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COURSE OBJECTIVES: 

To make the students 

1. To understand the financial management concept and its importance and its applications in 

business, their relationship with the business environment and the role and functions of 

chief financial officer. 

2. To know the concept of time value of money and the rationale for using the time value of 

money concept in capital budgeting techniques for evaluations of business proposals. 

3. To recognize the availability of difference source of capital and computation of cost of 

capital. 

4. To recognize the importance of financial leverage, dividend policies and capital structure 

theories and its application in business. 

5. To comprehend on the importance working capital, its determination and application. 

 

COURSE OUTCOMES: 

Learners should be able to 

1. Understand the role of a financial manager, and their role in taking decisions professionally. 

2. Demonstrate knowledge and compute value of money over time and apply the concept to 

Evaluate the business proposal applying capital budgeting techniques 

3. Compute the cost of capital and financial leverage to estimate the optimal capital structure. 

4. Comprehend the knowledge of assessing the working of organization to assess the liquidity 

position of the firm. 

5. Demonstrate capabilities of teamwork, problem-solving, critical thinking, and 

communication skills related to finance decisions. 

 
 
UNIT I Finance Function and Sources of Finance 

Meaning, nature and scope of finance goal – profit vs. wealth maximization; Finance decisions – 

investment, financing and dividend decisions. Role of finance manager – Treasurer Vs. Controller. 

Agency conflict and agency cost. 

Indian financial System 
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Long Term Sources of Finance : Equity, Debentures, Preference Shares, Long term loan, Private 

equity, Venture capital and Angel investor. 

Short term Sources of Finance : Short term loan, commercial paper, certificate of deposits, 

commercial paper, bill of exchange, factoring. 

 

UNIT II Time value of Money and Capital Budgeting 

Time value of money : Present value, future value, Annuity, Annuity Due, Perpetuity, 

Amortization schedule 

Principles of capital budgeting – method of investment analysis – payback, APR, NPV, IRR 

discounted cash flow – risk and return decision – profitability index 

 

UNIT III Capital Structure and Cost of Capital 

Capital  Structure: forms – importance – optimal capital structure – theories –  Factors 

determining capital structure – changes in capital structure – capital gearing 

 

Cost of Capital: Cost of capital – meaning – significance – classification of cost – determination 

– problems – computation of cost of specific sources of finance (cost of Debt, Equity& Preference 

shares, Retained earnings) – Computation of weighted average cost of capital, Marginal cost of 

capital. 

 

UNIT IV Leverage and Dividend Policy 

Leverages: Meaning – Types – Financial Leverage – Operational Leverage – Composite – 

Working Capital Leverage. 

Dividend: Approaches – determinants – types of dividend policy –effects and objects of bonus 

issue – Dividend theories and Models -  Walter’s Model, Gordon’s Model and MM approach 

 

UNIT V Working Capital Management 

Meaning - concept – kinds – importance of adequate working capital -  determinants of working 

capital.- working capital policy- estimation of working capital – operating cycle/ cash conversion 

cycle  

Cash Management : optimal cash, cash budget  

Inventory Management : EOQ, Reorder level 

Receivables Management : Credit policy, receivables matrix. 
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SUGGESTED READINGS: 

1. Pandey. I.M. (2016). Financial Management, 11th edition, Vikas Publishing House, New 

Delhi. 

2. Vanhorne, J. C and Wachowicz, J .M Jr . (2015). Fundamentals of Financial Management. 

13th edition. Pearson Education, New Delhi. 

3. Lawrence J. Gitman , Chad J. Zutter, (2017). Principles of Managerial Finance. (13th 

edition). Pearson Education, New Delhi. 

4. Khan, M.K. and Jain, P.K.(2017). Financial Management, 7th edition, McGraw Hill, New 

Delhi 

5. Chandra, P. (2017). Financial Management Theory and Practice, 9th edition,  McGraw 

Hill, New Delhi: 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



1 
 

KARPAGAM ACADEMY OF HIGHER EDUCATION  

(Deemed to University Established Under Section 3 of UGC Act 1956) 

COIMBATORE – 641021 

(For the candidates admitted from 2015 onwards) 

 FIRST SEMESTER  

M.COM (CA)  - 15CCP101 

CORPORATE FINANCE  

UNIT - I 

INTRODUCTION 

Business concern needs finance to meet their requirements in the economic world. Any 

kind of business activity depends on the finance. Hence, it is called as lifeblood of business 

organization. Whether the business concerns are big or small, they need finance to fulfill their 

business activities. 

 In the modern world, all the activities are concerned with the economic activities and 

very particular to earning profit through any venture or activities. The entire business activities 

are directly related with making profit. (According to the economics concept of factors of 

production, rent given to landlord, wage given to labour, interest given to capital and profit given 

to shareholders or proprietors), a business concern needs finance to meet all the requirements. 

Hence finance may be called as capital, investment, fund etc., but each term is having different 

meanings and unique characters. Increasing the profit is the main aim of any kind of economic 

activity. 

MEANING OF FINANCE 

Finance may be defined as the art and science of managing money. It includes financial 

service and financial instruments. Finance also is referred as the provision of money at the time 

when it is needed. Finance function is the procurement of funds and their effective utilization in 

business concerns. 
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 The concept of finance includes capital, funds, money, and amount. But each word is 

having unique meaning. Studying and understanding the concept of finance become an important 

part of the business concern. 

DEFINITION OF FINANCE 

According to Khan and Jain,  

 ―Finance is the art and science of managing money‖. 

According to Oxford dictionary,  

 the word ‗finance‘ connotes ‗management of money‘. Webster‘s Ninth New Collegiate 

Dictionary defines finance as ―the Science on study of the management of funds‘ and the 

management of fund as the system that includes the circulation of money, the granting of credit, 

the making of investments, and the provision of banking facilities. 

AIMS OF FINANCE FUNCTION 

1. Rice in profits:  

If the firm wants to maximise its value, it should‘ increase its profits and revenues. For 

this purpose increase of sales volume or other activities can be taken up. It is the general feature 

of any firm to increase profits by proper utilisation of all opportunities and plans.  

Theoretically, firm gets maximum profits if it is under equilibrium. At that stage the 

average cost is minimal and the marginal cost and the marginal revenues are equal. Here, we 

can‘t say the sales because there must be suitable market for the increased sales. Further, the 

above costs must also be controlled. 

2. Reduction in cost:  

Capital and equity funds are utilised for production. So all types of steps should be taken 

to reduce firm‘s cost of capital. 
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3. Sources of funds:  

It should be decided by keeping in view the value of the firm to collect funds through 

issue of shares or debentures. 

4. Reduce risks: 

There won‘t be profits without risk. But for this reason if more risk is taken, it may 

become danger to the existence of the firm. Hence risk should be reduced to minimum level. 

5. Long run value:  

It should be the feature of financial management to increase the long-run value of the 

firm. To earn more profits in short time, some firms may do the activities like releasing of low 

quality goods, neglecting the interests of consumers and employees.  

 These trials may give good results in the short run. But for increasing the value of the 

firm in the long run, avoiding; such activities are more essential. 

FINANCIAL MANAGEMENT 

Financial management is that specialized activity which is responsible for obtaining and 

affectively utilizing the funds for the efficient functioning of the business and, therefore, it 

includes financial planning, financial administration and financial control. 

Meaning and Definition 

Financial management is that managerial activity which is concerned with the planning 

and controlling of the firm‘s financial resources. In other words it is concerned with acquiring, 

financing and managing assets to accomplish the overall goal of a business enterprise (mainly to 

maximize the shareholder‘s wealth). 

 ―Financial management is concerned with the efficient use of an important economic 

resource, namely capital funds‖ - Solomon Ezra & J. John Pringle. 
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 ―Financial management is the operational activity of a business that is responsible for 

obtaining and effectively utilizing the funds necessary for efficient business operations‖- J.L. 

Massie. 

 ―Financial Management is concerned with managerial decisions that result in the 

acquisition and financing of long-term and short-term credits of the firm. As such it deals with 

the situations that require selection of specific assets (or combination of assets), the selection of 

specific liability (or combination of liabilities) as well as the problem of size and growth of an 

enterprise. The analysis of these decisions is based on the expected inflows and outflows of 

funds and their effects upon managerial objectives‖. – Phillippatus.. 

Nature of Financial Management 

 It is an indispensable organ of business management. 

 Its function is different from accounting function. 

 It is a centralised function. 

 Helpful in decisions of top management. 

 It applicable to all types of concerns. 

 It needs financial planning, control and follow-up. 

 It related with different disciplines like economics, accounting, law, information 

technology, mathematics etc. 

SCOPE AND FUNCTIONS OF FINANCIAL MANAGEMENT: 

Financial management is one of the important parts of overall management, which is 

directly related with various functional departments like personnel, marketing and production. 

Financial management covers wide area with multidimensional approaches. The following are 

the important scope of financial management. 

1. Financial Management and Economics 

Economic concepts like micro and macroeconomics are directly applied with the 

financial management approaches. Investment decisions, micro and macro environmental factors 

are closely associated with the functions of financial manager. Financial management also uses 

the economic equations like money value discount factor, economic order quantity etc. Financial 
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economics is one of the emerging area, which provides immense opportunities to finance, and 

economical areas. 

2. Financial Management and Accounting 

Accounting records includes the financial information of the business concern. Hence, we 

can easily understand the relationship between the financial management and accounting. In the 

olden periods, both financial management and accounting are treated as a same discipline and 

then it has been merged as Management Accounting because this part is very much helpful to 

finance manager to take decisions. But nowadays financial management and accounting 

discipline are separate and interrelated. 

3. Financial Management or Mathematics 

Modern approaches of the financial management applied large number of mathematical 

and statistical tools and techniques. They are also called as econometrics. Economic order 

quantity, discount factor, time value of money, present value of money, cost of capital, capital 

structure theories, dividend theories, ratio analysis and working capital analysis are used as 

mathematical and statistical tools and techniques in the field of financial management. 

4. Financial Management and Production Management 

Production management is the operational part of the business concern, which helps to 

multiple the money into profit. Profit of the concern depends upon the production performance. 

Production performance needs finance, because production department requires raw material, 

machinery, wages, operating expenses etc. These expenditures are decided and estimated by the 

financial department and the finance manager allocates the appropriate finance to production 

department. The financial manager must be aware of the operational process and finance 

required for each process of production activities. 

5. Financial Management and Marketing 

Produced goods are sold in the market with innovative and modern approaches. For this, 

the marketing department needs finance to meet their requirements. The financial manager or 

finance department is responsible to allocate the adequate finance to the marketing department. 

Hence, marketing and financial management are interrelated and depends on each other. 

6. Financial Management and Human Resource 

Financial management is also related with human resource department, which provides 

manpower to all the functional areas of the management. Financial manager should carefully 
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evaluate the requirement of manpower to each department and allocate the finance to the human 

resource department as wages, salary, remuneration, commission, bonus, pension and other 

monetary benefits to the human resource department. Hence, financial management is directly 

related with human resource management. 

The scope of financial management has undergone changes over the years. Until the middle 

of this century, its scope was limited to procurement of funds. In the modern times, the financial 

management includes besides procurement of funds ,the three different kinds of decision as well 

namely investment, financing and dividend .Scope and importance of financial management 

includes- 

 Estimating the total requirements of funds for a given period. 

 Raising funds through various sources, both national and international, keeping in mind 

the cost effectiveness; 

 Investing the funds in both long term as well as short term capital needs; 

 Funding day-to-day working capital requirements of business; 

 Collecting on time from debtors and paying to creditors on time; 

 Managing funds and treasury operations; 

 Ensuring a satisfactory return to all the stake holders; 

 Paying interest on borrowings; 

 Repaying lenders on due dates; 

 Maximizing the wealth of the shareholders over the long term; 

 Interfacing with the capital markets; 

 Awareness to all the latest developments in the financial markets; 

 Increasing the firm‘s competitive financial strength in the market; and 

 Adhering to the requirements of corporate governance. 

 

The above scope of activities can be grouped in to three functions- 
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FUNCTIONS OF FINANCIAL MANAGEMENT: 

The modern approach to the financial management is concerned with the solution of 

major problems like investment financing and dividend decisions of the financial operations of a 

business enterprise. Thus, the functions of financial management can be broadly classified into 

three major decisions, namely: 

(a) Investment decisions, 

(b) Financing decisions, 

(c) Dividend decisions. 

1. Investment decisions: These decisions relate to the selection of assets in which funds will be 

invested by a firm .Funds procured from different sources have to be invested in various kinds of 

assets. Long term funds are used in a project for various fixed assets and also for current assets. 

The investment of funds in a project has to be made after careful assessment of the various 

projects through capital budgeting .A part of long term fund is also to be kept for financing the 

working capital requirements. 

2. Financing decision: These decisions relate to acquiring the optimum finance to meet financial 

objectives and seeing that fixed and working capital are effectively managed. It includes sources 

of available funds and their respective cost, capital structure, i.e. a proper balance between equity 

and debt capital. It segregate profit and cash flow, financing decisions also call for a good 

knowledge of evaluation of risk. 

3. Dividend decision- These decisions relate to the determination as to how much and how 

frequently cash can be paid out of the profits of an organization as income for its 

owners/shareholders, and the amount to be retained to support the growth of the organization. 

The level and regular growth of dividends represent a significant factor in determining a profit 

making company‘s market value i.e. the value placed on its shares by the stock market. 

All the above three type of decisions are interrelated ,the first two pertaining to any kind 

of organization while the third relates only to profit making organizations, thus it can be seen 

that financial management is of vital importance at every level of business activity ,from a sole 

trader to the largest multinational corporation. 

The financing decision relates to the composition of relative proportion of various 

sources of finance .The sources could be: 
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1. Shareholders fund: Equity share capital, Preference share capital, Accumulated profits. 

2. Borrowing from outside agencies: Debentures, Loans from Financial Institutions. Whether 

the companies choose shareholders funds or borrowed funds or a combination of both, each type 

of fund carries a cost. 

 

APPROACHES TO FINANCIAL MANAGEMENT 

Financial management approach measures the scope of the financial management in 

various fields, which include the essential part of the finance. Financial management is not a 

revolutionary concept but an evolutionary. The definition and scope of financial management has 

been changed from one period to another period and applied various innovations. Theoretical 

points of view, financial management approach may be broadly divided into two major parts. 

Traditional Approach 

Traditional approach is the initial stage of financial management, which was followed, in the 

early part of during the year 1920 to 1950. This approach is based on the past experience and the 

traditionally accepted methods. Main part of the traditional approach is rising of funds for the 

business concern. Traditional approach consists of the following important area.  

 Arrangement of funds from lending body. 

 Arrangement of funds through various financial instruments. 

 Finding out the various sources of funds. 

 

FUNCTIONAL AREAS OF FINANCIAL MANAGEMENT 

 Capital Budgeting 

 Working Capital Management 

 Dividend Policies 

 Acquisitions and Mergers 

 Corporate Taxation 

 Determining Financial Needs 

 Determining Sources of Funds 

 Financial Analysis 

 Optimal Capital Structure 

 Cost Volume Profit Analysis 
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 Profit Planning and Control 

 Fixed Assets Management 

 Project Planning and Evaluation 

OBJECTIVE /GOALS OF FINANCIAL MANAGEMENT: 

 Effective procurement and efficient use of finance lead to proper utilization of the 

finance by the business concern. It is the essential part of the financial manager. Hence, the 

financial manager must determine the basic objectives of the financial management. Objectives of 

Financial Management may be broadly divided into two parts such as: 

1. Profit maximization 

2. Wealth maximization 

Profit Maximization 

Main aim of any kind of economic activity is earning profit. A business concern is also 

functioning mainly for the purpose of earning profit. Profit is the measuring techniques to 

understand the business efficiency of the concern. Profit maximization is also the traditional and 

narrow approach, which aims at, maximizes the profit of the concern. Profit maximization 

consists of the following important features. 

1. Profit maximization is also called as cashing per share maximization. It leads to maximize the 

business operation for profit maximization. 

2. Ultimate aim of the business concern is earning profit, hence, it considers all the possible ways 

to increase the profitability of the concern 

3. Profit is the parameter of measuring the efficiency of the business concern. So it shows the 

entire position of the business concern. 

4. Profit maximization objectives help to reduce the risk of the business. 

Favourable Arguments for Profit Maximization 

The following important points are in support of the profit maximization objectives of the 

business concern: 

(i) Main aim is earning profit. 

(ii) Profit is the parameter of the business operation. 

(iii) Profit reduces risk of the business concern. 

(iv) Profit is the main source of finance. 

(v) Profitability meets the social needs also. 
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Unfavourable Arguments for Profit Maximization 

The following important points are against the objectives of profit maximization: 

(i) Profit maximization leads to exploiting workers and consumers. 

(ii) Profit maximization creates immoral practices such as corrupt practice, unfair trade 

practice, etc. 

(iii) Profit maximization objectives leads to inequalities among the sake holders such as 

customers, suppliers, public shareholders, etc. 

Drawbacks of Profit Maximization 

Profit maximization objective consists of certain drawback also: 

(i) It is vague: In this objective, profit is not defined precisely or correctly. It creates 

some unnecessary opinion regarding earning habits of the business concern. 

(ii) It ignores the time value of money: Profit maximization does not consider the time 

value of money or the net present value of the cash inflow. It leads certain differences 

between the actual cash inflow and net present cash flow during a particular period. 

(iii) It ignores risk: Profit maximization does not consider risk of the business concern. 

Risks may be internal or external which will affect the overall operation of the business 

concern. 

Wealth Maximization 

Wealth maximization is one of the modern approaches, which involves latest innovations 

and improvements in the field of the business concern. The term wealth means shareholder 

wealth or the wealth of the persons those who are involved in the business concern. 

Wealth maximization is also known as value maximization or net present worth maximization. 

This objective is a universally accepted concept in the field of business. 

Favourable Arguments for Wealth Maximization 

(i) Wealth maximization is superior to the profit maximization because the main aim of 

the business concern under this concept is to improve the value or wealth of the 

shareholders. 

(ii) Wealth maximization considers the comparison of the value to cost associated with 

the business concern. Total value detected from the total cost incurred for the business 

operation. It provides extract value of the business concern. 

(iii) Wealth maximization considers both time and risk of the business concern. 
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(iv) Wealth maximization provides efficient allocation of resources. 

(v) It ensures the economic interest of the society. 

Unfavourable Arguments for Wealth Maximization 

(i) Wealth maximization leads to prescriptive idea of the business concern but it may not 

be suitable to present day business activities. 

(ii) Wealth maximization is nothing, it is also profit maximization, it is the indirect name 

of the profit maximization. 

(iii) Wealth maximization creates ownership-management controversy. 

(iv) Management alone enjoy certain benefits. 

(v) The ultimate aim of the wealth maximization objectives is to maximize the profit. 

(vi) Wealth maximization can be activated only with the help of the profitable position of 

the business concern. 

Financial Management as the name suggests is management of finance. It deals with planning and 

mobilization of funds required by the firm. Managing of finance is nothing but managing of 

money. Every activity of an organization is reflected in its financial statements. 

Financial Management deals with activities which have financial implications.  

It includes-  

 Profit maximization and wealth /value maximization 

 Achieving a higher growth rate. 

 Attaining a large market share. 

 Promoting employee welfare 

 Increasing customer satisfaction. 

 Improve community life. 

Among these, a conflict included in profit maximization and wealth /value maximization 

objective i.e. - The primary objective of a business is to earn profit, hence the objective of 

financial management is also profit maximization. If profit is given undue importance, a 

number of problems can arise, such as- 

 It does not take into account the time pattern of returns. 

 It fails to take into account the social consideration to workers, customers etc. 



12 
 

 The term profit is vague – it conveys a different meaning to different people .e.g. total 

profit, rate of profit etc. 

In wealth maximization business firm maximize its market value ,it implies that business 

decision should seek to increase the net present value of the economic profit of the firm .It is the 

duty of the finance manager to see that the share holders get good return on the share (EPS -

Earning per Share). Hence, the value of the share should increase in the stock market. The wealth 

maximization objective is generally in accord with the interest of the various groups such as 

owners, employees etc. 

Owing to limitation (timing, social consideration etc.) in profit maximization, in today‘s real 

world situations which is uncertain and multi-period in nature, wealth maximization is a better 

objective .Where the time period is short and degree of uncertainty is not great, wealth 

maximization and profit maximization amount to essentially the same. 

 

IMPORTANCE OF FINANCIAL MANAGEMENT 

Finance is the lifeblood of business organization. It needs to meet the requirement of the 

business concern. Each and every business concern must maintain adequate amount of finance 

for their smooth running of the business concern and also maintain the business carefully to 

achieve the goal of the business concern. The business goal can be achieved only with the help of 

effective management of finance. We can‘t neglect the importance of finance at any time at and 

at any situation. Some of the importance of the financial management is as follows: 

Financial Planning 

Financial management helps to determine the financial requirement of the business 

concern and leads to take financial planning of the concern. Financial planning is an important 

part of the business concern, which helps to promotion of an enterprise. 

Acquisition of Funds 

Financial management involves the acquisition of required finance to the business 

concern. Acquiring needed funds play a major part of the financial management, which involve 

possible source of finance at minimum cost. 
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Proper Use of Funds 

Proper use and allocation of funds leads to improve the operational efficiency of the 

business concern. When the finance manager uses the funds properly, they can reduce the cost of 

capital and increase the value of the firm. 

 

Financial Decision 

Financial management helps to take sound financial decision in the business concern. 

Financial decision will affect the entire business operation of the concern. Because there is 

a direct relationship with various department functions such as marketing, production personnel, 

etc. 

Improve Profitability 

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

funds by the business concern. Financial management helps to improve the profitability position 

of the concern with the help of strong financial control devices such as budgetary control, ratio 

analysis and cost volume profit analysis. 

Increase the Value of the Firm 

Financial management is very important in the field of increasing the wealth of the 

investors and the business concern. Ultimate aim of any business concern will achieve the 

maximum profit and higher profitability leads to maximize the wealth of the investors as well as 

the nation. 

Promoting Savings 

Savings are possible only when the business concern earns higher profitability and 

maximizing wealth. Effective financial management helps to promoting and mobilizing 

individual and corporate savings.  

Nowadays financial management is also popularly known as business finance or corporate 

finances. The business concern or corporate sectors cannot function without the importance of 

the financial management. 
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PROFIT MAXIMIZATION VS WEALTH MAXIMISATION 

Profit maximization refers to how much dollar profit the company makes. It is a short 

term approach and a myopic person or business is mostly concerned about short term benefits. 

But a short term horizon can fulfill objective of earning profit but may not help in 

creating wealth. It is because wealth creation needs a longer term; therefore financial 

management emphasizes on wealth maximization rather than profit maximization. 

For a business, it is not necessary that profit should be the only objective; it may 

concentrate on various other aspects like increasing sales, capturing more market share, return on 

capital etc, which will take care of profitability. So, we can say that profit maximization is a 

subset of wealth and being a subset, it will facilitate wealth creation. 

Constrains of Profit Max- 

 It is a short term approach 

 It ignores the timing of returns, cash flows, and risk 

 Profit max method could not discuss on market share, high sales, and greater stability and 

so on. 

 It could not consider the social responsibility that is one of the most important objectives 

of many firms. 

Wealth maximization is long term process. It refers the value of the company generally 

expressed in the value of the stock. 

o Value maximization says that managers should make all decisions so as to 

increase the total long run market value of the firm. Total value is the sum of the 

value of all financial claims on the firm- including equity, debt, preferred stock 

and warrants. 

o The executives undertake investing in new projects, maximizing profits from 

existing products and services, controlling cost, and adding value to the company 

through process, which reflects in the price of the stock, but always in the increase 

in Net Asset Value and Equity per Share. 
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o The wealth of corporate owners is measured by the share price of the stock, which 

in turn is based on the timing of returns (cash flows), their magnitude and 

their risk. Maximizing share price will maximize owner wealth. 

o Cash flow and risk are the key decision variables in maximizing owner wealth. 

o When investors look at a company they not only look at dollar profit but also 

profit margins, return on capital, and other indicators of efficiency. Profit 

maximization does not achieve the objectives of the firm‘s owners; therefore 

wealth maximization is better option than profit maximization 

Profit Max vs. Wealth Max 

1. Profit maximization is short term approach and it refers to how much money the 

company makes. But Wealth maximization is a long term approach and it refers the 

value of the company. 

2. Profit maximization is a subset of wealth. 

3. Profit max ignores timing, cash flows, and risk, but in wealth maximizing those are 

the key decisions variables. 

Stakeholders Wealth 

―Stakeholder theory‖, the asserted main contender to value maximization for this 

objective function, has its root in sociology, organizational behavior, the politics of specials 

interests, and managerial self interest. Here ―asserted contender‖ because stakeholder theory 

is incomplete as a specification for the corporate purpose or objective function. It is 

incompleteness in not accidental; it serves the private interests of those who promote it, 

including many managers and directors of corporations. 

Briefly put, value maximization says that managers should make all decisions so as to 

increase the total long run market value for the firm. Total value is the sum of the value of all 

financial claims on the firm- including equity, debt, preferred stock, and warrants. 

Stakeholder theory, on the other hand, says that managers should make decisions so as 

to take account of the interest of all the stakeholders in a firm. And stakeholders include all 
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individuals or group who can substantially affect the welfare of the firm, including not only the 

financial claimants, but also employees, customers, communities, governmental officials, and 

under some interpretation the environment, terrorists, blackmailers, and thieves. 

SOURCES OF FINANCE 

Finance is the lifeblood of business concern, because it is interlinked with all activities 

performed by the business concern. In a human body, if blood circulation is not proper, body 

function will stop. Similarly, if the finance not being properly arranged, the business system will 

stop. Arrangement of the required finance to each department of business concern is highly a 

complex one and it needs careful decision. Quantum of finance may be depending upon the 

nature and situation of the business concern. But, the requirement of the finance may be broadly 

classified into two parts: 

 

Long-term Financial Requirements or Fixed Capital Requirement 

Financial requirement of the business differs from firm to firm and the nature of the 

requirements on the basis of terms or period of financial requirement, it may be long term and 

short-term financial requirements. 

Long-term financial requirement means the finance needed to acquire land and building for 

business concern, purchase of plant and machinery and other fixed expenditure. Long term 

financial requirement is also called as fixed capital requirements. Fixed capital is the capital, 

which is used to purchase the fixed assets of the firms such as land and building, furniture and 

fittings, plant and machinery, etc. Hence, it is also called a capital expenditure. 

 

Short-term Financial Requirements or Working Capital Requirement 

Apart from the capital expenditure of the firms, the firms should need certain expenditure like 

procurement of raw materials, payment of wages, day-to-day expenditures, etc. This kind of 

expenditure is to meet with the help of short-term financial requirements which will meet the 

operational expenditure of the firms. Short-term financial requirements are popularly known as 

working capital. 

Sources of finance mean the ways for mobilizing various terms of finance to the 

industrial concern. Sources of finance state that, how the companies are mobilizing finance for 
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their requirements. The companies belong to the existing or the new which need sum amount of 

finance to meet the long-term and short-term requirements such as purchasing of fixed assets, 

construction of office building, purchase of raw materials and day-to-day expenses. Sources of 

finance may be classified under various categories according to the following important heads: 

 

1. Based on the Period 

Sources of Finance may be classified under various categories based on the period. 

LONG TERM SOURCES OF FUNDS: 

Companies raise long term funds from the capital markets. Funds available for a period 

of less than one year are short term funds. With the increase in cross-border transactions, 

international sources of funds are also available. An effective trade-off between the domestic 

funds and international funds shall contribute towards increasing profitability and wealth 

maximization To enable the investments, creation of assets and infrastructure, an organisation 

require long term sources of funds.  

Long-term sources of finance include: 

● Equity Shares 

● Preference Shares 

● Debenture 

● Long-term Loans 

● Fixed Deposits 

1. Equity Share Capital 

Equity share capital is a basic source of finance for any Company. It represents the 

ownership interest in the company. The characteristics of equity share capital are a direct 

consequence of its position in the company‘s control, income and assets. Equity share capital 

does not have any maturity nor there any compulsion to pay dividend on it. The equity share 

capital provides funds, more or less, on a permanent basis. It also works as a base for creating the 

debt and loan capacity of the firm.  

Equity Shares also known as ordinary shares, which means, other than preference shares. 

Equity shareholders are the real owners of the company. They have a control over the 

management of the company. Equity shareholders are eligible to get dividend if the company 

earns profit. Equity share capital cannot be redeemed during the lifetime of the company. 
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The liability of the equity shareholders is the value of unpaid value of shares. 

Features of Equity Shares 

Equity shares consist of the following important features: 

1. Maturity of the shares: Equity shares have permanent nature of capital, which has no 

maturity period. It cannot be redeemed during the lifetime of the company.  

2. Residual claim on income: Equity shareholders have the right to get income left after 

paying fixed rate of dividend to preference shareholder. The earnings or the income 

available to the shareholders is equal to the profit after tax minus preference dividend. 

3. Residual claims on assets: If the company wound up, the ordinary or equity 

shareholders have the right to get the claims on assets. These rights are only available to 

the equity shareholders. 

4. Right to control: Equity shareholders are the real owners of the company. Hence, they          

     have power to control the management of the company and they have power to take any    

    decision regarding the business operation. 

5. Voting rights: Equity shareholders have voting rights in the meeting of the company with   

the help of voting right power; they can change or remove any decision of the business 

concern. Equity shareholders only have voting rights in the company meeting and also 

they can nominate proxy to participate and vote in the meeting instead of the shareholder. 

6. Pre-emptive right: Equity shareholder pre-emptive rights. The pre-emptive right is the    

  legal right of the existing shareholders. It is attested by the company in the first   

opportunity to purchase additional equity shares in proportion to their current holding 

capacity. 

       7. Limited liability: Equity shareholders are having only limited liability to the value of       

          shares they have purchased. If the shareholders are having fully paid up shares, they have   

          no liability. 

 

Advantages of Equity Share Financing 

a. Since equity shares do not mature, it is a permanent source of fund. However, a 

company, if it so desires, can retire shares through buy-back as per the guidelines issued by the 

SEBI. 
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b. The new equity share capital increases the corporate flexibility from the point of view 

of capital structure planning. One such strategy may be to retire debt financing out of the funds 

received from the issue of equity capital. 

c. Equity share capital does not involve any mandatory payments to shareholders. 

d. It may be possible to make further issue of share capital by using a right offering. In general, 

selling right shares involves no change in the relationship between ownership and control. 

Existing shareholders can maintain their proportionate holding by exercising their pre-emptive 

right. 

Limitations of Equity Share Financing 

a. The equity share capital has the highest specific cost of capital among all the sources. This 

necessitates that the investment proposals should also have equally high rate of return. 

b. Equity dividends are paid to the shareholders out of after-tax profits. These dividends are not 

tax deductible, rather imply a burden of Corporate Dividend tax on the company. 

c. At times, the new issue of equity capital may reduce the EPS and thus may have an adverse 

effect on the market price of the equity share. 

d. Excessive issue of equity share can dilute the ownership of the Company. 

 

2. Preference Share Capital 

The preference share capital is also owner‘s capital but has a maturity period. In India, 

the preference shares must be redeemed within a maximum period of 20 years from the date of 

issue. 

The rate of dividend payable on preference shares is also fixed. As against the equity 

share capital, the preference shares have two references:  

(i) Preference with respect to payment of dividend, and 

(ii) Preference with reference to repayment of capital in case of liquidation of company. 

 

However, the preference share capital represents an ownership interest and not a liability 

of the company. The preference shareholders have the right to receive dividends in priority over 

the equity shareholders. Indeed, it is this preference which distinguishes preference shares from 

equity shares. A dividend need not necessarily be paid on either type of shares. However, if the 
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directors want to pay equity dividend, then the full dividend due on the preference shares must 

be paid first. Failure to meet commitment of preference dividend is not a ground for liquidation.  

 

Preference shares may be classified into the following major types: 

1. Cumulative preference shares: Cumulative preference shares have right to claim dividends 

for those years which have no profits. If the company is unable to earn profit in any one or more 

years, C.P. Shares are unable to get any dividend but they have right to get the comparative 

dividend for the previous years if the company earned profit. 

2. Non-cumulative preference shares: Non-cumulative preference shares have no right to enjoy 

the above benefits. They are eligible to get only dividend if the company earns profit during the 

years. Otherwise, they cannot claim any dividend. 

3. Redeemable preference shares: When, the preference shares have a fixed maturity period it 

becomes redeemable preference shares. It can be redeemable during the lifetime of the company. 

The Company Act has provided certain restrictions on the return of the redeemable preference 

shares. 

Irredeemable Preference Shares 

Irredeemable preference shares can be redeemed only when the company goes for 

liquidator. 

There is no fixed maturity period for such kind of preference shares. 

Participating Preference Shares 

Participating preference shares holders have right to participate extra profits after 

distributing the equity shareholders. 

Non-Participating Preference Shares 

Non-participating preference shares holders are not having any right to participate extra 

profits after distributing to the equity shareholders. Fixed rate of dividend is payable to the type 

of shareholders. 

Convertible Preference Shares 

Convertible preference shares holders have right to convert their holding into equity 

shares after a specific period. The articles of association must authorize the right of conversion. 

Non-convertible Preference Shares 

There shares, cannot be converted into equity shares from preference shares. 
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Features of Preference Shares 

The following are the important features of the preference shares: 

1. Maturity period: Normally preference shares have no fixed maturity period except in the 

case of redeemable preference shares. Preference shares can be redeemable only at the time of 

the company liquidation. 

2. Residual claims on income: Preferential shares holders have a residual claim on income. 

Fixed rate of dividend is payable to the preference shareholders. 

3. Residual claims on assets: The first preference is given to the preference shareholders at the 

time of liquidation. If any extra Assets are available that should be distributed to equity 

shareholder. 

4. Control of Management: Preference shareholder does not have any voting rights. Hence, 

they cannot have control over the management of the company. 

The advantages and disadvantages of the preference share capital are as follows: 

Advantages of Preference Share Financing 

a. The preference shares carry limited voting right though they are a part of the capital. 

Thus, these do not present a major control or ownership problem as long as the dividends are 

paid to them. 

b. As an instrument of financing, the cost of capital of preference shares is less than that 

of equity shares. 

c. The preference share financing may also provide a hedge against inflation because the 

fixed financial commitment which is unaffected by the inflation. 

d. As there is no legal compulsion to pay preference dividend, a company does not face 

liquidation or other legal proceedings if it fails to pay the preference dividends. 

 

Limitations of Preference Share Financing 

a. The cost of capital of preference shares is higher than cost of debt. 

b. Though there is no compulsion to pay preference dividend, yet the non-payment may 

adversely affect the market price of the equity shares and hence affect the value of the firm. 

c. The compulsory redemption of preference shares after 20 years will entail a substantial cash 

outflow from the company. 
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d. If the company is not able to earn a return at least equal to the cost of preference share capital, 

then it may result in decrease in EPS for the equity shareholders. 

3. Debentures 

A bond or a debenture is the basic debt instrument which may be issued by a borrowing 

company for a price which may be less than, equal to or more than the face value. A debenture 

also carries a promise by the company to make interest payments to the debenture-holders of 

specified amount, at specified time and also to repay the principal amount at the end of a 

specified period. Since the debt instruments are issued keeping in view the need and cash flow 

profile of the company as well as the investor, there have been a variety of debt instruments 

being issued by companies in practice. In all these instruments, the basic features of being in the 

nature of a loan are not dispensed with and, therefore, these instruments have some or the other 

common features as follows: 

(i) Credit Instrument—A debenture-holder is a creditor of the company and is entitled to 

receive payments of interest and the principal and enjoys some other rights. 

(ii) Interest Rate— In most of the cases, the debt securities promise a rate of interest 

payable periodically to the debt holders. The rate of interest is also denoted as coupon rate. 

(iii) Collateral— Debt issue may or may not be secured and, therefore, debentures or 

other such securities may be called secured debentures or unsecured debentures. 

(iv) Maturity Date— All debt instruments have a fixed maturity date, when these will be 

repaid or redeemed in the manner specified. 

(v) Voting Rights— As the debt holders are creditors of the company, they do not have 

any voting right in normal situations. 

(vi) Face Value—every debt instrument has a face value as well as a maturity value. 

(vii) Priority in Liquidation— In case of liquidation of the company, the claim of the debt 

holders is settled in priority over all shareholders and, generally, other unsecured creditors also. 

Types of Debentures 

Debentures may be divided into the following major types: 

1. Unsecured debentures: Unsecured debentures are not given any security on assets of the 

company. It is also called simple or naked debentures. This type of debentures are traded as 

unsecured creditors at the time of winding up of the company. 
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2. Secured debentures: Secured debentures are given security on assets of the company. It is 

also called as mortgaged debentures because these debentures are given against any mortgage of 

the assets of the company. 

3. Redeemable debentures: These debentures are to be redeemed on the expiry of a certain 

period. The interest is paid periodically and the initial investment is returned after the fixed 

maturity period. 

4. Irredeemable debentures: These kinds of debentures cannot be redeemable during the life 

time of the business concern. 

5. Convertible debentures: Convertible debentures are the debentures whose holders have the 

option to get them converted wholly or partly into shares. These debentures are usually 

converted into equity shares. Conversion of the debentures may be: 

Non-convertible debentures 

Fully convertible debentures 

Partly convertible debentures 

6. Other types: Debentures can also be classified into the following types. Some of the common 

types of the debentures are as follows: 

1. Collateral Debenture 

2. Guaranteed Debenture 

3. First Debenture 

4. Zero Coupon Bond 

5. Zero Interest Bond/Debenture 

Features of Debentures 

1. Maturity period: Debentures consist of long-term fixed maturity period. Normally, 

debentures consist of 10–20 years maturity period and are repayable with the principle 

investment at the end of the maturity period. 

2. Residual claims in income: Debenture holders are eligible to get fixed rate of interest at 

every end of the accounting period. Debenture holders have priority of claim in income of the 

company over equity and preference shareholders. 
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3. Residual claims on asset: Debenture holders have priority of claims on Assets of the 

company over equity and preference shareholders. The Debenture holders may have either 

specific change on the Assets or floating change of the assets of the company. Specific change of 

Debenture holders are treated as secured creditors and floating change of Debenture holders are 

treated as unsecured creditors. 

4. No voting rights: Debenture holders are considered as creditors of the company. 

Hence they have no voting rights. Debenture holders cannot have the control over the 

performance of the business concern. 

5. Fixed rate of interest: Debentures yield fixed rate of interest till the maturity period. Hence 

the business will not affect the yield of the debenture. 

Advantages of Debenture 

Debenture is one of the major parts of the long-term sources of finance which of consists the 

following important advantages: 

1. Long-term sources: Debenture is one of the long-term sources of finance to the company. 

Normally the maturity period is longer than the other sources of finance. 

2. Fixed rate of interest: Fixed rate of interest is payable to debenture holders, hence it is most 

suitable of the companies earn higher profit. Generally, the rate of interest is lower than the other 

sources of long-term finance. 

3. Trade on equity: A company can trade on equity by mixing debentures in its capital structure 

and thereby increase its earning per share. When the company apply the trade on equity concept, 

cost of capital will reduce and value of the company will increase. 

4. Income tax deduction: Interest payable to debentures can be deducted from the total profit of 

the company. So it helps to reduce the tax burden of the company. 

5. Protection: Various provisions of the debenture trust deed and the guidelines issued by the 

SEB1 protect the interest of debenture holders. 

Disadvantages of Debenture 

Debenture finance consists of the following major disadvantages: 

 Fixed rate of interest: Debenture consists of fixed rate of interest payable to securities. 

Even though the company is unable to earn profit, they have to pay the fixed rate of 

interest to debenture holders, hence, it is not suitable to those company earnings which 

fluctuate considerably. 
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 No voting rights: Debenture holders do not have any voting rights. Hence, they cannot     

have  the control over the management of the company. 

 Creditors of the company: Debenture holders are merely creditors and not the owners 

of the company. They do not have any claim in the surplus profits of the company. 

 High risk: Every additional issue of debentures becomes more risky and costly on 

account of higher expectation of debenture holders. This enhanced financial risk 

increases the cost of equity capital and the cost of raising finance through debentures 

which is also high because of high stamp duty. 

 Restrictions of further issues: The Company cannot raise further finance through 

debentures as the debentures are under the part of security of the assets already 

mortgaged to debenture holders. 

 

4. Lease and Hire Purchase 

Instead of procuring funds, and purchasing the equipment, a firm can acquire the asset 

itself on lease. In this case, the asset is financed by the lessor but the lessee gets the asset for use. 

In case of hire purchase, the assets are acquired on credit and payments are made as per terms 

and conditions. 

5. Term Loans 

This is also an important source of long-term financing. There are different financial institutions 

(National level as well as State level) which provide financial assistance for taking up projects. 

These cans be broadly divided into All India Financial Institutions and State level Financial 

Institutions. The All India Institutions are:- 

i) Industrial Finance Corporation of India, (IFCI) 

ii) Industrial Credit and Investment Corporation in India (ICICI), 

iii) Industrial Development Bank of India (IDBI), 

iv) Life Insurance Corporation of India, 

v) Industrial Reconstruction Corporation of India, 

vi) Unit Trust of India, 

vii) National Small Industries Corporation Ltd.(NSIC) 

The state level institutions are the State Finance Corporations and the State Industrial 

Development Corporations. 
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6. Official Foreign Source of Finance 

1. Foreign Collaboration: In India joint participation of foreign and domestic capital has been 

quite common in recent years. Foreign collaboration could be either in the form of joint 

participation between private firms, or between foreign firms and Indian Government, or 

between foreign governments and Indian Government. 

2. Bilateral Government Funding Arrangement: Generally, advanced countries provide aid in the 

form of loans and advances, grants, subsidies to governments of under-developed and developing 

countries. The aid is provided usually for financing government and public sector projects. Funds 

are provided at concessional terms in respect of cost (interest), maturity, and repayment 

schedule. 

3. NRI Deposits and Investments: on-resident Indian have always been making a contribution in 

Indian economy. Government has been making efforts to encourage their deposits and 

investments. Various schemes have been devised which ensure higher returns; procedures have 

been simplified to attract investments in primary and secondary market. Tax incentives are given 

on interest earned and dividends received by NRIs. 

4. Loans from International Financial Institutions: International Bank for Reconstruction and 

Development (IBRD), International Monetary Fund (IMF), Asian Development Bank (ADB),and 

World Bank have been the major source of external finance to India. 

5. External Commercial Borrowing (CEB) : Our country has also been obtaining foreign capital 

in the form of external commercial borrowings from agencies like US EXIM Bank, ECGC of 

UK, etc. 

7. Non Official Foreign Source of Finance: 

Foreign Direct Investment (FDI) 

Foreign direct investment is one of the most important sources of foreign investment in 

developing countries like India. It is seen as a means to supplement domestic investment for 

achieving a higher level of growth and development. FDI is permitted under the forms of 

investments. 

1. Through financial collaborations / capital / equity participation; 

2. Through Joint ventures and technical collaborations; 

3. Through capital markets (Euro Issues); 

4. Through private placements or preferential allotment. 
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Capital participation / financial collaboration refers to the foreign partner‘s stake in the capital of 

the receiving country‘s companies while technical collaboration refers to such facilities provided 

by foreign partner as licensing, trademarks and patents (against which he gets lump sum fee or 

royalty payments for specified period); technical services etc. 

From investors‘ point of view, the FDI inflows can be classified into the following groups. 

(a) Market seeking: The investors are attracted by the size of the local market, which depends on 

the income of the country and its growth rate. 

(b) Lower cost: Investors are more cost-conscious. They are influenced by infrastructure 

facilities and labour costs. 

(c) Location and other factors: Technological status of a country, brand name, goodwill enjoyed 

by the local firms, favorable location, openness of the economy, policies of the government and 

intellectual property protection granted by the government are some of the factors that attract 

investors to undertake investments. 

SHORT TERM FUNDS: 

Short term funds are usually required for working capital; to operate the project after it is 

completed. The working capital consists of the margin to be provided by the entrepreneur and the 

bulk of the balance is borrowed from a commercial bank or some other source as short term 

finance. The margin to be provided by the entrepreneur is included in the project cost estimates 

and is in financed from the various means of financing discussed earlier. The main sources of 

working capital are:- 

1. Commercial banks, 

2. The type of debentures issued for meeting working capital requirements are 

usually then on-convertible debentures. 

3. Public Deposit 

4. Commercial Paper 

5. Supplier‘ Credit 

6. Foreign currency funds etc. 

 

 

2. Based on Ownership 

Sources of Finance may be classified under various categories based on the period: 
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An ownership source of finance include 

● Shares capital, earnings 

● Retained earnings 

● Surplus and Profits 

Borrowed capital include 

● Debenture 

● Bonds 

● Public deposits 

● Loans from Bank and Financial Institutions. 

3. Based on Sources of Generation 

Sources of Finance may be classified into various categories based on the period. 

Internal source of finance includes 

● Retained earnings 

● Depreciation funds 

● Surplus 

External sources of finance may be include 

● Share capital 

● Debenture 

● Public deposits 

● Loans from Banks and Financial institutions 

4. Based in Mode of Finance 

Security finance may be include 

● Shares capital 

● Debenture 

Retained earnings may include 

● Retained earnings 

● Depreciation funds 

Loan finance may include 

● Long-term loans from Financial Institutions 

● Short-term loans from Commercial banks. 
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The above classifications are based on the nature and how the finance is mobilized from various 

sources. But the above sources of finance can be divided into three major Classifications: 

● Security Finance 

● Internal Finance 

● Loans Finance 

 

Retained Earnings 

Retained earnings are another method of internal sources of finance. Actually is not a 

method of raising finance, but it is called as accumulation of profits by a company for its 

expansion and diversification activities. 

Retained earnings are called under different names such as; self finance, inter finance, and 

plugging back of profits. According to the Companies Act 1956 certain percentage, as prescribed 

by the central government (not exceeding 10%) of the net profits after tax of a financial year 

have to be compulsorily transferred to reserve by a company before declaring dividends for the 

year. Under the retained earnings sources of finance, a part of the total profits is transferred to 

various reserves such as general reserve, replacement fund, reserve for repairs and renewals, 

reserve funds and secrete reserves, etc. 

 

Advantages of Retained Earnings 

Retained earnings consist of the following important advantages: 

1. Useful for expansion and diversification: Retained earnings are most useful to expansion 

and diversification of the business activities. 

2. Economical sources of finance: Retained earnings are one of the least costly sources of 

finance since it does not involve any floatation cost as in the case of raising of funds by issuing 

different types of securities. 

3. No fixed obligation: If the companies use equity finance they have to pay dividend and if the 

companies use debt finance, they have to pay interest. But if the company uses retained earnings 

as sources of finance, they need not pay any fixed obligation regarding the payment of dividend 

or interest. 

4. Flexible sources: Retained earnings allow the financial structure to remain completely 

flexible. The company need not raise loans for further requirements, if it has retained earnings. 



30 
 

5. Increase the share value: When the company uses the retained earnings as the sources of 

finance for their financial requirements, the cost of capital is very cheaper than the other sources 

of finance; Hence the value of the share will increase. 

6. Avoid excessive tax: Retained earnings provide opportunities for evasion of excessive tax in a 

company when it has small number of shareholders. 

7. Increase earning capacity: Retained earnings consist of least cost of capital and also it is 

most suitable to those companies which go for diversification and expansion. 

 

Disadvantages of Retained Earnings 

Retained earnings also have certain disadvantages: 

1. Misuses: The management by manipulating the value of the shares in the stock market can 

misuse the retained earnings. 

2. Leads to monopolies: Excessive use of retained earnings leads to monopolistic attitude of the 

company. 

3. Over capitalization: Retained earnings lead to over capitalization, because if the company 

uses more and more retained earnings, it leads to insufficient source of finance. 

4. Tax evasion: Retained earnings lead to tax evasion. Since, the company reduces tax burden 

through the retained earnings. 

5. Dissatisfaction: If the company uses retained earnings as sources of finance, the shareholder 

can‘t get more dividends. So, the shareholder does not like to use the retained earnings as source 

of finance in all situations. 
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the firm 

is 

referred 

as ---------

------

Finance 

decision

Investme

nt 

decision

Dividend 

decision

Productio

n 

decision

Dividend 

decision

22

The term -

---------- 

refers to 

the part 

of profit 

of a 

company 

which si 

distribute

d by it 

among its 

sharehold

ers.

Interest Dividend Rent commissi

on

Dividend

23

Which of 

the 

following 

external 

factor 

influenci

ng the 

financial 

decision?

State of 

the 

economy

Nature of 

size

Expected 

return

Age of 

the firm

State of 

the 

economy
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Which of 

the 

following 

external 

factor 

influenci

ng the 

financial 

decision?

Age of 

the firm

Expected 

return

Requirem

ent of 

investors

Govt 

policy.

Govt 

policy.

25

The 

crucial 

factor 

which 

influence

s the 

capital 

budgeting 

decision 

is the -----

--------- 

of the 

prospecti

ve 

investme

nt.

solvency liquidity profitabil

ity

financial 

position

profitabil

ity

26

Financial 

forecastin

g and 

planning 

are the 

function 

of ---------

-----

productio

n 

manager

financial 

manager

marketin

g 

manager

personnel 

manager.

financial 

manager

27

The 

appropria

te 

objective 

of an 

enterprise 

is ----------

-

Maximiz

ation of 

sales.

Maximiz

ation of 

owners 

wealth

Maximiz

ation of 

profit

Maximiz

ation of 

productio

n

Maximiz

ation of 

owners 

wealth
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The job 

of a 

finance 

manager 

is 

confined 

to----------

---

raising of 

funds

managem

ent of 

cash

raising of 

funds and 

their 

effective 

utilizatio

n

use of 

funds

raising of 

funds and 

their 

effective 

utilizatio

n

29

Financial 

decisions 

involves --

-------

Investme

nt , 

finance 

and 

dividend 

decisions

Investme

nt , 

finance 

and sales 

decisions

Investme

nt , 

finance 

and  cash  

decisions

Investme

nt , 

finance 

and 

marketin

g 

decisions

Investme

nt , 

finance 

and 

dividend 

decisions

30

Higher is 

the risk 

higher is 

the --------

------

return risk cost sales return

31

 ------------

- arises 

when 

there is a 

possibilit

y of 

variation 

between 

expectati

on and 

realizatio

n 

regarding 

an 

investme

nt.

return risk cost productio

n

risk
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-------------

--- risk 

arises out 

of 

changes 

in 

demand 

and 

supply 

pressures 

in the 

markets.

unsystem

atic risk

interest 

rate risk

market 

risk

purchase 

power 

risk

market 

risk

33

-------------

- risk 

arises out 

of 

changes 

in the 

prices of 

goods 

and 

services.

inflation 

risk

business 

risk

financial 

risk

social 

risk

inflation 

risk

34

-------------

------- 

risk is the 

variabilit

y in 

operating 

income 

caused by 

the 

operating 

condition

s of the 

company.

market 

risk

business 

risk

inflation 

risk

monetary 

value risk

business 

risk
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The 

variabilit

y in 

Earning 

Per Share 

due to 

presence 

of debt in 

the 

capital 

structure 

of a 

company 

is known 

as ---------

---------

market 

risk

business 

risk

financial 

risk

inflation 

risk

financial 

risk

36

 ------------

------------ 

is related 

to be 

investme

nt in 

foreign 

securities

.

monetary 

value risk

inflation 

risk

deflation 

risk

business 

risk

monetary 

value risk

37

If an 

investor 

invests 

his 

money on 

purchase 

of 

debenture 

ha can 

get --------

-----

Dividend Interest Fee Rent Interest
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-------------

--- can be 

defined 

in terms 

of 

variabilit

y of 

returns

Return Risk Uncertain

ty

Certainty Risk

39

Inflation 

risk is 

otherwise 

known as 

-------------

business 

risk

financial 

risk

interest 

rate risk

purchasin

g power 

risk

purchasin

g power 

risk

40

A firm 

voluntaril

y accept 

the risks, 

if tis 

acceptanc

e will be 

cheapest 

as 

comparte

d to 

avoiding 

it is 

known as 

-----------

avoidanc

e of risk

preventio

n of risk

retention 

of risk

transfer 

of risks

retention 

of risk

41

Fixed 

capital is 

also 

known as 

-------------

fluctuatin

g capital

working 

capital

block 

capital

permanen

t capital

block 

capital

42

Financial 

goals 

may be 

stated as 

maximizi

ng ---------

Long 

term 

profits

Short 

term 

profits

Minimizi

ng risks

Long 

term as 

well as 

short 

term 

profits

Long 

term as 

well as 

short 

term 

profits
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The 

primary 

aim of 

finance 

function 

is to -------

------of 

the 

business 

as are 

required 

from time 

to time.

Proper 

utilizatio

n of fund

Increasin

g 

profitabil

ity

Maximizi

ng firms 

value

Acquirin

g 

sufficient 

fund

Acquirin

g 

sufficient 

fund

44

----------- 

relates to 

the 

determin

ation of 

total 

amount 

of assets 

to be held 

in the 

firm.

Financing 

decision

Investme

nt 

decision 

Dividend 

decision

Capital 

decision

Investme

nt 

decision 

45

--------- is 

concerne

d with 

the 

quantum 

of profits 

to be 

distribute

d among 

share 

holders.

Dividend 

decision

Capital 

decision

Investme

nt 

decision

Financing 

decision

Dividend 

decision

46

-------- is 

concerne

d with 

the best 

overall 

mix of 

financing 

for the 

firm.

Investme

nt 

decision

Financing 

decision 

Dividend 

decision

Capital 

decision

Financing 

decision 
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The first 

step in 

the 

financial 

managem

ent 

process ---

-----

Financial 

planning 

and 

controllin

g

Risk and 

return

Financing 

decision

Analysis Financial 

planning 

and 

controllin

g

48

Market 

value of 

the firm 

is 

decided 

on the 

basis of --

-------------

Return Risk  risk and 

return

stock 

market

 risk and 

return

49

The 

broad 

activities 

of 

financial 

managem

ent are ----

------

financial 

analysis

firms 

asset 

structure

financial 

structure

financial 

analysis,f

irms asset 

structure 

and 

financial 

structure

financial 

analysis,f

irms asset 

structure 

and 

financial 

structure

50

Financial management also referred to as ---------------

corporate 

finance 

sole 

trader 

finance

co-

operative 

finance

Partnersh

ip finance

corporate 

finance 

51

Finance 

is aimed 

at ----------

---

value 

maximiza

tion

service 

maximiza

tion

sales 

maximisa

tion

productio

n 

maximisa

tion

value 

maximiza

tion

52

Capital 

budgeting 

is also 

known as 

-------------

-

Cost of 

capital

Capital 

structure

Investme

nt 

decision 

making 

Dividend 

decision

Investme

nt 

decision 

making 

53

_______

___ Is 

also 

known as 

capital 

expenditu

re 

decision.

Capital 

budgeting 

Capital 

structure

Investme

nt 

decision 

making 

Dividend 

decision

Capital 

budgeting 
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COST OF CAPITAL 

INTRODUCTION 

 Cost of capital is an integral part of investment decision as it is used to measure the worth 

of investment proposal provided by the business concern. It is used as a discount rate in 

determining the present value of future cash flows associated with capital projects. Cost of 

capital is also called as cut-off rate, target rate, hurdle rate and required rate of return. When the 

firms are using different sources of finance, the finance manager must take careful decision with 

regard to the cost of capital; because it is closely associated with the value of the firm and the 

earning capacity of the firm. 

 Cost of Capital is the rate that must be earned in order to satisfy the required rate of 

return of the firm's investors. It can also be defined as the rate of return on investments at which 

the price of a firm's equity share will remain unchanged. Each type of capital used by the firm 

(debt, preference shares and equity) should be incorporated into the cost of capital, with the 

relative importance of a particular source being based on the percentage of the financing 

provided by each source of capital. Using of the cost a single source of capital as the hurdle rate 

is tempting to management, particularly when an investment is financed entirely by debt. 

However, doing so is a mistake in logic and can cause problems. 
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Meaning of Cost of Capital 

 Cost of capital is the rate of return that a firm must earn on its project investments to 

maintain its market value and attract funds. Cost of capital is the required rate of return on its 

investments which belongs to equity, debt and retained earnings. If a firm fails to earn return at 

the expected rate, the market value of the shares will fall and it will result in the reduction of 

overall wealth of the shareholders. 

Definitions 

 The following important definitions are commonly used to understand the meaning and 

concept of the cost of capital. 

 According to the definition of John J. Hampton “ Cost of capital is the rate of return the 

firm required from investment in order to increase the value of the firm in the 

marketplace”. 

 According to the definition of Solomon Ezra, “Cost of capital is the minimum required 

rate of earnings or the cut-off rate of capital expenditure”. 

 According to the definition of James C. Van Horne, Cost of capital is “A cut-off rate for 

the allocation of capital to investment of projects. It is the rate of return on a project that 

will leave unchanged the market price of the stock”. 

 According to the definition of William and Donaldson, “Cost of capital may be defined 

as the rate that must be earned on the net proceeds to provide the cost elements of the 

burden at the time they are due”. 

Assumption of Cost of Capital 

 Cost of capital is based on certain assumptions which are closely associated while 

calculating and measuring the cost of capital. It is to be considered that there are three basic 

concepts: 

1. It is not a cost as such. It is merely a hurdle rate. 

2. It is the minimum rate of return. 

3. It consist of three important risks such as zero risk level, business risk and financial                

risk. 

Cost of capital can be measured with the help of the following equation. 
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K = rj + b + f. 

Where, 

K = Cost of capital. 

rj = The riskless cost of the particular type of finance. 

b = the business risk premium. 

f = The financial risk premium. 

CLASSIFICATION OF COST OF CAPITAL 

Cost of capital may be classified into the following types on the basis of nature and usage: 

 Explicit and Implicit Cost. 

 Average and Marginal Cost. 

 Historical and Future Cost. 

 Specific and Combined Cost. 

 

 FUTURE COST AND HISTORICAL COST 

Future cost of capital refers to the expected cost of funds to be raised to finance aproject. 

In contrast, historical cost represents cost incurred in the past in acquiring funds. In financial 

decisions future cost of capital is relatively more relevant and significant. While evaluating 

viability of a project, the finance manager compares expected earnings from the project with 

expected cost of funds to finance the project .Like wise, in taking financing decisions, attempt of 

the finance manager is to minimize future cost of capital and not the costs already defrayed. This 

does not imply that historical cost is not relevant at all. In fact, it may serve as a guideline in 

predicting future costs and in evaluating the past performance of the company. 

 COMPONENT COST AND COMPOSITE COST 

 A company may contemplate to raise desired amount of funds by means of different 

sources including debentures, preferred stock, and common stocks. These sources constitute 

components of funds. Each of these components of funds involves cost to the company. Cost of 

each component of funds is designated as component or specific cost of capital. When these 

component costs are combined to determine the overall cost of capital, it is regarded as 
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composite cost of capital, combined cost of capital or weighted cost of capital, the composite 

cost of capital, thus, represents the average of the costs of each sources of funds employed by the 

company. For capital budgeting decision, composite cost of capital is relatively more relevant 

even though the firm may finance one proposal with only one source of funds and another 

proposal with another source. This is for the fact that it is the overall mix of financing over time 

which is materially significant in valuing firm as an ongoing overall entity. 

 AVERAGE COST AND MARGINAL COST 

 Average cast represents the weighted average of the costs of each source of funds 

employed by the enterprise, the weights being the relative share of each source of funds in the 

capita! structure. Marginal cost of capital, by contrast refers to incremental cost associated with 

new funds raised by the firm. Average cost is the average of the component marginal costs, while 

the marginal cost is the specific concept used to comprise additional cost of raising new funds. In 

financial decisions the marginal cost concept is most significant. 

 EXPLICIT COST AND IMPLICIT COST 

 Cost of capital can be either explicit cost or implicit. The explicit cost of any source of 

capital is the discount rate that equates the present value of the cash inflows that are incremental 

to the taking of the financing opportunity with the present value of its incremental cash outlay. 

Thus, the explicit cost of capital is the internal rate of return of the cash flows of financing 

opportunity. A series of each flows are associated with a method of financing. At the time of 

acquisition of capital, cash inflow occurs followed by the subsequent cash outflows in the form, 

of interest payment, repayment of principal money or payment of dividends. Thus, if a company 

issues 10 per cent perpetual debentures worth Rs. 10,00,000, there will be cash inflow to the firm 

of the order of 10,00,00. This will be followed by the annual cash outflow of Rs. 1,00,000. The 

rate of discount, that equates the present value of cash inflows with the present value of cash 

outflows, would be the explicit cost of capital. 

 The technique of determination of the explicit cost of capital is similar to the one used to 

ascertain IRR, with one difference, in the case of computation of the IRR, the cash outflows 

occur at the beginning followed by subsequent cash inflows while in the computation of the IRR, 

the cash outflows occur at the beginning followed by subsequent cash inflows, while in the 
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computation of explicit cost of capital, cash inflow takes place at the beginning followed by a 

series of cash inflow subsequently.  

The explicit cost of an interest bearing debt will be the discount rate that equates the 

present value of the contractual future payments of interest and principal with the net amount of 

cash received today. The explicit cost of capital of a gift is minus 100 percent, since no cash 

outflow will occur in future. Similarly, explicit cost of retained earnings which involve no future 

flows to or from the firm is minus 100 per cent. This should not tempt one to infer that the 

retained earnings is cost free. As we shall discuss in the subsequent paragraphs, retained earnings 

do cost the firm. The cost of retained earnings is the opportunity cost of earning on investment 

elsewhere or in the company itself. Opportunity cost is technically termed as implicit cost of 

capital. It is the rate of return on other investments available to the firm or the shareholders in 

addition to that currently being considered. Thus, the implicit cost of capital may be defined as 

the rate of return associated with the best investment opportunity for the firm and its 

Shareholders that will be foregone if the project presently under consideration by the firm were 

accepted. In this connection it may be mentioned that explicit costs arise when the firm raises 

funds for financing the project. It is in this sense that retained earnings have implicit cost. Other 

forms of capital also have implicit costs once they are invested, Thus in a sense, explicit costs 

may also be viewed as opportunity costs. This implies that a project should be rejected if it has a 

negative present value when its cash flows are discounted by the explicit cost of capital. 

It is clear thus that the cost of capital is the rate of return a firm must earn on its 

investments for the market value of the firm to remain unchanged. Acceptance of projects with a 

rate of return below the cost of capital will decrease the value of the firm; acceptance of projects 

with a rate of return above the cost of capital will increase the value of the firm. The objective of 

the financial manager is to maximize the wealth of the firm’s owners. Using the cost of capital as 

a basis for accepting or rejecting investments is consistent with this goal. 

IMPORTANCE OF COST OF CAPITAL 

Computation of cost of capital is a very important part of the financial management to 

decide the capital structure of the business concern. 
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Importance to Capital Budgeting Decision 

 Capital budget decision largely depends on the cost of capital of each source. According 

to net present value method, present value of cash inflow must be more than the present value of 

cash outflow. Hence, cost of capital is used to capital budgeting decision. 

Importance to Structure Decision 

 Capital structure is the mix or proportion of the different kinds of long term securities. A 

firm uses particular type of sources if the cost of capital is suitable. Hence, cost of capital helps 

to take decision regarding structure. 

Importance to Evolution of Financial Performance 

 Cost of capital is one of the important determine which affects the capital budgeting, 

capital structure and value of the firm. Hence, it helps to evaluate the financial performance of 

the firm. 

Importance to Other Financial Decisions 

 Apart from the above points, cost of capital is also used in some other areas such as, 

market value of share, earning capacity of securities etc. hence; it plays a major part in the 

financial management. 

COMPUTATION OF COST OF CAPITAL 

Computation of cost of capital consists of two important parts: 

1. Measurement of specific costs 

2. Measurement of overall cost of capital 

Measurement of Cost of Capital 

It refers to the cost of each specific sources of finance like: 

• Cost of equity 

• Cost of debt 
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• Cost of preference share 

• Cost of retained earnings. 

Cost of Equity 

 Cost of equity capital is the rate at which investors discount the expected dividends of the 

firm to determine its share value. 

 Conceptually the cost of equity capital (Ke) defined as the “Minimum rate of return that a 

firm must earn on the equity financed portion of an investment project in order to leave 

unchanged the market price of the shares”. 

Cost of equity can be calculated from the following approach: 

• Dividend price (D/P) approach 

• Dividend price plus growth (D/P + g) approach 

• Earning price (E/P) approach 

• Realized yield approach 

                                                                                                                                                                                                                                                                                                                                                                 

Dividend Price Approach 

 The cost of equity capital will be that rate of expected dividend which will maintain the 

present market price of equity shares. Dividend price approach can be measured with the help of 

the following formula 

 Ke = D/NP  or  D/MP 

Where, 

Ke = Cost of equity capital 

D = Expected Dividend per  share 

Np = Net proceeds of an equity share. 

MP= Market price per share 
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Exercise 1 

 A company issues 10,000 equity shares of Rs. 100 each at a premium of 10%. The 

company has been paying 20% dividend to equity shareholders for the past five years and 

expects to maintain the same in the future also. Compute the cost of equity capital. Will it make 

any difference if the market price of equity share is Rs. 160? 

Solution 

Ke = D/NP 

= 20/110*100 

= 18.18% 

If the market price of equity share is Rs.160 

 Ke =  D/MP 

  = 20/160*100 

  = 12.5% 

Dividend Price Plus Growth Approach 

 The cost of equity is calculated on the basis of the expected dividend rate per share plus 

growth in dividend. It can be measured with the help of the following formula: 

Ke = D     + G 

  NP                 

            

Where, 

Ke = Cost of equity capital 

D = Dividend per equity share 

g = Growth in expected dividend 

Np = Net proceeds of an equity share 
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Exercise 2 

 (a) A company plans to issue 10000 new shares of Rs. 100 each at a par. The floatation 

costs are expected to be 4% of the share price. The company pays a dividend of Rs. 12 per share 

initially and growth in dividends is expected to be 5%. Compute the cost of new issue of equity 

shares. 

 (b) If the current market price of an equity share is Rs. 150. Calculate the cost of existing 

equity share capital 

Solution 

a) Ke = D/NP+G 

=10/100-5+5% 

=15.53% 

b) Ke = D/MP+G 

=10/150+5% 

=11.67% 

 

Earning Price Approach 

 Cost of equity determines the market price of the shares. It is based on the future earning 

prospects of the equity. The formula for calculating the cost of equity according to this approach 

is as follows. 

Ke = EPS/NP 

Where, 

Ke = Cost of equity capital 

EPS = Earnings per share 

Np = Net proceeds of an equity share 
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Exercise 4 

 A firm is considering an expenditure of Rs. 60 lakhs for expanding its operations. 

The relevant information is as follows: 

Number of existing equity shares =10 lakhs 

Market value of existing share =Rs.60 

Net earnings =Rs.90 lakhs 

 Compute the cost of existing equity share capital and of new equity capital assuming that 

new shares will be issued at a price of Rs. 52 per share and the costs of new issue will be Rs. 2 

per share. 

Solution 

Cost of existing equity share capital: 

Ke = EPS/MP 

Earnings Per Share (EPS) 

  = RS.90/10 

  =RS.9 

Ke = 9/60*100 

 = 15% 

Cost of New equity capital: 

Ke = EPS/NP 

 = 9/52-2*100 

 = 9/50*100 

 = 18% 
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Realized Yield Approach 

 It is the easy method for calculating cost of equity capital. Under this method, cost of 

equity is calculated on the basis of return actually realized by the investor in a company on their 

equity capital. 

 This method of computing cost of equity share capital is based upon the following 

assumptions: 

1. The firm will remain in the same risk class over the period 

2. The shareholders expectation are based upon the past realised yield 

3. The market price of shares does not change significantly 

Cost of Debt 

 Cost of debt is the after tax cost of long-term funds through borrowing. Debt may be 

issued at par, at premium or at discount and also it may be perpetual or redeemable. 

Debt Issued at Par 

  Debt issued at par means, debt is issued at the face value of the debt. It may be 

calculated with the help of the following formula. 

Kdb = I/P 

Where, 

Kdb = Cost of debt capital 

P = Principal  

I = Interest rate 

Debt Issued at Premium or Discount 

 If the debt is issued at premium or discount, the cost of debt is calculated with the help of 

the following formula. 
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Kdb = I/NP 

Where, 

Kdb = Cost of debt capital 

I = Annual interest payable 

Np = Net proceeds of debenture 

The after tax cost of debt may be calculated as  

Kdb=I/NP (1-t) 

Exercise 5 

(a) A Ltd. issues Rs. 10, 00,000, 8% debentures at par. The tax rate applicable to the company is 

50%. Compute the cost of debt capital. 

(b) B Ltd. issues Rs. 1, 00,000, 8% debentures at a premium of 10%. The tax rate applicable to 

the company is 60%. Compute the cost of debt capital. 

(c) A Ltd. issues Rs. 1, 00,000, 8% debentures at a discount of 5%. The tax rate is 60%, compute 

the cost of debt capital. 

(d) B Ltd. issues Rs. 1,00,000, 9% debentures at a premium of 10%. The costs of floatation are 

2%. The tax rate applicable is 50%. Compute the cost of debt-capital. 

In all cases, we have computed the after-tax cost of debt as the firm saves on account of tax by 

using debt as a source of finance. 
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( a)    Kdb  =    I/NP (1-t) 

     = 8000/100000(1-.5) 

     =0.08 (0.5) 

     =0.04    

     = 4% 

(b)   Kdb  =    I/NP (1-t) 

     = 8000/110000(1-.6) 

     = 0.029 

     = 2.9% 

( c )    Kdb  =    I/NP (1-t) 

     = 8000/95000(1-.6) 

     =0.084 (.4) 

     = 0.033 

     =3.36% 

(d)  Kdb   =    I/NP (1-t) 

= 9000/108000(1-.5) 

=0.833 (.5) 

=0.416 

=4.16% 
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Cost of Perpetual Debt and Redeemable Debt 

 It is the rate of return which the lenders expect. The debt carries a certain rate of interest. 

Kdb  =  I + 1/n (P-NP) 

       ___________ 

       ½  (P+NP) 

Where, 

I = Annual interest payable   P = Par value of debt 

Np = Net proceeds of the debenture  n = Number of years to maturity 

Kdb = Cost of debt before tax.  

Cost of debt after tax can be calculated with the help of the following formula: 

Kda =K db× (1–t) 

Where, 

Kda = Cost of debt after tax 

Kdb = Cost of debt before tax 

t = Tax rate 

 

Exercise 6 

 A company issues Rs. 20,00,000, 10% redeemable debentures at a discount of 5%.The 

costs of floatation amount to Rs. 50,000. The debentures are redeemable after 8years. Calculate 

before tax and after tax. Cost of debt assuring a tax rate of 50%. 

 

 



15 
 

Solution 

Kdb  =  I + 1/n (P-NP) 

       ___________ 

       ½  (P+NP) 

 = 2,00,000+1/8(20, 00,000-18,70,000) 

      ___________________________ 

        ½(20, 00,000+18,70,000) 

  (NP=Rs.20,00,000 -100,000 (discount)-50,000 cost of Floatation) 

 = 2,00,000+16250 

      ----------------- 

  1935000 

 =  216250 

          -------------- 

  1935000 

 

 = 0.1117 

 =11.17% 

After –Tax cost of debt, Kda=Kdb(1-t) 

  = 11.17 (1-.5) 

  = 11.17*.5 

  =5.585 



16 
 

Cost of Preference Share Capital 

 Cost of preference share capital is the annual preference share dividend by the net 

proceeds from the sale of preference share. There are two types of preference shares 

irredeemable and redeemable. Cost of redeemable preference share capital is calculated with the 

help of the following formula: 

 Kp=D/NP 

Where, 

Kp = Cost of preference share 

Dp = Fixed preference dividend 

Np = Net proceeds of an equity share 

 

 

Cost of irredeemable preference share is calculated with the help of the following formula: 

Kpr  = D+MP-NP/n 

   __________ 

   ½ (MV+NP) 

Where, 

Kp = Cost of preference share 

Dp= Fixed preference share 

P = Par value of debt 

Np = Net proceeds of the preference share 

n = Number of maturity period. 
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Exercise 7 

 XYZ Ltd. issues 10,000, 10% preference shares of Rs. 100 each. Cost of issue is Rs. 2 

per share. Calculate cost of preference capital if these shares are issued (a) at par, (b) at a 

premium of 10% and (c) of a debentures of 5%. 

Solution 

Cost of Preference capital, KP = D/NP 

(a) Kp  = 1,00,000/10,00,000-20,000*100 

=10.2% 

(b) Kp  =1,00,000/10,00,000+1,00,000-20,000*100 

=9.26% 

(c) Kp  =1,00,000/10,00,000-50,000-20,000*100 

=10.75% 

Cost of Retained Earnings 

 Retained earnings is one of the sources of finance for investment proposal; it is different 

from other sources like debt, equity and preference shares. Cost of retained earnings is the same 

as the cost of an equivalent fully subscripted issue of additional shares, which is measured by the 

cost of equity capital.  

Kr=D/Np+G 

Kr=Cost of retained earnings 

D=Expected Dividend 

Np=Net Proceeds of share issue 

G= Rate of growth 

Cost of retained earnings can be calculated with the help of the  following formula: 

 

Kr=Ke (1-t) (1-b) 
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Where, 

Kr=Cost of retained earnings 

Ke=Cost of equity 

t=Tax rate 

b=Brokerage cost 

Exercise 10 

A firm’s Ke (return available to shareholders) is 10%, the average tax rate of 

shareholders is 30% and it is expected that 2% is brokerage cost that shareholders will have to 

pay while investing their dividends in alternative securities. What is the cost of retained 

earnings? 

 

Solution 

Cost of Retained Earnings, Kr = Ke (1 – t) (1 – b) 

 Kr = 10% (1–0.5) (1–0.02) 

= 10%×0.5×0.98 

= 4.9% 

 

Measurement of Overall Cost of Capital 

It is also called as weighted average cost of capital and composite cost of capital. 

Weighted average cost of capital is the expected average future cost of funds over the long run 

found by weighting the cost of each specific type of capital by its proportion in the firms capital 

structure. 

The computation of the overall cost of capital (Ko) involves the following steps. 

(a) Assigning weights to specific costs. 

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

(c) Dividing the total weighted cost by the total weights. 

 

The overall cost of capital can be calculated with the help of the following formula; 

Ko= KdWd + KpWp + Ke We + Kr Wr 

Where, 

Ko = Overall cost of capital 
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Kd = Cost of debt 

Kp = Cost of preference share 

Ke = Cost of equity 

Kr = Cost of retained earnings 

Wd= Percentage of debt of total capital 

Wp = Percentage of preference share to total capital 

We = Percentage of equity to total capital 

Wr = Percentage of retained earnings 

Weighted average cost of capital is calculated in the following formula also: 

 Kw = ∑ XW 

   _______ 

   ∑W 

Where, 

Kw = Weighted average cost of capital 

X = Cost of specific sources of finance 

W = Weight, proportion of specific sources of finance 

The key factor affecting financing Costs 

Since the cost of capital is measured under the assumption that both the firm’s asset 

structure and its capital (financial) structure are fixed, the only factor that affects the various 

specific costs of financing is the supply and demand forces operating in the market for long-term 

funds. In other words, as a firm raises long-term funds at different points in time, the only factor 

affecting their cost is the riskless cost of the particular type of financing. 

Since the firm’s business and financial risk are assumed to be constant, the changing cost 

of each type of capital, j, over time should be affected only by changes in the supply of and 



20 
 

demand for each type of funds, j. The cost of each type of capital to a given firm compared to the 

cost to another firm (i.e., the inter firm comparison) can differ because of differences in the 

degree of business and financial risk associated with each firm, since the riskless cost of the 

given type of funds remains constant. Different business and financial risk premiums are 

associated. With different levels of business and financial risk. These premiums are a function of 

the business risk, b, and financial risk, f, of a firm. For intra firm (i.e., time series) comparisons, 

the only differentiating factor is the cost of the type of financing; since business and financial 

risk are assumed to be constant an example may help to clarify these points. 

Factors determining the cost of capital 

There are several factors that impact the cost of capital of any company. This would 

mean that the cost of capital of any two companies would not be equal. Rightly so as these two 

companies would not carry the same risk. 

General economic conditions:  

 These include the demand for and supply of capital within the economy, and the level of 

expected inflation. These are reflected in the riskless rate of return and is common to most of the 

companies. 

Market conditions: 

  The security may not be readily marketable when the investor wants to sell; or even if a 

continuous demand for the security does exist, the pricemay vary significantly. This is company 

specific. 

A firm's operating and financing decisions: Risk also results from the decisions made within 

the company. This risk is generally divided into two classes: 

 Business risk is the variability in returns on assets and is affected by the company's 

investment decisions. 

 Financial risk is the increased variability in returns to the common stockholders as a 

result of using debt and preferred stock. 
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Amount of financing required:  

 The last factor determining the company's cost of funds is the amount of financing 

required, where the cost of capital increases as the financing requirements become larger. This 

increase may be attributable to one of the two factors: 

 As increasingly larger public issues are increasingly floated in the market, additional 

flotation costs (costs of issuing the security) and under pricing will affect the percentage cost of 

the funds to the firm. 

 As management approaches the market for large amounts of capital relative to the firm's 

size, the investors' required rate of return may rise. Suppliers of capital become hesitant to grant 

relatively large amounts of funds without evidence of management's capability to absorb this 

capital into the business. 

 Generally, as the level of risk rises, a larger risk premium must be earned to satisfy 

company's investors. This, when added to the risk-free rate, equals the firm's cost of capital. 

LEVERAGE 

 Financial decision is one of the integral and important parts of financial management in 

any kind of business concern. A sound financial decision must consider the board coverage of 

the financial mix (Capital Structure), total amount of capital (capitalization) and cost of capital 

(Ko). Capital structure is one of the significant things for the management, since it influences the 

debt equity mix of the business concern, which affects the shareholder’s return and risk. Hence, 

deciding the debt-equity mix plays a major role in the part of the value of the company and 

market value of the shares. The debt equity mix of the company can be examined with the help 

of leverage. The concept of leverage is discussed in this part. Types and effects of leverage is 

discussed in the part of EBIT and EPS. 
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Meaning of Leverage 

 The term leverage refers to an increased means of accomplishing some purpose. 

Leverage is used to lifting heavy objects, which may not be otherwise possible. In the financial 

point of view, leverage refers to furnish the ability to use fixed cost assets or funds to increase 

the return to its shareholders. 

Definition of Leverage 

 James Horne has defined leverage as, “the employment of an asset or fund for which the 

firm pays a fixed cost or fixed return. 

Types of Leverage 

 Leverage can be classified into three major headings according to the nature of the 

finance mix of the company. 

 Financial Leverage 

 Operating Leverage 

 Composite Leverage 

The company may use finance or leverage or operating leverage, to increase the EBIT and EPS. 

OPERATING LEVERAGE 

The leverage associated with investment activities is called as operating leverage. It is 

caused due to fixed operating expenses in the company. Operating leverage may be defined as 

the company’s ability to use fixed operating costs to magnify the effects of changes in sales on 

its earnings before interest and taxes. Operating leverage consists of two important costs viz., 

fixed cost and variable cost. When the company is said to have a high degree of operating 

leverage if it employs a great amount of fixed cost and smaller amount of variable cost. Thus, the 
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degree of operating leverage depends upon the amount of various cost structure. Operating 

leverage can be determined with the help of a break even analysis. 

 

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

OL = C / OP 

Where, 

OL = Operating Leverage 

C = Contribution 

OP = Operating Profits 

Degree of Operating Leverage 

The degree of operating leverage may be defined as percentage change in the profits resulting 

from a percentage change in the sales. It can be calculated with the help of the following 

Formula: 

DOL =  Percentage change in profits /   Percentage change in sales 

Uses of Operating Leverage 

Operating leverage is one of the techniques to measure the impact of changes in sales which lead 

for change in the profits of the company. 

 If any change in the sales, it will lead to corresponding changes in profit. Operating 

leverage helps to identify the position of fixed cost and variable cost. 

 Operating leverage measures the relationship between the sales and revenue of the 

company during a particular period. 
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 Operating leverage helps to understand the level of fixed cost which is invested in the 

operating expenses of business activities. 

 Operating leverage describes the overall position of the fixed operating cost. 

 

FINANCIAL LEVERAGE 

Leverage activities with financing activities is called financial leverage. Financial 

leverage represents the relationship between the company’s earnings before interest and taxes 

(EBIT)or operating profit and the earning available to equity shareholders. 

 Financial leverage is defined as “the ability of a firm to use fixed financial charges to 

magnify the effects of changes in EBIT on the earnings per share”. It involves the use of funds 

obtained at a fixed cost in the hope of increasing the return to the shareholders. 

 “The use of long-term fixed interest bearing debt and preference share capital along with 

share capital is called financial leverage or trading on equity”. 

 Financial leverage may be favourable or unfavourable depends upon the use of fixed cost 

funds. 

 Favourable financial leverage occurs when the company earns more on the assets 

purchased with the funds, then the fixed cost of their use. Hence, it is also called as positive 

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: 

FL = OP / PBT 

Where, 

FL = Financial leverage 
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OP = Operating profit (EBIT) 

PBT = Profit before tax. 

Degree of Financial Leverage 

 Degree of financial leverage may be defined as the percentage change in taxable profit as 

aresult of percentage change in earnings before interest and tax (EBIT). This can be calculatedby 

the following formula 

DFL= Percentage Change in EPS / Percentage Change in EBIT 

 Or 

DFL = EBIT/EBT(or,EBIT-I) 

Alternative Definition of Financial Leverage 

 According to Gitmar, “financial leverage is the ability of a firm to use fixed financial 

changes to magnify the effects of change in EBIT and EPS”. 

FL = EBIT /EPS 

Where, 

FL = Financial Leverage 

EBIT = Earning Before Interest and Tax 

EPS = Earning Per share. 

Uses of Financial Leverage 

 Financial leverage helps to examine the relationship between EBIT and EPS. 

 Financial leverage measures the percentage of change in taxable income to the percentage 

change in EBIT. 

 Financial leverage locates the correct profitable financial decision regarding capital 

structure of the company. 
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 Financial leverage is one of the important devices which is used to measure the fixed cost 

proportion with the total capital of the company. 

 If the firm acquires fixed cost funds at a higher cost, then the earnings from those assets, 

the earning per share and return on equity capital will decrease. 

DISTINGUISH BETWEEN OPERATING LEVERAGE AND FINANCIAL LEVERAGE 

 

Operating Leverage Financial Leverage 

 Operating leverage is associated with 

investment activities of the company. 

 Operating leverage consists of fixed 

operating expenses of the company 

 It represents the ability to use fixed 

operating cost 

 Operating leverage can be calculated by 

 

 

 A percentage change in the profits 

resulting from a percentage change in 

the sales is called as degree of operating 

leverage 

 

 . Trading on equity is not possible 

while the company is operating 

leverage 

 

 Operating leverage depends upon fixed 

cost and variable cost 

 

 Tax rate and interest rate will not affect 

the operating leverage 

 Financial leverage is associated with 

financing activities of the company. 

 Financial leverage consists of operating 

profit of the company. 

 It represents the relationship between EBIT. 

and EPS. 

 Financial leverage can be calculated by 

 

 

 A percentage change in taxable profit is the 

result of percentage change in EBIT. 

 

 

 Trading on equity is possible only when the 

company uses financial leverage. 

 

 Financial leverage depends upon the 

operating profits 

 

 

 Financial leverage will change due to tax rate 
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COMBINED LEVERAGE 

When the company uses both financial and operating leverage to magnification of any 

change in sales into a larger relative changes in earning per share. Combined leverage is also 

called as composite leverage or total leverage. Combined leverage 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 = OL × FL 

Where, 

CL = Combined Leverage 

OL = Operating Leverage 

FL = Financial Leverage 

Degree of Combined Leverage 

 The percentage change in a firm’s earning per share (EPS) results from one percent 

change in sales. This is also equal to the firm’s degree of operating leverage (DOL) times its 

degree of financial leverage (DFL) at a particular level of sales. 

Degree of contributed coverage =   Percentage change in EPS/ Percentage change in sales 

Exercise 4 

 Kumar Company has sales of Rs. 5, 00,000. Variable cost of Rs. 3,00,,000 and fixed cost 

of Rs. 1,00,000 and long term loans of Rs.4,00,000 at 10% rate of interest. Calculate combined 

leverage. 
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Solution 

(i) Operating Leverage = Contribution / Earning before interest and tax 

=Rs.2,00,000 /1,00,000 

=2 

 

(ii) Financial Leverage = Sales-Variable cost-Fixed cost 

_______________________________________ 

Sales-Variable cost-Fixed cost – Interest 

     =    Rs.5,00,000-Rs.3,00,000-Rs.1,00,000 

          ___________________________________ 

        Rs.5,00,000-Rs.3,00,000-Rs.1,00,000-Rs.40,000 

     = Rs.1,00,000/Rs.60,000 

     =5/3 

(iii) Combined Leverage = Operating Leverage * Financial Leverage  

=2/1*5/3 

=10/3 

WORKING CAPITAL LEVERAGE 

 One of the new models of leverage is working capital leverage which is used to locate the 

investment in working capital or current assets in the company. Working capital leverage 

measures the sensitivity of return in investment of charges in the level of current assets. 
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WCL = Percentage Change in ROI 

 ________________________ 

Percentage Change is WC 

If the earnings are not affected by the changes in current assets, the working capitalleverage can 

be calculated with the help of the following formula. 

WCL = CA 

   ______________ 

  TA±DCA 

 

Where, 

CA = Current Assets 

TA = Total Assets 

DCA = Changes in the level of Current Assets 

Exercise 7 

The following information is available for two companies 

    A Ltd B Ltd 

Fixed Assests Rs.2,00,000 8,00,000 

Current Assets Rs.8,00,000 Rs.2,00,000 
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Total Assets Rs.10,00,000 10,00,000 

Earning Before Interest and 

Tax 

Rs.1,00,000 1,00,000 

You are required to compare the sensitivity earning of the two companies for a 25% change in 

the level of their current assets. 

Solution: 

WCL (A.Ltd)  = 8,00,000 

       ________________ 

        10,00,000-2,00,000 

              = 1.0 

WCL (B.Ltd)  = 2,00,000 

         ________________ 

        10,00,000-50,000 

      =0.21 

WCL of the two companies, we can say that the sensitivity of earnings for changes in the level of 

current assets of A.Ltd is greater than that of B.Ltd. 
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_______

____ is  

also 

known as 

analysis 

of  

capital 

expenditu

re.

Cost of 

capital 

Capital 

budgeting

Investme

nt 

decision 

making 

Dividend 

decision

Capital 

budgeting

55

_______

____is 

the 

process 

of 

making 

investme

nt 

decision 

in capital 

expenditu

re

Working 

capital 

managem

ent 

Cost of 

capital

Capital 

structure 

Capital 

budgeting

Capital 

budgeting
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_______

____ 

related to 

independ

ent 

projects 

which do 

not 

compete 

with one 

another.

Capital 

structure 

decision 

Accept 

reject 

decision

Mutually 

exclusive 

project 

decision 

Capital 

rationing 

decision

Accept 

reject 

decision
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_______

____Rela

ted to 

proposal 

which 

compete 

with one 

another .

Mutually 

exclusive 

project   

Accept 

reject 

decision

Capital 

structure 

decision 

Capital 

rationing 

decision

Mutually 

exclusive 

project   
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_______

_____me

thod is 

also 

called as 

pay out 

period 

method

Accounti

ng rate of 

return 

Net 

present 

ratio

Rate of 

return 

Pay back 

period

Pay back 

period
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_______

_____ 

Method 

is also 

called as 

pay off 

period 

method.

Pay back 

period  

Net 

present 

ratio

Accounti

ng rate of 

return 

Rate of 

return

Pay back 

period  
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Pay back 

period =

Cash 

inflow/ca

sh outlay 

Profit/cas

h outlay

EBIT/EB

T                                                  

Cash 

outlay of 

the 

project/a

nnual 

cash 

inflow 

Cash 

outlay of 

the 

project/a

nnual 

cash 

inflow 
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A project 

cost Rs 

50000 

and 

yields an  

annual 

cash 

inflow of 

Rs10000 

for 7 yrs. 

Calculate 

the pay 

back 

period.

6 yrs 5 yrs 5 1/2 yrs  7 yrs 5 yrs
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Determin

e the pay 

back 

period for 

a project 

which 

require a 

cash 

outlay of 

Rs 10000 

and 

generates 

cash 

inflows 

of Rs 

2,000, Rs 

4,000, Rs 

3000 and 

Rs 2000 

in the 

first, 

second, 

third and 

fourth 

years 

respectiv

ely

3 yrs 

5months 

3 yrs 7 

months

3 yrs 6 

months  

3 yrs 3 yrs 6 

months  
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A project 

costs 

Rs10000

0 and 

yield an 

annual 

cash 

inflow of 

Rs 20000 

for 8 yrs. 

Calculate 

the pay 

back 

period..

 5 yrs 4 yrs 7 yrs 6 yrs  5 yrs 
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_______

__ is also 

known as 

accountin

g rate of 

return

Pay back 

period 

method  

Rate of 

return 

method

NPV 

method 

Internal 

rate of 

return 

method

Rate of 

return 

method
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The 

_______

__ 

method 

taken into 

account 

the 

profitabil

ity and 

also the 

time 

value of 

money

NPV Pay back 

period

Accounti

ng rate of 

return 

Rate of 

return

NPV 
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The 

discounte

d cash 

flow 

method 

take into 

account 

the_____

______

Profitabil

ity  

Time 

value of 

money

Profitabil

ity and 

time 

value of 

money 

Cash 

inflow

Profitabil

ity and 

time 

value of 

money 

67

NPV = Net 

present 

valuation 

Net 

prescribe

d value

Net 

present 

value 

Net profit 

value

Net 

present 

value 
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_______

__ 

method is 

also 

known as 

time 

adjusted 

rate of 

return.

Pay back 

period 

Average 

rate of 

return

NPV Internal 

rate of 

return

Internal 

rate of 

return
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_______

____ 

Method 

is also 

known as 

discounte

d cash 

flow.

Internal 

rate of 

return 

Average 

rate of 

return

NPV Pay back 

period

Internal 

rate of 

return 
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_______

___ 

Method 

is also 

known as  

the 

discounte

d rate of 

return

Internal 

rate of 

return 

Average 

rate of 

return

Improve

ment in 

payback 

method 

Pay back 

period

Internal 

rate of 

return 
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_______

___ 

Method 

is also 

known as 

yield 

method.

Internal 

rate of 

return 

Average 

rate of 

return

NPV Pay back 

period

Internal 

rate of 

return 

72

 

_______

___meth

od is also 

known as 

trial and 

error 

yield 

method.

Internal 

rate of 

return 

Average 

rate of 

return

NPV Pay back 

period

Internal 

rate of 

return 

73

IRR = Investme

nt 

realized 

return 

Internal 

rate of 

return

Internal 

realized 

return 

Investme

nt rate of 

return

Internal 

rate of 

return
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The 

_____ 

can be 

defined 

as that 

rate of 

discount 

at which 

present 

value of 

cash 

inflow is 

equal to 

the 

present 

value of 

cash 

outflow.

NPV  

Accounti

ng rate of 

return

Profitabil

ity index 

Internal 

rate of 

return

Internal 

rate of 

return
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_______

____ 

method is 

also 

called as 

benefit-

cost ratio

Internal 

rate of 

return 

NPV Pay back 

period 

Profitabil

ity index

Profitabil

ity index
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_______

_ method 

is also 

called as 

desirabili

ty factor

Profitabil

ity index 

NPV Pay back 

period 

Internal 

rate of 

return

Profitabil

ity index 
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_______

__ 

method 

reveals 

the 

relationsh

ip 

between 

present 

value of 

cash 

inflow 

and 

present 

value of 

cash 

outflow.

pay back 

period 

average 

rate of 

return

accountin

g rate of 

return 

profitabil

ity index

profitabil

ity index

78

Profitabil

ity index 

=

present 

value of 

cash 

outflow/ 

present 

value of 

cash 

inflow

cash 

inflow 

/cash 

outflow

cash 

outflow/ 

cash 

inflow

present 

value of 

cash 

inflow/ 

present 

value of 

cash 

outflow

present 

value of 

cash 

inflow/ 

present 

value of 

cash 

outflow

79

Risk 

adjusted 

discounte

d rate is 

also 

known as  

_______

___

method 

of 

varying 

discount 

rate 

sensitivit

y 

technique

Profitabil

ity 

technique 

Discount 

trend 

analysis

method 

of 

varying 

discount 

rate 

80

In 

calculatin

g pay-

back 

period 

method, 

earnings 

means

Profit 

before 

depreciati

on and 

after 

taxes

Profit 

after 

depreciati

on

Profit 

before 

tax

Profit 

after 

depreciati

on and 

taxes

Profit 

before 

depreciati

on and 

after 

taxes
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The____

____ is 

the 

minimum 

rate of 

return 

expected 

by an 

investor

Capital 

Structure 

Cost of 

Capital

Capital 

Budgetin

g

Working 

Capital

Cost of 

Capital
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_______

__ is the 

weighted 

average 

cost of 

various 

source of 

finance 

used by a 

firm

Capital 

Structure  

Capital 

Budgetin

g

Cost of 

Capital 

Working 

Capital

Cost of 

Capital 
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Higher 

the risk 

involved 

in a firm 

higher is 

the 

_______

__

Capital 

Structure  

Capital 

Budgetin

g

Working 

Capital 

Cost of 

Capital

Cost of 

Capital
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_______

__ is the 

minimum 

required 

rate of 

earnings 

or the cut-

off rate of 

capital 

expenditu

re

Cost of 

Capital 

Capital 

Budgetin

g

Working 

Capital  

Capital 

Structure

Cost of 

Capital 
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_______

__ for a 

firm may 

be 

defined 

as the 

cost of 

obtaining 

funds

Cost of 

Capital 

Capital 

Budgetin

g

Working 

Capital 

Capital 

Structure

Cost of 

Capital 
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_______ 

concept 

an be 

used as a 

basis for 

evaluatin

g the 

performa

nce of the 

firm

Capital 

Structure 

Cost of 

Capital

Capital 

Budgetin

g

Working 

Capital

Cost of 

Capital
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_______

__ is not 

a cost as 

such

Capital 

Structure  

Capital 

Budgetin

g

Working 

Capital 

Cost of 

Capital

Cost of 

Capital
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_______

___ are 

book cost 

which are 

related  

to the 

past

Future 

Cost  

Explicit 

Cost

Historical 

Cost  

Implicit 

Cost

Historical 

Cost  
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_______

__  are 

estimated 

costs for 

the future

Future 

Cost  

Explicit 

Cost

Historical 

Cost  

Implicit 

Cost

Future 

Cost  
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_______

_ refers 

to the 

cost of 

specific 

source of 

capital

Explicit 

Cost 

Specific 

Cost

Historical 

Cost  

Implicit 

Cost

Specific 

Cost
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_______ 

is 

combined 

cost of 

various 

source of  

Capital

Future 

Cost  

Explicit 

Cost

Composit

e cost 

Historical 

Cost

Composit

e cost 
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_______

___ is the 

weighted 

average 

cost of 

Capital

Future 

Cost  

Explicit 

Cost

Historical 

Cost  

Composit

e cost

Composit

e cost
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In Capital 

structure 

decision, 

the 

_______

__ should 

be given 

considera

tion

Cost of 

Debt  

Cost of 

Preferenc

e Capital

Cost of 

Equity 

Capital

Weighted 

average 

cost of 

Capital

Weighted 

average 

cost of 

Capital
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_______  

is the 

discount 

rate 

which 

equates 

the 

present 

value of 

cash 

inflow 

with the 

present 

value of   

cash out 

flow

Explicit 

Cost 

Specific 

Cost

Historical 

Cost  

Implicit 

Cost

Explicit 

Cost 
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_______

___ also 

known as 

the 

opportuni

ty cost

Implicit 

Cost  

Specific 

Cost

Historical 

Cost  

Implicit 

Cost

Implicit 

Cost  
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_______ 

is the 

Cost of 

the 

opportuni

ty 

foregone 

in order 

to take up 

a 

particular 

project

Implicit 

Cost  

Specific 

Cost

Historical 

Cost  

Implicit 

Cost

Implicit 

Cost  
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An  

_______

_ refers 

to the 

combined 

cost of 

Various 

source of 

Capital

Explicit 

Cost 

Specific 

Cost

Average 

Cost  

Implicit 

Cost

Average 

Cost  
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_______

_  refers 

to the 

average 

cost of 

Capital

Weighted 

average 

cost of 

Capital

Specific 

Cost

Historical 

Cost   

Implicit 

Cost

Weighted 

average 

cost of 

Capital
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_______

_refers to 

the 

average 

cost of 

capital 

which 

has to be 

incurred 

to obtain 

additiona

l funds  

required 

by a firm

Explicit 

Cost 

Specific 

Cost

Marginal 

Cost  

Implicit 

Cost

Marginal 

Cost  
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-------------

- is the 

rate of 

interest 

payable 

on Debt

Cost of 

Debt  

Cost of 

Equity

Cost of 

Preferenc

e Capital   

Marginal 

Cost

Cost of 

Debt  
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Cost of 

Debt = 

_______

___

Interest  Interest/ 

Net 

Proceeds 

Investme

nt/Interes

t 

Earnings/ 

Net 

Interest

Interest/ 

Net 

Proceeds 

102

X Ltd., 

issues Rs. 

50,000 @ 

8 % 

debenture 

@ par. 

The tax 

rate 

applicabl

e to the 

Company 

is 50%. 

Compute 

the Cost 

of Debt 

Capital

4 % 6 % 8 % 10 % 4 % 

103

Y Ltd., 

issues 

50,000 @ 

8 % 

Debentur

e, 

premium 

of 10 %. 

The tax 

rate 

applicabl

e to the 

company 

is 60 %. 

Compute 

the Cost 

of Debt 

Capital

1.15 % 2.91 % 3.18 % 4.20 % 2.91 % 
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Z Ltd., 

issues 

50,000 @ 

8 % 

Debentur

e, 

Discount 

5 %, the 

tax rate is 

50%.. 

Compute 

the Cost 

of Debt 

Capital

3.18 % 2.16 % 4.21 % 4.01 % 4.21 % 

105

The 

______ is 

a 

function 

of 

dividend 

expected 

by its 

investors

Cost of 

Preferenc

e Capital 

Specific 

Cost

Cost of 

debt

Marginal 

Cost

Cost of 

Preferenc

e Capital 

106

Cost of 

Preferenc

e Capital 

= 

_______

___

Earnings Dividend Dividend 

/ Net 

Proceeds

EBIT / 

Net 

Proceeds

Dividend 

/ Net 

Proceeds
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A 

Company 

issues 

10,000 @ 

10 % 

Preferenc

e Shares 

of Rs. 

100 each 

Cost of 

issue Rs. 

2 per 

share. 

Calculate 

Cost of 

Preferenc

e Capital

10.2 %  10.75 % 13.5 % 9.26 % 10.2 %  
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 A 

Company 

issues 

10,000 @ 

10 % 

Preferenc

e Shares 

of Rs. 

100 each 

Cost of 

issue Rs. 

2 per 

share    

Calculate 

Cost of 

Preferenc

e Capital 

At a 

Premium 

of 10 %

10.2 % 9.26 % 13.5 % 10.75 % 9.26 % 
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A 

Company 

issues 

10,000 @ 

10 % 

Preferenc

e Shares 

of Rs.100 

each Cost 

of issue 

Rs.2 per 

share  

Calculate 

Cost of 

Preferenc

e Capital 

At a 

discount 

of 5 %

13.5 % 9.26 % 10.75 % 10.2% 10.75 % 
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Dividend 

Yield 

method = 

_______

__

Dividend 

/ Net 

sales

Interest / 

Net 

Proceeds        

Dividend 

/ Market 

Price         

EBIT / 

100

Dividend 

/ Market 

Price         

111

Earnings 

Yield 

method = 

_____

Dividend 

/ Net 

Proceed

EPS / 

Market 

Price        

Dividend 

/ Mkt. 

Price         

EBIT 

/100

EPS / 

Market 

Price        

112

 

_______

_ is also 

known as 

trading 

on equity

Operating 

Leverage   

Composit

e 

Leverage

Financial 

Leverage   

Working 

Capital 

Leverage

Financial 

Leverage   

113

Degree of 

Financial 

Leverage 

= 

_______

_

EBIT / 

EBT

Contribut

ion / 

Profit

Contribut

ion / 

Sales

EBT / 

EBIT

EBIT / 

EBT
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Operating 

Leverage 

= 

_______

___

EBIT / 

EBT

Contribut

ion / 

Operating 

Profit

Contribut

ion / 

Sales

EBT / 

EBIT

Contribut

ion / 

Operating 

Profit

115

Break 

Even 

Point = 

_______

___  

EBIT / 

EBT

Contribut

ion / 

Profit

Fixed 

Cost / 

Contribut

ion 

EBT / 

EBIT

Fixed 

Cost / 

Contribut

ion 

116

Profit 

Volume 

Ratio = 

_______

__

EBIT / 

EBT

Contribut

ion / 

Profit

EBT / 

EBIT

Contribut

ion / 

Sales

Contribut

ion / 

Sales

117

Operating 

Profit = 

_______

_

Sales – 

Total 

Cost

Contribut

ion / 

Profit

EBT / 

EBIT

Contribut

ion / 

Sales

Sales – 

Total 

Cost

118

_______

___ 

measures 

the 

sensitivit

y of 

return on 

investme

nt of 

changes 

in the 

level of 

Current 

Assets

Operating 

Leverage   

Working 

Capital 

Leverage

Financial 

Leverage  

Composit

e 

Leverage

Working 

Capital 

Leverage

119

Working 

Capital 

Leverage 

= 

_______

_

EBIT/EB

T

Contribut

ion / 

Profit

Percentag

e  Change 

in ROI / 

Percentag

e in CA

EBT / 

EBIT

Percentag

e  Change 

in ROI / 

Percentag

e in CA

120

Contribut

ion = 

_______

_

Sales – 

Total 

Cost

Sales – 

Fixed 

Cost

Sales – 

Explicit 

Cost

Sales – 

Variable 

Cost

Sales – 

Variable 

Cost
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Capital is the major part of all kinds of business activities, which are decided by the 

size, and nature of the business concern. Capital may be raised with the help of various 

sources. If the company maintains proper and adequate level of capital, it will earn high profit 

and they can provide more dividends to its shareholders. 

Meaning of Capital Structure 

Capital structure refers to the kinds of securities and the proportionate amounts that 

makeup capitalization. It is the mix of different sources of long-term sources such as equity 

shares, preference shares, debentures, long-term loans and retained earnings. The term capital 

structure refers to the relationship between the various long-term source financing such as 

equity capital, preference share capital and debt capital. Deciding the suitable capital 

structure is the important decision of the financial management because it is closely related to 

the value of the firm. Capital structure is the permanent financing of the company represented 

primarily by long-term debt and equity. 

Definition of Capital Structure 

The following definitions clearly initiate, the meaning and objective of the capital structures. 

 According to the definition of Gerestenbeg, “Capital Structure of a company refers to 

the composition or make up of its capitalization and it includes all long-term capital 

resources”. 
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 According to the definition of James C. Van Horne, “The mix of a firm‟s permanent 

long-term financing represented by debt, preferred stock, and common stock equity”. 

 According to the definition of Presana Chandra, “The composition of a firm‟s 

financing consists of equity, preference, and debt”. 

 According to the definition of R.H. Wessel, “The long term sources of fund employed 

in a business enterprise”. 

 

FINANCIAL STRUCTURE 

The term financial structure is different from the capital structure. Financial structures 

hows 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 structure and capital 

structure. 
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FINANCIAL STRUCTURES CAPITAL STRUCTURES 

1. It includes both long-term and short-term 

sources of funds  

2. It means the entire liabilities side of the balance 

sheet.  

3. Financial structures consist of all sources of 

capital 

4. It will not be more important while determining 

the  

 

1. It includes only the long-term sourcesof funds. 

2. It means only the long-term liabilities of the 

company. 

3. It consists of equity, preference and retained 

earning capital. 

4. It is one of the major determinations of value of 

the firm. the value of the firm 

 

 

OPTIMUM CAPITAL STRUCTURE 

Optimum capital structure is the capital structure at which the weighted average cost 

of capital is minimum and thereby the value of the firm is maximum. 

Optimum capital structure may be defined as the capital structure or combination of debt and 

equity that leads to the maximum value of the firm. 

Objectives of Capital Structure 

Decision of capital structure aims at the following two important objectives: 

1. Maximize the value of the firm. 

2. Minimize the overall cost of capital. 

 

Forms of Capital Structure 
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Capital structure pattern varies from company to company and the availability of finance. 

Normally the following forms of capital structure are popular in practice. 

• Equity shares only. 

• Equity and preference shares only. 

• Equity and Debentures only. 

• Equity shares, preference shares and debentures. 

 

FACTORS DETERMINING CAPITAL STRUCTURE 

The following factors are considered while deciding the capital structure of the firm. 

Leverage 

It is the basic and important factor, which affect the capital structure. It uses the fixed cost 

financing such as debt, equity and preference share capital. It is closely related to the overall 

cost of capital. 

Cost of Capital 

Cost of capital constitutes the major part for deciding the capital structure of a firm. Normally 

long- term finance such as equity and debt consist of fixed cost while mobilization. When the 

cost of capital increases, value of the firm will also decrease. Hence the firm must take 

careful steps to reduce the cost of capital. 

(a) Nature of the business: Use of fixed interest/dividend bearing finance depends upon the 

nature of the business. If the business consists of long period of operation, it will apply for 

equity than debt, and it will reduce the cost of capital. 

(b) Size of the company: It also affects the capital structure of a firm. If the firm belongs to 

large scale, it can manage the financial requirements with the help of internal sources. But if 

it is small size, they will go for external finance. It consists of high cost of capital. 

(c) Legal requirements: Legal requirements are also one of the considerations while 

dividing the capital structure of a firm. For example, banking companies are restricted to raise 

funds from some sources. 
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(d) Requirement of investors: In order to collect funds from different type of investors, it 

will be appropriate for the companies to issue different sources of securities. 

Government policy 

Promoter contribution is fixed by the company Act. It restricts to mobilize large, long term 

funds from external sources. Hence the company must consider government policy regarding 

the capital structure. 

CAPITAL STRUCTURE THEORIES 

Capital structure is the major part of the firm‟s financial decision which affects the value of 

the firm and it leads to change EBIT and market value of the shares. There is a relationship 

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. 

1. Tradition al Approach 

2. Modern Approach  

 Net Income Approach 

 Net Operating Income Approach 

 Modigliani-Miller Approach 

1. 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 Ko decreases only within the 

responsible limit of financial leverage and when reaching the minimum level, it starts 

increasing with financial leverage. 

 

Assumptions 

Capital structure theories are based on certain assumption to analysis in a single and 

convenient manner: 
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• There are only two sources of funds used by a firm; debt and shares. 

• The firm pays 100% of its earning as dividend. 

• The total assets are given and do not change. 

• The total finance remains constant. 

• The operating profits (EBIT) are not expected to grow. 

• The business risk remains constant. 

• The firm has a perpetual life. 

• The investors behave rationally. 

Net Income (NI) Approach 

Net income approach suggested by the Durand. According to this approach, the 

capital structure decision is relevant to the valuation of the firm. In other words, a change in 

the capital structure leads to a corresponding change in the overall cost of capital as well as 

the total value of the firm. 

According to this approach, use more debt finance to reduce the overall cost of capital and 

increase the value of firm. 

Net income approach is based on the following three important assumptions: 

1. There are no corporate taxes. 

2. The cost debt is less than the cost of equity. 

3. The use of debt does not change the risk perception of the investor. 

V = S+B 

Where 

V = Value of firm 

S = Market value of equity 

B = Market value of debt 

Net Operating Income (NOI) Approach 
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Another modern theory of capital structure, suggested by Durand. This is just the 

opposite to the Net Income approach. According to this approach, Capital Structure decision 

is irrelevant to the valuation of the firm. The market value of the firm is not at all affected by 

the capital structure changes. 

According to this approach, the change in capital structure will not lead to any change in the 

total value 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; 

Value of the firm (V) can be calculated with the help of the following formula 

V = EBIT / K o 

Where, 

V = Value of the firm 

EBIT = Earnings before interest and tax or Net Operating Income 

Ko = Overall cost of capital 

 

 

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 
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maintains that the average cost of capital does not change with change in the debt weighted 

equity minor capital structures of the firm. 

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 dividend payout ratio is 100%. 

• The business consists of the same level of business risk. 

Value of the firm can be calculated with the help of the following formula: 

  V= EBIT / Ko * (1-t) 

Where 

EBIT = Earnings before interest and tax 

Ko = Overall cost of capital 

t = Tax rate 
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INTRODUCTION 

The term dividend refers to that part of profits of a company which is distributed by 

the company among its shareholders. It is the reward of the shareholders for investments 

made by them in the shares of the company. The investors are interested in earning the 

maximum return on their investments and to maximize their wealth. A company, on the other 

hand, needs to provide funds to finance its long-term growth. If a company pays out as 

dividend most of what it earns, then for business requirements and further expansion it will 

have to depend upon outside resources such as issue of debt or new shares. Dividend policy 

of a firm, thus affects both the long-term financing and the wealth of shareholders. As a 

result, the firm‟s decision to pay dividends must be reached in such a manner so as to 

equitably apportion the distributed profits and retained earnings. 

Since dividend is a right of Shareholders to participate in the profits and surplus of the 

company for their investment in the share capital of the company, they should receive fair 

amount of the profits. The company should, therefore, distribute a reasonable amount as 

dividends (which should include a normal rate of interest plus a return for the risks assumed) 

to its members and retain the rest for its growth and survival. 

Meaning of Dividend 

Dividend refers to the business concerns net profits distributed among the 

shareholders. It may also be termed as the part of the profit of a business concern, which is 

distributed among its shareholders. 

According to the Institute of Chartered Accountant of India, dividend is defined as“a 

distribution to shareholders out of profits or reserves available for this purpose”. 

TYPES OF DIVIDEND/FORM OF DIVIDEND 

Dividend may be distributed among the shareholders in the form of cash or stock. Hence, 

Dividends are classified into: 

A. Cash dividend 

B. Stock dividend 

C. Bond dividend 

D. Property dividend 
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Cash Dividend 

If the dividend is paid in the form of cash to the shareholders, it is called cash dividend. It is 

paid periodically out the business concerns EAIT (Earnings after interest and tax). Cash 

dividends are common and popular types followed by majority of the business concerns. 

Stock Dividend 

Stock dividend is paid in the form of the company stock due to raising of more finance. 

Under this type, cash is retained by the business concern. Stock dividend may be bonus issue. 

This issue is given only to the existing shareholders of the business concern. 

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 distribute 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 of the financial 

manager, because it determines the amount of profit to be distributed among shareholders and 

amount of profit to be treated as retained earnings for financing its long term growth. Hence, 

dividend decision plays very important part in the financial management. 

Dividend decision consists of two important concepts which are based on the 

relationship between dividend decision and value of the firm. 

Dividend Theories 

Irrelevance of Dividend 

 Solomon Approach  

 MM Approach  
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Relevance of Dividend 

 Walter‟s Model  

 Gordon‟s Model 

 

Irrelevance of Dividend 

According to professors Soloman, Modigliani and Miller, dividend policy has no effect on 

the share price of the company. There is no relation between the dividend rate and value of 

the firm. Dividend decision is irrelevant of the value of the firm. Modigliani and Miller 

contributed a major approach to prove the irrelevance dividend concept. 

Modigliani and Miller’s Approach 

According to MM, under a perfect market condition, the dividend policy of the company is 

irrelevant and it does not affect the value of the firm.“Under conditions of perfect market, 

rational investors, absence of tax discrimination between dividend income and capital 

appreciation, given the firm‟s investment policy, its dividend policy may have no influence 

on the market price of shares”. 

Assumptions 

MM approach is based on the following important assumptions: 

1. Perfect capital market. 

2. Investors are rational. 

3. There are no taxes. 

4. The firm has fixed investment policy. 

5. No risk or uncertainty. 

Proof for MM approach 

MM approach can be proved with the help of the following formula 
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Po  =  D1+P1 

        ________________ 

   (1+Ke) 

Where, 

Po = Prevailing market price of a share. 

Ke = Cost of equity capital. 

D1 = Dividend to be received at the end of period one. 

P1 = Market price of the share at the end of period one. 

P1 can be calculated with the help of the following formula. 

P1 = Po (1+Ke) – D1 

The number of new shares to be issued can be determined by the following formula: 

M × P1 = I – (X – nD1) 

 

Where, 

M = Number of new share to be issued. 

P1 = Price at which new issue is to be made. 

I = Amount of investment required. 

X = Total net profit of the firm during the period. 

nD1= Total dividend paid during the period. 

Exercise 1 

X Company Ltd., has 100000 shares outstanding the current market price of the 

shares Rs. 15 each. The company expects the net profit of Rs. 2, 00,000 during the year and it 

belongs to a rich class for which the appropriate capitalisation rate has been estimated to be 

20%. The company is considering dividend of Rs. 2.50 per share for the current year. What 

will be the price of the share at the end of the year?  
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(i) if the dividend is paid and 

(ii) if the dividend is not paid. 

 

Solution 

 

Po  =  D1+P1 

        ________________ 

   (1+Ke) 

 (i) If the dividend is paid 

Po = Rs.15 

Ke = 20% 

D1 = 2.50 

P1 = ? 

15 =   2.50+P1   
     ________ 

 
 1+ 20% 

 

 

 

15 =   2.50+P1   
     ________ 

 
 1.2 

 

2.50 + P1 = 15 × 1.2 

P1 = 18 – 2.50 

P1 = Rs. 15.50 
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(ii) If the dividend is not paid 

Po = 15 

Ke = 20% 

D1 = 0 

P1 = ? 

 

15 =   0 +P1   
     ________ 

 
 1+ 20% 

 

 

 

15 =   0 +P1   
     ________ 

 
 1.20 

0 + P1 = 15×1.20 

 

P1 = Rs. 18. 

 
Exercise 4 

Z Ltd., has risk allying firm for which capitalization rate is 12%. It currently has 

outstanding 8,000 shares selling at Rs. 100 each. The dividend for the current financial year is 

Rs. 7 per share. The company expects to have a net income of Rs. 69,000 and has a proposal 

formatting new investments of Rs. 1, 60,000. Show that under the MM hypothesis the 

payment of dividend does not affect the value of the firm. (a) Value of the firm when 

dividends are paid. Price of the shares at the end of the current financial year. 

 

(a) Value of the firm when dividends are paid. Price of the shares at the end of the current financial 

year. 

 

P1 = Po (1+Ke) – D1 

= 100 (1 + .12) – 7 

= 100×1.12 – 7 

P1 = Rs. 105 
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(b) Number of shares to be issued. 

 

S = I- (TE – nD) 

         ____________ 

      P1 

    

= 1,60,000- (69000 – (8000*7) 

    ------------------------------------ 

  105 

 

 

= 1,60,000- (69000 – (8000*7) 

    ------------------------------------ 

  105 

 

 

=   1,47,000 

    ------------------------------------ 

  105 

 

= 1400 Shares 

 

The MM hypothesis explained in another firm also assumes that investment required by the 

firm on account of payment of dividends is finance out of the new issue of equity shares. 

 

S = I- (TE – nD) 

         ____________ 

      P1 

S = Value of the firm can be calculated as follows 

 

nPo =  (N+S) M1 – (I- TE) 

         ____________ 

     1+ Ke 

nPo = Value of the firm 

TE = Total Earnings 
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M1 = Market Price at the end of the period 

Ke = Cost of capital 

D = Dividend paid at the end of the year (or) period 

N = Number of shares outstanding at the beginning of the period. 

 

nPo =  (N+S) M1 – (I- TE) 

         ____________ 

     1+ Ke 

 = (8000+1400*105 - (160000-69000) 

         ____________ 

     1+ 12% 

 

 

= 9400*105 - 91000 

         ____________ 

     1.12 

 

= 8,00,000 

 

Criticism of MM approach 

 

 MM approach consists of certain criticisms also. The following are the major 

criticisms ofMM approach. 

 MM approach assumes that tax does not exist. It is not applicable in the practical life 

of the firm. 

 MM approach assumes that, there is no risk and uncertain of the investment. It is also 

not applicable in present day business life. 

 MM approach does not consider floatation cost and transaction cost. It leads to affect 

the value of the firm. 

 MM approach considers only single decrement rate, it does not exist in real practice. 
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 MM approach assumes that, investor behaves rationally. But we cannot give 

assurance that all the investors will behave rationally. 

  

RELEVANCE OF DIVIDEND 

According to this concept, dividend policy is considered to affect the value of the 

firm. 

Dividend relevance implies that shareholders prefer current dividend and there is no direct 

relationship between dividend policy and value of the firm. Relevance of dividend concept is 

supported by two eminent persons like Walter and Gordon. 

 

Walter’s Model 

Prof. James E. Walter argues that the dividend policy almost always affects the 

value of the firm. Walter model is based in the relationship between the following important 

factors: 

• Rate of return I 

• Cost of capital (k) 

According to the Walter‟s model, if r > k, the firm is able to earn more than what the 

shareholders could by reinvesting, if the earnings are paid to them. The implication of r > k is 

that the shareholders can earn a higher return by investing elsewhere. 

If the firm has r = k, it is a matter of indifferent whether earnings are retained or distributed. 

Another feature of Walter‟s formula is that it provides an added or reduced Weight to 

the retained earnings portion of the capitalization earnings formula. The factors „r‟ and „k‟ are 

placed in front of retained earnings to change its weighted value under different situations as 

discussed below: 

1. Growth Firms 

In growth firms internal rate of return is greater than the normal rate(r > k). Therefore, r/k 

factor will greater than 1. Such firms must reinvest retained earnings since existing 

alternative investments offer a lower return than the firm is able to secure. Each rupee of 

retained earnings will have a higher weighting in Walter‟s formula than a comparable rupee 

of dividends. Thus, large the firm retains, higher the value of the firm. Optimum dividend 

payout ratio for such a firm will be zero. 
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2. Normal Firm 

Normal firms comprise those firms whose internal rate of return is equal to normal 

capitalization (r=k). These firms earn on their investments rate of return equal to market rate 

of return. For such firms dividend policy will have no effect on the market value per share in 

the Walter‟s model. Accordingly, retained earnings will have the same weighted value as 

dividends. In this case the market value per share is affected by the payout ratio. 

 

3. Declining Firms 

Firms which earn on their investments less than the minimum rate required are 

designated as declining firms. The management of such firms would like to distribute its 

earnings to the stockholders so that they may either spend it or invest elsewhere to earn 

higher return than earned by the declining firms. Under such a situation each rupee of 

retained earnings will receive lower weight than dividends and market value of the firm will 

tend to be maximum when it does not retain earnings at all. 

 

4. Evaluation of the Walter’s Model 

Professor Walter has endeavoured to show in an erudite manner the effects of 

dividend policy on value of equity shares under different situations of a firm. However, the 

basic premises on which edifice of the theory are laid down are unrealistic and therefore, 

conclusions drawn from the Walter‟s model are hardly true for real life situations. Thus, for 

instance assume that a firm finances its investment opportunities only by means of internal 

sources and no external financing is resorted to for this purpose. Under such a situation, 

either the value of the firm‟s investment or dividend or both will be sub-optimum. In its 

attempt to maximize the value of the firm, the management should go on making investments 

so long as return of investment is equal to the cost of capital. This is the optimum level of 

investment; the remaining amount should be raised from external sources. On the contrary, 

Walter argues that value of the firm is maximized by retaining all the profits because 

magnitude of investments financed by retained earnings may be less than the optimum level 

of investment 

 

Assumptions 

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

2. The firm does not use debt or equity finance. 

3. The firm has constant return and cost of capital. 

4. The firm has 100 recent payout. 

5. The firm has constant EPS and dividend. 

6. The firm has a very long life. 

Walter has evolved a mathematical formula for determining the value of market share 

 

 

  P =   D+r/Ke (E-D) 

         ______________ 

     Ke 

Where, 

P = Market price of an equity share 

D = Dividend per share 

r = Internal rate of return 

E = Earning per share 

Ke = Cost of equity capital 

 

Exercise 7 

From the following data, calculate the MP of a share of ABC Ltd., under  

(i) Walter‟sformula; and  

(ii) (ii) Dividend growth model. 

 

EPS = Rs. 10    DPS = Rs. 6 

Ke = 18%    r = 25% 

Retention ratio (b) = 45% 
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Solution: 

(i) Walter’s Model 

EPS = Rs. 10 DPS = Rs. 6 

Ke = 18% r = 25% 

Retention ratio (b) = 45% 

 

Solution: 

(i) Walter’s Model 

 

 

 P = D +r (EPS – DPS) 

      ________________ 

      Ke 

 

 =  6 +.25 (10-6) 

        ________________ 

        .18 

 

 

=  6 +.5.56 

      ________________ 

  .18 

 

 

=  11.56 

      ________________ 

    .18 

 

 

=  RS.64.22 
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(ii) Dividend Growth Model 

 

 

P =             E (1-b) 

      ________________ 

      Ke – br 

 

 

 

=     10 (1-.45) 

        ________________ 

         

.18 * (.45*.25) 

 

 

=     10 * 0 .55 

        ________________ 

         

0 .18 * 0. 1125 

 

 

=            5.5 

        ________________ 

         

       0.0675 

 

=  Rs.81.48 

 

Criticism of Walter’s Model 

The following are some of the important criticisms against Walter model: Walter 

model assumes that there is no extracted finance used by the firm. It is not practically 

applicable. There is no possibility of constant return. Return may increase or decrease, 
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depending upon the business situation. Hence, it is applicable. According to Walter model, it 

is based on constant cost of capital. But it is not applicable in the real life of the business. 

 

Gordon’s Model 

Myron Gorden suggests one of the popular model which assume that dividend policy 

of a firm affects its value, and it is based on the following important assumptions: 

1. The 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 perpetual 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 =             E (1-b) 

      ________________ 

      Ke - br 

 

Where, 

P = Price of a share 

E = Earnings per share 

1 – b = D/p ratio (i.e., percentage of earnings distributed as dividends) 

Ke = Capitalization rate 

br = Growth rate = rate of return on investment of an all equity firm. 

Exercise 8 

Raja company earns a rate of 12% on its total investment of Rs. 6,00,000 in assets. It 

has 6,00,000 outstanding common shares at Rs. 10 per share. Discount rate of the firm is10% 

and it has a policy of retaining 40% of the earnings. Determine the price of its share using 

Gordon‟s Model. What shall happen to the price of the share if the company has pay out of 

60% (or) 20%? 
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Solution 

According to Gordon‟s Model, the price of a share is 

 

 

 P =             E (1-b) 

             ________________ 

           Ke - br 

Given: E = 12% of Rs. 10=Rs. 1.20 

r = 12%=0.12 

K = 10%=0.10 

t = 10%=0.10 

b = 40%=0.40 

 

=     1.20 (1-.40) 

        ________________ 

         

10 - (.40*.12) 

 

=     1.20 (.60) 

        ________________ 

         

.10 - 0.048 

 

 

=       0.72 

        ________________ 

         

    0.052 

 

= Rs.13.85 
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If the firm follows a policy of 60% payout then b=20% =0.20 

The price is   

P =       1.20 (1-.20) 

          ________________ 

         

               .10 - (.2*.12) 

 

   =  0.05 

r=4% =0.04, D =25% of 10=2.50 

 

=          5 

        ________________ = Rs.41.67 

         

      0.12 

 

If payout ratio is 50%, D=50% of 10=Rs. 5 

r=12%=0.12, D=50% of 10 = Rs. 5 

 

           5+5 

        = ________________ = Rs.83.33 

         

      0.12 

 

r = 8% = 0.08, D = 50% of 10 = 5 

 

 

           5+3.33 

        = ________________ = Rs.69.42 

         

           0.12 

 

 

r = 4% = 0.04, D = 50% of 10 = 5 
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6.67 

        = ________________ = Rs.55.58 

         

         0.12 

 

C. If payout ratio is 75% 

 

D = 75% of 10 = 7.50 

(i) r = 12% = 0.12, D = 75% of 10 = 7.50 

 

           7.50+2.50 

        = ________________ = Rs.83.33 

         

             0.12 

 

(ii) r = 8% = 0.8, D = 75% of 10 = 7.50 

 

 

           7.50+1.67 

        = ________________  

                  0.12 

 

                    9.17 

        = ________________ =Rs.76.42 

                  0.12 

(iii) r = 4% = 0.04, D = 75% of 10 = 7.50 

 

      7.50+0.83 

        = ________________  

                  0.12 
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         8.33 

        = ________________ =Rs.69.42 

   .12 

 

 

 

If the payout is 20% the value of b=0.60 and the price of the share is 

  

  1.20 (1-0.60) 

        = ________________  

    0.10 – (.80 * .12) 

 

         0.48 

        = ________________ =Rs.120 

   0.0004 

 

 

Criticism of Gordon’s Model 

Gordon‟s model consists of the following important criticisms: 

 Gordon model assumes that there is no debt and equity finance used by the 

firm. It is not applicable to present day business. 

 Ke and r cannot be constant in the real practice. 

 According to Gordon‟s model, there are no tax paid by the firm. It is not 

practically applicable. 

 

FACTORS DETERMINING DIVIDEND POLICY 

 

 Profitable Position of the Firm 

Dividend decision depends on the profitable position of the business concern. When the firm 

earns more profit, they can distribute more dividends to the shareholders. 

 

 



27 

 

 Uncertainty of Future Income 

Future income is a very important factor, which affects the dividend policy. When the 

shareholder needs regular income, the firm should maintain regular dividend policy. 

 

 Legal Constrains 

The Companies Act 1956 has put several restrictions regarding payments and declaration 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 mobilise large finance. The firm shall not go 

for retained earnings. 

 

 

 Growth Rate of the Firm 

High growth rate implies that the firm can distribute more dividend to its shareholders. 

 Tax Policy 

Tax policy of the government also affects the dividend policy of the firm. When the 

government gives tax incentives, the company pays more dividend. 

 Capital Market Conditions 

Due to the capital market conditions, dividend policy may be affected. If the capital market is 

prefect, it leads to improve the higher dividend. 

 

TYPES OF DIVIDEND POLICY 

Dividend policy depends upon the nature of the firm, type of shareholder and 

profitable position. On the basis of the dividend declaration by the firm, the dividend policy 

may be classified under the following types: 

•  Regular dividend policy 

•  Stable dividend policy 
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•     Irregular dividend policy 

•     No dividend policy. 

Regular Dividend Policy 

Dividend payable at the usual rate is called as regular dividend policy. This type of policy 

is suitable to the small investors, retired persons and others. 

Stable Dividend Policy 

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 unsuccessful business 

operation, they may follow irregular dividend policy. It is one of the temporary arrangements 

to meet the financial problems. These types are having adequate profit. For others no 

dividend is distributed. 

No Dividend Policy 

Sometimes the company may follow no dividend policy because of its unfavourable working 

capital position of the amount required for future growth of the concerns. 

FACTORS AFFECTING DIVIDEND POLICY: 

There is a controversy amongst financial analysts regarding impact of dividends on 

market price of a company‟s shares. Some argue that dividends do not have any impact on 

such price while others hold a different opinion. However, preponderance of evidence 

suggests that dividend policies do have a significant effect on the value of the firm‟s equity 

shares in the stock exchange. Having accepted this premise, it will now be appropriate to 

consider those factors which affect the dividend policy of a firm. 

 

The factors affecting the dividend policy are both external as well as internal. 
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External factors 

1. General state of economy - The general state of economy affects to a great extent 

the management‟s decision to retain or distribute earnings of the firm. In case of uncertain 

economic and business conditions, the management may like to retain the whole or a part of 

the firm‟s earnings to build up reserves to absorb shocks in the future. Similarly in periods of 

depression, the management may also withhold-dividends payment to retain a large part of its 

earnings to preserve the firm‟s liquidity position. In periods of prosperity the management 

may not be liberal in dividend payments though the earning power of a company warrants it 

because of availability of larger profitable investment opportunities similarly in periods of 

inflation, the management may withhold dividend payments in order to retain larger 

proportion of the earnings for replacement of worn-out assets. 

2. Legal restrictions - A firm may also be legally restricted from declaring and paying 

dividends. For example, in India, the companies Act, 1956 has put several restrictions 

regarding payments and declaration of dividends. Some of these restrictions are as follows : 

 

(i) Dividends can only be paid out of 

 (a) The current profits of the company,  

(b) The past accumulated profits or  

(c) Money provided by the Central or State Governments for the payment of 

dividends in pursuance of the guarantee given by the Government. Payment of dividend out 

of capital is illegal. 

 

(ii) A company is not entitled to pay dividends unless (a) it has provided for present as well 

as all arrears of depreciation, (b) a certain percentage of net profits of that year as prescribed 

by the central Government not exceeding 10%, has been transferred to the reserves of the 

company. 

 

(iii) Past accumulated profits can be used for declaration of dividends only as per the rules 

framed by the Central Government in this behalf. Similarly, the Indian Income Tax Act also 

lays down certain restrictions on payment of dividends. The management has to take into 

consideration all the legal restrictions before taking the dividend decision otherwise it may be 

declared as ultra vires. 
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Internal factors 

The following are the internal factors which affect the dividend policy of a firm: 

 

1. Desire of the shareholders - Of course, the directors have considerable liberty regarding 

the disposal of the firm‟s earnings, but the shareholders are technically the owners of the 

company and, therefore, their desire cannot be overlooked by the directors while deciding 

about the dividend policy. 

 

Shareholders of a firm expect two forms of return from their investment in a firm: 

(i) Capital gains - The shareholders expect an increase in the market value of the equity 

shares held by them over a period of time. Capital gain refers to the profit resulting from the 

sale of capital investment i.e., the equity shares in case of shareholders. For example, if a 

shareholder purchases a share for 40 and later on sells it for 60 the amount of capital gain is a 

sum of 20. 

(ii) Dividends - The shareholders also expect a regular return on their investment from the 

firm. In most cases the shareholders‟ desire to get dividends takes priority over the desire to 

earn capital gains because of the following reasons: 

(a) Reduction of uncertainty - Capital gains or a future distribution of earnings 

involves more uncertainty than a distribution of current earnings. 

(b) Indication of strength - The declaration and payment of cash dividend carries an 

information content that the firm is reasonably strong and healthy. 

(c) Need for current income - Many shareholders require income from the 

investment to pay for their current living expenses. Such shareholders are generally reluctant 

to sell their shares to earn capital gain. 

 

2. Financial needs of the company - The financial needs of the company are to be 

considered by the management while taking the dividend decision. Of course, the financial 

needs of the company may be in direct conflict with the desire of the shareholders to receive 

large dividends. However, a prudent management should give more weight age to the 

financial needs of the company rather than the desire of the shareholders. In order to 

maximize the shareholders‟ wealth, it is advisable to retain earnings in the business only 

when company has better profitable investment opportunities as compared to the 
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shareholders. However, the directors must retain some earnings, whether or not profitable 

investment opportunity exists, to maintain the company as a sound and solvent enterprise. 

 

3. Desire of control - Dividend policy is also influenced by the desire of shareholders or the 

management to retain control over the company. The issue of additional equity shares for 

procuring funds dilutes control to the detriment of the existing equity shareholders who have 

a dominating voice in the company. At the same time, recourse to long-term loans may entail 

financial risks and may prove disastrous to the interests of the shareholders in times of 

financial difficulties. 

In case of a strong desire for control, the management may be reluctant to pay 

substantial dividends and prefer a smaller dividend pay out ratio. This is particularly true in 

case of companies which need funds for financing profitable investment opportunities and an 

outside group is seeking to gain control over the company. 

However, where the management is strongly in control of the company either because 

of substantial shareholdings or because of the shares being widely held, the firm can afford to 

have a high dividend pay out ratio. 

4. Liquidity position - The payment of dividends results in cash outflow from the firm. A 

firm may have adequate earnings but it may not have sufficient cash to pay dividends. It is, 

therefore, important for the management to take into account the cash position and the overall 

liquidity position of the firm before and after payment of dividends while taking the dividend 

decision. A firm may not, therefore, be in a position to pay dividends in cash or at a higher 

rate because of insufficient cash resources. Such a problem is generally faced by growing 

firms which need constant funds for financing their expansion activities. 
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A 

Company 

is highly 

geared 

when -----

---------

It rises 

finance 

by only 

equity 

capital

More 

debenture

s are 

issued 

than 

preferenc

e shares

More 

debenture

s are 

issued 

than 

equity 

capital

More 

preferenc

e shares 

are issued 

than 

equity 

capital

More 

debenture

s are 

issued 

than 

equity 

capital

122

Capital 

gearing is 

the ratio 

between --

-------------

-

Equity 

capital 

and 

debenture

Equity 

capital 

and 

preferenc

e capital

Equity 

capital 

and fixed 

interest 

securities

Debentur

es and 

preferenc

e capital

Equity 

capital 

and fixed 

interest 

securities

123

Trading 

on equity 

means ----

----------

Trading 

in equity 

share of 

small 

face 

value

A 

relatively 

smaller 

equity 

capital 

than 

borrowed 

capital

Transacti

on 

between 

the 

company 

and its 

minority 

share 

holders

Restricte

d 

transactio

n on 

equity 

shares 

and stock 

exchange

A 

relatively 

smaller 

equity 

capital 

than 

borrowed 

capital
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In a 

highly 

geared 

company--

----------

Only 

ordinary 

capital is 

raised

Only 

debenture

s are 

issued

Major 

part of 

finance is 

raised by 

debenture

s

Major 

part of 

finance is 

raised by 

equity 

capital

Major 

part of 

finance is 

raised by 

debenture

s
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Leverage 

implies 

that -------

--

The 

return on 

equity 

share 

capital 

exceeds 

the 

interest 

on 

borrowed 

capital

Return on 

borrowed 

capital

Return on 

equity 

capital

The 

return on 

borrowed 

capital 

exceeds 

the return 

on equity 

share 

capital

The 

return on 

equity 

share 

capital 

exceeds 

the 

interest 

on 

borrowed 

capital
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Which of 

the 

following 

is not a 

function 

of money 

------------

It is a 

medium 

of 

exchange

It 

increases 

purchasin

g power

It is 

standard 

measure 

of value

It is 

hedge 

against 

inflation

It 

increases 

purchasin

g power

127

Opportun

ity cost is 

also 

known as 

------------

Explicit 

cost

Implicit 

cost

Historic 

cost

Composit

e cost

Implicit 

cost

128

Average 

cost of 

capital 

also 

refers -----

------

Marginal 

cost of 

capital 

Historic 

cost

Composit

e cost

Implicit 

cost

Composit

e cost

129

Point of 

indifferen

ce relates 

the --------

-------

EPS and 

net profit

EBIT  

and tax 

level

Net profit 

and 

earnings

Gross 

and net 

profit

EBIT  

and tax 

level
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The 

importan

ce of 

stock 

price 

determin

ants of 

investme

nt was 

substainti

ated by ---

---

JR hicks Million 

Friedman

JM 

keynes

Miller Million 

Friedman
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Fat 

money is 

that 

which is --

------

Accepted 

by 

overseas 

bank only

Decrease

d as 

money by 

the 

governme

nt

Accepted 

temporari

ly lien of 

gold

Backed 

by gold 

or silver

Decrease

d as 

money by 

the 

governme

nt
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Which of 

the 

following 

is not an 

example 

of near 

money ?

Treasury 

bill

Equity 

share

Bill of 

exchange

Bonds 

and 

debenture

s

Equity 

share

133

A stock 

variable 

is 

measured 

----------

During a 

month

During a 

year

At a time During a 

period

At a time

134

The fixed 

cost 

includes --

------

Salaries 

of staff

Depreciat

ion cost

Expenses 

of land 

maintena

nce

Salaries 

of 

staff,expe

nses of 

land and 

depreciati

on cost

Salaries 

of 

staff,expe

nses of 

land and 

depreciati

on cost

135

The 

biggest 

stock 

exchange 

of India 

is ----------

Mumbai Delhi Calcutta Madras Mumbai

136

Ploughin

g back of 

profit 

means ----

--------

Earning 

of black 

money

Reinvest

ment of 

earnings 

Unclaime

d 

dividends

Transferri

ng a part 

of profit 

to reserve

Reinvest

ment of 

earnings 

137

A 

Company 

can trade 

on equity 

when it 

has 

issued ----

-------

Only 

equity 

capital

Only 

preferenc

e capital

Equity 

and 

preferenc

e capital

Debentur

e 

preferenc

e and 

equity 

capital

Debentur

e 

preferenc

e and 

equity 

capital
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Composit

e 

leverage 

is a 

combinat

ion of -----

--------

Financial 

and 

operating 

leverage 

Financial 

and 

working 

capital 

leverage

Financial 

and 

trading 

on equity

Operating 

and 

working 

capital 

leverage

Financial 

and 

operating 

leverage 
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 _______ 

is an 

arrangem

ent that 

provides 

a firm 

with the 

use and 

control 

over 

assets 

without 

buying 

and 

owning 

the same.

Hire 

purchase 

Pledge lease Bailment lease 

140

Which is 

a capital 

expenditu

re?

Wages 

paid

Plant & 

machiner

y 

acquired

Salaries 

paid

Advertise

ment cost

Plant & 

machiner

y 

acquired

141

Which of 

the 

following 

is a 

capital 

expenditu

re?

Wages 

paid

Salary depreciati

on

prelimina

ry 

expenses

prelimina

ry 

expenses

142

Which of 

the 

following 

transactio

n is of 

capital 

nature?

purchase 

of truck 

by a 

company 

replacem

ent of old 

tyres

yearly 

premium 

to insure 

the truck

cost of 

repairs of 

the truck

purchase 

of truck 

by a 

company 



143

Investme

nt 

expenditu

re is an 

important 

compone

nt of ------

-----

Profit 

function

Consump

tion 

function

National 

product

Aggregat

e 

expenditu

re

Aggregat

e 

expenditu

re

144

Sources 

of 

finance 

for a 

business 

include ---

----------

Equity     Debt equity . 

Preferenc

e and 

debt 

Preferenc

e capital

equity . 

Preferenc

e and 

debt 

145

Equity 

means ----

-----------

Paid up 

share 

capital

retained 

earnings

share 

premium

Paid up 

share 

capital, 

retained 

earnings 

and share 

premium

Paid up 

share 

capital, 

retained 

earnings 

and share 

premium

146

When 

will the 

company 

have to 

plan 

about its 

capital 

structure?

 During 

Incorpora

tion 

During 

replacem

ent 

during 

moderniz

ation

 all of 

these

 During 

Incorpora

tion 

147

Financial 

leverage 

means ----

-------

equity is 

the base 

to raise 

the 

finance

debt is 

the base 

to raise 

the 

finance

both a & 

b are 

used as a 

base

preferenc

e is the 

base to 

raise the 

finance

equity is 

the base 

to raise 

the 

finance
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The 

differenc

e 

between 

long term 

financial 

managem

ent  and 

short 

term 

financial 

managem

ent

Interest Timing 

of cash  

Cost of 

capital 

use of 

cash

Timing 

of cash  

149

What are 

the 

longterm 

sources 

of 

finance 

for a 

business?

Equity   Debt   equity 

and debt  

cash equity 

and debt  

150

When 

will the 

company 

have to 

plan 

about its 

capital 

structure?

During 

Incorpora

tion  

During 

replacem

ent  

during 

moderniz

ation

During 

promotio

n

During 

Incorpora

tion  
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-------------

---------- 

is an 

arrangem

ent that 

provides 

a firm 

with the 

use and 

control 

over 

assets 

without 

buying 

and 

selling of 

the same.

Pledge Hypothec

ation

Leasing Mortgage Leasing



152

-------------

------ is 

the form 

of renting 

assets.

Pledge Hypothec

ation

 Leasing Mortgage  Leasing

153

Lease is a 

constant 

between --

-------------

-------

lessor 

and 

lessee

debtor 

and 

creditor

agent and 

principal

buyer and 

seller

lessor 

and 

lessee

154

The user 

of the 

asset in 

leasing 

contract 

is ----------

-----

Lessee       lessor debtor  creditor Lessee       

155

-------------

-- lease 

period 

less than 

the useful 

life of the 

asset.

operating non- 

operating

service   profit operating

156

-------------

----- 

comprise

s of fixed 

assets 

and other 

non-

current 

assets

fixed 

capital

working 

capital

Fluctuati

ng capital

variable 

capital

fixed 

capital

157

Pattern of 

capital 

structure 

include ---

-------

Equity 

shares 

only

Preferenc

e shares 

only

Both 

equity 

and 

preferenc

e shares

Debentur

e only

Both 

equity 

and 

preferenc

e shares
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The use 

of long 

term 

fixed 

interest 

bearing 

debt and 

preferenc

e share 

capital 

along 

with 

equity 

shares is 

called -----

----------

operating 

leverage 

financial 

leverage

combined 

leverage

Working 

capital 

leverage

financial 

leverage

159

Tradition

al 

approach 

of capital 

structure 

is also 

known as 

-------------

-

older 

approach

intermedi

ate 

approach

modern 

approach

walter 

approach

intermedi

ate 

approach
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-------------

-- refers 

to the 

relationsh

ip 

between 

equity 

capital 

and long 

term debt

capital 

gearing

capital 

structure

capital 

budgeting

cost of 

capital

capital 

gearing

161

What do 

you mean 

by 

working 

capital 

managem

ent?

managem

ent of 

current 

assets       

managem

ent of 

current 

liabilities  

Managem

ent of 

current 

assets 

and 

current 

liabilities

Managem

ent of 

cash

Managem

ent of 

current 

assets 

and 

current 

liabilities
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Working 

capital 

needs of 

a firm are 

influence

d by -------

---

Nature of 

managem

ent 

climatic 

condition

s 

Productio

n policy  

Advertise

ment 

Productio

n policy  

163

What is 

the level 

of 

investme

nt in 

current 

assets 

under 

flexible 

policy ?

Medium Low  High Moderate High

164

What is 

matching 

principle 

of 

working 

capital  

managem

ent ?

Cost = 

Profit

Cost = 

expense 

Maturity 

of source 

of 

finance  

= 

maturity 

of assets 

being 

financed   

sales Maturity 

of source 

of 

finance  

= 

maturity 

of assets 

being 

financed   

165

Which 

current 

asset is 

vital to 

the daily 

operation

s of 

business 

?

Inventory  cash   Bills 

receivabl

es 

Debtors Inventory  

166

Which is 

the 

principal 

tool of 

cash 

managem

ent?

Bank 

deposit  

Cash 

budget 

Lock box 

system  

Budget Cash 

budget 
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Which is 

the 

principal 

method 

of short 

term cash 

forecastin

g?

Funds 

flow 

method     

Cash 

flow 

method 

Receipts 

and 

payments 

method  

Ratio 

analysis

Cash 

flow 

method 

168

What do 

you mean 

by net 

float?

Balance 

in the 

books of 

the bank 

is higher 

than the 

books of 

the firm

Balance 

in the 

books of 

the bank 

is equal 

to  the 

books of 

the firm

Balance 

in the 

books of 

the bank 

is lower 

than the 

books of 

the firm

Balance Balance 

in the 

books of 

the bank 

is lower 

than the 

books of 
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capital
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Current 

assets

Working 

capital
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Furniture Work in 

Progress

Furniture
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s 
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fixed 
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More 

fixed 
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More 

working 
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WORKING CAPITAL MANAGEMENT 

Working capital management is also one of the important parts of the financial 

management. It is concerned with short-term finance of the business concern which is a 

closely related trade between profitability and liquidity. Efficient working capital 

management leads to improve the operating performance of the business concern and it helps 

to meet the short term liquidity. Hence, study of working capital management is not only an 

important part of financial management but also are overall management of the business 

concern. Working capital is described as the capital which is not fixed but the more common 

uses of the working capital is to consider it as the difference between the book value of 

current assets and current liabilities. 

MEANING OF WORKING CAPITAL 

Capital of the concern may be divided into two major headings. 

 Fixed Capital  

 Working Capital 

Fixed capital means that capital, which is used for long-term investment of the business 

concern. For example, purchase of permanent assets. Normally it consists of non-recurring in 

nature. 

Working Capital is another part of the capital which is needed for meeting day to day 

requirement of the business concern. For example, payment to creditors, salary paid to 

workers, purchase of raw materials etc., normally it consists of recurring in nature. It can be 

easily converted into cash. Hence, it is also known as short-term capital. 
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Definitions 

 According to the definition of Mead, Baker and Malott, ―Working Capital means 

Current Assets‖. 

 According to the definition of J.S.Mill, ―The sum of the current asset is the working 

capital of a business‖. 

 According to the definition of Weston and Brigham, ―Working Capital refers to a 

firm‘s investment in short-term assets, cash, short-term securities, accounts 

receivables and inventories‖. 

 According to the definition of Bonneville, ―Any acquisition of funds which increases 

the current assets, increase working capital also for they are one and the same‖. 

 According to the definition of Shubin, ―Working Capital is the amount of funds 

necessary to cover the cost of operating the enterprises‖. 

 According to the definition of Genestenberg, ―Circulating capital means current 

assets of a company that are changed in the ordinary course of business from one 

form to another, for example, from cash to inventories, inventories to receivables, 

receivables to cash‖. 

CONCEPT OF WORKING CAPITAL 

Working capital can be classified or understood with the help of the following two important 

Concepts. 

 Gross Working Capital 

 Net Working Capital 

Gross Working Capital 

Gross Working Capital is the general concept which determines the working capital 

concept. Thus, the gross working capital is the capital invested in total current assets of the 

business concern. 



3 
 

Gross Working Capital is simply called as the total current assets of the concern. 

GWC = CA 

Net Working Capital 

Net Working Capital is the specific concept, which considers both current assets and current 

liability of the concern.Net Working Capital is the excess of current assets over the current 

liability of the concern during a particular period. 

If the current assets exceed the current liabilities it is said to be positive working capital; it is 

reverse, it is said to be Negative working capital. 

NWC = C A – CL 

Component of Working Capital 

Working capital constitutes various current assets and current liabilities. This can be 

illustrated by the following chart. 

 

 

Working Capital 

 

Current Assets   Current Liability 

        

 

 

 

 

 

 

 

Cash in Hand 

Cash at Bank 

Bills Receivable 

Sundry Debtors 

Short-term Loans 

Advances 

Inventories 

Prepaid Expenses 

Accrued Income 

Bills Payable 

Sundry Creditors 

Outstanding Expenses 

Short-term Loans and 

Advances 

Dividend Payable 

Bank Overdraft 

Provision for Taxation 
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TYPES OF WORKING CAPITAL 

Working Capital may be classified into three important types on the basis of time. 

 

 

 

 

Permanent Working Capital 

It is also known as Fixed Working Capital. It is the capital; the business concern must 

maintain certain amount of capital at minimum level at all times. The level of Permanent 

Capital depends upon the nature of the business. Permanent or Fixed Working Capital will 

not change irrespective of time or volume of sales. 

Temporary Working Capital 

It is also known as variable working capital. It is the amount of capital which is 

required to meet the Seasonal demands and some special purposes. It can be further classified 

into Seasonal Working Capital and Special Working Capital. The capital required to meet the 

seasonal needs of the business concern is called as Seasonal Working Capital. The capital 

Working Capital

Permanent

Working Capital

Temporary  
working capital

Seasonal 
Working capital

Special Working

Capital

semi variable 
Working Capital
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required to meet the special exigencies such as launching of extensive marketing campaigns 

for conducting research, etc. 

Semi Variable Working Capital 

Certain amount of Working Capital is in the field level up to a certain stage and after that it 

will increase depending upon the change of sales or time. 

NEEDS OF WORKING CAPITAL 

Working Capital is an essential part of the business concern. Every business concern 

must maintain certain amount of Working Capital for their day-to-day requirements and meet 

the short-term obligations. Working Capital is needed for the following purposes. 

1. Purchase of raw materials and spares: The basic part of manufacturing processes, raw 

materials. It should purchase frequently according to the needs of the business concern. 

Hence, every business concern maintains certain amount as Working Capital to purchase raw 

materials, components, spares, etc. 

2. Payment of wages and salary: The next part of Working Capital is payment of wages and 

salaries to labour and employees. Periodical payment facilities make employees perfect in 

their work. So a business concern maintains adequate the amount of working capital to make 

the payment of wages and salaries. 

3. Day-to-day expenses: A business concern has to meet various expenditures regarding the 

operations at daily basis like fuel, power, office expenses, etc. 

4. Provide credit obligations: A business concern responsible to provide credit facilities to 

the customer and meet the short-term obligation. So the concern must provide adequate 

Working Capital. 
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Working Capital Position/ Balanced Working Capital Position. 

A business concern must maintain a sound Working Capital position to improve the 

efficiency of business operation and efficient management of finance. Both excessive and 

inadequate 

Working Capital leads to some problems in the business concern. 

A. Causes and effects of excessive working capital. 

(i) Excessive Working Capital leads to unnecessary accumulation of raw materials, 

components and spares. 

(ii) Excessive Working Capital results in locking up of excess Working Capital. 

(iii) It creates bad debts, reduces collection periods, etc. 

(iv) It leads to reduce the profits. 

B. Causes and effects of inadequate working capital 

(i) Inadequate working capital cannot buy its requirements in bulk order. 

(ii) It becomes difficult to implement operating plans and activate the firm‘s profit target. 

(iii) It becomes impossible to utilize efficiently the fixed assets. 

(iv) The rate of return on investments also falls with the shortage of Working Capital. 

(v) It reduces the overall operation of the business. 

The important ones are discussed in brief as given below: 

i. Nature of Enterprise 

The nature and the working capital requirements of an enterprise are interlinked. 

While a manufacturing industry has a long cycle of operation of the working capital, the same 

would be short in an enterprise involved in providing services. The amount required also 

varies as per the nature; an enterprise involved in production would require more working 

capital than a service sector enterprise. 

ii. Manufacturing/Production Policy 

Each enterprise in the manufacturing sector has its own production policy, some 

follow the policy of uniform production even if the demand varies from time to time, and 

others may follow the principle of 'demand-based production in which production is based on 
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the demand during that particular phase of time. Accordingly, the working capital 

requirements vary for both of them. 

iii. Operations 

The requirement of working capital fluctuates for seasonal business. The working 

capital needs of such businesses may increase considerably during the busy season and 

decrease during the slack season. Ice creams and cold drinks have a great demand during 

summers, while in winters the sales are negligible. 

iv. Market Condition 

If there is high competition in the chosen product category, then one shall need to 

offer sops like credit, immediate delivery of goods etc. for which the working capital 

requirement will be high. Otherwise, if there is no competition or less competition in the 

market then the working capital requirements will be low. 

v. Availability of Raw Material 

If raw material is readily available then one need not maintain a large stock of the 

same, thereby reducing the working capital investment in raw material stock. On the other 

hand, if raw material is not readily available then a large inventory/stock needs to be 

maintained, thereby calling for substantial investment in the same. 

vi. Growth and Expansion 

Growth and expansion in the volume of business results in enhancement of the 

working capital requirement. As business grows and expands, it needs a larger amount of 

working capital. Normally, the need for increased working capital funds precedes growth in 

business activities. 

vii. Price Level Changes 

Generally, rising price level requires a higher investment in the working capital. With 

increasing prices, the same level of current assets needs enhanced investment. 

viii. Manufacturing Cycle 

The manufacturing cycle starts with the purchase of raw material and is completed 

with the production of finished goods. If the manufacturing cycle involves a longer period, 

the need for working capital would be more. At times, business needs to estimate the 

requirement of working capital in advance for proper control and management. The factors 

discussed above influence the quantum of working capital in the business. The assessment of 

working capital requirement is made keeping these factors in view. Each constituent of 

working capital retains its form for a certain period and that holding period is determined by 

the factors discussed above. So for correct assessment of the working capital requirement, the 



8 
 

duration at various stages of the working capital cycle is estimated. Thereafter, proper value 

is assigned to the respective current assets, depending on its level of completion each 

constituent of the working capital is valued on the basis of valuation enumerated above for 

the holding period estimated. The total of all such valuation becomes the total estimated 

working capital requirement. 

The assessment of the working capital should be accurate even in the case of small 

and micro enterprises where business operation is not very large. We know that working 

capital has a very close relationship with day-to-day operations of a business. Negligence in 

proper assessment of the working capital, therefore, can affect the day-to-day operations 

severely. It may lead to cash crisis and ultimately to liquidation. An inaccurate assessment of 

the working capital may cause either under-assessment or over-assessment of the working 

capital and both of them are dangerous. 

 

FACTORS DETERMINING WORKING CAPITAL REQUIREMENTS 

 Working Capital requirements depends upon various factors. There are no set of rules 

or formula to determine the Working Capital needs of the business concern. The following 

are the major factors which are determining the Working Capital requirements. 

 Nature of business: Working Capital of the business concerns largely depend upon 

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. 

 Production cycle: Amount of Working Capital depends upon the length of the 

production cycle. 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. 

 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 
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condition, requirement of Working Capital will reduce. Better business results lead to 

increase the Working Capital requirements. 

 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. If the production policy 

of the company depends upon the situation or conditions, Working Capital 

requirement will depend upon the conditions laid down by the company. 

 Credit policy: Credit policy of sales and purchase also affect the Working Capital 

requirements of the business concern. If the company maintains liberal credit policy 

to collect the payments from its customers, they have to maintain more Working 

Capital. If the company pays the dues on the last date it will create the cash 

maintenance in hand and bank. 

 Growth and expansion: During the growth and expansion of the business concern, 

Working Capital requirements are higher, because it needs some additional Working 

Capital and incurs some extra expenses at the initial stages. 

 Availability of raw materials: Major part of the Working Capital requirements are 

largely depend on the availability of raw materials. Raw materials are the basic 

components of the production process. If the raw material is not readily available, it 

leads to production stoppage. So, the concern must maintain adequate raw material; 

for that purpose, they have to spend some amount of Working Capital. 

 Earning capacity: If the business concern consists of high level of earning capacity, 

they can generate more Working Capital, with the help of cash from operation. 

Earning capacity is also one of the factors which determines the Working Capital 

requirements of the business concern. 
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COMPUTATION (OR ESTIMATION) OF WORKING CAPITAL 

Working Capital requirement depends upon number of factors, which are already 

discussed in the previous parts. Now the discussion is on how to calculate the Working 

Capital needs of the business concern. It may also depend upon various factors but some of 

the common methods are used to estimate the Working Capital. 

A. Estimation of components of working capital method 

Working 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. 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 of the business. The 

operating cycle begins with the acquisition of raw material and ends with the collection of 

receivables. 

Operating cycle consists of the following important stages: 

1. Raw Material and Storage Stage, (R) 

2. Work in Process Stage, (W) 

3. Finished Goods Stage, (F) 

4. Debtors Collection Stage, (D) 

5. Creditors Payment Period Stage. (C) 

 

O = R + W + F + D–C 

 

Each component of the operating cycle can be calculated by the following formula: 

 

R =Average Stock of Raw Material / Average Raw Material Consumption per Day 

W= Average Work in Process Inventory / Average Cost of Production per Day 
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F = Average Finished Stock Inventory / Average Cost of Goods Sold Per Day 

D = Average Book Debts / Average Credit Sales per Day 

C = Average Trade Creditors / Average Credit Purchase Per Day 

WORKING CAPITAL MANAGEMENT POLICY 

Working Capital Management formulates policies to manage and handle efficiently; 

for that purpose, the management established three policies based on the relationship between 

Sales and Working Capital. 

1. Conservative Working Capital Policy. 

2. Moderate Working Capital Policy. 

3. Aggressive Working Capital Policy. 

1. Conservative working capital policy: Conservative Working Capital Policy refers to 

miinimize risk by maintaining a higher level of Working Capital. This type of Working 

Capital Policy is suitable to meet the seasonal fluctuation of the manufacturing operation. 

2. Moderate working capital policy: Moderate Working Capital Policy refers to the 

moderate level of Working Capital maintenance according to moderate level of sales. It 

means one percent of change in Working Capital that is Working Capital is equal to sales. 

3. Aggressive working capital policy: Aggressive Working Capital Policy is one of the high 

risky and profitability policies which maintain low level of Aggressive Working Capital 

against the high level of sales, in the business concern during a particular period. 

SOURCES OF WORKING CAPITAL 

Working Capital requirement can be normalized from short-term and long-term 

sources. 

Each source will have both merits and limitations up to certain extract. Uses of Working 

Capital may be differing from stage to stage. 
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The above sources are also classified into internal sources and external sources of working 

capital. 

Internal sources such as: 

• Retained Earnings 

• Reserve and Surplus 

• Depreciation Funds etc. 

External sources such as: 

• Debentures and Public Deposits 

• Loans from Banks and Financial Institutions 

• Advances and Credit 

• Financial arrangements like Factoring, etc. 

Determining the Finance Mix 

Determining the finance mix is an important part of working capital management. 

Under this decision, the relationship among risk, return and liquidity are measured and also 

which type of financing is suitable to meet the Working Capital requirements of the business 

concern. There are three basic approaches for determining an appropriate Working Capital 

finance mix. 

1. Hedging or matching approach 

2. Conservative approach 

3. Aggressive approach. 

Hedging Approach 

Hedging approach is also known as matching approach. Under this approach, the 

business concern can adopt a financial plan which matches the expected life of assets with the 

expected life of the sources of funds raised to finance assets. When the business follows 

matching approach, long-term finance shall be used to fixed assets and permanent current 

assets and short-term financing to finance temporary or variable assets. 
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Conservative Approach 

Under this approach, the entire estimated finance in current assets should be financed 

from long-term sources and the short-term sources should be used only for emergency 

requirements. This approach is called as ―Low Profit – Low Risk‖ concept 

 

Aggressive Approach 

Under this approach, the entire estimated requirement of current assets should be 

financed from short-term sources and even a part of fixed assets financing be financed from 

short- term sources. This approach makes the finance mix more risky, less costly and more 

profitable. 

WORKING CAPITAL AND BANKING COMMITTEE 

 Banking finance to working capital requirements is a very important part of the 

business concern. Banks provide finance to business concerns to meet the requirements.  

To regulate and control bank finance, RBI constitute committees. These committees 

submit reports with findings and recommendations to formulate the finance policy of the 

banks.  

INVENTORY MANAGEMENT 

Introduction 

Inventories constitute the most significant part of current assets of the business 

concern. 

It is also essential for smooth running of the business activities. A proper planning of 

purchasing of raw material, handling, storing and recording is to be considered as a part of 

inventory management. Inventory management means, management of raw materials and 

related items. Inventory management considers what to purchase, how to purchase, how 

much to purchase, from where to purchase, where to store and when to use for production etc. 
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Meaning 

The dictionary meaning of the inventory is stock of goods or a list of goods. In 

accounting language, inventory means stock of finished goods. In a manufacturing point of 

view, inventory includes, raw material, work in process, stores, etc. 

Kinds of Inventories 

 Inventories can be classified into five major categories. 

A. Raw Material 

 It is basic and important part of inventories. These are goods which have not yet been 

committed to production in a manufacturing business concern. 

B. Work in Progress 

 These include those materials which have been committed to production process but 

have not yet been completed. 

C. Consumables 

 These are the materials which are needed to smooth running of the manufacturing 

process. 

D. Finished Goods 

 These are the final output of the production process of the business concern. It is 

ready for consumers. 

E. Spares 

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

OBJECTIVES OF INVENTORY MANAGEMENT 

Inventory occupy 30–80% of the total current assets of the business concern. It is also 

very essential part not only in the field of Financial Management but also it is closely 

associated with production management. Hence, in any working capital decision regarding 

the inventories, it will affect both financial and production function of the concern. Hence, 

efficient management of inventories is an essential part of any kind of manufacturing process 

concern. 
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The major objectives of the inventory management are as follows: 

• To efficient and smooth production process. 

• To maintain optimum inventory to maximize the profitability. 

• To meet the seasonal demand of the products. 

• To avoid price increase in future. 

• To ensure the level and site of inventories required. 

• To plan when to purchase and where to purchase 

• To avoid both over stock and under stock of inventory. 

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 quantity and quality of 

inventories at the required time and at the same time prevent unnecessary investment in 

inventories. It needs the following important techniques. 

Inventory Management Technique 

 Techniques Based on Order Quantity of Inventories 

 Stock Level 

 Minimum Level 

 Re-order Level 

 Maximum Level 

 Danger Level 

 Average Stock Level 

 Lead Time 

 Safety Stock 

 Economic Order Quantity (EOQ) 

 Techniques Based On The Classification Of Inventories 

 A-B-C analysis 
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 VED Analysis 

 HML Analysis 

 Techniques Based on the Records 

 Inventory Budget 

 Inventory Report 

A. Techniques based on the order quantity of Inventories 

Order quantity of inventories can be determined with the help of the following techniques: 

 Stock Level 

Stock level is the level of stock which is maintained by the business concern at all times. 

Therefore, the business concern must maintain optimum level of stock to smooth running of 

the business process. Different level of stock can be determined based on the volume of the 

stock. 

 Minimum Level 

The business concern must maintain minimum level of stock at all times. If the stocks are less 

than the minimum level, then the work will stop due to shortage of material. 

 Re-order Level 

Re-ordering level is fixed between minimum level and maximum level. Re-order level is the 

level when the business concern makes fresh order at this level. 

Re-order level=maximum consumption × maximum Re-order period. 

 Maximum Level 

It is the maximum limit of the quantity of inventories, the business concern must maintain. 

If the quantity exceeds maximum level limit then it will be overstocking. 

Maximum level = Re-order level + Re-order quantity 

     – (Minimum consumption × Minimum delivery period) 

 Danger Level 

It is the level below the minimum level. It leads to stoppage of the production process. 
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 Lead Time 

Lead time is the time normally taken in receiving delivery after placing orders with suppliers. 

The time taken in processing the order and then executing it is known as lead time. 

 Safety Stock 

Safety stock implies extra inventories that can be drawn down when actual lead time 

and/or usage rates are greater than expected. Safety stocks are determined by opportunity cost 

and carrying cost of inventories. If the business concerns maintain low level of safety stock, it 

will lead to larger opportunity cost and the larger quantity of safety stock involves higher 

carrying costs. 

 Economic Order Quantity (EOQ) 

EOQ refers to the level of inventory at which the total cost of inventory comprising 

ordering cost and carrying cost. Determining an optimum level involves two types of cost 

such as ordering cost and carrying cost. The EOQ is that inventory level that minimizes the 

total of ordering of carrying cost. 

B. Techniques Based On the Classification of Inventories 

 A-B-C 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. 
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 Aging Schedule of Inventories 

 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 taking disposal decision of the 

inventories. 

 VED Analysis 

 This technique is ideally suited for spare parts in the inventory management like ABC 

analysis. Inventories are classified into three categories on the basis of usage of the 

inventories. 

V = Vital item of inventories 

E = Essential item of inventories 

D = Desirable item of inventories 

 HML Analysis 

 Under this analysis, inventories are classified into three categories on the basis of the 

value of the inventories. 

H = High value of inventories 

M = Medium value of inventories 

L = Low value of inventories 
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C.Techniques On The Basis Of Records 

A. Inventory budget 

 It is a kind of functional budget which facilitates the estimated inventory required for 

the 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. 

 Valuation of Inventories 

 Inventories are valued at different methods depending upon the situation and nature of 

manufacturing process. Some of the major methods of inventory valuation are mentioned as 

follows: 

1. First in First out Method (FIFO) 

2. Last in First out Method (LIFO) 

3. Highest in First out Method (HIFO) 

4. Nearest in First out Method (NIFO) 

5. Average Price Method 

6. Base Stock Method 

7. Standard Price Method 

8. Market Price Method 
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CASH MANAGEMENT 

Business concern needs cash to make payments for acquisition of resources and 

services for the normal conduct of business. Cash is one of the important and key parts of the 

current assets. 

Cash is the money which a business concern can disburse immediately without any 

restriction. The term cash includes coins, currency, cheques held by the business concern and 

balance in its bank accounts. Management of cash consists of cash inflow and outflows, cash 

flow within the concern and cash balance held by the concern etc. 

Motives for Holding Cash 

1. Transaction motive 

 It is a motive for holding cash or near cash to meet routine cash requirements to 

finance transaction in the normal course of business. Cash is needed to make purchases of 

raw materials, pay expenses, taxes, dividends etc. 

2. Precautionary motive 

 It is the motive for holding cash or near cash as a cushion to meet unexpected 

contingencies. Cash is needed to meet the unexpected situation like, floods strikes etc. 

3. Speculative motive 

 It is the motive for holding cash to quickly take advantage of opportunities typically 

outside the normal course of business. Certain amount of cash is needed to meet an 

opportunity to purchase raw materials at a reduced price or make purchase at favorable 

prices. 
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4. Compensating motive 

 It is a motive for holding cash to compensate banks for providing certain services or 

loans. Banks provide variety of services to the business concern, such as clearance of cheque, 

transfer of funds etc. 

CASH MANAGEMENT TECHNIQUES 

 Managing cash flow constitutes two important parts: 

A. Speedy Cash Collections. 

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. These techniques 

aim at, the customer who should be encouraged to pay as quickly as possible and the payment 

from customer without delay. Speedy Cash Collection business concern applies some of the 

important techniques as follows: 

 Prompt Payment by Customers 

 Business concern should encourage the customer to pay promptly with the help of 

offering discounts, special offer etc. It helps to reduce the delaying payment of customers and 

the firm can avoid delays from the customers. The firms may use some of the techniques for 

prompt payments like billing devices, self-address cover with stamp etc. 

 Early Conversion of Payments into Cash 

 Business concern should take careful action regarding the quick conversion of the 

payment into cash. For this purpose, the firms may use some of the techniques like postal 

float, processing float, bank float and deposit float. 
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 Concentration Banking 

 It is a collection procedure in which payments are made to regionally dispersed 

collection centre‘s, and deposited in local banks for quick clearing. It is a system of 

decentralized billing and multiple collection points. 

 Lock Box System 

 It is a collection procedure in which payers send their payment or cheques to a nearby 

post box that is cleared by the firm‘s bank. Several times that the bank deposits the cheque in 

the firms account. Under the lock box system, business concerns hire a post office lockbox at 

important collection centers where the customers remit payments. The local banks are 

authorized to open the box and pick up the remittances received from the customers. As a 

result, there is some extra savings in mailing time compared to concentration bank. 

SLOWING DISBURSEMENT 

An effective cash management is not only in the part of speedy collection of its cash 

and receivables 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. 

2. Centralised disbursement system 

Decentralized collection system will provide the speedy cash collections. Hence 

centralized disbursement of cash system takes time for collection from our accounts as well 

as we can pay on the date. 

Cash Management Models 

Cash management models analyse methods which provide certain framework as to 

how the cash management is conducted in the firm. Cash management models are the 

development of the theoretical concepts into analytical approaches with the mathematical 
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applications. There are three cash management models which are very popular in the field of 

finance. 

1. Baumol model 

The basic objective of the Baumol model is to determine the minimum cost amount of 

cash conversion and the lost opportunity cost. It is a model that provides for cost efficient 

transactional balances and assumes that the demand for cash can be predicated with certainty 

and determines the optimal conversion size. 

Total conversion cost per period can be calculated with the help of the following formula: 

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.  

3. Orgler’s model 

Orgler model provides for integration of cash management with production and other 

aspects of the business concern. Multiple linear programming is used to determine the 

optimal cash management. 

Orgler‘s model is formulated, based on the set of objectives of the firm and specifying the set 

of constrains of the firm. 

 

FUNCTIONS OF CASH MANAGEMENT:  

Cash management is concerned with minimizing unproductive cash balances, 

investing temporarily excess cash advantageously and to make the best possible arrangements 

for meeting planned and unexpected demands on the firm's cash. 

 Cash Management must aim to reduce the required level of cash but minimize the 

risk of being unable to discharge claims against the company as they arise. All these aims and 

motives of cash management largely depend upon the efficient and effective functioning of 

cash management. Cash management functions can be studied under five heads, namely, cash 



24 
 

planning, managing cash flow, controlling cash flow, optimizing the cash level and investing 

idle cash. All these functions are discussed below in details:  

1. Cash Planning  

Good planning is the very foundation of attaining success. For any management 

decision, planning is the foremost requirement. "Planning is basically an intellectual process, 

a menfal pre-disposition to do things in an orderly way, to think before acting and to act in 

the light of facts rather than of a guess." 16 Cash planning is a technique, which comprises of 

planning for and controlling of cash. It is a management process of forecasting the future 

need of cash, its available resources and various uses for a specified period. Cash planning, 

thus, deals at length with formulation of necessary cash policies and procedures in order to 

carry on business continuously and on sound lines. A good cash planning aims at providing 

cash, not only for regular but also for irregular and abnormal requirements. 

2.Managing Cash Flows The heading simply suggests an idea of managing properly 

the flow of cash coming inside the business i.e. cash inflow and cash moving out of the 

business i.e. cash outflow. These two are said to be properly managed only, if a firm succeeds 

in accelerating the rate of cash inflow together with minimizing the cash outflow. As 

observed expediting collections, avoiding unnecessary inventories, improving control over 

payments etc. contribute to better management of cash. Whereby, a business can conserve 

cash and thereof would require lesser cash balance for its operations.  

3. Controlling the Cash Flows As forecasting is not an exact science because it is 

based on certain assumptions. Therefore, cash planning will inevitably be at variance with the 

results actually obtained. For this reason, control becomes an unavoidable function of cash 

management. Moreover, cash controlling becomes essential as it increases the availability of 

usable cash from within | the enterprise. As it is obvious that greater the speed of cash flow 

cycle, I greater would be the number of times a firm can convert its goods and ' services into 
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cash and so lesser will be the cash requirement to finance the desired volume of business 

during that period. Furthermore, every enterprise is in possession of some hidden cash, which 

if traced out substantially decreases the cash requirement of the enterprise.  

4. Optimizing the Cash Level A financial manager should concentrate on 

maintaining sound liquidity position i.e. cash level. All his efforts relating to planning, 

managing and controlling cash should be diverted towards maintaining an optimum level of 

cash. The foremost need of maintaining optimum level of cash is to meet the necessary 

requirements and to settle the obligations well in time. Optimization of cash level may be 

related to establishing equilibrium between risk and the related profit expected to be earned 

by the company.  

5.Investing Idle Cash Idle cash or surplus cash refers to the excess of cash inflows 

over cash outflows, which do not have any specific operations or any other purpose to solve 

currently. Generally, a firm is required to hold cash for meeting working needs facing 

contingencies and to maintain as well as develop goodwill of bankers. 

The problem of investing this excess amount of cash arise simply because it 

contributes nothing towards profitability of the firm as idle cash precisely earns no returns. 

Further permanent disposal of such cash is not possible, as the concern may again need this 

cash after a short while. But, if such cash is deposited with the bank, it definitely would earn 

a nominal rate of interest paid by the bank. A much better returns than the bank interest can 

be expected if a company deploys idle cash in marketable securities. There are not yet 

another group of enterprise that neither invests in marketable securities nor willing to get 

interest instead do they prefer to deposit excess cash for improving relations with banks by 

helping them in meeting bank requirements for compensating balances for services and loans. 
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GENERAL PRINCIPLES OF CASH MANAGEMENT:  

 Harry Gross has suggested certain general principles of cash management that, 

essentially add efficiency to cash management. These principles reflecting cause and effect 

relationship having universal applications give a scientific outlook to the subject of cash 

management. While, the application of these principles in accordance with the changing 

conditions and business environment requiring high degree of skill and tact which places cash 

management in the category of art. Thus, we can say that cash management like any other 

subject of management is both science and art for it has well-established principles capable of 

being skilfully modified as per the requirements. The principles of management are follows 

as – 

1. Determinable Variations of Cash Needs A reasonable portion of funds, in the form 

of cash is required to be kept aside to overcome the period anticipated as the period of 

cash deficit. This period may either be short and temporary or last for a longer 

duration of time. Normal and regular payment cf cash leads to small reductions in the 

cash balance at periodic intervals. Making this payment to different employees on 

different days of a week can equalize these reductions. Another technique for 

balancing the level of cash is to schedule i cash disbursements to creditors during that 

period when accounts receivables collected amounts to a large sum but without 

putting the goodwill at stake.  

2. Contingency Cash Requirement There may arise certain instances, which fall 

beyond the forecast of the management. These constitute unforeseen calamities, 

which are too difficult to be provided for in the normal course of the business. Such 

contingencies always demand for special cash requirements that was not estimated 

and provided for in the cash budget. Rejections of wholesale product, large amount of 

bad debts, strikes, lockouts etc. are a few among these contingencies. Only a prior 

experience and investigation of other similar companies prove helpful as a customary 

practice. A practical procedure is to protect the business from such calamities like 

bad-debt losses, fire etc. by way of insurance coverage. 

  



27 
 

3. Availability of External Cash Another factor that is of great importance to the cash 

management is the availability of funds from outside sources. There resources aid in 

providing credit facility to the firm, which materialized the firm's objectives of 

holding minimum cash balance. As such if a firm succeeds in acquiring sufficient 

funds from external sources like banks or private financers, shareholders, government 

agencies etc., the need for rnaintaining cash reserves diminishes.  

4. Maximizing Cash Receipts Every financial manager aims at making the best 

possible use of cash receipts. Again, cash receipts if tackled prudently results in 

minimizing cash requirements of a concern. For this purpose, the comparative cost of 

granting cash discount to customer and the policy of charging interest expense for 

borrowing must be evaluated on continuous basis to determine the futility of either of 

the alternative or both of them during that particular period for maximizing cash 

receipts. Yet, the under mentioned techniques proved helpful in this context: - 

(A)Concentration Banking: Under this system, a company establishes 

banking centers for collection of cash in different areas. Thereby, the company 

instructs its customers of adjoining areas to send their payments to those centers. The 

collection amount is then deposited with the local bank by these centers as early as 

possible. Whereby, the collected funds are transferred to the company's central bank 

accounts operated by the head office.  

(B)Local Box System: Under this system, a company rents out the local post 

offices boxes of different cities and the customers are asked to \ forward their 

remittances to it. These remittances are picked by the authorized lock bank from these 

boxes to be transferred to the company's central bank operated by the head office.  

(C)Reviewing Credit Procedures: It aids in determining the impact of slow 

payers and bad-debtors on cash. The accounts of slow paying customers should be 

reviewed to determine the volume of cash tied up. Besides this, evaluation of credit 

policy must also be conducted for introducing essential amendments. As a matter of 

fact, too strict a credit policy involves rejections of sales. Thus, curtailing the cash 

inflow. On the other hand, too lenient, a credit policy would increase the number of 

slow payments and bad debts again decreasing the cash inflows.  

(D)Minimizing Credit Period: Shortening the terms allowed to the customers would 

definitely accelerate the cash inflow side-by-side revising the discount offered would 
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prevent the customers from using the credit for financing their own operations 

profitably.  

(E)Others: Introducing various procedures for special handling of large to very large 

remittances or foreign remittances such as, persona! pick up of large sum of cash 

using airmail, special delivery and simitar techniques to accelerate such collections.  

5. Minimizing Cash Disbursements  

The motive of minimizing cash payments is the ultimate benefit derived from 

maximizing cash receipts. Cash disbursement can be brought under control by preventing 

fraudulent practices, serving time draft to creditors of large sum, making staggered payments 

to creditors and for payrolls etc.  

6. Maximizing Cash Utilization  

Although a surplus of cash is a luxury, yet money is costly. Moreover, proper and 

optimum utilization of cash always makes way for achievement of the motive of maximizing 

cash receipts and minimizing cash payments. At times, a concern finds itself with funds in 

excess of its requirement, which lay idle without bringing any return to it. At the same time, 

the concern finds it unwise to dispose it, as the concern shall soon need it. In such conditions, 

efforts should be made in investing these funds in some interest bearing securities. There are 

certain basic strategies suggested by Gitman, which prove evidently helpful in managing cash 

if employed by the cash management. They are: "Pay accounts payables as late as possible 

without damaging the firm's credit rating, but take advantage of the favourable cash discount, 

if any. Turnover, the inventories as quickly as possible, avoiding stock outs that might result 

in shutting down the productions line or loss of sales. Collect accounts receivables as early as 

possible without losing future loss sales because of high-pressure collections techniques. 

Cash discounts, if they are economically justifiable, may be used to accomplish this objective 

RECEIVABLE MANAGEMENT 

The term receivable is defined as debt owed to the concern by customers arising from 

sale of goods or services in the ordinary course of business. Receivables are also one of the 

major parts of the current assets of the business concerns. It arises only due to credit sales to 

customers, hence, it is also known as Account Receivables or Bills Receivables. Management 

of account receivable is defined as the process of making decision resulting to the investment 

of funds in these assets which will result in maximizing the overall return on the investment 

of the firm. 
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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: 

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 credit sales which 

alternatively could have been employed elsewhere. 

Administrative Cost 

 This is an additional administrative cost for maintaining account receivable in the 

form of salaries to the staff kept for maintaining accounting records relating to customers, 

cost of investigation etc. 

Default Cost 

 Default costs are the over dues that cannot be recovered. Business concern may not be 

able to recover the over dues because of the inability of the customers. 

Factors Considering the Receivable Size 

 Receivables size of the business concern depends upon various factors. Some of the 

important factors are as follows: 

1. Sales Level 

 Sales level is one of the important factors which determines the size of receivable of 

the firm. If the firm wants to increase the sales level, they have to liberalise their credit policy 

and terms and conditions. When the firms maintain more sales, there will be a possibility of 

large size of receivable. 
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2. Credit Policy 

 Credit policy is the determination of credit standards and analysis. It may vary from 

firm to firm or even some times product to product in the same industry. Liberal credit policy 

leads to increase the sales volume and also increases the size of receivable. Stringent credit 

policy reduces the size of the receivable. 

3. Credit Terms 

 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 

ofthe factors which affects 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‘. 

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 before the due date. 

6. Management of Receivable 

 It is also one of the factors which affects the size of receivable in the firm. When the 

management involves systematic approaches to the receivable, the firm can reduce the size of 

receivable. 
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181

 Trade 

credit is a  

----------

Source of 

finance   

Current 

liability

Fixed 

assets

current 

assrets

 current 

liability 

182

 Which is 

the 

cheapest 

source of 

long term 

working 

capital ?                                                      

Issue  of 

shares

Retained 

profits    

Term 

loans

Public 

deposit

Retained 

profits    
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Which is 

not an 

internal 

source of 

working 

capital ?

Depreciat

ion of 

funds        

Provision 

for 

taxation 

accrued 

expense  

Loan 

from 

Managin

g 

Director

Loan 

from 

Managin

g 

Director

184

-------- is 

one of 

the 

sources 

of 

working 

capital

Credit 

papers 

Public 

deposits   

Debtors   Furniture Debtors   

185

Which of 

the 

following 

can be 

considere

d as a 

source of 

working 

capital?

Security 

from 

employee  

Accrued 

expenses    

Customer

s credit 

Furniture Accrued 

expenses    
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The 

relationsh

ip of 

current 

assets 

and cash 

and bank 

balance is 

called -----

---

Bank 

ratio 

Current 

ratio 

Cash 

ratio

Debt 

ratio

Current 

ratio 
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Cash 

ratio 

shows the 

availabili

ty of  ------

--

balances 

to meet 

the 

current 

assets 

cash     Bank      Overdraft Loan cash     

188

The 

source of 

short 

term 

finance is 

------------

bank 

credit

issue of 

preferenc

e shares

issue of 

equity 

shares

 Long 

term 

investme

nt

bank 

credit

189

Medium 

term 

finance 

sources 

are --------

----

public 

deposit

issue of 

debenture

s

bank loan bank 

credit

issue of 

debenture

s
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Long 

term 

finance 

sources 

include ---

--------

issue of 

shares

bank 

credit

factoring accruals issue of 

shares

191

owned 

capital of 

a 

company 

may be in 

the form 

of --------

share 

capital

bonds debenture

s

deposits share 

capital

192

Internal 

sources 

of 

finance is 

-------------

--

retained 

earnings

shares debtures loans retained 

earnings
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Equity 

shares 

also 

known as 

-------------

Ordinary 

shares

preferenc

e shares

convertib

le share

redeemab

le share

Ordinary 

shares
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The 

shares 

which 

cannot be 

converted 

into 

equity 

shares are 

known as 

-------------

-----

convertib

le 

preferenc

e shares

 non-

convertib

le 

preferenc

e shares

redeemab

le 

preferenc

e shares

irredeema

ble 

preferenc

e shares

 non-

convertib

le 

preferenc

e shares

195

The 

shares 

which 

can be 

redeemed 

during 

the life of 

the 

company 

is known 

as ---------

convertib

le 

preferenc

e shares

non-

convertib

le 

preferenc

e shares

redeemab

le 

preferenc

e shares

irredeema

ble 

preferenc

e shares

redeemab

le 

preferenc

e shares

196

Preferenc

e shares 

hold 

preferenc

e right on 

-----------

payment 

of 

dividend

repaymen

t of 

capital

payment 

of 

dividend 

and 

repaymen

t of 

capital

Right to 

vote

payment 

of 

dividend 

and 

repaymen

t of 

capital

197

Deferred 

shares are 

issued to -

-------------

-

sharehold

ers

promoter

s

debenture 

holders’

underwrit

ers

promoter

s
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 ------------

---- 

means 

shares 

having no 

face 

value.

no par 

stock

stock shares Debt no par 

stock

199

 ------------

--- means 

equity 

shares 

issued by 

a 

company 

to its 

employee

s or 

directors 

at a 

discount 

or 

considera

tion other 

than 

cash.

equity sweat 

equity

preferenc

e shares

deferred 

shares

sweat 

equity

200

Creditors

hip 

securities 

are 

otherwise 

called as -

-------------

-------

debt 

capital

owned 

capital

debtor 

capital

share 

capital

debt 

capital
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Debentur

es which 

are not 

redeemab

le during 

the life 

time of 

the 

company 

is called --

---

convertib

le 

preferenc

e shares

non-

convertib

le 

preferenc

e shares

redeemab

le 

preferenc

e shares

irredeema

ble 

preferenc

e shares

irredeema

ble 

preferenc

e shares

202

The 

payment 

of 

interest 

and 

principal 

are 

guarantee

d by third 

parties 

are called 

--------

guarantee

d 

debenture

s

shares capital debt guarantee

d 

debenture

s

203

Sharehol

der are 

paid -------

------- on 

the shares 

held by 

them

interest dividend rent commissi

on

dividend

204

Retained 

earnings 

or 

ploughin

g back of 

profit are -

------------

internal 

financing

external 

financing

short 

term 

financing

medium 

term 

financing

internal 

financing
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 ------------

------- 

refers to 

the credit 

extended 

by the 

suppliers 

of goods 

in the 

normal 

course of 

business

factoring trade 

credit

bank 

deposit

accurals trade 

credit

206

-------------

--- means 

more 

capital 

than 

actually 

required.

over 

capitaliza

tion

under 

capitaliza

tion

capitaliza

tion

non 

capitaliza

tion

over 

capitaliza

tion

207

-------------

--- 

represent

s 

unsecure

d 

promisso

ry notes 

issued by 

firms to 

raise 

short 

term 

funds.

factoring trade 

credit

bank 

deposit

commerc

ial paper.

commerc

ial paper.

208

-------------

- are 

those 

expenses 

which 

have 

been 

incurred 

but not 

yet paid

 

outstandi

ng 

expenses

outstandi

ng 

income

accured 

expenses

accurals  

outstandi

ng 

expenses
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The 

borrower 

is 

required 

to 

transfer 

the 

physical 

possessio

n of the 

property 

of goods 

to the 

bank as 

security 

is called 

as ---------

----

pledge hypothec

ation

mortgage factoring pledge

210

-------------

--- is the 

amount 

of funds 

necessary 

to cover 

the cost 

of 

operating 

the 

enterprise

s.

fixed 

capital

working 

capital

capital Debt working 

capital

211

Gross 

working 

capital is 

equal to 

investme

nt in ------

---------

current 

liability

current 

asset

fixed 

liability

fixed 

asset

current 

asset

212

An 

example 

of current 

asset is ---

----------

plant   Machiner

y

furniture cash cash
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An 

example 

for 

current 

liability 

is ----------

----

Bills 

payable

bills 

receivabl

e

prepaid 

expenses

long term 

debt

Bills 

payable

214

Bank 

overdraft 

is an 

example 

for  --------

---

current 

liability

current 

asset

fixed 

liability

fixed 

asset

current 

liability

215

 ------------ 

is the 

most 

important 

tool in 

cash 

managem

ent

cash 

budget.

flexible 

budget

master 

budget

productio

n budget

cash 

budget.

216

Cash 

managem

ent 

models 

include ---

----------

operating 

cycle 

model

 

inventory 

model

Inventory 

and 

operating 

cycle 

model

sharpe 

model

Inventory 

and 

operating 

cycle 

model

217

The term -

------------ 

refers to 

that part 

of 

provision

s of a 

company 

which is 

distribute

d by the 

company 

among its 

sharehold

ers.

Interest  profit dividend income. dividend
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------------- 

is the 

reward of 

the 

sharehold

ers for 

investme

nts  made 

by them.

Interest  profit dividend income. dividend 

219

Legal 

provision

s of 

dividend 

policy is 

laid down 

in ---------

-- act

Company

’s act

Partnersh

ip act

Societies 

act

Registrati

on act

Company

’s act

220

Desire 

and type 

of  

sharehold

er are the 

factors 

determini

ng ---------

----- 

policy

Finance Interest Dividend Profit Dividend

221

Taxation 

policy of 

govt 

economic 

policies 

are the 

factors 

which are 

influenci

ng ---------

--policy.

Finance Interest Dividend Profit Dividend
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-------------

--- policy 

can be 

maintaine

d by 

companie

s by long 

standing 

and 

stable 

earning.

Regular 

dividend

Stable 

dividend

Irregular 

dividend

Fixed 

dividend

Regular 

dividend

223

EPS 

Expand ---

-------------

---

Earnings 

Per Share

Earnings  

per 

Sharehol

der

Expectati

on per 

share

Expectati

on Per 

security.

Earnings 

Per Share

224

DPS = ----

-------------

----‘

Determin

ants Per 

Share

Dividend 

per share

Dividend 

per 

security

Determin

ants per 

security

Dividend 

per share

225

Consisten

cy or lack 

of 

variabilit

y in the 

stream of 

dividend 

payments 

are called 

--------- 

policy.

Regular 

dividend

Stable 

dividend 

Fixed 

dividend

Irregular 

dividend

Stable 

dividend 

226

Dividend 

paid in 

the 

ordinary 

course of 

business 

are 

known as 

-------------

------

profit 

dividend

liquidatio

n 

dividend

Irregular 

dividend

dividend profit 

dividend
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Dividend

s paid out 

of capital 

are 

known as 

------------

profit 

dividend

liquidatio

n 

dividend

Irregular 

dividend

dividend liquidatio

n 

dividend

228

Payment 

of 

dividend 

in the 

form of 

cash is 

known as 

-------------

--

cash 

dividend

scrip 

dividend

property 

dividend

stock 

dividend

cash 

dividend

229

bond 

dividend 

is 

otherwise 

known as 

-----------

cash 

dividend

scrip 

dividend

property 

dividend

stock 

dividend

scrip 

dividend

230

------------- 

dividend 

are paid 

in the 

form of 

some 

assets 

other 

than 

cash.

cash 

dividend

scrip 

dividend

property 

dividend

stock 

dividend

property 

dividend

231

The issue 

of bonus 

shares ot 

the 

existing 

sharehold

ers is 

known as 

-----------

cash 

dividend

scrip 

dividend

property 

dividend

stock 

dividend

stock 

dividend
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A ----------

-------- 

promises 

to pay the 

sharehold

er at a 

future 

specific 

date .

cash 

dividend

property 

dividend

bond 

dividend

stock 

dividend

bond 

dividend
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The -------

-----------

position 

of the 

company 

is an 

important 

considera

tion in 

paying 

dividend.

Liquidity solvency liquidity 

and 

solvency

profit Liquidity
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-------------

--- refers 

to the 

payment 

of 

dividend 

regularly 

to the 

sharehold

ers.

stability 

of 

dividend

no 

dividend

excess 

dividend

additiona

l 

dividend 

other 

than 

prescribe

d

stability 

of 

dividend
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Dividend 

policy of 

a firm 

affects 

both the 

long term 

financing 

and 

_______

___

owners 

wealth

creditors 

wealth

sharehold

ers 

wealth

Parterns 

wealth

sharehold

ers 

wealth
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_______

_______ 

dividend 

is a 

visual 

method 

of paying 

dividend.

payment cash other 

than cash

stock other 

than cash
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Right 

issue is 

also 

known 

as______

____right

equity preferenc

e.

deffered Pre- 

emptive

Pre- 

emptive
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The 

notice to 

accept 

right 

shares 

should 

not be 

less than 

_______

_   days 

15 20 25 30 15
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_______

_ aftects 

the 

liquidity 

position 

of the 

company

 cash 

dividend

Stock 

dividend

 interest  dividend Stock 

dividend
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Property 

dividends 

are paid 

in the 

form of 

some 

assets 

other 

than 

_______

stock shares Cash Bond Cash
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CAPITAL BUDGETING 

INTRODUCTION 

The word Capital refers to be the total investment of a company of firm in money, 

tangible and intangible assets. Whereas budgeting defined by the “Rowland and William” it 

maybe said to be the art of building budgets. Budgets are a blue print of a plan and action 

expressed in quantities and manners. 

The examples of capital expenditure: 

1. Purchase of fixed assets such as land and building, plant and machinery, good will, etc. 

2. The expenditure relating to addition, expansion, improvement and alteration to the fixed 

assets. 

3. The replacement of fixed assets. 

4. Research and development project. 

Definitions 

 According to the definition of Charles T. Hrongreen, “capital budgeting is a long-

term planning for making and financing proposed capital out lays. 

 According to the definition of G.C. Philippatos, “capital budgeting is concerned with 

the allocation of the firms source financial resources among the available 

opportunities. The consideration of investment opportunities involves the comparison 

of the expected future streams of earnings from a project with the immediate and 
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subsequent streams of earning from a project, with the immediate and subsequent 

streams of expenditure”. 

 According to the definition of Richard and Green law, “capital budgeting is 

acquiring inputs with long-term return”. 

 

 According to the definition of Lyrich, “capital budgeting consists in planning 

development of available capital for the purpose of maximizing the long-term 

profitability of the concern”. 

 

It is clearly explained in the above definitions that a firm‟s scarce financial 

resources are utilizing the available opportunities. The overall objectives of the 

company from is to maximize the profits and minimize the expenditure of cost. 

 

Need and Importance of Capital Budgeting 

1. Huge investments: Capital budgeting requires huge investments of funds, but the 

available funds are limited, therefore the firm before investing projects, plan are control its 

capital expenditure. 

2. Long-term: Capital expenditure is long-term in nature or permanent in nature. Therefore 

financial risks involved in the investment decision are more. If higher risks are involved, it 

needs careful planning of capital budgeting. 

3. Irreversible: The capital investment decisions are irreversible, are not changed back. Once 

the decision is taken for purchasing a permanent asset, it is very difficult to dispose of those 

assets without involving huge losses. 

4. Long-term effect: Capital budgeting not only reduces the cost but also increases the 

revenue in long-term and will bring significant changes in the profit of the company by 

avoiding over or more investment or under investment. Over investments leads to be unable 

to utilize assets or over utilization of fixed assets. Therefore before making the investment, it 

is required carefully planning and analysis of the project thoroughly. 
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CAPITAL BUDGETING PROCESS 

Capital budgeting is a difficult process to the investment of available funds. The 

benefit will attained only in the near future but, the future is uncertain. However, the 

following steps followed for capital budgeting, then the process may be easier are. 

1. Identification of various investments proposals: The capital budgeting may have various 

investment proposals. The proposal for the investment opportunities may be defined from the 

top management or may be even from the lower rank. The heads of various departments 

analyse the various investment decisions, and will select proposals submitted to the planning 

committee of competent authority. 

2. Screening or matching the proposals: The planning committee will analyse the various 

proposals and screenings. The selected proposals are considered with the available resources 

of the concern. Here resources referred as the financial part of the proposal. This reduces the 

gap between the resources and the investment cost. 

3. Evaluation: After screening, the proposals are evaluated with the help of various methods, 

such as payback period proposal, net discovered present value method, accounting rate of 

return and risk analysis. Each method of evaluation used in detail in the later part of this 

chapter. The proposals are evaluated by. 

(a) Independent proposals 

(b) Contingent of dependent proposals 

(c) Partially exclusive proposals. 

Independent proposals are not compared with another proposals and the same may be 

accepted or rejected. Whereas higher proposals acceptance depends upon the other one 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. 
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5. Final approval: The planning committee approves the final proposals, with the help of the 

following: 

(a) Profitability 

(b) Economic constituents 

(c) Financial violability 

(d) Market conditions. 

The planning committee prepares the cost estimation and submits to the management. 

6. Implementing: The competent authority spends the money and implements the proposals. 

While implementing the proposals, assign responsibilities to the proposals, assign 

responsibilities for completing it, within the time allotted and reduce the cost for this purpose. 

The network techniques used such as PERT and CPM. It helps the management for 

monitoring and containing the implementation of the proposals. 

Performance review of feedback: The final stage of capital budgeting is actual results 

compared with the standard results. The adverse or unfavourable results identified and 

removing the various difficulties of the project. This is helpful for the future of the proposals. 

 

KINDS OF CAPITAL BUDGETING DECISIONS 

The overall objective of capital budgeting is to maximize the profitability. If a firm 

concentrates return on investment, this objective can be achieved either by increasing the 

revenues or reducing the costs. The increasing revenues can be achieved by expansion or the 

size of operations by adding a new product line. Reducing costs mean representing obsolete 

return on assets. 

METHODS OF CAPITAL BUDGETING OF EVALUATION 

By matching the available resources and projects it can be invested. The funds 

available are always living funds. There are many considerations taken for investment 

decision process such as environment and economic conditions. 

The methods of evaluations are classified as follows: 
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(A) Traditional methods (or Non-discount methods) 

(i) Pay-back Period Methods 

(ii) Post Pay-back Methods 

(iii) Accounts Rate of Return 

(B) Modern methods (or Discount methods) 

(i) Net Present Value Method 

(ii) Internal Rate of Return Method 

(iii) Profitability Index Method 

Pay-back Period 

The payback period (PBP) is the traditional method of capital budgeting. It is the 

simplest and perhaps, the most widely used quantitative method for appraising capital 

expenditure decision Pay-back period is the time required to recover the initial investment in 

a project. 

(It is one of the non-discounted cash flow methods of capital budgeting). 

Pay-back period =   Initial investment 

Annual cash inflows 

Meaning: 

It is the number of years required to recover the original cash outlay invested in a project 

Decision Rule: 

The PBP can be used as a decision criterion to select investment proposal. 

 If the PBP is less than the maximum acceptable payback period, accept the project. 

 If the PBP is greater than the maximum acceptable payback period, reject the project. 

This technique can be used to compare actual pay back with a standard pay back setup by 

the management in terms of the maximum period during which the initial investment must be 

recovered. The standard PBP is determined by management subjectively on the basis of a 

number of factors such as the type of project, the perceived risk of the project etc. PBP can be 
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even used for ranking mutually exclusive projects. The projects may be ranked according to 

the length of PBP and the project with the shortest PBP will be selected. 

Merits of Pay-back method 

The following are the important merits of the pay-back method: 

1. It is easy to calculate and simple to understand. 

2. Pay-back method provides further improvement over the accounting rate return. 

3. Pay-back method reduces the possibility of loss on account of obsolescence. 

4. It is a cost effective method which does not require much of the time of finance executives 

as well as the use of computers. 

5. It is a method for dealing with risk. It favours projects which generates substantial cash 

inflows in earlier years and discriminates against projects which brings substantial inflows in 

later years . Thus PBP method is useful in weeding out risky projects. 

6. This is a method of liquidity. It emphasizes selecting a project with the early recovery of 

the investment. 

Demerits 

1. It ignores the time value of money. 

2. It ignores all cash inflows after the pay-back period. 

3. It is one of the misleading evaluations of capital budgeting. 

Accept /Reject criteria 

If the actual pay-back period is less than the predetermined pay-back period, the project 

would be accepted. If not, it would be rejected. 

Uses: 

The PBP can be gainfully employed under the following circumstances. 

1. The PB method may be useful for the firms suffering from a liquidity crisis 

2. It is very useful for those firms which emphasizes on short run earning performance 

rather than its long term growth. 
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3. The reciprocal of PBP is a good approximation of IRR which otherwise requires trial & 

error approach. 

Payback Reciprocal and the Rate of Return: 

Payback is considered a good approximation of the rate of return under following two 

conditions. 

1. The life of the project is too large or at least twice the payback period. 

2. The project generates constant annual cash inflow. 

Though pay back reciprocal is a useful way to estimate the project‟s IRR but the major 

limitation of it is all investment project does not satisfy the conditions on which this method 

is based. When the useful life of the project is not at least twice the PBP, it will always 

exceed the rate of return. Similarly, if the project is not yielding constant CFAT it cannot be 

used as an approximation of the rate of return. 

Exercise 1 

Project cost is Rs. 30,000 and the cash inflows are Rs. 10,000, the life of the project is 

5 years. Calculate the pay-back period. 

Solution =Rs. 30,000 

      Rs. 10,000 

= 3 Year 

The annual cash inflow is calculated by considering the amount of net income on the 

amount of depreciation project (Asset) before taxation but after taxation. The income 

precision earned is expressed as a percentage of initial investment, is called unadjusted rate of 

return. The above problem will be calculated as below 

Unadjusted rate of return =  Annual Return   

 ___________ *100 

               Investment  
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= Rs. 10,000   

____________*100 

   Rs.30,000 

 

= 33.33% 

Exercise 2 

A project costs Rs. 20, 00,000 and yields annually a profit of Rs. 3, 00,000 after depreciation 

@ 12½% but before tax at 50%. Calculate the pay-back period. 

Profit after depreciation    3, 00,000 

Tax 50%    1, 50,000 

 

1, 50,000 

 

 

Add depreciation 

20, 00,000 12 ½ %   2, 50,000 

     _______ 

Cash inflow     4, 00,000 

 

Solution 

Pay-back period   = Investment 

    __________ 

Cash flow 

 

 

= 20, 00,000 

 _________ 

 

4, 00,000 

 

= 5 years. 

Uneven Cash Inflows 

Normally the projects are not having uniform cash inflows. In those cases the pay-

back period is calculated, cumulative cash inflows will be calculated and then interpreted. 

 

Exercise 3 

Certain projects require an initial cash outflow of Rs. 25,000. The cash inflows for 6years are 

Rs. 5,000, Rs. 8,000, Rs. 10,000, Rs. 12,000, Rs. 7,000 and Rs. 3,000. 
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Solution 

 

Year Cash Inflows 

(Rs.) 

Cumulative 

Cash Inflows 

(Rs.) 

1 5000 5000 

2 8000 13000 

3 10000 23000 

4 12000 35000 

5 7000 42000 

6 3000 45000 

The above calculation shows that in 3 years Rs. 23,000 has been recovered Rs. 2,000, 

is balance out of cash outflow. In the 4th year the cash inflow is Rs. 12,000. It means the pay-

back period is three to four years, calculated as follows 

Pay-back period = 3 years+2000/12000×12 months 

= 3 years 2 months. 

 

Post Pay-back Profitability Method 

One of the major limitations of pay-back period method is that it does not consider the 

cash inflows earned after pay-back period and if the real profitability of the project cannot be

 assessed. To improve over this method, it can be made by considering the receivable 

after the pay-back period. These returns are called post pay-back profits. 

Exercise 4 

From the following particulars, compute: 

1. Payback period. 

2. Post pay-back profitability and post pay-back profitability index. 

 

(a)    Cash outflow       Rs. 1, 00,000 

        Annual cash inflow      Rs. 25,000 

        (After tax before depreciation) 

        Estimate Life      6 years 

 

(b)  Cash outflow       Rs. 1, 00,000 

     Annual cash inflow 

      (After tax depreciation) 
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    First five years      Rs. 20,000 

    Next five years      Rs. 8,000 

Estimated life       10 Years 

   Salvage value       Rs. 16,000 

 

 

Solution 

(a) (i) Pay-back period = Initial investment 

     _______________ 

Annual cash inflows 

 

= 1,00,000   /25,000   = 4 Years 

(ii) Post pay-back profitability 

 

=Cash inflow (Estimated life – Pay-back period) 

 

=25,000 (6 – 4) 

 

=Rs. 50,000 

 

(iii) Post pay-back profitability index 

=   50,000 

 _______× 100 

  

1,00,000  

 

 

=   50% 

 

 

(b) Cash inflows are equal, therefore payback period is calculated as follows: 

 

(i) 

Year Cash Inflows (Rs.) Cumulative Cash 

Inflows (Rs.) 

1 20,000 20,0000 

2 20,000 40,000 
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3 20,000 60,000 

4 20,000 80,000 

5 20,000 100000 

6 8,000 1,08,000 

7 8,000 1,16,000 

8 8,000 1,24,000 

9 8,000 1,32,000 

10 8,000 1,40,000 

(ii) Post pay-back profitability.  

 

= Cash inflow (estimated life – pay-back period) 

 

= 8,000 (10–5) 

 

= 8000×5 = 40,000 

 

(iii) Post pay-back profitability index 

= 40,000 

 ______ ×100 

 

1, 00,000 

=40% 

Accounting Rate of Return or Average Rate of Return 

Average rate of return means the average rate of return or profit taken for considering 

the project evaluation. This method is one of the traditional methods for evaluating the 

project proposals: 

 Meaning: 

The ARR is the ratio of the average after tax profit divided by the average investment. 

 Decision Rule: 

The ARR can be used as a decision criterion to select investment proposal. 

 If the ARR is higher than the minimum rate established by the management, accept 

the project. 

 If the ARR is less than the minimum rate established by the management, reject the 

project. 

The ranking method can also be used to select or reject the proposal using ARR. It will rank a 

project number one if it has highest ARR and lowest rank would be given to the project with 

lowest ARR. 
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 Merits 

1. It is easy to calculate and simple to understand. 

2. It is based on the accounting information rather than cash inflow. 

3. It is not based on the time value of money. 

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

 Demerits 

1. It ignores the time value of money. 

2. It ignores the reinvestment potential of a project. 

3. 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 predetermined required rate of return, 

the project would be accepted. If not it would be rejected. 

 Use: 

The ARR can better be used as performance evaluation measure and control devise but it is 

not advisable to use as a decision making criterion for capital expenditures of the firm as it is 

not using cash flow information 

 

NET PRESENT VALUE 

Net present value method is one of the modern methods for evaluating the project 

proposals. In this method cash inflows are considered with the time value of the money. Net 

present value describes as the summation of the present value of cash inflow and present 

value of cash outflow. Net present value is the difference between the total present value of 

future cash inflows and the total present value of future cash outflows. 

 

 Meaning: 

The NPV is the difference between the present value of future cash inflows and the 

present value of the initial outlay, discounted at the firm‟s cost of capital. The procedure for 

determining the present values consists of two stages. The first stage involves determination 

of an appropriate discount rate. With the discount rate so selected, the cash flow streams are 

converted into present values in the second stage. 
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 Decision Rule: 

The present value method can be used as an accept-reject criterion. The present value of 

the future cash streams or inflows would be compared with present value of outlays. The 

present value outlays are the same as the initial investment. 

 If the NPV is greater than 0, accept the project. 

 If the NPV is less than 0, reject the project. 

 Merits 

1. It recognizes the time value of money. 

2. It considers the total benefits arising out of the proposal. 

3. It is the best method for the selection of mutually exclusive projects. 

4. It helps to achieve the maximization of shareholders‟ wealth. 

 Demerits 

1. It is difficult to understand and calculate. 

2. It needs the discount factors for calculation of present values. 

3. It is not suitable for the projects having different effective lives. 

 Accept/Reject criteria 

If the present value of cash inflows is more than the present value of cash outflows, it 

would be accepted. If not, it would be rejected. 

 Use: 

NPV is very much in use capital budgeting practice being a true profitability measure 

Exercise 6 

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

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

 

 Project X 

 

Project Y 

Initial Investment 

 

Rs. 20,000 Rs. 30,000 

 

Estimated Life 5 years 5 years 
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Scrap Value Rs. 1,000 Rs. 2,000 

 

The profits before depreciation and after taxation (cash flows) are as follows: 

 Year 1  Year 2  Year 3  Year 4  Year 5 

Project x  5,000  10,000  10,000  3,000  2,000 

Project y  20,000  10,000  5,000  3,000  2,000 

 

 

 

NOTE: The following are the present value factors @ 10% p.a. 

 

 Year 1  Year 2  Year 3  Year 4  Year 5 Year 6 

Factor  .909 .826 .751 .683 .621 .564 

 

 

 

Solution 

 

 

Year 

Cash  inflows Present 

Value of Rs. 

1 @ 10% 

Present Value of Net Cash 

inflows 

 

Project X 

Rs. 

Project Y 

Rs. 

 Project X 

Rs. 

Project Y 

Rs. 

1 5000 20000 .909 4,545 18,180 

2 10000 10000 .826 8,260 8,260 

3 10000 5000 .751 7,510 3,755 

4 3000 3000 .683 2,049 2,049 

5 2000 2000 .621 1,242 1,242 

Scrap Value 1000 2000 .621 621 1,245 

Total present value Initial     

Investments 

24,227 

20,000 

34,728 

30,000 

Net present value  4,227  4,728 

 

Project Y should be selected as net present value of project Y is higher. 
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Profitability Index (PI): 

Profitability Index (PI) or Benefit-cost ratio (B/C) is similar to the NPV approach. PI 

approach measures the present value of returns per rupee invested. It is observed in short 

coming of NPV that, being an absolute measure, it is not a reliable method to evaluate 

projects requiring different initial investments. The PI method provides solution to this kind 

of problem. 

 Meaning: 

It is a relative measure and can be defined as the ratio which is obtained by dividing the 

present value of future cash inflows by the present value of cash outlays.  

 Decision Rule: 

 

Using the PI ratio, 

 

 Accept the project when PI>1 

 Reject the project when PI<1 

 May or may not accept when PI=1, the firm is indifferent to the project. 

 Merits: 

 PI considers the time value of money as well as all the cash flows generated by the 

project. 

 At times it is a better evaluation technique than NPV in a situation of capital rationing 

especially. For instance, two projects may have the same NPV of Rs. 20,000 but 

project A requires an initial investment of Rs. 1, 00,000 whereas B requires only Rs. 

50,000. The NPV method will give identical ranking to both projects, whereas PI will 

suggest project B should be preferred. Thus PI is better than NPV method as former 

evaluate the worth of projects in terms of their relative rather than absolute 

magnitude. 

 It is consistent with the shareholders‟ wealth maximization. 

 Demerits: 

Though PI is a sound method of project appraisal and it is just a variation of the NPV, it 

has all those limitation of NPV method too. 

 When cash outflow occurs beyond the current period, the PI is unsuitable as a 

selection criterion. 

  It requires estimation of cash flows with accuracy which is very difficult underever 

changing world. 



16 
 

  It also requires correct estimation of cost of capital for getting correct result. 

 Use: 

It is useful in evaluating capital expenditures projects being a relative measure 

 When the projects are mutually exclusive and it has different cash outlays, different 

cash flow pattern or unequal lives, it may not give unambiguous results. 

 

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. 

 Meaning: 

The internal rate of return (IRR) is the discount rate that equates the NPV of an 

investment opportunity with Rs.0 (because the present value of cash inflows equals the initial 

investment). It is the compound annual rate of return that the firm will earn if it invests in the 

project and receives the given cash inflows 

 

It is expected by the following ratio: 

Cash inflow 

_____________ 

Investment initial 

Steps to be followed: 

Step1. Find out factor 

 

Factor is calculated as follows: 

 

  Cash outlay (or) initial investment 

  _____________________________ 

Cash inflow 

 

Step 2. Find out positive net present value 

Step 3. Find out negative net present value 

Step 4. Find out formula net present value 

 

Formula 

IRR = Base factor + Positive Net Present Value 
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           _____________________   X  DP 

        Difference in positive 

      And negative net present Value 

 

Base factor = Positive discount rate 

DP = Difference in percentage 

 Decision Rule: 

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

 If the IRR is greater than the cost of capital, accept the project. (r >k) 

 If the IRR is less than the cost of capital, reject the project. (r<k) 

 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. It involves complicated computational method. 

2. It produces multiple rates which may be confusing for taking decisions. 

3. It is assume that all intermediate cash flows are reinvested at the internal rate of 

return. 

 Accept/Reject criteria 

If the present value of the sum total of the compounded reinvested cash flows is 

greater than the present value of the outflows, the proposed project is accepted. If not it 

would be rejected. 

 Comparison of NPV and IRR: 

Both NPV and IRR will give the same results (i.e. acceptance or rejections) regarding 

an investment proposal in following two situations. 

 When the project under consideration involve conventional cash flow. I.e. when an 

initial cash outlays is followed by a series of cash inflows. 
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 When the projects are independent of one another i.e., proposals the acceptance of 

which does not preclude the acceptance of others and if the firm is not facing a 

problem of funds constraint. 

The reasons for similarity in results in the above cases are simple. In NPV method a proposal 

is accepted if NPV is positive. NPV will be positive only when the actual rate of return on 

investment is more than the cut off rate. In case of IRR method a proposal is accepted only 

when the IRR is higher than the cut off rate. Thus, both methods will give consistent results 

since the acceptance or rejection of the proposal under both of them is based on the actual 

return being higher than the required rate i.e. 

 

 NPV will be positive only if r > k, 

 NPV will be negative only if r < k, 

 NPV would be zero only if r = k 

RISK AND UNCERTAINLY IN CAPITAL BUDGETING 

Capital budgeting requires the projection of cash inflow and outflow of the future. 

The future in always uncertain, estimate of demand, production, selling price, cost etc., 

cannot be exact. 

For example: 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 are 

as follows: 

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

(ii) Certainly equivalent method. 

(iii) Sensitivity technique. 

(iv) Probability technique 

(v) Standard deviation method. 

(vi) Co-efficient of variation method. 

(vii) Decision tree analysis. 

(i) Risk-adjusted cut-off rate (or Method of varying) 
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This is one of the simplest method while calculating the risk in capital budgeting 

increase cut of rate or discount factor by certain percentage an account of risk. 

 

Statistical Techniques for Risk Analysis: 

(a) Probability Assignment 

(b) Expected Net Present Value 

(c) Standard Deviation 

(d) Coefficient of Variation 

(e) Probability Distribution Approach 

(f) Normal Probability Distribution 

(a) Probability Assignment: 

The concept of probability is fundamental to the use of the risk analysis techniques. It 

may be defined as the likelihood of occurrence of an event. If an event is certain to occur, the 

probability of its occurrence is one but if an event is certain not to occur, the probability of its 

occurrence is zero. Thus, probability of all events to occur lies between zero and one. 

The classical view of probability holds that one can talk about probability in a very large 

number of times under independent identical conditions. Thus, the probability estimate, 

which is based on a large number of observations, is known as an objective probability. But 

this is of little use in analyzing investment decisions because these decisions are non-

repetitive in nature and hardly made under independent identical conditions over time. The 

another view of probability holds that it makes a great deal of sense to talk about the 

probability of a single event without reference to the repeatability long run frequency 

concept. Therefore, it is perfectly valid to talk about the probability of sales growth will reach 

to 4%, the probability of rain tomorrow or fifteen days hence. Such probability assignments 

that reflect the state of belief of a person rather than the objective evidence of a large number 

of trials are called personal or subjective probabilities. 

(b) Expected Net Present Value: 

Once the probability assignments have been made to the future cash flows, the next 

step is to find out the expected net present value. It can be found out by multiplying the 

monetary values of the possible events by their probabilities. 

(c) Standard Deviation: 
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The assignment of probabilities and the calculation of the expected net present value 

include risk into the investment decision, but a better insight into the risk analysis of capital 

budgeting decision is possible by calculating standard deviation and coefficient of variation. 

Standard deviation (σ) is an absolute measure of risk analysis and it can be used when 

projects under consideration are having same cash outlay. Statically, standard deviation is the 

square root of variance and variance measures the deviation about expected cash flow of each 

of the possible cash flows. 

(d) Coefficient of Variation: 

If the projects to be compared involve different outlays/different expected value, the 

coefficient of variation is the correct choice, being a relative measure. The higher the 

coefficient of variation, the riskier the project. Project Y is having higher coefficient so it is 

riskier than the project X. It is a better measure of the uncertainty of cash flow returns than 

the standard deviation because it adjusts for the size of the cash flow. 

(e) Probability Distribution Approach: 

The researcher has discussed the concept of probability for incorporating risk in 

capital budgeting proposals. The concept of probability for incorporating risk in evaluating 

capital budgeting proposals. The probability distribution of cash flows over time provides 

valuable information about the expected value of return and the dispersion of the probability 

distribution of possible returns which helps in taking accept-reject decision of the investment 

decision. 

The application of this theory in analyzing risk in capital budgeting depends upon the 

behaviour of the cash flows, being (i) independent, or (ii) dependent. The assumption that 

cash flows are independent over time signifies that future cash flows are not affected by the 

cash flows in the preceding or following years. When the cash flows in one period depend 

upon the cash flows in previous periods, they are referred to as dependent cash flows. 

(i) Independent Cash Flows over Time: The mathematical formulation to determine 

the expected values of the probability distribution of NPV. Where 1 CF is the expected value 

of net CFAT in period t and I is the risk free rate of interest. 
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(ii) Dependent Cash Flows26: If cash flows are perfectly correlated, the behavior of 

cash flows in all periods is alike. This means that if the actual cash flow in one year is α 

standard deviations to the left of its expected value, cash flows in other years will also be α 

standard deviations to the left of their respective expected values. 

(f) Normal Probability Distribution: 

The normal probability distribution can be used to further analyze the risk in 

investment decision. It enable the decision maker to have an idea of the probability of 

different expected values of NPV, that is, the probability of NPV having the value of zero or 

less, greater than zero and within the range of two values for example, within the range of Rs. 

2000 and Rs. 3000 etc. If the probability of having NPV zero or less is low, eg. .01, it means 

that the risk in the project is negligible. Thus, the normal probability distribution is an 

important statistical technique in the hands of decision makers for evaluating the riskiness of 

a project. 

The area under the normal curve, representing the normal probability distribution, is 

equal to 1 (0.5 on either side of the mean). The curve has its maximum height at its expected 

value i.e. its mean. The distribution theoretically runs from minus infinity to plus infinity. 

The probability of occurrence beyond 3σ is very near to zero (0.26 percent). 

For any normal distribution, the probability of an outcome falling within plus or minus. 

1σ from the mean is 0.6826 or 68.26 per cent, 

2σ from the mean is 95.46 per cent, 

3σ from the mean is 99.74 per cent. 

 

CONVENTIONAL TECHNIQUES FOR RISK ANALYSIS: 

(a) Payback 

(b) Risk-adjusted Discount Rate 

(c) Certainty Equivalent 

 

(a) Payback Period: 

Payback as a method of risk analysis is useful in allowing for a specific types of risk 

only, i.e., the risk that a project will go exactly as planned for a certain period will then 

suddenly stop generating returns, the risk that the forecasts of cash flows will go wrong due 

to lower sales, higher cost etc. This method has been already discussed in detail above so it 

has not been repeated here. 
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(b) Risk Adjusted Discount Rate Method: 

The economic theorists have assumed that to allow for risk, the businessmen required 

a premium over and above an alternative which is risk free. It is proposed that risk premium 

be incorporated into the capital budgeting analysis through the discount rate. i.e. If the time 

preference for the money is to be recognized by discounting estimated future cash flows, at 

some risk free rate, to their present value, then, to allow for the riskiness of the future cash 

flow a risk premium rate may be added to risk free discount rate. Such a composite discount 

would account for both time preference and risk preference. 

 

 

Decision Rule: 

 The risk adjusted approach can be used for both NPV & IRR. 

 If NPV method is used for evaluation, the NPV would be calculated using 

risk adjusted rate. If NPV is positive, the proposal would qualify for 

acceptance, if it is negative, the proposal would be rejected. 

 In case of IRR, the IRR would be compared with the risk adjusted required 

rate of return. If the „r‟ exceeds risk adjusted rate, the proposal would be 

accepted, otherwise not. 

Merits: 

• It is simple to calculate and easy to understand. 

• It has a great deal of intuitive appeal for risk-averse businessman. 

• It incorporates an attitude towards uncertainty. 

Demerits: 

 The determination of appropriate discount rates keeping in view the differing degrees 

of risk is arbitrary and does not give objective results. 

 Conceptually this method is incorrect since it adjusts the required rate of return. As a 

matter fact it is the future cash flows which are subject to risk. 

 This method results in compounding of risk over time, thus it assumes that risk 

necessarily increases with time which may not be correct in all cases. 

 The method presumes that investors are averse to risk, which is true in most cases. 

However, there are risk seeker investors and are prepared to pay premium for taking 

risk and for them discount rate should be reduced rather than increased with increase 

in risk. 
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 Thus, this approach can be best described as a crude method of incorporating risk into 

capital budgeting.  

(c) Certainty Equivalent Approach: 

This approach to incorporate risk in evaluating investment projects, overcomes 

weaknesses of the RADR approach. Under this approach riskiness of project is taken into 

consideration by adjusting the expected cash flows and not discount rate. This method 

eliminates the problem arising out of the inclusion of risk premium in the discounting 

process. 

Decision Rule: 

 If NPV method is used, the proposal would be accepted if NPV of CE cash flows is 

positive, otherwise it is rejected. 

 If IRR is used, the internal rate of return which equates the present value of CE cash 

inflows with the present value of the cash outflows, would be compared with risk free 

discount rate. 

  If IRR is greater than the risk free rate, the investment project would be accepted 

otherwise it would be rejected. 

Merits: 

 It is simple to calculate. 

 It is conceptually superior to time-adjusted discount rate approach because it 

incorporates risk by modifying the cash flows which are subject to risk. 

Demerits: 

 This method explicitly recognizes risk, but the procedure for reducing the forecast of 

cash flows is implicit and likely to be inconsistent from one investment to another. 

 The forecaster expecting reduction that will be made in his forecast, may inflate them 

in anticipation. This will no longer give forecasts according to “best estimate”. 

 If forecast have to pass through several layers of management, the effect may be to 

greatly exaggerate the original forecast or to make it ultra conservative. 

 By focusing explicit attention only on the gloomy outcomes, chances are increased for 

passing by some good investments. 

These techniques attempts to incorporate risk but major shortcomings are that specifying the 

appropriate degree of risk for an investment project is beset with serious operational 

problems and they cannot be applied to various projects over time. 

 

Other Techniques: 
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(a) Sensitivity Analysis 

(b) Scenario Analysis 

(c) Break Even Analysis 

(d) Simulation Analysis 

(e) Decision Tree Approach 

Sensitivity Analysis: 

While evaluating any capital budgeting project, there is a need to forecast cash flows. 

The forecasting of cash flows depends on sales forecast and costs. The Sales revenue is a 

function of sales volume and unit selling price. Sales volume will depend on the market size 

and the firm‟s market share. The NPV and IRR of a project are determined by analysing the 

after-tax cash flows arrived at by combining various variables of project cash flows, project 

life and discount rate. The behavior of all these variables are very much uncertain. The 

sensitivity analysis helps in identifying how sensitive are the various estimated variables of 

the project. It shows how sensitive is a project‟s NPV or IRR for a given change in particular 

variables. 

The more sensitive the NPV, the more critical is the variables. 

Steps: 

The following three steps are involved in the use of sensitivity analysis. 

1. Identify the variables which can influence the project‟s NPV or IRR. 

2. Define the underlying relationship between the variables. 

3. Analyze the impact of the change in each of the variables on the projects 

NPV or IRR. 

The Project‟s NPV or IRR can be computed under following three assumptions in sensitivity 

analysis. 

1. Pessimistic (i.e. the worst), 

2. Expected (i.e. the most likely) 

3. Optimistic (i.e. the best) 

 

Merits: 

• The sensitivity analysis has the following advantages: 

• It compels the decision maker to identify the variables affecting the cash flow    
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   forecasts which helps in understanding the investment project in totality. 

• It identifies the critical variables for which special actions can be taken. 

• It guides the decision maker to concentrate on relevant variables for the project. 

Demerits: 

The sensitivity analysis suffers from following limitations: 

• The range of values suggested by the technique may not be consistent. The terms 

„optimistic‟ and „pessimistic‟ could mean different things to different people. 

• It fails to focus on the interrelationship between variables. The study of variability of 

one factor at a time, keeping other variables constant may not much sense. For 

example, sales volume may be related to price and cost. One can not study the effect 

of change in price keeping quantity constant. 

 

(b) Scenario Analysis: 

In sensitivity analysis, typically one variable is varied at a time. If variables are 

interrelated, as they are most likely to be, it is helpful to look at some plausible scenarios, 

each scenario representing a consistent combination of variables. 

Procedure: 

The steps involved in scenario analysis are as follows: 

1. Select the factor around which scenarios will be built. The factor chosen must be 

the largest source of uncertainty for the success of the project. It may be the state of 

the economy or interest rate or technological development or response of the market. 

2. Estimate the values of each of the variables in investment analysis (investment 

outlay, revenues, costs, project life, and so on) for each scenario. 

3. Calculate the net present value and/or internal rate of return under each scenario. 

 

Evaluation: 

 Scenario analysis may be regarded as an improvement over sensitively analysis 

because it considers variations in several variables together. 

 It is based on the assumption that there are few well-delineated scenarios. This may 

not be true in many cases. For example, the economy does not necessarily lie in three 

discrete states, viz., recession, stability, and boom. It can in fact be anywhere on the 

continuum between the extremes. When a continuum is converted into three discrete 

states some information is lost. 
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 Scenario analysis expands the concept of estimating the expected values. Thus in a 

case where there are 10 inputs the analyst has to estimate 30 expected values (3 x 10) 

to do the scenario analysis.  

(c) Break-even Analysis: 

In sensitivity analysis one may ask what will happen to the project if sales decline or 

costs increase or something else happens. A financial manager will also be interested in 

knowing how much should be produced and sold at a minimum to ensure that the project 

does not 'lose money'. Such an exercise is called break even analysis and the minimum 

quantity at which loss is avoided is called the break-even point. The breakeven point may be 

defined in accounting terms or financial terms. 

Accounting Break-even Analysis 

Suppose a company is considering setting up a new plant near Mumbai. The capital 

budgeting committee has given following projections. 

(d) Simulation analysis: 

Sensitivity analysis and Scenario analysis are quite useful to understand the 

uncertainty of the investment projects. But both the methods do not consider the interactions 

between variables and also, they do not reflect on the probability of the change in variables. 

The power of the computer can help to incorporate risk into capital budgeting through a 

technique called Monte Carlo simulation. The term 

“Monte Carlo” implies that the approach involves the use of numbers drawn randomly from 

probability distributions. It is statistically based approach which makes use of random 

numbers and pre assigned probabilities to simulate a project‟s outcome or return. It requires a 

sophisticated computing package to operate effectively. It differs from sensitivity analysis in 

the sense that instead of estimating a specific value for a key variable, a distribution of 

possible values for each variable is used. 

The simulation model building process begins with the computer calculating a 

random value simultaneously for each variable identified for the model like market size, 

market growth rate, sales price, sales volume, variable costs, residual asset values, project life 

etc. From this set of random values a new series of cash flows is created and a new NPV is 

calculated. This process is repeated numerous times, perhaps as many as 1000 times or even 

more for very large projects, allowing a decision-maker to develop a probability distribution 

of project NPVs. From the distribution model, a mean (expected) NPV will be calculated and 

its associated standard deviation will be used to guage the project‟s level of risk. The 



27 
 

distribution of possible outcome enables the decision-maker to view a continuum of possible 

outcomes rather than a single estimate. 

Merits: 

 An increasingly popular tool of risk analysis, simulation offers certain advantages: 

 It facilitates the analysis and appraisal of highly complex, multivariate investment 

proposals with the help of sophisticated computer packages. 

 It can cope up with both independence and dependence amongst variables. It forces 

decision-makers to examine the relationship between variables. 

Demerits: 

 Simulation is not always appropriate or feasible for risk evaluation. 

 The model requires accurate probability assessments of the key variables. For 

example, it may be known that there is a correlation between sales price and volume 

sold, but specifying with mathematical accuracy the nature of the relationship for 

model purposes may be difficult. 

 Constructing simulated financial models can be time-consuming, costly and requires 

specialized skills, therefore. It is likely to be used to analyse very important, complex, 

and large-scale projects. 

 It focuses on a project‟s standalone risk. It ignores the impact of diversification, i.e., 

how a project‟s stand-alone risk will correlate with that of other projects within the 

firm and affect the firm‟s overall corporate risk. 

 Simulation is inherently imprecise. It provides a rough approximation of the 

probability distribution of net present value (or any other criterion of merit). 

 Due to its imprecision, the simulated probability distribution may be misleading when 

a tail of the distribution is critical.• 

 A realistic simulation model, likely to be complex, would most probably be 

constructed by a management scientist, not the decision maker. The decision maker, 

lacking understanding of the model, may not use it. 

 To determine the net present value in a simulation run the risk-free discount rate is 

used. This is done to avoid prejudging risk which is supposed to be reflected in the 

dispersion of the distribution of net present value. Thus the measure of net present 

value takes a meaning, very different from its usual one, which is difficult to interpret. 
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(e) Decision-tree Approach: 

Sometimes cash flow is estimated under different managerial options with the help of 

decision-tree approach. A decision tree is a graphic presentation of the present decision with 

future events and decisions. The sequence of events is shown in a format that resembles the 

branches of a tree. 

 

Steps in constructing decision tree: 

 

The first step in constructing a decision tree is to define a proposal. It may be 

concerning either a new product or an old product entering a new market. It may also be an 

abandonment option or a continuation option, expansion option or no-expansion option, etc. 

Second step is identifying various alternatives. For example, if a firm is launching a new 

product, it must chalk out the demand possibilities and on that basis it identifies different 

alternatives-whether to have a large factory or a medium-size or only a small 

 Plant. Each of the alternatives will have varying consequences on the cash flow. 

The third step is to lay out the decision tree showing the different alternatives through 

different branches. And finally, the estimates of cash flow with probabilities in each branch 

are made.  

Merits: 

• Decision tree analysis gives the clarity of sequential investment decisions. 

• It gives a decision maker to visualize assumptions and alternatives in graphic form 

which is easier to understand than the analytical form. It helps in eliminating the 

unprofitable branches and determines optimum decision at various decision points. 

Demerits: 

• The decision tree becomes more and more complicated if he includes more and 

more alternatives. It becomes more complicated if the analysis includes 

interdependent variables which are dependent on one another. 

• It becomes very difficult to construct decision tree if the number of years expected 

life of the project and the number of possible outcomes for each year are large. 

 

Risk 

A basic assumption of traditional cost of capital analysis is that the firm‟s business and 

financial risk are unaffected by the acceptance and financing of projects.  
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Business risk is related to the response of the firm‟s earnings before interest and 

taxes, or operating profits, to changes in sales. When the cost of capital is used to evaluate 

investment alternatives, it is assumed that acceptance of the proposed projects will not affect 

the firm‟s business risk. The types of projects accepted by a firm can greatly affect its 

business risk. 

If a firm accepts a project that is considerably more risky than average, suppliers of 

funds to the firm are quite likely to raise the cost of funds. This is because of the decreased 

probability of the fund suppliers. Receiving the expected returns on their money. A long-term 

lender will charge higher interest on loans if the probability of receiving periodic interest 

from the firm and ultimately regaining the principal is decreased. Common stockholders will 

require the firm to increase earnings as compensation for increases in the uncertainty of 

receiving dividend payments or ably appreciation in the value of their stock. In analyzing the 

cost of capital it is assumed that the business risk of the firm remain sun changed (i.e., that 

the projects accepted do not affect the variability of the firm‟s sales revenues). This 

assumption eliminates the need to consider changes in the cost of specific sources of 

financing resulting from changes in business risk. The definition of the cost of capital 

developed in this chapter is valid only for projects that do not change the firm‟s business risk. 

Financial risk is affected by the mixture of long-term financing, or the capital 

structure, of the firm. Firms with high levels of long-term debt in proportion to their equity 

are more risky than firms maintaining lower ratios of long-term debt to equity. It is the 

contractual fixed-payment obligations associated with debt financing that make a firm 

financially risky. The greater the amount of interest and principal (or sinking fund) payments 

a firm must make in a given period, the higher the operating profits required to cover these 

charges. If a firm fails to generate sufficient revenues to cover operating charges, it may be 

forced into bankruptcy. 

As a firm‟s financial structure shifts toward suppliers of funds recognize a more 

highly levered position the increased financial risk associated with the firm. They compensate 

for this increased risk by charging higher rates of interest or requiring greater returns, In short 

they react in much the same way as they would to increasing business risks. Frequently the 

funds supplied to a firm by lenders will change its financial structure, and the charge for the 

funds will be based on the changed financial structure. In the analysis of the cost of capital in 

this chapter, however, the firm‟s financial structure is assumed to remain fixed. This 
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assumption is necessary in order to isolate the costs of the various forms of financing. If the 

firm‟s capital structure were not held constant, it would be quite difficult to find its cost of 

capital, since the selection of a given source of financing would change the costs of alternate 

sources of financing. The assumption of a constant capital structure implies that when a firm 

raises funds to finance a given project these funds are raised in the same proportions as the 

firm exists financing. The awkwardness of this assumption is obvious since in reality a firm 

raises funds in lumps, .it does not raise a mixture of small amounts of various types of funds.. 

For example, in order to raise Rs. l million a firm may sell bonds, preferred stock, or common 

stock in the amount of Rs. l million; or, it may sell Rs. 400,000 worth of bonds, Rs. 100,000 

worth of preferred stock, and Rs. 500,000 worth of common stock. Most firms will use the 

former strategy, but our analysis of cost of capital is based on the assumption that the firm 

will follow the latter strategy. More sophisticated approaches for measuring the cost of 

capital when a firm‟s capital structure is changing rare available. 

 

RISK 

A basic assumption of traditional cost of capital analysis is that the firm‟s business and 

financial risk are unaffected by the acceptance and financing of projects. 

Business risk is related to the response of the firm‟s earnings before interest and taxes, or 

operating profits, to changes in sales. When the cost of capital is used to evaluate investment 

alternatives, it is assumed that acceptance of the proposed projects will not affect the firm‟s 

business risk. The types of projects accepted by a firm can greatly affect its business risk. 

If a firm accepts a project that is considerably more risky than average, suppliers of 

funds to the firm are quite likely to raise the cost of funds. This is because of the decreased 

probability of the fund suppliers. Receiving the expected returns on their money. A long-term 

lender will charge higher interest on loans if the probability of receiving periodic interest 

from the firm and ultimately regaining the principal is decreased. Common stockholders will 

require the firm to increase earnings as compensation for increases in the uncertainty of 

receiving dividend payments or ably appreciation in the value of their stock. In analyzing the 

cost of capital it is assumed that the business risk of the firm remain sun changed (i.e., that 

the projects accepted do not affect the variability of the firm. sales revenues). This 

assumption eliminates the need to consider changes in the cost of specific sources of 
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financing resulting from changes in business risk. The definition of the cost of capital 

developed in this chapter is valid only for projects that do not change the firm‟s business risk. 

Financial risk is affected by the mixture of long-term financing, or the capital structure, of 

the firm. Firms with high levels of long-term debt in proportion to their equity are more risky 

than firms maintaining lower ratios of long-term debt to equity. It is the contractual fixed-

payment obligations associated with debt financing that make a firm financially risky. The 

greater the amount of interest and principal (or sinking fund) payments a firm must make in a 

given period, the higher the operating profits required to cover these charges. If a firm fails to 

generate sufficient revenues to cover operating charges, it may be forced into bankruptcy. 

As a firm‟s financial structure shifts toward suppliers of funds recognize a more highly 

levered position the increased financial risk associated with the firm. They compensate for 

this increased risk by charging higher rates of interest or requiring greater returns, In short 

they react in much the same way as they would to increasing business risks. Frequently the 

funds supplied to a firm by lenders will change its financial structure, and the charge for the 

funds will be based on the changed financial structure. In the analysis of the cost of capital in 

this chapter, however, the firms financial structure is assumed to remain fixed. This 

assumption is necessary in order to isolate the costs of the various forms of financing. If the 

firms capital structure were not held constant, it would be quite difficult to find its cost of 

capital, since the selection of a given source of financing would change the costs of alternate 

sources of financing. The assumption of a constant capital structure implies that when a firm 

raises funds to finance a given project these funds are raised in the same proportions as the 

firms existing financing. The awkwardness of this assumption is obvious since in reality a 

firm raises funds in .lumps, .it does not raise a mixture of small amounts of various types of 

funds. For example, in order to raise Rs. l million a firm may sell bonds, preferred stock, or 

common stock in the amount of Rs. l million; or, it may sell Rs. 400,000 worth of bonds, Rs. 

100,000 worth of preferred stock, and Rs. 500,000 worth of common stock. Most firms will 

use the former strategy, but our analysis of cost of capital is based on the assumption that the 

firm will follow the latter strategy. More sophisticated approaches for measuring the cost of 

capital when a firms capital structure is changing rare available. 
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