· LEVERAGES

· Operating Leverage

· Financial Leverage

· Operating Leverage

· Operating leverage arises from the use of fixed costs so that a percentage increase in sales leads to more than a percentage increase in the EBIT

· Operating Leverage

· Operating leverage affects a firm’s operating profit (EBIT).

· The degree of operating leverage (DOL) is defined as the percentage change in the earnings before interest and taxes relative to a given percentage change in sales.
· Meaning of Financial Leverage 

· The use of the fixed-charges sources of funds, such as debt and preference capital along with the owners’ equity in the capital structure, is described as financial leverage or gearing or trading on equity. 

· The financial leverage employed by a company is intended to earn more return on the fixed-charge funds than their costs. The surplus will increase the return on the owners’ equity. The rate of return on the owners’ equity is levered above the rate of return on total assets. 
· Financial Leverage and the Shareholders’ Return
· The primary motive of a company in using financial leverage is to magnify the shareholders’ return under favourable economic conditions. 

· The role of financial leverage in magnifying the return of the shareholders’ is based on the assumptions that the fixed-charges funds (such as the loan from financial institutions and banks or debentures) can be obtained at a cost lower than the firm’s rate of return on net assets (RONA or ROI).

· Capital Structure Defined 

· The term capital structure is used to represent the proportionate relationship between debt and equity. 

· The various means of financing represent the financial structure of an enterprise. (liabilities plus equity) represents the financial structure of a company. Traditionally, short-term borrowings are excluded from the list of methods of financing the firm’s capital expenditure.
· Questions while Making the Financing Decision
· How should the investment project be financed?

· Does the way in which the investment projects are 
  financed matter?

· How does financing affect the shareholders’ risk, return and value?

· Does there exist an optimum financing mix in terms of the maximum  value to the firm’s shareholders?

· Can the optimum financing mix be determined in practice  for a company?

· What factors in practice should a company consider in designing its financing policy?
·  Financial Leverage Ratios

· Debt ratio

· Debt–equity ratio

· Interest coverage
· The first two measures of financial leverage can be expressed either in terms of book values or market values. These two measures are also known as  measures of capital gearing.

· The third measure of financial leverage, commonly known as coverage ratio. The reciprocal of interest coverage is a measure of the firm’s income gearing. 
· Financial Leverage of Ten Largest Indian Companies, 2002
· EPS and ROE Calculations
· For calculating ROE either the book value or the market value equity may be used.
· Effect of Financial Plan on EPS and ROE: Constant EBIT
· The firm is considering two alternative financial plans: 

· (i) either to raise the entire funds by issuing 50,000 ordinary shares at Rs 10 per share, or 

· (ii) to raise Rs 250,000 by issuing 25,000 ordinary shares at Rs 10 per share and borrow Rs 250,000 at 15 per cent rate of interest. 

· The tax rate is 50 per cent.
· Effect of Financial Plan on EPS ROE: Varying EBIT
· excel
· Combining Financial and Operating Leverages
· Operating leverage affects a firm’s operating profit (EBIT), while financial leverage affects profit after tax or the earnings per share.

· The degrees of operating and financial leverages is combined to see the effect of total leverage on EPS associated with a given change in sales. 
· Combining Financial and Operating Leverages
· The degree of combined leverage (DCL) is given by the following equation:

· Financial Leverage and the Shareholders’ Risk 

· The variability of EBIT and EPS distinguish between two types of risk—operating risk and financial risk. 
· Operating risk can be defined as the variability of EBIT (or return on total assets). The environment—internal and external—in which a firm operates determines the variability of EBIT

· The variability of EBIT has two components:

· variability of sales

· variability of expenses

· The variability of EPS caused by the use of financial leverage is called financial risk.
· Working Capital Management – a core part of FM

· Decisions on current assets and current liabilities

· Short-term financial decisions

· Liquidity Vs. Profitability : Risk-return trade-off


 Working capital management includes both establishing working capital policy and then the day-to-day control of:
Cash
Inventories
Receivables
Short-term liabilities


· Some WCM activities

· Arranging short-term financing

· Negotiating favourable credit terms

· Controlling the movement of cash

· Administering accounts receivables

· Investing short-term surplus funds

· Concepts of Working Capital 
· Gross working capital (GWC) 

GWC refers to the firm’s total investment in current assets. 
Current assets are the assets which can be converted into cash within an accounting year (or operating cycle) and include cash, short-term securities, debtors, (accounts receivable or book debts) bills receivable and stock (inventory).

· Concepts of Working Capital

Net working capital (NWC)

· NWC refers to the difference between current assets and current liabilities. 
· Current liabilities (CL) are those claims of outsiders which are expected to mature for payment within an accounting year and include creditors (accounts payable), Short-term loans & advances from banks & others , bills payable, and outstanding expenses. 

· NWC can be positive or negative.  
· Positive NWC = CA > CL

· Negative NWC = CA < CL
· Concepts of Working Capital
· GWC focuses on

· Optimisation of investment in current
· Financing of current assets 
· NWC focuses on 

· Liquidity position of the firm
· Judicious mix of short-term and long-tern financing
· Operating Cycle

It is the time duration required to convert sales, after the conversion of resources into inventories , into cash.

OC of a manufacturing Co. involves:

· Acquisition of resources viz., raw material, labour, power, fuel etc.

· Manufacture of the product – conversion of the raw material into work-in-progress into finished goods.

· Sale of the product  either for cash or credit.  Credit sales create A/c Receivables for collection
· The length of the operating cycle of a manufacturing firm is the sum of:
· inventory conversion period (ICP).
· Debtors (receivable) conversion period (DCP). 
· Inventory conversion period (ICP).


· Inventory conversion period is the total time needed for producing and selling the product. Typically, it includes:
· Raw material conversion period (RMCP)
· Work-in-process conversion period (WIPCP)
· Finished goods conversion period (FGCP) 
· The debtors conversion period is the time required to collect the outstanding amount from the customers. 
· Creditors or payables deferral period (CDP) is the length of time the firm is able to defer payments on various resource purchases. 
· Permanent or fixed working capital

A minimum level of current assets, which is continuously required by a firm to carry on its business operations, is referred to as permanent or fixed working capital.

· Fluctuating or variable working capital 

The extra working capital needed to support the changing production and sales activities of the firm is referred to as fluctuating or variable working capital. 

· Determinants of Working Capital
· Nature of business

· Market and demand 

· Technology and manufacturing policy

· Credit policy

· Supplies’ credit

· Operating efficiency

· Inflation
· Issues in Working Capital Management
· Levels of current assets

· Current assets to fixed assets

· Liquidity Vs. profitability

· Cost trade-off
· Factors influencing Working Capital Requirements

· Nature of the business

· Seasonality of operations

· Production policy

· Credit policy

· Market and demand conditions

· Conditions of supply

· Operating efficiency

· Working capital policy decision

· Decision on Level of current assets

· Conservative policy (flexible policy) – investment  in C.A. is high

· Aggressive policy (restrictive policy) - investment  in C.A. is low

· Optimal level of current assets involves a trade-off between costs that rise with C.A. (carrying costs) and costs that fall with current assets (shortage costs)

· Working Capital Finance Policies
· Matching (hedging approach)

· Conservative

· Aggressive
Matching principle (Hedging approach)


The maturity of the sources of financing should match the maturity of the assets being financed.  


Fixed assets and permanent current assets must be supported by long-term sources of finance, whereas fluctuating current assets must be supported by short-term sources of finance.

· Conservative Approach

The financing policy of the firm is said to be conservative when it relies heavily on long-term funds for financing permanent assets and also a part of temporary current assets & therefore the firm has less risk of facing the problem of shortage of funds.

· Aggressive Approach

The financing policy of the firm is said to be aggressive when it uses more short-term financing than warranted by the matching plan & therefore the firm has more risk of facing the problem of shortage of funds.

· Estimating Working capital
· Current assets holding period 
· To estimate working capital requirements on the basis of average holding period of current assets and relating them to costs based on the company’s experience in the previous years. This method is essentially based on the operating cycle concept.
· Ratio of sales 
· To estimate working capital requirements as a ratio of sales on the assumption that current assets change with sales.
· Ratio of fixed investment 
· To estimate working capital requirements as a percentage of fixed investment.
· SHORT-TERM SOURCES OF FINANCE
· Trade Credit

· Accrued Expenses

· Bank Borrowings

· Public Deposits (unsecured)

· Inter-corporate Deposits

· Short-term loans from FIs

· Factoring of receivables

· Commercial Paper

· Trade Credit

· Customer gets trade credit from supplier of goods in  normal course of business.

· An informal arrangement, granted on an open account basis, not formally acknowledge as a debt.

· Trade credit may also take the form of bills payable.

· Credit Terms refers to the conditions of due date and cash discount.

· Bank Finance for Working Capital

· Cash Credit/ Overdraft

· Purchase or Discounting of Bills

· Letter of Credit

· Working Capital Loan

· LETTER OF CREDIT


L/C is issued by a bank on behalf of its customer (buyer/importer) to the seller.  As per L/C, the bank agrees to honour drafts drawn on it for the supplies made to the customer if the seller fulfils the conditions laid down in the L/C.

· Commercial Paper

· Unsecured promissory notes issued by firms to raise short-term funds.

· In India introduced in 1989 on recommendation of the “Vaghul Working Group”.

· Commercial papers sell at a discount from face value. 

A company can issue commercial paper if:

· It has a net worth of at least Rs.40 million

· Its MPBF is at least Rs.40 million

· The face value of commercial paper issued by it does not exceed 75% of its working capital limit

· Factoring

Factoring is defined as ‘a continuing legal relationship between a financial institution (the factor) and a business concern (the client), selling goods or providing services to trade customers (the customers) on open account basis whereby the Factor purchases the client’s book debts (accounts receivables) either with or without recourse to the client and in relation thereto controls the credit extended to customers and administers the sales ledgers’.

· Parties involved in Factoring

· Basically there are three parties to the factoring services as depicted below:

· Different kinds of factoring services

· Credit Information: Factors provide  credit intelligence to their client and supply periodic information with various customer-wise analysis. 

· Credit Protection (Recourse/Non-recourse basis): Some factors also insure against bad debts and provide without recourse financing.

· Invoice Discounting or Financing : Factors advance 75% to 80% against the invoice of their clients.  The clients mark a copy of the invoice to the factors as and when they raise the invoice on their customers.

· Benefits of factoring 

· The client will be relieved of the work relating to sales ledger administration and debt collection

· The client can therefore concentrate more on planning production and sales.

· The charges paid to a factor which will be marginally high at 1 to 1.5% than the bank charges will be more than compensated by reductions in administrative expenditure.

· This will also improve the current ratio of the client and consequently his credit rating. 

· The subsidiaries of the various banks have been rendering the factoring services.

· The factoring service is more comprehensive in nature than the book debt or receivable financing by the bankers.

· RISK & RETURN

· A portfolio is a bundle or a combination of individual assets or securities.

· The portfolio theory provides a normative approach to investors to make decisions to invest their wealth in assets or securities under risk.

· It is based on the assumption that investors are risk-averse.

· The second assumption of the portfolio theory is that the returns of assets are normally distributed.
· Portfolio Return: Two-Asset Case

· The return of a portfolio is equal to the weighted average of the returns of individual assets (or securities) in the portfolio with weights being equal to the proportion of investment value in each asset. 
· Portfolio Return: Two-Asset Case

· The return of a portfolio is equal to the weighted average of the returns of individual assets (or securities) in the portfolio with weights being equal to the proportion of investment value in each asset. 
· Portfolio Risk

· Investment Opportunity Set: The N-Asset Case

· An efficient portfolio is one that has the highest expected returns for a given level of risk. The efficient frontier is the frontier formed by the set of efficient portfolios. All other portfolios, which lie outside the efficient frontier, are inefficient portfolios. 
· Risk Diversification: Systematic and Unsystematic Risk 
· Risk has two parts: 

· Systematic risk arises on account of the economy-wide uncertainties and the tendency of individual securities to move together with changes in the market. This part of risk cannot be reduced through diversification. It is also known as market risk.
· Unsystematic risk arises from the unique uncertainties of individual securities. It is also called unique risk. Unsystematic risk can be totally reduced through diversification.

· Total risk  = Systematic risk + Unsystematic risk   

· Systematic risk is the covariance of the individual securities in the portfolio. The difference between variance and covariance is the diversifiable or unsystematic risk. 

· A Risk-Free Asset and a Risky Asset 

· A risk-free asset or security has a zero variance or standard deviation.

· Return and risk when we combine a risk-free and a risky asset:
· Measuring Risk

· Measuring Risk

· A Risk-Free Asset and   A Risky Asset: Example
· Multiple Risky Assets and  A Risk-Free Asset

· We can combine  earlier figures to illustrate the feasible portfolios consisting of the risk-free security and the portfolios of risky securities.

· We draw three lines from the risk-free rate (5%) to three portfolios. Each line shows the manner in which capital is allocated. This line is called the capital allocation line (CAL).

· The capital market line (CML) is an efficient set of risk-free and risky securities, and it shows the risk-return trade-off in the market equilibrium.
·  Capital Market Line 
· The slope of CML describes the best price of a given level of risk in equilibrium. 

· The expected return on a portfolio on CML is defined by the following equation:
· Capital Asset Pricing Model (CAPM)
· The capital asset pricing model (CAPM) is a model that provides a framework to determine the required rate of return on an asset and indicates the relationship between return and risk of the asset. 

· Assumptions of CAPM
· Market efficiency

· Risk aversion and mean-variance optimisation 

· Homogeneous expectations 

· Single time period 

· Risk-free rate 
· Characteristics Line: Market Return vs. Alpha’s Return 

· We plot the combinations of four possible returns of Alpha and market. They are shown as four points. The combinations of the expected returns points (22.5%, 27.5% and –12.5%, 20%) are also shown in the figure. We join these two points to form a line. This line is called the characteristics line. The slope of the characteristics line is the sensitivity coefficient, which, as stated earlier, is referred to as beta.
· Security Market Line (SML)

· For a given amount of systematic risk ((), SML shows the required rate of return. 
· Implications of CAPM
· Investors will always combine a risk-free asset with a market portfolio of risky assets. They will invest in risky assets in proportion to their market value.

· Investors will be compensated only for that risk which they cannot diversify. This is the market-related (systematic) risk. 

· Beta, which is a ratio of the covariance between the asset returns and the market returns divided by the market variance, is the most appropriate measure of an asset’s risk.

· Investors can expect returns from their investment according to the risk. This implies a linear relationship between the asset’s expected return and its beta.
· Limitations of CAPM 

· It is based on unrealistic assumptions.

· Market Efficiency

· Risk aversion and mean variance optimisation

· Homogeneous expectations

· Single time period

· Risk-free rate 

· It is difficult to test the validity of CAPM.

· Betas do not remain stable over time.
· The Arbitrage Pricing Theory (APT)
· In APT, the return of an asset is assumed to have two components: predictable (expected) and unpredictable (uncertain) return. Thus, return on asset j will be:

· where Rf is the predictable return (risk-free return on a zero-beta asset) and UR is the unanticipated part of the return. The uncertain return may come from the firm specific information and the market related information:
· Steps in Calculating Expected Return under APT

· Factors:

· industrial production

· changes in default premium

· changes in the structure of interest rates

· inflation rate

· changes in the real rate of return
· Risk premium

· Factor beta
· Risk Analysis in Practice
· Most companies in India account for risk while evaluating their capital expenditure decisions. The following factors are considered to influence the riskiness of investment projects:

· price of raw material and other inputs

· price of product

· product demand

· government policies

· technological changes

· project life

· inflation
· Out of these factors, four factors thought to be contributing most to the project riskiness are: selling price, product demand, technical changes and government policies.
· The most commonly used methods of risk analysis in practice are:

· sensitivity analysis

· conservative forecasts
· Sensitivity analysis allows to see the impact of the change in the behaviour of critical variables on the project profitability. Conservative forecasts include using short payback or higher discount rate for discounting cash flows.
· Except a very few companies most companies do not use the statistical and other sophisticated techniques for analysing risk in investment decisions.
· Risk-Adjusted Discount Rate
· Risk-adjusted discount rate, will allow for both time preference and risk preference and will be a sum of the risk-free rate and the risk-premium rate reflecting the investor’s attitude towards risk.

· Under CAPM, the risk-premium is the difference between the market rate of return and the risk-free rate multiplied by the beta of the project.

· Certainty—Equivalent
· Reduce the forecasts of cash flows to some conservative levels.

· The certainty—equivalent coefficient assumes a value between 0 and 1, and varies inversely with risk. 

· Decision-maker subjectively or objectively establishes the coefficients.

· The certainty—equivalent coefficient can be determined as a relationship between the certain cash flows and the risky cash flows.

