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                                                     CHAPTER ONE  
  

FINANCIAL MANAGEMENT :  AN OVERVIEW  
  
  

Question :  What do you mean by f inancial management ?  

  
Answer :  
Meaning of  Financial  Management :  
              The pr imary task of a Chartered Accountant  i s  to deal  with 

funds, 'Management  of Funds ' i s  an important  aspect of  f inancial 
management  in a business undertaking or  any other inst itut ion l ike 

hospita l ,  art  society, and so on. The term 'F inancial Management '  has 
been defined di fferent ly by di fferent  authors.  
             According to Solomon "Financial  Management  is  concerned with 
the eff icient  use of an important  economic resource,  namely capital  

funds."   Phi l l ippatus has given a more elaborate definit ion of  the term, as ,  
"F inancial  Management , i s  concerned with the managerial  deci s ions that  
result s in the  acquis i t ion and f inancing of  short   and long term credit s for  

the f i rm."   Thus,  i t  deals with the s i tuat ions that  requi re select ion of 

specif ic problem of s ize  and growth of  an enterpr i se . The analys is  of  these 
decis ions i s  based on the expected inf lows and out f lows of funds and 
their  ef fect  on manageria l  object ives. The most  acceptable defini t ion of 

f inancial  management  is  that  given by S.C.Kuchhal as, "Financial 
management  deals  with procurement  of funds and thei r  ef fect ive 

ut i l i sat ion in the business. "  Thus, there are 2 basic aspects of  f inancial  
management  :  
  
1) procurement of  funds :  
            As funds can be obtained f rom di fferent  sources thus, their  

procurement  is  always considered as a complex problem by business 
concerns. These funds procured from dif ferent  sources have di f ferent  
character i st ics  in terms of r i sk , cost  and cont rol  that  a manager must  

consider  whi le procuring funds.  The funds should be procured at  minimum 

cost , at  a balanced r isk  and cont rol  factors.  
            Funds rai sed by i ssue of  equity shares are the best  f rom r i sk  point  
of  v iew for the company,  as i t  has no repayment  l iabi l i t y except  on 
winding up of  the company,  but  from cost  point  of v iew, i t  i s  most  

expensive, as div idend expectat ions of shareholders  are higher than 
prevai l ing interest  rates and div idends are appropriat ion of  prof i t s and 
not  al lowed as expense under the income tax act . The i ssue of new equity 

shares may di lute the cont rol  of the exi st ing shareholders.  
            Debentures are comparat ively cheaper s ince the interest  i s paid 
out  of  prof i t s before tax. But , they entai l  a high degree of  r i sk  s ince they 
have to be repaid as per the terms of  agreement ;  also, the interest  
payment  has to be made whether or not  the company makes prof it s.  
            Funds can al so be procured from banks and f inancial inst itut ions, 

they prov ide funds subject  to certain rest r ict ive covenants.  These 
covenants rest r ict  f reedom of the borrower to ra ise loans from other 
sources.  The reform process i s  al so moving in direct ion of  a closer  
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monitor ing of 'end use'  of  resources mobi l i sed through capital  markets.  
Such rest r ict ions are essent ial  for the safety of  funds provided by 
inst itut ions and investors.  There are other f inancial inst ruments used for 

rais ing f inance  e.g. commercial  paper , deep discount  bonds, etc. The 
f inance manager has to balance the avai labi l i ty of funds and the 
rest r ict ive prov is ions t ied with such funds result ing in lack of  f lex ibi l i t y.  
            In the global i sed compet it ive scenario, i t  i s  not  enough to depend 

on avai lable ways of  f inance but resource mobi l isat ion i s  to be 

undertaken through innovat ive ways or  f inancial  products that  may meet 
the needs of investors.  Mult iple opt ion convert ib le bonds can be s ighted 
as an example, funds can be raised indigenously as also from abroad. 

Foreign Direct  Investment  (FDI )  and Foreign Inst itut ional  Investors (F I I )  are 
two major sources of  f inance f rom abroad along with American 
Depository Receipts (ADR's)  and Global Deposi tory Receipts (GDR's).  The 

mechanism of procur ing funds i s to be modif ied in the l ight  of 

requi rements of  foreign investors .  Procurement  of  funds inter a l ia includes 
:  
  
-  Ident i f icat ion of  sources of f inance  
-  Determinat ion of  f inance mix  
-  Rais ing of funds  
-  Div i sion of p rof it s between div idends and retent ion of  prof it s i .e. internal  

fund generat ion.  
         
2) ef fect ive use of  such funds :  
The f inance manager i s  al so responsible  for  effect ive ut i l i sat ion of funds. 

He must  point  out  s i tuat ions where funds are kept  idle  or are used 
improperly.  Al l  funds are procured at  a certain cost  and after  entai l ing a 

certain amount  of r isk .  I f  the funds are not  ut i l i sed in the manner so that  
they generate an income higher than cost  of procurement , there i s  no 
meaning in running the business.  I t  i s  an important  considerat ion in 
div idend decis ions a lso, thus, i t  i s  crucial  to employ funds properly and 

prof itably.  The funds are to be employed in the manner so that the 
company can produce at  i t s  opt imum level without  endangering it s 
f inancial  solvency.  Thus, f inancial  impl icat ions of  each decis ion to invest  

in  f ixed assets are to be properly analysed.  For thi s , the f inance manager 
must  possess  sound knowledge of  techniques of capital  budget ing and 
must  keep in v iew the need of  adequate work ing capital  and ensure that  

whi le f i rms enjoy an opt imum level  of  working capital  they do not  keep 

too much funds blocked in inventor ies , book debts, cash, etc.  
        F ixed assets are to f inanced f rom medium or long term funds, and 
not  short  term funds,  as f ixed assets cannot  be sold in short  term i .e. 

within a year,  also a large amount  of  funds would be blocked in stock in 

hand as the company cannot  immediately sel l  i t s  f in i shed goods.  
  
  
  

Question :  Explain the scope of  f inancial management ?  

  
Answer :  Scope of  f inancial management :  
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            A sound f inancial  management   i s  essent ia l  in al l  t ype of f inancial 
organi sat ions -  whether prof it  or iented or  not , where funds are involved 
and also in a cent ral ly p lanned economy as also in a  capital i st  set -up. 

F i rms, as per the commercial  hi story, have not  l iquidated because thei r  
technology was obsolete or  thei r  products had no or low demand or due 
to any other factor ,  but  due to lack of  f inancial  management .  Even in 
boom per iod,  when a company makes high prof it s , there is  danger of  

l iquidat ion, due to bad f inancial management . The main cause of  
l iquidat ion of  such companies i s  over-t rading or over-expanding without  

an adequate f inancial base.  
          Financial management  opt imises the output  from the g iven input  of  

funds and attempts to use the funds in a most  product ive manner.  In a 
count ry l ike India, where resources are scarce and demand on funds are 
many, the need for  proper f inancial  management  is  enormous. I f  proper 

techniques are used most  of  the enterpr i ses can reduce thei r  capital  

employed and improve return on investment . Thus, as men and machine 
are properly managed, f inances are also to be wel l  managed.  
        I n newly started companies, i t  i s  important  to have sound f inancial 

management , as i t  ensures thei r  surv ival ,  often such companies ignores 

f inancial  management  at  their  own peri l .  Even a s imple act , l ike 
deposit ing the cheques on the day of  thei r  receipt  is  not  performed. Such 
organi sat ions pay heavy interest  charges on borrowed funds, but  are 

tardy in real i s ing thei r  own debtors.  This i s  due to the fact  they lack 
real i sat ion of the concept  of  t ime value of  money, i t  i s  not  appreciated 

that  each value of rupee has to be made use of and that  it  has a di rect  
cost  of  ut i l i sat ion.  I t  must  be real i sed that  keeping rupee idle even for a 

day, resul t s into losses. A non-prof i t  organi sat ion may not  be keen to 
make prof it , t radit ional ly,  but  i t  does need to cut  down it s cost  and use 
the funds at  i t s  disposal  to thei r  opt imum capacity.  A sound sense of  

f inancial  management  has to be cult ivated among our bureaucrats , 

administ rators ,  engineers ,  educat ionist s and publ ic at  large.  Unless thi s i s  
done, colossal wastage of the capital  resources cannot  be arrested.  
  
  
  

Question :  What are the object ives of  f inancial management ?  

  
Answer :  
Object ives of  f inancial management :  
              Ef f icient  f inancial  management  requires existence of  some 
object ives or  goal s because judgment  as to whether or  not  a f inancial  

decis ion i s  ef f icient  i s  to be made in l ight  of  some object ive. The two main 

object ives of  f inancial management  are :  
  
1) Prof i t  Maximisation :  
I t  i s  t radit ional ly being argued, that  the object ive of a company i s  to earn 
prof it , hence the object ive of  f inancial  management is  prof it  
maximisat ion.  Thus, each al ternat ive, i s  to be seen by the f inance 
manager f rom the view point  of  prof it  maximisat ion. But , i t  cannot  be the 
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only object ive of a company, i t  i s  at  best  a l imited object ive else a 
number of problems would ar i se . Some of them are :  
  
a)   The term prof it  i s  vague and does not clar i fy what  exact ly i t  means.  I t  
conveys dif ferent  meaning to di f ferent  people.  
  
b)    Prof i t  maximisat ion has to be attempted with a real isat ion of r isks  
involved. There is  di rect  relat ion between r i sk  and prof it ;  higher the r i sk ,  

higher i s  the prof i t .  For  maximis ing prof it ,  r i sk  is  a ltogether ignored, 
implying that  f inance manager accepts highly r isky proposals  also. 
Pract ical ly,  r i sk  i s  a very important  factor  to be balanced with prof it  

object ive.  
  
c)   Prof i t  maximisat ion i s  an ob ject ive not  taking into account  the t ime 

pattern of  returns.  
E.g.  Proposal X gives returns higher than that  by proposal Y  but , the t ime 
period i s  say, 10 years and 7 years  respect ively. Thus,  the overal l  prof it  i s  
only cons idered not  the t ime period, nor  the f low of  prof it .  
  
d)   Prof i t  maximisat ion as an object ive is  too narrow, i t  fa i ls  to take into 
account  the social  considerat ions and obl igat ions to various interest s of 

workers ,  consumers, society,  as wel l  as ethical  t rade pract ices. Ignor ing 
these factors ,  a company cannot  surv ive for long.  Prof it  maximisat ion at  
the cost  of social  and moral  obl igat ions i s  a  short  s ighted pol icy.  
  
2) Wealth maximisation :  
              The companies having prof i t  maximisat ion as i t s  object ive, may 

adopt  pol icies yield ing exorbi tant  prof i t s in  the short  run which are 
unhealthy for the growth, surv ival and overal l  interest s of  the business.  A 
company may not  undertake planned and prescr ibed shut -downs of  the 
plant  for  maintenance, and so on for maximis ing prof i t s in  the short  run. 

Thus, the object ive of a  f i rm should be to maximise i t s  value or  wealth.  
              According to Van Horne, "Value of  a f i rm i s  represented by the 
market  pr ice of the company's common stock.. . . . . . the market pr ice of a  
f i rm's stock represents the focal judgment  of al l  market  part icipants as to 

what  the value of the part icular  f i rm i s .  I t  takes into account  present  as 

also prospect ive future earnings per share, the t iming and r i sk of  these 
earning, the div idend pol icy of the f i rm and many other factors having a 
bearing on the market  pr ice of stock. The market  price serves as a 

performance index or report  card of  the f i rm's  progress.  I t  indicates how 
wel l  management  is  doing on behalf  of  stockholders ."  Share pr ices in the 
share market , at  a given point  of  t ime, are the result  of a mixture of many 

factors , as general economic out look, part icular out look of the 

companies under considerat ion, technical factors  and even mass 
psychology,  but , taken on a long term basi s,  they ref lect  the value, which 
various part ies ,  put  on the company.  
Normally thi s value i s  a funct ion, of :  
  
-  the l ikely rate of earnings per share of the company; and  
-  the capital isat ion rate.  
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            The l ikel y rate of  earnings per share (EPS) depends upon the 
assessment  as to the prof itably a  company is  going to operate in the 

future or what  i t  i s  l i kely to earn against  each of i t s ordinary shares.  
            The capital isat ion rate ref lects the l ik ing of the investors of a 
company.  I f  a company earns a high rate of  earnings per share through 

it s r i sky operat ions or  r i sky f inancing pattern, the investors  wi l l  not  look 

upon it s share with favour.  To that  extent , the market  value of  the shares 
of  such a company wi l l  be low. An easy way to determine the 

capital isat ion rate is  to start  with f ixed deposit  interest  rate of  banks, 
investor would want  a higher return i f  he invests in shares, as the r i sk  
increases. How much higher return i s  expected, depends on the r i sks 
involved in the part icular share which in turn depends on company 

pol icies, past  records, t ype of business and confidence commanded by 
the management . Thus, capital isat ion rate i s  the cumulat ive resul t  of the 
assessment  of the various shareholders regarding the r isk  and other 

qual i tat ive factors of  a company.  I f  a company invests i t s  funds in r isky 
ventures, the investors wi l l  put  in thei r  money i f  they get  higher return as 
compared to that  from a low r i sk  share.  
            The market  value of a share i s  thus, a funct ion of earnings per 
share and capital isat ion rate.  S ince the prof it  maximisat ion cr i ter ia 

cannot  be appl ied in real world s i tuat ions because of  i t s  technical 
l imitat ion the f inance manager of  a company has to ensure that  his  

decis ions are such that  the market  value of  the shares of the company is  

maximum in the long run.  This  impl ies that  the f inancial pol icy has to be 
such that  i t  opt imises the EPS, keeping in v iew the r i sk  and other factors.  
Thus, wealth maximisat ion i s  a better ob ject ive for a commercial  
undertaking as compared to return and r isk .  
            There i s  a growing emphasis  on social  and other obl igat ions of  an 

enterpr ise.  I t  cannot  be denied that in the case of undertakings, 
especial ly those in the publ ic sector ,  the quest ion of wealth maximisat ion 
is  to be seen in context  of  social  and other obl igat ions of  the enterpr ise.  
            I t  must  be understood that  f inancial  decis ion making i s  related to 

the object ives of the business .  The f inance manager has to ensure that  
there i s  a posit ive impact  of each f inancial decis ion on the furtherance of 
the business object ives.  One of  the main object ive of an undertaking may 

be to "p rogress ively bui ld up the capabi l i ty to undertake the design and 
development  of ai rcraft  engines,  hel icopters ,  etc. "  A f inance manager in 

such cases wi l l  a l locate funds in a way that  this object ive is  achieved 
al though such an al locat ion may not  necessar i l y maximise wealth.  
  
  
  

Question :  What are the functions of  a F inance Manager ?  

  
Answer :  
Functions of  a F inance Manager :  
              The twin aspects , p rocurement  and effect ive ut i l i sat ion of funds 
are crucial  tasks faced by a f inance manager. The f inancial  manager i s  

requi red to look into the f inancial  impl icat ions of  any decis ion in the f i rm. 
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Thus al l  decis ions involve management  of  funds under the purv iew of the 
f inance manager.  A large number of decis ions involve substant ial  or 
material  changes in value of  funds procured or employed. The f inance 

manager, has to manage funds in such a way so as to make thei r  
opt imum ut i l i sat ion and to ensure their  procurement  in a way that  the  
r isk ,  cost  and cont rol  are proper ly balanced under a g iven s i tuat ion.  He 
may not,  be concerned with the deci s ions, that  do not  affect  the basic 

f inancial  management  and st ructure.  
              The nature of  job of an accountant  and f inance manager i s  
di fferent , an accountant 's job i s  pr imari ly to record the business  
t ransact ions,  prepare f inancial statements showing result s of the 

organi sat ion for a g iven period and i t s f inancial  condit ion at  a g iven 
point  of t ime. He is  to record various happenings in monetary terms to 
ensure that  assets,  l iabi l i t ies , incomes and expenses are properly 

grouped, class i f ied and disclosed in the f inancial  statements. Accountant  

is  not  concerned with management  of  funds that  is  a special i sed task and 
in modern t imes a complex one. The f inance manager or  cont rol ler  has a 
task ent i re ly di fferent  from that  of  an accountant , he is  to manage funds. 

Some of the important  deci s ions as regards f inance are as fol lows :  
  
1) Es t imat ing the requirements of  funds :  A business  requires funds for  long 

term purposes i .e. investment  in f ixed assets and so on. A careful  est imate 
of  such funds is  requi red to be made.  An assessment  has to be made 

regarding requi rements of  work ing capital  involv ing, est imat ion of amount  

of  funds blocked in current  assets and that  l ikely to be generated for  
short  periods through current  l iabi l i t ies.  Forecast ing the requi rements of 
funds i s  done by use of  techniques of budgetary cont rol  and long range 
planning. Est imates of  requirements of funds can be made only i f  a l l  the 

phys ical act iv it ies of  the organisat ion are forecasted. They can be 

t ranslated into monetary terms.     
  
2) Decis ion regarding capital s tructure :  Once the requirements of  funds i s  
est imated, a decis ion regarding various sources from where the funds 

would be ra ised i s  to be taken. A proper mix of the various sources i s  to 

be worked out ,  each source of funds involves dif ferent issues for  
considerat ion.  The f inance manager has to careful ly look into the exist ing 
capital  st ructure and see how the various proposals  of rai s ing funds wi l l  
affect  i t .  He is  to maintain a proper balance between long and short  term 

funds and to ensure that  suff icient  long-term funds are raised in order to 

f inance f ixed assets and other long-term investments and to prov ide for  
permanent  needs of work ing capital .  I n the overal l  volume of long-term 

funds, he i s  to maintain a proper balance between own and loan funds 
and to see that  the overal l  capital i sat ion of the company is  such, that  the 
company is  able to procure funds at  min imum cost  and is  able to tolerate 
shocks of lean per iods.  Al l  these decis ions are known as ' f inancing 

decis ions' .  
  
3) Investment decis ion :  Funds procured from di fferent  sources have to be 
invested in var ious k inds of assets.  Long term funds are used in a project  

for  f ixed and also current  assets.  The investment  of funds in a project  i s  to 
be made after careful  assessment  of  var ious pro jects through capital  

budget ing. A part  of  long term funds i s  al so to be kept  for f inancing 
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working capital  requi rements. Asset  management  pol ic ies are to be laid 
down regarding var ious i tems of current  assets , inventory pol icy is  to be 
determined by the product ion and f inance manager, whi le keeping in 

mind the requi rement  of product ion and future pr ice est imates of  raw 
materials  and avai labi l i ty of funds.  
  
4) Dividend decis ion :  The f inance manager i s  concerned with the 

decis ion to pay or  declare div idend. He i s  to ass ist  the top management  
in deciding as to what  amount  of  d iv idend should be paid to the 

shareholders  and what  amount  be retained by the company, i t  involves a 
large number of considerat ions. Economical ly speaking , the amount  to be 
retained or be paid to the shareholders should depend on whether  the 
company or  shareholders can make a more prof itable use of  resources, 

also considerat ions l ike t rend of earnings, the t rend of share market  
pr ices, requirement  of  funds for  future growth, cash f low s ituat ion, tax 
posit ion of  share holders ,  and so on to be kept  in mind.  
              The pr incipal  funct ion of a f inance manager re lates to decisions 

regarding procurement , investment  and div idends.  
  
5) Supply of  funds to al l  par ts of  the organisation or cash management :  

The f inance manager has to ensure that  al l  sect ions i .e.  branches, 

factor ies , unit s or departments of the organisat ion are suppl ied with 
adequate funds.  Sect ions having excess funds cont r ibute to the cent ral  

pool for  use in other  sect ions that  needs funds.  An adequate supply of  
cash at  al l  points of  t ime i s absolutely essent ial  for the smooth f low of  
business operat ions.  Even i f  one of the many branches i s  short  of funds, 
the  whole bus iness may be in danger,  thus, cash management  and cash 

disbursement  pol icies are important  with a v iew to supplying adequate 
funds at  al l  t imes and points in an organisat ion. I t  should ensure that  there 
is  no excessive cash.  
  
6) Evaluating f inancial performance :  Management  cont rol  systems are  
usual ly based on f inancial analys i s ,  e.g. ROI  (return on investment) system 

of div is ional  cont rol .  A f inance manager has to constant ly rev iew the 
f inancial  performance of  var ious unit s of  the organi sat ion.  Analys is  of  the 
f inancial  performance helps the management  for assess ing how the funds 

are ut i l i sed in var ious div is ions and what  can be done to improve it .  
  
7) Financial negotiat ions :  Finance manager's major t ime i s ut i l i sed in 

carrying out  negot iat ions with f inancial  inst i tut ions, banks and publ ic 
depositors .  He has to furni sh a lot  of informat ion to these inst i tut ions and 

persons in order  to ensure that  rais ing of funds i s  within the statutes.  
Negot iat ions for  outs ide f inancing often requires special ised sk i l l s .  
  
8) Keeping in touch with stock exchange quotations and behavior of  

share pr ices :  I t  involves analys is  of major  t rends in the stock market  and 
judging thei r  impact  on share pr ices of the company's  shares.  
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Question :  What are the various methods and tools used for f inancial 

management ?  

  
Answer :  Finance manager uses var ious tool s to di scharge his  funct ions as 

regards f inancial  management . In the area of f inancing there are various 
methods to procure funds f rom long as al so short  term sources.  The 
f inance manager has to decide an opt imum capital  st ructure that  can 
cont r ibute to the maximisat ion of  shareholder 's wealth. F inancial  leverage 

or  t rading on equity i s  an important  method by which a f inance manager 

may increase the return to common shareholders.   
               For  evaluat ion of capital  proposals ,  the f inance manager uses 
capital  budget ing techniques as payback, internal rate of return,  net  

present  value,  prof itabi l i ty index, average rate of  return.  In the area of  
current  assets management , he uses methods to check ef f icient  ut i l i sat ion 

of  current   resources at  the enterpr i se ' s disposal.  An enterpr i se can 
increase i t s prof i tabi l i ty without  affect ing it s l iquidi ty by an eff icient  

management  of work ing capital .  For instance, in the area of  work ing 
capital  management , cash management  may be cent ral i sed or  de-
cent ral ised; cent ral ised method i s considered a better tool of  managing 

the enterpr i se's l iquid resources.  In the area of div idend decis ions,  a f i rm 
is  faced with the problem of declarat ion or  postponing declarat ion of 
div idend, a problem of internal  f inancing.   
               For  evaluat ion of an enterpr i se 's  performance, there are various 
methods, as rat io analys i s .  This  technique is  used by al l  concerned 

persons. Dif ferent  rat ios serv ing dif ferent  object ives. An investor  uses 
var ious rat ios to evaluate the prof itabi l i ty of  investment  in a part icular  
company.  They enable the investor ,  to judge the prof itabi l i ty,  solvency, 

l iquidity and growth aspects of the f i rm. A short -term creditor  is  more 
interested in the l iquidity aspect  of the f i rm, and it  i s  possib le by a study 
of  l iquidity rat ios  -  current  rat io, quick rat ios, etc.  The main concern of  a 

f inance manager i s  to provide adequate funds from best  possible source, 

at  the r ight  t ime and at  minimum cost  and to ensure that  the funds so 
acqui red are put  to  best  possib le use. Funds f low and cash f low 
statements and projected f inancial  statements he lp a lot  in thi s regard.  
  
  
  

Question :  Discuss the role of  a f inance manager ?  

  
Answer :  I n the modern enterpr i se , a f inance manager occupies a key 
posit ion, he being one of  the dynamic member of  corporate manager ial  
team. His role,  is  becoming more and more pervasive and signif icant  in 

solv ing complex managerial  problems. T radit ional ly ,  the role of  a f inance 
manager was confined to rai s ing funds f rom a number of sources, but  due 

to recent  developments in the socio-economic and pol i t ical scenario 

throughout  the world, he i s  placed in a cent ral  posi t ion in the 
organi sat ion.  He is  responsible for shaping the fortunes of the enterpr i se 
and i s involved in the most  v ital  deci s ion of a l locat ion of  capital  l ike 
mergers ,  acqui s i t ions, etc. A f inance manager, as other  members of  the 

corporate team cannot  be averse to the fast  developments, around him 
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and has to take note of  the changes in order to take relevant  steps in 
v iew of the dynamic changes in ci rcumstances.  E.g . int roduct ion of Euro -  
as a s ing le currency of  Europe i s an internat ional  level  change, having 

impact  on the corporate f inancial plans and pol icies world-wide.  
              Domest ic developments as emergence of f inancial  serv ices 
sectors and SEBI  as a watch dog for investor protect ion and regulat ing 
body of  capital  markets i s  cont r ibut ing to the importance of  the f inance 

manager' s job.  Banks and f inancial  inst itut ions were the major sources of 

f inance, monopoly was the state of  affai r s of  Indian business ,  
shareholders  sat isfact ion was not  the promoter 's  concern as most  of  the 
companies, were closely held.  Due to the opening of economy, 

compet it ion increased, sel ler 's  market  i s  being converted into buyer ' s 
market . Development  of internet  has brought  new chal lenges before the 
managers . Indian concerns no longer have to compete only nat ional ly ,  i t  

i s  facing internat ional compet it ion.  Thus a new era i s  ushered during the 

recent  years , in f inancial management , special ly ,  wi th the development  
of  f inancial  tool s,  techniques, inst ruments and products.  Also due to 
increasing emphasis  on publ ic sector undertakings to be self- support ing 

and their  dependence on capital  market  for  fund requi rements and the 

increasing s ignif icance of l iberal i sat ion, g lobal isat ion and deregulat ion.  
  
  

Question :  Draw a typical organisat ion chart h ighl ighting the f inance 

funct ion of  a company ?  

  
Answer :  The f inance funct ion i s  the same in al l  enterpr i ses, detai l s  may 
di ffer ,  but  major features are universal  in nature.  The f inance funct ion 

occupies a  s igni f icant  posi t ion in an organisat ion and is  not  the 
responsibi l i ty of  a sole execut ive. The important  aspects of  f inance 

manager are to carr ied on by top management  i .e. managing director ,  
chairman, board of di rectors .  The board of  di rectors takes decis ions 

involv ing f inancial  considerat ions, the f inancial cont rol le r i s  basical ly 
meant  for  ass i st ing the top management  and has an important  role of 
cont r ibut ing to good decis ion making on i ssues involv ing al l  funct ional  
areas of business .  He i s  to br ing out  f inancial impl icat ions of  a l l  decis ions 

and make them understood. He may be cal led as the f inancial cont rol le r ,  
v ice-president  (f inance), chief accountant , t reasurer ,  or  by any other 
designat ion, but  has the pr imary responsibi l i ty of performing f inance 

funct ions. He i s  to discharge the responsib i l i ty keeping in v iew the overal l  
out look of  the organisat ion.  

  
   BOARD OF DIRECTORS 

      
PRESIDENT  

      
                  
V.P.(Product ion)  V.P.(F inance)  V.P.(Sales)  
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Treasurer  Control ler  
            

                                                
Credit  

Mgmt.  
Cash 

Mgmt.  
Banking 

relat ions  
Port fol io 

Mgmt.  
Corporate 

General & 
Cost  
Account ing  

Taxes  Internal  

Audit  
Budget ing  

                     

 Organisation chart of  f inance funct ion   

The Chief  f inance execut ive works di rect ly under the President  or 
Managing Di rector  of the company.  Besides rout ine work , he keeps the 
Board informed about  al l  phases of  business act iv ity, inclusive of 
economic, social  and pol i t ical  developments affect ing the business 

behaviour and f rom t ime to t ime furni shes informat ion about  the f inancial 

status of the company.  H is funct ions are :  ( i )  T reasury funct ions and (i i )  
Cont rol  funct ions.  
  
Relat ionship Between f inancial  management and other areas of  

management :  There is  close relat ionship between the areas of f inancial 

and other management  l ike product ion, sa les, market ing , personnel ,  etc.  
Al l  act iv it ies direct ly or  indi rect ly involve acquisi t ion and use of  funds. 
Determinat ion of product ion, procurement  and market ing st rategies are 
the important  prerogat ives of  the respect ive department  heads,  but  for 

implement ing, their  decis ions funds are required.  L ike, replacement  of 

f ixed assets for improving product ion capacity requi res funds. Simi lar ly,  
the purchase and sales promot ion pol icies are laid  down by the purchase 

and market ing div is ions respect ively,  but  again procurement  of  raw 
materials ,  advert is ing and other sales promot ion requi re funds.  Same is  
for ,  recrui tment  and promot ion of  staff  by the personnel  department  
would requi re funds for  payment  of salar ies , wages and other benefi t s.  I t  

may, many t imes, be dif f icul t  to demarcate where one funct ion ends and 
other start s.  Although, f inance funct ion has a s igni f icant impact  on the 
other funct ions, i t  need not  l imit  or  obst ruct  the general  funct ions of the 
business.  A f i rm facing f inancial  d i ff icul t ies , may give weightage to 

f inancial  considerat ions and devise i t s  own product ion and market ing 
st rategies to suit  the s i tuat ion. Whi le a f i rm having surplus f inance, would 

have comparat ively lower r ig idity as regards the f inancial  considerat ions 

v is-a-v is other funct ions of the management .  
  
Pervasive Nature of  F inance Funct ion :  Finance is  the l i fe blood of  of an 

organi sat ion, i t  i s  the common thread binding al l  organisat ional funct ions.  
Thi s interface can be explained as below :  
  
* Production - F inance :  Product ion funct ion requires a large investment .  
Product ive use of resources ensures a cost  advantage for the f i rm. 
Opt imum investment in inventor ies  improves prof i t  margins. Many 

parameters  of product ion have an impact on cost  and can possib ly be 
cont rol led through internal management , thus enhancing prof it s.  
Important  product ion decis ions l ike make or  buy can be taken only after 

the f inancial  impl icat ions are considered.  
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* Marketing - F inance :  Various aspects of market ing management  have 

f inancial  impl icat ions, decis ions to hold inventor ies  on large scale to 
provide off  the shelf  serv ice to customers increases inventory holding cost  

and at  the same t ime may increase sales, s imi lar with extension of credit  
faci l i t y to customers.  Market ing st rategies to increase sale in most  cases, 
have addit ional  costs that  are to be weighted careful ly against  

incremental  revenue before taking decis ion.  
  
* Personnel  -  Finance :  In the global i sed compet it ive scenario,  business 

organi sat ions are moving to a f latter organi sat ional  st ructure.  Investments 
in  human resource developments are al so increasing. Rest ructur ing of  

remunerat ion st ructure, voluntary ret i rement  schemes, sweat  equity, etc. 

have become major  f inancial decis ions in the human resource 
management .  
  
  
  

Question :  Discuss some of the instances indicat ing the changing scenar io 

of  f inancial management in India ?  

  
Answer :  Modern f inancial management  has come a long way from 
t radit ional  corporate f inance, the f inance manager i s  work ing in a 
chal lenging envi ronment  that  is  changing cont inuousl y. Due to the 

opening of  the economies, g lobal  resources are being tapped, the 
opportuni t ies  avai lable to f inance managers v i rtual ly have no l imit s , he 
must  a lso understand the r i sks  entai l ing al l  hi s decis ions. F inancial  

management  is  passing through an era of  experimentat ion and 

excitement   is  a  part  of f inance act iv it ies now a days.  A few instances are 
as below :  
  
i )  I nterest  rates have been freed f rom regulat ion, t reasury operat ions thus, 
have to be more sophist icated due to f luctuat ing interest  rates. Minimum 
cost  of  capital  necessitates ant icipat ing interest  rate movements.  
  
i i )  The rupee had become ful ly convert ible on current  account . 
  
i i i )  Opt imum debt  equity mix i s  possible. F i rms have to take advantage of 

the f inancial  leverage to increase the shareholder 's wealth, however, 

us ing f inancial  leverage necessar i ly makes business  vulnerable to 
f inancial  r i sk .  F inding a correct  t rade off   between r i sk and improved 
return to shareholders i s  a  chal lenging task for  a f inance manager.  
  
iv )  With free pr ic ing of  i ssues, the opt imum pr ice determinat ion of new 
issues i s  a  daunt ing task as overpr icing result s in under subscr ipt ion and 

loss  of  investor  conf idence, whi le under pr icing leads to unwarranted 
increase in number of shares thereby reducing the EPS.  
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v) Maintaining share pr ices i s  crucial .  In the l iberal i sed scenar io the 
capital  markets i s  the important  avenue of  funds for business .  Div idend 
and bonus pol icies framed by f inance managers  have a direct  bearing on 

the share pr ices.  
  
v i)  Ensur ing management  cont rol  is  v ital  especial ly in l ight  of  foreign 

part icipat ion in equity,  backed by huge resources making the f i rm an 

easy takeover target. Ex i st ing managements might  lose cont rol  in the 
eventual i ty of being unable to take up share ent it lements, f inancial  

st rategies, are v i tal  to prevent  this.  
              I n a resources const raint  s i tuat ion, the importance of  f inancial 
management  is  h ighl ighted as f inancia l st rategies are requi red to get  the 

company through the const ra ints posit ion.  The reasons for i t , may be lack 

of  demand, scarcity of  raw material s,  labour  const raints , etc. I f  the 
problem is not  properly dealt  with at  init ia l  stages, i t  could lead ul t imately 
to bankruptcy and s ickness. The f inancial  manager 's  role in such 
s i tuat ions, would be f i r st  to ascertain, whether  under the ci rcumstances, 

the organisat ion i s  v iable or not . I f  the v iabi l i ty of  the organisat ion, i t se lf  i s  
in  doubt , then the al ternat ive of  closing down operat ions must  be 
explored. But , in major  cases the problem can be solved with proper 
st rategies.  
  
  
  

Question :  What is  the relevance of  t ime value of  money in f inancial 

decis ion making ?  

  
Answer :  A f inance manager i s  requi red to make decis ions on investment , 

f inancing and div idend in v iew of the company's  object ives. The decis ions 
as purchase of assets or  procurement  of funds i .e.  the 
investment/f inancing decis ions affect  the cash f low in di fferent t ime 
periods. Cash out f lows would be at  one point  of t ime and inf low at  some 

other point  of t ime, hence, they are not  comparable due to the change 
in rupee value of money. They can be made comparable by int roducing 
the interest  factor .  In the theory of  f inance, the interest  factor  is  one of 

the crucial  and exclusive concept , known as the t ime value of money.  
             T ime value of money means that  worth of  a rupee received today 

is  d if ferent  from the same received in future.  The preference for money 
now as compared to future is  known as t ime preference of  money. The 

concept  i s  appl icable to both indiv iduals and business  houses.  
  
Reasons of  t ime preference of  money :  
  
1) Risk :  
There i s  uncertainty about  the receipt  of  money in future.  
  
2) Preference for present consumption :  
Most  of the persons and companies have a preference for present  

consumpt ion may be due to urgency of  need.  
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3) Investment opportunit ies :  
Most  of the persons and companies have preference for present  money 
because of  avai labi l i t ies of opportuni t ies of  investment  for  earning 
addit ional cash f lows.  
  
Importance of  t ime value of  money :   
The concept  of t ime value of  money helps in ar r iv ing at  the comparable 
value of  the dif ferent  rupee amount ar is ing at  di f ferent  points  of t ime into 

equivalent  values of a part icular point  of  t ime, present  or  future.  The cash 

f lows ar is ing at  di fferent  points of t ime can be made comparable by using 
any one of  the fol lowing :  
-  by compounding the present  money to a future date i .e. by f inding out  

the value of present  money.  
-  by discount ing the future money to present  date i .e.  by f inding out  the 
present  value(PV) of  future money.  
  
1) Techniques of  compounding :  
i )  Future value (FV) of  a s ingle cash f low :  
The future value of  a s ingle cash f low is  defined as :  

  
FV = PV (1 + r)n 

  
Where, FV = future value  
PV = Present  value  
r  = rate of interest  per annum  
n = number of  years for which compounding i s  done.  
I f ,  any variable i .e.  PV, r ,  n var ies,  then FV also varies.  I t  i s  very tedious to 
calculate the value of  
 (1 + r)n  so di fferent  combinat ions are publ i shed in the form of tables. 

These may be referred for computat ion,  otherwise one should use the 
knowledge of  logarithms.  
  
  
i i )  Future value of  an annuity :  
An annuity i s  a ser ies  of per iodic cash f lows, payments or receipts,  of  
equal  amount . The premium payments of a l i fe insurance pol icy, for 
instance are an annuity.  In general  terms the future value of an annuity i s  

g iven as :  
  

FVAn = A * ([(1 + r)n - 1]/r) 
  
Whe r e ,  
FVAn =  F u t u re  v a l ue  o f  a n  a nnu i t y  wh i ch  ha s  d u r a t i o n  o f  n  yea r s .                              
A =  C o n s ta n t  pe r io d ic  f l o w  
r  =  I n t e r e s t  ra te  p e r  pe r io d               
n  =  Du r a t io n  o f  th e  a nnu i t y  
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Thu s ,  f u t u r e  v a l ue  o f  a n  a n nu i t y  i s  de p en den t  o n  3  v a r ia b l e s ,  th e y  b e i ng ,  th e  a nnu a l  a m oun t ,  r a t e  o f  

i n t e r e s t  and  t he  t i me  p e r i o d ,  i f  a n y  o f  t he s e  v a r ia b l e  c ha n g es  i t  w i l l  cha ng e  t he  f u tu re  v a l ue  o f  t he  

a nnu i t y .  A  p ub l i s hed ta b l e  i s  a v a i l a b l e  f o r  v a r i o us  co mb i n a t i o n  o f  t h e  ra te  o f  i n t e re s t  ' r '  a n d  t he  t im e  

p e r i od  ' n ' .  
  
2) Techniques of  discounting :  
  
 i)  Present value of  a single cash f low :  
The present  value of  a s ingle cash f low i s g iven as :  

  
PV = FVn (    1  )n  
                  1 + r  

  
Where, 
FVn = F u t u r e  v a l ue  n  yea r s  h enc e  
r  =  ra t e  o f  i n te re s t  p er  a n num  
n  =  num b er  o f  yea r s  f o r  w h ic h  d i s coun t i ng  i s  do n e .  
 F r o m a b o v e ,  i t  i s  c l ea r  t h at  p re s en t  v a l ue  o f  a  fu tu re  mo n e y  d ep ends  up o n  3  v a r i a b l e s  i . e .  F V ,  the  r a t e  

o f  i n te re s t  a nd  t i m e  p e r i o d .  T he  pub l i s hed  t a b l e s  fo r  v a r io u s  com b ina t i o n s  o f   (     1   )n  
                                                        

                                                                                                    1 + r  
a r e  a v a i l a b l e .  
  
  
i i )  Present value of  an annuity :  
Somet imes instead of a s ingle cash f low ,  cash f lows of  same amount  i s  
received for  a number of years.  The present  value of an annu ity may be 

expressed as below :  
  
PVAn = A/(1 + r)1 + A/(1 + r)2 + ................ + A/(1 + r)n-1 + A/(1 + r)n   
  
           = A [1/(1 + r)1 + 1/(1 + r)2 + ................ + 1/(1 + r)n-1 + 1/(1 + r)n ] 
  

           =  A [ (1 + r)n - 1] 
                        r(1 + r)n 
  
Where, 
PVAn  = Present value of annuity which has duration of n years 
A = Constant periodic flow  
r  = Discount rate. 
 
  

CHAPTER ONE  
  

FINANCIAL MANAGEMENT :  AN OVERVIEW  
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Question :  What do you mean by f inancial management ?  

  
Answer :  
Meaning of  Financial  Management :  
              The pr imary task of a Chartered Accountant  i s  to deal  with 

funds, 'Management  of Funds ' i s  an important  aspect of  f inancial 
management  in a business undertaking or  any other inst itut ion l ike 
hospita l ,  art  society, and so on. The term 'F inancial Management '  has 

been defined di fferent ly by di fferent  authors.  
             According to Solomon "Financial  Management  is  concerned with 
the eff icient  use of an important  economic resource,  namely capital  
funds."   Phi l l ippatus has given a more elaborate definit ion of  the term, as ,  

"F inancial  Management , i s  concerned with the managerial  deci s ions that  

result s in the  acquis i t ion and f inancing of  short   and long term credit s for  
the f i rm."   Thus,  i t  deals with the s i tuat ions that  requi re select ion of 
specif ic problem of s ize  and growth of  an enterpr i se . The analys is  of  these 
decis ions i s  based on the expected inf lows and out f lows of funds and 

their  ef fect  on manageria l  object ives. The most  acceptable defini t ion of 

f inancial  management  is  that  given by S.C.Kuchhal as, "Financial 
management  deals  with procurement  of funds and thei r  ef fect ive 

ut i l i sat ion in the business. "  Thus, there are 2 basic aspects of  f inancial  
management  :  
  
1) procurement of  funds :  
            As funds can be obtained f rom di fferent  sources thus, their  
procurement  is  always considered as a complex problem by business 

concerns. These funds procured from dif ferent  sources have di f ferent  

character i st ics  in terms of r i sk , cost  and cont rol  that  a manager must  
consider  whi le procuring funds.  The funds should be procured at  minimum 
cost , at  a balanced r isk  and cont rol  factors.  
            Funds rai sed by i ssue of  equity shares are the best  f rom r i sk  point  

of  v iew for the company,  as i t  has no repayment  l iabi l i t y except  on 
winding up of  the company,  but  from cost  point  of v iew, i t  i s  most  
expensive, as div idend expectat ions of shareholders  are higher than 
prevai l ing interest  rates and div idends are appropriat ion of  prof i t s and 

not  al lowed as expense under the income tax act . The i ssue of new equity 

shares may di lute the cont rol  of the exi st ing shareholders.  
            Debentures are comparat ively cheaper s ince the interest  i s paid 
out  of  prof i t s before tax. But , they entai l  a high degree of  r i sk  s ince they 

have to be repaid as per the terms of  agreement ;  also, the interest  
payment  has to be made whether or not  the company makes prof it s.  
            Funds can al so be procured from banks and f inancial inst itut ions, 
they prov ide funds subject  to certain rest r ict ive covenants.  These 

covenants rest r ict  f reedom of the borrower to ra ise loans from other 
sources.  The reform process i s  al so moving in direct ion of  a closer  

monitor ing of 'end use'  of  resources mobi l i sed through capital  markets.  
Such rest r ict ions are essent ial  for the safety of  funds provided by 

inst itut ions and investors.  There are other f inancial inst ruments used for 
rais ing f inance  e.g. commercial  paper , deep discount  bonds, etc. The 
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f inance manager has to balance the avai labi l i ty of funds and the 
rest r ict ive prov is ions t ied with such funds result ing in lack of  f lex ibi l i t y.  
            In the global i sed compet it ive scenario,  i t  i s not  enough to depend 
on avai lable ways of  f inance but resource mobi l isat ion i s  to be 

undertaken through innovat ive ways or  f inancial  products that  may meet  
the needs of investors.  Mult iple opt ion convert ib le bonds can be s ighted 
as an example, funds can be raised indigenously as also from abroad. 

Foreign Direct  Investment  (FDI )  and Foreign Inst itut ional  Investors (F I I )  are 

two major sources of  f inance f rom abroad along with American 
Depository Receipts (ADR's)  and Global Deposi tory Receipts (GDR's).  The 
mechanism of procur ing funds i s to be modif ied in the l ight  of 

requi rements of  foreign investors .  Procurement  of funds inter a l ia includes 
:  
  
-  Ident i f icat ion of  sources of f inance  
-  Determinat ion of  f inance mix  
-  Rais ing of funds  
-  Div i sion of p rof it s between div idends and retent ion of  prof it s i .e. internal  
fund generat ion.  
         
2) ef fect ive use of  such funds :  
The f inance manager i s  al so responsible  for  effect ive ut i l i sat ion of funds. 
He must  point  out  s i tuat ions where funds are kept  idle  or are used 
improperly.  Al l  funds are procured at  a certain cost  and after  entai l ing a 

certain amount  of r isk .  I f  the funds are not  ut i l i sed in the manner so that  
they generate an income higher than cost  of procurement , there i s  no 

meaning in running the business.  I t  i s  an important  considerat ion in 
div idend decis ions a lso, thus, i t  i s  crucial  to employ funds properly and 

prof itably.  The funds are to be employed in the manner so that the 
company can produce at  i t s  opt imum level without  endangering it s 
f inancial  solvency.  Thus, f inancial  impl icat ions of  each decis ion to invest  
in  f ixed assets are to be properly analysed.  For thi s , the f inance manager 

must  possess  sound knowledge of  techniques of capital  budget ing and 
must  keep in v iew the need of  adequate work ing capital  and ensure that  
whi le f i rms enjoy an opt imum level  of  working capital  they do not  keep 

too much funds blocked in inventor ies , book debts, cash, etc.  
        F ixed assets are to f inanced f rom medium or long term funds, and 
not  short  term funds,  as f ixed assets cannot  be sold in short  term i .e. 
within a year,  also a large amount  of  funds would be blocked in stock in 

hand as the company cannot  immediately sel l  i t s  f in i shed goods.  
  
  
  

Question :  Explain the scope of  f inancial management ?  

  
Answer :  Scope of  f inancial management :  
            A sound f inancial  management   i s  essent ia l  in al l  t ype of f inancial 

organi sat ions -  whether prof it  or iented or  not , where funds are involved 
and also in a cent ral ly p lanned economy as also in a  capital i st  set -up. 
F i rms, as per the commercial  hi story, have not  l iquidated because thei r  



Page 17 of 109 
 

https://www.facebook.com/icainews 
 

technology was obsolete or  thei r  products had no or low demand or due 
to any other factor ,  but  due to lack of  f inancial  management .  Even in 
boom per iod,  when a company makes high prof it s , there is  danger of  

l iquidat ion, due to bad f inancial management . The main cause of  
l iquidat ion of  such companies i s  over-t rading or over-expanding without  
an adequate f inancial base.  
          Financial management  opt imises the output  from the g iven input  of  

funds and attempts to use the funds in a most  product ive manner.  In a 

count ry l ike India, where resources are scarce and demand on funds are 
many, the need for  proper f inancial  management  is  enormous. I f  proper 
techniques are used most  of  the enterpr i ses can reduce thei r  capital  

employed and improve return on investment . Thus, as men and machine 
are properly managed, f inances are also to be wel l  managed.  
        I n newly started companies, i t  i s  important  to have sound f inancial 
management , as i t  ensures thei r  surv ival ,  often such companies ignores 

f inancial  management  at  their  own peri l .  Even a s imple act , l ike 
deposit ing the cheques on the day of  thei r  receipt  is  not  performed. Such 
organi sat ions pay heavy interest  charges on borrowed funds, but  are 

tardy in real i s ing thei r  own debtors.  This i s  due to the fact  they lack 

real i sat ion of the concept  of  t ime value of  money, i t  i s  not  appreciated 
that  each value of rupee has to be made use of and that  it  has a di rect  
cost  of  ut i l i sat ion.  I t  must  be real i sed that  keeping rupee idle even for a 

day, resul t s into losses. A non-prof i t  organi sat ion may not  be keen to 
make prof it , t radit ional ly,  but  i t  does need to cut  down it s cost  and use 

the funds at  i t s  disposal  to thei r  opt imum capacity.  A sound sense of  
f inancial  management  has to be cult ivated among our bureaucrats , 

administ rators ,  engineers ,  educat ionist s and publ ic at  large.  Unless thi s i s  
done, colossal wastage of the capital  resources cannot  be arrested.  
  
  
  

Question :  What are the object ives of  f inancial management ?  

  
Answer :  
Object ives of  f inancial management :  
              Ef f icient  f inancial  management  requires existence of  some 

object ives or  goal s because judgment  as to whether or  not  a f inancial  
decis ion i s  ef f icient  i s  to be made in l ight  of  some object ive. The two main 

object ives of  f inancial management  are :  
  
1) Prof i t  Maximisation :  
I t  i s  t radit ional ly being argued, that  the object ive of a company i s  to earn 
prof it , hence the object ive of  f inancial  management is  prof it  
maximisat ion.  Thus, each al ternat ive, i s  to be seen by the f inance 

manager f rom the view point  of  prof it  maximisat ion. But , i t  cannot  be the 

only object ive of a company, i t  i s  at  best  a l imited object ive else a 
number of problems would ar i se . Some of them are :  
  
a)   The term prof it  i s  vague and does not clar i fy what  exact ly i t  means.  I t  
conveys dif ferent  meaning to di f ferent  people.  
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b)    Prof i t  maximisat ion has to be attempted with a real isat ion of r isks  
involved. There is  di rect  relat ion between r i sk  and prof it ;  higher the r i sk ,  

higher i s  the prof i t .  For  maximis ing prof it ,  r i sk  is  a ltogether ignored, 
implying that  f inance manager accepts highly r isky proposals  also. 

Pract ical ly,  r i sk  i s  a very important  factor  to be balanced with prof it  
object ive.  
  
c)   Prof i t  maximisat ion i s  an ob ject ive not  taking into account  the t ime 
pattern of  returns.  
E.g.  Proposal X gives returns higher than that  by proposal Y  but , the t ime 

period i s  say, 10 years and 7 years  respect ively. Thus,  the overal l  prof it  i s  

only cons idered not  the t ime period, nor  the f low of  prof it .  
  
d)   Prof i t  maximisat ion as an object ive is  too narrow, i t  fa i ls  to take into 

account  the social  considerat ions and obl igat ions to various interest s of 
workers ,  consumers, society,  as wel l  as ethical  t rade pract ices. Ignor ing 
these factors ,  a company cannot  surv ive for long.  Prof it  maximisat ion at  

the cost  of social  and moral  obl igat ions i s  a  short  s ighted pol icy.  
  
2) Wealth maximisation :  
              The companies having prof i t  maximisat ion as i t s  object ive, may 
adopt  pol icies yield ing exorbi tant  prof i t s in  the short  run which are 
unhealthy for the growth, surv ival and overal l  interest s of  the business.  A 

company may not  undertake planned and prescr ibed shut -downs of  the 
plant  for  maintenance, and so on for maximis ing prof i t s in  the short  run. 
Thus, the object ive of a  f i rm should be to maximise i t s  value or  wealth.  
              According to Van Horne, "Value of  a f i rm i s  represented by the 

market  pr ice of the company's common stock.. . . . . . the market pr ice of a  

f i rm's stock represents the focal judgment  of al l  market  part icipants as to 
what  the value of the part icular  f i rm i s .  I t  takes into account  present  as 
also prospect ive future earnings per share, the t iming and r i sk of  these 

earning, the div idend pol icy of the f i rm and many other factors having a 
bearing on the market  pr ice of stock. The market  price serves as a 

performance index or report  card of  the f i rm's  progress.  I t  indicates how 
wel l  management  is  doing on behalf  of  stockholders. "  Share pr ices in the 

share market , at  a given point  of  t ime, are the result  of a mixture of many 
factors , as general economic out look, part icular out look of the 
companies under considerat ion, technical factors  and even mass 

psychology,  but , taken on a long term basi s,  they ref lect  the value, which 

various part ies ,  put  on the company.  
Normally thi s value i s  a funct ion, of :  
  
-  the l ikely rate of earnings per share of the company; and  
-  the capital isat ion rate.  
  
            The l ikel y rate of  earnings per share (EPS) depends upon the 
assessment  as to the prof itably a  company is  going to operate in the 
future or what  i t  i s  l i kely to earn against  each of i t s ordinary shares.  
            The capital isat ion rate ref lects the l ik ing of the investors of a 

company.  I f  a company earns a high rate of  earnings per share through 
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i t s  r i sky operat ions or  r i sky f inancing pattern, the investors  wi l l  not  look 
upon it s share with favour.  To that  extent , the market  value of  the shares 
of  such a company wi l l  be low. An easy way to determine the 

capital isat ion rate is  to start  with f ixed deposit  interest  rate of  banks, 
investor would want  a higher return i f  he invests in shares, as the r i sk  
increases. How much higher return i s  expected, depends on the r i sks 
involved in the part icular share which in turn depends on company 

pol icies, past  records, t ype of business and confidence commanded by 
the management . Thus, capital isat ion rate i s  the cumulat ive resul t  of the 

assessment  of the various shareholders regarding the r isk  and other 

qual i tat ive factors of  a company.  I f  a company invests i t s  funds in r isky 
ventures, the investors wi l l  put  in thei r  money i f  they get  higher return as 
compared to that  from a low r i sk  share.  
            The market  value of a share i s  thus, a funct ion of earnings per 

share and capital isat ion rate.  S ince the prof it  maximisat ion cr i ter ia 

cannot  be appl ied in real world s i tuat ions because of  i t s  technical 
l imitat ion the f inance manager of  a company has to ensure that  his  
decis ions are such that  the market  value of  the shares of the company is  

maximum in the long run.  This  impl ies that  the f inancial pol icy has to be 

such that  i t  opt imises the EPS, keeping in v iew the r i sk  and other factors.  
Thus, wealth maximisat ion i s  a better ob ject ive for a commercial  
undertaking as compared to return and r isk .  
            There i s  a growing emphasis  on social  and other obl igat ions of  an 
enterpr ise.  I t  cannot  be denied that  in the case of undertakings, 

especial ly those in the publ ic sector ,  the quest ion of wealth maximisat ion 
is  to be seen in context  of  social  and other obl igat ions of  the enterpr ise.  
            I t  must  be understood that  f inancial  decis ion making i s  related to 

the object ives of the business .  The f inance manager has to ensure that  

there i s  a posit ive impact  of each f inancial decis ion on the furtherance of 
the business object ives.  One of  the main object ive of an undertaking may 

be to "p rogress ively bui ld up the capabi l i ty to undertake the design and 
development  of ai rcraft  engines,  hel icopters ,  etc. "  A f inance manager in 
such cases wi l l  a l locate funds in a way that  this object ive is  achieved 
al though such an al locat ion may not  necessar i l y maximise wealth.  
  
  
  

Question :  What are the functions of  a F inance Manager ?  

  
Answer :  
Functions of  a F inance Manager :  
              The twin aspects , p rocurement  and effect ive ut i l i sat ion of funds 

are crucial  tasks faced by a f inance manager. The f inancial  manager i s  
requi red to look into the f inancial  impl icat ions of  any decis ion in the f i rm. 
Thus al l  decis ions involve management  of  funds under the purv iew of the 
f inance manager.  A large number of decis ions involve substant ial  or 

material  changes in value of  funds procured or employed. The f inance 
manager, has to manage funds in such a way so as to make thei r  
opt imum ut i l i sat ion and to ensure their  procurement  in a way that  the  
r isk ,  cost  and cont rol  are proper ly balanced under a g iven s i tuat ion.  He 
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may not,  be concerned with the deci s ions, that  do not  affect  the basic 
f inancial  management  and st ructure.  
              The nature of  job of an accountant  and f inance manager i s  
di fferent , an accountant 's job i s  pr imari ly to record the business  

t ransact ions,  prepare f inancial statements showing result s of the 
organi sat ion for a g iven period and i t s f inancial  condit ion at  a g iven 
point  of t ime. He is  to record various happenings in monetary terms to 

ensure that  assets,  l iabi l i t ies , incomes and expenses are properly 

grouped, class i f ied and disclosed in the f inancial  statements. Accountant  
is  not  concerned with management  of  funds that  is  a special i sed task and 
in modern t imes a complex one. The f inance manager or  cont rol ler  has a 

task ent i re ly di fferent  from that  of  an accountant , he is  to manage funds. 
Some of the important  deci s ions as regards f inance are as fol lows :  
  
1) Es t imat ing the requirements of  funds :  A business  requires funds for  long 
term purposes i .e. investment  in f ixed assets and so on. A careful  est imate 
of  such funds is  requi red to be made.  An assessment  has to be made 

regarding requi rements of  work ing capital  involv ing, est imat ion of amount  
of  funds blocked in current  assets and that  l ikely to be generated for  
short  periods through current  l iabi l i t ies.  Forecast ing the requi rements of 
funds i s  done by use of  techniques of budgetary cont rol  and long range 

planning. Est imates of  requirements of funds can be made only i f  a l l  the 
phys ical act iv it ies of  the organisat ion are forecasted. They can be 

t ranslated into monetary terms.     
  
2) Decis ion regarding capital s tructure :  Once the requirements of  funds i s  
est imated, a decis ion regarding various sources from where the funds 

would be ra ised i s  to be taken. A proper mix of the various sources i s  to 
be worked out ,  each source of funds involves dif ferent issues for  
considerat ion.  The f inance manager has to careful ly look into the exist ing 

capital  st ructure and see how the various proposals  of rai s ing funds wi l l  
affect  i t .  He is  to maintain a proper balance between long and short  term 
funds and to ensure that  suff icient  long-term funds are raised in order to 

f inance f ixed assets and other long-term investments and to prov ide for  

permanent  needs of work ing capital .  I n the overal l  volume of long-term 
funds, he i s  to maintain a proper balance between own and loan funds 
and to see that  the overal l  capital i sat ion of the company is  such, that  the 
company is  able to procure funds at  min imum cost  and is  able to tolerate 

shocks of lean per iods.  Al l  these decis ions are known as ' f inancing 

decis ions' .  
  
3) Investment decis ion :  Funds procured from di fferent  sources have to be 
invested in var ious k inds of  assets.  Long term funds are used in a project  

for  f ixed and also current  assets.  The investment  of funds in a project  i s  to 

be made after careful  assessment  of  var ious pro jects through capital  
budget ing. A part  of  long term funds i s  al so to be kept  for f inancing 
work ing capital  requi rements. Asset  management  pol ic ies are to be laid 

down regarding var ious i tems of current  assets , inventory pol icy is  to be 
determined by the product ion and f inance manager, whi le keeping in 

mind the requi rement  of product ion and future pr ice est imates of  raw 
materials  and avai labi l i ty of funds.  
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4) Dividend decis ion :  The f inance manager i s  concerned with the 
decis ion to pay or  declare div idend. He i s  to ass ist  the top management  

in deciding as to what  amount  of  div idend should be paid to the 
shareholders  and what  amount  be retained by the company, i t  involves a 

large number of considerat ions. Economical ly speaking , the amount  to be 
retained or be paid to the shareholders should depend on whether  the 
company or  shareholders can make a more prof itable use of  resources, 
also considerat ions l ike t rend of earnings, the t rend of share market  

pr ices, requirement  of  funds for  future growth, cash f low s ituat ion, tax 
posit ion of  share holders ,  and so on to be kept  in mind.  
              The pr incipal  funct ion of a f inance manager re lates to decisions 
regarding procurement , investment  and div idends.  
  
5) Supply of  funds to al l  par ts of  the organisation or cash management :  

The f inance manager has to ensure that  al l  sect ions i .e.  branches, 
factor ies , unit s or departments of the organisat ion are suppl ied with 

adequate funds.  Sect ions having excess funds cont r ibute to the cent ral  
pool for  use in other  sect ions that  needs funds.  An adequate supply of  

cash at  al l  points of  t ime i s absolutely essent ial  for the smooth f low of  
business operat ions.  Even i f  one of the many branches i s  short  of funds, 
the  whole bus iness may be in danger,  thus, cash management  and cash 

disbursement  pol icies are important  with a v iew to supplying adequate 

funds at  al l  t imes and points in an organisat ion. I t  should ensure that  there 
is  no excessive cash.  
  
6) Evaluating f inancial performance :  Management  cont rol  systems are  

usual ly based on f inancial analys i s ,  e.g. ROI  (return on investment) system 
of div is ional  cont rol .  A f inance manager has to constant ly rev iew the 

f inancial  performance of  var ious unit s of  the organi sat ion.  Analys is  of  the 
f inancial  performance helps the management  for assess ing how the funds 
are ut i l i sed in var ious div is ions and what  can be done to improve it .  
  
7) Financial negotiat ions :  Finance manager's major t ime i s ut i l i sed in 
carrying out  negot iat ions with f inancial  inst i tut ions, banks and publ ic 

depositors .  He has to furni sh a lot  of informat ion to these inst i tut ions and 
persons in order  to ensure that  rais ing of funds i s  within the statutes.  

Negot iat ions for  outs ide f inancing often requires special ised sk i l l s .  
  
8) Keeping in touch with stock exchange quotations and behavior of  

share pr ices :  I t  involves analys is  of major  t rends in the stock market  and 

judging thei r  impact  on share pr ices of the company's  shares.  
  
  
  

Question :  What are the various methods and tools used for f inancial 

management ?  

  
Answer :  Finance manager uses var ious tool s to di scharge his  funct ions as 
regards f inancial  management . In the area of f inancing there are various 
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methods to procure funds f rom long as al so short  term sources.  The 
f inance manager has to decide an opt imum capital  st ructure that  can 
cont r ibute to the maximisat ion of  shareholder 's wealth. F inancial  leverage 

or  t rading on equity i s  an important  method by which a f inance manager 
may increase the return to common shareholders.   
               For  evaluat ion of capital  proposals ,  the f inance manager uses 
capital  budget ing techniques as payback, internal rate of return,  net  

present  value,  prof itabi l i ty index, average rate of  return.  In the area of  

current  assets management , he uses methods to check ef f icient  ut i l i sat ion 
of  current   resources at  the enterpr i se ' s disposal.  An enterpr i se can 
increase i t s prof i tabi l i ty without  affect ing it s l iquidi ty by an eff icient  

management  of work ing capital .  For instance, in the area of  work ing 
capital  management , cash management  may be cent ral i sed or  de-
cent ral ised; cent ral ised method i s considered a better tool of  managing 

the enterpr i se's l iquid resources.  In the area of div idend decis ions,  a f i rm 

is  faced with the problem of declarat ion or  postponing declarat ion of 
div idend, a problem of internal  f inancing.   
               For  evaluat ion of an enterpr i se 's  performance, there are various 

methods, as rat io analys i s .  This  technique is  used by al l  concerned 

persons. Dif ferent  rat ios serv ing dif ferent  object ives. An investor  uses 
var ious rat ios to evaluate the prof itabi l i ty of  investment  in a part icular  
company.  They enable the investor ,  to judge the prof itabi l i ty,  solvency, 

l iquidity and growth aspects of the f i rm. A short -term creditor  is  more 
interested in the l iquidity aspect  of the f i rm, and it  i s  possib le by a study 

of  l iquidity rat ios  -  current  rat io, quick rat ios, etc.  The main concern of  a 
f inance manager i s  to provide adequate funds from best  possible source, 

at  the r ight  t ime and at  minimum cost  and to ensure that  the funds so 
acqui red are put  to  best  possib le use. Funds f low and cash f low 
statements and projected f inancial  statements he lp a lot  in thi s regard.  
  
  
  

Question :  Discuss the role of  a f inance manager ?  

  
Answer :  I n the modern enterpr i se , a f inance manager occupies a key 
posit ion, he being one of  the dynamic member of  corporate manager ial  
team. His role,  is  becoming more and more pervasive and signif icant  in 

solv ing complex managerial  problems. T radit ional ly ,  the role of  a f inance 

manager was confined to rai s ing funds f rom a number of sources, but  due 
to recent  developments in the socio-economic and pol i t ical scenario 
throughout  the world, he i s  placed in a cent ral  posi t ion in the 

organi sat ion.  He is  responsible for shaping the fortunes of the enterpr i se 
and i s involved in the most  v ital  deci s ion of a l locat ion of  capital  l ike 
mergers ,  acqui s i t ions, etc. A f inance manager, as other  members of  the 

corporate team cannot  be averse to the fast  developments, around him 
and has to take note of  the changes in order to take relevant  steps in 
v iew of the dynamic changes in ci rcumstances.  E.g . int roduct ion of Euro -  
as a s ing le currency of  Europe i s an internat ional  level  change, having 

impact  on the corporate f inancial plans and pol icies world-wide.  
              Domest ic developments as emergence of f inancial  serv ices 
sectors and SEBI  as a watch dog for investor protect ion and regulat ing 
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body of  capital  markets i s  cont r ibut ing to the importance of  the f inance 
manager' s job.  Banks and f inancial  inst itut ions were the major sources of 
f inance, monopoly was the state of  affai r s of  Indian business ,  

shareholders  sat isfact ion was not  the promoter 's  concern as most  of  the 
companies, were closely held.  Due to the opening of economy, 
compet it ion increased, sel ler 's  market  i s  being converted into buyer ' s 
market . Development  of internet  has brought  new chal lenges before the 

managers . Indian concerns no longer have to compete only nat ional ly ,  i t  
i s  facing internat ional compet it ion.  Thus a new era i s  ushered during the 

recent  years , in f inancial management , special ly ,  wi th the development  

of  f inancial  tool s,  techniques, inst ruments and products.  Also due to 
increasing emphasis  on publ ic sector undertakings to be self- support ing 
and their  dependence on capital  market  for  fund requi rements and the 
increasing s ignif icance of l iberal i sat ion, g lobal isat ion and deregulat ion.  
  
  

Question :  Draw a typical organisat ion chart h ighl ighting the f inance 

funct ion of  a company ?  

  
Answer :  The f inance funct ion i s  the same in al l  enterpr i ses, detai l s  may 
di ffer ,  but  major features are universal  in nature.  The f inance funct ion 
occupies a  s igni f icant  posi t ion in an organisat ion and is  not  the 
responsibi l i ty of  a sole execut ive. The important  aspects of  f inance 

manager are to carr ied on by top management  i .e. managing director ,  

chairman, board of di rectors .  The board of  di rectors takes decis ions 
involv ing f inancial  considerat ions, the f inancial cont rol le r i s  basical ly 
meant  for  ass i st ing the top management  and has an important  role of 

cont r ibut ing to good decis ion making on i ssues involv ing al l  funct ional  
areas of business .  He i s  to br ing out  f inancial impl icat ions of  a l l  decis ions 
and make them understood. He may be cal led as the f inancial cont rol le r ,  

v ice-president  (f inance), chief accountant , t reasurer ,  or  by any other 
designat ion, but  has the pr imary responsibi l i ty of performing f inance 
funct ions. He i s  to discharge the responsib i l i ty keeping in v iew the overal l  
out look of  the organisat ion.  

  
   BOARD OF DIRECTORS 

      
PRESIDENT  

      
                  
V.P.(Product ion)  V.P.(F inance)  V.P.(Sales)  

            

            
Treasurer  Control ler  

            
                                                

Credit  
Mgmt.  

Cash 
Mgmt.  

Banking 
relat ions  

Port fol io 
Mgmt.  

Corporate 
General & 
Cost  

Taxes  Internal  
Audit  

Budget ing  
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Account ing  
                     

 Organisation chart of  f inance funct ion   

The Chief  f inance execut ive works di rect ly under the President  or 

Managing Di rector  of the company.  Besides rout ine work , he keeps the 

Board informed about  al l  phases of  business act iv ity, inclusive of 
economic, social  and pol i t ical  developments affect ing the business 
behaviour and f rom t ime to t ime furni shes informat ion about  the f inancial 
status of the company.  H is funct ions are :  ( i )  T reasury funct ions and (i i )  

Cont rol  funct ions.  
  
Relat ionship Between f inancial  management and other areas of  

management :  There is  close relat ionship between the areas of f inancial 

and other management  l ike product ion, sa les, market ing , personnel ,  etc.  
Al l  act iv it ies direct ly or  indi rect ly involve acquisi t ion and use of  funds. 

Determinat ion of product ion, procurement  and market ing st rategies are 
the important  prerogat ives of  the respect ive department  heads,  but  for 
implement ing, their  decis ions funds are required.  L ike, replacement  of 
f ixed assets for improving product ion capacity requi res funds. Simi lar ly,  

the purchase and sales promot ion pol icies are laid  down by the purchase 
and market ing div is ions respect ively,  but  again procurement  of  raw 
materials ,  advert is ing and other sales promot ion requi re funds.  Same is  

for ,  recrui tment  and promot ion of  staff  by the personnel  department  
would requi re funds for  payment  of salar ies , wages and other benefi t s.  I t  
may, many t imes, be dif f icul t  to demarcate where one funct ion ends and 

other start s.  Although, f inance funct ion has a s igni f icant impact  on the 

other funct ions, i t  need not  l imit  or  obst ruct  the general  funct ions of the 
business.  A f i rm facing f inancial  d i ff icul t ies , may give weightage to 
f inancial  considerat ions and devise i t s  own product ion and market ing 
st rategies to suit  the s i tuat ion. Whi le a f i rm having surplus f inance, would 

have comparat ively lower r ig idity as regards the f inancial  considerat ions 

v is-a-v is other funct ions of the management .  
  
Pervasive Nature of  F inance Funct ion :  Finance is  the l i fe blood of  of an 
organi sat ion, i t  i s  the common thread binding al l  organisat ional funct ions.  

Thi s interface can be explained as below :  
  
* Production - F inance :  Product ion funct ion requires a large investment . 

Product ive use of resources ensures a cost  advantage for the f i rm. 

Opt imum investment in inventor ies  improves prof i t  margins. Many 
parameters  of product ion have an impact on cost  and can possib ly be 
cont rol led through internal management , thus enhancing prof it s.  

Important  product ion decis ions l ike make or  buy can be taken only after 
the f inancial  impl icat ions are considered.  
  
* Marketing - F inance :  Various aspects of market ing management  have 
f inancial  impl icat ions, decis ions to hold inventor ies  on large scale to 

provide off  the shelf  serv ice to customers increases inventory holding cost  
and at  the same t ime may increase sales, s imi lar with extension of credit  
faci l i t y to customers.  Market ing st rategies to increase sale in most  cases, 
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have addit ional  costs that  are to be weighted careful ly against  
incremental  revenue before taking decis ion.  
  
* Personnel  -  F inance :  In the global i sed compet it ive scenario,  business 
organi sat ions are moving to a f latter organi sat ional  st ructure.  Investments 
in  human resource developments are al so increasing. Rest ructur ing of  

remunerat ion st ructure, voluntary ret i rement  schemes, sweat  equity, etc. 

have become major  f inancial decis ions in the human resource 
management .  
  
  
  

Question :  Discuss some of the instances indicat ing the changing scenar io 

of  f inancial management in India ?  

  
Answer :  Modern f inancial management  has come a long way from 

t radit ional  corporate f inance, the f inance manager i s  work ing in a 

chal lenging envi ronment  that  is  changing cont inuousl y. Due to the 
opening of  the economies, g lobal  resources are being tapped, the 
opportuni t ies  avai lable to f inance managers v i rtual ly have no l imit s , he 

must  a lso understand the r i sks  entai l ing al l  hi s decis ions. F inancial  
management  is  passing through an era of  experimentat ion and 

excitement   is  a  part  of f inance act iv it ies now a days.  A few instances are 
as below :  
  
i )  I nterest  rates have been freed f rom regulat ion, t reasury operat ions thus, 

have to be more sophist icated due to f luctuat ing interest  rates. Minimum 
cost  of  capital  necessitates ant icipat ing interest  rate movements.  
  
i i )  The rupee had become ful ly convert ible on current  account . 
  
i i i )  Opt imum debt  equity mix i s  possible. F i rms have to take advantage of 
the f inancial  leverage to increase the shareholder 's wealth, however, 
us ing f inancial  leverage necessar i ly makes business  vulnerable to 

f inancial  r i sk .  F inding a correct  t rade off   between r i sk and improved 

return to shareholders i s  a  chal lenging task for  a f inance manager.  
  
iv )  With free pr ic ing of  i ssues, the opt imum pr ice determinat ion of new 

issues i s  a  daunt ing task as overpr icing result s in under subscr ipt ion and 
loss  of  investor  conf idence, whi le under pr icing leads to unwarranted 
increase in number of shares thereby reducing the EPS.  
  
v) Maintaining share pr ices i s  crucial .  In the l iberal i sed scenar io the 

capital  markets i s  the important  avenue of  funds for business .  Div idend 
and bonus pol icies framed by f inance managers  have a direct  bearing on 
the share pr ices.  
  
v i)  Ensur ing management  cont rol  is  v ital  especial ly in l ight  of  foreign 
part icipat ion in equity,  backed by huge resources making the f i rm an 
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easy takeover target. Ex i st ing managements might  lose cont rol  in the 
eventual i ty of being unable to take up share ent it lements, f inancial  
st rategies, are v i tal  to prevent  this.  
              I n a resources const raint  s i tuat ion, the importance of  f inancial 

management  is  h ighl ighted as f inancia l st rategies are requi red to get  the 
company through the const ra ints posit ion.  The reasons for i t , may be lack 
of  demand, scarcity of  raw material s,  labour  const raints , etc. I f  the 

problem is not  properly dealt  with at  init ia l  stages, i t  could lead ul t imately 

to bankruptcy and s ickness. The f inancial  manager 's  role in such 
s i tuat ions, would be f i r st  to ascertain, whether  under the ci rcumstances, 
the organisat ion i s  v iable or not . I f  the v iabi l i ty of  the organisat ion, i t se lf  i s  

in  doubt , then the al ternat ive of  closing down operat ions must  be 
explored. But , in major  cases the problem can be solved with proper 
st rategies.  
  
  
  

Question :  What is  the relevance of  t ime value of  money in f inancial 

decis ion making ?  

  
Answer :  A f inance manager i s  requi red to make decis ions on investment , 
f inancing and div idend in v iew of the company's  object ives. The decis ions 

as purchase of assets or  procurement  of funds i .e.  the 

investment/f inancing decis ions affect  the cash f low in di fferent t ime 
periods. Cash out f lows would be at  one point  of t ime and inf low at  some 
other point  of t ime, hence, they are not  comparable due to the change 

in rupee value of money. They can be made comparable by int roducing 
the interest  factor .  In the theory of  f inance, the interest  factor  is  one of 

the crucial  and exclusive concept , known as the t ime value of money.  
             T ime value of money means that  worth of  a rupee received today 

is  d if ferent  from the same received in future.  The preference for money 
now as compared to future is  known as t ime preference of  money. The 
concept  i s  appl icable to both indiv iduals and business  houses.  
  
Reasons of  t ime preference of  money :  
  
1) Risk :  
There i s  uncertainty about  the receipt  of  money in future.  
  
2) Preference for present consumption :  
Most  of the persons and companies have a preference for present  
consumpt ion may be due to urgency of  need.  
  
3) Investment opportunit ies :  
Most  of the persons and companies have preference for present  money 

because of  avai labi l i t ies of opportuni t ies of  investment  for  earning 
addit ional cash f lows.  
  
Importance of  t ime value of  money :   
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The concept  of t ime value of  money helps in ar r iv ing at  the comparable 
value of  the dif ferent  rupee amount ar is ing at  di f ferent  points  of t ime into 
equivalent  values of a part icular point  of  t ime, present  or  future.  The cash 

f lows ar is ing at  di fferent  points of t ime can be made comparable by using 
any one of  the fol lowing :  
-  by compounding the present  money to a future date i .e. by f inding out  
the value of present  money.  
-  by discount ing the future money to present  date i .e.  by f inding out  the 

present  value(PV) of  future money.  
  
1) Techniques of  compounding :  
i )  Future value (FV) of  a s ingle cash f low :  
The future value of  a s ingle cash f low is  defined as :  

  
FV = PV (1 + r)n 

  
Where, FV = future value  
PV = Present  value  
r  = rate of interest  per annum  
n = number of  years for which compounding i s  done.  
I f ,  any variable i .e.  PV, r ,  n var ies,  then FV also varies.  I t  i s  very tedious to 

calculate the value of  
 (1 + r)n  so di fferent  combinat ions are publ i shed in the form of tables. 

These may be referred for computat ion,  otherwise one should use the 
knowledge of  logarithms.  
  
  
i i )  Future value of  an annuity :  
An annuity i s  a ser ies  of per iodic cash f lows, payments or receipts,  of  
equal  amount . The premium payments of a l i fe insurance pol icy, for 
instance are an annuity.  In general  terms the future value of an annuity i s  
g iven as :  

  
FVAn = A * ([(1 + r)n - 1]/r) 

  
Whe r e ,  
FVAn =  F u t u re  v a l ue  o f  a n  a nnu i t y  wh i ch  ha s  d u r a t i o n  o f  n  yea r s .                              
A =  C o n s ta n t  pe r io d ic  f l o w  
r  =  I n t e r e s t  ra te  p e r  pe r io d               
n  =  Du r a t io n  o f  th e  a nnu i t y  
Thu s ,  f u t u r e  v a l ue  o f  a n  a n nu i t y  i s  de p en den t  o n  3  v a r ia b l e s ,  th e y  b e i ng ,  th e  a nnu a l  a m oun t ,  r a t e  o f  

i n t e r e s t  and  t he  t i me  p e r i o d ,  i f  a n y  o f  t he s e  v a r ia b l e  c ha n ges  i t  w i l l  cha ng e  t he  f u tu re  v a l ue  o f  t he  

a nnu i t y .  A  p ub l i s hed ta b l e  i s  a v a i l a b l e  f o r  v a r i o us  co mb i n a t i o n  o f  th e  ra te  o f  i n t e re s t  ' r '  a n d  t he  t im e  

p e r i od  ' n ' .  
  
2) Techniques of  discounting :  
  
 i)  Present value of  a single cash f low :  
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The present  value of  a s ingle cash f low i s g iven as :  
  

PV = FVn (    1  )n  
                  1 + r  

  
Where, 
FVn = F u t u r e  v a l ue  n  yea r s  h enc e  
r  =  ra t e  o f  i n te re s t  p er  a n num  
n  =  num b er  o f  yea r s  f o r  w h ic h  d i s coun t i ng  i s  do n e .  
 F r o m a b o v e ,  i t  i s  c l ea r  t h at  p re s en t  v a l ue  o f  a  fu tu re  mo n e y  d ep ends  up o n  3  v a r i a b l e s  i . e .  F V ,  the  r a t e  

o f  i n te re s t  a nd  t i m e  p e r i o d .  T he  pub l i s hed  t a b l e s  fo r  v a r io u s  com b ina t i o n s  o f   (     1   )n  
                                                        

                                                                                                    1 + r  
a r e  a v a i l a b l e .  
  
  
i i )  Present value of  an annuity :  
Somet imes instead of a s ingle cash f low ,  cash f lows of  same amount  i s  
received for  a number of years.  The present  value of an annu ity may be 

expressed as below :  
  
PVAn = A/(1 + r)1 + A/(1 + r)2 + ................ + A/(1 + r)n-1 + A/(1 + r)n   
  
           = A [1/(1 + r)1 + 1/(1 + r)2 + ................ + 1/(1 + r)n-1 + 1/(1 + r)n ] 
  

           =  A [ (1 + r)n - 1] 
                        r(1 + r)n 
  
Where, 
PVAn  = Present value of annuity which has duration of n years 
A = Constant periodic flow  
r  = Discount rate. 
 

  

CHAPTER THREE  

TOOLS OF FINANCIAL ANALYSIS AND PLANNING  

  

Question :  Write a note on Financial Statement Analys is  ?  

  
Answer :  The basi s of  f inancial analys i s ,  planning and decis ion making i s  

f inancial  informat ion. A f i rm prepares f inal accounts v iz .  Balance Sheet  
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and Prof it  and Loss Account  providing informat ion for decis ion making. 
F inancial informat ion is  needed to predict , compare and evaluate the 
f i rm's earning abi l i ty.  Prof i t  and Loss  account  shows the concern's 

operat ing act iv it ies and the Balance Sheet  depicts the balance value of  
the acqui red assets and of l iabi l i t ies at  a part icular point  of t ime. 
However, these statements do not  disclose al l  of  the necessary and 
relevant  informat ion.  For  the purpose of  obtaining the materia l  and 

relevant  informat ion necessary for ascertaining of f inancial  st rengths and 
weaknesses of an enterpr i se , i t  i s  essent ia l  to analyse the data depicted 

in the f inancial  statement . The f inancial  manager have certain analyt ical  

tools that  help in f inancial analys i s  and planning.  In addit ion to studying 
the past  f low, the f inancial manager can evaluate future f lows by means 
of  funds statement  based on forecasts.    
            F inancial Statement  Analys i s  i s  the process of  ident i fying the 

f inancial  st rength and weakness of  a f i rm from the avai lable account ing 

data and f inancial statements.  I t  i s  done by properly establ i shing 
relat ionship between the items of  balance sheet  and prof i t  and loss  
account  as,  
  
1)  The task of f inancial analyst s  is  to determine the informat ion relevant  
to the decis ion under considerat ion from total informat ion contained in 

the f inancial  statement .  
  
2) To arrange informat ion in a  way to highl ight  s igni f icant  re lat ionships.  
  
3) Interpretat ion and drawing of  inferences and conclusion. Thus, 

f inancial  analys i s  i s  the process of  select ion, re lat ion and evaluat ion of 
the account ing data/informat ion.  
  
Purposes of  Financial  Statement Analys is  :  Financial  Statement Analys i s  i s  
the meaningful  interpretat ion of  'F inancial  Statements'  for 'Part ies 
Demanding Financial  Informat ion' ,  such as :  
  
1) The Government may be interested in knowing the comparat ive energy 

consumpt ion of  some pr ivate and publ ic sector  cement  companies.  
  
2) A nat ional i sed bank may may be keen to know the possible debt  

coverage out  of  prof it  at  the t ime of  lending.   
  
3) Prospect ive investors may be desi rous to know the actual  and 
forecasted yield data.  
  
4) Customers want  to know the business v iabi l i ty pr ior to enter ing into a 
long-term cont ract .  
              There are other purposes also, in general ,  the purpose of 
f inancial  statement  analys i s  a ids decision making by users  of  accounts.  
  
Steps for f inancial s tatement analysis  :  

• Ident i f icat ion of  the user ' s  purpose   
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• Ident i f icat ion of  data source, which part  of the annual report  or 
other informat ion is  requi red to be analysed to sui t  the purpose   

• Select ing the techniques to be used for such analysi s   
              As such analys i s  i s  purposive, i t  may be rest r icted to any 

part icular  port ion of the avai lable f inancial statement , taking care to 
ensure object iv ity and unbiasedness.  I t  covers study of  relat ionships with 

a set  of  f inancial  statements at  a point  of  t ime  and with t rends, in them, 
over t ime. I t  covers a study of  some comparable f i rms at  a part icular  t ime 

or  of  a part icular f i rm over a  period of t ime or may cover both.  
  
Types of  Financial s tatement analysis  :  The main object ive  of  f inancial  
analys i s  i s  to determine the f inancial  health of a bus iness enterpr i se, 
which may be of  the fol lowing types :  
  
1) External analysis  :  I t  i s  performed by outs ide part ies ,  such as t rade 
creditors ,  investors ,  suppl iers of long term debt , etc.  
  
2) Internal analys is  :  I t  i s  performed by corporate f inance and account ing 

department  and is  more detai led than external analys is .  
  
3) Hor izontal analysis  :  Thi s  analys i s  compares f inancial statements v iz.  

prof it  and loss account  and balance sheet  of prev ious year with that  of 

current  year.  
  
4) Vert ical  analysis :  Vert ical  analys is  convert s each element  of  the 
informat ion into a percentage of  the total amount  of statement  so as to 

establ ish relat ionship with other components of  the same statement .  
  
5) Trend analysis  :  Trend analys i s  compares rat ios  of  d i fferent  components 
of  f inancial  statements related to di fferent  period with that of the base 

year.  
  
6) Rat io Analys is  :  I t  establ ishes the numerical or quant itat ive re lat ionship 
between 2 i tems/var iables of  f inancial  statement  so that  the st rengths 

and weaknesses of a f i rm as al so i t s  histor ical performance and current  
f inancial  posi t ion may be determined.  
  
7) Funds f low statement :  Thi s statement  provides a  comprehensive idea 

about  the movement  of f inance in a business unit  dur ing a part icular 
period of  t ime.    
  
8) Break-even analysis  :  This t ype of  analys is  refers to the interpretat ion of 

f inancial  data that  represent  operat ing act iv it ies.  
  
  
  

Question :  What are the usually fol lowed ratio categor ies for  business data 

analysis  ? Ment ion f inancial rat ios used in each category ?  
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Answer :  Rat io Analysi s  i s  a  widely used tool  of f inancial analys i s .  'Rat io'  i s  
relat ionship expressed in mathemat ical  terms between 2 indiv idual or  
group of f igures connected with each other  in some logical  manner; 

selected f rom f inancial statements of the concern.  Rat io analys is  i s  based 
on the fact  that  a s ingle account ing f igure by i t self  might  not 
communicate meaningful  informat ion,  but  when expressed in re lat ion to 
some f igure, i t  may definite ly prov ide certain s igni f icant  informat ion, this  

relat ionship between account ing f igures i s  known as f inancial  rat io. 
F inancial rat io helps to express  the relat ionship between 2 account ing 

f igures in a manner that  users can draw conclusions about  the 

performance, st rengths and weaknesses of  a f i rm.  
  
Classi f ication of  Ratios :  
  
I )  According to source :  F inancial rat ios  according to source from which 

the f igures are obtained may be class i f ied as below :  
1) Revenue rat ios :  When  2 variables are taken from revenue statement  
the rat io so computed i s known as, Revenue rat io.  
2) Balance sheet rat io :  When 2 variables are taken f rom the balance 
sheet , the rat io so computed is  known as, Balance sheet  rat io.  
3) Mixed rat io :  When one variable i s  taken from the Revenue statement  

and other from the Balance sheet , the rat io so computed i s known as, 
Mixed rat io.  
  
I I )  According to usage :  George Foster of Stanford Univers i ty gave seven 
categories of  f inancial  rat ios that  exhaust ively cover di f ferent  aspects of 
a business organisat ion, they are :  
1) Cash posit ion  
2) Liquidity  
3) Working Capital/Cash Flow  
4) Capital  st ructure  
5) Prof itabi l i ty 
6) Debt  Service Coverage  
7) Turnover  
              Whi le work ing on rat io analys i s ,  i t  is  important  to avoid 

dupl icat ion of work , as same informat ion may be provided by more than 
one rat io, the analys t  has to be select ive in respect  of  the use of  f inancial  
rat ios.  The operat ions and f inancial posit ion of a f i rm can be descr ibed by 
studying i t s short  and long term l iquidity posi t ion, prof itabi l i ty and 

operat ional  act iv it ies.  Thus, rat ios may be class i f ied as fol lows :  
1) Liquidity rat ios  
2) Capital  st ructure/leverage rat ios  
3) Act iv ity rat ios  
4) Prof itabi l i ty rat ios  
  
  

Question :  Discuss the various rat ios in detail  ?  

  
Answer :   
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1) Liquidity rat ios :  
              'L iquidity'  and 'short -term solvency' are used as synonyms,  

meaning abi l i t y of  the business to pay i t s short -term  l iabi l i t ies.  Inabi l ity to 
pay-off  short  term l iabi l i t ies affects the concern's credibi l i t y and credit  

rat ing;  cont inuous default  in  payments leads to commercial  bankruptcy 
that  eventual ly leads to s ickness and dissolut ion. Short -term lenders  and 
creditors  of a business are interested in knowing the concern's state of  

l iquidity for  thei r  f inancial stake. Tradit ional ly current  and quick rat ios  are 

used to highl ight  the business  ' l iquidity' , others  may be cash rat io, interval  
measure rat io and net  work ing capital  rat io.  
  
i )  Current rat io :  
  

Current  rat io  =   Current  Assets/Current  L iabi l i t ies  
  
Where,  
Current  assets = Inventor ies  + Sundry debtors + Cash and Bank balances + 
Receivables/Accruals +  
                        Loans and advances + Disposable Investments.  
Current  l iabi l i t ies = Creditor s for  goods and serv ices + Short -term Loans + 

Bank Overdraft  + Cash  
                            credit  + Outstanding expenses + Prov is ion for  taxat ion + 
Proposed div idend +     
                            Unclaimed div idend.  
             
               Current  rat io indicates the avai labi l i ty of current  assets to meet  

current  l iabi l i t ies,  higher the rat io, better  is  the coverage. T radit ional ly,  i t  

i s  cal led  2 :  1 rat io i .e.  2 i s  the standard current  assets for each unit  of  
current  l iabi l i ty.  The level  of  current  rat io vary f rom indust ry to indust ry 
depending on the specif ic indust ry character i st ics and also a f i rm di ffer s 

f rom the indust ry rat io due to i t s  pol icy.  
  
i i )  Quick ratio :  

  
Quick rat io or acid test  rat io  =  Quick Assets/Current  or Quick l iabi l i t ies      

  
Where,  
Quick assets = Sundry debtors  + Cash and Bank balances + 

Receivables/Accruals +  
                        Loans and advances + Disposable Investments i .e.    
                   =  Current  assets -  Inventor ies.  
Current  l iabi l i t ies = Creditor s for  goods and serv ices + Short -term Loans + 
Bank Overdraft  + Cash  
                            credit  + Outstanding expenses + Prov is ion for  taxat ion + 

Proposed div idend +     
                            Unclaimed div idend.  
Quick l iabi l i t ies = Creditors for  goods and serv ices + Short -term Loans + 
Outstanding expenses       
                           + Provi s ion for taxat ion + Proposed div idend + 

Unclaimed div idend i .e.  
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                       =  Current  l iabi l i t ies -  Bank overdraft  -  Cash credit . 
  
              I n the above formula, instead of  total  current  l iabi l i t ies  only 
those current  l iabi l i t ies  are taken that  are payable within 1 year that  are 
known as quick l iabi l i t ies.  Quick assets are also cal led l iquid assets , they 
consist s of cash and only 'near cash assets ' .  Inventor ies are deducted 

from current  assets,  as they are not  considered as 'near cash assets ' ,  but  

in  a sel ler 's  market  they are not  so considered. Just  l ike lag in col lect ion 
of  debtors ,  there i s  lag in convers ion of  inventor ies  into f inished goods 

and sundry debtors ,  also slow-moving inventor ies are not  near cash 
assets.  Whi le  calculat ing the quick rat io, the conservat ism convent ion, 
quick l iabi l i t ies are that  port ion of  current  l iabi l i t ies that  fa l l  due 
immediately, hence bank overdraft  and cash credit  are excluded.  
  
i i i )  Cash ratio :  
  

 Cash rat io  =  (Cash + Marketable secur it ies)/Current  l iabi l i t ies  
  
The cash rat io measures absolute l iquidi ty of the business ava i lable with 

the concern.   
  
iv)  Interval measure :  
  
Interval measure  =  (Current  assets -  Inventory)/Average dai ly  operat ing 

expenses  
  
Where,  
Average dai ly operat ing expenses = (Cost  of goods + Sel l ing, 

administ rat ive and general expenses -  
                                                  Depreciat ion and other non-cash 
expenditure)/no. of days in a year.  
  
  
2) Capital s tructure/Leverage ratios :  
              The capital  st ructure or leverage rat ios  are defined as, those 
f inancial  rat ios that  measure long term stabi l i ty and st ructure of  the f i rm 

and indicate mix of funds prov ided by owners and lenders ,  in order to 

assure lenders of  long term funds as to :  
• Periodic payment  of interest  dur ing the period of the loan, and   
• Repayment  of  the pr incipal  amount  on matur ity.   

They are class i f ied as :  
  
  
i )  Capital s tructure rat ios :  
              Capital  st ructure rat ios provide an ins ight  into the f inancing 

techniques used by a business and consequent ly focus on the long-term 
solvency posit ion.  F rom the balance sheet  one can get  absolute fund 
employed and i t s sources, but  capital  st ructure rat ios show re lat ive 

weight  of di f ferent  sources.  Funds on l iabi l i t ies s ide of balance sheet  are 
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class i f ied as 'owner 's  equit ies '  and 'external equit ies ' also cal led 'equity' 
and 'debt ' .  Owner 's  equit ies or  equity means shareholder 's  funds  
consist ing of equity and preference share capital  and reserves and 

surplus.  External  equit ies means al l  outs ide l iabi l i t ies  inclusive of  current  
l iabi l i t ies and provi s ions, whi le debt  i s  class i f ied as long term borrowed 
funds thus, excluding short -term loans, current l iabi l i t ies and prov is ions.  As 
per guidel ines for  i ssue of  'Debentures by Publ ic L imited Company' debt  

means term loans,  debentures and bonds with an ini t ial  matur i ty per iod of 
years or more  inclusive of interest  accrued thereon, al l  deferred payment  

l iabi l i t ies , proposed debenture issue but  excluding short -term bank 

borrowings and advances, unsecured loans or  deposit s f rom the publ ic,  
shareholders  and employees and unsecured loans and deposits f rom 
others .  Capital  st ructure rat ios  used are :  
  
a) Owner 's Equi ty to total  Equi ty :  
  

Owner 's Equity to total equity rat io = Owner 's  Equity/Total Equity  
  
              I t  indicates proport ion of  owners '  fund to total  fund invested in 
business.  T radit ional bel ief says, h igher the proport ion of  owner's fund 
lower i s the degree of  r i sk .  
  
b) Debt Equi ty Rat io :  

  
Debt-equity rat io = Debt/Equity  

  
              I t  i s  the indicator  of  leverage, showing the proport ion of debt  

fund in re lat ion to equity.  I t  i s  refer red in capital  st ructure decis ion as also 
in the legis lat ions deal ing with the capital  st ructure decis ions i .e.  i s sue of  

shares and debentures. Lenders  are keen to know this rat io as i t  shows 
relat ive weights of debt  and equity. As per t radit ional  school ,  cost  of 
capital  f i r st ly decreases due to the higher dose of leverage, reaches 

minimum and thereafter increases, thus inf inite increase in leverage i .e.  

debt-equity rat io i s  not possib le.  However,  according to Modigl iani -Mi l ler 
theory, cost  of capital  and leverage are independent  of  each other and 
based on certain rest r ict ive assumpt ions, namely,  
-  perfect  capital  markets  
-  homogeneous expectat ions by the present  and prospect ive investors  
-  presence of  homogeneous r isk  class f i rms  
-  100 % div idend pay-out  
-  no tax s i tuat ion and so on.  
              Most  of the above assumpt ions are unreal i st ic. I t  i s  bel ieved that  

leverage and cost  of  capital  are related. There i s  no norm for maximum 

debt-equity rat io, lending inst i tut ions usual ly,  set  thei r  own norms 
considering the capital  intensit y and other factors.  
  
  
i i )  Coverage rat ios :   
              The coverage rat io measures the f i rm's abi l i ty to serv ice f ixed 

l iabi l i t ies.  These rat ios establ i sh the relat ionship between f i xed claims and 
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what is  usual ly avai lable out  of which these claims are to be paid.  The 
f ixed claims consist  of  :  

• Interest  on loans   
• Preference div idend   
• Amort i sat ion of  pr incipal or  repayment  of  the instalment of  loans or 

redempt ion of preference capital  on matur it y.  They are class i f ied 
as fol lows :   

  
a) Debt service coverage ratio :  
              Lenders are interested in judging the f i rm's  abi l i t y to pay off 
current  interest  and instalments and thus the debt  service coverage rat io.   
  

Debt  service coverage rat io = Earnings avai lable for debt  
serv ice/(Interest  + Instalments)  

  
Where,  
Earning avai lable for  debt  serv ice = Net  prof it  + Non-cash operat ing 

expenses l ike depreciat ion  
                                                      and other amort isat ions + Non-
operat ing adjustments as loss  on   
                                                      sale  of  f ixed assets + Interest  on debt  
fund.  
  
b) Interest coverage ratio :   
                I t  i s  also known as "t imes interest  earned rat io" and indicates 
the f i rm's abi l i t y to meet  interest  obl igat ions and other f ixed charges.  
  

I nterest  coverage rat io = EBI T/Interest  
  
Where,  
EBIT  = Earnings Before Interest  and Tax  
               EBI T  is  used in the numerator  as the abi l i t y to pay interest  is  not  
affected by tax burden as interest  on debt  funds i s  a deduct ible expense.  

Thi s rat io indicates the extent  to which earnings may fa l l  wi thout  causing 
any di ff icul t  to the f i rm regarding the payment  of interest  charges. A h igh 

interest  coverage rat io means that  an enterpr i se can easi ly meet  i t s  
interest  obl igat ions even i f  EBI T  suf fer a considerable decl ine, whi le a 

lower rat io indicates excessive use of  debt  or  ineff ic ient  operat ions.  
  
c) Preference dividend coverage ratio :  
 I t  measures the f i rm's abi l i ty to pay preference div idend at  the stated 
rate.  

  
Preference div idend coverage rat io = EAT/Preference div idend l iabi l i t y 

  
Where,  
EAT = Earnings after tax  
              EAT i s  considered as unl ike debt  on which interest  i s  a charge on 

the f i rm's prof i t , preference div idend is  an appropriat ion of prof it .  The 
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rat io indicates margin of safety avai lable to preference shareholders.  A 
higher rat io i s  desi rable from preference shareholders  point  of  v iew.  
  
  
i i i )  Capital Gearing ratio :  
  

Capital gearing rat io = (Preference Share Capital  + Debentures + Long 
term loan)/  

                     (Equity share capital  +  Reserves & Surplus -  Losses)  
  

              I t  i s  used in addit ion to debt  equity rat io to show the proport ion 
of  f ixed interest/div idend bearing capital  to funds belonging to equity 
shareholders .   
  
              For the judging of  the long-term solvency posit ion, in addit ion to 

debt-equity and capital  gearing rat ios ,  the fol lowing are used :  
  
a) F ixed Assets / Long term fund :  Fixed assets and core work ing capital  

are expected to be f inanced by long term fund. In var ious indust r ies  the 
proport ion of  f i xed and current  assets are dif ferent , thus there can be no 
uni form standard of thi s rat io, but  i t  should be less than 1. I f  i t  i s  more than 

1, i t  means short -term fund has been used to f inance f ixed assets , often 
big companies resort  to such pract ice dur ing expansion. This may be a 
temporary arrangement  but  not  a long-term remedy.  
  
b) Proprietary ratio :   
  

Proprietary rat io = Propr ietary fund/Total assets  
  
Where,  
Proprietary fund = Equity share capital  + Preference share capi tal  + 
Reserves & surplus -  F icit it ious  
                                  assets  
Total  assets = Al l  assets,  but  excludes f ict i t ious assets and losses.  
              I t  i s  possible to reduce equity stake by lowering l iquidity rat io i .e 
current  rat io,  
Example  :  When current  and debt-equity rat ios are both 2 :  1 each, and 

the proport ion of f ixed and current  assets i s  
5 :  1  Equity/total  assets = 31.67 % but  i f  the current  rat io i s  reduced to 1 .5  
:  1  equity/total  assets = 31.11 %.  
  
3) Activi ty rat ios :  
              The act iv ity rat ios  also known as turnover or performance rat ios  
are employed to evaluate the eff iciency with which the f i rm manages 

and ut i l i ses i t s  assets.  These rat ios  usual ly indicate the frequency of sales 

with respect  to i t s  assets , which may be capital  assets or working capital  
or  average inventory. These are calculated with reference to sales/cost  
of  goods sold and are expressed in terms of  rate or  t imes.  They are as 

fol lows :  
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i )  Capital turnover rat io :   
  

Capital  turnover rat io = Sales/Capital  employed  
  

                I t  indicates the f i rm's abi l i ty of generat ing sales per  rupee of  
long term investment, the h igher the rat io, more eff icient  is  the ut i l i sat ion 

of  the owner 's and long-term creditors '  funds.  
  
i i )  Fixed Assets turnover rat io :  
  

 F ixed Assets turnover rat io = Sales/Capital  assets  
  

               A high f ixed assets turnover rat io indicates eff icient  ut i l i sat ion of 
f ixed assets in generat ion of sales. A f i rm whose plant  and machinery are 
old may show a higher f ixed assets turnover rat io than the f i rm who 

purchased them recent ly.  
  
i i i )  Working capital  turnover rat io :   
  

Working capital  turnover = Sales/Work ing Capital  
  
I t  i s  fur ther div ided as below :  
a) Inventory turnover  rat io :  
  

Inventory turnover rat io = Sales/Average inventory  
  

Where,  
Average inventory = (Opening Stock + Closing stock)/2  
I t  may also be calculated with reference to cost  of  sales instead of sa les, 

as :   
  

I nventory turnover rat io = Cost  of  sales/Average inventory  
  

For inventory of raw materia l ,   
  
Inventory turnover rat io = Raw mater ial  consumed/Average raw material  

stock.  
  

                Th is  rat io indicates the speed of  inventory usage. A high rat io i s  

good from l iquidity point  of  v iew and v ice versa.  A low rat io indicates 
that  inventory i s  not  used/sold or  is  lost  and stays in a shel f  or  in  the 
warehouse for  a long t ime.  
  
b) Debtors turnover rat io :  
                  When a f i rm se l ls  goods on credit , the real isat ion of  sa les 

revenue i s delayed and receivable are created. Cash is  real i sed from 

these receivables later  on,  the speed with which i t  i s  real i sed affects the 
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f i rm's l iquidity posi t ion. Debtors turnover  rat io throws l ight  on the 
col lect ion and credit  pol icies of the f i rm.  

  
Debtors turnover rat io = Sales or Credit  sa les/Average accounts 

receivable  
  
                  As account  receivable pertains to credit  sales only,  i t  i s  often 
recommended to compute debtor 's  turnover with reference to credit  

sales rather than total  sales.   
  

Average col lect ion period = Average accounts receivables/average dai ly 
credit  sales  

  
Where,  
average dai ly credit  sales = Credit  sa les/365  
              The above rat ios provide a unique guide for  determining the 

f i rm's credit  pol icy.  
  
c) Creditors turnover  rat io :  
              I t  i s  calculated on same l ine as debtors turnover rat io and shows 
the velocity of  debt  payment  by the f i rm,  

  
Creditors turnover rat io = Credit  purchases or  Annual  net  credit  

purchases/Average accounts payable  
  

              A low rat io ref lects l iberal  credit  terms granted by suppl iers ,  whi le 

a high rat io ref lects rapid set t lement  of accounts.  
  

Average payment  period = Average accounts payable/average dai ly 

credit  purchases  
Where,  
average dai ly credit  purchases = credit  purchases/365  
              The f i rm can compare what  credi t  period it  receives from the 

suppl iers and what  i t  offers to the customers. I t  can al so compare the 

average credit  per iod offered to the customers in  the indust ry to which i t  
belongs.    
  
  
4) Prof i tabil i ty rat io :  
             The prof itabi l i ty rat ios measure prof i tabi l i ty or  the operat ional  
eff iciency of the f i rm ref lect ing the f inal resul t s of  business operat ions. The 

result s of the f i rm may be evaluated in terms of i t s  earnings with reference 

to a given level  of assets or  sales or  owners interest ,  etc.  Thus, the 
prof itabi l i ty rat ios are broadly class i f ied in fol lowing categories :  
i )  Prof i tabi l i ty rat ios are required for analysis  f rom owners point of  view :  
  
a) Return on equity (ROE) :  I t  measures the prof i tabi l i ty of  equity funds 
invested in the f i rm and reveal s how prof i tably the owner ' s funds are 

ut i l i sed by the business .  
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ROE = Prof i t  after taxes/Net  worth  

  
b) Earn ings per  share (EPS) :  The prof itabi l i ty of  a f i rm from view point  of 

ordinary shareholders can be measured in terms of  number of  equity 
shares known as earnings per share.  

  
EPS = Net  prof it  avai lable to equity holders/no. of ordinary shares 

outstanding  
  

c) Dividend per share :  EPS as above ref lects the prof itabi l i ty of  a f i rm per 
share, i t  does not  ref lect  how much prof i t  i s  paid as div idend and how 

much i s retained by the business.  Div idend per share rat io indicates the 
amount  of  prof it  dist r ibuted to shareholders per share.   
  

Div idend per share = Total prof it s d ist r ibuted to equity share 
holders/Number of  equity shares  

  
d) Pr ice Earning ratio  (P.  E.  Rat io) :  The pr ice earning rat io indicates the 
expectat ion of equity investors about  the earnings of the f i rm and relates 
to market  pr ice and i s general ly taken as a summary measure of  growth 

potent ial  of an investment , r i sk  character ist ics ,  shareholders  or ientat ion, 
corporate image and degree of  l iquidity.  
  

P. E. Rat io = Market  pr ice per share/EPS  
  
  
i i )  Prof i tabi l i ty rat ios based on assets/investments :  
  
a) Return on capi tal employed/Return on Investment (ROI) :   
  

ROI  =  Return/Capital employed  *  100  
  
Where,  
Return = Net  prof it  +/-  Non-t rading adjustments excluding accrual 
adjustments for amort isat ion of  
             prel iminary expenses, goodwil l , etc. + Interest  on long term debts 

+ Provis ion for tax -   
             Interest/Div idend f rom non-t rade investments.  
Capital employed = Equity share capital  + Reserves & Surplus + 

Preference share capital  + Debentures  
                              and other long term loan -  Miscel laneous expenditure 
and losses -  Non-t rade  
                              investments. 
  
I t  can be further bi furcated as :  
  

ROI  = (Return/sales)  * (Sales /Capital  employed) *  100  
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Where,   
Return/sales * 100 = Prof itabi l i ty rat io  
Sales /Capital  employed = Capital  turnover rat io  
Thus,  

 ROI  = Prof itabi l i ty rat io * Capital  turnover  rat io  
  

ROI  can be improved by improv ing operat ing prof i t  or  capital  turnover or 

both.  
  
c) Return on assets (ROA) :  
The prof itabi l i ty rat io i s  measured in terms of re lat ionship between net  

prof it s and assets employed to earn that  prof it .  I t  measures the f i rm's 
prof itabi l i ty in terms of  assets employed in the f i rm.  
  

ROA = Net  prof it  after taxes/Average total  assets or  
       = Net  prof it  after taxes/Average tangible assets or  

       = Net  prof it  after taxes/Average f ixed assets.  
  
The cause of  any increase or decrease in  ROI  can be t raced out  only 
after a complete analys i s  through expenses and turnover rat ios.  
  
  

ROI = Return/Capital employed * 100  
            
            

Prof i tab i l i ty  rat ios  
(Return/Sales *  100)  

Capita l Turnover rat io  (Sales/Capital employed) 

            
                        
i )  Materia l  
consumed/sales *  100  

i i )  Wages/Sales * 100  

i i i )  Manufactur ing 
expenses/sales *100  

iv ) Administrat ion 
expenses/sales *  100  

v) Sel l ing & 
Dis tr ibut ion 
expenses/Sales *  100  

i )  Fixed 
expenses/Sales *  
100  

   

i i )  Var iable 
expenses/Sales  *  
100  

 Fixed assets 
turnover rat io 
(sales/f ixed 
assets)  

Working capita l turnover rat io  
(sales/work ing capi tal )   

               
Turnover of  
indiv idual  assets   

                     
Inventory 
turnover 
rat io  

Debtor 's 
turnover 
rat io  

Credi tor 's  
turnover 
rat io  

                    
 

  
    

i i i )  Prof i tabil i ty rat ios based on sales of  the f i rm :  
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a) Gross prof i t  rat io :  
     

Gross prof it  rat io = Gross prof i t /sales * 100  
  

I t  i s  used to compare departmental or  product  prof itabi l i ty.  I f  cost s are 
class i f ied suitably into f ixed and variable elements, then instead of gross 
prof it  rat io one may f ind P/V rat io.  
  

P/V rat io = (Sales -  Variable cost )/Sales * 100   
  

Fixed cost  remaining same, higher the P/V rat io lower i s  the break even 
point  (B.E.P. )  Operat ing prof i t  rat io i s  calculated to evaluate operat ing 

performance of  business.  
  
b) Operat ing prof i t  rat io :  

  
Operat ing prof i t  rat io = Operat ing prof i t /Sales *  100  

  
Where,  
Operat ing prof it  = Sales -  Cost  of sales  
  
c) Net prof i t  rat io :  I t  measures the overal l  prof itabi l i ty of the business.  
  

Net  prof it  rat io = Net prof it /sales * 100  
  

Question :  Are f inancial  rat ios relevant in f inancial decis ion making ?  

  
Answer :  A popular  technique of analys ing the performance of a  business  

concern i s  that   of f inancial  rat io analys i s ,  i t ,  as  a tool of  f inancial 

management  is  of crucial  s igni f icance.  I t s  importance l ies  in the fact  that  
i t  presents facts on a comparat ive basi s and enables drawing of  
inferences as regards a f i rm's performance. I t  i s  re levant  in assess ing the 

f i rm's performance in the below ment ioned aspects :  
  
I )  F inancial  rat ios for  evaluation of  performance :  
  

• L iquidi ty posit ion :  Rat io analys is  ass i st s in  drawing conclusions as 

regards the f i rm's l iquidity posit ion.  I t  would be sat i sfactory i f  the 
f i rm i s able to meet  i t s cur rent  obl igat ions when they become due. 
A f i rm can be said to have the abi l i t y to meet  i t s  short -term 

l iabi l i t ies i f  i t  has suff icient  l iquidi ty to pay interest  on i t s short-
matur ing debt , usual ly within a year as a lso the pr incipal .  Thi s 
abi l i ty i s  ref lected in the l iquidity rat ios  of  the f i rm and l iquidity 

rat ios are useful  in credit  analys i s  by banks and other suppl iers  of 

short -term loans.   
  

• Long-term solvency :  Rat io analys i s  i s  equal ly helpful  for  assess ing a 

f i rm's long-term f inancial v iabi l i t y.  This aspect  of  the f inancial 
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posit ion of  a borrower i s  of concern to the long-term creditors ,  
securi ty analyst s and the present  and potent ial  owners  of a 
business.  The long-term solvency i s  measured by the 

leverage/capital  st ructure and prof itabi l i ty rat ios focusing on 
earning power and operat ing eff iciency and rat io analys i s  reveals  
the st rength and weaknesses of  a f i rm in respect  thereto. The 
leverage rat ios , for  example, indicates whether a f i rm has a 

reasonable proport ion of var ious sources of  f inance or  whether 
heavi ly loaded with debt  in which case i t s solvency is  exposed to 

ser ious st rain.  In the same manner,  var ious prof itabi l i ty rat ios reveal 

whether or not  the f i rm i s able to offer adequate return to i t s  
owners  consistent  with the r i sk involved.   

  
• Operating ef f iciency :  Rat io analys i s  throws l ight  on the degree of  

eff iciency in the management  and ut i l i sat ion of  i t s assets.  Various 
act iv ity rat ios  measure thi s k ind of operat ional  eff ic iency, a f i rm's 

solvency i s ,  in the ult imate analys is ,  dependent  on the sales 
revenues generated by the use of  i t s  assets -  total  as wel l  as i t s  
components.   

  
• Over-all -prof i tabi l i ty :  Unl ike outs ide part ies ,  that  are interested in 

one aspect  of  the f inancial posit ion of  a f i rm, the management  i s  

constant ly concerned about  the overal l  prof i tabi l i ty of  the 

enterpr ise i .e. they are concerned about  the f i rm's abi l i ty to meet  
i t s  short -term and long-term obl igat ions to i t s  creditors ,  to ensure 
reasonable return to i t s  owners and secure opt imum ut i l i sat ion of 

the f i rm's assets.  I t  i s  possible i f  an integrated view i s taken and al l  
the rat ios  are considered together.  

  
• Inter-f i rm compar ison :  Rat io analys is  not only throws l ight  on the 

f i rm's f inancial posit ion but  also serves as a stepping stone to 
remedial  measures. I t  i s  made possib le by inter-f i rm 

comparison/comparison with indust ry average.  I t  should be 

reasonably expected that  the f i rm's  performance i s  in broad 
conformity with that  of  the indust ry to which it  belongs.  An inter-
f i rm compari son demonstrates the relat ive posi t ion v i s-à-v is  i t s  

compet itors.  I f  the resul t s are at  var iance either  with the indust ry 
average or with that of the compet itors ,  the f i rm can seek to 

ident i fy the probable reasons and in i t s  l ight , take remedial  
measures. Rat ios not  only perform post -mortem of operat ions,  but  

also serves as barometer for  future, they have predictory value and 
are helpful  in forecast ing and planning future business act iv it ies 
and helps in budget ing.  
  
   

I I )  F inancial rat ios for  budget ing :  In thi s  f ield rat ios  are able to provide a 

great  deal of ass i stance, budget  is  only an est imate of  future act iv ity 

based on past  exper ience, in the making of  which the relat ionship 
between dif ferent  spheres of act iv it ies are invaluable.  I t  i s  usual ly possib le 
to est imate budgeted f igures using f inancial rat ios.  Rat ios also can be 

made use of for  measur ing actual  performance with budgeted f igures 
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and indicate di rect ions in which adjustments should be made either in the 
budget  or in performance to br ing them closer to each other.  
  
  
  

Question :  What are the l imitat ions of  f inancial rat ios ?  

  
Answer :  Limitat ions of  f inancial  rat ios are as fol lows :  
  
i )  D ivers i f ied product l ines :  Many businesses operate a large number of 
div is ions in qui te di f ferent  indust r ies.  In such cases rat ios  calculated on 

the basis  of  aggregate data cannot  be used for inter-f i rm comparisons.  
  
i i )  Financial data are badly distorted by inf lat ion :  Histor ical cost  values 
may be substant ial ly different  from t rue values, such distort ions in 

f inancial  data are also carr ied in f inancial rat ios.  
  
i i i )  Seasonal factors may also inf luence f inancial data  
  
iv)  To give good shape to the f inancial rat ios used popular ly :  The 

business may make some year-end adjustments , such window-dressing 
can change the character  of  f inancial  rat ios that  would be di fferent  had 

there been no change.  
  
v) Differences in account ing pol icies and account ing period make the 
account ing data of 2 f i rms non-comparable as also the account ing rat ios.  
  
v i)  There i s no standard set  of rat ios  against  which a f i rm's rat ios may be 
compared, somet imes,  i f  a  f i rm decides to be above average then, 

indust ry average becomes a low standard. On the other hand, for a 

below average f i rm, indust ry averages become too high as standards to 
achieve.  
  
v i i)  I t  i s  d if f icult  to general i se whether  a part icular  rat io i s  good or bad, 

for  instance, a low current  rat io may be 'bad' f rom the view point  of  low 

l iquidity, whi le  a h igh current  rat io may be 'bad' as i t  may resul t  f rom 
ineff icient  working capital  management .  
  
v i i i )  Financial rat ios  are inter- related and not  independent , when v iewed 
in isolat ion one rat io may highl ight  eff iciency but , as a set  of  rat ios i t  may 
speak dif ferent ly.  Such interdependence among the rat ios can be taken 

care of  through mult ivar iate analys i s .  F inancial  rat ios provide clues but  
not  conclusions.  These are tools in the hands of expert s as there i s  no 
standard ready-made interpretat ion of f inancial  rat ios .  
  
  
  

Question:  what are the various rat ios based on capital market  



Page 44 of 109 
 

https://www.facebook.com/icainews 
 

in format ion?  
  

Answer :  f requent ly share pr ices data are punched with account ing data 
to generate new set  of  informat ion, these are:  

  

i )  Pr ice earning ratio :  

Pr ice earning rat io (PE rat io) = average or  closing share pr ices/EPS 

  

I t  indicates the payback period to investors or prospect ive investors.  

  

  

i i )  Yie ld :  

  

Y ield = div idend/average or  closing share pr ice * 100 

  

              I t  indicates return on investment, which may be on average or  
closing investment . Div idend % indicates return on paid-up value of 

shares, but , y ie ld % is  the indicator of t rue return in which share capital  i s  
taken at  i t s  market  value.  

  

i i i )  Market value/book value for share :  

  

Market  value for  share/book value per share = average share pr ice/(net  

worth/number of equity shares)  

                                                                                            or  

  

                                                               = closing share pr ice/(net  
worth/number of equity shares)  

  

              I t  indicates market  response of shareholders '  investment . H igher 

the rat io better i s  the shareholders posi t ion in terms of return and capital  

gains.  

  

  

  

  

Question:  what are the rat ios computed for investment analys ts  ?  
  

Answer :  I nvestment  analys i s  are publ i shed weekly in economic 
newspapers , some rat ios are used by analys i s  to report  performance of  

selected companies.  Let  us  di scuss the i ssues highl ighted by Economic 

T imes under the capt ion' performance indicators '  :  

  

i )  Book value per share=(equity capital  + reserves and surplus excluding 
revaluat ion reserves)/number  

                                                                                                                  
              of  equity shares 

  

i i )  EPS = (net  prof it  -  preference div idend)/number of  equity shares 
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i i i )  div idend % 

  

iv)  yield % = equity div idend/market  pr ice *  100 

  

v) payout  rat io % = div idend including preference div idend/profit  after 

tax * 100 

  

v i)  gross  margin/sales (%)  

where,  

gross margin = prof i t  before depreciat ion but  after interest  and before tax 

  

v i i )  g ross  margin/capital  employed (%)  

where,  

gross margin = prof i t  before depreciat ion but  after interest  and before tax 

capital  employed = f ixed assets + capital  work- in-progress  + investments + 
current  assets 

i .e.  aggregate of  f ixed assets ,  capital  work- in-progress ,  investment  and 
current  assets but  excluding accumulated def ici t .  

  

v i i i )  PE rat io = pr ice/earnings 

  

ix)  current  rat io = current  assets/current  l iabi l i t ies 

  

  

  

  

Question :  how does the cash f low analys is  help a business ent ity ?  

  

Answer :  cash f low analys i s  i s  an important  tool with the f inance manager 
for  ascertaining the changes in cash in hand and bank balances as from 

one date to another, dur ing the account ing year and also between two 

account ing periods. I t  shows inf lows and out f lows of cash i .e.  sources and 
appl icat ions of  cash during a part icular period. The procedure for  
preparat ion of cash f low statement ,  i t s  object ives and requi rements are 
covered in AS-3.  I t  i s  an important  tool  for  short -term analys i s ,  l ike other 

f inancial  statements, i t  i s  analysed to reveal s igni f icant  re lat ionships.  Two 

major  areas, that  analyst s examine whi le studying a cash f low statement  
are discussed as below: 

  

1) cash generat ing ef f iciency :  

              i t  i s  the abi l i ty of  a company to generate cash f rom i t s current  or  
cont inuing operat ions. Fol lowing rat ios are used for the purpose.  

  

i )  cash f low yield :  

cash f low yield = net  cash f low from operat ing act iv it ies/net  income 

  

i i )  cash f low to sales :  

cash f low to sales = net  cash f low f rom operat ing act iv it ies/net  sales 
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i i i )  cash f lows to assets :  

cash f low to assets = net  cash f low from operat ing act iv it ies/average 

total assets 

  

  

2) Free cash f low :  

              st r ict ly cash f low i s the amount  of cash that  remains after 
deduct ing funds that  the company has to commit  to cont inue operat ing 

at  i t s  planned level.  Such commitment  has to cover current  or cont inuing 
operat ions, interest ,  income tax, d iv idend, net  capital  expenditures and 

so on.  I f  the cash f low is posit ive, i t  means the company has met  al l  i t s  
planned commitment  and has cash avai lable to reduce debt  or  expand. 
A negat ive free cash f low means the company wi l l  have to sel l  

investments, borrow money or  i ssue stock in short -term to cont inue at  i t s  

planned level.  

  

  

3) others :  

              besides measur ing cash eff iciency and f ree cash f low, with the 

help of cash f low statement , the f inancial  analyst s also calculates a 
number of rat ios based on cash f igures rather than on earning f igures.  
Some of which are as below: 

  

i )  pr ice per share/free cash f low per share 

  

i i )  operat ing cash f low/operat ing prof i t  

i t  shows that  accrual  adjustments are not  having severe effect  on 
reported prof it s.  

  

i i i )  sel f- f inancing investment  rat io = internal  funding/net  investment  
act iv it ies 

i t  indicates how much of the funds generated by the business  are re-

invested in assets.  

  

  

  

  

Question :  what do you mean by funds f low analysis  ?  

  

Answer  :  Funds f low analysi s  i s  an important  long-term analys is  tool in the 

hands of f inance manager for ascertaining changes in f inancial  posi t ion 
of  f i rm between two account ing periods. I t  analyses reasons for  changes 

in f inancial  posi t ion between two balance sheets and shows the inf low 
and out f low of funds i .e.  sources and appl icat ion of funds dur ing a 
part icular  period.  

 I t  prov ides informat ion that  balance sheet  and prof it  and loss account  

fai l  to prov ide i .e. changes in f inancial posit ion of  an enterpr i se, which i s  
of  great  help to the users of f inancial  informat ion.   I t  i s  of great  help to 
management , shareholders ,  creditors ,  brokers , etc.  as i t  helps in 
answering the fol lowing quest ions:  
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-  where have the prof it s gone ? 

-  why there i s  an imbalance exist ing between l iquidity and prof itabi l i ty 
posit ion of  the enterpr i se ? 

-  why i s  the concern f inancial ly sol id inspi te of  losses ? 

  

• The projected funds f low statement  can be prepared for  budgetary 
cont rol  and capital  expenditure cont rol  in  the organisat ion.  A 

pro jected funds f low statement  may be prepared and resources 
properly al located after an analys is  of  present  state of  affai rs .  

• The opt imum ut i l i sat ion of avai lable funds i s  essent ial  for overal l  
growth of the enterpr i se. The funds f low statement  prepared in 

advance gives a clear-cut  di rect ion to the management  in thi s 
regard.  

• I t  i s  also useful  to management  for  judging the f inancial  operat ing 

performance of  the company and  indicates work ing capital  

posit ion that  he lps the management  in taking pol icy decis ions 
regarding div idend, etc.  I t  helps the management  to test  whether 

the work ing capital  i s  ef fect ively used or  not  and that  work ing  
capital  level i s  adequate or inadequate for  the requi rements of  
business.  

• I t  helps investors to decide whether company has funds managed 

properly,  indicates creditworthiness of  a company that  helps 
lenders to decide whether to lend money to the company or not . I t  
helps management  to make decis ions and decide about  the 
f inancing pol ic ies and capital  expenditure programme for  future.  

  

  
CHAPTER FOUR  

  
CAPITAL BUDGETING  

  
  

Question : Explain the meaning of capital  budgeting ?  

  

Answer : The term capi tal budget ing means planning for capital assets.  Capita l 
budget ing decision means the decis ion as to whether or not  to invest  in long-
term projects such as set t ing up of a factory or  instal l ing a machinery or  creat ing 
addi t ional  capac it ies to manufacture a par t  which at  present may be purchased 
from outs ide and so on. I t  includes the f inancial  analysis of  the var ious 
proposals regarding capi tal  expendi ture to evaluate their impact on the f inanc ial 
condi t ion of  the company for the purpose to choose the best out of  the various 
al ternat ives. The f inance manager has various tools  and techniques by means of  
which he ass ists the  management in tak ing a proper capita l budget ing decision.  
Capi tal  budget ing decis ion is thus,  evaluat ion of  expenditure decisions that 
involve current  out lays but  are l ike ly to  produce benef i ts  over  a per iod of  t ime 
longer than one year.  The benef i t  that ar ises from capi tal budget ing dec is ion 
may be ei ther in the form of increased revenues or reduced costs.  Such decis ion 
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requires evaluat ion of  the proposed project  to forecast  l ike ly or expected return 
from the pro ject and determine whether return f rom the project is  adequate.  Also 
as business is a part  of  society,  i t  is  i ts moral  respons ibi l i ty to undertake only 
those pro jects that are social ly  desirable.  Capi tal  budget ing decision is an 
important,  crucial  and cr i t ical business dec is ion due to :   
  

1) substantial  expenditure :  
capital  budget ing dec is ion involves the investment of  substant ial  amount of  
funds and is thus i t  is  necessary for a f i rm to make such decis ion  af ter a 
thoughtfu l cons iderat ion,  so as to resul t  in  prof i table use of scarce resources. 
Hasty and incorrect decis ions would not only resul t  in huge losses but would 
also account for  fai lure of  the f i rm.  
  

2) long t ime period :  
capital  budget ing dec is ion has i ts ef fect  over  a long per iod of  t ime,  they af fect  
the future benef i ts and a lso the f i rm and inf luence the rate and di rect ion of  
growth of  the f i rm.  
  

3) irreversibil i ty :  
most of  such dec is ions are i r reversible,  once taken,  the f i rm may not been in a 
pos it ion to reverse i t s impact .  This may be due to the reason, that i t  is  di f f icul t  
to f ind a buyer for second-hand capita l i tems.  
  

4) complex decision :   
capital  investment  decision involves an assessment of  fu ture events,  which in 
fact  are d if f icu lt  to predict ,  further,  i t  is  di f f icul t  to est imate in quant i tat ive terms 
al l  benef i ts  or costs relat ing to a part icu lar investment  decis ion.  
  

  

  

Question: discuss the various types of  capital  investment decisions?  

  

Answer : there are var ious ways to c lassi fy capi tal  budget ing decisions,  
genera l ly  they are  
classif ied as :   
  

1) on the basis of  the fi rm's existence :  
              capital  budget ing decis ions are taken by both newly incorporated and 
exist ing f irms.  New f i rms may  require to take dec is ion in respect of  selec t ion of  
plant to be instal led, whi le exist ing f irms may requi re to take decision to meet 
the requi rements of  new envi ronment or to face chal lenges of compet i t ion. These 
dec is ions may be classif ied into:   
  

i )  replacement and modernisation decisions : replacement and modernisat ion 
dec is ions a ims to improve operat ing ef f i ciency and reduce costs.  Usual ly,  plants  
require replacement due to they been economical ly  dead i .e.  no more economic 
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l i fe lef t  or  on they becoming technological ly outdated. The former dec is ion is of  
replacement  and lat ter  one of modernisat ion ,  however,  both these decis ions are 
cost reduct ion decisions.   
  

i i )  Expansion decision : exist ing successfu l  f i rms may exper ience growth in 
demand of the product  and may exper ience shortage or delay in del ivery due to 
inadequate product ion faci l i t ies and thus, would cons ider  proposals to add 
capacity to ex ist ing product l ines.  
  

i i i )  Diversi fication decisions :  these dec is ions require evaluat ion proposals to 
diversify in to new product  l ines, new markets ,  etc.  to reduce r isk of  fai lure by 
deal ing in dif ferent products or  operat ing in several markets.  expansion and 
diversif icat ion decis ions are revenue expansion dec is ions.  
  
  
2) on the basis of  decision si tuation :  
  
i )  mutually exclusive decisions : decis ions are said to be mutual ly  exclusive 
when two or more a lternat ive proposals are such that acceptance of  one would 
exclude the acceptance of the other.   
  

i i )  Accept-Reject decisions : the accept-e ject  decis ions occurs when proposals 
are independent and do not  compete wi th each other.  The f i rm may accept or 
reject  a proposal on the bas is of  a minimum return on the required investment .  
Al l  those proposals which have a h igher return than certain des ired rate of  
return are accepted and rest rejected.  
  

i i i )  Contigent decisions :  
cont igent dec is ions are dependable proposals,  investment in one requires 
investment in another.   
  

  

Question: what are the various projects evaluation techniques explain them 
in detai l  ?'  

  

  

Answer : At each point  of  t ime, bus iness manager ,  has to evaluate a number of  
proposals as regards various projects where he can invest money.  He compares 
and evaluates projects and dec ides which one to take up and which to reject .  
Apart  f rom f inanc ial  considerat ions,  there are many other factors cons idered 
whi le tak ing a capital budget ing decision. At  t imes a pro ject may be undertaken 
only to establ ish foothold in the market or for  bet ter welfare of  the soc iety as a 
whole or of  the business or  for increasing the safety and secur i ty of  workers,  or 
due to requirements of  law or because of  emot ional reasons for ins tance,  many 
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industr ia l  sector projec ts are taken up at home towns even i f  better locat ions are 
avai lab le.  The major cons iderat ion in tak ing a capital  budget ing decis ion is to 
evaluate i ts returns as compared to i ts investments.  Evaluat ion of  capi tal  
budget ing proposals have two dimens ions i .e .  prof i tabi l i ty  and r isk,  which are 
di rect ly related. Higher the prof i tabi l i ty ,  higher would be the r isk and v ice versa. 
Thus, the f inance manager has to str ike a balance between prof i tab i l i ty  and r isk.  
Fol lowing are some of the techniques used to evaluate f inancial  aspects of  a 
project  :   
  
1) payback period :  
              i t  is  one of the s implest  method to calcu late per iod w ith in which ent i re 
cost of  project would be completely recovered. I t  is the per iod within which total 
cash inf lows f rom project  would be equal  to total  cash out f low of project,  cash 
in f low means prof i t  af ter tax but before depreciat ion.  
  

merits:  
  

a) this method of evaluat ing proposals for capital budget ing is s imple and easy 
to understand, i t  has an advantage of  mak ing clear that i t  has no prof i t  on any 
project  unt i l  the payback per iod is over i .e.  unt i l  capi tal  invested is recovered.  
When funds are l imi ted, they may be made to do more by se lect ing projec ts 
hav ing shorter  payback per iods. This method is part icular ly sui table in the case 
of indust r ies where r isk of  technological  serv ices is very high. In such indust r ies,  
only those projects having a shorter  payback period should be f inanced since 
changing technology would make the pro jects tota l ly  obsolete,  before a l l  costs 
are recovered.   
  

b) in case of rout ine projects a lso use of payback per iod method favours 
projects that generates cash inf lows in ear l ier years,  thereby e l iminat ing pro jects 
br ing ing cash inf lows in later years that general ly  are conceived to be r isky as 
th is tends to increase with fu tur i ty .   
  

c) by st ressing ear l ier cash inf lows, l iqu id ity dimens ion is also cons idered in 
select ion cr i ter ia.  This  is    
important in s i tuat ions of  l iquidi ty crunch and high cost of  capi tal.   
  

d) payback per iod can be compared to break-even point ,  the point  a t  which costs 
are ful ly recovered but  prof i ts  are yet to commence.   
  

e) the r isk associated with a project ar ises due to uncerta inty associated wi th 
cash inf lows.  A shorter  payback period means that uncerta inty w ith respect to 
project  is  resolved faster .   
  
Limi tations : Technique of payback period is not a sc ient i f ic  one due to the 
fo l lowing reasons:  
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a) I t  s tresses capi tal  recovery rather than prof i tabi l i ty .  I t  does not take into 
account returns from the projec t af ter  i ts  payback per iod. For example :  pro ject 
A may have payback period of  3 years and project B of  8  years,  according to this 
method pro ject A would be selected,  however,  i t  i s poss ible that af ter 3 years 
project  B earns returns @ 20 % for another 3 years whi le project  A s tops 
y ielding returns af ter  2 years.  Thus,  payback period is not a good measure to 
evaluate where the compar ison is between 2 projects,  one involving long 
gestat ion per iod and the other y ield ing quick resul ts but for a short  period.  
  

b) this method becomes an inadequate measure of  evaluat ing 2 projects where 
the cash in f lows are uneven.  
  

c) th is method does not g ive any cons iderat ion to t ime value of money,  cash 
f lows occurr ing at  a l l  points of  t ime are s imply added.  This t reatment  is  in 
cont ravent ion of  the basic pr incip le of  f inancial analys is that  st ipulates 
compounding or discount ing of  cash f lows and when they arise at  di f ferent points 
of  t ime.   
               
                 Some accountants  calculate payback per iod af ter discount ing cash 
f lows by a pre-determined rate and the payback per iod so calcu lated is cal led 
"d iscounted payback period" .  
  
2) payback reciprocal  :  
              i t  is  reciprocal  of  the payback per iod. A major drawback of  the payback 
period method of capital  budget ing is that i t  does not indicate any cut  of f  per iod 
for the purpose of investment decis ion. I t  is ,  argued that reciprocal  of  payback 
would be a c lose approximat ion of  the internal  rate of  return i f  the l i fe of  the 
project  is  at  least twice the payback period and projec t generates equal  amount 
of  f inal cash inf lows.  In pract ice, payback reciprocal is a helpfu l tool  for quickly 
est imat ing rate of  return of  a project provided i ts l i fe  is  at  least twice the 
payback per iod.   

  

payback reciprocal = average annual cash inf lows/ in i t ia l  investment  
  

3) accounting or average rate of  return method (ARR):  
              account ing or average rate of  return means average annual  y ie ld on 
the project.  Under th is  method prof i t  af ter tax and depreciat ion as percentage of 
total  investment is considered.    
  
 rate of  return = (total prof i t  *  100)/ (net investments in the projec t * number of  
years of  prof i ts )  
              th is rate is  compared with the rate expected on the projects,  had the 
same funds been invested a lternat ive ly in those projects.  Somet imes, the 
management compares th is rate with min imum rate known as cut -of f  rate.  
  
Meri ts :  
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              I t  is  a simple and popular method as i t  is  easy to understand and 
includes income f rom the project throughout i ts l i fe.  
  
Limi tations :  
              i t  is  based upon crude average prof i ts of  the future years.  I t  ignores 
the ef fect  of  f luctuat ions in prof i ts  f rom year to year.  And thus ignores t ime value 
of money which is very  important in capital budget ing decis ions.  
  
4) net present value method :  
              the best  method for evaluat ion of  investment  proposal  is  net present  
value method or d iscounted cash f low technique. This method takes into account  
the t ime value of money. The net present value of investment  proposal may be 
def ined as sum of the present values of a l l  cash inf lows as reduced by the  
present va lues of  al l  cash out f lows associated with the proposal.  Each project 
involves certa in investments and commitment  of  cash at certa in point  of  t ime. 
This is  known as cash outf lows.  Cash inf lows can be calculated by adding 
depreciat ion to prof i t  a f ter tax  ar is ing out of  that part icular pro ject .   
  

NPV = CF0 / (1+K)0  + CF1 / (1+K)1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . .+ CFn / (1+K)n     
  

                                   = Σ ( t=0 to n) CF t / (1+K) t   
  

Where,  
NPV = Net  present value of a project  
CF0  =  Cash outf lows at  the t ime 0(zero).   
CF t  =  Cash f lows at  the end of year t ( t  = 0 to n) i .e.  the dif ference between cash 
in f low and outf low).   
K = Discount rate  
n = L ife of  the pro ject  
  

  

• Discounting cash inflows : Once cash inf lows and out f lows are 
determined, next step is to discount  each cash inf low and work out  i ts 
present va lue. For the purpose, discount ing rates  must be known. 
Normal ly,  the discount ing rate equals  the opportunity cost of  capi tal  as  a 
project  must earn at  least  that much as is paid out  on the funds locked in 
the project.  The concept of  present value is easy to understand .To 
calcu late present value of var ious cash in f lows reference shal l  be had to 
the present  value table.   
  

• Discounting cash outflows : The cash out f lows also requires discount ing 
as the whole of  investment is  not made at the ini t ial  s tage i tsel f  and wi l l  
be spread over a period of  t ime. This may be due to interest- f ree deferred 
credi t  fac i l i t ies f rom suppl iers of  plant or  some other reasons. Another 
change in cash f lows to be considered in the capital  budget ing dec is ion is 
the change due to requirement of  working capi tal.  Apart  f rom investment 
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in  f i xed assets,  each project  involves commitment of  funds in working 
capital .  The commitment on this account may arise as soon as the plant 
star ts product ion. The work ing capital  commitment ends after the f ixed 
assets of  the project are so ld out.  Thus,  whi le considering the total  
outf lows, work ing capi tal  requirement must also be cons idered in the year 
the p lant  starts  product ion. At the end of  the project ,  the work ing capi tal 
wi l l  be recovered and can be treated as cash inf low of last  year.  

• Acceptance rule : A project  can be accepted i f  NPV is posi t ive i .e.  NPV > 
0 and rejec ted; i f  i t  is  negat ive i .e.  NPV < 0. I f  NPV = 0, project may be 
accepted as i t  impl ies a projec t generates cash f lows at the rate jus t  
equal  to the opportunity cost of  capi tal.   
  

Meri ts :   
  

1) NPV method takes into account the t ime value of money.  
  

2) The whole stream of  cash f lows is  considered.  
  

3) NPV can be seen as addit ion to the weal th of  shareholders.  The cr i ter ion of  
NPV is thus in conformity wi th basic f inancial  object ives.  
  

4) NPV uses d iscounted cash f lows i .e.  expresses cash f lows in terms of current 
rupees. NPV's of  d if ferent projects therefore can be compared.  I t  impl ies that  
each project can be evaluated independent of  others on i ts own mer i ts.   
  

Limi tations :  
  

1) I t  involves di f ferent calcu lat ions.  
  

2) The appl icat ion of  this method necessitates forecast ing cash f lows and the 
discount rate.  Thus accuracy of  NPV depends on accurate est imat ion of  these 2 
factors  that  may be qui te di f f icul t  in real i ty .   
  

3) The ranking of projects depends on the discount rate.   
  

5) Desirabil i ty factor/Profi tabil i ty Index :  
              In cases of,  a number of  capita l expenditure proposals,  each involv ing 
di f ferent  amounts of  cash inf lows, the method of working out  desi rabi l i ty  factor  
or prof i tabi l i ty index is fol lowed. In general terms, a pro ject  is  acceptable i f  i ts  
prof i tab i l i ty  index value is greater than 1.  
  

Meri ts :   
  

1) This method also uses the concept of  t ime value of money.  
  

2) I t  is a bet ter projec t  evaluat ion technique than NPV.  
  



Page 54 of 109 
 

https://www.facebook.com/icainews 
 

  

Limi tations of Profi tabil i ty  index :  
  

1) Prof i tabi l i ty index fa i ls  as a guide in resolv ing 'capi ta l rat ion ing '  where 
projects are ind iv isible.  Once a s ingle large project  with high NPV is se lected,  
possibi l i ty  of  accept ing several smal l  projects  that together may have h igher 
NPV, then a s ingle project is  excluded.  
  

2) Situat ions may ar ise where a project  se lected with lower prof i tabi l i ty  index 
may generate cash f lows in such a manner that another pro ject can be taken up 
one or  two years later,  the to tal  NPV in such case being more than the one with 
a project  hav ing h ighest  Prof i tabi l i ty Index.  
  

              The prof i tabi l i ty  index approach thus, cannot be used indiscr iminate ly 
but a l l  other type of alternat ives of  projects would have to be worked out.   
  

6) Internal Rate of Return(IRR) :  
              IRR is that  rate of  return at  which the sum total of  d iscounted cash 
in f lows equals to d iscounted cash out f lows.  The IRR of  a project is  the discount 
rate that makes the net  present value of  the project  equal to zero.  
  

CO0  = CF0 / (1+r)0  + CF1 / (1+r)1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . .+ CFn / (1+r)n  + (SV + 
WC)/ (1+r)n   

 = Σ ( t=0 to n) CF t / (1+r) t  + (SV + WC)/ (1+r)n  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Where,  
CO0  =  Cash outf lows at  the t ime 0(zero) .   
CF t  =  Cash f lows at  the end of year t .   
r  = Discount  rate  
n = L ife of  the pro ject  
SV & WC = Salvage value and Working capita l at  the end of 'n '  years.  
  
              The d iscount  rate i .e.  cost of  capi tal  is  assumed to be known in the 
determinat ion of  NPV, whi le in the IRR, the NPV is set  at  0(zero) and d iscount 
rate sat isfy ing this condi t ion is determined. IRR can be interpreted in 2 ways :  
  
1) IRR represents the rate of  return on the unrecovered investment  balance in  
the project.  
  
2) IRR is the rate of  return earned on the  int ial  investment made in the project .  
  
              I t  may not  be possible for al l  f i rms to reinvest intermediate cash f lows 
at a rate of  return equal  to the projec t 's IRR,  hence the f i rst  interpretat ion seems 
to be more real is t ic .  Thus,  IRR should be v iewed as the rate of  return on 
unrecovered balance of project rather than compounded rate of  return on ini t ia l  
investment over the l i fe of  the pro ject .  The exact rate of  in terpolat ion as fol lows 
:  
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IRR  = r  + [ (PVCFAT  -  PVC0 ) / PV * r  

  
Where,  
PVCFAT  = Present value of cash inf lows (DF r  *  annuity )  
PVC0  =  Present value of  cash out lay  
r  = Ei ther  of  2 interest  rates used in theformula  

r  = Dif ference ininterest rates  
PV = Di f ference in present  values of inf lows  

  
Acceptance Rule:  
The use of IRR,  as a cr i ter ion to accept capi tal  investmentdecis ion involves a 
compar ison of  IRR with requi red rate of  return ca l led as Cutoff  ra te.  The pro ject 
should the accepted i f  IRR is greater than cut  of f  rate. I f  IRR is equal  to cut of f  
rate the f i rm is indi f ferent.  I f  IRR less than cutoff  rate,  the pro ject i s rejected.  
  
Meri ts:  
  
1) This method  makes use of the concept of  t ime value ofmoney.  
  
2) Al l  the cash f lows in  the project areconsidered.  
  
3) IRR is eas ier  to use as instantaneous understanding ofdesirabi l i ty  is  
determined by comparing i t  wi th  
the cost  of  capi tal .  
  
4) IRR technique helps  in achieving the objec t ive ofmin imisat ion of  shareholders 
weal th.  
  
Demeri ts:  
  
1) The calculat ion process is tedious i f  there are more thanone cash out f low 
in terspersed between the cash inf lows then there would bemult iple IRR's,  the 
in terpretat ion of  which is di f f icult .  
  
2) The IRR approach creates a pecul iar s i tuat ion i f  wecompare the 2 projec ts 
wi th d if ferent  inf low/outf low pat terns.  
  
3) I t  is assumed that under this method al l  fu ture cashinf lows of a proposal are 
reinvested at  a rate equal  to IRR which is  ar idiculous assumpt ion.  
  
4) In case of mutual ly exclus ive pro jects,  investmentopt ions have considerably 
di f ferent  cash out lays.  A project w ith large fundcommitments but lower IRR 
contr ibute more in  terms of absolute NPV and increasesthe shareholders '  wealth 
then dec is ions based only on IRR may not  becorrect.  
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Question : What is the significance of cut off  rate?  

  
Answer :  Cut of f  rate is the minimum that  the management wishes to have from 
any project,  usual ly i t is based on cost of  capital.  The technical  calculat ion of  
cost of  capita l involves a compl icated procedure, as a concern procures funds 
from any sources i.e.  equi ty shares,  capi tal  generated from its own operat ions 
and retained ingeneral  reserves i .e.  retained earnings,  debentures,  preference 
share capi tal , long/short  term loans, etc.  Thus, the f i rm's cost of  capi ta l can be 
known onlyby working out weighted average of the var ious costs  of  rais ing 
various types ofcapital .  A f i rm should not  and would not invest in projects 
y ielding returns ata rate below the cut of f  rate.  
  
  
  
  

Question : Distinguish between desirabi l i ty factor,  NPV andIRR method of 
ranking projects?  

  
Answer : In case of anundertaking having 2 or more compet ing  pro jects and a 
l imited amount of  fundsat  i ts disposal ,  the quest ion of  ranking the projec ts 
ar ises. For every  project,desirabi l i ty factor and NPV method would give the 
same s ignal i .e.  accept  orreject .  But,  in case of mutual ly  exclus ive projects,  NPV 
method is preferred dueto the fact  that NPV indicates economic contr ibut ion of  
the project in absoluteterms. The project g iv ing h igher economic cont r ibut ion 
ispreferred.  
              As regards NPV vs.IRR method, one has to cons ider the bas ic 
presumption under each. In case ofIRR, the presumpt ion is that  intermediate 
cash inf lows wil l  be reinvested at therate i .e .  IRR, whi le that  under NPV is that 
in termediate cash inf lows arepresumed to be reinvested at the cut of f  rate.  I t  i s 
obv ious that  reinvestmentof funds at cut  of f  rate is possib le than at  the internal 
rate of  return,  whichat t imes may be very high. Hence the NPV obta ined after 
discount ing at  a f ixedcut of f  rate are more rel iab le for  ranking 2 or  more projects 
than theIRR.  
  
  
  
  

Question : Wri te a note on capital  rationing?  

  



Page 57 of 109 
 

https://www.facebook.com/icainews 
 

Answer :Usual ly,  f i rmsdec ide maximum amount that  can be invested in capital 
projects,  during a g ivenper iod of  t ime, say a year.  The f i rm, then at tempts to 
select a combinat ion of investment proposals,  that w i l l  be within specif ic  l imi ts 
provid ing maximumprof i tabi l i ty  and rank them in descending order as per thei r 
rate of  return, this is  a capital  rat ioning s ituat ion. A f i rm should accept a l l  
investmentprojects with posit ive NPV, with an object ive to max imise the wealth 
ofshareholders.  However,  there may be resource constra ints due to which a f i rm 
mayhave to select  f rom amongst various pro jects.  Thus,  there may arise a 
s i tuat ionof  capital rat ioning where, there may be internal or external  const raints 
onprocurement of  funds needed to invest  in  al l  investment proposals wi th 
pos it i veNPV's.  Capi tal  rat ion ing can be experienced due to external fac tors ,  
mainly imperfect ions in capi tal  markets at t r ibutable to non-avai lab i l i ty of  
market information, investor at t i tude, and so on. Internal  capita l rat ioning is due 
toself - imposed rest r ict ions imposed by management  as, not  to raise addi t ional  
debtor  lay down a specif ied minimum rate of  return on each pro ject.  There 
arevar ious ways of resort ing to capi tal  rat ion ing.  I t  may put up a cei l ing when 
i thas been f inancing investment  proposals only by way of reta ined earnings 
i .e.ploughing back of  prof i ts .  Capita l rat ioning can also be int roduced by 
fo l lowingthe concept of  'Respons ibi l i ty  Account ing ',  whereby management may 
in troducecapita l rat ion ing by author is ing a part icular department to invest upto 
aspecif ied l imit ,  beyond which decisions would be taken by the higher-
ups.Select ion of  a project  under capital rat ioning involves :  
  
1) Ident i f icat ion of  the projects that can be accepted byus ing evaluat ion 
technique as  d iscussed.  
  
2) Select ion of  the combinat ion ofprojects.  
  
In capita l rat ioning,  i t  would be desirable to acceptseveral  smal l  investment  
proposals than a few large ones, for a fu l lerut i l isat ion of  the budgeted amount.  
This would resul t  in accept ing relat ive ly less prof i table investment  proposals i f  
fu l l  ut i l isat ion of  budget is  a pr imaryconsiderat ion. I t  may also mean that the f i rm 
forgoes the next prof i table investment fol lowing af ter the budget cei l ing, even i f  i t  
is  est imated to y ielda rate of  return higher than the requi red rate.  Thus capita l 
rat ioning does notalways lead to opt imum resul ts.  
  
  
  

Question : Discuss the estimation of future cash flows?  

  
Answer : In order touse any technique of  f inanc ial evaluat ion, data as regards 
cash f lows from theproject is  necessary,  implying that costs of  operat ions and 
returns from theproject  for a considerable per iod in future should be est imated. 
Future,  isalways uncerta in and predict ions can be made about  i t  only with 
reference tocertain probabi l i ty levels,  but,  st i l l  would not be exact,  thus,  cash 
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f lows areat best only a probabi l i ty .  Fol lowing are the various stages or steps 
used indeveloping relevant  informat ion for cash f low analysis :  
  
1)Estimation of costs:To est imate cash out f lows, informat ion as regards 
fo l lowingare needed which may be obtained f rom vendors  or contractors  or by 
in ternalest imates :  
  
i )  Cost of  new equipment ;  
  
i i )  Cost of  removal and d isposal of  o ld equipment less scrapvalue;  
  
i i i )  Cost  of  preparing the s ite and mount ing of  newequipment;  and  
  
iv ) Cost of  anc i l lary serv ices required for new equipmentsuch as new conveyors  
or new power suppl ies and so on.  
  
              The vendor may haverelated data on costs of  s imilar equipment or  the 
company may have to est imatecosts f rom i ts  own exper ience. But ,  cost  of  a new 
project  spec ial ly  the oneinvolv ing long gestat ion per iod, must be est imated in 
v iew of the changes inprice levels in the economy. For  instance high rates of  
in f lat ion has causedvery h igh increases in the cost  of  var ious capi tal  projects.  
The impact ofpossible inf lat ion on the value of capital  goods must thus,  be 
assessed andest imated in work ing out est imated cash outf low. Many f i rms work 
out a speci f ic index showing changes in pr ice levels of  capi tal  goods such as 
bui ldings,machinery,  plant and machinery,  etc.  The index is used to est imate the 
l ike ly increase in costs for future years and as per i t ,  est imated cash outf lows 
areadjusted.  Another adjustment  required in cash out f lows est imates is 
thepossib i l i ty of  de lay in the execut ion of  a projec t depending on a number 
of factors,  many of  which are beyond the management 's cont ro l.  I t  is  
imperat ivethat an est imate may be made regarding the increase in project  cost  
due to delaybeyond expected t ime. The increase would be due to many factors 
as inf lat ion, increase in  overhead expenditure,  etc.  
  
2)Estimation of additional  working capitalrequirements:The next  step is 
toascerta in addi t ional  work ing capital  required for f inancing increased act iv i tyon 
account of  new capi tal  expenditure project.  Projec t  planners of ten do nottake 
in to account  the amount  requi red to f inance the increase in addit ionalworking 
capital  that may exceed amount  of  capi tal  expendi ture required.  Unlessand unt i l  
th is factor is taken in to account ,  the cash outf low wi l l  remain incomplete.  The 
increase in working capi tal requi rement ar ises due to the needfor maintain ing 
higher sundry debtors,  stock-in-hand and prepaid expenses,  etc.The f inance 
manager should make a carefu l est imate of  the requi rements ofaddi t ional  
work ing capital .  As the new capi tal project commences operat ion,  cashoutf lows 
requirement should be shown in terms of  cash outf lows. At the expiry of the 
usefu l l i fe of  the pro ject,  the work ing capi tal  would be released and can bethus,  
t reated as cash in f low.  The impact of  inf lat ion is a lso to be brought  intoaccount,  
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whi le work ing out cash out f lows on account  of  working capita l.  In aninf lat ionary 
economy, working capi ta l requirements  may r iseprogressively eventhough there 
is increase in act iv i ty  of  a new project.  This is because the valueof stock, etc.  
may r ise due to in f lat ion,  hence,  addit ional working capi tal requi rements on this 
account should be shown as cash outf lows.  
  
3)Estimation of production and sales:Planning for a new project  requires 
anest imate of  the product ion that i t  would generate and the sale that i t  
wouldentai l .  Cash inf lows are highly dependent on the est imat ion of  product ion 
andsales levels.  This dependence is due to pecul iar nature of  f ixed cost.  
Cashinf lows tend to increase considerably af ter the sa les are above the break-
evenpoint .  I f  in a year,  sa les are below the break-even point ,  which is 
qui teposs ible in a large capi tal  intensive project  in the ini t ia l  year of  
i tscommercial  product ion, the company may even have cash out f lows in terms 
of losses. On the bas is  of  addi t ional product ion units that can be sold and priceat 
which they may be sold,  the gross revenues from a project can be worked out . In 
doing so however,  possibi l i ty  of  a reduct ion in sa le pr ice, int roduct ion ofcheaper 
or more eff ic ient  product by compet i tors,  recession in the marketcondi t ions and 
such other factors are to be considered.     
 
4)Estimation of cash expenses: In thisstep, the amount of  cash expenses to be 
incurred in running the projec t af ter i tgoes into commercial product ion are to be 
est imated. I t  is obvious thatwhichever level o f  capacity ut i l isat ion is  at tained by 
the project,  f ixed costsremains the same. However,  variable costs vary with 
changes in the level ofcapaci ty ut i l isat ion.  
  
5)Working out cash inflows:The di f ference between gross revenues and cash 
expenses hasto be adjusted for taxat ion before cash inf lows can be worked out.  
In v iew ofdepreciat ion and other taxable expenses, etc.  the tax l iabi l i ty  of  the 
companymay be worked out.  The cash inf low would be revenues less cash 
expenses andl iabi l i ty for taxat ion.  
  
              One problem is of t reatment of  dividends and interest.  Some 
accountants suggest that interestbeing a cash expense is to be deducted and 
div idends to be deducted f rom cashinf lows. However,  this seems to be incorrect .  
Both div idends and interest involve a cash outf low,  the fact  
remains that these const i tute cost of  capita l,  hence,  i fd iscount ing rate,  is  i tsel f  
based on the cost of  capi tal,  interest  on long termfunds and div idends to equity 
or preference shareholders should not be deductedwhi le work ing out  cash 
in f lows. The rate of  return y ie lded by a projec t at  acer ta in rate of  return is 
compared with cost of  capital  for determining whethera part icular  projec t can be 
taken up or not.  I f  the cost  of  capi tal  becomespart  of  cash outf lows,  the 
compar ison becomes v it iated. Thus, capi tal  cost  l ike interest on long term funds 
and dividends should not  be deducted f rom grossrevenues in order to work out 
cash inf lows.  Cash in f lows can also be worked outbackwards, on adding interest 
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on long term funds and depreciat ion to net prof i tsand deduct ing l iab i l i ty for 
taxat ion for  the year.  
  
  
  

Question : Wri te a note on social benefi t analysis?   

  
Answer : I t  is  be ingincreas ingly recognised that commercial  evaluat ion of  
industr ia l  projects is  notenough to just i fy  commitment of  funds to a projec t 
special ly ,  i f  i t  belongs tothe publ ic sector and i r respect ive of  i ts  f inanc ial  
v iabi l i ty ,  i t  is  to beimplemented in the long term interest of  the nat ion. In the 
context of  thenat ional pol icy of  mak ing huge publ ic  investments in various 
sectors of  theeconomy,  the need for a pract ical  method of  mak ing social  cost 
benef i t  analysishas acquired great urgency. Hundreds of  c rores of  rupees are 
commit ted everyyear to var ious publ ic projec ts of  al l  types - industr ia l ,  
commercial  and thoseprovid ing basic inf rast ructure faci l i t ies,  e tc.  Analys is of  
such pro jects has tobe done with reference to socia l costs and benef i ts  as they 
cannot be expectedto y ield an adequate commercial  return on the funds 
employed,  at  least dur ingthe short  run. Soc ial  cost  benef i t  analysis is  important  
for pr ivatecorporat ions hav ing a moral responsibi l i ty to undertake social ly  
des irableprojects.  In analysing various alternat ives of  capi tal expendi ture,  a  
pr ivatecorporat ion should keep in view the social  cont r ibut ion aspect.  I t  can thus 
beseen that  the purpose of social  cost benef i t  analysis technique is not  
toreplace the ex ist ing techniques of f inanc ial analysis but to  supplement 
andst rengthen them. The concept of  social  cost  benef i t  analysis has 
progressedbeyond the stage of intel lectual  speculat ion.  The p lanning 
commission hasalready decided that  in future,  the feasib i l i ty  studies for publ ic 
sectorprojects wi l l  have to inc lude an analysis of  the socia l rate of  return. In 
caseof pr ivate sector a lso,  a social ly  benef ic ial  pro ject may be more 
eas i lyacceptable to the government and thus, this analys is  would be relevant 
whi legrant ing various l icenses and approvals,  etc.  Also, i f  the private 
sector includes socia l cost  benef i t  analys is in i ts project evaluat ion techniques, 
i twi l l  ensure that i t  is  not  ignor ing i ts  own long-term interest,  as in the longrun 
only those projects wi l l  surv ive that are soc ial ly  benef icial  and acceptableto 
society.  
  
Need for Social Cost Benefit Analysis (SCBA):  
  
1) Market  pr ices used to measurecosts and benef i ts  inpro ject  analysis do not  
represent  soc ial values due to market imperfect ions.  
  
2) Monetary cost benef i t  analysis fa i ls  to consider  theexternal i t ies or external 
ef fects of  a pro ject.  The external ef fects can beposi t ive l ike development of  
in frast ructure or negat ive l ike pol lut ion andimbalance in environment .  
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3) Taxes and subsidies are monetary costs and gains, but these are only t ransfer 
payments from socia l v iewpoint and thus ir relevant .  
  
4) SCBA is essent ial  for measur ing the redist r ibut ion ef fec tof  benef i ts  of  a 
project  as benef i ts  going to poorer sect ion are more important than one going to 
sect ions which are economical ly  better of f .  
  
5) Pro jects manufactur ing l iqueur and cigaret tes  are notdist inguished f rom those 
generat ing elect r ic i ty  or producing necessi t ies of l i fe.  Thus, mer it  wants  are 
important appraisa l c r i ter ion forSCBA.  
  
              The importantpubl icat ion on the technique of  social cost  benef i t  
analysis are those by theUnited Nat ions Industr ial  Development 
Organisat ion(UNIDO) and the Centre forOrganisat ion of  Economic  Cooperat ion 
and Development(OECD).  Both publ icat iondeal  with the problem of measur ing 
socia l costs and benef i ts .  In th is context, i t  is  essent ial  to understand that actual 
cost or  revenues do not essent ial ly ref lec t  cost or benef i t  to the society.  I t  is  so, 
because the market  pr ice ofgoods and serv ices are of ten grossly distorted due 
to var ious art i f ic ial rest r ict ions and cont rols f rom author i t ies.  Thus,  a d if ferent  
yardst ick is  to beadopted in evaluat ing a part icular proposal and i ts  cost benef i t  
analysis areusual ly valued at  "opportuni ty cost" or shadow pr ices to judge the 
real  impactof  their burden as costs to society .  The soc ial  cost valuat ion 
somet imescomplete ly changes the est imates of  working resul ts of  aproject .   
  

  

Question : Is there any relationship between risk andreturn, i f  yes, of what 
sort?  

  
Answer :   
Risk:The term r isk wi th reference to investment  dec is ion isdef ined as the 
variab i l i ty  in actual  return emanat ing f rom a project  in futureover i ts  working l i fe 
in  re lat ion to  the est imated return as forecasted at thet ime of in i t ia l  capi tal  
budget ing decisions.  Risk is  d if ferent iated w ithuncertainty and is def ined as a 
s i tuat ion where the fac ts and f igures are notavai lable or  probabi l i t ies cannot  be 
assigned.  
  
Return: I t  cannot  be denied that  return is themotivat ing force and the princ ipal  
reward to the investment process. The returnmay be def ined in terms of :  
  
1) real ised return i .e.  the return which was earned or couldhave been earned, 
measur ing the real ised return a l lows a f i rm to assess how thefuture expected 
returns may be.  
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2) expected return i .e.  the return that the f irm ant ic ipatesto earn over some 
future per iod. The  expected return is a predicted return andmay or  may not 
occur.     
              For,  a f i rm thereturn f rom an investment is  the expected cash inf lows.  
The return may bemeasured as the total  ga in or loss to the f i rm over  a given 
period of  t ime andmay be def ined as percentage on the ini t ia l  amount invested.  
  
Relationship between risk and return:The main object iveof f inancial  
management is to maximise wealth of  shareholders '  as ref lected inthe market  
pr ice of  shares,  that  depends on r isk-return characterist ics of  thef inanc ial  
dec is ions taken by the f irm. I t  also emphas izes that r isk and returnare 2 
important determinants  of  value of a share.  So, a f inance manager as 
alsoinvestor,  in  genera l has to consider the r isk and return of  each and 
everyf inancial  decis ion. Acceptance of  any proposal does not al ter  the bus iness 
r iskof f i rm as perceived by the suppl ier of  capi tal ,  but ,  di f ferent 
investmentprojects would have di f ferent degree of r isk.  Thus,  the importance of 
r iskdimension in capita l budget ing can hardly be over-st ressed. In fact ,  r isk 
andreturn are c losely related, investment pro ject  that is expected to yield 
highreturn may be too r isky that i t  causes a s ign if icant  increase in  the 
perceivedr isk of  the f irm. This t rade of f  between r isk and return would have a 
bear ing onthe investor '  percept ion of  the f i rm before and after  acceptance of a 
specif icproposal .  The return f rom an investment dur ing a g iven period is equal  to 
thechange in value of  investment  p lus any income received from investment.  I t  
is thus,  important  that any capita l or revenue income from investments to 
investormust be included, otherwise the measure of  return wi l l  be def ic ient .  The 
returnf rom investment cannot be forecasted with certa inty as there is r isk that 
thecash inf lows f rom projec t may not  be as expected. Greater the 
variab i l i tybetween the est imated and actual  return,  more r isky  is  thepro ject .   
      
  
  
  
  
 

CHAPTER FIVE  
  

LEVERAGE  
  
  

Question : Discuss the concept of leverage and i ts types ?  

  
Answer :  the term leverage general ly ,  refers  to a re lat ionship between 2 
in terrelated var iables. In f inanc ial analys is,  i t  represents the inf luence of one 
f inancia l var iab le over some other re lated f inanc ial var iable.  These f inancia l 
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variab les may be costs ,  output,  sales revenue, EBIT (Earn ings Before Interest  
and Tax),  EPS (Earn ings Per Share),  etc.   
  
Types of leverages :  Commonly used leverages are of  the fol lowing type :  
  
1) Operating Leverage :  
I t  is  def ined as the "f i rm's abi l i ty  to use f ixed operat ing costs  to magni fy ef fects 
of  changes in sales on i ts  EBIT ".  When there is an increase or decrease in 
sales level the EBIT also changes. The effect  of  changes in  sales on the level 
EBIT is measured by operat ing leverage.  
  
Operat ing leverage = % Change in EBIT /  % Change in sa les  
                           =  [ Increase in EBIT/EBIT]  /  [ Increase in sales/sales]  
  
Signi ficance of operating leverage : Analysis of  operat ing leverage of a f i rm is  
usefu l to the f inancial manager.  I t  tel ls the impact of  changes in sales on 
operat ing income. A f irm hav ing higher D.O.L. (Degree of Operat ing Leverage) 
can exper ience  a magni f ied ef fect  on EBIT for even a smal l  change in sales 
level.  Higher D.O.L.  can dramat ica l ly increase operat ing prof i ts .  But ,  in case of 
dec l ine in sa les level,  EBIT may be wiped out  and a loss  may be operated. As 
operat ing leverage, depends on f ixed costs ,  i f  they are h igh,  the f i rm's operat ing 
r isk and leverage would be h igh.  I f  operat ing leverage is h igh,  i t  automatical ly  
means that the break-even point  would a lso be reached at a h igh level  of  sales.  
Also, in case of  high operat ing leverage, the margin of  safety would be low.  
Thus, i t  i s preferred to operate suff ic ient ly above the break-even point  to avoid 
the danger of  f luctuat ions in sales and prof i ts .  
  
2) Financial Leverage :  
I t  is  def ined as the abi l i ty  of  a f i rm to use f ixed f inancial  charges to magnify the 
ef fects of  changes in EBIT/Operat ing prof i ts ,  on the f i rm's earnings per share.  
The f inanc ial  leverage occurs when a f i rm's capi tal  structure contains obl igat ion 
of  f ixed charges e.g.  interest on debentures,  div idend on preference shares,  etc.  
along with owner 's equity to enhance earnings of equity shareholders.  The f ixed 
f inancia l charges do not  vary  with the operat ing prof i ts or EBIT. They are f ixed 
and are to be repaid  i rrespect ive of  level  of  operat ing prof i ts  or EBIT. The 
ordinary shareholders of  a f i rm are ent i t led to res idual income i.e.  earn ings af ter 
f ixed f inancial charges. Thus, the ef fect  of  changes in operat ing prof i t  or EBIT 
on the level of  EPS is measured by f inancial  leverage.  
  
Financ ial leverage = % change in EPS/% change in EBIT  

or  
                          = ( Increase in EPS/EPS)/{ Increase in EBIT/EBIT}  
The f inanc ial  leverage is favourable when the f i rm earns more on the 
investment/assets f inanced by sources having f ixed charges.  I t  is  obv ious that  
shareholders gain a s i tuat ion where the company earns a h igh rate of  return and 
pays a lower rate of  return to the suppl ier of  long term funds,  in such cases i t  is 
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cal led ' t rad ing on equi ty ' .  The f inanc ial leverage at the levels of  EBIT is  cal led 
degree of f inancia l leverage and is  calculated as rat io of  EBIT to prof i t  before 
tax.  
  

Degree of  f inanc ial  leverage = EBIT/Prof i t  before tax  
Shareholders gain in a s i tuat ion where a company has a high rate of  return and 
pays a lower rate of  in terest to  the suppl iers of  long term funds. The d if ference 
accrues to the shareholders .  However,  where rate of  return on investment  fal ls  
below the rate of  interest ,  the shareholders suffer,  as  thei r earnings fal l  more 
sharply than the fa l l  in the return on investment.  
  
Financ ial leverage helps the f inance manager in designing the appropr iate 
capital  st ructure. One of the object ive of  p lanning an appropriate capi tal  
structure is to max imise return on equity shareholders ' funds or  maximise EPS.  
Financ ial leverage is double edged sword i .e.  i t  increases EPS on one hand,  and 
f inancia l r i sk on the other.  A high f inanc ial  leverage means high f ixed costs and 
high f inanc ial  r isk  i .e.  as the debt component  in capital structure increases,  the 
f inancia l r i sk a lso increases i .e.  r isk of  insolvency increases. The f inance 
manager thus, is required to t rade of f  i .e.  to br ing a balance between r isk and 
return for determin ing the appropr iate amount of  debt  in the capi tal  st ruc ture of  
a f i rm. Thus, analys is of  f inancial  leverage is  an important tool  in  the hands of  
the f inance manager who are engaged in f inanc ing the capital  st ructure of  
bus iness f i rms, keeping in v iew the object ives of  thei r f i rm.  
  
3) Combined leverage :  
Operat ing leverage explains operat ing r isk  and f inancial  leverage explains the 
f inancia l r i sk of  a f i rm.  However,  a f i rm has to look in to overal l  r isk or total  r isk 
of  the f i rm i .e.  operat ing r isk as also f inanc ial  r isk.  Hence, the combined 
leverage is the result  of  a combinat ion of  operat ing and f inancial  leverage.  The 
combined leverage measures the effect  of  a % change in sales on % change in 
EPS.  
  
Combined Leverage = Operat ing leverage * Financia l leverage  
                             = (% change in EBIT/% change in sales) * (% change in 
EPS/% change in EBIT)  
                             =  % change in EPS/% change in sales  
  
The rat io of  cont r ibut ion to earnings before tax,  is  given by a combined effect  of  
f inancia l and operat ing leverage. A high operat ing and high f inanc ia l leverage is 
very r isky, even a smal l  fa l l  in sa les would af fec t  t remendous fa l l  in EPS. A 
company must thus, maintain a proper balance between these 2 leverage. A high 
operat ing and low f inanc ial leverage ind icates that  the management  is  carefu l as 
higher amount of  r i sk involved in high operat ing leverage is balanced by low 
f inancia l leverage.  But ,  a more preferable s i tuat ion is  to have a low operat ing 
and a high f inanc ial  leverage. A low operat ing leverage automat ica l ly implies 
that  the company reaches i ts  break-even point  at  a  low level  of  sales,  thus, r isk 
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is  d iminished. A highly caut ious and conservat ive manager would keep both i ts  
operat ing and f inancia l  leverage at very low levels.  The approach may,  mean 
that  the company is losing prof i table opportuni t ies .  
  
The study of  leverages is essent ial  to def ine the r isk undertaken by the 
shareholders.  Earnings avai lable to shareholders f luctuate on account of  2 r isks, 
v iz.  operat ing r isk i .e.  variab i l i ty  of  EBIT may ar ise due to variabi l i ty  o f  sales 
or/and expenses. In a given env ironment,  operat ing r isk cannot be avoided.  The 
variab i l i ty  of  EPS or return on equity depends on the use of  f inancial  leverage 
and is termed as f inancial  r isk.  A f i rm f inanced total ly  by equity f inance has no 
f inancia l r i sk,  hence i t  cannot be avoided by el iminat ing use of borrowed funds. 
Thus, a company has to consider i ts l ikely prof i tabi l i ty  pos it ion set before 
dec iding upon the capi ta l mix of  the company,  as i t  has far reaching implicat ions 
on the f inanc ial  pos it ion of  the company.  
  

  

Question : What is the effect of leverage on capital  turnover and working 
capital  ratio ?  

  
Answer : An increase in sales improves the net  prof i t  rat io,  raising the Return 
on Investment (R.O.I ) to a h igher level.  This however,  is  not poss ible in al l  
s i tuat ions, a r ise in capi tal  turnover is  to be supported by adequate capi tal  base. 
Thus, as capita l turnover rat io increases, working capi tal  rat io deter iorates,  
thus, management cannot  increase i ts  capital  turnover rat io beyond a certain 
l imit .  The main reasons for a fal l  in rat ios showing the working capi tal posi t ion 
due to increase in  turnover rat ios is  that as the act iv i ty  increases without a 
corresponding r ise in work ing capital ,  the work ing capital posi t ion becomes t ight.  
As the sales increases, both current assets and current l iabi l i t ies a lso increases 
but not in proport ion to  current  rat io.  I f  current rat io  and acid test  rat io are high, 
i t  is  apparent that the capi tal  turnover rat io  can be increased wi thout  any 
problem. However,  i t  may be very r isky to increase capita l turnover rat io when,  
the working capi tal  posit ion is not sat isfactory.  
 

  
CHAPTER SIX  

  
    CAPITAL STRUCTURE AND COST OF CAPITAL  

  
  

Question : Explain the concept of capital  structure ?  

  
Answer :  A f inance manager for procurement  of  funds, is required to se lect  such 
a f inance mix or capita l st ructure that  max imises shareholders wealth.  For 
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des igning opt imum capital structure he is requi red to select such a mix of  
sources of f inance, so that  the overa l l  cost of  capi tal  is  minimum. Capi tal 
structure refers to the mix of  sources from where long term funds required by a 
bus iness may be raised i .e.  what should be the proport ion of  equi ty share 
capital ,  preference share capi tal ,  internal sources,  debentures and other sources 
of funds in total amount of  capita l which an undertaking may raise for 
establ ishing i ts  business. In p lanning the capital structure, fol lowing must be 
referred to :  
  
1) There is no def in i te model that  can be suggested/used as an ideal  for  al l  
bus iness undertak ings.  This  is  due to vary ing ci rcumstances of  various business 
undertakings. Capital  struc ture depends primari ly  on a number of  factors  l ike,  
nature of  industry,  gestat ion per iod,  certa inty with which the prof i ts wi l l  accrue 
after  the undertaking commences commercial  product ion and the l ikely quantum 
of return on investment .  I t  i s thus,  important  to understand that d if ferent  types of 
capital  st ructure would be requi red for dif ferent types of undertak ings.  
  
2) Government  pol icy is  a major factor in planning capita l s tructure. For 
instance, a change in the lending pol icy of  f inanc ial inst i tut ions may mean a 
complete change in the f inancial  pattern.  Simi lar ly ,  rules and regulat ions for 
capital  market formulated by SEBI  af fect  the capital  st ructure dec is ions.  The 
f inance managers of  bus iness concerns are required to p lan capital  structure 
wi thin these const raints.  
  
Optimum capital  structure : The capi tal  st ructure is sa id to be opt imum, when 
the company has selec ted such a combinat ion of  equi ty and debt,  so that  the 
company 's wealth is max imum. At this,  capi tal  st ructure, the cost of  capital  is  
min imum and market  pr ice per share is maximum. But ,  i t  is di f f icul t  to measure a 
fa l l  in the market value of an equity share on account of  increase in r isk due to 
high debt  content in the capital  st ructure. In real i ty ,  however,  instead of 
opt imum, an appropr iate capital  st ructure is more real ist ic.  Features of  an 
appropr ia te capi tal structure are as below :  
  
1) Profi tabil i ty : The most prof i table capi tal  st ruc ture is one that  tends to 
min imise f inanc ing cost and maximise of  earnings per  equi ty  share.  
  
2) Flexibil i ty :  The capi tals st ructure should be such that the company is able to 
raise funds whenever needed.  
  
3) Conservation : Debt content  in capita l st ructure should not exceed the l imi t  
which the company can bear.  
  
4) Solvency : Capi tal st ruc ture should be such that the bus iness does not  run 
the r isk of  insolvency.  
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5) Control :  Capi tal  st ructure should be devised in such a manner that i t  
involves minimum risk of  loss of  cont rol over the company.  
  
  

  

Question : Explain the major considerations in the planning of capi tal  
structure ?  

  
Answer : The 3 major  considerat ions evident  in capital structure planning are 
r isk,  cost and cont ro l,  they assist  the management in determining the proport ion 
of  funds to be raised from various sources. The f inance manager at tempts to 
des ign the capital  st ructure in a manner,  that  his r isk and cost are least  and 
there is least  di lut ion of  contro l f rom the exist ing management.  There are a lso 
subsidiary factors as,  marketabi l i ty  of  the issue, maneuverabi l i ty  and f lexibi l i ty  
of  capita l st ructure and t iming of raising funds.  Structur ing capital ,  is a shrewd 
f inancia l management decis ion and is something that  makes or mars  the for tunes 
of the company. The factors  involved in i t  are as  fol lows :  
  
1) Risk :   
               Risks are of  2 k inds viz.  f inancial  and bus iness r isk.  F inanc ial  r isk is  
of  2 kinds as below :  
  
i )  R isk of cash insolvency : As a bus iness raises more debt,  i ts r isk of  cash 
insolvency increases,  as :  
  
a) the higher proport ion of  debt in capital  st ructure increases the commitments 
of  the company wi th regard to f ixed charges. i .e.  a company stands committed to 
pay a higher amount of  interest i r respect ive of  the fact  whether or not  i t  has 
cash. and  
  
b) the poss ib i l i ty that  the suppl ier of  funds may w ithdraw funds at  any point  of  
t ime.  
Thus, long term credi tors may have to be paid back in insta l lments,  even i f  
suf f ic ient cash to do so does not  exist .  Such r isk is absent in case of equity 
shares.  
  
i i )  Risk of variation in the expected earnings avai lable to equity share-
holders : In case a f i rm has a higher debt content  in capital  st ructure, the r isk of  
variat ions in expected earn ings avai lable to equi ty shareholders would be 
higher;  due to trad ing on equi ty.  There is a lower probabi l i ty  that equi ty 
shareholders get a stable div idend i f ,  the debt content is  high in capital  st ructure 
as the f inanc ia l leverage works both ways i .e .  i t  enhances shareholders '  returns 
by a h igh magnitude or  reduces i t  depending on whether the return on 
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investment is higher or  lower than the interest rate.  In other words,  there is 
relat ive d ispersion of expected earnings avai lable to equity shareholders,  that 
would be greater i f  capital structure of  a f i rm has a higher  debt  content.       
  
              The f inanc ial  r i sk involved in var ious sources of funds may be 
understood wi th the help of  debentures. A company has to pay interest  charges 
on debentures even in case of absence of  prof i ts.  Even the principal  sum has to 
be repaid under the st ipulated agreement.  The debenture holders have a charge 
against the company 's assets and thus, they can enforce a sale of  assets in 
case of company 's fai lure to meet i ts  cont rac tual  obl igat ions. Debentures also 
increase the r isk of  variat ion in expected earnings avai lable to equi ty 
shareholders through leverage effect  i .e.  i f  return on investment remains higher 
than interest rate,  shareholders get  a high return and v ice versa. As compared 
to debentures, preference shares entai l  a s l ight ly lower r isk for the company,  as 
the payment  of  div idends on such shares is  cont ingent  upon the earning of 
prof i ts  by the company. Even in case of cumulat ive preference shares,  div idends 
are to be paid only in the year in which company earns prof i ts .  Even, the ir  
repayment  is  made only i f  they are redeemable and after  a st ipulated period. 
However,  preference shares increase the variat ions in  expected earnings 
avai lab le to equi ty shareholders.  From the company 's v iew point ,  equi ty shares 
are least  r isky,  as a company does not repay equi ty  share capi tal  except  on i ts  
l iqu idat ion and may not declare div idends for  years.  Thus,  as seen here, 
f inancia l r i sk encompasses the volat i l i ty  of  earnings avai lable to equi ty 
shareholders as also,  the probabi l i ty  of  cash insolvency.  
  
2) Cost of  capi tal  :  
               Cost is an important considerat ion in capital structure decis ions and i t  
is  obv ious that  a business should be at least capable of  earn ing enough revenue 
to meet i ts  cost of  capi ta l and also f inance i ts  growth.  Thus, a long with r isk,  the 
f inance manager has to consider the cost of  capital  factor for determinat ion of  
the capi tal  st ructure.  
  
3) Control :  
               Along wi th cost  and r isk factors,  the cont ro l aspect  is  also an 
important fac tor for capi tal  st ructure p lanning.  When a company issues equity 
shares, i t  automat ical ly di lutes the contro l l ing interest of  present owners. In the 
same manner,  preference shareholders  can have vot ing r ights and thereby affect  
the composit ion of  Board of  di rectors,  i f  d iv idends are not paid on such shares 
for 2 consecut ive years.  F inancia l inst i tut ions normal ly st ipu late that they shal l  
have one or more directors  on the board.  Thus,  when management agrees to 
raise loans from f inanc ia l inst i tut ions, by impl icat ion i t  agrees to forego a part  of  
i ts contro l over the company.  I t  is  thus,  obv ious that decisions concerning 
capital  st ructure are taken af ter  keeping the cont rol factor  in view.  
  
4) Trading on equity :   



Page 69 of 109 
 

https://www.facebook.com/icainews 
 

               A company may raise funds by issue of shares or by borrowings,  
carry ing a f ixed rate of  interest that is  payable i r respect ive of  the fact  whether or  
not there is a prof i t .  Preference shareholders are also ent i t led to a f i xed rate of  
div idend, but  div idend payment is subject to the company 's prof i tabi l i ty .   In case 
of ROI the total  capita l  employed i .e.  shareholders '  funds p lus long term 
borrowings, is more than the rate of  interest on borrowed funds or rate of  
div idend on preference shares,  the company is said to  t rade on equi ty.  I t  is  the 
f inance manager 's main object ive to see that the return and overa l l  wealth of  the 
company both are maximised, and i t  is  to be kept  in v iew while deciding on the 
sources of f inance. Thus,  the ef fect  o f  each proposed method of new f inance on 
EPS is to be careful ly analysed. This,  thus, helps in  decid ing whether funds 
should be raised by internal equity or by borrowings.  
  
5) Corporate taxation :  
              Under the Income tax  laws, d iv idend on shares is not  deduct ible  whi le 
in terest paid on borrowed capita l is a l lowed as deduct ion. Cost  of  raising f inance 
through borrowings is deduct ible in the year in which i t  is incurred.  I f  i t  is  
incurred during the pre-commencement period, i t  is to be capita l ised. Cost of  
share issue is al lowed as deduct ion. Owing to such provisions, corporate 
taxat ion ,  plays an important ro le in determinat ion of  the choice between d if ferent 
sources of f inancing.  
  
6) Government Policies :  
              Government  pol ic ies is  a major factor in determining capi tal  st ructure. 
For instance,  a change in the lending pol ic ies  of  f inanc ial inst i tut ions would 
mean a complete change in the f inancia l pattern fol lowed by companies.  Also, 
rules and regulat ions f ramed by SEBI considerably a f fect  the capital  i ssue pol icy 
of  var ious companies. Monetary and f iscal pol ic ies of  government also af fect  the 
capital  st ructure dec is ions.  
  
7) Legal requirements :  
              The f inance manager has to keep in  view the legal requi rements at  the 
t ime of  decid ing as regards the capi tal  st ructure of  the company.  
  
8) Marketabi l i ty  :  
              To obtain a balanced capi tal structure,  i t  i s necessary to consider the 
company 's abi l i ty  to market corporate secur i t ies.  
  
9) Maneuverabil i ty :  
              Maneuverabi l i ty is requi red to have as many al ternat ives as poss ible at  
the t ime of expanding or cont ract ing the requirement of  funds.  I t  enables use of 
proper type of funds avai lab le at  a g iven t ime and a lso enhances the bargaining 
power when deal ing wi th the prospect ive suppl iers of  funds.  
  
10) Flexibil i ty :   
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             I t  re fers to the capacity of  the business and i t s management  to adjust to 
expected and unexpected changes in c i rcumstances. In other words, the 
management would l ike to have a capi tal structure prov iding maximum freedom 
to changes at al l  t imes.  
  
11) Timing :  
             Closely re lated to f lex ibi l i ty is the t iming for issue of  secur i t ies.  Proper 
t iming of a secur i ty issue often brings substant ial  savings due to the dynamic 
nature of  the capital  market.  Intel l igent management t r ies to ant icipate the 
c l imate in capital market wi th a v iew to min imise cost of  rais ing funds and the 
di lut ion resul t ing f rom an issue of  new ordinary shares.  
  
12) Size of the company :  
              Smal l  companies rely heavi ly  on owner 's funds while large companies 
are usual ly cons idered, to be less r isky by investors and thus,  they can issue 
di f ferent  types of  securi t ies.  
  
13) Purpose of f inancing :  
              The purpose of f inanc ing also, to some extent  af fects the capi tal  
structure of  the company.  In case funds are requi red for product ive purposes 
l ike manufactur ing, etc .  the company may ra ise funds through long term sources. 
On the other hand, i f  the funds are required for non-product ive purposes, l ike 
welfare fac i l i t ies to employees such as schools,  hospitals,  etc.  the company may 
rely  only  on internal resources.  
  
14) Period of Finance :  
             The per iod for  which f inance is  required also af fects the determinat ion 
of  capita l st ructure. In case funds are required for long term requirements say 8 
to 10 years ,  i t  would be appropr iate to raise borrowed funds. However,  i f  the 
funds are required more or less permanent ly,  i t  would be appropriate to raise 
borrowed funds. However,  i f  the funds are requi red more or less permanent ly,  i t  
would be appropr iate to raise them by issue of equity shares.  
  
15) Nature of enterprise :  
              The nature of  enterpr ise to a great extent  af fects the company's capital  
structure. Business enterpr ises having stabi l i ty in earnings or enjoy ing monopoly 
as regards their products may go for borrowings or preference shares,  as they 
have adequate prof i ts to pay interest/ f ixed charges. On the cont rary ,  companies 
not having assured income should preferably rely  on internal resources to a 
large extent.   
  
16) Requirement of investors :  
             Dif ferent types of securi t ies  are issued to di f ferent c lasses of investors  
according to the ir requirement.  
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17) Provision for future :  
             While p lanning capi tal  st ructure the provis ion for future requirement of  
capital  is  also required to be cons idered.  
  
  
  

Question : Give in detail  the various capital  structure theories ? 

  
Answer : A f i rm's object ive should be directed towards the maximisat ion of  the 
f i rm's  value;  the capi ta l st ructure or  leverage dec is ion are to examined f rom the 
v iew point  of  thei r impact  on the value of the f i rm. I f  the value of  the f i rm can be 
affected by capita l st ructure or f inancing decis ion,  a f i rm would l ike to have a 
capital  st ructure that maximises the market value of  the f i rm. There are broadly 
4 approaches in the regard, which analyses relat ionship between leverage, cost  
of  capita l and the value of the f i rm in d if ferent  ways, under the fo l lowing 
assumpt ions :  
  
1) There are only 2 sources of  funds v iz.  debt and equity.  
  
2) The tota l assets of  the f irm are given and the degree of leverage can be 
al tered by se l l ing debt  to repurchase shares or se l l ing shares to ret ire debt.  
  
3) There are no retained earn ings imply ing that ent ire prof i ts  are dist r ibuted 
among shareholders.  
  
4) The operat ing prof i t  of  f i rm is  g iven and expected to grow.  
  
5) The business r isk is  assumed to be constant and is not af fected by the 
f inancing mix decis ion.  
  
6) There are no corporate or personal taxes.  
  
7) The investors  have the same subject ive probabi l i ty  dist r ibut ion of  expected 
earn ings.  
  
              The approaches are as below :  
  
  
1) Net Income Approach (NI  Approach) :  
              The approach is suggested by Durand. Accord ing to i t ,  a f i rm can 
increase i t s va lue or  lower the overa l l  cost of  cap ital  by increasing the 
proport ion of  debt in the capi tal  st ructure.  In other words, i f  the degree of 
f inancia l leverage increases, the weighted average cost of  capi tal would decl ine 
wi th every increase in the debt  content in total  funds employed,  whi le  the va lue 
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of the f i rm wi l l  increase. Reverse would happen in a converse s ituat ion. I t  is  
based on the fol lowing assumpt ions :  
  
i )  There are no corporate taxes.  
  
i i )  The cost of  debt  is  less than cost of  equi ty or equity capital isat ion rate.  
  
i i i )  The use of  debt  content does not change the r i sk percept ion of  investors as a 
resul t  of  both the Kd  (Debt capital isat ion rate)  and Ke  (equi ty capi tal isat ion rate) 
remains constant.  
               
               The value of  the f i rm on the basis of  Net Income Approach may be 
ascertained as fo l lows :  
  

V = S + D  
  
Where,  
V = Value of the f i rm  
S = Market value of equi ty  
D = Market value of debt  
  

S = NI/Ke  
  
Where,  
S = Market value of equi ty  
NI = Earnings avai lable for equi ty shareholders  
Ke  = Equity Capi tal isat ion rate  
Under,  NI approach, the va lue of a f i rm wi l l  be max imum at a point  where 
weighted average cost  of  capi tal  is  min imum. Thus, the theory suggests tota l or 
maximum poss ib le debt f inancing for  minimis ing cost  of  capita l.   

  
Overal l  cost  of  capi tal  = EBIT/Value of the f irm  

  
  

2) Net Operating Income Approach (NOI ) :  
              This approach is a lso suggested by Durand, according to i t ,  the market 
value of  the f i rm is not  af fected by the capita l  st ructure changes. The market 
value of  the f i rm is ascer tained by capi ta l is ing the net  operat ing income at the 
overal l  cost of  capital ,  which is constant.  The market va lue of the f i rm is 
determined as :   

V = EBIT/Overal l  cost of  capital  
Where,  
V = Market value of the f irm  
EBIT = Earnings before interest  and tax  

S = V - D  
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Where,  
S = Value of equi ty  
D = Market value of debt  
V = Market value of f i rm  

Cost of  equity = EBIT/ (V -  D)  
Where,    
V = Market value of the f irm  
EBIT = Earnings before interest  and tax  
D = Market value of debt  
               
              I t  is  based on the fo l lowing assumptions :  
  
i )  The overal l  cost  of  capi tal  remains constant for al l  degree of debt  equity mix.  
  
i i )  The market  capita l ises value of  the f i rm as a whole.  Thus, the spl i t  between 
debt and equi ty is  not important.  
  
i i i )  The use of  less cost ly debt funds increases the r isk of  shareholders.  This 
causes the equity capial isat ion rate to increase.  Thus,  the advantage of debt is 
set  of f  exact ly by increase in equi ty capital isat ion rate.  
  
iv ) There are no corporate taxes.  
  
v) The cost  of  debt is  constant.  
  
               Under,  NOI approach s ince overal l  cost of  capi tal  is  constant,  thus, 
there is no opt imal capital structure rather every capital  st ructure is  as good as 
any other and so every  capita l st ructure is opt imal .   
  
  
3) Traditional Approach :  
              The t radit ional  approach,  a lso cal led an intermediate approach as i t  
takes a midway between NI approach, that the va lue of the f i rm can be increased 
by increas ing f inancial  leverage and NOI approach, that the value of the f i rm is 
constant i r respect ive of  the degree of  f inanc ial  leverage. Accord ing to this 
approach the f irm should st r ive to reach the opt imal  capital st ructure and i ts  
total  valuat ion through a judic ious use of debt and equi ty in capital structure. At 
the opt imal capital  st ructure, the overa l l  cost of  capita l wi l l  be min imum and the 
value of  the f i rm is maximum. I t  further states, that the va lue of the f irm 
increases with f inanc ia l leverage upto a certain point .  Beyond this,  the increase 
in  f inanc ia l leverage wi l l  increase cost  of  equi ty,  the overa l l  cost  of  capi tal  may 
st i l l  reduce. However,  i f  f inancia l leverage increases beyond an acceptable l imit ,  
the r isk of  debt  investor may also increase, consequent ly cost of  debt  also s tar ts 
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increasing. The increasing cost of  equi ty owing to increased f inancial  r isk and 
increasing cost of  debt  makes the overa l l  cost  of  capi tal  to increase. Thus,  as 
per the t radit ional approach the cost of  capi ta l i s a funct ion of  f inanc ial  leverage 
and the value of f i rm can be affected by the judic ious mix of  debt and equi ty in 
capital  st ructure. The increase of f inanc ial  leverage upto a point  favourably 
af fect  the value of  the f i rm. At  this point ,  the capi tal  st ructure is opt imal & the 
overal l  cost of  capital  wi l l  be the least .  
  
  
4) Modigliani and Mi l ler Approach(MM Approach) :  
              According to th is approach, the tota l cost  of  capital of  par t icular f i rm is 
independent  of  i ts  method and level  of  f inanc ing. Modigl iani and Mi l ler argued 
that  the weighted average cost  of  capi tal  of  a f i rm is completely independent of  
i ts capital st ructure. In other words,  a change in the debt  equi ty mix does not 
af fect  the cost of  capital .  They argued, in support  of  the ir approach,  that  as per 
the t radi t ional  approach, cost of  capital is  the weighted average of cost  of  debt  
and cost of  equi ty,  etc.  The cost  of  equity,  is  determined f rom the level of  
shareholder 's expectat ions. That is  i f ,  shareholders expect  a part icular rate of  
return,  say  15 % f rom a part icular company, they do not  take into account the 
debt equi ty rat io and they expect 15 % as they f ind that i t  covers the part icular 
r isk which this  company enta i ls .  Suppose,  the debt content in the capi tal 
structure of  the company increases,  this means,  that in  the eyes of  
shareholders,  the r isk of  the company increases, s ince debt is a more r isky 
mode of  f inance. Thus,  the shareholders would now, expect  a higher rate of  
return from the shares of  the company. Thus,  each change in the debt equity mix 
is  automatical ly  set-of f  by a change in the expectat ions of  the shareholders from 
the equity share capita l.  This is  because, a change in the debt-equi ty rat io 
changes the r isk element of  the company,  which in turn changes the 
expectat ions of  the shareholders f rom the part icular shares of  the company. 
Modig l ian i and Mil ler,  thus,  argue that f inanc ial  leverage has nothing to do wi th 
the overa l l  cost of  capi ta l and the overal l  cost  of  capita l is  equal  to  the 
capital isat ion rate of  pure equi ty st ream of  i ts  c lass of  r isk.  Thus,  f inanc ial  
leverage has no impact  on share market  pr ices nor on the cost of  capi tal.  They 
make the fol lowing propos it ions :  
  
i )  The total  market value of a f i rm and i ts  cost of  capital are independent of  i ts 
capital  st ructure. The total  market  value of  the f i rm is given by capital is ing the 
expected st ream of operat ing earnings at a d iscount rate considered appropr iate 
for i ts  r isk c lass.  
  
i i )  The cost of  equi ty (Ke) is  equal  to the capital isat ion rate of  pure equi ty 
stream plus a premium for f inancia l r i sk.  The f inancia l r i sk increases with more 
debt content in the capital structure. As a resul t ,  Ke increases in a manner to 
of fset exact ly  the use of  less  expens ive sources of  funds.  
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i i i )  The cut of f  rate for investment purposes is  completely independent of  the 
way in  which the investment is  f inanced.       
  
Assumptions :  
  
i )  -  The capi tal  markets are assumed to be perfect.  This means that investors  
are f ree to buy and sel l  securi t ies .   
-   They are wel l - informed about the r isk-return on al l  type of secur i t ies.  
-   There are no t ransact ion costs.    
-   They behave rat ional ly .  
-   They can borrow wi thout  rest r ic t ions on the same terms as the f i rms do.  
  
i i )  The f i rms can be c lassif ied in to 'homogenous r isk c lass ' .  They belong to this 
c lass, i f  thei r  expected earnings have ident ical  r isk characteris t ics.  
  
i i i )  Al l  investors have the same expectat ions from a f i rms ' EBIT that  is  necessary 
to evaluate the value of a f i rm.  
  
iv ) The d iv idend payment rat io is  100 %. i .e.  there are no reta ined earnings.  
  
v) There are no corporate taxes, but,  this assumpt ion has been removed.  
  
             Modig l iani  and Mi l ler agree that whi le companies in d if ferent indust r ies 
face d if ferent r isks resul t ing in thei r earnings be ing capi tal ised at  di f ferent rates, 
i t  is  not possib le for  these companies to af fect  thei r market values,  and thus, 
thei r overal l  capita l isat ion rate by use of leverage. That is,  for a company in  a 
part icu lar r isk c lass,  the tota l market va lue must  be same i rrespect ive of  
proport ion of  debt in company 's capita l st ructure. The support  for th is hypothesis 
l ies  in the presence of arbit rage in the capi ta l  market.  They contend that 
arbi t rage wil l  subst i tu te personal leverage for corporate leverage.  
For instance :  There are 2 companies X and Y in the same r isk c lass. Company 
X is f inanced by only equi ty and no debt ,  whi le Company Y is f inanced by a 
combinat ion of  debt and equi ty.  The market  pr ice of  shares of  Company Y would 
be h igher than that  of  Company X, market  part ic ipants would take advantage of  
di f ference by se l l ing equi ty shares of  Company Y, borrowing money to equate 
their personal  leverage to the degree of corporate leverage in Company Y and 
use them for invest ing in  Company X. The sale of  shares of  Company Y reduces 
i ts pr ice unt i l  the market value of the company Y, f inanced by debt and equity,  
equals that of  Company X, f inanced by only equi ty.  
  
Criticism :  
             These proposi t ions have been cr i t ic ised by numerous authori t ies.  Most ly  
cr i t i cism is as regards,  perfect market and arbi t rage assumption. MM hypothes is 
argue that through personnel  arbit rage investors would quick ly e l iminate any 
inequal i t ies between the value of leveraged f irms and that  of  unleveraged f i rms 
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in  the same r isk c lass.  The basic argument here, is that indiv idual  arbi t rageurs,  
through the use of personal leverage can alter corporate leverage, which is not a 
val id argument  in the pract ical  world,  as i t  i s ext remely doubt ful  that  personal  
investors would subst i tute personal  leverage for corporate leverage,  as  they do 
not have the same r isk  character ist ics.  The MM approach assumes avai lab i l i ty  of  
f ree and upto date informat ion, this a lso is not normally va l id.   
  
             To conclude,  one may say that  cont roversy between the tradi t ional is ts 
and the supporters of  MM approach cannot  be resolved due to lack of  empir ical 
research. Tradit ional is ts argue that the cost  of  capita l of  a f i rm can be lowered 
and the market va lue of shares increased by use of  f inancial leverage.  But,  a f ter 
a certa in stage,  as the company becomes highly geared i .e.  debt content 
increases, i t  becomes too r isky for investors and lenders.  Thus,  beyond a point ,  
the overa l l  cost of  capi ta l begins to r ise,  this point  ind icates the opt imal capita l 
structure. Modig l ian i and Mi l ler argues,  that in the absence of corporate income 
taxes, overal l  cost of  capi tal  begins to r ise.  
  
  
  

Question : What kind of relationship exists between taxation and capital  
structure ?  

  
Answer :  The leverage ir relevance theory of  MM is val id only in  per fect market  
condi t ions, but ,  in face of imperfect ions character is ing the real  wor ld  capi ta l 
markets,  the capi tal  st ructure of  a f i rm may affect  i ts  valuat ion.  Presence of 
taxes is a major imperfect ion in  the real wor ld .  When taxes are appl icable to 
corporate income, debt  f inanc ing is advantageous. This is  because div idends 
and retained earnings are not deduct ible for tax purposes, interest  on debt  is  a 
deduct ible expense for  tax purposes. As a resul t ,  the total avai lab le income for  
both s tock-holders and debt-holders is  greater when debt capi tal  is  used. I f  the 
debt employed by a leveraged f irm is permanent in nature,  the present  va lue of 
the tax shield associated with interest payment can be obtained by apply ing the 
formula for perpetui ty.  
  

Present  va lue of tax shield (TD) = (T *  kd  *  D)/kd  
Where,  
T = Corporate tax rate  
D = Market value of debt  
kd  = Interest  rate on debt   
  
             The present value of interest  tax shields is independent of  the cost of  
debt,  i t  be ing a deduct ible expense.  I t  is s imply the corporate tax rate t imes the 
amount of  permanent debt.   
  
Value of an unleveraged fi rm :  
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Vu  = [EBIT ( 1 - t  ) ] /K0   

  
Value of leveraged firm :  
  

V l  = Vu  + Debt ( t )  
  

              Greater the leverage, greater would be the value of  the f i rm, other 
th ings being equal.  This impl ies that the opt imal s trategy of  a f i rm should be to 
maximise the degree of leverage in i ts  capita l  structure.  
  
  
  

Question : Enumerate the methods to calculate the cost of capital  from 
various sources ?  

  
Answer : The cost  of  capi tal is a s igni f icant factor  in designing the capital  
structure of  an undertaking, as basic reason of  running of a  business 
undertaking is to earn return at  least  equal to the cost of  capita l.  Commercial  
undertaking has no relevance i f ,  i t  does not  expect  to earn i ts  cost of  capi tal .  
Thus cost  of  capi tal  const i tutes  an important fac tor in various business 
dec is ions. For example, in analysing f inanc ial  impl icat ions of  capital  st ructure 
proposals,  cost of  capi ta l may be taken as the discount ing rate.  Obviously,  i f  a 
part icu lar project g ives an internal rate of  return higher than i ts  cost of  capital,  i t  
should be an att ract ive opportunity.  Fol lowing are the cost of  capita l  acquired 
from var ious sources :  
  
1) Cost of  debt :  
The expl ic i t  cost  of  debt  is  the interest rate as per contrac t adjus ted for tax  and 
the cost  of  raising debt.  
-  Cost of i rredeemable debentures :  
            Cost of  debentures not redeemable during the l i fe t ime of the company,  

  
Kd  = ( I /NP) *  ( I  -  T)  

  
Where,  
Kd  = Cost of  debt af ter  tax  
I  = Annual interest rate  
NP = Net proceeds of  debentures  
T = Tax rate  
  
              However,  debt has an impl ic i t  cost a lso,  that ar ises due to the fact  that 
i f  the debt content  r ises above the opt imal level ,  investors would start  
considering the company to be too r isky and,  thus, thei r expectat ions f rom equity 
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shares wi l l  r ise.  This r ise,  in the cost of  equity shares is actual ly the implic i t  
cost of  debt.  
  
-  Cost of redeemable debentures :  
             I f  the debentures are redeemable af ter the expiry of   a f ixed period the 
cost of  debentures would be :  
  

Kd  = I (1 - t )  + [ (RV - NP)] /N  
             [ (RV + NP)/2]  

  
Where,  
I  = Annual interest payment  
NP = Net proceeds of  debentures  
RV = Redempt ion value of debentures  
t  = tax rate  
N = L ife of  debentures  
  
2) Cost of  preference shares :  
              In case of preference shares,  the d iv idend rate can be taken as i ts  
cost,  as i t  is  this amount that  the company in tends to pay against the preference 
shares. As,  in case of debt,  the issue expenses or discount/premium on 
issue/redempt ion is a lso to be taken into account.  
  
-  Cost of i rredeemable preference shares :  
Cost  of  i r redeemable preference shares = PD/PO  
  
Where,  
PD = Annual  preference dividend  
PO = Net proceeds of  an issue of  preference shares    
  
-  Cost of redeemable preference shares :  
                  I f  the preference shares are redeemable af ter the expiry of  a f ixed 
period, the cost  of  preference shares would be.  
  

Kp  = PD + [ (RV -  NP)] /N  
             [ (RV + NP)/2]  

Where,  
PD = Annual  preference dividend  
NP = Net proceeds of  debentures  
RV = Redempt ion value of debentures  
N = L ife of  debentures  
  
                  However,  since div idend of preference shares is not a l lowed as 
deduct ion f rom income for income tax purposes,  there is no quest ion of  tax 
advantage in the case of cost of  preference shares.  I t  would,  thus, be seen that 
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both in case of debt  and preference shares, cost  of  capi tal  is  calculated by 
reference to the obl igat ions incurred and proceeds received.  The net  proceeds 
received must  be taken into account  in working cost  of  capita l.  
  
3) Cost of  ordinary or  equity shares :  
              Calculat ion of  the cost of  ord inary shares involves a complex 
procedure,  because unl ike debt  and preference shares there is  no f ixed rate of  
in terest or d iv idend against ordinary shares.  Hence,  to assign a cer ta in cost  to 
equi ty share capi tal  is  not a quest ion of  mere calculat ion,  i t  requi res an 
understanding of  many factors bas ical ly  concerning the behav iour  of  investors  
and their  expectat ions.  As, there can be di f ferent interpretat ions of  investor 's  
behav iour,  there are many approaches regard ing calculat ion of  cost of  equity 
shares. The 4 main approaches are :  
  
i )  D/P ratio (Dividend/Price) approach : This emphasises that div idend  
expected by an investor f rom a part icular share determines i ts cost.  An investor 
who invests in the ordinary shares of  a  part icular company,  does so in the 
expectat ion of  a  cer tain return.  In other  words, when an investor buys ord inary 
shares of  a  certain r isk,  he expects a certain return, The expected rate of  return 
is the cost of  ordinary share capital .  Under this approach,  thus,  the cost  of  
ordinary share capital  is ca lculated on the basis of  the present value of  the 
expected future st ream of div idends.  
              For example,  the market pr ice of  the equi ty shares (face value Rs. 10) 
of  a part icular company is Rs.  15. I f  i t  has been pay ing a dividend of 20 % and is 
expected to mainta in the same, i ts cost  of  equi ty shares at  face value is 0.2 *  
10/15 = 13.3%, s ince i t  is  the maximum rate of  d iv idend, at  which the investor 
wi l l  buy share at  the present value. However,  i t  can a lso be argued that the cost 
of  equity capita l i s 20 % for the company, as i t  is  on this expectat ion that the 
market pr ice of  shares is mainta ined at Rs. 15.  Cost of  equity shares of  a 
company is that  rate of  d iv idend that maintains the present market pr ice of  
shares. As the object ive of  f inancial  management is  to max imise the wealth of  
shareholders,  i t  is  rat ional  to assume that  the company must  maintain the 
present market va lue of i ts share by paying 20 % div idend, which then is i ts cost 
of  equity capita l.  Thus,  the relat ionship between d iv idends and market pr ice 
shows the expectat ion of  the investors and thereby cost of  equi ty capi tal.   
             This approach co-relates the bas ic factors of  return and investment  
f rom view point  of  investor.  However,  i t  is  too s imple as i t  pre-supposes that  an 
investor looks forward only to d iv idends as a return on his investment .  The 
expected st ream of div idends is of  importance to an investor but,  he looks 
forward to capital apprec iat ion a lso in the value of shares. I t  may lead us to 
ignore the growth in capi tal  value of the share.  Under,  this  approach, a company 
which declares a h igher amount  of  div idend out of  a  given quantum of  earnings 
wi l l  be placed at a premium as compared to a company  which earns the same 
amount  of  prof i ts  but  ut i l ises a major part  of  the same in f inancing i ts expansion 
programmes. Thus, D/P approach may not be adequate to deal wi th the problem 
of determin ing the cost  of  ordinary share capi ta l.  
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i i )  E/P (Earnings/Price) ratio approach : The advocates of  th is approach co-
relates  the earnings of  the company with the market  pr ice of  i ts  shares. As per 
i t ,  the cost of  ordinary share capi tal  would be based on the expected rate of  
earn ings of  a company. The argument is that each investor expects a certain 
amount of  earnings,  whether distr ibuted or  not f rom the company in whose 
shares he invests,  thus, an investor expects that  the company in which he is 
going to subscr ibe for share should have at  least  20 % of earning, the cost  of  
ordinary share capital  can be const rued on this basis.  Suppose,  a company is 
expected to earn 30 % the investor wi l l  be prepared to pay Rs 150 (30/20 * 100) 
for each of Rs.  100 share. This approach is s imilar to the d iv idend price 
approach, only i t  seeks to nul l i fy the ef fect  of  changes in div idend pol icy.  This 
approach also does not seem to be a complete answer to the problem of  
determining the cost of  ordinary share as i t  ignores the factor of  capital 
appreciat ion or depreciat ion in the market va lue of  shares.  

i i i )  D/P + growth approach : The d iv idend/pr ice + growth approach emphasises 
what  an investor  actual ly  expects to receive f rom h is investment in a part icular 
company 's ord inary share in terms of d iv idend plus the rate of  growth in 
div idend/earnings. This growth rate in d iv idend (g) is taken to be good to the 
compound growth rate in  earn ings per share.  

Ke  = [D1 /P0 ]  + g 

Where,  

Ke  = Cost of  capi ta l  

D1= Div idend for the period 1 

P0  = Pr ice for the per iod 0 

g = Growth rate 

              D /P + g approach seems to answer the problem of expectat ions of  
investor sat isfactor i ly ,  however,  i t  poses one prob lem that is  how to quant i fy  
expectat ion of  investor  relat ing to d iv idend and growth in dividend.  

iv) Real ised yield approach : I t  is  suggested that many authors  that the y ield 
actual ly  real ised for  a period of  t ime by investors in a par t icu lar company may 
be used as an ind icator of  cost of  capi tal .  In other words, this  approach takes 
in to considerat ion the basic factor  of  the D/P + g approach but ,  instead of  us ing 
the expected values of  the div idends and capi tal  apprec iat ion,  past y ields are 
used to denote the cost of  capital.  This  approach is based upon the assumpt ion 
that  the past behaviour would be repeated in future and thus,  they may be used 
to measure the cost  of  ordinary capita l.  

Which approach to use ?  In case of companies wi th stable income and stable 
div idend pol ic ies the D/P approach may be a good way of measuring the cost of  
ordinary share capital .  In case of companies whose earnings accrue in cycles, i t  
would be better i f  the E/P approach is used,  but representat ive f igures should be 
taken into account to inc lude complete cyc le.  In case of growth companies, 
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where expectat ions of  growth are more important,  cost  of  ord inary share capi tal  
may be determined as the basis of  the D/P + g approach. In the case of 
companies enjoying a steady growth rate and a steady rate of  d iv idend, the 
real ised value approach may be useful.  The basic factor  behind determinat ion of  
cost of  ordinary share capital  is  to measure expectat ion of  investors from 
ordinary shares of  that  par t icular company. Thus,  the whole quest ion of  
determining the cost of  ordinary shares hinges upon the factors which go into 
the expectat ions of  a par t icular group of  investors  in the company of a part icular 
r isk c lass.  

4) cost of reserves : The prof i ts  retained by a company and used in the 
expans ion of business also entai l  cost.  Many people tend to feel that  reserves 
have no cost.  However,  i t  is  not  easy to real ised that by depriv ing the 
shareholders of  a part  of  the earnings, a cost  is  automatical ly  incurred on 
reserves. This may be termed as the opportuni ty cost of  retained earnings.  
Suppose, these earn ings are not  retained and are passed on to shareholders,  
suppose further  that shareholders invest the same in new ordinary shares. This 
expectat ion of  the investors f rom new ord inary shares should be the opportuni ty 
cost of  reserves.  In other words,  i f  earnings were paid out as div idends and 
s imultaneously an of fer for  r ight shares was made shareholders would have 
subscribed to the r ight  share on the expectat ion of  a certain return. This return 
may be taken as the indicator  of  the cost  of  reserves. People do not  ca lculate 
the cost  of  capi tal  of  retained earnings as above.  They take cost of  retained 
earn ings as the same as that of  equi ty shares. However,  i f  the cost  of  equi ty 
shares is determined on the bas is  of  real ised value approach or  D/P + g 
approach, the quest ion of  working out  a separate cost of  reserves is not relevant 
s ince cost of  reserves is automatical ly  included in the cost  of  equi ty  share 
capital .   

5) Cost of  depreciation funds : Depreciat ion funds,  cannot be construed as not  
hav ing any cost .  Logical ly  speak ing, they should be treated on the same foot ing 
as reserves when i t  comes to the ir use, though whi le calculat ing the cost of  
capital  these funds may not be considered.  

  

  

Question : Enumerate the procedure of calculating the weighted average 
cost of capital  ?  

   

Answer : The composi te or overal l  cost of  capi tal of  a  f i rm is the weighted 
average of the costs of  var ious sources of funds.  Weights are taken to be 
proport ion of  each source of  funds in the capital s tructure. Whi le,  mak ing 
f inancia l dec is ions th is  overal l  or weighted cost is  used. Each investment is 
f inanced f rom a pool  of  funds which represents the various sources from which 
funds have been raised.  Any decision of  investment thus, has to be made with 
reference to the overal l  cost  of  capi tal and not with  reference to cost  of  a 
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specif ic  source of fund  used in that  investment dec is ions. The weighted average 
cost of  capita l (WACC) is ca lculated by :  
1) Calculat ing cost of  speci f ic  sources of funds,  e.g.  cost of  debt,  etc.  
2) Mul t ip ly ing the cost of  each source by i ts proport ion in capi tal  st ructure.  
3) Adding the weighted component costs to  get the f i rm's WACC. Thus,  WACC is  
,  
  
K0  = K1W1  + K2W2  +. . . . . . . . . . . . .  
Where,  
K1 ,  K2  are component  costs and W1 ,  W2  are weights .           
  
The weights to be used can be e ither book value weights or  market  value 
weights .  Book value weights are easier to calculate and can be appl ied 
consis tent ly.  Market  value weights are supposed to be super ior to book value 
weights  as component costs are opportunity  costs and market values ref lect  
economic values.  However,  these weights f luctuate f requent ly and f luctuat ions 
are w ide in nature.  
  
  
  

Question : What do you mean by marginal  cost of capital  ?  

  
Answer : The marginal  cost of  capita l may be def ined as the cost  of  rais ing an 
addi t ional  rupee of capital.  S ince the capi tal  is  ra ised in  substant ial  amount in 
pract ice marginal  cost is  referred to as  the cost incurred in rais ing new funds. 
Marginal cost of  capita l is der ived, when we calculate the average cost  of  capital 
using the marginal weights.  The marginal weights represent the proport ion of  
funds the f i rm intends to employ. Thus, the problem of choosing between the 
book value weights and the market value weights  does not ar ise in the case of 
marginal cost of  capita l computat ion. To calculate the marginal  cost  of  capita l,  
the intended f inancing proport ion should be appl ied as weights to marginal  
component costs.  The marginal cost of  capi tal  should,  thus, be calculated in the 
composite sense. When a f irm raises funds in proport ional manner  and the 
component 's cost  remain unchanged, there w i l l  be no d if ference between 
average cost of  capital  of  to tal funds and the marginal cost of  capital.  The 
component 's cost  may remain unchanged,  upto a certa in level of  funds raised 
and then s tart  increas ing with amount of  funds ra ised, e.g.  The cost  of  debt 
remains 7 % after  tax t i l l  Rs. 10 lakhs and between Rs. 10 -  15 lakhs, the cost 
may be 8 % and so on.  Similar ly,  i f  the f i rm has to use the external  equi ty when 
the retained prof i ts are not suff ic ient ,  the cost of  equi ty wi l l  be higher because 
of f lotat ion costs.  When the components cost  starts r is ing, the average cost of  
capital  would r ise and marginal cost of  capi tal  would however,  r ise at  a faster  
rate.   
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Question : What is the effect of a financing decision on EPS ?   

             
Answer : One of  the pr ime object ive of  a f inance manager is  to maximise both 
the return on ordinary shares and the total  weal th of  the company.  This object ive 
has to be kept in v iew whi le,  tak ing a dec is ion on a new source of f inance. Thus,  
the ef fect  of  each proposed method of new f inance on the EPS is to  be carefu l ly 
analysed. EPS denotes what has been earned by the company dur ing a 
part icu lar account ing per iod, on each of i ts  ordinary shares. This can be worked 
out by  div iding net prof i t  af ter in terest,  taxes and preference div idends by the 
number of  equity shares.  I f  a company has a number of  al ternat ives for new 
f inancing,  i t  can compute the impact of  the various a lternat ives on earn ings per 
share.  I t  is  obvious that,  EPS would be the highest in case of  f inanc ing that  has 
the least cost to the company.  
  
1) Explici t cost of  new capital  :  I t  is  a method that can compare the 
al ternat ives avai lable for rais ing capital can be through the calcu lat ion of  the 
expl ic i t  cost o f  new capi tal .  Expl ic i t  cost of  new capi ta l is the rate of  return at  
which the new funds must  be employed so that the exist ing EPS is not af fected. 
In other words,  the rate of  return of  new funds must earn to  maintain EPS at  the 
exist ing levels.  I t  is  obvious that ,  i f  EPS were Rs. 2 earl ier,  the rate of  return 
required to be earned by the source of  new capi tal to maintain i t  at  the o ld level 
is  to be found. Long term debt  would again be preferred as even i f  a lower rate 
of  return is  earned on the funds so raised, the old EPS wil l  be mainta ined.  
  
2) Range of earnings chart/ Indif ference point  :  Another method of  considering 
the impact of  var ious f inancing al ternat ives on EPS is to prepare the EBIT chart  
or the range of  earnings chart .  I t  shows the l ike ly EPS at  various probable EBIT 
levels.  Thus, under one par t icular alternat ive, EPS may be Rs. 1 at  a g iven EBIT 
level.  However,  the EPS may reduce i f  another al ternat ive of  f inancing is  chosen 
even though the EBIT under the alternat ive may be drawn. Wherever this l ine 
in tersects,  i t  is known as break - even point .  This point  is  a useful  guide in 
formulat ing the capi tal  st ructure. This is  known as EPS equivalency point  or 
indi f ference point  as,  i t  shows that,  between the 2 g iven al ternat ives of  f inancing 
i .e.  regardless of  leverage in  f inanc ia l plans, EPS would be the same at the 
given EBIT level .  The equivalency or  indif ference point  can a lso be calcu lated 
algebraical ly  as below :  
  

[X - B]/S1  = X/S2      
Where,  
X = Indi f ference point  (EBIT)  
S1  = Number of  equity shares outstanding  
S2  = Number of  equity shares outstanding when only equity capital  is  used.  
B = Interest on debt capi tal  in rupees.  
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3) EPS Volati l i ty : EPS Volat i l i ty  refers to the magnitude or extent  of  
f luctuat ions in EPS of a company in various years as compared to the mean or 
average EPS. In other words, EPS volat i l i ty  shows whether a company enjoys a 
stable income or not.  I t  is  obvious that higher the EPS Volat i l i ty ,  greater would 
be the r isk at tached to the company. A major  cause of EPS Volat i l i ty  would be 
the f luctuat ions in the sa les volume and the operat ing leverage.  I t  is  obvious 
that  the net  prof i ts  of  a company would great ly f luctuate with smal l  f luctuat ions 
in  the sa les f igures spec ial ly  i f  the f ixed cost  content is  very high. Thus,  EPS 
wi l l  f luctuate in such a si tuat ion.  This ef fect  may be heightened by the f inanc ial 
leverage.   
 

  
CHAPTER SEVEN  

  
SOURCES OF FINANCE  

  

Question : L ist down the financial needs and the sources available wi th a 
business entity to sat isfy such needs ?  

  
Answer : One of  the most  important  cons iderat ion for  an entrepreneur-company 
in  implement ing a new project  or undertaking expans ion, d ivers if icat ion, 
modernisat ion and rehabi l i tat ion scheme is ascerta ining the cost  of  project  and 
the means of f inance. There are several  sources of  f inance/funds avai lab le to 
any company. An effec t ive appraisa l mechanism of var ious sources of funds 
avai lab le to a company must be inst i tuted in the company to achieve i ts main 
object ives. Such a mechanism is requi red to evaluate r isk,  tenure and cost  of  
each and every source of fund.  This se lect ion of  fund source is dependent on 
the f inancial  st rategy pursued by the company,  the leverage p lanned by the 
company, the f inancial  condit ions prevalent in the economy & the r isk prof i le of  
both i .e.  the company and the indust ry in which the company operates.  Each and 
every source of fund has some advantages and d isadvantages.   
  
I )  Financial  needs of a business are grouped as follows :  
  
1) Long term f inancial needs : Such needs genera l ly  refer to  those 
requirements of  funds which are for a period exceeding  5 - 10 years .  Al l  
investments in p lant and machinery,  land, bui ldings, etc.  are cons idered as long 
term f inanc ial  needs. Funds required to f inance permanent or  hard core work ing 
capital  should also be procured from long term sources.  
  
2) Medium term f inancial needs : Such requi rements refer to those   funds 
which are required for  a period exceeding one year but not  exceeding 5 years.  
Funds required for deferred revenue expendi ture ( i .e benef i t  of  expense expires 
af ter  a period of  3 to  5 years),  are c lass if ied as medium term f inanc ia l needs.  
Somet imes long term requirements,  for which long term funds cannot  be 
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arranged immediate ly may be met f rom medium term sources and thus the 
demand of medium term f inancia l needs are generated, as and when the des ired 
long-term funds are avai lable medium term loan may be paid of f .  
  
3) Short  term f inancial needs : Such type of f inanc ial needs ar ise for f inancing 
current assets as,  stock, debtors,  cash, etc.  Investment  in these assets is  known 
as meet ing of  work ing capital  requirements of  the concern.  Firms require 
work ing capital  to employ f ixed assets gainfu l ly .  The requirement  of  working 
capital  depends on a number of  factors that may d if fer  f rom indust ry to industry 
and f rom company to company in  the same indust ry.  The main character ist ic  of  
short  term f inancia l needs is that they arise for a short  per iod of  t ime not  
exceeding the account ing period i .e.  one year.   
  
              The bas ic pr inc iple for categor is ing the f inanc ial needs into short  term, 
medium term and long term is  that  they are met f rom the corresponding viz.  
short  term, medium term and long term sources respect ively .  Accordingly the 
source of  f inanc ing is dec ided with reference to the per iod for which funds are 
required. Bas ica l ly ,  there are 2 sources of ra is ing funds for any bus iness 
enterpr ise v iz .  owners capital  and borrowed capi tal .  The owners capi tal  is  used 
for meet ing long term f inancia l needs and i t  pr imar i ly comes from share capi tal  
and retained earnings.  Borrowed capi tal  for al l  other types of requirement can be 
raised from di f ferent  sources as debentures, publ ic  deposits,  f inanc ia l 
inst i tut ions, commerc ial  banks, etc.   
  
I I )  Sources of f inance of a business are :  
  
1) Long term :  
i )  Share capital or Equi ty share capita l  
i i )  Preference shares  
i i i )  Reta ined earnings  
iv ) Debentures/Bonds of  di f ferent types  
v) Loans from f inancia l  inst i tut ions  
vi) Loans f rom State F inancial Corporat ion  
vi i )  Loans from commerc ia l banks  
vi i i )  Venture capita l funding  
ix ) Asset  securi t isat ion  
x) Internat ional f inancing l ike Euro-issues, Foreign  currency loans.  
  
2) Medium term :  
i )  Preference shares  
i i )  Debentures/Bonds  
i i i )  Publ ic depos its / f ixed depos its for a durat ion of  3 years  
iv ) Commercial  banks  
v) Financ ial inst i tut ions 
vi) State f inancia l corporat ions  
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vi i )  Lease f inancing/Hi re-purchase f inancing  
vi i i )  External commerc ial  borrowings  
ix ) Euro-issues  
x) Fore ign currency bonds.  
 
3) Short- term :  
i )  Trade credit   
i i )  Commercia l banks  
i i i )  F ixed deposi ts for a period of  1 year or less  
iv ) Advances received from customers  
v) Various short- term provis ions  
  
I I I )  Financial sources of a business can also be classified as fo llows on 
using di fferent basis :  
  
1) According to  period :  
i )  Long term sources  
i i )  Medium term sources  
i i i )  Short  term sources  
  
2) According to  ownership :  
i )  Owners capital  or equi ty capita l,  re ta ined earnings,  etc.  
i i )  Borrowed capi ta l such as, debentures, publ ic  deposits,  loans, etc .  
  
3) According to  source of generation :  
i )  Internal sources e.g.  retained earnings and depreciat ion funds, etc.  
i i )  External  sources e.g.  debentures, loans, etc.  
  
              However,  for  convenience,  the dif ferent  sources of funds can a lso be 
c lassif ied into the fol lowing :  
a) Securi ty f inancing - f inancing through shares and debentures  
b) Internal  f inancing - f inancing through retained earning, depreciat ion  
c) Loans f inanc ing -  this includes both short  term and long term loans  
d) Internat ional  f inanc ing  
e) Other sources.  
  
  
  

Question : Wri te a note on long term sources of f inance.  

  
Answer : There are di f ferent sources of funds avai lable to  meet long term 
f inancia l needs of  the business. These sources may be broadly c lassif ied into 
share capi tal  (both equi ty and preference) and debt ( including debentures, long 
term borrowings or other debt instruments).  In Ind ia,  many companies have 
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raised long term f inance by of fer ing various inst ruments to publ ic l i ke deep 
discount bonds, ful ly  convert ib le debentures,  etc.  These new inst ruments have 
characterist ics of  both equi ty and debt  and i t  is  d if f icult  to categorise them into 
equi ty and debt.  Di f ferent sources of long term f inance are :  
  
1) Owners'  capi tal  or  equity capital  :   
               A publ ic l imi ted company may ra ise funds from promoters or f rom the 
invest ing publ ic by way of owners capi tal  or equi ty capi tal  by issuing ordinary 
equi ty shares. Ordinary shareholders are owners of  the company and they 
undertake r isks of  business. They elect  the di rectors to run the company and 
have the opt imum control over the management of  the company. S ince equity 
shares can be paid of f  only in  the event in l iquidat ion, th is source has the least 
r isk involved, and more due to the fact  that the equi ty shareholders can be paid 
div idends only  when there are dist r ibutable prof i ts .  However,  the cost of  ord inary  
shares is usual ly the highest.  This is  due to the fact  that such shareholders 
expect a higher rate of  return on their investments compared to other suppl iers 
of  long term funds. The div idend payable on shares is an appropr ia t ion of  prof i ts  
and not a charge against  prof i ts,  meaning that i t  has to be paid only  out of  
prof i ts  af ter tax.  Ord inary share capital  also provides a secur i ty to other 
suppl iers of  funds. Thus,  a company hav ing substant ial  ordinary share capi tal 
may f ind i t  easier  to raise funds,  in view of the fact  that the share capi tal  
provides a secur i ty to other suppl iers of  funds. The Companies Act,  1956 and 
SEBI Guidel ines for disclosure and investors '  protect ions and the c lar i f icat ions 
thereto lays down a number of  provis ions regarding the issue and management  
of  equity share capi tal .  
  
Advantages of  raising funds by issue of equity shares are :  
  
i )  I t  is  a permanent source of f inance.  
  
i i )  The issue of new equi ty shares increases the company 's f lexib i l i ty .  
  
i i i )  The company can make further  issue of share capi tal by  making a r ight  issue.  
  
iv ) There is no mandatory payments to shareholders of  equity shares.  
  
  
2) Preference share capital  :    
             These are special  k ind of  shares, the holders of  which enjoy pr ior i ty in 
both, repayment of  capital at  the t ime of  winding up of the company and payment 
of  f ixed d iv idend.  Long-term funds from preference shares can be raised through 
a publ ic issue of  shares. Such shares are normal ly cumulat ive, i .e .  the dividend 
payable in a year of  loss gets car r ied over to  the next  t i l l ,  there are adequate 
prof i ts  to pay cumulat ive d iv idends. Rate of  dividend on preference shares is 
normally higher than the rate of  interest on debentures, loans, etc .  Most  of  
preference shares now a days carry a st ipu lat ion of  per iod and the funds have to 
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be repaid at  the end of  a st ipulated per iod. Preference share capital is  a hybr id 
form of f inancing that partakes some characteris t ics of  equi ty capi tal  and some 
att r ibutes of  debt capital .  I t  is  s imi lar  to equity  because preference div idend, l ike 
equi ty div idend is not  a tax deduct ible payment.  I t  resembles debt capital  as the 
rate of  preference div idend is f ixed. When preference div idend is skipped, i t  i s 
payable in fu ture due to the cumulat ive feature assoc iated wi th most  of  
preference shares. Cumulat ive Convert ib le Preference Shares (CCPs) may also 
be offered, under which the shares would carry a cumulat ive dividend of 
specif ied l imit  for  a period of  say 3 years,  af ter which the shares are converted 
in to equi ty shares. These shares are at tract ive for pro jects with a long gestat ion 
period. For normal preference shares, the maximum permissib le rate of  d iv idend 
is 14 %.  Preference share capi tal  may be redeemed at a predecided future date 
or at  an ear l ier stage inter al ia out of  the company's prof i ts .  This enables the 
promoters to wi thdraw their capita l f rom the company which is now sel f-
suf f ic ient,  and the withdrawn capita l may be reinvested in other  prof i table 
ventures.  I r redeemable preference shares cannot be issued by any company. 
Preference shares gained importance after the F inance Bi l l  1997 as d iv idends 
became tax exempted in the hands of the ind iv idual investor and are taxable in 
the hands of the company as tax is imposed on d ist r ibutable prof i ts  at  a f lat  rate.  
The Budget ,  for  2000 -  01 has doubled the d ividend tax from 10 % to 20 % 
bes ides a surcharge of  10 %.  The budget for 2001 - 2002 has reduced the 
div idend tax f rom 20 to 10 %. Many companies fol lowed this route during 1997 
especia l ly  through private placement  or preference shares as the capi tal markets 
were not v ibrant.  
  
 The advantages of taking the preference share capital  are as fo llows :  
  
1) No di lut ion in EPS on enlarged capi tal  base :  I f  equity is  issued i t  reduces 
EPS, thus af fec t ing the market percept ion about the company.  
  
2) There is leveraging advantage as i t  bears a f ixed charge.  
  
3) There is no r isk of  takeover.  
  
4) There is no di lut ion of  manager ial contro l.  
  
5) Preference capita l can be redeemed after a specif ied per iod.  
  
  
3) Retained Earnings :  
              Long term funds may a lso be prov ided by accumulat ion of  company's 
prof i ts  and on ploughing them back into business. Such funds belong to the 
ordinary shareholders and increases the company 's net  worth.  A publ ic  l imited 
company must p lough back a reasonable amount of  prof i t  every year,  keeping in 
v iew the legal  requirements in this regard, and i ts own expansion p lans. Such 
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funds enta i l  almost  no r isk and the present owner 's  cont rol  is  maintained as 
there is no di lut ion of  cont rol .  
  
  
4) Debentures or bonds :  
              Loans can be raised from publ ic  on issue of debentures or  bonds by 
publ ic l imited companies.  Debentures are normal ly issued in di f ferent 
denominat ions ranging f rom Rs. 100 to 1000 and carry di f ferent  rates of  interest.  
On issue of  debentures, a company can raise long term loans f rom publ ic.  
Usual ly,  debentures are issued on the basis of  a debenture t rust  deed which 
l is ts terms and condit ions on which debentures are f loated. They are normally 
secured against the company's assets .  As compared wi th preference shares,  
debentures provide a more convenient mode of long term funds. Cost of  capital 
raised through debentures is low as the interest  can be charged as an expense 
before tax.  From the investors '  v iew point ,  debentures of fer a more att ract ive 
prospect than preference shares as interest on debentures is payable whether  or 
not the company makes prof i ts .  Debentures are thus,  inst ruments for rais ing 
long term debt capita l.  Secured debentures are protected by a charge on the 
company 's assets.  Whi le  the secured debentures of  a wel l -establ ished company 
may be att ract ive to  investors,  secured debentures of  a new company do not  
normally evoke same interest in the invest ing publ ic .  
  
Advantages :  
  
1) The cost  of  debentures is much lower than the cost of  preference or equi ty 
capital  as the interest is tax-deduct ible.  Also,  investors consider debenture 
investment safer than equi ty or preferred investment and thus, may requi re a 
lower return on debenture investment.   
  
2) Debenture f inancing does not  result  in di lut ion of  cont rol .  
  
3) In a period of  r is ing prices, debenture issue is  advantageous. The f ixed 
monetary outgo decreases in real  terms as the price level increases.  
  
Disadvantages of  debenture f inancing are as below :  
  
1) Debenture interest  and capital  repayment are obl igatory payments.  
  
2) The protect ive covenants associated with a debenture issue may be 
rest r ic t ive.  
  
3) Debentures f inancing enhances the f inancial  r isk associated with the f irm.  
  
              These days many companies are issuing convert ible debentures or 
bonds wi th a number of  schemes/ incent ives l ike warrants/opt ions, etc.  These 
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bonds or debentures are exchangeable at  the ordinary share holder 's opt ion 
under spec if ied terms and condit ions.  Thus, for  the f irst  few years these 
secur i t ies remain as debentures and la ter they can be converted in to equi ty 
shares at  a  pre-determined convers ion pr ice. The issue of convert ible 
debentures has d ist inct  advantages f rom the view point  of  the issuing company.  
-  such as issue enables the management to raise equity capital indi rect ly without 
di lut ing the equity hold ing,  unt i l  the capita l raised starts  earn ing an added return 
to support  addit ional  shares.  
  
-  such securi t ies can be issued even when the equi ty market is  not very good.  
  
-  convert ible bonds are normally unsecured and, thus, thei r issuance may 
ordinari ly  not impair the borrowing capacity.   
  
             These debentures/bonds are issued subject  to the SEBI guidel ines 
not i f ied f rom t ime to t ime. Publ ic issue of debentures and private p lacement  to 
mutual funds, require that the issue be rated by a credi t  rat ing agency as CRISIL 
(Credi t  Rat ing and Informat ion Services of  India Ltd.) .  The credit  rat ing is given 
after  evaluat ing factors as t rack record of  the company, prof i tabi l i ty ,  debt 
serv ice capacity,  c redi t  worthiness and the perceived r isk of  lending.  
  
5) Loans from financial inst i tutions :  
             In India spec ial ised inst i tut ions provide long-term f inancia l  assistance 
to indust r ies.  Some of them are,  Indust r ia l  F inance Corporat ions, L i fe Insurance 
Corporat ion of  India,  Nat ional Smal l  Indust r ies Corporat ion Limi ted, Indust r ial  
Credi t  and Investment  Corporat ion, Industr ial  Development Bank of  Ind ia and  
Indust r ial  Reconst ruc t ion Corporat ion of  India.  Before sanct ion ing of a term 
loan, a company has to sat is fy the concerned f inancial  inst i tut ion regard ing the 
technical,  commercia l,  economic, f inanc ia l and manager ial v iabi l i ty  of  the pro ject 
for which the loan is required.  Such loans are avai lab le at  di f ferent rates  of  
in terest under di f ferent  schemes of  f inancial  inst i tut ions and are to be repaid as 
per a st ipulated repayment schedule.  The loans in many cases s t ipulate a 
number of  condit ions as regards the management  and certain other  f inanc ial  
pol ic ies of  the company. Term loans represent secured borrowings and are an 
important source of  funds for new pro jects.  They general ly ,  car ry a rate of  
in terest inclusive of  interest tax,  depending on the credi t  rat ing of  the borrower,  
the perceived r isk of  lending and cost of  funds and general ly repayable over  a 
period of  6 to 10 years  in annual,  semi-annual or quarter ly  ins tal lments .  Term 
loans are a lso provided by banks, State F inancial/Development inst i tut ions and 
al l  Ind ia term lending f inancia l inst i tut ions. Banks and State F inanc ial  
Corporat ions prov ide term loans to projects in the small  scale sector whi le,  for 
medium and large industr ies term loans are provided by State developmental 
inst i tut ions alone or  in  consort ium with banks and State f inancial corporat ions. 
For large scale pro jects Al l  India f inancial  inst i tut ions provide bulk of  term 
f inance s ingly or in consort ium with other such inst i tut ions, State level  
inst i tut ions and/or banks. After  independence, the inst i tut ional set up in India for 
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the provision of  medium and long term credit  for industry has been broadened. 
The ass istance sanct ioned and disbursed by these specia l ised inst i tut ions has 
increased impress ive ly  over the years.  A number of  spec ia l ised inst i tut ions are 
establ ished over the country.  
  
6) Loans from commercial  banks :  
             The pr imary role of  the commercial banks is to cater to the short  term 
requirement of  indust ry.  However,  of  la te,  banks have started taking an interest 
in  term f inanc ing of indust r ies in  several ways, though the formal term lending 
is,  st i l l ,  smal l  and conf ined to major  banks. Terms lendings by bank is a 
cont rovers ial  issue these days. I t  is  argued that  term loans do not sat isfy the 
canon of l iqu id ity that is  a major considerat ion in al l  bank operat ions. According 
to t radi t ional  values, banks should provide loans only for short  periods and 
operat ions result ing in  automatic l iquidat ion of  such credi ts over short  per iods. 
On the other hand, i t  is  contended that the t radi t ional  concept needs 
modif icat ion. The proceeds of  term loan are used for what are broadly known as 
f ixed assets or expansion in p lant capaci ty .  Thei r repayment  is  usual ly  
scheduled over a long period of  t ime. The l iquidi ty  of  such loans is sa id to 
depend on the ant ic ipated income of borrowers.  
  
              Work ing capi tal  loan is more permanent and long term as compared to 
a term loan. The reason being that a term loan is a lways repayable on a f ixed 
date and ul t imately,  the account wi l l  be total ly ad justed.  However,  in case of  
work ing capital  f inance, though payable on demand, in actual  pract ice i t  is  
not iced that the account  is  never adjusted as such and i f  at  al l  the payment is  
asked back,  i t  is  wi th a c lear purpose and intent ion of  ref inance being provided 
at the beginning of next year or hal f  year .   This technique of  prov id ing long term 
f inance is known as, "rol led over for per iods exceeding more than one year".  
Instead of indulging in term f inanc ing by the rol led over method, banks can and 
should extend credit  term after a proper appraisal o f  appl icat ions for term loans. 
The degree of  l iquidi ty in the provis ion for regular amort isat ion of  term loans is 
more than in some of these so cal led demand loans which are renewed f rom 
year to year.  Actual ly ,  term f inanc ing, disc ipl ines both the banker and borrower 
as long term planning is required to ensure that cash inf lows would be adequate 
to meet the inst ruments of  repayments and al low an act ive turnover of  bank 
loans. The adopt ion of  the formal  term loan lending by commercial  banks wil l  not 
hamper the cr i ter ia of  l iquidi ty,  and wi l l  int roduce f lex ibi l i ty in the operat ions of  
the bank ing system.  
  
             The real l imitat ion  to the scope of bank act iv i t ies is  that al l  banks are 
not wel l  equipped to appra ise such loan proposals.  Term loan proposals involve 
an e lement of  r isk  because of  changes in condi t ions af fect ing the borrower.  The 
bank making such a loan, thus, has to assess the s i tuat ion to make a proper 
appraisa l.  The decis ion in such cases depends on var ious factors af fect ing the 
concerned indust ry 's  condi t ions  and borrower 's earning potent ial .  
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7) Br idge finance :  
            I t  refers to loans taken by a company from commerc ial banks for a short  
period, pending disbursement of  loans sanct ioned by f inanc ial  inst i tut ions. 
Normal ly,  i t  takes t ime for f inancial  inst i tut ions to disburse loans to companies. 
However,  loans once approved by the term lending inst i tut ions pending the 
s igning of  regular term loan agreement,  that may be delayed due to non-
compl iance of  condi t ions st ipulated by the inst i tut ions whi le sanct ioning the 
loan. The bridge loans are repaid/adjusted out of  term loans as and when 
disbursed by the concerned ins t i tut ions. They are secured by hypothecat ing 
movable assets,  personal  guarantees and demand promissory notes. General ly ,  
the interest  rate on them is higher than on term loans.  
  
  

  

Question : What do you mean by Venture Capital  Financing ?  

  
Answer : Venture capi ta l f inancing refers to f inancing of  new high r isky venture 
promoted by qual i f ied ent repreneurs lack ing exper ience and funds to give shape 
to their  ideas.  Under i t  venture capita l is t  make investment to purchase equi ty or 
debt secur i t ies f rom inexperienced ent repreneurs undertaking h ighly r isky 
ventures wi th a potent ial  of  success. The venture capital indust ry in  India is just  
a decade o ld.  The venture capi tal ist  f inance ventures that are in nat ional  pr ior i ty  
areas such as energy conservat ion, qual i t y upgradat ion,  etc.  The Government  of  
India in November 1988 issued the f i rst  set o f  guidel ines for venture capi tal  
companies,  funds and made them el igible  for capital  ga in concess ions.  In 1995, 
certa in new clauses and amendments were made in the guidel ines that requi re 
the venture capita l is ts to meet the requi rements of  dif ferent statutory bodies and 
th is makes i t  d i f f icul t  for them to operate as they do not  have much f lexibi l i ty  in 
structur ing investments.  In 1999, the ex ist ing guidel ines were relaxed for 
increasing the attract iveness of the venture schemes and to induce high net 
worth investors to commit thei r funds to 'sunr ise ' sectors,  part icular ly the 
in format ion technology sector .  Ini t ia l ly  the cont r ibut ion to the funds avai lable for 
venture capital  investment in the country was from the Al l  India development  
f inancia l inst i tut ions, State development  f inancial  inst i tut ions, commercial  banks 
and companies in pr ivate sector.  Lately many offshore funds have been started 
in  the country and maximum contr ibut ion is f rom fore ign inst i tut ional  investors.  A 
few venture capi tal  companies operate as both investment and fund management 
companies,  other  set up funds and funct ion as asset  management  company. I t  is  
hoped that changes in the guidel ines for implementat ion of  venture capital  
schemes in the country would encourage more funds to be set  up to g ive the 
required momentum for venture capital investment  in India.  Some common 
methods of venture capi tal  f inanc ing are :  
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1) Equity financing : The venture capita l undertakings usual ly require funds for  
a longer period but ,  may not  be able to prov ide returns to investors during the 
in i t ial  stages. Thus,  the venture capi tal  f inance is general ly  prov ided by way of 
equi ty share capi tal .  The equi ty cont r ibut ion of  venture capital f i rm does not 
exceed 49 % of the total  equity capi tal  of  venture capital undertak ings so that 
the ef fect ive cont rol and ownership remains with the ent repreneur.  
  
2) Conditional  loan : I t  is  repayable in the form of  a royalty af ter the venture is 
able to generate sales .  No interest  is  paid on such loans. In Ind ia venture 
capital  f inancers charge royal ty ranging between 2 and 15 %, actual  rate 
depends on other factors of  the venture as gestat ion period, cash f low patterns,  
r isk iness and other fac tors of  the enterprise. Some venture capital f inancers 
give a choice to the enterpr ise of  paying a h igh rate of  interest,  which can be 
wel l   below 20 %, instead of royalty on sales once i t  becomes commercia l ly  
sounds.  
  
3) Income note : I t  i s a hybrid  securi ty combin ing features of  both convent ional  
and condi t ional loan.  The ent repreneur has to pay interest and royal ty on sales 
but,  at  substant ial ly  low rates. IDBI 's Venture Capita l Fund (VCF) provides 
funding equal to 80 - 87.5 % of the project  cost for commerc ia l appl icat ion of  
indigenous technology.  
  
4) Participating debentures :  Such secur i ty carr ies charges in 3 phases - in the 
star t  up phase no interest  is  charged,  next s tage - a low rate of  in terest is 
charged upto a part icular level of  operat ion and af ter that,  a h igh rate of  interest  
is  required to be paid.  
  

  

Question : Wri te a note on Debt Securi tisation ?  

  
Answer :  Debt secur i t isat ion is a method of recyc l ing of  funds.  I t  is especial ly  
benef icial  to f inancial  intermediar ies to  support  the lending volumes.  Assets 
generat ing steady cash f lows are packaged together  and against  th is asset pool 
market secur i t ies can be issued. The basic debt secur i t isat ion process can be 
c lassif ied in the fol lowing 3 funct ions :  
  
1) The origination function : A borrower seeks a loan from a f inance company, 
bank,  housing company or a lease f rom a leasing company. The credi tworthiness 
of  the borrower is  evaluated and a cont rac t is  entered into wi th repayment 
schedule st ructured over the l i fe of  the loan.  
  
2) The pooling function : Similar loans or receivables are c lubbed together to 
create an underly ing pool  of  assets.  This  pool is  t ransferred in favour of  a SPV 
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(Special Purpose Vehicle) ,  which acts as  a trustee for the investor .  Once the 
assets are t ransferred,  they are held in the or ig inators ' port fol io.  
  
3) The securi tisation function : I t  is  the SPV's job now to st ructure and issue 
the secur i t ies on the bas is of  the asset  pool.  The securi t ies carry a coupon and 
an expected matur i ty which can be asset based or mortgage based. These are 
genera l ly  so ld to investors through merchant  bankers.  The investors interested 
in  this type of secur i t ies are genera l ly  inst i tut ional  investors l ike mutual funds, 
insurance companies,  etc .  The originator  usual ly keeps the spread avai lab le i .e .  
di f ference between yield f rom secured assets and interest paid to  investors.  The 
process of secur i t isat ion is general ly without  recourse i .e.  the investor bears the 
credi t  r isk or r isk of  defaul t  and the issuer is under an obl igat ion to pay to 
investors only i f  the cash f lows are received by h im f rom the col lateral .  The r isk 
run by the investor can be further reduced through credi t  enhancement faci l i t ies 
as insurance, let ters of  credit  and guarantees. In a s imple pass through 
structure, the investor  owns a  proport ionate share of  the asset pool  and cash 
f lows when generated are passed on di rect ly to the investor.  This is  done by 
issuing pass through cert i f icates. In mortgage or asset backed bonds,  the 
investor has a l ien on the under ly ing asset  pool .  The SPV accumulates payments 
from borrowers f rom t ime to t ime and make payments to investors at  regular 
predetermined intervals.  The SPV can invest the funds received in short  term 
inst ruments and improve y ie ld when there is a t ime lag between receipt  and 
payment.  
  
Benefits to the originator :  
  
1) The assets are sh if ted of f  the balance sheet ,  thus, g iv ing the or iginator  
recourse to of f  ba lance sheet  funding.  
  
2) I t  converts i l l iqu id assets to l iqu id port fol io.  
  
3) I t  faci l i tates better balance sheet management as assets are t ransferred off  
balance sheet  faci l i ta t ing sat isfact ion of  capital  adequacy norms.  
  
4) The orig inator 's c redi t  rat ing enhances.  
  
For the investor,  secur i t isat ion opens up new investment avenues. Though the 
investor bears the credi t  r isk.  The securi t ies  are t ied up to def ini te assets.  As 
compared to factor ing or bi l l  d iscount ing which largely solve the problems of  
short  term trade f inanc ing.  Securi t isat ion helps to convert  a st ream of  cash 
receivables into a source of long term f inance.  For  a developed securi t isat ion 
market,  high qual i ty  assets w ith low defaul t  rate are essent ia l  w ith standardised 
loan documentat ion and s table interest rate st ructure and suf f ic ient data on 
asset per formance, developed secondary debt markets are essent ia l  for th is.  In 
Indian context  debt securi t isat ion has began to take of f .  The ideal candidates for 
th is are hi re purchase and leasing companies, asset  f inance and real estate 
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f inance companies. ICICI,  HDFC, Ci t ibank,  Bank of  America, etc .  have  or are 
planning to raise funds by securi t isat ion.  
  

  

Question : Explain br iefly the term Lease Financing ?  

  
Answer :  Leas ing is a genera l cont ract  between the owner and user of  the asset 
over a speci f ied per iod of  t ime. The asset is  purchased ini t ial ly by the lessor 
( leasing company) and thereafter leased to the user ( lessee company) that  pays 
a speci f ied rent  at  per iodical intervals.  Thus, leasing is an a lternat ive to the 
purchase of an asset out of  own or borrowed funds.  Moreover,  lease f inancing 
can be arranged much faster as compared to term loans from f inancial  
inst i tut ions. In recent years,  leas ing has become a popular  source of f inanc ing in 
India.  From the lessee's view point ,  leasing has the attract ion of  el iminat ing 
immediate cash outf low and the lease renta ls can be deducted for comput ing the 
total  income under the Income tax act.  As against this,  buying has the 
advantages of depreciat ion al lowance inc lus ive of  addit ional  deprec iat ion and 
in terest on borrowed capi tal being tax deduct ible.  Thus, an evaluat ion of  the 2 
al ternat ives is to be made in  order  to take a decis ion.  
  
  

  

Question : Explain the various sources of short term finance ?  

  
Answer : Fol lowing are the var ious sources of short  term f inance :  
  
  
1) Trade credit :  I t  represents credit  granted by suppl iers of  goods,  etc.  as an 
incident of  sa le.  The usual  durat ion of  such credit  is 15 to 90 days.  I t  generates 
automat ical ly,  in the course of business and is common to almost  al l  business 
operat ions.  I t  can be in the form of an 'open account ' or  'bi l ls  payable ' .  Trade 
credi t  is  preferred as a source of f inance as i t  is  wi thout  any expl ic i t  cost  and t i l l  
a bus iness is  a going concern, i t  keeps on rotat ing. I t  a lso, enhances 
automat ical ly with the increase in the volume of  business.  
  
  
2) Advances from customers : Manufacturers and contractors engaged in  
producing or construct ing cost ly goods involv ing considerable length of  
manufacturing or const ruct ion t ime usual ly,  demand advance money from their 
customers at  the t ime of accept ing their orders for execut ing their  cont racts or 
supply ing the goods.  This is  a cost f ree source of  f inance and real ly  useful .  
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3) Bank advances :  
              Banks receive depos its f rom publ ic for dif ferent periods at  vary ing 
rates of  interest there are funds invested and lent  in such a manner that  when 
required, they may be cal led back. Lending results in gross revenues out  of  
which costs,  such as interest on depos its,  admin ist rat ive costs,  etc.  are met and 
a reasonable prof i t  is  made. A bank 's lending pol icy is  not merely prof i t  
mot ivated but has to keep in mind the socio-economic development  of  the 
count ry.  As a prudent  pol icy,  banks normal ly spread out thei r funds as under :  
  
i )  About 9 - 10 % in cash.  
  
i i )  About 32 % in approved government and semi-government secur i t ies.  
  
i i i )  About  58 % in advances to the ir credi ts.  
  
              Banks advances are in the form of loan, overdraf t ,  cash credi t  and bi l ls  
purchased/d iscounted,  etc.  Banks do not  sanct ion advances on long term basis 
beyond a small  proport ion of  thei r demand and t ime l iab i l i t ies.  Advances are 
granted against  tangible secur i t ies such as goods, shares, government 
promissory notes, b i l ls ,  etc.  In rare cases, c lean advances may also be a l lowed.  
  
a) Loans : In a loan account,  the ent i re advance is disbursed at one t ime in 
cash or by t ransfer to the cur rent account  of  the borrower.  I t  is  a s ingle advance, 
except by way of interest  and other charges,  no further adjus tments are made in 
th is account.  Loan accounts are not running accounts l ike overdraft  and cash 
credi t  accounts,  repayment under the loan account,  may be ful l  amounts  or by 
way of schedule of  repayments agreed upon as in case of terms loans.  The 
secur i t ies may be shares,  government secur i t ies,  l i fe insurance pol ic ies and 
f ixed deposi t  receipts and  so on.  
  
b) Overdrafts : Under th is faci l i ty ,  customers are al lowed to withdraw in excess 
of credit  balance standing in the ir  current depos it  account.  A f ixed l imi t  is  thus, 
granted to the borrower w ithin which the borrower is a l lowed to overdraw his 
account.  Opening of an overdraft  account requires that a current  account  is  
formal ly opened. Al though overdraf ts are repayable on demand,  they usual ly 
cont inue for long periods by annual renewals of  l imi ts.  This is  a convenient 
arrangement for the borrower,  as he is in a pos it ion to avai l  the sanct ioned l imit  
as per his requi rements.  Interest is  charged on dai ly  balances, cheque books are 
provided,  these accounts being operat ive as cash credi t  and current accounts.  
Securi ty,  as in case of  loan accounts,  may be shares,  debentures and 
government  securi t ies,  l i fe insurance pol ic ies and f ixed depos it  receipts are also 
accepted in specia l  cases.  
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c) Clean overdrafts : Request for such faci l i ty  is  enterta ined only f rom 
f inancia l ly  sound part ies that are reputed for  the ir integri ty.  Bank is to rely on 
personal securi ty of  the borrowers, thus,  i t  has to exercise a good deal  o f  
rest raint  in entertain ing such proposals ,  as they have no back ing of any tangib le 
secur i ty.  In case part ies are a lready enjoy ing secured advance faci l i t ies,  th is 
may be a point  in favour and may be taken in to account whi le screening such 
proposals.  The turnover in the account,  sat isfactory deal ings for considerable 
period and reputat ion in the market are also considered by the bank. As a 
safeguard, banks take guarantees f rom other persons who are credit  worthy 
before grant ing this faci l i ty .  A c lean advance is general ly granted for a short  
period and must not  be cont inued for long.  
  
d) Cash credits : Cash credi t  is  an arrangement  under which,  a customer is  
al lowed an advance upto certa in l imi t  against  credit  granted by bank. Under i t ,  a 
customer need not borrow, the ent i re amount  of  advance at one t ime. He can 
only draw to the extent  of  h is requi rements and deposi t  his surplus funds in his 
account.  Interest is not charged on the ful l  amount of  advance but,  on the 
amount actual ly  avai led by him.  Usual ly,  credi t  l imi ts are sanct ioned against the 
secur i ty of  goods by way of  pledge or hypothecat ion,  though they are repayable 
on demand, banks usual ly do not recal l  them, unless they are compel led to do so 
by adverse factors.  Hypothecat ion is an equitable charge on movable goods for 
an amount of  debt  where neither possession nor ownership is  passed on to the 
credi tor.  For  pledge, the borrower del ivers the goods to the creditor as secur i ty 
for repayment of  debt .  Since the banker,  as  creditor,  is  in  possess ion of the 
goods, he is ful ly  secured and in case of emergency he may fa l l  back on the 
goods for real isat ion of  his advance under proper not ice to the borrower.  
  
e) Advances against goods :  Advances against goods occupy an important 
place in total  bank credi t ,  goods as securi ty have certa in dist inct  advantages :  
  
-  they provide a rel iab le source of  repayment  
-  advances against  goods are safe and l iqu id  
  
              Genera l ly ,  goods are charged to the bank by way of p ledge or 
hypothecat ion. The term 'goods ' inc ludes al l  forms of movables that are of fered 
to the bank as secur i ty .  They may be agricultural commodit ies,  industr ial  raw 
mater ials,  par t ly  f in ished goods and so on.  RBI issues di rect ives f rom t ime to 
t ime imposing rest r ict ions on advances against certain commodit ies .  I t  is  
obl igatory on banks to fo l low these di rect ives in let ter and spir i t ,  they may 
somet imes,  also st ipulate changes in margin.  
  
f)  Bi l ls purchased/discounted :  These advances are al lowed against the 
secur i ty of  bi l ls  that  may be c lean or documentary.  B i l ls  are somet imes, 
purchased f rom approved customer,  in whose favour l imits are sanct ioned.  
Before grant ing a l imi t ,  the banker sat isf ies himsel f  as to the creditworthiness of  
the drawer.  Although the term 'bi l l s purchased' gives the impress ion that the 
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bank becomes the owner or  purchaser of  such bi l ls ,  in real i ty ,  the bank holds the 
bi l ls  as  securi ty only,  for the advance.  In addit ion to the r ights against  the 
part ies  l iable on the bi l ls ,  the banks can also exercise a pledgee's r ights over 
the goods covered by the documents.  Usuance bi l ls  matur ing at  a future date or  
s ight are discounted by the banks for approved part ies.  When a bi l l  is  
discounted, the borrower is  paid the present worth.  The bankers,  however,  
col lect  the fu l l  amounts on maturi ty,  the d if ference between the 2 i .e.  the amount 
of  the b i l l  and the d iscounted amount represents  earn ings of  bankers for the 
period; i t  is  termed as 'discount '.  Somet imes,  overdraft  or cash credit  l imits are 
al lowed against  the securi ty of  b i l ls .  A sui tab le margin is  usual ly maintained. 
Here the b i l l  is  not a pr imary secur i ty but,  on ly a col latera l one. In such case,  
the banker does not  become a party to the bi l l ,  but  merely co l lects i t  as an agent 
for i ts  customer.  When a banker purchases or  d iscounts a bi l l ,  he advances 
against the b i l l ,  he thus, has to be very caut ious and grant such fac i l i t ies only to 
credi tworthy customers, having an establ ished s teady relat ionship wi th the bank. 
Credi t  reports  are a lso compl ied on the drawees.  
  
g) Advance against documents of t i t le to goods : A document becomes of  
document  of  t i t le to goods when i ts possession is recognised by law or business 
custom as possess ion of the goods. These documents inc lude a bi l l  of  lading, 
dock warehouse keeper 's cert i f i cate,  rai lway receipt ,  etc.  A person in possess ion 
of a document to goods can by endorsement  or del ivery or both of  document,  
enables another person to take del ivery of  the goods in his r ight.  An advance 
against pledge of  such documents is  equivalent to an advance against the 
pledge of  goods themselves.  
  
h) Advance against supply of bil ls :  Advances against bi l ls  for supply of  goods 
to government or  semi -government departments against  f i rm orders af ter 
acceptance of  tender fal l  under this category .  Other type of bi l ls  under this 
category are b i l ls  f rom contrac tors for work executed wholly or part ial ly  under 
f i rm contrac ts entered in to with the herein ment ioned government agenc ies.  
These are c lean b i l ls,  without being accompanied by any document of  t i t le of  
goods. But,  they evidence supply  of  goods d i rect ly to Governmental  agenc ies. 
They may, somet imes,  be accompanied by inspect ion notes from representat ives 
of  government agencies for inspect ing the goods before despatch. I f  b i l ls  are 
wi thout  inspect ion report ,  banks l ike to examine them wi th the accepted tender 
or cont ract for ver i fy ing that the goods suppl ied under the bi l ls  st r ic t ly  conform 
to the terms and condi t ions in the acceptance tender.  These supply b i l ls  
represent  debt in favour of  suppl iers/contractors,  for goods suppl ied to 
government  bodies or work  executed under cont ract f rom the Government  
bodies. This debt  is  assigned to the bank by endorsement  of  supply  b i l ls and 
execut ing ir revocable power of  at torney in favour of  banks for receiv ing the 
amount of  supply b i l ls  f rom the Government departments.  The power of  at torney 
has got  to be registered with the department concerned.  The banks also take 
separate le t ter f rom the suppl iers/cont ractors inst ruct ing the Government  body 
to pay the amount of  bi l ls  d irect  to the bank. Supply bi l ls  do not enjoy the legal 
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status of  negot iable instruments as they are not bi l ls  of  exchange. The securi t y 
avai lab le to a banker is by way of assignment  of  debts represented by the 
supply bi l ls .  
  
i )  Term loans by banks : I t  is an insta lment  credi t  repayable over a period of  
t ime in monthly/quarter ly/half -yearly or year ly insta lments.  Banks grant term 
loans for smal l  pro jects fal l ing under the prior i ty  sector,  smal l  scale sector  and 
big units .  Banks have now been permit ted to sanct ion term loan for projects as 
wel l  without associat ion of  f inanc ial inst i tut ions.  The banks grant loans for 
periods normal ly ranging f rom 3 to 7 years and at  t imes even more.  These loans 
are granted on the securi ty of  f ixed assets.  
  
j )  Financing of  exports by banks : Advances by commercial  banks for export  
f inancing are in the form of :  
  
a) Pre-shipment finance i .e.  before shipment of goods : This usual ly ,  takes 
the form of pack ing credi t  faci l i ty ,  which is an advance extended by banks to an 
exporter for  the purpose of buying, manufacturing, processing,  pack ing, sh ipping 
goods to overseas buyers.  Any exporter,  having at hand a f i rm export  order 
placed w ith him by his foreign buyer or an i r revocable let ter  of  c redi t  opened in 
his favour,  can approach a bank for avai l ing packing credit .  An advance so taken 
requires to be l iquidated with in 180 days from the date of  i ts  commencement by 
negot iat ion of  export  proceeds in an approved manner.  Thus, packing credi t  i s 
essent ial l y a short  term advance. Usual ly,  banks insist  on their  customers to 
lodge with them i rrevocable let ters of  c redit  opened in favour of  the customers 
by overseas buyers.  The let ter  of  c redit  and f irm sale cont racts not  only serve as 
evidence of a def ini te arrangement for real isat ion  of  the export  proceeds but  
also ind icate the amount of  f inance requi red by the exporter.  Pack ing  credi t  in 
case of customers of  long standing, may a lso be granted against  f i rm contracts 
entered into by them with overseas buyers.   Fol lowing are the types of  packing 
credi t  avai lable :  
  
i )  C lean packing credit :  This is  an advance avai lable to an exporter only  on 
product ion of  a f i rm export  order or a let ter o f  credit  without exercis ing any 
charge or  cont rol over raw material  or f in ished goods. Each proposal  is  weighted 
according to par t icu lar  requi rements of  t rade and credi t  worthiness of the 
exporter.  A sui table margin has to be maintained.  Also, Export  Credit  Guarantee 
Corporat ion (E.C.G.C.)  cover should be obtained by the bank.  
  
i i )  Packing credit  against hypothecation of  goods : Export  f inance is made 
avai lab le on certain terms and condi t ions where the exporter has pledgeable 
in terest and the goods are hypothecated to the bank as secur i ty with s t ipulated 
margin.  At the t ime of ut i l is ing the advance,  the exporter is  required to submit ,  
along with the f irm export  order or let ter  of  credi t ,  re lat ive stock statements and 
thereafter  cont inue submit t ing them every fortnight  and/or whenever there is  any 
movement in stocks.  
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i i i )  Packing credit against pledge of goods : Export  f inance is made avai lab le 
on certain terms and condi t ions where the exportable f inished goods are pledged 
to the banks with approved c learing agents who would ship the same f rom t ime 
to t ime as requi red by the exporter.  Possession of goods so pledged l ies  wi th 
the bank and are kept  under i ts  lock and key.  
  
iv) E.C.G.C. guarantee : Any loan given to an exporter for  the manufacture, 
processing, purchasing or pack ing of goods meant  for  export  against a f i rm order 
qual i f ies for pack ing. Credit  guarantee is issued by the Export  Credi t  Guarantee 
Corporat ion (E.C.G.C.) .  
  
v) Forward exchange contract :  Another requirement of  packing credi t  fac i l i ty  
is  that  i f  the export  bi l l  is to be drawn in a foreign currency, the exporter should 
enter into a forward exchange contract w ith the bank, thereby avoid ing r isk 
involved in a poss ible change in the exchange rate.  
  
Documents required :   
-  In case of  par tnership f i rms, banks usual ly require the fo l lowing documents :  

•  Joint  and severa l demand pronote s igned on behalf  of  the f i rm as a lso by 
partners ind iv idual ly;   

•  Let ter of  cont inu ity,  s igned on behalf  of  the f i rm and par tners  
indiv idual ly;   

•  Let ter of  p ledge to secure demand cash credi t  agains t stock, in case of 
pledge or agreement  of      
 hypothecat ion to secure demand cash credi t ,  in case of hypothecat ion.    

•  Let ter of  authori ty to operate the account ;   
•  Dec larat ion of  Partnership,  in case of sole t raders,  so le propr ietorship 

dec larat ion;   
•  Agreement  to ut i l ise the monies drawn in terms of contract;   
•  Let ter of  hypothecat ion for bi l ls .   

-  Fol lowing documents  are required by banks, in case of  l imi ted companies :  
•  Demand pro-note;   
•  Let ter of  cont inu ity;   
•  Agreement  of  hypothecat ion of  let ter of  pledge, s igned on behal f  of  the 

company;   
•  General guarantee of the di rectors '  resolut ion;   
•  Agreement  to ut i l ise the monies drawn in terms of contract should bear 

the company 's seal;   
•  Let ter of  hypothecat ion for bi l ls   

b) Post shipment finance : I t  takes the below ment ioned forms :  
  
i )  Purchase/Discounting of  documentary export bi l ls :  Finance is provided to 
exporters by purchasing export  bi l ls  drawn payable at  s ight or by d iscount ing 
usuance export  bi l l s covering conf i rmed sales and backed by documents 
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inc lusive of  documents  of  t i t le to goods such as bi l l  of  lading,  post parcel  
receipts or ai r  consignment notes. Documents to be obtained are :  

• Letter of  hypothecat ion cover ing the goods;  and  
• General  guarantee of di rectors  or  partners of  the f i rm, as the case may 

be.   
E.C.G.C.  Guarantee : Post-shipment f inance,  g iven to an exporter  by bank 
through purchase,  negot iat ion or discount of  an export  bi l l  against an order,  
qual i f ies for post -shipment export  c redi t  guarantee. I t  is  necessary ,  that  
exporters obta in a sh ipment or  cont racts r isk pol icy of  E.C.G.C. Banks insist  on 
the exporters to take a contrac ts sh ipments (comprehensive r isks)  pol icy 
cover ing both pol i t ical  and commercial r isks.  The Corporat ion, on acceptance of 
the pol icy,  would f ix credi t  l imits  for individual  exporters and the Corporat ion's 
l iab i l i ty wi l l  be l imited to the extent  of  the l imit  so f ixed for the exporter 
concerned ir respect ive of  the pol icy amount.  
  
i i )  Advance against export bi l ls sent for collection : Finance is provided by 
banks to exporters by way of advance against export  bi l ls  forwarded through 
them for co l lect ion, tak ing into account the party 's creditworth iness,  nature of  
goods exported, usuance,  standing of  drawee, etc.  appropr ia te margin is  kept.  
Documents to be obtained :  
Demand promissory   note;  
Letter of  cont inui ty;  
Letter of  hypothecat ion cover ing bi l ls ;  
General  guarantee of di rectors  or  partners of  the f i rm, as the case may be.  
  
i i i )  Advance against duty draw backs, cash subsidy, etc.  :  To f inance export  
losses sustained by exporters,  bank advance against  duty draw-back, cash 
subsidy , etc.  receivable by them against export  per formance. Such advances are 
of  c lean nature, hence,  necessary precaut ion is to be exercised.  
  
Conditions :  Bank providing f inance in th is manner should see that the relat ive 
export  bi l ls  are either negot iated  or forwarded for col lect ion through i t  so that ,  i t  
is  in a pos it ion to ver i fy  the exporter 's  c laims for duty  draw-backs, cash subs idy, 
etc.  An advance so avai led by an exporter is  requi red to be l iqu idated with in 180 
days from the date of  shipment  of  re lat ive goods.   
  
Documents to be obtained are :  

• Demand promissory   note;   
• Letter of  cont inui ty;   
• General  guarantee of di rectors  or partners of  the f i rm, as the case may 

be.   
• Undertaking f rom the borrowers that they wil l  depos it  the 

cheques/payments received f rom the appropr ia te author i t ies immediate ly 
wi th the bank and wi l l  not ut i l ise such amounts in any other way.   
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c) Other facil i t ies extended to exporters :  
  
i )  On behalf  of  approved exporters,  banks establ ish let ters of  c redit  on their  
overseas or up-country  suppl iers.  
  
i i )  Guarantees for waiver of  excise duty,  etc.  due per formance of cont racts ,  bond 
in  l ieu of  cash securi ty deposi t ,  guarantees for advance payments,  etc .  are also 
issued by banks to approved c l ients.  
  
i i i )  To approved c l ients  undertak ing exports on deferred payment terms, banks 
also provide f inance.  
  
iv ) Banks a lso endeavour to secure for the ir exporter-customers status reports of  
thei r buyers and trade  
in format ion on var ious commodit ies through their correspondents.  
  
v) Economic intel l igence on var ious countr ies is  also prov ided by banks to the ir 
exporter c l ients .  
  
5) Inter corporate deposits : The companies can borrow funds for  a short  
period say 6 months f rom other companies hav ing  surplus l iquidi ty.  The rate of  
in terest on i t  varies  depending on the amount  involved and t ime period.  
  
6) Certi f icate of deposit (CD) : I t  is  a document of  t i t le s imilar to a t ime deposit  
receipt  issued by a bank except ,  that there is no prescr ibed in terest rate on such 
funds.  I ts  main advantage is that banker is  not required to encash the depos it  
before matur i ty  period and the investor is  assured of l iquid ity as he can sel l  i t  in 
the secondary market .  
  
7) Public deposits :  They are important source of  shor t  and medium term 
f inances part icular ly due to credit  squeeze by the RBI.  A company can accept 
such deposi ts subject to the st ipulat ions of  the RBI  f rom t ime to t ime maximum 
upto 35 % of i ts paid up capital  and reserves,  f rom the publ ic and the 
shareholders.  These may be accepted for a period of  6 months to 3 years.  Publ ic 
depos its are unsecured loans, and not meant  to be used for  acquis i t ion of  f ixed 
assets,  since, they are to be repaid wi thin a period of  3 years.  These are mainly 
used to f inance working capital  requirements.   
  
  

  

Question : Enumerate and explain the other sources of  f inancing ?  

  
Answer : The other sources of  f inanc ing are as d iscussed below :  
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1) Seed capital  assistance : The seed capital  ass istance scheme is designed 
by IDBI for professional ly  or technica l ly qual i f ied ent repreneurs and/or persons 
possessing re levant  experience,  ski l ls  and entrepreneuria l t rai ts.  Al l  the projects 
el ig ib le for f inancial  assistance f rom IDBI,  d irect ly or  indi rect ly through ref inance 
are el igib le under the scheme. The project  cost  should not  exceed Rs. 2 crores 
and the maximum assistance under the project wi l l  be rest r ic ted to 50 % of  the 
required promoter 's cont r ibut ion or  Rs. 15 lakhs,  whichever is  lower.  Seed 
capital  assistance is  in terest f ree, but carr ies a service charge of  1 % per annum 
for the f irst  5 years and at increas ing rate thereafter.  However,  IDBI wi l l  have 
the opt ion to charge interest  at  such rate as determined by i t  on the loan i f  the 
f inancia l pos it ion and prof i tab i l i ty  of  the company so permi ts during the currency 
of the loan.  The repayment schedule is f ixed depending on the repay ing capaci ty 
of  the unit  wi th an ini t ia l  moratorium upto 5 years.  For projects wi th cost  
exceeding Rs. 200 lakhs,  seed capital may be obta ined from the Risk Capital  
and Technology Corporat ion Ltd.  (RCTC). For smal l  projects cost ing upto Rs.  5 
lakhs, ass istance  under the Nat ional  Equity  Fund of  the SIDBI may be avai led.  
  
2) Internal cash accruals : Exist ing prof i t  making companies undertak ing an 
expans ion/d iversi f icat ion programme may be permit ted to invest a  part  of  their 
accumulated reserves or cash prof i ts for c reat ion of  capital assets.  In such 
cases, the company 's past  performance permits capita l expenditure f rom wi thin 
the company by way of  d is investment of  working/ invested funds. In other words, 
the surplus generated f rom operat ions, af ter meet ing al l  the cont rac tual,  
statutory and work ing requirement  of  funds,  is  avai lable for further capi tal  
expenditure.  
  
3) Unsecured loans : They are prov ided by promoters to  meet the promoters ' 
cont r ibut ion norm.  These loans are subordinate to inst i tut ional loans and interest 
can be paid only af ter payment of  inst i tut ional  dues. These loans cannot  be 
repaid without the pr ior approval of  f inancial  inst i tut ions. Unsecured loans are 
considered as part  of  the equi ty for the purpose of  calculat ing debt equi ty rat io.  
  
4) Deferred payment guarantee : Many a t ime suppl iers of  machinery provide a 
deferred credit  faci l i ty  under which payment for the purchase of machinery may 
be made over a per iod of  t ime. The ent i re cost of  machinery is f inanced and the 
company is not required to cont r ibute any amount ini t ia l ly  towards acquis i t ion of  
machinery.  Normally,  the suppl ier of  machinery would insist  that the bank 
guarantee be furn ished by the buyer.  Such a faci l i ty  does not  have a morator ium 
period for repayment .  Hence, i t  i s advisable only for  an exist ing prof i t  making 
company.  
  
5) Capital  Incentives : Backward area development incent ives avai lable of ten 
determine the locat ion of  a new industr ial  uni t .  They usual ly cons ist  of  a 
lumpsum subsidy and exempt ion from or deferment of  sales tax and oct roi  duty.  
The quantum of  incent ives is determined by the degree of backwardness of the 
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locat ion.  Specia l capi tal  incent ive in the form of a lumpsum subs idy is a quantum 
sanct ioned by the implement ing agency as a percentage of the f ixed capi tal  
investment subject,  to an overal l  ce i l ing. This amount forms a part  of  the long-
term means of f inance for the projec t.  However,  the v iabi l i ty  of  the project  must 
not be dependent on the quantum and avai labi l i ty  of  incent ives. Inst i tut ions, 
whi le appraising the project,  assess i ts  v iabi l i ty  per se, without cons ider ing the 
impact of  incent ives on the cash f lows and the projec t 's prof i tabi l i ty .  Special  
capital  incent ives are sanct ioned and released to the units only af ter they have 
compl ied with the requirements of  the relevant scheme. The requirements may 
be c lassi f ied into in i t ia l  ef fect ive steps,  that  inc lude format ion of  the 
f i rm/company,  acquis it ion of  land in the backward area and regist rat ion for  
manufacture of  the products.  The f inal  ef fect ive steps include obtaining 
c learances under FEMA, capital goods c learance/ import  l i cense, convers ion of 
Letter of  Intent to Industr ial  License,  t ie up of the means of  f inance,  al l  
c learances required for  the set t ing up of the uni t ,  aggregate expenditure 
incurred for the projec t  should exceed 25 % of the pro ject cost and at least 10 %,  
i f  the f ixed assets should have been created/acquired at  s i te.  The release of  
special  capital incent ives by the concerned State Government general ly  takes 1 
to 2 years.  Promoters thus,  f ind i t  convenient  to avai l  the br idge f inance against 
the capi tal  incent ives. Prov is ion for the same should be made in the pre-
operat ive expenses cons idered in the project  cost.  As the br idge f inance may be 
avai lab le to the extent  of  85 %,  the balance i .e.  15 % may have to be brought in 
by the promoters f rom their own resources.  
  
6) Various short term provisions/accruals account : Accruals accounts are a 
spontaneous source of  f inancing as they are se lf -generat ing. The most  common 
accrual accounts are wages and taxes. In  both cases, the amount becomes due 
but is not paid immediately.  
  
  
  

Question : Wri te short notes on :  
1) Deep Discount Bonds                                          2)  Secured Premium 
Notes  
3) Zero interest ful ly convertible debentures             4) Zero Coupon Bonds  
5) Double Option Bonds                                          6)  Option Bonds  
7) Inflation Bonds                                                  8)  Floating Rate Bonds  

  
Answer :  
1) Deep Discount Bonds :  
              I t  is  a form of a zero interest bond, sold at  a d iscounted value and on 
matur i ty  face value is paid to the investors.  In such bonds,  there is no interest 
paid dur ing lock in per iod. IDBI was the f i rst  to issue a deep discount bond in 
India in January ,  1992.  I t  had a face value of Rs. 1 lakh and was sold for  Rs. 
2700 w ith a maturi ty  period of  25 years.  The investor could hold the bond for 25 



Page 105 of 109 
 

https://www.facebook.com/icainews 
 

years or seek redempt ion at the end of  every 5 years w ith matur i ty value as 
below :  
  

Holding period 
(years)  

5  10  15  20  25  

Maturi ty value (Rs.)  5700  12000  25000  50000  100000  

Annual  rate of  
interest (%)  

16.12  16.09  15.99  15.71  15.54  

  
             The investor can sel l  the bonds in s tock market and real ise the 
di f ference between face value (Rs. 2700) and the market pr ice as capi tal  ga in.  
  
2) Secured Premium Notes :  
             I t  is  issued a long wi th a detachable warrant and is redeemable af ter a 
not i f ied per iod of  say 4 to 7 years.  The conversion of detachable warrant into 
equi ty shares wi l l  have to be done with in the t ime period not i f ied by the 
company.  
  
3) Zero interest ful ly convertible debentures :  
             These are ful ly  convert ib le debentures which do not carry any interest.  
They are compulsori ly  and automat ical ly converted after a spec if ied period of  
t ime and holders thereof are ent i t led to new equi ty shares of  the company at 
predetermined price.  From the company 's v iew point ,  this k ind of  instrument is 
benef icial  in  the sense, that  no interest  is  to be paid on i t ,  i f  the share pr ice of  
the company in the market is  very high, then the investor  tends to get  equi ty 
shares of  the company at a lower rate.  
  
4) Zero Coupon Bonds :  
             A zero coupon bond does not carry  any interest,  but i t  is sold by the 
issuing company at a d iscount.  The di f ference between the discounted and 
matur ing or  face value represents the interest to be earned by the investor on 
them.  
  
5) Double Option Bonds :  
             Double Opt ion Bonds are recent ly issued by the IDBI.  The face value of  
each bond is Rs. 5000,  i t  carr ies interest at  15 % per annum compounded hal f  
yearly f rom the date of  a l lotment.  The bond has a maturi ty  period of  10 years .  
Each having 2 parts,  in the form of 2 separate cert i f icates, one for the principal  
of  Rs. 5000 and other for interest ,  including redemption premium of Rs. 16500.  
Both these cert i f icates are l isted on a l l  major  stock exchanges. The investor has 
the faci l i ty  of  se l l ing e i ther one or both parts anyt ime he l ikes.  
  
6) Option bonds :  
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             These are cumulat ive and non-cumulat ive bonds where in terest is  
payable on matur i ty  or  periodical ly .  Redemption premium is  also of fered to 
at t ract  investors.  These were recent ly issued by IDBI ,  ICICI,  etc.  
  
7) Inf lation bonds :  
             They are bonds in which interest rate is  adjusted for inf lat ion.  The 
investor,  thus, gets an interest f ree f rom the ef fects of  inf la t ion.  For  instance,  i f  
in terest rate is  12 % and inf lat ion rate is  5 %, the investor wi l l  earn 17 %, 
meaning that the investor is  protected against  inf la t ion.  
  
8) Floating Rate Bonds :  
             As the name suggests,  F loat ing Rate Bonds are ones,  where the rate of  
in terest is not f ixed and is a l lowed to f loat depending upon the market 
condi t ions. This is an ideal  inst rument that  can be resorted to by the issuer to 
hedge themselves against  the volat i l i ty  in  interest  rates.  This has become more 
popular as a money market inst rument  and has been successful ly  issued by 
f inancia l inst i tut ions l ike IDBI,  ICICI,  etc.  
  

  

Question : Give a detailed account of International Financing ?  

  
Answer : The essence of f inanc ial management  is  to raise & ut i l ise the funds 
raised ef fect ive ly.  There are var ious avenues for organisat ions to raise funds 
ei ther through internal  or external sources. External  sources include :  

• Commercial banks :  L ike domest ic loans, commerc ial banks a l l  over  the 
wor ld extend Fore ign Currency (FC) loans,  for  internat ional operat ions.  
These banks a lso provide to overdraw over and above the loan amount.    

• Development banks :  of fer  long and medium term loans inc luding FC 
loans. Many agenc ies at  the nat ional  level of fer a number of  concessions 
to foreign companies to invest w ithin the ir  country and to f inance exports 
f rom thei r countr ies e.g.   EXIM Bank of USA.   

• Discounting of trade bil ls  :This is used as a short  term f inancing method 
widely,  in Europe and As ian countr ies to f inance both domest ic and 
in ternat ional business.    

• International  agencies  :  A number of  internat ional agenc ies have 
emerged over the years to f inance internat ional  t rade and business. The 
more notable among them includes :  Internat ional  Finance Corporat ion 
(IFC),  Internat ional  Bank for Reconst ruc t ion & Development ( IBRD), Asian 
Development Bank (ADB), Internat ional  Monetary Fund (IMF),  etc.   

  
International  capital  markets :  
              Modern organisat ions including MNC's depend upon s izeable 
borrowings in Rupees as a lso Fore ign Currency. In order to cater to  the needs of 
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such organisat ion ,  internat ional capi tal markets  have sprung al l  over the globe 
such as in London. In Internat ional capital market,  the avai labi l i ty of  FC is 
assured under the 4 main systems,  as :  

• Euro-currency market   
• Export  credi t  faci l i t ies   
• Bonds issues  
• Financ ial Inst i tut ions  

              The or ig in of  the Euro-currency market  was wi th the dol lar  
denominated bank depos its & loans in Europe part icular ly,  London.  Euro-dol lar 
depos its are dol lar denominated t ime deposi ts avai lable at  foreign branches of 
US banks and at  some foreign banks. Banks based in Europe accept & make 
dol lar denominated depos its to  the c l ients.  This forms the backbone of  the Euro-
currency market a l l  over the globe. In this market ,  funds are made avai lable as 
loans through syndicated Euro-credit  of  inst ruments as  FRN's,  FR cert i f icates of  
depos its.  
  
Below mentioned are some of the f inancial  instruments :  
1) Euro Bonds : Euro Bonds are debt inst ruments denominated in a currency 
issued outs ide the country of  that currency,  for  instance :  a yen note f loated in 
Germany.  
  
2) Foreign Bonds :  These are debt inst ruments denominated in a currency 
which is fore ign to the borrower and is sold in  the country of  that currency.  
  
3) Fully Hedged Bonds : In foreign bonds, the r isk of  currency f luctuat ions 
exists.  They el iminate the r isk by  sel l ing in forward markets the ent i re st ream of 
pr incipal  and interest payments.  
  
4) Floating Rate Notes : They are issued upto 7 years matur i ty .  In terest rates 
are adjus ted to ref lect  the prevai l ing exchange rates. They prov ide cheaper 
money than foreign loans.  
  
5) Euro Commercial Papers (ECP) : ECP's are short  term money market 
inst ruments,  with maturi ty of  less than 1 year  and designated in  US dol lars.  
  
6) Foreign Currency Option : A FC Option is the r ight to buy or sel l ,  spot or  
future or  forward,  a spec if ied foreign currency. I t  provides a hedge against  
f inancia l and economic  r isks.  
  
7) Foreign Currency Futures : FC Futures are obl igat ions to buy or sel l  a 
specif ied currency in the present for sett lement at  a future date.  
  
8) Euro Issues : In the Indian context ,  Euro Issue denotes that  the issue is 
l is ted on a European Stock Exchange. However,  subscr ipt ion can come f rom any 
part  of  the wor ld except India.  Finance can be raised by Global Depository 
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Receipts (GDR),  Foreign Currency Convert ible Bonds (FCCB) and pure debt 
bonds. However,  GDR's and FCCB's are more popular.  
  
9) Global Depository Receipts : A deposi tory receipt  is basica l ly  a negot iab le 
cert i f icate,  denominated in US Dol lars represent ing a non US company's publ ic ly 
t raded local cur rency ( Ind ian Rupee) equity shares, .  Theoret ica l ly ,  though a 
depos itory receipt  can also s igni fy debt inst rument,  pract ical ly i t  rarely does so. 
DR's are created when the local currency shares of  an Indian company are 
del ivered to the depos i tory 's local custodian bank,  against which the depos itory 
bank issues DR's  in US Dol lars.  These DR's may be f reely t raded in the 
overseas- markets l ike any other dol lar denominated secur i ty v ia ei ther a foreign 
stock exchange or  through a over the counter  market  or among a restr ic ted 
group as Quali f ied Inst i tut ional  Buyers (QIB).  Rule 144 A of  the Securi t ies and 
Exchange Commission (SEC) of  USA permits  companies f rom outs ide USA to 
of fer  the ir GDR's to certain inst i tut ional buyers,  known as QIBs.   
  
10) GDR with Warrant : These receipts are more at trac t ive than plain GDR's in 
v iew of addit ional value of at tached warrants .  
  
11) American Depository Receipts (ADR's) :  Depos itory Receipts issued by a 
company in USA is known as ADR's.  Such receipts have to be issued in 
accordance with the provis ions st ipu lated by the SEC, USA that are str ingent.  In 
a bid to bypass such st r ingent disclosure norms mandated by the SEC for  equity  
shares, the Indian companies have, however,  chosen the indi rect route to tap 
the vast  Amer ican f inanc ial market through private debt placement of  GDR's 
l is ted in London and Luxembourg stock exchanges.   
  
             Ind ian companies have preferred the GDR's and ADR's as the US 
market exposes them to a higher level or responsibi l i ty  than a European l is t ing 
in  the areas of disclosure, costs,  l iabi l i t ies and t iming. The SECs regulat ions set 
up to protect the reta i l  investor base are some what more s tr ingent and onerous,  
even for companies al ready l is ted and held by reta i l  investors in thei r home 
count ry.  Most onerous aspect of  a US l is t ing for companies is  to provide ful l ,  
hal f  yearly  and quarter ly accounts in accordance wi th or at least  reconc i led wi th 
US GAAPs.  However,  Indian companies are shedding their re luctance to tap the 
US markets as evidenced by Infosys Technologies Ltd.  recent l i st ing in 
NASDAQ.  Most of  Ind ia's top notch companies in the pharmaceut ical ,  info-tech 
and other sunrise industr ies are planning forays into the US markets.  Another 
prohibi t ive aspect of  the ADR's v is -à-vis GDR's  is  the cost involved of prepar ing 
and f i l l ing US GAAP accounts.  Addit ional ly,  the ini t ial  SEC registrat ion fees 
based on a percentage of issue s ize anmd 'Blue Sky '  reg is trat ion costs,  
permit t ing the securi t ies to be offered in al l  States of  US, wi l l  have to be met.  
The US market is  widely recognised as the most  l i t ig ious market in the wor ld.  
Accord ingly,   the broader the target investor base in US, higher is  the potent ial  
legal l iabi l i ty .  An important aspect  of  GDR is that  they are non vot ing and hence 



Page 109 of 109 
 

https://www.facebook.com/icainews 
 

spel ls no di lut ion of  equi ty.  GDRs are sett led through CEDEL and Euro-clear 
Internat ional Book Ent ry Systems.  
  
Other types of International issues :   

• Foreign Euro Bonds :  In domest ic capita l markets of  various countr ies  
the Bond issues referred to above are known by dif ferent  names as 
Yankee Bonds in US, Swiss Frances in Switzer land, Samurai Bonds in 
Tokyo and Bul ldogs in UK.   

• Euro Convert ible Bonds :  A convert ible bond is a debt inst rument giv ing 
the holders  of  the bond an opt ion to convert  the bonds into a pre-
determined number of  equi ty shares of  the company. Usual ly,  the pr ice of  
equi ty shares at  the t ime of  convers ion wi l l  have a premium element.  
They carry a f ixed rate of  interest and i f  the issuer company so desi res 
may a lso include a Cal l  Opt ion,  where the issuer company has the opt ion 
of  cal l ing/buy ing the bonds for redempt ion pr ior to the maturi ty  date, or a 
Put Opt ion,  which gives the holder the opt ion to put /sel l  h is bonds to the 
issuer company at  a pre-determined date and price.  

• Euro Bonds : Plain Euro Bonds are nothing but  debt  inst ruments.  These 
are not very at t ract ive for an investor who desi res to have valuable 
addi t ions to his investments.  

• Euro Convert ible Zero Bonds : These are s tructured as a convert ible  
bond. No interest  is  payable on the bonds. But conversion of  bonds take 
place on matur i ty  at  a pre-determined pr ice.  Usual ly,  there is a 5 years 
matur i ty  per iod and they are t reated as a deferred equity issue.  

• Euro Bonds with Equity Warrants : These carry a coupon rate 
determined by market rates. The warrants are detachable.  Pure bonds are 
traded at a discount.  F ixed Income Funds Management  may l ike to invest 
for the purposes of  regular income.   
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