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UNIT-I

MeaningofFinancialManagement

FinancialManagementmeansplanning,organizing,directingandcontrollingthe

financialactivitiessuchasprocurementandutilizationoffundsoftheenterprise.It

meansapplyinggeneralmanagementprinciplestofinancialresourcesoftheenterprise.

Scope/Elements:

● Investmentdecisionsincludesinvestmentin fixed assets(called ascapital

budgeting).Investmentincurrentassetsarealsoapartofinvestmentdecisions

calledasworkingcapitaldecisions.

● Financialdecisions-Theyrelatetotheraisingoffinancefrom variousresources

whichwilldependupondecisionontypeofsource,periodoffinancing,costof

financingandthereturnsthereby.

● Dividenddecision-Thefinancemanagerhastotakedecisionwithregardstothe

netprofitdistribution.Netprofitsaregenerallydividedintotwo:

○ Dividendforshareholders-Dividendandtherateofithastobedecided.

○ Retainedprofits-Amountofretainedprofitshastobefinalizedwhichwill

dependuponexpansionanddiversificationplansoftheenterprise.

 EvolutionofFinancialManagement:

Corporationfinanceemergedasadistinctfieldofstudyonlyintheearlypartof

thiscenturyasaresultofconsolidationmovementandformationoflargesized

businessundertakings.Intheinitialstagesoftheevolutionofcorporationfinance,

emphasiswasplacedonthestudyofsourcesandformsoffinancingthelargesized

businessenterprises.



Thegraveeconomicrecessionof1930’srendereddifficultiesinrisingfinance

from banksandotherfinancialinstitutions.Thus,emphasiswaslaiduponimproved

methodsofplanningandcontrol,soundfinancialstructureofthefirm andmore

concernforliquidity.Thewaysandmeansofevaluatingthecreditworthinessoffirms

weredeveloped.

Thepost-WorldWarIIeranecessitatedreorganisationofindustriesandtheneed

forselectingsoundfinancialstructure.Intheearly50’stheemphasisshiftedfrom the

profitabilitytoliquidityandfrom institutionalfinancetodaytodayoperationsofthefirm.

Thetechniquesofanalysingcapitalinvestmentintheform of‘capitalbudgeting’were

alsodeveloped.Thus,thescopeoffinancialmanagementwidenedtoincludethe

processofdecision-makingwithinthefirm.

Themodernphasebeganinmid-fiftiesandthedisciplineofcorporationfinance

orfinancialmanagementhasnowbecomemoreanalyticalandquantitative.1960’s

witnessedphenomenaladvancesinthetheoryof‘portfolioanalysis’byMicrowitz,

Sharpe,Lintneretc.CapitalAssetPricingModel(CAPM)wasdevelopedinI970’s.

TheCAPM suggestedthatsomeoftherisksininvestmentscanbeneutralised

byholdingofdiversifiedportfolioofsecurities.The‘OptionPricingTheory’wasalso

developedintheform oftheBinomialModelandtheBlack-ScholesModelduringthis

period.Theroleoftaxationinpersonalandcorporatefinancewasemphasisedin80’s.

Further,neweravenuesofraisingfinancewiththeintroductionofnewcapital

marketinstrumentssuchasPCD’s,FCD’s,PSB’sandCPP’setc.werealsointroduced.

Globalisationofmarketshaswitnessedtheemergenceof‘FinancialEngineering’which

involvesthedesign,developmentandimplementationofinnovativefinancial

instrumentsandtheformulationofcreativeoptimalsolutionstoproblemsinfinance.

Thetechniquesofmodels,mathematicalprogrammingandsimulationsare

presentlybeingusedincorporationfinanceandithasachievedtheprimeplaceof

importance.Wemayconcludethatfinancialmanagementhasevolvedfrom abranchof

economicstoadistinctsubjectofdetailedstudyofitsown.



ObjectivesofFinancialManagement

Effectiveprocurementandefficientuseoffinanceleadtoproperutilizationof

thefinancebythebusinessconcern.Itistheessentialpartofthefinancialmanager.

Hence,thefinancialmanagermustdeterminethebasicobjectivesofthefinancial

management.ObjectivesofFinancialManagementmaybebroadlydividedintotwo

partssuchas:

1.Profitmaximization

2.Wealthmaximization.

ImportanceofFinancialManagement

Finance is the lifeblood ofbusiness organization.Itneeds to meetthe

requirementofthebusinessconcern.Eachandeverybusinessconcernmustmaintain

adequateamountoffinancefortheirsmoothrunningofthebusinessconcernandalso

maintainthebusinesscarefullyto achievethegoalofthebusinessconcern.The

businessgoalcanbeachievedonlywiththehelpofeffectivemanagementoffinance.

Wecan’tneglecttheimportanceoffinanceatanytimeatandatanysituation.Someof

theimportanceofthefinancialmanagementisasfollows:

 FinancialPlanning: Financialmanagementhelpsto determinethefinancial

requirementofthebusinessconcernandleadstotakefinancialplanningofthe

concern.Financialplanningisanimportantpartofthebusinessconcern,which

helpstopromotionofanenterprise.

 AcquisitionofFunds:Financialmanagementinvolvestheacquisitionofrequired

financetothebusinessconcern.Acquiringneededfundsplayamajorpartofthe

financialmanagement,whichinvolvepossiblesourceoffinanceatminimum

cost.

 ProperUseofFunds:Properuseandallocationoffundsleadstoimprovethe

operationalefficiencyofthebusinessconcern.Whenthefinancemanageruses



thefundsproperly,theycanreducethecostofcapitalandincreasethevalueof

thefirm.

 FinancialDecision:Financialmanagementhelpstotakesoundfinancialdecision

in the business concern.Financialdecision willaffectthe entire business

operationoftheconcern.Becausethereisadirectrelationshipwithvarious

departmentfunctionssuchasmarketing,productionpersonnel,etc.

 Improve Profitability:Profitability of the concern purely depends on the

effectivenessandproperutilizationoffundsbythebusinessconcern.Financial

managementhelpstoimprovetheprofitabilitypositionoftheconcernwiththe

helpofstrongfinancialcontroldevicessuchasbudgetarycontrol,ratioanalysis

andcostvolumeprofitanalysis.

 IncreasetheValueoftheFirm:Financialmanagementisveryimportantinthe

fieldofincreasingthewealthoftheinvestorsandthebusinessconcern.Ultimate

aim ofanybusiness concern willachieve the maximum profitand higher

profitabilityleadstomaximizethewealthoftheinvestorsaswellasthenation.

 PromotingSavings:Savingsarepossibleonlywhenthebusinessconcernearns

higherprofitabilityandmaximizingwealth.Effectivefinancialmanagementhelps

topromotingandmobilizingindividualandcorporatesavings.

Nowadaysfinancialmanagementisalsopopularlyknownasbusinessfinanceor

corporatefinances.Thebusinessconcernorcorporatesectorscannotfunctionwithout

theimportanceofthefinancialmanagement.

FinancialPlanning

Smoothandsuccessfulrunningofacompanyrequiressteadysupplyofits

financialrequirements.Thelongterm andshortterm requirementsoffinancearetobe

metintime.Financialmanagementlooksintothefutureandarrangesforprovisionof

adequatefinanceintime.

Objectivesoffinancialplanning



FinancialPlanninghasgotmanyobjectivestolookforwardto:

1.Determiningcapitalrequirements- Thiswilldependuponfactorslikecostofcurrent

andfixedassets,promotionalexpensesandlong-rangeplanning.Capitalrequirements

havetobelookedwithbothaspects:short-term andlong-term requirements.

2.Determiningcapitalstructure- Thecapitalstructureisthecompositionofcapital,i.e.,

therelativekindandproportionofcapitalrequiredinthebusiness

3.Framingfinancialpolicies withregardstocashcontrol,lending,borrowings,etc.

4.A finance manager ensuresthatthe scarce financialresourcesare maximally

utilizedinthebestpossiblemanner atleastcostinordertogetmaximum returnson

investment.

UNIT-II

TimeValueofMoney

Understandingthetimevalueofmoneyiscrucialtoeffectivefinancialmanagement.

Infact,anyonewhoisinvolvedwithmoneyshouldhavesomecomprehensionofthe

timevalueofmoney.Considerthefollowing:

 Abankerwhomakesloansandotherinvestments

 Afinancialofficerwhosejobincludestheconsiderationofvariousalternative

sourcesoffundsintermsoftheircost

 Acompanymanagerwhomustchooseamongvariousalternativeinvestment

projects

 Asecuritiesanalystwhoevaluatesthesecuritiesthatafirm sellstoinvestors

 Anindividualwhoisconfrontedwithahostofdailyfinancialproblemsranging

from personalcreditaccountmanagementtodecidinghow tofinanceanew

homepurchase



 Eachoftheseindividualsmakesfrequentuseofthetimevalueofmoney.Many

peoplefearthataworkingknowledgeofthetimevalueofmoneyconceptmight

betoodifficulttomaster.However,theavailabilityofinteresttables,financial

calculators,andspreadsheetprogramssuchasExcelmakesthesubjectreadily

accessible.

Althoughanunderstandingofthetimevalueofmoneyisusefulinandofitself,it

isalsoanecessarypreludetothefollowingtopics:

 Valuationofsecuritiesandotherassets

 Capitalbudgeting(theanalysisofinvestmentprojects)

 Thecostofcapital

 Workingcapital(short-term assetandliability)management

 Leaseanalysis

Presentvaluecalculations

Onecommontime-valueproblem dealswithexpectingaspecifiedsum ofmoney

atapointinthefuture.Becausemoneyearnedinthefutureisworthlessthanmoney

earnednow,youhavetoapplyadiscounttothefuturepaymentinordertogetits

equivalentpresentvalue.Often,thediscountrateusedisequaltotheprevailingrisk-free

rateforassetslikeTreasurysecuritieswithoutdefaultrisk.Thefurtherintothefuture

thepaymentis,thegreaterthediscount.

Themathbehindapresentvaluecalculationisabitcomplicatedbutcanbedone

withabasiccalculator.Tocomeupwithpresentvalue,take1andaddittothediscount

rateused.Thenraisethatnumbertothepowerofthenumberofyearsinthefuturethat

you'llreceivethepayment.Savetheresultingfigure,andthendividethefuturepayment

amountbythatfigure.Thefinalresultwillbethepresentvalue.

Forinstance,sayyouknow thatyou'llreceive$110.25intwoyearsanddecide

thatadiscountrateof5%isappropriate.Inthatcase,1plus5%equals1.05,and1.05

raisedtothesecondpoweris1.1025.Divide$110.25by1.1025,andyouget$100,



whichisthepresentvalue.

TechniquesofTimeValueofMoney

Futurevaluecalculationsworkintheoppositemanner.You'llfollow thesame

stepsasyoudidforpresentvalue,adding1tothediscountrateandthenraisingthat

numbertothepowerofthenumberofyearsinthefuturethatyou'remeasuringthe

futurevalue.Butthen,you'llneedtomultiplytheresultbythevalueofthecurrent

payment.Thefinalresultisthefuturevalue.

Forinstance,ifyouwanttoknowthefuturevalueof$100intwoyearsassuming

arateof5%,then1+5%is1.05,1.05raisedtothesecondpoweris1.1025,and$100

multipliedby1.1025is$110.25.Asyoucansee,thismatchesupwiththepresentvalue

calculationabove.

Recurringvaluetechniques

Thetwomethodsdiscussedaboveworkwellforone-timepayments,butother

methodsarebetterforrecurringpayments.Youcanalwaysjustcalculatepresentor

futurevalueforeachpaymentseparately,buttherearesometimesshortcutsavailable

forcommonsituations.

Forinstance,sayyouhaveanassetthatpaysaperpetualstream ofincome.You

can'tcalculateeachpaymentseparately,buttheequationforitspresentvalueturnsout

tobequitesimple:taketheamountofeachregularpaymentanddivideitbythe

discountrate.Soifyoureceive$100eachyearanduseadiscountrateof5%,thenits

presentvalueis$100/5%=$2,000.

ValuationofSecurities

Securityvaluationisimportanttodecideontheportfolioofaninvestor.All

investmentdecisionsaretobemadeonascientificanalysisoftherightpriceofashare.

Hence,anunderstandingofthevaluationofsecuritiesisessential.Investorsshouldbuy

underpricedsharesandselloverpricedshares.Sharepricingisthusanimportant

aspectoftrading.Conceptually,fourtypesofvaluationmodelsarediscernible.



Theyare

(i). Bookvalue,

(ii)Liquidatingvalue,

(iii)Intrinsicvalue,

(iv)Replacementvalueascomparedtomarketprice.

i)BookValue:

Bookvalueofasecurityisanaccountingconcept.Thebookvalueofanequity

shareisequaltothenetworthofthefirm dividedbythenumberofequityshares,where

thenetworthisequaltoequitycapitalplusfreereserves.Themarketvaluemay

fluctuatearoundthebookvaluebutmaybehigherifthefutureprospectsaregood.

(ii)LiquidatingValue(BreakdownValue):

Iftheassetsarevaluedattheirbreakdownvalueinthemarketandtakenetfixed

assetspluscurrentassetsminuscurrentliabilitiesasifthecompanyisliquida¬ted,then

dividethisbythenumberofshares,theresultantvalueistheliquidatingvaluepershare.

Thisisalsoanaccountingconcept.

(iii)IntrinsicValue:

Marketvalueofasecurityisthepriceatwhichthesecurityistradedinthe

marketanditisgenerallyhoveringarounditsintrinsicvalue.Therearedifferentschools

ofthoughtregardingtherelationshipofintrinsicvaluetothemarketprice.Marketprices

arethosewhichruleinthemarket,resultingfrom thedemandandsupplyforces.

Intrinsicpriceisthetruevalueoftheshare,whichdependsonitsearningcapacityand

itstrueworth.Accordingtothefundamentalistapproachtosecurityvaluation,thevalue

ofthesecuritymustbeequaltothediscountedvalueofthefutureincomestream.The

investorbuysthesecuritieswhenthemarketpriceisbelowthisvalue.

Thus,forfundamentalists,earningsanddividendsaretheessentialingredientsin

determiningthemarketvalueofasecurity.Thediscountrateusedinsuchpresentvalue



calculationsisknownastherequiredrateorreturn.Usingthisdiscountrateallfuture

earningsarediscountedbacktothepresenttodeterminetheintrinsicvalue.

Accordingtothetechnicalschool,thepriceofasecurityisdeterminedbythe

marketdemandandsupplyandithasverylittletodowithintrinsicvalues.Theprice

movements follow certain trends forvarying periods oftime.Changes in trend

representtheshiftsindemandandsupplywhicharepredictable.Thepresenttrendsare

theoffshootofthepastandhistoryrepeatsitselfaccordingtothisschool.

Accordingtoefficientmarkethypothesis,inafairlylargesecuritymarketwhere

competitiveconditionsprevail,marketpricesaregoodproxiesforintrinsicvalues.The

securitypricesaredeterminedafterabsorbingalltheinformationavail¬abletomarket

participants.Ashareisthusgenerallyworthwhateveritissellingforinthemarket.

Generally,fundamentalschoolisthebasisforsecurityvaluation and many

modelsareinuse,basedonthesetenets.

(iv)ReplacementValue:

Whenthecompanyisliquidatedanditsassetsaretobereplacedbynewones,

theirpricesbeinghigher,thereplacementvalueofasharewillbedifferentfrom the

Breakdownvalue.Someanalyststakethisreplacementvaluetocomparewiththe

marketprice.

FactorsInfluencingSecurityValuation

Securitypricedependsonahostoffactorslikeearningspershare,prospectsof

expansion,futureearningspotential,possibleissueofbonusorrightsshares,etc.Some

demandforaparticularstockmaygivepleasureofpowerasashareholderorprestige

andcontrolonmanagement.Satisfactionandpleasureinthenon-monetarysense

cannotbeconsideredinanypracticalandquantifiablesense.Manypsychologi¬caland

emotionalfactorsinfluencethedemandforashare.

Inmoneyterms,thereturntoasecurityonwhichitsvaluedependsconsistsoftwo

components:



(i)Regulardividendsorinterest,and

(ii)Capitalgainsorlossesintheform ofchangesinthecapitalvalueoftheasset.

Iftheriskishigh,returnshouldalsobehigh.Riskherereferstouncertaintyofreceiptof

principalandinterestordividendandvariabilityofthisreturn.

UNIT-III

CostofCapital

Thecostofcapitalofafirm istheminimum rateofreturnexpectedbyits

investors.Itistheweightedaveragecostofvarioussourcesoffinanceusedbyafirm.

Thecapitalusedbyafirm maybeintheform ofdebt,preferencecapital,retained

earningsandequityshares.Theconceptofcostofcapitalisveryimportantinthe

financialmanagement.Adecisiontoinvestinaparticularprojectdependsuponthe

costofcapitalofthefirm orthecutoffratewhichistheminimum rateofreturn

expectedbytheinvestors.

Definition

JamesC.VanHornedefinescostofcapitalas,”acut-offratefortheallocationof

capitaltoinvestmentsofprojects.Itistherateofreturnonaprojectthatwillleave

unchangedthemarketpriceofthestock.

AccordingtoSolomonEzra,“Costofcapitalistheminimum requiredrateof

earningorthecut-offrateofcapitalexpenditures”.

ComputationofWeightedAverageCostofCapital

Weightedaveragecostofcapitalistheaveragecostofthecostsofvarious

sourcesofFinancing.Weightedaveragecostofcapitalisalsoknownascomposite

costofcapital,overallcostofcapitaloraveragecostofcapital.Oncethespecificcost

ofindividualsourcesoffinanceisdetermined,wecancomputetheweightedaverage

costofcapitalbyputtingweightstothespecificcostsofcapitalinproportionofthe



varioussourcesoffundstothetotal.Theweightsmaybegiveneitherbyusingthebook

valueofthesourceormarketvalueofthesource.Themarketvalueweightssufferfrom

thefollowinglimitations:Itisverydifficulttodeterminethemarketvaluesbecauseof

frequentfluctuations.Withtheuseofmarketvalueweights,equitycapitalgetsgreater

importance.

MeasurementofCostofCapital

Theterm costofcapitalisanoverallcost.Thisisthecombinationcostofthe

specificcostassociatedwithspecificsourceoffinancing.Thecomputationofcost

capitaltherefore,involvestwosteps:Thecomputationofthedifferentelementsofthe

costinterm ofthecostofthedifferentsourceoffinance.Thecalculationoftheoverall

costbycombiningthespecificcostintoacompositecost.

From theviewpointofcapitalbudgetingdecisionsthelong-term sourcesoffund

arerelevantastheconstitutethemajorsourceoffinancingoffixedcost.Incalculating

thecostofcapital,therefore,thefocusistobeonthelong-term funds.Inotherwords

thespecificcosthastobecalculatedfor:1)Longterm debt2)PreferenceShares3)

EquityShares4)Retainedearnings

CostofPreferenceCapital

A fixedrateofdividendispayableonpreferenceshares.Thoughdividendis

payableatthediscretionoftheBoardofdirectorsandthereisnolegalbindingtopay

dividend,yetitdoes notmean thatpreference capitalis costfree.The costof

preferencecapitalisafunctionofdividendexpectedbyitsinvestors,i.e.,itsstated

dividend.Incasedividendsharenotpaidtopreferenceshareholders,itwillaffectthe

fund raising capacityofthe firm.Hence,dividends are usuallypaid regularlyof

preferencesharesexpectwhentherearenoprofitstopaydividends.

CostofEquityShareCapital

Thecostofequityisthemaximum rateofreturnthatthecompanymustearnof

equityfinancedportionofitsinvestmentsinordertoleaveunchangedthemarketprice

ofitsstock‟.Thecostofequitycapitalisafunctionoftheexpectedreturnbyits



investors.Thecostofequityisnottheout-of-pocketcostofusingequitycapitalasthe

equityshareholdersarenotpaiddividendatafixedrateeveryyear.Moreover,payment

ofdividendisnotalegalbinding.Itmayormaynotbepaid.Butisdoesnotmeanthat

equitysharecapitalisacostfreecapital.Shareholdersinvestmoneyinequityshares

ontheexpectationofgettingdividendandthecompanymustearnthisminimum rate

sothatthemarketpriceofthesharesremainsunchanged.Wheneveracompanywants

toraiseadditionalfundsbytheissueofnew equityshares,theexpectationsofthe

shareholdershavetoevaluate.

LEVERAGE

MeaningofLeverage

The word ‘leverage’,borrowed from physics,is frequentlyused in financial

management.Theobjectofapplicationofwhichismadeto gainhigherfinancial

benefitscomparedtothefixedchargespayable,asithappensinphysicsi.e.,gaining

largerbenefitsbyusinglesseramountofforce.

DefinitionofLeverage

AccordingtoJ.C.VanHorne“Leverageistheemploymentofanassetorfunds

forwhichthefirm paysafixedcostoffixedreturn.”

TypesofLeverage

Leveragearethreetypes:

(i)Operatingleverage

(ii)Financialleverageand

(iii)Combinedleverage

1.OperatingLeverage:

Operating leverage refers to the use of fixed operating costs such as

depreciation,insuranceofassets,repairsandmaintenance,propertytaxesetc.inthe



operationsofafirm.Butitdoesnotincludeinterestondebtcapital.Higherthe

proportionoffixedoperatingcostascomparedtovariablecost,higheristheoperating

leverage,andviceversa.

Operatingleveragemaybedefinedasthe“firm’sabilitytousefixedoperating

costtomagnifyeffectsofchangesinsalesonitsearningsbeforeinterestandtaxes.”

Inpractice,afirm willhavethreetypesofcostviz:

(i)Variablecostthattendstovaryindirectproportiontothechangeinthe

volumeofactivity,

(ii)Fixedcostswhichtendtoremainfixedirrespectiveofvariationsinthevolume

ofactivitywithinarelevantrangeandduringadefinedperiodoftime,

(iii)Semi-variableorSemi-fixedcostswhicharepartlyfixedandpartlyvariable.

Theycanbesegregatedintovariableandfixedelementsandincludedintherespective

groupofcosts.

Operating leverageoccurswhen afirm incursfixed costswhich areto be

recoveredoutofsalesrevenueirrespectiveofthevolumeofbusinessinaperiod.Ina

firm havingfixedcostsinthetotalcoststructure,agivenchangeinsaleswillresultina

disproportionatechangeintheoperatingprofitorEBITofthefirm.

Ifthereisnofixedcostinthetotalcoststructure,thenthefirm willnothavean

operatingleverage.Inthatcase,theoperatingprofitorEBITvariesindirectproportion

tothechangesinsalesvolume.

Operatingleverageisassociatedwithoperatingriskorbusinessrisk.Thehigher

thefixedoperatingcosts,thehigherthefirm’soperatingleverageanditsoperatingrisk.

Operatingriskisthedegreeofuncertaintythatthefirm hasfacedinmeetingitsfixed

operatingcostwherethereisvariabilityofEBIT.

Itariseswhenthereisvolatilityinearningsofafirm duetochangesindemand,

supply,economicenvironment,businessconditionsetc.Thelargerthemagnitudeof

operatingleverage,thelargeristhevolumeofsalesrequiredtocoverallfixedcosts.



FinancialLeverage

Financialleverage is primarilyconcerned with the financialactivities which

involveraisingoffundsfrom thesourcesforwhichafirm hastobearfixedcharges

suchasinterestexpenses,loanfeesetc.Thesesourcesincludelong-term debt(i.e.,

debentures,bondsetc.)andpreferencesharecapital.

Longterm debtcapitalcarriesacontractualfixedrateofinterestanditspayment

isobligatoryirrespectiveofthefactwhetherthefirm earnsaprofitornot.

Asdebtprovidershavepriorclaim onincomeandassetsofafirm overequity

shareholders,theirrateofinterestisgenerallylowerthantheexpectedreturninequity

shareholders.Further,interestondebtcapitalisataxdeductibleexpense.

Thesetwofactsleadtothemagnificationoftherateofreturnonequityshare

capitalandhenceearningspershare.Thus,theeffectofchangesinoperatingprofitsor

EBITontheearningspershareisshownbythefinancialleverage.

AccordingtoGitmanfinancialleverageis“theabilityofafirm tousefixed

financialchargestomagnifytheeffectsofchangesinEBITonfirm’searningsper

share”.Inotherwords,financialleverageinvolvestheuseoffundsobtainedatafixed

costinthehopeofincreasingthereturntotheequityshareholders.

Favourableorpositivefinancialleverageoccurswhenafirm earnsmoreonthe

assets/investmentpurchased with the funds,than the fixed costoftheiruse.

Unfavorableornegativeleverageoccurswhenthefirm doesnotearnasmuchasthe

fundscost.

Thusshareholdersgainwherethefirm earnsahigherrateofreturnandpaysa

lowerrateofreturntothesupplieroflong-term funds.Thedifferencebetweenthe

earningsfrom theassetsandthefixedcostontheuseoffundsgoestotheequity

shareholders.Financialleverageisalso,therefore,calledas‘tradingonequity’.

Financialleverageisassociatedwithfinancialrisk.Financialriskreferstoriskof

thefirm notbeingabletocoveritsfixedfinancialcostsduetovariationinEBIT.Withthe



increasein financialcharges,thefirm isalso required to raisethelevelofEBIT

necessarytomeetfinancialcharges.Ifthefirm cannotcoverthesefinancialpayments

itcanbetechnicallyforcedintoliquidation.

CombinedLeverage

Operatingleverageshowstheoperatingriskandismeasuredbythepercentage

changeinEBITduetopercentagechangeinsales.Thefinancialleverageshowsthe

financialriskandismeasuredbythepercentagechangeinEPSduetopercentage

changeinEBIT.

Bothoperatingandfinancialleveragesarecloselyconcernedwithascertaining

thefirm’sabilitytocoverfixedcostsorfixedrateofinterestobligation,ifwecombine

them,theresultistotalleverageandtheriskassociatedwithcombinedleverageis

known astotalrisk.Itmeasuresthe effectofa percentage change in saleson

percentagechangeinEPS.

UNIT-IV

CapitalStructure

Capitalstructurereferstothekindsofsecuritiesandtheproportionateamounts

thatmakeupcapitalization.Itisthemixofdifferentsourcesoflong-term sourcessuch

asequityshares,preferenceshares,debentures,long-term loansandretainedearnings.

Theterm capitalstructurereferstotherelationshipbetweenthevariouslong-term

sourcesfinancingsuchasequitycapital,preferencesharecapitalanddebtcapital.

Deciding the suitable capitalstructure is the importantdecision ofthe financial

managementbecauseitiscloselyrelatedtothevalueofthefirm.Capitalstructureis

thepermanentfinancingofthecompanyrepresentedprimarilybylong-term debtand

equity.

DefinitionofCapitalStructure

AccordingtothedefinitionofGerestenbeg,“CapitalStructureofacompany



referstothecompositionormakeupofitscapitalizationanditincludesalllong-term

capitalresources”.AccordingtothedefinitionofJamesC.VanHorne,“Themixofa

firm’s permanentlong-term financing represented by debt,preferred stock,and

common stock equity”.According to the definition of Persona Chandra,“The

compositionofafirm’sfinancingconsistsofequity,preference,anddebt.

FinancialStructure

Theterm financialstructureisdifferentfrom thecapitalstructure.Financial

structureshowsthepatterntotalfinancing.Itmeasurestheextenttowhichtotalfunds

areavailabletofinancethetotalassetsofthebusiness.FinancialStructure=Total

liabilities

Optimum CapitalStructure

Optimum capitalstructureisthecapitalstructureatwhichtheweightedaverage

costofcapitalisminimum andtherebythevalueofthefirm ismaximum.Optimum

capitalstructuremaybedefinedasthecapitalstructureorcombinationofdebtand

equitythatleadstothemaximum valueofthefirm.

FactorsDeterminingCapitalStructure

Thefollowingfactorsareconsideredwhiledecidingthecapitalstructureofthe

firm.LeverageItisthebasicandimportantfactor,whichaffectthecapitalstructure.It

usesthefixedcostfinancingsuchasdebt,equityandpreferencesharecapital.Itis

closelyrelatedtotheoverallcostofcapital.CostofCapitalCostofcapitalconstitutes

themajorpartfordecidingthecapitalstructureofafirm.Normallylong-term finance

suchasequityanddebtconsistoffixedcostwhilemobilization.Whenthecostof

capitalincreases,valueofthefirm willalsodecrease.Hencethefirm musttakecareful

stepstoreducethecostofcapital.

(a)Nature ofthe business:Use offixed interest/dividend bearing finance

dependsuponthenatureofthebusiness.Ifthebusinessconsistsoflongperiodof

operation,itwillapplyforequitythandebt,anditwillreducethecostofcapital.



(b)Sizeofthecompany:Italsoaffectsthecapitalstructureofafirm.Ifthefirm

belongstolargescale,itcanmanagethefinancialrequirementswiththehelpofinternal

sources.Butifitissmallsize,theywillgoforexternalfinance.Itconsistsofhighcost

ofcapital.(

c)Legalrequirements:Legalrequirementsarealsooneoftheconsiderations

whiledividingthecapitalstructureofafirm.Forexample,bankingcompaniesare

restrictedtoraisefundsfrom somesources.

(d)Requirementofinvestors:Inordertocollectfundsfrom differenttypeof

investors,itwillbe appropriate forthe companies to issue differentsources of

securities.GovernmentpolicyPromotercontributionisfixedbythecompanyAct.It

restrictstomobilizelarge,longterm fundsfrom externalsources.Hencethecompany

mustconsidergovernmentpolicyregardingthecapitalstructure.

CapitalStructureTheories

Capitalstructureisthemajorpartofthefirm’sfinancialdecisionwhichaffects

thevalueofthefirm anditleadstochangeEBITandmarketvalueoftheshares.There

isarelationshipamongthecapitalstructure,costofcapitalandvalueofthefirm.The

aim ofeffectivecapitalstructureistomaximizethevalueofthefirm andtoreducethe

costofcapital.

There are two majortheories explaining the relationship between capital

structure,costofcapitalandvalueofthefirm.

TraditionalApproachItisthemixofNetIncomeapproachandNetOperating

Incomeapproach.Hence,itisalsocalledasintermediateapproach.Accordingtothe

traditionalapproach,mixofdebtandequitycapitalcanincreasethevalueofthefirm by

reducingoverallcostofcapitaluptocertainlevelofdebt.Traditionalapproachstates

thattheKodecreasesonlywithintheresponsiblelimitoffinancialleverageandwhen

reachingtheminimum level,itstartsincreasingwithfinancialleverage.

Assumptions:Capitalstructuretheoriesarebasedoncertainassumptiontoanalysis

inasingleandconvenientmanner:



•Thereareonlytwosourcesoffundsusedbyafirm;debtandshares.

•Thefirm pays100%ofitsearningasdividend.

•Thetotalassetsaregivenanddonotchange.

•Thetotalfinanceremainsconstant.

•Theoperatingprofits(EBIT)arenotexpectedtogrow.

•Thebusinessriskremainsconstant.

•Thefirm hasaperpetuallife.

•Theinvestorsbehaverationally

NetIncome(NI)Approach:

NetincomeapproachsuggestedbytheDurand.Accordingtothisapproach,the

capitalstructuredecisionisrelevanttothevaluationofthefirm.Inotherwords,a

changeinthecapitalstructureleadstoacorrespondingchangeintheoverallcostof

capitalaswellasthetotalvalueofthefirm.Accordingtothisapproach,usemoredebt

financetoreducetheoverallcostofcapitalandincreasethevalueoffirm.Netincome

approachisbasedonthefollowingthreeimportantassumptions:1.Thereareno

corporatetaxes.2.Thecostdebtislessthanthecostofequity.3.Theuseofdebtdoes

notchangetheriskperceptionoftheinvestor.

NetOperatingIncome(NOI)Approach:

Anothermoderntheoryofcapitalstructure,suggestedbyDurand.Thisisjustthe

oppositetotheNetIncomeapproach.Accordingtothisapproach,CapitalStructure

decisionisirrelevanttothevaluationofthefirm.Themarketvalueofthefirm isnotat

allaffectedbythecapitalstructurechanges.Accordingtothisapproach,thechangein

capitalstructurewillnotleadtoanychangeinthetotalvalueofthefirm andmarket

priceofsharesaswellastheoverallcostofcapital.56FinancialManagementNI

approachisbasedonthefollowingimportantassumptions;Theoverallcostofcapital

remainsconstant;Therearenocorporatetaxes;Themarketcapitalizesthevalueofthe



firm asawhole;

ModiglianiandMillerApproach:

ModiglianiandMillerapproachstatesthatthefinancingdecisionofafirm does

notaffectthemarketvalueofafirm inaperfectcapitalmarket.InotherwordsMM

approachmaintainsthattheaveragecostofcapitaldoesnotchangewithchangeinthe

debtweighted equitymixorcapitalstructures ofthe firm.Modiglianiand Miller

approachisbasedonthefollowingimportantassumptions:•Thereisaperfectcapital

market.•Therearenoretainedearnings.•Therearenocorporatetaxes.•Theinvestors

actrationally.•Thedividendpayoutratiois100%.•Thebusinessconsistsofthesame

levelofbusinessrisk.

MeaningofDividend

Dividendreferstothebusinessconcernsnetprofitsdistributedamongthe

shareholders.Itmayalsobetermedasthepartoftheprofitofabusinessconcern,

whichisdistributedamongitsshareholders.AccordingtotheInstituteofChartered

AccountantofIndia,dividendisdefinedas“adistributiontoshareholdersoutofprofits

orreservesavailableforthispurpose”.

TypesofDividend/Form ofDividend

(a)Cashdividend

Acashdividendisausualmethodofpayingdividends.Paymentofdividendis

cashresultsinthereductionoutflow offundsandreducesthenetworthofthe

company.Theshareholdersgetanopportunitytoinvestthecashinanymanner,they

desire.Hence,theordinaryshareholdersprefertoreceivedividendsincash.Incaseof

companieshavingcashdividends,thefirm musthaveadequateliquidresources,so

thatitsliquiditypositionisnotadverselyaffectedonaccountofcashdividend.

(b)Scrip(or)Bonddividend

Ascripdividendpromisestopaytheshareholdersatafuturespecificdate.In

caseacompanydoesnothavesufficientfundstopaydividendsincash,itmayissue



notesorbondsforamountsduetotheshareholders.Theobjectiveofscripdividendsis

topostponetheimmediatepaymentofcash.Ascripdividendbearsinterestandis

acceptedascollateralsecurity.

(c)PropertyDividend

Propertydividendsarepaidintheform ofsomeassetsotherthancash.They

aredistributedunderexceptionalcircumstancesandarenotpopularinIndia.

(d)StockDividend

Stocksdividendmeanstheissueandthebonussharestotheexistingshare

holders.Ifacompanydoesnothaveliquidresources,itisbettertodeclarestock

dividends.Stockdividendamountstocapitalizationofearningsanddistributionof

profitsamongtheexistingshareholderswithoutaffectingthecashpositionofthefirm.

BonusShare

Acompanycanpaybonustoitsshareholderseitherincashorintheform of

shares.Manyatimesacompanyneednotinapositiontopaybonusincash,inspiteof

sufficientprofits,becauseofunsatisfactorycashpositionorbecauseofitsadverse

effectsontheworkingcapitalofthecompany.

FactorsDeterminingDividendPolicy

1.ProfitablePositionoftheFirm

Dividenddecisiondependsontheprofitablepositionofthebusinessconcern.

Whenthefirm earnsmoreprofit,theycandistributemoredividendstotheshareholders.

2.UncertaintyofFuture

IncomeFutureincomeisaveryimportantfactor,whichaffectsthedividend

policy.Whentheshareholderneedsregularincome,thefirm shouldmaintainregular

dividendpolicy.

3.Contractualconstraints



Often,thefirm’sabilityto paycash dividendsisconstrained byrestrictive

provisionsinaloanagreement.Generally,theseconstraintsprohibitthepaymentof

cashdividendsuntilacertainlevelofearningshavebeenachieved,ortheymaylimit

dividendstoacertainamountorapercentageofearnings.Constraintsondividends

helptoprotectcreditorsfrom lossesduetothefirm’sinsolvency.Theviolationofa

contractualconstraintisgenerallygroundsforademandofimmediatepaymentbythe

fundssupplier.

4.Internalconstraints

Thefirm’sabilitytopaycashdividendsisgenerallyconstrainedbytheamountof

excesscashavailableratherthanthelevelofretainedearningsagainstwhichtocharge

them.Althoughitispossibleforafirm toborrow fundstopaydividends,lendersare

generallyreluctanttomakesuchloansbecausetheyproducenotangibleoroperating

benefitsthatwillhelpthefirm repaytheloan.Althoughthefirm mayhavehighearnings,

itsabilitytopaydividendsmaybeconstrainedbyalowlevelofliquidassets.(Cashand

marketablesecurities)Wewilltakethepreviousexampletoexplainthispoint.Inour

example,thefirm canpayRs.1,40,000individends.Supposethatthefirm hastotal

liquidassetsofRs.50,000(Rs.20,000cash+marketablesecuritiesworthRs.30,000)

andRs.35,000ofthisisneededforoperations,themaximum cashdividendthefirm

canpayis15,000(Rs.50,000–Rs.35,000)

5.Growthprospects

Thefirm’sfinancialrequirementsaredirectlyrelatedtotheanticipateddegreeof

assetexpansion.Ifthefirm isinagrowthstage,itmayneedallitsfundstofinance

capitalexpenditures.Firmsexhibitinglittleornogrowthmayneverneedreplaceor

renew assets.Agrowthfirm islikelytohavetodependheavilyoninternalfinancing

throughretainedearningsinsteadofdistributingcurrentincomeasdividends.

6.Ownerconsiderations

Inestablishingadividendpolicy,thefirm’sprimaryconcernnormallywouldbeto

maximizeshareholder’swealth.Onesuchconsiderationisthentaxstatusofafirm’s



owners.Supposethatifafirm hasalargepercentageofwealthyshareholderswhoare

inahightaxbracket,itmaydecidetopayoutalowerpercentageofitsearningstoallow

theownerstodelaythepaymentsoftaxesuntiltheysellthestock.Ofcourse,whenthe

equityshareissold,theproceedsareinexcessoftheoriginalpurchaseprice,the

capitalgainwillbetaxed,possibleatamorefavorableratethantheoneappliedto

ordinaryincome.Lower-incomeshareholders,howeverwhoneeddividendincomewill

preferahigherpayoutofearnings.Asofnow,thedividendincomeisnottaxedinthe

handsoftheshareholdersinIndia.Instead,forpayingoutsuchdividendstoitsshare

holders,thecompanybearsthedividenddistributiontax.

7.MarketConsiderations

Therisk-returnconceptalsoappliestothefirm’sdividendpolicy.Afirm where

thedividendsfluctuatefrom periodtoperiodwillbeviewedasrisky,andinvestorswill

requireahighrateofreturn,whichwillincreasethefirm’scostofcapital.So,thefirm’s

dividendpolicyalsodependsonthemarket’sprobableresponsetocertaintypesof

policies.Shareholdersarebelievedtovalueafixedorincreasinglevelofdividendsas

opposedtoafluctuatingpatternofdividends.

8.LegalConstraints

TheCompaniesAct1956hasputseveralrestrictionsregardingpaymentsand

declaration ofdividends.Similarly,Income TaxAct,1961 also lays down certain

restrictionsonpaymentofdividends.

9.LiquidityPosition

Liquiditypositionofthefirmsleadstoeasypaymentsofdividend.Ifthefirms

havehighliquidity,thefirmscanprovidecashdividendotherwise,theyhavetopay

stockdividend.

10.SourcesofFinance

Ifthefirm hasfinancesources,itwillbeeasytomobilizelargefinance.Thefirm

shallnotgoforretainedearnings.



11.GrowthRateoftheFirm

Highgrowthrateimpliesthatthefirm candistributemoredividendsto its

shareholders.

12.TaxPolicy

Taxpolicyofthegovernmentalsoaffectsthedividendpolicyofthefirm.When

thegovernmentgivestaxincentives,thecompanypaysmoredividends.

TypesofDividendPolicy

Dividendpolicydependsuponthenatureofthefirm,typeofshareholderand

profitableposition.Onthebasisofthedividenddeclarationbythefirm,thedividend

policymaybeclassifiedunderthefollowingtypes:

•Regulardividendpolicy

•Stabledividendpolicy

•Irregulardividendpolicy

•Nodividendpolicy.

RegularDividendPolicy

Dividendpayableattheusualrateiscalledasregulardividendpolicy.Thistype

ofpolicyissuitabletothesmallinvestors,retiredpersonsandothers.StableDividend

PolicyStabledividendpolicymeanspaymentofcertainminimum amountofdividend

regularly.

Thisdividendpolicyconsistsofthefollowingthreeimportantforms:Constant

dividendpershareConstantpayoutratioStablerupeedividendplusextradividend.

IrregularDividendPolicy

Whenthecompaniesarefacingconstraintsofearningsandunsuccessful

businessoperation,theymayfollowirregulardividendpolicy.Itisoneofthetemporary



arrangementstomeetthefinancialproblems.Thesetypesarehavingadequateprofit.

Forothersnodividendisdistributed.

NoDividendPolicy

Sometimesthecompanymayfollownodividendpolicybecauseofits

unfavorableworkingcapitalpositionoftheamountrequiredforfuturegrowthofthe

concerns.

UNIT-V

Definition

InthewordsofShubin,“Workingcapitalistheamountoffundsnecessaryto

coverthecostofoperatingtheenterprise”.

AccordingtoGenestenberg,“Circulatingcapitalmeanscurrentassetsofa

companythatarechangedintheordinarycourseofbusinessfrom oneform toanother,

asforexample,from cashtoinventories,inventoriestoreceivables,receivablesinto

cash”.

ConceptsofWorkingCapital

There are two concepts ofworking capital:(A)Balance SheetConcept(B)

OperatingCycleorCircularFlow Concept(A)BalanceSheetConcept:Therearetwo

interpretationsofworkingcapitalunderthebalancesheetconcept:(i)GrossWorking

Capital(ii)NetWorkingcapitalInthebroadsense,theterm workingcapitalreferstothe

grossworkingcapitalandrepresentstheamountoffundsinvestedincurrentassets.

Thus,thegrossworkingcapitalisthecapitalinvestedintotalcurrentassetsofthe

enterprise;currentassetsarethoseassetswhichintheordinarycourseofbusinesscan

beconvertedintocashwithinashortperiodofnormallyoneaccountingyear.

Inanarrowsense,theterm workingcapitalreferstothenewworkingcapital.Net

workingcapitalistheexcessofcurrentassetsovercurrentliabilitiesorsay:

NetWorkingCapital=CurrentAssets–CurrentLiabilities.NetWorkingCapital



maybepositiveornegative.Whenthecurrentassetsexceedthecurrentliabilitiesthe

workingcapitalispositiveandthenegativeworkingcapitalresultswhenthecurrent

liabilitiesaremorethanthecurrentassets.Currentliabilitiesarethoseliabilitieswhich

areintendedtobepaidintheordinarycourseofbusinesswithinashortperiodof

normallyoneaccountingyearoutofthecurrentassetsortheincomeofthebusiness.

OperatingCycleorCircularFlow ConceptAsdiscussedearlier,workingcapital

referstothatpartoffirm’scapitalwhichisrequiredforfinancingshort-term orcurrent

assetssuch ascash,marketablesecurities,debtorsand inventories.Funds,thus,

investedincurrentassetssuchascash,marketablesecurities,debtorsandinventories.

Funds,thus,investedagaininexchangeforothercurrentassets.

Thegrossoperatingcycleofafirm isequaltothelengthoftheinventoriesand

receivablesconversionperiods.

GrossOperatingCycle=RMCP+WIPCP+RCP

Thus,Where,RMCP=RawMaterialConversionPeriodWIPCP=Work-in-Process

Conversion Period FGCP = Finished GoodsConversion Period RCP = Receivables

ConversionPeriod.

CharacteristicsofWorkingCapital

1.Short–term Requirements

Working capitalisutilized to purchasecurrentassetswhich can beeasily

convertedintocashinshortperiodoftime.Thelengthofproductionprocessdecides

thedurationofworkingcapital;itisthetimeperiodbetweensaleandcashreceipts.

2.CircularMovement

Workingcapitaliscontinuouslytransformedintocashbutitagainturnsinto

workingcapital.Thisprocessisoncontinuousbasis.Whencashisutilizedtopurchase

currentassetsandwiththehelpofcurrentassetsgoodsareproducedandsoldthen

thereforeworkingcapitalisalsotermedascirculatingcapital.



3.Permanence

Workingcapitalisashort-term capitalbutinordertocontinuetheproduction

processitisalwaysrequiredbythefirm.Henceworkingcapitalisalsotermedas

permanenceorregularworkingcapital.

4.Instability

Thoughworkingcapitalisrequiredpermanentlyinafirm buttheamountof

working capitalrequired frequentlychangeswith the changesin production level,

changesinpurchase,salepolicy,pricelevelanddemandlevel.Theamountofworking

capitalthatchangesduetochangesinotherfactorsiscalledvariableworkingcapital.

5.Liquidity

Workingcapitalcanbeeasilyconvertedintocash,henceitismoreliquid.Firms

whichmaintainadequateamountorworkingcapitalfindseasytoconvertitintocashin

timewhencashisrequired.

6.LessRisky

Workingcapitalistheinvestmentincurrentassetswhichisforashortperiodof

time.Henceitinvolveslessrisk.Workingcapitaldoesnotinvolveanyriskrelatedto

technologicalchanges.Itinvolvesaverylessamountofphysicalriskonly.

7.SpecialAccountingSystem notRequired

Asworkingcapitalisforshort-term usuallyforoneyear.Hence,thereisnoneed

toadoptspecialaccountingsystem forit.

Forecast/EstimateofWorkingCapitalRequirements

“Workingcapitalisthelife-bloodandcontrollingnervecentreofabusiness”.No

businesscanbesuccessfullyrunwithoutanadequateamountofworkingcapital.To

avoid the shortage ofworking capitalatonce,an estimate ofworking capital

requirementsshouldbemadeinadvancesothatarrangementscanbemadetoprocure

adequateworkingcapital.MethodsofEstimatingWorkingCapitalRequirementsThe



followingmethodareusuallyfollowedinforecastingworkingcapitalrequirementsofa

firm 1.PercentageofSalesMethod2.RegressionAnalysisMethod3.CashForecasting

Method4.OperatingCycleMethod5.ProjectedBalanceSheetMethod.

WorkingCapitalPolicy

Working capitalpolicycan also beknown asworking capitalmanagement.

Workingcapitalmanagementreferstoastrategywhichmainlyfocusonmaintaining

adequatelevelofcurrentassetsandcurrentliabilitiesinafirm,sothatappropriatelevel

ofworkingcapitalcanbemaintained.

Theratiohelpstoexaminethefollowingalternativeworkingcapitalpolicies:

1.ConservativePolicies

Assumingaconstantleveloffixedassets,ahighercurrentassetstofixedassets

ratio,referstoconservativepolicies.Itindicatesthefirm’ssoundliquiditypositionand

lowerrisktomeetitscurrentobligationsandinvestments.Thispolicyisalsotermedas

flexiblepolicy.Italsoindicatesthatthecurrentassetsareefficientlyutilizedatevery

levelsoroutput.ConservativePolicyIndicates(i)Soundliquidity(ii)Lowerrisk(iii)

Currentassetsareefficientlyutilizedinproduction(iv)Nobottlenecksinproduction,

becauseofthemainetenanceofhugestock(v)Promptpaymentofaccountspayable,

becauseofhugeliquidcashinhand.

2.ModeratePolicies

Moderatepolicyisotherwisetermedasaveragecurrentassetspolicy.Thisratio

occursbetweenhigherandlowerratioofcurrentassetstofixedassetsratio.Inother

words,thecurrentassetspolicyofmostfirmsmayfallbetweentheconservative

policiesandaggressivepolicies.Thisindicatesmoderateriskandaverageliquidity

positionofafirm.ModeratePolicyIndicates:(i)Moderaterisk(ii)Averageliquidity

position(iii)Currentassetsareusedinproduction(iv)Maintenanceofstockofraw

materials,work-in-progressandfinishedgoodsareatanaveragelevel.3.Agressive

Policies:Lowerlevelofcurrentassetstofixedassetsratiorepresentsaggressivepolicy.

Thisaggressivepolicyindicateshigherriskandpoorliquiditypositionofafirm.Italso



indicatesthatthecurrentassetsareinefficientlyutilizedatalllevelsofoutput.This

policyisalsotermedasrestrictivepolicy.AggressivePolicyIndicates(i)Poorliquidity

position(ii)Higherrisk(iii)Currentassetsareutilizedatlowestinalllevelsofoutput(iv)

Maintenanceofsmallstocklevels(v)Decliningsizeofsalesbecauseofrarecredit

salesfacilities(vi)Stoppageandbottlenecksinproduction,duetolackofstock(vii)

Sloweraccountspayablepayments,becauseoflowcashbalanceinhand.


