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(Financial Management)

1L 3¢

(Introduction)x* 1.0

(Objectives)s#» 1.1

(Meaning and Definition of Financial Management)—y » 5" £ ~&34 1.2
(Scope of Financial Management) 6.6 ~E30l 1.3

(Functions of financial manager)JwZ £~ JUt 1.4

(Characteristics of Finance Function)e(ss J. Ju@yu 1.5

(Learning Outcomes)&Clyl 1.6

(Model Examination Questions)owr&ts“’w/ 1.7

(Introduction)/gf? 1.0

A K u/_‘LL“Laffd,gK LIS 460722 (Financial Management) 0L
o’/gum/ 4/55‘%‘;»‘{ KU/ Vg QL /:,sz}fdt_‘amzwnLb‘/“'UL/“mu.m;K@]mQyKJ
(" (ControD) Us ;fm (Manage) f” J4 1454 (Financial Resources) sl e
el

{Meaning)§” :(Concept)/yﬁzi(Financial Management)zfL&‘}'ldl.(7 o JK! J!
(Finance U/ ~dULs(Functions) 1L (Finance Manager) # (Wi(Scope)6./1s
_Zutjo'/’tgb/ (Characteristics) wios SFunctions)

Bor Stectomit, (2 S0 Flom(Capitaity £ & a8 6 8
S Ap Kolis€ 81 _Lb U F e ¢ (Risks) el Bl £ » e J4(Profitability)



(1< (Dividend Distribution) (I“J J c;bu;l (Financing) ¢/ g =l (Investment)
et L IE U

(Financial Decisions)&;" &JLL&“{ z+rnf #ss(Finance Manager) /f“f [}LJL
Capital ) $4:.##* S2_L /ufu”i)éul-+vﬁg (Financial Strategy) ¢ =Pl
Procurement of ) J»* £z~ (Investment Decisions)&’ Z ($.€ .l ~ (Planning
_w‘j@m&@/ (Optimal Utilization of Funds) J&*i¢y # L 52 s Funds
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(Objectives) 4l 1.1

SESLendb Ui Tml LS k6
uf'/' Seslond o) f/;igmﬁd;lgi (Financial Management) &L =
A S a1 S (Scope) £/ Bl =
uﬁﬁ . Zf (o, ug/u,}/,!u"jl 4L (Finance Manager) /ﬁf [Syt =
uy./ .;uﬁ&ugf;ﬁ(dtu(;/ui’;néﬂ e .:,lfﬂ; S(Finance Function)us"/ /GQJL =

S

5L 1.2

(Meaning and Definition of Financial Management)

(Financial &3l -< tsrosy U &ff sl (f’“ A et W 11K d¥ Sask
Lu‘!-ﬁ-_mg}fﬁ/ (Financial Health) 5§ b~ ff; < u/ zc‘_,gﬁﬂwgl.,gManagement)
ﬂ/ = f/ S aolions S 2 S < 3 = i1 &€ (Financial Resources) J/wdl.’%lff}“ =5
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(Meaning of Financial Management)§ Z .+
F Ml S & Sk L TS S sl iSas s §p e el
¢ (Financial Assets) c«lgi‘lﬁdh/:(u;l (Capital) . /Lgﬂ;ud:u:ytﬂluvf.‘gggwd/ pys
& s 31yt (Profitability) G (Value) w3E S (iie i3
(Definitions of Financial Management)u.‘.?' /7 J B
‘Lk@@:" (Summary) /Uéutuﬂufmﬂffd;uﬁug}dgfid/q/;hﬁwgutdj}
1. According to G.R. Kulkarni:
“Financial management deals with the planning, acquisition, efficient
utilization, and controlling of financial resources of a business enterprise.”
2. According to Ezra Solomon:
“Financial management is concerned with the efficient use of an important
economic resource, namely capital funds.”
3. According to Howard and Upton:
“Financial management is the application of planning and control functions
to the finance function.”
(Financial §: .»*" [Sytui‘Lﬁ‘a‘)ju/.,gz»wﬁldtf‘amfua,.:,@fug,?/,c»
(Procurement of J»* £ z |~ (Investment Decisions)d’ £ §.6 .\~ Planning)
-fJE (Control and Monitoring) Js ;f/,@;f SSLsdlsiCapital)
=18k £ (Success) dytosl (Performance) S SKS e E s BT A
#¥ (Financial Risks) i dsiuse e L GK A i Jeier A L Sl é;ﬂ:l-c‘-uw//
AN FPPL 1K £ BN A U U 0 T 2 C L L3S
Ly S E 05/ (Finance Manager)

(Scope of Financial Management)./§5. bnglb'}ldl. 1.3

J/L/;JLLJ{ L g/biu/ JJ'J K¥U” < 22 &L (Financial Management) .~Edl
12 . 4 g =
(& (Acquisition)Js” «(Planning)$s: .+ S(Financial Resources)
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S ‘at“tg.tfdb&lc;/‘mw/ Slodies LJ!-‘amc,J_/’/ (Control) Js#s((Management)
(Financial Objectives) <G+l (Short-term) ds Jnﬁ s (Long-term) iy JE L
LS
(Components of Scope)zi(1L /L Bl
:‘Lfﬁtg&f pﬁ u:my”‘Uj;'@/»C%/’uLz»wﬁidt
S F st P sl o Ut £ 5K\ - :(Investment Decisions)& £ $6.4~ -1
(‘“’ 082 L5 /_+ngruf;/g£L/ S~ % (Projects) uss="| (Assets) Ut
mlnl
SAsKEdis?$ 25 &7 (/ EUL /-”J? &1 (Long-term Investment)$¢ . PRI
S fo
<% (Current Assets) U6 a2+ 1 (Short-term Investment)$.6 b iy Jf’“ (i)
S22 SKUts F5 (Debtors) s e (Stock) St (Cash)
JeE 6K dut# (Nano Car Project) w25 K¢ (Tata Group) oo/ ue
-‘adf*u(d/?,l-/t}/«Jf’“t‘/g’J-@@»Jf/ﬂéw"%'c—d/tfﬁu{?ga
S 2 n¥ =\ 142, «(Finance procurement Decisions)& £ Jsw L2\ 2
L (Debt) #}« (Equity)(s£i Lffaat‘/,@ul;!uﬁd‘zu’l_’;lgg‘j]b e U
y R S g Z e -&b LS 205 £ (Combination) & £ Uidss
ik (Equity Shares) J s & ):/l“& Z$K Uk (Jio) 2 (Reliance Industries)
LSS 2 5L (Debentures) 5275
f/éb»u/d‘bi&{&fg}wa(:ﬁd/éb» :(Dividend Decisions)ﬁéﬁﬁ.Jév 3
e n ¥ e oS (Reinvestment) $64 odssd f:ﬁ J~ (Shareholders) J.4»
203/ = Dividend) o 7o B2 (TCS) (15 dast (Infosys) u~ &)
SN LGN fodss o, L
S /4;.:;555‘ Jf:&f s :(Working Capital Management) ¢ J’.‘.{ s 4
U1 #¥ (Current Liabilities) =215, (Current Assets) US04 JL’G Ll
S A et G Sz & (Cash) (o8 el Lot Lo piss & As K 4
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(Cash Flow) 5114;527_14;(@'1/“?5%/ s (HUL) udy ot s U (FMCG)
S b S
WL UE 222 £ )/ Q\:(Financial Control and Analysis) .7 s # Y -5
(Corrective WSSkl gl je s //)'t‘awglg}( (Financial Performance) Lf K
(Reserve Bank of JTQJTui’ (Banking Sector) }? & _ b Actions)
e Jeg HE S BT S el S U 25 C India - RBD
dtuurwﬁf{dﬁafﬁ@r(fjd/évuﬁ K2 Kl Il b B K016 B0
e T L3S KOs st 29 B E S s

(Functions of financial manage) Ju< /5{ &L{JL 1.4

{j{ /If &yu_+%gﬁ;uf "»15./¥ (Finance Manager) /ﬁf @ytuﬁ;/md/gut{d’f J(
AP Matrts w36 Sy f?,!rwﬁi‘d/&.,f"ﬁyd/ (Financial Resources) J Ll
AN s i QL L
it P AL EF G
U B L ST A Qs £ Sa .+ QU (Financial Planning)y.s: .+ (U -1
Sk L& Sugd et Poisiet) (Forecasting) ¢ #S(Financial Requirements)
(Long-( f# s (Short-term) (4 S S et & g ¢ (Funds) S
it IS £z o % Jyhd/[j{ &,Léué (Reliance Jio) =2~ 1k -4‘-& wles Justerm)
LFEG T A SSHreE LS G K
Flo S Slodl L i Fj ALk # QU (Investment Decisions)d2’ SHK by 2
(Asset 1§ 264 Uk LSk s v& ¢ (Profitable Projects) Ui+
b et JUs7b € (Risks) =1 s (Profitability Analysis) .7 ¢ Et+Selection)
WA /(vu.,g,ujgz.ﬁ“;'/ (Air India) | %1€ (Tata Group) b;;f
Aol St e _# Y\:(Finance procurement Decisions)d& L2/ fb - -3
L £ udssy, (Bquity) b e (Deb ) ded o o) Jb e 25 s e U
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S S ur s de e (Adani Group) b’,a/ s —e 2 3L (Combination)

e JednSnl #F SIS el §Ur? L\ 2 3 (Debts)us 3 s(Shares)
.45 % s (Investors) Us, Ao -l # J:(Dividend Decisions) & s3y5 _4
ui-+r/ Laiws S (Reinvestment) §.6 ! /ug»uﬁ‘j{ L Py fnj ~(Shareholders)
¥ (Infosys) U~ ;ﬂu}{ ddf -« tz4 (Market Value) el uﬁr el g K shed

-+&ggéjjlﬁ4ﬁt?fléu31t{,t /(;’3J gd/ (Dividend Payout) f:y Jva‘”w
Lavt/ufﬁdl;md/ ﬁ“ LB Ll s s /)}/d/ sl /ﬁf &ljl.:(Cash Management)(lb‘?‘iKF B 5
Ay et fr a3 % (Cash Flow) Mﬁlmuf @ég;géw’gb»,w/’;zi;uuzi/g,%ﬁ"

f - um,,gwwuf (HUL) 53¢t s (Nestle) P Ul (FMCQ) &y
-‘4@(&}1({
G (Budget) w7« S IF oS AU 2 QUi :(Financial Control)d:ﬁ}yl. -6
Shot Fbor s 2 e ) (Comparison) < ¢ (Actual Performance) L,C/JK
(Reserve Bank of India - RBD) G004 _‘Lt'/'/ (Corrective Actions) « AL
el S L S L s HAdE 4 Ue bl
‘gfLU’JK,L/‘d,c:,f"&ytuﬁuu_%mﬂ@m;LQL“/KJ;A;WJ(J%}L;? A
S ttd@ sy e n 2 3 SE s Wil e $E k2 LU L
-u;leszg/ (Financial Stability) (@“ldlu;!@/“u‘ 54

(Characteristics of Finance Function)c«y:) d/ JL:-;@QL 1.5

S dl & iz gt oS ~ 485 (Finance Function) 1 QUL L sl & u/
(Control) Js#7s (Management) & (Planning) £ .+ J(Financial Resources)
¥ (Growth) §..s (Stability) (é“ﬂzi;;’;;_w&?d,(tguj_ Lo SJeginaivd 5L

_§_vﬁ4uyjf /Jywjyd‘z/um;
et Al 3
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KL wuﬁzc«?x’d;guld}( kS oS ~dU:(Central Importance)esiss, -1
(Human s QU1 s « (Marketing)u@rzh « (Production).isi; & U £ v
20/ A8 S s/ Resources)
dt e nvestment$ g .4~ U~ QUL :(Decision-Making Process)J} KoL L 2
—utlsE sk A1z (Dividend Distribution) = §Ze e (Financing)» ¥ f s
S B ent T3S nde
Sk Jd/K,L/_wad/@/;uJ}VVguy//&yt:(Continuous Process)J’J‘V 3
_w/r;ﬁlL’,4/d/@4;g&J ;m/zig;m&uf it K" /m;:rwmms
Jl?d;(gfané/}?}.fff&%mp;ﬁdu{d}wuy//éyl.:(Future Oriented)gfzgf'y 4
s ALK A L LS QS ke et
Z (Facts and Figures) /%;mw[f&?uy// /&yh:(Analytical in Nature)m.f‘i@gf." 5
(Financial —+t 3U\ <% (Techniques) &4 ugf ¥ uﬁf Ut b (8 P a4
J&-1 (Budgetary Control) Js# =45« (Cash Flow Analysis). # §3l.# Ratios)
bl
&:ml (Risks) e 2 U /éyL:(Risk and Return Balance)y.19 J% ébmi;/f -6
Serp gt QL £ LB atioatn$on 20 F6 und o s L(Returns)
_9@@JJ5/JL/{JM¢U»
‘u@f/hc/u%ﬁ@-c‘,m&w ¢ gjvéux’f’f;{uy:/ ~dUt:(Interrelatedness) .t S 7
—c Gtk bl L 0 L B
§ (Performance) UC//KJ g/mug»f /Jyt:(Measure of Performance);@g.(dﬁ/?( 8
(Return on (‘jb» £ 6K A« (Profitability)r # J(‘}L» it 2 Al oy Kf/ltg,
-f_énu& u‘céﬁziu;;’f /[SLJLJJ/ @J (Financial Stability) (@“Ul./;lzlnvestment)
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(Learning Outcomes)éf«’(}m 1.6

=l P e )sd $oi L (Financial Management) ~83e_ Wl & b £ (i

Sl 2 el (Scope) Kk i St L Sl gt Ciod v ios-c i = §1 77
e hZughsrsm AL (Finance Manager) & Qe o 3/ Aus s’ Ut des
SRS LS ean$ K b S LS L w6 L e S U
Lulm"tﬁlﬁd/ (Finance Functions) Us/ ~ &QJLJ_J@/ U"_‘gt'/'/l;!/l;/(d/gb{C/l’
JL/JJUME/J);(MJQW:JMJ‘; uﬁutc,gﬁ:%ym%?t/,f,"gau“u?ui//wwﬁJQM

;/
_‘46'/;/:1,5;{1)#

(Model Examination Questions)c«ﬂlf&l?‘w/ 1.7

(Objective Answer Type Questions)e Ui ) bigglﬁu‘z Vel
e s s« (Financial Management) _&dl -1

ey (Objectives) 4l $akhss .+ B30l -2

_& oy 7§ (Working CapitaD) Jﬁ"«f L 3
?wLﬂL(LJl&”K (Investment Decisions) &;’ ZSK A 4
¢ b8 536 (Financial Planning) 4.+ A _5
&, AL (Finance Manager) & QYL -6

sl = 42 (Dividend Distribution) (:ﬁ e 7
®e s /= (Financial Resources) Ll -8

_“&Qtfﬁ ué/ § (Finance Function) ur:/ /[}QJL 9
?ﬁ;ﬁuuxf (Financial Control) Js# QL ~10

(Short Answers Type Questions)e Uiy fb el 27

& l}(r/“ sl S 2 7 (Definitions) =l #1348 (Financial Management) &3l -1
-/
U/ U S (Scope) 61 L (Financial Management) &3l -2
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e }lﬁ&u}m?‘a;l e (Working Capital Management) Lo J”ﬁf L 3
U AV

U U lor® ég&/ ¢ (Finance Function) Usz/ ~du -4

_SE LS Juw,wf Z (Finance Manager) £ dy\ _5

(Long Answers Type Questions)c«lﬂrd’ tni.pyuzdj b

-“&‘(uuké‘”" 4@;7!&;!/;1_@ /"'u’” Z (Financial Management) ~E*l -1

_“&‘55 lb’b«ﬁu;’@ﬁzwﬁ (Scope of Financial Management) 6.1 B34l -2

AL e S U deanreolos § (Functions) A1} £ (Finance Manager) & AUl 23
&

(Finance procurement J» £ 2.\~ . (Dividend Distribution) ({;; SEe 4

U Dhesi$uins S Al 3 §Uske £ Decisions)

Q/ 5 fs ,LnL/ vk (Characteristics) c«yr’; J (Finance Function) o) Ve éyt 5
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(Present .; Jf+% éf d/ S SeTs <« sini s < (Future Value) S Jﬁp
NN, -j b x4 (Future Date or Period) «=.| s gf( e &~ Amount)
s SIS 28,58z b L U1 Z(Time Value of Money)
.ﬁz‘Zﬁ‘L(}nJ”lp (Rate of Interest or Return) étfg/“g;yjdfu‘y/?u‘fd/d%,h/@ﬁf{
S L Qoo LUt BEST S st T S P Ug U e dnmtic o
. (Additional Income) J4T3Ie? ‘Lfﬁkgtﬂjt&véﬁ (Reinvestment) /6l o35
_‘Lt“tgb{ ¥ (Terminal Value) /ﬁdﬁ W 30w S’ lpuidtw -ugz_nu,«,gubioiéét»
Sy S « bl (Compounding) §.6-" K ,PL A LSS e
(QJ#!LJ_/ J°b (Interest on Interest) :r/?»q)j Y. Sy SBSS
ettt SV it al e et
1y (Asset) &ty o« (Future Value) .5 S e L (Experts) o/ 7l A
B30 E g Salsr L i S S K A b LT o S 2o edm$(Cash)
mccb-u”’/uﬁugj,,%uﬁoaw Lz}diJJj‘VﬁJ@!’fc‘_uﬁdﬂlK(Time Value of Money)
ety St (Value) e iuidL AL =il
(Formula of Future Value),bguKL/r}’”Jﬁ i J‘ﬁv
:c;_Ju 52s4+ (Formula) Jguuué.ﬁdl.&l/vubrw (Calculation) u—t*"; d//ﬁd/ J:‘V
FV =PV({+n)"
FV = Future Value
R = Rate of interest
PV = Present Value
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N = Number of years
(Future Value in case of a Single (<. d/;’l{( SR s aols— 143 J/Jui“fw(a)
Present Cash Flow)
LLJ@JUJK,L/J(Single Present Cash Flow) /Ju‘fg,wuu’(uﬁ =Sl Jos
et e 3 KBS L Las et 3 L a P65 S
(In Case of Annual Compounding): £ .64 720l
FV =PV({+r)"
(Illustration) & ()
L(Time Preference Rate) ¢ 2 & it SEK4 - T 2,5,000 TS P4 Je
e w LSS JAJ!MJV@-ng%;UV(Rate of Interest) { F$s
:(Solution) [/
:J ngd/ .:,Lyulsdj}@u..,:/“ J (Future Value) /43, J}V
FV =PV({+r)"
:@?L/J@d”f&fd;ui‘Lmsg N
FV=PV({+n"
FV =5000(1 +0.12)"
FV =5000 x 1.12
FV =Rs. 5,600
U1 52 105,600. 5 ot b LIS A SETE 20500036 £ S
S s § 5000 25§ (Annual Compound Rate) ¢ A/ s 2l s 12 S
582 15,60000
(Illustration) & (i)
o EBE I b P s 1071t /G bl gL s,700047
-
FV =PV (1+r)" S
= 7000 (1+0.10)°
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=7000x 1.464
= 10,248
B E S ITL TS Lk ziss
(llustration) 2 (i)
il ie et L8 ruw 871 e i) e iie 512000 % b Ll o)

_JnJleJVS}KJI:?LLg&”
FV =PV (1+0)" S
= 12000 (1+0.08)®

= 12000 (1.08)°
=12000 x 1.851
=22,212¢ 1.
SHS pumitem$ess bt
(In case of multiple compounding period or intra compounding)
oS bdnde E oo $orinsind a8 eal bt p it em S ekt p 2
LGS LTS E L5092 o §S K MG ST S S 1 b £
FV =PV (1+)™
kI ih LA vt unln AN m LSz p Lt L
Je b/t u:;'ﬁ&mu@uﬁu@r/,mutc/‘d/u;!/c/‘J;n;/&"’,u:"%;uglféf,;/
fx.(_uf’;lgd;/ﬂu’fc;d/;r/;ld%n...g!u(;rg/»uﬁu’/. .,gu:.wﬂijng&/?/ki
AEUnSIANS KT dg e £ LIS sr* S KT U SIS A L e 75
Kb B6 LEL feor
_‘g&f St Sl S s Ut AU 25 L e m’ s o s S
16312 TSl S MS KT Sor S st i’ e sve S Gl o 6 2m e o S SHEE
e WLt Ut e o S UL 1653657 sl S 210525 w6 s 252
b HIEEE 2 (1

FV =PV (1+§)2“
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st I £ (2
FV =PV (1+§)4n
sty 2 (3
FV =PV (1+)™"
sto o2 2 (4
FV =PV (149"
(Illustration)dé" 6))
Ul YbIESsr & e 20l 127 S pov LG Ut A 2,16000L ZJ-5L b
&+ Future Valuewd Ut S
FV =PV (1+)
= 16,000 (142
= 16,000 (1+0.06)"
= 16,000 x 1.791
= 28,6564
(Illustration)Jf'? (iD)
s B BEST S 120 2SS v gL e 4328000 L5

el Bl
FV =PV (1+§)““
= 8,000 (1+=2"
= 8,000 (1+0.030)*°

= 8,000 (1.030)*°
= 8,000 x 1.806
= 14.448% 5,
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(Discounting or Present Value Technique)».gép( SRR, L 3.6

(Compounding or .3 S S 6K, J1ss9€ (Present Value) 125
Z (Time Value of Money) .33 els? Ut g -esl2> £ v¥ L Future Value)
S Lo fi oL
-ufz_l.w*/,fuﬁJ?V/J&de/K,L/@TJ/%JQ, (Future Value) /,JJJ?V o
—eed s iz S et S s« (Present Value) .45y o
(Principal .5 1 f{‘a trar 3! J"V N g}”fJu’/K,L/ nayes L FSK S,
s hfg s Z:u’!-‘at‘lgg‘_)la;’i“ié: (Reinvestment) §.6. 5435525 #1-Z Amount)
Vi Ts -‘aénﬁ/ Seb LT A8 T =F £ (Discounting Technique) &
Ze ¢ 7+ (Investment Opportunities) Bl iy £ SHK A Ky S s
;.?,u’l_%[}n[ i S $ ol e ot S “iut-+mzr;  # < (Rate of Return)
-« (Discounting Technique) (¥ 4¢3/ (¥ i
Bwze S il L 5L e i e F B S (ol B T
—e el U(Present Value)
e b T S5 o san QUbIE_CF L S0 2, 3K S
Ll 2 N —> (Present Value of Single Cash Flow)..ds7 1t S wls -1
-n&/ﬂ"ﬁﬁui’ &;L@TJ)J&;&;/
(Present Value of Annuity or Even Series of vdszs§ &b CilSBLLS 8 <ul- 22
IEANEGIR- g% u;?uﬂdfrcu@t?pm)’y(}w@w ubfuﬁaﬁweeCash Flows)
_ﬁ;(}ndlﬁ"iﬂdé LSt L hnszy
(Present Value of Uneven or Odd Cash .42 s J iy g JlLE /;’ Z J'“’V 3
wszr §F Siundrs st uiacil® S o5 E e S Ly LS8 —2Flows)
e U F B s Lo L3
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% L $K .\« (Financial Decisions)Us Yl G 145 e | B3
b - sl ol s (Business Planning) $4: .»#” 4 s.6.s(Investment Analysis)
_‘LWG}}/ qu"_,y KL S Kl sz QA S &5 v sl s

(Present Value of Single Cash ﬂOWS)J/é’D)}?}/d/jli{d/};M’) 3.7

_%C@gfr}“cu JJ@UJJg/}LﬁM}?}”Jfl{(dﬁJMU

_FV
PV = (1+7)"

e L U e
PV =FV x PVF (1, n)

PV = Present Value
P, or FV = Future Value
R = Discount Rate
N = No. Of years
PVF = Present Value Factor
(llustration) & (i)
2B FE LS et sz S 2,5000 55 A TE i
PV =7
FV =5000 &
R =8% or 0.08
N = JoLi

FV or P.
PV = L
(1+r)n

5000

 (140.08)1
5000

1.08

= 4629.632 5,
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-‘QC’:lggJ’c;uJJ)M/JVU@u/j
PV =FV x PVF (r,n)
PV = 5000 x PVF (8% 1 year)
= 5000 x 0.92593
= 4629.65¢_+,
-<.0.92593870 fednzr b Livtcdswd onkiie s
(llustration) & (i)
5977 Pk s ZE i mdins 2 §U,20000. 055 4o 81 L s
PV =7
P1 or FV = 20,0004+
R =9% or 0.09
N=2Jv
PV = FV

(1+4mn

20,000

 (1+0.09)2
20,000

 (1.09)2
20,000

1.1881
o+~ 16,833.599

<Ly FE i
PV =FV x PVF (r,n)
PV =20,000 x PVF (9%, 2 years)
= 20,000 x 0.84168
=16,833.6
- 0.84168,97 Zednird LI 20kctrwl ikl 1ed
DB e S i

Present Value of Annuity / Series of Even cash flows
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%/ﬁa}ﬁ/&fk{dﬁé!;n%é;gffudﬁ]UL{jc«A @46}&&5655/}”@/(&./}?
e P L SIS o5 2 6 e bl e eS8 L S5 e Ot

_ P Pq Py Pq
PVA = (1+r)1+(1+r)2+(1+r)3+(1+r)4

PVA = Present Value of annuity Cash flow

P, = Uniform Series of Payments
R = Discount rate or Interest rate
(llustration = (i)
e L nr S S8 A s 550005345 st e
S

P P P P
v 1+ (1412 (1+41r)3 (1+n)*
PVA . 5000 n 5000 4 5000 n 5000

B (1+0.08)1 (1+0.08)2 (1+0.08)3 (1+0.08)*
5000 , 5000 , 5000 , 5000

© (1.08)! (1.08)2 (1.08)3 (1.08)%
_ 5000, 5000, 5000, 5000

1.08 1.17 1.26 1.36

= 4630 + 4274 + 3968 + 3676
&1~ 16,5438
Present Value of Uneven Future Cashﬂows.»fw?rd/fgcdﬁi Jw&f”y
e e a3 LI L ol 50K dnar Sl B LS
PVEUCE = (1i1r)1+(1i2r)2+(1ii)3+(1i1)4+(1ii)5
PVEUCEF = Present Value of Uneven Cashflows Jz
P, P,, P;, P, = Uneven Cashflows

R = Discount Rate

(llustration & (iv)

S /ﬁuﬁ}”‘f det ko gf I Uy rgprl F82 LS
&0 4000 ALy

< 8000 5L1(dfaj4(C’$l£u’44_/;)
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&2,12000 By L e A
16000 SeSETILUE g
£520000  SSE LU

P P. P: P, P
PVEUCF=—"2—+—2+ 23 + % 4 5
(1+r)1 (1412 (1+7r)3 (A+r)* (1+1)°
4,000 8,000 12,000 16,000 20,000
+ + +

(1+0.8)1 (140.08)2 (1+0.08)3 (1+0.08)* (1+0.08)>
_ 4,000+8,000+12,000+16,000+20,000

1.08 1.17 1.26 1.36 1.47

=3,703 + 6,838 + 9,524 + 11,765 + 13,605= 45,4352 >,

(Learning Outcomes)é@‘dtﬁfl 3.8

Y Ulslsd skl (Time Value of Money) /,JJLJJALJ’,«#L&WLJ%J'
s s T AT SiBSss L3 St S Lo s Wi = §1F et
(Discounting) <355 (Compounding) S4- L e t=de§7 Ul Jtude
(Future Value) /,JJJ.'“”VM:”U;£m-;_JJ‘ba;wd/L/,fféyLLnL/JLﬁﬂKu,gfd/
4.92?&’ . #-ujé /. uy.{,ubi l;zj_/)’éuﬂtﬁqy JSel> L (Present Value) 13525 sl
o LS b E S LS sl 2K i L LB S
-t

(Model Examination Questions)aﬂir&l?w/ 3.9

(Objective Answer Type Questions)eUls ) béaglﬁ‘j"’ Yl
el 2« (Time Value of Money) DA

_uf’i _A53 A2¢ (Future Value) .5 22

el s« (Present Value) .dns2» 23

te (i (Compounding) S6-/, -4

e sl /< (Discounting Technique) ¥ £33 _5
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i S oI L LS50 6
S YOI Lz B ST T

S ttobb e ST -8

e dnded Las / GF Bk s 9

?+ﬂ¢u[ U530 (Interest Rate) s+ 10

(Short Answers Type Questions) =i AT /3;
BESE S nute et IS G w1 S B 10200 208,000 i T T -1
-/ ¢# (Future Value)

Jv.48 20l (Discount Rate) eoswsig. i) ’-ZUnJﬂr%ulS,OOOMJL«J v u“7 L2
S ¢#* (Present Value) LU

b, KA oSG L LI Liprl fad 12,200 0,5,000L 6,k 3
of

BEST Sl bt SE U Ll et Fas10.20025,10,0000T 4
o ngfr(Future Value)

(Present sdss2s $ 317 s 88 15 200 e &565’/!-@2&%}/20,000/77104 s 25

?gf nu’y Value)

(Long Answers Type Questions) « Uiy bl etz )+

Sk et § Lt (Time Value of Money) 4.4 Sl -1

SUIEud LKA g S eolos b (Compounding Technique) JEFS67» 2
U A

¢ (Applications) « &b Lw?‘af}ng(Discounting Technique) (¥ _F¥36.5 _3
S L el ol

Sl 5 k¥ 9 £ (Present Value) s5»2» s (Future Value) .55 S5 _4
NS Gz e sl UEE Uiy
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U (‘f b/,ub&fﬁ S i1l sisiessS (Interest Rate) s»0 /“uﬁ/r‘jzi/ﬁ[}ud//) 5
SF Ll e G il SU3 v T 2ad10.200-£ 510,000 -1 -6
LSSt $ s ¢#* (Future Value) .4
< (Discount Rate) s+ /‘éuuﬁ 2 L unsr 240,000 o i i .7
U/ r}’” (Present Value) 4024 JJJ’G")‘?“L‘-%(_}/ SH //J(f’/ LTy u[ Jyued]2
BEST Sge 1 L p ot TS KA & LA por L S8 200 £ 56,0007 -8
-/ .;ou;;u'&dwd’fﬁ LIl /742 (Future Value)
AT s 10570 2 L p 2 S A S eSS A 8T 25,0000 098 42K LT -9
F S Usae 3oind_se g 212 YR ¢#* (Future Value) BSEE S
/S
L usnJs s (Cash Flows) 5udﬂdig/pui‘u)k/uf£fyﬁ{,,t/6(-lO
£4/5,000:1J
£,8,000:201-
&2,10,000:3J1-
_J“/ (}L'” (Total Present Value) ,dn2s§5% S [y (ﬁui?:mﬂélO;uvm/&;’M/ [
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=33l b o406
(Capital Structure)

21 LK
(Introduction) »* 4.0
(Objectives) »<- 4.1
(Concept of Capital Structure).»< K&L’[}lg,l. s 4.2
(Meaning of Capital Structure)rs*6=5t-3b - 4.3
(Patterns of Capital Structure); #Z =300kt 4.4
(Determinants of Capital Structure)f L Lesldb s 4.5
(Theories of Capital Structure)et, & Z=30-Qb.t - 4.6
AT U s L 3T 4T
(Financing Decision using EBIT-EPS Analysis)
(Learning Outcomes)&CyLyT 4.8
(Model Exam Questions)owr&t?’w/ 4.9

(Introduction)/gf? 4.0

=3 fgﬁﬂfu, U7 S §(Time Value of Money).4d 3L J;Jé_ﬂuﬁémd‘{’
Ex3 i (Discounting) i A AL A FTdw LS A ed it d
(Future Value).3 U si(Present Value).dnzsr2_ 5L =159 22 (Compounding)
oS Lt A st A1 LSl e (Pl ok
u’(ﬁrﬁq/@f4/r‘7£ (Capital Structure) =3L-Qb o\ -2 »2 b L& im
SIS 2 L P e pl ol p el Bl b e si S e PSS KT
o2 2l Qb b ot Loe v U1 100 £ S sty (Bquity) 2b- 7 s(Debt)
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eI Jumu”é/{/ (Cost of Capital) I sl Jz_t/ J.‘a&;u - 378 s
-‘L(}/’/ « 3ligs(Shareholder Value)

I SEGE S Ly S ek (Patterns) GbsGboi” £ st Jb - AUt i
u"g « (Business Risk)s & 445 2 S1# ot SIS PSPPI i 1 =
(Managerial Control) Js # &} (Financial Flexibility) —§Ji« (Tax Benefits) 115
Sl U Al s

¥ (2L /S Sk (EBIT-EPS Analysis) o 21383870014 4051 £ 3
C (Earnings Per Share) (47”3 =% £ (Financing Decisions) Uske! _E3¢
(7;/’;,3UwJu%jdLu;Jm;tgffuuzi;}vélg,l./fjé&, -‘44/5}VVQKL/,;K@;
e ledid LS Sk b S

(Objectives) 4l 4.1

PR g 187
d/;u(@wK&’,{mud‘}fﬁuﬁﬁutg,uicﬁuf;.’/(wJu’mmﬁéaév&g,t/,.,15 .
—e CsIAAY s 4=

LSS F et 3 S KL GOl LG b m

=< 155/ (Net Income, NOI, Traditional, MM) = & A (st b m
LA S

GG L it S UM d 2 5L FEBIT-EPS b

LS

(Concept of Capital Structure)»? K&l/&lg,h s 4.2

le éyuguuww J/ T < il s« (Capital Structure) av&g b

(Equity ,*° ¢t (Preference Shares) S F 2 (DebH }45!;5.,&134 LLi SN
S e P e el e b st 2 P UG P F et/ S/ Shares)
(Return ﬂﬁ Stk (Financial Risks)et &5l (Cost of Capita) =z |~ Seis
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N P J* :La&/’/ Al Ay L/!)l&}V(}lg bt .Q-‘gdjuj/“uuugu@n Equity)
s ESICF J s eIl o LG AT F 1 IS F it H e n L
Kt Qb b S A8 L U1ee (L T BUS ot (F /S 2§ o
(Financial (” [}yt_nl,//f/,u/f" [}y"/“/?;g CEPI o Gollor® t‘L("lc/;,Lz;déj Y
KUi- Jfﬁu/d/@;idmnw% 6;,‘3)? S =il Jlg s 4/5 43 Z Management)
Jlgdt/.jtg-‘awzdi{;t?flb/uut{,v.Q+WLMJJW!??LLL/J/;/;A;;&%.,MV
S~ muzrigmwf #< (Strategic decision) A3 s L LU 2 QL 2 3L
et SR e

(Meaning of Capital Structure)(}zﬁ” K&}L’J{ﬁdh 4.3

b /UV » #51,03 (Long-term Requirements) Js*6 b J",b:;_J NS A J(
Gkt e? bl Pl Ll in :«_‘L&}’[c«/} 3w Z(Working Capital)
Lé_ﬁ/g/ Sy AN NS Ml JEELs (Long-term) (4} #s(Short-term)
ST F (Equity Shares)*” % (Owners' Funds) b <ot | Wi 2d
(Long-.\ -/ # 5L (Retained Earnings) Ctroi b5 s Preference Shares)
-%Vng}t’&/ ¢ (Bonds) Jxi.s (Debentures) J ,'wé’& term Debt)

(Capital =343k b ST Lt et/ Fob e Csdadtd oS o
o P I o L Lt UG S 356 S e bl et Structure)
—e b SAF I

The definition of Capital Structure as given by Gerestenberg in English:
"Capital structure of a company refers to the composition or make-up of its

capitalization and it includes all long-term capital resources, viz., loans,
bonds, shares, and reserves."

(Patterns of Capital Structure). » L:)V(}b A 44

3. 2L iy i, (Patterns of Capital Structure) J /L;él/&lgdl. -
e/ 68 21 £ (Bquity) (s (Debt) PIL L4 Sy s et 2 3dat# Glass
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QS Etlisiete £ S ke (Business Risk)e BGas et 35 S 2 JF S e
SISy (Leverage) Gusde sl S)eAd F fuyiemdi g s & junt =
s § el QNS S P oo 2 5L G E s\ s Mo s G LA RS S
« (Present Value).s»7» U (Financial Management) (H W itd s I b
=, }J 44 Ud L (Time Value of Money) .4 3OS s (Future Value) .55 S~
e Gu s L1 S (Cash Flow) st LGB G et 0P e to 2
VA NS TNy St A6 P S T3LE L E

_ELW AT

(Sample Patterns of Capital Structure) =l <" l¥ L&L’atpgl' el
S b

KA /A1, (Equity Shares) -\~ <l ~oii | (All Equity (& £ |1
-Laffcm;p,l./Cf@dg‘at‘nﬂ/}&yuﬂcmufgf@ub} Pattern)

Z Bonds) \ (Debentures ff ;.# M b PG | (Al Debt ) 7|2
(Bankruptcy) c/?,gng;u? ;.vno;gjé“/,éuﬁuu-g.vﬁ/g 2 Pattern)

R 1

o e 7 60:40150:50 22 el Prbe LG AP | (Balanced 54 i | 3

e I I et WA AT I C sl Pattern)
(/ &@JLL/ﬂ“c‘—t“téio,wcdl.’:‘“iug]Lu.’/“&’ub!uﬁ) Sui| (High &£ f S|4

_+vnjufu:5g;£ﬁ !;!u!;ruﬁu’!dg L Debt, Low Equity)

Iy a}f&yu,@_%”ﬁ/ Sl bt/ AT 145, & Zsskged | (High FJ (¢ &5 ook

LU G P Ll Equity, Low Debt)

SPiaE £170 5L (Preference Shares) 2% & Joil Y R

-gé//(//GUJ';U?/)LW)LUJ/JIﬂﬁJéL’r’ﬂ“ﬁ‘.l?’/d@f

(Preference-Based

Pattern)
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(Financial uV :»’5 Jyu (Risk Appetite)afu/gf PRS- IR /'76/ I J(JJ v
e sezi 3 £ (Market Conditions) Ji&,»#(§ e s Strategy)

(Determinants of Capital Structure)J T4 Lu’fj L&V(}lgdh s~ 4.5

L:an%m//?mfﬂ&/gi’j{(Capital Structure) &v&@dh/d/z_/mu‘ﬂf
A e Pl Sl ot S e e FTE S Ut e d 1P o AL
s/ d/gg o~ ui’j L:&v&@,t 2 (TIMJ";‘@/;_%Jnd/b,u‘J(Financial Manager)
S
(Trading on Equity and EBIT-EPS Analysis) u%d'—éél’wl/;!a/lg’4& £ 21
<% (Preference Shares) *“ (% (Long-term Debt) (s f# oy 2
(Financial »£6 Jl 17 oS Je1 F- £ (Equity Shares) W e S ém’ bl s

et 4P 5 A" Leverage)

QU Y &?m;},)a;‘f@‘}/ /< (Return on Investment - ROI)(’;V4,L /b/;/m/ f
;r4u’}/}l:‘¢&nﬁ/¢,u”‘7gf32f/&@JJ}_+anu!uf(Eamings Per Share - EPS)
—e Mol K Ll ? :9%1&‘ (Tax Deductible) 5+ cu’g

Juied Lo Sz S 4 3yl (EBIT-EPS Analysis) 47 136041481t <
) <§.C¢ »% (Financial Risk) o ¥l J1Z P Pk oc i BRI S AV
—e S UL
(Growth and Stability of Sales)€5-1ss* Jzss/ 22

St m_a‘,muc'fﬁumﬁ;/, JF/J’u/,t;r4J}£:<‘-vﬁ&(@“1uﬁ[}ﬂ(@“uuﬁ&;/’
JW;KJ}?nswzm};ﬁui‘&;/’/tcfg-%Cﬁ/flau"/"ug)@um?cngm,;uuyuﬁ_x},/'
_ﬁ;Cﬂnc«:l:"_fL'/'f
(Cost of Capital)&@d/ -3

(Overall Cost of -~ ;fu i S e U Ll B L ad K 5 th b
_sf = ¢ Capital)

—ebwtasl s P £ bk e (Equity) Ghi o
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_‘Lém’ff/ :_g“g Eiilor £/ <t 3t~ (Debt Capital) L7/ o
_Lg&m;gj:,uz /"Jg { = & £1270§ (Preference Shares)*” u’f S e
oo tbns sl I :fuf z_f S sl LU
(Cash Flow Ability)es (il LS5 -4
NN 7l 2 (E J P Jas s 5E et (Cash Inflow) & s %7 1zt
U BEAS (B D enl S (?ul;ly%%d? a1 2 S IS i 37 S oo
_‘LsﬁlgLJ)J%,J‘Z)/L/U’:«G‘J’uw’)u(u(d/&]
(Control)s6Us ¥ -5
IEL S S PP FAF I LE EmI it 1 s F sz S g L)
ZSUEE ,/,:‘4Cﬁn,swuﬁm?zzimc,zj.u'”/“upgm? e TSt S L
e Fenpd
(Flexibility)—§ -6
< QUTgd e ot & P30 Latbind sne bdnsiesl-de b &1L
(L enf s 7 & 7 st (Debentures) 1454 &% 815 ¥ w1 S J w382
&S
(Size of the Firm)ﬁ Ky -7
Blroi b L S ki L 1o E Sl 601 fes o U 0L £ P 3t a7
Al At S I b e W Tty -~ SAZ s (Retained Earnings)
Py ad S SuF
(Marketability and Timing)=3ssJ = Ses L -8
4.,;1?‘!&(‘3U$£,L/?!K(Boom) s/ (Depression) dpuidivéyu@ugdl./ .
e b AP Pt o (ot
e Ebonr§F i S5 o By SH —e b T G S s f @
e GFS I e
(Floatation Costs)=/0e™ # -9
Y2 VI YRS IP. uﬁ:{/}'é‘/'/}/.‘uj%/ sfe el ST
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-‘génﬂ;&’,{gy(uﬂﬂﬁgfj} °
f()ﬁg{,y&ﬂhg&‘inﬂupcf_Lufzfg}?g’;’)j, _(}Tuf&ﬁ)ﬂ:béfz,dw,@bf °
o
(Purpose of Financing) 4§ f sl ~10
_‘Lcﬁlgwﬂéu}’jl}'ub}"{.ul.ﬁ/};‘/ Ui b P ITUn K Lo s ot 158
et bl 35 K1l L S
(Legal Requirements)& §3s6 11
£, 5 4 (Regulations) Jsilie sl i3S Slo e 3 b S erd 3 izl o
i o LA L L STk L =5 Qe 26 e S

(Theories of Capital Structure)c«wcc&bfglgdh 4.6

L?/U:U’_w&lg(jgd/TJﬁ; el dutdd £ (Capital Structure) :)v[}lg,t -
Le " 225 (Optimum Capital Structure)" =30 /d@o";@éﬁ[fv{ Rt — 2 J Al
:ujmrﬁ _;;6 Jgﬁ & 4Us L;f‘uu/?dirm_u:f'
(Cost ISz (Value of the Firm) /ﬁd/‘j{l{&v&tg,h/&lb'i}j:bﬁug .
-4‘-0'6' »?;K&V&y,l’/d@m{l“&mcc‘,vﬁ%of Capital)
Vs 61« (Irrelevant) G F =il YRR S i e
-L“nuf)‘!éf{,;@d/’gt/
(Theories of Capital Structure) wi & ¥ £ =313 b~ ol e ¥ oo
Qb5 st (Ezra Solomon)es 211 (David Durand)xius5555v UL Uuﬁul-u}igﬂ:@
_4J§¢U§Quﬁiuﬁg;&yté_uﬁ? < (Modigliani and Miller) 4
W E NN
(Net Income Approach). £ 3477 -1
(Net Operating Income Approach).. # K378 Ae 2
(The Traditional View). # &1, -3
(Modigliani and Miller Hypothesis). &'§ *.sdikss -4
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(Assumptions Underlying the Theories)elss & i et &
PAPCAI PP ﬂ“‘atlgg(:u/au}/&,cgcf_éé‘/,/k eond el f
:ujdjéuc«w;/.”d-ﬁlgguyz:/}Zfl;/‘}wquL/ﬁ(fgm!
- t/Je1K (Equity) & 1 (Debt) P 3 2l -1
—utln Fuons L (Total Assets) &t f e 2
Y2 uﬂfﬂ/@ i (Leverage) & sl = :L“nu':‘; Ju@/ui s [}yl. J{J;Jm 3
w2 LS P G\ St
e eI ST G et/ (100% Payout Ratio) = E6 4100 i 4
3 E 358U (BBIT) (uT JS e -5
(Financial » & $ly =30-Gb oL el ol S f (Business Risk) 0 S AsK -6
—tls” 3 F = Risk)
(Subjective Probability s/ f sk £ =7 § QuT 85 L Uskk o A7 T
_ure»uLDistributions)
F oy U7 52 (Corporate or Personal Taxes) u’g dist VL1 (:’ S8
_‘Lrtgp/f"ui‘,«#uﬁc«kfj
(Net Income Approach), F¥d.T % I
Qbbb Lo F iee o™ = (David Durand) 155595 el QP> &
(Debt .~ i &L«d,iub@/ s« (Relevance) el (Capital Structure) =3L-
4_,1,1,@4‘4“?/ f 4 (Overall Cost of Capital) e SEAGIS el S CCapital)
-%Cﬁuzu"’ 4/ (Market Value of the Firm) /ﬁd/ugJ
Jm(gc&"u,;fn/ﬁJJ{o&Jmﬂ:ngk{dW!,vu"‘/"uyt"w. S BT 6
ns PRI I
:(Assumptions)elss #Uaide_ U
_ﬁ;{ ~ (Cost of Equity) &/, & 1 (Cost of DebO = IS F ()
AT J“,v" 35Ut (Risk Perception) 49 L« L sk dpr e J L FF (D)
BT L S e (kDL FSS KNSl (ke) T ASS KA G £
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- (No Corporate Taxes)Z_ﬂui’. )ﬁru"g <y K (111

I g tnlr fd B LE £\ FJE o (e G2 F o pietos >l

;A,w‘g&gnf:fu JLL/u‘;fJJ!?;/JW!J/"U:A,&»ug)m,u/u;u’n&nufﬁ%«.ﬁ&
_+rnju1u:/ﬁfJ

According to this approach:

V=S+D

S = market value of equity = NI / K,

Ko = overall cost of capital = EBIT / V

Where,

K= Cost of Equity

NI= net Income

V= value of Firm

D= Value of Debt

Net Income Approach - Capital Structure vs Cost of Capital
0k Ke
E Ko
s
S
S
I
(]
)
O 1 1 1 1 1 1
0.0 0.2 0.4 0.6 0.8 1.0
Degree of Leverage (X)
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(Cost of 2§ 2y =3l glg =% ZNet Income Approach oS -
:‘at‘/ 6 S o »ZCapital)
(O.lO)LL&’uJ":’” K. (Cost of Equity): e
(O.OS)LL&}’ZH/J}’JQ:’A K4 (Cost of Debt): e
_‘Lfﬂlg[}n(/ b=y (Leverage) &% 2K, (Overall Cost of Capital): e
(Degree of Leverage ¢ §& 0> +3n5 et v (Diagram) Z6 iy oo
NS § o s 1340 8 Je1 (Debt Capital) - /"b/(:’ & oI Fes= 0)
-‘aém,u,zi (Cost of Equity - Ke) =S £i(Overall Cost of Capital - Ko)
S i bnboted A6 L § I b 1 Jli 22 2
4&}4&&‘((,/1;1 $~2_lbw (Leverage = 1) ugi/J@J)’j..y%-‘LL}L?L}%{(KO) Ry
~Qbrs1, L (Cost of Debt - Kd) ISP St $ 57 lon &
1 (Optimum Capital Structure)&v&g,,t /dL‘»J I u’(‘[j,w/zig ﬁ el
ol ST G 1 8 F b Sz oy
1Je
AR5 T F9%EF -27,50,000(34 T PEBITS(Narmada Ltd.) 2.
e VYO o6 e o T ce (Ko 14% U 28K c8 At S s 5L
IS E IS ks S D
- J®L>¥ (Overall Cost of Capital) .= f (i)

Solution
Statement showing Market value of equity and value of firm
EBIT 750,000
Less: Interest on debentures (9% of 2,500,000) -225,000
Earnings available for equity holders i.e. Net Income (ND 525,000
Equity capitalization rate (Ke) 14%
Market value of equity (S) = NI/ Ke 3,750,000
Market value of debt (D) 2,500,000
Total value of firm V=S +D 6,250,000

52



Z&WZ:JJAgUL,?/ﬂ
Overall cost of capital = EBIT / Value of firm =X7,50,000 / X62,50,000 = 12.00%

(Net Operating Income Approach), & WA I
X135 395 72l Jljl. Yy ¢ (Net Operating Income - NOD ,/] K [}ﬂ&f P
(Extreme View) # A LG el b o F L (David Durand)
(Value of the 4§« (Capital Structure) <3L-3b b Flbr £ U7 et Seud
e P 4 UL ATKFirm)
S L fu
Net Operating Income Approach - Capital Structure PP &? A d/gjl;!
(Cost ISz 324 &
/;1‘48/ e dof Capital)
S S et § o
3,485 (Market Value)
e ,ﬁ,cuﬁng/”_%@'ﬁ
Sl Ky Setd
s (EBIT) (a7 @7

Ke Ke

8

Ko

g

Cost of Capital %

0.0 0.2 0.2 0.6 0.8 1.0 (Business < Sus8
Leverage (Degree) - o .
—_— oMo Sz 12, B 4 I Risk)

ce /TS bl
u::’ ¥ (Value of the Firm) 3§«
et & P8 (V) LS5, O Lo F
V =EBIT /Ko

U

(Earnings Before Interest and Taxes)u’g »rjld’? QLTEBIT = e
(Overall Cost of CapitaD= ISzl §7 Ko =
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¢ EBIT JJU/;JJ;A;@.J!:%WJ 7} (Constant) P e F o Ko £2
s eSS (leverage) &1L :glgu’ /“ufu‘!/:!‘a&n v
(Assumptions of Net Operating Income Approach)elss/ 4 IS b Uil
e FPSAskL i teF o1 (Overall Cost of Capital) CREAPR A €
2 /é_gmu[ﬂ-/? (Financing Mix) =L LBl J“L&}’Z /f' ((Business Risk)
_[STJUE/;J/u:u’u,n‘L&un/"/,j@nKo AN SIS
(as a whole) <% M%g:’"’ g/ﬁd/;/i;l/{:l. NS el ZL38 e miin -1
&G 2 e LG A P I F G e P S E = e (S
~¢-de
& U (Debt-Equity Mix) e’ £ P 3§ il e ta 18 B 5hs sk 2
_‘al:p(/ La“/vf dc,{mlmuf Zt» (Business Risk) a/fd/gu%w;ﬁ;gi& Y
SuTeB T3S U7 2eed e B Stz Z S sl s S leoni g B
_93/ u:a .54, U ‘L)lf::dj s (EBIT)
26
0r UAT% L - £3 8 (EBIT) %3,50,000 3.7 (A S(Alpha Ltd) v
(Overall Capitalization Rate) 12% { 2644~ -t 54 L %12,00,000

-
¢

o6 e T

(Value of the Firm)e=d f§r/ -1

(Cost of Equity — Ke) 28SK.L - G ki 2
q/ Jbr ZNet Operating Income Approach —L>6Usssiy o4
iAol

W L PSS KNG Fmad S ST 5.14,00,0003 /b 50,5401
Solution

Particulars Values

Net Operating Income (EBIT) 350,000
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Overall Cost of Capital (Ko) 12%
Market value of the firm (V) = EBIT / Ko 2,916,667
Interest on 12,00,000 @ 7% 84,000
Market value of Equity (V - D) 1,716,667
Cost of Equity (Ke) =(EBIT - D/ (V - D) 15.50%
When Change in Debt Capital Values
Revised Debenture Debt = 14,00,000 1,400,000
Interest on 14,00,000 @ 7% 98,000
Revised Equity=V -D 1,516,667
Revised Cost of Equity (Ke) 16.62%

(Traditional Approach), & G, I
(Net & ¥3.7¢ 26 (Net Income Approach) & §04T 76 o & G
(Intermediate . }’ &L“,»/;;,L?;U"d’ Ll“i G #160perating Income Approach)
—e bl ¥ Approach)
(Value of the .8 F el F i LI U6 A EEi i b Lé./f J!
,:ﬂt"_‘aﬁfﬁ,y,u/ J~ (Overall Cost of Capital — Ko) =l i o ol 3ol 4 Firm)
&zt J# L (Financial Leverage) & Aé&ym.,»,‘qjm G Eeb ol
e Besls fropehn It E e te ot e wou
(Assumptions).los #
(b L F o AL LS F A E AT A il C et
- (Equity Shares)*” s (Debt) JFJ: c‘-t'/'/ S /r—élu'ud ol @
_‘Lt'//‘)’ (Dividend) Zfbu%&ﬂl 00% G.hostsl @

-0 /"/,45/ v,/ L1 (Total Finance) ayuf o

s é?@i@/ J~ (Operating Profits/EBIT) &AT._.@’{.TJL/D! o
-%Q/J“‘V (Business Risk) s 2§65l ®

-« (b F (Perpetual Life) wissi oo o

2 /A% (Rational Behavior) s 6.0 o
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3Je

A .}JTJL/;!/;!, =d U3 58, & el $Zenith Industries Ltd. 4k Sl S50
:L¥—L>6(Average Cost of Capital)

(EBIT): 21,20,0008.7¢ 26 o

(Total Investment): 26,00,0005.6.LF e
(Ke):L SES KA yF kil o

9%-3S U Jeri 7 33 Sica)

10%- &/ Ue1.2452.1,00,0003 5 /1(b)
12%- < dSUe10.4%4£5,00,00035 1)
5474 £%5,00,000.5 25 b L Flpor U 56.5%0.575%1,00,000: S S sy

—ECL Sl 8%
Solution
(a) No (b) 1,00,000 @ (¢ 5,00,000 @

Particulars Debt 6.5% 8%
Net Operating Income (EBIT) 120,000 120,000 120,000
Less: Interest on Debentures - -6,500 -40,000
Earnings Available to Equity
Shareholders 120,000 113,500 80,000
Equity Capitalization Rate (Ke) 9% 10% 12%
Market Value of Shares (S) 1,333,333 1,135,000 666,667
Market Value of Firm (V=S + D) 1,333,333 1,235,000 1,166,667
Average Cost of Capital Ko =EBIT/V 9.00% 9.72% 10.29%
VU él}uﬁdj bef Ly L3dU? £ Zenith Industries Ltd. J2Jswtl >

=

]

259.00% = Ab-s1sR13,33,333 L3S fi LU e P 337 o
9.72% Ly SHbsiini$2312,35,000 So%1568 5SS pie YU 5631,00,000 -
“LJL%’//ﬂ{bgﬁfﬂ[j
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b 1§ 1Z11,66,667 S ed.3 87 by £25,00,000 460§ Ficaf e
e F et e sdda—E o F10.29%
(Modigliani-Miller Theory), & A-Jiki» IV
(Net & ¥ T Ao Fs . MM L (Modigliani-Miller A=yt
(Capital =30l 2L~ - s et/ Fidui b - .t Operating Income - NOD
(Overall Cost of 2z +§+7 s (Value of the Firm) .3 f§« s Structure)
Sl S )33 o FIMM Ut B s0-c v eolos§ sy L& wtTL Capital)
e S e el de b e (WACCO) ZAGZ - bosh s
:(Propositions)z s ket fo S MM
s =3-Jo o S Ut (Ko) IS8 7 (V) LS F St ()
L AL gt Lo BN FEK A SE G AP Iy (Ko) SAEE £ (D)
S P o oo Lo dotiT ot H =zt (Cut-off Rate)r, F T SG44 - Gid)
(236 L6E)
:(Assumptions)cal.z;/’”d:tg‘.‘f P )’ MM
-t (Perfect Capital Markets) gﬁtmmj; M (1)
-t (Business Risk) « Sk e aipt ZE0 5Ll (D)
—utGre T e (BBIT) $uTef2 TSty Us o U i)
-4.?/7;';’0:555/%&,971 00%es (1)
Niyys f’ o oy S T P oy K (V)
(Arbitrage Process)J} & .7
o) A NS 90 4 b gt b e ALK 7 Sl < (Arbitrage)l .1
u“"éummd,uu:ui)ﬁrﬁﬁnguL&v&@,L/ﬁuﬁ&LL;J}J;_L/&,)/?@E
oS-I I ITTRR AP ¢
2_,;L (Personal Borrowing) * F0L S s J Y L(j‘vf 52:,/”’4(5’,»41/(,1. -
\Home-made J}&U,K/K,L/-wa"_/‘j"laébmgjfﬁ uﬁ&fﬁéumﬁﬁnmiwf_/ﬁwﬁ

-c;_m/ Personal Leverage
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(Limitations): s e }J MM
_J}fujub&/@}u@/é z:u);';{muug,,h/d;% -1
-tds i (Transaction Costs) =/, q;uf4jkéf 2
e IS RE AL G i 3
ce bt e 2SS T 4
(With Taxes), )’ ¥ MM 2 J»sz u’g Loy K
(Firm 3 §eit S A7 L 21963 MM Lsszr gt ¥ ooy 65
(Tax &}fuﬁw’?{,ﬁl;!d/)rfdi%&éfu{uﬁ (Ko) :JTJJLL/&ﬁm%CﬁnJu!wValue)
-« dxtsDeductibility of Interest)
mf o st & C st B an S (Levered Firms) e iid_isd SJe1 7 sl
g S kS e

:/f:.K&ATJJé{JQﬁJJr‘;»/JIJ?&AT 4.7

(Financing Decision using EBIT-EPS Analysis)

(Earnings Before Interest and Tax — Earnings Per Share .# EBIT-EPS
&)J;Qﬂﬁﬁfc‘-&;u uﬁL/ai%c,gmz‘c‘,%ﬁf(cugutdjv,ujalg,L/Analysis)
KBtk (BPS) QuTUA” 3L Eieud e JAPY FAE £
P2 P A0y

U 2§ EBIT) U 5w 1 F Qa7 S bl 4 ad $oti6_#EBIT-EPS
Al Lo BPUE Bl # S K- §Pnt s (BPS) GuTP? (b Ly B0

—cboatl S

:(Key Concepts)tis< Al

u’g sy e JTr ﬁ;g}n&ﬂu‘f d{ <EBIT (Earnings Before Interest and Tax) — -1
_Lnééuj Lf(f/ [

:‘gt“/ S OuT Pl s f lug‘”” & £ 2~EPS (Earnings Per Share) — _2

EPS — Net Income after Interest and Tax

Number of Equity Shares
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ex( EBIT w2 (F s 501Ut EPS Jetwon) EBIT e LS Uei 7 F 2P ) 23
G Ao FTE S 2osr Ut EPS Fe
(Example of Financial Plans):e_s* U\ - F
L F A A: Uik e
o5 &P B: oy e
LS £ PP C gy e
(Decision Rule): =65l Lsd
S P en o1l L5 et JEPS (te s BBIT s o672
S entd oS
0250 xis BPS Ut S EBIT ¢ o
#.20, (Financial Risk) s #0UL e
(gl S b AL L5 2 L8 S Fo b U #EBIT-EPS
b oot S Lo S a1 56 I s ST B £ e A1 £ G 53 E «Js
-« (S (Financing Decision) s’

L
¢

(Learning Outcomes)él}(}m 4.8

/(Ulbﬁf?u(umwﬁé (Capital Structure) &L«J@,L/LJ»JL&WLJmm
f ;/CKJLJLJJWKL;/ K01 1L (Equity) &1 (Debt) 1. uzémjw 'u-c‘-ym{ r—é'[
s 019 2% £ s (Financing Contexts) JbsJl L -0 ¥ L#-uﬁﬁ S At
LTt E e WL b AL LS b e P e o (F bl
B G (NOI)H{l & 4Tese (Net Income)fi i — e (PP Qb b i
< b+ $6¢ (Modigliani & Miller Theory) — . & _fi_£Lsi(Traditional Theory)
Kee 0 S U 6 2 23 L o F EBIT-EPS &bt 5T c ™ S e, Ly
_§_y¢§c/ <7 SEgmi 51l ke S usitga st
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(Model Examination Questions)c«ﬂl}/&@'l.’// 4.9

(Objective Answer Type Questions)e s bic,glzu"” Y
st o3l -1

te S A JGEBIT -2

e YESUEPS 3

?‘&(}Mb"«:b‘ﬂoIGJ &30 4

?‘a,m“ <z Net Income Approach _5

e Lz IS 3 L MM 6

?‘Lt‘lgg/:LgC—&”U&J’/ J/Weighted Average Cost of Capital -7
?‘Lén[ S S e EE KPS -8

¢ Ae/¥ "arbitrage" %, ' Modigliani-Miller -9

¢ L ad §50K . ZEBIT-EPS -10

(Short Answers Type Questions)e Uiy b iz 27

_ZEeolo A7 (Patterns of Capital Structure) J /L:)L’J@,L -1
J/ ugét:/;ul:u #Net Operating Income Approach -2
SIS L& 0N su$ L AEBIT-EPS .3

S F et £ F Modigliani-Miller -4

U 5 3 L Cost of Debt siCost of Equity -5

(Long Answers Type Questions)caU!rJ' b:ﬁgl,!ﬁdj b

el AL SIS L s de A

L i & 216 Net Operating Income Approach .sNet Income Approach -2
-/ ey EPS =1

-Q/ uls.:_dz‘}/ Y, u': W e .jfﬂuuﬁ it ¢ A3k L (Traditional Approach) . /J Gas 3
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eolos AL L il Jed 3Pt 38 ped (U Al ), F Modigliani-Miller -4
JS
2 UK EPS (U6 iz e b, EBIT-EPS e (¥ (i’ -5
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=l 53¢
(Cost of Capital)

21 LK
(Introduction)+* 5.0
(Objectives)s<» 5.1
(Meaning of Cost of CapitaD¢«*¢=0dzt- 5.2
(Importance of Cost of Capital):,«::ld/ =L, 5.3
(Classification of Costs)(lﬁlg,( il 54
(Determinants of Cost of CapitaDJ1# &2 LB, 5.5
(Cost of Debt - K)=WSFF 5.6
(Cost of Preference Capital - ky)=/UJ .4 /53’ ;57
(Cost of Equity CapitaD=0J.L 54 5.8
(Cost of Retained Earnings)_“fu it Zi'lm}ﬁf 5.9
(Weighted Average Cost of Capital )=/ b8z 5.10
(Learning Outcomes)&G: 31 5.11
(Model Examination Questions)eti-(3E*:s 5.12

(Introduction)/w? 5.0

3 S Pk Uikt £ (Capital Structure)=3t-di gL Sl gt ded

ol SG L ad A e 1Sk 4 Q2 3L EBIT-EPS slecet 12 QUi 1L (§ 1o
_Uﬁﬁ/al}'jumﬁwluﬁC;b’éulﬂ“{_/q/j:a,g/}g/a&/)/dh@!

Ju‘5““/4.,');45;,5@;,@wf’,,»/ﬁ,%;:9§@gd;gé'/saL/wu,L/ Sz

m:ujé/g?;;mwdl./ u(gﬁc;_éb»@/“u,_ (Cost of Capital)ﬁfu JLL/@— 44-_87
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JLL/U”?U(EPJz’,f"ffl-‘a‘}//bm;/@ (Benchmark) th{_ Ld/b/,l./u"{(f(c/“u‘i
e A St Tenf = 2
LJ:‘:”“/..@‘QV meJ!fLué_n)uu“anEnggmrM” Lol AU Skl
/“uu‘;fKul/ij,lugk[(}’”éfﬂd;ﬁitff&fimCf’;{w"/"fﬁufgﬁ/yku’u_ﬁuf
-ngu&'d: e § (Weighted Average Cost of Capital - WACC) Z/b-s$ZL -
ébmuujgvf'/?u%‘a&/ﬂ/';g&mu; LS8y & BTG S KN L
-‘L&ﬁlgd/(/b"&f;"w’;d/w?f

(Objectives)4#l» 5.1
:Zuﬁﬂ%/c«@d;’,?/p.;ﬁpui'c/,dwK&Kﬂu’i
-tf/:,‘;mu(u’luﬁu#?@ywrwhrn””i (Cost of Capital) =Sz~ e
GNP s A F P B LS o
iyt (,L'”:fuf goat] éw’é,t il J) L 6l (WACC) =fbsidis o
P bl LS s S 22 Sy LBl o

(Meaning of Cost of Capital)(r/” K11 d/ Ll 5.2

Lyt e M A K5 KN EISS < UASC it pe Sty
ST N U TN F TS BN RSN YT VSN L o PPN PALES NS
_‘L&/ (QMLJ;L@“’ Lo LSk L L

Definition in English:
“Cost of capital 1s the minimum rate of return expected by the investors for
supplying funds to the business. It represents the compensation for the time

value of money and the risk taken by the investor.”
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(Importance of Cost of Capital)e4 id/ = d/ \r

5I;LUJ/)JTZ;J,JG/;%‘ZIJJI-LLL'E//%‘ZU;%U?IJJ}(JJ&QLL(_/DIUQ/U/(U.‘?K&‘TJJLL/

v{!“iéélgu@b»Luif"djt{dl,/::f@‘f’gt/: Je14,+ £ (Benchmark) SNEG

_‘g&/ﬂpgﬁ

S dsolic L S u(é'.r‘:”/'/l :(Investment Decisions)d’ 2§\
—ebn?

e Pd LZ e b esl Be b e B LIS Sienr® (U
_‘aCf:/c,t,g?&'L/J’b,t//v&@ﬂmnc,&@d/’gt/ﬁ@f?d/gug

A St F60FS e St d e £ (WACC) 2balit 7600/ K
N A1

(Classification of Costs)(lr:"ld/ s

5.4

:c‘-&clggfd,«‘a,?ucugmﬁ:f@u(’;h/

osv g P e Qo Sty Ut sr? St i 2. 2SI (Explicit Cos) AT~
Civ et L EESK N S u/;z STIE s :(Implicit Cost)=/l u’i
e 3Ty

- WACC/ﬁc&@Mle’w’J‘;LLV:(Average Cost) S+
23 r g S b 363 (Marginal CosD=/I P A
_&@d;yffd/fffgcﬁ/ﬂ‘u}/"aﬁ,gA@ljl.ﬁ:(Speciﬁc Cose s

(Determinants of Cost of Capital)J T4 Lu’.‘.’J L&fﬂd/ e\

e c‘gén/“c»‘w.mf&; ;.,,@,,}:uﬁ; :fUJ o\ /J <l

-+3no;gjdh /:f@d/ Us b &> o s:(Business Risk)s S § A6

M P ee B Us K S 17 fost s:(Financial Risk)s & 3
-y
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s i3 I E G AR S Al L s K poor ] Fr S ST o
-‘aéuw/u"/"uwz’c-u“g&w,u"/":u/gw“? J
_ujZ_/J/LadL/{,&fUf/z_/blLuémfb«/“ff:v@/_‘ui’g/d/gjm °

-+&C m;y:fu J C@Q“& Lunwigém;gmgmmzu’g g:cﬁ;g;" °

(Cost of Debt - Kd).“x@d/u”/“ 5.6

e ) & d‘{.{! # « (Rate of Return) B Uimily NS
« d» (Financial Cost) &dld £ d:r s QS L& P f(Debtholders)
-9!;%&»%4& /"q,Jch }:’./
(Perpetual or Irredeemable Debt)? fistis 50/ >
S5en SISt PG Sndbv o i ean 38 U7 Pl

I‘L(}lgd//?ch‘/U
Ka =I/NP
Where,
Kq = Cost of debt;
|= interest;
NP = Net Proceeds
NS PV

e Qerf AE Lueeens™ e For 255
Kd=— (1—1)
Je
e Ent LSl 4 L5 % 8 %L = 35,00,000 L (Zed Ltd) i 4
Sw Lg“g =T-< 40%C /“J u"g .wg%f U/?G‘vf -Ut3% ¥t S(Floatation Costs)
_S¥_L¥ (After-Tax Cost of Debt) =/
Solution

Given:
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e Face Value of Debentures = %5,00,000
¢ Interest Rate (Coupon Rate) = 8%

e Premium on Issue = 5%

e Floatation Costs = 3%

e Tax Rate = 40%

Step Calculation Amount
Step 1: Calculate Annual Interest Interest = 8% of %5,00,000 240,000
Step 2: Calculate Issue Price Issue Price =%5,00,000 + 5% %5,25,000
Step 3: Calculate Floatation Cost Floatation Cost = 3% 0f %5,25,000 15,750
Step 4: Calculate Net Proceeds Net Proceeds = %5,25,000 — |35,09,250
%15,750

Step 5: Apply After-Tax Cost of Debt

Ki= 55 % (1-1)
Formula

Step 6: Substitute the Values

K4 = 54300520 x (1 - 0.40)

Step 7: Final Calculation K,;=0.0785 x 0.60 0.0471

Final Answer After-Tax Cost of Debt 4.71%

(Redeemable Debt)” j(#is f6
el A uu/g EPESNYY Vguf & ‘amu" Jus(Redeemable Debt)? J§#1s L6
AL fs(Maturity Date)? s (e wisl & SGoilf /",_‘Lu"[/d rns QI S S
et e

I+=(P-NP)

i) Before-tax cost of debt = <=2
> (P+NP)

I = interest:

P = proceeds at par;

NP = net proceeds;

n = No. of years in which debt is to be redeemed

1) After tax cost of debt = Before — tax cost of debt x (1-t)
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Example:

L 4,000 &b Liz21L S llo g i385 a8 452551 6 449 £2,00,0003 L iz o s

ot TSP S i 0 e T 61,574, L L 21
e aBA00 AL O e v LK S

Orion Ltd. issued %2,00,000, 9% redeemable debentures at a discount of 4%. The floatation cost

incurred was 34,000. These debentures are redeemable after 6 years. You are required to

compute the before-tax and after-tax cost of debt. The applicable tax rate is 40%.

Solution:
Given:
e Face Value =32,00,000
e Interest Rate = 9%
e Discount = 4%
e Floatation Cost = 334,000
e Redemption Period = 6 years

e Tax Rate = 40%

Step Calculation Amount
Step 1: Calculate Annual Interest Annual Interest = 9% of 32,00,000 %18,000
Step 2: Calculate Issue Price after | Issue Price =32,00,000 — 4% discount | X1,92,000
Discount
Step 3: Calculate Net Proceeds Net Proceeds = %1,92,000 — 34,000 | %1,88,000

floatation cost

Step 4: Identify Redemption Value Redemption Value %2,00,000

Befor tax Cost of Debt (K

B 18,000 | (2,()().()()()61.88,()()()) el 18,000 | 2.000

d — 2.00.000+1,88.000 = 1.94. 000

2

x 100 = 10.31%

After tax Cost of Debt (K)

Kg=10.31% x (1 — 0.40) = * x 6.19%
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(Cost of Preference Capital - kp)_“/fﬂ J Yy uéf s 5.7

Ze Jbr £ UFo P Al d‘r4 O Ut 25 e (Preference Shares) % &~
sty P 5 o g B i F F e i SLSi(Dividend)
JbLebesd (Perpetual) u‘/’udt/,,y’f‘gm/?ag JIASIE =S d/dt/uff/"_‘gugyﬁ?/ﬂﬁ

_‘glf 1 o gr36-3, @54‘ (At Par)ed /1, o8l (Redeemable) s
(Perpetual Preference Capital) .. /53 &0

e s Jitn TS Uc el A7 F oG S F 2 F
e Qe

1) If issued at par ;
Kp =D/P
Where,
Kp = Cost of preference capital
D = Annual preference dividend
P = Proceeds at par value
i1) If issued at premium or discount
Kp = D/NP
Where,
NP = Net Proceeds.
:Je
Bloud 947 :461@ (Preference Shares) U~ 15,000Z =~ 3100 ! U,é%?
-c‘_/’:ﬁ & (Cost of Issue) T4 &@d/lzu_ﬁ-_//"“
Galaxy Ltd. issued 15,000, 9% preference shares of X100 each. The cost of
issue is 34 per share.
Calculate the cost of preference capital (k,) if these shares are issued:

(a) At par
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(b) At a premium of 12%
(c) At a discount of 6%
Case Issue Issue | Cost of Net Cost of Preference
Condition Price | Issue Proceeds Share Capital
a | Ifissued at Par | X100 34 X100 —%4 = Kp=9/69
296 x100=9.375%
b If issued at X112 34 X112 -4 = Kp=9/108
12% Premium X108 x100=8.33%
c | Ifissued at 6% | 94 4 R94 -4 = Kp=9/90
Discount %90 x100=10.00%

D 1 MV-NP

T

K, = -
" 1MV + NP)

Where:

K, = Cost of preference capital

(Redeemable Preference Shares) U2 U S 6
Z%L}@JJ@Z}ALL}OGJ}@A&@JJ!

D = Annual preference dividend

MYV = Maturity value of preference shares

NP = Net proceeds of preference shares
(Preference Shares) J*° ‘ff s S0,000LaJLJ /’:’ d T 1002 (Nova Ltd.) Wu):dlﬁ*
&@Jdt/ﬁfﬁcw (Redeemable) uﬁi!}JGMJVSJﬂ,ﬁ-‘g/}“ébwé 124@2«461@
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Nova Ltd. issues 50,000, 12% preference shares of X100 each. Calculate the

cost of preference capital if the shares are redeemable after 8 years.

a) At par
b) At 10% premium -
12 + =—%— 12
(a) Issued at Par: p = —qoo— X 100 = Top < 100 = 12.00%

2
(b) Issued at 10% Premium:

NP =X110, MYV =100

= x 100 =
105

P 100+110
2

x 100 = 10.24%

(Cost of Equity Capital)ﬁfﬂ d/ e G’/}’: I 5.8
u/(Equity Shareholders) g, & £LrSU? ‘4(%@ s pe 2SN G A
& Utedn o Sy GI6 u(LﬁJ'i'fthw{f% »’/%J?K@ﬁww~u.?“¢//,d/ggl'/@'4‘—6{
e U e g G 2GS S £
uu,guiuwgé/ymfngﬁgéb»i:;i::ﬁ}Lé,L/ufd{uéégfﬁ&}gf‘L,w
;?l?nt/J’béb»4c/‘(f"fju‘f/‘3§{:lﬂ_+ 5 1258 (Opportunity Cost) ;fuc;w,{u“ié
e QU G § e Sy TS P
o LGS e o b LECL 2 I 2§ g B0
e Tad St B A LF S iy
(Dividend Yield / Dividend Price Approach)u(.‘gg AS | XA d3 Ao i3
(Expected Gt i E# s (Cost of Bquity) =0 G £ 63t
(Present Market Price of Equity = 2z S 56{ ;?LgénDiVidend Rate)
et e &btk Jl-c;.&y:d npd L3, /Shares)
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K, = NP (For new equity shares)
or

. = 4P (For existing shares)

Where,
K. = Cost of equity
D = Expected dividend per share
NP = Net proceeds per share
MP = Market price per share
(Retained (‘jb»uﬁ 74 s ) (:u ¥ e i es1$ (Dividend) VRSP
_‘LL“/M%J 'S #14 (Market Price) =d :,;’//LLEarnings)
(Dividend u'ij L 4%y (Earnings) duTd uﬁr et I Ui SIS 3
U ke AL 23ssius (Stable) & UdssPolicy)
44 (Equity Shares) 15 54 §£18,000Z =S~ § 2120 (Zeta Ltd.) sxdes: Ji
e J;’V /,14‘,@1/1;1 (Dividend) x4 y5.44} ISQJVég:ﬁ}( u‘f -461@4 (Premium) ﬁ‘:/v
e FEIS L S peat fold
Ao WSS IZEE 2 % - ¢# (Cost of Equity Capital) =0 - &£
NPy NIl £ = I 9x(Market Price per Share) 3160
Zeta Ltd. issues 8,000 equity shares of X120 each at a premium of 15%. The
company has been paying 18% dividend for the past five years and expects to
continue doing so in the future. Calculate the cost of equity capital. Also,
determine if it will make any difference if the market price per share is X160.
Solution:
Dividend per share = 18% of 3120 =321.60
Issue price (Net Proceeds) =120 + 15% = %138
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Using Net Proceeds (NP)

X21.60
X138

K, = x 100 = 15.65%

Using Market Price (MP =160):

21.60
X160

K, = x 100 = 13.50%

:(Dividend Yield plus Growth in Dividend Method).§2y A6 51.¢ sk, 5443
(Expected 5§ %443 C5 ¢ (Cost of Equity) o0 §& e £ K3t U
_‘LW!{’/{,)[{EJ (Growth Rate in Dividend) ¢ *¢. Fi A1t 2k g sDividend Rate)

WL g /‘Ja" el u:mﬁ:gség{ e b =dg s b,

Cost of equity is calculated as:

D
K, = N—Il:’ g (for new equity issue)

Where:

¢ D), = expected dividend per share at the end of the year
D, = Dy(1 + g)

¢ NP = net proceeds per share

« g = growth in dividends

/7 (Bquity Shares) 77 £12-1,00,000L = A8~ & (PQR Ltd.) T50 247:43: Ui
(5{ Yl ) S~ (Floatation Cost) &@J’f ;5-4‘-0"”//,#" §_ /5 loy (At Par) o=d
6 (Expected Growth »{ * &5 Ut k45 & <« 3/ (Dividend) 1343 2 4 §
(Cost of New Issue of Equity Shares) =U(i~ & £1d sl bl bz - < Rate)
NS

(Cost of 20 iy Ve & £inszvJer (Current Market Price) 265 «d e oszr S 21
-k e+ FExisting Equity Share Capital)
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PQR Ltd. plans to issue 1,00,000 new equity shares of X50 each at par. The
floatation cost i1s 6% of the share price. The company pays a dividend of 32
per share, and the expected growth rate in dividends is 6%. Compute the cost
of new issue of equity shares. If the current market price of the share is %65,

calculate the cost of existing equity share capital.

Solution:

Cost of new equity shares:

2
+0.06 = — + 0.06 = 0.0426 + 0.06 = * * 10.26

K= 2 g 2
¢ 9= 50— (6% of 50) a7

NP

Cost of existing equity shares:

2
K, = 65 0.06 = 0.0308 + 0.06 = * x 9.08

:(Earnings Yield Method).62 3 (047
L (Discount Rate) =t 215 (Cost of Equity) =/, S he LKz U
(Capitalised 432004 5 J’u Z (Future Earnings) SATS L(f{ u’( Re bl L
TP St 3 b Ut Lok 8 §6K A § by 7 e 3/ Ui Value)
Zi“?d/&ﬂu'f/?f]/;/t{,h/fc,h“@u‘z/),ﬁ-c‘-t“lgglz;g%d}'//f(Eamings Per Share — EPS)
-4‘-&?0( ()*”&@J & ,64,gd/ =

_ Earnings per share  EPS

[For new shares]
Net proceeds NP

[

EPS

i [For existing equity]
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:Ji/

S K LG e e K S5 U 1504 Lo 2L (Delta Ltd.) txdeds
J d“f -« X 75(Market Price) =.¢ A Gk seslic BUV255047 S(Equity Shares)

L Lol Sl o L3 054 (k12— £1 Z250(Net Earnings) (4776

(Cost of &@J,t/}iﬁ é:)z/!uzr _u@/’-:ﬁd (Cost of New Issue) 23 = 12z
(Cost of New Equity =/ ¢ .\ &4 £ .sExisting Equity Share Capital)
_ &k s+ Capital)

Delta Ltd. is planning an expenditure of X150 lakhs for a new project. The
number of existing equity shares is 25 lakhs, and the market price of each
equity share is X75. The company has net earnings of 3250 lakhs. New equity
shares will be issued at a price of X70 per share, and the cost of new issue
will be 23 per share. Compute the cost of existing equity share capital and the
cost of new equity capital.

Solution:

a) Cost of Existing Equity Capital
~%2,50,00,000

EPS = =1
o 25,00,000 0
_EPS 10 -

b) Cost of New Equity Capital

EPS 10
— — , = —— = — = .]_4 ® 9
NP =70 -3 =167 K. NP 67 0.1493 or | 14.93%

:(Realiscd Yield Method).¢3 A2 &
< 868y LU+ L (Barnings Yield) 2, 34T, (Dividend Yield) A, x%y3
A F L LT St en S b ois e T as £ J5 S
-~ % (Realiscd Yield Method)
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uﬁw-‘a%}'j,«/(Actual Rate of Return) ¢ 2§ idiise o fstLat .
kool Sbe e SE (Capital Gain) Curtsd s fb g3 SE 7 ittt gsddnsor
5/@/{(}“;/)'u"ygfﬁgg‘@(@/}?%t’/ﬂl}éa&w‘/)@ﬁiLu,f‘;{ul.'@./:/ -gbkéub’g@/.’JdV

—und

(Cost of Retained Earnings);’fﬂ d/ Ceniib¥ 5.9

eI Jx :%vng?wuag{fz?éua,;u/c (Retained Earnings) ém;gﬁ
55 £ e SO o b5 50 L Lol UF &7 S 7 v St
f’.ﬁ%dﬁ;&//)gjyddg’ -&wu’f (Cost) :JTJ@fJJl“iJ!:L“);L'/ﬂb!i’,‘gﬁé/f&'{{,él:»uf*
-%Jn (Opportunity Cost) :J/TJZE/..QU’{ 4(3%}3}5

Sy ugzignufJ‘u (fv J;l}u/uuK,L/?(‘Lu”iug'%iféw@/ufmxym{.,e
C{fuud’"eujijc??d/u’m(54J;ﬂu{f/?émﬁyﬁ%,t/:m_éf/J’uév/@ﬁ“/u@ggé’
_uj?i//{,dl./

Where,
K,= Cost of retained earnings
K= Cost of equity
NP= Net Proceeds
D= Dividend
g=growth rate
i/ w,’yﬁm:ﬁ;Léywt{ (Cost of Retained Earnings) =4, émﬁgﬁ (i
NP DYl
ﬁ4utufl?u3L/J’bxjgg$¢/K,L/ :(Income Tax Adjustment)&:i?j;lg,(u“gf! -1
St G e Ky & St i it e S B bai 57 7 -‘vat/mf?
-‘gmd»/v/u“@u:*ui_z@/}%
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J( 1 LS wos ki3 K ,l./f I:(Brokerage Cost Adjustment)ecizii =8 /2, 2

F B Lo S 1 2SI ANE S q N3 E 8 Er LKoo
bt a Ut e e BB e S L
K, =K. (1-t)(1-b)

Where:

Kr= Cost of retained earnings

Ke= Cost of equity

t = Rate of tax

b = Cost of purchasing new securities or brokerage cost

;i

Fia-§ (Shareholders) 705 %« 4416 K, G* (Cost of Equity) =& £1p )L
4 (Reinvestment) $6 .4 o430 44 (Average Income Tax Rate) 25 ¢ /“u“g
-« 44 (Brokerage Cost) 3 2IE /1,85

A firm’s cost of equity (Ko is 16%, the average income tax rate of
shareholders is 25%, and the brokerage cost expected to be incurred on
reinvestment is 3%. Compute the cost of retained earnings.

Solution:
K, =K. (1 #)(1-b)=16 x (1—0.25) x (1—0.03) =16 x 0.75 x 0.97 =|11.64%

(Weighted Average Cost of Capital)_"aﬁﬂy;l d/ e\ 5.10

« (Composite Cos)=1Y bet-cbw (Average) L/t =S é’/:’bjﬁ; Lt

‘M% -CL'_M?L?( i (Average Cost of Capital) Szt ~\ (Overall Cost) .:)/TJJ{

Léw’.,&l?.,l;K&@»}IJLL//Z?c§_Wy/d:;K&@d;!)]lJ(Sources of Finance) éu;‘
—e e 5L (Weighted Average) bbb £ (Proportion) ot U o4~ F
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b L Je1 (Weights) wis ZUind $ e tditnd Li8 o6l
W=

foe

(Market Value)stse 4 -1
S8 SIS Uk b s A Bl e Qo507 oo L3 QU b1 P2 S s g bs T
L Sl iz 5t i g A U
Ll Lepfefle s fZ el Setolfuiclo¥ (WACC) Sbsidat,
e U S (Weighted Values) L3I Qs el sl « Gtg Sre P LI é.b»f
oI )

WACC=W <Kt W, <K+ WK+ WK,

Where:

WACC = Weighted Average Cost of Capital
W, = Weight of Debt

K; = Cost of Debt

W, = Weight of Preference Share Capital
K, = Cost of Preference Share Capital

= Weight of Equity Share Capital

K, = Cost of Equity Share Capital

W, = Weight of Retained Earnings

K, = Cost of Retained Earnings

RS

(4}

With tax adjustment on debt:
WACC =Wy X Kq(1—T) + W, XK, + W, X K, + W, X K,.

T = Tax Rate
WACC \"Ko" - (Fbl b & bt iend
IMlustration;

The cost of various types of capital of Nova Enterprises Pvt. Ltd. is given
below along with the target market proportions. Compute WACC (Weighted
Average Cost of Capital) from the following:
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Source of Funds Amount | Proportion (w) Cost of
) in total capital | Capital (k)
structure %
Debts 3,00,000 30% 6.25
Preference Share Capital 1,00,000 10% 10.00
Equity Share Capital | 5,00,000 50% 14.00
(X100 each)
Cost of Retained Earnings 1,00,000 10% 13.50
Total 10,00,000 100%
Solution:
Source of Funds | Amount | Proportion| Cost of WACC
) (w) Capital (k) | Contribution =
% (w x k)
Debts 3,00,000 30% 6.25 1.875
Preference Share | 1,00,000 10% 10.00 1.000
Capital
Equity Share | 5,00,000 50% 14.00 7.000
Capital
Cost of Retained | 1,00,000 10% 13.50 1.350
Earnings
Total 10,00,000 100% 11.225%

(Learning Outcomes)éf«‘dm 5.11

u}é@yh/;!(u’lu(u’!:(ﬁi (Cost of Capital) SISzt o Wl & b L J6iui
A F (Debt)u"/"ﬁ—d“—l./L(LJ!J:?fujfmjb“J!o,_+ym{4/kd"(/%ﬁtgfu’iu:
¥=1§ (Retained Earnings) — Blrois 557 i (Equity)&:‘z/h(Preference Capital)
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(Weighted Average Cost of Capital - WACC) =Skl J_uf Pl> s

s L1 Y0 e 2 2 Sl Lnd b Sl wl Skl i
=G S e (Taxation)u’g ‘ (Proﬁtability)ébn (Demand) ¥ S 1L w5 L &

i, I ad M st gt 0151, o /M:; Lol S1# 22 (Brokerage Cost)
e d S S b ua§LSE2

(Model Exam Questions)c«ﬂlf&l?‘w/ 5.12

(Objective Answer Type Questions)eUis ) bigglﬁu‘z Y
?%JI/Q/L&@JLL/ -1

S bl s L L LA NS 2

Ce K, 3

¢t/ K “W” FWACC -4

¢ NE (Lo 5

?4‘,8@6;&,91’&' ST E 26

S Fur B EWACC 7

S L6 Gl A 8
?+J)Mw;§}~f/}1;§a¢<ﬂtuﬁJTJMJLL/ -9
*etnded £ Dividend Yield Method -10

(Short Answers Type Questions)e Uiy S b=l is /,';;
_u"/ug.(wm:d!u( (Cost of Capital) &@Jé_l./ -1
_q/ug%}ﬁiuigi (Cost of Debt) S J 2

el 6P L A B 3

TSNS E s ks SN EWACC _4

Ul AL eolossd_v 5 Dividend Yield plus Growth Method -5
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(Long Answers Type Questions) w Uiy bl etz ) #

_ui“’i L s L s Cras b5 (5 17 2o DA, LI Sl 1

U1Z-L (numerical example) Jlf’fduadj A ut“/.(x‘” K (WACC) ZHibsidt 2
gk

LB e g S piE L TG 3

oot AU KE Sl E S LIS Binis 4

J/ SN AT KJguM&ﬂLuigf S8 Cost of Capital -5
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(Leverage)
21 LK
(Introduction)+* 6.0
(Objectives)s#» 6.1
(Concept and Meaning of Leverage) s s.»76C 5 6.2
(Types of Leverage)LIfE 2 6.3
(Implications of Leverage)=!~ L& 6.4
(Learning Outcomes) 5Ly 6.5
(Model Examination Questions)c«wr&@’w/ 6.6

(Introduction)/gf? 6.0

ﬂ'lg,Lﬁugzcg;Jlb/LJ:ﬁKmﬁi (Cost of Capital) &@J,L/J_(Tuﬁé%:ﬁf
(Retained J4Toss A3, sl (Equity) .\~ u“‘7 « (Debt) /) S ﬁ‘émdl._if’; ngl;i(f(
&’TJJM}!U(LL/.&L(}fwg’uﬂfdé_ﬂ_‘at‘lgkéyl)@/’gfg&@dl}é_n‘{. Earnings)
et S S J&ymu)&;&lgdt /u:’"} s(Weighted Average Cost of Capital)

-
¢

Ei. Ly S ISE S92 (Leverage) émémzéw L by ETI Y 51

St et BenduTS Uiz 5L (Fixed Costs) wblilo, o L dils 2 s pe

lg&fﬁL-'aluﬁ&,oTC/JL}’ZL/JWI/Z;U}@}IJ‘LW,:@'/}.J.L‘LVMU?WE‘AL,:L/Lr};&@
el B fao e

(Financial &+l (Operating Leverage)& & 15> g8 if Cof Al

Sy nd LE R f e Ly S S (Combined Leverage) &2/ /s Leverage)
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m:;/f‘ébfzié_mlc PICHIE S - Sl b {(Implications of Leverage)
_‘at‘/jt'ffab}';d/u;/{,t/

L e 31t 2 5L S o SN L6 A S s ber ik 3,
sz B3I S S P F oS et BN EL S

(Objectives)4#l» 6.1

:fff/a@JJg/vacmLL/AWK@&J;
ey FSG LG A
-l'/’ngLJ*luVKuuw&lgd;,uafug/ﬂfrwﬁd/@m’ .
S B g A S A KL
L JU A S e WIS e S S lp.:,tkfd;g&ut;/gé;éwiu’g Zssy =

(Concept and Meaning of Leverage)(}z'j” 11159 Z}'/r'.. 6.2

—ebndeid Lot Bl K ns” R dWLi (Leverage) & .+

(Fixed Cost Assets or ZLsdly usend_is s, 20 b J(J/C‘— ISP AP
-c‘-CJ;lgLfJuUﬁéb»“ii (Shareholders) ¢y P £ i = Je1Z Funds)

o 6

dc' i (6os S SIS flae & pird £ L,«ﬁ”u/ < A-¢ "Leverage" 53
QUL AP et U1 (Lever) sl £ a1 s Lo et B2 22
Bl T, See ol U (Capital Structure) e3b-§ oS85 48
_E bl AL

s &fﬂa/}”&@lgljl‘}yho//?”'%lul)l&/éu'a’:u?c“_%’Wu}!/a,é'/r'..c&%:}ﬁj(}yl.
JLxHéu;'Lu;fuu/““)f;gf”ﬁ]cj}()éf¢-9¢w2/c}Jét/@’é_m“_/dt»’w/u?w
LW LEak SO S Qe S UG 1 f mFee 3

James Horne has defined leverage as,

“The employment of an asset or fund for which the firm pays a fixed cost or
fixed return’’.
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(Types of Leverage)rb’"ip( 6’/}3 6.3

i §E e D uw@/x&w@Uw% (Leverage) NI d
Z « 1Je1€ (Fixed Cost Sources) élu’&&@u}” K S ‘ngfg Kby a5 L U
s 71y (Earnings to Equity Shareholders) St 26l (Operating Profit) (’;L;».fé’/j
-l
o ISseE SE
:(Operating Leverage)f.J 241 I
(Fixed Operating glﬂ/’t.@’/ju}‘ui’;,lgv'tJ(zi(/’tf(e%‘égnl%;ﬁ;mé“m'd
G dnlstteds) Se bl f6 S ah Uty - el LS 2 ¥ ol 2 UnJECosts)
Coadu tess f5 8 o kGt Tons S /20 (BBIT) Cir it i o
,@’4701/":‘»2}”uﬁ(}{d-‘ab‘tgt/f@’/zj.V@’{.lﬂ/@'/ﬂ“;{l;gu%//d/tﬁ/gdl./ -‘LCJ:M%J/'V’/.J
e WL ATE 1t [Tt oSl 7]
&ﬁ&juﬁf{uf);ui (Sales) &:}4/51g@i)!v@’4fojﬁz+:{wo;d/ﬁ{u”(,"
"_+JM (EBIT) 3474, &LJ’? sy S ﬁc‘adj 5,(Earnings)
121
(L n SC bl AL SISl A E st 4T
P &6 w2 ) S <% (Fixed Costs)elol 7
By O L sl s #3505 /J; ek S :(Variable Costs)e bl )+
um,&mgj[j%r 44/ 1:(High Degree of Operating Leverage)¢ 1R (S RO
BT et Gt 18 2 ke e S JE bl 21 a7 U ﬂ;u@v’m}‘
-ctwy (Cost Structure) éwé&]igf AT IKE 152
AT LE e SE 4 G T:(Break-even Analysis)ul.a‘ﬁ,ﬁ:f. (i)

- Ut kru(Break-even Analysis)
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:(Formula) J».6
‘LgﬁbJLL}”/bJ.)Z//)L}j%JC’/)gu@,(’T
Operating Leverage (OL) = Contribution + EBIT

Where:
« Contribution = Sales — Variable Costs

* EBIT = Contribution — Fixed Costs
:Jlf
=l AP e 23,00,000 (Variable Costs) wbli e 25,00,000 &b/
-%1,00,000(Fixed Costs)
-/ ¢# (Operating Leverage - OL) &8 /T
Solution:
Contribution = Sales — Variable Costs
=35,00,000 —X3,00,000 =%2,00,000
EBIT = Contribution — Fixed Costs
=32,00,000 —X1,00,000 =X1,00,000
Operating Leverage (OL) = Contribution ~ EBIT
=32,00,000 +%1,00,000 = 2 times
:(Financial Leverage)®. £yt .II
(Preference Capital) ~lesw 2 5l (Debt) u'aﬁu’:,L/'%uj{_,e%&m&:ﬁ,u’@»!&yt
U (EBIT) G B0 AU St b e NG o e G SES Gts it il a5
v Seos Skl -9@!5’}14 (Earnings after Interest and Tax) Cor? GL(}{ Jn o
ce B St r ﬁuﬁf IR TS §_Cﬂn/€é Gz K S e
= i 2081 2 T:(Degree of Operating Leverage - DOLYS 4.2 & 5 Gt 4T
SF S Profits) i L5 = ¢4t (Sales) w35/ 1 <t/ b 2 (Ratio) ol 2
b/m/?ét»?‘géﬁ/.f U b foa Gt b e 286 B T 1, Slnd e

-‘gt'f;,/:’ I
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&ngbuﬁf}.é&ﬁﬂﬁJ&N/u:dl«‘ibaJ/ﬁ&/&ﬁﬂﬁgﬂd#;u&@ﬂgﬁﬂ"

"

-«
:(Formula)Js /6
DOL = Percentage change in EBIT / Percentage change in Sales
Where:
« AEBIT% = Change in Earnings Before Interest and Tax
» ASales% = Change in Sales
(D’iJC’quyL

01 SuTos S la/,algﬁwuuﬁr —>:(Favorable Financial Leverage)& <0t ()
QT ATt e Qe 2T
:nf/ = B UdLTS d:r —>:(Unfavorable Financial Leverage)&. 200§ (D
e QW E AT A E
Sy 6O AoKE A
Financial Leverage (DFL) = EBIT + EBT (Earnings Before Tax)
SS38E A3
,,ec‘,éi’uﬁ (Taxable Profit) & 4 iu”gﬁc‘-&idwﬁfu;l/adffd/@'zﬁ.&yt
Jn (‘Eu u& S48 Ut (Earnings Before Interest and Tax - EBIT) u/? s »/JIJ’? [3,«7
e Fel o2 5L i s
DFL = Percentage change in taxable Income / Percentage change in EBIT
Iy
- Vi (Interest) 250,000 s» e (EBIT) %2,00,000 Eir &t =~ sow (% (]
_Q/ (}1’” (Financial Leverage - DFL) ZJ/;J[SQL
Solution:
EBT = EBIT — Interest
=32,00,000 — 50,000 =X1,50,000
Financial Leverage (DFL) = EBIT + EBT
=32,00,000 +%1,50,000 = 1.33 times
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:(Combined Leverage)& . sib#  III

S Gt S by - QG b B I s S E A BB
e sty (BPS) Cor Lo, A7 LFE LA G a hss)
E QU xE Bt T=E sds¥

ohJoera e F Ll B e s QI ke IS E i Lo ps”
e S pP o Lty F e B AL 1 e P Bt it LG A
Codl o

(Sales) X JL"%‘}/ Je15E 1udss (Operating) € 7.sf (Financial) &UL{}{ -
AV ANy % uﬁ&,«? ULWass % (Earnings Per Share) Jﬂddwﬂ;ﬁpf{u:
(Total Leverage) & .23 (Composite Leverage) &2 iy & %\ e bl
(Taxable 347 L u’g s (Revenue from Sales) (u7d K &4 %0 et K
et/ " F s Income)

Combined Leverage (CL) = Operating Leverage (DOL) x Financial Leverage (DFL)

Or, expressed in terms of percentage changes:

CL — % change in EBIT y % change in Taxable Income % change in Taxable Income
% change in Sales % change in EBIT N % change in Sales

(Degree of Combined Leverage)& 4 575/
(Earnings Per Share - u’ﬂ&JJJG{u/ﬁc‘-uE,«;dﬂéu;i/r,dfju(é“»iii,
-4‘-8;45’;&,«;»&3@% (Sales) ﬂfb,».:c‘-gfui’EPS)
s (Degree of Operating Leverage - DOL) & /7 S S18E -
/?i/u‘l;u/(‘gén/,!/, L ~S L (Degree of Financial Leverage - DFL)E .2 4yl
LK
PRV NI 1o T AV ST

Degree of Combined Leverage (DCL) Formula

Percentage Change in EPS
DCL =

Percentage Change in Sales
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L
DCL = DOL X DFL
Where:
DCL = Degree of Combined Leverage

DOL = Degree of Operating Leverage
DFL = Degree of Financial Leverage
(Financial Leverage) = & 0l/l» (Operating Leverage) = 2 & 270111
-/ ¢# (Combined Leverage - CL) & xS 7x1.33
Solution:
Combined Leverage (CL) = Operating Leverage x Financial Leverage

=2 x 1.33 =2.66 times

(Implications of Leverage):«i/b‘c’:@' i 6.4
=l A f 7o (Financial Leverage) Jflos b 25 Z Ao o A G
v :+cCuy /Cfbné“/rf,gfi_cw S 18K A LS J16(Operating Leverage)

_‘L(Tu%uﬁé_/&:’,@/jmdténg;/KM/QWLZJ/A_‘aW*/.u‘f/;/féuuﬁ

:wl..'u(}"fj

et/ P UG B oate oS G

/;‘4/,bidc»_‘¢66w/8b»'%;u?c;/gjw;%)/‘y/@m'&{/i:Ju@w@ézﬁv -1
e te T Liiln L Qo QB basic § K p Slme oz Sl fEor P
<&y (EPS) 7 ddue

it bnf (EBIT) G178 S sy Bee oy S Ut 3 E G G b 5Bl 2
- tbole Y4 PN PEES| L] Pyt :+C¢nﬁt~/ gl 710 A

K S sl S LSS et 23§ bl A1 (To) 2 6 U Bt [T P B2 T 3
NEAFE EFw Lopp Lo e ey itle 8L fie oSl s
L sl ML s E s e B 16 e T PO A
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Co L e odd it F P2 r® Foaf QUG A uin B Tl izt (U 4
-‘Lcﬂﬂuﬂf)’}u:&35?«’]‘&?/&‘01@‘}:&}élﬁ“at'rﬁfb?’%/lﬂwk]u:

/'~+&Jub/“d/%~i LLV’Z/”’&@’&(J/W?QJ@J%JQ/J}IJ@JJPJJ&«LaM -5
FASFE Siipnf LSS L e opricte o §E Al LF Fe @y S S 8
e ol Ao, CAE 7 S LU Sl (F g o Y2 b0 1w (P
LG E Mk B EGE A T

L oAGS U et oy Fo P A LK o (F 50 20356 L6y S Gt
e bt WPl AL E e nZE B 22 S Bt JE s SN s

(Learning Outcomes)éf«‘qm 6.5
G s o9 (Financial Leverage) & QU & b ot L &b L 3¢l

2N Lo Vs e Pezti?$iZ(Combined Leverage)
(Financial & d\« (Operating Leverage)® s/ &7 <2 — LS ¥ St s
WU b e AW p T e ot AU U 3G i s Leverage)
ew i 21040 (Risk) et 8. (Profitability) &b 8 o S b Lo boe (FL
Lot Ll SeiTsnre Folsd e By st & sLE ML P e
sy U £ o2 1 < Ui gt d S S et okt et £ (Tax Structure) £-b3
-4‘,0:{4/ Je1 8250 ot (Personal Financial Planning) §4:.+*

(Model Examination Questions) < U+ 3%+ 6.6

(Objective Answer Type Questions)eUls ) béaglﬁ‘j"’ Yl
UG A -1

Co MK BT 2

c VW 3

fe U L¥EPS _4

St s g AT S

88



e i 665 50E AV -6
e P LE R T

e Pl as S E AT 8
_uf’i U 66E A9
el B LG LA 210

(Short Answers Type Questions)c«mrd' AT /’:;
ISt sl S ol ST A3

S GA G MUl B T 2

et o e e W i 3

U peker® AL g E L esnn 4

s 214 03 L x5

(Long Answers Type Questions)aﬂ!rd lpi_»guzdj b

-Q//o/:?&fj{,c«'/’"d/@)/K&Ui/}ig}i/@&)d/ugffd/@u’l%y{uic@/}fu@{,r‘ '"/}J..&y'l. -1
-Q/w&;ad@"d/w&D;ﬁ/;lQ/J?J)l;QW“{,aﬂ/yigu’l 2

et (S W5 S el S A6 bl 3
IS et S 3 ARG G S A
G AL E R T3NS e SFE A S
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Sibzitral 736

(Capital Budgeting)

21Z 36

(Introduction) 4

(Objectives)4

(Concept and definition of Capital Budgeting)—s 7 ss7¢ G Fs
(Importance and Features of Capital Budgeting)eles i1, ﬂﬂ
(Capital Budgeting Process) S Jd )Kﬂﬂ

(Problems in Capital Budgeting Decisions) L+ A B e
(Traditional Techniques of Capital Budgeting) 3 1.4 _es p
(Discounted Cash Flow (DCF) Techniques) & sl & 3 L.
(Traditional vs Discounted Techniques) (& b4 s/

(Learning Outcomes)&G: 331

7.0
7.1
7.2
7.3
7.4
7.5
7.6
7.7
7.8
7.9

(Model Examination Questions)awr&t?’w/ 7.10

(Introduction) 4 7.0

(Time .83t L ¢/«Financial Management) .- Lb‘}'@yl,é_ﬂ ushdE

(Cost of =1 & {Capital Structure)=3_- g - ~Value of Money)
S S I el (ﬁ,-u}%/ Sbrbetr? JNS sk 2(Leverage)E s Capital)
Sl e bl S b KLﬁrgﬂﬁg_u:ﬁ/J‘uﬂﬁ FE U QU U A2 A

_Lg.:,g(cmfngug&w r_u;i«é’idjtfdt had# S 2« (Capital Budgeting)Jit-

Ut S F el LS s ds Jh./uudjg,Jt{a’,/}L&‘gfo,ﬁﬂ

r_‘ﬁ:ugLan//?d/K,L/JwJﬁjdz..Qf/&f,-ug&/_,l?tK.L#"q/“uu‘r;uﬁuw
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GG SPGB E L s E ot LT L s Skt U U e ah s S (0 S E 5
I S50 §5 S hepb Lo (6 S LK T3S GGyl e Pt
o Lhoi? U (KBS Fee T3S Ko S 2N s e §F 65 p 3
o §K A Gul b L T SFE LG s A a3

_wz_/u:%wu@]m:u@%:c}b»Ldtwéﬁ%f,fbaém;yfﬁimyﬁufu#}él
B2 5L Sl A S dof S B St BT ey v P
S LT L e U IS e dué_g‘}u?m@/ eV A )
B FUIAS et

A e i $S 0S¥ &Qtﬂt‘:‘at’nﬂ!/lu’/{c&,ﬁfﬁuﬁﬁﬂ{f!
S Ui rd Le inlea b 26l i3 Z et 7 QUL L § 6
STews Bl (Payback Period)i s Lo S<Eurdl d Jw;ﬂbﬁ; Lad e b)
LI~ (PD 258 st ARR TS e NPV ednszr s (ARR)
I a_,gawuyum#" S LJu?u"évg—nu/_,t?'Kb@fcuﬁu/f"»/&{fﬁ
B i gt Yook s e S sa S ,wwd I8

S et ce L L8 i L Nl BT PN
S5 S SF St Soent U2 srotbork e o JAE F esssid £t S ‘L&l?.
L

fuﬁ’:f.;c’ﬁ“ﬁuf’?ffifoéytmu,?f%:g/Ld}b;}ird,t/ﬂuﬁémgt
ek U PSR et il PSS LS KA Gud i SAs
-t

(Objectives) ¢ 7.1

S Sen 6T Li S k36U
U SeolosSedin @ LS s ™
FSEISS LBt LS KN

NS EE G G,
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B DI S AN
‘an;/:t.‘ﬂjg’éb’iLu}/’)ﬂ}?u:ﬁ/b':;zjﬂjgé_’ﬂyé’ n

(Concept and definition of Capital Budgeting)—/ /7 1159 Kﬁd’f{ 7.2

LG S Kb Sad bt 35 2 5L e S LS 2t ok EE
-‘L&ﬁlg Jé?d/ﬂ}dug/,u)vﬁ/guu,wz_m}”&@?al’,uﬁd/wiyf;f",-%L“/Jé K(::”"J
P e o BESE O Lsge Al Sy etk dtadd L oo B
"o (sl Fea e Jo LIGaTES R e Qo Sl sl en s Slol 1l 284

JL»“ﬂmeu‘”‘u/’J,L/Juﬁgﬁg,f"&»dk,{id/‘wﬂrd;t/&wiq/u/l,uﬂg
J,L/;ﬁrui()iijuiuﬁébf&,od)i(}ftq(L(Peter Lynch) Z»}J/E%Z,)u’t-‘at“/&i/v
(a{if},odj)Vgﬂﬂfw[}/fu.:,@fugu/,z_wjd/d)w)!rd/,l.//d,&:,f*@“G/“uu’r
Srt L il A2 QS Lo pinde el b SOUTH S e U
OF FISLTNG S d S8 52 G Ut (S E et I P E L Bot 3 Kl
-%L}Cﬂd'ctﬁftjv’d/&)bg&‘d/gﬂ/ut(}“/"

ayr‘}/)l:{ﬁufﬂﬁ’/ 7.3

(Importance and Features of Capital Budgeting)

Eo Fur E LS S Pl R Znd e KA Qa8 L _BESE
Sy £l g0 & 928y KJ’J;(y&yta“/g%&:’,_‘awyfw&fgu’/'dvﬁ g,
‘L/Lg”éuzg Sl Sief L s S Ferenl g &ngzébmn(@“udt:w,?i e
_Kmtﬁ,u%ﬁﬁ{u?‘ﬁy’uﬁf»m/ Skt BN E S n SN S S Gl F s

L St ar? S S5t inbor® $ob et S Sl 2ilr Sl
L UL Mt stdat Pt 1L sk Lﬁ%u}ﬁ&“)ﬁng/fﬂlév
o Lot/ RS G el ST TBE S i s L s i S3eS uits
QU sl e LB it 3 S S o Guld 2" W (20200 s L
ety e P L0 T e b ST\ § 5 S it S i
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ot L6 L e 2387t B baldlyd ey b b de S K Sl
4 :,u}ﬂ}umj_u’n_%Cﬁmguc_aL'Laﬁdl.é_*/,um?:nw; KA S et ok LU
Qyté(Scenario Analysis). 7 KJL%/M,:/“ J'(IRR)Z’;V@ /"J’ ANPV)edps 2 Al
e TS

FASLIP TP St LITL o2 s fG0 b2 £ B Fe 2y 48 R S
Sl e I oo o' Jb LQ015) gnrioc F 1l b Yl et ie S
" Gotfa S AL ket

VO 2By S GIE st E 20 e F Pl Sy 2 Lot s o i B g Fl
Feun o8 Fede 2 S K awe S Lw-%ﬁﬂu;d/“/, SRR DA
a/ﬂJd/uuw@t’“,U"’ ,ﬂ,ujzf_&g KLLz!uﬁj-? .»,“J//L.J/;&:’ &;4-‘4C¢nﬁtca@um,u
_u:,é /7%0"{

PG S22t Lsdonse JE G2 o A 25 5 e Qb b 02 UG 2 62 6 P 2
Goo s PP LL S BT fe e p3f 55 20 0 £ U G 036U e
Je1JiL s Sensitivity Analysis). 7 ¢~ »i«(Risk-Adjusted Discount Rate)g ~
S

Frem e U7 e ST KG A Lt 21 L e 7 SUK U BUE Sib 2ot ol e

&AJ.)L'}?C‘-L“U/{L—)/JJ: Ui ot F sl Glosid 5 E S Jl-c‘,&n‘c«/; A (’ Q7 aste S
e WS LF Ut S S e st S L P LU

(Capital Budgeting Process)Jf J 6. ﬁﬂ 7.4

Sosdidadt b zee FIPE L 2B Q7 il S5 250 BESE
Sedund v Sic el 2B T e e en T e LI o 1S
Solop AL L 1oe (i Uit e P 278 2 QP 2w e 3
L/ﬂ/',@é/'d/.,{ufu;c,u,ﬂ,-&ng;(tgwﬁ/%/’ud/y» L1 7 S bn$s 0 A1
1t G0 (asssumptions) wles #Al_e bl A UL el o5 ¥ o2 L 7
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bl s :/u/;l}(fim;:/@;»,uc;é_f"u‘fu/(fgwy@),:gj:%uﬁ;/gLﬂhn.;{,v’u -1
ZStesdo A FeanE ﬂJLﬁJl:‘(}%/:;uffg(IIJLJVJc:))&AIJ?g/I-9Cﬁ
ALy bl e num LG S s Seomd Ut fE
4 JC' 7SI

i &SIt I s, P i 2B 52 B o o St P S sk 2
S VPR A My G I SIS (L IL O S, S S
_un

U KBt s G B SISl A p St eSSl 3
A e S e o JE S 6 L0 2 B2 v ne S SE I
et B 5 2 L LAY, gf,’d?“gmm

Soee S P A s do post B E T E el B S UL LS ity Sl

U (Process) K3 f J1-uslbr S Js? Eadi L5 Ut ol it et d LS K-

ardie S

/;!(%rwé//nag/":#“cd/K:L/&l,&!f#).:«lgl/'!"b?uua/UT(,:;}KZ!}/;I;’JTJJ.LJ‘? |
FE ,_un;»,u:,;f”‘f retntf o BB e oS Mol S DU TR 219
—e SIS

8 Jed B INL S b8 VL fUit K AU C e 2
d/K,L/J;@?J(()ch.L“/&,z(c‘-ugw/u’f (Cost of Capital) S F2 LUty
Jlgdt//;lc‘,JM(Opportunity Cost) AF1rL f ot A U SAG rntd L
-44,8;4&&&*1 (Discount Rate) { &b Ute 7

Ve G GF Q7 Usir L1 A2 bV 2 F K0S e st L LA bl 23
(Internal Rate of 8b» U/ (}’ i (Net Present Value).d sz P S <Z et
ol I s L Ut 2 i U£E i (Profitability Index)U 21E \Return)
_n%gﬁ@ytup;%%%zétgb,L's“«'iK:Q /gd;po, /vc‘_
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LM@&K&;M’&?Z:JJ{’L/ ﬁ“‘aanc«/}/d//.im/)‘(}L,-’L:cu%’d/’ﬁf%_ LUM -
_Uﬂc«:f’/%»uﬁd!‘?

/ 2, b
(Problems in Capital Budgeting Decisions)} L+ J% VC*{J':[ 7.5

2etlvig Ao Udam L g Gy B lF SR LS s Sil
S e iGadE SUdE Uit $b U sz ot i S LSl 1l £
it AR AL et 0l -t e JE 6 G St F o £
S f e b /.ffzmgfﬁ S B reeten 3 = S i Gil s s JE e 51
S Sz i U S gt LU Gt F G e S F s S
Ui A Usd Lo N9 22 iz ol £ b nlUh g7 GG 61 a 5L 4
(Scenario FE¥(5.6. »* « (Sensitivity Analysis)e_# £ 5”35 (}”““ dUud o
_%wy//uﬂ/’ﬂjhiéf 16 sPlanning)
(P Lnd e fb Ut S el s (s 42 LG i Ay 300 J“d?m/?‘ K3y 2
St uc' S el 6 115505 T st 21 225 4L SGptusE /Jd/u,:_ungf’&”
cafE1E s ARR) 26y 2 Ploe (NPVILS Soinsirr 2 oWz B 405 3
Lz ::!/»Kcﬁ;:(ft'.w"gndl.»"’lééf L& 51 22(Discounted Payback Period)
SN0 e (b 2\, L 1P 25 St Jd/u:;’u,u,{ Kol feibl Pfn ) b
-nggnJﬁ’
b S bea brtl Kbt Rt SES s Sidret ) Lo FE QI L e 3
Cﬁn,;uluﬁfuzru‘ﬁJ(/'uﬁ%L;JGT&&;W&'f&-uﬁ»¢)gguﬁjjt},¢4
&C/?O/&})Joui”;zrgéguf/, Luﬂgq‘_‘}‘:w‘z d’f;},}J@ur’”f;cu?:c‘_
:QJIML#-C{.G‘C Wi e J’f/f;dv“/ﬂ, Il e brt dEs e o A A AP e
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-ujLnﬂ mq;;;uéd"‘
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edie os$udam S Pen e I s m$E Faet I3l S ol 2 il -
NESPLE L F il e F gl e b tg & L LG v ik p 35 et
-‘Ldzﬁﬁyjl%}jdﬁdg//d/ﬂjg

. Z b
(Traditional Techniques of Capital Budgeting)u?f o lud/ ﬂd’g‘/ 7.6

e b LTI LS Ga S Ui 2 G K BAIRSIL 20 Sil
Si bl penis awyiévwﬁ G Lo a1l g Qoo -
JWiKulj,u‘¢3n4aLPQva;v;g&J uwg’ 7 ¥ .#/(Time Value of Money)..4 3t
et Lot

Y Ju;’e}&u,/uu?/kJu&m?nlﬂﬁi/?#"Jﬁfﬁi&mﬂ@/&//’%m‘idt’f
:@)m_?;/ﬂ/'c;bfl;“v@/,i,f",gfénd&uﬁ&/g&ianjdﬁ”w%1{+Cﬁéojt;t
Ju.“«.u?;ged/fé&),TJJ?”V,%‘L&CLuVKuﬁ&w“& Lifu(;4(w&u/(o’é{ﬂ/ug
Lo JeE P YT Lo L a1 LS L

QUL I Senupzsestf el 8T, S lor? oz Ui m{uﬁuﬁé/’ut{f'
slez s f o dwinzj_'tg/uif"/,f&,&u%},_Cﬁlgguf/m;g“;m‘fuum—/u/ﬁ’
bk s nd &7 QI B a1 b Pt Esnertfon Sl S of fel2s B
AN S )

Capital Budgeting Methods

Based on
Net Income

— 1. Accounting Rate of Return

Non-Discounting
Methods

— 2. Payback Period

— 3. Net Present Value (NPV)
Discounted Cash (-
Flow Methods —— 4. Internal Rate of Return Cal i

— 5. Profitability Index
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(Payback Period)e.4 (s~
135(fr{dlaLnJiba,é,!‘}dzgdh/U/KJ:&‘L;I,«D»I/:,PaybaCk Period (PBP)
,L/m:‘gcgﬁ/g/;@&m@;,f’ .,ebgv/du:lﬁi‘fg;. md_éaglgn/,u,L@/';,L/Jw.;uﬁ
/“/u? ULTLI¥ (capital recovery) du .63 /,:/-‘L&Lg}’i “breakeven’;;@%u&yl.dﬁ

et
(Computation of Payback Period) u;j sl
e Fel U f o nes? S a s
s —>:(Constant Annual Cash Inflows (Annuity Model) 9§ yaT sul-@slr
e L b5l Lo sttt 7 E I il S gaTB S o pe o s

el
Payback Period Formula:
Payback Period = Initial Investment
Annual Cash Flow
Year () Project
NCF Cumulative
NCF
0 (Cost) -32000 -32000
1 %1000 -X1000
2 %1000 0
3 %1000 %1000
4 %1000 %2000
Payback period = 2 years

Jb I i b aT—2:(Unequal Annual Cash Inflows) e sl b @sls &
..LLL"MM:VQ?LU‘)?L@%/J/.Lﬁzfﬂéu'}.1:,?9,/;1:%3[?&6'01Tﬁ&ﬁé/@a:’/u,ﬂd/
Given the benchmark payback period is 4 years.: J¢
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Expected Net after cashflows on Project A and B

Year (1) Project A Project B
NCF Cumulative NCF Cumulative
NCF NCF
0 (Cost) -32000 -32000 -32000 -32000
1 %1000 -X1000 2200 -X1800
2 2800 -3200 X600 -X1200
3 2800 3400 X800 -3400
4 2200 2600 21200 X800
e Payback period A= 2+(200/800) = 2.33 years
e Payback period B =3 +(400/1200) + 3.33 years
e [f A and B are independent, accept both of them
e If A and B are mutually exclusive, A would be accepted over B

(Decision Rule) 651 Le?
:%Wg&ﬁé&jdﬁb}&‘f@&/}u@%bﬁngéy
PBP < Target Period - Accept the project
PBP > Target Period - Reject the project
GBI IS Ked She b o G 5 o Wbt f e U GIAIST,
4 _ﬂéczlﬁ,«»u} lpu//)la‘,
(Critical Evaluation)Zb( 4%
13 M m e
(Advantages) 11/
S U fFoumnd Zusndof 40 Ju‘+uv7v/fu/,ut¢?/’4)m:&vm(ﬁv -1
L Ay
UL L S aTB 7 ety p e T F L oo 1 B85 2

o

-u*u’{uvuu(u‘uug:c_/r Lo 7l

-‘glzu,«.
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-‘g(}n)‘l:'ff;‘—g)b’/ﬂo’w}/f
(Disadvantages)‘fj @
JJ@U:&,%JIM:LL&)?L}JEUAT/&]}?H LU/’fbU(c/l./(ji;czi:‘at’/]llw}(&)’l/ug%]lﬁ -1
ny
e B L A 2t LR U B INAMES uTH et S BB e L2 2
S el Sesdsl s ot STE L et nn i aG e S miSes 3
et e
o e S B bt e A S 2 U Sk Cl 4
_ng;v“&Léémuﬁg!}f&i;f"/n@wd/w'm‘a/u,@gffﬁmd,g,g%ug%
U A8 (NPV)Linay PS8 pui e 7 F S8 Lo Aab s Lums Suide
e 5Lt eIl Ush P Ak Sil b ez b e 20 £ Ui b3 E Wese <SRRG
_ﬁ_fél?’c
(Accounting Rate of Return)<l sy /64>
5o e (ROD Ty st L1 3.2 (ARR) fsdTos E61
SV DY N T S o qlﬁ&d;(,t/»n&@/utw/él;»,;uvmuLuJ_;m“.g;u‘é
el JEKD Gl A8 éw,,u /,“Autc§,&f4étfﬁfmalf
(Computation of ARR) —L>¥ARR
et 2 e ISC -FARR
Average Annual Profit (after tax)

ARR = - - X 100
Average Investment in the Project

:?n/,!/,étnu*’? I e u)wb?f i :(Constant Annual Profits) éwuvuu{

Annual Profit (after tax)
ARR = X 100
Average Investment in the Project

UK Lsl6 dvm? Nt s a2 el Zfb»f i:(Unequal Annual Proﬁts)ébwvlrul«f/i

-t
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Average Annual Profit (after tax)
ARR = X 100
Average Investment in the Project

(Calculation of Average Investment) _L>6(64L Ll

dlrsi(salvage value) .3 d_b & ‘dir);?c‘ad/a/dfjwjk{,t/ bsd L ARR
-‘L&ﬂjC’L&/}/JM%}
2B QE 2o e TS b SIS s S P K o et S 1 1

et S0 B v J 21, LU ey
1500008t 20§ o Sl 2 -2 15%10,00,000: 20 FE e, 10 00 £ i
~15%FxARR §2L24 9 _€x
(150000/1000000 x 10)

.‘a%yvKd%,l./lw!/ﬂ}%«/&r):g/, :(53/“)@/’67/,/,5@(-2

Average investment = Y%(Initial Cost + Installation Ex-
penses - Salvage value) + Salvage value

For example: For example, ABC Ltd. takes a project costing X1,20,000 with
expected life of 5-years and the salvage value of  20,000. The average
investment of the proposal is:
Average Investment = 2 (1,20,000-20,000)+20,000 =Z70,000

e U JES o}?c%/%}% Lol Lo )

Average investment = %(Initial Cost + Installation Ex-
penses — Salvage value) + Salvage value + Additional
Working Capital

To continue with the above example, the project requires an additional
working capital of 20,000 and 1s expected to generate annual average profit
(after tax) of 18,000, then the

average investment and the ARR can be calculated as follows

Average Investment = '5 (1,20,000-20,000) + 20,000 + 20,000  =390,000
ARR = (18,000/90,000) x 100 =20%
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(Decision Rule) 1§51 Lef
et UG Beg f o ol o« LY ARR
ARR > Hurdle Rate — Project is acceptable
ARR < Hurdle Rate — Project is rejected
st 2OV 2 ST 7 I ARR kT en JBE U sl AT |
S50 kbl S0 Fhi:(Advantages) 115
e Mo SN IS fane £ ]
e U = QU B G T2
cetn S L L2 e 16 S Al b3
ce o A U S ot EE S ST L eus S K. Ay
iz Ut s AUteild
ce A Uz eI c;wiuﬂtfﬂ?ARR pekedy 1
et IS F e (E a3t e G L Uy il e (b B e L B 2
O S SH S A 2 r 2 W5 ARR Gl S L ad? 2o v piifl e ufeb, 3
-
el B P e It JE ko LS K el s o E Ve SE B LBy 4
LL/Jg,L/z‘wé LARRJ&.{!«%J/’V/,U::JTJJ!MJ&;#"»:MW/(%Kd/K,L/ -5
c‘-tﬁ,gvdu/‘u:u}lﬂ}
53 0 RIE Ul P M Wit Lo F T d Lo 7 3L ARR
&7 A S8 Lud L5 Lt iU o et 041 B il 8, 5 S 3s £ 5
~ b U1 2L LARRY il f FUsNPV) sy s/ ARRL £

(Discounted Cash Flow (DCF) Techniques) il SB35k, 7.7

uk)aﬁ/ufzﬁdldbé_ndﬂy‘ ﬁ)&rz,ﬁ/ff/g?;éffﬁ;o@.bd)u)’l,yugd/:ﬁ;d
,g'/‘.bafﬂlggdb&‘ié LLLQ"EV{./JL&/K:L/U@»:’? /ﬁwﬁ/fca,:,?;d;@ﬁ&u’u‘g §* sl
B S3 AL =53 (Interest Rate) 0 s (Inflation) /bl At 2Ty
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(Discounted Cash Flow — s,y $# tuié’_/’dtfziu’/( bl b sty Wanl sl 3 2
(Cash Flows) iz# f*1.£ § (Accounting Income) dvdw_;/~:u~¢_mf (DCF)
Sil B BT A e 5t Jﬁ'{»yﬂ_wa_/‘jvu’/w&fuﬂfvé.»;Ju.ﬁu*;}wuf
Ehe U PE F Gt/ (Present Value Techniques) J“CJ Sz,
_w.ﬂq/k
il 1B 103 25 8 LB o IGAST i B st BE S g2 1 SUEE
Sus 2L Ik e sdbssss < sud (Discount Rate) LAG e LU LZ// 'uL“"
/ (Opportunity Cost of Capital) G+ Inisd s L =55 163 & biyecbint
sl 1 o 7 5 st soosk s 8 i 113 QUL LS /wd S B Flese P
it S8 tdna e L L8 P ASK A 2y L2t 3 g e s o ol = B
I Lolosl sk S A S gL P e (Consistency)Jis1(Objectivity)
LJ?V:LLJ}%J,Q@V/u;ﬁmwéﬁtﬁwf.@/uﬁﬂﬁﬁJ;’L/.ﬁ?&ln,;//t
L TS5 1017 52 O SUEE e S 6 S 55 s i J8
Ly P el b e,
(Net Present Value — NPV).dnzs 26 (D
ugﬁ‘}" u;,@(L?LuLnJ’ be o U (NPV) Liwszr Pl S /u‘f u/
(Cash bl 218 Ui e g v = JiU7 (C‘-Cﬁtgk)/‘},i)f KUssdn2s S(Cash Inflows)
03 i T “’jvﬁ’vigﬁﬁz}{d/b/,h/ u’rf!:utl;w’g/u-wétgqu;ﬁwﬁru@utﬂows)
g st LGP PCIL Uss b S B i bns sy P67 SFun JERI A1
NPV ?<§.Vnuﬁu}fﬂ"d/t{,l./}(’ﬂf«un{fu/?(}‘:356’3)&/&,&1.5/@@}%/(1
d)/Wd/K,L/Jt/:.u;uﬁuu:é/c%q/ﬁwszu;jﬂﬁi 8?(& ZJ‘LC‘C@JC/JIJ/JJ
/)lé_lgurd.‘.’“/ (Discount Rate) c}&;u/u;)rvgfc‘_d/;/’“i Lo 7 ernd NPV _i_t
JéU’J}Qu@/&&Lo/d_glgd/d'ila/ﬁd)uj!u;?}”d/c)lﬂ“é_lgy/fﬂ{,@lglf'l/;lu;f,ﬁﬁg?rﬁ;l
ug/K,L/f)leu(g%/,lg{)wﬂl{,h/ﬁc%lg&n (Opportunity Cost of Capital) ¢ ~
e Sre S 2 e 380 A8 it u st FGb g Tia e Gnf be
A St f e 1T $F Ut Mo A1 S i, P2t L5 TS
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L/;!&&/:’z/wlj/"féﬁcd/l/;‘zi,l./bﬂ?}?c‘a@Jui’:‘/[/}j»/(Overall Cost of Capital)

- Pz P
‘/ M
_‘Ld/ d/ Y VJ =Ju
Calculation of NPV
Required Rate
ol Return
Periodic i Total PV — Total PV Net Present
Cash Inflows of Inflows (minus) of Outflows Value
Timing of
Inflows
Formula for NPV

NPV = Excess of PV of Inflows over PV of Outflows
= PV of Cash Inflows - PV of Outflows

CF, CF, CF.
- o § ~CF, (41)
A+k' | (A+k?  (1+kp
i CR
NPV = 2 ‘i

Where, NPV= Net Present Value

CF;= Cash flow ocuuring at time 0,1,2,3,.....n,

k = The discount rate, and

n = Life of the project in years

= s(discount rate) FE S+ LB 1/A+HON A L7000 4.1 bl

tol 76 PVF(r,n) <&« (Present Value Factor - PVE) St dnzrd Lei#1n

2ee (PRI e s §4. 2 ble gt U e ¥ el S SINPVIAL sl 2 e
e ABIE S Sl b O B

n .
NPV = % <L

- 4.2
=1 (14 "

Where ¢, = Initial cost of proposal at time t,

Sk $118 R1,00,000L L2 o §d st ¥yt LS LSS P

%20,000, 25,000, %30,000, X25,000, :95?&.7}5 DI VAVL VR P PPy
- 10% ¢ A&k r /41-320,000
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Year Cash PVF @ | Present Value
Inflow 10% )

1 1,20,000 0.893 X1,07,160

2 1,30,000 0.797 %1,03,610

3 1,40,000 0.712 299,680

4 1,50,000 0.636 295,400

5 2,00,000 0.567 %1,13,400
Total PV %5,19,250

NPV = Total PV of Cash Inflow — Initial Investment

NPV =5,19,250- 5,00,000 = 19,250

e bl accepte e JEUE LN FELs 12% 2 gd Ule =i NPV £3

Jr IS e

J A E NG SRS 7 Ine i NPV 1 _1
e LU 28 NPV e iU Ty 1 2
S A 5 NPV edatie Aeundb L rn Ly 1 3
ce st St SRS e po NPV 1 _4

Ewdjgucéﬁiu' Ay

{,)Q&Jfk{ﬁﬁ&lfﬁéb’&ptfukc‘-t'/gjlﬁ/}/g{ﬂy:c‘-&g}j»Lﬁd/c:ﬁ;O?"JNPV °

SN 33" S de?

BN = W /,l:§_v/ 2L étn,,lbfﬂ'l[m;/?’La._f”uct_mdwﬂbw&;wz °

_cé;l:‘n..l{/qlﬂfzc.ﬂ;"Z:LLH

_cé;t‘/(/:lﬁf:i/l/&uﬁd})d/{_r‘?{,/)béjlﬁ/g}wvg: °

S50 sUrbSUEULE
-‘gémjl{“//&%juﬁfimﬁ
-‘at'nJr.’/uUﬁ'c)"’jde,/d);’{/f °

S 6 IRR) L ASCEide s o

104



—et I F N L U Ll ssE ] e
(Profitability Index), A58 (D)
U 5 2 LT85 FONPV) sz t(Profitability Index - PI) djbf!dﬂby
g %w(—.:ﬁ;‘su_‘gr/ Bz g?J L Beszrd _isi_w f laz:}lf.%u(; 1 SHh u/ R
e S ST U 03 LS A sz SIS B LS 3 e el F ks

Formula of PI

Total Present Value of Cash Inflows

" Total Present Value of Cash Outflows

n CR
= 2 1+ G

PI
o;zrar;/1,OO,OOO@V’fﬁaiéwuiu?:‘L@Ly/’LgKé.f"d;(,t/..g(}vgfq/u”/'
e r3308350,000 401 2 &t v e s B E Jb o A 20150,000 5102 =5
discount )¢ #& /16 S1eduTiB§e2,60,000.4 1L Jb & 7siee5,75,000.4051
KSR Uy LS 33 sz ol 23T S (PD) o1 FF s Fenrate) 10%
Profitability Index (PD Calculation Table

Year Cash Flow | Type  Discount Factor Present
€3] @10% Value ()
0 (100,000) ' Outflow 1.0000 (100,000)

1 50,000 Inflow 0.9091 45,455

2 75,000 Inflow 0.8264 61,980
3 (50,000)  Outflow 0.7513 (37,565)

4 60,000 Inflow 0.6830 40,980

Total Present Value of Inflows = 345,455 + 361,980 + 340,980 =31,48,415
Total Present Value of Outflows =3100,000 + 237,565 =%1,37,565

Total Present Value of Cash Inflow

Total Present Value of Cash Outflow
_ X1,48415

= =1.08
1,37,565
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KNSkl Lot/ 6 e JFSG e LG KN 37 o 1 PL> 1 F
KA S s, ¢ +,1.08
:Jrergde
ol s St 1 S Pl bl U i ie 1 158 PL K s 57 1o £ K 5 4P
ki Pl s SUsr s b Py e bl Fomtisi sty L1 258 PLS e
ce Qo0 e Ly
07§45
S U ey Gy B 658 e B Uk A G A L1§ NPV CFPI
A1 E ST fG s B S s S A
NPV vs PI
A KPT < 1slee NPV kPT > 11tz oGl 28 L2 b udnd L4202, Jd
2 b P (E sl lS e n L U UIT o § 6 ko ULy sl Py f e NPV
¥ KU
Internal Rate of Return IRR)L /"'d/ 0‘4!:(}; Iy (i)

A b s 2e 3 b ALi(Discounted Cash Flow)sl 3L (IRR padlerf 1
S ednir S 0 LS 2o e 3 30 IRR b1 L S Uy
Ui BInIRRUE B 7 53-c b 1 PINP V) shswry ge Ko o5 7 Greatin /11, L
-« (Breakeven rate of return)y Tl ,&%:uuﬁ;c‘-& )Cf; 8K

CF, CF, CF3 CE,

0= CFy+ + + ...+
°T (A+IRR)  (1+IRR)® ' (1 +IRR)? (1 + IRR)"

Or

0 = NPV = EN 4|CF“
- - (1 + IRR)™
n=0

Where:

CF, = Initial Investment / Outlay
CF,, CF,,CF; ...CF, = Cash flows
n = Each Period

N = Holding Period

NPV = Net Present Value

IRR = Internal Rate of Return

Or , it can also be written as:
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.. = B SviWe
° =1 (14t (1+m)"

- ; SV+WC
2 £ = = - . O
i=1 (141)' (1+1r)

LLJ[;J J=~Linear interpolatiom}’i Y Lf’} ss1““trial and error”cf_ié_/ S RS J!
LV F e & HS A

Ly M’

il pbe e (FTUE e TRR S Boir -1

F et L KNPV gt bl 2

: % IRR e oy 21540 23

or, O =

IRR - Interpolation method

IRR=L+L(H—L)
NL_'NH

Where: L is the lowest discount rate
H is the higher discount rate
N, is the NPV of the lower rate
N, is the NPV of the higher rate

§25,0003 Jb- FU-6 L e (FLE KL 100,0003 .05 L /P 2 slg Sl
— bt
Jed=lpfo ¢ Sly o
(L L6 PVAF il s o
PVAF =4.111412% o
PVAF =3.998,13% o
HnolenZ 13% 1 12% U 2SIRR 7:4.00=25,000 + 100,000 F5:0.5%
e 12.5% 0§ F 22 NPV (70 STl g s St 16
€2 LUS K240y IRR wu‘f/ét;»fc‘_t/u"),ﬂm‘_g»u&,f,“zid%,h/:g},
ety b /12 L NPV S TRR & i S sin
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35 IRR = k St Usf st (O Eel S8 IRR Jos S ikl
Ses Pt uts™ 1714 e tols /37 9 T IRR < k fu,h‘a&’mugtg/ég{
—e QeGP etenmt e IRR
:ULASIRR
-« 5, 4f (Time Value of Money) ﬁn AS e
et JESBE e o
et QT 2o tol b b Ludh o
et B Ll
L St S A e L B ie S
:u,l;»téJIRR
-‘at’/ J&-13 4 (Trial & Error) lknu"*’ LJTD,"@ °
e & el fo LSkl et L IRR 8B LS S e P ), o
e B Kb 2o LT e st ) IRR R Lk o
G L IRR 3 ie LFundt 4 (Signs) b A A5 o
Jé& (Multiple IRR):
If a project has cash flows of —800 (Year 0), +2,100 (Year 1), and —1,300
(Year 2), solving the IRR yields two rates: 0% and 62%. Multiple IRRs arise
due to changes in cash flow signs.
IRR vs NPV
dnf e PECL ot b Sistee LS 6 C 0 g b £ 57 SIRR o
et T I Kl S 7 NPV e
nf At W B e /AP F S o
W LU IRR £ea FLYES NPV Zuss® ¥ o
—e B SGal L L hies ©
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DAL /ﬁm{mj_LéngJUMLJM,L/JRRA;NPVJ4:J:?f LB E
4156%,1./,4/?u‘ﬁugcu:zuyl;/,tugi@’Jﬂﬁiﬁ_wa{/ﬁ,«LﬁJ&;Jg/,f}[
_wz./.iwu:&”d/u@gu"zw&;muﬁé./.ﬁ‘;f"

(Traditional vs Discounted Techniques) (b 4GeE s, 7.8

yfd:;ha;su,u&%ét»‘fuuﬁ‘artglf,ff@;g?Jd%,l./aj_u'ziu?‘afw,{lﬁﬂ

2 bl8 /u:u*"ffu?d( St A S s a e L 3 b2 1L
Discounted Cash )il Gt it B L8308 02E F G b SFE S
B SO} F B ad 15,5 0 P L(Flow

Basis of Traditional Techniques | Discounted Cash Flow (DCF)
Comparison Techniques
Time Value of Ignored Considered
Money
Examples Payback Period, Net Present Value (NPV),
Accounting Rate of Internal Rate of Return (IRR),
Return (ARR) PI

Decision Focus

Emphasizes liquidity and

accounting profits

Emphasizes profitability and

cash flows

Accuracy Less accurate in long- | More accurate due to inclusion
term decision making of time value of money
Cash Flow Often uses accounting Based on actual cash flows
Consideration profits
Risk Adjustment | Generally not considered | Incorporated through discount

rate or certainty equivalent

method
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(Learning Outcomes)éf«’dm 7.9

s 2 SU1s? £ (Capital Budgeting) $ib-2iis sk /J.JML&UVLJMJ!
Lot LKA, S L6 L e Vi (b S et E 1 i B
Gl gV, Lt 4 LAU (Long-term Investment Decisions)

T ikl (Payback Period)wugi_éﬁ U£5 (Discounted) & bousi(Traditional)

VLS 65 UL (ARR) o ol Fluske (NPV) sy gosc (ARR)Y 2/

Suss i S # (Financial Comparison) ;JV&yLKu;f,v"‘ S e Tk S

ST P DLy S L e AT & S J oo §8 S 7657 E0

et LGl L Ll Lusn s’ 2ol F

(Model Examination Questions)< fs” &t?‘w/’ 7.10

(Objective Answer Type Questions)e Ui» bigglﬁu‘z >

?‘LCL}'J +¢ (Time Value of Money) /ﬁ&l.)d/u‘:g Syt Kﬂ&lgdt -1
PPN W

VCJ;lpl[gff (Diversify) 2 /5¢§.v/70»/ 574 djg'f}?c‘-o/’jl/u:(u 3

et/ 6B Pl sd L8 S i eidmszr S U s TS re 3 ufn 4
St Lk 17t (NPV) yosygei)) 5

S w1y NPV 6o 350l -6

(Short Answers Type Questions) =i S b L=l /‘3" 7

?4.&@6 sesius Y (Time Value of Money) /ﬁ&tjd///’uﬁu}uéﬂ&:é»f -8
Ce GASAHS VR B iss 9

‘7{-(3’6 ‘?U( 41’“&"; U/f'{ J '/"C‘-Ef( 3 A(Certainty Equivalent)&g;’z/lé}f ~-10

(Long Answers Type Questions)amrd’ béauﬁdj b
el St 18 L g S )ﬂzﬁﬁd‘%f -1
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430,000235,0003 =27 2 U3 L1 v L 80,0002 6.6 - (i § v 1 2
S R UG o W LB NPV Tex%] 0eone il 3/ 16 /18 ¥ 625,0002

20,0002 22 & Ut e oF Lt e b7 A0 £ 20 3121 §'50,0002 05 st 1 23
s e %120 2 ol S 10 S A S TRR --20,000% 1:20,000%
Tk

(Project-specific, Industry, Market, Competition, L% & S L 4
_+3C ot 4 r_uuj{ S S S =>sdInternational)

SEh A S LT G /of (8T er ot S ithor 2y J!g.!ﬁﬂABC 25
e B guTB 20 3 s f U ZAFDIECT f Kot i SF -2 35,00,0003 05,2
(RR)E L 2 i s(NPV) S w2 P 7 S6K b s1-foepr e 00 S i £
b bR A SF TS S F g S 0B E

Year 1 2 3 4 5 6

Expected
Cash 10,00,000 | 10,00,000 | 10,00,000 | 10,00,000 | 5,00,000 | 5,00,000
Inflows (X

S A G NN E S D 5L K p o
(i) Payback Method
(i) ARR Method
A company is evaluating a new project with the following details:
¢ Initial capital outlay: X2,00,000
e Depreciation: 20% per annum (Straight Line Method)
e Forecasted annual income (before depreciation, after all other charges):
Year 1:%1,00,000
Year 2: %1,00,000
Year 3: 380,000
Year 4: 280,000
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Year 5: 240,000
Total: %4,00,000
Required:
Calculate and compare the project’s return using the following evaluation
methods:
(a)Payback Period Method
(b) Accounting Rate of Return (ARR) on Original Investment
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AP 2iSil 2 S o 8K

(Capital Budgeting and Risk Analysis)
21Z 36
(Introduction)+* 8.0
(Objectives)s#» 8.1
(Concept of Risk in Capital Budgeting).»76~ 2t St 2irdsl - 8.2
(Certainty Equivalent Approach)&lu..:';v /555 8.3
(Probability Analysis in Capital Budgeting) @14 $4: .+ S5 KL~ 8.4
(Risk-Adjusted Discount Rate (RADR) < /es- 52 il 8.5
(Comparison of Risk Assessment Techniques)s b 66U +dL# LAz 86
DI LS he SS KN 8T

(Integrating Risk Analysis in Capital Budgeting Decisions)
(Learning Outcomes)&CyLyT 8.8
(Model Examination Questions)awr&t?’w/ 8.9

(Introduction)/gf? 8.0

;‘zu’:u/f"Ld%,t/&adj;b/;/mujajLw?‘a‘)ju(ﬂ‘)‘:e’«f)djwjvdﬂ/
Semd2 , fn ol et bt SA LIS e e A8 S g
i B T lele > Plse d/Jz./m/uufmuKut.fr(u*cfﬂ/;vd/dy,f”dhﬁﬂ

-~
¢

4 (IRR) #1502 1 (NPV)JM,zw%#J?Qﬂ% Az
SN SO I E PNV LY VP WSV TN BPR A
3%&&K(}”w.;‘/f@,f,’}jd/djgdL/-@Ln%cfﬁdut’u’tﬁ&;)Ldjgdl./‘uﬁw-ujﬁf‘;udﬁ
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PSS RS IYNIER F  JIS N W PR 1G-S 1P=- 13 T WS W 1Y S 7P
-ujzé nJ“ P

B bt e IS S Jozir B3 16 F Lt B
- S E s U1 S PSS Goi il 5 B e o v 2 g n S
(Risk Adjusted <o w363 224 . (Certainty Equivalent Method)dt, BT
Sensitivity Analysis, Scenario <% ur JU & 4 3F 454 § J&1 s Discount Rate)
- Z#sAnalysis and Decision Tree

L“tgtfdb“«fgu“uifzuﬁuﬁéd/{,t/},@&/vu!ﬂLﬂ%&;}uﬁ&K!é@fv&(ﬂ,
,ffzifzgﬁ%uziu’fay’wgu,ﬂ ul/iciq/ai/?d/mm(LJnJ(”}g’Zc;uzf" La o
Sodderid L it 28 g S e JZ S UEE S a1t A Tt g 1
-

LB et el Lo STAS St S e s £ 36
Sad b merbo S S e Semin fod &2 6K N UFTIslibld S SE
_un.,?éfﬁc,f =

(Objectives) 4l 8.1

SELen 6T L S kS
-uﬁﬁf/éumu{hfawgﬂfutuﬂé’Ldﬂ{,t/ .
-uffii,faﬁﬂJL/JLf//ﬂZrzutJjédjwjvd,t/ .

SIS DL P2 n G Bl

#Risk-Adjusted Discount Rate « Certainty Equivalentd £ & # L # 2 =
I Seolos§ Ui bS5 22 Probability

S o g ST M 23 G oG
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(Concept of Risk in Capital Budgeting)/rﬁ f (; Sl s 8.2

J”Iﬁvc‘gvtgg4;g%‘f(cash flows) sly S 5?:,%(‘4;? SUHK A G2l ol
s Ll o 12 L 5K - u”w;Jﬂru’ﬁfudfé,uﬁwwu”rchﬁ,mév
-LdM/(RISk) ({ika/gﬂ”u/(u”w'gﬁ;:g&mirv&@f/{ .ui‘a,»&yw

$hL /“J’ i»,51 (Net Present Value - NPV) //Jo)ﬁf‘gf'} wcuﬁuﬁ,qdw LJF’V S
5@)’5,@&9-@72_%&@_ Lo S50 F&(nternal Rate of Return - IRR)
St e L2 Gk S tto S PTSCE S (A P T un i
L § e T GBS do i Sy § 3 2 S e bl B

70,0002 42 (5% ot S L1t e e £ & 9550,000% g2 g L1 1y £ Ji
F s st e ot o G e Kb (risk-free) 57 < £ 25 K 15U Jrere s
S C e Bt S S 35w Utz +,80,000%,70,0003,60,0002

(Certainty Equivalent Approach)(l-s3s/ /ﬁ 8.3

Zado TG B LK N e S adi PRSI 2 Sl
Zus LKAy 2 3 Pl Li(Certainty Equivalent Approach) Susoin G
b L& e w2 o et Bl LU 257 F S (Cash Flows)i$ 85
er kg LB KNy 2 e tolS ha R T SB 3 et K p A
s P e
el S (I ottt £y pur ks p
—e bl éojmg,’l,/,dﬁéifz,ué_nd" be s 4 K;’l,(d}‘n?(f;* -1
ze bl (Factor) bLid LJ :(Certainty Equivalent Factors) 15 /&?‘ 2
SEIA 2 it Ll s 1O o oa ) o6 U e 67 F (il 5 8 Z LU
K b eesg
et UBE S P Sl p & s S B E 5 J&’deu‘" 23
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Risk-Free Discount )T &bl ie (‘; EENY- ufﬁ u:’; d/ (NPV) ed 0329 P 4
-‘L(}I;J v;/; d/ Y I Lfé_/,b“z;lu/g'//{,(Rate

RANPV = ; %-Co (4.6)
where, RANPV| = Risk Adjusted NPV of the proposal
o, = CE factors for different years
CF, = Expected cash flows for different
years
k., = Risk free discount rate.
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Expected Cash Flow CE Cash Flow Present Value
Year CE Factor
€9 €9 €9
1 20,000 0.9 18,000 17,143
2 20,000 0.8 16,000 14,490
3 20,000 0.7 14,000 12,083
Total Present
343,716
Value
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If the initial investment is 340,000, then:
NPV =343,716 —%40,000 =%3,716
The project should be accepted as the NPV is positive.
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3w e S Z 19308 (Calculate Expected Cash Flows) —L> ARSI

(G S Utim e bl

Expected Cash Flow: (E lcF)= Y.(CF; X p;)
:d&ﬁt&gﬁﬁ&iﬂwﬂm;La’.@umb@@:.,M{ﬁldgﬁm:?wﬂm 4
Variance = Y, P; X (CF; — E|CF|)?
Standard Deviation = v/Variance

e PS8, S el g S S U G152 IRRUNPVS U TE E 5 b K s 5

0 Faf e Lo
e S baTB SN TSP e
Cash Flow ) | Probability

50,000 0.3
70,000 0.5
90,000 0.2

Expected Cash Flow:

(50,000 x 0.3) + (70,000 x 0.5) + (90,000 x 0.2) = 15,000 + 35,000 + 18,000
= 68,000

Variance:

0.3 x (50,000 - 68,000)> + 0.5 x (70,000 - 68,000)* + 0.2 x (90,000 - 68,000)*
= 0.3 x 324,000,000 + 0.5 x 4,000,000 + 0.2 x 484,000,000 = 97,200,000 +
2,000,000 + 96,800,000 = 196,000,000

Standard Deviation:

v/196,000,000 = 14,000
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ka=k+ «a

Where:
e ka = Risk Adjusted Discount Rate
e k = Risk-free Discount Rate
e o = Risk Adjustment Premium
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a, CF

RANPV = 2 a +k‘a)i -C, (4.5)
where, RANPV = Risk Adjusted NPV
CF, = Cashinflowsoccurringatdifferent
point of time.
C, = Initial cash outflow
k.~ = Risk Adjusted Discount Rate.
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Relationship between Increase in Dividend Decrease in Dividend
rand k Payout Payout
>k Value of the firm Value of the firm
decreases increases
r<k Value of the firm Value of the firm
increases decreases
=k No change in the value | No change in the value of

of the firm

the firm
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Walter’s Model Valuation Formula and its Denotations
Walter’s formula to calculate the market price per share (P) is:
P =D/k + {r*(E-D)/k}/k, where
P = market price per share

D = dividend per share

E = earnings per share
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r = internal rate of return of the firm
k = cost of capital of the firm
SuiZpared So W7 LJ{ J La[}/ G S e el P (Explanation)eolos
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[lustration:
A company has an EPS of Rs. 15. The market rate of discount applicable to
the company is 12.5%. Retained earnings can be reinvested at an IRR of
10%. The company is paying out Rs.5 as a dividend.
Calculate the market price of the share using Walter’s model.
Solution:
Here,
D=5 E=15k=12.5%,r=10%
Market price of the share = P = 5/.125 + {.10 * (15-5)/.125} /.125 =104
(Implications of Walter’s ModeDet " Z JiL L A1
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Relationship between r and k Increase in Dividend Payout
r>k Price per share decreases
r<k Price per share increases

=k No change in the price per share
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Valuation Formula of Gordon’s Model and its Denotations

Gordon’s formula to calculate the market price per share (P) is:
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P = {EPS * (1-b)} / (k-g)
Where,
P = market price per share
EPS = earnings per share
b= retention ratio of the firm
(1-b) = payout ratio of the firm
k = cost of capital of the firm
g = growth rate of the firm = b*r
(Explanation)=-(2s
KU dnzrd sl B i SAS A2 L St /G S I 5
J?‘”/,Wwoz&%u/?‘ac%wwf; LB oW NG AT INL i e oo
WAMAYE-NEI¥ s
[lustration:
The EPS of the company is Rs. 15. The market rate of discount applicable to
the company is 12%. And it expects dividends to grow at 10% annually. The
company retains 70% of its earnings. Calculate the market value of the share
using Gordon’s model.
Solution:
Here, E=15
b ="70%
k=12%
g=10%
Market price of the share =P = {15 * (1-.70)} / (.12-.10) = 15*.30 /.02 = 225
(Implications of Gordon’s ModeDet ~ Z L iss
e 320t s g o2 a3 S ML bd

3
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(Modigliani- Miller Theory on Dividend Policy)

5K Jr £ 1o Sty L1659 36 F 3393 F €Modigliani-Miller’s
Kol U B oKed J‘j‘r‘fmm@}Ju,w_)u“wfw/féA“J Mﬁdﬂ}’{

et (’/ﬁ./‘./;uﬂf’/ SF 2 U r BV LS 2o (g S sy
o SE ML S E e f S //,Uué,/i 1961852 A-3ss

Ld//VLMJdJi/JJ/ J’L)’/’/u’(%; X543y /f{, > L5V d/K L//K l./d:(

139



AL £ St e 2 i et S S muiwd/(,,t AL 2o 3uTEU s
z,)w-u@uﬁ’aﬂﬁJ,b,;uuJuw//'@/wxﬁ.yﬂgfuifavwﬁ‘KU’JL SSKA K
_/u"’g i j:gﬁ,ﬂaff'/d%&;/t{ L/de,lﬁt{d% L
a.ru*ﬂf’";w% L Xhy u‘,+v/wu}6guu&fu’1,1‘¢w2£up:v{l,/JMM
S UL s 2B Gt S G S ‘Léﬁ;mﬁ:ﬁ&{ S =
Al L3 Sgd o f 8P i tintin S S ol Ko S LA e
TS xS sinFea S e AT SE B LK SN (EG 0 A6
,:L/idug:/l:/UJ Zays u'ffadfc,&r”d//ﬂ(uﬁu BUATI-e (F i 2
-‘adnu:f Jm/ﬂ/,u)«é’ LK
iy PTG s G L U1 S angie SoFe St L
Luskzlr e os§iustine Qestedd e 2§ Snngoe 81y ) Srngs
—e ol pa e 16d i nfb2 s
(Assumptions of the ModeD<s A L Jil
e U Ll FE A
S /.,:_‘L%dg}'{,)ﬁ)énﬂ//tﬂ J¥". £ .:(Perfect Capital Markets) A J¥ -1
b e F AL B e Sl et e 1 F 0 S
ce i SR 2 S TNS T K
Z,}d/fg“iiui»uffgﬂ Ik t3egsb Jobic u“;i;dﬂ{u"c :‘(No Taxes)u“J’CQ/ 2
-§-UL§
_gﬁf u”’ Jo Ji} ny SHh /uir&u}‘f (Fixed Investment Policy)u’g SR
/.y;u’r Jiee Y S ddsds A AT /u‘rmu’ PUATNSIYINe ER
S Lomlun s ,Qo;gjugziu'¢y:§_gﬁ/tg4.ﬂ;;ﬁmy
syt Se WSS b7 ¢t :(No-Risk of Uncertainty)u'f o/-fé/ KU 9 5 !
-c_wf u/u/ PRV EC Iy NN | % TS (R wijﬂu‘gjgzimﬁ
Investor is Indifferent between )< ul” Ul £ ﬁ/l u‘/ J’/ 3 ,fl Whys K A S
AT a4y S KNS o VS / ~(Dividend Income and Capital Gain Income

e

140



J%}/QI:SOO-‘L;&/}/J‘ﬁ‘l}gﬁ({d’_ucl/ﬁf%?«w/(JI_LLJJJU uy/;i&ﬁuff;{
oI el T U s d baTod H300-2 33475245200
-l
Valuation Formula and its Denotations
MM theory on dividend policy is based on the assumption of the same
discount rate/rate of return applicable to all the stocks.
P, =Py * (1 +ke)— DI
Where,
P, = market price of the share at the end of a period
P, = market price of the share at the beginning of a period
ke = cost of capital
D1 = dividends received at the end of a period
(Explanation)=-los
Lo e e Uind L2 6 obed Se AP (1L e ad AL A3
_nptr e S e d ST AT
[lustration:
The share price at the beginning of the year is Rs. 150. The discount rate
applicable to the company is 10%. The company declares Rs. 10 as dividends
at the end of a year. The market price of the share at the end of one year using
Modigliani — Miller’s model can be found as under.
Solution:
Here, PO =150
ke =10%
D1 =10
Market price of the stock =P1 =150 * (1 +.10) — 10 =150 *1.1 — 10 = 155.
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Ilustration 1:

The following information has been provided by a company for the year

ended 30.6.2008:

Liabilities < Assets <

Equity Share Capital 2,00,000 | Fixed Assets less depreciation 3,00,000
8% Debentures 1,00,000 | Inventories 1,00,000
Reserves and Surplus 50,000 | Sundry Debtors 70,000
Long-term Loans 50,000 | Cash and Bank 10,000
Sundry Creditors 80,000

Total 4,80,000 | Total 4,80,000

Additional Information:

Sales for the year ended 30.6.2008 amounted to X10,00,000.
Estimated sales for the year 2008—09 is X12,00,000.
You are requiring to estimate the working capital requirements for the year 2008-

09, assuming A linear relationship between sales and working capital.

Solution. Estimation of Working Capital Requirement

Particulars Actual 2007— Percentage to Estimate

2008 (X) Sales 200708 | 2008-09 ()

Sales 10,00,000 100 12,00,000
Current Assets
Inventories 1,00,000 10 1,20,000
Sundry Debtors 70,000 7 84,000
Cash and Bank 10,000 1 12,000
Total Current Assets (CA) 1,80,000 18 2,16,000
Current Liabilities
Sundry Creditors 80,000 8 96,000
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Total Current Liabilities (CL) 80,000 8 96,000
Working Capital (CA — CL) 1,00,000 10 1,20,000
Ilustration 2:

The following are the extracts from the balance sheet of a company as on

31.03.2023. Compute the additional working capital required by the company

for the year ending 31.03.2024.

Particulars Amount X
Fixed Assets

Land and buildings 12,50,000
Plant and machinery 7,50,000
Total Fixed Assets 20,00,000
Current Assets

Stock 20,00,000
Debtors 7,50,000
Cash and bank 5,00,000
Total Current Assets 32,50,000
Less: Current Liabilities

Creditors (8,50,000)
Taxation (2,00,000)
Bank overdraft (3,50,000)
Bills payable (4,00,000)
Total Current Liabilities (18,00,000)
Working Capital (CA — CL) 14,50,000
Total 34,50,000
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Additional Information:
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Solution:
Computation of Additional Working Capital Requirements
Particulars Actual 2023 Estimated Estimate
€J) Increase () 2024 )
Current Assets:
Stock 20,00,000 5,00,000 25,00,000
Debtors 7,50,000 1,87,500 9,37,500
Cash and bank 5,00,000 - 5,00,000
Total Current Assets (CA) 32,50,000 6,387,500 39,37,500
Current Liabilities:
Creditors 8,50,000 2,12,500 10,62,500
Taxation 2,00,000 - 2,00,000
Bank overdraft 3,50,000 50,000 4,00,000
Bills payable 4,00,000 1,00,000 5,00,000
Total Current Liabilities (CL) 18,00,000 3,62,500 21,62,500
Working Capital (CA — CL) 14,50,000 3,25,000 17,75,000

Additional Working Capital Required = X 3,25,500
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(Regression Analysis Method).3 46,7 =2, 2
L Pl bt e Gt § T L3 b KT S S SR
LJ%{ st Pt B e UL UZ SIS st g EF QS SES
_‘L;Q,K&w bl s
—e b e e hlad, gwuwakf sk
Regression Equation
y =a+ bx
Where:
y = Working capital (dependent variable)
a = Intercept of the least square
b = Slope of the regression line
x = Sales (independent variable)
Normal Equations
For determining the values of ‘@’ and ‘b’, two normal equations are used

which can be solved simultaneously:

Yy =na+bdx
Yxy = aYx + b)Y x?

INlustration 3:
The sales and working capital figures of Akbar Ltd. For a period of 5 years are

given as follows:

Year Sales (Rs. Lakh) Working Capital (Rs. Lakh

2003-04 60 12
2004-05 80 15
2005-06 120 20
2006-07 130 21
2007-08 160 23
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You are required to forecast the working capital requirements of the company
for the year 2008-09 taking the estimated sales of X 200 lakhs.
Solution:

The relationship between sales and working capital can be represented by: y

=a+bx
Year | Sales (X) | Working Capital (y) Xy X2
2003-04 60 12 720 3,600
2004-05 80 15 1,200 6,400
2005-06 120 20 2,400 14,400
2006-07 130 21 2,730 16,900
2007-08 160 23 3,680 25,600
n=5| Zx=550 Xy=91| 2xy=10,730| Xx*>= 66,900
Yy =na+b Xx

XXy =a Xx + b Xx?

Putting the values in the above equations:

91=5a+550b ..(D
10,730 =550 a+ 66,900 b ()
Multiplying equation (i) with 110, we get:
10010 =550 a+ 60,500 b ..(1i1)

Subtracting equation (ii1) equation (ii)
720 =0+ 6400 b

b=0.1125

Putting the value of b in equation (i)
91 =5a+550 x0.1125

91 =5a+61.875
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5a=29.125
a=5.825
Now, putting the values of a and b in the equation y = a + bx:
y=a+bx (Where y and x are estimated working capital
and estimated sales respectively)
y=15.825+0.1125 x 200
y =27.825
Thus, when estimated sales for 2008-09 are X 200 lakhs, the amount of
estimated working capital shall be X 27.825 lakhs.
(Cash Forecasting Method).y 4603/ 405 3
Jﬁéfﬁtﬁ/ur?bm'uuwﬂj e Jﬁ&%f’&'iL@gK&wﬁJﬁ{ﬁ!
Setde SOt FE S d sl 1B e R LunJEC1s 8 it 3 P2
Ly
b Usies e OISRV ELst 0L 808 il Ui gl e Lo S S es 8 3 4
S SR o S B S
e el § K p LGS FEBL L o F e PSSR sz
Mlustration 4:
CETNEY J6 4 -f < Ss Ml 42024 $.#2Bilal Manufacturing Company Ltd.
$us7 Rs 24 g L (Materials) s+ Rs 16 « %> §.Z§P(Prime Cost) Rs 40
JC# Rs 8 »s Rs 7 (Variable Expenses) i/ j"é&&uwém-c‘,“& Z(Labour)
_ut (Fixed Expenses) Rs 30,000 w515 2{lsi
v (Cash) iv/?dli.{l( (Sales) c,éa/'-gf ngd/ VP ﬁlidﬂ,tjuﬁ: i (Materials) »»*
Jr Zuﬂyémui‘ &1 (Expenses) b“«lg'/"—kf n ﬁ!dﬂad/ €z (Credit) /Lw)l(jl,/;l
—< J8. 7363 (Selling Price) Rs 80 w=d$essjo L sty
:c;_J“ 5@/;;1975“?6/ (Units Manufactured and Sold) U% 61l sess Y

164



January ... 900

February ............... 1,200
March ...l 1,800
April 2,100
May 2,100
June . 2,400

Draw up a statement showing requirements of working capital from month to
month, ignoring the question of stocks.
Solution:

Statement Showing Requirement of Working Capital

Particulars | January | February | March | April | May ) | June (@
€9, €J) €J) (€J)

Materials — 14,400 | 19,200 | 28,800 | 33,600 33,600
Wages 21,600 | 28,800 | 43,200 50,400| 50,400 57,600
Fixed 30,000 | 30,000 30,000| 30,000| 30,000| 30,000
Expenses

Variable 7,200 9,600 | 14,400 16,800| 16,800 19,200
Expenses

Total 58,800 | 82,800 1,06,800 | 1,26,000 | 1,30,800 | 1,40,400
Payments

Cash Sales 24,000 | 32,000 48,000 56,000| 56,000 64,000
Debtors — 48,000 | 64,000 96,000 1,12,000 | 1,12,000
Total 24,000 | 80,000 |1,12,000 | 1,52,000 | 1,68,000 | 1,76,000
Receipts

Working 34,800 2,800 - - - -
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Capital
Required
(Payments -
Receipts)

Surplus - - 5,200 26,000 37,200 35,600

Cumulative 34,800 | 37,600 | 32,400 6,400 - -
Requirements
of Working
Capital

Surplus - - - - 30,800 | 66,400
Working

capital

Working Notes:

(1) As payment for material is made in the month following the purchase,
there is no payment for material in January. In February, material payment is
calculated as:

900 x 16 =X 14,400 and in the same manner for other months.

(i1) Cash sales are calculated as:

For January: 900 x 80 x 1/3 = X 24,000 and in the same manner for other
months.

(ii1) Receipts from debtors are calculated as:

For Jan. — Nil because cash from debtors is collected in the month following
the sales.

For Feb. — 900 x 80 x 2/3 =% 48,000

For March — 1200 x 80 x 2/3 =% 64,000, and so on.
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(Operating Cycle Method). Y14 LB 4

JL(GJ?V,-‘L&/?»‘%)?/V.@’/,Tiﬁru/@/n,@/,Ka'_@o)l,dﬂggguﬁd/&.‘.{»{.ﬁ/u
-‘Lmﬁ" W §P B o353 g e tnls fe e 5SS s Ko

JL;;J}L:)/“,;U:(KJVLLWJVJ:&@JJ}/J}I/:J SAu Jm#mudtrl&uﬁm
Jodyss A sl b Jﬁ“yﬁctfdji Ui fesi i Sz AT ol
fo s oS s 3 Kl Lo SIS L bl FS a7 Sbb
Lo nen Sl L SrbasS dnd e s E -t

ERVS IR SWY N b

The requirements of working capital be estimated as follows:

Working Capital Required
Operating cycle (days)

365 or 360 days

= Cost of goods sold X
+ Desired cash balance
Mlustration 5.
Details of Shan Ltd. for the year 2007—08 are given as under:
Cost of goods sold =X 48,00,000
Operating cycle = 60 days
Minimum desired level of cash balance = X 75,000
You are required to calculate the expected working capital requirement by
assuming 360 days in a year.
Solution:

Expected Working Capital Requirement

_ Cost of woods sold x Operating cycle (days) + Desired cash bl
= Cost of goods so 365 or 360 days esired cash balance

60
= 48,00,000 X — + 75,000
) ) 360 + )

= X8,75,000
el AT 0L Lann i LS Gned LFE SIE nei LKz po
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N EOY LY S(Current Liabilities)=\z/ss:22+* 1sI(Current Assets) Ustiss 2
i/ 1t u’f ~ L (Budgeted Production) sl o4* o5 | (Estimated Sales) =33/ u:‘; u.‘.’“}
et & AU 5@»4)9.&/ (Activity Level)
ﬁ“ ey J’fw‘f osdisd_b 3t N b ZJie:(Stock of Raw Materials Z36Uc6 (a)
S L7 e (Ppil i e s bt ste s DG S 6383 AW s L g 256
1 S it 5T e WUt

Raw Material Requirement =
Budgeted Annual Production Units x Cost of Raw Material per Unit X
Average Raw Material Holding Period / Number of Periods in a Year
(Note. 360 days in a year may. be assumed in place of 365 to simplify
calculations in some cases)
S g et Ui Y8 &2 (Stock of Work-in-Processk 256 ¥ (b
4/kd;zgd/tguﬁﬂ/(€u’u_w‘f_n@/' m{gﬂ? fﬂu‘awuumrn{cq%L.:,)._‘L[}lg
sl $a.4usl Texd ol g sl ol e Men 2 (5 S S o 6 - bl Ul (2 J
ek
:‘aCﬁtggéc/m;“fo“/JuLtgé6&&3&;@,’(
WIP Requirement =
Budgeted Annual Production Units x Estimated WIP Cost per Unit x
Average WIP Holding Period / Number of Periods in a Year
Note:
‘.‘LCC bW As3605 U< Ltul-T¥(calculation)Lo()
S skt s roty e L, L Jfé J WIP (Work-in-Process) /1(ii)
%508 = U ksl S st aes$091 7 8% 1006 2Tt & £ oMU WIP TiiiFeme o s s
RIS
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=52 ¢ = WIP J.o b JeiCash Cost Approach & £ &f £ J”:i( s J1GiD
= ZTotal Cost Approach (Bl L e Depreciation e U Jheiss § s,
— S SDepreciation
1 ; S SSHK A Ut S L ilos 4 ((Stock of Finished Goods)s 236wt (©)
G S §ibol £ I L ke 2D GE S GG Mt 2l b 2P
e P 0L S L i s
Finished Goods Requirement =
Budgeted Annual Production Units x Estimated Cost of Production per Unit
x Average Finished Goods Holding Period / Number of Periods in a Year
07
-LamJG%IOOK SIS Skl $ sl s sl S sss esls e (Cost of Production) :fud/m&(i)
BN U 2§ e i 2F L (Total Cost Approach) sy ot 7 (iD)
J*IS- gz 52% £ (Cash Cost Approach) @){.’&/gﬂ/‘ﬂt’-%&lgd/ JEE (Depreciation)
—e bl S
Se/ s’ —>:(Investment in Debtors/Receivables).¢ A S SE eSS (D
S I Lo aSt Lsspotee Jondsiidl ee (o §ssp S B o
SBLA et S n LR B s fet i Lt jfes Sl
i S Ssfen 5L St 0t U SB
Receivables Requirement =Budgeted Units of Credit Sales x Cost of Sales

per Unit X Average Collection Period / Number of Periods in a Year

Ly
(.T.E/5!&55/'+J/?,f/}aldlb§lﬁd};)+&@u(;"waﬁ&}/./aﬁ/? =(Cost of Sales) &@Jaﬂ/(l)
_L?fu»lcc

=dd =5 3363720 e (Total Approach) @;4@7“&55 Z J‘:ﬁf s S1Gi)
o U122 £ (Cost of Sales per Unit) =/1§ =35/ #(Selling Price per Unit)
—e b JEGR K Pl (Depreciation) <15 /;.5‘);‘9':&!7'!(0:; Z:@}{.’Jb}}j-{‘_lg
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S s e Lie U 25 £ s K55:(Cash and Bank Balance)™ Gsss (e)
o 1536 20 L8 g Uy it P S As K e Gt 21280 1 L
v f SE SRy IS f)i ﬂ’;nz_é,’“f{agnﬁgf’;v Lué./(t{(c/m_‘gén
e Ll 2 ALK U
SEH sl § P ket anal L }3’ 2 o2 71 & ezl # A :(Prepaid Expenses)ebl?l %S¢ (D
._.al?Kakﬂ/"‘d/%{ué/nJ(}J(.‘LCJ:ZL‘/L!‘)@:LU:;}@L?V'IL(:}J’/;laé}/'u!:algli’t
—e bbbl G 2% ¢ &3 S b =l P 1wl )
s 2 351311 6o 2 = L1 Soins P J 0 ((Trade Creditors)o€enf 4 ()
brea AP Sl S L K b el bl LA p i f FL LSaur S
KA S g LG 2 e SO A Lo £ PS5t
e e S
(Projected Balance Sheet Method) = }K.bf‘ﬂf'g? 5
enl S (e st bl o pet 5y (L LEnd T F Ly b
2F St Udtmar P oF jelatmarit oF o Qed b2 L3S FEletatmu i
e L1 S5 dF L E SR e J et e
[lustration 5:
Prepare an estimate of working capital requirement from the following

information of a trading concern:

(a) Project annual Sales .........cccceeeveeeieeieenieeeeeee e 1,00,000 units

(D) SElliNG PIiCE .oveevveeciieeiiieiieeiieeee ettt X 8 per unit

(c) % age of net profiton sales .., 25%

(d) Average credit period allowed to customers ... 8 weeks

(e) Average credit period allowed by suppliers ~ ............ 4 weeks

(f) Average stock holding in terms of sales requirement ... 12 weeks

(g) Allow 10% for contingencies.
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Solution:

Statement of Working Capital Requirements

Particulars Amount ()
Current Assets
Debtors (8 weeks): 6,00,000 x 8/52 (At Cost) 92,308
Stock (12 weeks): 6,00,000 x 12/52 1,38,462
Total Current Assets 2,30,770

Less: Current Liabilities:

Creditors (4 weeks): 6,00,000 x 4/52 46,154
Net working capital = (CA - CL) 1,84,616
Add 10% for contingencies 18,462
Working Capital Required 2,03,078
Working Notes:

(a)  Sales =1,00,000 x 8 =% §,00,000

Profit = 25% of X §,00,000 =%2,00,000

Cost of Sales =% 6,00,000

(b) As, it is a trading concern, cost of sales is assumed to be the purchases.
(c) Profits have been ignored as funds provided by profits may or may not be

used as working capital.

%}LL@X(@Q/}/J%&) 11.3
(pproaches to Es:[imation of Working Capital Requirements)
s SIS E 6P 1 e L gt minzrt U ad L Ka P LSBT
Ul bt Leyn 28 dnd S
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(Total Approach) & 5 f (a)

(Cash Cost Approach) £ k=71 (b)

:(Total Approach) £ &5.f (a)
_ugJLﬁLﬁ/téécw&y/uﬁugmr&@?L}jﬁiwiéﬁa,w/Jdﬁ:{%,

LAt L Lo LN e 2t b JES o fUt U b by AU

PSP AL Bt d Sess p o B 2 Ut ke Jon e SESow ft i Sl
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:(Cash Cost Approach) £ Lk =15 (b)
d;v'/écdirﬁccfun_9wgé4;g&J&@ﬂd/JKK“/JMVGC;:J LE By

$ e ni B lobed Sl dnd b SIS hons e NEE IS e (Ko 23§ L

e S B S 2300 S PAL B A ks P I P S Be

(Working Capital cycle)f V&_ﬁ:{ s 11.4
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(Learning Outcomes)él:’(}m 11.5

Saskmezsr§ s £ (Working Capital) J‘:ﬁf i ,&M&&W&@%m
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How Inventory Management Works?

"I" N
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5 S rovces KM s bog s Ponesotone
< uces elis
@ﬁ Oecass — (distributors and
Manufacturer -...» Raw materials ----» Finished goods ----+ Warehouse .- - retailers)

\ Management + Tracking

Inventory Management System

Meets consumer Increases sales
demands
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Techniques of

1 Iinventory 3
Control
ABC Analysis LIFO
2 g (Last-In, First-Out)
[ 3
Economic Order FIFO
Quantity (EOQ) \ (First-In, First-Out)
Safety Stock
Inventory

(ABC Analysis).# ABC -1
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(Features of ABC Analysis)etss (§.# ABC

U‘tg&ff:}y (CHBAUs £ pliSestSuid £ sk (Categorization) s

-
¢

“LV/ Oty U5 2 #1..4 ABC:(Usage of Pareto Principle) J=1¥ 1%z
L T2 20%20= %800 ¥ St 2ot LS Ur120/802

9K W S8 ‘L&@J $ 4258 2:(Criteria for Classification)fael £ (§.4:.00
@»u"ﬁ&d&u;%éd@&ynwwé,ff-ux;’f/'u@w'g:u%tuﬁ{xf@bdﬁ}u
-ujzé s il?

Economic Order Quantity (EOQ).A& 47467 -2

L“lpgdl.’;’l“& LL/&W:KA,@"df’(}rﬁ/f,z{/;'é:u;/l,ugﬁ‘a.bf‘/ﬁw{'(EOQ)&f!LLTJBJ/I

S A UBOQ-t S bl # 128 bl H1L e £ 3T S IS F S ez
-‘4&;/517@,@o)&)c;o}&)JJlﬁwanL/U/‘lP}’/J!fdcgicwg@{f‘at‘/'/u uﬁLbU?’
(Features of EOQ)ukes § i $51 40

i /‘%y’f}z‘gvé.,v K ded ,/TEOQ:(Optimal Order Quantity).Lé* J STy H
AP -9 DY SRY VIR CRDE) U S EINSRL IS S PRV (1
2o ML LSBT (S oS0 1) § f 91 . ((Trade-off Analysis) . % T4/
—et S b st e (i P s y)
o s e P S AL L =5 EOQ:(Deterministic Demand)tss - 43
—e bt d Sl sl fv‘m,/? el

Problem 1: Economic Order Quantity (EOQ)

S 2320 S G e SORET TS e S EE6010,000200 L L borons V3 g
-J¥_L>§ EOQ (Economic Order Quantity) -« XX

Solution.
Using the EOQ formula:

2DS

EOQ =
¢ H
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Where:

D = Annual demand = 10,000 units

S = Ordering cost per order = ¥50

H = Holding cost per unit per year = X2

\f: X 10.000 X 50
EOQ =

B

E0Q = +/500.000

EOQ = 707 units (approx)

So, the optimal order quantity is 707 units.
Problem 2: Number of Orders Per Year
_Q/r}l’”)iﬂJJJLTLDngQJUﬁJvr{,)ggfgf’{m707(}"}' EOQ a)/(‘jibu:d’r’é’

Solution:

R Annual Demand(D)
umoer o Taers = EOQ

_ 10,000

~ 707

= 14.14 & ]4 orders per vear
So, the company should place 14 orders per year.

(Safety Stock Inventory)y st lﬁwléaf 3
AL LS TSl we s § Fotar sl o b b S SIS
eS8 b S0 LUkt S ok C 2 b d ¥ oy e b S
-+
(Features of Safety Stock Inventory)eies S AN
Qi bz t1C 57 2 Ut e tolf Ff S 2 S (Buffer Inventory)y 51 8 o
et o Lo L P Fe et
P Al bt Su gt S £ 4T (Risk Mitigation)ss (e 8 o
Y L O T W PE A FuleurE JgfisiLl sk S e
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(/ F ety u&wii/&f J / NS S Fed :(Dynamic Adjustment).bz}«?,yJ 7 e
ST S FE G PSS B are £ s o) v & AR gl LS
e (Pl
Problem 3: Safety Stock Calculation
u’ft{! 50 Je=1 2155, (Average)b-si sl < u’ﬁlb/l 60 J&1 155, (maximmum)es, sl K| u‘r oy
/¢ (Safety Stock) » 23 0-cws6(Lead Time)fts -«

Solution:

Safety Stock = (Maximum Daily Usage — Average Daily Usage) X Lead Time
= (60— 50) X 6
=10X6
= 60 units
So, the required safety stock is 60 units.
(L5740 EOFIFO _4
pee W3 (AT K () S Ul o 3 F K2 § 0 (FTFO
Ry FENg f.lgglzd':ﬁ, See g L UENS S (7 ' u'){ﬁl{.& Il wr s Lk S EF
U
=y JFIFO
L e i e o S et o6 U1 FIFO:(Chronological Orden)oz7 i o
ol Uerie e S el S e i ik o A
U P\t e P U e
e Sz £ el e ST FIFO:(Simple Tracking) B ol
ce bt/ GpSUrIZ e LSS e iy
Ji b §sf ,f}fcc‘_élgd;é] L Lﬂméu@/;/‘}yt 141 FIFO:(Compliance)le .
<« (4 e3br F1- LAFRS) eiitar £ .ﬁug/ AU I (GAAP) Ui i@mm
-ﬁ;t‘/’/(?!/'uéu/;lggléﬁufﬁd/dﬁ]l
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Example 1:
AP ;-‘g[}/ = (Value).s J§A=# £ FIFO (Perpetual System) 5. =T
:%é/i&))ﬂ'dﬂ;ﬁj Jdﬁ]!d:’@udb»&dvmrba Rs. 10 a{’.&ﬁ&(}/&‘au{(@dﬁﬂ

Purchases
2/12 e 6 units @ Rs. 12
22/12 ... 10 units @ Rs. 16
Sales
15/12 .............. 4 units @ Rs. 22
31/12 ... 14 units @ Rs. 25
Date | Descriptio | Purchase | Purchase | Purchase | Sale | Sale | Sales | Balanc | Balanc | Balanc
n d Units | dRateX d ] ] Amou | e Units | e Rate e
Amount | Unit | Rate | ntX N Amou
N S N nt
1/12 Balance - - - - - - 8 10 80
b/d
2/12 | Purchases 6 12 72 - - - 8 10 80
6 12 72
15/1 Sales - - - 4 10 40 4 10 40
2
6 12 72
22/1 | Purchases 10 16 160 - - - 4 10 40
2
6 12 72
10 16 160
31/1 Sales - - - 4 10 40 6 16 96
2
6 12 72 - - -
4 16 64 - - -
Tota 16 - 232 18 - 216 6 - 96
1
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(LATdL M #DLIFO -5
d. =39 (LSTED M (LA Dol s e ezt AaLLIFO
e UF AR F oSy 68 I e en eI U bl ot b ot
elos® SJLIFO
$do St/ 6 ;U1 ILIFO:(Reverse Chronological Order) 4,729/ el o
Boas st ST Fedidipmetde S ess A dt o TS Fedlos S ios /S U
-t
% uf@ Joe o St/ 7 FLIFO:(Cost Flow Assumption) s s £ = e
e & e e 21 U § e A zr 2 s e sk 33
Y
Z st dny b Lo E S A1) 152 FLIFO-(Tax Benefits) 73 -% o
s f fE LS et A Gk Lo d i sizss} o Lol
_ujé'_.nglgbu"g
Example 2:
Sat L TL e &/ ¢ (value).d S6#def ZLIFO (Perpetual System)y. =7
:‘L(j}’cﬂ_"«é} PRI AN AL 5lsem Ll Je e Rs. 10ed Seids 2 ‘Lu*/&&;’ sl

Date Purchases Date Sales
2/12 6 units @ Rs. 12 15/12 4 units @ Rs. 22
22/12 10 units @ Rs. 16 31/12 14 units @ Rs. 25
Date | Descriptio | Purchase | Purchase | Purchase | Sale | Sale | Sales | Balanc | Balanc | Balanc
n d Units | dRateX d S S Amou | e Units | e Rate e
Amount | Unit | Rate nt % Amou
% ) R ntI
1/12 | Balance - - - - - - 8 10 80
b/d
2/12 | Purchases | 6 12 72 - - - 8 10 80
6 12 72
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15/1 | Sales - - - 4 12 48 8 10 80
2
2 12 24
22/1 | Purchases | 10 16 160 - - - 8 10 80
2
2 12 24
10 16 160
31/1 | Sales - - - 10 16 160 6 10 60
2
2 12 24 -
2 10 20 -
Tota 16 - 232 18 - 252 6 - 60
1

(Receivables Management) .+ Urf}’ip( Uxs12.6

L Lliyhons AP gen sz AL e J":{bﬁ%i&rﬂ»ﬁmjmd@
uﬁ/".,v’ccb-m&fﬁ/ Ures3s s P 6 el et Ll i b I AP
AL =74 (f”“ Sl 2oy cﬁ)g;ﬁﬂ L Kmeet /e pp L
—e St

gides/, ,3/ l_‘LL’l:/.ﬂ{:’/ UM sl st Sl 3 Jad G PN L S
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L bstieinges f S YFSusdsns L S 2l St A S8 L i L e
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(Importance of Recievables of Management) :»;,‘Z’d/ Jwﬁ? LU 12.7
—e S e JCGW‘L@&/"’&%%/&[ Uroszds U it A al o

ey NSO U5 S U fis

ety SOUTL S A s TS USG5t o

S o S K Fe i S At S e i L KK

e e A ke QAL ST ST vt S oK o
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(Questions on Receivables Management) < > (Uv’;‘l Uy 12.8
0 St Lrwﬁnéuéﬂmwd” S {4 AUl

Problem 1: Average Collection Period

Jros S ¢ (1 £ Jb -« 5,00,000 (Credit sale)ess/ o F o Z U Ju*f,g

S es365 ot e _u(Accounts receivable) (Accounts Receivable) 50,000 (L
-q/ r)’”uﬁub (Average Collection Period) = 4 SUsosbsiinl S

Solution:

The average collection period is calculated using the formula:
Accounts Receivable

Average Collection Period= Total Crodit Sales X 365
Substituting the given values:
50,000
= 5,00,000 < >°°
= 0.1 X 365
= 36.5 days

So, the company takes approximately 37 days on average to collect
receivables.

Problem 2: Accounts Receivable Turnover Ratio
(Accounts (LJ:% 6 Ll U1s1:<-X12,00,000 (Credit sale)ess flosl 20 uf/ oy
-ujfé*uK Accounts Receivable Turnover Ratio -¢fReceivable) X2,00,000
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Solution:

The accounts receivable turnover ratio is calculated as:
Total Credit Sales

Average Accounts Receivable
~12,00,000
~2,00,000
= 6 times
This means the company collects its receivables six times per year.

Turnover Ratio=

Problem 3: Credit Policy Evaluation

S o2-10,00,000% (Credit sale)ess fdost 20t &5 £ 2 e §. 08 458y e 3 JGH L

2% 1280 K S rd5 S o e 930 a Sl .S 2L 212,00,000%
_uf@.,ub/_“f@d/d/t{,l./gwd/b/,l./&thui‘,ffuﬂ}‘jb“_‘a

Solution:

Step 1: Compute the Additional Investment in Receivables

_ . 10,00,000
Receivables under old policy=————— X 30

365
= 27,397 (approx)

: . 12,00,000
Receivables under new policy=————— X 45

365
= 49,315 (approx)
Additional investment=49,315 — 27,397 = 21,918
Step 2: Compute the Cost of Investment

Cost=Additional InvestmentxRequired Return
= 21,918 X 12%
= 2,630
So, the additional cost of investment due to the new credit policy is 2,630
per year.

Problem 4: Bad Debts Loss Calculation
PPt 5 Ys2s pdodt S BT F 2 8,00,000 (Credit sale)ss fbo f 2l S L
SO NS L PS5 F €2 b (Bad Debts)
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Solution:

Bad Debt Loss=Total Credit SalesxBad Debt Percentage
= 8,00,000 X 2%
= 8,00,000 x 0.02
= 16,000
So, the company expects a bad debt loss of 316,000 annually.

Problem 5: Effective Credit Period Calculation

e U623 L1 0E S S b e 31 2t S (3002/100

2 S E 0 s P UeA0 s 2 S Sl e n¥%60. 1 35 0Tt 05307 0 2nee B
?Lf s/(Effective Credit Period)e i/ F3 3t

Solution:

Effective Credit Period=(% of customers taking discount
X Discount Period)
+ (% of customers paying later X Full Credit Period)
= (60% % 10) + (40% x 30)
= (0.6 X 10) + (0.4 x 30)
=6+ 12
= 18 days
So, the firm’s effective credit period is 18 days.

(Cash Management)u.”a»’j: J’.‘:'/ 12.9

TGk ﬁ‘LJfKL/J;///;! a.//t:;/uu/._,w/wd,g1&&6”{.,(1%‘/{
/Jw:éu'f‘ugé//g/.:,gavué.w./f%ug,/Kc,Mu@r-é@g&uﬁ/&ﬂdtm(g}?;
S Bl b Lub H o a3 S - E TPt Y Homep . 4
Ll A ST S (B

S5k J(/ See bS8 P2 S37 L L UFetn gy B SolgE 2 J””J/.,OC;
Lot hs s e i S it S5 A L2 L
e S e 208 S e PSSl S s stteszr Ml e L
A PR T B pP ﬁhz;tgd"? -4
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(Importance of Cash Management)e4/ J @iﬁ' J“:’/ 12.10

Iy s alg!/'lé? el 21 Ly 35 L A6 (Ensures Liquidity)it: &2y &%}g .
-‘L%/l}/dgﬁ‘;d/‘f{éﬁd_/
g /;,/gg+cﬁ b g.:,f SH e wsdt P —+:(Prevents Insolvency)il:e ¢/ iz

.
e P KUK

Juz}chj)c«lg’}!/}'(d/KdL/ cﬂf)&ﬂ‘ﬁf:(Optimizes Cash Flow)v&/"-"ffﬁui'[ o
gy Gt nl (E

8@@};1;,;4‘,%(_;/0}&@% 4o :(Reduces Idle Cash)/Fy X Jsi F o
PRI ) A

bl A1 e fSUs e i e § Y (Improves Profitability) SoitEe o
e

LUl 7 =L b 4 As.6(Enhances Decision-Making)$ # A6 A o

xS
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(Problems on Cash Budgeting)f J)’J/L»" Lﬁf:’/ 12.11

Problem 1: Monthly Cash Budget Calculation
A company has the following estimated cash inflows and outflows for the

next three months:

Month | Cash Inflow (%) | Cash Outflow ()

January 60,000 40,000
February 50,000 35,000
March 55,000 45,000

The opening cash balance for January is X15,000. Calculate the cash balance
at the end of March.
Solution:

Cash balance at the end of each month:
Closing Balance=Opening Balance+Cash Inflow-Cash Outflow

For January:

15,000 + 60,000 — 40,000 = 35,000
For February:

35,000 + 50,000 — 35,000 = 50,000
For March:

50,000 + 55,000 — 45,000 = 60,000
So, the cash balance at the end of March is ¥60,000.

Problem 2: Cash Budget with Minimum Cash Balance Requirement
A company follows a policy of maintaining a minimum cash balance of
%20,000. The following information is available for the upcoming three

months:
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Month | Cash Inflow (%) | Cash Outflow ()
April 70,000 50,000
May 65,000 55,000
June 80,000 70,000

The opening cash balance for April is X18,000. Determine if additional
financing is required.
Solution:

For April:
18,000 + 70,000 — 50,000 = 38,000
Since 38,000 is above the required X20,000 minimum, no financing is

needed.

For May:
38,000 + 65,000 — 55,000 = 48,000
Again, %48,000 is above the minimum, so no financing is required.

For June:
48,000 + 80,000 — 70,000 = 58,000

Since 58,000 is still above X20,000, no financing is required.
Thus, the company does not need additional financing in any of the months.
Problem 3: Cash Budget with Deficit and Financing Requirement

A business has the following cash flows for the next three months:

Month | Cash Inflow (%) | Cash Outflow }R)
July 40,000 50,000
August 55,000 60,000
September 65,000 70,000
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The opening cash balance for July is X10,000, and the company must
maintain a minimum cash balance of X15,000. Determine the required
financing.
Solution:

For July:
10,000 + 40,000 — 50,000 =0
Since the minimum required is X15,000, financing of 15,000 is required.

For August:
15,000 + 55,000 — 60,000 = 10,000
Again, since the minimum required is 15,000, X5,000 more financing is

needed.

For September:
15,000 + 65,000 — 70,000 = 10,000
%5,000 more financing is required to meet the X15,000 minimum.

So, the company needs a total financing of 325,000 (X15,000 + %5,000 +
%5,000) over three months.

(Learning Outcomes)éf«'dlﬁ‘/! 12.12
Freie2 U bae L (Inventory ControD) Js FEFdd b L& b L S
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K171, (Costs) =bi71.s (Operational Efficiency) &Sk gf’?/jé(Overstocking)
it a6 Lt S ST KNE A Szl 5L e § fediome e &S F
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Suggested Books
S.N.Maheshwari, Fundamentals of Financial Management- Sultan Chand
Publications.
Ravi M. Kishore , Financial Management, Taxman Publications
Financial Management, Rajiv Srivastava and Anil Mishra, Oxford University
Press
John J Hampton, Financial Decision Making, PHI
Van Horne, James C., Financial Management and Policy, Prentice Hall of
India.
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https://courses.corporatefinanceinstitute.com/courses/introduction-to-
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WyE2vzIDmo6HLSJPHH713GqPXpsqfyrFKDxoComsQAvD BwE
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Subject: MMBA223CCT - Financial Management & Planning

Maulana Azad National Urdu University
Paper: MMBA223CCT - Financial Management & Planning
Time: 3 Hours
Total Marks: 70
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e ujZi/ (Financial Management) (Lb‘}'!dl.

B . /' Mix £ Equity :Debt
-<Profitability Index ................
-« (Standard) ................ A=Payback Period
-uj;f. ............... JOperating Leverage
_uj;i/ ................ —L+§Working Capital
S22 1 T Jx.2 Debt U* Capital Structure /|
-t Financial Break Even Point ................
-ujjé ................ SZero Working Capital
L E i, JARR
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Je1g s Procurement of Funds (%.6./,L (Financial Management) &4, (1

-é&?lﬁud:’.‘jj gl SO6 i T T(Utilization of Funds)

-2t/ Combined Leverage .s/Financial Leverage Operating Leverage (2

=y 5 lm,«aul:,gzld/u’l?c‘;g Capital Budgeting (3
-z F-LJe/Pay Back Period (4
Uttt Expected Cashflows £ B o (5



Year 1 2 3 4 5
CFAT (Rs.) 6,00,000 5,00,000 4,00,000 5,00,000 5,00,000
_& e S Net Present Value - (Cost of CapitaD) = 10% A
_&- ¢+ Discounted Payback Period « =52 (6

k =10% : Initial Investment = Rs. 35000/-

Year CFAT (Rs)
1 10,000
2 10,000
3 20,000
4 30,000
5 20,000

sz Options UL Ul-eess 2§ Rs. 10,00,000 £ Lz sersd s ety X Ltd (7
EBIT = Rs. 4,00,000-ct/ % Option Loy S tic
Option 1: All Equity
Option 2: 50% Equity and 50% Debt (10% rate of interest)

Price of the share = Rs. 100
Tax rate = 40%

-2~ )& WEBIT - EPS Analysis

_ér}’” (Price of Share) = (P2 el i (8



EPS =Rs. 100

Dividend Payout = 50%, 100%
k=15%

r=20%

-2 F & iz e Gordon’s Valuation Model
(¥~
& (Working Capital) (6260 pilet i (9

Selling Price = Rs. 150

Raw material in stock = 1 month

Work in progress (50%) completed = 1/2 month

Finished Goods = 1 month

Credit payment period = 1 month

Debt collection period = 2 months

Lag in wages = 1/2 month

Cash in hand = Rs. 1,00,000

#ZEJe1Z Walter's Model -2 4 (Price of Share) =d P « et f5 (10

R
-2y
. . Ped

EPS =Rs. 50

Dividend Payout = 100%, 50%, and 0%
k=10%

r=15% and 10%

sz Options nUL L Jlecser s Asb See e #§ Rs. 6,00,000 5266111

1. 100% Equity share (60,000 share @ Rs. 10 each)



2. D:E =2:1 (Interest on debt = 18%)
Tax Rate = 40%

()’”gf'{ S'EPS s EBIT-EPS Analysis /) ()’”Financial Indifference Point
_ZE

55 e (Importance) qﬁlJJ!uﬁg/bd/yul{J{j{ ?‘agf(Working Capital) .t ~.6(12
-é 5 i» (Factors) J!fLué_mu:¢/“i4w
54_L Inventory Control -2 k%5141 4% ¥ (Inventory Management) Pl 2513
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