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UNIT-I
INTRODUCTION TO FINANCIAL MANAGEMENT

INTRODUCTION AND MEANING OF FINANCIAL MANAGEME

Financial management is that managerial activity which is concerned he planning
and controlling of the firm’s financial resources. Though it was a branch 0 ics ti
1890, as a separate activity or d|SC|pI|ne itis of recent orlgm Sti

Financial management is about analysing financia A
setting financial objectives. Formulating financial plan i ybjethi d providing
effective system of financial control to ensure pla ; > jecti

DEFINITIONS OF FINANCIAL MANAGEM

1.
2.
3.
with the effectiv i ly capital fund”.
4. i be determining acquisition, allocation,
resources usually in the aim of achieving of
SCOP

s the entire excise of managerial efforts devoted to the
, both its sources and uses of financial resources of an

damental changes over the years. In order to have a better understanding of these
ges, it will be appropriate to study both traditional approach and modern approach
finance function.




I.TRADITIONAL APPROACH:

i)
i)

The traditional approach, which was popular in the early part of this century, limited
role of financial management to raising and administering of funds required by the
enterprise to meet their financial needs. It broadly covered the following three aspects,

Arrangement of funds from financial institutions.
Arrangement of funds through issue of financial instruments.
Looking after the legal and accounting relationship between a c@rp@sation and its
sources of funds.

Thus the traditional concept of financial manageme
of raising funds externally. The finance manager
He was expected to keep accurate finan
financial performance and manage cash in
position to pay bills in time. The term
the present term “Financial Manageme

The traditional approach evolved durin i inate academic
thinking during forties a : in the later fifties it
started to be severely c ccount of the following
reasons:

the view point of suppliers of
and investors etc.

ing infapproach and not the insider looking-out
d the viewpoint of those who had to take

ng during course of, incorporation, mergers, consolidations and
tion of corporate enterprise. As a result this approach did not give any

The approach focused only the financial problems of corporate enterprise. Non-
corporate industrial organisations remained outside its scope.




4. lgnored Working Capital Financing:

The approach laid emphasis on the problems of long term financing. The
problems relating to financing short term or working capital were ignored.

MODERN APPROACH:

The traditional approach outlived its utility due to changed buS$mess situations
since mid-1950. Technology improvements, innovative mark operations,
development of strong corporate structure, keen busiagss,compe Il made it
imperative for the management to make optimum inancial
manager, based on which he could make sound d

The scope of financial management increas of capital
budgeting techniques. As a result of new italinvestment
projects led to efficient allocation of capital i i
i.  During the next two decades various
investment portfolio theories also de

ii.  Efficient allocation
financial managem

which caused the interest rates to
able terms became an important

vestment and financing decisions became

arged the scope of finance. The concept of
erged. External factors now no longer could

Investment Decision:
The investment decision is a selection of assets in which funds will be invested
by a firm. These are broadly divided into two parts; they are
(@) Long-term Assets and (b) Short-term Assets.

a) Long-term Assets:

These are the asset which yield over a period of time in future such as capital
budgeting. The capital budgeting is a crucial financial decision and it is a
process begin with identifications of potential investment opportunities.




The capital budgeting decisions relates to the choice of assets out of the
alternatives or reallocation of capital when an old assets fails to justify.
It is a decision which analyse the risk and uncertainty
The worth of long term project implies a certain standard for benefits.

b) Short-term Assets:
It is also known as current assets. The short-term assets are resources of a firm
in the form of cash or converted in cash without the diminuti@min value.
Example: The working capital management.
It is day to day activity of finance which deals with current ags

current

individual current assets such as cash, Bi
i) Financial Decision:

The financial decision is process

when, where from and how to acquir i entiheeds. The

main aspect is to determine the appr ortioRof debtiand equity mix

known as capital structure.
i)  Dividend Decision:

ould distribute all profit
e proportion of profit distributed as
dividend is i and retained portion of profit is

dity and profitability. The second classification method
ing a managed asset or funds.

The day-to-day operations require the firm to be able to pay its bills properly.

This is largely a matter of matching cash inflows against cash outflows.

The firm must be able to forecast the sources and timing of inflows from
customers and use them to pay creditors and suppliers.

2) Raising Fund:
The firm receives financing from a variety of sources. At different times
some sources will be more desirable than others.




The possible source may not at a given time, have sufficient funds available

to meet firm’s need.

The financial manager must identify the amount of funds available from each

source and the periods when they will be needed.

Then the manager must take steps to ensure that the funds will actually be

available and committed to the firm.
3) Managing the Flow of Internal Funds:

A large firm has a number of bank accounts for various ope

monitored. Frequently, a firm has excess cash i
a need for cash elsewhere.

By continuously checking on the cash b

ily basis and computer-processed reports
on activities are displayed on a screen.

in the company’s marketing efforts, image and sales level.
mination of the appropriate price should be a joint decision of
manager provides information on how differing price will affect
d in the market and firm’s competitive position.

The financial manager can supply information about changes in costs at
varying levels of production and the profit margins needed to carry on the
business successfully.

In effect, finance provides tools to analyse profit requirements in pricing
decisions and contributes to the formation of pricing policies.
iii) Forecasting Profits:
The financial manager is responsible for gathering and analysing the relevant
data and making forecasts of profits levels.




To estimate profits from future sales, the firm must be aware of current costs
likely increases in costs and likely changes in the ability of the firm to sell its
products at the planned selling prices.
iIv) Measuring Required Return:
Every time a firm invests its capital, it must make a risk return decision. Is the
level of return offered by the project adequate for the level of risk there in?
The required rate of return that must be expected from a prop@sal before it can
be accepted.
It is sometimes called the cost of capital. Determining the
return or cost of capital is a profitability functiog
v) Management functions:

In performing many functions leadin
financial manager operates in two distin
maker, a participant in the corporat
firm over the long run.
The other role is an expert of fi
individual with specific knowled
management. These
performed by the fi

vi) Managing Assets:

is able to conduct business. The
ehicles, inventory, money and

aeision making role crosses liquidity and profitability lines, converting
pment to cash, so as to improve liquidity, reducing costs and

Funds may be viewed as the liquid assets of the firm. The term funds includes
cash held by the firm, money borrowed by the firm, money borrowed by the
firm, money gained from purchases of common and preferred stock.




In the management of funds, the financial manager acts as a specialised staff
officer to the CEO of company. The manager is responsible for having
sufficient funds for the firm to conduct its business and to pay its bills.

Money must be allocated to finance receivables and inventories, to make
arrangements for the purchase of assets and to identify sources of long term
financing. Cash must be available to pay dividends declare the company.
The management of funds has both liquidity and profitabil spects. If the
companies are inadequate, the firm may default on the of bills,
interest on its Debt or repayment of principle whema the firm
does not carefully choose its financing sourceg interest
costs with a subsequent decline in profits

FINANCE FUNCTIONS

Although it may difficult to separa
marketing and other functions, yet
identified. The functions of raisin
distributing returns e
as financing, inves
functions, a fi

can be readily
in assets and

“While performing these
inflows and outflows. This is called

ance functions simultaneously and continuously in the
20f the business. They do not necessarily occur in a sequence.

note at the outset that shareholders are made better off by a financial
decision that increase the value of their shares. Thus while performing the
finance functions, the financial manager should strive to maximise the market
value of shares. This point is elaborated in detail later on.

nvestment Decision:

Investment decision or capital budgeting involves the

decision of allocation of capital or commitment of funds to




long term assets that would yield benefits in the future. Two
Important aspects of the investment decision are,
1. The evaluation of the prospective profitability of new investments and

2. The measurement of a cut off rate against that the prospective return of
new investments could be compared.

Future benefits of investments are difficult to measure and ¢
predicted with certainly.

Because of the uncertain future, investment deg
proposals should, therefore, be evaluated in te
return.
Besides the decision to commit fupds i
budgeting also involves decision
becomes less productive or non-pro
There is a broad agreement that the ; gvequired rate of

However, there are [ ' tunity cost of capital in
practice from the a

e the return on equity funds bit it always increases risk.
When the shareholders return is maximised with minimum risk, the market
value per share will be maximised and the firm’s capital structure would be
considered optimum.

Once the financial manager is able to determine the best available sources.

In practice, a firm considers many other factors such as control, flexibility,
loan convenient, legal aspects etc., in deciding its capital structure.

Dividend decision is the third major financial decision.




ii.  The financial manager must decide whether the firm should distribute all
profits or retain them or distribute a portion of profit and retain the balance in
the business.

iii.  Like the debt policy, the dividend policy is one that maximises the market
value of the firm’s shares.

iv.  Thus, if shareholders are not indifferent to the firm’s dividend policy, the
financial manager must determine the optimum dividend-p

v.  The pay-out ratio is equal to the percentage of dividends to ¢
available to shareholders.

vi.  The financial manager should also consider the
regularly.

vii.  Periodically, additional shares called bo
issued to the existing shareholders in ad

IV. Liguidity Decision:

i Current assets management that affe

il.  Current assets shoul
against the dangers :
il Investment i ’s profitability, liquidity and risk.
A conflict itabili iquidity while managing current

nt funds in current assets, it may become

idle current assets would not earn anything.

dispose off assets and require commitment or recommitment of
n a continuous basis.

It is in this context that finance functions are said to influence production,
marketing and other functions of the firm.

This is in consequence finance functions may affect the size, growth,
profitability and risk of the firm and ultimately, the value of the firm.

To Quote Ezra Solomon:

i.  The function of financial management is to review and control decisions to
commit or recommit funds to new or ongoing uses.




ii.  Thus in addition to raising funds, financial management is directly concerned
with production, marketing and other functions within an enterprise whenever
decisions are made about the acquisition or distribution of assets.

Financial Procedures and Systems:

For the effective execution of the finance functions, certain other functions
have to be routinely performed. They concern procedures
involve a lot of proper work and time. They do not require ialised skills
of finance. Some of the important routine finance functions ¢

balances.
2. Custody and safeguarding of securities,
papers.
3. Taking care of the mechanical deta
4. Record keeping and reporting.

I.  The finance manager is the mode is ma volved in the
managerial finance function, the rou i
executives at lower

ns is confined to setting

to be used, establishing standards

see that t ms are properly used.

ial manager in the managerial financial
r three decades ago, the scope of finance
al manager was limited to routine activities.

as reffected in the market value of shares.

In this section, we show that the Shareholders Wealth Maximization (SWM)
is to theoretically logical and operationally feasible normative goal for guiding
the financial decision making.




l. PROFIT MAXIMISATION:

Vi.

Vii.

Profit maximization means maximising the rupee or any other currency such
as dollar, pound or both income of firms.

Profit is a primary motivating force for any economic activity. Firm is
essentially being an economic organisation, it has to maximise the interest of
its stakeholders. To this the firm has to earn profit from its d
In fact, profits are useful intermediate beacon (encourage
guiding light/symbol of hope/signal) towards which a firm’s
directed.

McAlpine rightly remarked that profit cannot

of a business enterprise over a peri
If an enterprise fails to make a profi
/wrinkled/windswept and this situati
ceases to exist.
The overall objecti [ i earn at least satisfactory

Ignofes Time Value of Money:

Time value of money refers a rupee receivable today is more valuable than a
rupee, which is going to be receivable in future period.

The profit maximisation goal does not help in distinguishing between the
returns receivable in different periods.

It gives equal importance to all earnings through the receivable in different
periods. Hence, it ignores time value of money.




3. lanores Quality of Benefits:

I.  Quality refers to the degree of certainty with which benefits can be
expected.
ii.  The more certain expected benefits, the higher are the quality of the benefits
and vice versa.
iii.  Two firms may have same expected earnings available to s
the earnings of one firm show variations considerably whe ared to the
other firm, it will be more risky.

Profit maximisation objective leads to ¢
It also leads to colossal /vast inequaliti
an essential part of ideal social systems.

It assumes perfect competition and
it cannot be a legitimate/lawful/le
self-financing, private property and

and managed and ers. A part from these
people, there are i

these parties interests, which is
imisation. Wealth maximisation

C
afenaiaers We

ive of Shareholders wealth maximization is an appropriate and

jonally feasible criterion to choose among the alternative financial

actions.

It provides an unambiguous measure of what financial management should

seek to maximise in making investment and financing decisions on behalf of

owners (shareholders).

v.  Shareholders Wealth Maximisation means maximising the net present value
(or wealth) of a course of action to shareholders.

vi.  The Net Present Value (NPV) of course of action is the difference between
the present value of its benefits and present value of its costs.




Vii.

viii.

Xi.

Xii.

Xiii.

Xiv.

Vi.

Vil.

A financial action that has a positive NPV creates wealth for ordinary
shareholders and therefore, desirable/preferable and vice versa.

A financial action resulting in negative NPV should be rejected since it
would destroy shareholders wealth. Between a numbers of mutually
exclusive projects the one with the highest NPV should be adopted. The
NPV of firm’s projects add. Therefore, the wealth will be maximised if this
criterion is followed in making financial decisions.
The wealth will be maximised if this criterion is followed in
financial decisions.

From shareholders point of view, the wealth c
financial decisions or any decision is reflected
shares.

For example, take Infosys Co., whose s
even by issue of bonus shares, and putiits shares at
popular trading level.

Therefore, the wealth maximisation
objective of a firm is to maximise m
In other words, the
price, which in turn
Hence marketgapice

by its market
decisions.

ance indicator.

n be computed by the following

isation of Earnings Per Share (EPS)
Management of Reserves for Growth and Expansion.

If we adopt maximising earnings per share as the financial objective of the
firm, this will also not ensure the maximisation of owner’s economic welfare.
It also suffers from the flows already mentioned, i.e., ignores time and risk of
the expected benefits. Apart from these problems, maximisation of earnings
per share has certain deficiencies as a financial objective.

For example, Note the following observation,




viii.  For one thing, it implies that the market value of employee’s shares is a
function of earnings per share, which may not be true in many instances.

ix.  If the market value is not a function of earnings per share, then maximisation
of the latter will not necessarily result in the highest possible price for the
company’s shares.

X.  Maximisation of earnings per share further implies that the
no dividend payments so long as funds can be invested
positive rate of return, however small. Such a dividend polic
be to the shareholders advantage.

xi.  Itis thus, clear that maximising profits after taxe arnings per'share as
the financial objective fails to maximise the eg

xii.  Both methods do not take account of the timi
An alternative to profit maximisation,
objective of wealth maximisation.
with the survival goal and with the ' agers. Such as
recognition, power, status and perso

irm should make
ernally at any
not always

Profit maximisationfis basically a singl ost, short term goal, to
be achieved i , itis usually mitercepted to mean the maximisation
of profits iod of time. A'€erporation may maximise its short
term pro f its long®term profitability. In contrast,
stockholde is a long term goal, since stakeholders are

The following Table summarises the advantages and disadvantages of these
two often conflicting goals.




Goal

Objective

Advantages

Disadvantages

Profit
Maximisation

Large amount
of profits.

1) Easy to calculate
profits.

1) Emphasises the
short term.

2) Easy to
determine the

link between

2) lIgnores risk or
un

financial
decisions
and profits.

Stakeholders
Wealth
Maximisation

Highest market
value of
common stock.

management anxiety
and frustration




THE EVOLUTION OF FINANCIAL MANAGEMENT.

Definition of Financial Management:

According to Van Home and Wachowicz, “Financial manage
with the acquisition, financing and management of assets with s verall goal
in mind.” Financial manager has to forecast expected exents i and note
their financial implications.

Evolution of Financial Management:

Financial Management has emerged as
part of this century, as a result of consol
large enterprises. Its evolution may be di

1. The Traditional Phase

2. The Transitional Phase

3. The Modern Ph




This phase lasted for about four decades. It finest expression was shown in the
scholarly work of Arthur S.Dewing, in his book titled “the Financial Policy of
Corporation in 1920’s. In this phase the focus of financial management was on four
selected aspects.

It treats the entire subject of finance from the outsider’s point of view
(investment banks, lenders, others) rather than the financial deciSi
viewpoint in the firm.

It places much importance on corporation finance and too little
problems of non-corporate enterprises.

The sequence of treatment was on certain episodic
of capital, major expansion, merger, reorganisatiq
cycle of an enterprise.
It placed heavy emphasis on long term fi
procedures used in capital markets and

1. That is it lacks emphasis on the probl

3.Traditional P
emphasis on

approach due to its over
nce to day-to-day problems.

he Modern Phase:

anagement in this phase is almost similar to that of
phasis was given to day-to-day (working capital)

It began in the mid 1950s. It has showed commendable development with a

combination of ideas from economic and statistics that has lead financial

management to be more analytical and quantitative.

2. The main issue of this phase was rational matching of funds to their uses,
which leads to the maximisation of shareholders wealth.

3. This phase witnessed significant developments. The areas of advancements

are: capital structure.




4. The study says the costs of capital and capital structure are independent in
nature.

5. Dividend policy, suggests that there is the effect of dividend policy on the
value of the firm.

6. This phase has also seen one of the first applications of linear programming.

7. For estimation of opportunity cost of funds, multiple rates of return give way
to calculate multiple rates of a project.

8. Investment decisions under conditions of uncertainty, giveSaformulas for
determination of expected cash inflows and variance of ne ppvalue of

investment decisions involving risk.
9. Portfolio analysis gives the idea for allo
the available investment securities.
10. Capital assets pricing model (CA
investments can be neutralised by h
11. Arbitrate Pricing Model (APM),ar he eXpected/Feturn must be
related to risk in such a way that n i yul@”create unlimited
CAPM is stil in the*real world, but APM

12.
13.
14. orking capital management) by Baumol
ol model helps to determine optimum cash

reorder point and upper control points and
determine optimal cash management strategy by

f raising finance with the introduction of new capital

ts, such as FADs, PSBs and CAPPs, etc.

engineering that involves the design, development and
ation of innovative financial instruments and formulation of

areas of finance are remarkable, but understanding the international dimension
of corporate finance was little, which is not sufficient in the globalised era.




THE ROLE OF FINANCE FUNCTION IN THE CONTEMPORARY
SCENARIO.

>
Today’s highly dynamic business environment is driven by opening and
expanding global markets; multiple corporate governance requirements; pressure
on improving efficiency, cost cutting, demand for higher retugon investment;
greater stress on timely valuable information; rapid changes i
increased use of technology, sharp focus on aligning the compe
customer needs and increasing focus on core unpredictable acti

It indicates that the business environment is diver
unpredictable. Not only the business environmen
major accounting scandals around the world
Communications, Tyco international, He

These scandals have occurred due to th
understating expenses, overstating valu
misuse of funds, some cases with billio pgihe collapsed share
prices, shook public confj i i

roles have been forced to evolve and in some
companies restructured their traditional

in restructuring traditional models and it has
, reporting and ensuring financial integration

Put in simple words, the role and responsibilities of finance manager have become
complex and demanding and require constant reinvention of the role.

g are the new functions of finance manager:

1. Continuous focus on margins and ensure that the organisation stays committed
to value creation.
2. Work across the functional divide of the company and exhibit leadership skills.




3. Understand what’s driving the numbers and provide operation insights, including
a sense of external market issues and internal operating trends and become key
strategy player.

4. Aware and use the highly innovative financial instruments.

5. Know the emergence of capital market as central stage for raising money.

6. Adding more value to the business through innovations in impacting human
capital.

7. Must balance the need to cut overhead with the need to
organisation able to meet long-term goals by---designing fin

ddte a finance

reductions that further cut organisational fat, but
8. Liaison / connection to the financial commumi
agencies, investment and commercial ban

9. Assess probable acquisitions, contemp ) g out due
diligence, communicating to employ the horizontal
integration.

10. Deal with the post-merg

11. Deal with the new Iggi

Partnership) and i

sues.

limited liability of
re formality and , to an extent ,
to as best practices in financial

12.
13.

es in audit and control practices. Corporate
e continuously monitored and he/she should

sed changes in financial reporting systems such as
eporting Standards (IFRS), Goods and Services Tax
ax Code(DTC) and Extensible Business Reporting

with and influence of CEO and board of directors; how they can go beyond books

of accounts and contribute to the business with a better understanding of customer

eeds and issues; understand why a particular market is an important; Why a
business tie-up is necessary; why sales are not happing; how a company can
motivate and retain people; how to rightsizing; and how to take strategic decisions
related to supply chains, pricing and production.

16. Therefore, finance function should have to face lightening changes taking place

in business environment and coping with such changes is critical for any finance




manager to ensure that the business and function remain contemporary and
socially relevant.

RISK-RETURN TRADE-OFF

i.  Risk is present in every business decision, whether it is corporate decision or
personal decision.
i.  When we say risk, most of us think in the negative sense.
iii.  For example, driving a two wheeler too fast is risky, beca
accident, which in turn may take like of the people sitting o icle and
people moving on the road.
iv.  Astudent planning to take slips with him/her
copy from them.
v. Itisrisky when he / she is caught by the C
vi.  According to the business dictionafyari age injury or
liability or loss of other negative o by ext@fnal“or internal
vulnerabilities.
vii.  But, from business point of view ris
In other words, busi

rspective. They see
expected.
ted return, because of risks like,
delivery risk, interest rate risk,

viii.

like- developing capital structure, working
d decision. Therefore, the decision makers
investing on asset before taking any financial

Finance Manager

Investment Decision v Dividend

Decision

Einancing Decision

v

Return ‘ Risk

N\

Trade-off




i.  One should keep in mind that the objective of measuring risk is not to eliminate or
avoid it- because it is not feasible to do so.

ii.  Butithelps us in assessing and determining whether the proposed investment is worth
or not. In other words, assessing risk helps come up with the appropriate risk adjusted
discount rate to convert future cash inflows into present values.

iii.  There is relation between the risk and return. Any decision that invglves more risk
generally we can expect more returns from taking that decision, anc

iv.  In some decisions we do not assume any risk or assume zero risk,

Central Bank- Reserve Bank of India.
v.  Return determined on the basis of total assets. T
available for measuring risk like range, standard
but generally risk is measured with the hel
vi.  Less standard deviation indicates less risk

vii.  From the following figure we can understan
expected return and vice versa.

Viii. But we can earn 5% return without assumi In other words, we can
earn risk free return.

\ Risk-Return Trade-off Curve

05 1.0 15 20

v

Standard Deviation / Risk
i.  Anyone who assumes higher risk may expect higher return, and lower risk
lower return.

ii.  When the risk increases from 0.5 to 2.0, the expected return also increased
from 5 per cent to 20 per cent.




But one thing we need to understand is that there is no equal proportion of
increase in the expected return. For example, when the standard deviation
increased from zero to 0.5, the return is increased by only 3%.

From the following illustration, (working capital decision/policy) we can
understand the relationship between risk and return.

From the following information, comment on risk and retur
current ratio and return on total assets ratio.

calculating

Particulars Case 1 (Rs.) | Present
Fixed Assets 60,00,000
Current Assets 10,00,000
Current 10,00,000
Liabilities
Total Assets 70,00,000
Net Profit | 15,00,000
(EBIT)
Solution:

dythe short-term'osi return on total assets

Present Position | Case 2 (Rs.)
(Rs)

2.0 3.0

18.75 16.67

t ratio tells the short term liquidity position of firm. Risk is

easured by calculating current ratio, high current ratio indicates strong

Iquidity position (less risk) when compared to standard and current
policy is less risky and vice-versa.

ii.  Return is measured by calculating return on total assets. From the above
calculation we can observe that current ratio increased when current ratio
is 2 and it is increased (by one time) when current assets decreased (by
one time). In other words, case 1 (decreasing current assets is risky), and
case 2 (increasing current assets) is less risky when compared to the
present position. Return on total assets increased in casel and decreased
in case 2, because of increased risk and decreased risk respectively.




ii.  Put in simple words, in Case 1, decreasing current assets increases risk
but provides higher return, and in Case 2 increasing current assets reduces
risk and return. There is appositive correlation between risk and return.
The same way increasing liabilities increases risk and return and decrease
in current liabilities reduces risk and return.

TIME VALUE OF MONEY

I The simple concept of time value of money is that the va
received today is more than the value of same amount o
after a certain period.

. In other words, money received in the fui
received today. The sooner one rec

i, Taking the case of a rational huma
fixed amount of money at eit
receive it at the earliest.

V. If you are given the choice of re

year, you will definitely opt to r

0 use their money for satisfying their present needs in
es or another car than deferring them for future.

has time value because of the opportunities available to invest money
t earlier dates at some interest or otherwise to enhance future earnings.
For example, if you have Rs.100 today, you can put it in your bank account and
arn interest. After one year the interest would be Rs.8 (taking rate of interest at
% p.a.) and you would have Rs.108 at the end of the year. So, if you have a
choice between Rs.108 next year or Rs.100 next year. Any rational person would
prefer the larger amount.

TECHNIQUES OF TIME VALUE OF MONEY:

There are two techniques for adjusting the time value of money:




Compounding Technique
Discounting or Present Value Technique

The time preference for money encourages a person to receive the money at
present instead of waiting for future. But he may like to wait if he is duly
compensated for the waiting time by way of ensuring more money in future.

The future value at the end of period | can be calculated by a si
formula given below:

V1= Vo (1+)

Where V1 = Future value at the period |

Vo= Value of money at time O i.e., original
i= Interest Rate.

COMPOUNDING FACTORS TABLES:

"We have noted above that becomes largeat ion oP(1+i) " becomes
difficult. Such calculations made with t r Compound Factor
Tables.

period which an amount is going to take to double at a
en rate of interest.

we have considered only one compounding of interest annually. But in
ases, interest may have to be compounded more than one year. For
example, banks may allow interest on quarterly basis or a company may

allow compounding of interest twice a year on 30™ June and 315! December
every year. The future value of money in such cases can be calculated below:

Vh = Vo(L+i / m)M* "
Where Vn = future value of money after n years.

Vo = Value of money at time O, i.e., original sum of money.




i= interest rate
m = number of times (frequency) of compounding per year.

EFFECTIVE RATE OF INTEREST IN CASE OF MULTI-PERIOD
COMPOUNDING:

i.  We have noticed above that amount grows faster fifl\case of multi-
period compounding, i.e., when frequency of interest.c@mpounding is
more than once a year.

ii.  Itisso because the actual rate of interesig@e afféctive rate
in case of multi-period compounding
rate of interest called nominal ra

iii.  Effective rate of interest in case
also be calculated with the




UNIT-H
THE INVESTMENT PROCESS

MEANING OF CAPITAL BUDGETING:

Capital budgeting is the process of making investment deci
expenditures. A capital expenditure may be defined as an_expenditu
which are expected to be received over a period of timg

in capital

DEFINITIONS OF CAPITAL BUDGETING

1.According to Charles T. Horngreen, “ ¢
making and financing proposed capital out

2. According to Richard and Greenlaw, “ capi
long run return.”

3. In the words of Lynch,
available capital for
concern.”

omparative study of Alternative Projects:

i.  Capmal budgeting makes a comparative study of the alternative projects for the
replacement of assets which were wearing out or in danger of becoming obsolete so
as to make the best possible investment in the replacement of assets.

il.  For this purpose, the profitability of each project is estimated.




3. Timing of Assets-Acquisition:

i. Proper capital budgeting leads to proper timing of assets-acquisition and
improvement in quality of assets purchased.

ii. Itis due to the nature of the demand and supply of capital goods.

on productive

iii.  The demand of capital goods does not arise until sales impi
d, supply of

capacity and such situation occur only immediately. On the oth
capital goods with their availability is one of the functions of cap

4. Cash Forecast:

i.  Capital investment requires substantial f
making determined efforts to ensure thei

ii.  Thus it facilities cash forecast.

iii.  Wealth Maximization of shareholde

n may necessitate the consideration of purchasing most up-
quipment.

of replacing manual work by machinery may be seen from the
ecast be comparing the manual cost with the capital cost.

The capital cost of improving working conditions or safety can be obtained
hrough capital expenditure forecasting.

v. It facilitates the management in making of the long-term planning of an assists in
the formulation of general policy.

vi. It studies the impact of capital investment on the revenue expenditure of the firm
such as depreciation, insurance on fixed assets.




LIMITATIONS OF CAPITAL BUDGETING:
1. Uncertainty in future:

The Capital budgeting proposals are infested with the uncertainty in future. All data
used in the evaluation of proposals is the estimates. The data is error-prone more with
the human judgement, bias or discretion in the identification of cashginflows and cash
out flows. Even advanced capital budgeting techniques such as s
cannot be useful if the data is erroneous.

2. Qualitative factors ignored:
In capital budgeting, we consider only such factors w,
of money. Factors such as improved mor
implementation of proposals are not focused.
environment such as social, political and
reflected here.

3. Volatile business conditions:
The factors influencing investment decisi al advancement,

government policies, sales forecast, attitude estimated cash flows

COST OF CAPITAL

CTION OF COST OF CAPITAL

e cost of capital is the measurement of the sacrifice made by an investor in order to
ital formation with a view to get a fair return as his investment as a reward is the
measurement of disutility of funds in the present as compared to the return expected
in future. The cost of capital is the required rate of return to justify the use of capital
so that the expected rate of return can be maintained on equity share and market value
per share remains unchanged or should not be reduced at least.




MEANING & DEFINITIONS OF COST OF CAPITAL

“The cost of capital is the rate of return that a firm must earn on its project investment
to maintain its market value of the firm to remain unchanged and attract fund.”

According to James C. Van Home, “The cost of capital represents a cut-off rate of
the allocation of capital to investment of project. It is the rate of rgiurn on a project
that will leave unchanged the market price of the stock.”

According to Salomon Ezra, “The cost of capital in any discounting gd to value
cash stream.”

According to Salomon Ezra, “The cost of capital is/th
earnings on the cut-off rate of capital expenditu

SIGNIFICANCE / IMPORTANC

* The cost of capital is a very important co ement decision
making. The concept, is however a recent d evance in almost
every financial decision making but prior to he problem was or
bypassed. There are almost/§ important reasongifo ent to aware the cost of

capital (Ko).

e project which gives a satisfactory return on
in no case be less than the cost of capital incurred for

the financial performance and determines the acceptability of all
ent opportunities.

esigning the corporate Financial Structure:
The cost of capital is significant in designing the firm’s capital structure.

il The cost of the capital is influenced by the chances in capital structure.




ii. A capable financial executive always keeps an eye on capital market
fluctuations and tries to achieve the sound and economical capital structure for
the firm.

iv.  He may try to substitute the various methods of finance in an attempt to
minimise the cost of capital so as to increase the market price and earning per
share.

3. Deciding about the method of Financing:

i. A capable financial executive must have knowlg

ii.  Whenever company requires additi
of the source of finance which bear

iii.  Although cost of capital is an impor
important the considerations of relati

V.  The cost of
top executj

Cost of capital is used as discount factor in determining the net present
value.
Similarly, the actual rate of return of a project is compared with the cost
of capital of the firm.
iii.  Thus the cost of capital has a significant role in making investment
decisions.
2. Designing Capital Structure:
I.  The proportion of debt and equity is called capital structure.




ii.  The proportion which can minimize the cost of capital and maximize the
value of the firm is called optional capital structure.
iii.  Cost of capital helps to design the capital structure considering the cost of
each sources of financing.
iv. Investor’s expectations effect of tax and potentiality of growth.
3. Evaluating the Performance:
I.  Cost of capital is the benchmark of evaluating the performange, of different
departments.
ii.  The department is considered the best which can provide th
met present value to the firm.
iii.  The activities of different departments are exp
basis of their performance.
4. Formulating Dividend Policy:
i.  Out of the total profit of the firm, a
dividend. However, the firm can ret
ii.  If it has the opportunity of investing
higher rate of return in comparison o
iii.  On the other hand, allghe profit can b

iv.  Therefore, co i ays a key ro
IMPORTANCE COSTOFC€APITAL IN
BUDGETING
i ital ispfvery essential in the financial management.

ing other financial decisions.
DECISIONS:

for making investment decisions of the firm”.
pital is taken into consideration while making capital budgeting

With the help of cost of capital, firms accept or reject the projects.
It is very useful in capital budgeting decision.

2. CAPITAL STRUCTURE DECISIONS:
i.  Inorder to run a business smoothly, firm must maintain an appropriate level
of debt and equity mix to finance the assets.

ii. At the time of preparing optimal capital structure, management must
concentrate on maximizing the value of the firm and minimizing the cost of







3. ANALYZING FINANCIAL PERFORMANCE:

i.  According to S.K.Bhattacharya, the concept of cost of capital is used to
evaluate the financial performance of top management.

il. At the time of evaluating the performance of top management, the actual
profitability of project is compared with overall estimated cgst of capital.

ii. If profitability is more, then performance is satisfactory.
4. Other Financial Decisions:

Many other financial decisions can be made wi
such as dividend policy, capitalization of

MEASUREMENT OF COST OF CAPI

a. The cost of capital is very importan
involves different costs related to di

of Preferential Capital
3.Cost of Equity Capital

4. Cost of Retained Earnings.
ST OF DEBT:

rate of interest which is paid on debt is termed as cost of debt. For calculation
of the cost of debt following are required.

i.  Net proceeds of debentures, amount of interest p[aid periodically and the
principal quality of debt. The cost of debt before tax is calculated from
following formula.

. Kdh=1/P




iii.  Where Kdh = Before tax cost of debt

i. | =Interest
il. P =Principal

When firm raises debt at premium or discount, then P is not the face value of
securities but it is the amount of net proceeds received from the issug, In this case
the formula will be,

iv. Kdh=1/NP
V.  Where Kdh = Before tax cost of debt

i. |=Interest
ii. P =Principal
iii. NP = Net Proceeds

When firm raises capital from debt a suffici
interest is treated as deductable expense in ¢
The cost of debt after tax is calculated as foll

>
Kdh = Kdh (I-t) = 1/ NP (I

h=1+1/n (RV-NP)

112 (RV-NP)
Where

I = Annual Interest. n = No. of years in which debt is to be redeemed. RV =
Redeemable value of debt. NP = Net Proceeds of debentures.

Cost of Redeemable Debt




The debt which is issued to be redeemed after specific period of time is known as
redeemable debt. The cost of redeemable debt after tax is calculated as follows:

Kdh =1(1-t) + I/n (RV-NP)

1/2 (RV+NP)

Where

I = Annual Interest. T=Tax Rate. n = Number of years in which deb
redeemed. RV = Redeemable value of debt. NP = Net Proceeds ofide

2. Cost of Preference Capital (KP):

i.  Preference shares are the fixed cost bear

ii.  Incase of preference shares, the rat at the
time of issue.
iii.  Preference shareholders have a prefe i Uity shareholders

amount.

erenc® shareholders at a prescribed rate.
p / Np (Where preference shares are issued at a premium or discount)

Where KP = Cost of preference capital DP
= Annual Preferential Dividend

P= Net Proceeds of preference
sharecapital ii) Redeemable preference capital:

Redeemable Preference shares are those which can be redeemed or recovered
on maturity of issue or after specific period of time.

Kp = Dp+ Pn-P




Pn+P
2
Where K = Cost of the preferential capital
P= Net Proceeds on issue of Pref.shares
D= Annual Preference Dividend
Pn= Amount payable at the time of redemption
N= Redemption period of preference shares.

3. Cost of Equity Share Capital (Ke)
I.  The cost of equity capital is the return which S’

ii.  Inorder to provide expected returns to th
earn minimum rate of return whichii
price of the shares. The expectatio
before issuing new equity shares for

ii. 1 icated process because
interest or dividen also there is no legal
commitment t

Where K = Cost of capital, D= Expected Dividend per share

NP= Net Proceeds per share, MP= Market price share

ividend Yield with Annual Growth Rate:

i)

This method is used in the situation where dividend pay-out ratio remains
constant and dividends are expected to grow at a constant rate of the firm,




then this method is suitable to calculate cost of equity capital.In this method,
dividends are the growth rate from the basis for the cost of equity capital.

Ke=(D1/NP)+G=D0 (1+q) + G

NP
Where D1= Expected dividend per share at the end of year, G= Rate of Growth
in dividend , DO= Previous year dividend. When the cost existing equity share

capital is calculated, then net must be replaced with market
MP)+G

iii) Earnings Yield Method:

In this method, the cost of equity capita
which the current value of expect

market price or net proceeds of th
capital is

ets that earnings on new equity shares capital is equal to
e of earnings.

This method separates the cost of equity into risk free return which is available
for investing in government bonds and an additional risk premium which is
for investing in a specific share or investment.

The risk premium involves the average return on the overall market portfolio
and the beta factor i.e., the risk factor of the particular investment.

The cost of equality for an investment with the help of CAPM approach is
calculated as follows:




a. Ke =Rf+bi (Rm—Rf)
b. Where Ke = Cost of Capital, Rf= Risk free rate of return,
c. bi = Beta of the Investment, Rm= Average Market Return.

v) Bond Yield with Risk Premium Approach

According to bond yield with risk premium approach, thelkequired rate of
return of the equity shareholders of a firm is equal to the r on long term
bonds and risk premium.

Ke = Return on long term bonds + Risk Premi

This approach explains that risk of equi
of bond investors. Hence required rate o
premium for higher risk. There is i a A te the risk
premium.

vi) Realised Yield Method:

xpectations of the shareholders are dependent on past realized yield.

Investors assume that they get same rate of return as the realized yield even
if they invest somewhere else.

d) Itisassumed that there are no remarkable changes in market price of shares.
4. Cost of Retained Earnings:

As, firms do not pay any dividends on retained earnings, hence no cost is
involved in retained earnings.




The cost of retained earnings can be evaluated as rate of return acquired by the
shareholders from an alternative by investing after tax dividends. It is similar
to the opportunity cost of dividend which is scarified by the shareholders.

The cost of retained earnings can be calculated as follows:

Kr=D1+G
MP
Where,
Kr = Cost of Retained Earnings
D = Expected Dividend

MP = Market price per share
G = Growth Rate.

In spite of 100% payout ratio, shar
of retained earnings in the form of
on dividend income. Some alternati
following formula is useful.

ES BEWEEN DEBT AND EQUITY

DEBT

EQUITY

refers to a sum of money that is lent to
another party on the repayment of principal
amount of a loan.

Equity refers to the value of
ordinary shares and preference
shares.

2. In debt, investment risk is less for both
investors and creditors.

In equity investment risk is high
for the both investors and
creditors.




3. Cash receipts are fixed.

Cash receipts are variable.

4. Debt management involves the provision for
contractual future cash payments and holds an
impact on credit ratings of a firm.

Equity has discretionary
dividends and is effected by
dilution/ takeover.

5. Debts have tax-deductable interest.

In equity, tax is not deductable
from dividends.

6. It acts as a liability in the balance sheet.

It acts as an asset u
and  sharecholders’
balance '

7. Transactions related to debt effects the
income statement.

8.Transactions related to the equity do not
effect the income statement.
9. Lenders have limited voting rights.

3. Pr

exclsive project.

to be ascertained by department officer or
is selected according to corporate strategies

The methods by which profitability of project can be ascertained are Pay-back period,
Rate of Return, Net Present Value, Internal Rate of Return etc.

4. Determining Priorities:




Giving priorities helps the firm or an individual to work smoothly.

G

&




By analyzing the project, one can know the profitability, urgency and risk involved
and can accordingly select the project.

Ranking different projects is required for the firm.

5. Project Approval:

After meeting all the requirements stated in the above step the projec
included in capital expenditure budget.

5 approved and

Then the amount from which fixed assets are purchased iagh
6. Project Implementation:

Implementing the project is an important aspect
they have to consider the profitability of th j

To overcome the delays in net work techniq
managing the project.

7. Project Performance Review:

The final step is to ch ps are running smoothly or not and
if any problem occ i rective actions.

The project exp
investment | rating from investment, everything needs to

ed by subtraction of cash expenses from cash revenues.
have three types of cash flows. They are (i)
pL.Operating cash flows (iii) Terminal cash flows

(i)

volves cost of new asset to acquire land, building, machinery etc., and also
es expenses like insurance, freight, installation cost etc., net working capital and
opportunity cost which is incurred by the firm.




(if) Operating Cash flows / New Annual Cash Flows:

Operating cash flows are the expected future benefits that are generated from
investment in capital assets.

These operating cash flows are evaluated on after-tax basis.

In order to find the net annual cash flows depreciation is added andftax is deducted.

Net Cash Inflows =
Cash Revenues- cash Expenses-Tax
OR

Net Cash Inflow = Net Earnings after tax+ Depr

(iii) Terminal Cash flows:

Terminal cash flows is the val sset that is oRtal firm in the last year of
the asset when it is sold as scr

When firm makes cision in whichiold asset is replaced for new asset,
the reduction in sale valugof old asset is known as terminal

those in which initial cash outflows is followed by a
amount of cash inflows. Usually, this pattern is followed

APPROBCHES TO RECONCILIATION

The conflicts in project ranking may arise due to size disparity, time disparity and life
disparity




i) Time Disparity:

Usually, the difference between NPV and IRR methods due to differences in timing
of cash flows. When large cash inflows are made in initial stage of project.

It leads to higher rate of return and if large cash inflows are made in final stage of
project.

In order to maximize the shareholders wealth firm must select the t with

higher NPV. In case of mutually exclusive projects, NPV must be s
i) Size Disparity:

The conflicts between NPV and IRR methods
cash outflows.

As NPV method give clear results and focu
maximization , the project which gives high

The result of NPV is same as the results of i
investment.

iii) Life Disparity:

The capital of a company is usually divided into certain indivisible units of a fixed
amount known as “Shares”.

Under the companies Act, 1956, a public company can issue three types of shares
viz.,




(1) Equity Shares (2) Preference Shares

& o




(3) Differed Shares.

A private company which is not a subsidiary of a public company can, however,
issue any kind of shares.

1. EQUITY SHARES:
Equity shares are those which not preference shares.

These shares do not enjoy any preferential right in resp
of capital.

Dividend on these shares is paid at a rate recom
declared by the company in general meetin

Dividend on equity shares is payable after
shares.

2. PREFERENCE S

ares (ii) Non-Cumulative Preference Shares (iii)
ares (iv) Non-Participating Preference Shares (V)

ulatWe Preference Shares:

ase of such shares, if dividend in any year cannot be paid due to non-availability
fit, the holders of these shares are entitled to get such arrears dividend out of
subsequent year of years.

(if) Non-Cumulative Preference Shares:

In case of such shares, if dividend in any year cannot be paid, the right to receive
dividend for that year lapses, and holders are not entitled to get such arrear dividend




out of profits of subsequent years.

& o




(iii) Participating Preference Shares:

The holders of these shares, in addition to a fixed rate of dividend and entitled to share
with the equity shareholders, the balance of profits in some proportion after the rights
of the equity shareholders have been reasonably met. These shareholders are
sometimes also allowed to share in surplus assets on the company being wound up.
(iv) Non-Participating Preference Shares:
The shareholders of these shares are entitled to a fixed rate of divi
not share in the surplus profits or assets which all go to the equity s

only and do

(v) Redeemable Preference Shares:

These shares, in addition to the preferential right
to be redeemed. i.e., to be paid back to the share
subject to the terms of the issue and the ful
Sec.80 of the companies Act.

(vi) Irredeemable Preference Shares:

The amount of irredeemabl
be paid back only when th any is wounehup commencement of the
companies (Amend no company limited by shares shall issue any
preference share is irgedeemable or redeemable after the expiry of a period of

ese shareholders get their dividend only when all other shareholders are fully
isfied. Thus, deferred shares rank last so far as payment of dividend and return of
| concerned. These shares were earlier issued to Promoters or Founders for
services rendered to the company. This was supposed to be the best method of
remunerating the founders of the company. So these shares are also called Founders
Shares or Promoters Shares. When a company issues deferred shares, maximum
amount of dividend payable on ordinary shares is fixed. The deferred shareholders are
paid their dividend only after the maximum percentage of dividend is paid to




equity shareholders. So deferred shareholders get their dividend only when the
company makes high profits. But with the prosperity of the companies, the deferred
shares began to fetch large yield. Under the present Act, these shares cannot be issued
by a public company. According to companies Act, 1956 no public company or a
private company which is a subsidiary of a public company can issue deferred shares.

CAPITAL BUDGETING PROCESS

opportunities. The consideration of investment
comparison of the expected future streams of earnj
immediate and subsequent streams of earning
and subsequent streams of expenditure”.

According to the definition of Lyrich, |
development of available capital for the
profitability of the concern”.

may be even from the
analyse the various investment
decisions, and wj i to the planning committee of

: The planning committee will analyse the
elected proposals are considered with the
resources referred as the financial part of
een the resources and the investment cost.

, the proposals are evaluated with the help of various
period proposal, net discovered present value method,

y exclusive proposals.

dependent proposals are not compared with other proposals and the same may be
epted or rejected. Whereas higher proposals acceptance depends upon the other
or more proposals. For example, the expansion of plant machinery leads to
constructing of new building, additional manpower etc. Mutually exclusive projects
are those which competed with other proposals and to implement the proposals after
considering the risk and return, market demand etc.

4. Fixing property: After the evolution, the planning committee will predict which
proposals will give more profit or economic consideration. If the projects or




proposals are not suitable for the concern’s financial condition, the projects are
rejected without considering other nature of the proposals.

Final approval: The planning committee approves the final proposals, with the
help of the following:

(@) Profitability

(b) Economic constituents
(c) Financial violability
(d) Market conditions.

The planning committee prepares the cost estimation
management.

Implementing: The competent authority spen
proposals. While implementing the propo
proposals, assign responsibilities for com
reduce the cost for this purpose. The netw: i : as PERT and

CPM. It helps the management for monitori

of the proposals.

thods (or Discount methods)
Net Present VValue Method
Internal Rate of Return Method




(iiiy  Profitability Index Method

| Methods of Capital Budgeting |

_ 1 I

Tri ditional Modern
N ethod Methods
I
| L |
Net Internal Rate Profitabilit
A " present of Return y Index
Pay- Post pay- CECNLNG Value Method Method
bac back Rate of Method
k

Pay-back Period

Pay-back period is the time required to recover the

r impfovement over the accounting rate  return.
ibility of loss on account of obsolescence.

projectWould be accepted. If not, it would be rejected.
example, if an investment of Rs. 10,000 in a machine is expected to

produce arthual cash inflow of Rs. 2,500 for 6 years, then

Rs. 10,000
Rs. 2,500

Payback Period = =4 yrs.

In the case of uneven cash inflows - When a project’s cash flows are not equal, but




vary from year to year, i.e., they are of non-conventional nature, the calculation of

G
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payback period takes a cumulative form of annual cash inflows. In such a situation,
payback period is calculated by the process of cumulating cash inflows till the time when
cumulative cash inflows become equal to the original investment outlay.

Exercise

Certain projects require an initial cash outflow of Rs. 25,000. The cash_inflows for
6 years are Rs. 5,000, Rs. 8,000, Rs. 10,000, Rs. 12,000, Rs. 7,000 and R

Solution

Cash Inflows Cumulative Cash
5,000
8,000

10,000

12,000

7,000

a

@mhwmn—\é
fa1)

The above calculation shows
is balance out of cash outfl
pay-back period is three t

It is easy to calculate and simple to understand.

1

2. It is based onthe accounting information rather than cash inflow.
3. ltis not based on the time value of money.

4. It considers the total benefits associated with the project.




Demerits

It ignores the time value of money.
It ignores the reinvestment potential of a project.

Different methods are used for accounting profit. So, it leads to some
difficulties in the calculation of the project.

Accept/Reject criteria

If the actual accounting rate of return is more than the predete
return, the project would be accepted. If not it would be rej

Net Present Value

Net present value method is one of the modern m
proposals. In this method cash inflows are consid
Net present value describes as the summation of t
present value of cash outflow. Net present value is
present value of future cash inflow;

Merits

mutually exclusive projects.
shareholders’ wealth.

Eal A

it woulehbe accepted. If not, it would be rejected.
IHlustration : Suppose a project costs Rs. 5,000. Its estimated economic life is 2 years.

The firm
project are Rs. 2,800 p.a. Calculate its NPV.

cost of capital is estimated to be 10%. The estimated cash inflows from the

Solution : As the firm’s cash inflows are of conventional pattern (i.e. even amount), the
compound value factor can be used for calculating their NPV.

Total Present Value =
Rs. 2,800 x 1.813







Less Cost of the Project 5,000
Net Present Value 272

Exercise 6

From the following information, calculate the net present value of the o project and

suggest which of the two projects should be accepted a discount rate of the

Project X Project Y
Initial Investment Rs. 20,000
Estimated Life 5 years
Scrap Value Rs. 1,000

Year 1

Rs.
Project x 5,000
Projecty 20,000

Present Present VValue of Net
Value Of wadsil vy
Project Y Project X Project Y
20,000 0.909 4 545 18,180
10,000 0.826 8,260 8,260
5,000 0.751 7,510 3,755
3,000 0.683 2,049 2,049
2,000 0.621 1,242 1,242
2,000 0.621 621 1,245
24227 34,728
20,000 30,000
4,227 4,728

Project Y should be selected as net present value of project Y is higher.

Internal Rate of Return

Internal rate of return is time adjusted technique and covers the disadvantages of the
traditional techniques. In other words it is a rate at which discount cash flows to zero.




Merits

1. It consider the time value of money.

2. It takes into account the total cash inflow and  outflow.
3. It does not use the concept of the required rate of return.

4. It gives the approximate/nearest rate of return.

Demerits

1. Itinvolves complicated computational method.
2. It produces multiple rates which may be confusing for taki

3. Itis assume that all intermediate cash flows are reiny,
return.

Accept/ Reject criteria

If the present value of the sum total of the compo
than the present value of the outflows, the propos
rejected.

A. Profitability Index Method
This method is also kngwn i One major demerit of NPV

method is that it ca e mutually exclusive projects
which differ in co

Initial Investment

resent Values of Cash Inflows

Initial Investment

RI AINLY IN CAPITAL BUDGETING

cannot be exact.

ample: The product at any time it become obsolete therefore, the future in
unexpected. The following methods for considering the accounting of risk in capital
budgeting. Various evaluation methods are used for risk and uncertainty in capital
budgeting is as follows:

Risk-adjusted cut off rate (or method of varying discount rate)

Certainly equivalent method.




Sensitivity technique.
Probability technique

Standard deviation method .
Co-efficient of variation method.
Decision tree analysis.

(i) Risk-adjusted cut-off rate (or Method of varying)
This is one of the simplest methods while calculating the risk in cap
budgeting increase cut of rate or discount factor by certain

of risk.

Exercise The Ramakrishna Ltd., in considering the p
Two alternative investments are available (X angaY

ital of 10%. Risk premium rate are 2% and
Which investment should be preferred?

nvestments can be compared on the basis of net present
d for risk premium rates as follows:

Investment Investment Y

Discount Cash Present | Discountf Cash Present

Year| Factorl0% + | Inflow| Value Factor| Inflow Values
2% Rs. 109% +

1 0.893 60,00 53,580 0.847 | 85,000 71,995

2 0.797 45,00 35,865 0.718 | 55,000 39,490

3 0.712 35,00 24,920 0.609 | 40,000 24.360

4 0.635 30,00 19,050 0.516 | 40,000 20,640

1,33,415 1,56,485

Investment X
Net present value = 133415 — 150000







Investment Y
Net present value = 156485 — 150000
= Rs. 6485
As even at a higher discount rate investment Y gives a higher net present
value, investment Y should be preferred.
(i) Certainly equivalent method

It is also another simplest method for calculating risk in capitalRudgeting info
reduces expected cash inflows by certain amounts it can b@ 8mployed by
multiplying the expected cash inflows by certainly equivalent co-e i
the uncertain cash inflow to certain cash inflows.

Exercise

There are two projects A and B. Each involves a
expected cash inflows and the certainly co-eifici

Project Project
Year Cash inflows| Certainly | Cash Certainly

~Inflows Co-

1 35,000
2 30,000
3 20,000

Risk-free cut-off ra 10%.

preferred. Solution

Calculations of €ash
Yea Project Project
Cash Certainly Certain | Cash Certainly Certain
Inflow Inflow Co-
28,00 25,000 9 22,500
21,00 35,000 .8 28,000
18,00 20,000 7 14,000
resent values of cash  inflows:
Year Project Project
Discount Cash Present Cash Present
Factor @ Inflow t Inflow Value
1 0.909 28,00 25,452 22,50 20,453
2 0.826 21,00 17,346 28,00 23,128
3 0.751 18,00 13,518 14,00 10,514
Total 56,316 54,095




Project A Project B

Net present value = Rs. 56,316 — 50,000 54,095 — 50,000
=Rs. 6,316 Rs. 4,095

As the net present value of project A in more than that of project B. Project A
should be preferred

(iii)  Sensitivity technique
When cash inflows are sensitive under different circumstances

on ‘Optimistic’, ‘most likely’ and ‘pessimistic’.

discounted to find out the net present values ugder

If the net present values under the three situati

is a great risk in the project and the investogs i

will depend upon his risk bearing activiti
(iv) Probability technique

Probability technique refers to the each e gs are assigned

event. The cash inflows o
The higher present value
(v) Standard deviati

Two Projects h
standard durati

nd risk of the Projects. The project having
more risky as compared to the other.

relative measure of dispersion. It the projects here
et present values, relatives measure, i.e., Co-efficient
be risk induced

pusiness world, putting the investments are become more complex
ecisions in the risky situations. So, the decision tree analysis helpful
or taking risky and complex decisions, because it consider all the possible event’s
d each possible events are assigned with the probability.

1. Defined the problem

2. Evaluate the different alternatives

3. Indicating the decision points
4. Assign the probabilities of the monetary  values
5. Analysis the alternatives.




UNIT-I11I
CAPITAL STRUCTURE DECISIONS

INTRODUCTION:

Capital structure in simple words refers to debt equity ratio of a co .
In other words it refers to the proportion of debt in the investments company.
It is important for a company to have an appropriate capita

MEANING OF CAPITALIZATION:

In broad sense, capitalization is synonymousf\With fi i , covering
decisions regarding the amount of capital t ive proportions of the
various classes of securities to be issued an i
In its narrow sense, capitalization means th
be valued, the sum total of all long-term s
surpluses not meant for dis ion.

capitalization refers to the sum of the outstanding
which may represent wholly fictious values”.

earson and Hunt, “ The term capitalization is used to mean the total
ised on a long term basis, whether debt, preferred, equity or common
mmon equity, of course, includes all values belonging to that interest

ccording to W.H. Husband and D.C.Dockerary, “capitalization includes the
nt of capital to be raised, the securities through which is to be raised and the
relative proportion of various classes of securities to be issued and also the
administration of capital”.




ESTIMATION OF CAPITAL REQUIREMENT:

The financial manager should keep in mind the future requirements of funds for
expansion and growth of the company, while estimating the capital needs. On the
other hand, while estimating the capital requirements of the newly promoted
company, the financial manager should give due consideration @@ the following
factors.

1. Expenses for Promotion:
Required is case of a new company, these include-expg very of
business idea and examine its viability, registration ofthe i nt of
organization, commencement of business.

2. Cost of Fixed Assets:
Fixed assets including land and building, p
etc., need a careful capital requirements esti

3. Cost of Current Assets:
current assets such as

1.
The word equity denotes the ownership of the company.

Trading on equity means taking advantage of equity share capital to borrowed on
reasonable basis.

It refers to additional profits that equity shareholders earn because of issuance of
debentures and preference shares.




It is based on the thought that if the rate of dividend on preference capital and the rate
of interest on borrowed capital is lower than the general rate of company’s earnings,
equity shareholders are at advantage which means a company should go for a
judicious blend of preference shares, equity shares as well as debentures.
Trading on equity becomes more important when expectations o
high.

2. Degree of Control:

In a company, it is the directors who are so called eleg f equity
shareholders.

These members have got maximum voting rig
preference shareholders and debenture holders.
Preference share holders have reasonably
have no voting rights.

If the company’s management policies are gtain their voting
rights in their hands, the capital structure
rather than equity shares.

3. Flexibility in Fin
In an enterprise, th i e should be s

ck as the time requires.
t any point which provides rigidity to

Id and adventurous investors generally go for equity shares and loans and
entures are generally raised keeping into mind conscious investors.

5. Capital Market Condition:

In the lifetime of the company, the market price of the shares has got an important
influence. During the depression period, the company’s capital structure generally
consists of debentures and loans. While in period of Boom and Inflation, the capital
should consist of share capital generally equity shares.




6. Period of Financing:

When company wants to raise finance for short period, it goes for loans from banks
and other institutions; while for long period it goes for issue of shares and debentures.
7. Cost of Financing:

In a capital structure, the company has to look to the factor of cost when securities are

raised.
It is seen that debentures at the time of profit earning of the com prove to be a
cheaper source of finance as compared to equity shares where e hareholders

demand an extra share in profits.

8. Stability of Sales:

An established business which has a growing markg
company is in position to meet fixed commitme
Interest on debentures has to be paid regardless
Therefore, when sales are high, thereby th
position to meet such fixed commitments li
preference shares.

If company is having unstable sale, then the
obligations. So, equity capit
9. Size of a Company:
Small size business fi

While on the oth i ieg having go@@will, stability and an established
i ares and debentures as well as loans and

rs wealth. This can be possible when all factors which are
ompany’s capital structure and properly analyzed, balanced and

e company should make maximum use of leverage at a minimum cost. In other
ds, it should generate maximum returns to owners without adding additional cost.

Flexible capital structure means it should allow the existing capital structure to change
according to the changing conditions without increasing cost.

It should be possible for the company to provide funds whenever needed to finance
its possible activities.




The company should be able to raise funds whenever the need arises and also retire
debts whenever it becomes too costly to continue with particular source.

3. Solvency:

The use of excessive debt threatens the solvency of the company. Debt should be used
till the point where debt does not add significant risk, otherwise use of debt should be
avoided.

4. Control:

The capital structure should involve minimum dilution of the contr
company.

A company that issues more and more equity dilutes thg

shareholders as number of shareholders increases.

Also raising of additional funds through public i

5. Cost of Capital:

If the cost of any component of capital stru
on debts is very high then it can increase the
In such case the company should minimi : pohent of capital

structure in its total capital structure in its to
6. Flotation Cost :

It is the cost involved in is

ecurities and the proportionate amounts that
mix of different sources of long-term sources such
shares, debentures, long-term loans and retained




FINANCIAL STRUCTURE

The term financial structure is different from the capital structure. Financial
structure shows the pattern total financing. It measures the extent to which total
funds are available to finance the total assets of the business.
Financial Structure = Total liabilities

Or
Financial Structure = Capital Structure + Current liabilities.

The following points indicate the difference between the financial
and capital structure.

Financial Structures Capital Structures

1. It includes both long-term and short-term
sources of funds

2. It means the entire liabilities side of th
balance sheet.

3. Financial structures consist of all source
of capital.

terminations of the value of
the firm.

ance sheet value of stocks and bonds outstands”.
— Bonneville and Dewey

« Under Capitalization
- Water Capitalization

Over Capitalization

Over capitalization refers to the company which possesses an excess of capital in




relation to its activity level and requirements. In simple means, over capitalization is
more capital than actually required and the funds are not properly used.
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According to Bonneville, Dewey and Kelly, over capitalization means, “when a
business is unable to earn fair rate on its outstanding securities”.

Example

A company is earning a sum of Rs. 50,000 and the rate of return expected is 10%. This
company will be said to be properly capitalized. Suppose the capital investment of the
company is Rs. 60,000, it will be over capitalization to the extent of R
1,00,000. The new rate of earning would be:

50,000/60,000x100=8.33%

When the company has over capitalization, the rate of earni
10% to 8.33%.

Causes of Over Capitalization

Over capitalization arise due to the following g
« Over issue of capital by the company.
- Borrowing large amount of capital at a hig
« Providing inadequate depreciation to the fi

« Excessive payment for ac
« High rate of taxation.

pe reduced with the help of effective management and
f the capital structure. The following are the major steps to reduce

emption of preference share capital which consists of high rate of
dend.

« Reorganization of equity share capital.
« Reduction of debt capital

Under Capitalization

Under capitalization is the opposite concept of over capitalization and it will occur when




the company’s actual capitalization is lower than the capitalization as warranted by its

G

&




earning capacity. Under capitalization is not the so called inadequate  capital.

Under capitalization can be defined by Gerstenberg, “a corporation may be
undercapitalized when the rate of profit is exceptionally high in the same
industry”.

Hoagland defined under capitalization as “an excess of true assets value over
the aggregate of stocks and bonds outstanding”.

Causes of Under Capitalization

Under capitalization arises due to the following important causes:
« Under estimation of capital requirements.
« Under estimation of initial and future earnings.
« Maintaining high standards of efficiency.
« Conservative dividend policy.
« Desire of control and trading on equity.

Effects of Under Capitalization

Under Capitalization leads certain effects in the co

It leads to manipulate the market value of s

g the\dividend per share by way of splitting up of shares.

atered stock. In simple words, watered capital means that the realizable value

of assets @ the company is less than its book value.

According to Hoagland’s definition, “A stock is said to be watered when its true
value is less than its book value.”

Causes of Watered Capital

Generally watered capital arises at the time of incorporation of a company but it also




arises during the life time of the business. The following are the main causes of watered

)

&




1. Acquiring the assets of the company at high price.
2. Adopting ineffective depreciation policy.
3. Worthless intangible assets are purchased at higher pr ice.

Definition of Leverage

James Horne has defined leverage as, “the employment of an asset or fumd for which the
firm pays a fixed cost or fixed return.

TYPES OF LEVERAGES

OPERATING LEVERAGE

The leverage associated with investment activities i
caused due to fixed operating expenses in the company
as the company’s ability to use fixed operating c

sales on its earnings before interest and taxes. Op wagmportant

costs viz., fixed cost and variable cost. When the i igh degree of
operating leverage if it employs a great amount of f aller amount of variable
cost. Thus, the degree of operating leverage dep of various cost
structure. Operating leverage can termined wit break even analysis.

Degree of Operating Levergge

The degree of operating y be defined as peré@ntage change in the profits
resulting from a percen Iculated with the help of the
following formulas

between the company’s earnings before interest and
the earning available to equity shareholders.

terest bearing debt and preference share capital along with share
cial leverage or trading on equity”.

leverage may be favourable or unfavourable depends upon the use of fixed cost
ourable financial leverage occurs when the company earns more on the assets

financial leverage. Unfavourable financial leverage occurs when the company does not earn
as much as the funds cost. Hence, it is also called as negative financial leverage.




Financial leverage can be calculated with the help of the following formula:

OP
FL
PBT
Where
FL = Financial leverage
OP = Operating profit
(EBIT) PBT = Profit before
tax.

Degree of Financial Leverage

Degree of financial leverage may be defined as t
a result of percentage change in earnings befor
calculated by the following formula

Percentage change in taxable In

Precentage chag@&in EBIT

QX

DFL




DISTINGUISH BETWEEN OPERATING LEVERAGE AND FINANCIAL
LEVERAGE

Operating Leverage Financial Leverage

1. Operating leverage is associated1. Fin| ancial leverage is assomated
with investment activities of the

company. 2. Financial |
2. Operating leverage consists of i

fixed operating expenses of the 3.

company.

3. It represents the ability to use 4.F
fixed operating cost.

4. Operating leverage can be calculated
by

C 5. A

OL=0P.

5. A percentage change in the
resulting from a per
in the sales is call

when th&company uses financial
leverage.

Financial leverage depends

upon the operating profits.

dll 1dl It‘VEldgE WIII Clldllgt‘ aue Lo
tax rate and interest rate.

uses both financial and operating leverage to magnification of any
sales into a larger relative changes in earning per share. Combined leverage is
g as composite leverage or total leverage.

Combineddleverage express the relationship between the revenue in the account of sales
and the taxable income.
Combined leverage can be calculated with the help of the following formulas:

CL=0L x FL




EBIT - EPS Break even chart for three different financing alternatives
X1

X

DR = 70%
EPS DR =30%

L~

X3

Cl

cl,c2,Cc3=
Point X1, X2, X3
Financial

Financial BEF

relationshi® among the capital structure, cost of capital and value of the firm. The aim of
effective capital structure is to maximize the value of the firm and to reduce the cost of
capital.

There are two major theories explaining the relationship between capital structure, cost of
capital and value of the firm.




Traditional Approach

It is the mix of Net Income approach and Net Operating Income approach. Hence, it is also
called as intermediate approach. According to the traditional approach, mix of debt and
equity capital can increase the value of the firm by reducing overall cost of capital up

to certain level of debt. Traditional approach states that the KQ decreases only within the

Responsible limit of financial leverage and when reaching the minimum lgmel, it starts
increasing with financial leverage.

Assumptions

Capital structure theories are based on certain assumption to
convenient manner:
« There are only two sources of funds used by a
The firm pays 100% of its earning as  di
The total assets are givenand donot ¢
The total finance remains constant.
The operating profits (EBIT) are not expec
The business risk remains tant.
The firm has a perpetual
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. According to this approach, the capital
the firm. In other words, a change in the
in the overall cost of capital as well as the

Net income approa
structure decigi

Value of firm
S = Market value of
equity

B = Market value of debt




Market value of the equity can be ascertained by the following formula:
NI
S=Ke

where
NI = Earnings available to equity
shareholder

Ke = Cost of equity/equity capitalization

rate
Format for calculating value of the firm on the bashf NI

Particulars
Net operating income (EBIT) Less: interest
on debenture (i)

Amount

X

XX

Earnings available to equitysholdgr (N1)

XXX

Market val XXX
Total v XXX
Overall XXX

A r o of capital structure, suggested by Durand. This is just the opposite
tot eflIng@me afproach. According to this approach, Capital Structure decision is
irrel heWaluation of the firm. The market value of the firm is not at all affected by
the capital'Structur@changes.

Accordifg to this approach, the change in capital structure will not lead to any change in
the total v@lue of the firm and market price of shares as well as the overall cost of capital.

NI approach is based on the following important assumptions;

The overall cost of capital remains constant;
There are no corporate taxes;
The market capitalizes the value of the firm as a whole;




Modigliani and Miller Approach

Modigliani and Miller approach states that the financing decision of a firm does not affect
the market value of a firm in a perfect capital market. In other words MM approach
maintains that the average cost of capital does not change with change in the debt
weighted equity mix or capital structures of the firm.

* The dividend payout ratiois ~ 100%.

Modigliani and Miller approach is based on the following important assumptions:
There is a perfect capital market.
There are no retained earnings.
There are no corporate taxes.

The investors act rationally.

The business consists of the same level of bu
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UNIT-IV
DIVIDEND DECISION

Meaning of Dividend

Dividend refers to the business concerns net profits distributed among the
may also be termed as the part of the profit of a business cqa , Whi
among its shareholders.

According to the Institute of Chartered Accoun
as “a distribution to shareholders out of profits or rese

TYPES OF DIVIDEND/ FORM OF DIVIDE

Dividend may be distributed among the sharehold
Dividends are classified into:

A. Cash dividend
B. Stock dividend

C. Bond dividend D,
Property dividend

Cash Dividen

Bond Dividend

Bond dividend is also known as script dividend. If the company does not have sufficient
funds to pay cash dividend, the company promises to pay the shareholder at a future specific
date with the help of issue of bond or notes.




Property Dividend

Property dividends are paid in the form of some assets other than cash. It will distributed
under the exceptional circumstance. This type of dividend is not published in India.

DIVIDEND DECISION

Dividend decision of the business concern is one of the crucial parts e financial
manager, because it determines the amount of profit to be distributed amo areholders
and amount of profit to be treated as retained earnings for finangi

| Dividend Theories |

[ Irrelevance of Dividend | [ Relevance of Dividend

L | |
| Solomon Approach | [MM Approach | Walter's Model

Irrelevance of Divide

According to p iglianlland Miller, dividend policy has no effect
is nogelation between the dividend rate and value
he value of the firm. Modigliani and Miller
the irrelevance dividend concept.

ect market condition, the dividend policy of the company
not affect the value of the firm.

MM approach is based on the following important assumptions:

1. Perfect capital market.
2. Investors are rational.




3. Thereisno tax.
4. The firm has fixed investment  policy.
5. No risk or uncertainty.

Criticism of MM approach

MM approach assumes that tax does not exist. It is not applicable in t
life of the firm.

MM approach assumes that, there is no risk and uncertain g
is also not applicable in present day business life.

MM approach does not consider floatation cost and tra
affect the value of the firm.

MM approach considers only single decrement rat

MM approach assumes that, investor behaves
assurance that all the investors will behave ration

RELEVANCE OF DIVIDEND

relationship between divi
is supported by two emi

einvesting, if the earnings are paid to them. The implication of r >
ders can earn a higher return by investing elsewhere.




Assumptions

Walters’s model is based on the following important assumptions:
1. The firm uses only internal  finance.

The firm does not use debt or equity finance.

The firm has constant return and cost of capital.

The firm has 100 recent payout.

The firm has constant EPS and dividend.

6. The firm has a very long life.

Walter has evolved a mathematical formula for determini

share. r

D+
(0 D)
PO We

a bk~ wn

value

We
Where,
P = Market price of an equity
share

D = Dividend per share
r = Internal rate of return

ms against Walter model:
tracted finance used by the firm. It is not

tant return. Return may increase or
ess situation. Hence, it is applicable.

del, it is based on constant cost of capital. But it is

Gorden suggest one of the popular model which assume that dividend policy of
ects its value, and it is based on the following important assumptions:

1 firm is an all equity firm.

2. The firm has no external ~ finance.

3. Cost of capital and return are constant.

4. The firm has perpectual life.

5. There are no taxes.

6. Constant relation ratio (g=br).




7. Cost of capital is greater than growth rate (Ke>br).

Gordon’s model can be proved with the help of the following formula:

P=El-b)
We —br
Where,
P =Price of a
share

E = Earnings per share
1 —b =Dl/p ratio (i.e., percentage of earnings di

= Capitalization rate

br = Growth rate = rate of return on inve

Criticism of Gordon’s Model

rofitable position of the business concern. When
distribute more dividends to the shareholders.

portant factor, which affects the dividend policy. When the
ular income, the firm should maintain regular dividend policy.

of dividends. Similarly, Income Tax Act, 1961 also lays down certain restrictions on
payment of dividends.




Liquidity Position

Liquidity position of the firms leads to easy payments of dividend. If the firms have high
liquidity, the firms can provide cash dividend otherwise, they have to pay stock dividend.

Sources of Finance

If the firm has finance sources, it will be easy to mobilize large finance.

shall not go for retained ear ni ngs .

Growth Rate of the Firm

High growth rate implies that the firm can distribute 1dends to its eholder
Tax Policy

Tax policy of the government also affects the divi
the government gives tax incentives, the company

Capital Market Conditions

Due to the capital market congiti iVlidend policy be affected. If the capital market
is prefect, it leads to impro i

Dividend polic ure of the firm, type of shareholder and profitable
position. On I8 i claratipn by the firm, the dividend policy may be
classified ung i

Stable dividend policy means payment of certain minimum amount of dividend regularly.
This dividend policy consists of the following three important forms:

Constant dividend per share

Constant payout ratio

Stable rupee dividend plus extra dividend.




Irregular Dividend Policy

When the companies are facing constraints of earnings and unsucgessful business
operation, they may follow irregular dividend policy. It is one o
arrangements to meet the financial problems. These types are having ade
others no dividend is distributed.

No Dividend Policy

Sometimes the company may follow no dividend
working capital position of the amount required for fu

MEANING OF WORKING CAPITAL

According to the definition of J.S.Mill, “Th
capital of a business”.

According to the definition of Weston and Bgi @apital refers to a
firm’s investment in short-term assets, cash, short-te i
inventories”.

Gross Working Capital

Gross Working Capita the geéheral concept whichQeletermines the working capital
concept. Thus, the gros i ital is th@capital inveSted in total current assets of the
business concern

NWC=CA-CL

capital; it\§ reverse, it is said to be Negative working capital.




Working Capital

Current Asset

Cash in

Hand Cash
at Bank
Bills

Advances

Inventories

Prepaid Expenses

Accrued Income




B Crindrg
Uriul _y

[ Creditors

Outstanding Expenses

[}

| Short-term Loans

RMINING WORKING CAPITAL REQUIREMENTS

usiness: Working Capital of the business concerns largely depend
upen the nature of the business. If the business concerns follow rigid credit policy
and sell goods only for cash, they can maintain lesser amount of Working
Capital A transport company maintains lesser amount of Working Capital

while a construction company maintains larger amount of Working Capital.

2. Production cycle: Amount of Working Capital depends upon the length of the
production gycle. If the production cycle length is small, they need to maintain
lesser amount of Working Capital. If it is not, they have to maintain large amount
of Working Capital.




3. Business cycle: Business fluctuations lead to cyclical and seasonal changes in the
business condition and it will affect the requirements of the Working Capital. In the
booming conditions, the Working Capital requirement is larger and in the depression
condition, requirement of Working Capital will reduce. Better business
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results lead to increase the Working Capital requirements.

4. Production policy: It is also one of the factors which affects the Working Capital
requirement of the business concern. If the company maintains the continues
production policy, there is a need of regular Working Capital. |
policy of the company depends upon the situation or conditions, ing Capital
requirement will depend upon the conditions laid down by the co

Capital. If the company pays the dues on t
maintenance in hand and bank.

6. Growth and expansion: During the gro
Working Capital requirements are hig
Working Capital and incurs some extra ex

7. Availability of raw mat - Maj ing Capital requirements
are largely depend on the @vai
materials are the b
not readily avail
adequate raw
Working Capi

f the factors which determines the Working
iness concern.

the discussion is on how to calculate the Working Capital needs
ern. It may also depend upon various factors but some of the common
are used to estimate the Working Capital.

imation of components of working capital method

rking capital consists of various current assets and current liabilities. Hence, we
have to estimate how much current assets as inventories required and how much
cash required to meet the short term obligations.

Finance Manager first estimates the assets and required Working Capital for a
particular period.

B. Percent of sales method
Based on the past experience between Sales and Working Capital requirements, a ratio




can be determined for estimating the Working Capital requirement in future. It is the
simple and tradition method to estimate the Working Capital requirements.
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Under this method, first we have to find out the sales to Working Capital ratio and
based on that we have to estimate Working Capital requirements. This method also
expresses the relationship between the Sales and Working Capital.
C. Operating cycle
Working Capital requirements depend upon the operating cycle [@fSthe business.
The operating cycle begins with the acquisition of raw material a vith the
collection of receivables.

Operating cycle consists of the following important stages:
Raw Material and Storage Stage, (R)
Work in Process Stage, (W)

Finished Goods Stage, (F)

Debtors Collection Stage, (D)
Creditors Payment Period Stage. (C)

o s~ DN e

Each component of the opera

Averagé Work in Process Inventory
veragg Cost of Production Per Day

Average Finished Stock Inventory

Average Cost of Goods Sold Per Day

Average Book Debts

Average Credit Sales Per
Day

_ Average Trade Creditors
. Average Credit Purchase
Per Day




UNIT-V
MANAGEMENT OF CURRENT ASSET,

CASH MANAGEMENT

Business concern needs cash to make payments for acquisj
for the normal conduct of business. Cash is one of the i
assets.

Cash is the money which a business concer
restriction. The term cash includes coins, currenc
and balance in its bank accounts. Management of ¢
cash flow within the concern and cash balance held

ness concern
and outflows,

Motives for Holding Cash

1. Transaction motj

It is a motive f
finance transac
purchases.of raw

ing cash to quickly take advantage of opportunities typically
al course of business. Certain amount of cash is needed to meet an

Compensating motive

is a motive for holding cash to compensate banks for providing certain services
loans. Banks provide variety of services to the business concern, such as
rance of cheque, transfer of funds etc.

Cash Management Techniques

Managing cash flow constitutes two important parts:
A.Speedy CashCollections.

B.Slowing  Disbursements.




Speedy Cash Collections

Business concern must concentrate in the field of Speedy Cash Collections from customers.
For that, the concern prepares systematic plan and refined techniques.
aim at, the customer who should be encouraged to pay as quickly as
payment from customer without delay. Speedy Cash Collection business rn, applies
some of the important techniques as follows:

Prompt Payment by Customers

Business concern should encourage the custome
offering discounts, special offer etc. It helps to reduce
and the firm can avoid delays from the custo
techniques for prompt payments like billing devic

Early Conversion of Payments into Cash

Business concern should tak
payment into cash. For this purp firms may u techniques like postal

cal bahks for quick clearing. It is a system of
ion points.

ekabox system, business concerns hire a post office lock box at
enters where the customers remit payments. The local banks are
px and pick up the remittances received from the customers. As a
extra savings in mailing time compared to concentration bank

An effectie cash management is not only in the part of speedy collection of its cash and
receivable¥ but also it should concentrate to slowing their disbursement of cash to the
customers or suppliers. Slowing disbursement of cash is not the meaning of delaying the
payment or avoiding the payment. Slowing disbursement of cash is possible with the help
of the following methods:

1. Avoiding the early payment of cash
The firm should pay its payable only on the last day of the payment. If the firm




avoids early payment of cash, the firm can retain the cash with it and that can be

used for other purpose.
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2. Centralized disbursement system

Decentralized collection system will provide the speedy cash collections. Hence
centralized disbursement of cash system takes time for collection frgm our accounts
as well as we can pay on the date.

Cash Management Models

Cash management models analyse methods which provide cg
cash management is conducted in the firm. Cash man 6
of the theoretical concepts into analytical approaches
There are three cash management models which

1. Baumol model

The basic objective of the Baumol model is to dete
cash conversion and the lost opportunity cost.

It is a model that provides t efficient tr. nces and assumes that

the demand for ca e predicated with Gertainty and determines the optimal
conversion size. T iofjcost per perio@ican be calculated with the help of
the following formula:

I = interest rate earned
= Average cash balance

Optimal cash conversion can be calculated with the help of the following formula;
C=i Z\E
where,

C = Optimal conversion amount




b = Cost of conversion into cash per lot or transaction T =

Projected cash

&




requirement
i = interest rate earned

2. Miller-Orr model

This model was suggested by Miller Orr. This model is to determine the optimum cash
balance level which minimises the cost of management of cash. Miller-Orr Model can be
calculated with the help of the following formula;

bE(N)

C= +iE (M)

where t

C = Total cost of cash
management

b = fixed cost per conversion
E(M) = expected average daily cash
balance
E (N) = expected number of conversion
t = Number of days in the
period
i = lost opport

3. Orgler’s model
Orgler model provi

@ordinary course of business. Receivables are also one of the
rrent assets of the business concerns. It arises only due to credit sales
is also known as Account Receivables or Bills Receivables.

The objective of receivable management is to promote sales and profit until that point
is reached where the return on investment in further funding receivables is less than the
cost of funds raised to finance that additional credit.

The costs associated with the extension of credit and accounts receivables are identified
as follows:

A. Collection




Cost

B. Capital Cost

C. Administrative Cost
D. Default Cost.

& o




Collection Cost

This cost incurred in collecting the receivables from the customers to whom credit sales
have been made.

Capital Cost

This is the cost on the use of additional capital to support
could have been employed elsewhere.

Administrative Cost

the form of
ers, cost of

This is an additional administrative cost for m
salaries to the staff kept for maintaining acco
investigation etc.

Default Cost

the sales level, they have to liberalize their credit policy
the firms maintain more sales, there will be a possibility

etermination of credit standards and analysis. It may vary from firm
ome times product to product in the same industry. Liberal credit policy
to Mcrease'the sales volume and also increases the size of receivable. Stringent credit
reduces the size of the receivable.

Credit terms specify the repayment terms required of credit receivables, depend upon the
credit terms, size of the receivables may increase or decrease. Hence, credit term is one of
the factors which affect the size of receivable.

4. Credit Period

It is the time for which trade credit is extended to customer in the case of credit sales.




Normally it is expressed in terms of ‘Net days’.
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5. Cash Discount

Cash discount is the incentive to the customers to make early payment of the due date. A
special discount will be provided to the customer for his payment befogg the due date.

6. Management of Receivable

It is also one of the factors which affect the size of receivable in t When the
management involves systematic approaches to the receiva ] ce the size
of receivable.

INVENTORY MANAGEMENT

Inventories constitute the most significant par
It is also essential for smooth running of the b

Meaning

The dictionary meaning
language, inventory
inventory includes, r

materials which have been committed to production process
yet been completed.

Finished Goods

T'hese are the final output of the production process of the business concern.
t is ready for consumers.

E. Spares
It is also a part of inventories, which includes small spares and parts.




Techniques of Inventory Management

Inventory management consists of effective control and administration of inventories.
Inventory control refers to a system which ensures supply of required quiantity and quality
of inventories at the required time and at the same time prevents unn ry investment
in inventories. It needs the following important techniques
Techniques based on the order quantity of Inventorigs

Order quantity of inventories can be determined
following techniques:

Stock Level

erffat all times.
) smooth running
d on the volume of

Stock level is the level of stock which is main
Therefore, the business concern must maintain
of the business process. Different level of stock
the stock.

Minimum Level

The business concern in“minimum level'@f stock at all times. If the stocks are
less than the minim the work will stop to shortage of material.

Re-order Leye

Re-orderi i i level and maximum level. Re-order level

he quantity of inventories, the business concern must
tity exceeds maximum level limit then it will be overstocking.

. Maximum re-order period
Danger level=Average consumption x

for emergency purchase




Average Stock Level

It is calculated such as,
% of re

Average stock level= Minimum stock level +

Lead Time

suppliers. The time taken in processing the order a
time.

Safety Stock

Safety stock implies extra inventories that can
or usage rates are greater than expected. Safety $to€ks Py opportunity cost
and carrying cost of inventories. lf the business cofc in [OW level of safety stock,
it will lead to larger opportunityicoSkand the large fety stock involves higher
carrying costs.

Economic Order Qu

hich the total cost of inventory comprising
an optimum level involves two types of cost
OQ is that inventory level that minimizes the

EOQ refers to the
ordering cost 2

ith td@®help of the ma tical formula:
EOQ =  2ablc

um

Carrying Cost

rdering Cost

Q Order Size

Fig. 11.3 Economic Order Quantity




TECHNIQUES BASED ON THE CLASSIFICATION OF INVENTORIES ABC analysis
It is the inventory management techniques that divide inventory into three categories based
on the value and volume of the inventories; 10% of the inventory’s item contributes to 70%
of value of consumption and this category is known as A category. About 20% of the
inventory item contributes about 20% of value of consumption and this category is called
category B and 70% of inventory item contributes only 10% of value of consumption and
this category is called C category.

Inventory Breakdown Between Value and Vol

Categor Volume
A 10

Volume of Inventory (%)

Fig. 11.4 ABC Analysis




Aging Schedule of Inventories
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Inventories are classified according to the period of their holding and also this
method helps to identify the movement of the inventories. Hence, it is also called
as, FNSD analysis.
where,
F = Fast moving inventories
N = Normal moving
inventories S = Slow
moving inventories
D = Dead moving inventories

This analysis is mainly calculated for the purpose
of the inventories.

VED Analysis
This technique is ideally suited for spare i anagement like
ABC analysis. Inventories are classified i ; SI§ of usage

of the inventories.

V = Vital item of inventories
E = Essential item of
inventories

D = Desirable i
inventories

HML Analysis

UES'ON THE BASIS OF RECORDS

. Inventory budget

is a kind of functional budget which facilitates the estimated inventory required
foRithe business concern during a particular period. This budget is prepared based
on the past experience.

B. Inventory reports

Preparation of periodical inventory reports provides information regarding the order
level, quantity to be procured and all other information related to inventories. On
the basis of these reports, Management takes necessary decision regarding inventory
control and Management in the business concern.




According to Kohler’s Dictionary for Accountants, inventory is defined as “raw materials
and supplies, goods finished and in process of manufacture and”merchandise on hand, in
transit and owned, in storage or consigned to other at the end of an accounting period.”

According to Accounting Standards-A(AS-2) ‘INVENTORIES’ mean tangible
property held

1) For sale.

2) In the process of production for sale.

3) For computation in the production of goods or services f
inventories are normally classified in the financial state
assets as under:

) Raw materials and components,

i) Work-in-progress.

iii) Finished goods.

iv) Stores and spares.

as current

Objectives of Inventory Control:

i) To determine the cashment i
ii) To present true and correct vi
iii) To compute the ratios.

Valuation of Inventories

arketiRrice Met ho d




Methods of Valuation of Inventory:

1. Firstin First Out Method (FIFO):
Under this method materials are first issued from the earliest consignment
on hand and priced at the cost at which that consignment was placed in
stores.

In other words, materials received first are issued first.

The units in the opening stock of materials are treated as if they are issued
first.
The units from the first purchase issued next and so on un
in the closing stock of materials are valued at the latest cos

the units left

This method is the most suitable in ti
price of materials to jobs or works o
replacement of materials will be |
But in case of rising prices this me
of materials to production will b
materials will be high.

Two points should

thelissue price
eplacement of

e actual cost price
ck of materials in hand

at actual cost. Thus, no unrealised profit / loss results
method.

rocedtre of utilising first those materials which are received first.

erials are issued in order of purchases, so materials received first are

utilised first.

6. Under this method, materials are issued at the purchase price; so the cost

of jobs or work orders is correctly ascertained so far as cost of materials is

concerned. Thus, this method recovers the cost price of materials.

7. This method is suitable when prices are falling.

8. Closing stock of raw materials will be valued at the market price as the
closing stock under this method would consist of recent purchase of
materials.




9. This method is also useful when transactions are not too many and prices

of materials are fairly steady.

Disadvantages of FIFO Method:

1.

Materials are not charged at the current market prices. Therefore, in times
of rising prices, charge to production is unduly low.

This method sometimes produces unfair results as between one job and
another job.
When transactions are large in number and the pric ctuates very
frequently, the method involves more calculations a
possibility of errors.

in made, the store ledger clerk wil
ascertain the price to be charged.
In case of fluctuations in price
and the other becomes difficult b

not reflect the market price as
ignments. Therefore, the charge

chases were made long ago. This method is suitable in times of rising
s because material will be issued from the latest consignment at a price
which is closely related to the current price levels.

Valuing materials issues at the price of the latest available consignment will
help the management in fixing the competitive selling prices of the products.
This method was first introduced in the U.S.A. during the Second World
War to get the advantage of rising prices.




Two important points in this method are (i) issues are priced at actual cost
and at the latest prices paid. (ii) Closing stock is valued at the older prices
and is completely out of line with current prices.

Advantages of LIFO Method:

1. The value of materials issued is closely related to current market
prices.

2. As materials are issued at actual cost, it does not result unrealised

profit or loss.

3. When prices are rising, the higher pricg
are charged to production. This reduc
tax saving.

4. Like FIFO method, this is sim
transactions are not too many and

at the recentprices because materials are issued
ect of current market prices of

IFO method of pricing issues is suitable
the current market prices which are high.
s In showing a lower profit because of increased
during periods of rising prices and lower profit
income tax.

purchased , so that stock value does not represent its current value.

2.This method is not realistic as it does not conform to the physical flow of
materials.

3.Like FIFO, in this method also, the material cost of similar jobs may differ
simply because the prior job exhausted the supply of lower priced stock.
This renders comparisons between jobs different.

4.When prices fluctuate very often, the calculations complicate the stores
account and increase the possibility of clerical errors.




5. Like FIFO method, this may lead to clerical errors as every time an issue
is made, the stores ledger clerk will have to go through the record to
ascertain the price to be charged.

6. Like FIFO method, comparison between one job and the other job will
become difficult because one job started a few minutes after another of the
same type may bear a different charge for materials consumed, merely
because the earlier job exhausted the supply of the lower priced or higher
priced materials in stock.

adopted.

8. the stock in hand is valued at price whic
price. Consequently, closing stock wi
Balance Sheet.

Point of Difference | FIFO method

1. Assumption | It assumes that materi , at materials which

2. Cost of of materials issued is at
materials the latest prices paid.
3. Value of Closing stock is valued at the

closing st price of oldest materials in

stock.

When prices are rising, LIFO
shows lower profits because
higher costs are matched
against current revenues. Tax
liability is thus reduced.

. When prices are declining,
ing , FIFO shows lower | LIFO shows higher profits and
rofits and thus lower tax thus higher tax liability.

age Price Method:

These methods are based on the assumption that when materials purchased
in different lots is stored together, their identity is lost, and therefore, these
should be charged at an average price. Basically average prices of two types.
They are (i) Simple Average Price method (ii) Weighted Average Price
Method.

i)  Simple Average Price Method

Simple average price is calculated by adding all the different prices and
dividing by the number of such prices. It does not take into account
quantities of materials while computing average price.




For instance, when 100 units are purchased @Rs.9 per unit and 900 units
are purchased @Rs.7 per unit, the simple average price will be =9+7 /2 =
Rs.8

Advantages:
The only advantage of this method is that it is simple to understand and
easy to operate.

Disadvantages:

1 Materials are not charged out at actual cost. Thus, u ed profit
or loss will usually arise out of pricing.

2. This method is unscientific and us
results. The value of closing stock may be g
absurd.

i) Weighted Average Price M
This method gives due weight
calculating the average price.

The weighted average price is ¢
materials in stoc which the

onal, systematic and not subject to manipulation. It is
he prices that prevailed during the entire period rather

alise it is based on the average of the material costs of the

s lots available in the store.

ethod evens out the effect of widely varying prices of different

rchases.

. The new issue price is calculated only at the time of each new purchase
and not at the time of each issue. This reduces the work of making
calculations.

4. No unrealised profit or loss arises.

5. This method recovers the cost of materials from production.

6. Issue prices are not to be calculated each time issues are made, issue

prices are changed only when new lot of materials is received.




7. Average price method is considered to be the best method when prices
fluctuate considerably because this method tends to smooth out
fluctuations in prices.

8. This method maintains the issue prices as near to the market price
possible.

9. This method eliminates the necessity for adjustments in stock valuation.

Disadvantages:
1. Where receipts are numerous, this method requires a
calculations.
Issue prices generally run to a number of decimal poin
Materials are not issued at the current market pri
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issued but it represents average cost
rising prices, it overstates profit but
price is lower than the most rec
6. A fresh rate calculation will h

materials is purchased which may
are chances of clerical errors.

4.

ic assumption in following this method is that materials in the

es are capable of being identified as belonging to specific lots.
Identification can be made by placing some distinguishing mark usually
price tag on every lot. When materials are issued, price tags are removed
and forwarded to the costing department for ascertaining the material cost
of production. This method is simple in its mechanism and operation.

6. Base Stock Method
Each concern always maintains a minimum quantity of material in stock.
This minimum quantity is known as safety or base stock and this should be
used only when an emergency arises.




The base stock is created out of the first lot of the material purchased and
, therefore, it is always valued at the cost price of the first lot and is carried
forward as a fixed asset.

This method works with some other method and is generally used with
FIFO or LIFO method.

Therefore, the advantages or disadvantages of the method (with which the
base stock is used) will arise.

Any quantity over and above the base stock is issued in
the other method which is used in conjunction with this

The objective of this method is to issue the material acco
current prices.

This objective will be achieved only when t
together with Base stock method.

7. Highest in First Out Method (HIFO)
This method is based on the ass i ing S f materials
should always remain at the mi X i 5 are priced at
highest value of the available con
This method is not popular as i alues the stock which

amounts to creati
This method is mai i contracts or monopoly
products IS price of the contract or products.

arket price prevailing on the date of issue.

ethod is considered to be the best method where quotations have to
because quotations sent would reflect the latest competitive
ditions so far as materials are concerned.

This method discloses whether the buying is efficient or inefficient. There
will be efficiency in buying if the market price is higher than the cost
price and inefficiency if reverse is the case.

Stock Levels

There are five levels of stocks should be calculated under valuation of
inventory.
They are 1. Re-Order Level




2. Maximum Stock Level
3. Minimum Stock Level
4. Average Stock Level
5. Danger Level

1. Re-Order Level:

This is that level of material to be reordered should be ca
follows:

Re-ordering Level =

Maximum Consumption X Maximu
2. Minimum Stock Level =

Minimum Stock Level =

Re-ordering Level — (Normal Con | Re=order Period)

- (Minimum Consumption X

inimum Stock Level + ¥ of Re-order Quantity.

5. evel =
Average consumption X Maximum re-orders period for emergency
purchases.

6. Economic Ordering Quantity (EOQ)
= Economic Ordering Quantity (EOQ)
o=\ 2€0)/I

Where Q = Quantity to be Ordered.




C = Consumption of the material consumed in units during a year.

O = Cost of placing one order including the cost of receiving the
goods.

| = Interest payment including variable cost of storing per unit per
year i.e., holding costs of inventory.

1. Prepare Stores Ledger under FIFO, LIFO, SIMPLE AVERAGE AND

WEIGHTED AVERAGE methods from the following

2008 July 15t Opening Stock of 1,000 units @Rs 5 each
July 2" Received 2,000 units @ Rs.7 e

July 3" Issued 2,500 units

July 4™ Received 1,000 Unit
July 5t Issued 800 units

July 31% Stock verification repo of material was

100 units.

Trade credit

are not generally required to pay cash on
rder. Instead, the sellers .invoice or bill the
of the particular .trade. or line of business.
, and this extension of credit provides a

avenues of trade credit extension: (1) the open account, which is by
mmon; (2) the promissory note; (3) the trade acceptance.

ORen-account credit is ordinarily extended only after the seller conducts a fairly
sible investigation of the buyer’s credit standing and reputation. The open
account derives its name from the fact that the buyer does not sign a formal debt
instrument evidencing the amount he owes the seller, as would be the case if he
applied for and obtained bank credit.

a promissory note may be used in the transaction. A promissory note is written
promise by one person to another to pay on demand or at a fixed or determinable




future time a certain sum of money to order of bearer. The promissory note is generally
an interest-bearing instrument. Buyers are required to sign such notes most often in
cases where their open accounts have become delinquent and the seller wishes to
obtain a formal acknowledgement of the debt, a definite maturity date, and, at times, a
return in the form of interest on the funds thus committed.

Trade acceptances are used in place of the open account. A trade acceptance is
generated when a seller, after receiving a purchase order from a castomer, draws a

the carrier by which the goods arwa3we shipped, for
by the customer. An order bill of lading must be prese

WORKING CAPITAL AND BANKING

Banking finance to working capital require
business concern. Banks
requirements. To regulate
These committees sub@it
the finance policy
asfollows:

N\

conéerns to meet the
nstitutes committees.
d recommendations to formulate
ee and the recommendations are

Committee

Major Recommendations

Appraisal of credit applications received by banks for

Banks must carry out the realize appraisal for granting
loan Fixation of norms for bank lending to industry.

No bifurcation of cash credit accounts separate limits for
peak level and non peak level requirements.

Second method of lending to industry, introduction of
Fast track concept.

KANNAN 1997 | Regular conduct with the borrowers, periodical

Monitoring the credit disposition.




