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Preface

Financial Management: Simplified is a comprehensive book explaining concepts, theories, problems and
solutions of Financial Management in a lucid and informative manner. It has been developed exclusively for the
students of CA Intermediate Course, Group — Il Paper - 6 and other professional examinations like CS, CMA, MBA,
etc.

The text continues to stress a balanced approach to Financial Management by including the coverage of ratios,
short-term and long-term investment decisions, management of cash, management of receivables and payable
and several sources of finance.

The following special features of this book will aid the students in there exam preparation:

+ Besides comprehensive coverage of the syllabus of ‘Financial Management’ as prescribed by the Institute
of Chartered Accountants of India, it provides extra inputs to students to give them a cutting edge in
examinations.

« Complex concepts have been described in an easy-to-understand manner with simple presentation through
annotations, author’s notes, examples, things toremember boxes, explanations, 500 plus solved problems.

« Special care has been taken to maintain an appropriate balance between theoretical concepts and solved
practical questions.

« By exclusively discussing problem solving techniques, the book effectively addresses the queries pertaining
to problem solving often raised by students.

« Each chapter begins with ‘Learning Objectives and Chapter Analysis Chart’ to help students know, at a
glance, what they would learn in the chapter and where their focus is required most.

« ‘Finance Snapshot’ recapitulate the concept for revision purposes.

Acknowledgements

First of all | would like to thank my ‘Teachers’ for providing me such an opportunity to share my knowledge and
experience with the students. | am grateful to my esteemed colleagues, friends and students who have contributed
to this book by advising me and by giving constructive feedback.

This book would not have taken its present shape without the continuous supportand encouragement from the
editorial and production team of Carvinowledge Press and it has been a real pleasure working in coordination with
their extremely professional set up. | have immensely benefitted from referring to several books and publications. |
extend my heartfelt gratitude to my parents and family members for their support and patience during the writing
of this book.

| hope this book serves the purpose of its readers. Their valuable suggestions and constructive feedback
will be greatly acknowledged. Please feel free to e-mail your feedback, problems or suggestion to us on
analyzer.ca@gmail.com.

Let’s Simplify FM

= Prof. Om Trivedi

It is not the strongest of the species that survives, nor the most intelligent that survives.
It is the one that is the most adaptable to change.
- Charles Darwin



isual Walk-through

Learning Objective

i i iacti ONE
Each chapter opens with a set of learning objectives, CHABTER

summarizing what readers should learn from each SCOPE AND OBJECTIVES OF
chapter. FINANCIAL MANAGEMENT

LEARNING OBJECTIVES

After studying this chapter, you should be able to

Define financial management.

Know its objectives, importance scope and how it has evolved over a period of time.
Focus on the issues relating profit maximization vis-a-vis wealth maximization.

Chapter Outline

Outline the role of chief financial officer in light of growing needs of a modern organization.

Understand the relationship of financial management with accounting and other related fields.
Discuss Financial distress and insolvency.
Discuss agency cost, its problem and mitigation.

‘Chapter Outline’ through graphical presentation
indicates the recent trends of the questions (theoretical
and practical) being asked in the examinations.

! Syllabus Mapping

* Introduction + Objectives of Financial Management
 What s Finance? +  Role of Chief Finance Officer (CFO)
*Meaning of Financial management + Emerging Issues/Priorities Affecting the Future
Financial Management * Basic Aspects of Financial Management Role of Chief Financial Officer (CFO)
CA Intermediate GROUP - I, PAPER - 8A (New Course) « Scope of Financial Management + Relationship of Financial Management with other
Si.No. Chapter n the Book. * Significance of Financial Management Disciplines
1. [ Financial Management and Financial Analyss| Chapter 1:Scope and * Evolution of Financial Management © s e
(0 Itroduction to Financial Management Function Objectivesof Financisl + Agency Problem and Agency Cost
(a) Objective and scope of financial management Management
(&) Roleand purpose. e o . y
e e e Chapter 2:Time Value of Faith is believing in sometfiing one does not Rnow till one comes to Know what one believes
unctions of finance executives inan organization Money .
(e)_Financial distress and insolvency. in as true.
B et o St ~ Swami Dayanand Saraswati

(b) Sources of financialdata for analysis
(@) Calculation and Interpretation of ratios:
 Analysing liquidity
 Analysing leverage
 Analysing solvency

¥ Analysing efficiency/actity
 Analysing profiablty
() Limitations ofratio analyss
2 [Finandng Desions
0 Sources of Finance

@

Chapter 3:Time Types of
inancing

.t
debtand equity finance, Method of raising long term finance:
(b) Different Sources of shortterm Finance

(@) Internalfund as a source offinance

(@) Intemnational sources of finance

e @

capital, Grants etc

_ The book covers the latest syllabi of ‘Financial Management’
e — for CA — Intermediate (Group-Il Paper-6) as issued by ICAI.

©
(i) Cost of Capital Chapter 5: Cost of Capital
) Significance of costof capital
(6] Factors of costof capital
(©) Measurement of costs of individual components of capital

Syllabi Coverage

(d) Weighted average costof capital (WACC)
(e) Marginal costof capital
f)_Effective Interest rate

() Capital Structure Decisions. Chapter 6: Capital
() Significance of captal structure. Structure Decisions
(6] Determinants of capital structure.
(@) Capital structure planning and designing
(d)_Designing of optimur

Theory

Introduction
It is a compilation of frequently asked theoretical questions. @ Financial Statement Analysis involves the examination of both the relationship among
B . . . ) financial statement numbers and the trends in those numbers over time. From an
It also prowdes solution to all questions to assist students in investor's standpoint,predicting the future is what financial statementanalysis s all abou,
i ial statement analysis *
learning how to crack the questions in the examination hall. e o e poces o

while from s financial analysis is useful both to help
anticipate future conditions and, more important, as a starting point for planning actions
identifying financial strengths
and weaknesses of the firm

that will improve the firm's future performance.

by properly establishing Purposes
’ relationship between the items ) . [
of the balance sheet and the (i) Use past performance of a company to predict how it will do in the future.
M a rg I n N O te S / profit and loss account. (ii) Evaluate the performance of a company with an eye towards identifying problem
areas.

The marginalia, or margin notes, along with the text recreate The Need for Financial Statement Analysis

some Of the student_teacher |nteract|on that takes place |n el ‘The preparation of the financial statement is just the starting point of the process. After the
- ) ) statements are prepared, they are analyzed. Analysis of the summary information in the

the C|assr00m and pI’OVIde materlal that is Comp|ementa ry to financial statements usually doesn’t provide detailed answers to management’s questions,

the matter contained in the text. e

1 d, and th ing system captures the results of these decisions

but it does identify areas in which further data should be gathered. Decisions are then
so that a new set of financial statements can be prepared. The process then repeats itself.




Visual Walk-through

Example 2:

A person lends ¥ 10,000 to a corporation by purchasing a bond from the corporation. Simple interest is computed
quarterly at the rate of 3 per cent per quarter, and a cheque for the interest is mailed each quarter to all bondholders.
The bonds expire at the end of 5 years and the final cheque includes the original principal plus interest earned during
the last quarter. Compute the interest earned each quarter and the total interest which will be earned over the 5-year
life of the bonds.

Solution:

In this problem, principal = ¥ 10,000, interest = 3 per cent per quarter and the period of loan is 5 years. Since the time
period for interest is a quarter of a year, we must consider 5 years as 20 quarters. And since we are interested in the
amount of interest earned over one quarter, the period is 1 quarter. Therefore, quarterly interest equals ¥ 10,000 x 0.03
x1=%300

Examples

Each chapter includes examples illustrating the
concepts you need to know and the techniques you
need to learn.

Things to Remember

Things to Remember

With shareholder’s wealth maximized, shareholders can adjust their cash flows in such a way as to optimise their
consumption. From the shareholders’ point of view, the wealth created by a company through its actions is reflected

These points in boxes introduce you to the topics

to remember, revise, follow and ground the
chapter concepts in real life terms. These points
have been drawn keeping CA Intermediate
questions, being asked in the examinations in
mind.

in the market value of the company’s shares.
A Shareholder’s wealth is shown by:
Shareholder’s Wealth= Number of shares owned x Current share price
Higher the share price, greater will be the shareholder’s wealth.
Example:
There is great demand for the shares of LML Ltd. This is evident from the market price of LML shares. This also

reflects the shareholders’ perception about the quality of LML's financial decisions. It becomes clear to everyone that
LML is performing well. The market price of its shares indicates the firm’s performance. Clearly, LML follows the
wealth maximization principle implying that its fundamental objective is to maximize it.

Author’s Note

Redemption of preference share: For redemption of preference share the company may transfer a balance equal
to face value of preference share from reserves to CRR or it has to issue new share or both transfer to CRR and issue
of new share.

When we are given debtors (gross) and provision for doubtful debts and finally the net debtors. There is additional
information about bad debts written off against provision. Then all these things will be ignored. We will consider net
debtors under changes of working capital.

Similarly, if there is stock and provision for obsolete stock, we take net stock figure under charges in working

Sometimes it is not possible for the students to
understand the complexity of the concepts and
problems in the examination hall. The author
has tried to explain those complexities through
‘Author’s Note’ Boxes.

capital.
Problems and Solutions
. Problem 1: (i) Find out operating leverage from the following data:
Problems and Solutions | @ ...
Fixed Costs 712,000 (i)
. . . (ii) Find out the financial leverage from the following data:
Concepts, algorithms and procedures for solving numerical problems e o
e Equis :
have been given in each chapter. Solutions have specially been designed FN e

keeping the CA Intermediate examinations in mind. It reflects author’s Solution

e (i) Calculation of Operating Leverage = Contribution/Operating Profit

unique and different style of solving Financial Management problems. \ Pariators [Amount
Sales 50,000
Less: Variable cost (60% of sales) (30,000)

=

FM in a Nutshell

Sometimes it is not possible for the students to
understand the complexity of the concepts and
problems in the examination hall. The author has
tried to explain those complexities through 'In a
Nutshell’ Boxes.

Leverage Techniques
1. Operating Leverage

o Itis the relationship between the sales and EBIT.

o Itreflects the business risks associated with an organization.

o Higher will be the OL, Higher will be the operating risk and Vice-Versa.
2. Financial Leverage

o Itis the relationship between the EBIT and EPS.

o It reflects the financial risks associated with an organization.

=l

Appendix |
Glossary and Tables

Glossary

A complete glossary of financial management concepts has been
provided in the book for quick recap of the important topics
discussed throughout.

Accounting Proft: A firmis net income as reported on its  effectively. firmis managingits assets

income statement

firm. : P
Actual Realized Rate of Return, ks: The rate of return on 2 are set equal to their mostlikely (or base-case) values.




Financial Management
CA Intermediate Group - I, Paper - 6A (New Course)

SIl. No ICAI’s Syllabus (New Course) Chapter in the Book
1. Financial Management and Financial Analysis Chapter 1: Scope and
(i) Introduction to Financial Management Function Objectives of Financial

Objective and scope of financial management. Profit Maximisation, Wealth Management
Maximisation and Value Creation. Role of Financial Manager and Financial
Controller. Financial management environment. Functions of finance
executives in an organization. Financial distress and insolvency.

(ii) Financial Analysis through Ratios: Chapter 6: Financial
Users of the financial analysis. Sources of financial data for analysis. Calculation [AGEWAEELTEHLETTTLTEE
and Interpretation of ratios. Limitations of ratio analysis. Ratio Analysis
2. 2. Financing Decisions and Cost of Capital: Chapter 2: Types of
(i) Sources of Finance: Financing

Different Sources of Finance, Characteristics of different types of long-term
debt and equity finance, Method of raising long term finance. Different
Sources of short-term Finance. Contemporary sources of funding- P2P lending,
Equity funding, Crowd funding, Start-up funding, etc. Internal fund as a source
of finance. International sources of finance. Other sources of finance- Lease
Financing, Sale and lease back, Convertible debt, Venture capital, Grants etc.

(ii) Cost of Capital: Chapter 5: Cost of Capital
Significance of cost of capital. Factors of cost of capital. Measurement of costs
of individual components of capital. Weighted average cost of capital (WACC).
Marginal cost of capital.

(iii) Capital Structure Decisions: Chapter 9: Financing
Significance of capital structure. Determinants of capital structure. Capital Decisions -Capital
structure planning and designing. Designing of optimum capital structure. Structure
Theories of Capital Structure and value of the firm-relevancy and Irrelevancy of
capital structure. Under/ Over Capitalisation. Chapter 7: Financing
EBIT- EPS Analysis, Breakeven- EBIT Analysis. Decmo‘ns e

Analysis

(iv) Leverages: Chapter 8: Financing
Types of Leverages- Operating, Financial and Combined. Analysis of leverages. [FI=dH [ Rl K= FT0 [

3. 3. Capital Investment and Dividend Decisions: Chapter 10: Investment
(i) Capital Investment Decisions: Decisions - Capital

OObjective of capital investment decisions. Methods of Investment appraisal:  [1:{1{: [¢[S{[i[: ]
e Payback period, Discounted payback period.- Accounting Rate of Return (ARR).

¢ Net Present Value (NPV) - The meaning of NPV, Strengths and limitations of
NPV method, The working capital adjustment in NPV analysis, Capital rationing,
Equivalent Annual Costs.- Internal Rate of Return (IRR)- Limitations of the IRR
method, Multiple IRRs. - Modified Internal Rate of Return (MIRR)- Definition
and explanation of MIRR, Process for calculating MIRR, Strengths of the MIRR
approach. - Profitability Index.




Syllabus Mapping

(ii) Dividend Decisions: Chapter 11: Dividend
Basics of Dividends. Cash dividend, stock dividend/ bonus share, stock-splits, Decisions
share buy-back. Determinants of dividend. Relevancy and Irrelevancy of

Dividend Policies- Traditional Approach,Walter’s model, Gordon’s model,
Modigliani and Miller (MM) Hypothesis.

4, 4. Management of Working Capital: Chapter 12: Management
The management of working capital- Liquidity and Profitability. The Working [ CUSU- R EL
capital financing decisions-Primary and Secondary Sources of Liquidity. The + Unit l: Management of
Working Capital Cycle (Operating Cycle), Effectiveness of Working Capital Working Capital
based on its operating and cash conversion cycles. Assessment of working + Unit ll: Treasury and
capital requirement. Management of Accounts Receivables (Debtors). Cash Management
Factoring and Forfaiting. Credit Management: - Credit granting.- Monitoring + Unit lll: Management of
accounts receivables.- Debt collection. Management of Accounts Payables Inventory
(Creditors). Management of Cash, Treasury management. Banking norms of + Unit IV: Management of

working capital finance. Receivables
« UnitV: Management of

Payables (Creditors)
« UnitVI: Financing of
Working Capital
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cHAPTER ONE

SCOPE AND OBJECTIVES OF
FINANCIAL MANAGEMENT

LEARNING OBJECTIVES
After studying this chapter, you should be able to

¢ Define financial management and discuss Financing decision.

¢ Know its objectives, importance scope and how it has evolved over a period of time.

¢ Focus on the issues relating profit maximization vis-a-vis wealth maximization.

¢ Outline the role of chief financial officer in light of growing needs of a modern organization.
¢ Understand the relationship of financial management with accounting and other related fields.
¢ Discuss Financial distress and insolvency.

¢ Discuss agency cost, its problem and mitigation.

Chapter Outline

¢ Introduction ¢ Objectives of Financial Management

¢ What is Finance? ¢ Role of Chief Finance Officer (CFO)

¢ Meaning of Financial management ¢ Relationship of Financial Management with other
+ Definition Disciplines

* Basic Aspects of Financial Management ¢ Financial Distress

¢ Importance of Financial Management ¢ Agency Problem and Agency Cost

Faith is believing in something one does not Know till one comes to Rnow what one believes
in as true.

— Swami Dayanand Saraswati
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1.2

Introduction
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The source of funds may
be share capital, reserves
(i.e. internal finance) and
debts. The application of
funds may be fixed assets,
investments in securities and
current assets.

FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

The present age is the age of industrialization. Large industries are being established in
every country. It is very necessary to arrange finance for building, plant and machinery,
working capital, etc. for the establishment of these industries. How much of capital will
be required, from what sources this much of finance will be collected and how will it be
invested, all this is the matter of financial management. In short:

 Financial management is all about managing the finances of a business.

« Itinvolves financial planning, financial control and financial decision-making.

o The management of a firm needs to ensure that enough funding is available at the
right time to meet the needs of the business.

» Financialmanagementensuresthatthe assets are secure and beingused efficiently.

« The key aspects of financial decision-making relate to investment, financing and
dividends.

Under the area of ‘Financial Management’, we check the source and application of funds.
The source of funds may be share capital, reserves (i.e. internal finance) and debts. The
application of funds may be fixed assets, investments in securities and current assets. The
current assets include cash/bank kept for meeting daily expenses, inventory in the form of
raw material, work-in-progress, finished goods and debtors.

The objective is to raise funds from various sources in such a way that the overall
cost will be minimum and to apply the funds in various assets in a balanced way so that
funds would be best utilized to generate sales and ultimately maximum profit.

An Entrepreneur’s Decision-Making Process

Stage 1 =——T—>>

Decide which
assets to buy.

Stage 2

Determining what
is total investment
required for buying
assets.

=3  Stage 3

Determining how
much cash he would
need to run the daily
operations. (WCM)

=3  Stage 4

Determining the
sources of the
finance it’s activities.

What is Finance?

(T
®
A

Finance can be defined as the art and science of managing money. Virtually, all
individuals and organizations earn or raise money and spend or invest money. Finance is
concerned with the process, institutions, markets and instruments involved in the transfer
of money among individuals, business and governments.

Meaning of Financial management
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Financial management is that managerial activity which is concerned with the planning
and controlling of the firm’s financial resources. It was a branch of economics till 1890,
and as a separate discipline, it is of recent origin. Still, it has no unique body of knowledge
of its own, and draws heavily on economics for its theoretical concepts even today.

In general financial management is the effective & efficient utilization of financial
resources. It means creating balance among financial planning, procurement of funds,
profit administration & sources of funds.

Financial management is concerned with acquiring, financing and managing assets to
accomplish the overall goal of a business enterprise (mainly to the shareholders’ wealth
maximization).

oY
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Definition
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Financial management

is concerned with the
efficient use of an important
economic resource, namely,
capital funds.”

SCOPE AND OBJECTIVES OF FINANCIAL MANAGEMENT 1.3

“Financial management comprises the forecasting, planning, organizing directing
coordinating and controlling of all activities relating to acquisition and application of the
financial resources of an undertaking in keeping with its financial objective.”

- Raymond Chambers
“Financial Management is concerned with the managerial decisions that result in the
acquisition and financing of short term and long term credits for the firm.”

- Phillippatus

“Financial management is concerned with the efficient use of an important economic
resource, namely, capital funds.”

- Solomon

“Financial management is an area of financial decision making harmonizing individual
motives & enterprise goals.”

- Weston & Brigham

Basic Aspects of Financial Management

(T
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A
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Exaun Focus... <o
N

Nov.-2009 | 2 Marks

e G

An overview of the basic
aspects of financial
management

Basic Aspects of Financial Management
The major task of financial management is procurement of funds and effective
utilization of funds. Procurement of funds is firstly concurred for financing of working
capital requirements of the firm and secondly for financing fixed assets.

Procurement of Funds: The basic principle for Utilization of Funds: The finance manager has
meeting the short-term financial needs of a concern to point out situations where the funds are being
is that such needs should be met from short-term [ | kept idle or where proper use of fund are not
sources, and for medium-term financial needs from being made. It is crucial to employ the funds
medium-term sources and long-term financial properly and profitably.

needs from long-term sources. Accordingly, the
method of raising funds is to be decided with
reference to the period for which funds are required.

| owner's Fund/Equity |«—— —>{ uilization of Fixed Assets |
| Debenture and Bonds |«—— ¥——{ Utilization of Working Capital |
| Lease/hire purchase |<—
| Angel Financing |<—
| Venture capital |<—
|
|

Commercial Banks |<—

Importance of Financial Management

(T
®
A

1. Taking care not to over-invest in fixed assets.

2. Balancing cash-outflow with cash-inflows.

3. Ensuring that there is a sufficient level of short-term working capital.
4.

Setting sales revenue targets that will deliver growth.

A

)

VIRTUALS



1.4 FINANCIAL MANAGEMENT: SIMPLIFIED (Let's Simplify it!)

5. Increasing gross profit by setting the correct pricing for products or services.

6. Controlling the level of general and administrative expenses by finding. more cost-efficient ways of
running the day-to-day business operations.
7. Tax planning that will minimize the taxes a business has to pay.

Financial Management

Exau Focus... e ad
\‘~i~&‘ \4

Nov. - 2017 4 Marks
May 2018 2 Marks
Nov. - 2019 3 Marks v

Maximisation of Share value

Financial Decisions

\4 \4 \4
Financing Investment Dividend
Decisions Decisions Decisions
An Overview of Financial Return |« Trade Off > Risk
Management
Scope of Financial Management
—> Determination of size and rate of growth of the enterprise .
—> Determining the composition of assets of the enterprise.

Determining the mix of enterprise’s financing i.e. level of debt to equity,
etc.

—>

SCOPE OF FINANCIAL MANAGEMENT

—>  Analysis, planning and control of financial affairs of the enterprise.

Evolution of Financial Management

Stage of Evolution of Financial Management

|
w12 { ! }

Phases of evolution of
financial management

Traditional Phase Transitional Phase Modern Phase

oY
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SCOPE AND OBJECTIVES OF FINANCIAL MANAGEMENT 1.5

S i. Traditional Phase: It has been traditionally argued that the objective of a company
Exauwm Focus... i& is to earn profit. This means that the finance manager has to make decision in a
manner that the profit is maximized. Each alternative, therefore, is to be seen as to
whether or not it gives maximum profit.

Dec. 2021 | 2 Marks

During this phase, financial management was considered necessary only during
occasional events such as takeovers, mergers, liquidation; etc.

e
I
.

Transitional Phase: During this phase, the day-to-day problems that financial
managers faced were given importance. The general problems related to funds
analysis, planning and control were given more attention in this phase.

iii. Modern Phase: The current phase is known as ‘modern phase. The scope of financial
management has greatly increased during this phase. It is important to carry out
financial analysis for a company. This analysis helps in decision making. During
this phase, many theories have been developed regarding efficient markets, capital
budgeting, option pricing, valuation models and also in several other important
fields in financial management.

Objectives of Financial Management

li".:@;\; Financial managementis concerned with procurement and use of funds. Its main aim is to
- use business funds in such a way that the firm’s value/earnings are maximized. Financial
management provides a frame work for selecting a proper course of action and deciding a
Exaum Focus... <@~ | viable commercial strategy.
\ The main objective of a business is to maximize the owner’s economic welfare. This
objective can be achieved by:

Nov. - 2002 4 Marks
Nov. - 2018 2 Marks
July 2021 2 Marks

1. Profit Maximization, and

2. Wealth Maximization.

Profit Maximization

The main aim of every economic activity is to earn maximum profits. A business being an
economic institution must earn profit to cover its costs and provide funds for growth. Profit
is also a measure of efficiency of a business enterprise. Profits serve as a protection against
risks which cannot be ensured. The accumulated profits enable a business to face risks like
fall in prices, competition from other units, adverse government policies etc. Thus, profit
maximization is considered as the main objective of business.
Profit Maximization implies that a firm either produces maximum output for a given
Profit Maximization implies | amount of input, or uses minimum input for producing a given output. The underlying
that a firm either produces . . e . . . . . X e
. - logic of profit maximization is efficiency. It is assumed that profit maximization causes
maximum output for a given ot . o o o
amount of input, or uses the efficient allocation of resources under competitive market conditions, and profit is

minimum input for producing |  considered as the most appropriate measure of a firm'’s performance.

i tput. . . o
S INENoVRY Arguments in favour of profit maximization:

o The profit maximization should be the obvious objective.

o Profitability is a barometer for measuring efficiency and economic prosperity of a
business enterprise.

e Economic and business conditions do not remain same at all times. There may be
adverse business conditions like recession, depression, severe competition etc. A
business will be able to survive under unfavorable situation, only if it has some past
earnings to rely upon. Therefore, a business should try to earn more and more when
situation is favorable.

o Profits are the main sources of finance for the growth of a business. It enables its
growth and development.

A
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1.6 FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

o Profitability is essential for fulfilling social goals also.
Arguments against profit maximization:
 The term ‘profit’ is vague and it cannot be precisely defined.
o Profitmaximization objective ignores the time value of money and does not consider
the magnitude and timing of earnings.
o It does not take into consideration the risk of the prospective earnings stream.

« The effect of dividend policy on the market price of shares is also not considered in
the objective of profit maximization.

o Profit maximization as an objective is too narrow.

Shareholder’s Wealth Maximization

The alternative to profit maximization is wealth maximization. This is also known as Value
maximization or Net Present Worth maximization. Value is represented by the market
price of the company’s equity shares.

Prices in the share market at a given point of time are the result of many factors like
general economic outlook, particularly if the companies are under consideration,
technical factors and even mass psychology. However, taken on a long-term basis, the
share market prices of a company’s shares do reflect the value, which the various parties
put on a company.

Normally, the value is a function of two factors —

1. The likely rate of earnings per share (EPS) of a company and

2. The capitalization rate

Net present value (NPV) or wealth of a course of action is the difference between the
present value of its benefits and the present value of its costs. A financial action that has
a positive NPV creates wealth for shareholders and, therefore, is desirable. A financial
action resulting in negative NPV should be rejected since it would destroy shareholders’
wealth. Between mutually exclusive projects the one with the highest NPV should be
adopted. NPVs of a firm’s projects are additive in nature.

That is:
NPV (A) + NPV (B) = NPV (A + B)

Things to Remember

With maximization of wealth, shareholders can adjust their cash flows in such a way as to optimize their consumption.
From the shareholders’ point of view, the wealth created by a company through its actions is reflected in the market
value of the company’s shares.

A Shareholder’s wealth is shown by:
Shareholder’s Wealth= Number of shares owned x Current share price

Higher the share price, greater will be the shareholder’s wealth.
Example:
There is great demand for the shares of LML Ltd. This is evident from the market price of LML shares. This also
reflects the shareholders’ perception about the quality of LML's financial decisions. It becomes clear to everyone that
LML is performing well. The market price of its shares indicates the firm’s performance. Clearly, LML follows the
wealth maximization principle implying that its fundamental objective is to maximize it.

Exoum Focus.. ——— Arguments in favour of Wealth Maximization
N, | Ithelpsto:
Nov. -6 4 Marks o Achieve a higher growth rate
Nov. - 12 4 Marks o Attain a large market share
May 2022 2 Marks ¢ Gain leadership in the n'ol:%xl(et in terms of products and technology
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Things to Remember

SCOPE AND OBJECTIVES OF FINANCIAL MANAGEMENT 1.7

o Promote employee welfare
o To increase customer satisfaction

o Improving community life, supporting education and research, solving societal
problems, etc.

Arguments against Wealth Maximization
The wealth maximization objective has also been criticized by certain financial theorists
mainly on following accounts:
o Itis a prescriptive idea. The objective is not descriptive of what the firms actually do.
« The objective of wealth maximization is not necessarily socially desirable.
 Thereis some controversy as to whether the objective is to maximize the stockholders
wealth or the wealth of the firm which includes other financial claim holders such as
debenture holders, preferred stockholders, etc.,
o The objective of wealth maximization may also face difficulties when ownership
and management are separated as is the case in most of the large corporate form of
organizations

of following reasons:

The Rationale of Wealth Maximization

There is a controversy regarding the precise objectives of financial management. Many people argue that the
finance manager should always attempt to maximise the profits of enterprise. Therefore, the main objective of
financial management is profit maximization. In other words, while considering all financing, investment and other
relevant decisions, the finance manager should examine each alternative with reference to whether or not would
maximise profits. There is another view that profit maximization can at best be a limited objective and that, in many
situations, maximization of profits may not get be conducive to long term interests of the company. This is because

(i) Maximization of profits, as an objective, ignores the risk factor. There is a direct relationship between
risk and profit. Higher the risk higher is the possibility of returns. The financial manager must, therefore,
consider the risk factor. Actually, he must attempt to optimize risk and return.

(ii) Profitmaximization, as an objective is too narrow, since it fails to-take into account the social considerations,
as also the obligations of the enterprise to various stakeholders like workers, consumers and the society
at large. Similarly, maximization of the profits, without any regard for ethical practices, can never be the
objective of the business. It is quite obvious that if a business concern ignores its social or moral obligations,
it cannot hope to survive for long.

(iii) Profit maximization in absolute terms ignores the time pattern of returns. In view of the arguments given
above, many authors argue that the finance manager should keep wealth maximization as his objective.

In other words, the finance manager should attempt to maximize the value of the enterprise to its shareholders.
“Value”, according to Van Horne, “is represented by the market price of the company’s common stock”. This price
takes into account the present and prospective future’ earnings per share, the timing and the risk of these earnings,
the dividend policy of the enterprise and many other factors. It is thus an overall reflection of the investment,
financing and dividend decisions of the enterprise. According to Van Horne, the market price of a company’s shares
represents the focal judgement of all participants in the market as to what is the value of the particular company.
The finance manager should attempt to maximize this value. In this context, it would be interesting to mention
that, whereas in the short run the prices on the share market are the result of a mixture of factors, on the long-term
basis, the share market value is a function of two basic factors:

(a) The likely rate of earnings or earnings per share of the company; and
(b) The capitalization rate

The capitalization rate reflects the likeness of the investors for the company. It shows the amount of risk that
the investors attach to its shares this in turn depends upon a large number of factors and on the various policies of
the company. It can thus, be seen that wealth maximization includes in itself the element of profit and also takes into
account a large number of other factors.
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1.8 FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

Profit Maximization Vs Wealth Maximization

Exam Focus... ”\ié Profit maximization is considered as the main objective of business while, wealth
maximization objective is a widely recognized criterion with which the performance a

Nov.-2006 | 5Marks | hyginess enterprise is evaluated.
May -2008 | 5 Marks PROFIT MAXIMIZATION WEALTH MAXIMIZATION
Nov. - 2007 6 Marks L. L. A
Objective= large amount of profits Objective=Highest market value of shares.
Nov. - 2010 4 Marks . . . . . .
Nov.-2015 | 4 Marks It does not consider risk and uncertainty It considers both risk and uncertainty.
Nov.-2017 | 4 Marks Advantages Advantages
1) Easy to calculate profits 1) Emphasizes on the long-term objectives
2) Easy to determine the link between | 2) Recognizes risk and uncertainty
financial decision and profits. 3) Recognizes the timing of returns
3) Must for survival of business, else capital is | 4) Considers shareholders’ return
lost.
4) Essential for growth and development of
business

5) Only profit-marketing firms can pursue
social obligations

Disadvantages Disadvantages

1) Emphasize on the short-term objectives | (i) Offers no clear relationship between
2) Ignores risk and uncertainty financial decisions and share price.

3) The term “profit”is vague (i) Can lead to management anxiety and
4) Ignores the timing frustration.

5) Ignores social and moral obligations of

business returns
6) Requires immediate resources

Role of Chief Finance Officer (CFO)

E‘;QC\J Broadly, the functions are divided into two parts.

e Treasury function
 Control function

Treasury function (headed by financial manager) is commonly responsible for
handling financial activities, such as financial planning and fund raising, making capital
expenditures decisions, managing cash, managing credit activities, managing the pension
fund and managing foreign exchange.

The control function (headed by Chief Accountant/Financial Controller) typically
handles the accounting activities such as corporate accounting, tax management, financial
accounting and cost accounting.

The treasurer’s focus tends to be more external, the controllers’ focus is more internal.

“Recipes tell you nothing. Learning techniques is the Rey.”
—Tom Colicchio
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Organization Chart of
Finance Function

Roles of CFO

\

Exoun Focus... <o~
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Nov. - 2007 5 Marks

May - 2010 3 Marks

Nov. - 2011 4 Marks

May. - 2014 4 Marks

Nov. - 2016 4 Marks

May. - 2018 2 Marks

Nov. - 2020 4 Marks
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SCOPE AND OBJECTIVES OF FINANCIAL MANAGEMENT 1.9

| Board of Directors |

v

| Managing Director/President |

v v v

| V.P. Production | | V.P. Finance | | V.P. Sales |

S S T S S S T

Credit Cash Banking Portfolio Corporate General | Taxes | Internal | Budgeting |
Management || Management Relation Management Accounting & Audit
Cost Accounting

Today’s CFOs are expected to play diverse and challenging roles.
Traditional CFO’s Roles:

 Steward: Preserving the assets of the organization by minimizing risk and getting the
books right, and

o Operator: Running a tight finance operation that is efficient and effective.
Modern CFO’s Roles:
Strategists: Helping to shape overall strategy and direction.

« Financial analysis and planning

o Investment decisions

« Financing and capital structure decisions

o Management of financial resources

o Risk management

Catalysts: Instilling a financial approach and mind set throughout the organization to
help other parts of the business perform better.

Relationship of Financial Management with other Disciplines

/\;';'

Financial Management and Accounting

Exoun Focus... <o~
N

Nov.-2009 | 2 Marks

The treatment of funds in
financial management is
based on cash flows. The
revenues are recognised
only when cash is actually
received (i.e. cash

inflow) and expenses

are recognised on actual
payment (i.e. cash outflow).

Financial management and accounting are closely related, still they differ in the treatment
of funds and with regards to decision making.

1. Treatment of Funds: In accounting, the measurement of funds is based on the
accrual principlei.e., revenueisrecognised at the point of sale and not when collected
and expenses are recognised when they are incurred rather than when actually paid.
The accrual-based accounting data do not reflect fully the financial conditions of the
organisation.

The treatment of funds in financial management is based on cash flows. The
revenues are recognised only when cash is actually received (i.e. cash inflow) and
expenses are recognised on actual payment (i.e. cash outflow). This is so because
the finance manager is concerned with maintaining solvency of the organisation
by providing the cash flows necessary to satisfy its obligations and acquiring and
financing the assets needed to achieve the goals of the organisation.
AN
DY
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FINANCIAL MANAGEMENT: SIMPLIFIED (Let's Simplify it!)

2. Decision-making: The purpose of accounting is to collect and present financial
data of the past, present and future operations of the organization. The financial
manager uses these data for financial decision making. Thus, in a way it can be
stated that financial management begins where accounting ends.

Financial Management and Other Functions

Manufacturing Function
o Manufacturing function necessitates a large investment. Productive use of
resources ensures a cost advantage for the firm.
¢ Optimum investment in inventories improves profit margin.

o Many parameters of the production cost having effect on production cost are possible
to control through internal management thus improving profits.

o Important production decisions like make or buy can be taken only after financial
implications have been considered.

Marketing Function

e Many aspects of marketing management have financial implications e.g., hold
inventories to provide off the shelf service to customers and thus increase sales;
extension of credit facility to customers to increase sales.

o Marketing strategies to increase sales have additional cost impact, which needs
to be weighed carefully against incremental revenue.

Personnel Function

In the global competitive scenario, business firms are moving to leaner and flat
organizations. Investments in Human Resource Development are also bound to increase.
Restructuring of remuneration structure, voluntary retirement schemes, sweat equity etc.,
has become major financial decisions in the area of human resource management.

Strategic Planning Function
Finance function is an important tool in the hands of management for strategic planning
and control on two counts:

o The decision variables when converted into monetary terms are easier to grasp.

o Finance function has strong inter-linkages with other functions. Controlling other
functions through finance route is possible.

Financial Distress

U2
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0 ‘\/\

Financial distress may

lead a firm to default on a
contract, and it may involve
financial restructuring
between the firm, its
creditors, and its equity
investors.

Financial distress is a situation where a firm’s operating cash flows are not sufficient to
satisfy current obligations (such as trade credits or interest expenses) , typically due to
high fixed costs, illiquid assets or revenues sensitive to economic downturns, and the firm
is forced to take corrective action.

The variety of events befalling firms under financial distress is almost endless, but here
are some examples:

(a) Dividend reductions (c) Losses (e) CEO resignations

(b) Plant closings (d) Layoffs (f) Plummeting stock prices
Financial distress may lead a firm to default on a contract, and it may involve financial
restructuring between the firm, its creditors, and its equity investors. Usually the firm is
forced to take actions that it would not have taken if it had sufficient cash flow.
A company under financial distress can incur costs related to the situation, such as more
expensive financing, opportunity costs of projects and less productive employees.

OTC
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SCOPE AND OBJECTIVES OF FINANCIAL MANAGEMENT 1.11

Insolvency

A business can be cash-flow Technical insolvency OR Balance Sheet insolvency occurs when an individual or a firm
insolvent but balance-sheet is unable to meet their financial obligations. Accounting insolvency happens when total
solvent if it holds market liabilities exceed total assets (negative net worth).

liquidity assets, particularly . . .

against short term debt Cash flow insolvency involves a lack of liquidity to pay debts as they fall due. Balance sheet
that it cannot immediately insolvency involves having negative net assets—where liabilities exceed assets. Insolvency
realize if called upon to is not a synonym for bankruptcy, which is a determination of insolvency made by a court
do so.

of law with resulting legal orders intended to resolve the insolvency.

Abusiness can be cash-flow insolvent but balance-sheet solvent if it holds market liquidity
assets, particularly against short term debt that it cannot immediately realize if called
upon to do so.

Conversely, a business can have negative net assets showing on its balance sheet, making
it balance-sheet insolvent, but still be cash-flow solvent if ongoing revenue is able to meet
debt obligations, and thus avoid default: for instance, if it holds long term debt. Some large
companies operate permanently in this state.

Difference between Financial Distress and Insolvency

The difference between The difference between Financial Distress and Insolvency is the difference between

Financial Distress and illness and death.

Insolvency is the difference X . . .. . o .1

between illness and death. Apermanentfinancial distress maylead an organisation to the chaotic financial insolvency
state.

Financial distress is a tight cash situation in which a business cannot pay the
owed amounts on the due date. If prolonged, this situation can force the organisation into
bankruptcy or forced liquidation.

Financial insolvency means the organization can no longer meet its financial obligations
with its lender or lenders as debts become due. Insolvency can lead to insolvency
proceedings, in which legal action will be taken against the insolvent entity, and assets
may be liquidated to pay off outstanding debts.

Agency Problem and Agency Cost

1‘;{\)5\/' In general, managers should act in the best interest of shareholders, however in reality,

. managers may try to maximize their individual goal like salary, perks etc. So, there is
a principal agent relationship between managers and owners, which is known as
Agency Problem.

Generally, Agency Costs « Agency Problem is the chances that managers may place personal goals ahead of

are of four types: the goal of owners.

(i) Monitoring

(i) Bonding Agency Problem leads to Agency Cost.

(iii) Opportunity « Agency cost is the additional cost borne by the shareholders to monitor the manager

(iv) Structuring and control their behaviour so as to maximize shareholders’ wealth.

Addressing the agency problem

« The agency problem arises if manager’s interests are not aligned to the interests of

The agency problem arises the debt lender and equity investors.

if manager’s interests are . . .
not aligned fo the inferests » The agency problem of debt lender would be addressed by imposing negative
of the debt lender and covenants i.e. the managers cannot borrow beyond a point.

equity investors. « Agency problem between the managers and shareholders can be addressed if the

interests of the managers are aligned to the interests of the share- holders.

AN
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The following efforts have been made to address these issues:

« Managerial compensation is linked to profit of the company to some extent and
also with the long term objectives of the company.

» Employee is also designed to address the issue with the underlying assumption that
maximisation of the stock price is the objective of the investors.

« Effecting monitoring can be done.

“It is what we Rnow already that often prevents us from learning.”
- Claude Bernard
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CHAPTER TWDO

TYPES OF FINANCING

LEARNING OBJECTIVES
After studying this chapter, you should be able to

*

*

*

Learn about the Different sources of finance available to a business.
Differentiate between the various long term, medium term and short term sources of finance.

Understand in detail some of the important sources of financing. This would include Venture Capital financing,
lease financing and financing of export trade by banks.

Understand the concept of Securitization.

Discuss the financing in the International Market by understanding various financial instruments prevalent in
the International Market.

Chapter Outline

* 6 6 o o

*

Introduction Debt Securitization

Financial Needs and Sources of a Business Lease Financing
Basic Principles for Funding Various Needs Short-term Sources of Finance
Sources of Finance of a Business Other Sources of Financing

Risk-Return Considerations in financing current
assets

Euro Issues by Indian Companies
Different Types of Packing Credit
Contemporary Sources of Funding
Yankee Bond

Owners Capital or Equity Capital

® 6 6 6 6 0+ o o

Preference Share Capital
Bond

Obstacles are those frightful things you see when you take your eyes off your goal.

- Henry Ford
2N
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Introduction
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FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

There are several sources of finance/funds available to any company. Among the various
sources of funds available to a company an effective mechanism is required to evaluate
risk, tenure and cost of each and every source of fund. The selection of the fund source is
dependent on the financial strategy pursued by the company, the leverage planned by the
company, the financial conditions prevalent in the economy and the risk profile of both
viz., the company as well as the industry in which the company operates. Each and every
source of funds has some merits and demerits.
Some of the parameters that need to be considered while selecting a source of fund are:

e Cost of Source of fund

o Tenure

o Leverage planned by the company

« Financial conditions prevalent in the country

e Risk profile of both the company as well as the industry

Financial Needs and Sources of a Business

u-/\c
Y

w2

Financial Needs and sources of a Business

Y Y Y

Long-Term Medium-Term Short-Term
Period: Exceeding Period: Exceeding 1 year Period: Not exceeding
5-10 years but not more than 5 years 1 year
Requirement: Investment in plant, Requirement: Medium-term Requirement: Investment
machinery, land; etc. needs, deferred revenue in current assets.
expenses; etc.

Basic Principles for Funding Various Needs

$¥

Exoumn Focus... <o~
N~

May 2016 | 4 Marks

Three principles relating to selection of marketable securities are as follows:
(i) Safety: Return and risks go hand in hand. As the objective in this investment is
ensuring liquidity, minimum risk is the criterion of selection.

(ii) Maturity: Matching of maturity and forecasted cash needs is essential. Prices of long
term securities fluctuate more with changes in interest rates and are therefore, more
risky.

(iii) Marketability: It refers to the convenience, speed and cost at which a security can be

converted into cash. If the security can be sold quickly without loss of time and price
itis highly liquid or marketable.

Stage Nature of Business Sources of Fund
Early stage High Uncertainty Equity; mainly Angel fund
High to moderate Uncertainty Equity; Venture capital; Debt
Growth Stage Moderate to Low Uncertainty Debt; Venture Capital; Private Equity
Stable stage Low Uncertainty Debt

OTC)-
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Sources of Finance of a Business

e =“inancial sources of a business can also be classified as follows by using different basis:

D'\/\

\

23

According to period

According to ownership

According to source of generation

(i)
(i)
(iii)

Long term sources
Medium term sources
Short term sources

(i)

Owners capital or equity
capital, retained earnings etc.
Borrowed capital such as
debentures, public deposits,
loans etc.

(i)

Internal sources e.g. retained
earnings and depreciation
funds etc.

External sources e.g.
debentures, loans etc.

Long-term

Medium-term

Short-term

(vii)
(viii)
(ix)

(x)

Share capital or Equity share
Preference shares

Retained earnings
Debentures/Bonds of different
types

Loans from financial
institutions

Loans from State Financial
Corporation

Loans from commercial banks
Venture capital funding
Asset securitization

International financing like
Euro-issues, foreign currency
loans

Preference shares
Debentures/Bonds

Public deposits/fixed deposits
for duration of three years

Commercial banks
Financial institutions
State financial corporations

Lease financing/Hire-Purchase
financing

External commercial
borrowings

Euro-issues
Foreign Currency bonds

Trade credit

Accrued expenses and
deferred income

Commercial banks

Fixed deposits for a period of 1
year or less

Advances received from
customers

Various short-term provisions

However for the sake of convenience, the different sources of funds can also be
classified into following categories:
(i) Security financing - financing through shares and debentures
(ii) Internal financing - financing through retained earning, depreciation
(iii) Loans financing - this includes both short-term and long-term loans
(iv) International financing

(v) Other sources

Risk-Return Considerations in financing current assets

lb-f\c
!b L\/\

The financing of current assets involves a trade off between risk and return. A firm can
choose from short or long term sources of finance. Short term financing is less expensive

Exaumn Focus... <o~
N,

Nov 2015

| 4 Marks

approach.

than long term financing but at the same time, short term financing involves greater
risk than long term financing.
Depending on the mix of short term and long term financing, the approach followed by a
company may be referred as matching approach, conservative approach and aggressive

In matching approach, long-term finance is used to finance fixed assets and permanent
current assets and short term financing to finance temporary or variable current assets.

Exaum Focus... <o~
.

Nov 2015

| 4 Marks

Under the conservative plan, the firm finances its permanent assets and also a part
of temporary current assets with long term financing and hence less risk of facing
the problem of shortage of funds.

An aggressive policy is said to be followed by the firm when it uses more short term

financing than warranted by the matching plan and finances a part of its permanent
current assets with short term WCmg
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24 FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

Owners Capital or Equity Capital

5

g Characteristics
‘ l o Source of Permanent Capital.
o Highest Risk.
o Entitled to dividend after other stakeholder’s claim satisfied.
o Inthe event of winding up last claim on assets.
o Highest cost.
o Provides security to other suppliers of long-term funds.
Advantages Disadvantages
« Permanent source of finance. - Dividends are not tax deductible.
« Increases company’s financial base. « Highest floatation cost.
- Not obliged legally to pay dividend. « Riskier for investors.
« Further issue through right issue. « New issue can reduce ownership and control.

Preference Share Capital

RS Preference Share Capital is a special kind of shares. The holders of such shares enjoy
N - . .
. - priority, both as regards to the payment of a fixed amount of dividend and repayment of

capital on winding-up of the company.

F N, | Characteristics

May - 2008 | 2 Marks o Long-term funds can be raised through public issue.
o Generally, cumulative dividend.
o Stipulated period for redemption.
o Attributes of both capital and debt.
o Conversion in equity share capital possible.

Advantages Disadvantages
« No dilution of EPS on enlarged capital base. | - Preference dividend is not tax deductible,
hence costlier than debt.
+ Payment of preference dividend is not « Preference dividends are cumulative in
necessary. nature. Although, these dividends may be
omitted, they shall need to be paid later

« No risk of takeover.
- Preference dividend is fixed and pre-decided.
- Redeemable after a specific period.

Retained Earning

Long-term funds may also be provided by accumulating the profits. Such funds belong to
the ordinary shareholders and entail almost no risk. Control of present owners is also
not diluted by retained earnings.

Debentures or Bonds
Public limited companies can raise loan by issuing debentures or bonds.

Characteristics:
Debenture: A long-term e Issued in different denominations.
bond that is not secured by o Issued on the basis of debenture trust deed which lists terms and conditions on

a mortgage on a specific

which debentures are floated.
property.

o Either secured or unsecured.
o Cost of capital raised is quite low due to tax benefit.
¢ More attractive for inve}tors.

NP
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Classifications of Debentures

TYPES OF FINANCING 2.5

Debentures
y Y y
Non convertible Fully convertible Partly convertible
Debentures Debentures Debentures

+ No conversion + Converted in equity « Both the features

shares. of convertible and
non-convertible
Advantages Disadvantages

» Lower cost
- No dilution of control.

- Payment of debenture interest and principle amount is compulsory.
« Restrictive in nature.

- Enhances the financial risk.

- Large amount of Cash-flow at the time of maturity.

Bond

5%

\ 4

Bond is fixed income security created to raise fund. Bonds can be raised through Public
Issue and through Private Placement.

Emwvfowzy&*"’
-

Jan 2021

| 2 Marks

Types of Bonds Based on call, Bonds can be categorized as:

(i) Callable bonds: A callable bond has a call option which gives the issuer the right
to redeem the bond before maturity at a predetermined price known as the call price
(Generally at a premium).

(ii) Puttable bonds: Puttable bonds give the investor a put option (i.e. the right to sell the
bond) back to the company before maturity.

Various Bonds with their salient features are as follows:

Foreign Bonds

S.No. Name of Bond Salient Features
1. Foreign Currency This bond comes at a very low rate of interest.
Convertible Bond The advantage to the issuer is that the issuer can get foreign currency
(FCCB) at a very low cost.
Therisk is that in case the bond has to be redeemed on the date of
maturity, the issuer has to make the payment and at that time the issuer
may not have the money.
2, Plain Vanilla Bond «The issuer would pay the principal amount along with the interest rate.
This type of bond would not have any options.
This bond can be issued in the form of discounted bond or can be
issued in the form of coupon bearing bond.

€2
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3. Convertible Floating A convertible FRN is issued by giving its holder an option to convert it
Rate Notes (FRN) into a longer term debt security with a specified coupon.
It protects an investor against falling interest rate.
The long- term debt security can be sold in the market and the investor
can earn profit.
Capital gain is not applicable to FRN
4, Drop Lock Bond Itis a Floating Rate Note with a normal floating rate
The floating rate bond would be automatically converted into fixed rate
bond if interest rate falls below a predetermined level.
The new fixed rate stays till the drop lock bond reaches its maturity.
The difference between the convertible floating rate note and drop lock
bond is that the former is a long option structure and the later one is a
short option structure.
5. Variable Rate Demand A normal floating rate note with a nominal maturity.
Obligations The holder of the floating rate note can sell the obligation back to the
trustee at par plus accrued interest.
It gives the investor an option to exit, so it is more liquid than the
normal FRN.
6. Yield Curve Note Itis a structured debt security.
(YCN) Yield increases when prevailing interest rate declines.
Yield decreases when prevailing interest rate increases.
This is used to hedge the interest rate.
This works like inverse floater.
7. Euro Bond Euro bonds are issued or traded in a country using a currency other
- than the one in which the bond is denominated. This means that the
Exan Focus... &3’ bond uses a certain currency, but operates outside the jurisdiction of
\ the Central Bank that issues that currency.
May -2006 | 3 Marks Eurobonds are issued by multinational corporations, for example, a
Nov. -2011 | 2 Marks British company may issue a Eurobond in Germany, denominating it in
U.S. dollars.
It is important to note that the term has nothing to do with the euro,
and the prefix “euro-"is used more generally to refer to deposit outside
the jurisdiction of the domestic central bank.

Indian Bonds

S.No. | Name of Bond Salient Features
1. Masala Bond Masala (means spice) bond is an Indian name used for Rupee
_ denominated bond that Indian corporate borrowers can sell to
Exaum Focus... if*’ investors in overseas markets.
+ These bonds are issued outside India but denominated in Indian
May - 2018 2 Marks Rupees.
N B «NTPC raised ¥ 2,000 crore via masala bonds for its capital
expenditure in the year 2016.
2. Municipal Bonds Municipal bonds are used to finance urban infrastructure are
increasingly evident in India.
«  Ahmedabad Municipal Corporation issued a first historical
Municipal Bond in Asia to raise 3100 crore from the capital
market for part financing a water supply project.

T
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TYPES OF FINANCING 2.7

3. Government or Treasury Bonds

Government or Treasury bonds are bonds issued by Government
of India, Reserve Bank of India, any state Government or any other
Government department.

Loan from Financial Institutions

Following specialized institutions provide long term loans to companies:

(i) Industrial Finance Corporation of India.
(ii) LIC of India.
(iii) National Small Industries Corporation of India.
(iv) Industrial Credit and Investment Corporation
(v) IDBL
(vi) Industrial Reconstruction Corporation of India.

Characteristics

(i) Different Rates under different schemes.
(ii) Stipulates a number of conditions regarding the management and financial policies.

Loan from Commercial Banks

Bridge Finance

Bridge finance refers
to loans taken by a
company normally
from commercial banks
for a short period
because of pending
disbursement of loans
sanctioned by financial
institutions.

\

Exaun Focus... o
N

May - 2006 3 Marks
Nov. - 2011 2 Marks
Nov. - 2016 2 Marks

Primary role of a bank is to cater short term requirements of industry. Banks also provide
long term finance in the following ways:

(i) For expansion and setting-up of new units.
(ii) For long term working capital requirements.

Bridge finance refers to loans taken by a company normally from commercial banks
for a short period because of pending disbursement of loans sanctioned by financial
institutions. Though it is a of short term nature but since it is an important step in the
facilitation of long term loan, therefore it is being discussed along with the long term
sources of funds. Normally, it takes time for financial institutions to disburse loans to
companies. However, once the loans are approved by the term lending institutions,
companies, in order not to lose further time in starting their projects, arrange short term
loans from commercial banks.

The bridge loans are repaid/ adjusted out of the term loans as and when disbursed
by the concerned institutions. Bridge loans are normally secured by hypothecating
movable assets, personal guarantees and demand promissory notes. Generally, the
rate of interest on bridge finance is higher as compared with that on term loans.

Venture capital Financing

The venture capital
financing refers to
financing of new high

risky venture promoted by
qualified entrepreneurs who
lack experience and funds
to give shape to their ideas.

The venture capital financing refers to financing of new high risky venture promoted by
qualified entrepreneurs who lack experience and funds to give shape to their ideas.

Characteristics

« Basically equity finance in new companies.

o Long term investment in growth oriented small / medium firms.

 Apart from funds other supports e.g. Sales Strategy, management expertise is also
provided.
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Common Methods of venture Capital Financing

Exoun Focus... if”
May - 2005 2 Marks
May - 2012 4 Marks
Nov - 2020 4 Marks

(i) Equity Financing
(ii) Conditional loan
(iii) Income Note
(iv) Participating Debentures
Factors to be considered by a venture capitalist before financing:
(i) Level of expertise of companies management
(ii) Level of expertise in production
(iii) Nature of new product or service
(iv) Future prospects
(v) Competition
(vi) Risk borne by entrepreneur
(vii) Exit route
(viii) Board membership.

Debt Securitization

(2
Uy

A p

Securitization is a process
in which liquid assets are
pooled into marketable
securities that can be sold to
investors.

\

Exaunm Focus... d\ié
May - 2006 3 Marks
May - 2011 4 Marks
May - 2019 4 Marks

o Securitization is a process in which liquid assets are pooled into marketable
securities that can be sold to investors.

o The processleads to the creation of financial instruments thatrepresent ownership
interest in or secured by a segregated income producing asset or pool of assets.

o These assets are generally secured by personal or real property.

) —

The originator i.e. the The SPV, with the help
primary financier or of an investment

the legal holder of banker, issues

assets sells the assets securities which are
(existing or future) to distributed to

the SPV. investors in form of
pass through or pay
through certificates.

Step 1 Step 2 Step 3 —
The SPV pays the
originator for the
assets with the
proceeds from the

sale of securities.

Step 4

SPV (Special Purpose
Vehicle) is created to
hold title to assets
underlying securities
as a repository of the
assets or claims being
securitized.

« Process of securitization is generally without recourse (investor bears the credit risk
or risk of default).

o Issuer has a right to legal recourse in the event of default.

o The risk run by investors can be further reduced through credit. Enhancement
facilities like insurance, letter of credit and guarantees.

Advantages of Debt. Securitisation

Exoun Focus... f
Nov-2016 | 4 Marks

Advantages of Debt Securitisation: Debt securitisation is a method of recycling of
funds and is especially beneficial to financial intermediaries to support lending volumes.

Benefits to the Originator

Exaunm Focus... f
Nov 2016 | 4 Marks

o Off balance sheet funding. o Converts liquid assets to liquid portfolios.

o Better balance sheet management. « Originator’s credit rating enhances.

oY
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Lease Financing

TYPES OF FINANCING 2.9

E';C;\; Leasing is a general contract between the owner and user of the asset over a specified

. period of time. The asset is purchased initially by the lessor (leasing company) and
thereafter leased to the user (lessee company) which pays a specified rent at periodical
intervals. Thus, leasing is an alternative to the purchase of an asset out of own or
borrowed funds. Moreover, lease finance can be arranged much faster as compared to
raising/getting loans from financial institutions.

Advantages

N

Exaum Focus... <o~
N

Nov. - 2018 | 4 Marks

Disadvantages

\

Exaun Focus... <o
N

May - 2019 | 2 Marks

o Shifting the risk of technological obsolescence to the owner (lessor); the leasing

company.
Easy source of finance: A lessee (user of the machine) avoids many of the restrictive
covenants that are normally included in the long-term loan agreements while
borrowing from financial institutions or commercial banks.

Enhanced liquidity: A firm having shortage of working capital or forecasting
liquidity problem may exercise the option of selling the owned asset to a lesser
(leasing company) and take it back on lease basis (the transaction is known as sale
cum lease back).

Conserving borrowing capacity through off the balance-sheet financing.
Improved performance as reflected through improved turnover of assets.
Governance and flexibility - by adjusting the term based on losses) requirements.
Maintenance and specialized services: Under a full service lease, the lessee
receives maintenance and other specialized services. Even in other types of lease, it
is generally common to have maintenance provided by the lessor, thus absolving the
lessee of the maintenance arrangement.

Lower administrative cuts as compared to other source of finance.

Risk of being deprived of the use of equipment of the lessors (owners) financial
conditionworsens, orifthe leasing companyisworried up, the lessee maybe deprived
of the use of the equipment thus disrupting normal manufacturing operations.

Alteration/change in the asset: Under the lease, the lessee is generally prohibited
from making alterations/improvements on the leased asset without the prior
approval of the lessor (the owner).

Terminal value of the asset: In case of assets (such as land and buildings), which
have high terminal value at the end of the lease term, it would be more appropriate
to own the asset than to lease it.

To make lease payments even if the asset has become obsolete: If a lessee leases
an asset that subsequently becomes obsolete, it still must make lease payments over
the remaining term of the lease. This is true even if the asset is unsalable.

Reduced Return for Equity Holders: Given that lease expenses reduce the net
income withoutany appreciationinvalue, itmeanslimited returns orreduced returns
for an equity shareholder. In such case, the objective of wealth maximization for
shareholders is not achieved.

Limited Access of Other Loans: Although lease doesn’t appear on the balance
sheet of a company, investors still consider long-term lease as debt and adjust their
valuation of a business to include leases.

A
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Given that investors treat long-term leases as debt, it might become difficult for a
business to tap capital markets and raise further loans or other forms of debt from
the market.

e Processing and Documentation: Overall, to enter into a lease agreement is a
complex process and requires thorough documentation and proper examination of
an asset being leased.

¢ No Ownership: At the end of the leasing period, the lessee doesn’t end up becoming
the owner of the asset though quite a good sum of payment is being done over the
years towards the asset. He is thus deprived of the residual value of assets. He is not
even entitled to any improvement done by him. On the expiry of the lease period, the
leased equipment reverts to the Lessor.

Type of Lease Contracts

Operating lease: A lease
under which the lessor
maintains and finances the
property; also called a

service lease.

Exaum Focus... <o~
N

Nov-2017 | 2 Marks

\

Exaun Focus... <o
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Nov. - 2011

4 Marks

Nov. - 2014

2 Marks

Operating Lease

A lease is classified as an operating lease if it does not secure for the lessor the recovery
of capital outlay plus a return on the funds invested during the lease term. Normally,
these are callable lease and are cancelable with proper notice.

The term of this type of lease is shorter than the asset’s economic life. The lessee is
obliged to make payment until the lease expiration, which approaches useful life of the
asset.

An operating lease is particularly attractive to companies that continually update or
replace equipment and want to use equipment without ownership, but also want to return
equipment at lease end and avoid technological obsolescence.

Finance Lease

In contrast to an operating lease, a financial lease is longer term in nature and non-
cancelable. In general term, a finance lease can be regarded as any leasing arrangement
that is to finance the use of equipment for the major part of its useful life. The lessee has
the right to use the equipment while the lessor retains legal title. It is also called capital
lease, at it is nothing but a loan in disguise.

Thus it can be said, a contract involving payment over an obligatory period of specified
sums sufficient in total to amortize the capital outlay of the lessor and give some profit.

Comparison between Financial Lease and Operating Lease

Finance Lease Operating Lease

1. The risk and reward incident to ownership are| 1.

passed on to the lessee. The lessor only remains the
legal owner of the asset.

. The lessee bears the risk of obsolescence.

. The lessor is interested in his rentals and not in the
asset. He must get his principal back along with
interest. Therefore, the lease is non-cancellable by
either party.

. The lessor enters into the transaction only as financier.
He does not bear the cost of repairs, maintenance or
operations.

oY
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The lessee is only provided the use of the asset for
a certain time. Risk incident to ownership belong
wholly to the lessor.

. The lessee is only provided the use of the asset for a

certain time. Risk incident to ownership belong
wholly to the lessor.

. As the lessor does not have difficulty in leasing the

same asset to other willing lessor, the lease is kept
cancelable by the lessor.

. Usually, the lessor bears cost of repairs, maintenance or

operations.
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5. The lease is usually full pay out, that is, the single | 5. The lease is usually non-payout, since the lessor

lessee repays the cost of the asset together with the

interest.

expects to lease the same asset over again to several
users.

Other Types of Leases

Exoun Focus... <o~
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(1) Sales and Lease Back: Under this type of lease, the owner of an asset sells the

asset to a party (the buyer), who in turn leases back the same asset to the owner in
consideration of a lease rentals. Under this arrangement, the asset is not physically
exchanged but it all happen in records only. The main advantage of this method is
that the lessee can satisfy himself completely regarding the quality of an asset and
after possession of the asset convert the sale into a lease agreement.

(2) Leveraged Lease: Under this lease, a third party is involved beside lessor and

lessee. The lessor borrows a part of the purchase cost (say 80%) of the asset from the
third party i.e., lender and asset so purchased is held as security against the loan.
The lender is paid off from the lease rentals directly by the lessee and the surplus
after meeting the claims of the lender goes to lessor. The lessor is entitled to claim
depreciation allowance.

(3) Sales-aid Lease: Under this lease contract, the lessor enters into a tie up with a

manufacturer for marketing the latter’s product through his own leasing operations,
it is called a sales-aid-lease. In consideration of the aid in sales, the manufacturers
may grant either credit or a commission to the lessor. Thus, the lessor earns from
both sources i.e. from lessee as well as the manufacturer.

(4) Close-ended and open-ended Leases: In the close-ended lease, the assets get

transferred to the lessor at the end lease, the risk obsolescence, residual value etc.,
remain with the lessor being the legal owner of the asset. In the open-ended lease,
the lessee has the option of purchasing the assets at the end of the lease period.

In recent years, leasing has become a popular source of financing in India. From the
lessee’s point of view, leasing has the attraction of eliminating immediate cash outflow,
and the lease rentals can be deducted for computing the total income under the Income
tax Act. As against this, buying has the advantages of depreciation allowance (including
additional depreciation) and interest on borrowed capital being tax-deductible, thus, an
evaluation of the two alternatives is to be made in order to take a decision. Practical problems
for lease financing are covered at Final level in paper of Strategic Financial Management.

Short-term Sources of Finance

(T
®
A

Commercial Paper:
Unsecured, short-term
promissory notes of

large firms, usually issued
in denominations of ¥
100,000 or more and
having an interest rate
somewhat below the prime
rate.

(i) Trade Credit - It represents credit granted by supplier of goods. The usual duration

of such credit is 15 - 90 days.

(ii) Accrued expenses and deferred income
(iii) Advances from customers
(iv) Commercial Paper

A Commercial Paper is an unsecured money market instrument issued in the form
of a promissory note. The Reserve Bank of India introduced the commercial paper
scheme in the year 1989 with a view to enabling highly rated corporate borrowers to
diversify their sources of short term borrowings and to provide an additional instrument
to investors. Subsequently, in addition to the Corporate, Primary Dealers and All India
Financial Institutions have also been allowed to issue Commercial Papers.

All eligible issuers are required to get the credit rating from Credit Rating Information
Services of India Ltd, (CRISIL), or the Investment Information and Credit Rating
Agency of India Ltd (ICRA) or the Credit Analysis and Research Ltd (CARE) or the
FITCH Ratings India Pvt Ltd or any such other credit rating agency as is specified by
the Reserve Bank of Indl%\

)
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Eligibility Criteria for Issue of Commercial Paper
The companies satisfying the following conditions are eligible to issue commercial
paper:
o The tangible net worth of the company is ¥ 5 crores or more as per audited
balance sheet of the company.

o The fund base working capital limit is not less than ¥ 5 crores.

o The company is required to obtain the necessary credit rating from the rating
agencies such as CRISIL, ICRA etc.

o The issuers should ensure that the credit rating at the time of applying to RBI
should not be more than two months old.

¢ The minimum current ratio should be 1.33:1 based on classification of current
assets and liabilities.

o Forpublicsector companiesthere are no listing requirement but for companies
other than public sector, the same should be listed on one or more stock
exchanges.

o Allissue expenses shall be borne by the company issuing commercial paper.
(v) Bank advances -

(a) Shortterm loans. (e) Advance against goods.

(b) Overdrafts. (f) Bills purchased or discounted.

(c) Clean overdrafts. (g) Advance against documents of title to goods.
(d) Cash credit. (h) Advance against supply of bills.

Seed Capital Assistance

The seed capital assistance has been designed by IDBI for professionally or technically
qualified entrepreneurs. All the projects eligible for financial assistance from IDBI, directly
or indirectly through refinance are eligible under the scheme. The project cost should not
exceed T 2 crores and the maximum assistance under the project will be restricted to 50%
of the required promoters contribution or ¥ 15 lacs whichever is lower.

The seed capital assistance is interest free but carries a security charge of one percent
per annum for the first five years and an increasing rate thereafter.

Deep Discount Bonds vs. Zero Coupon Bonds

Deep Discount Bonds (DDBs) are in the form of zero interest bonds. These bonds are sold
at a discounted value and on maturity face value is paid to the investors. In such bonds,
there is no interest payout during lock-in period.

IDBI was first to issue a Deep Discount Bonds (DDBs) in India in January 1992. The
bond of a face value of Rs.1 lakh was sold for X 2,700 with a maturity period of 25 years.

A zero coupon bond (ZCB) does not carry any interest but it is sold by the issuing
company at a discount. The difference between discounted value and maturing or face
value represents the interest to be earned by the investor on such bonds.

Secured Premium Notes (SPNs)

Secured premium notes are issued along with detachable warrants and are redeemable
after a notified period of say 4 to 7 years. This is a kind of NCD attached with warrant. It was
first introduced by TISCO, which issued the SPNs to existing shareholders on right basis.

Subsequently the SPNs will be repaid in some number of equal instalments. The warrant
attached to SPNs gives the holder the right to apply for and get allotment of equity shares
as per the conditions within the time period notified by the company.

oY
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Features of Deep Discount Bonds

Deep discount bonds are a form of zero-interest bonds. These bonds are sold at discounted
value and on maturity; face value is paid to the investors. In such bonds, there is no interest
payout during the lock- in period. The investors can sell the bonds in stock market and
realise the difference between face value and market price as capital gain.

IDBI was the first to issue deep discount bonds in India in January 1993. The bond of a
facevalue ofR 1 lakh was sold for 2700 with a maturity period of 25 years.

m Financing of Export Trade by Banks

Y

| Pre-shipment finance

Packing credit-advance extended by banks to an exporter
for the purpose of buying, manufacturing, processing
packing shipping goods to overseas buyers.
Types:

(@) Clean packing credit

(b) Packing credit against hypothecation of goods

(c) Packing credit against pledge of goods

(d) ECGC guarantee

(e) Forward exchange contract
Documents required for partnership firm

(i) Pronote signed by partner on behalf of the firm and

individually

(i) Letter of continuity

(ii) Letter of pledge or agreement of hypothecation

(iv) Letter of authority to operate the account

(v) Declaration of partnership

Exoum Focus... <o~
N

July 2021 | 4 Marks

\

Post-shipment finance

(@) Purchase/discounting of documentary export bills.
Documents to be obtained:

(i) Letter of hypothecation covering the goods; and
(i) General guarantee of directors or partners of the
firm as the case may be.

(b) ECGC Guarantee: Post-shipment finance, given to an
exporter by a bank through purchase, negotiation or
discount of an export bill against an order, qualifies for
post-shipment export credit guarantee. It is necessary,
however, that exporters should obtain a shipment or
contracts risk policy of ECGC

(c) Advance against export bills sent for collection: Finance is
provided by banks to exporters by way of advance against
export bills forwarded through them for collection, taking
into account the creditworthiness of the party, nature
of goods exported, usance, standing of drawee, etc.
appropriate margin is kept.

Documents to be obtained:

(i) Demand promissory note.

(i) Letter of continuity.

(i) Letter of hypothecation covering bills.

(iv) General Guarantee of directors or partners of the

firm (as the case may be).

(d) Advance against duty draw backs, cash subsidy etc.:
To finance export losses sustained by exporters, bank
advance against duty draw-back, cash subsidy, etc.,
receivable by them against export performance. Such
advances are of clean nature; hence necessary precaution
should be exercised.

Conditions: An advance so availed of by an exporter is required

to be liquidated within 180 days from the date of shipment of

relative goods.

Documents to be obtained:

(i) Demand promissory note.

(i) Letter of continuity.

(iii) General Guarantee of directors of partners of the firm as
the case may be.

(iv) Undertaking from the borrowers that they will deposit
the cheques/payments received from the appropriate
authorities immediately with the bank and will not utilise
such amounts in any other way.

AN
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Other Sources of Financing

1‘;{\)5\/' (i) Seed Capital Assistance: The Seed Capital Assistance scheme is designed by IDBI

. - for professionally or technically qualified entrepreneurs and/or persons possessing
relevant experience, skills and entrepreneurial traits but lack adequate financial
resources. All the projects eligible for financial assistance from IDBI, directly
or indirectly through refinance are eligible under the scheme. The Seed Capital
Assistance is interest free but carries a service charge of one per cent per annum
for the first five years and at increasing rate thereafter. However, IDBI will have the
option to charge interest at such rate as may be determined by IDBI on the loan if the
financial position and profitability of the company so permits during the currency of
the loan. The repayment schedule is fixed depending upon the repaying capacity of
the unit with an initial moratorium up-to five years.

(ii) Internal Cash Accruals: Existing profit-making companies which undertake an
expansion/ diversification programme may be permitted to invest a part of their
accumulated reserves or cash profits for creation of capital assets. In such cases,
past performance of the company permits the capital expenditure from within the
company by way of disinvestment of working/invested funds. In other words, the
surplus generated from operations, after meeting all the contractual, statutory and
working requirement of funds, is available for further capital expenditure.

(iii) Unsecured Loans: Unsecured loans are typically provided by promoters to meet the
promoters’ contribution norm. These loans are subordinate to institutional loans.
The rate of interest chargeable on these loans should be less than or equal to the
rate of interest on institutional loans and interest can be paid only after payment
of institutional dues. These loans cannot be repaid without the prior approval of
financial institutions. Unsecured loans are considered as part of the equity for the
purpose of calculating debt equity ratio.

(iv) Deferred Payment Guarantee: Many a time suppliers of machinery provide
deferred credit facility under which payment for the purchase of machinery can be
made over a period of time. The entire cost of the machinery is financed and the
company is not required to contribute any amount initially towards acquisition of
the machinery. Normally, the supplier of machinery insists that bank guarantee
should be furnished by the buyer. Such a facility does not have a moratorium period
for repayment. Hence, it is advisable only for an existing profit-making company.

(v) Capital Incentives: The backward area development incentives available often
determine the location of a new industrial unit. These incentives usually consist
of a lump sum subsidy and exemption from or deferment of sales tax and octroi
duty. The quantum of incentives is determined by the degree of backwardness of
the location. The special capital incentive in the form of a lump sum subsidy is a
quantum sanctioned by the implementing agency as a percentage of the fixed capital
investment subject to an overall ceiling. This amount forms a part of the long-term
means of finance for the project. However, it may be mentioned that the viability of
the project must not be dependent on the quantum and availability of incentives.
Institutions, while appraising the project, assess the viability of the project per se,
without considering the impact of incentives on the cash flows and profitability of the
project. Special capital incentives are sanctioned and released to the units only after
they have complied with the requirements of the relevant scheme. The requirements
may be classified into initial effective steps and final effective steps.

(vi) Deep Discount Bonds: Deep Discount Bonds is a form of zero-interest bonds.
These bonds are sold at a discounted value and on maturity, face value is paid to the

Exoun Focus... <~ investors. In such bonds, there is no interest payout during lock in period.
\ (vii) Secured Premium Notes: Secured Premium Notes is issued along with a detachable
May 2023 | 2 Marks warrant and is redeemable after a notified period of say 4 to 7 years. The conversion
=
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of detachable warrant into equity shares will have to be done within time period
notified by the company.

(viii) Zero Interest Fully Convertible Debentures: These are fully convertible debentures
which do not carry any interest. The debentures are compulsorily and automatically
converted after a specified period of time and holders thereof are entitled to new
equity shares of the company at predetermined price. From the point of view of
company, this kind of instrument is beneficial in the sense that no interest is to
be paid on it. If the share price of the company in the market is very high then the
investors tends to get equity shares of the company at the lower rate.

(ix) Zero Coupon Bonds: A Zero Coupon Bond does not carry any interest but it is sold
by the issuing company at a discount. The difference between the discounted value
and maturing or face value represents the interest to be earned by the investor on
such bonds.

(x) Option Bonds: These are cumulative and non-cumulative bonds where interest is
payable on maturity or periodically. Redemption premium is also offered to attract
investors.

(xi) Inflation Bonds: Inflation Bonds are the bonds in which interest rate is adjusted for
inflation. Thus, the investor gets interest which is free from the effects of inflation. For
example, if the interest rate is 11 per cent and the inflation is 5 per cent, the investor
will earn 16 per cent meaning thereby that the investor is protected against inflation.

(xii) Floating Rate Bonds: This as the name suggests is bond where the interest rate is
not fixed and is allowed to float depending upon the market conditions. This is an
ideal instrument which can be resorted to by the issuer to hedge themselves against
the volatility in the interest rates. This has become more popular as a money market
instrument and has been successfully issued by financial institutions like IDBI, ICICI
etc.

Euro Issues by Indian Companies

5;@5\/' (a) American Depository Deposits (ADR): These are securities offered by non-
; US companies who want to list on any of the US exchange. Each ADR represents

; a certain number of a company’s regular shares. ADRs allow US investors to buy
Exam Focus... ”\?&T shares of these companies without the costs of investing directly in a foreign stock

exchange. ADRs are issued by an approved New York bank or trust company against
the deposit of the original shares. These are deposited in custodial account in the US.
Such receipts have to be issued in accordance with the provisions stipulated by the

May - 2009 3 Marks
Nov. - 2010 2 Marks

May - 2017 | 4 Marks SEC. USA which are very stringent.
. (b) Global Depository Receipt (GDRs): These are negotiable certificate held in the
Exam Foous... f bank of one country representing a specific number of shares of a stock traded on the

exchange of another country. These financial instruments are used by companies to
raise capital in either dollars or Euros. These are mainly traded in European countries
May - 2014 | 4 Marks and particularly in London.

May - 2022 | 2 Marks (c) Indian Depository Receipts (IDRs): The concept of the depository receipt
mechanism which is used to raise fund in foreign currency has been applied in the
- Indian Capital Market through the issue of Indian Depository Receipts (IDRs). IDRs
Exam Focus... ‘if; are similar to Market through the issue of Indian Depository Receipts (IDRs) IDRs

are similar to ADRs/GDRs in the sense that foreign companies can issue IDRs to
raise funds from the Indian Capital Market in the same lines as an Indian company
uses ADRs/GDRs to raise foreign capital. The IDRs are listed and traded in India in
the same way as other Indian securities are traded.

Nov. - 2010 2 Marks

Nov.-2007 | 2 Marks
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External Commercial Borrowings (ECB)

Exanm Focus... f
May - 2008 | 3 Marks

ECBs refer to commercial loans(in the form of bank loans, buyers credit, suppliers credit,
securitized instruments (e.g. floating rate notes and fixed rate bonds) availed from non
resident lenders with minimum average maturity of 3 years. Borrowers can raise ECBs
through internationally recognized sources like (i) international banks, (ii) international
capital markets (iii) multilateral financial institutions such as the IFC, ADB etc, (iv) export
credit agencies (v) suppliers of equipment, (vi) foreign collaborators and (vii) foreign
equity holders.

External Commercial Borrowings can be accessed under two routes viz (i) Automatic
route (ii) Approval route. Under the Automatic route there is no need to take the RBI/
Government approval whereas such approval is necessary under the Approval route.
Company’s registered under the Companies Act and NGOs engaged in micro finance
activities are eligible for the Automatic Route where as Financial Institutions and Banks
dealing exclusively in infrastructure or export finance and the ones which had participated
in the textile and steel sector restructuring packages as approved by the government are
required to take the Approval Route.

Financial Instruments Dealt with in the International Market

Exaunm Focus... i&
May - 1998 3 Marks
Nov. - 2008 2 Marks
May - 2014 4 Marks

(a) Foreign Euro Bonds: In domestic capital markets of various countries the Bond
issues referred to above are known by different names such as Yankee Bonds in the
US, Swiss Frances in Switzerland, Samurai Bonds in Tokyo and Buldogs in UK.

(b) Euro Convertible Bonds: It is a Euro-Bond, a debt instrument which gives the
bondholders an option to convert them into a pre-determined number of Equity
shares of the company. Usually the price of the Equity Share at the time of conversion
will have a call option (where the issuer company has the option of calling/buying
the bonds for redemption prior to the maturity date) or a Put Option (which gives the
holder the option to put/sell his bonds to the issuer company at a pre-determined
date and price)

(c) Plain Euro Bonds: Plain Euro Bonds are nothing but debt instruments. These are
not very attractive for an investor who desires to have valuable additions to his
investment.

(d) Euro Convertible Zero Bonds: These bonds are structured as a convertible bond.
No interest is payable on the bonds. But conversion of bonds takes place on maturity
at a pre-determined price. Usually there is a five years maturity period and they are
treated as a deferred Equity issue.

(e) Euro Bonds with Equity Warrants: These bonds carry a coupon rate determined by
marketrates. The warrants are detachable. Pure bonds are traded at a discount. Fixed
Income Funds Management may like to invest for the purposes of regular income.

(f) Euro Bonds: Euro bonds are debt instruments denominated in a currency issued
outside the country of that currency. For example, a Rupee Bond floated in France, a
Yen Bond floated in Germany.

(g) Foreign Bonds: These are debt instruments denominated in a currency which is
foreign to the borrower and is sold in the country of that currency. Example A British
firm placing Dollar denominated bonds in USA.

(h) Floating Rate Notes: These are issued up to seven years maturity. Interest rates are
adjusted to reflect the prevailing exchange rates. They provide cheaper money than
foreign loans.

(i) Euro Commercial Papers: ECP’s are short- term money market instruments with a
maturity period of less than one year. They are usually designated in US Dollars.
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(j) Foreign Currency option: A Foreign Currency Option is the right to buy or sell, spot,
future or forward, a specified foreign currency. It provides a hedge against financial
and economic risks.

(k) Foreign Currency Futures: These are obligations to buy or sell a specified currency
in the present for settlement at a future date.

Ploughing Back of Profits

Long term funds may also be provided by accumulating the profits of the company and by

Examv Focus... i& ploughing them back into business.

May - 2007 | 2 Marks Such funds belong to the ordinary shareholders and increase the net worth of the
company. A public limited company must plough back a reasonable amount of its profits
each year keeping in view the legal requirements in this regard and its own expansion
plans. Such funds also entail almost no risk. Further, control of present owners is also not
diluted by retaining profits.

Nov. - 2009 1.5 Marks

Different Types of Packing Credit

E';C;\; Packing credit may be of the following types:
. (i) Clean Packing credit: This is an advance made available to an exporter only on
production of a firm export order or a letter of credit without exercising any charge or
. control over raw material or finished goods. It is a clean type of export advance. Each
Exam Focus... o proposal is weighted according to particular requirements of the trade and credit
\ worthiness of the exporter. A suitable margin has to be maintained. Also, Export
Dec. - 2021 | 2 Marks Credit Guarantee Corporation (ECGC) cover should be obtained by the bank.

(ii) Packing credit against hypothecation of goods: Export finance is made available
on certain terms and conditions where the exporter has pledgeable interest and the
goods are hypothecated to the bank as security with stipulated margin. At the time
of utilising the advance, the exporter is required to submit alongwith the firm export
order or letter of credit, relative stock statements and thereafter continue submitting
them every fortnight and whenever there is any movement in stocks.

(iii) Packing credit against pledge of goods: Export finance is made available on certain
terms and conditions where the exportable finished goods are pledged to the banks
with approved clearing agents who will ship the same from time to time as required
by the exporter. The possession of the goods so pledged lies with the bank and is kept
under its lock and key.

(iv) E.C.G.C. guarantee: Any loan given to an exporter for the manufacture, processing,
purchasing, or packing of goods meant for export against a firm order qualifies for
the packing credit guarantee issued by Export Credit Guarantee Corporation.

(v) Forward exchange contract: Another requirement of packing credit facility is that
if the export bill is to be drawn in a foreign currency, the exporter should enter into a
forward exchange contact with the bank, thereby avoiding risk involved in a possible
change in the rate of exchange.

(Note: Students may answer any four of the above packing credits).

Contemporary Sources of Funding

5;@5\/' (i) Crowd funding: In simple terms, crowdfunding means raising money for an
\ individual or organisation from a group of people to fund a project, typically via
internet (social media and crowdfunding websites). It generally involves collecting
funds from family, friends, strangers, corporates and many more in exchange of
equity (known as Equity funding), loans (known as P2P lending) or nothing at all

A

)

VIRTUALS



218 FINANCIAL MANAGEMENT: SIMPLIFIED (Let's Simplify it!)

(i.e. donation). This source of funding also helps start-up to substantiate demand
for their product before entering into production. In the crowdfunding process,
three parties are involved i.e. fund raiser, mediator and fund investor. The platforms
(mediator) may also charge certain fees in the form of processing fee, transaction
fee, etc. either as a fixed amount or a percentage or in combination of both.

(ii) Equity funding: Equity crowdfunding is a mechanism where investor invests
money in an organisation and receive securities of that organisation in return.
Every investor would be entitled to a stake in the organisation depending on their
investment. The digital nature of crowdfunding targets large number of investors
with small contributions. This type of funding is mostly adopted by startups. Some of
the platforms offering equity crowdfunding are Start Engine, Equity Net, Seed Invest,
etc.

(iii) Peer-to-Peer (P2P)lending: Itis that category of crowdfunding where lenders match
with the borrowers in order to provide unsecured loans through online platform. The
fund raised are paid back by the borrowers with interest, though this kind of lending
involves certain risk of defaults (just as the banks bear in the case of conventional
method of lending). Anyone interested in investing money under P2P lending can
visit the P2P lending platforms and choose amongst borrowers considering risk
& returns. Some of the platforms offering P2P lending are i2i Funding, Lendbox,
Faircent, Rupee Circle, etc.

(iv) Start-up funding: A start-up company being newly formed needs fund before
starting any project. However, as a start-up, it is difficult to manage loans from bank,
leaving crowdfunding as one of the sources of finance. Through crowdfunding, a
start-up company can raise money from large group of people. The crowdfunding
may be in the form of equity funding, P2P lending or both.

(v) Donation-based Crowdfunding: Itis a source of finance where large group of people
donate money as a charity for some cause with no expectation of any ownéasldg Bernard
or debt. Some of the platforms that are used for donation based crowdfunding
are GoFundMe (used for donations against medical needs, education, etc.), Ketto
(used for donation against medical needs), Fuel A Dream (used for donation against
charity projects, new ideas), etc.

Yankee Bond

E';C;\;  Yankee Bonds are denominated in dollars.

» These bonds are issued by non-US banks and non-US corporations in USA.
o They are registered in Securities and Exchange Commission (SEC).
 Yankee Bonds are issued in tranches.

o Time taken can be up to 14 weeks.

« Interest rate applied is Dollar LIBOR (London Interbank Offered Rate).

“The illiterate of the 21st century will not be those who cannot read and write, but those who can-
not learn, unlearn, and relearn.”

— Alvin Toffler
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cHAPTER THREE

TIME VALUE OF MONEY

[_EARNING OBJECTIVES

After studying this chapter, you should be able to

*

L 4

Understand the concept of time value of money.

Understand the relationship between the present and future value of money and how interest rate is used
to adjust the value of cash flows in-order to arrive at present (discounting) or future (compounding) values.

Understand how to calculate the present or future value of an annuity.

Know how to use interest factor table’s in order to calculate the present or future values.

Chapter Outline

* & o o *

*

Introduction
Annuities

Future Value of Annuity (Regular or Ordinary
Annuity)

Future Value of Annuity (Due)

Present Value of Annuity (Regular or Ordinary
Annuity)

Future and Present Value of Uneven Cash Flows
Loan Amortization
Finding Interest or Growth Rates

Relevance of Time Value of Money in Financial
Decisions

Single-payment loan repayment
Present value calculation Without
Time value and discount rates

® 6 6 6 6 6 o o o o

* & o o

Cash flow investment decision

Future value of an annuity

Present value of an annuity

Calculating the number of periods
Perpetuities

Value of a mixed stream

Value of mixed streams

Funding budget shortfalls

Changing compounding frequency
Compounding frequency, time value, and effective
annual rates

Continuous compounding

Rate of return

Rate of return and investment choice Clare
Rate of return: Annuity

Your work is to discover your work and then with all your heart to give yourself to it.

- Gauthama Buddha
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Introduction
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.

Time value of money means
that worth of a rupee
received today is different
from the worth of a rupee
to be received in future.

FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

The first basic principle of finance is that a rupee today is worth more than a rupee
tomorrow, because the rupee today can be invested to start earning interest immediately.
Financial managers refer to this as the time value of money. Time Value of Money (TVM)
is an individual’s preference for possession of a given amount of money now, rather than
the same amount at some future time.
Time value of money means that worth of a rupee received today is different from the
worth of a rupee to be received in future. The preference of money now as compared to
future money is known as time preference for money.
A rupee today is more valuable than rupee after a year due to several reasons:

e Risk: There is uncertainty about the receipt of money in future.

e Preference for present consumption: Most of the persons and companies in
general, prefer current consumption over future consumption.
¢ Inflation: In an inflationary period a rupee today represents a greater real purchasing
power than a rupee a year hence.
¢ Investment opportunities: Most of the persons and companies have a preference
for present money because of availabilities of opportunities of investment for earning
additional cash flow.
Many financial problems involve cash flow accruing at different points of time for
evaluating such cash flow an explicit consideration of time value of money is required.

Example 1: If you are offered the choice between having ¥ 10,000 today and having ¥ 10,000 at a future date, you
will usually prefer to have ¥ 10,000 now. Similarly, if the choice is between paying ¥ 10,000 now or paying
the same ¥ 10,000 at a future date, you will usually prefer to pay % 10,000 later. It is simple common sense. In
the first case by accepting ¥ 10,000 early, you can simply put the money in the bank and earn some interest.
Similarly in the second case by deferring the payment, you can earn interest by keeping the money in the bank.

Simple Interest

Sl = PO (i) (n)

FVn = PO+ SI = PO + PO(i) (n)

It may be defined as Interest that is calculated as a simple percentage of the original principal
amount.

Formula to calculate the simple interest:
SI=PO (i) (n)
Where,
SI = simple interest in rupees
PO = original principal
i = interest rate per time period (in decimals)
n = number of time periods

If we add principal to the interest, we will get the total Future Value (FV). (Future vale is
also known as Terminal Value (TV)). For any simple interest rate, the future value of an account
at the end of n period is:-

FVn = PO+ SI = PO + P0(i) (n)

Example 2: A person lends % 10,000 to a corporation by purchasing a bond from the corporation. Simple interest is
computed quarterly at the rate of 3 per cent per quarter, and a cheque for the interest is mailed each quarter to
all bondholders. The bonds expire at the end of 5 years and the final cheque includes the original principal plus
interest earned during the last quarter. Compute the interest earned each quarter and the total interest which
will be earned over the 5-year life of the bonds.
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Answer:

In this problem, principal =% 10,000, interest = 3 per cent per quarter and the period ofloan is 5 years. Since the
time period for interest is a quarter of a year, we must consider 5 years as 20 quarters. And since we are interested
in the amount of interest earned over one quarter, the period is 1 quarter. Therefore, quarterly interest equals ¥
10,000 x 0.03 x 1 =% 300

To compute total interest over the 5-year period, we multiply the per-quarter interest of ¥ 300 by the number of
quarters 20, to obtain

Total interest =3 300 x 20 =% 6,000

Compound Interest

Compound Interest occurs when interest earned during the previous period itself earns
interest in the next and subsequent periods.

Compounding

Example 3: Ananya places % 800 in a savings account paying 6% interest compounded annually. She wants to know
how much money will be in the account at the end of 5 years.

Answer:
Future Value =% 800 x (1 + 0.06)°> =3 800 x (1.33823) =% 1,070.58
Timeline for the above solution

FV; =% 1,070.58

PV =% 800

| | | |
0 1 2 3 4

End of Year

\/

[0, -

Future Value

The amount to which a cash flow or series of cash flows will grow over a given period of

FV, = Po (1 +i)° . L
time when compounded at a given interest rate.

The future value of ¥ 1000 invested at 6% compounded annually for 2 years is ¥ 1123.60.
The future value includes the original principal and the accumulated interest.

Future Value (EV): The Typical conversion periods are given below:

amount to which a cash flow

or series of cash flows will Conversion Period Description

spov over aghenpered | [ day Compounded daily

at a given inferest rate. 1 month Compounded monthly
3 months Compounded quarterly
6 months Compounded semiannually
12 months Compounded annually

Thus, the accrued amount FVn on a principal P after n payment periods ati (in decimal)
rate of interest per payment period is given by:

€2
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FV, =P, (1 +i)"
FV, =P, (1 + i)“ Where,
Annual rate of interest r

= Number of payment periods per year Tk

So, FV, =P, ( 1+ i)“

When compounding is done k times a year at an annual interest rate r. Or
FV, = 1)O(FVI];:L n)
Where FVIF, , is the future value interest factor at i% for n periods equal (1 +1i)".

Example 4:% 2,000 is invested at annual rate of interest of 10%. What is the amount after 2 years if the compounding
is done:

(a) Annually? (b) Semi annually? (c) Monthly? (d) Daily?
Answer:
(a) The annual compounding is given by:

FV,= P(1 +i)" n being 2, i being % - 0.1 and P being 2,000

=2,000 (1.1), =2,000 x 1.21=% 2,420

(b) For Semiannual compounding, n=2x2=4,i= % =0.05

FV,=2,000(1 + 0.05)* = 2,000 x 1.2155 =¥ 2,431

(c) For monthly compounding, n12x2=24,i= % =0.00833

FV,,=2,000(1.00833)** = 2,000 x 1.22029 = ¥ 2440.58

(d) For daily compounding, n =365 x2=730,i= ?%: 0.00027

FV_50= 2,000(1.00027)73 = 2,000 x 1.21783 = ¥ 2435.6668

Effective Rate of Interest

The Effective interest rate, Annual Equivalent rate (AER) or simply Effective rate is the interest
rate on a loan or financial product restated from the nominal interest rate as an interest rate
with annual compound interest payable in arrears.

It is used to compare the yearly interest between loans with different compounding periods
like week, month, year, etc.

It is the actual equivalent annual rate of interest at which an investment grows in value when
interest is credited more often than once a year. If interest is paid m times in a year, it can be
found by calculating:

Where,

e = the effective annual rate,

i=the nominal rate and

m = the number of compounding periods per year (for example, 12 for monthly compounding)

Example 5: If the interest is 10% payable quarterly, find the effective rate of interest.
Answer:

4
E=(1 +T) ~1=0.1038 or 10.38%
A
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Effective Rate of Interest and Conversion Periods

Example 6: Mr. Roopak Jaiswal wishes to find the effective annual rate associated with an 8% nominal annual rate
(r =0.08) when interest is compounded (1) annually, (2) semi-annually, and (3) quarterly.

Answer:

1. For annual compounding:
EAR=(1+0.08/1)'-1=(1+0.08)1-1=1+0.08-1=0.08=28%

2. For semi-annual compounding:
EAR=(1+0.08/2)>-1=(1+0.04)2-1=1.0816-1=0.0816=8.16%

3. For quarterly compounding:
EAR=(1+0.08/4)*-1=(1+0.02)4-1=1.0824-1=0.0824 = 8.24%

Present Value (PV)

Present Value (PV): The
value today of a future cash
flow or series of cash flows.

Exaum Focus... <o~
N

May - 2015 | 2 Marks

Discounting

Discounting: The process of
finding the present value of
a cash flow or a series of
cash flows; discounting is the
reverse of compounding.

Discounting

The value today of a future cash flow or series of cash flows is called present value (PV).

It can also be defined as the amount to be invested today (Present Value) at a given rate over
specified period to equal the “Future Amount”.

If we reverse the flow by saying that we expect a fixed amount after ‘n’ number of years,
and we also know the current prevailing interest rate, then by discounting the future amount,
at the given interest rate, we will get the present value of investment to be made.

The present value of a sum of money to be received at a future date is determined by
discounting the future value at the interest rate that the money could earn over the period.
This process is known as Discounting.

Since finding present value is simply the reverse of finding Future Value (FV), the
formula for Future Value (FV) can be readily transformed into a Present Value formula.
Therefore the P, the Present Value becomes:

FV,
= - Or
(1+1),
Where, FV, =Future value n years hence
i=Rate of interest per annum

n = Number of years for which discounting is done

P,=FV,(1+i)™

Py

Example 7: Champions wishe to find the present value of % 1,700 that she will receive 8 years from now. Champions
opportunity cost is 8%.

Answer:

Present Value =% 1,700/(1 + 0.08)8 =% 1,700/1.85093 =¥ 918.46

End of Year
0 1 2 3 4 5 6 7 8

|
FVg =% 1,700
i

PV =2918.46
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3.6 FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

Example 8: Mr. X has made real estate investment for ¥ 12,000 which he expects will have a maturity value equivalent
to interest at 12% compounded monthly for 5 years. If most savings institutions currently pay 8% compounded
quarterly on a 5 year term, what is the least amount for which Mr. X should sell his property?

Given that (1 + )" = 1.81669670 for i = 1% and n = 60 and that (1 + i)™ = 0.67297133 fori=2% and n =20

Answer:

It is a two-part problem. First being determination of maturity value of the investment of ¥ 12,000 and then
finding of present value of the obtained maturity value. Maturity value of the investment may be found from FV,

=P(1+i)m
Where P:lZ,OOO,i:%:l%,n:5x12:60
Now, FV, =12,000 (1 +1%)% = 12,000 x 1.81669670

=21,800.36040000 =% 21,800.36
Thus, maturity value of the investment in real estate =< 21,800.36

The present value, P of the amount FV, due at the end of n interest periods at the rate of i% interest per
period is given by P=FV_ (1 +i)™

We have in the present case, FV, =%21,800.36,i= g =2%,n=5%x4=20

Thus, P =21,800.36 (1 +2%)2°
=21,800.36 x 0.67297133 =% 14,671.02
Mr. X should not sell the property for less than ¥ 14,671.02

Annuities

5;@5\/' An annuity is a series of equal payments made at equal time intervals, with compounding

or discounting taking place at the time of each payment. Each annuity payment is called

Annuity: A series of arent. There are several types of annuities, out of which, in an ordinary annuity each rent

payments of an equal

amount at fixed intervals is paid or received at the end of each period. There are as many rents as there are periods.
for a specified number of Installment purchases, long-term bonds, pension plans, and capital budgeting all involve
periods. annuities.

Future Value of Annuity

Expressed algebraically, FVA, is defined as future (compound) value of an annuity, R the
FVA,: The future value of periodic receipt (or payment), and n the length of the annuity, the formula for FVA,, is:-
an annuity over n periods. FVA, =R(1 +i)" '+ R(1+i)"2+... + R(1 +i)' + R(1 +1)°
As we can see, FVA | is simply equal to the periodic receipt (R) times the “sum of the
future value interest factors at 1 percent for time periods 0 ton - 1.
As a shortcut, if R be the periodic payments, the amount FVA of the annuity is given by:
R(1+i)"-1
FVA, = ————
Or FVA, = R(FVIFA, )
Where FVIFA,; ,, stands for the future interest factor of an annuity at i% for n periods

If you open a savings account that compounds interest each month, and at the end of
each month you deposit ¥ 100 in the savings account, your deposits are the rents of an
annuity. After 1 year, you will have 12 deposits of ¥ 100 each, and a total of ¥ 1200, but the
account will have more than ¥ 1200 in it because each deposit earns interest.

If the interest rate is 6 per cent a year, compounded monthly, your balance is ¥ 1233.56.
The future value of an annuity or amount of annuity is the sum accumulated in the future
from all the rents paid and the interest earned by the rents.

oY

Dl

VIRTUALS



TIME VALUE OF MONEY 3.7

Example 9: A person is required to pay four equal annual payments of ¥ 5,000 each in his deposit account that pays
8% interest per year. Find out the future value of annuity at the end of 4 years.

Answer:

FVA =R

.
((1%)1) ~ 35,000 (4.507) = % 22,535

Future Value of Annuity (Regular or Ordinary Annuity)

Example 10: Franak Kapadia wishes to determine how much money she will have at the end of 5 years if she
chooses annuity A, the ordinary annuity. She will deposit ¥ 1,000 annually, at the end of each of the next 5 years,
into a savings account paying 7% annual interest.

Answer:
¥1,310.80
1,225.04
1,144.90
1,070.00

1,000.00
% 5,750.74 Future Value

1,000 1,000 ¥1,000 %1,000 1,000

| | | | |
0 1 2 3 4 5

End of Year

\

Or, Future Value =% 1,000 x {[(1 + 0.07)° - 1]/0.07} =% 5,750.74

Future Value of Annuity (Due)

Example 11: Future values of annuities Prathama Trivedi wishes to choose the better of two equally costly cash flow
streams: annuity X and annuity Y.
e Xis an annuity due with a cash inflow of ¥ 9,000 for each of 6 years.
e Yisan ordinary annuity with a cash inflow of ¥ 10,000 for each of 6 years.
Assume that Prathama can earn 15% on his investments.

Required:
i. On a purely subjective basis, which annuity do you think is more attractive? Why?
ii. Find the future value at the end of year 6 for both annuities.
iii. Useyour finding in part b to indicate which annuity is more attractive. Why? Compare your finding
to your subjective response in part a.
Answer:

i. On the surface, annuity Y looks more attractive than annuity X because it provides ¥ 1,000 more each year
than does annuity X. Of course, X being an annuity due means that the ¥ 9,000 would be received at the
beginning of each year, unlike the ¥ 10,000 at the end of each year, and this fact makes annuity X more
appealing than it otherwise would be.

ii.
Annuity X:
Future Value =%9,000x 5 {[(1 +0.15) - 1]/0.15} x (1 + 0.15)
=%9,000x8.754x1.15=390,603.90

AN
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3.8 FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

Annuity Y:
Future Value =310,000x 5 {[(1 +0.15)% - 1]/0.15}
=% 10,000 x 8.754 =¥ 87,540.00

iii. The subjective assessment in part a was incorrect. The benefit of receiving annuity X’s cash inflows at the
beginning of each year appears to have outweighed the fact that annuity Y’s annual cash inflow, which
occurs at the end of each year, is ¥ 1,000 larger (% 10,000 vs. ¥ 9,000) than annuity X’s.

Present Value of Annuity
Sometimes instead of a single cash flow the cash flows of the same amount is received for
anumber of years. The present value of an annuity may be expressed as follows:
R R R R
hE——Ft——+ ..+ - + -
1+ (1+i)? 1T+t (T+D)m
1 1 1 1
+ +ot +
1+ (1+i)? (T+i»-1 (1+i)m
=R (PVIF, , + PVIF, , + PVIF, 4 + ... + PVIF, )
=R (PVIFi, n)

Where,
PVA, = Present value of annuity which has duration of n years
R = Constant periodic flow
i =Discount rate and
N = Present value interest factor of an (ordinary) annuity at i percent for n periods

Example 12: Mr. Z plans to receive an annuity of ¥ 5,000 semi-annually for 10 years after he retires in 18 years.
Money is worth 9% compounded semi-annually.
(a) How much amount is required to finance the annuity?
(b) What amount of single deposit made now would provide the funds for the annuity?
(¢) How much will Mr. Z receive from the annuity?
Answer:
(a) Let us first find the required present value for the 10 years annuity by using
PVA = R[PVIF(i, n)]
= 5,000 [PVIF(4.5%, 20)]
= 5,000 x 13.00793654 =< 65,039.68
Since, PVIE (4.5%,20) = 0+ 45%)7 -1
.045(1 + 4.5%)%°

241171402 -1
= 010852713 13.00793654

(b) We require the amount of single deposit that matures to ¥ 65,039.68 in 18 years at 9% compounded semi-
annually. We use the following formula:-

P, —FV, (1+1)™
Where FV, = 65,039.68, n =18 x 2= 36, i = g =4% Py ="
1.1-36
Thus, P, = 65,039.68 (1 +4 5%)

=65,039.68 x 0.20502817 =% 13,334.97
(¢) Required Amount =% 5,000 x 20 =% 1,00,000
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Present Value of Annuity (Regular or Ordinary Annuity)

Example 13: CNP Ltd., a publisher of books, wants to determine the most it should pay to purchase a particular
ordinary annuity. The annuity consists of cash flows of ¥ 700 at the end of each year for 5 years. The firm requires
the annuity to provide a minimum return of 8%.

A :
e Present Value of the Annuity = A| L |-z 700/ U081 ]2 0s 60
resent Value of the Annuity = x| |_.08><(1+.08)5 = .
Or, Present Value of the Annuity =AxPVAF,
End of Year
0 1 2 3 4 5

1 1 1 1 1 1
%700 %700 %700 %700 %700

%648.15 J

%600.14

\ 4

¥ 555.68
¥514.52
3476.41
Present Valuem

Example 14: FMSM Ltd., a publisher of books, wants to determine the most it should pay to purchase a particular
ordinary annuity. The annuity consists of cash flows of% 700 at the start of each year for 5 years. The firm requires
the annuity to provide a minimum return of 8%.

Answer:
Present Value of the Annuity =A(1+PVAF(n,i-1))
Present Value of the Annuity =A[1+(Q+)™ - 1/ix (1 +1)™1]
Present Value of the Annuity =3 700 [1+(1+.08)>1-1/.08x (1 +.08)%"]
=3700 [1 + (1+.08)*1/.08 x (1 +.08)*]
=33018.49

Beginning of Year

0 1 2 3 4 5
L | | | | | >
3700 3700 X700 ¥700 700
3700 (J
%648.15
%600.14
%555.68
?514.52

PresentValue 7 3,018.49
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Perpetuity

Perpetuity is an annuity in which the periodic payments or receipts begin on a fixed date
and continue indefinitely or perpetually.

Exoun Focus... <o~
N

May - 2015 | 2 Marks Fixed coupon payments on permanently invested (irredeemable) sums of money are
prime examples of perpetuities.
Perpetuity is an annuity in The formula for evaluating perpetuity is relatively straight forward. Two points which
which the periodic payments | ~are important to understand in this regard are:
or receipts begin on a (a) The value of the perpetuity is finite because receipts that are anticipated far in the
fixed date and continue )
. . future have extremely low present value (today’s value of the future cash flows).
indefinitely or perpetually.

(b) Additionally, because the principal is never repaid, there is no present value for the

principal.

Therefore the price of perpetuity is simply the coupon amount over the appropriate
discount rate or yield.

Calculation of Multi Period Perpetuity

The formula for determining the present value of multi-period perpetuity is as follows:

o0

_R R R R _yY R _R
T+t 1+0)?2 1+ T (1+i)* i@+ i

Calculation of Growing Perpetuity

PVA

A stream of cash flows that grows at a constant rate forever is known as growing perpetuity.
The formula for determining the present value of growing perpetuity is as follows:

R R(O+g) R(1+g)? R(1+g)* <& RA+g"' R
+ + ot = =

PVA = = _
T+t (a+i)?  (a+i)? (1+i)® o7 @1+ 1-g

Example 15:1wish to fund my first school with a sum of ¥ 200,000 per year to support the education of needy, poor
and under privileged boys and girls, and the funding would earn 10% per year. How much fund I must give my
first school to fund education of needy, poor and under privileged boys and girls?

Answer:
We must determine the present value of a ¥ 200,000 perpetuity discounted at 10%.
Present Value of (perpetuity) = ¥ 200,000/0.10 =¥ 2,000,000

Sinking Fund
Sinking fund is a fund, Sinking fund is a fund, which is created out of fixed payments each period to accumulate
which is created out of to a future sum after a specified period. For example, companies generally create sinking

fixed payments each

period to accumulate to a

future sum after a specified It is the fund created for a specified purpose by way of sequence of periodic payments

period. over a time period at a specified interest rate. Size of the sinking fund deposit is computed
from FVA = R[FVIFA(], n)], where FVA is the amount to be saved, R, the periodic payment,
n, the payment period.

funds to retire bonds (debentures) on maturity.

oY
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Future and Present Value of Uneven Cash Flows

3.1

Example 16: OTC Industries, a cabinet manufacturer, expects to receive the following mixed stream of cash flows
over the next 5 years from one of its small customers.

End of year Cash flow
1 311,500
2 314,000
3 312,900
4 T16,000
5 Z18,000

If OTC expects to earn 8% on its investments, how much will it accumulate by the end of year 5 if it immediately invests
these cash flows when they are received?

Answer:

%15,645.62
17,635.97
15,046.56
17,280.00

18,000.00
383,608.15 Future Value

¥11,500 14,000 12,900 16,000 < 18,000
| | | | |

\

0 1 2 3 4 5

End of Year

Example 17: CNP Ltd., a publisher of books, has been offered an opportunity to receive the following mixed stream
of cash flows over the next 5 years.

End of year Cash flow
1 3400
2 3 800
3 3500
4 3400
5 3300

If the firm must earn at least 9% on its investments, what is the most it should pay for this opportunity?

Answer:

End of Year
0 1 2 3 4 5
] ] ] ] ] ] >
3400 3800 3500 3400 3300

3366.97

(i

673.35
386.09
283.37
194.98
PresentValue 21,904.76 \%}
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Loan Amortization

The term loan amortization refers to the determination of equal periodic loan payments.
These payments provide a lender with a specified interest return and repay the loan
principal over a specified period. The loan amortization process involves finding the
future payments, over the term of the loan, whose present value at the loan interest
rate equals the amount of initial principal borrowed. Lenders use a loan amortization
schedule to determine these payment amounts and the allocation of each payment to
interest and principal.

Loan amortization schedule: A schedule of equal payments to repay a loan. It shows the
allocation of each loan payment to interest and principal.

Equation

N IR .
CF—(Per)T[1 a +r)“]

Example 18: Determine the equal annual end-of year payments necessary to amortize fully a ¥ 6,000, 10% loan over
4 years.

Answer:
By using the formula:

N IR
CF—(Per)T[1 a +r)n]

Loan Amortization Schedule (X 6000 Principal, 10% interest, 4 - Year Payment Period

Payment
End of year Beginning of | Loan payment Interest Principal End of year
year principal [0.10 x (1)] [(2) - (3)1 Principal
[(1)-(4)]
(1M 2) 3) 4) (5)
1 6,000.00 1892.82 600.00 1292.82 4707.18
2 4707.18 1892.82 470.72 1422.10 3285.08
3 3285.08 1892.82 328.51 1564.31 1720.77
4 1720.77 1892.82 172.08 1720.74 -

“I never learned from a man who agreed with me.”
— Robert A. Heinlein

“Education is the most powerful weapon which you can use to change the world.”
- Nelson Mandela

A
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Finding Interest or Growth Rates

It is often necessary to calculate the compound annual interest or growth rate (that is,
the annual rate of change in values) of a series of cash flows. Examples include finding the
interest rate on a loan, the rate of growth in sales, and the rate of growth in earnings.

Equation

1,
(v, |
“\prv -

Example 19: Vijay purchased an investment 4 years ago for ¥1,250. Now it is worth ¥1,520. What compound annual
rate of return has Vijay earned on this investment?

Answer:
Rate of Return (r) = (31,520/31,250)1/4 - 1 = 0.0501 =5.01%

Relevance of Time Value of Money in Financial Decisions

1‘;{\)5\/' Time value of money means “The worth of a rupee received today is different from the
. worth of a rupee to be received in future” This preference for money now, as compared to

future money, is known as time preference of money.
Exoum Focus... d\i‘aif’ Reasons for time preference of money:

e Risk: There is uncertainty about the receipt of money in future. Hence, present
money is preferred.

May - 2005 2 Marks
May - 2008 2 Marks
Nov. - 2014 4 Marks

e Preference for present consumption: Most persons / companies have preference
for present consumption than future consumption e.g. due to urgency of need (say,
consumer durable) or otherwise.

e Investment opportunities: Present Money is preferred due to availability of
investment opportunities for earning additional cash flows. For example, ¥ 1,000
available now can earn interest at the bank rate.

Methods of analysis: The concept of time value of money helps in arriving at the
comparable value of the different rupee amount arising at different points of time into
equivalent values of a particular point of time (Present or future). This can be done by
using anyone of the following two ways:
(i) By compounding the present money to a future date i.e. by finding out future value
of the present money.
(i) By discounting the future money to the present date i.e. by finding out present
value (PV) of future money.

“You can teach a student a lesson for a day; but if you can teach him to learn by creating curiosity,
he will continue the learning process as long as he lives.”

- Clay P. Bedford
(N
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3.14 FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

Problems and Solutions

Problem 1: A person is required to pay four equal annual payments of ¥ 4,000 each in his Deposit account that pays
@3 10% interest per annum. Find out the future value of annuity at the end of 4th years. [May-2007]

Solution: Here,
Amount (A) =% 4,000
i Rate of Interest (r) = 10%
Time (t) = 4 Years
Installment per year (a) = 1 times
Future Value of annuity (FVA) = ?

By formula,
1+i)-1
FVA=A f
. 10
Where, i=-—=——=0.
ere,  1=7507"100 °
n=txa=4x1=4
Now,
(1+0.1)*-1
FVA =4000 T =34,000 x 4.641 =3 18,564

.. The future value of annuity at the end of the 4th year is ¥ 18,564.

Problem 2: A company offers a Fixed deposit scheme whereby ¥ 10,000 matures to ¥ 12,625 after 2 years, on a half-
& yearly compounding basis. If the company wishes to amend the scheme by compounding interest every quarter,
=¥ hat will be the revised maturity value? [Nov-2008]

Solution: Here,
@ Principal (P) =% 10,000
Future Value (FV) =% 12,625
Time (t) = 2 years
Rate (r) = ? Compounded half Yearly
No. of periods for which compounding done (n) =2 x 2 = 4 times
By Formula,
Future value (FV) =P(1 +1)®
12,625 = 10,000(1 + r)*
By solving through interpolation,

r=12%
Now, if the company goes for quarterly compounding the maturity value will,
Quarterly rate =12%+4=3%

Revised Maturity value =% 10,000(1 + 3%)*** =% 10,000(1.03)® =¥ 12,668
Thus, the revised maturity value of ¥ 10,000 compounded quarterly at the rate of 12% p.a. is ¥ 12,668.

Problem 3:Ascertain the compound value and compound interest of an amount ofZ 75,000 at 8 percent compounded

@3 semiannually for 5 years. [May-2010]
Solution
Note: It is assumed that 8% is the per annum rate.
Compound Value = Present Value x (1 + 1)* = 75,000 x (1.04)'°
=75,000 x 1.480=1,11,000
Compound Interest =1,11,000 - 75,000 = 36,000
(Compound Semiannually) =8% +2 or 8% x % =4%
A
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Problem 4: X has invested ¥ 240000 at annual rate of interest of 10 percent. What is the amount after 3 years if the
2 compounding is done?
=" (i) Annually

(ii) Semi-annually.

[Nov. 2012]

Solution: Computation of Future Value
Principal (P) = ¥ 240000
i Rate of Interest (I) = 10% p.a.
Time period (n) = 3 years
Amount if compounding is done:
(i) Annually
Future Value =P (1 +1), =240000 (1 + (1+10/100), =240000 (1 +0.1); = 240000 x 1.331 = ¥ 319440
(ii) Semi-Annually

10 3%x2
Future Value = 240000 | 1 +
100x2

= 240000 (1 + 0.05); = 240,000 x (1.05) = 240000 x 1.3401 = ¥3,21,624

Single-payment (loan repayment)

Problem 5: A person borrows % 200 to be repaid in 8 years with 14% annually compounded interest. The loan may be
e' repaid at the end of any earlier year with no prepayment penalty.

a. What amount will be due if the loan is repaid at the end of year 1?
b. What is the repayment at the end of year 4? c. What amount is due at the end of the eighth year?

Present value calculation

Problem 6: Calculate the present value of Z 1 in each of the cases shown in the following table.

@ Case Opportunity cost, r Number of periods, n
A 2% 4
B 10% 2
C 5% 3
D 13% 2

Problem 7:For each of the cases shown in the following table, calculate the present value of the cash flow, discounting
@ at the rate given and assuming that the cash flow is received at the end of the period noted.

Case Single cash flow ) Discount rate End of period (years)
A 7,000 12 % 4
B 28,000 8% 20
C 10,000 14 % 12
D 150,000 11% 6
E 45,000 20 % 8

Problem 8: Answer each of the following questions.
) a. Whatsingle investment made today, earning 12% annual interest, will be worth % 6,000 at the end of 6 years?
b. What is the present value of ¥ 6,000 to be received at the end of 6 years if the discount rate is 12%?

c. What is the most you would pay today for a promise to repay you ¥ 6,000 at the end of 6 years if your
opportunity costis 12%?

d. Compare, contrast, and discuss your findings in parts a through c.

0TC7
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Time value and discount rates

Problem 9: You just won a lottery that promises to pay you ¥ 10,00,000 exactly 10 years from today. Because the ¥
10,00,000 payment is guaranteed by the state in which you live, opportunities exist to sell the claim today for an
immediate single cash payment.

a. What is the least you will sell your claim for if you can earn the following rates of return on similar-risk
investments during the 10-year period?

(1) 6% (2) 9% (3) 12%
b. Rework part a under the assumption that the ¥ 1,000,000 payment will be received in 15 rather than 10
years.

c. On the basis of your findings in parts a and b, discuss the effect of both the size of the rate of return and the
time until receipt of payment on the present value of a future sum.

Cash flow investment decision

Problem 10: Mr. Radiator has an opportunity to purchase any of the investments shown in the following table. The
purchase price, the amount of the single cash inflow, and its year of receipt are given for each investment. Which
purchase recommendations would you make, assuming that he can earn 10% on his investments?

Investment Price (R) Single cash inflow (%) Year of receipt
A 18,000 30,000 4
B 600 3,000 20
C 3,500 10,000 10
D 1,000 15,000 40

Future value of an annuity

Problem 11: For each case in the accompanying table, answer the questions that follow.

6 Case Amount of annuity (%) Interest rate (%) Deposit period (years)
- A 2,500 8 10
B 500 12 6
C 30,000 20 5
D 11,500 9 8
E 6,000 14 30

a. Calculate the future value of the annuity, assuming that it is
(1) An ordinary annuity.
(2) An annuity due.

b. Compare your findings in parts a(1) and a(2). All else being identical, which type of annuity - ordinary or
annuity due—is preferable? Explain why.
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TIME VALUE OF MONEY

Present value of an annuity

Problem 12: Consider the following cases.

3.17

Case Amount of annuity (%) Interest rate (%) Deposit period (years)
A 12,000 7 3
B 55,000 12 15
C 700 20 9
D 1,40,000 5 7
E 22,500 10 5

a. Calculate the present value of the annuity, assuming that it is

(1) An ordinary annuity.
(2) An annuity due.

b. Compare your findings in parts a(1) and a(2). All else being identical, which type of annuity—ordinary or
annuity due—is preferable? Explain why.

Calculating the number of periods

Problem 13: CA Students wants to borrow ¥ 6,00,000 to buy an apartment, and he/she can only afford ¥ 4,000 a
& month to repay the loan. Suppose the bank charges a fixed interest rate of 4% with monthly compounding. How
=¥ |ong will it take to pay off the loan?

Perpetuities

Problem 14: Consider the data in the following table.

Perpetuity Annual amount () Discount rate (%)
A 20,000 8
B 1,00,000 10
C 3,000 6
D 60,000 5

Determine the present value of each perpetuity.

Value of a mixed stream

Problem 15: For each of the mixed streams of cash flows shown in the following table, determine the future value
@ at the end of the final year if deposits are made into an account paying annual interest of 12%, assuming that no
withdrawals are made during the period and that the deposits are made

a. Atthe end of each year.
b. Atthe beginning of each year.

Cash Flow Stream ()
Year A B C
1 900 30,000 1,200
2 1,000 25,000 1,200
3 1,200 20,000 1,000
4 - 10,000 1,900
5 - — 5,000 -

bTC N
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3.18 FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

Value of mixed streams

Problem 16: Find the present value of the streams of cash flows shown in the following table. Assume that the firm’s
@ opportunity cost is 12%.

A B C
Year Cash Flow () Year Cash Flow () Year Cash Flow ()
1 2,000 1 10,000 1-5 10,000/ yr
2 3,000 2-5 5,000/ yr 6-10 8,000/ yr
3 4,000 6 7,000
4 6,000
5 8,000

Funding budget shortfalls

Problem 17: As part of your personal budgeting process, you have determined that in each of the next 5 years you
will have budget shortfalls. In other words, you will need the amounts shown in the following table at the end of
the given year to balance your budget, that is, to make inflows equal outflows. You expect to be able to earn 8%
on your investments during the next 5 years and wish to fund the budget shortfalls over the next 5 years with a
single amount.

Year Budget shortfall (%)
1 5,000
2 4,000
3 6,000
4 10,000
5 3,000

a. How large must the single deposit today into an account paying 8% annual interest be to provide for full
coverage of the anticipated budget shortfalls?

b. What effect would an increase in your earnings rate have on the amount calculated in part a? Explain.

Changing compounding frequency

Problem 18: Using annual, semiannual, and quarterly compounding periods for each of the following,
@ (1) calculate the future value if ¥ 5,000 is deposited initially, and
(2) determine the effective annual rate (EAR).
a. At 12% annual interest for 5 years.
b. At 16% annual interest for 6 years.
c. At20% annual interest for 10 years.

Compounding frequency, time value, and effective annual rates

Problem 19: For each of the cases in the following table:
g a. Calculate the future value at the end of the specified deposit period.
g b. Determine the effective annual rate, EAR.

c. Compare the nominal annual rate, r, to the effective annual rate, EAR. What relationship exists
between compounding frequency and the nominal and effective annual rates?

A
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TIME VALUE OF MONEY 3.19
Amount of initial Nominal annual Comp oundn‘rg Deposit period
Case . frequency, m (times/
deposit () rate, r (%) (years)
year)
A 2,500 6 2 5
B 50,000 12 6 3
C 1,000 5 1 10
D 20,000 16 4 6

Continuous compounding

Problem 20: For each of the cases in the following table, find the future value at the end of the deposit period,

e' assuming that interest is compounded continuously at the given nominal annual rate.

Case Amount of initial deposit | Nominal annual rate, r Deposit period (years)
R) (%)
A 1,000 9 2
B 600 10 10
C 4,000 8 7
D 2,500 12 4

Rate of return

Problem 21: Om Sir has ¥ 1,500 to invest. His investment counselor suggests an investment that pays no stated
é interest but will return ¥ 2,000 at the end of 3 years.

=" a. What annual rate of return will Om Sir earn with this investment?

b. Om Sir is considering another investment, of equal risk, that earns an annual return of 8%. Which
investment should he make, and why?

Rate of return and investment choice

Problem 22: Ms. Innovator has ¥ 5,000 to invest. Because she is only 25 years old, she is not concerned about the
é length of the investment’s life. What she is sensitive to is the rate of return she will earn on the investment. With
= the help of her financial advisor, She has isolated four equally risky investments, each providing a single amount

at the end of its life, as shown in the following table. All the investments require an initial ¥ 5,000 payment.

Investment Single amount ) Investment life (years)
A 8,400 6
B 15,900 15
C 7,600 4
D 13,000 10

a. Calculate, to the nearest 1%, the rate of return on each of the four investments available to Ms. Innovator.

b. Which investment would you recommend given her goal of maximizing the rate of return?

Rate of return: Annuity

Problem 23: What is the rate of return on an investment of ¥ 10,606 if the company will receive ¥ 2,000 each year for

(2 the next 10 years?
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cHAPTER FOUR

VALUATION OF SECURITIES

Thinking should become your capital asset, no matter whatever ups and downs you come across in

your life.

Chapter Outline

¢ Introduction

¢ Key Inputs Required for Valuation

¢ Valuation of Straight Coupon Bond (Definite Period)
¢ Valuation of Redeemable Bond

¢ Valuation of Irredeemable Bond or Perpetual Bond
(Constant Interest)

¢ Value of Self Amortization Bond

¢ Valuation of Equity (Definite Period and Constant
Dividends or Equal Cash Flows)

¢ Valuation of Equity (Definite Period and Variable

— APJ Kalam

Dividends or Unequal Cash Flows)

Valuation of Equity (Indefinite Period and Constant
Dividend or Equal Cash Flows)

Valuation of Equity (Indefinite Period and Growing
Dividend)

Valuation of Redeemable Preference Share (Definite
Period and Constant Dividend or Equal Cash Flows)
Valuation of Irredeemable Preference Shares or
Perpetual Preference Shares (Indefinite Period and
Constant Dividend)

Introduction

Valuation is the process In this chapter, we will now be able to apply the concepts of time value of money to
that links risk and return to determining the value of different securities. Here, we are concerned with the valuation of
determine the worth of an the firm’s long-term securities - bonds, debentures, preferred stock, and equity shares.

asset.

Valuation is the process that links risk and return to determine the worth of an asset. Itis a

relatively simple process that can be applied to expected streams of benefits from bonds,
stocks, income properties, etc. To determine an asset’s worth at a given point in time, a
financial manager uses the time value-of-money techniques.

1. Higher will be the Future Value (FV), the higher will be the Present Value (PV) and Vice-versa.
2. Different assets are valued differently due to their different features.
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4.2

FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

Key Inputs Required for Valuation

Valuation Model

Problems and Solutions

Cash Flows (Returns): The value of any asset depends on the cash flow(s) it is expected
to provide over the ownership period. To have value, an asset does not have to provide an
annual cash flow; it can provide an intermittent cash flow or even a single cash flow over
the period.

Timing: In addition to making cash flow estimates, we must know the timing of the cash
flows.

Risk and Required Return: The level of risk associated with a given cash flow can
significantly affect its value.

o The greater the risk of (or the less certain) a cash flow, the lower its value.

e Greater risk can be incorporated into a valuation analysis by using a higher
required return or discount rate.

¢ The higher the risk, the greater the required return, and the lower the risk, the
less the required return.

Book Value: The book value of an asset is the accounting value of the asset - the asset’s
cost minus its accumulated depreciation.

e The book value of a firm, on the other hand, is equal to the difference between the
firm’s total assets and its liabilities and preferred stock as listed on its balance
sheet.

e Because book value is based on historical values, it may bear little relationship to an
asset’s or firm’s market value.

Market Value: The market value of an asset is simply the market price at which the asset
(or a similar asset) trades in an open marketplace.

Liquidation value: Liquidation value is the amount of money that could be realized if an
asset or a group of assets (e.g., a firm) is sold separately from its operating organization.

e The present value of all future cash flows it is expected to provide over the relevant
time period. The time period can be any length, even infinity.

e The value of an asset is therefore determined by discounting the expected cash
flows back to their present value, using the required return commensurate with
the asset’s risk as the appropriate discount rate.

Valuation of Straight Coupon Bond (Definite Period)

Problem 1: Hyundai Motors, issued a 10% coupon interest rate, 10 year bond with a ¥1,000 par value that pays
interest annually. Investors who buy this bond receive the contractual right to two cash flows:
— 4

1. %100 annual interest (10% coupon interest rate at ¥1,000 par value) distributed at the end of each year and
2. %1,000 par value at the end of the tenth year.

Required:

1. Determine the current value of Hyundai Motors Bond.

2. Determine the current value of Hyundai Motors Bond, if the required return were to rise to 12% or
fall to 8% and express your views on the current value.

3. Determine the current value of Hyundai Motors Bond if the bond pays interest semi-annually and
that the required stated annual return is 12%.

N

VIRTUALS



VALUATION OF SECURITIES 4.3

Valuation of Redeemable Bond

Problem 2: A% 1,000 par value bond bearing a coupon rate of 14% matures after 5 years. The required rate of return
on this bond is 13%. Redemption Value at year end 5 is ¥ 1000. Calculate the value of bond.
-

>oiution:
Value of Bond =% 140 x PVAF (13%, 5yrs) =% 1,000 x PVF (13%, 5yrs) =% 140x3.517 + 3 1,000 x 0.543 =¥ 1,035.4

Valuation of Irredeemable Bond or Perpetual Bond (Constant
Interest)

Problem 3: A bond pays % 90 interest annually up to perpetuity. What it its value if the Discount Rate is 10%?

Solution:
90

@ Value of Perpetual Bond = Intirest == = 3900
= d .

Value of Self Amortization Bond

Problem 4: GAIL India is proposing to sell 8 years bond of ¥ 1000 at 10% coupon rate per annum. Bond amount will
be amortized equally over its life. If an investor has a minimum required rate of return of 8%, what is the bond’s
=¥ present value?

Solution:
@ Present Value of Bond =

100+125 100+125  100+125  100+125 + 100+125 1004125  100+125  100+125

+ + + =31070.42
(140.08)"  (1+0.08)>  (1+0.08)> ~ (1+0.08)*  (1+0.08)> ~ (1+0.08)°  (1+0.08)  (1+0.08)®

Problem 5: Reserve Bank of India is proposing to sell a 5-year bond of ¥ 5,000 at 8% rate of interest per annum. The
bond amount will be amortised equally over its life. What is the bond’s present value for an investor if he expects
= 4 minimum rate of return of 6%?
Solution:
The value of the bond is calculated as follows [Bo]

= 1400 + 1400 + 1400 + 1400 + 1400 =1,400x 0.934 + 1,320 x 0.890 + 1,240 x 0.840

(1+0.06)" = (1+0.06)>  (1+0.06)>  (1+0.06)* = (1+0.06)°

+ 1,160 x 0.792 + 1,080 x 0.747 = 1,320.20 + 1,174.80 + 1,041.60 + 918.72 + 806.76 =¥ 5,262.08
Working Notes:

1. The amount of interest will go on declining as the outstanding amount of bond will be reducing due to
amortization. The amount of interest for five years:
First year: ¥ 5,000 x 0.08 = ¥ 400; Second year: (% 5,000 = ¥ 1,000) x 0.08 = % 320; Third year: (% 4,000 - %
1,000) x 0.08 = 240; Fourth year: (% 3,000 - ¥ 1,000) x 0.08 =% 160; and Fifth year: (% 2,000 - ¥ 1,000) x 0.08
=380.

2. The outstanding amount of bond will be zero at the end of fifth year.

3. The outflows every year will consist of interest payment and repayment of principal in the following
manner:
First year: X 1000 + T 400 =X 1,400; Second year: T 1000 + T 320 =T 1,320; Third year: ¥ 1000 + I 240 =%
1,240; Fourth year: T 1000 + ¥ 160 =% 1,160; and Fifth year: 3 1000 + 3 108 =X 1,080.
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4.4 FINANCIAL MANAGEMENT: SIMPLIFIED (Let's Simplify it!)

Problem 6: Infosys has outstanding an 8%, four-year, ¥1,000-par-value bond on which interest is paid annually.
1. If the market required rate of return is 15%, what is the market value of the bond?
= 2. What would be its market value if the market required return dropped to 12%?

3. Ifthe coupon rate were 15% instead of 8%, what would be the market value [under Part (a)]? If the required
rate of return dropped to 8 percent, what would happen to the market price of the bond?

Problem 7: Toyota has outstanding a ¥1,000-face-value bond with a 14% coupon rate and 3 years remaining until
& final maturity. Interest payments are made semi-annually.
=¥ What value should you place on this bond if your nominal annual required rate of return is (i) 12%? (ii) 14%? (iii)
16%?
ii. Assume that we are faced with a bond like the one described above, except that it is a zero-coupon, pure
discount bond. What value should you place on this bond if your nominal annual required rate of return is (i)
12%?7? (ii) 14%? (iii) 16%? (Assume semi-annual discounting.)

Valuation of Equity (Definite Period and Constant Dividends or
Equal Cash Flows)

Problem 8: CNP Ltd’s balance sheet shows total assets of ¥ 60,00,000, total liabilities and preferred stock of ¥
45,00,000, and 1,00,000 shares of common stock outstanding. CNP found on investigation that it could obtain
=¥ only ¥ 52,50,000 if it sold its assets today. Calculate the book value and liquidation value of common stocks.

Problem 9: Prathama wants to buy shares of HBL Power Systems. She intends to hold those shares for 6 years during
which he expects to receive an annual dividend of X 5 per share. According to her estimation, she can sell these

=¥ share after 6 years for ¥ 85 per share. Her required rate of return is 12% Per Annum. Calculate the Current
Market Price of HBL Power Systems.

Solution: 5 5 c 5 5 5 85

(1+.12) - (1+.12)? " (1+.12)3 - (1+.12)% - (1+.12)° - (1+.12)8 N (1+.12)8

Current Market Price = =63.618

Or,
=5 x PVAF (12%, 6 years) + 85 x PVF (12%, 6 years) =5 x4.1114 + 85 x .5066 = 20.557 + 43.061 = 63.618

Valuation of Equity (Definite Period and Variable Dividends or
Unequal Cash Flows)

Problem 10: Ananya wants to buy shares of RP] Infra Ltd. He intends to hold those share for 6 years, during which

e he expects to receive dividends of¥ 5,3 3,3 4,3 2,3 9, X 8 per share at the end of each year. According to his

=¥ estimation, he can sell these share after 6 years for ¥ 85 per share. His required rate of return is 12% Per Annum.
Calculate the Current Market Price of RPJ Infra Ltd.

Solution:

Current Market Price = 3 4 2 9 8+85

(1+.12) - (1+.12)? - (1+.12)3 - (1+.12)* " (1+.12)° - (1+.12)°

=5x.8929 +3 x.7972 + 4 x .7118 + 2 x .6355 + 9 x .5674 + 8 x .5066 + 85 x .5066 = 63.1947

Valuation of Equity (Indefinite Period and Constant Dividend or
Equal Cash Flows)

Problem 11: Radhika wants to buy share of Tata Power. She intends to hold those shares forever. She expects to
Q receive dividend of% 5 per share every year. Her required rate of return is 12% per annum. Calculate the Current
=¥ Market Price of Tata Power.
5
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VALUATION OF SECURITIES 4.5

Solution:

Current Market Price = =341.67

12

Valuation of Equity (Indefinite Period and Growing Dividend)

Problem 12: Riya wants to buy shares of Tata Motors. She intends to hod those share forever. She expects to receive
a dividend of ¥ 5 per share in the next year, which will grow @ 4% p.a. forever. Her required rate of returns 12%
= Per Annum. Calculate the Current Market Price of Tata Motors.

Solution:

5
Current Market Price (Po) of Tata Motors: = 204 - 362.50

Problem 13: Tata Motors’ common stock just paid its annual dividend of ¥1.80 per share. The required return on the
Q common stock is 12%. Estimate the value of the common stock under each of the following assumptions about

=¥ the dividend:
i. Dividends are expected to grow at an annual rate of 0% to infinity.
ii. Dividends are expected to grow at a constant annual rate of 5% to infinity.

iii. Dividends are expected to grow at an annual rate of 5% for each of the next 3 years, followed by a constant
annual growth rate of 4% in years 4 to infinity.

Problem 14: Infosys currently pays a dividend of ¥1.60 per share. The company expects to increase the dividend at

Q a 20% annual rate for the first 4 years and at a 13% rate for the next four years, and then grow the dividend at a

=¥ 7% rate thereafter. This phased-growth pattern is in keeping with the expected life cycle of earnings. You require
a 16% return to invest in this stock. What value should you place on a share of this stock?

Valuation of Redeemable Preference Share (Definite Period and
Constant Dividend or Equal Cash Flows)

Problem 15:0TC s planning to purchase a 12 year, 10% % 100 par value preference share of CNP Ltd.. The redemption
Q value of the preference share on maturity is ¥ 120. OTC’s required rate or return is 10.5%. Calculate the Current
=¥ Market Price.

Solution: 10 10 10
+

—_— .t
(1+.105)" (1+.105)" (1+.105)"

Current Market Price of Preference Share =
=10x6.506 + 120 x 0.302 = 65.06 + 36.24 =3 102.71

Valuation of Irredeemable Preference Shares or Perpetual
Preference Shares (Indefinite Period and Constant Dividend)

Problem 16: A preference share pays % 10 as dividend annually up to perpetuity. What is the value of preference
Share If Cost of Preference Share is 10%.
>4

Solution:

Current Value of Preference Share Capital = =%100

10
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4.6

FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

Miscellaneous Questions for Practice

Problem 17: (Valuation of Equity Share): Growth Ltd. is foreseeing a growth rate of 12% per annum in the next two

16%, determine the current value of Equity Share of the Company.
The P.V. factors at 16% are —

 years. The growth rate is likely to be 10% for the third and fourth year. After that, the growth rate is expected to
=¥ stabilise at 8% per annum. If the last dividend was ¥1.50 per Share and the Investor’s required rate of return is

Solution:

Year 1 2 3 4
PV factor 0.862 0.743 0.641 0.552
Value of Equity Share = Present Value of all dividend flows.
Year Dividend Discount Rate PV of Dividend
1 3150+ 12%=%1.68 0.862 3 1.4482
2 31.68+12%=%1.88 0.743 3 1.3968
3 31.88+10%=%2.07 0.641 31.3269
4 3207 +10%=%2.27 0.552 31.2530

5 onwards See Note below =% 30.65 x 0.5523 16.9160 = 30.65 x .552

Total Current Value of Equity Share of the Company ¥ 22.3409 = 16.9160
Computation of Perpetual Dividend received after 4th year i.e. at 8% per annum

Total Dividend =

Where,

Dx(1+g) _ 227x(1+0.08)

=% 30.645

k-9 (0.16-0.08)
D = Dividend; g = Growth Rate and K = Cost of Equity Capital

“A teacher affects eternity; he can never tell where his influence stops.”
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cHAPTER FIVE

CosT OF CAPITAL

LEARNING OBJECTIVES
After studying this chapter, you should be able to

*
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Understand the concept of “Cost of Capital” that impacts the capital investments decisions for a business.

Understand what are the different sources of capital (Debt, Equity Shares, Preference Shares; etc.).

Understand what is the cost of employing each of these sources of capital.

Know what is weighted average cost of capital (WACC) (overall cost of capital) for a business and also what

is marginal cost of capital.

Summarize how cost of capital is important in financial management.

Chapter Outline

Introduction

Basic Definitions

Cost of Debt, ky (1-T)
Cost of Debentures

Cost of Preference Share, k,
Cost of Equity

Cost of Retained Earnings, k
Cost of New Equity, k,
Value of Bond

Composite, or Weighted Average Cost of Capital
(WACC)

Factors that affect the Composite Cost of Capital

Determination of Post-Tax Average Cost of
additional Debt

Treatment of Short-Term Debt

Zero Coupon Bonds (ZCB)

Cost of Debt

Cost of Redeemable Debentures

Cost of Irredeemable Debentures

Cost of Redeemable Preference Shares

Cost of Irredeemable Preference Shares

Cost of Equity Shares — Dividend Price Approach

Cost of Equity Shares — Dividend Price plus
Growth Approach

*

® 6 6 6 6 6 6 6 4 6 O 0 0 O 0 0 o o

Cost of Preference Shares

Cost of Equity Shares — Realized Yield Approach
(Holding Period Return - HPR)

Cost of Equity Capital (CAPM)

Weighted Average Cost of Capital

Marginal Cost of Capital [MCC]

Levered Firm & Unlevered Firm

Miscellaneous Problems for Practice

Present Values of Growth Opportunities
Current Price of Shares

Price Per Share

Equilibrium Price Per Share

Expected Return on Market Portfolio
Miscellaneous

Beta and Cost of Equity Capital

Marginal Cost of Capital

Optimum Debt Equity Mix Using Cost of Capital
Holding Period Return — Realized Yield Approach
Zero Coupon Bonds

Calculation of Prevailing Interest Rate

WACC Computation when different Capital
Structure are Given.

Cost of Preference Share UsingYTM Method

Be faithful in small things because it is in them that your strength lies.

— Mother Teresa
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5.2

Introduction

(T
®
A

The project’s cost of capital
is the minimum required
rate of return on funds
committed to the project

FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

The company may raise funds through debts, equity share or preference share. It may use
the retrained earning of equity in business. Each component has cost to the company and
itis called as cost of capital (component wise)

The opportunity cost of capital (or simply, the cost of capital) for a project is the discount
rate for discounting its cash flows. The project’s cost of capital is the minimum required
rate of return on funds committed to the project, which depends on the riskiness of its
cash flows. Since the investment projects undertaken by a firm may differ in risk, each one
of them will have its own unique cost of capital.

Basic Definitions
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Weighted Average Cost
of Capital, WACC: A
weighted average of the
component costs of debt,
preferred stock, and
common equity.

Cost of Capital

Cost of capital refers

to the discount rate that

is used in determining

the present value of the
estimated future cash
proceeds of the business/
new project and eventually
deciding whether the
business/new project is
worth undertaking or not.

Explicit Cost

The items on the right side of a firm’s balance sheet - various types of debt, preferred stock,
and common equity - are called capital components. Any increase in total assets must be
financed by an increase in one or more of these capital components.

Ky = Interest rate on the firm’s new debt = before-tax component cost of debt.

K4(1-T) = After-tax component cost of debt, where T is the firm’s marginal tax rate, k;(1-T)

is the debt cost used to calculate the weighted average cost of capital.
k, = Component cost of preferred stock.
k. = Component cost of common equity.

Equity capital is raised in two ways:

(1) by retaining earnings (internal equity) or

(2) by issuing new common stock (external equity).
WACC = The weighted average cost of capital. If a company raises new capital to
finance asset expansion, and if it is to keep its capital structure in balance (that
is, if it is to keep the same percentage of debt, preferred stock, and common
equity funds), then it must raise part of its new funds as debt, part as preferred
stock, and part as common equity (with equity coming either from retained
earnings or by issuing new common stock).

Cost of capital refers to the discount rate that is used in determining the present value of
the estimated future cash proceeds of the business/new project and eventually deciding
whether the business/new project is worth undertaking or not. It is also the minimum rate
of return that a firm must earn on its investment which will maintain the market value of
share at its current level. It can also be stated as the opportunity cost of an investment, i.e.
the rate of return that a company would otherwise be able to earn at the same risk level as
the investment that has been selected.

Components of Cost of Capital

! !

Implicit Cost

l l

Explicit Cost: The discount rate that equals the present
value of the incremental cash inflows with the present
value of its incremental cash outflows.

Implicit Cost: It is the rate of return associated with
the best investment opportunity for the firm and
its shareholders that will be foregone if the project

presently under consideration by the firm was accepted.
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CoOST OF CAPITAL 53

Measurement of Specific Cost of Capital

The first step in the measurement of the cost of the capital of the firm is the calculation of
the cost of individual sources of raising funds.

Cost of Debt, k4 (1-T)

The after-tax cost of debt, k4(1-t), is used to calculate the weighted average cost of capital,
and it is the interest rate on debt, kg, less the tax savings that result because interest is tax
deductible. This is the same as k; multiplied by (1-T), where T is the firm’s marginal tax
rate.
After-tax component cost of debt = Interest rate - tax savings
=ky- kT
=kq (1-T)
The concern may raise loan from bank or other sources. It has to pay interest on amount
of loan. The interest is taken as an expense. It is charged against profit of the concern.
Hence the amount of interest is subject to tax savings thereon.

Amount of interest x (1-tax)
Cost of Debts = x 100
Amount of loan

Or, Alternatively

Cost of Debts = Interest rate x (1-tax)
Example 1:
Suppose the amount of loan is T 5,00,000
Interest rate upto ¥ 3,00,000 =10% p.a.
Interest rate above ¥ 3,00,000 =12% p.a.
Tax rate =40%
Find the cost of debts
Answer:
Interest 3
On < 3,00,000 @ 10% = 30,000
On <% 2,00,000 @ 12% = 24,000
54,000
Less: Tax savings on interest cost (40%) (21,600)
Interest (Net of tax) 32,400

Amount of interest (1-tax) 32,400
= X 100 =

Cost of debt il
ostorde Amount of loan 5,00,000

X 100 = 6.48%

Alternatively,

Cost of Debts = Interest rate x (1-tax)
For first 3 lakh =10 x (1-0.40) = 6%
For next 2 lakh =12 x%(1-0.40) =7.2%
Overall cost of debts = (3 'akhs) X6+ (2 'akh) X 7.20 = 3.60 +2.88 = 6.48%
5 lakhs 5 lakh
Example 2:
If the company raises debts then annual interest payment will be ¥ 2,00,000 and amount of debts T 10,00,000.
Casel Casell
EBIT 5,00,000 5,00,000
Debts 10,00,000 Nil
Interest 2,00,000 Nil
Tax 30% 30%
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5.4 FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

Profit and Loss Account
Particulars Casel R) Casell R) Particulars Casel R) Casell R)
To Interest 2,00,000 Nil | By EBIT 5,00,000 5,00,000
To Tax (30%) 90,000 1,50,000
To Net Profit 2,10,000 3,50,000
5,00,000 5,00,000 5,00,000 5,00,000

_ Amount of Interest (1-tax) ~2,00,000 (1-0.30)
Cost of Debts = X 100 = 100,000

x 100
loan

1,40,000
~10,00,000
The interest rate is 20% hence post tax cost of debts = Interest rate (1-tax) = 20% (1-0.30) = 14%
A debt may be in the form of Bond or Debenture.

x 100 = 14%

Cost of Debentures

The cost of debentures and long term loan is the contractual interest rate adjusted further
for the tax liability of the company.

Cost of Irredeemable Debentures

Cost of debentures Cost of Debentures not redeemable during the life time of the company.

I
Kd = ﬁ (l-t)

[ Author’s |
| Note |

The fund may be raised through debenture. The debenture interest is paid on face value, par value of debenture.
The market price of debenture may or not be equal to par value when the market price of debenture is given in the
question and it is different from face value.

-
Kd =5 (1-0)

Amount of interest on a debenture (1-tax) y

100
Market price of debenture

Cost of debenture =

Example 3:
A Ltd. B Ltd. CLtd.
Face value per debenture (%) 100 100 100
Interest rate 14% 15% 20%
Market price per debenture (%) 140 75 125
Tax rate 30% 40% 20%
Find cost of debts.
Solution:
A Ltd. B Ltd. C Ltd.
Face value/debenture () 100 100 100
Interest 100 X 14% 100 X 15% 100 X 20%
=14 =15 =20
2N
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CoOST OF CAPITAL 5.5

Market price per debenture () 140 75 125

A fi 1-
Cost of debts (K,) = mount o mteres.t on a debenture (1-tax) % 100
Market price of debenture

14(1-0.30) _15(1-0.40) ~20(1-0.20)
—TX1OO —TX1OO = 125 x 100
=7% =12% =12.8%

[ Author’s |
| Note |

(i) If the market price of debenture is equal to face value then the % cost of debts = Interest rate (1 - tax)

(i) In case of irredeemable debentures, the life of debenture is infinite. Hence we do not consider the principal
repayment or duration i.e. life.

Cost of Redeemable Debentures

If the debentures are redeemable after the expiry of a fixed period, the cost of debentures

would be:
Ko I(1-t)+ (RV-NP)/N
d- RV + NP
2
(Redeemable value - Market price)
Amount of Interest (1 - tax rate) + -
Or Life x 100
Redeemable value + Market vaue
2
Example 4:
Suppose the current market price of debenture =3 125 (Face Value =% 100).
Interest Rate =10% p.a.
Life =5 Years
Tax =40%
Redeemable value at 5 years end =3 150
Find Post Tax cost of debts.
Answer:

Redeemable value — Market price

Amount of Interest (1 - tax rate) + ( i

Ky = e x 100
Redeemable value + Market vaue

10 x (1-0.40) +(%) 645 11
= 1 = 1 = 1 =89
(150+125) x 100 1375 < 00 13735 % 00=28%
2
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5.6 FINANCIAL MANAGEMENT: SIMPLIFIED (et 4 Simplify it!)

Example 5: Express cargo Ltd. has issued 5 years zero coupon bonds of ¥ 1,000 each at a price of ¥ 540. Calculate the

cost of debt.
Answer:
Year Particulars Cash flow Discount Present Value Discount Present Value

3 factor @ 12% 3 factor @ 14% 3
0 Net proceeds 540 1.000 540 1.000 540
Repayment on maturity (1000) 0.567 (567) 0.519 (519)

Net present value (=) 27 21

27 54
K,=12+—"——x2=12+"—=12+1.125=13.12 13.12
d *om a1 *18 + 5=13.125 or 13.125%

Cost of Convertible Debentures

Example 6: Rocks Ltd. has issued 14% convertible debentures of Z 100 each at par. Each debenture will be convertible
into 8 equity shares of¥ 10 each at a premium of ¥ 5 per share. The conversion will take place at the end of 4 years
the corporate tax rate is assumed to be 40%. Assume that tax savings occur in the same year that the interest
payments arise. The flotation cost is 5% of the issue amount. Calculate the cost of convertible debentures.

Answer:
Year Particulars Cash flow Discount Present Value Discount Present Value
4 factor @ 14% 4 factor @ 15% 4
0 Net proceeds 95.00 1.000 95.00 1.000 95.00
1-4 | Interest less tax (8.40) 2914 (24.48) 2.855 (23.98)
4 Conversion value (8 X% 15) (120.00) 0.592 (71.04) 0.572 (68.64)
Net present value = (-)0.52 2.38
Ky= 14+ix 1= 14+@: 14 +0.18=14.18%
0.52 +2.38 2.9

Cost of Preference Share, kp

E‘;@?\/‘ The component cost of preference share used to calculate the weighted average cost of
. - capital, k,, is the preference dividend, D,, divided by the current price of the preference
share, P,
D,
Component cost of preference share =k, = P
P

The cost of preference share capital is the dividend expected by its holders.

Cost of Redeemable Preference Shares

Ifthe Preference share are redeemable after the expiry of fixed period the cost of preference

shares would be:
PD + ( RV - NP )
N
K=——w— =
p RV + NP
2
2
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CoOSsT OF CAPITAL 5.7

Example 7: Rockstar India Issued 30,000 15% Preference Shares of ¥ 100 each, redeemable at 10% premium after 20
years Issue Management Expenses were I 30,000.
Find out the cost of Preference Capital if they were issued (i) par (ii) premium of 10% (iii) discount of 10%?

Solution:
(30,000x110) - (30,000 x100-30,000)

30,000 x100 x15%-+ 20
i. IssuedatPar:K_ = =14.88%
P (30,000%110) + (30,000 x100-30,000)
20
30,000%x110) - (30,000 x110-30,000
30,000 X100 x15%+ x110)-{ = X )
ii. Issued ataPremium:K_ = =13.74%
P (30,000%110) + (30,000 x110-30,000)
20
30,000x110) - (30,000 x90-30,000
30,000 x100 x15%+ ( ) (20 )
iii. Issued ataPremium:K_= =16.13%
P (30,000x110) + (30,000 x90-30,000)
20

Cost of Irredeemable Preference Shares

Cost of Irredeemable Preference Shares = P—Pd

[ Author’s |
| Note |

Cost of irredeemable preference share K,
Annual fixed amount of preference dividend will be paid for irredeemable preference shares. The dividend is
calculated on face value of preference share as follows
Preference dividend = Face value x Dividend rate.

This calculation is similar as calculation under debenture. The preference dividend is paid out of post tax profit. It

is a portion of profit, hence, there will be no tax savings as in case of debenture interest.
Amount of dividend

Market price per share

Cost of preference share =

Example 8:
Particulars AlLtd. B Ltd.

Face value/preference share (%) 100 100
Dividend rate 15% 12%
Market price per share (%) 125 75
Calculate % cost of preference share.

Answer:

Particulars Altd. B Ltd.
Face value/preference share () 100 100
Dividend rate 15% 12%
Amount of preference dividend (%) 100 x 15% =15 100X 12% =12
Market price per share (%) 125 75
(%) Cost X 100=12% 12x100=16%
N
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5.8 FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

Example 9: A company issued 40,000 12% Redeemable Preference Shares of ¥ 100 each at a premium of % 5 each,
redeemable after 10 year at a premium of %10 each.

The floatation cost of each share is ¥ 2. [May 2013]
Answer:

Calculation of Cost of Preference Shares (Kp)

Preference Dividend (Pp) =0.12x 40,000 x 100

=4,80,000

Floatation Cost =40,000x 2 =% 80,000

Net Proceeds (NP) =42,00,000 - 80,000 = 41,20,000

Redemption Value (RV) =40,000 x 110 = 44,00,000

Cost of Redeemable Preference Shares = P, (RV - NP) / N/RV NP/2
Kp =4,80,000 (44,00,000 - 41,20,000)/10 / 44,00,000 41,20,000 / 2
=4,80,000 + (2,80,000)/10 / 85,20,000/2 = 4,80,000 + 28,000 / 42,60,000
=5,08,000 / 42,60,000 =0.1192
Kp =11.92%

(Note: Kp may be computed alternatively by taking the RV and NP for one unit of preference shares. Final figure
would remain unchanged).

Cost of Equity

S;@Q\/' Cost of equity capital is that rate of return which equates the present value of expected
- dividends with the market share price.
Cost of New Equity, Cost of equity (K,): The dividend on equity share is variable. It is not fixed dividend per

kq: The cost of external
equity; based on the cost
of retained earnings, but
increased for flotation costs.

year like preference share. However, if the equity dividend is constant year after year then
the cost of equity is calculated similarly as cost of preference share.
Equity dividend per annum

Percentage (%) cost of equity = Market price per share x 100

Dividend Price Approach

S Here, cost of equity capital is computed by dividing the current dividend by average
Examv Foous... \ market price per share.

Nov.- 2006 | 1 Mark Ko
€ PO
Example 10:
X Ltd. Y Ltd.
Face value per share (%) 100 100
Dividend per share () 15 40
Market price per share () 150 250
Percentage (%) cost of equity 15 X 100 40 X 100
150 250

Annual dividend % 100] =10% =16%

~ Market price per share

Dividend Growth Model (Dividend Price Plus Growth Approach)

When a share is purchased, the investor will receive dividend year after year. The present
value of all future dividends for infinite period will be equal to current fair price (P,) of the
share. For this purpose the cost of equity (K,) is used as discount rate.

oY
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CoOST OF CAPITAL 5.9

Sum of present value of dividends

Sum of present value of D, D, D,
dividendsD] = I+ Ke + (1+ Ke)z + (1+ Ke)3] +..+0
e [Py, [ D) ][ DO+ ] »
I+ K] [(1+K) (1+K,) | [(1+K,) (1+ K,)?
D,
D, (1"' Ke) D, (1+g)?
K] (g (04K (1+ Ke) N
D, l+g
TIHK, T IHK,
Sum or series = -
1-r
Dl
(1"' ) D, D,
=1_( 1+g )=1+Ke—1—g =(Ke—g)
1+ K,
Example 11:
A B C D
Last Dividend per share (D) 5 3 2 4
Next Dividend per share (D,) 5% (14+0.04) | 3x(1+0.08) | 2 x(14+0.06) | 4 x (1+0.05)
=5.20 =3.24 =212 =4.20
Ke 12% 14% 10% 13%
b _ ( D ) 5.20 3.24 212 4.20
°"\K.~-g 0.12-0.04 0.14-0.08 0.10-0.06 0.13-0.05
=X 65 =354 =X 53 =X 525

Things to Remember

1. The dividend growth model assumes the constant growth in future dividends. The present value of all
future dividends will be equal to current price (P,) of the share.

Next Dividend per share (D,)
Cost of equity (K,) — Growth rate (g)

Current Price (Py) =

2. If there is different growth rates during initial period and it becomes constant in later year, the above
formula will apply in the year in which growth rate becomes constant.

Example 12: The details of dividend paid by Cool Ltd. on existing equity shares of ¥ 10 each for the past 6 years is
given below:

Year Dividend per share
1995 1.05
1996 1.10

A
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5.10 FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

1997 1.16
1998 1.21
1999 1.27
2000 1.34

The current market price of equity shares is ¥ 40. It is expected to maintain the fixed dividend payout ratio in
the future. The company has issued new equity shares of ¥ 10 each and the cost of its flotation is ¥ 0.50 per share.
The expected dividend to be declared for the current year is ¥ 1.40. Using the above information calculate the
cost of equity capital.

Answer:

Calculation the dividend growth rate: During the last 5 years (Year 1995 is ignored since the dividend of 1995
is compared with the dividend of 2000), the dividend has increased from % 1.05 to ¥ 1.34.

Compound factor = X1.34
% 1.05

=1.2762

By looking into compound value of ¥ 1 the sum of ¥ 1 would accumulate to X 1.2762 in five years at 5%.
Therefore. the dividend growth rate is 5%.

D, ?1.40
Ko=—+g=-—+
£7%950

e =N +0.05=0.1474 + 0.05=0.1974 or 19.74%.
p

Example 13: The current price of an equity share of ¥ 10 is ¥ 20. The next expected dividend per share is 20%. The
dividends are expected to grow at a rate of 5%. Calculate the cost of equity based on dividend growth model.

Answer:
Next expected dividend per share (D,) =20% of3 10 =3 2
Market price (P,) =3 20
Growth rate in dividend (g) = 5%

D, K
_P—O+g or

K

<] e

- 22—0 +0.05 =0.15 of 15%

Current Price of Share (P,)

The investor in equity share purchases the share from market at its current price. He
receives dividends in future for infinite period. The dividend is inflows to investor and cost
to the company. The present value of all future year dividend which satisfied, the required
return of investor is equal to fair price (current price P,) of the share.

For calculation of present value of dividend the required return by investor (i.e. cost to
the company) (K,) is listed as discount rate.

Itis easy to determine the dividend yield, but itis difficult to establish the proper growth
rate. If past growth rates in earnings and dividends have been relatively stable, and if
investors appear to be projecting a continuation of past trends, then g may be based on
the firm'’s historic growth rate. However; if the company’s past growth has been abnormally
high or low, either because of its own unique situation or because of general economic
fluctuations, then investors will not project the past growth rate into the future. In this case,
g must be estimated in some other manner.

Current price of share (Py) =

Next dividend per share

(cost of equity — growth rate)

. Next dividend per share
Current price of P, =

(cost of equity - growth rate)

Dl
P, "R g
PO(Ke_g) :Dl
(K- g) Dy
e~ 8 =5 r’\
P OTC
NS4
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CoSsT OF CAPITAL

K, =5 *t§8

Where, K, = Cost of equity
D, = Next dividend per share
g = Constant growth rate.

5.11

=Last dividend per share (1+growth rate) when dividend growth at constant

D, =D, (1+g)
rate per year.
P, _ D, _ D, (1+g)
Ke-g K-8
Dl
and K, = P—0+ g

When growth rate is zero per cent i.e. Nil.

D, D,(1+g) D, (1+Nil)

P = =
0 K,-g K,-g K, - Nil
DO
PO = E
DO
Then, I(e = P_
0

Things to Remember

Where,
a = first term
r = common ratio (less than 1)

Sum of the series = %

Sum of series under geometrical progression =a +ar + ar? + ar’ + ... + ©

Earning/Price Approach

Exoumn Focus... <o~
-

of its share.

Nov. - 2006 | 1 Mark

Realized Yield Approach

The advocate of this approach co-relate the earnings of the company with the market price

According to this approach, the average rate of return realized in the past few years is
historically regarded as ‘expected return’ in the future. The yield of equity for the year is:

D,+P,;

' Py

Example 14: Dividends and year-end prices of A Ltd. shares for 5 years are given below. You are required to compute

cost of equity by Realized Yield Approach.

Year Dividend per share (3) Price per share ()
2000-01 2.50 40.00
2001-02 3.20 42.00
2002-03 3.63 44.25
2003-04 533 46.00
2004-05 e 46.90

0
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5.12 FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)
Answer:
. Dividend + Closing Price D, +P,
Wealth Ratio (Yearn) = - - = x 100
Opening price Poon
Wealth Ratio (2001 - 02) = <3:20 +342.00 _, 4
340.00
Wealth Ratio (2002 - 03) = <5:63+344.25 _, 1,
342.00
Wealth Ratio (2003 - 04) = 32:33+346.00 _, 14
344.25
Wealth Ratio (2004 - 05) = <.0:00+346.90 _;
346.00
Average wealth ratio _L13+ 1'142 L16+1.15_4 145
Cost of equity = Average Wealth Ratio - 1 =1.145-1=0.145 or 14.5%
The CAPM Approach

Capital Asset Pricing
Model (CAPM): A model
based on the proposition
that any stock’ required
rate of return is equal

to the risk-free rate of
return plus a risk premium
that reflects only the

risk remaining after
diversification.

One approach to estimating the cost of common equity is to use the Capital Asset Pricing
Model (CAPM) as follows:

Step 1: Estimate the risk-free rate, R;, generally taken to either the govt. securities rate or
the short-term (30-day) Treasury bill rate.

Step 2: Estimate the stock’s beta coefficient, b, and use it as an index of the stock’s risk.

Step 3: Estimate the expected rate of return on the market, or an “average” stock, R,,.

Step 4: Substitute the preceding values into the CAPM equation to estimate the required

rate of return on the stock in question: k, = R;+ b (R, - Ry)

Equation: Shows that the CAPM estimate of k, begins with the risk-free rate, R;, to the risk
premium on an average stock, R, - Ry, scaled up or down to reflect the particular stock’s
risk as measured by its beta coefficient.

Itshould benoted thatalthough the CAPM approach appearstoyield anaccurate, precise
estimate of k,, there are actually several problems with it. First, if a firm’s shareholders are
not well diversified, they may be concerned with stand-alone risk rather than just market
risk. In that case, the firm’s true investment risk would not be measured by its beta, and
the CAPM procedure would understate the correct value of k.. Further, even if the CAPM
method is valid, it is hard to obtain correct estimates of the inputs required to make it
operational because (1) there is controversy about whether to use long-term or short-term
treasury yields for Ry, (2) it is hard to estimate the beta that investors expect the company
to have in the future, and (3) it is difficult to estimate the market risk premium.

CAPM model describes the risk-return trade-off for securities. It describes the linear
relationship between risk and return for securities.

The CAPM approach assumes that the return should be in accordance to the risk in the investment. The risk is shown
as Beta. The risk in share is called as equity Beta and overall risk in market (i.e. average securities in market) is known
as Beta Market. Beta Market is always assumed to be‘one’.

The Required rate of return = Risk free return + Risk premium for that share
= Risk free return + [Beta share (Return,,,,xet — R€tUrN gy free)]

[ Author’s |
| Note |
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Example 15:
Suppose the return market is 18%.
Risk free rate = 8%
Normal market premium =Ry, - Re = (18 — 8)% = 10%
Find the required return for following.

Name of TD A Ltd. B Ltd. C Ltd. D Ltd. E Ltd.
Beta Share 2.5 0.8 0 1 1.2
Answer:

We know that
Required return = RF + B,qity (RM - RF)
AlLtd.=8+25x10=33%
BLtd.=8+0.8x10=16%
CLtd.=8+0x10=8%
DLtd.=8+1x10=18%
ELtd.=8+1.2Xx10=20%
The required rate of return by investor on equity is considered as cost of equity (K,) for further calculation.

Example 16:
Beta Equity =1.8
Return Market (RM) =14%
Return risk free (RF) = 8%

Find cost of equity (K,). If growth rate of dividend is 6% and next division per share is ¥ 3.20. Find current price of
share. Required return by investor in Equity.

Answer:
K. =8+1.8x%x(148)=8+(1.8x6)=8+10.8=18.8%
The required return for equity share holder is treated as cost of equity to the company.

D
Current Price (Py) = ——= 320 _ 320 _

= = = =3 25.
K.—g 0.188-0.06 0.128

Example 17:
Suppose return market =12%
Return Risk Free =7%
Beta Equity =15

Find K, If growth rate of dividend is 4% and next dividend per share is ¥ 2.10. Find current price of share. If the share
is available in market at ¥ 18. Will you purchase it?

Answer:
Required Return =7 +{1.5x(12-7)}=7+(1.5%x5)=7+75=145%
Required return is to be treated as K,
210 210
0.145-0.04 0.105
Actual price in the market =3 18
Decision: The share is available at low price. It should be purchased.

Example 18:: Modern Ltd's share beta factor is 1.40. The risk free rate of interest on government securities is 9%. The

expected rate of return on company equity shares is 16%. Calculate cost of equity capital based on capital asset
pricing model.

€2
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Answer:

FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

ke =R¢+ PRy, - Ry)
K, = 9% + 1.40 (16% - 9%) = 9% + 1.40 (7%)
=9% + 9.8% = 18.8%

The appropriate discount rate to apply to the forecasted cash flows in an investment appraisal is the
opportunity cost of capital for that investment. The opportunity cost of capital is the expected rate of return
offered in the capital markets for investments of a similar risk profile. Thus it depends on the risk attached to the
investments cash flows.

Cost of Retained Earnings, k.

& ~an
3 /
DA AT

Required rate of return
= Expected rate of return

k, = kee + RP =

1
Potg

The cost of retained
earnings is normally equal
to the cost of existing
equity capital (K,)

The cost of debt and preference shares are based on the returns investors expect on these
securities. Similarly, the cost of equity share is based on the rate of return investors expect
on a company’s equity shares. Note, that new equity share capital is raised in two way: (1)
by retaining some of the current year’s earnings and (2) by issuing new equity share. As we
shall see, equity raised by issuing shares has a somewhat higher cost than equity raised as
retained earnings due to the floatation costs involved with new share issues. We use the
symbol k, to designate the cost of retained earnings and k, to designate the cost of equity
share raised by issuing new shares or external equity.

A corporation’s management might misguidedly think that retained earnings are “free”
because they represent money that is “left over” after paying dividends. While it is true
that no direct costs are associated with capital raised as retained earnings, this capital
still has a cost. The reason we must assign a cost of capital to retained earnings involves
the opportunity cost principle. The firm’s after-tax earnings belong to its shareholders.
Bondholders are compensated by interest payments and preference shareholders by
preference dividends. All earnings remaining after interest and preference dividends
belong to the equity shareholder, and these earnings serve to compensate shareholders
for the use of their capital. Management may either pay out earnings in the form of
dividends or else retain earnings or reinvest them in the business. If management decides
to retain earnings, there is an opportunity cost involved - stockholders could have received
the earnings as dividends and invested this money in other stocks, in bonds, in real estate,
or in anything else. Thus, the firm should earn on its retained earnings at least as much as
the shareholders themselves could earn on alternative investments of comparable risk.

If a stock is in equilibrium then its required rate of return k, must be equal to its
expected rate of return k. Further its required return is equal to a risk-free rate, kg, plus
a risk premium RP, whereas the expected return on a constant growth share is the share’s
dividendsyield, D,/P,, plus its expected growth rate, g:

Required rate of return = Expected rate of return
D,
P,

Therefore, we can estimate k; either as k, = kpp + RP

Note: The cost of retained earnings is normally equal to the cost of existing equity capital
(K.)

Example 19: Y Ltd. retains ¥ 7,50,000 out of its current earning. The expected rate of return to the shareholders.
If they had invested the funds elsewhere is 10%. The brokerage is 3% and the shareholders came in 30% tax
bracket. Calculate the cost of retained earning. [Nov-2009]
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Answer: Computations of Cost of Retained Earnings (K,)

K, =k(1-T,)(1-B)
K, =0.10 (1 - 0.30)(1 - 0.03) = 0.10 (00.70) x (0.97) = 0.0679 or 6.79%

Cost of Retained Earnings = 6.79%

Cost of Depreciation

Depreciation provisions may be considered in a similar manner to retained earnings - they
have an opportunity cost and represent an increased stake in the firm by its shareholders.
However, a distribution of depreciation provisions would produce a capital reduction,
probably requiring outstanding debts to be repaid due to the depletion of the capital base,
the security against which the debt was obtained.
This indicates a proportional combination between the cost of debt repaid and the cost
of retained earnings to calculate the cost of capital in the form of depreciation provisions.

Example 20:
A Ltd. B Ltd. CLtd. D Ltd.
Last dividend per share (D) %2 3 4 5
Growth rate (g) 5% 4% 7% 8%
Current price per share (P,) 330 352 3107 360

(i) Find cost of existing equity and cost of retained earnings.
(ii) Also find cost of new equity. If new shares are allotted at (a)T¥25 (b)T40 ()% 100 (d)%T54

Answer: (i)

A Ltd. B Ltd. CLtd. D Ltd.
Last Dividend per Share (D) %2 T3 T4 %5
Growth rate (g) 5% 4% 7% 8%
Current price per share (P,) 330 352 3107 360

. . 2 (1+.05) 3 (1+.04) 4(1+.07) 5(1+.08)
Cost of existing equity 30 +.05 5y +.04 07 +1.07 60 +.08
Dy (1+9)
[7 =12% =10% =11% =17%
Po+9

(ii) The cost of retained earnings will be the same as the cost of existing equity

The cost of new equity share =

ALtd.

Cltd.=

Next Dividend

+ growth rate
Next Proceeds

+0.05 = 13.4% B Ltd.=%+0.04= 11.8%
+007=1128%  Dltd.=> X514'°8 +0.08 = 18%

Cost of New Equity, k,

5%

\ 4

Companies generally hire an investment banker to assist them when they issue equity
shares, preference shares, or bonds. In return for a fee, the investment banker helps the
company structure the terms and set a price for the issue, and then sells the issue to
investors. The banker’s fees are often referred to as flotation costs, and the total cost of
capital should reflect both the required return paid to investors and the flotation fees paid
to the investment banker. f: "C'\
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Cost of New Equity,

kq: The cost of external
equity; based on the cost
of retained earnings, but
increased for flotation costs.

Cost of equity from new
equity issue
1
= = +
AT

Value of Bond

a~an
3 /
DA AT

FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

Flotation costs are often substantial, and they vary depending on the size and risk of the
issuing firm and on the type of capital raised. So far, we have ignore flotation costs when
estimating the component cost of capital, but some would argue that these costs should
be included in a complete analysis of the cost of capital.

The first approach simply adds the estimated rupee amount of flotation costs for each
project to the project’s up-front cost. The estimated flotation costs are found as the sum of
the flotation costs for the debt, preference, and equity shares used to finance the project.
Because of the now-higher investment cost, the project’s expected rate of return and NPV
are decreased.

The second approach involves adjusting the cost of capital rather than increasing the
project’s cost. If the firm plans to continue to use the capital in the future, as is generally
true for equity, then this second approach is better. The adjustment process is based on the
following logic. If there are flotation costs, the issuing company receives only a portion of
the total capital raised from investors, with the remainder going to the underwriter. When
calculating the cost of common equity, the DCF approach can be adapted to account for
flotation costs. For a constant growth equity shares, the cost of new equity, k., can be
expressed as:

D,

Cost of equity from new equity issue, k, = — +
quity quity = b, (1-F)

g

Here F is the percentage flotation cost required to sell the new stock, so P, (1-F) is the
net price per share received by the company.
If there is no floatation cost then

Dl
ke = P—O + g
Next dividend per share
Or + growth rate

Net proceeds received

Value of a bond depends on its cash flows and the discount rate. The expected cash
flows consist of annual interest payments plus repayment of principal. The appropriate
capitalization, or discount rate would depend upon the risk of the bond. The riskin holding
a government bond is less than the risk associated with a debenture issued by a company.
Consequently, a lower discount rate would be applied to the cash flows of the government
bond and a higher rate to the cash flows of the company debenture.

Bonds maybe classified into three categories:

(a) Bonds with maturity, (b) Pure discount bonds and (c) Perpetual bonds.

Amortization of Bond

A bond may be amortized every year i.e. principal is repaid every year rather than at
maturity. In such a situation, the principal will go down with annual payment and interest
will be computed on the outstanding amount.

V= 2, C/(L+kt t=1

t=1

oY
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Composite, or Weighted Average Cost of Capital (WACC)

E‘;QQ\/‘ As we shall see in the chapter on capital structure and leverage, each firm has an optimal

A - capital structure, defined as that mix of debt, preference, and equity shares that causes
its stock price to be maximized. Therefore, a value-maximizing firm will determine its
optimal capital structure, use it as a target, and then raise new capital in a manner
designed to keep the actual capital structure on target over time.

The target proportions of debt, preference shares, and equity shares, along with the
costs of those components, are used to calculate the firm’s weighted average cost of
capital, WACC.

WACC = wgky(1 - T) + wpk, + wek,

WACC represents the investors’ opportunity cost of taking on the risk of putting money
into a company. Since every company has a capital structure i.e. what percentage of funds
come from retained earnings, equity shares, preference shares, debts and bonds, so by
taking a weighted average, it can be seen how much cost/interest the company has to pay
for every rupee it borrows/invest.

Example 21:
Suppose number of existing shares = 5,20,000
Existing capital structure Percentage
Equity Share Capital 65%
Preference Share Capital 15%
Debenture 20%
100%
This same percentage will continue in future. This best earnings per share (EPS).
Year 2003 2004 2005 2006
EPS 2.00 240 2.88 3456

Next dividend per share will be equal to 50% of EPS of year 2006.

Current price per share =3 21.60

15% new Debentures will be issued at market price ¥ 75 (Face value =¥ 100)

New 13.8% Preference share will be allotted at ¥ 115 (Face value =3 100)

Tax rate 50%. Find average cost of capital if the retained earnings will be used in a project.
Answer:

Based on past earnings we can get growth rate.

Year EPS Growth rate

2003 2

2004 24 E ;ggg -1= % -1=20%
2005 2.88 %—1 =%—1 =20%
2006 3.456 E ;382 -1= 32%8586 -1=20%

The growth rate will be 20% p.a.
Next Dividend Per share (D;) = 50% of EPS of 2006 = 50% of 3.456 = 1.728
Current Price (Py) =21.60
%
Nl
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5.18 FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

D, 1.728

e P, 972160

Interest on Debenture = Face value x Interest rate
=100%x 15% =% 15

_ Amount of Interest (1-tax) 15 (1-0.50)

+0.20=0.28 =28%

Cost of deb X 100 =10% p.a.
ost of debts Market Price 75 %opa
Cost of preference share = Amount of Preference Dividend % 100
Market value of Preference Share
13.8% of f lue R 1
_ 3.8% of face value ( 00)><100=13‘8><100=12%
3115 115

If the given capital structure is maintained the cost of retained earnings will be equal to cost of existing equity i.e. 28%.

Overall cost for capital in new project
=Wk, + WK, + WKy
=(0.65%28)+(0.15%x12) + (0.20 x 10) =18.2 + 1.80 +2 = 22%
Now, calculate the cost of project if the retained earnings of 2006 is used.

No. of equity shares =5,20,000 shares
EPS of 2006 =33.456
DPS of 2006 =31.728
Retained earnings per share =31.728
Total retained earnings =% 1.728 x 5,20,000 =X 8,98,560
Proportion of equity invested in Project = Project cost X 65%
¥ 8,98,560 = Project cost X 65%
. 7 8,98,560
Project cost = 5% - 313,82,400

Marginal Cost of Capital

It may be defined as “the cost of raising an additional rupee of capital”. To calculate
the marginal cost of capital, the intended financing proportion should be applied as
weights to marginal components costs. The marginal cost of capital should, therefore,
be calculated in the composite sense. The marginal weights represent the proportion of
funds the firm intends to employ.

To calculate the marginal cost of capital, the intended financing proportion should
be applied as weights to marginal component costs. The marginal cost of capital should,
therefore, be calculated in the composite sense. When a firm raises funds in proportional
manner and the component’s cost remains unchanged, there will be no difference
between average cost of capital (of the total funds) and the marginal cost of capital. The
components costs may remain constant upto certain level of funds raised and then start
increasing with amount of funds raised.

Example 22: Samurai Ltd. plans to use long-term sources of funds in following proportions.

Equity Funds 40%
Preference Capital 10%
Debt Funds 50%

Based on discussion with its merchant bankers and lenders, the company estimates the cost of its sources of
finance for various levels of uses as follows:

Sources Range of new Cost
finance?® lakh
Less than 20 20%
Equity Funds
20 or more 22%

)
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Less than 4 10%
Preference Capital
4 or more 12%
Less than 30 15%
Debt Funds
30 or more 16%
Prepare a schedule of marginal cost of capital.
Answer:
Range of funds Cost of funds
Total Capital Equity Pref. capital Debt K. K, Ky K,
% lakh T lakh % lakh T lakh % % % %
0-40 0-16 0-4 0-20 20 10 15 16.5
40-50 16-20 4-5 20-25 20 12 15 16.7
50-60 20-24 5-6 25-30 22 12 15 17.5
Above 60 Above 24 Above 6 Above 30 22 12 16 18.0

Factors that affect the Composite Cost of Capital

(7
Uy

\

FACTORS THE FIRM CANNOT CONTROL

' l

The level of Interest Rates Tax Rates

FACTORS THE FIRM CAN CONTROL

' l l

Capital Structure Policy Dividend Policy Investment Policy

Determination of Post-Tax Average Cost of additional Debt

Example 23: Gambaru Ltd. Wishes to raise additional finance of ¥ 20 lakhs for meeting its investment plans. The
company has ¥ 4,00,000 in the form of retained earnings available for investment purposes.

The following are the further details:
Debt equity ratio 25:75. Cost of debt at the rate of 10% (before tax) up to ¥ 2,00,000 and 13% (before tax) beyond that.
Earning per share ¥ 12, Dividend payout 50% of earnings to be paid., Expected growth rate in dividend 10%, Current
market price per share, ¥ 60, Company'’s tax rate is 30% and shareholder’s personal tax rate is 20%.
Required:
i. Calculate the post tax average cost of additional debt.
ii. Calculate the cost of retained earnings and cost of equity.
iii. Calculate the overall weighted average (after tax) cost of additional finance.

Answer:
Total Amount Required for Finance = 20,00,000
Pattern of raising capital
Debt =0.25 % 20,00,000 = 5,00,000
Equity =0.75 % 20,00,000 = 15,00,000
= 20,00,000

€2
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5.20 FINANCIAL MANAGEMENT: SIMPLIFIED (fet’s Simplify it!)

Equity Fund (%15,00,000)

Retained earnings = 34,00,000
New Equity (additional) = T11,00,000
Total = %15,00,000
Debt fund (% 5,00,000)

10% debt = ¥2,00,000
13% debt = 3,00,000
Total = 5,00,000

(i) Post Tax Average Cost of Additional Debt.

Overall K = Total Interest(1-t)/ ¥ 5,00,000 = [20,000 + 39,000] (1-0.3)/5,00,000 or (41,300/5,00,000) x 100 =
8.26% or For 10%: K, = .10(1-.30) = 7%; For 13%: Kd = .13(1-.30) =9.1%

Therefore Overall K, = 7x2,00,000/5,00,000 + 9.1x3,00,000/5,00,000 = 8.26%
(ii) Cost of Retained Earnings and Cost of Equity

Ke =D,/Po + g=12(50%)/60 + .10 = 20%

Kr = Ke (1-tp) =20(1-0.2) = 16% where, tp stands for personal income tax of shareholders.
(iii) Weighted Average Cost of Capital

Amount After tax Weight Ko
Equity Capital 11,00,000 20.00% .55 11
Retained earning 4,00,000 16.00% .20 3.2
Debt 5,00,000 8.26% 25 2.065
Total 20,00,000 16.2650%

K, = (3,25,300/20,00,000) x 100 = 16.27%
Note: In the above format 10% & 13% Debt can be taken separately, Answer will be same.
Note: It is given that the dividend of 50% is to be paid, so we assumed given dividend to be D1

Example 24: Adani Wilmar wished to raise additional finance of ¥ 10 lakhs for meeting its investment plans it has
% 2,10,000 in the form of retained earnings available for investment purposes. Further details are as following:
(1) Debt/equity mix 30%/70% (2) Cost of debt: Up to ¥ 1,80,000 10% (before tax); Beyond % 1,80,000 16% (before
tax) (3) Earnings per share ¥ 4 (4) Dividend payout 50% of earnings is paid (5) Expected growth rate in dividend
10% (6) Current market price per share % 44 (7) Tax rate 50%.
Required:
(a) To determine the pattern for raising the additional finance.
(b) To determine the post-tax average cost of additional debt.
(c) To determine the cost of retained earnings and cost of equity, and
(d) Compute the overall weighted average after tax cost of additional finance.
Solution:
(a) Pattern of raising additional finance.
Equity 70% of ¥ 10,00,000 = ¥ 7,00,000; Debt 30% of ¥ 10,00,000 = ¥ 3,00,000
The capital structure after raising additional finance:

The capital structure after raising additional finance: R)
Equity Capital (7,00,000-2,10,000) 4,90,000
Retained earnings 2,10,000
Debt (Interest @ 10% p.a.) 1,80,000
(Interest @ 16% p.a.) (3,00,000 - 1,80,000) 1,20,000
Total Funds 10,00,000
2N
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CosT OF CAPITAL 5.21
(b) Determination of post-tax average cost of additional debt
K4 =I(1-t) Where, I = Interest Rate; T = Corporate tax-rate
On ¥ 1,80,000 = 10%(1-0.5) = 5% of 0.05; On ¥ 1,20,000 = 16% (1-0.5)=8% or 0.08
Average Cost of Debt = 1,80,000 x.05+1,20,000 x .08 _ 6.2%
3,00,000
(c) Determination of cost of retained earnings and cost of equity applying Dividend growth model:
K, =3%2(1+.10)/ T 44 + 10% = 15%
(d) Computation of overall weighted average after tax cost of additional finance
Particular 3 Weights Cost of funds
Equity (including retained earnings) 7,00,000 0.70 15%
Debt 3,00,000 0.30 6.2%

WACC = (Cost of Equity x % Equity) + (Cost of debt x % Debt)
= (15% x 0.70) + (6.2% x 0.30) = 10.5% + 1.86% = 12.36%
Note: Retained Earnings & Equity and 10% & 16% Debt can be shown separately. Answer will be same.

Treatment of Short-Term Debt

Example 25: From the following information, determine the appropriate weighted average cost of capital, relevant
for evaluating long-term investment projects of the company.

Cost of equity 0.18 After cost of long-term debt 0.08
After tax cost of short-term debt 0.09 Cost of Reserve 0.15
Sources of capital Book Value (BV) R) Market Value (MV) (%)
Equity: Capital 3,00,000 7,50,000
Reserve 2,00,000 -
Long-term debt 4,00,000 3,75,000
Short-term debt 1,00,000 1,00,000
10,00,000 12,25,000
Answer:
Calculation of Weighted Average Cost of Capital or overall Cost of Capital:
Alternative 1 - Book value as weights
Element Amount ) Weight Specific cost of capital Overall cost of capital
Capital 3,00,000 0.3333 0.18 0.06
Reserve 2,00,000 0.2222 0.15 0.03
L/T debt 4,00,000 0.4445 0.08 0.04
9,00,000 1.000 0.13

“Tell me and I'll forget; show me and I may remember; involve me and I'll understand.”

— Chinese Proverb
A
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Therefore, WACC = 13%
Alternative 2 - Market value as weights:

Element Amount Weight Specific cost of capital Overall cost of capital
Capital 4,50,000 0.40 0.18 0.0720
*Reserve 3,00,000 0.27 0.15 0.0405
L/T debt 3,75,000 0.33 0.08 0.0264

11,25,000 1.00 0.1389

Therefore, WACC = 13.89%
*Note: Market Value of equity share capital apportioned between capital and reserve in book value weighted.

Zero Coupon Bonds (ZCB)

Example 26: Suppose we are considering investing in a zero-coupon bond that matures in 5 years and has a face
value of ¥ 1000. If these bonds are priced to yield 10%, what is the present value of the bonds?

Answer:

i 100
We know that value of a Zero Coupon Bond is = Face Value or Maturity Value

=3 621
(14K (1+.10)°

“Intelligence plus character-that is the goal of true education.”
- Martin Luther King Jr.
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Problems and Solutions

Cost of Debt

Problem 1: OM steels Ltd. has issued 30,000 irredeemable 14% debentures of ¥ 150 each. The cost of floatation of
&3 debentures is 5% of the total issued amount. The company’s taxation rate is 40%. Calculate the cost of debt.

5.23

Solution:

Calculation of net proceeds from debenture issue
Total issued amount (30,000 debentures x ¥ 150) 45,00,000
Less: Flotation cost (? 45,00,000 x %) 2,25,000
Net proceeds from issue 42,75,000
Annual interest charge (% 45,00,000 x %) -2 6,30,000

: 1(1-1) B %6,30,000(1 - 0.40) _3,78,000
17D %42,75000  42,75,000
Problem 2: Business Machines Ltd. has issued redeemable debentures of ¥ 100 each repayable at the end of 8 year

=0.0884 or 8.84%

& period on a coupon rate of 14%. The flotation expenses is 10% of issue amount. Calculate the cost of debt.

Solution:
@ Year Particulars Cash flow Discount | PresentValue | Discount Present Value
factor @ 14% 3 factor @ 18% 3

0 Net proceeds 920 1.000 90.00 1.000 90.00

1-8 | Interest payments (14) 4,639 (64.95) 4,078 (57.09)

8 Repayment on maturity (100) 0.351 (35.10) 0.226 (26.60)

Net present value (=) 10.05 6.31
10.05 10.05
Kiy=14+————-x4=14 4=14+2.46 =16.46 or 16.46
4= 41 10,05+ 631 " 16.36 " or 16.46%

Cost of Redeemable Debentures

Problem 3: A company issues 25,000, 14% debentures of ¥ 1,000 each. The debentures are redeemable after the
() expiry period of 5 years. Tax rate applicable to the company is 35% (including surcharge and education cess).

= Calculate the cost of debt after tax if debentures are issued at 5% discount with 2% flotation cost. [Nov-2015]

Solution: Calculation of Cost of Debt after Tax:

e

RV - NP
I(1-t)+
Cost of Debt (Kd) = n
RV + NP
2
Where, I = Interest paymenti.e. 14% of ¥ 1,000 =¥ 140
t = Tax rate applicable to the company i.e. 35%
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