

• The most si~ificant merit of ARR is that, it 1s very simple to understand and 
easy to calculate. 

• Information can easily be drawn from accounting records. 

• It takes into account all profits of the projects• life period. 

• Cost involvement in calculating pay back period is very less in.comparison to the 
sophisticated methods, since it saves analysts' time. 

Limitations of ARR Method: ARR method suffers form serious demerits. 

• lt uses accounting profits instead of actual ca~h flows after taxes, in evaluating 
the projects. Accounting profits are inappropriate for evaluating and accepting 
projects, since they are computed based on arbitrary assumptions and choices 
and also include non-cash items. 

• Jt ignores the concept of time value of money. 

• It does not allow profits to be reinvested. 

• lt does not differentiate between the size of the investment required for each project. 

• lt does not take into consideration any benefits, which can accrue to the firm 
from the sale of equipment, in abundance which is replaced by the new investment 

• It feels that, IO per cent rate ofretum for IO years is more beneficial than eight 
per cent rate of retum for 25 years. 

• It is incompatible with the objective of wealth maximization to the equity 
shareholders. 

• 1t uses arbitrary cut-off as yardstick or standard for acceptance or rejection rule. 

Illustration 6: The working result of two machines are given below 

Machine X 
Rs. 

Cost 45,000 

Sales per year 
,, 

J,00,000 

Total Cost Pel' Year I 36,000 

(excluding depreciation) 

Expected Life 2 years 

Which of the two should be preferred? 

Solution: 

Computation of average income 

Machine X 

Rs. 

Sales per year 1,00,000 

Less : cost per year 36,000 

64,000 

Less : Depreciation 22.500 

Net profit 41,500 

Average Income 41,500 

Average Investment 22,500 

Machine Y 
Rs. 

45,000 

80,000 

30,000 

3 years 

Machine YI 
Rs. 

80,000 

30,000 

50,000 

15,000 

35,000 

35,000 

22,500 



ARR 
Average Income 

0 ---~----x I 0 
Average investment 

For' X'= 4 l, SOO x lOO = 184% 
22,500 

For'Y'= 35,000 x I 00 = 156% 
22,500 

Machine X has higher ARR. Hence, Machine X should be preferred. 

Illustration 7: A limited firm has t1nder consideration the following two projects. 
Their details are as follows: 

Investment in machinery 
Working capital 
Life of machinery (Years) 
Scrap value of machinery (%) 

Tax rate(%) 

Project X 

Rs. 

10,00,000 

5,00,000 

4 

10 

50 

Income before depreciation and tax at the end of 

Year I 2 3 

X (Rs.) 5,000 4,000 3,000 
Y (Rs.) 1,000 2,000 3,000 

4 

-

Project Y 

Rs. 

1.000 
4,000 

1-5,00,000 

5,00,000 

6 

10 

50 

5 

--
5,000 

You are required to calculate the average rate of return and suggest which project is 
to be preferred. 

Solution: 

Calculation of ARR: (Average annual income after taxes + Average investment) x I 00 

Project X = (2,87,500 / 10,50,000) x 100 = 27.38 per cent 

Project Y = (3,54, I 67/ 13,25,000) x I 00 = 26. 73 per cent 

ARR of Project X is higher than that of Project Y. Hence Project X is preferred. 

Working Notes: 

I . Calculation of Average Annual Income After Depreciation and Taxes: 

Project X Project Y 
Rs. Rs. 

Average EBDT 8,00,000 9',33,333 

Less: Depreciation 2,25,000 2,25,000 

AverageEBT 5,75,000 7,08,333 

Less: Taxes at 50 % 2,87.500 3,54,166 

Average EAT 2,87,500 3,54,167 

2. Calculation of Average Investment: 

(Original investment - scrap value) 1/2 + Additional Working Capital + Scrap 
value 

Capital Budge1ing. 
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Project X: ( 1 0,00,000-l ,00,000) 1/2 +5,00,000+ 1,00,000 = Rs. I 0,50,000 

Project Y: ( 15,00,000-l,50,000) l /2 +5,00,000+ 1,50,000 = Rs. 13,25,000 

3. Depreciation: (Original lnvestment - Scrap Value). Life Period 

ProjectX: (10,00,000-1,00,000)4 =Rs. 2,25,000 

Project Y: (I 5,00,000-1 ,50,000) 6 = Rs. 2,25,000 

4. Average EBDT = 32,00,000 /4 =8,00,000 56,00,000 1,6 = 9,33,333 

Illustration 8: A project costs Rs. 5,00,000 and has a scrap value of Rs. 1,00,000. Its 
stream of income before depreciation and taxes during first year through five years is 
Rs. l ,00,000, Rs. 1,20,000, Rs. 1,40,0000, Rs. 1,60,000 and Rs. 2,00,000. Assume a 
50 per cent tax rate and depreciation on straight- line basis. Calculate the accounting 
rate for the project. Also state whether you recommend the project for investment 
when the management expects a rate of return of 10 per cent. 

Solution: 

ARR: (Average EAT..,. Original investment) x 100 

ARR = (Rs. 32,000/5,00,000) x I 00 = 6.4 per cent 

As accounting rate of return for Project is less than the IO per cent set by the 
management, hence the project can be rejected. 

Working notes: 

i) Calculation of Average EAT 

Average EBDT (Note iii) 

Less: Depreciation (Note ii) 

Average EBT 

Less: taxes at 50 per cent 

Rs. 

1,44,000 

fill,QQQ 

64,000 

32.000 

Average EAT 32.000 

ii) Depreciation= (5,00,000 - 1,00,000) / 5 = Rs. 80,000 

iii) Average EBDT = Total profits / No. of years = 7,20,000 / 5 = Rs. l,44,000 

Illustration 9: Determine the accounting rate of return from the following data of 
two machines A and B. 

-

Machine A Machine B 

Rs. Rs. 

Original cost . 56,125 56,125 

Additional investment in networking capital 5,000 6,000 

Estimated life in years 5 5 

Estimated saJvage value 3,000 3,000 

Average income-tax rate (%) 55 55 



Annual estimated income after depreciation and taxes (EAT) 

Year l 2 

Machine A (Rs.) 3,375 5,375 

Machine B (Rs.) 11,375 9,375 

Depreciation has been charged on straight line basis. 

Solution: 

3 4 

7,375 9,375 

7,375 5,375 

Accounting Rate of Return: (Average EAT, Original investment) x 100 

Machine A: Average annual jncotne after tax= 36,875 / 5 = 7,375 

Original investment = 56, 125 + 5000 = 61, I 25 

5 

l l ,375 

3,375 

Accounting rate ofreturn = (7,375, 6 l , 125)x I 00 = 12.06 per cent 
Machine B: Average annual income after tax= 36,875 / 5 = 7,375 

Original investment= 56,125 + 6,000 = 62,125 

Accounting rate of return= (7,375 , 62, 125) x I 00 = 1 1.87 per cent 
Note: 

i) If accounting rate of return is given in the illustration, return on original investment 
me1hod should be used to calculate accounting rate of return. 

Original investment = original investment + additional net working capital 

ii) If Average rate of return is given in the Ulusttation, rerum on average investment 
method should be used to calculate average rate of return. 

(Average annual income after taxes , Average investment))( 100 

(Original investment - scrap value) 1/2 + Additional Working Capital+ Scrap 
value 

iii) If ARR is given in the problem, aoy one of the above m~thods can be used to 
calculate ARR (preferably return on average investment method). 

Modern Techniques of Capital Budgeting (Discounted Cash Flow Techniques) 

.Modern/discounted cash flow techniques take into consideration almost all the 
deficiencies of the traditional methods and consider all benefits and cost occurring 
during the projects' entire life period. Modem techniques can be again subdivided into 
three, viz., (A) Net Present Value (NPV) (B) Internal Rate of Retum (IRR) or trail 
and error (C) Profitability lndeX: (PI) or Discounted Benefit Cost Ratio (DBCR). 

(A) Net Present Value Method (NPV) 

The net present value method is one of the discoun~ed cash flow methods. It is also 
known as discounted benefit cost ratio method. NPV can be defined as preset value 
of benefits minus preset value of costs. It is the process of calculating present values 
of cash inflows using cost of capital as an appropriate rate of discount and subtract 
present value of cash outflows from the present value of oash inflows and find the net 
present value, which may be positive or negative. Positive net present value occurs 
when the present value of cash inflow is higher than the present value of cash outflows 
and vice versa. 
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Steps involved in computation ofNPV are, 

(i) forecasting of cash inflows of the investment project based on realistic 
asswnptions. 

(ii) Computation of cost of capital, which is used as discow1ting factor for conversion 
of future cash inflows into present values. 

(iii) Calculation of cash flows using cost of capital as discounting rate / factor. 

(iv) finding out NPV by subtracting present value of cash outflows from present 
value of cash inflows. 

Accept-Reject Rule: Acceptance or reject rule of the project is decided based on 
the NPY. 

Accept: NPY> Zero Reject: NPY< Zero Consider: NPY= Zero 

Advantages of NPV MPthod: The Merits of NPV are, 

• It takes into account the time value of money. 

• Lt uses all cash inflows occurring over the entire life period of the project including 
scrap value of the old project. 

• It is particularly useful fQr the selection of mutually exclusive projects. 

• It takes into consideration the changing discount rate. 

• It is consistent with the objective ofniaximization of shareholders' wealth. 

Limitatio,is of NP V Method: NPV is the most acceptable method in comparison 
with tl'adit.ional methods. Nevertheless, it has certain Limitations also. 

• It is difficult to understand when compared with PBP and ARR. 

• Calculation of required rate or discounting factor or cost of capital is difficult, 
which involves a lengthy and time consuming process and presents illustrations. 
At the same time calculation cost of capital is based on different methods. 

• In case of projects involving different cash outlays, NPY method may not give 
dependable results. 

• It does not give satisfactory results when comparing two projects with different 
life periods. Generally a project, having a shorter economic life would be 
preferable, other things being equal. 

• lt is consistent with objective of maximization of shareholders' wealth. 

Illustration JO: A choice is to be made between the two competing proposals which 
require an equal investment of Rs. 50000 and are expected to generate net cash 
flows as under: 

Years Project A Project B 

Rs. Rs.. 

I 25000 lOOOO 

2 15000 12000 
3 ' 10000 18000 

4 Nil 25000 

5 12000 8000 

6 6000 4000 



Cost of capital of the company is I 0%. The following are the present value factor at 
10% p.a. 

Year 2 3 4 5 6 

P.V. Factor At 10% 0.909 0.826 0.751 0.683 0.621 0.564 

Which proposal should be selected using NPV method? Suggest the best project. 

Solution; 

Year 

I 
2 
3 
4 
5 
6 

Comparative StatementofNPV 

PV Factor Project 
@JO% Cash 

lnJJow 
0.909 25000 
0.826 15000 
0.751 10000 
0.683 

1, 
Nil 

0.621 12000 
0.564 6000 

Total present Value : 
Less : Initial Investment : 

NPV: 

Present 
Value 
22725 
12390 
7510 

Nil 
7452 
3384 

53461 
50000 

Rs. 3461 

Project 8 
Cash 

Inflow 
10000 
12000 
18000 
25000 
8000 
4000 

Present 
Value 

9090 
9912 

13518 
17075 
4968 
2256 

56819 
5000 

Rs.6819 

Since project B has the highest NPV, Project B should be selected. 

. 

Illustrati.on 11: The Gama Co., Ltd., is considering the purchase of a new machjne. 
Two alternative machines (X and Y have been suggested, each having an initial cost 
of Rs. 400000 and requiring Rs. 20000 as additional working capital at the end of the 
,~, year. Earnings after taxation are expected to be as follows: 

Year Cash inflows 
MacbineX Machine Y 

Rs. Rs. 
1 40000 120000 
2 120000 160000 
3 160000 200000 
4 240000 120000 
5 160000 80000 

The company has a target of return on capital of J 0% and on this, you are required to 
compare the profitability of the machines and state which alternative you consider 
financially preferable. · 

Note: The present value of Re. J due I •n• number of years: 

Year 2 3 4 5 

P.V. At 10% 0.91 0.83 0.75 0.68 0.62 
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Solution: 
Statement showing the profitability of the two machines 

Year PV Factor Machine X 

@10% Cash 

lnfl,ow 

1 0.91 40000 
2 0.83 120000 
3 0.75 160000 
4 0.68 240000 
5 0.62 160000 

Total present value of cash inflows : 

Total present v alue o( cash outflows : 

(Rs. 400000 + 20000 X 0.91) : 
Net Present value : 

Present 
Value 

36400 
99600 

120000 
163200 

9200 

518400 

418200 

100200 

RecommendaJion: Machine Y is preferable to machine X 

Machine Y 

Cash 

Inflow 

120000 
160000 
200000 
120000 
80000 

Present 

Value 

109200 
132800 
150000 
81600 
49600 

523200 

418200 

105000 

Accept or Reject criterion: In case, NPV is positive, the project should be accepted. 
If the NPV is negative, the project should be rejected. 

It can be summarized as under: 

l . NPV> Zero ➔ Accept 

2. NPV> Zero ➔ Reject 

1. PV> Zero ➔ Accept 

2. PV> Zero ➔ Reject 

PV stands for the present value of cash inflows and C for present value of cash 
outflows. 

Illustration 12: Calculate the NPV for a project, which requires an initial investment 
of Rs. 20,000 and which, involves a net cash inflow of Rs. 6, 000 each year for 6 
years. Cost of funds is at 8 per cent. 

Solution: 

Years Net Cash inflow (Rs.) Discount Factor 8 % Present Value 
(Rs.) 

1 to 6 6,000 4.623* 27,738 
Present Value of Cash inflows 27,738 
Less: Present Value of cash outflows 20,000 

Net Present Value 7,738 

*Note: See TABLE A-4 The Present Value of Annuity One Rupee for PY of one rupee at 8 per 
cent discounting factor, because the cash inflow occurs evenly for a period of 6 years. 

Illustration 13: Which amount is worth more at 10 per cent: Rs. 1,000 in hand today 
or Rs. 2,000 due after 8 years. 

Solution: 

A rupee received today is more valuable thari a rupee received tomorrow. Based on the 
time value of money, Rs. 1,000 in hand today is worth more than the sum due after 8 yea.rs. 



Computation of Present Value 

Cash Flows (Rs.) Discounting Factor 10 % Present Value (in Rs.) 

1,000 1.00 1,000 

2,000 0.467* 934 

Rs. 1,000 today is more valuable than Rs. 2,000 due after 8 years because the value 
of Rs. 2,000 after 8 years is only Rs. 934. 

*Note: See TABLE A-3 The Present Value of One Rupee for PY of one rupee at JO 
per cent discounting factor, because the cash inflow occurs only in one point of time. 

Il/11stration 14: A new machine costs Rs. 20,000, requires no increased investment 
in working capital and is expected to yield Rs. 6,000 profit per year for JO years, at 
whi~h time its scrap value will be negligible. Assume straight-line depreciation and a 
30 per cent tax rate. 

If management requires at least a IO per cent rerum on any new investment, would 
this investment qualify? At a rate of return what is the present value per rupee of 
investments. 

Solution: 

Calculation ofCFAT 

Rs. 

EBDT-6,000 

Less: Depreciation 

EBT 4,000 

Less: Taxes 30 % 

EAT 2,800 

2..!)00 (2,000+10) 

1.200 

Add: Depreciation 2,QOO 

CFAT 4,800 

Computation ofNPV 

Year Cash Flows (in Rs.) D F IO% 

I to 10 4,800 6.145* 

Present Value of cash inflows 

Less: Cash outflows 

Net Present Value (NPV) 

PV's (in Rs.) 

29,496 

29,496 

20,000 

9,496 

*Note: See TABLE A-4 The Present Value of Annuity One Rupee for PV of one rupee at IO per 
cent discounting factor, because the cash inflows occurs evenly for a period of 10 years. 

PV per rupee of investment = Total present value cash inflows 7'Total investment 

= Rs. 29,496 + 20,000 - Rs. 1.47 
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Illustration 15: No project is acceptable unless the yield is l O per cent. Cash inflows 
of a certain project along with cash outflows are given below: 

Year 0 1 2 J 4 

Cash outflow (Rs.) 1,50,000 30,000 ----- ---- ---

Cash outflow (Rs.) ,....,.__ 20,000 30,000 60,000 80,000 

The salvage value at the end of 5 th year is Rs. 40,000 Calculate the NPV. 

Solution: 

Calculation ofNPV 

5 

---•-
30,000 

Year Cash Flows (in Rs.) DF10% PV's (in Rs.) 

I 20,000 0.909* -

2 30,000 0.826 

3 60,000 0.751 

4 80,000 0.683 

5 30.000 0.621 

6 Scrap Value 40,000 0.621 

Present Value of cash inflows 

Less: Cash outflowst 

Net Present Value (NPV) 

t Working Note: Calculation of PV of cash outflows 

Year Cash Outflow 

0 1,50,000 

30,000 

Total PV of Cash outflows 

OF 10% 

0.909 

PY Rs. 

1,50,000 

27,270 

1,77,270 

18, 180 

24,780 

45,060 

54,640 

18,630 

24,840 

I ,86, 130 

1,77,270 

8,860 

*Note: See TABLE A-3 The Present Value of One Rupee for PV of one rupee a t 10 per cent 
discounting factor, because the cash inflow occurs unevenly for a period of 5 years. 

(B) Internal Rate of Return (IRR) 

This method advocated by Joel Dean, takes ioto account the magnitude and timing of 
cash flows. 

IRR is that rate at which the sum of Discounted Cash Inflow (DCF) equals the sum 
of discounted cash outflow. It is the rate at which the net present value of the investment 
is zero. It is called Internal Rate of Return because it depends mainly on the outlay 
and proceeds associated with the project and not on any rate determined outside the 
investment This method is also known by following names: 

• Marginal efficiency of capital 

• Rate of return over cost 

• Time adjusted rate of return 

• Yield on investment 

Internal rate of return may be defined as that discounting factor at which the present 
value of cash inflows equals to the present value of cash outflows. It takes into 



account the magnitude and timing of cash flows. <12
) In case of NPV method, the 

discount rate is the required rate of return and that is predetermined, usually by cost 
ofcapital, which determines based on external point of view, where as fRR is based 
on facts, which is internal to the proposal. It is the best available concept. We shall 
see that although frequently a used concept in finance, yet at times quite a misleading 
measure of investment worth. 

Computation of IRR is based on the cash flows after taxes. IRR is mathematically 
represented as 'r'. It can be found by trial and error method. 1n this method the 
evaluator selects any discount rate to compute present value of cash inflows. Generally 
the cost of capital is taken as first trial. If calculated present value of the cash inflows 
is higher than the present value cash outflows then evaluator has to try at higher rate. 
On the other hand if the present value of cash inflows is lower than the present value 
of cash outflows then evaluator has to try lower discounting fac tor. This process will 
be repeated till the present value of cash inflows equals to the present value of cash 
outflows. Generally, IRR may lie between two discounting factors; in that case analyst 
has to use interpolation formula for calculation of IRR. The formulae is as follows; 

Where, 

Or 

Where, 

lRR =LDF%+[6 LDPV-OI ] 
LDPV - HDPV 

LDF = Discount factor of low trial 

ADF = Difference between low discounting facto r and High 
discounting factor 

LDPV= PV of cash inflows at low discounting factor trial 

HDPV = PV of cash inflows al high discounting factor trial 

01 = Original investment 

C - 0 ) IRR = A + - · -x(B- A 
C-D 

A = Discounted factor of low trial 

B = Discounted factor of high trial 

C = Present value of cash inflow in the low trial 

D = Present value of cash inflow in the high trial 

O= Original or initial outlay 

Accept-Reject Rule: Acceptance or reject rule of the project decides based upon the 
calculated IRR and Cost of capital (Ko). 

Accepted: IRR > Cost of capital (Ko) 

Reject: IRR < Cost of capital (Ko) 

Consider IRR = Cost of capital (Ko) 
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Merits of IRR: 

l. IRR attempts to find the maximum rate of interest at which funds invested in the 
project could be repaid out of the cash inflows arising from that project. 

2. It considers the time value of money. 

3. It considers cash flows thought out the life of the project. 

4. It is not in conflict with the concept of maximizing the welfare of the equity 
shareholders. 

5. It is calculated by the method of trial and error, usually it gives more psychological 
satisfaction to the user. 

6. lt is consistent with the objective of shareholders; wealth maximization. 

Demerits. of IRR: 

I. Calculation oflRR is quite tedious and it is difficult to understand. 

2. Both NPV and IRR assume that the cash inflows can be reinvested at the 
discounting rate in the new project. However, reinvestment of funds at the cut
off rate is more appropriate than at the IRR. Hence, NPV method is more 
reliable than IRR to rankjng two or more projects. 

3. It implies that profits can be reinvested at internal rate ofretum, which is not 
logical. 

4. lt produces multiple rate of returns which can be confusing. 

5. It does not help in the evaluation of mutually exclusive projects, since a project 
with highest IRR would be selected. However, in practice, it may not turn out to 
be the one, that is the most profitable and consistent with the objective of 
shareholders i.e. wealth maximization. 

6. It may not give fruitful results in case of unequal projects life, unequal cash 
outflows, and difference in the timing of cash flows. 

7. It may give results inconsistent with NPV method. This is especially true in case 
of mutually exclusive projects, i.e., projects where acceptance of one would 
result in the rejectioo of the other. Such confuct of results arises due to the 
following. 

1. Differences in cash outlays 

n. Unequal lives of projects 

rn. Different pattern of cash flows. 

Compare and Contrast 'NPV' with ' fRR': 

NPV and IRR are the discounted cash flow methods available for evaluation of capital 
budgeting projects. These are similar in certain respects. In cenain situations, they 
would give same (accept or reject) decision. But they differ in the sense, that the 
results regarding the choice of assets are under certain circumstances mutually 
contradictory. The comparison of these methods is therefore~ involves a discussion of 
(a) Similarities between the methods, and (b) Differences. 

NPV with IRR: Similarities: 

• The two methods use cash inflows after tax (CFAT). 

• Both the methods take into consideration the time value of money. 



• They consider CFAT throughout the projects life period. 

• Both methods give consistent results in terms of acceptance or rejection of 
investment proposals in certain situations. That is, if a project is viable it will be 
indicated by both the methods. lf a project is not qualified, both methods will 
indicate that it should be rejected. 

• The situations in which the two methods will give a concurrent accept or reject 
decision will be in respect of conventional and independent projects. 

• According to NPV the decision rule is that a project will be accepted ifNPV is 
greater than zero, the IRR would support projects where IRR is greater than the 
cost of capita (Ko). 

NPV with IRR: Differences: 

• 1n case of mutually exclusive projects, ifNPV method accepts the project while 
IRR rejects. 

• lf there is a size disparity the NPV and the IRR will give different rankings. 

• When there is an incremental approach, the NPV method is superior to the IRR, 
because the former supports projects, which are compatible with the goal of 
shareholders wealth while the latter does not. 

• When there is time disparity the NPV VJOuld give results superior to the IRR 
method. 

• 1n Projects with unequal lives, NPV and IRR would give conflicting ranking to 
mutually exclusive projects. 

Comparison of NPV and IRR Methods: 

NPV Method IRR Method 

I. Interest rate is a known factor I . Interest rate is an unknown factor 

2. lt involves computation Qf the amount 2. lt attempts to find out the maximum rate 
that can be invested in a given project so of interest at which funds are invested in 
that the anticipated earnings will be the project Earnings from the project in 
sufficient to repay this amount with market the form of cash flow will help us to get 
rate of interest. back the funds already invested. 

3.lt assumes that the cash inflows can be 3. lt also assumes that the cash inflows can 
reinvested at the discounting rate in the be reinvested at the discounting rate in the 
new projects. new projects. 

4. Reinvestment is assumed to be at the 4. Reinvestment in funds is assumed to be 
cut-off rate. at the IRR. 

The Present value method a lways provides for correct ran.king of mutually exclusive 
investment projects, whereas, IRR method sometimes, does not. In the latter method, 
the impliedieinvestment rate will differ depending upon tbeoash flow for each investment 
proposal under consideration. For proposal with a high internal rate of retumJ a high 
reinvestment rate is assumed, for proposals with a low rate ofreturn, a low reinvestment 
rate is assumed. The IRR calculated, may rarely represents the relevant rate as asswned 
and the relevant rate for reinvestment of intennediate cash flows. 

(C) Profitability Index (PJ)/Discounted Benefit Cost Ratio (DBCR) 

This is another discounted cash flow method of evaluating investment proposals. It is 
also known as discounted benefit cost ratio method. It is similar to NPV method. It is 
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the ratio of the present value of cash inflows, at the required rate of return, to the 
initial cash outflow of the investment proposal. PI method measures the present value 
of future cash per rupee, where as NPY is based on the difference between present 
value ofcash inflows and present value of cash outflows. NPY method is not reliable 
to evaluate projects requiring unequal initial investments. Pl method provides solution 
to this problem. Pl is the ratio, which is derived by dividing present value of cash 
inflows by present value of cash outflows. 

Pl is the ratio of present value of future cash benefits at the required rate of return at 
the initial cash outflow of the investment. 

PI = PY of cash inf lows 
Initial cash outlay 

Like IRR and NPV methods, profitability index is a conceptually sound method of 
appraising investment projects. It provides ready comparisons between investment 
proposals of different magnitudes. 

Accept-Reject Rule 

Accept: Pl > 1 Reject: PI < l Considered: Pl = I 

Characteristics of Sound Investment Criterion: The characteristics should be 
possessed by a sound investment criterion. 

(i) It should consider all cash flows to detennine the true profitability, 

(ii) rt should provide for an objective and unambiguous way of separating good 
projects from bad projects, 

(iii) It should help ranking of projects according to their true profitability, 

(iv) It should recognize the fact that bigger cash· flows are preferable to smaller 
ones and early cash flows are preferable to later ones, 

(v) It should help to choose among mutually exclusive projects that particular project 
which maximizes tlie shareholders' wealth, 

(vi) It should be a criteria, whjch is applicable to any conceivable investment. project 
independent of others. 

Merits of PI: 

The PI Method satisfies almost a ll tbe requirements of a sound investment criterion. 
The characteristic, as we recollect are: 

• It gives due consideration to time value of money. 

• It.considers all cash flows to determine PI. 

• {t help to rank projects according to their P I. 

• It recognizes the fact that bigger cash flows are better than smaller ones and 
early cash flows are preferable to later ones. 

• It can also be used to cboose n:iutuaUy exclusive proj ects by calculating_ the 
incremental benefit cost ratio. 

• It is consistent with the objectives rnax.imizationof shareholders' wealth. 

Illustration 16: The initial cash outlay of a project is Rs. 50000 and it geoQrates cash 
inflows of Rs. 10000, Rs. 20000, Rs. 30000 and Rs. I 0000. Assume I 0% rate of 
discount. Find Pl. 



Solution: 

Computation of PI 

-
Year Cash inflow Present Value Present Value of 

1 2 Factor @ 10% Cash inflow 

I 10000 0 .909 9090 

2 20000 0.826 16520 

3 30000 0.751 22530 

4 10000 0.683 6830 

Total 54970 

Pl = _PVofcashinf1ows 
Initial cash outlay 

= 54970/50000 = 1.0994 

Accept or reject criterion: Accept the project if its profitability index is greater than 
one. Such a project will have the positive net present value. Projects can be ranked on 
the basis of PJ. Highest rank will be assigned to the project.with highest Pl, while the 
lowest rank will be given to the project having lowest PI. 

Illustration. I 7: A project requires an investment of Rs. I 0,000 and the expected 
cash flows are: 

I" year Rs. 12,000; and 2nd year Rs. 4,000 

The cost of capita] is JO per cent and the PV factors at JO per cent are 1 ' 1 year-0.909, 
2nd year-0.826. Compute the profitability index. 

Solution: 

Profitability index = Total PV of cash inflows+ Initial investment 

= (Rs. 12,000 x 0.909 + Rs. 4,000 x 0.826) + I 0,000 

= 14,212 + 10,000 = l.42 

Jt indicates that for every one rupee investment, there is ( l.42-1) 0.42 paise profit. 

Illustration 18: The initial cash outlay of a project is Rs. l ,00,000 and it generates 
cash inflows of Rs. 40,000, Rs. 30,000, Rs. 50,000 and Rs. 20,000. Assume a 10 per 
cent rate of discount. Calculate Profitability index. 

Solution: 

Calculation of Profitability Index 

Vear CFAT (Rs.) DF 10¾ Preseot Values (Rs.) 

1 40,000 0.893 36,360 

2 30,000 0 .797 24,780 

3 50,000 0.712 37,550 

4 20,000 0.636 13,660 

PY of Cash inflows l,l2,350 

Profitability Index = PY of cash inflows+ Initial investment.a: l, 12,350+ 1,00,000 = l. 12 

Capital Budgeting 

59 



Financial Management 

60 

Practice Your.self (Solved Problems) 

l . What is the present value of Rs. L0,000 at the end of second year at a discount 
rate of 10 per cent? 

Solution: 

PV of Rs. I 0,000 at the end of second year = 1 O,OOOx0.826 = Rs. 8,260 

2. What is the present value of Rs. 40,000 due, three years hence at a discount 
rate of 10 per cent? 

Solution: 

PV of Rs. 40,000 at the end of three years= 40,000x0.75 l = Rs. 30,040 

3. What is the present value of Rs. 30,000 due, three years hence at a discount of 
IO per cent? 

Solution: 

Formula for calculation of discount factor = [ I + l + r] n 

Discount Factor at IO per cent = [ I -:- 1+0.10]3 = 0. 75 l 

Present Value of Rs. 30,000 = Rs.30, 000 ><O. 751 = Rs. 22,53 

Summary 

Capital budgeting is the finn 's decision to invest its current funas most efficiently in 
the long-term assets in anticipation of an expected flow of benefits over a series of 
years. 

Capital budgeting decisions are important since growth of the firm depends on 
fixed assets, it is a more risky decision as huge investments are involved, an 
irreversible decision, it has effect on other projects too, a and djfficult decision 
(became the decision is based on future years cash inflows, and involves uncertainty 
of future and hence more risk). Capital budgeting decisions are very important, but 
they pose difficulties, which shoot fonn three principle sources: measurement 
problem, uncertainty, and temporal spread. 

The process of Capital budgeting may be divided into six broad phases/s~eps. They 
are: (1) planning or idea generation, (2) evaluation / analysis, (3) selection, (4) 
financing, (5) execution/implementation, and (6) perfonnance review. 

Pay back period is that period required to recover the original cash outflow invested 
in a project. It cao be calculated in two ways, First, using fonnula and the second, 
cumuJative cash flow method . 

. ARR is very simple to calculate, information can easily be drawn frotn accounting 
records, it takes into account all profits of the projects life period, cost involvement 
in calculating pay back period is very less. However, it suffers from some 
disadvantages: it uses accounting profits, instead of actual cash flows after taxes, 
it ignores the concept of time value of money, it does not allow the fact that the 
profits can be reinvested, it does not differentiate between the size of the investment 
required for each project, it is incompatible with the objective of wealth maximization. 

Discounted cash flow techniques take into consideration almost all the deficiencies 
, of the traditional methods. Net Present Value (NPV) is the present value benefits 

minus present value of costs. SymbolicaJJy: 

Contd ... 



NPV == n NIFt Il 
t = l(l + k0 Y 

NPY may be positive or negative. The decision rule of NPV: accept the project 
when NPY>O, and vice versa. Project is considered when NPV = 0. 

NPV is the most acceptable metJ:iod with comparison to traditional methods due to 
it: if considers time value of money; uses entire life period cash inflows, is useful 
for the selection of mutually exclusive projects, takes into consideration the changing 
discount rate, and is consistent with the objective of maximization. But it suffers 
from some limitations: it is difficult to calculate, calculation of required rate is clifficult, 
in case of projects involving different cash outlays, NPY method may not give 
dependable results, and it does not give satisfactory results when the comparison 
involves two projects with different life periods. 

Internal rate ofretum (IRR) is that discounting factor at which the present value of 
cash inflows equals to the present value of cash outflows. Symbolically: 

IRR = n CIFt + CIFn + SYn II 
t = 1 (1 + k0 )

1 (I+ k0 )" 

PI method measures the resent value of future cash per rupee. Present value of 
cash inflows is divided by present value of cash outflows to get Pl. Using 'the PI 
method, a project will qµalify for acceptance if PI> 1, and vice versa. It is considered 
when PI = l . 

Test ·Yourself 
I . Define capital budgeting. 

2. Bring out the difference between The NPY and IRR method. 

3. Explain the circumstances under which the payback period is useful. 

4. List the stages of capital budgeting process. 

5. What do you mean by discounting of cash flows? 

6. Discuss the process of capital budgeting. 

7. Discuss the significance of capital budgeting. 

8. Why is pay back period so popular? 

9. How do you calculate the Accounting rate of return? What are its limitations? 

I 0. Compare and contrast NPV with IRR. 

11. Discuss the traditional techniques of capital budgeting evaluation. 

12. Whatjs NPV? Discuss the steps involved in computation ofNPV. 

13. How do you cakulate cash flows after tax (CFAT)? 

14. What do you mean by pay back period? 

15. What is the accept or reject criterion under PBP technique? 

16. List three limitations of pay back period. 

17. Name the discounting cash flow methods. 

18. What is the accept or reject criterion under IRR technique? 

19. Briefly discuss the techniques of c~pital budgeting with their merits and limitations. 
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COST OF CAPITAL 

LEARN ING OBJECTIVES 

I. Define cost of capital 

2, Understand the importance of cost of capital 

3. Calculate cost of equity capital, preference share capital 

4. Detennine marginal preference share and debt or debenture capital 

5. Compute WACC 

6. Discuss marginal cost of capital 

Concept 

The term cost of capital is a concept having many different meanings. The three 
viewpoints, regarding the cost of capital is given below. 

From Investors' new Point: Investor may define it as "the measurement of 
the sacrifice made by him in capital formation. For example, Mr. A an investor 
invested in a company's equity shares, amount Rs. 1,00,000, instead of investing 
in a bank at the rate of 7 per cent interest. Here he had sacrificed 7 per cent 
interest for not having invested in the bank. 

• Firms Point: It is the minimum required rate of return needed to justify the use 
of capital. For example, a firm raised Rs. 50 lakhs through the issues of 10 per 
cent debentures, for justifying this issue, a minimum rate of return it has to earn 
is IO per cent. · 

• Capital Expenditure Point: The cost of capital is the minimum required rate of 
return, the hurdle or target rate or the cut off rate or any discounting rate used to 
value cash flows. 

For example, Firm 'A' is planning to invest in a project, that requires Rs. 20 lakh as 
initial investment and provides cash flows for a period of 5 years. So for the conv~rsion 
of future 5 years cash flows into present value, cost of capital is needed. 

Cost of capital represents the rate of return that the finn must pay to the fund suppliers, 
who have provided the capital. In other words, cost of capital is the weighted average 
cost of various sources of finance used by the finn. The sources are, equity, preference, 
long-term debt and short-tenn debt. 

Importance 

The concept of cost of capital is very important and the central concept in financial 
management decisions. l'he decisions in which it is useful are as follows: 

1) Designing Optimal Corporate Capital Structure: This concept is helpfi.Jl in 
foi:mulatlng a sound and economical capital structure for a firm. The debt policy 



ofa firm is significantly influenced by the cost consideration. Capital structure 
involves determination of proportion of debt and equity in capital structure that 
provides less cost of capital. 

While designing a firm's capital structure, the financial executives always keep 
in mind minimisation of the over a ll cost of capital and to maximise value of the 
firm. The measurement of specific costs of each source of funds and calculation 
of weighted average cost of capital help to form a balanced capital structure. 
By comparing various (sources of finance) specific costs, he/she can choose . 
the best and most economical source of finance and can succeed in designing a 
sound and viable capital structure. 

2) Investment Evaluation/Capita/ Budgeting: Wilson R.M.S. , states that the 
Cost of Ca~ital is a concept, which should be expressed in quantitative terms, if 
it is to be useful as a cut-off rate for capital expenses. Capital expenditure 
means investment in long-term projects like investment on oew machinery. It is 
also known as Capital budgeting expenditure. Capital budgeting decisions require 
a financial standard (cost of capita) for evaluation. The financial standard is 
Cost of Capital. In the Net Present Value (NPV) method, an investment project 
is accepted, if the present value of cash inflows are greater than the present 
value of cash outflow. The present values of cash inflows are calculated by 
discounting the rate known as Cost of Capital. If a firm adopts lntemal Rate of 
Return (IRR) as the technique for capital budgeting evaluation, investment should 
be accepted only when cost of capital is less than the calculated IRR. Hence, 
the concept of cost of capital is very much useful in capital budgeting decisions, 
particularly if a firm is adopting discounted cash flow methods of project 
evaluation. 

3) Financial Perf'Ormance Appraisal: Cost of capital framework can be used to 
evaluate the finahcial performance oftop management. Financial performance 
evaluation involves a comparison of actual profitability of the investment project 
with the project overall cost of capital of funds raised to finance t'he project. If 
the actual profitabi Ii ty is more than the projected cost ofcapital, then the financial 
performance may said to be satisfactory and vice versa. 

The above discussion clearly shows the.role of cost of capital io financial management 
decisions. Apart from the above areas (decisions), cost of capital is also useful in 
(distribution of profits), capitalization of profits, making to rghts issue and investment 
in owner assets. 

Before going to discuss the computation of specific cost of each source of funds and 
cost of capital, it is wise to know various relevant costs associated with the problem 
of measurement of cost of capital. The relevance costs are : 

l. Marginal Cost Of Capital: A marginal cost is the addjtional cost incurred to 
obtajo additional funds required bya firm. It refers to the change in the total cost 
of capital resulting from the use of addjtional funds. The marginal cost of capital 
is a very important concept in investment decisions ( capital budgeting decisions). 

2. Average Cost/Composite/Overall Cost: It is the average of various specific 
costs of the different components of equity, preference shares, debentures, 
retained earnings of capital structure at a given time and this is used as the 
acceptance criteria for (capital budgeting) investment proposals. 
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3. Historic Cost/Book Cost: The book cost has its origin ill the accounting system 
in which book values, as maintained by the books ofaccounts, are readily available. 
They are related to the past. It is in common use for computation of cost of 
capital. For example, cost of capital may be computed based on the book value 
of the components of capital structure. Historical costs act as guide for future 
cost estimation. 

4, Future Cost: It is the cost of capital that is expected to raise funds to finance a 
capital budget or investment proposal. 

5. Specific Cost: It Is the cost associated with particular component/source of 
capital. It is also known as component cost of capital. For example, cost of 
equity (Ke) or cost of preference share (Kp ), or cost of debt ( Kd), etc. 

6. Spot Cost: The costs that are prevailing in the market at a certain time. For 
example, few years back cost of bank loans (house loans) was around 1 Z per 
cent, now it is 6 per cent. 6 per cent is the spot cost 

7. Opportunity Cost: The opportunity cost is the benefit that the shareholder 
foregoes by not putting his/her funds elsewhere because they have been retained 
by the management. For example, an investor, had invested in a company's 
equity shares (100 shares, each share at Rs. 10). The company decided to 
declare dividend of IO per cent on book value of share, but due to capital 
requirements it retains its investment on one project that is having return on 
investment (ROI) of 4 per cent. Elsewhere, the project rate of interest (b.ank:s) 
is at 6 per cent. Here, the opportunity cost to the investor is (6- 4) 2 per cent. 

8. Explicit Cost: Cost of capital can be either exp I icit or implicit. Distinction between 
explicit and imp I icit is important from the point of view of computation cost of 
capital. An explicit cost of any source of capital is the discount rate that equates 
the present value of the ca$h inflows, that are incremental to the taking of the 
financing opportunity with present value of its increments cash outflows. ln 
other words, the discount rate that equates the present value of cash inflows 
with present value of cash outflows. It is also called as the internal rate of return. 
For example, a firm raises Rs. 1,00,000 through the sale of 12 per cent perpetual 
debentures. There will be a cash i.nflow of Rs. 1,00,000 and a cash outflow of 
Rs. 12,000 every year for a indefinite period. The rate that equates the PV of 
cash inflows (Rs. 1,00,000) and PV of cash outflows (Rs. 12,000 per year) 
would be the expl icit cost. Computation of explicit cost is almost similar to the 
computation of IRR, with one difference. 

9. lmplidt Cost: It is the cost of opportunity, which is given up in order to pursue 
a particular action. It is also known as implicit cost of capital. The implicit cost 
of capital of funds raised and invested by the firm may, therefore be defined as 
"the rate of return associated with the best investment opportunity for the firn1 
and its shareholders that would be foregone, if the projects pr:esently under 
consideration by the finn were accepted. The cost of retained earnings is an 
opportunity cost of implicit cost for a shareholder, who is deprived of the 
opportunity to invest retained earnings elsewhere. Funds raised by any form of 
financing have implicit capital costs once they are invested. Thus, jn a sense, 
explicit costs may also be viewed as opportunity costs. This implies that a project 
reflects negative PV, when its cash flows are discounted by the explicit cost of 
capital. 



Computation of Cost of Capital 

Computation of Overall Cost of Capital(WACC) · 

The tenn, cost of capital (K) means the overall composite cost of capital, defined as 
the weighed average of the cost of each specific type of fund. It is also known as 
composite cost or Weighted Average Cost of Capital (WACC). Jn order to compute 
the WACC or composite cost of capital a finance manager has to keep in mind the 
following steps: 

I. Detennination of the type offunds to be raised and their individual share in the 
total capitalisation of the firm / company. 

2. Computation of cost of each type of funds. 

3. Assigning weights to specific costs. 

4. Multiplying the cost of each of the sources by the (appropriate) assigned weights. 

5. Dividing the total weighted cost by the total weights to get over all cost of 
capital. 

The first aspect has been discussed in capital structure chapter and the sources of 
finance. The second aspect, discussed below, involves the computation of specific 
cost of capital. 

Computation of Specific Cost of Capital 

The financial manager has to compute the specific cost of each type of-funds needed 
in the capitalisation of a company. The company may resort to differen,t financial 
sources (equity share. preference share, debentures, retained earning public deposits; 
or it may prefer internal source (retained earnings) or exlemal source (equity, 
preference and public deposits). Generally, the component cost of a specific source 
of capital is equal to the investors' required rate of returns. Investors required rate of 
returns are interest. discount on debt, dividend, capital appreciation, earnings per share 
on equity shareholders, dividend and share of profit on preference shareholders funds. 
But .investors' required rate of returns should be adjusted for taxes in practice. for 
calculating the cost of a specific source of capital, to the firm. 

Compensation of specific source of finance, viz., equity, preference shares, debentw·es, 
retained earnings, public deposits is discussed below: 

Cost of Equity 
Firms may obtain equity capital in two ways (a) retention of earnings and (b) issue of 
additional equity shares to the public. The cost of equity or the returns required by the 
equity shareholders is the same in both the cases. since in both cases, the shareholders 
are providing funds to the finn to finance their investment proposals. Retention of 
earnings involves an opportunity cost. The shareholders could receive the earnings as 
dividends and invest the same in alternative investments of comparable risk to earn 
returns. So, inespective of whether a firm raises equity finance by retaining earnings 
or issue of additional equity shares, the cost of equity is same. But issue of additional 
equity shares to the public involves a floatation cost whereas, there is no floatation 
cost for retained earnings. Hence, issue of additional equity shares to the public for 
raising equity finance involves a bigger cost when compared to the retained earnings. 

1n the following cost of equity is computed in both sources point of view (i.e., retained 
earnings and issue of equity shares to the public). 
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Cost of Retained Earnings (KrJ 
Retained earnings is one of the internal sources to raise equity finance. Retained 
earnings are those part of (amount) earnings that are retained by the fonn of investing 
in capital budgeting proposals instead of paying them as dividen9s to shareholders. 
Corporate executives and some analysts too normally consider retained earnings as 
cost free, because there is nothing legally binding the finn to pay dividends to equity 
shareholders and the company has its own entity different from its stockholders. But 
it is not so. They involve opportunity cost. The opportunity cost ofretained earning is 
the rate of return the shareholder forgoes by not putting his/her funds elsewhere, 
because the rnanagement has retained the funds. The opportunity cost can be well 
computed with the following fonnula. 

Where, 

K 
C 

T 
' 

Tb 

D 

NP 

g 

=cc 

= 
= 

= 

= 

= 

Cost of equity capital [D . P or E/P + g]. 

Marginal tax rate applicable to the individuals concerned. 

Cost of purchase of new securities/broker. 

Expected dividend per share. 

Net proceeds of equity share/market price. 

Growth rate in (%). 

l/lustration 1: A company paid a dividend of Rs. 2 per share, market price per share 
is Rs. 20, income tax rate is 60 per cent and brokerage is expected to be 2 per cent. 
Compute the cost of retained earnings. 

Solution: 

=(~x (1- 0.60))x l00 
20 (1-0.02) 

= 0.10 X 0.409 X lOO = 4.1 per cent 

Illustration 2: ABC company's cost of equity (K
0

) capital is 14 per cent, the average 
tax rate of individual shareholders is 40 per cent and it is expected that 2 per cent is 
brokerage cost that shareholders will have to pay while investing their dividends in 
alternative securities. What is the cost of retained earnings? 

Solution: 

=0.14>< (l-0.4) x lOO 
(1-0.02) 

= (0.14 X 0.613) x 100 = S-.6 per cent 



Illustration 3: Life Style Gannent Manufacturing Company has net earnings of Rs. 
20 lakhs and aH of its stockholders are in the bracket of 50 per cent. The management 
estimates that under the present conditions, the stockholder's required rate of returns 
is 12 per cent. 3 per cent is the expected brokerage to be paid if stockholders want to 
invest in alternative securities. Compute the cost of retained earnings. 

Soluti.on: 

= (o.lOx (l - O.SO))x 100 
(1 - 0.03) 

= (0.10 x 0.516) x 100 = 5.-2 per cent 

Illustration 4: BPL company 's equity share is currently being sold at Rs. 350. 75 and 
it is cu.n-ently paying a dividend of Rs. 5.25 per share. The dividend is expected to 
grow at 15 per cent per annum for one year. Income tax rate is 40 per cent and 
brokerage is 2 per cent. Calculate cost of retained earnings. 

Solution: 

( 
D (1- T) ) Kre = - + g x 1 x 100 

NP (1 - Tb) 

=( 5.25 + 0.151 - 0.40)xrno 
350.75 1-0.02 

= [ 0.165 x 0.613] x 100 = 10.2 per cent 

Cost of Preference Shares 

The preference share is issued by companies to raise funds from investors. Preference 
share has two preferential rights over equity shares, (i) preference in payment of 
dividend, from distributable profits, (ii) preference in the payment of capital at the 
time of liquidation of the company. 

Computation of cost of preference share capital have some conceptual difficulty. 
Payment of dividend is not legally binding on the company and even if dividends are 
paid, they are not a charge on earnings, they are distributed from distributable profits. 
This may create an idea that preference share capital is cost free, which is not true. 

The cost of preference share capital is a function of the dividend expected by the 
investors. Generally, preference share capi.talis issued wi.th an intention (a fixed rate) 
to pay dividends. In case dividends are not paid, it will affect the finn's fund raising 
capacity. For this reason, dividends on preference share capital should be paid regularly 
except when the finn does not make profits. 

There are different types of preference shares, cumulative and non-cumulative, 
redeemable and in-edeemable, participating and non-pa.rticipat,iog, and convertible and 
non-converti_ble. But computation of cost of preference share will be only for 
redeemable and irredeemable. 
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Cost of Irredeemable Pref ere nee Share/Perpetual Preference Sb are 

The share that cannot be paid till the liquidation of the company is known as irredeemable 
preference share. The cost is measured by the following fonnula: 

Where, 

KP (without tax) 
D 

CMP or NP 

K 
p 

D 

CMP 

NP 

= 

= 

Cost of preference share. 

Dividend per share. 

Market price per share. 

Net proceeds. 

Cost of irredeemable preference stock (with dividend tax) 

K ( ·t1 t ) D(1+Dt) 
WI 1 ax = --- ~-

p CMP or NP 

Where, 

Dt = tax on preference dividend 

Jllustration 5: HHC Ltd., issues J 2 per cent perpetual preference shares of face 
value of Rs. 200 each. Compute cost of preference share (without tax). 

Solution: 

KP = _!2__ ><100 
NP 

24 
KP=-. >< 100 = 12 per cent 

200 -

lllustration 6: (with dividend tax): A company is planning to issue 14 per cent 
irredeemable preference share at the face value of Rs. 250 per share, with an estimated 
flotation cost of 5%. What is the cost of preference share with 10% dividend tax. 

Solution: 

KP= D(~Dt) xlOO 

35(1 +0.10) 
=--'--------"-~ 100=14.737 per cent 

237.5 

mustralion 7.: Sai Ram & Co. is planning to issue 14 per cent perpetual preference 
shares, with face value of Rs. l 00 each. Floatation costs are estimated at 4 per cent 
on sales price . Compute (a) cost of preference shares if they are issued at (i) face / 
par value, (ii) 10 per cent premium, and (iii) 5 per cent d iscount, (b) compute cost of 
preference share in these situation assuming 5 per cent dividend. 

http:35(1+0.10


Solution: 

Without dividend tax: W ith div idend tax 

(i) Issued at face value (i) Issued at face value 

14 14(11-0.05) 
KP = = 14.6 per cent Kp = =15.4 per cent 

(100 - 4) 96 

( ii) Issued at I 0% premium (ii) Issued al 10% premium 

14 14(1+0.05) 
Kp _,,, = 13.2 per cent Kp ~ = 13.9 per cent 

(110 - 4) 106 

(iii) Issued ·at 5% discount (iii) Issued at 5% discoW1l 

14 14(1 + 0.05) 
K - =15.4 per cent Kp = = 16.2 per cent 

p - (100 - 5 - 3.8) 91.2 

Cost of Redeemable Preference Shares 

Shares that are issued for a specific maturity period or redeemable after a specific 
period are known as redeemable preference shares. The explicit cost of redeemable 
preference shares is the discount rate that equates the net proceeds of the sale of 
preference shares with the present value of the future dividend and principle repayments. 
In other words, cost of preference share is rJ1e discount rate that equates the present 
value of cash inflows (sale proceeds) with the present value of cash outflows ( dividend 
+ principal repayment). Dividends will be paid at the end of each year, but the principle 
amount will be repaid either in lump sum at the end of maturity period or in installments 
(equal or w1equal). Jf the principle amount is paid in installments, then the cash outflow 
for each year equals to dividend plus part of principal amount. Cost of preference 
shares, when the principal amount is repaid in one lumpsum amount: 

Where, 

K = Cost of preference share. 
p 

NP = Net sales proceeds (after discount, flotation cost). 

D = Dividend on preference share. 

P" ::::: Repayment of principal amount ~t the end of 'n' years. 

lllustration 8 (Lump sum repayment): A company issues Rs. 1,00,000, 10 per cent 
preference shares of Rs. I 00 each redeemable after 10 years at face value. Cost of 
issue is IO per cent. Calculate the cost of preference share. 

Solution: 
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The trial and error method is used here, for the computation of the cost of preference 
share. 

Cash outflow PV factor Present Values 
Year (Rs.) 10% 12% 10% 12% 

1 - I 0 10 6.1 45 5.650 61.45 56.5 

10 100 0.386 0 .322 38 .60 32.2 

Total PV of Cash outflow 100.05 88.70 

(-) PV of Cash inflow 90.00 90.00 

JO.OS (-) 1.1 

In trials, PV of cash outflow did not equal to the PV of cash inflow (Rs. I 00). Hence, 
cost of preference share is calculated by using interpolation formula. 

Where, 

K .: LDF(%) +((HOF _ LDF) LOFPV - PV of ClF) 
LDFPV - HOFP V 

LDF Lower discounting factor in %. 

LDFPV = Lower discounting factor present value (Rs.). 

HDFPV = Higher discounting fac tor present value (Rs.). 

PY of CIF = Present value of cash inflows. 

K = 10%+((12%-10%) 100.05-90 ) 
P 100.05-88.7 

=10%+( 2 x 10.05) 
'- 11.35 

= 10% + 2 X 0.886 = 10% + 1.772 

= 11. 77 per cent 

Short cut formula; 

Where, 

K = D+ (f + d + pr - pi)/N m 
P (RV +NP)/2 

D 

f 

d 

pr 

pi 

Nm 
RV 

NP 

= 

= 
= 

= 

Dividend per share. 

Flotation cost (Rs). 

Discount on issue of preference share (Rs). 

Premium on redemption of preference shares (Rs). 

Premium on issue of preference share (Rs). 

Tenn of preference shares. 

Redeemable value of preference share. 

Net proceeds realized. 



K = 10 + (10 + 0 +0 - 0)/10 
P (100 + 90)/2 

10 + (1) 
= - --= 1 l .579 per cent 

95 

Cost of Debt Capital 

Companies may raise debt capital through issue of debentures or loan from financial 
institutions or deposits from pub.lie. All these resources involve a specific rate of 
interest. The interest paid on these sources of funds is a charge on the profit & loss 
account of the company. In other words, interest payments made by the firm on debt 
issue qualify tax deduction in determining net taxable income. Computation of cost of 
debenture or debt is relatively easy, because the interest rate that is payable on debt is 
fixed by the agreement between the finn and the creditors. Computation of cost of 
debenture or debt capital depends on their nature. The debt / debentures can be 
perpetual or irredeemable and redeemable cost of debt capital is equal to the interest 
paid on that debt, but from company's point of view it wrll be less than the interest 
payable, when the debt is issued at par, since the interest is tax deductible. Hence, 
computation of debt is always after tax cost. 

Cost oflrredeemable Debt/Perpetual Debt 

Perpetual debt provides permanent funds to the firm, because the funds will remain in 
the firm till liquidation. Computation of cost of perpetuaJ debt is conceptually relatively 
easy. Cost of perpetual debt is the rate of return that lender expect (i.e., fixed interest 
rate). The coupon rate or the market yie ld on debt can be said to represent an 
approximation of cost of debt. Bonds / debentures can be issued at (i) par/face value, 
(ii) discount and (iii) premjum. 

The following formulae are used to compute cost of debentures or debt of bond: 

(i) Pre-tax cost 

Kdi= - -
p or NP 

(ii) Post-tax cost 

Kdi = l(l - t) 
Pof NP 

Where, 

Kdi 

I = lnterest 

Pre-tax cost of debentures. 

P Principle amount or face value. 

P = Net sales proceeds. 

t = Tax rate. 

Illustration 9: XYZ Company Ltd., decides to float perpetual 12 per cent, debentures 
of Rs. I 00 each. The tax rate is 50 per cent. Calculate cost of debenture (pre and post 
tax cost). 
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Solution: 

(i) Pre-tax cost 

Kd
. Rs. 12 
1 =--= 12 per cent 

100 

(u) Post-tax cost 

Kd = 12(1-0.5) 
100 

6 per cent 

Generally, cost of debenture is equal to the interest rate, when debenture is issued at 
par and w ithout considering tax. Cost will be less than the interest when we calculate 
cost after considering tax since it is tax deductible. From the cost of capital point of 
view, debenture cost is always io post tax cost. 

Sometimes debentures may be issued at premium or discount. A company, whjch is 
having a good track record, will be issued at premium and a company that is new or 
unknown to the public or has a nominal or poor track record will be issued at discount. 
Whenever debentures are issued at premium or d iscount the cost of debenture will be 
affected, jt w ill decrease or increase respectively. 

Illustration JO: Rama & Co. has I 5 per cent irredeemable debentures of Rs. 100 
each for Rs. l 0,00,000. The tax rate is 35 per cent. Determine debenture assuming it 
is issued at (i) face value/par value (ii) 10 per cent premium and (iii) l O per cent 
discount. 

Solution: 

Issued at Pre-tax Post-tax 

(i) Face value 
Rs. 15 15(1-0.35) 
--= 15 per cent = 9.8 per cent 

100 100 

Rs. 15 
15(1-·0.35) 

(ii) I 0% premium 
-- = 13.7 per cent 

110 = 8 .9 per cent 

(100 + 10) 
110 

Rs.15 
15(1 - 0.35) 

(iii) I 0% discount 
-- :c 16.67 per cent 

90 = 10.9 per cent 

(100 - 10) 
90 

Cost of Redeemable Debentures/Debt 

Redeemable debentures that, are having a maturity period or are repayable after a 
certain given period of time. In other words, these type of debentures that are under 
legal obligation to repay the principal amount to its holders either at certain agreed 
intervals during the duration of loan or as a lumpsum amount at the end of its maturity 
period. These type of debentures are issued by many companies, when they require 
capital for fulfilling their temporary needs. 

(i) Cost of irredeemable debentures 



Where, 

Kd= 

11 = 
NI = 

p = 
n 

Cost of debentures. 

Maturity period. 

Net interest (after tax adjustment). 

Principal repayment in the year 'n'. 

Illustration 11: BE Company issues Rs. I 00 par value of debentures carrying 15 per 
cent interest. The debentures are repayable after 7 years at face value. The cost of 
issue is 3 per cent and tax rate is 45 per cent. Calculate the cost of debenture. 

Solution: 

(100-3)= ± 15(1-0.45) + 100 
t=l (1 +Kd)1 (l + Kd)" 

\'ear Cash outOow (Rs.) 
DF PV of cash outflows (Rs.) 

10% 12% 10% ll% 
I • 7 9.75 4.863 4 .564 47.415 44.499 
7 100 0.513 0.452 51.300 45.200 

PV of cash out flows 98.715 89.699 
(-) PV of Cash inflows 97.00 97 .00 

1.715 (-) 7.301 

Cost of debenture capital lies between IO per cent and 12 per cent, because net 
present value Rs. 97 lies between the PY of 10 per cent and 12 per cent. Exact cost 
can be computed only with interpolation formula: 

Kd = LDF + ( (HOF - LDF) LDFPV - NP ) 
LDFPV-HDFPV 

Where, 

LDF 

HDF 

LDFPV 

HDFPV 

PVCIF 

N P 

= 
= 

= 

Lower discounting factor. 

Higher discounting factor. 

Lower discounting factor present value. 

Higher discounting factor PV. 

Present value of cash inflows 

Net proceeds. 

Kd = 10% + (2 x 98.715 - 97 ) 
98.715-89.699 

=10%+0.38 =10.38 per cent 

Short cul method: 

K = 1(1- t)+(f +d+pr- pi)/Nm 
P (RV +NP)/2 

Where, 

1 = interest. 

= Tax rate. 

Cost of Capilal 

73 

http:10%+0.38
http:15(1-0.45


Financial t0anagemen1 

74 

f Flotation cost. 

d Discount. 

P, = Premium on redemption. 

P; Premium on issue. 

RV = Redeemable value. 

NP Net proceed. 

N 
m = Maturity period of debt. 

K = 15(1 - 0.45)+(3 - 0+0 - 0)/7 
P (100 - 97)/2 

K = 10
·
179 

= 10.33 per cent 
P 98.50 

Illustration 12 (Installment repayment): Hari Ram & Co. issued 14 per cent 
debentures aggregate at Rs. 2,00,000. The face value of debenture is Rs. I 00. Issue 
cost is 5 per cent. The company has agreed to repay the debenture in 5 equal installment 
at par value. lpstallment starts at the end of the year. The company's tax rate is 35 
per cent. Compute cost of debenture. 

Solution: 

Sales p(oceeds = face value+ flotation cost= R-s. 100 - 5 = Rs. 95 

lnstallment amount= Face value+ No. of installments = J 00..,. 5 = Rs. 20. 

Years 
Cash outflew (Rs.) 

(NJ + Installment) 

I 9.1 +20=29. 1 

2 7.28 + 20 = 27.28 

3 5.46 + 20 = 25.46 

4 3.64 + 20 =2) _64 

5 1.82 + 20 = 2 1.82 

PV of cash out flows 

PY of cash inflows 

Kd=S%+ ((13 _ 8)x 102.778 - 95 ) 
102.778-91.1 

=8%+ (5x 7.778 j 
11.678 

= 8% + 3.33 = 11.33 per cent 

DF Facter PV of cash Outflows (Rs.) 

8% 13% 8% 13% 

0.926 0.885 26.947 25.754 

0.857 0.783 23.379 2 l.361 

0.794 0.693 20.216 17 .644 

0.735 0 .613 17.376 14.492 

0.681 0.543 14.860 1 1.849 

102,778 91.230 

95.000 95 .000 

(+) 7.77& (-)3 .770 

Weighted Average Cost of Capital (WACC) 

A company has to employ a combination of creditors and fund owners. The composite 
cost of capital lies between the least and most expensive funds. This approach enables 



the maximisation of profits and the wealth of the equity shareholders by investing the 
fonds in projects earning in excess of the overall cost of capital. 

The composite cost of capital implies an average of the costs of each of the source of 
funds employed by the firm property, weighted by the proportion they hold in the 
firm's capital structure. 

Steps involved in computation ofWACC 

1) Determination of the type of funds to be raised and their individual share in the 
total capitalisation of the finn. 

2) Computation of cost of specific source of-funds. 

3) Assignment of weight to specific costs. 

4) Multiply the cost ohach source by the appropriate assigned weights. 

5) Dividing the total weighted cost by the total weights to get overall cost of capita!. 

Once the company decides the funds that will be raised from different sources, then 
the computa tion of specific cost of each component or source is completed after 
which, the third step in computation of cost of capital is, assignment of weights to 
specific costs, or specific sources of funds. How to assign weights? ls there any base 
to assign weights? How many types of weights are there? 

\ 

Assignment of Weights: The weighls to specific funds may be assigned, based on 
the following: 

(i) Book Values: Book value weights are based on the values found on the balance 
sheet. The weight applicable to a given source of fund is simply the book value 
of the source of fund divided by the book value of the total funds. 

•;• The merits of book values weights are: 

♦ Calculation of weights is simple. 

♦ Book values provide a usable base, when fim1 is not Jisted or security 
is not actively traded. 

♦ Book values are really avaiJable from the published records of the 
firm. 

♦ Analysis of capital structure in terms of debt - equity ratio is based 
on book value. 

~ Disadvantages of book value weights: 

♦ There is no relation between book values and present economic values 
of the various sources of capital 

♦ Book value proportions are not consistent with the concept of cost of 
capital because the latter is defined as th.e minimum rate of return to 
maintain the market value of the ftrm. 

(ii) Capital Structure Weights: Under this method, weights are assigned to the 
components of capital structure based on the targeted capital structure. Depending 
up on the target, capital structures have some difficulties. They are: 

❖ A company may not have a well defined target capital structure. 

❖ It may be difficult to precisely estimate the components of capital costs, if 
the target capital is different from present capital structure. 

Cosl of C11pi1al 
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(iii) Market Value Weights: Under this method, assigned weights to a particular 
co_mpooent of capital structure is eqtJal to the market value of the component of 
capital divided by the market value of all components of capital and capital 
employed by the finn. 

❖ Advantages of market value weights: 

♦ Market values of securities are approximately close to the actual 
amount to be received from their sale. 

♦ Costs of the specific resources of funds that constitute the capital 
structure of the firm, are calculated by keeping in mind the prevailing 
market prices. 

❖ Disadvantages of market value weights: 

♦ Market values may not be available when a firm is not listed or when 
the securities of the fi rm are very thinly traded. 

♦ Market value may be d istorted when securities prices are influenced 
by manipulation loading. 

♦ Equity capital gets greater importance. 

Most of the financial analysts prefer to use market value weights because it is 
theoretically consistent and sound. 

Factors Affecting WACC 

Weighted average cost of capital is affected by a number of factors. They are divided 
into two categories such as: 

(a) Controllable Factors (intervaJ factor) 

(b) Uncontrollable Factors (external factor) 

(a) Co11trollable Factors: Controllable factors are those factors that affect WACC, 
but the firm can cbntrol them. They are is 

(i) Capital Structure Policy: As we have assured, a firm has a given target 
capital structure where it assigns weights based on that target capital 
structure to calculate WACC. However, a firm can change its capital 
structllre or proportions of components of capital that affect its WACC. 
For example, when a fl.11ll decides to use more debt and less equity, which 
will lead to reduction of WA CC. At the same time increasing proportion of 
debt in capital structure increases the risk of both debt and equ ity holder, 
because it increases fixed financial commitment. 

(ii) Dividend Policy: T he required capital may be raised by equity or debt or 
both. Equity capital can be ra ised by issue of new equity shares or through 
retained earnings. Sometimes companies may prefer to raise equity capital 
by retention of earnings, due to issue of new equity shares, which are 
expensive (they involve flotation costs). Firms may feel that retained 
earnings is less costly when compared to issue of new equity. But if it is 
different itis more costly1 since the retained earnings is income that is not 
paid as dividends hence, investors expect more return and so it affects the 
cost of capital. 

(iii) Investment Policy: While estimating the initial cost of capital, generally 
we use the starting point as the required rate ofretum on the finn 's existing 



stock and bonds. Therefore, we implicitly assume that new capital will be 
invested in assets of the same type and with the same degree of risk. But 
it is not correct as no finn invest in assets similar to the ones th,at currently 
operate, when a firm changes its investment policy. For example, investment 
indiversified business. 

(b) Uncontrollable Factors: The factors that are not possible to be controlled by the 
finn and mostly affects the cost of capital. i'hese factors are known as External 
factors. 

(i) Tax Rates: Tax rates are beyond the control of a firm. They have an 
important effect on the overall cost of the capital. Computation of debt 
involves consideration of tax. In addition, lowering capital gains tax rate 
relative to the rate on ordinary income makes stocks more attractive and 
reduces cost of equity and lower the overall cost of capital. 

(ii) Level of Interest Rates: Cost of debt is interest rate. If interest rates 
increases, automatically cost of debt also increases. On the ottier hand, if 
interest rates are low then the cost of debt is less. The reduced cost of 
debt decreases WACC and this will encourage an additional investmer1t. 

(iiQ Market Risk Premium: Market risk premium is determined by the risk in 
investing proposed stock and the investor's aversion to risk. Market risk is 
out of control risk, i.e., firms bave no contru l on this factor. 

The above are the important factors that affect the cost of capital. 

J1lustraJumJ3: A firm bas the following capital structure as the latest statement shows: 

Source of funds Rs. After tax Cost% 

Debt 30,00,000 
Preference shares 10,00,000 
Equity share 20,00,000 
Retained earnings 40,00,000 

Total 100,00,000 

Based on the book values compute the cost of capital. 

Solution: 

So urce of Finance Weights Specific Cost (%) 

Debt 0.30 0.04 

Preference shares 0. 10 0.08 

Equity share; 0.20 0.11 

~etainect earnings 0.40 0.10 

1.00 

Overall cost of capital (Ko)= Total Weighted Cost x l 00 

= 0.082 >< l 00 = 8.2 per cent 

Cost of weight 

Debt weight 
Debt capital 

Total capital 
30;00,000 = 030 

1,00,00,000 

4 
85 
115 
JO 

Weighted Cost 

0.012 

0.008 . 
0.022 

0. 040 

0.082 

Cost of Cnpi1al 

n 
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Illustration 14: XYZ company supplied the following infonnation and requested you 
to compute the cost of capital based on book values and market values. 

t Source of Finance Book Value (Rs.) Market Value (Rs.) After Tax Cost (%) 

Equity capital 10,00,000 15,00,000 

Long term debt 8,00,000 7,50,000 

Short tem1 debt 2,00,000 2,00,000 

Total 20,00,000 24.50,000 -
Solution: 

Computation of cost of capital based on book value 

Source of Finance Book Value (Rs.) Weights Specific cost 

(1) (2) (3) (4) 

Equity capital 10,00,000 0 .50 0. 12 

Long term debt 8,00,000 0.40 0.07 

Short term debt 2,00,000 0.10 0.04 

Total 20,00,000 1.00 

Cost of capital = 0.092 x 100 = 9.2 per cent 

Cost of capital based on market value weight. 

Source of Finance Book Value (Rs.) Weights Specific cost 

(I) (2) (3) (4) 

Equity capital 15,00,000 0.613 0 .12 
Long tenn debt 7,50,000 0.307 0.07 

Short term debt 2,00,000 0.080 0.04 

24.50,000 l.000 

Cost of capital = 100 X 0.099 = 9.9 per cent 

Weighted average cost of capital (aJternat_ive method) 

Source of Finance 

(I) 

Equity capital 

Long tenn debt 

Short term debt 

WACC = Total _Cost 
Total Capital 

Market Value (Rs.) Cost(%) 

(2) (3) 

15,00,000 0.12 

7,50,000 0.07 

2,00,000 0.04 

24,50,000 

= 2,40,500 X JOO= 9.9% 
24,50,000 

approx. 10 per cent 

Marginal Cost of Capital 

12 
7 

4 

Weighted cost 

(5) = (3) X (4) 

0.060 

0.Q28 

0.004 

0.092 

Weighted cost 

(5) = (3) X (4) 

0.074 
0.022 

0.003 

0.099 

Total Cost 

(4) = (2) X (3) 

1,80,000 

52,500 

8,000 

2,40,500 

Companies may rise additional funds for expansion. Here, a financial manager may 
be required to calculate tbe cost of additional funds to be raised. The cost of 
additional funds is caUed marginal cost of capital. For example, a finn at present has 
Rs. 1,00,00,000 capital with WACC of 12 per cent, but it plans to raise Rs. 5,00,000 



for expansion, such as additional funds, the cost that is related to this Rs. 5 lak.hs is 
marginal cost of capital. 

The weighted average cost of new or incremental, capital is known as the marginal 
cost of capital. The marginal cost of capital is the weighted average cost of new 
capital using the marginal weights. The marginaJ weights represent the proportion of 
various sources of funds to be employed in raising additional funds. The marginal cost 
of capital shall be equal to WACC, when a fiinn employs the existing proportion of 
capital structure and some cost of component of capital structure. But in practice 
WACC may not be equal to marginal cost of1capital due to change in proportion and 
cost of various sources of funds used in rais ing new capital. The marginal cost of 
capital ignores the long term implications of the new financing plans. Hence, WACC 
should be preferred, to maximise the shareholders wealth in the long term. 

11/ustrati()n 15: HLL has provided the following information and requested you to 
calculate (a) WACC using book-value weights and (b) weighted marginal cost of 
capital (assuming that specified cost do not clhange) 

Source of Finance Amount (Rs.) Weights(%) After tax cost (%) 

Equity capital 14.00,000 0.452 9 
Preference capital 8,00,000 0.258 12 
Debentures 9,00,000 0.290 16 

HLL wishes to raise an additional capital of.Rs. 12,00,000 for the expansion of the 
project. The details are as follows 

Equjty capital 

Preference capital 

Debentures 

Solution: 

Rs. 3,00,000 

Rs. 3,00,000 

Rs, 6,00,000 

Computation olfWACC 

Source of Finance Weights After· tax Cost (%) 

Equity capital 0.452 0.09 

Preference capital 0.258. 0. 12 

Debentures 0,290 0.16 

WACC = 0.118 x 100 = 11.8 per cent 

Weighted Cost 

0.041 

0 .031 

0.046 

0.118 

Computation of Weighted Margin1al Cost of Capital (WACC) 

Source of Finance Marginal Weights After tax Cost (%) Weighted marginal cost 

Equity capital 0.50 0.09 0.045 

Preference capital 0 .25 0.12 0 .030 

Debentures 0.25 0. 16 0.040 

0.115 

WACC= 0. l 15 ~ 100 = I 1.5 per cent' 

Cosr of Capital 
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Summary 

Cost of capital may be viewed in different ways: (i) From investors' view point 
- the measurement of the sacrifice made by him with regard to capital fonnation, 
(ii) Finns viewpoint - 'it is the minimum required rate of returns needed to justify 
the use of capital, and (iii) Capital expenditure point-it is the minimum required rate 
of return used to value cash flows. 

Cost of capital is the weight average cost of various sources of finance used by the 
finn. lt comprises the risk less cost of the particular type of financing (r

1
) , the 

business risk premium, (b) and the financial risk premium (f). Symbolically (K,, ) = 
r. + b + f. 
J 

The cost of capital is useful in designing optimal capital structure, investment 
evaluation, and financial perfonnance appraisal. 

Computation of Cost of capital/of WA CC involves five steps: ( 1) Detennination 
of the type of funds to be raised and their individual share in the total capitalisation 
of the finn, (2) Computation of the cost of each type of funds, (3) Assigning weights 
to specific costs, ( 4) Multiplying the cost of the source by the (appropriate) assigned 
weights, and (5) Dividing the total weighted cost by the total weights to get over all 
cost of capital. 

Test Yourself 

1. What is cost of capital ? 

2. Explicit V$ Implicit Cost. 

3. Define marginal cost of capital. 

4. How is cost of perpetual debt computed '? 

5. What is retained earnings ? 

6. How is the cost of retained earnings computed ? 

7 . What is the relevance of cost of capital in capital budgeting decisions? 

8. Distinguish between WACC and MCC. 

9. "Marginal cost of capital nothing but the average cost of capital", explain. 

I 0. The basic fonnula to calculate the cost of equity is DIP+ g. Explain its rationale. 

11. How is cost of debt calculated? 

12. How is cost of preference share calculated ? 

13. What are the steps involved in calculating a firm 's WACC? 

14. Explain the problems faced in determining the WACC ? How is it relevant to 
capital budgeting decisions? 

15. WACC (Kj may be detennined using book value and market value weights. 
Compare the pros and cons of using market value weights rather than book 
value weights in calculating K

0
• 



C H A P T E R 

6 
SOURCES OF WORKING CAPITAL 

LEARNlNG OBJECTlVES 

I, List out the sources of short tenn working capital. 

2. Discuss the sources of Jong-temi working capital. 

Financing of Temporary or Variable or Short-term Working 
Capital 

Sources of short-term funds have to be used ( exclusively) for meeting the working 
capital requirements only and not far financing fixed assets and for meeting the margin 
money for working capital loans. 

The various sources of short-term financing are as follows: 

1) Trade Credit: Trade credit refers to the credit extended by the supplier of 
goods or services to his/her customer in the normal course of business. Trade 
credit occupies very important position in short-term financing due to the 
competition. Almost a ll the traders and manufacturers are required to extend 
credit facility (a portion), without which there is no possibility of staying back in 
the business. Trade credit is a spontaneous source of finance that arises in the 
normal business transactions of the firm without specific negotiations (automatic 
source of finance). In order to get this source of finance, the buyer should have 
acceptable and dependable credit worthiness and reputation in the market. Trade 
credit generally extended in the fonnat open account or bills of exchange. Open 
account is the form of trade credit, where supplier sends goods to the buyer for 
the payment to be received in future as per terms of the sales invoice. As such 
trade credit constitute a very important source of finance, it represents 25 per 
cent to 50 per cent of the total short-term sources for financing working capital 
requirements. 

Getting trade credit may be easy to the well-established or well-reputed firm, 
but for a new or the finn with financial problems will generally face problem in 
getting trade credit. Generally suppliers look for earning record, liquidity position 
and payment record which is extending credit. Building confidence in suppliers 
is possible only when the buyer discussing his/ her financial condition future 
plans and payment record. Trade credit involves some benefits and costs. 

Advantages of Trade Credit: The main advantages are: 

❖ Easy availability when compared to other sources of finance (except 
financially weak companies). 

❖ FlexibWty i_s another benefit, &S the creel.it increases with the growth of the 

firm's sales. 

❖ Informality as we have already seen that it is an automatic finance. 
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. 
The above discussion on trade credit reveals two things. One, cost of trade 
credit is very high beyond the cash discount period, company should not have 
cas_h discount for prompt payment and Second, if the company is not able to 
avail cash discount it should pay only at the end of last day of credit period, even 
if it can delay by one or two days, it does not affect the credit standing. 

2) Accruals: Accrued expenses are those expenses which the company owes to 
the other persons or organisations, but not yet due and not yet paid the amount. 
ln other words, accruals represent a liability that a firm has to pay for the services 
or goods, which it has already received. It is spontaneous and interest-free sources 
of financing. Salaries, wages, interest and taxes are the major constituents of 
accrnals. Salaries and wages are usually paid on monthly and weekly basis 
respectively. The amounts of salaries and wages have owed but not yet paid 
and shown them as accrued salaries and wages on the balance sheet at the end 
of financial year. Longer the time lag in payment of these expenses, the greater 
is the amount of funds provided by the employees. Similarly, interest and tax are 
other accruals, as source of short-tem1 finance. Tax will be paid on earnings. 
Income tax is paid to the government on quarterly basis and some other taxes 
may be payable half-yearly or annually, Amount of taxes due as on the date of 
the balance sheet but not paid ti 11 then and they are showed as accmed taxes on 
the balance sheet. Like taxes, interest is paid periodically in the year but the 
funds are used continuously by a firm. All other such items of expenses can be 
used as a source of short-term finance but shown on the balance sheet. 

The amount of accrual var ies with the level of activities of a firm. When the. 
level of activity expands, accn1als increase, they automatically act as a source 
of finance. Accruals are treated as "cost free'' source or finance, since it does 
not involve any payment of interest. But in actual terms, it may not be true, 
since payment of saJaries and wages is determined by provisions of law and 
industry practice. Similarly, tax payment governed by laws and delay in payment 
of tax leads to pay penalty. Hence, a firm must be noted that use of accruals as 
a source of workjng capital or it may not be possib le to delay in payment of 
these items of ex-penses. 

3) Deferred income: Deferred incomes are incomes received in advance by the 
firm for supp ly of goods or services in future period. These income receipts 
increase the firm's Liquidity and constitute an important source of short-term 
source finance. These payments are not showed as revenue till the supply of 
goods or services, but showed in the balance sheet as income received in advance. 
Advance payment can be demanded by only firms having monopo ly power, 
great demand for its products and services and if the firm is manufacturing a 
special product on a special order, 

4) Commercial Papers (CPs): Commercial p aper represents a short-term 
unsecured promissory note issued by firms that have a fairly high credit (standing) 
ratjng. It was first introduced in USA and it was an important money market 
instruments. In India, Reserve Bank of India introduced CP on the 
recommendations of the Vaghul Working Group on money market. CP is a 
source of short-term finance to only large firms with sound financ ial position. 

Features of CP: 

❖ The maturity period of CP ranges from 15 to 365 day (but in India it ranges 
between 91 to 180 days). 

❖ It is sold at a discount from its face value and redeemed at its face value. 



❖ Return on CP is the difference. between par value and redeemable value. 

❖ It may be sold directly to investors or indirectly (through) dealers. 

❖ There is no developed secondary market for CP. 

"Eligibility" Criteria for issuing CP: 

CP is unsecured promjssory note, the issue of CP is being regt1lated by the 
Reserve Bank of India. RBI has laid down the following conditions to detennine 
the eligibility ofa company that wishes to raise funds through the issue ofCPs. 

❖ The Tangible Net Worth (TNW) of the company, as per latest audited · 
balance sheet should not be less than Rs. 4 crore. 

❖ The company should have been sanctioned as a fund based limit for bank(s) 
finance and/or the All India Financial Institutions. 

❖ Company can issueCPs amounting to 75% of the permitted bank(working 
capital limjt) credit. 

❖ Company's CPs receives a minimum rating of (P2 from CRISIL, A-2 
fonn ICRA, etc). 

❖ The ·minimum size of each CP is Rs. 5 lal<hs or multiples thereof. 

❖ The size of any single issue should not be less than Rs. l crore. 

❖ The CP is in the fonn of usance promjsso.ry note negotiable by endorsement 
and delivery. 

Advantages of CP: 

❖ It is an alternative source of finance and proves to be helpful during the 
period of tight bank credit. 

❖ It is a cheaper source of short-term finance when compared to the bank 
credit. 

Disadvanta1:es of CP: 

❖ It is avai lable only for large and fi.oanciaHy sound companies. 

❖ It cannot be redeemed before the maturity date. 

5) Public Deposits: Public deposits or term deposits are in the nature of unsecured 
deposits, have been solicited by the finns (both large and smaU) from general 
public primarily for the purpose of financing their working capital requirements. 

Regulati<>ns: Fixed deposits accepted by companies are governed by the 
Companies (Acceptance of Deposits) Amendment RtJles 1978. The main 
features of this regulation are: 

❖ A firm cannot issue public deposits for more than 25 per cent of its share 
capital and free reserves. 

❖ The public deposits can be issued for a period ranging from a minimum 6 
months to maximum 3 years. Public deposits for a period of three months, 
however, can as well be issued, but only for an amount up to I 0% of the 
company's share capital and free reserves. Maximum period of 5 years is 
allowed for non-banking financial corporation (NBFC's). 

❖ The company that had raised funds by way of issue of public deposits is 
required to set aside, a deposit and / or investment, by the 30th April each 
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March of the nex.t year. The amount, so, set aside can be used only for 
repairing the amount of deposits. 
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❖ Finally, a company's and accepting the public deposits is required to disclose 
some tme, fair, vital and relevant facts in reganjs to its financial position 
and performance. 

Advantages: Advantages of public deposit can be studied from two different 
views. 

a) Company point of view 

♦ Simple procedure involved in issuing public deposits. 

♦ No restrictive covenants are involved. 

♦ No security is offered against public deposits. 

♦ Cheaper (post-tax cost is fairly reasonable). 

b) Investors point of view 

♦ Higher interest rates when compared to other investment avenues. 

♦ Short maturity period. 

Disadvantages: These also can be studied from two different points ; 

a) Company point of view 

♦ Limited amount of funds can be raised. 

♦ Funds available only for a short period. 

b) ln"'.estor point of view 

♦ Risk since there is no security against PD. 

♦ Income received (interest) is taxable. 

6) Inter-Corporate Deposits (/CDs): A deposit made by one firm with another 
firm is known as inter-corporate deposits (lCDs). Generally, these deposits are 
usually made for a period up to six months. Such deposits may be of three 
types: 

❖ Call Deposits: Deposits are expected to be payable on call. ln other words, 
whenever its repayment is demanded on just one days notice. But, in 
actual practice, the tender has to wait for at least 2 or 3 days to get back 
the amount. Inter corporate deposits generally have 12 per cent interest 
per annum. 

❖ Three Months Deposits: These deposits are more popular among companies 
for investing the surplus funds. The borrower takes this type of deposits 
for tiding over a short-term cash inadequacy. The interest rate on these 
types of deposits is around 14 per cent per annum. 

❖ Six-Months Deposits: Generally, the inter-corporate deposits are made for 
a maximum period of six months. These types of deposits are usually given 
to 'A' category borrowers only and they carry an interest rate of around 
16% per annum 



Features of /CDs; 

❖ There are no legal regulations, which makes an !CD transaction very 
convenient. 

❖ lnter-corporate deposits are given and taken in secrecy. 

❖ i11ter-corporate deposits are given based on borrowers financial sound, but 
in practice lender lends money based on personal contacts. 

7) Commerdal Banks: Commercial banks are the major source of working capital 
finance to industries and commerce. Granting loan to business is one of their 
primary functions. Getting bank loan is not an easy task since the lending bank 
office may ask number of questions about the prospective borrower's financial 
positjon and its plans for the future. At the same time bank will want to monitor 
of the borrower's business progress. But there is a good side to this, that is 
borrower's share price tends to rise, because investor know that convince banks 
is very difficult. 

Forms of Bank Finance: Banks provide different types of tailored made loans that 
are suitable for specific needs of a firm. The different types of forms of loans are: 

(I) Loans, (2) Overdrafts, (3) Cash credits, (4) Purchase or discounting of bills and 
(5) Letter of Credit. 

(I ) loans: Loan in an advance is lumpsum given to borrower against some security. 
Loan amount is paid to the applicant in the form of cash or by credit to his/her 
account. In practice the loan amount is paid to the customer by crediting his/her 
account. Interest will be charged on the entire loan amount from the date the 
loan is sanctioned. Borrower can repay the loan either in lumpsum or in 
installments depending on conditions. If the Joan is repayable in installment 
basis interest wi II be calculated on quarterly and on reduced balances. Generally, 
working capital loans will be granted for one-year period. 

(2) Overdrafts: Overdraft facility is an agreement between the borrower and the 
banker, where the borrower is allowed to withdraw funds in excess of the balance 
in his/her current accounts up to a certain limit during a specified period. It is 
flexible from the borrower's point of view because the borrower can withdraw 
and repay the cash whenever he/she wants within the given stipulations. Interest 
is charged on daily over drawn balances and not on the overdraft limit given by 
the bank. But bank charges some minimum charges. 

(3) Cash Credit: It is the most popular source of working capital finance in lJJdia. 
A cash credit facility is an arrangement where a bank permits a borrower to 
withdraw money up to a sanctioned credit limjt against tangible security or 
guarantees. Borrower does oot requite to withdraw the total sanctioned credit 
at a time, rather, he can withdraw according to his/her requirements and he can 
also repay the surplus cash in his cash credit account. Interest is chargeable on 
actually used amount and there is no commitment charge. Cash credit is a 
flexible source of working capital from borrower's point of view. 

(4) Purchasing or Disc<>unting of Bills: Bills receivable arises out of sales 
transaction, where the seller of goods draws the bill on the purchaser. The bill 
may be documentary or clean bill. Once the bill is .accepted by the purchaser, 
then the drawer (seller) oftbe bill can go to bank for discount or sale. The credit 
worthiness of tbe drawer (seller) is satisfactory, then bank purchases or discounts 
the bill and reduces funds by way of crediting to customers accoWlt. The credited 
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amount will l;>e less than the bill amount. At the end ofmarurity period of the bill, 
bank presents the bill to drawee (acceptor) for payment. If the bill is discounted 
and dishonored by the drawee, then the customer (seller) .is liable to pay the bill 
amount and any other expenses incurred to bank. 

(5) Letter of Credit /UC}: There are two non-fund based sources of working 
capital, viz., letter of credit (L/Cs) and Bank Guarantees (8/Gs). These are 
also known as quasi-credit facilities, due to non-payment of amount immediately. 
A Letter of Credit (L/C) is a written document issued by the Buyer's Banker 
(BB) at the request of the buyer's, in favour of the seller, where by the Buyers 
Banker gives an undertaking to the seller, that the bank pay the obligations of its 
customer up to a specified amount, if the customer fails to pay the value of 
goods purchased. It helps to bank's customer to obtain credit from the seller 
(supplier), which is possible by assurance of the payment. Thereby, it allows the 
supplier to extend credit, since the risk ofpon-payment is transferred to the BB. 
Letter of credit faci lity is available from bank only for the companies that are 
financially sound and Bank charges the customer for providing this facility. 

Financing of Permanent or Long-term Working Capital 

Permanent working capital or fixed worlang capital is that working capital required to 
maintain the minimum sales. As we have read that networking capital means a part 
of current assets that should be financed by long-term sources of finance. The 
following are the sources oflong-tern, working capital or long-term sources of finance. 

Internal Financing Sources 

As we have classified source of finance as internal and external, which is based on 
the generation of finance source. A new company can raise the required long-tenn 
funds from external solll'ces,. but ao undertaking, which is well established, can generate 
funds not only from external sources but also from internal sources. Internal source 
oftinanoe is available only for finns that are existing and well established. 

The internal sources of finance are: 

A. Retained earnings/ploughing back of profits, and 

B. Depreciation charges. 

The following discussion gives clear view about the internal sources of finance. 

Retained Earnings/Ploughing Back of Profits 

Retained earnings is an important source of i.oternaJ financing of well-established 
companies. Retained earnings are the portion of earnings available to equity 
shareholders, which are ploughed back in the company. 1n other words, a part of 
earnings available to equity shareholders that are retained for future investment. 
Accumulation of profits by a firm for financing developmental programmes. Hence, 
the process of accwnulating company profits regularly and their uti I isation in the business 
is known as retained earnings or ploughing back of profits or internal financing or self
investment. Retained earnings are part of equity, since they are part of equity, which 
are sacrificed by equity sharehold~rs. ln this source of finance companies, generally 
retained or ploughed back about 20 per cent to 70 per cent of earnings available to 
equity shareholders for the purpose of financing of the growth of the company. This 
becomes a main source oflong-term finance, when the management capitalizes profits. 
It is known as capitalization of profits or issue of bonus shares. 
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Retained earnings may be used for expansion programmes of company, replacement 
of obsolete assets, modernisation of plant and equipment, redemption of preference 
shares or debentures, loans etc. 

Factors Inj111encing Retained Earnings 

As we have read that use of internal funds as a source of finance is only for well
established companies. Retained earnings are influenced by a number of factors: 

I) Eamillgs Capacity of a Company: Ploughing back of profits arise only when 
the company have sufficient (profits) earnings. Larger the earnings, larger the 
ploughing back of profits. lt can be supported by Psychological Law of 
Consumption given by Keynes who is a famous economist. 

2) Types of Dividend Policy: Ploughing back of profits depends on the dividend 
policy of a firm. In other words, a retained earning depends on the djvidend 
policy adopted by the top management (BOD's) with regards to distribution of 
earnings. A company, which intended to retain more earnings, needs to follow 
conservative dividend policy. Tbe retained earnings policy is also affected by 
the expectation of shareholders. When there is more percentage of shareholders 
who are in high income tax bracket. expects to retain profits. On the other hand, 
where the shareholders who a re depend on regular income, expects more 
dividends, i.e., less retained earnings. 

3) Ta.T-ation Policy of the Government: Earnings available to shareholders are 
the profit after taxes minus preference shareholders dividend. When there is 
high tax rate less profit after tax and less retained earnings and vice versa. 

4) Profitabklnvestmeni Opport1111ities:A firm that has more profitable investment 
opportunities feels to retain profits for financing of that investment and vice 
versa. 

5) Other Factors: Apart from the above-discussed factors, the following will also 
affect retained earnings. 

·•· Top management attitude and philosophy 

❖ Custom of the industry 

❖ Econorruc and sociaJ environment ofthe country (Prevailing) 

❖ Industry life cycle. etc. 

Advantages/Merits of Retained Earnings: The advantages of retain~d earnings 
may be studied under three view points: 

(a) Advantages/Merits to Company: 

❖ Finn can raise funds easily, since there are no obligations involved with 
shareholders. 

❖ It is less costly, when compared to other sources of long-term finance 
(equity shares, preference shares, and debentures), since it does not involve 
flotation cost. 

❖ lt increases credit worthiness of the company because retained earnings 
increases owners' equity. 

❖ No dilution of control, wbeo a company depends on retruned earnings. 

❖ It helps to maintain stable dividend pollcy in the year of less or no profits, 
the company can use to retain earni.Qgs to payuoifonn dividend. 

Sources of Working Capital 
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❖ It helps in improving efficiency, by the use of retained earnings to replace 
the depletion and obsolescence assets. 

❖ It enables to redeem long-term liabi lities such as debentures, long-term 
loans, preference shares, which involve a fixed cost. 

❖ lt acts as a cushion to absorb hazards refers to the down in the trade cycle 
( depression, recession, declining). 

(b) Advantages/Merits to Shareholders/Owners: 

❖ It increases in the value of shares in the long-run of stable dividend policy, 
improvement of efficiency, credit worthiness etc,, 

❖ Increase in the collateral value of shares, since the value of share price 
increased and it is accepted by the lenders as collateral security. 

❖ It enhances (earnings) dividends, when the retained earnings are invested 
in profitable investment avenues. 

❖ It reduces income tax burden , which is needed to be paid if dividends are 
declared. 

(c) Advantages/Merits to the Society/Nation: 

❖ It increases the rate of capital formation, which indirectly helps to promote 
economic development of the nation. 

❖ It stimulates industrialization by internal financing. 

❖ It provides employment, by establishment of more industries (profitable 
investment avenues). 

❖ It he lps to increase productivity, since retained earnings used for 
modernization, replacement of o]d machineries aod formulation of new 
companies, which help to utilize the scarcely available resources optimally. 

❖ It improves standard of living by providing employment, efficient use of 
scarce resources, increase in productivity, producing good quality products 
at reasonable prices. 

Disadvantages/Demerits of Retained Earnings: The following are the important 
disadvantages ofretained earnings: 

• Limited funds available by way ofretained earnings. 

• Continuous retention of profits may lead to over capitalization. 

• Creation of monopolies, since retained earnings in bigger organisations helps to 
grow bigger which may lead to the monopoly. 

• Loss to shareholders, when a firm pays less dividends or no dividends due to 
retained earnings, shareholders may sell their shares for meeting their expenditure. 

• The management may misuse the retained earnings, which is not helpful to 
maximize shareholders wealth. 

• Tbe cost of retained earnings is higl\ retained earnings are the dividends foregone 
by ordinary shareholders, which involve an opportunity cost. 

• Retained earnings leads to evasion of super profit tax, which is the revenue loss 
to the Government. 



Depreciation Charges 

Depreciation is the distribution cost or the basic value of tangible capital assets, over 
the estimated useful life of the asset in a systematic and rational manner. [n other 
words, depreciation is the allocation of capital expenditure to various periods over 
which tbe capital expenditure is expected to benefit tbe company. For example, a 
machinery costing Rs. 1,00,000, has 5 years life period with no scrap value. If the 
machine is depreciated based on straight line method of depreciation, the depreciation 
charge for a year is Rs. 20,000 (Rs. l ,00,000 / 5), which is shown in profit & loss 
account debt side and it reduces profit by Rs. 20,000. But it is only book entry and not 
cash outflow. rt is out of pocket cost. There is a lot of debate among academicians 
and business executives regarding the treatment of depreciation as source of finance. 
What ever may be the arguments either for or against, but one thing is clear that it is 
a out of pocket cost or non-cash item of expense. Hence, it is considered as a internal 
source of finance. 

External Financing Sources 

Meaning of Share 

A share is a small unit of capital of a company. In other words, share capital of a 
company (planned to raise) divided into number of equal parts that known is share. 
Section 2 (46) of the Companies Act, 1956, defl.nes share as, "a share in the share 
capital of a company and includes stock, except when a distinction between stock and 
share is expressed or implied". It is a legal definition of share. Stock and share have 
different meanings. Acordjng to Section 94 (i)(c) of the Companies Act, 1956 stock 
means, a share, which jg fully paid up. Loard Justic James Lindley gives a good 
definition, as "A share is that proportionate part of capital to which a member is 
entitled.''Pl For example, XYZ company has share capital of Rs. I ,00,000, of Rs. 10 
each. Then the capital 'is divided into 10,000 shares (i.e., Rs. l,00,000 / Rs. 10). 
Shareholder is a person who buys one or more shares in the company. 

Kinds of Shares 

In our country Companies used to raise funds (before Companies Act, 1956) by issue 
of three types of shares, i.e. , preference shares, equ.ity (ordinary) shares, and deferred 
shares. But the Companies Act has limited the type of shares ioto' two - preference 
shares, and equity (ordinary) shares. 

Equity Shares 

Equity means 'equal'. Equity share is a share that gives equal right to holders. Equity 
shareholders have to share the reward and risk associated with ownership of company. 
For example, ABC Company has 10,000 equity shareholders and it has earned Rs, 
I 0,000 profit last year and assume it may earn a loss of Rs .. 1 (),000 in the next year. 
Here, the shareholder will get Re, 1 as profit from last year and Re. l loss in the 
coming year's loss. It is also called as ordinary share capital. Equity shareholders are 
the owners of the company, who have control over the working of the company. They 
are paid dividend at the rate recommended by Board ofDirectors (BoDs). The dividend 
rate depends on the profits, more profits more dividends and vice versa. lf there are 
no profits, no dividends will be payable. But some companies pays dividends even if 
the company h{ls no profits to maintain dividends stability. The amount requfred to pay 
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dividends will be transferred from general reserve account. The equity shareholders 
take more risk when compared to preference shareholders. 

Features of Equity Stock 

The fol lowing are the features of equity stock: 

• Permanent Capital: An equity somce is the main long-tenn or permanent somce 
of finance. They can be redeemed or refunded only at the time of liquidation 
that too from the residue left aft.er meeting all the obligations. [n other words, 
there is no agreement between equity shareholders and the company with regard 
to refund of capital. Shareholders cannot sell shares to company, but he/she can 
sell shares in the stock market to others, if he/she wants to get back his/her 
money. Hence, it is permanent source of finance for company. 

• Residual Claim to Income: Equity shareholders have a residual claim to t]1e 
income of a company. Residual claim means the income leftover after paying all 
outsider claims. The residual income is also known as earnings available to 
equity shareholders, which is equal to profit after tax minus preference dividend. 
But the total residual income may or may not be paid as dividends, since the 
BoDs have the right to decide the portion of earnings available to shareholders 
that will be paid as dividends. Payment of dividend depends on retention or 
plough back of profits. For example, if the earnings available to equity 
shareholders are Rs. 1,00,000, and U1e BoDs decide to retain 50 per cent of 
them, tllen the remaining 50 per cent (i.e., Rs. 50,000) is paid as dividends. 
There is no Jegal obligation to pay dividends even if residual income is available. 

• Residual Claim to Assets: Equity shareholders have a residual claim on firm's 
assets. In an event of liquidation of a finn, the assets ;:i.re used first to settle the 
claims of outside creditors and preference shareholders, ,if anything left that is 
equjty shareholders residue. In other words, equity shareholders have last priority 
on assets, hence, their capital become cushion to absorb losses on liquidation. 

• Voting right/Right to Control: Equity shareholders as real owners of the 
company they have voting right1 in appointing Directors anQ Auditors of the 
company, participate and vote in annual general meeting, which helps to control 
the company. BoDs have the control power of company, because the major 
decisions are take by BoDs. But- in actual practice majority of individual 
shareholders never bother to uti Uze the voting right, since they are scattered and 
they are unorganized. So the control over the company is ineffective. 

• PreJemptive Right: Equity shareholders have pre-emptive right, which means 
they have legal right to buy new issues, before offering to the public. Section 81 
of the Companies Act 1956, puts company under legal compulsion to offer new 
shares to the existing shareholders before offering to the public. The number of 
additional shares offered depends on the number of shares owned in relation to 
the total shares outstanding and on the issue new shares. For example, Mr. B 
owns four shares of a company having 200 shares of equity outstanding. Mr. B 
is entitled tbe pre-emptive right to buy 2 per cent [(4/200) 100 = 2 per cent] 
additional shares to be offered by the company. Pre-emptive right is the option 
given to the shareholders to buy a specified number of shares at a given price. 
The shareholder can exercise or sell in the market or leave the option partially or 
fully. 

• Limited Liability: This is the pdme feature of equity share. Although, equ~ty 
shareholders are the owners of the company, their liability is limited to the extent 
of the investment in the share. 



Advantages/Merits of Equity Shares, 

The advantages of equity shares can be discussed from the point of view of company 
and investors. 

(a) Advantages/Merits to Company: 

❖ It is permanent long-tenn source of finance. 

❖ There is no repayment liability. 

❖ ft does not create any obligation to pay dividend. 

❖ This capital can be issued without creating any charge over assets of the 
company .. 

❖ Issue of equity share capital increases the credit worthiness of the company. 

(b) Advantages/Merits to Investors: 

❖ Equity share provides more income (residual income). 

❖ Equity shares gives right to participate ill the control and management of 
the company. 

❖ Capital appreciation (if share price increased when compared purchase 
price). 

Disadvantages/Demerits of Equity Shares 

The advantages of equity shares can be discussed from the point of view of company 
and investors. 

(a) Disadvantages/Demerits to Company: 

❖ High cost source of fund. 

❖ Involves high flotation costs. 

❖ Issue ofadditional shares dilutes control. 

❖ No tax advantage (dividends are not tax deductible). 

••· It make capital structure rigid. 

(b) Disadvantages/Demerits to [nvestors: 

❖ No guarantee, and regularity in receipt of dividend. 

❖ No guarantee in receipt of principle amount of investment. 

❖ Loss of capital due to fluctuations in share prjces. 

Summary 

Estimation of working capital required is completed, then the next step is financing 
of working capital. Statement of working capital gives cJear picture about the 
components, (raw materials, work-in-process, finished goods and receivables) and 
required investment in these components of working capital. Financing of current 
assets is the responsibility of finance manager who may require spending lot of 
time for raising finance. 

Working capital should be financed bysujtable .and optimal mix of short-tenn source 
of funds and long-tenn source of funds. 

Contd ... 
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Sources of short-term financing funds are: trade credit, accruals, differed incomes, 
Commercial Papers (CPs), Public Deposits (PDs), Inter Corporate Deposits (!CDs), 
and commercial banks. 

Net working capital should be financed by long-term sources of finance. The 
sources of long-term working capital are: retained earnings, issue of shares (ordinary 
or equity shares and preference shares), debentures, public deposits, loan from 
financial institutions, Life Insurance Corporation oflndia (LICT), General Insurance 
Corporation (GIC), UnitTrust of India (UTI), State Financial Corporations (SFC's), 
Industrial Development Bank of India (IDBI), etc. 

Test Yourself 

I. "ls Trade Credit source of working capital finance"?. Discuss. 

2. "Accruals are a free source of finance'', comment. 

3. Write a brief note on CP as a source of finance. 

4. What is public deposit? Discuss its advantages and disadvantages. 

5. Discuss the types of I CD's. 

6. Write a brief note on L/C. 

7. Briefly discuss the sources of short-term working capital. 

8. Discuss in detail the sources of long-term working capital. 
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WORKING CAPITAL MANAGEMENT 

L EAR N ING O BJ ECTIVES 

l. Understand the meaning, and definition, of working capital 

2. Understand the Concept and kinds of working capital 

3. Understand the objectives of working capital management 

4. Explain the factors that should be considered while estimating working capital 

Meaning and Definition of Working Capital 

Working capital refers to short-tenn funds to meet operating expenses. To quote 
Ramamoorthy, "It refers to the funds, which a company must possess to finance its 
day-to-day operations". It is concerned with the management of the finn's current 
assets and current liabilities. ft relates to the with the problems that arise in attempting 
to manage the current assets, current liabilities and their inter-relationship that exists 
between them. I( a finn cannot maintain a satisfactory level of working capital, it is 
likely to become insolvent and may even be forced into bankruptcy. · 

Concepts of Working Capital 

The c.oncept of working capitaJ has been a matter of great controversy ,among the 
financiaJ wiz.ards and they view it differently. There is no universally accepted definition 
of working capital. Broadly, there ate two concepts of working capital commonly 
found in the existing literature of finance such as: 

• Gross Working Capital (Quantitative Concept) and 

• Net Worlcing Capital (Qualitative Concept). 

Both these concepts of working capital have operational significance. The two concepts 
are not to be regarded as mutually exclusive. Each has lts relevance in specific situations 
from the management point of view. 

Each concept of working capital has its own significance - the 'gross concept' 
emphasising the 'use' and the ' net concept' the 'source' - an integration of both 
these concepts is necessary in order to understand working capital management in 
the context of risk, return and uncertainty. 

Gross Working Capital Concept 

According to this concept, the total current assets are termed as the gross worlcing 
capital or circulating capital. Total current assets include; cash, marketable securities, 
accounts receivables, inventory, prepaid expense, advance payment of tax; etc. This 
concept also called as 'quantitative or broader approach'. To quote Weston and 
Brigham, "Gross Worlcing Capital refers to finn 's investments in short tenn assets 
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such as cash, short term securities, accounts receivables and inventories".The concept 
helps in making optimum investment in current assets and their financing. According 
to Walker, "Use of this concept is helpful in providing for the current amount of 
working capital at the right time so that the firm is able to realise the greatest return on 
investment". The supporters of this concept like Mead, Field, and Baker and Malott , 
argue that the management is very much concerned with the total current assets as 
they constitute the total funds available for operating process. 

Significance 

Gross Working Capital Concept focuses attention on the two aspects of current assets 
management, they are: 

(i) Optimum Investment in Current Assets: lnvestment in current assets must 
be just adequate to the needs of the firm. 1n other words, ctuTent assets investment 
should not be inadequate or excessive. Inadequate working capital can disturb 
production and can also threaten the solvency of the firm, if it fails to meet its 
current obligations. On the other hand, excessive investment in current assets 
should be avoided, since it impairs the firm's profitability. 

(ii) Finahcing of Current Assets: Need for working capital arise due to the 
increasing level of business activity. Therefore, there is a need to provide/ 
arrange it quickly. Similarly, some times surplus funds may arise, thus they should 
be invested in short-term securities. They should not be kept as idle. 

Net Working Capital Concept/ 
I 

As per this concept, the excess of current assets over current ILabilities represents net 
working capital. Similar view is expressed by Guthmann and Dougall, Gerstenberg, 
Goel, Park and Gladson,Kennedy and McMullen,and Myer in their distinguished works. 
'Accounts Hand Book' has also fully supported this view. The famous economists 
like, Sailer· Lincoln, and Stevens, fully supported this concept and viewed that the net 
working capital helps creditors and investors to judge the financial soundness of a 
firm. 

Net Working· Capital Concept represents the amount of the current assets, which 
would remain after all the current liabilities were paid. It may be either positive or 
negative. It will be positive, ifcurrent assets exceed the current liabilities and negative, 
if the current liabilities are in excess of current assets. Another alternative definition 
is that net working capital refers to that portion of firm's current assets, which financed 
with long-term funds. 

Net Working Capital Concept indicates or measures the .liquidity and also suggests 
the extent to which working capital needs may be financed by the pennanent source 
of funds. To quote Roy Chowdary, "Net Working Capital indicates the liquidity of the 
business whilst gross working capital denotes the quantum of working capital with 
which business has to operate". 

Significance 

Net Working Capital Concept focuses attention on the two aspects of current assets 
management, they are: i) Maintaining liquidity position, and ii) To decide upon the 
extent of long~term capital in financing current assets. 

i) Maintaining Liquidity Position: For maintaining liquidity position there is a 
need to maintain current assets sufficiently in excess of current liabilities. In 



other words, excess current assets helps in meeting its financial obligation within 
the operating cycle of the firm. Generally for every one rupee of current asset 
there will be one rupee of current liability. As discussed above, negatiye and 
excess working capital both are bad to the fim1. 

ii) To decide upo11 the Extent of Long-term Capital in Financing Current 
Assets: Net Working Capital (NWC) means the portion of cun-ent assets that 
should be financed by long-tenn funds. This concept helps to decide the extent 
oflong-term funds required in finance current assets. For example, if there are 
Rs. 1.00,000 current assets and Rs. 75,000 current liabilities, the extent of cunent 
assets should be decided by the NWC base. The NWC is the difference between 
current assets and current liabilities. In the above example NWC is Rs. 25,000. 
This is the amount that is supposed to be financed by long-term funds. Hence, 
NWC helps management to decide the extent to which current assets should be 
financed with equity capital and borrowed funds. 

Kinds of Working Capital 

The categorization of working capital can be made either based on its concept or the 
need to maintain current assets either permanently and/or temporarily. As per 
conceptual view, it may be classified into gross working capital or net working 
capital, which were already explained in detail 

Gerstenberg has conveniently classified the working capital intoregularor p ermanent 
working capital and temporaty or variable working capital. The variable working 
capital is again bifurcated into seasonal and special working capital. See 
Figw-e 1. 

Kinds of Working Capital 

Concept Base 

Networking 
Capital or 
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Gross Working 
Capital or 
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Figure 1 

Permanent Working CapitaJ 

Timie Base · 

Permanent or 
Regular Working 

Capital 

Temporary or 
Variable Working 

Capital 

Permanent working capital is the minimum investment kept in the fonn of inventory 
of raw materials, work-in-process, fi nished goods, stores & spares, and book debts to 
fac ilitate uninterrupted operation in a firm. Though this investment is stable in short 
run, it certainly varies in long run depending upon the expansion programmes 
undertaken by a firm. ft may increase or decrease over a period of time. The minimum 
level of current assets maintained in a firm is usually known as permanent or regular 
working capit~l. 
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Temporary Working Capital 

A firm is required to maintain an additional current assets temporarily over and above 
pennanent working capital to satisfy cyclical demands. Any additional working capital 
apart from permanent working capital required to support the changi.ng production 
and sales activities is referred to as temporary or variable working-capital. In other 
words, an amount over and above the permanent level of working capital is temporary, 
fluctuating or variable working capital.At times, additional working capital is required 
to meet the unforeseen events like floods, strikes, fire, and price hike tendencies and 
contingencies. 

Distinction Between Permanent and Temporary Working 
Capital 

The difference between permanent and temporary working capita l can be shown in 
Figure 2 and 3. 

The above figure depicts the pem1anent or regular working capital that is stable over 
a period, where as temporary or variable working capital is oscillating, or showing ups 
and down- some times working capital requirement has increased or decreased. The 
above figure 2 will hold good to those firms, where there is no development and have 
seasonal or cyclic fluctuations. 

But for the growing firms fig.ire 3 will be sujtable. 

Temporary o r Variable 

Permanent or 
Regular 

Time-_ ______ ... 

Figure 2 

-------Time 

Figure 3 

Temporary or Variable 

Permanent or 
Regular 
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Over a long period, permanent working capital also changes with the additional funds, 
required for expression programs. 

Objectives of Working Capital Management 

The objectives of working capital management could be staled as, 

i) To ensure optimum investment in current assets. 

ii) To strike a balance between the twin objectives ofliquidity and profitability in 
the use of funds. 

iii) To ensure adequate flow of funds for current operations. 

iv) To speed up the flow of funds or to minimize the stagnation of funds. 

Factors Influencing Working Capital 

A business undertaking should plan its operatjons in such a way that it should have 
neither too much oor too little working capital. There are no set of rules or fonnulae to 
determine the working capital requirements of a firm. The total working capital 
requirement is detennined by a wide variety of fac tors. These factors, however, affect 
different firms' differently. Also the relative importance of these factors changes 
even in the same firm in course of time. Therefore, an analysis of relevant factors 
should be made in order to detennine the total investment in working capital. A brief 
description of the general factors influencing the working capital needs of a finn are 
as follows: 

I. Nature of Business: The amount of working capital is basically related to the 
nature of business. The proportion of current assets needed in some lines of 
business activity varies from other lines. For instance, trading and finance firms 
have a very small investment in fixed assets, but they require more working 
capital. In contrast. public utility concerns rendering public services require huge 
investment in fixed assets. The requirement of current assets in such concerns 
is usually less due to cash nature of business and selling service. In trading 
concerns, the amount of working capital required is less than the manufacturing 
concern, since there is no production of goods and services involved, but in 
service industry like banks the amount of working capital required is very high. 
The relative importance of current assets to total assets will indicate the required 
intensity of planning and control efforts in working capital management area. 

2. Size of Business: Jt may be argued that a finn's size, measured in tenns of 
assets or sales, affects need for working capital. Size may be measured in terms 
of a scale of operation. A fi.rro having with large-scale operations will need 
more working capital required then a small firm having small-scale operations. 
A small firm may use extra current assets as a cushion against cash flow 
interruptions. 

Bigger firms have many sources of funds, thereby it wHI require less amount of 
working capital as compared to the smaller ones. 

3. Production Cycle Process: This is another factor, which has bearing on the · 
quantum of working capital1 is the production cycle. The tenn production or 
manufacturing cycle refers to the time involved in the manufacturing of goods. 
It covers the time span between the procurement of raw materials and the 
completion of the manufaeturing process leading to the production of finished 
goods. Longer the production cycle, the higher will be the working capital 
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Financial Management requirement and vice versa. Manufacturing fim1s have large production cycle, 
so they require high working capital, but in the case of short production cycle 
finns require less working capital. Working capital requirements can be reduced 
with the help of certain policy steps, like tenns of credit for raw materials and 
the suppliers. Unless the sequences of production process leadjng to conversion 
.into finished goods are kept under close observation to achieve better production 
and productivity, more and more working capital funds will be tied up. In this 
context, it should be noted that production planning and control are vital. 
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4. Producti.on Policy: Production policy means whether, it is continuous or seasonal 
demand for products. What kind of production policy should be followed in above 
cases? There are two options to such companies, either they confine the ir 
production only to periods when goods are purchased or they follow a steady 
production policy throughout the year and produce goods at a level to meet peak 
demand. Suppose in the case where,production and sales goes simultaneously, 
the amount of working capital required is less (example is FMCG goods business), 
butthe sales will be only seasonal and production will take place throughout the 
year thus continuously the amount of working capital required is very high. 
(Umbrella business). 

5. Credit Policy or Terms of Purchase and Sales: The credit policy relating to 
sales and purchases also affects the working capital. If a company purchases 
raw materials in cash and sells goods on credit, it will require larger amoW1t of 
working capital. On the contrary, a concern having credit facilities for the purchase 
of raw materials and allowing no credit to its customers, wrn require lesser 
amount of workil'\g capital. 

6. Business Cycle: The amount of working capital requirements of a finn varies 
with every movement of business cycle. The variations in business conditions 
may be in two directions (a) Upward phase - when boom conditions prevail, in 
this case more working capital is required to cover the lag between the increased 
sales and receipt of cash as well as to finance purchase of additional material. 
(b) Downswing phase - in this case, the need for working capital will be very 
less, since there is no growth in sales. 

7. Growth and Expansion: As company grows, it is logical to expect that a larger 
amount of working capital in required. It is very difficult to detennine the 
relationship between the growth in the volume of business of a company and 
increase in its working capital required. Other things being equal, growth industries 
require more working capital than those the static. The critical fact, however is 
that the need for increased working capital funds does not follow the growth in 
business activities but proceeds it. Advance planning of working capital is 
therefore, a continuing necessity for a growing concern, or else, the company 
may have substantial eamings but little cash. 

8. Scarce Availability of Raw Materials: The ava i la bi I ity of certain raw materials 
on a continuous basis without interruption would sometimes affect the working 
capital requirement. There may be some materials, which cannot be procured 
easily either because of ei ther their sources are few or they are irregular. 
Therefore, the firm might be compelled to purchase more than required to manage 
smooth production. In this case, the amount of working capital required is large. 
fn other case, the availability of raw materials are easy and there is no fluctuations 
thus the amount of working capital required is less. 



9. Profit Level: Firms may differ in their capacity to generate profit from business. 
Some firms enjoy a dominant position, due to quality product or good marketing 
management or monopoly power in the market and earn a high profit margin. 
Other firms may eam low profits. The net pmfit is a source of working capital to 
the extent that it has been earned in cash. A high net profit margin contributes 
towards the working capital pool. A firm with high profit level requires less 
working capital and vice versa. 

J 0. Level of Taxes: The net profit is calculated after deduction of tax. The amount 
of taxes to be paid is determined by the tax authoritjes. So the management has 
no discretion in this respect. Hence1 companies very often pay taxes in advance 
on the basis of the profit of the previous year. Therefore, tax is an important 
aspect of working capital planning. If tax liability increases, it leads to an increase 
in the requirement of working capital and vice versa. So tax planning can, 
therefore, be said to be an integral part of working capital planning. 

l I. Dividend Policy: Dividend has a bearing on working capital, since it is 
appropriation profits. The payment of dividend reduces cash resources and 
thereby, affects working capital to that extent. Conversely, if the firm does not 
pay dividends but retains profits, the working capital increases. In other words, 
dec laration of dividends leads to more working capital requirement and vice 
versa. 

12. Depreciation Policy: It is also exerts an influence on the quantum of working 
capital required. Depreciation charge is out of pocket cost. The affect of 
depreciation policy on working capital is indirect. More depreciation provisions 
reduce the amounl of required working capital and v ice versa. 

13. Price Level Changes: Increasing prices necessitate the use of more funds for 
managing an existing level of activity. In the same level of current assets, higher 
cash outlays are required. The effect of raising prices is that a higher the amount 
of working capital is required. However, in the case of companies, which can 
raise their prices proportionately, there is no serious problem regarding working 
capital required. Moreover, the price rise does not have a uniform effect on all 
commodities. The effects of raising price levels will be different for different 
firms depending upon their pricing policies, nature of the product etc. 

14. Operating Efficiency: The operating effidency of the finn relates to the optimum 
utilisation of resources at minimum costs. Efficiency of operations accelerates 
the pace of cash cycle and involves the working capital turnover. In this case 
the amount of working capital needed is less since it releases pressure by improving 
profitability and improving the internal generatjon of funds. 

15. Availability of Credit: The need for working capital in a firm will be less, if it 
avails liberal credit facilities. Similarly, the avai lability of credit from banks also 
influences the working capital needs of the firm. A firm enjoying bank credit 
facilities can secure funds to finance its working capital requirement very easily, 
whenever it requires. Jt can therefore, perform its business activities with less 
working capital than a firm without such credit facility. 

16. Other Factors: lo addition to tJ1e above factors, there are a number of other 
factors, which affect the requirement of working capital. Some of them are: 
close co-ordination between production and d istribution policies, an absence of 
specialization in the distribution of products, the means of transportation and 
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communication, the hazards and contingencies inberented in a particular type of 
business, credit policy of RBI and so on. 

The amount of working capital is also influenced by lhe inventory policies, depreciation 
policies, management attitude and wages and government policies. 

Determination of Required Working Capital 

Working capital is equal to the current assets minus current liabilities. ln other words, 
working capital consisting two components, such as current assets and current liabilities. 
Hence, for estimation of working capital, there is a need to follow the foJlowingfour
step procedure: 

1. Estimation of cash cost of the various current assets required by the firm. 

2. Estimatjon of spontaneous current liabilities of the firm. 

3. Compute net working capital by subtracting the estimate current liabilities (step 
2) from current assets (step I). 

4.' Add some percentage (given in the problem) of net working capital if there is 
any contingency or safety working capital required, to get the required working 
capital. 

Statement of Working Capital Needed 

Particulars Amount Amount 

(in Rs.) (in Rs.) 

A. Estimation of Current Assets: 

l) Raw materials XXX 
Ii) Work-in-process 

Raw materials (full cost) xx 
Direct labour (lo the extent of completed stage) xx 
Overheads (lo the extent of completed stage) xx XXX 

iii) Finished goods inventory XXX 
iv) Debtors XXX 
v). Cash balance required XXX 

Total Current Assets 

B. E-stimatloh of Current Asset&: 

i) Creditors XXX 
ii) Expenses 

Overheads xx XXX 
Labour xx 

Total Current Llabllltles- XXX 

C. Working Capital (A•B) XXX 
Add: Contingency (Percentage on working capital) XXX 

D , Working Capital Required x.xx.x 

Estimation of Working Capital 

Workjng capital required is calculated based on the assumption that the production or 
sates is carried on evenly throughout the year and all costs accrue similarly. Exclusion 
of depreciation is necessary from sales price since it is out of profit costs [it docs not 
involve cash of flow. In other words, computation of workjng capital required is b~sed 
on the cash cost only. 



Symbols used io the fonnulas: 

BP = Budgeted Production (in units) 

RMC = Raw Materials Cost per unit 

ARM HP = Avg. Raw Materials Holding Period 

EWIP 

ATSWIP 

CGP 

FGHP 

BCS 

cs 
ADCP 

CPAS 

DWC 

LPW 

OHC 

LPOH 

= Estimated Work-in-Process cost per unit 

= Avg. Time Span of Work-in-Process inventory 

= Cosl of Goods Produced ( excluding depreciation) per unit 

= Finished Goods Holding Period 

= Budgeted Credit Sales in units 

= Cost of Sales (excluding depreciation) per unit 

= Avg. Debt Collection Period 

= Credit Period Allowed by Suppliers 

= Direct Wages Cost per unit 

= Lag in Payment of Wages 

= Overhead Cost per unit of production 

== Lag in Payment of Overheads 

Estimation of components of current assets and current liabilities: 

1. Estimation of Current Assets: 

a) Investment in Raw Materials Inventory: BP (in units) x RMC per unit 
x ARM HP (months/days) .;- 12 months/365 days. 

b) Investment in Work-in-process Inventory: Work-in-process cost (perrnjt) 
is proportionate share of the cost of direct materials and conversion costs. 
Conversion costs include labor and manufacturing overheads cost<; excluding 
depreciation, since it is out of pocket cost. Generally, raw materials cost is 
fully considered, if there is no 1nfonnat1on about the raw materials 
requirement. With regards to the share of labor and overhead cost, it is 
based oo the work completion stage. For example if the work is completed 
to the extent of 50 per cent then only 50 per cent labour cost and overhead 
cost is taken into consideration for estimation of work-in-process cost. If 
there is no information about the completion stage then the option is left 
out to the estimation of workjng capital (it is better to consider that work 
completion stage is 50 per cent). 

BP (in units) x EWlP per unit x ATSWIP (months/days).;- }2 months/ 
365 days 

c) Investment in Finished Goods Inventory: BP (in units) x CGS per unitx 
FGH P (months/days)+ 12 months/365 days 

d) Investment in Debtors: BCS (in units) x CS per unit x ADCP (months/ 
days) + 12 months/365 days 

e) Cash and Bank Balance: Maintenance of minimum working capital 
includes a minimum cash balance, but it is very difficult to calculate minimum 
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2. Estimation of CMrent Liabilities: 

a) Trade Debtors: BP (in units) x RMC per unit production x CPAS (months/ 
days) + 12 months / 365 days. 

b) Direct Wages: BP (in uni.ts) x DWC per unit x LPW (months/ days) 
+ 12 months / 365 days. 

c) Overheads: BP (in units) x OHC per unit of production x LPOH (months/ 
days) + 12 months / 365 days. 

Illustration 1: From the fol lowing information ofVSGR Company Ltd., estimate the 
working capital needed to finance a level of activity of 1,10,000 units of production 
after adding a IO per cent safety contingency. 

Raw materials 

Direct labour 

Overheads (excluding depreciation) 

Total cost 

Profit 

Selling price 

Additional information: 

Average raw materia ls in stock: One month 

Amount (per unit) 

78 

29 

58 

}65 

24 

189 

Average materials-in-process (50 per cent completion stage): Haifa month 

Average finfahed goods in stock: One month 

Credi tallowed by suppliers: One month 

Credit allowed to customers: two months 

Time lag in payment of wages: One and half weeks 

Overhead expenses: one month 

One fourth of the sales is on cash basis. Cash balance is expected to be Rs. 
2, 15,000. You may assume that production is carried on evenly throughout the 
year and wages and overhead expenses accrue similarly. 



Solution 

Estimation of Working Capital Needed 

Partlculars Amount Amount 

(Rs) (Rs) 

A. Estimation of Current Assets: 

i) Raw materials inventory: One month: (1,10,000 X 78 X 4/62) 6,60,000 

ii) Work-in-process inventory: Half a month 

Raw materials (1, 10,000 x 78 x 2/52) = 3,30.000 

Direct labour (1, 10,000 x 14.5 x 2/52) : 61,346.1 5 

Overheads (1, 10,000 X 29 X 2/52) : 1,22,692.31 5, 14,038.46 

iii ) Finished goods inventory: One month: (1, 10,000x165x4152) 13,96, 153.85 
iv) Debtors: Two months: (82,500 x 165 x 8/52) 20,94.230,77 

v). Cash balance required 2,15,000 

Total Current Assets 48,79,423.08 

B. Estimation of Current Assets: 

i) Creditors: One month: (1 , 10,000 x 78 x 4/52) 6,60,000 

ii) Expenses: 

Overheads (1 , 10,000 x 58 x 4/52) = 4 ,90,769.23 

Labour (1 , 10,000 X 29 X 3/104) = 92,019.23 12,42.788.46 

Total Current Liabilities 19,02,788.46 

C. Working Capital(A-B) 29,76,663.62 
Add: 10% Contingency 2,97,663.46 

0 . Working Capital Required 32,74,327.08 

Summary 

Working capital management is concerned with the problems that arise in attempting 
to manage the CtJJTent assets, current liabilities and their inter-relationship that exists 
between them. 

Working capital management goal is maintain a satisfactory level of working capital. 

Net working capital concept focuses attention oo the two aspects of current assets 
management, they are: Maintaining liquidity position, and to decide upon the extent 
oflong-terrn capital in financing current assets. 

Work.ihg capital has conveniently c lassified the working capital into two: regular or 
pennanent and temporary or variable working capital. Permanent working capital 
refers to the minimum level of current assets maintained in a firm. Temporary 
working capital refers to additional current assets temporarily over and above 
permanent working capital to satisfy cyclical demands. 

The objectives of working capital management could be stated as, to ensure optimum 
investment in current assets, to strike a balance between the twin objectives of 
liquidity and profitability in the use of funds, to ensure adequate flow of funds for 
current operations, and to speed up the flow of funds or to minimize the stagnation 
of funds. 

The dangerous excessive working capital are: unnecessary accumulation of 
inventories, indication of defective credit policy and stack collection period, 
degeneration in to managerial inefficiency, and speculative profits grow. 

The dangers of inadequate working capita l are: stagnates growth, difficult to 
implement operating plans, difficult even to meet.day-to--0.ay commitments, inefficient 
utilisation of fixed assets, unable to avail attractive credit opportunities, firm loses 
its reputation. 
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Test Yourself 

I. What is working capital? 

2. What do you mean by gross working capital? 

3. What do you understand by net working capital? 

4. Distinguish between permanent working capital and variable working capital. 

5. What is working capital management? 

6. Distinguish between pennanent working capital and variable working capital. 

7. Give a note on different types of worki,ng capital. 

8. Outline the dangers of inadequate working capital. 

9. Narrate the dangers of excess working capital. 

I 0. "Working capital must be adequate but at the same time not excessive". Comment. 

11. Give a note regardjng the factors detennining working capital needs of a business 
finn. 

12. Discuss the steps involved in estimation ofworkjng capital needed by a firm. 

13. What is working capital management? What is the need to maintain optimum 
working capital? Discuss the consequences of inadequate and excess working 
capital. 
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CASH MANAGEMENT 

LEARN ING OBJECTI VES 

L. Discuss the objectives of cash management. 

2. Explain lhe factors determining cash needs. 

3. Explain cash budget, procedure and pw-pose of cash budget. 

4. Discuss steps involved in preparing cash budget. 

5. Know the strategies for accelerating cash inflows. 

6. Unde(Stand Money market lnstruments. 

Objectives of Cash Management 

One of the prime responsibilities of the financial manager is that managing cash to 
make balance between profitability and liquidity. In other words, he/she has to maintain 
optimum cash balance. Optimum cash means it should not be excess or inadequate. 
Maintenance of excess cash reserve to meet the challenges, the excess cash will 
remain idle, and idle cash earn nothing, but involves cost. So it will reduce profit. On 
the other hand, having inadequate cash balance will affect the liqujdity of the finn. 
Hence, there is need to maintain balance between profitability and liquidity. In other 
words, there should not be excess cash or inadequate cash. 

From the above, we can trace the following as the objectives of cash management: 

1) To meet cash payment needs, and 

2) To maintain minimum cash balance. 

l) To Meet Cash Payments: The prime objective of cash management is to meet 
various cash payments needed to pay in business operations. The payments are 
like payment to supplier of raw materials, payment of wages and salaries, payment 
of electricity bills, telephone bills and so on. Firm should maintain cash balances 
to meet the payments) otherwise it will not be able to run business. To quote 
Bollen, "Cash is an oi l to lubricate the ever-turning wheeJs of business: without 
it, the process grinds to a stop". Hence, one of the cash management objective 
is to meet the payments with the maintenance of sufficient cash. 

2) To Maintain Minimum Cash Balance (Reserve): This is second i,nportant 
objective of cash management. It means the firm should not maintain excess 
cash balances. Excess cash balance may ensure prompt payment, but if the 
excess balance will remain idle, as cash is a non-earning asset and the finn will 
have to forego profits. On the other hand, maintenance of low level of cash 
baiance, may not help to pay the obligations. Hence, the aim of cash management 
is to maintain optimum cash balance. 
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Factors Determining Cash Needs 

From the above, we can say that a finn has to decide the cash balance based on their 
needs, which is determined after ta.king into consideration of the following factors. 

l) Synchronisation of Cash Flows: Synchronisation of cash flows arises only 
when there is no balance between the expected cash inflows and cash outflows. 
There is no need to manage cash balance, if there is perfect match between 
cash inflows and cash outflows. Otherwise, there is a need to manage cash 
balance for managing synchronisation. This synchronisation is forecasted through 
the preparation of cash budget for a period of 12 months or the planning period. 
A well-prepared cash budget will definitely point out the months or periods when 
the firm will have surplus or deficit cash. 

2) Short Costs: This is another factor to be considered while detennining the cash 
needs. Short costs are those cost$ that arise with a short fall of cash fo r the fom 
requirements. Shortage of cash can be found through preparation of cash budget. 
Cash shortage is not cost free, it involves cost whether it is expected or unexpected 
shortage. The expenses incurred as a result of shortfall are called short costs. 
They includ~ the following: 

❖ Cost of Transaction: Whenever there is a shortage of cash it should be 
financed. Financing may be done through the borrowings from banks or 
sale of marketable securities (if the finn have). If the firm is planning to 
finance the deficit cash by sale of marketable securities, then the firm is 
expected to spend some expenses for brokerage. 

❖ Cost of Borrowing: If the firm does not have marketable securities with 
it, then it prefers borrowing as a source of financing, shortage of cash. It 
involves costs like interest on loan, commitment charges and other e~penses 
relating lO the Joan . 

.:- Cost of Deterioration of the Credit Rating: Generally credit rating is 
given by credit rating agencies (CRlSIL, ICRA and CARE), Low credit 
rating finns may have lO go for bank loans with high interest charges, 
since they cannot raise the required amount from the public. Low credit 
rating may also leads to the stoppage ofsupplies, demands for cash payment 
refusal to sell, loss of image and attendant decline in sales and profits. 

❖ Cost of Loss of Cash Discount: Sufficient cash helps to get cash discount 
benefits, but shortage of cash cannot help to obtain cash discounts. 

❖ Cost of Penalty Rates: Whenever there is shortage of cash finn may not 
be able to honor currently returned obligations, which in tum demand 
penalty. 

3) Surplus Cash Balance Costs: It is self-explanatory. ft means that the cost 
associated with excess or surplus cash balance. Cash is not an earning asset. 
Surplus cash funds are idle, an impact of idle casb is that the firm losses 
opportunities to invest those funds and thereby lose interest, which would 
otherwise have been earned. 

4) Management Costs: Management costs are those costs involved with setting 
up and operating cash management staff. These cost are generally fixed over a 
period, and are mainly include staff, salary, storage, handling cost of secwity 
and so on. 



Cash Budget 

Cash budget is an important tool for the flow of cash in any finn over a future period 
of time. In other words, it is a statement showing the estimated cash inflows and cash 
outflows over a planning period, It pinpoints the surp lus or deficit cash of a firm as it 
moves from one period to another period. The surplus of deficit data helps the financial 
manager to determine the future cash needs of the fim1, plan for the financing of 
those needs and exercise control over the cash and liquidity of the finn. Cash budget 
is also known as short-term cash forecasting. 

Purpose of Cash Budget 

Cash budget has proved to be of great help and benefit in the following areas: 

• Estimating cash requirements 

• Planning short-term finance planning 

• Scheduling payments, in respect of acquiring capital goods 

• Planning and phasing the purchase ofraw materials 

• Evolving and implementing credit policies 

• Checking and verifying the accuracy of long-term cash forecasting. 

Preparation of Cash Budget or Elements of Cash Budget 

The above benefit areas clear that the main aim of preparing cash budget is to predict 
the cash flows over a given period of time and to detennine whether at any point of 
time thete is likely to be surplus or deficit of cash. Preparation ofcash budget involves 
the following steps: 

Step 1 - Selection of period of time (planning horizon): PJauniog horizon is that 
period for which cash budget is prepared. There are no fixed rules for cash budget 
preparation. P lanning horizon ofa cash budget may differ from finn to ftrm, depending 
upon the size of the firm. Cash budget period should not be too short or too long. If 

it is too short many important events may come out in the planning period and cannot 
be accounted for the preparation of cash budget, which becomes expensive. On the 
other hand, if it is too long the estimates will be inaccurate. Then how to detennine 
planning horizon? It is determined on the basis of situation and the necessity of a 
particular case. A firm whose business is affected by seasonal variations may prepare 
monthly cash budgets . If the cash flow fluctuates, daily or weekly cash budgets 
should be prepared. Longer period cash budgets may be prepared when the cash 
flows ai:e stable in nature. 

Step 2 - Selection of factor that has bearing on cash flows: The factors that 
generate cash flows are divided into two broad categories. (a) Operating, and (b) 
Financial. 

• Operating Cash Flows: Operating cash inflows are cash saJes, collection of 
accounts receivables and disposal of fixed assets and the operating cash outflows 
are bills payables, purchase of raw materials, wages, factory expenses, 
administrative expenses, maintenance expenses and purchase of fixed assets. 

• Financial Cash Flows: Loans and borrowings, sale of securities. dividend 
received, refund of tax, rent received, interest received and issue of new shares 
and debentures cash outflows are redemption of loan. repurchase of shares, 
income tax payments, interest paid and dividend paid. 
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Illustration I : From the following information prepare cash budget for VSJ Co. Ltd.: 

Particulars Jan Feb March April 

Opening cash balance 20,000 

Collection from customer 1,30,000 1,60,000 1,65.000 2,30,000 

Payments : 

Raw materials purchase 25,000 45,000 40,000 63,200 

Salary and wages 1,00,000 1,05.000 1.00.000 1,14,200 

Other expenses 15,000 10,000 15,000 12,000 

Income tax 6.000 - - --- ----
Machinery ---- --- 20,000 - -

The finn wants to maintain a minimum cash balance of Rs . 25,000 for each month. 
Creditors are allowed one-month credit. There is no lag in payment of salary, other 
expenses. 

Solution: 

Cash Budget for the Period January to April (Rs.) 

Particulars Jan Feb March April 

Opening cash balance 20.000 29.000 49,000 54,000 

Cash collection from customer 1,30,000 1,60,000 1,65,000 2,30,000 

(A) Total receipts 1,50,000 1,89,000 2,14,000 2,84.000 

Payments : 

Raw materials ---- 25,000 45.000 40,000 

Salary 1,00,000 1,05,000 1,00,000 1,14,200 

Other expenses 15,000 10,000 15,000 12,000 

Income tax 6,000 --· - --
Machinery --- -- 20,000 --

(8) Total payments 1,21,000 1.40,000 1,60,000 1,66,200 

Closing Balance (A - B) 29,000 49,000 54,000 1,17,800 

Illustration 2: Prepare cash budget for the 3 months ending on 30~06-2004 from the 
following infonnation. 

(a) (Amount in Rs.) 

Month Sales Materials Wages Overheads 

Feb 14,000 9,600 3,000 1,700 

March 15,000 9,000 3,000 1,900 

April 16,000 9,200 3,200 2,000 

May 17,000 10,000 3,600 2,200 

June 18,000 10,400 4,000 2,300 

(b) Credit terms are: Sales / Debtors - IO per cent, sales are on cash, 50 per cent 
of the credit, sales are collected next month and the balance in the following 
month. 

❖ Creditors (suppliers) - 2 months 

•·· Wages - ¼ month; overheads - ½ month 

(c) Cash and Bank balance as on !st ApriJ 2004 is expected to be Rs. 6,000. 



(d) Other information: Machinery will be installed in Feb.'04 at a cost of Rs. 96,000. 
The monthly installment of Rs. 2,000 is payable from April onward. 

Dividend at 5 per cent on preference share capital of Rs. 20,000 will be payable 
on May and is1 June. 

Advance to be received for sale of vehicles Rs. 9,000 in June. 

Dividends from investments amounting to Rs. l.000 are ex.peeled to be received 
in June. 

lncome tax (advance) to be paid in June is 2,000 (JCWA - lnter) 

Solution: 

Particulars April May 

(A) Opening balance 6,000 3,950 

Receipts: Sales Note (1) 14,650 15,650 

Dividend - -
Advance ---- ---

(B) Total receipts 14,650 15,650 

Payments: 

Creditors 9,600 9,000 

Wages Note (2) 3,150 3,500 

Ovemeads Note (3) 1,950 2,100 

Installment (on machinery) 2,000 2,000 

Dividend -
Tax - -

(C) Total payments 16,700 16,600 

(D) Surplus/ Deficit (B - C) (2,050) (950) 

(E) Balance cash (A - B) 3,950 3.000 

Working Note: 

( l) Cash collectioo from Sales 

Particulars April May 

Feb (14,000-10% of 14,000) 50% 6,300 -
March (15,000 -10% of 15,000) 50% 6,750 6,750 

April (10% of 16,000) 1,600 -
(16,000 -10% of 16,000) 50% -- 7,200 

May (10% of 17,000) - 1,700 

(17,000- 10% of 17,000) 50% - -
June (10% of 18,000) -- --

14,650 15,650 

(2) 75 per cent of the March + 25 per cent of the previous month 

(3) 50 per cent of the roonth + 50 per cent of the previous month 

Managing Cash Flows 
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3,000 

16,650 

1,000 

9,000 

26,650 

9,200 

3,900 

2,250 

2,000 

10,000 

20,000 

29,350 

(2,700) 

300 

June 

---
--
--

7,200 

-
7,650 

1,800 

16,650 

After estimation of cash flows, then the next financial manager's job is to ensure that 
there should not be more deviation between the projected cash Oows and the actual 
cash flows for that efficient cash management is must. That financial management 
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will have the control on collection ofreceipts and cash disbursements. As the objectives 
of cash management is to accelerate cash receipts as much as possible and decelerate 
or delay cash payments as much as possible. In other words, the various collection 
and disbursement methods can be employed to improve cash management efficiently 
constitutes two sides of the same coin. Both collect ions and disbursements exercise 
a joint impact on the overall efficiency of cash management. The idea is that speed 
collection of accounts receivables so that the finu can use money sooner, otherwise, 
it has to borrow money, wherein costs are involved. Conversely, firm wants to pay 
accounts payables late without affecting credit standing with suppliers, so that fom 
can make use of the money it already has. Hence, for efficient cash management 
firm has (A) to collect accounts receivables as early as possible, and (B) it has to 
de lay the accounts payables without affecting credit standing. 

Accelerating Cash Collections 

Accelerating speedy cash collection can conserve cash and reduce its requirements 
for cash balances of a firro. Cash inflow process can be accelerated through systematic 
planning. The following are the methods of accelerating cash collections: 

I) Prompt Payment of Customers: In speed collection. the first hurdle could be 
the firm itself. It may take a long time to process the invoice. Prompt payment 
by customers will be possible by prompt billing. The seller has to inform to 
customers about the amount of payment and period of payment in advance. 
Automation of billing and enclosure ofself~addressed enveloped, will be helpful 
for speed payment of cash. The other way of prompting customers to pay 
earlier is to offer cash discount. Cash discount helps customer to save money 
and they would readily avail discounts. 

2) Early Conversion of Payments into Cash: After using cheques by customer 
in favour of the finn collections can be quickened. Conversion of cheques into 
cash is the second hurdle. There is a time lag between the time a cheque is 
prepared by customer and the time the funds are c.:redited to finn's account. It 
is also known as cash cycle. Cash cycle is the time required to convert the raw 
materials into cash. There are three steps involved in the cash cycle, viz., (i) 
Mailing time- The time taken by the post offices in transferring the cheques 
from the customer to the firm. The time lag is refen-ed to as ''postal float". (ii) 
Lethargy- time taken in processing the cheques within the company and sending 
them to bank for deposit and (iii) Bank Float-Collection within the bank or the 
time taken by the bank in collecting the payment from the customer's bank. The 
postal float, lethargy and bank float-collectively known as "deposit float". To 
quote Rama Moorthy, deposit float as the sum of cheques written by the customer 
that are not yet usable by the firm. In India deposit float can assume sizeable 
opportunities as cheques normally take a longer time to get realised than in most 
countries. Accelerated collection of cash is possible when a finn reduces the 
transit, lethargy and bank float. · 

How can the deposit float be reduced? 

IL is possible through the options of decentralised collection policy. There are 
two important methods available to use in a decentrali.sed collection network, 
they are concentration banking and Lock-Box system. 

3) Concentration Banking or Decentralised Collections: A firm operating its 
business spread over a vast area and its branches located at different places 



would do well to decentralise its collectjons. The decentralised collection 
procedure in US is called as "concentration banking." Concentration banking is 
a system of operating through a number of collection centers, instead of a single 
collection centre centralised at the company's head office premises. Under this 
system, a firm will have a large number of bank accounts in the operated areas, 
but all the areas may not have collection centres. Opening it collection centre 
depends on the volume of business. In this system, the customers' are instructed 
to send their payments to the collection centre covering the area under which 
they come and these are deposited in the local account of the concerned collection 
centre. On realisation of the proceeds of the cheques, these may be remitted 
for credit to the Head Office Account, by way of telegraphic transfer, daily or 
weekly, as per the quantum of collections and the local requirements of funds 
for expenses. Hence, concentration banking reduces float, which saves time 
and reduces in the operating cash needs. This system should be adopted only 
when the savings are higher than the cost. 

4) Lock-Box System: This is another techn ique of accelerating collection of cash. 
It is more popular in USA and European countries. Under this arrangement, a 
fion rents a post office box and authorises its bank to pick up remittances in the 
box. The boxes will be placed at different centres on the basis of number of 
consumers. Customers are billed with instructions to mail remittances to the 
box. The local authorised bank of the firm, at the res~ctive places pick up the 
mail several times a day and the same deposits into the finn's account. After 
the collection of cheques the bank, send a deposit slip along with the list of 
payments and other required encloses. 

Advantages of lock-box system are: 

(a) The bank handles the remittances prior to deposit at a lower cost; 

(b) The process of collec1ion through the banking system begins sooner the 
receipt of cheque and saves time. 

(c) Lock-box system iilvolves cost, since the sei:vices provided by the bank 
are chargeable or requires to maintain a minimum cash balance that involves 
an opportunity cost. A fioancjal manager has to compare the benefits 
derived from use of lock-box system and when benefits are higher than 
the cost in.volved then it should be adopted. 

Slowing Down Cash Payments 

Operating cash requirement can be reduced by accelerating cash co!Jections and 
slowing down cash payments. Increased availability of cash depends on the 
combination of speed collections and s low payments. Following methods can be used 
to showing down the payments. 

• Paying o,i Last Date: A prudent businessman would always prefer to make 
the payment on ly on the last day, when it is due and never earlier. But early 
payments entitles a firm to cash discounts. Ifthere is no discount offer on early 
payments of accounts payables h,as no advantage, but delayed beyond trade 
credit period affects the firms credit standing that makes difficult to get trade 
credit in future. Hence, a firm would be well advised to pay payments only on 
the last dates. 

• Centralised Payments: Under this system. a ll payments are made from one 
central place that is Head Office. The benefits of centralised payment system 
are: 
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It incr~ases the transit time. In other words, payment from a centralised place 
takes more time to send the cheques to customers. 

Reduction in operating cash requirement since the firm has centralised bank 
account, a relatively smaller total cash balance will be needed. 

Controlled schedules and payments made exactly on the last day. 

• Paying the Float: Float is the amount of money tied up in cheques that have 
been written, but have yet to be collected. In simple words, float refers to the 
difference between the balance in firms cash book (bank column) and balance 
in passbook of the bank. There is a time lag between issue of cheque .by the 
company and its presentation to the bank by the customer's bank for collection 
of money, where cash is required later when the cheque is presented for 
collection. So, finn can issue cheque without having sufficient cash in its bank 
account at the time of its issue to its customers, because by the time of 
presentation of the Cheque for encashment, fom can arrange funds. Use of 
float in this way referred to as cheque kiting. Cheque kiting can be done in two 
ways- (a) paying from a distant bank and (b) cheque encashment analysis. 

a) Paying From a Distant Bani<: As discussed in centralised payments. 

b) Cheque Encashment ,'~nalysis: On the basis of firm's past experience (if 
firm has beeo paying from a few years onward), it can find out the lag in 
the issue of cheques and their encashment. l f more time lag is there then 
U1e fo:m will pay with delay and vice versa. lt will help the firm to save 
cash. 

Computation of Optimum Cash BaJance 

A finn has to maintain sufficient liquidity by managing minimum cash balance. Finn 
needed cash to pay suppliers of raw materials, pay salaries and other expenses as 
well as paying interest, tax and dividends. Sufficient liquidity means the availability of 
cash to pay the finn obligations in time. Generally, the minimwn cash balance is equal 
to the cash needed for transaction plus safety cash that can be maintained based on 
firm's past experience. Maintenance of cash balance provides sufficient liquidity but 
involve opportunity cost (loss of interest), whereas less cash balance maintenance 
weakens liquidity and involves profitability. A firm has to maintain optimum cash 
balance. Optimal cash balance is that cash balance where the firm's opportunity cost 
equals to transaction cost and the total cost are minimum. Then how to determine 
optimum cash balance? 

Optimum cash balance can be determined by anumber of mathematical models. But 
here the most important two models are discussed. They are: 

Baumol Model (Inventory Model) 

Miller-O.JT Model (Statistical Model) 

Baumol Model 

l'his model was developed by Bawnol.This model is suitable only when the cost flows 
are predictable (under certainty), It considers optimum cash balance similar to the 
economic order quantity, since it is based on EOQ Concept and also in both the cases 
there is trade off between cost of borrowing (sale of securities cost) and 
opportunity the cost. The point where the total cost is minimum. Figure l shows 
Baumol model. 



Assumptions: Baumal model is based on the following: 

T he firm knows its cash needs with certainty. 

The cash payments (disbursement}of the finn occur unifonnly over a period of time 
and is known with certainty. 

The opportunity cost of holding cash is known and it remains stable over t ime. 

The transaction cost is known and remains stable. 

Elements of Total Cost 

The total cost associated with management of cash under this model involves two 
elements (a) Conversion cost (transaction cost) and (b) Opportunity cost (interest 
cost). 

a) Conversion Cost (Transaction cost): Conversion costs are those costs that are 
associated with sale of marketable security and raise wbenever firm converts 
marketable security into cash. Conversion Cost (C) = C [F/M] 

Where: C = Cost per conversion; F = Expected cash need for future period 

M = Amount of marketable securities sold in each sale. 

b) Opportunity Cost: Is the (cost benefit) foregone by holding idle cash. In other 
words, opportunity cost is the interest forgone on an average cash balance. 
Symbolically, 

Opportunity cost (0) = I (M-;-2) 

Where , I = Interest rate that could have been earned 

M + 2 = Average can balance [(Opening cash + Closing cash)/2] 

Total cost = Conversion cost+ Opportunity cost 

= C(F/M)+ l (M+2) 

Cost 

Figure 1 

Economical (optimal) Conversion lot size: 

ECL= ✓2~F 

Oppo11Unity Cost 
(Interest Cost) 

Conversion 
(Transaction) cost 

Cash Conversion Size 
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Where, 

ECL = Economic Conversion Lot; F = Expected cash needed for future period 

C = (::ost per conversion; 0 = Opportunity cost 

lllustration 3: VS International Coy Ltd., estimated cash needs of Rs. 20 lakhs for a 
year. Cost of transaction of marketable securities is Rs. 2000 per lot. The company 
has marketable securities in lot sizes of Rs. 1,00,000, Rs. 2,00,000, Rs. 4,00,000, 
Rs. 5,00,000 and Rs. I 0,00,000. Detennine economic conversion lot size if20% is the 
opportunity cost. 

Solution: 

ECL = 2 x2000x20,00,000 =Rs.2 00 000 
0.20 I I 

Miller and Orr Model 

The Miller and Orr model is in fact an attempt to make Baumol model more elastic 
with regards to the pattern of periodic changes in cash balances. Baurnol's model is 
based on the assumption that unifonn and certain level of cash balances. But in 
practice finns do not use uniform cash balances nor are they able to predict dai ly cash 
inflows and outflows. The Miller Orr Model overcomes the limitations of Baumol 
model. It's augmented on the Bau mo! Model and came out of a statistical model. That 
is useful for the finns with uncertain cash flows. The Mil ler and Orr model provides 
two control limits- the upper control limit and the lower control limit along with a 
return point. Figure 2 shows the two control limits and return point. 

.,; 
5 
.a:: 
"' "' u 

1------------,,---------Upper Control Limit (UCI, ) 

['urchase of securities 

Sale of securities 

1----------------.....;:,,........,.t--+- Lower Control Llmit (LCLl 

Time 

Figure2 

According to this model, cash balance fluctuates between LCL and UCL. Whenever, 
cash balance touches UCL then the finn purchases sufficient (UCL - RP) marketable 
securities to take bank cash balance to return point. On the other hand when the finn 
touches the lower control limit, it will sell the marketable securities to the extent of 
(RP - LC L), take back cash balance to return point. 

The cash balance at the lower control lintit (LCL) is set by the finn as per requirement 
of maintaining minimum cash balance. The cash balances at uppercontrol limit (UCL) 
and record points will be detennjned on the basis of the transaction cost (C), the 
interest rate (0) and standard deviation ( s) of net cash flows. 

The following fonnula is used to detem1ine the spread between UCL and LCL (called 
Z) are MO model 



Where: Z = Control limit of cash balance (or) reh1m point 

C = Transaction cost- s = Variance of net cash flow LCL = Lower control limit 

0 = Opportunity cost or interest rate earned on marketable security 

Money Market Instruments or Marketable Securities 

Money market refers to the market for short-term securities. It has no physical 
market place and it consists of a loose· agglomeration of banks and dealers linked 
together by te lex, telephones and computers. A huge volume of securities is regularly 
traded on the market and the competition is energetic. The following are most prominent 
short-tenn securities available for investment of surplus cash. 

(a) Units of U11it 1964 Scheme: This scheme is one of the units of Unit Trust of 
India (UTI), it is known as the Unit Scheme 1964 (in short US 64). It is the. most 
popular mutual fund scheme io India, which comprises the following features : 
(i) it is an open ended scheme - as it can be purchased and sold back to the UTr 
itself on the continuous basis, (ii) the units have face value of Rs. 10 for sale 
and the purchase of units ate not determined on the basis of the Net Asset 
Value (NAV) of the units, as should be the case for a truly open-ended scheme. 
It is instead, they are determined administratively by the UTI ta.Icing into account 
the element of accrued interest, from time to time, usually at monthly intervals. 
Thus the units of the US 64 scheme offer a convenient and attractive investment 
avenue for shorHerm. funds for the following reasons: (i) Existence of active 
secondary market, (ii) Units appreciates over time io a fai r.ly predictable manner 
as the UTl makes a gradual upward revision in its selling and repurchase price 
from July to June, each year. 

(b) Ready Forward (RPs or repos): In the ready forward deal, a commercial 
bank or some other organisation may enter into an arrangement with a company, 
intending to park its surplus funds for a short period, under which the bank may 
sell some securities to one company and repurchases the same securities at 
prices (i.e .• both buying and selling prices) determined as mutually agreed. Hence, 
it is termed as 'ready forward'. Ready forwards, are however, permitted only in 
a limited number of specified securities. Ready forward does not provide any 
income to the company in the form interest, but the company's income is the 
difference between the buying and selling prices. The income earned on the 
ready forward is taxable as usual. The rate of return on a ready forward deal is 
closely related to the market conditions prevaiiling in the money market, which is 
generally tight during the busy season, also at the time of the annual closing. 

( c) Treasury Bills: Treasury bills are the obligations of the government for a short
term period of less than one year, ranging from 91 days to its multiple like 182 
days and 364 days. They are sold at a discount rate and redeemed at the face 
value and the difference between the rates constitutes to the income. In other 
words, they are not issued at any interest rate. The yield on treasury bills is low, 
when compared to other gainful short-term investment avenues. But it has 
several attractive features; like First, they are issued in a bearer form, which 
makes them easily transferable mere by delivery of the documents, without any 
endorsement. Second, the secondary market for bills make them highly liquid, 
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(d) Commercial Papers (CPs): Commercial _paper is short-term, unsecured 
promissory note issued by large companies. It was introduced in 1990 with a 

view to enabling the highly rated corporate borrowers to diversify the sources of 
their short-tenn borrowings, as also provide an additional instrument to the 
investors, to park their surplus funds for a short_period. Eligibility, any finn which 
planning to issue of commercial papers is has to fulfill the guidelines given by 
RBI, such as (i) the tangible net worth of the issuing company should not be less 
than Rs. 4 crore, as per latest balance sheet. (ii) the company should have been 
sanctioned a working capitaJ limit by the bank(s) or all India financial lnstitutioos 
(IFls) (iii) the company should have been classified as a Standard Asset by the 
financing bank(s) fi nancial institutions, and (iv) a minimum credit rating of P-2 
of CRJSIL (Credit Rating Infonnation Services of India Limited), or such 
equivalent rating by any other agency approved by RBI (like ICRA - Investment 
lnfonnation and Credit RatingAgency of India Limited, CARE~ Credit Analysis 
and Research Limited). 

Mode ofl ssue: Commercial papers can be directly (companies with high credit 
rating) issued or through dealers. These are generally sold at a discount (in 
bearer form) to the face value, as detennined by the buyer, but some times they 
can be issued carrying interest and made payable to the order of the investor. 
Commercial paper should not be under written or co-accepted. They can be 
issued with a maturity of minimum period of 15 days (reduced from 30 days) to 
a maximum period ofup to one year. They are issued in the denomination of Rs. 
5 lakh or multiples thereof. Any single investor has to invest a minimum amount 
of Rs. S lakh. The main arttaction of CPs is interest rate that is typically higher 
than that offered by the treasury biJils or certificates of deposits. The only 
disadvantage is that it does oot have an active secondary market. 

(e) Certificate of Deposit (CDs): Certificate of deposit represents the receipts of 
funds deposited with a bank specified period, like the bank term deposits, but the 
onJy difference i.s CDs are negotiable. CDs may be issued in registered form or 
bearer form. The later form is more. popular since, it can be trao.sacted more 
easily in the secondary market. Not like treasury bills (issued at discount) CDs 
are issued at an explicit rate of interest. On maturity, the investor gets the 
principle amount along with interest accumulated. 

Certificate of deposits are popular form of short-term investment of surplus 
funds for companies due to the following reasons: (i) these can be issued by 
banks in the required denominations and maturities period suits to the needs of 
investors, (ii) CDs are fairly liquid, (iii) They are virtually risk-free and (iv) CDs 
generally offer higher rate· of interest then the treasury bills and even bank term 
deposits. 

(f) Banker's Acceptance: Banker's acceptances are time drafts drawn on a bank 
by a fit:m (the drawer or exporter) in order to obtain payment for goods that he/ 
she has shipped to a customer which maintains an accou.nt with that specific 
bank. In other words, it is a short-tenn promissory trade note for which a bank 
(by having 'accepted' them) promises to pay the holder the face amount at 
maturity. The draft guarantees payment by the accepting bank at a specific 
point of time. Hence, the acceptance becomes a marketable security. The 
document is not issued in specialised denominations, since one party uses 
acceptances to finance the acquisition of good. The size of bank acceptances is 



determined hy the cost of goods being purchased, TI1ey serve a wide range of 
maturities and are sold on a discount basis, payahle to the bearer. There is no 
secondary market for acceptances oflarge banks. Due to their greater financial 
risk and lesser liquidity, acceptances provide investors a yield advantage over 
treasury hills of same maturity. Acceptances of major banks are safe investment. 

(g) Inter-Corporate Deposits (!CDs): This is a popular short-tenn investment 
avenue for companies in T.ndia. As the name itself suggests, an inter-corporate 
deposit is that deposit made by one corporate body (company) with another 
corporate company. The deposits are usually made for a maximum of six months. 

There are three types inter .. corporate deposits: 

(i) Call Deposits: These types of deposits are expected to be paid on call, 
which is whenever its repayment is demanded. Generally, these deposits 
are called back giving a day's notice. But in actual practice the lender has 
to for at least three days. 

(ii) Three-month Deposits: These are more popular among the corporate 
bodies for parking the surplus funds correspondingly for tiding over the 
short-term financial crunch faced by some others. 

(iii) Six~mont/1 Deposits: Generally, inter-corporate deposits do not extend 
beyond six months period. This type of deposits is usually made with 'A' 
category companies only. 

Inter-corporate deposits are in the nature of unsecured deposits. Hence, 
due care has to be taken to asses and ascertain the credit worthiness and 
willingness of the company concerned, with whom it is intended to be 
made. In addition, it must make sure that it adheres the following 
requirements, as stipulated by sections 370 and 372 of the Companyls Act, 
1956 which states a company cannot lend more than 10 per cent of its net 
worth without prior approval of the central government and a special 
resolution pennitting such excess lending. 

(h) Badia Financing: A company providing badla financing is essentially lending 
money to a stock market operator who wishes b can-y forward his/her transaction 
from one settlement period to another. Generally, such finance is provided through 
a broker and that too against the security of the shares already brought by the 
stock market operator. Badia has single greatest advantage that it offers very 
attractive rate of interest. But it is coupled with gain there are several risks like 
the stock market broker may not honor bis commitment, or the broker may 
become a defaulter. Soothe following precautionary and safety measures should 
home in mind while providing badla financing: (i) provide finance only for reputed 
and financially strong stockbroker, (ii) select intrinsically sound shares, (iii) ask 
or keep adequate margin, if share is highly volatile, and (iv) secure possession of 
share certificates. 

(i) JJi/1s Discounting: Generally bill arises out of trade transaction. Bill is drawn 
by the seller (drawer) on the buyer (drawee) for the value of goods delivered to 
him. During the pendency of the bill, if the seller needs finds he/she may get it 
discounted. On the maturity, the bill is presented to the drawee for payment. A 
bill of exchange is a self-liquidating instrument. Discounting is superior to the 
inter-corporate deposits. While participating in bill discounting a company should 
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ensure that the bill is trade bill and not accommodation bill , try to go for bills 
backed by letters of cre~it rather than open bills as the former are more secure. 

Summary 
Cash is one of the components of current assets and it is a medium of exchange for 
purpose of goods and services and for discharging liabilities. 

In cash management, the term 'cash' has used in two senses: Narrow sense and 
Broad sense. 1n narrow sense, cash covers currency and generally accepted 
equivalents of cash, viz., cheques, demand drafts and banks demand deposits. Broad 
Sense, cash includes not only the above stated but also near cash assets. There 
are bank's time deposits and marketable securities. The marketable security can 
easily sold and converted into cash. Here cash management is in broader sense. 

Cash budget is a statement showing the estimated cash inflows and cash outflows 
over a planning period. It pinpoints the surplus or deficit cash of a firm as it moves 
from one period to another period. Cash budget is prepared for the purpose of 
estimating cash requirements; Planning short-term finance planning; Scheduling 
payments, in respect of acquiring capital goods; Planning and phasing the purchase 
of raw materials; Evolving and implementing credit policies; Checking and verifying 
the accuracy of long-term cash forecasting. Preparation of cash budget involves 
two steps: (1) Selection of period oftimc (planning horizon). Planning horizon is 
that period for which cash budget is prepared. (2) Selection of factor that has 
bearing on cash flows. 

Money market refers to the market for short-term securities. The most prominent 
short~terrn securities available for investment of surplus cash are: Units of Unit 
1964 Scheme, Ready Forward (RPs or repos), Treasury Bills, Commercial Papers 
(CPs), Certificate of Deposit (CDs), Banker's Acceptance, Inter-Corporate Deposits 
(!CDs), Badia Financihg, and Bills Discounting. 

Test Yourself 

.I. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

I 0. 

11. 

12. 

13. 

14. 

What is cash management? 

Name the objectiv:cs of cash management. 

How do you determine (Baumol) economic conversion lot size? 

Give the meaning. ofrepos. 

What is commercial paper (CP)? 

What is certHicate of deposits (CD)? 

What is cash budget? 

List out the objectives of preparing cash budget. 

What is float? 

What is deposit float? 

Briefly discuss the elements of cash budget. 

What is lock box system? How does it help to reduce the cash balances? 

Discuss the important features of the Miller and Orr model. 

Efficient cash management will a im at maximizing the cash inflows and s·lowing 
cash outflows". Discuss. 



15. Briefly discuss the various avenues or opportunjties available to the companies 
to park their surplus funds for a short-term. 

16. Write short notes on: 

(a) US 64 scheme 

(b) !CD's 

(c) CD's 

(d) Discounting of (time) bills, and 

(e) Commercial Papers (CPs) 

(f) Badia Financing, and 

(g) Treasury Bills (TBs) 
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RECEIVABLES MANAGEMENT 

LE ARNI NG OBJECT] VES 

I. Say what are accounts receivables and their characteristics. 

2. Define accounts receivables management. 

3. Define credit policy and types of credit policies. 

4. Discuss the aspects of receivables management. 

5. Explafo Monitoring Receivable. 

Meaning and Characteristics 

Meaning 

The tem1 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 the firm sells its 
products services on credit, and it does not receive cash for it immediately, but would 
be collected in near future. Till collection they form as a current assets. 

Characteristics 

The accounts receivables arising out of credit sales have the following characteristics'. 

l . Risk Involvement: Receivables involve risk, since payment takes Bajaj in future, 
and future is unce,tain so they should carefully analyzed. 

2. Based on Economic Value: Accounts receivables are based on economic value. 
The economic value in goods or services passes to the buyer currently in return 
the seller expects an equivaJent value from the buyer latter. 

3. Imp lies Futurity: Buyer will make cash payment of the goods or services 
received by him/her in a future period. (i.e., generally after credit period] 

Meaning of Accounts Receivables Management 

Accounts Receivable Management means making decisions rel~ting to the investment 
in these current assets as an integral part of operating process, the objective being 
maxi mization of return on investment in receivables. In other words, accounts 
receivables management involves maintenance of receivables of optimum level, the 
degree of credit sales to be made, and the debtors collection. ln simple words,·the key 
function of credit management is to optimize the sales at the minimum possible cost of 
credit. According to Joseph. "The purpose of any commercial enterprise is the earning 
of profi.t.: Credit in itself is utilized to increase sales, but sales must return a profit". 
The off er of goods on credit should not only optimise sales but also lead to maximization 



of overall return on investment. Management of receivable, therefore, should be based 
on sound credit policies and practices. 

Factors Influencing the Size of Investment in Receivables 

The level of investment in receivables is affected by the following factors: 

(a) Volume of Credit Sales: Size of credit sale is the prime factor that affects the 
level of investment in receivables. Investment in receivable increase when the 
firm sells major portion of goods on credit base and vice vetsa. In other words 
an increase in credit sales, increase the level of receivables and vice versa. 

(b) Credit Policy of the Firm: There are two types of credit policies such as 
lenient and stringent credit policy. A firm that is following lenient credit policy 
tends to sell on credit to customers very liber-ally, wh.ich will increase the size of 
receivables. On the other hand, a firm that following stringent credit policy will 
have low size of receivables because the finn is very selective in providing of 
stringent credit. A firm that is providing string one creclit, may be able to collect 
debts promptly this will keep the level of receivables under control. 

(c) Trade Terms: It is the most important factor (variable) in determining the level 
of investment in receivables. The important credit terms are credit period and 
cash discOWtt. If credit period is more when compared to other companies/ 
industry, then the investment 1n receivables will be more. Cash discount reduces 
the investment in receivables because it encourages early payments. 

(d) Seasonality of Business: A firm doing seasonal business has to provide credit 
sales in the other seasons. When the finn provides credit automatically the level 
of investment in receivables will increase with the comparison of the level of 
receivables in the season; because in season finn will sell goods on cash basis 
only. For example, refrigerators, air-cooling products will be sold on credit in the 
winter season, and on cash in summer season. 

( e) Collection Policy: Collection policy is needed because all customer do not pay 
the finn's bill in time. A firm's liberal collection policy will not be able to reduce 
investment in receivables, but in future sales may be increased. On the other 
hand, a firm that follow stringent collection policy wrn definitely reduce 
receivables, but it may reduce future sales. Therefore, the collection policy should 
aim at accelerating collections from slow payers and reducing bad debt base. 

(f) .Bill Discounting and E ndorsement: Bill discounting and endorsing bill to the 
third patty, which the firm has to pay, will reduce the size of investment in 
receivables. If the bills are dishonored on the due date, again the investment in 
receivable will increase because discounted bills or endorsed bills have to be 
paid by the firm. 

Credit Policy 

A finn's credit policy regarding its credit standards, credit period, cash discounts, and 
collection procedures. The credit policy may be lenient or stringent (tight). 

Lenient Credit Policy 

It is that 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 of Liberal Credit Policy 

• Increase ill Sales: Lenient credit policy expands sales because of the liberal 
credit terms and favorable incentives granted to customers. 

• Higher Profits: Increase in sales leads to increase in profits, because higher 
level of production and sales reduces permit cost. 

Disadva11tages of Lenient credit policy 

Apart from the advantages it has some disadvantages: 

• Bad Debt Loss: A firm that follows lenient credit policy may suffer' from bad 
debt losses that arise due to the non-payment 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 at a due dater it may became. difficult to pay currently maturing 
obligations. 

Stringent Credit Policy 

Stringent credit policy selJer sells goods on credit on a highly selective basis only i.e., 
the customers who have proven creditworthiness and financially sound. 

Advantages of Stringent Credit Policy 

• Less Bad Losses: A firm that adopts stringent credit policy will have m.inimum 
bad debt losses, because it had granted credit only the customers who are 
credj~orthy. 

• Sound Liquidity Position:, The firm that follows stringent credit policy will 
have SOW1d liquidity position, due to the receipt of all payments from customers 
on due date, the firm can easily pay the currently maturing obligations. 

Disadvantages of Stringent Credit Policy 

• Less Sales: Stringent credit policy restricts sales, because it is not extending 
credit to average creditworthiness customers. 

• Less Profits: Less sales automatically reduces profits, because firm may not be 
able to produce goods economically, and it may not be able to use resources 
efficiently that leads increase in production cost per unit. 

In fact, firms follow credit policy that lies between lenient and stringent credit policy. 
In other words, they follow optimum credit policy. Optimum credit policy involves a 
balance between costs and benefits. Tbe major considerations in costs are liquidity 
and opportunity costs. The optimum credit policy occurs at point where there is a 
trade off between liquidjty and profitability. Therefore, the management has to strike 
a balance between easy credit to promote sales and profit and tight credit to improve 
liquidity. The important variables of credit policy should be identified before establishing 
an optimum credit policy. 

Credit Policy Variables 

As we have seen in the credit policy that majority of firms follow a credit policy that 
lies between stringent and lenient, that is optimum credit pol icy. Optimum credit policy 
is one, whlch maximizes finn's operatin~ profit. For establishing optimum credit policy, 



the financial manager must consider the important decision variables, which have 
bearing on the level of receivables. In other words, the credit policy variables have 
bearing on level of sales, bad debt loss, discounts taken by customers, and the collection 
expenses. The major credit policy variable include the fo llowing: 

(a) Credit Standards, (b) Credit Terms, and (c) Collection Policy and Procedures. 

Credit Standards 

Firm bas to select some customers for extension of credit. For this firm has to evaluate 
the customer. 1n 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. The· finn's 
decision, to accept or reject a customer, and 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 credit creditworthiness. Practical ones lies between these two 
points. 

Adoption of liberal credjt standards increases sales by attracting more customers, but 
these credit standards increase bad debt loss, loss of opportunity cost and bigher 
collection costs. On the other hand, rigid credit standards, opposite effects. They 
reduce sales, bad debt loss, save opportunity cost due less investment in receivables. 
When ever firms plans to go for new standards (generally liberalization of standards) 
they have to dete.nnine the changes in net profit after takjng into consideration all the 
benefits and costs of the change of policy. If the change in net profit is positive, it is 
better to go for new standards and vice versa. 

Calculation of Change in Net Profit 

ParticulaTS Amount (Rs.) 

!ncroase in Sales 

Less: Variable Cost 

Contribution 

Less: Bad debt loss on 11ew sales 

Earnings Before Tax (EBT) 

Less: Tax 

Ea,rnings Aller Tax (EAT) 

Less: Opportunity cost 

Change in Net Profit 

(l) Calculation of Bad Debt Loss oo New Sales 

Increase in Sales · Ratio of bed debt loss on sales 

Or 

Bad Debt Loss with proposed credit period X:XXX 

Less: Bad Debt Loss with proposed credit period XXXX 

Bad Debt Loss on New Sales XXXX 

xxxx 
XXX 
XXX 
xx 

XXX. 
xx 
XXX 
xx 

XXX 

Receivables Managemenl 

123 



Financial Management 

1'24 

(2) Opportunity Cost= Increase in Investment ' Cost of Capital 

Increase in Investment = (Increase in Sales+ 365) x Average Collection Period 
x Ratio of Variable Cost to Sales · 

Or 

= Cost of Sales + Receivables Tu mover 

Or 

= Total Variable Cost of Annual Sales+ Receivables Turnover 

Receivable Turnover = 365 + Average Collection Period 

Average Collection Period = (Trade Debtors x No. of Working Days)+Net 
Credit Sales 

Illustration J:.Dream Well Company's present annual sales are Rs. 5,00,000, cost of 
capital is 1.5 % and the company is in the 40% tax bracket. Company categorized its 
customers ioto four categoi:ies, viz., Cl, C2, C3 and C4 (CI customer have the highest 
credit standing and those in C4 have lowest credit standing). At present, Company 
has provided unlimited credit to categories C I and C2. where as limited credit fac ility 
to Category C3 and no credit to Category C4, since their credit standing (rating) is 
very low. Due to the present credit standards the company foregoing sales to the 
extent of Rs. 50,000 to the customers in category C3 and Rs. 40,000 to the C4 category 
customers. To attract for the foregoing sales to the C3 and C4 category customers, 
company is considering to relax, credit standards, thus C3 customers would be provided 
unlimited credit facility and C4 category would be provided limited credit facility. As 
a result of relaxation in credit standards the sales are expected to increase by Rs. 
75,000 and it involves 12 per cent bad debt loss on increased sales. The estimated 
contribution margin ration is 25 per cent and average collection period if 50 days. 

Determine the change in net profit and suggest whether the company consider the 
relaxation of credit standards or not. 

Solution: 

Calculation of Change in Net Profit 

Particulars Amount (Rs.) 

Increased Sales 75,000 

Less: Variable Cost (Rs.75,000 x 0.75) 56,250 

Contribution 18,750 

Less: Bad debt loss on new sales 9,000 

(Rs.75,000 x 0.12) 

Earnings Before Tax (EBT) 9,750 

Less: Tax at 40 % 3,900 

Earnings After Tax (EAT) 5,850 

Less: Opportunity cost (See Note) 1,156 

Increase in Net Profit 4,694 

Note: Calculation of Opportunity Cost: Increase in Investment x Cost of Capital 

increase in Sales =Avg. Collection Pei.iod x Ratio ofVariable Cost to Sales x Cost of Capital 

(75,000 _,. 365) 50 x 0.75 x 0. 15 = Rs. L, 156 



Suggestion: The finn can relax its credit standards since the change in net profit is 
positive. 

Illustration 2: Good Luck Ltd.'s present sales are Rs. 5,00,000 annual. Company 
categorized its customers into four categories, viz., Al , A2, A3 and A4 (A I customer 
have the highest credit rating and those in A4 have lowest credit rating). At present, 
Company has provided uni imited credit to categories A I and A2, where as limited 
credit facility to Category A3 and no credit to Category A4, since their credit rating is 
very low. Presently the Company's bad debt loss percentage is 10%. Due to the 
present credit standards, the company is foregoing sales to the extent of.Rs. 50,000 to 
the customers in category A3 and Rs. 40,000 to the A4 category customers. To 
attract the foregoing sales to the A3 and A4 category customers, company is 
considering to relax credit standards, under that category A3 customers would be 
provided unlimited credit faciljty and customers in A4 category would be provided 
limited credit facility. As a result of relaxation in credit standards the sales are expected 
to increase by Rs. 75,000 and it involves a ba~ debt loss ratio of20%. Variable cost to 
sales ration is 80% and average collection period if 50 days. It required rate of return 
is 20% and the company's tax rate is in the 35%. Assume 360 days year. 

You are required to suggest whether the company consider the relaxation of credit 
standards or not. 

Solution: -

Calculation of C'1ange in Net Profit 

Particulars Amount (Rs.) 

Increased Sales 

Less: Vari<1ble Cost (Rs.75,000 x 0.80) 

Contribution 

Less: Bad debt loss on new sales (Note - 1) 

Barn ings Before Tax (EBT) 

Less: Tax at 35 % 

Earnings After Tax (EAT) 

Less: Opportunity oost (Note -2) 

I Increase in Net Profit 

Note: 

I . Calculation of Bad debt loss: 

Bad debt loss with new policy (5,75,000 x 0.20) 

Less: Bad debt loss with present policy (5,00,000 x 0.10) 

Increase in Bad debt loss 

75,000 

60,000 

15,000 

65,000 

-50,000 

-------
- 50,000 

1,644 

- 51,644 

Rs. 

1,15,000 

50,000 

65,000 

2. Calculation of Opportunity Cost: lncrease in Investment x Cost of Capital 

Increase in SaJes = Avg.Collection Period x Ratio of Variable Cost to Sales x 

Cost of Capital 

(75,000 + 360) 50 x 0.80 x 0.20 = Rs. 1666.667 

Suggestion: The proposed policy is feasible , since the change in net profit is negative 
(i.e., net loss). 
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Monitoring Accounts Receivables 

Just evaluation of individual accounts does not help in efficient accounts receivables 
management without continuous monitoring and control ofreceivables. ln other words 
success of collection effort depends on mp\monitoring and controlling receivables. 
Then how to monitor and control receivables? There are traditional techniques avai lable 
for.monitoring ac,counts receivables. They are (a) Receivables tumover, (b) Average 
Collection period, (c) Aging Schedule and (d) Collection matrix. 

Receivables Turnover 

Receivabl es turnover provides relationship between credit sales and debtors 
(receivables) of a firm. It indicates how quickJy 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, is measured 
through the receivables (debtors) turnover rate. 

Debtors or 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 a void of non-availability of the above information and to evaluate receivables turnover 
there is another method available for analyst. 

Debtors or Receivables Turnover Rate == Total Net Sales + Average Debtors (including 
receivables) 

Average Collection Period (ACP) 

Turnover rate converted into average col lection 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 to cash is collected from the customers. 

ACP = 365 + Debtors or Receivables turnover. 

Illustration 6: A company's credit sates are Rs. 20 lakhs in a year. The opening 
debts are Rs. 2 lakhs and closing debtors are Rs. 2, 10,000 Determine Debtors turnover 
and ACP. 

Solution: 

Debtors Turnover Ratio := Rs. 20,00,000 + (Rs. 2,00,000+Rs. 2, I 0,000)/ 2 = 9.75 
times 

ACP = 365 .;-- 9.75 = 37.43 Days 

Aging Schedule 

As we have seen in the above average collectlon period measures qual iry of receivables 
in an aggregate manner, which is the limitation of ACP. This can be overcome by 
preparing 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. A hypothetical aging schedule is as follows: 



Age Group Amount Percentage of 

(in days) Outstanding (Rs.) Debtors to total D ebtors 
-

Less than 30 40,00,000 40 

31 - 45 20,00,000 20 

46-60 30,00,000 30 

Above 60 10,00,000 10 

Total 1,00,00,000 100 

Aging schedule is helpful for identifying slow paying debtors, with which finn may 
have to encounter a stringent collection policy. T he actual aging schedule of the finn 
is compared with industry standard aging sched11le or with bench mark aging schedule 
for deciding whether the debtors are in control or not. 

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 outstandjng accounts receivables of a period with credit 
sales of the same period. The problem of aggregating data can be e liminated by 
preparing and analyzing collection matrix. Collection matrix is a method (statement) 
showing percentage ofreceivables collected during the month of sales and subsequent 
months. It helps in studying the efficiency of collections whether they are improving 
or deteriorating. Following table shows hypothetical collection matrix. 

Percentage of Receivables collected April May June July August 
During the 

Sales (Rs. Lakhs) 350 340 320 300 250 

Month of Sales 10 12 14 11 08 
First Month fol lowing 30 38 40 30 34 

Second Month fol.low ing 25 24 22 20 21 

Third Month follo wi_ng 20 26 22 19 18 

rourth Month foll9wing 15 10 02 15 20 

Fifth Month following - - - 05 09 

From the above table, it may be read for April sales are Rs. 350 lakhs. The pattern of 
collections are IO per cent in the same month (April), 30 per cent of sales in May, 25 
per cent of sales in June, 20 per cent of sales in July and the remaining 15 per cent in 
the August. 

Summary 

The term receivable is defined as debt owed to the finn by customers arising from 
sale of goods or services in the ordinary course of business. The accounts 
receivables arising out of credit sales has the characteristics Risk Involvement, 
Based on Economic Value, and fmplies Futurity. 

Accounts Receivable management involves maintenance ofreceivables of optimum 
level, the degree of credit sales to be made, and the debtors collection. 

The objectives of accounts receivables management are: Maximising the value of 
the Finn, Optimum Investment in Sundry Debtors, Control and Dr. Bhatt the Cost 
of Trade Credit 

Contd ... 
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The management of accounts receivables is not cost free. It invo lves cosl and its 
association with accounts receivables results in: Opportunity Cost / Capital Cost, 
Collection Cost, and Bad Debts. 

·The economic value of goods or services sold on cred it, will be paid by adoption of 
different modes - ( I) Cash Mode, (2) Open Account, (3) Letter of Credit and ( 4) 
Consignment. 

Receivables management involves the decisions areas: credit standards, credit 
period; cash discounts, and collection procedures. 

Liberal credit policy is that policy where the seller sells goods on very liberal credit 
te1ms and standards, which increase in sales, higher profits. But it involves bad 
debt Joss, and liquidity problem. 

Stringent credit policy seller sells goods on credit on a highly selective basis only, 
which reduces bad losses, sound liquidity position. These benefits are accompanied 
by less sales less profits. 

The major controllable variables of credit policy are: (a) Credit Standards, (b) 
Credit Terms, and (c) Collection Policy and Procedures. 

Credit Standards refer to the minimum criteria for the extension of credit to a 
customer. The firm's decision, to accept or reject a customer to extend credit 
depends on credit standards. Practical ones lies between these two points, liberal 
credit standards and rigid credit standards. 

The success of collection effort d~pends on mp\monitoring and controlling 
receivables. Then how to monitor and control receivables? There are traditional 
techniques available for monitoring accounts receivables. They are (a) Receivables 
turnover, (b) Average Collection period, (c) Aging Schedule and (d) Collection 
matrix. 
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l. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

10. 

1 J. 

12, 

13. 

14. 

15. 

16. 

What do you mean by Receivables? 

List out the steps involved in credit evaluation. 

Name the characteristics of Receivables? 

What is Receivables Management? 

List out the objectives of receivables management. 

Name various costs of accounts receivables management. 

Give three benefits of receivabies management. 

Discuss the various costs of receivables management. 

Discuss the major modes of payment. 

Discuss the issues involved in receivables management. 

What is credit policy'? Discuss the different types of credit policy. 

What is credit po licy? Discuss the different types of credit policy. 

Discuss the sources of credit information. 

Briefly discuss the factors that influence the size of investment in receivables. 

What is th.e ro le of credit policy variables in the credit policy of a finn? Discuss. 

"The credit policy of a firm is criticized because the bad debt losses have 
increased". Discuss under whatsituatio.ns this criticism may oat be j ustified. 
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INVENTORY MANAGEMENT 

LEAR NING OBJECTIVES 

I. Define inventory management. 

2. Identify the objectives of inventory management 

3. Explain the tools and techniques of inventory management. 

Inventory management occupies the most significant posirion in the structure of working 
capital. Management of inventory may be defined as the sum of total of those activitfes 
necessary for the acquisition, storage, disposal or use of materials. lt is one of the 
important component of current assets. lnventory management is an important area 
of working capital management, which plays a crucial role in economic operation of 
the firn,. Maintenance of large size of inventories by a finn required a considerable 
amount of funds to be invested on them. Efficient and effective inventory management 
is necessary in order to avoid unnecessary investment and inadequate investment. 

A considerable amount of funds is required to be committed in inventories. It is 
absolutely imperative to manage inventories efficiently and effectively in order to 
optimize investment in them. Prudent inventory management is one of the challenging 
tasks of the financial manager. Effic ient management of inventory reduces the cost 
of production and consequently increases the profitability of the enterprise by minimising 
rhe different types ofcosts associated with holding inventory.An undertaking, neglecting 
the management of inventories, will be jeopardising its long term profitability and may 
fail ultimately. lt is possible for a finn to reduce its level of inventories to a considerable 
degree, i.e., IO to 20 per cent of current assets without adverse effects on production 
and sales by using simple inventory planning and control techniques. If business planning 
can be perfectl a firm may succeed even in attaining the "Zero inventory" nonn 
which as the Japanese management seems to suggest, is not too unrealistic a goal. 
The reduction in inventories carries a favourable impact on the company's profitability. 
The efficiency of inventory management in any firm depends on the inventozy 
management practices adopted by it. 

Meaning and Definition of Inventory 

The term "lnventory" is originated from the French word "Inventaire" and the Latin 
''Inventariom", which implies a list of things found. The term inventory has been defined 
by t)1e 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 cuITently consumed in 
the production of goods or services to be available for sale. The t~rro inventory refers 
to the stockpile of the products a firm is offering for sales and the components that 
make up the product. lllventories :He 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, 
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(ii) work-in process, (iii) finished goods, and (iv) stores & spares. However, in 
commercial parlance, inventory usually inc ludes stores, raw materials, work-in-process 
and fin ished goods. The term inventory includes materials - raw materials in process, 
fin ished packaging, spares and others stocked in order to meet an unexpected demand 
or distribution in the future. 

Components of Inventory 

From the above definitions, we can draw the components of inventory. The various 
forms in which inventories exist in a manufacturing firm are, raw materials. work-in 
process, fin ished goods, and stores & spares. The following figure l gives the 
components: 

(i) Raw Materials: Raw mate1ials are those inputs that are converted into finished 
goods through a manufacturing or conversion process. These form a major input 
for manufacturing a product. In other words, they are very much needed for 
uninterrupted production. 

(u) Work-in-Process: Work-jn-process is a stage of stocks between raw materials 
and finished goods. Work-in-process inventories are semj-finished products. They 
represent products that need to under go some other process to become finished 
goods. 

Components of lnventory 

Raw Materi~ls Work-in-Process Finished Products Stores & Spares 

Figure I 

(iii) Finished Products: Finished products are those products, which are completely 
manufa~tured and ready for sale. The stock of finished goods provides a buffer 
between produc6on and market. 

(iv) Stores & Spares: Stores & spares inventory (include office and plant cleaning 
materials like, soap, brooms, oil, fue l, light, bulbs etc.) are purchased and stored 
for the purpose of maintenance of machinery. 

Inventory Management Motives 

Managing inventories involves lack of funds and inventory holding costs. Maintenance 
of inventory is expensive, then why should firms hold inventories? There are three 
general motives for holding inventories: 

(i) The Transaction Motive: Transaction motive includes production of goods and 
sale of goods. Transaction motive facilitates uninterrupted production and def ivery 
of order at a given time (right time). 

(ii) The Precautionary Motive: This motive necessitates the holding of inventories 
for unexpected changes in demand and supply factors. 

(iii) The Speculative Motive: This compels to hold some inventories to take the 
advantage of changes in prices and getting quantity discounts. 



Objectives 

The objectives of inventory management may be viewed in two ways and they are 
operational and financial. The operational objective is to maintain sufficient inventory, 
to meet demand for product by efficiently orga-nizing the finn's production and sales 
operations, and financial view is to minimise inefficient inventory and reduce inventory-

- carrying costs. 

These two conflicting objectives of inventory management can also be expressed in 
-tenns of costs and benefits associated with inventory. The firm should maintain 
investments in inventory which implies that maintainjng an inventory involves cost, 
such that smaller the inventory the lower the ca.rryjog cost and vice versa. But inventory 
facilitates (benefits) the smooth functioning of the production. An effective inventory 
management should: 

• Ensue a continuous supply of raw materials and supplies to facilitate unintem.1pted 
production. 

• Maintain sufficient stocks of raw materials in periods of short supply and anticipate 
price changes. 

• Maintain suffic ient finished goods inventory for smooth sales operation, and 
efficient customer service. 

• Minimize the carrying costs and time, and 

• Control investment in inventories and keep it at an optimum level. 

• Others: apart from the above, the following are also objects of inventory 
management. Control of materials costs, elimination of duplication in ordering 
by centralization of purchasers, supply of right quality of goods of reasonable 
prices, provide data for sborHerm and long~tenn for planning and control of 
inventories. 

Therefore, management of inventory needs careful and accurate planning so as to 
avoid both excess and inadequate inventory in relation to the operational requirement 
of a firm. l'o achieve higher operational efficiency and profitabili ty of a firm, it is very 
essential to reduce the amount of capital locked up in inventories. This wi ll not only 
h_elp in achieving higbeI return on investment by minimizing tjed-up working cap ital, 
but will also improve the liquidity position of the enterprise. 

Tools and Techniques of Inventory Management/Control 

Financial manager should aim at determination of optimum inventory level based on 
costs and benefits to maximize shareholders' wealth. In other words, determination 
and maintenance of optimum inventory level, helps to maximize owner's wealth. 
Inventory management problems can be handled by sophisticated/refined mathematical 
techniques. ihe major problem areas are (a) classification problem to determine the 
type of control required, (b) the order quantity problem, (c) the order point problem, 
and (d) determination of safety stocks. ( 14) But these are more suitable parts of 
production and operations management, and out of.the scope of this book. In other 
words, they are out of the area of finaoc.ial manager, Financial manager needs to be 
fami liar with these techniques because inventory management involves financial costs. 
Use of a particular technique depends on the convenience of the company. Whatever 
the techniques 1uay used by the firm the ultimate objective of inventory control 
programme is to provide maximum customer service at a minimum cost. ll1 the following, 
some of tbe inventory control techniques are discussed: 
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ABC Analysis 

This is the one of the widely used technique to identify various items of inventory for 
the purpose of inventory control. In other words, it is very effective and useful tool for 
classifying, monitoring and control of inventories. The firm should not keep same 
degree of control on all the items of inventory. It is based on Pareto's Law. lt is also 
known as Selective Inventory Control. The finn should put maximwn control on those 
items whose value is the highest, with the comparison of the other two items. The 
technique concentrates on important items and is also known as Control by Importance 
and Exception [CJE]. Usually a firm has to maintain several types of inventories, for 
proper control of they, finn should have to classify inventories in the instance of their 
relative value. Hence it is also known as Proportional Value Analysis (PVA). The 
higher value items are classified 'A items' and would be under tight control. At the 
other end of the classification, we find category 'C items', on this type of inventory, 
we cannot afford expenses ofrigid controls, frequent ordering and expending, because 
of the low value or low amounts in this area. Thus with the 'C items', we may maintain 
somewhat higher safety stocks, order more months of supply, expect lower Levels of 
customer service, or all the three. 'B items' fall in between 'A item' and 'C item' and 
require reasonable attention of management. 

According to this technique the task of inventory management is proper classification 
of all inventory items in to three categories namely A, B and C category. The ideal 
categorization of inventory items is show in Table l. 

Table 1 

Citegory No. of Items(%) Item value(%) 

A 15 70 

B 30 20 

C 55 10 

Total 100 100 

The above table indicates that only I 5 per cent of the items may account for 70 
percent of the value [A category items], on which greater attention is required, where 
as 55 per cent of items may account for l 0 per cem of the table value of inventory 
(C category items), will be paid a reasonless attention. The remaining 30 per cent of 
inventory account for 20 per cent of total value of inventory (B category items) will 
be paid a reasonable attention as this, category value lies between the two other 
categories. The above data can be shown by the following Figure 2. 
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In the above figure numberofitems (%) are shown on 'X' axis and value of items(%) 
are represented on 'Y' axis. Greater attention will be paid on category 'A' item, because 
of greater benefit. The control of'C' items may be released due to less benefits (some 
times control cost may exceed benefit of control) and reasonable attention should be 
paid to category 'B' items. 

Economic Order Quantity (EOQ) 

Once categorization of inventory items is completed, then the next question is how 
much inventory should be bought in one order on each replenishment? Should quantity 
to be purchased be large or small? Buying inventory items in large quantities has its 
own virtues, but it increases carrying costs. Then what is the solution for the 
determination of an order where the total inventory costs are minimum?To this problem 
the answer is Economic Order Quantity (EOQ). 

Meaning of EOQ 

Economic order quantity refers to that level of inventory at which the total cost of 
inventory is minimum. The total inventory cost comprising ordering and carrying costs. 
Shortage costs are excluded in adding total cost of inventory due to the difficulty in 
computation of shortage cost. EOQ also known as Economic Lo t Size (ELS). 

Assumptions of EOQ Model 

The following assumptions are implied in the calculation of EOQ: 

• Demand for the product is constant and uniform throughout the period. 

• Lead time (time from ordering to receipt) is constant 

• Price per unit of product is constant. 

• Jnventory holding cost is based on average inventory. 

• Ordering costs are constant. 

• A ll demands for the product will be satisfied (no back orders are aJilowed). 

EOQ Formula 

EOQ can be obtained by adopting two methods (a) Trial and Error approach and (b) 
Short cut or Simple mathematical formula. Here for calculation of EOQ we have 
adopted simple short cut method. The formula is 

EOQ = ✓2AO 
cc 

Where: A = Annual usage, 0 = Ordering cost per order 

CC = Carrying cost per unit CC= Price per unit x Carrying cost per w1it 
in percentage 

The above simple fom1ula wi II not be suffic ient to detemrine EOQ when more complex 
cost equations are involved. 

EOQ is applicable both to single items and to any group of stock items with similar 
holding and ordering costs. Its use causes the sum of the two costs to be lower than 
under any other system of replenishment. 
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Limitations of EOQ 

Apart from the above application it has its own limitations that are mainly due to the 
restrictive nature of the assumptions on which it is based. 

• Constant Usage: This may not be possible to pred ict, if usage varies 
unpredictably, as it often does, no formula will work well. 

• Faulty Basic Information: Ordering and carrying costs is the base for EOQ 
calculation. It assumes that ordering cost is constant per order is fixed, but 
actually varies from commodity to commodity. Carrying cost also can vary with 
the company's opportunity cost of capital. 

• Costly Calculations: In many cases, the cost estimation, cost of possession and 
acquisition and calculating EOQ exceeds the savings made by buying that 
quantity. 

Order Point ProbJem 

· After detennination of EOQ, then at what level should the order be placed? If the 
inventory level is too high, it will be unnecessary blocks the capital, and if the level is 
too low, it will disturb the production by frequent stock out and also involves high 
ordering cost Hence, an efficjent management of inventory needs to maintain optimum 
inventory level, where there is no stock out and the costs are minimum. The different 
stock levels are (a) Minimum level, (b) Reorder level, (c) Maximum level, ( d) Average 
stock level, and (e) Dangers level. 

(a) Minimum l evel: Minimum stock is that level that must be maintained always 
production will be disturbed, if it is less than the minimum level. How to fix 
minimum level? While determination of minimum stock level, lead time, 
consumption rate, the material nature must be considered. 

❖ Lead-time is the tjme taken to receive the delivery after placing orders 
with the supplier. In other words, the number of days required to receive 
the inventory from the date of placing order. Lead time also called as 
procurement time of inventory. 

•·· The average quantity of raw materials consumed daily. The consumption 
rate is calcuJated based on the past experience and production plan. 

❖ Requirement of materials for nonnal or regular production or special order 
production. ff the material is required for special order production, then the 
minimum stock level need not maintain. 

Formula for calculation Minimum Stock Level 

Minimum stock level "" Re-order level - [Normal Usage >< Average delivery 
time) 

(b) Reordering Level: Reorder level is that level of inventory at in weeks, which 
an order should be placed for replenishing the current stock ofinventory. Generally, 
the reorder level lies between minimum stock level and maximum stock level. 

Re-order point = Lead time (in days) x Average Daily usage 

The above formula is based oo the assumption that (a) Consistent daily usage,. 
and (b) Fixed lead-time. 



(c) Safety Stock: Prediction of average daily -usage and lead-ti,me is difficult. Raw 
materials may vary from day-to-day or from week-to-week, it is in the case of 
lead-time also. Lead-time may be delayed, if the usage increases then the 
company faees problem of stock out. To avoid stock out finn may require to 
maintain safety stock. Formula (under uncertainty of usage and lead time). 

Re-order point :a Lead time (in days) ' Average usage + Safety stock 

( d) Maximum Le.vel: Maximum level of stock, is that level of stock beyond which 
a firm should not maintain the stock. If the firm stocks inventory beyond the 
maximum stock level it is called as overstocking. Excess inventory (overstock) 
involves heavy cost of inventory, because it blocks firms funds in investment 
inventory, excess carrying cost, wastage, obsolescence, and theft cost. Hence, 
firm should not stock above · the maximum stock level. Safety stock is that 
minimum additional inventory to serve as a safety margin or better or buffer or 
cushion to meet an unanticipated and increase in usage resulting from an unusual ly 
high demand and or an uncontrollable late receipt of incoming inventory. 

Maximum Stock Level ""' Reorder Level + Reorder Quantity - (Minimum Usage 
x MinimumDeJiveryTime) 

(e) Average Stock Level: Average Stock Level = Minimum level + [Reorder 
Quantity + 2] 

(f) Danger Stock Level: Danger level is that level of materials beyond which 
materials shmM not fa ll in any situation. When it falls in danger level it wilJ 
disturb production. Hence, the firm should not allow the stock level to go to 
danger level,, if at all falls in that level then immediately stock should be arranged 
even if it costly. 

Danger Level == Average Usage x Minimum Del iver Time [for emergency 
purchase] 

Summary 

Inventory management occupies the most significant position in the structure of 
working capital. Management of inventory may be defined as the sum of total of 
those activities necessary for the acquisition, storage, disposal or use of materials. 

Efficient management of inventory reduces the cost of production and consequently 
increases the profitability of the enterprise by minimising tbe different types of 
costs associated with holding ioventory. 

The two conflicting objectives of inventory management are: (I) maintain investments 
in inventory and (2) to faci litate (benefits) the smooth functioning of the production, 
which in tum meet the demand. 

An effective inventory management should: Ensure a continuous supply of raw 
materials and supplies to facilitate uninterrupted production; maintain sufficient 
finished goods inventory for smooth sales operation, and efficient customer service; 
minimize the carrying costs and time; and control investment in inventories and 
keep it at an optimum level. 

Inventory management problems can be handled by sophisticated/ refined 
mathematical techniques. The major problem areas are (a) classification problem 
to determine the type of control required, (b) the order quantity problem, (c) the 
order point problem, and (d) determination of safety stocks. 

Contd ... 
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The most widely used inventory control technique is ABC Analysis lclassitication 
problem]. According to this technique, the task of inventory management is proper 
classification of all inventory items in to three categories namely A, Band C category. 
'A' item, because greater benefit. The control of 'C' items may be released due to 
Jess benefits (some times control cost may exceed benefit of control) and reasonable 
attention should be paid on category 'B' items. 

Economic Order Quantity (EOQ) [Order Quantity Problem] refers to that level of 
inventory at which the total cost of inventory is minimum. The total inventory cost 
comprising ordering and carrying costs. EOQ also known as Economic Lot Size 
(ELS). EOQ can be obtained by adopting two methods (a) Trial and Error approach 
and (b) Short cut or Simple mathematical foonula. Here, for calculation ofEOQ 
we have adopted simple short cut method. The formula is: 

EOQ = ✓2AO 
cc 

Order Point Problem re lat-es to the detennination of the different stock levels are 
(a) Minimum level, (b) Reorder level, (c) Maximum level, (d)Average stock level, 
and ( e) Dangers level. 

a) Minimum Level is that level that must be maintained always production will be 
. disturbed if it is less than the minimum level. Symbo)icaJly, 

Minimum stock level = Re-order level- [Normal Usage x Average delivery 
time] 

) Reordering Level is that level of inventory in weeks, wbich an order should be 
placed for replenishing the current stock of inventory. Generally the reorder 
level lies between minimum stock level and maximum stock level. Symbolically. 

Re-order point = Lead time (in days) x Average Daily usage 

Safety stock is that minimum additional inventory to serve as a safety margin 
or better or buffer or cushion to meet an unanticipated and increase in usage 
resulting from an unusually high demand and or an uncontrollable late receipt 
of incoming inventory. To avoid stock out, firm may require to maintain safety 
stock. Formula (under uncertainty of usage and lead time). 

Re-order point = Lead time(in days) x Average usage + Safety stock 

c) Maximum Level of stock, is that level of stock beyond which a firm should not 
maintain the stock. Symbolically, 

Maximum Stock Level = Re-order Level + Re-order Quantity - (Minimum 
Usage x Minimum Delivery Time) 

d) Average Stock Leve1I Average Stock Level=Minimum level+[Reorder 
Quantity+-2] 

e) Danger Stock Level is that level of materials beyond which materials should 
not fall in any situation. Syn1boJically, 

Danger Level = Average Usage ~ Minimum Deliver Time [for emergency 
purchase] 

Test Yourself 

l. What is EOQ? 

2. What is inventory management? 



3. What is ordering cost? 

4. State any two objectives of inventory management. 

5. What do you understand by ABC analysis? 

6. How do you compute EOQ? 

7. State the assumption of EOQ. 

8. Write a brief note on ABC analysis. 

9. "There are two dangerous situations that management should usually avoid in 
controlling inventories". Explain. 

10. What are the various stock levels? 
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MANAGEMENT OF PROFITS/ 

DIVIDEND POLICY 

LEARNING OBJECT) VES 

1. Explain the meaning of dividend policy of management of profits. 

2. Discuss the different types of dividend policies, advantages and limitations of 
stable dividend policy. 

3. Understand the factors that influence a firm's dividend policy. 

4. Explain the fom,s of dividend payment. 

5. Understand what is stock dividend. 

Meaning and Definition 

From the point of view of dividend decision it is better to call management of profits 
as management of earnings. Earnings mean net earnings available to equity 
shareholders from where a firm actuaUy declares dividends or retain profits for financing 
of investment opportunities. · 

Net earnings = Operating Profit - (Interest + Tax + Preference Dividend) 

Meaning of Management of Earnings 

Management of eam.ings mean_5, how the earnings of a fom are detennined and how 
they are utilised or appropriated or allocated or distributed. In other words, how the 
business firm apportions their earnings is between dividends and retentions for financing 
of investment opportunities. Retention of earnings 's also known as plough back of 
profits. Management of earnings is an important finance activity of a business 
undertaking. Since proper management of earnings helps to maximise shareholder's 
wealth. Particularly in Joint Stock companies where owners are different from the 
management team, who are selected / appointed by owners. Usually management 
team or Board of Directors (BOD's) do not distribute the total net earnings to the 
shareholders as dividends. They may retain a part of it for financing of investment 
opportunities or expansion programmes by keeping future growth of the firm in mind. 
Management of earnings policy must maximise value of the firm, thereby maximise 
behefits to its owners. On the other hand improper retained earnings and absence of 
financial control measures are the indicators of inefficient management of earnings 
that may not help to maximise value of the firm, but they may lead to the liquidation of 
the company. 

Dividend Policy 
As we have seen in the above, management of earnings means allocation of earnings 
among dividends and plough of profits. The term 'dividend' refers to that portion of 



company's net earnings that is paid out to the equity shareholders ( not for preference 
shareholders, since they are entitled to have a fil\ed rate of dividend). Dividend policy 
of a finn decides the portion of earnings is to be paid as dividends to ordinary 
shareholders and the portion that is ploughed back in the finn for investment pttrpose. 
The total net earnings of equity may be paid as dividends (100% dividend payout 
ratio), which may consequently result in slower growtb and lower market price or a 
part of net earnings may be paid as dividends, higher capital gains and higher market 
price. When a company uses a part of jts net earnings for dividend payments then, 
the remaining earnings are retained. Thus, there is an inverse relationship between 
retained earnings and payment of cash dividend- the larger the cash dividends and 
lesser the retention, smaller the cash dividends and larger retentions. Hence, the 
alternative use of net earnings or net profit dividends and retained earnings are 
competitive and conflicting. 

Dividend decision affects lhe value of the finn. The cash available for the payment of 
dividends is affected by the firm's investment decision, and financing decision. A 
decision, which is related to investment leads to less cash available for payment of 
dividends. Thus, there is a relation between investment decision and financing decision. 
Distribution ofnet earnings between dividends and retention would obviously affect 
owners' wealth. Now the company is in dilemma which alternative is consistent to 
maximise sharebolders wealth. The finn has to pay dividends to shareholders if 
dividends lead to the maximisation of wealth for them, otherwise the company should 
retain them-for financing profitable investment opportunities. 

Types of Dividend Policies 

Dividend decision of a firm is taken after taking into consideration, its operating and 
financial condition. When there are variations in the!l! conditions the finn may require 
to adopt the one that is suitable for the present conditions. What are the different 
types of dividend policies available to the financial man ager? The types of dividend 
policies are as follows: 

Stable Dividend Policy: The term "stability'' refers to the consistency or lack of 
variability in the stream of dividend payments. In more precise tenns, stable dividend 
means payment of a certain minimum amount of dividend regularly. There are three 
distinct fonns of stability, they are: 

(a) Constant Dividend Per Share: A company that follows this policy will pay a 
fixed amount per share as dividend. For example Rs. 2 as a dividend on the 
face value of share of Rs. 10 each. The level of earnings would not affect this 
policy or the dividend payments. This type of dividend policy is more suitable 
for the company whose earnings are stable over a number of years. StabiJity of 
dividend does not mean stagnation in dividend payout In fact, the prime feature 
of this policy is to study positive change. 

(b) Constant Payout Ratio: Tbe ratio of dividend to earnings is known as payout 
ratio. In other words, dividend per share is divided by earnings per share to get 
dividend payout ratio. Lt is also known as constant percentage of net earnings. 
In tbis policy a fixed percentage of earnings are paid as dividends each year. 
Here the ratio is fixed or constant, but dividend per share varies according to the 
fluctuations in the earnings. For example, it a company follows a 30 per cent 
payout ratio it means for every one rupee of net earnings, Re. 0.30 ,paid as 
dividends. Assume if a company earned Rs. 10 last year and Rs. 15 in the 
current year. Tben the dividend amount for last year is Rs. 3 (IO x 30/100) and 
Rs. 4.5 ( l 5 x 30/100) for the current year. The relationship between EPS and 
DPS is shown in figure I. 
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This policy is suitable for a company thatis not confident getting ::.iable earnings. 

( c) Stable Rupee Dividend PJus Extra Dividend: Under this policy the management 
fixes the m.inimu01 dividend per share to reduce the possibility of net paying 
dividend. An extra dividend is paid in the years of prosperity. This type .of 
policy is more suitable to the company having minimum earnings and over the 
minimum, the earnings may fluctuate. 

Factors Influencing Dividend Policy 

Maximisation of owners' wealth is the objective of the financial managers job. Whatever 
decision he/she takes, whether it is investment decision, financing decision or dividend 
decision, he/she has to maltunise value of the firm. There is a positive relation between 
dividend policy ofa firm and value of the finn, that is payment of dividend affects the 
value (increases) ofthefinn. Dividend policy means, the formation ofa policy by the 
company regarding the payment of dividend from profits to ordinary shareholders 
year to year. It determines the ratio between dividend and retained earnings. Then, 
what rype of dividend policy do finns adopt? Whether it is 20 per cent, or 40 per cent 
or 80 per cent or any other percentage of earnings available to shareholders? The two 
important dimensions of dividend policy are, what shouJd be the dividend payout ratio? 
How stable shouJd the dividends be over time? The policy relating to dividend payout 
ratio and eamin_gs retention varies not only from industry to industJy but also among 
companies within a given industry and within a company from time to time. These 
variations are because of factors influencing/affecting dividend policy. But financial 
executives have to make a balanced judgement between the financial needs of the 
company and desires of the shareholders. ln other words, financial executive have to 
determine optimum dividend policy that should strike the balance between current 
dividends and future growth which maximises the price of the firm's shares. The 
d ividend payout ratio of a firm should be detennined with reference to two objectives 
- one maximisation of shareholders' wealth and second providing sufficient funds to 
finance growth. The detenninants of dividend policy will vary from firm to firm. The 
following are the various factors that have a bearing on the dividend policy. 

1) Nature of Earning.~: The nature of business has an important bearing on the 
dividend policy. The industrial units that are having stability of earnings may 
formulate (adopt) stabl.e or a more consistent dividend policy than other, that are 
having w1stable earnings, because they can predict easily their earnings. Finns 
that are involved in necessities suffer less from stable incomes than the firms 
that are involved in luxury goods. The industries/ firms that are having stable 



earnings can adopt stable or high dividend policy, while the other firms that are 
having instable earnings should follow a variable or low dividend policy. 

2) Age of Company: The age of company has more impact on distribution of 
profits as dividends. A newly started and growing company may require much 
of its earnings for financing expansion programs or growth requirements and it 
may follow rigid dividend policy,. where in, most of the earnings.are retained 
while an old company with good track record and good name in the public can 
formulate a clear cut and more consistent dividend policy. This type of -companies 
may even pay I 00 per cent dividend payout ratio and the required amount for 
growth can be raised from the public. 

3) Liquidity Position of Compa11y: Generally dividends are paid in the form of 
cash, hence, it entails, cash. Although, a finn may have sufficient profits to 
declare dividends, but it may not have sufficient cash to pay dividends. Thus, 
availability of cash and sound financial position of the firm is an important factor 
in taking dividend decision. The liquidity of a company depends very much on 
the investment and financial decisions of a firm, while in turn determining the 
rate of expansion and che manner of financing. If cash position of a firm is 
weak, stock dividend will be better and if cash position is good it can go for 
payment of dividend by cash. 

4) Equity Shareholders Preference for Current Income: Legally, the Board of 
Directors has discretion to decide the distribution of the earnings ofa firm. The 
shareholders who are 1egal owners of the firm appoint the (BOD's). Hence, 
directors have to take into consideration owners' preferences, while deciding 
dividend payment. Shareholders• preference for current dividends or capital 
gains, that is, depend on their economic status and the effect of tax differential 
on dividends and eapital gains. When shareholders' have more preference in 
current dividend than capital gains, the finn may be required to follow liberal 
dividend policy, on the other hand if shareholders have preferred capital gains ( it 
may be due to tax or ecom>mically sound) than the current dividend, then the 
firm may be required to retain more earnings. 

5) Requirements of Institutional Investors: Institutional investors like LICs, GICs 
and Mutual funds (UTI), have investment policy, which says that these type of 
institutes have to invest only in companies that have a continuous dividend payment 
record with stability. These purchase large blocks of shares for relatrvely, to 
hold a long period of time. Hence, they represent a significant force in the 
financial markets, and their demand for company1s securities may increase the 
share price and there by owners' wealth. To attract institutional investors firms 
may require to follow stable dividend policy. Apart from theoretical postulates 
for the desirability of stable dividends, there are also many empirical studies, 
classic among them being that of Lintner, to support the viewpoint that companies 
pursue a stable dividend policy. Most firms are in favour of stable dividend per 
share but they are very careful not to raise dividends per share a level that can 
safely be sustained in, the future, This cautious creep up of dividends per share 
results in, stable dividend per share palitem during fluctuating earnings per share 
periods. and a rising step function pattern of dividends per share during increasing 
~ing per share periods. 

6) Legal Rules: Legal mies restrictions are significant as they provide framework 
within which dividend policy is fonnulated. In other words, dividend policy of a 
firm has to be evolved withm the legal framework and rules and regulations. The 
legal tulesJlave co do with capital impairment rule, net profits and insolvency mle. 
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Capital Impairment Rule: First these provisions require that, the d ividend can 
be paid from earnings either from current years earnings or from past years 
earnings and be reflected in the earned surplus. If firm pays dividend out of 
capital, tha~ adversely affects the security of its lenders. The purpose of this 
rule is to protect creditors (preference shareholders and auditors of the f!rm) by 
providing sufficient equity base because they have originally relied on that base. 
Therefore, the financial manager should keep in mind the legal rules while 
declaring dividends. 

Net Profits: This rule is essentially a result of the earlier role. A firm can pay 
cash dividends within the limits of current profits plus accumulate balance of 
retained earnings. According to Sec. 205 of the companies Act, 1956, dividends 
shall be declared or paid only from current profits or past profits after recovery 
of depreciation'. But Central Govt. is empowered to al l (only in public interest) 
any company to pay dividends for any financial year out of profits ofthe company 
without providing depreciation. A firm can take profits of past years if the current 
year's profits are not sufficient to maintain stable dividend policy. ff there are 
any losses that are to be carried forward, they should be set apart from cun-ent 
years earnings before declaration of dividends. So financial manager has to 
strong within the boundaries, at the same time has to consider many financial 
variables and constraints in deciding the amount that is to be paid as dividends. 

Insolvency Rule: A firm is said to be insolvent in two cases. One, in a legal 
sense, the recorded value ofliabi1lities exceeding the recorded value of assets, or 
second, as in a technical sense, as the finn's inability to pay its creditors as 
obligations came due. If the firm is insolvent in either sense, it is prohibited the 
payment of dividends. The rationale of this rule is to protect the creditors. 

7) Contractual Requirements: Generally lenders may put conditions in a bond 
indenture or loan agreement often includes a restriction of the payment of 
dividend. This is done to protect their interests when the firm is experiencing 
low liquidity or profitability. The restrictions may be in three forms. Firstly, 
finns may be prohibited from paying dividends in excess to a certain percentage 
say IO per cent. Secondly, a ceiling in terms ofnet profits that may be used for 
dividend payment may be laid down. Say only 50 per cent of net profits or a 
gjven absolute amount of net profits can be paid as dividends. Finally, dividends 
may be restricted by insisting up<?n a minimum of earnings to be retained. 
Reinvestment reduces debt equity ratio, which enhances the margin of pillow 
for the lenders. Therefore, keeping in mind all the restrictions of lenders dividend 
declarationshouJd be done. 

8) F:inancia/ Needs of the Company: This is one of the key factors, which 
influence the dividend pol icy of a finn. Financial n_eeds means funds required 
for foreseeable future investment. The required funds may be detennined with 
the help of long-term financial forecasts. A firm that has sufficient profitable 
investment opportunity, should follow low dividend payout ratio. On the other 
hand, a firm that has no profitable investment opportunities or few investment 
opportunities adopts high dividend payout ratio policy (that low retention) because 
owners' can reinvest dividends elsewhere at higher rate of return then the firm 
can do, and nominal retention of profit is required to replace the modernize 
firm's assets. 

9) Access lo the Capital Market (External Sources): Access to the capital 
market means the firms ability to raise funds from the capital market. A company, 
which has easy access to the capital market provides that flexibility in deciding 



dividend policy. Easy access is possible only to the companies that are well 
established and hence here a profit track record. Generally dividend policy and 
investment decisions are interrelated, but in this situation they are independent. 
The management may tempt to declare a high rate of dividend that attract 
investors and maintain existing shareholders. 

On the other hand, a finn that has difficulty in accessing capital market to raise 
required funds, will not be able to pay more dividends. It has to depend on 
internal funds, so management should follow a conservative dividend policy by 
maintaining a low rate of dividend and plough back a sizeable portion of profits 
to face any contingency. Likewise, the lending f mancial institutions advance 
loans in stiffer tenns, it may be desirable to rely oo internal sources of financing 
and accordingly conservative dividend policy should be pursued. 

10) Control Objective: Control over the company is also an important factor, which 
influences dividend policy. When a firm distributes more earning as dividends in 
the form of cash it reduces its cash position. As a result, the firm wilf bave to 
issue shares to the public to raise funds required to finance investment 
opportunities that leads to loss of control, since, the existing shareholders will 
have to share control with new owners. Financing investment,projects by way 
of internal source avoids, loss of control. Hence, if the shareholders and 
management oftbe finus are reluctant to djlution of control, thus the firm should 
retain more earnings for investment programmes, by foJlowing conservative 
dividend policy. 

11 ) Inflation: Inflation is the slate of economy in which the prices of products or 
goods have been increasing. Inflation is a factor that influences dividend policy 
indirectly. Indian accounting system is based on historical costs. The funds 
accumulated from depreciation may not be sufficient to replace the absolute 
asset or equipment, since depreciation is provided based on historical costs. 
Consequently, to replace assets and equipment, firm has to depend upon retained 
earnings, this leads to the payment of low dividend, during inflation period. 

12) Dividend Policy of Competitors: Keeping one eye on competjtors' dividend 
policy is very important. If the finn wants to retain the existing shareholders or it 
want to maintain share price in the market, and if it is pJao.ningto raise funds from 
public for expansion programs, it has to pay dividends at par with its competitors. 
Hence, it is one of the factors that influence dividend policy of a firm. 

13) Past Dividend Rates of the Company: This is the factor that influences the 
dividend policy of an existing company (that bas already paid dividends). Owners' 
and prospective investors prefer stability in divideods. Stability of dividends 
means the payment of dividend regularly, at a constant dividend per share (it 
may be a fixed percentage on book value or a fixed percentage on earnings 
available to equity share holders). Generally firms' tries to maintain sta,bility in 
dividends that is based on .past dividend rates of the company- Hence, directors 
will have to keep in mind the past dividend rates. 

14) Others: Apart from the above discussed, there are some other factors, which 
influence dividend policy of a ftnn, such as Trade Cycles, Corporate taxation 
policy, attitude of investors group and repayment ofloan. 

Forms of Dividends 

Dividend is the portion of earnings available to equity shareholders that equally (per 
share bias) i~ distributed among the shareholders. General practice is to pay dividends 
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in cash, this form may take place when the cash is available or during liquidity of the 
·co.npany. Sometimes firms may declare dividends in the fonn of Scrip, bond. stock 
and property dividends. The following discussion deals with the different forms of 
dividends. 

l ) Cash Dividend: Generally many companies pay dividends in the form of cash. 
But payment of dividend in the form of cash requires enough cash in the bank or 
in hands. In other words, there should not be any shortage of cash for payment 
of dividends. Sufficient cash is available only when a company prepares cash 
budget to estimate the required amount for the period for which the budget is 
prepared. If the company finds any shortage of cash, it should make arrangements 
to borrow funds. But it may be difficult to prepare a cash budget with the 
expected amount needed for payment of dividends. 

2) Scrip Dividend: In this fonn of dividends, the equity shareholders are issued 
transferable promissory notes for a shorter maturity period that may or may not 
be interest beat ing. It is a simple payment of dividends in the fonn of promissory 
notes. Payment of dividend in this form takes place only when the firn1 is 
suffering from shortage of cash or weak liquidity position. Payment of dividends 
in the fonn of cash is justifiable only when the company has earned profits and 
it wil l take some time to convert current assets into cash. 

3) Bond Dividend: Both scrip dividend and bond dividend are same, but they 
differ in terms of maturity. Bond dividends caries longer maturity whereas, 
scrip dividend carries shorter maturity. The effect of both fonns of dividends on 
the company is the same. Bond dividend bears interest. 

4) Property Dividend: The name itself suggests that payment of dividend takes 
place in the form of property. In other words, payment of dividends in the form 
of assets. This form of dividends takes place on1y when a firm has assets that 
are no longer necessary in the operation of business and sbarehol~ers are ready 
to accept dividend in the form of assets. This form of dividend payment is not 
popular io India. · 

5) Stock Dividehd (Bonus Shares): Stock dividend is the payment of additional 
shares of common stocks to the ordinary shareho1ders. In other words, distribution 
of bonus shares to the stockholders instead of cash dividend. It is known as 
stock dividend in USA to the ex1sting shareholder. Bonus shares are shafes 
issued to the existing shareholders as a result of capitalisation ofresources. The 
declaration of bonus shares will increase the paid up share capital and reduces 
retention of earnings. But there wouJd not be any change in net worth. Issue of 
bonus shares increases the numbef of outstanding shares. Distribution of bonus 
shares is done proportionately. Payment of dividend in the form of bonus share 
does not affect the wealth of owners', since earnings per share and market 
price per share will fall proportionately. When there is no wealth maximisation 
why do finns pay dividend in the fonn of bonus shares? 

Walter's Model 

Prof. James E Walter argues that the choice of dividend payout ratio almost always 
affects the value of the firm Prof. Walter has very scholarly studied the significance 
of the relationship between internal rate of return (R) and cost of capital (K) in 
determining optimum dividend policy which maximizes the wealth of shareholders. 



Walters models is based on the following assumptions: 

I) The finn fmances jts entire investments by means of retained earning only. 

2) Internal rate or return (R) and cost of capital (K) of the firm remains. constant. 

3) The firms earning are either distributed as dividend or reinvested internally. 

4) Beginning earnings and dividends of the firm will never change. 

5) The firm has a very long or infinite life. 

P = D + r/k(E - D) 
K 

P= Market price per share. 

D= Dividend per share 

E= Earning per share 

R= Interest rate per capital 

K= Cost of capital. 

According to the theory, the optimum dividend policy depends on the relationship 
between the firm's internal rate of return and cost of capital. If R>K ~ the finns 
should retain the entire earnings. 

Walter's view on optimum dividend payout ratio can be summarized as below: 

a) Growth Firms (R>K): The ftnns having R>K may be referred to as growth 
opportunities. These firms naturally can earn a return which is more than what 
shareholders could earn on their own. So optimum payout ratio for growth firm 
is 0%. 

b) Normal Firms (R = K): If R is equal to K the finn is known as normal firm. 
These firms earn a rate of return which is equal to that of shareholders in this 
case dividend policy will not have any influence on the price per share. So there 
is nothing like optimum payout ratio for a normal finn. All the payout ratios are 
optimum. 

c) Declining Firms (R<K): If the company earns a return wruch is less than, 
what the shareholders can earn on their investments, it is known as declining 
firm. Here it should not make any sense to retain the earnings. So entire 
earnings optimum payout ratio for a declining finns is I 00%. 

So according to waiter the optimum payout ratio is either 0% (when R>K) or I 00% 
(when R<K). · 

Criticisms 

Walter's model based on certain assumptions, which are true for waiter but not true in 
the real world. The following are the limitations of the Walter's model. 

I) Walter assumes that there js no external financing. When R>K ,. the finn must 
issue additional security and finance its profitable investments, if the company 
uses only retained earnings, all the profitable investments cannot be undertaken. 
So the investment decision of the firm will be sub-optimum. 
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2) Constant R, Internal rate of return cannot remain same. It actually diminishes 
as and when we make more and more investments. 

3) Constant K, Cost of capital of a company cannot remain same. Risk of the 
company definitely changes with additional investments of retained earnings. 

Illustration 1: Given the following information about Sunrise Industries Ltd. Show 
the effect of the dividend policy on the market price per share, using Walter's model. 

EPS= Rs.8 

Cost of capital (K) = 12% 

Assumed rate of return 

a) 15% 

b) 10% 

c) 12% 

Solution: 

To show the effect of different dividend policies on the shareholders of the firm for 
15% and 12%, let us consider 0%, 25%, 50%, 75% and I 00% payout ratios. 

I when R>K (15>12) 

At 0% payout ratio (dividend=O) 

p D +R/K(E- D) 
K 

= 0+0.15 / 0.12(8-0) 
0.12 

= Rs. 83.33 

At 25% payout ratio. 

P= 4 + 0.15/0.12(8- 4) 
0.12 

= Rs. 79.16 

At 50% payout ratio 

p 4 + 0.15/0.12(8- 4) 

0.12 

Rs. 75. 

At 75% payout ratio 

P= 6 + 0.15/0.12(8-6) 
0.12 

= Rs. 70.83 

At l 00% payout ratfo 

P= 8 + 0.15/0.12(8-8) 
0.12 

=66.67 

http:Rs.79.16


Therefore, when R>K, price share will be maximum at 0% payout ratio. Price per 
share decreases as and when payout ratio is increased. 

II when R<K (10%<12%) 

At 0% payout ratio 

P= 0 +0.10/0.12(8-0) 
0.12 

= Rs. 55.55 

At 25% payout ratio 

P= 2+0.10/0.12(8-2) 
0.12 

= Rs. 58.33 

At 50% payout ratio 

P = 4+0.10/0.12(8-4) 
0.12 

= Rs. 61. 11 

At 75% payout ratio 

P= 6 + n.10/0.12(8-6) 
0.1 2 

= Rs. 63 .88 

At 100% payout ratio 

P= 8+0.10/0.12(8-8) 
0.12 

= Rs. 66.66 

Therefore, when R<K, price per will be maximum at LOO¾ payout ratio. Price per 
share increases as and when the payout ratio is increased. 

III when R=K (12%=12%) 

At 0% payout ratio 

P= 0 + 0.12/0.12(8-0) 
0.12 

= Rs. 66.66 

At 25% payout ratio 

P = 2+0.12/0.12(8 - 2) 
0.12 

= Rs. 66.66 

At 50% payout ratio 

P= 4 +0.12/0.12(8-4) 
0.12 

= Rs. 66.66 
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At 75% payout ratio 

P= 6+0.12/0.12(8 -6) 
0.12 

= Rs. 66.66 

At I 00% payout ratio 

P= 8+ 0.12/0.12(8-8) 
0.12 

= Rs. 66.66 

Therefore, when R=K, price per share remains the same at all payout ratios. So, 
there is no one-payout ratio, which is optimum. 

Gordon's Model 

Another theory, which contents that dividends are relevant, is the Gordon's model, 
This model which opines that dividend policy of a ti.rm affects its value is based on the 
following 

Assumptions: 

a) The firm is an all equity firm (no debt}. 

b) There is no outside financing and all investments are fi nanced exclusively by 
retained earnings. 

c) Internal rate of return (R) of the firm remains constant. 

d) Cost of capital (K) of the firm also remains same regardless of the changes in 
the risk complexion of the finn. 

e) The finn derives its earnings in perpetuity. 

f) The retention ratio (b) once decided upon is constant. Thus, the growth rate (g) 
is also constant (g=bJ 

g) K>g . 

h) A corporate tax does not exist. 

Gordon used the following fonnula to find out price per share 

p = E1 (1 - b) 
K - b, 

P = price per share 

K = cost of capital 

E
1 
= earnings per share 

b = retention ratio 

( 1-b) = payout ratio 

g = b, growth rate. (r = internal rate of return) 

According to Gordon, when R>K, the price per share increases as the dividend payout 
ratio decreases. 

When R<K the price per share increases as the dividend payout ratio increases. 



When R=K the prices per share remains unchanged in response to the change in the 
payout ratio. 

Thus, Gordon's view on the optimwn dividend payout ratio can be summarized as below: 

I. The optimum payout ratio for a growth firm (R.K) is zero. 

2. There is no optimum ratio for a normal firm (R = K). 

3. Optimum payout ratio for a declining firm R <K is I 00%. 

Thus. the Gordon's Model's conclusions about' dividend policy are similar to that of 
Walter, This similarity is due ~o the similarities of assumptions of both the models. 

Bird in Hand Argument 

(Dividends and uncertainty) 

Gordon revised this basic model later to consider risk and uncertainty. Gordon's model, 
like Walter's model, contends that dividend policy is relevant. According to Walter, 
dividend policy will not affect the price of the share when R=K. But Gordon goes one 
step ahead and argues that dividend policy affects the value of shares even when 
R=K. The crux of Gordon's argument is based on the following 2 assumptions. 

(a) Lnvestors are risk averse and 

(b) they put a premium on a certain return and discount (penalise) uncertain retnrn. 

The investors are rational. Accordingly they want to a-void risk. The term risk refers 
to the possibility of not getting the return on investment. The payment of dividends 
now completely removes any chance of risk. But if the firm retains the earnings the 
investors can expect to get a dividend in the future. But the future dividend is uncertain 
both with respect to the amount as well as the timing. The rational investors, therefore, 
prefer current dividend to future dividend. Retained earnings are considered as risky 
by the investors. In case earnings are retained, the price per share would be adversely 
affected. This behaviour of investor is described as "Bird in Hand Argument". A 
bird in hand is worth two in bush. What is available today is more important than what 
may be available in the future. So the rational investors are willing to pay a higher 
price for shares on which more current dividends are paid. Therefore, the discount 
rate (K) increases with retention rate. This is shown below. 

Thus Gordon concludes that dividend policy affects the vaJues of the shares even in a 
situation where R=K 

Jllustration 2: 1f K= 11 % and earnings per share is Rs. 15. Calculate the price per 
share of Sushma Ltd. For r = 12%, 11 % and 10% for the following levels of DIP 
ratios. 

DIP ratios 

i. 10% 

2. 30% 

3. 50% 

Solution: 

I. If R>_K (12% > 11 %) 

P=Ei{I- b) 
K - b, 

Retention ratio 

90% 

70% 

50% 
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1. DI:> ratio of l 0%. Retention ratio = 90% 

P= 15(1-0.9) 
0.11 - 0.9x0.12 

= Rs. 750 

2. DIP ratio of30%. Retention ratio = 70% 

p = 15(1-0.7) 
0.l 1- 0.7x0.12 

= Rs. 173.08 

3. DIP ratio of 50%. Retention ratio= 50% 

P= 15(1-0.S) 
0.1 }-0.5 X 0.12 

= Rs. 125 

IL If R=K (11% = 11%) 

1. DIP ratio of I 0%. Retention ratio = 90% 

p 15(1- 0.9) 
0.11-0.9x0.11 

=Rs. 136.36 

2. DIP ratio of30%. Retention ratio = 70% 

P = 15(1-0.7) 
0.11-0.7x0.11 

= Rs. 136.36 

3. DIP ratio of 50%. Retention ratio= 50% 

p = 15(1-0.5) 
0.11 -0.Sx0.11 

= Rs. 136.36 

Ill. If R<K (10% < 11%) 

l. DIP ratio of I 0%. Retention ratio is 90% 

P= 15(1- 0.9) 
0.ll- 0.9x0.10 

= Rs. 75 

2. DIP ratio of30%. Retention ratio is 70% 

P= 15(1-0.7) 
0.11- 0.7x0.10 

= Rs. 112.50 

3. DIP ratio 50%. Retention ratio= 50% 

P= 15(1-0.5) 
0.11- 0.Sx0.10 

= Rs. 125 

http:0.11-0.7xO.12


From the above it is clear that, when R>K, the price per share increases and the 
payout ratio decreases, if R=K price per share remains same at all payout ratios. 
When R<K, the price per share increases with the increases in the payout ratio. 

Modigliani-miller Model 

Irrelevance theory 

According to MM, the dividend policy of a finn is irrelevant, as it does not affect the 
wealth of shareholders. The model which is based on certain assumptions, sidelined 
the importance of tbe divideod policy and its effect thereof on the share price of the 
firm. According to the theory, the value of a firm depends solely on its earnings power 
resulting from the investment policy and not influenced by the manner in which its 

. earnings are split between dividends and retained earnings. 

Assumption: 

I. Capital markets are perfect: Investors are.rational as infonnation is freely 
available, transaction cost are nil, securities are divisible and no investor can 
influence the market price of the share. 

2. There are no taxes: No difference between tax rates on divisible and capital gains. 

3. The fim1 has a fixed investment policy Which will not change. So if the retained 
earnings are reinvested, there will not be any change in the risk of the finn. So 
K remains same. 

4. Floatation costs does t1ot exist: The substance of MM arguments may be 
stated as below: 

lf the company retains the earnings instead of giving it out as dividends, the 
share holders enjoy capital appreciation, which is equal to the earnings, retained. 

If the company distributes the earnings by the way of dividends instead of 
retention, the shareholders enjoy the dividend, which is equal to the amount by 
which his capital woutd have been appreciated had the company chosen to 
retain the earnings. 

Hence, the division of earnings between dividends and retained earnings is irrelevant 
from the point of view of shareholders. 

Criticisms 

MM theory of division irrelevance is based on some assumptions. When these 
assumptions hold good, the conclusions derived by them are logically consistent and 
intuitively appealing. But the assumption will not hold water in the real world. So MM 
theory lacks practical relevance. The following are some of the limitations. 

l . Tax differentials: MM's assumption that taxes does not exist if far from reality. 
Dividends are Qot taxed where as tax is levjed on capital gains. So the 
shareholders may prefer divided to capital gains. 

2. Floatation cost: MM argue that payment of dividend and raising external funds 
are equivalent. This is not true in practice due to the presence of flotation costs. 
So a rupee of dividend cannot be replaced by a rupee by externaJ funds. So it is 
advantageous to retain the earnings. 

3. Transaction costs: 1n the absence of transition cost a rupee of capital value can 
be converted into a rupee of current income and vice versa. This implies that if 
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the dividends are not paid, the shareholders desiring current income can sell a 
part of their holdings without incurring transaction cost. Because of the presence 
of the transaction cost, investors may prefer current dividend than retained 
earnings. 

4. Diversification: ff the company retains the earnings, investors cannot diversify 
their portfolios. As the investors are willing to pay a higher value to the company 
which pays more current dividend. 

5. Uncertainty: MM argues that the prices of the 2 firms which are exactly 
identical in -all the respect except with the dividend policy cannot be different. 
But this is not true due to "bird in hand argument". 

6. Informational content of dividend: (financial signaling) - According to this 
argument dividends contain some information vital to the investo rs. The payment 
of dividends conveys the information from the managers to the shareholders 
about the prospects and profitability of the company. When the company changes 
its dividend policy, investor will assume that it is in response to the expected 
changes in the firms' profitability which will last long. An increase in tbe payout 
ratio implies a permanent increase in the firms expected earnings and vice versa. 
So dividend policy becomes relevant because of informational value. 

MM accept the informational content of a dividend but still argue that dividends are 
irrelevant and that dividends are merely proxy for the expected future earnings, which 
really determines values. Or in other words dividend reflects the profitability of the 
company. They cannot by themselves determine the market value of the shares. 

lll"stralion 3: The following is the information relating to the acquiring company (A) 
and the Target Company (T) 

A T 

Earnings after Tax (EAT) (Rs). 50,00,000 10,00,000 

Number of stiares 5,00.000 2,00,000 

Eami11gs per shares (Rs) 10 5 
-· -

PIE Ratio 15 10 

Market price per stlare (Rs) 150 50 

Based on the evaluation of T, A has agreed to offer Rs. 65 per shares ro T. This is 
30% premium over the premerger market price of Rs. 50. If the offer price is Rs. 65, 
exchange ratio is determined as below. 

ER= _ _ _ _ O_f_fe_r_,p'--r_k_e _ _ _ 
Share price of the acquires 

65 = - = 0.4333 shares 
150 

So A will issue 0.4333 shares for every one share of the target company. The total 
number of shares to be issued 'is exchanged ratio x number of shares of T Company. 

0.4333 x 2,00,000= 86666 shares 

Earnings per shares of the surviving company after the merges is calculated as below. 

Combinedearnings 

Total N um berof shat es 



Rs. 60,00,000 
= 

5,00,000 + 86666 

In the above case the EPS of A has increased from Rs. 10 to Rs. 10.22 

Assuming that the offer price of Rs. 65 is rejected by the target company. So A 
company will offer Rs. 90 per shares to the target company. Now the exchange ratio 
would be: 

90 
ER = - - = 0.60 shares 

150 

So 0.6 shares of A must be 1ssued for every shares ofT company. 

Total number of shares to be issued is 0.6 ' 2,00,000 = 120,000 shares. 

Now EPS of the surviving company after the merger would be: 

EPS = 60 ,00 ,000 = Rs. 967 
5,00 ,000 + 1,20 ,000 

So when the offer prices is Rs. 90 per shares, the EPS of the A company falls to Rs. 
9.67 from Rs. 10. 

Practical Aspects of Dividend Policy 
While deciding on the divideodpolicy, firms face two questions: 

I. What should be the average pay ratio? 

2. How stable should the dividends be over time? 

Firms consider the following factors to determine the payout ratio: 

I . Funds requirement: The dividend payout ratio of firms depends on the firm's 
future requirements for funds. Long term financial forecasting of funds can 
assess this requirement. UsualJy firms, which have plans for substantial financial 
investment, need funds to exploit the available opportunities. Thus, they keep 
their dividend payout ratio low. On the other hand, ftnns, w hich have very few 
investment avenues have larger dividend pay out ratio. 

2. Liquidity: It is another factor which influences the dividend payout ratio as 
dividends involve cash payment. Firms, which desire to pay dividends may not 
do so, because of insufficient liquidity. This usually happens in the case of 
profitable and expanding finns, w hich have very low liquidity because of 
substantial investments. 

3 . Availability of external sources of financing: Finns which have easy access 
to external sources of funds enjoy a great deal offlexibility in deciding the diV1dend 
payout ratio. For such firms, d ividend payout decision is somewhat independent 
of its investment decision as well as its liquidity position. Such finns are usually 
more generous in their dividend policies. While on the other hand, firms, which 
do not have an easy access to external sources of funds, have to rely on the 
intemat sources of funds or investment purposes. Such firins are usually very 
conservative in their dividend policy decisions. 

4 . Shareholder prefereffce: Preferences of shareholder are another major factor, 
which influence dividend payout. If shareholders prefer current in_come to capital 
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gains, then the firm may follow the liberal dividend pojicy. While on the other 
hand , if they prefer capital gain to dividend income, then firms follow the 
conservative dividend policy. 

5. Difference in the cost of external equity and retained earnings: The cost of 
equity in all cases except for those raised by way of rights issue is higher than 
the cost ofretained earnings. Depending on the extent of this difference in cost, 
firms decide the relative proportion of external equity and the retained earnings 
to be used. This affects the dividend policy decision of the. company. 

6. Control: Raising money from external resources may lead to dilution of control, 
in case money is raised by issuing public equity. Internal financing on the other 
hand does not lead to any dilution of control. Hence, if management and 
shareholders are averse to dilution of control, then finns prefertoTely more on 
retained earnings. Thus, such companies may adopt, the conservative dividend 
policy. 

7. Taxes: In India dividend income for the individuals is free, however capital gains 
are taxable. Thus, in that case shareholders who are in high tax bracket may 
prefer dividend income rather than capital gains. However, if tax on dividends is 
viewed from point of view of corporates, tl1ey have to pay dividend tax. Thus, 
this may influence the companies' dividend policy. 

Summary 

Management of earnings means how the earnings of a finn are be detennined and 
how they are utilized or appropriated or allocated or di~tributed. Management of 
earnings policy must maximise value of the firm, there by maximise benefits to its 
owners. 

The term 'dividend' refers to that portion of company's net earnings that is paid out 
to the equity shareholders (not for preference shareholders, since they are entitled 
to have a fixed rate of dividend). 

Dividend policy of a firm decides the portion of earnings to be paid as dividends to 
ordinary shareholders and what portion is ploughed back in the firm for investment 
purpose. The alternative use of net earnings or net profit dividends and retained 
earnings are competitive and conflicting, since it affects the value of the finn. 

There are different types of dividend policies: stable dividr nd policy, here "stabi lity" 
refers to the consistency or lack of variability in the stream of dividend payments. 
In more precise terms, stable dividend means payment of a certain minimum amow1t 
of dividend regularly. There are three distinct forms of stability, they are (a) Constant 
dividend per share, (b) Constant payout ratio, and (c) Stable rupee dividend plus 
extra dividend. 

Test Yourself 

1. What is dividend? 

2. What is property dividend? 

3. What is stock dividend? 

4. What is bonus share? 

5. What is dividend policy? 

6. Name different types of dividend policies. 



7. What is scrip dividend? 

8. What do you understand by Bond dividend? 

9. What is stable dividend policy? Discuss the different forms of stable dividend 
policy. 

I 0. List the advantages and disadvantages of stock dividend. 

11 , 'Payment of dividend involves legal considerations' - Discuss. 

f2. 'Stock dividends are unfair to those stockholders who desire cash income', 
comment. 

13. Briefly discuss the different types of dividend policies. 

14. Explain the factors that influence the dividend policy ofa company . 

.15. Briefly discuss the legal and procedural aspects of dividends according to 
company's Jaw. 

16. Write short notes on: 

(a) Stock dividend, 

(b) Stable dividend policy 

(c) Propertydividend. 

17. Distinguish between Scrip dividend and Bond dividend. 
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