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PREFACE

To all readers,

We are proud to present this book along with Team Expert T Vsmart. We have spent time writing this with a
student perspective in mind. Each chapter has broken down core concepts and expanded on them with diagrams and
tables, as and when possible. It is our goal to help each and every holder of this book to be able to fight against
the odds and win. Victory presents itself with the backing of Rnowledge, practice and expertise.

This book provides a valuable window on the subjects and covers the necessary components chapter by
chapter. The challenges in these subjects are both difficult and interesting.

People are working on them with enthusiasm, tenacity, and dedication to develop new methods of analysis
and provide new solutions to Reep up with the ever-changing threats. In this new age of global inter connectivity
and interdependence, it is necessary to stay relevant, for both professionals and students.

This book is a good step in that direction and would not have been possible without our team, our colleagues, our
students and everyone that has supported us in our journey as a CA professional. For any feedback or questions
based on the material covered within the book, please feel free to contact us via email.

CA CS Amit Tated CA Prashant Sarda

info@atacademy.co.in caprashantsarda@gmail.com
(09987714078 (O 8007766008
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About the CA CS Amit Tated :
25 Cleared CA, CS, CISA, DISA, CISM, BCCP Exams
25 Believes in conceptual teaching & giving in depth knowledge of the subject to students.
25 A renowned teacher of theory subjects like Audit, Law, EIS, SM, [T, [SCA in INDIA for
[ast 13 vears with 200+ face-to-face batches teaching more than 65,000 students at
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TWO MAIN ASPECTS OF FINANCIAL MANAGEMENT | CA Prashant Sarda

Procurement of Funds Effective Utilization of Funds
Various sources are available like equity Utilizations are of two types :
shares, preference shares, Debentures, a) for day to day activities i.e., working capital SCOPE OF FINANCIAL MANAGEMENT
Term loan, etc. b) for long term purpose i.e., fixed assets.

Overall cost of funds should be Utilizations of funds to be effective should !
minimum and risk and give maximum returns and s
control should be balanced. funds should not remain idle. Maximization of share value

Funds should be invested properly & :

Consideration profitably in the business. Financial decisit_)n or
for procurement of funds Finance Function

|
[ I 1 | |
L Risk J [ Cost ] l Control J Investment decisions Dividend decisions

Equity risk is Equity costis = Equity control is | l |
. highest. diluted.
lowest iIghes L] Trade off
Debt risk is Debt cost is Debt control is (Balance)
highest. lowest. not diluted.

Where,
V=Value of firm,

OBJECTIVES Long term Wealth g V=Ve+vd Ve=Value of equity,
OF objective eaaaton ' V =f (F,D,l) Vd=Value of Debt,

FINANCIAL f=function of,

. F=Financing decision
Profit . i ,
MANAGEMENT Short term . L TOHE . Maximizing profits i o
objective Maximization of firm D=Dividend Decision &

I=Investment Decision

Join us - iamprashantsardal Q t.me/caprashantsarda | ﬁ / @ CAPrashantSarda



Subscribe

. Youf T[T
J ) iy CA Prashant Sarda
www.myeduneeds.com

caprashantsarda@gmail.com

It does not consider the effect of future It recognises effects of all future cash
cash flows, dividend decisions, EPS etc. flow, dividends, EPS etc. CA Prashant Sarda

AGENCY PROBLEM & AGENCY COST
A firm with profit maximisation objective A firm with wealth maximisation

Incorporates structure, owners are not active in management so, there is a separation

n?a_y refrain _from payment of objective may pay regular dividends between owner/ shareholders and managers. In theory managers should act in the best
dividend to its Shareholders. to its Shareholers. interest of shareholders, however in reality, managers may not try to maximise their

individual goal like salary, perks etc. So there is a principal agent relationship between

managders and owners, which is known as Agency Problem. In other words,

It ignores time pattern of returns. It recognises time pattern of return. Agency Problem is the chances that managers may place personal goals ahead of the

goal of owners. Agency Problem leads to Agency Cost.

F ocus on Sh ort tim e. F ocus on M e d i um I Lon g-Term. Agency cost is the additional cost borne by the shareholders to monitor the manager
and control their behaviour so as to maximise shareholders wealth.

Generally, Agency Costs are of four types

It does not consider the effect of . . .
uncertainty / risk. It recognises the risk-return Relationship. -
Solution to the agency problem:

. . . The agency problem arises if manager’s interests are not aligned to the interests of the
It is comparatlvely easy to determine the It offers no clear or specific relationship debt lender and equity investors. The agency problem of debt lender would be

reI ati onship between fln an Ci a| b etween fin an Ci aI d e Ci Si on an d addressed by imposing negative covenants i.e. the managers cannot borrow beyond

. . . . a point. This is one of the most important concepts of modern day finance and the
decision and proflts. share market price. application of this would be applied in the Credit Risk Management of Bank, Fund
Raising, Valuing distressed companies.

. . Agency problem between the manager and shareholders can be addressed if the
Leads to too immature decisions interests of the managers are aligned to the interests of the share-holders.

e.d. (a) avoiding investments which result in Leads to systematics decisions using the It s ecsier said than done.
immediate cash losses, but substantial However, following efforts have been made to address these issues:

revenues i'? the long-run, _ tools and techniques of capital budgeting, Managerial compensation is linked to profit of the company to some
(b) postponing replacement expenditure Risk-Return Trade-off, Leverage Effect etc. extent and also with the long term objectives of the company.

to ensure short-term profits etc.
P Employee is also designed to address the issue with the underlying

E | ith of assumption that maximisation of the stock price is the objective of
. . ocus on long-term wealth of entit the investors.
Focus on Entity’s short term gains and 9 y: © Iuestors

Profits. shareholders and Society as a whole. Effective monitoring can be done.

FINANCIAL DISTRESS & INSOLVENCY

There are various factors like price of the product/ service, demand, price of inputs e.g. raw material, labour etc., which is to be managed by an organisation on a continuous basis likewise, the
proportion of debt also needs to be managed by an organisation very carefully.

Higher debt requires higher interest and if the cash inflow is not sufficient then it will put lot of pressure to the organisation. Both short term and long term creditors will put stress to the

firm, If all the above factors are not well managed by the firm, it can create situation known as “distress”, so financial distress is a position where cash inflows of a firm are inadequate to meet all its
current obligations.

If distress continues for a long period of time, firm may have to sell its asset, even many times at a price lower than market price.Further when revenue is inadequate to revive the situation,

firm will not be able to meet its obligations and may become insolvent. So, insolvency basically means inability of a firm to repay various debts and is a result of continuous financial distress.

/
N
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As the name suggest, | CA Prashant Sarda

“worth of a rupee received today is different from

the worth of a rupee to be received in future.”
FACTORS CALCULATIONS

Reasons for time preference of money (Relevance of Time Value of Money) v

-» Risk -» Preference of present consumption Dis"°”""““9| Technique

- Investment opportunities - Inflation \Z v
PVE(r.n) PVAF(r,n)

) . 0 Assume r = 10%
Time value Of Money Techniques CERIIE 5= U7 and n = 4 years
" and n = 4 years 1:(1.1) = __m+

1:(1.1) = __1st

m+

2nd —
. — +
Discounting Technique @™ Golden Rule: 3rd —m_l_
. 0.6830 4th S5F 2
When PV is given and \1' c 3.\11:399

annuity is asked,

Used for calculatin
PV of future moneyg alway_s use PV of sesdieiiegiciiating Used for calculatin
Annuity formula PV of single CF ;9{, f° ca 9;1 aCFg
or multiple CF ot annurty
Types of CF \.
Capital structure

A2 Fund Requirement or

N4
Single CF Multiple CF i estimation financing decision
PV=FV X PVF (r,n) PV=FV XPVF (r,n) Annuity CF
Using 5 Finite Annuity Infinite Annuity Market impact : Investment
Columnar format PV=A x PVAF (r,n) or Perpetuity analysis Functions / decision

of

Finance
Particulars DI(=I%1F(;% Financial / Manager Dividend
Without With negotiations decision
Cash inFlow 0.9091 growth rate growth rate

Cash inFlow 0.8264 A A
Cash inFlow 0.7513 - r-g Performance Cash Management
Total evaluation decision

Join us - iamprashantsarda | a t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 3
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Operating Leverage or Degree Combined Leverage or Degree Financial Leverage or Degree Assuming that there
of operating Leverage (DOL) of combined Leverage (DCL) of Financial Leverage (DFL) are no preference shares :

l ! il MASTER CHART

_ Taking advantage of both Taking advantage of
Taking advantage of operations and financial financial structure of business
operations of business structure of business. i.e. fixed i.e. fixed cost of
i.e. operating fixed cost cost of operations + fixed cost finance - interest

! of finance i.e. Interest v
v Assuming that there are no

By increasing the sales by a certain % we . preference shares
want to increase EBIT by a greater % Assuming that there are no

% ch - EBIT preference shares £
o changein 7 By increasing the EBIT by a certain % we want to increase EPS
% changein Sales by a greater %
By increasing the sales by a certain % we want to increase % changein EPS
or EPS by a greatest % A) ..DFL= "/Ochangi T
(1]

If other words, we are measuring the impact of a .
fixed cost ) % changein EPS
A) ~DCL = B Or In other words, we are measuring the impact of interest cost.
L % changein Sales ~.EPS=
B) - DOL-= Contribution or B) - DFL - EBIT No.of Equity Share
EBIT In other words we are measuring the impact of both fixed cost of o EBT Assuming that there

operations and interest cost. . . . .
Formula (a) to be used when two situations are Contribution Formula (a) to be used when two situations are given where as are preference shares :

given. B).DCL = BT Jormula (b) to be used when only one situation is given

Particulars Amount

Sales XXX
(-) Variable cost XX

.. Contribution
(-) Fixed cost

. EBIT
(-) Interest

A) ..DOL= - EBT

(-) Taxes

.. EAT or
Net Income

Net Income

€
@
o
o
£
©
0
Q
o
t
!
i}
g
0
c
)
£
L

MASTER CHART

Whereas formula (b) to be used when only one :
. s or N A ina that f h n n ti \

situation is given ow, Assuming that preference shares are given in question we

example: If DOL of a firm is 1.6 times it indicates DCL = DOL X DFL can now take advantage of interest and preference dividend.

1% change in sales will lead to 1.6% change There will be no change in formula (a) as it already considers the

in EBIT. Formulaita)itobsjusediwhenitwo situati.ons.are .giw.en where as complete impact till the EPS, but formula (b) will be now altered as:
formula (b) to be used when only one situation is given
If margin of safety is given in the question Now, Assuming that preference shares are given in question - DFL = EBIT

we can now take advantage of fixed cost of operations and EBIT - Interest — PD

C)--DOL = 1 Interest and preference dividend. (1-1)
MOS j There will be no change in formula (a) as it already considers the

complete impact till the EPS, but formula (b) will be now altered as:

Particulars Amount

Sales XXX
(-) Variable cost XX

.. Contribution
(-) Fixed cost

. EBIT
(-) Interest

example: If DFL of a firm is 3 times, it indicates 1% change in EBIT
will lead to 3% change in EPS or /

Contribution The impact of interest cost of finance is 3 times.

Operating Break even Point = ABCES EBIT - Interest- PD

: - -t) PD
Fixed Cost Fixed Cost A A "y
— example: If DCL of a firm is 3 times, it indicates 1% change in Financial Break even Point = | + 1-Tax RAEE

OR
Contribution Per Unit PV Ratio sales will lead to 3% change in EPS or The impact of fixed cy

- EBT
(-) Taxes

.. EAT

(-) Preference
Dividend

.. Net Income XXX

Net Income

operations and interest cost of finance in 3 times ..EPS=

Financial Part Operating Part

Where, I= Interest, PD = Pref. Dividend No.of Equity Share

Join us - iamprashantsarda | Q t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 4
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Ideal Combination for combined Leverage
STAHDDOIHT FOR YOLR DESTINY

Ideal Combination for combined Leverage
DFL Effect Reasons
High Risky DOLt=F.C.T=BEP1T=MOS !

DFL T = Financial risk 1

Low Careful DOL T = impact is off setted by DFL |
.. less risky for shareholders

Low Cautious and DOL ! = operating risk | and CA GATE TeSt se ries

conservative DFL ! = Financial risk |

DOL ! = Operating risk | and

Preferable DFL 1 =IsEr;:_II&riI:§;r.1 EBIT will lead to rise in FOF TeSt Sy”abus & Other Detalls
Contact No. 7888066008
Email Id - info@cagate.in

° For Video Lectures, Pendrives & Test Series visit
Follow us on : WWW.MYEDUNEEDS.COM

Yﬂu Tllhe @ 0 Expert Academy, Office No. 5B, 2nd Floor,

Prestige Point, Bajirao Road, PUNE -

411002

CA PRASHANT SARDA
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FACTORS DETERMINING CAPITAL STRUCTURE CA Prashant Sarda
| € )

@ Capital structure as the name says, it is the structure of

— Nature of Industry (small / large scale)
capital chosen by a company.

— Gestation period (Time required to settle the business)
@ It refers to the mix of sources from where the long term
— Certainty of profits (more - debt & less - equity)

funds required in a business may be raised.
— Quantum of Return on Investment

(ROI to be compared to cost of funds) - In other words, it refers to proportion of debt, preference

—— Lending policy of bank (liberal / strict) capital and equity capital.

— Monetary and fiscal policy of govt. \ J

CAPITAL STRUCTURE

SOURCE RISK COST CONTROL |

Equity Lowest Highest Is diluted Optlmum Capital Approprlate Capital
. Structure Structure

Preference Moderate Moderate Not diluted

Deht nOL Lowest Notdiluted y (When cost of funds\ It differs from company to company. In real Iife\,
is minimum and appropriate capital structure is more relevant.
weallth of firm is e e e
maximum.

Here, EPS is also 1) Profitability 2) Flexibility 3) Conservation

maximum. 4) Solvency 5) Control
. VAN y,

in us - iamprashantsarda | a t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 6
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Legal requirements

Corporate Taxation

Over-Capitalisation V/S Under Capitalisation:
Government Policies

] ] Both over capitalisation and under capitalisation are not good.
Period of Finance

However, over capitalisation is more dangerous to the company,

Other

Nature of Investors
shareholders and the society than under capitalisation.

than the situation of over-capitalisation.

in capital Timing of approach

Moreover, under capitalisation is not an economic problem but

structure Maneuverability (Options)

a problem of adjusting capital structure. Thus, under capitalisation

Flexibility should be considered less dangerous but both situations are bad

planning

Purpose of financing and every company should strive to have a proper capitalization.

Future growth

Requirement of investors

|
®

|

|

|

|

|

I

|
-

|
®

I

|
P

. . l .
consideration ® Size of company The situation of under capitalisation can be handled more easily

|

|

|

|

|

I

|
-

|
o

I

|
P

i
a»

I

|

I

I

Marketability
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for all theories : - CA Prashant Sarda
Capital structure

does not affect 1) Only two sources of fund i.e. debt and equity
WACC

Capital structure

affects WACC
2) No change in total capital employed

3) Capital structure can be changed
Net Income Net Operating Income : :
(NI) approach (NOI) approach 4) No retained earnings

5) No losses

.. 6) No change in fixed cost of operations
[ Traditional ] [ Modigliani and ] ) £ g
M h

Theory iller (MM) approac 7) No taxes

8) No difference in investors expectations

(__ravmov taory )
! \ v v

[ Assumptions} [ Dlagram

Assumptions J Diagram J Steps
\/

<

1) EBIT
2) EBT (NI) = EBIT - Interest

3) Value of Equity (S) = —I

1) Kd is always Kd = Debt capitalisation rate

less than Ke

=

7

// Ke = Equity capitalisation rate

N

Optimum ppint

2) Kd and Ke vary with
change in debt equity
mix

Ko 4) Value of Debt (D) -'“te+3t

Kd d
5) Value of Firm (V) =S +D

Kd is always less than Ke

Kd

Cost of capital
Cost of capital

Kd & Ke remains constant

3) Ke is more steeper . X
and higher than > X Debt / Equity Mix 6) Overall cost EBIT

increase in kd Debt / Equity Mix for debt / equity mix. ‘ of capital (Ko) = ————X100

Join us - iamprashantsarda | e t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 8
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Assumptions Diagram Steps | CA Prashant Sarda

¢ MODIGLIANI & MILLER APPROACH
ﬁd is always less than KA WITHOUT TAX

2) Kd remains constant at all 6 EBIT \

levels of debt-equity mix. 2) EBT = EBIT - Interest g t o
roposition
3) Ke increases as debt 3) Value of Firm (V) = EBIT B I T Assumptions Diagram Pl'heory )

content increases.

4) Value of Debt (D) ='"te_|£est

d

4) Market capitalises value of

5)S=V-D

firm as a whole without

Cost of capital

giving any importance to > X 6) k.= EBTOrNI 100 /—>This theory is a copy of
D Equity Mi ° S
Kdebt-equity mix. j K ebt / Equity Mix / / NOI Approach

— Additionally it states
l (a) If 2 firms belong to same

that :-

risk class i.e., their
capital employed is same
and their EBIT is also
same , then their market
price per share should

also be the same.
(b) If at any moment, the

market price per share is

/1) Kd is always less than Ke

2) Kd remains constant at all levels of debt-equity mix.

3)Ke increases as debt content increases.

4) Market capitalises value of firm as a whole without any importance to
debt-equity mix.

5)Capital Market is perfect, investors are free to buy or sell securities, no
transaction cost, investors can personally borrow without restrictions on _
same terms as the firms do. not same, arbitrage

6) Same risk class classification - if 2 firms have same capital employed and > X process will make it

same EBIT. Debt / Equity Mix same.

\>
P
1]

A

o

A
Q

Cost of capital -<\

Join us - iamprashantsarda | a t.me/caprashantsarda | ﬁ / @ CAPrashantSarda )
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I) Value of levered company =

Value of an unlevered company OTHER IMPORTANT CONCEPTS
PV of Interest Taxshield v

Or, v v
Vg=Vu+TB

ii) Cost of Equity in a levered
Financial Indifference

company (Keg) =
BEP Point

Debt

Keu + (Keu - Kd)
Debt + Equity

It is that level of EBIT at It is that level of EBIT at which
Marginal Cost of capital which EPS under a plan is zero EPS under two plans is same

It is cost of raising an

additional rupee of capital.

The word marginal means Let the EBIT be X' for plan A and Plan B.

T Let the EBIT be 'X'
additional. Plan A Plan B

We compute cost of only (X - Interest) (1-t)-PD _ : (X - Interest) (1-t)-PD (X -Interest) (1-t) -PD

additional / New capital. No. of equity shares P No. of equity shares No. of equity shares y

Join us - iamprashantsarda | Q t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 10
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It refers to the idea that a company chooses how much debt finance and
how much equity finance to use by balancing the costs and benefits.

fThe introduction of a dynamic Trade- off theory of capital
structure makes the predictions of this theory a lot more

It primarily deals with the two concepts - cost of financial distress and
accurate and thoughtful of that in practice.

agency costs.

It states that there is an advantage to financing with debt, the tax Maximum
value of ﬁrm\ :

benefits of debt and there is a cost of financing with debt, the costs of

financial distress i.e., bankruptcy costs of debt and non-bankruptcy costs L
T

like staff leaving, supplier’s demanding terms, bondholder/stockholder
Debt Valueof T
unlevered

power struggle, etc). ;
firm i
L Debt level
Optimal debt level

Marginal benefit of further increase in debt declines as debt increases, . Equity )

while the marginal cost increases, so that a firm that is optimizing its
overall value will focus on this trade-off when choosing how much debt Pecking Order Theory
1

and equity to use for financing.
It is based on Asymmetric information, which
refers to a situation in which different parties

have different information.

| ]
"
i financial distress

The firms may often experience a disputes of interest among the
management of the firm, debt holders and shareholders.

Pecking order theory suggests that managers
may use various sources for raising of fund in

These disputes generally give birth to agency problems that in turn give the following order :-
Internal
Financing

rise to the agency costs.
1) Use internal financing first.

Debt

The agency costs may affect the capital structure of a firm. There may be
two types of conflicts - shareholders-manager conflict and 2) Issue debt next

\shareholders-debt holders conflict.

/ 3) Issue of new equity shares at last. Equity

. J

11
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l l

Irredeemable Debt Irredeemable Cost of External Equity : :
Preference Shares (Fresh Issue of Equity) \Cost of Retained earning (Kv

K ,= EE x100

Cost of Debt (k,) ) Cost of Preference Share (K))
N

‘ + Kr= Ke (1-tp) -b
Redeemable Debt Redeemable Preference
Share

_ NP -
K =I(l t)+ (RV -N )/n><100 K :PD+ (RV NP)/nxlOO Where,

d i '
(RV + NP)/2 P (RV+ NP)/2 With growth AL tp = Personal tax rate

J ~ J of investors
M b = brokerage rate

1-tp)= aft It
Cost of equity share (K,) ) (1-tp)= after persona )

N
f 7 7 ) 7 I l

Dividend Price Approach Dividend Price + Earning Price Approach Earning Price + Realized Yield Approach Capital Asset Pricing
D Growth Approach EPS Growth Approach Model (CAPM) Approach
1 D Dy +(P-P )
— x100 _| K.= Lx100 _| EPS, K.= x100 _
P fe L) +g}<“’° e~ p Ke=|5—+g[x100 fe™p K=Ret B (Ry- Ro)
0 0 0 PO t-l
J Y, J J v, J

g = growth rate
Where, RV = Redemable value EPS, = Earning Per

| = Interest amount P.D. = Preference dividend share of next year e
_ = Divi _ (e.g. t =2021) R: = Risk free rate of return
t = tax rate D, = Dividend of Next year [EPS, = EPS, + ¢] 5 S s i B = Beta

NP = Net proceeds [D; =D, +g] f = Floatation Cost as a % of P| (e.g. t=2021) R. = Return from market
J . \ AN J (R.-R;) = Market Risk Premmry

Join us - iamprashantsarda | Q t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 12
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WEIGHTED AVERAGE
COST OF CAPITAL (WACC)

\]

—(Using Book value weights>

The weights used are derived from book
— value of different sources of finance as
per books of accounts.

» Always calculate weights for total value

I
4
—@sing Market value weights)

The weights used are derived from market
— value of different sources of finance as
per prevailing market rates.

» Always calculate weights for total value
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of capital (Take proportion of total market
values as per prevailing market prices)

of capital (Take proportion of total values

as per books of accounts) )

Format for calculation
of WACC or K,

Product \
(Prop. x Individual Cost)

Book value or |Proportion | Individual cost
Market Value (%) of capital

Equity capital W1 ke

Source of Finance

kex W1

Preference Capital W2 kp kpx W2

Retained earning* W3 kr
Debt W4 kd

\ Total

*Note : In case of book value method, we consider retained earnings but in case of market value method,
retained earnings are considered only when Kr is not equal to Ke.

krx W3

kdx W4

Total of above

K,=WACC Y,
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— Not affected by accounting policies — Market values are not available for / \
unlisted companies Q. WHAT DO YOU UNDERSTAND BY CAPITAL

" Represents opportunity cost STRUCTURE? HOW DOES IT DIFFER FROM

—> Not reliable when shares are not FINANCIAL STRUCTURE?

— Represents present economic values actively traded.
of various sources offinances. Ans.: Capital structure refers to the combination of debt

— Market prices fluctuate frequently . ) . .
— Consistent with definition of cost of and are affected by speculations. :qwty Whli!‘ 2 coI:n.pat:l‘)é :j::gs tt:r:;n;rr::ﬁc::rs\;ot:‘fgthe
erm operations. It is

capital i.e., to maintain market value
of shares, cost of capital, rate of company representing long term source of capital

return should be earned by company. i.e. owner's equity and long term debts but

excludes current liabilities.

—>True reflection of firm's capital Whereas financial structure is the entire left hand
SUTEUIE: side of Balance sheet representing all the long

term and short term sources of capital.

BOOK VALUES AS WEIGHTS
l Thus we may say capital structure is only a part of
financial structure.
Advantages Disadvantages
€apital structure

— Data is easily available from balance sheet. [~ Affected by accounting policies.

L

MARKET VALUES AS WEIGHTS I
|

Financial structure

— Firm sets their capital structure in terms of — Does not truly represent the
book value. opportunity cost of capital.

— Calculations are simple. — Does not represent the present
economic values of various
— Less fluctuations in book value. sources of finance.

— Useful when market prices are not — Not consistent with definition of
available. cost of capital.

— Many investors use book value weights for
their analysis.

Join us - iamprashantsarda | Q t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 14
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= The 'Working Capital' as the name suggests is the capital required
for day to day working of company.

= We estimate the working capital so that required working capital in
a company should be sufficient for coming period. , CA Prashant Sarda

= The working capital can be estimated as :
_ : M TYPE OF WORKING CAPITAL
Working capital = Current Asset - Current Liabilities |

Format for estimating working capital : :

- - - Based on concept
Sr.No.| Particulars Basis Computation Amount (Rs.)
Current Assets Gross WC = CA J

Raw material stock 1 month S X1 J

12 Net WC =CA -CL
W.I.P. Stock* 2 month

. . Cost of Production C:
Finished good stock 2 month 12 X2 Fluctuating W
Sundry debtors 4 Weeks Cost of Credit Sales , ,
52 Permanent
» X

Cash / Bank balance given

Time Without growth in sales

Sub-Total (A)

Current Liabilities Based on Time Factor )gs

Credit Purchases
Trade Creditors 1 month 12 X1 |_, Permanentor

Core WC
Outstanding wages 2 month Total Wages X 0.5

12

Outstanding overheads | 20 days Total Overheads - Y a
365

Sub-Total (B) W.
C

Temporary or
Fluctuating WC

Net Working Capital (A-B) Fluctuating

Permanent—

» X

*Note : If nothing is given, always assume WIP is complete 100 % w.r.t. raw material & 50 % Time with growth in sales

w.r.t. conversion cost i.e. wages and overheads.
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\Z 2
| CA Prashant Sarda
investment in C.A.

Aggressive
Approach

Moderate
Approach

Conservative
Approach

< Conservative

v v v

Lesser level of Moderate

Moderate or

Higher level of

reasonable investment

investment in CA, Aggressive

i.e. more liquidity, in CA i.e., moderate i.e., lesser liquidity,

Level of Investment

lesser risk liquidity, moderate risk higher risk and %

Output

APPROACHES FOR WC ESTIMATION

higher profits.

and lesser profits. Y and moderate profits)

J

LIQUIDITY V/S PROFITABILITY otal ] Grosls F—

!

Consider all costs i.e., cash
and non cash expenses also
v

Cash Cost Approach

Conservative

wC T
policy

Interest T
Loan

Liquidityt Cost

CAt wct Profit|

Moderate

Policy

Liquidity L]

Moderate

CA
Moderate

WC
Moderate

WC Loan
Moderate

Interest Cost
Moderate

Profit
Moderate

Aggressive
Policy

Liquidity|

CA|

wcC|

WCl
Loan

Interest l
Cost

Profit {

Join us - iamprashantsardal a t.me/caprashantsarda | ﬁ / @ CAPrashantSarda

!

Considers only cash cost i.e., non - cash
items are not considered eg., Depreciation

and profit are not considered

Due to change in approach only 3 components will change
for working capital estimation viz, WIP stock, finished
goods stock and debtors.

@act of double shift working on WC Requirement
All

components of WC are doubled in quantity terms except forW
fixed wages and fixed overheads.
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AFFECTING www.myeduneeds.com
W It is the time duration for conversion of cash into cash equivalents like raw WC caprashantsarda@gmail.com

materials, W.I.P., finished goods, debtors and thereafter back into cash. REOUIREMENT
B It can be explained through the following diagram :- Q CA Prashant Sarda

Gross operating =R.M. storage period + Cash i i . _
Cycle W.LP. holding period + /r- Production policy (ProductionT = WC?)

Finished goods storage Debtors Production process (Labour intensive = WC?)

giliilggt:ogiztﬁgsd material Length of manufacturing process (Length T = WC?)

—— Nature of business (Manufacturing = WCT)
Net Operating Cycle = Gross operating cycle Credit policy towards Debtors (LiberalT = WC?)
WP

- Creditors payment period Voot stand! Mol ctmtd = et
365 Days arket standing (Newly started = )

Net Operating Cycle Period Inventory policy (High storage = WCT)
Market conditions (Buyer's market = WCT)

No. of Cycles p.a. =

Working capital required _ Sales : : i iti i ition =
(based og normal approach) oFE x Net Operating Cycle Period K Inflationary conditions (Inflationary condition WCT) /

Business Cycle (Peak or boom conditions = WCT)

Working capital required _ Cash CostofSales '\ .\ 50 ating Cycle Period

(based on °“‘SO“F§°S* LLICE 365 FUNCTIONS OF TREASURY MANAGEMENT

Working capital required _ Cash Cost of Sales
(based on cash cost approach)  No, of operating cycles per annum

Cash management (by forecasting cash requirements)

inlv for i
Components of operating cycle can be calculated as :- Currency management (mainly for imports & exports)

Avg. stock of Raw Marerials Financing management (capital structure)
Avg. cost of RM consumed / day

Avg. stock of WIP
Avg. cost of Production / day

3) F.G. storage period = Avg. stock of F.G CONCEPT OF MPBF (MAXIMUM PERMISSIBLE BANK FINANCE)

Avg. cost of goods sold / day ) i . . : . -
It is the maximum amount of finance given from banker's side for financing
4) Debtors collection period = Avg. Accounts Receivable working capital of company.
Avg. Credit Sales / day There are 3 methods for computing MPBF given by tandon committee are:
1) 75% of (CA -CL)
Il) (75% of CA) - CL
lll) (75% of fluctuating CA) - CL (where fluctuating CA = Total CA - Core CA)

Join us - iamprashantsarda | Q t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 17

1) Raw material storage period =
Bank Liaison (for borrowing at cheapest possible cost)

2) W.L.P storage period =

Corporate Finance (for raising of funds)

5) Creditors payment period = Avg. Accounts Payable
Avg. Credit Purchases / day




UNIT - MANAGEMENT OF ACCOUNTS RECEIVABLE - -8

CA Prashant Sarda

FACTORS TO BE ANALYSED BEFORE \ WWW.myeduneed.s.com
CREDIT IS GRANTED TO A CUSTOMER caprashantsarda@gmail.com

CA Prashant Sarda

—» Credit worthiness of customer

— Nature of product (Perishable / Durable) STANDARD FORMAT FOR CREDIT
— Nature of customer (New / Valuable) POLICY EVALUATION

—» Quantity purchased (Minimum lot to be purchased)
— Value of sales

'\ —> Risk of Bad Debts /’ Particulars 30 Days Credit | 60 Days Credit

Sales XXXX XXXX

/ VARIOUS SOURCES OF CREDIT \ (7) Variable cost
RATING INFORMATION -. Contribution

(-) Fixed cost XXXX XXXX

— Trade references - EBIT XXXX XXXX

—» Bank references (-) Bad Debts / collection
— Credit bureau reports (Specialised agency to provide credit information) expenses / other indirect exp. XXXX XXXX
—p Past experiences in dealing.

— Published financial statements. (In case of public Itd. companies) /

.. Net Profit XXXX XXXX
(-) Taxes XXXX XXXX

—» Salesman's interview and report.

.. Profit after tax XXXX XXXX

\ (-) Finance cost XXXX XXXX
[ Total Cost x Rate x no. of days]

365

COST OF MAINTAINING RECEIVABLES

.. Net Benefit XXXX

—» Interest on investment / finance cost (for V.C. and F.C. i.e., Total cost)
— Administraton cost (Keeping records, etc.) &~ Select the policy with higher net benefit
—» Delinquency cost (reminders, phone, calls, etc.)

—» Collection cost (contacting customers, cheque collection)

\ —» Defaulting cost (Bad Debts, Legal Charges, etc.) /

Join us - iamprashantsarda | a t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 18




UNIT - MANAGEMENT OF CASH AND MARKETABLE SECURITIES

/ The cash should be managed such that we should carry sufficient cash balance for business \

i.e., cash should not be excess as idle cash has opportunity cost and cash should not be in shortage
as goodwill of business will be hampered if payments are not made on time. Thus, finance manager
should ensure sufficiency of cash. He uses cash budget for management of cash wherein future cash

inflows and outflows are forecasted.

FORMAT OF CASH BUDGET IS AS UNDER

6r.No. Particulars Jan. . March \

A) Cash Receipts / Inflows :

- Cash sales

- Collection from Debtors

- Sale of assets / investments

- Issue of shares / Debenture / Preference Shares
- Rent / Commission received

Sub-total (A)

Cash Payments / Outflows :-

- Cash Purchases

- Payment to creditors

- Purchase of assets / investments

- Redemption of Debenture / Preference Shares
- Rent / Commission / Salary / expenses paid

- Taxes paid

Sub-total (B)
Surplus / Deficit (A - B)

Opening balance of cash / bank
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William J. Baumol's EOQ model for optimum
Cash Balances

Assumptions :

(1) Uniform cash outflows.

(2) Fixed transaction cost per transaction

(3) Fixed interest cost per rupee / p.a.

(4) Free marketability YA

Optimum Investment [7 AT
Size (EOQ)= 1
Where,

A = Annual cash requirement T

T = Cost per transaction
| = Interest rate per rupee / p.a® Investment

Optimum
point

Closing balance of cash / bank (C + D) jj

Miller Or Cash Management Model :-
Assumption : Stochastic (uneven) cash out flow.

YA

U Upper limit

R e/ _____ Return point
L Lower limit

o > x

e Investment excess cash if cash balance touches upper
limit

e Withdraw from investment if cash balance touches lower
limit.

® |t ensures right time invest and right time withdrawal.
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v v v
Billing Mailing Credit Mailing Cheque Banking
float z float 2 period 2 float 2 processing flom) processing floy CA Prashant Sarda
Dispatch) . Preparation] . Receipt of Payment of Receipt of Deposit Credit of LOCK BOX SYSTEM
of goods of bill invoice to amount due cheque by cheque cheque by
customer under invoice seller into bank bank

v _ Latur ]
Measure to reduce - Measure to reduce - Measure ) Online local bank - SBI Online

Immediate preparation Use of 1) Concentration Banking and Transfer/\' Transfer

of bill along with il. f tc.
\\dispatch of goods ematl, fax, et 2) Lock box system j Nanded Head office Ahmednagar

local bank in Mumbai local Bank-
/ CONCENTRATION BANKING \

- SBI Bank - SBI SBI

Lock box Kolhapur
o 5 |local bank - SBI

Customer's cheque)

e
2
Lo
S
(o}
o
©
o
o
S
>

Delhi onli
Local bank - IDBI niine
Transfer

*In each city where we have

} major sales, we appoint : .
Hydrabad | Head office Nashik ; collection agent who will collect *In each city where we have major sales, we

Local Bank in Mumbai Local bank the cheques from customers on will ask our banker (eg SBI) to provide us lock

) due date and deposit the same box facility. The customers will be requested
IDBI Bank- IDBI - IDBI in local bank of fhat city. to send cheques on due date to SBI bank, P.O.

Box No. -, local bank of their city.
[ Aurangabad ] Collection

* We can then transfer the . .
amount to H.O. account online *Bank will then open lock box daily and

local bank - IDBI agent and manage cash centrally. deposit the cheque to our account.

Cheque deposit

account online and manage cash centrally.

Customer’
cheque

\_ 2N /
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CHAPTER-6~- CAPITAL BUDGETING
\ (Each of the above techniques is discussed in detail as under :-

> Capital budgeting includes the techniques which |) Pay-back period
are used to evaluate capital expenditure decision.

> The capital expenditure decisions are very TYPES OF ASH IN FLOW

important for a financial manager mainly because v v

(i) They are irreversible in nature Even cash flows Uneven Cash flows (IV ) Average rate of return (ARR) \
(ii) They involve huge amount of investment L $

method
(iii) They have long term implications We use cummulative

. . CF to check the \7 v
> Capital expenditures should be properly evaluated : T e ——
using capital budgeting techniques :- SelaiEy s npletes < <

investment investment
CAPITAL BUDGETING TECHNIQUES

@ Selection criteria : Lesser the pay back period better * #
2 v v

the project. _ Average Annual Profit
4 Pay-back h Discounted ) ( Pay back )

. " ARR=
Il) Discounted pay-back period :
period pay back reciproal

- We first discount the CFs of future years to PV.
Itis the time period It is just

- Then discounted CFs are cummulated to check
period It is time period opposite the exact discounted pay back period
required to to recover back of pay

- It is same like pay back period, except that here
recover the principal back future years cash flows are discounted and then Average Investment =
back the amount period cummulated
principal invested

ves @& Selection criteria : Lesser the discounted pay Opening WDV + Closing WDV
el gonsidenngiine back period better the project. 2
invested for time value of

a project. money for a lll) Pay-back Reciprocal : Or

\_ J project. J
- As the name suggests, it is exactly opposite of Original Investment - Scrap Value
s y ~N Y o pay back method. 2
Average rate of Discounted - Here pay back reciprocal is calculated as :
reltt‘i’s"t'h:"ra(fe‘%? :1:?;‘23;"- _ Average Annual Cash Flows
return the project It has 3 methods.
is giving without (a) Net present
considering the value (NPV)
time value of method.
money. (b) Profitabillity
This method Index (PI)

Pay-back_ Initial Investment
period Annual Cash Flows

Average Annual Profit
Average Investment

X100

= X100 ARR=
Original Investment

Total Profit
No. of years

where, Average Annual Profit =

Additional working
Capital + Scrap Value

x100 Selection criteria : Higher the ARR, better the project.

Initial Investment

Where, Average Annual Cash Flows
Total Cash Flows

No. of years
It indicates the annual rate of return on Initial

V) Discounted Cash Flow methods

v v v

\_

considers profits
and not cash
flows for
calculating rate of
return.

& J

method
(c) Internal rate of
return (IRR)
method.

\. J

J

Investment, without considering time value of
money.

Selection criteria : Higher the pay back

reciprocal, better the project.

J

(a) Net present
Value
(NPV) method

\_

(b) Profitability
Index (PI) or
Desirability

factor method

(c) Internal rate
of return (IRR) or
Time adjusted
rate of return method

Join us - iamprashantsarda| Q t.me/caprashantsarda | ﬁ / @ CAPrashantSarda
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(A) NET PRESENT VALUE (NPV) METHOD:

- As the name suggests it is the net present value of all
cash inflows and cash outflows

.. Net present value = Present value — Present value
(NPV) of cash inflows of cash outflows

It indicates by investing the project cost today how much

extra we are getting in today's value.

The cashflows are discounted using cost of capital.

If NPV is +ve, we accept the project.

Between 2 projects the projects with higher NPV will be
selected

Where the life of 2 projects under consideration is not
same EAV is used as :

Equated Annual Value(EAV) = NPV

PVAF for life of project

(B) PROFITABILITY INDEX (Pl) METHOD

PI— PV of Cash in Flows Or Pl— -
PV of Cash out Flows Initial Investment

NPV + Initial Investment

- It indicates that for every 1 rupee invested in the project
of how much we are getting in today's value.
@ Selection Criteria : Higher the Pl Better the project

(C) INTERNAL RATE OF RETURN (IRR)
METHOD :-

IRR = Start rate + Surplus

Surplus+ Deficit

x Differencein rate

- ltis the rate of return given by the project.

- IfIRR is taken as discounting rate, the NPV is always
zero & Plis 1.

Selection Criteria :

@ If there is single project under consideration, IRR should
be compared with cut off rate. We accept the project if,
IRR > cut off rate. Here cut off rate is minimum required
rate of return.

@ Between 2 projects, project with higher IRR should be
selected.
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Important points to remember :

(1) Depreciation is non cash expense.

(2) Still we consider depreciation for calculating tax amount
(3) If there is no tax rate given, we ignore depreciation.

(4) If tax amount is given, we ignore depreciation.

(5) Calculation of cash inflows / outflows during project life,

if tax rate is given :

If profits are given If expenses are given

Profit / Income Expenses XXXX
(+) Any other Income (+) Any other expense xx

-) Expenses

-) Depreciation (+) Depreciation

Profit before tax Total expenses  xxxx

() Tax @ 30% on PBT () Tax shield @ 30%  xx

on total expenses
Profit after tax

(+) Depreciation (-) Depreciation

Cash inflows Cash out flows

CA Prashant Sarda

Effective Interest Rate (EIR)
: It is same like

Internal rate of return (IRR)

Definition of ‘Effective Interest
Rate’: It is ‘the rate that exactly
discounts estimated future cash
payments or receipts through
the expected life of the financial
asset or financial liability to the
gross carrying amount of a
financial asset or to the
amortised cost of a financial

liability.
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1. LIQUIDITY RATIOS

Formula Significance

- Indication of availability of Current Assets to pay
off Current liabilities.

Current Assets
Current Liabilities

Current Ratio

COVERAGE RATIO:
Ratio

Debt Service
Coverage
Ratio or
(DSCR)

Liquid Ratio Quick Assets - Indication of availability of quick assets to

or S honour its current liabilities .
Quick Ratio Current Liabilities

Formula Significance

- Ratio of 1.6 is treated by financial

Cash & Bank Balance + s el - -
institutions as satisfactory ratio.

Marketable Securities

- Indication of ready cash available to meet current

Earning available for debt service
liabilities.

Absolute
cash Ratio

Interest + Principal installments
Current Liabilities

Cash & Bank Balance +
Marketable Securities

Basic
Defence/

- It measures the ability of firm to meet regular cash

expenditures with the available cash. Interest

Coverage

EBIT - The ratio indicates adequacy of profit to

cover interest.

Interval Ratio

Operating exp./ No. of Days

Net working
Capital Ratio

Current Assets - Current
Liabilities

- Indication of short term liquidity position of
business.

Ratio

Interest

Preference
dividend
coverage ratio

Net profit / Earning after taxes
(EAT)

- The ratio indicates adequacy of profit to
cover preference dividend.

Preference dividend liability

Fixed Charges EBIT + Depreciation

Coverage
Ratio

- The ratio indicates adequacy of profit to
cover fixed commitments of a company.

e Formula

Re-payment of loan
Interest +
1- Tax rate

Significance

- It indicates the composition of shareholder’'s
funds in capital employed

Share Holders Equity
Capital Employed

Equity ratio
# Earnings available for debt service = Net Profit after taxation + Non Cash operating expenses like
depreciation and other amortisations + Non- operating adjustments + Interest on long term loans.

. . Earnings before interest on term loan but after taxation
The ratio is also worked out as =

Interest on term loans

Total outside LT liabilities| > !t indicates the composition of outside liabilities

Debt Ratio . -
in total capital employed.

Capital employed

- The ratio is useful for deciding upon the capital

Debt to Equity structure

Ratio

Total Outside LT Liabilities
Shareholder’'s equity

- Indicator of financial leverage.

4. ACTIVITY RATIO/ EFFICIENCY RATIO/ PERFORMANCE RATIO/TURNOVER RATIO :
Ratio

Total Assets
turnover Ratio

Debt to Total
assets Ratio

Formula
Sales

Significance
- Indicator of utilisation of Total assets

- In case of significant change, take ‘Average
Total Assets’ available for use.

Total Outside LT Liabilities | > |t measures how much of the total assets are
Total Assets financed by debt.

Total Assets (Average)

Preference Share Capital+
Debentures + other borrowed funds

Capital Gearing
Ratio

- The ratio is useful to show the proportion of
fixed interest (dividend) bearing capital to
funds belonging to equity shareholders.

- Indicator of utilisation of fixed assets

- In case of significant change, take ‘Average
Fixed Assets’ available for use

Fixed Assets Sales

Turnover ratio

Equity Share Capital + Fixed Assets (Average)

Reserves and Surplus-losses

Sales
Capital Employed

Capital Turn-

over Ratio - Indicator of utilisation of capital employed

Proprietary Fund

Proprietary Ratio

- The ratio indicates proprietor’s stake in total
assets. Higher the ratio, lower the risk

Sales
Net Working Capital

Working
Turnover ratio

- In case of significant change, take ‘Average
Working Capital’ employed

Total Assets

23
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Inventory (FG) ges ~05. 21 900ES 39 |5 Stock holding ratio can be calculated as : CA Prashant Sarda

Turnover Ratio Average Inventory (FG) Average Inventory

RM C d ;
e o SRRt 7 PROFITABILITY RATIOS RELATED TO OVERALL RETURN ON

Debtors Turn- Credit Sales - Accounts Receivable = Sundry Debtors +
over Ratio Average Account Receivable Bills Receivable Ratio Formula Significance

Receivable . Average accounts receivable| > More the velocity, better the Return on Return /Profit /Earnmgimo > Itis an indicator of overall efficiency
(Debtors) velocity] Average Daily credit sales management. Investment (ROI) Investments

Return on Assets | Net Profit after taxes
- Lesser the velocity, better the management (ROA) Average Total Asset

Payables turnover Credit Purchases
RE) Average Accounts Payables

Return on Capital EBIT

5. PROFITABILITY RATIO BASED ON SALES: employed ROCE | Gpital Employed "~
Ratio Formula Significance Return on Capital EBIT (1)

Gross Profit S . . employed ROCE -
Gross Profit Ratio T x100 - Indication of gross margin available on 100 (Post-tax) Capital Employed

Sales Sales

. . .. ) ) ) Return on Equity Net Profit after taxes-} - Indication of a firm's profitability and
Net Profit Ratio Net Profit x 100 - Indication of net margin of profit available on (ROE) Preference dividend 3100| potential growth
Sales X 100 Sales. Equity shareholder's fund

Operating Profit Operating Profit - Indication of operating profit margin
: x 100 :
Ratio Sales available onX 100 Sales.

8. PROFITABILITY RATIOS REQUIRED FOR ANALYSIS FROM

6. EXPENSES RATIO: OWNER'S POINT OF VIEW:

Ratio Formula Significance Ratio Formula Significance

Cost of goods COGS > Indication of COGS as proportion of sales Earning per share | Net Profit available to Equity | >EPS is the measure to relate the return to
sold (COGS)Ratio ———— x100 (EPS) Shareholders equity shareholders.

Sales No. of equity share outstanding

Operating {Administrative exps.+ Selling - Indication of Indirect Expenses as » Dividend paid t it ] ] e v
Expenses Ratio & Distribution overhead /40| ~ proportion of sales Dividend per Share] Ividend paid to equity It is the proportion of Profit distributed per

shareholders equity share
No. of equity share outstanding

Sales

Operating Ratio | COGS + Operating Exps. - Indication of Direct & Indirect Cost of
Sales x 100 Operation as proportion of sales

Dividend payout Dividend per equity Share | Indication of distribution of profit as

- el Brarses - Indication of Financial Expenses as Ratio (DP) Earning per share(EPS) percent of Faming
x100 proportion of sales

expenses Ratio Sales
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9. PROFITABILITY RATIOS RELATED TO MARKET /
VALUATION/ INVESTOR:

Formula
Market Price per share(MPS)

Ratio

Price- Earnings per

Significance

- Indication of payback period to the investor

share(P/E Ratio)

Earnings per Share(EPS)

Dividend Yield

Dividend t change in share price
Initial share price
(0]
Dividend per share(DPS) <1
Market price per share(MPS)

00

x 100} It relates Dividend paid to the market price

of the shares

USERS & OBJECTIVE OF FINANCIAL ANALYSIS:

User

Objectives

Ratios used in general

Earning Yield

Earning per share(EPS
gp (EPS) T

Market price per share(MPS)

- It relates Earning per share to the market

price of the shares

- It is inverse of P/E ratio.

value per share

Market value / Book

Market value per share
Book value per share

- It indicates Market response of the

shareholder’'s investment.

Shareholders

Being owners of the organisation
they are interested to know about
profitability and growth of the
organization

Mainly Profitability Ratio [In particular
Earning per share (EPS), Dividend
per share (DPS), Price Earnings (P/E),
Dividend Payout ratio (DP)]

Q Ratio

Market value of equity and
liabilities
Estimated replacement cost of assets

10. OTHER RATIOS :

Ratio

Formula

- It measures market value of Equity share as

well as debt in comparison to all assets at
their replacement cost.

Significance

Investors

They are interested to know
overall financial health of the
organisation particularly future
perspective of the organisations.

Profitability Ratios
Capital structure Ratios
Solvency Ratios
Turnover Ratios

Lenders

They will keep an eye on the
safety perspective of their money
lended to the organisation

Coverage Ratios
Solvency Ratios
Turnover Ratios
Profitability Ratios

Appropriation Ratios

Interest
EBIT

x 100

Tax
EBIT

Pref. Dividend
EBIT

x 100

x 100

Transfer to dividend
Equalisation Fund

EBIT

Retained Earnings
(out of current profits)

EBIT
Equity Dividend
EBIT

Join us - @

- Indication of Disposal or appropriation of
Income.

- These ratios are usually calculated
with reference to EBIT.

Creditors

They are interested to know

liability position of the organisation
particularly in short term. Creditors
would like to know whether the
organisation will be able to pay

the amount on due date.

Liquidity Ratios
Short term solvency Ratios/ Liquidity
Ratios

Employees

They will be interested to know the
overall financial wealth of the
organisation and compare it with
competitor company

Liquidity Ratios

Long terms solvency Ratios
Profitability Ratios

Return of investment

Regulator /
Government

They will analyse the financial
statements to determine taxations
and other details payable to the
government.

Profitability Ratio

Managers

a) Production
managers

[ SE
managers

They are interested to know various
data relating to input output,
production quantities etc

Data related to quantities of sales for
various years, other associated

figures and produced future sales

figure will be an area of interest for them

Input output Ratio
Raw material consumption

Turnover ratios (basically receivable
turnover ratio)
Expenses Ratios

iamprashantsarda | a t.me/caprashantsarda | ﬁ / @ CAPrashantSarda
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Sr.No. m Objecctives

Ration used in general

They are interested to know various ratios | * Profitability Ratios (particularly related to
for their future predictions of financial * Return on investment)
requirement. = Turnover ratios

= Capital Structure Ratios

c) Fianancial
managers

(d) Chief They will try to find the entire perspective | = All Ratios
Executives/ of the company, starting from Sales,

General Finance, Inventory, Human resources,

Manager Production etc.

Different Industry * Ratio related to ‘call’

Finance Manager /Analyst will calculate = Revenue and expenses per customer

ratios of their company and compare it
with Industry norms. = Loan to deposit Ratios
b)Bank Operating expenses and income ratios

a) Telecom

* Room occupancy ratio

c)Hotel » Bed occupancy Ratios

Passenger -kilometre

d)Transport Operating cost - per passenger kilometre.

LIMITATIONS OF FINANCIAL RATIOS:

. The primary data on which ratios are based must be absolutely reliable and non manipulated.

. Differences in accounting policies, interpretation of financial terms and accounting periods make
accounting data of two firms non-comparable as also the accounting ratios. Adjustments are

necessary to sort out such differences.
. There is no standard set of ratios.

. Seasonal factors may influence financial data (i.e. resorting to favourable year-end adjustments)

. Window dressing can change the character of financial ratios.

. In case of diversified product lines aggregate data cannot be used for inter-firm comparisons.

. Financial data are badly distorted by inflation.
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CALCULATION OF RETURN ON EQUITY

To calculate the return on equity using the DuPont model, simply multiply the
three components (net profit margin, asset turnover, and equity multiplier).

Return on Equity = (Net Profit Margin) (Asset Turnover)
(Equity Multiplier)

Return on Net Assets
(RONA) = EBIT + NA

Return on Equity _
(ROE) = PAT+ NW

N Financial Leverage (Income)
= PAT + EBIT

Financial Leverage
(Balance Sheet) = NA+ NW

Profit Margin =
EBIT + Sales

Assets Turnover =
Sales +NA

. Financial ratios are inter related, not independent. Viewed in isolation may lead to erroneous
conclusions. Such inter dependence among the ratios can be taken care of through multi-variate

analysis.

. Timely ratio analysis provide clues but not conclusions. These are tools in the hands of experts

for their own interpretations.
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/ DU PONT CONTROL CHART j

Return on investment (ROI) represents the earning power of the company.

Return

=——— x100
Capital Employedx

ROI

|

Profitability Ratio Capital Turnover Ratio

Return x 100 : Sales
Sales Capital Employed

v
¥
i i Fixed Assets
BN Material Consumedx 100 | Fixed Expenses_ o IX :
Sales Sales Turnover Ratio

Wages, 100
Sales Sales

BN Mfg. Exps x 100 Admn. Expsx 100
Sales Sales
Selling & Dist. Expx 100
Sales

Variable Expenses % 100 : Sales
Fixed Assets

Turnover of
Individual
Fixed Assets

Working Capital
Turnover Ratio

Sales
Working Capital

Inventory | Debtors |l Creditors
Turnover @ Turnover @ Turnover

\ Ratio Ratio Ratio
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I. FINANCIAL RATIO ANALYSIS

It is a process of determining, interpreting and presenting
numerical relationships of items and group of items in the
financial statements.

Financial Ratios
for Evaluating
Performance :

Long-term

Solvency
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External Factors Internal Factors DPS 1)
< Dividend Rate = FV x100

- DPS
1. Desire of shareholders ¥ Dividend Payout = EPS X100

(Generally dividend expectations* because of G

a) Strength Indication. < Dividend Yield = —x100
2. State of capital market b) Uncertainty MPS

(Easy access —Dividend*) c) Need for current income & Earning Yield or - EPS . 1
3. Legal restrictions (By law & order) 2. Financial needs of company Capitalisation Rate (Ke) MPS P/E Ratio

4. Contractual restrictions (By lenders) (Most important amongst all) Where, DPS = Dividend per share

5. Tax Policy (Corporate Tax & DDT) 3. Nature of earnings (Stable income = Dividend 1) FV =Face value

EPS = Earning per share
MPS = Market price per share
P/E = Price Earning

1. General State of Economy
(Depression & Prosperity —+ Dividendv)

4. Desire of control (Control desire * = Dividend v )
5. Liquidity Position (Liquidity+ = Dividend })

A
(.
(- N N\ Right Shares :-

Pricing of buy- back :-

Alternative to Dividend Where, M = Cum-right market price

S N = No. of old share entitled to purchase one right share
< Stock Split Buy back Price = X S = Subscription price of new share

< Reverse Stock Split Value of right alone = Ex-right price (-) Subscription Price
< Bonus Shares

Where, S = No. of shares outstanding

. Value of right alone
< Buy Back of Shares before buy-back Value of right per share = 9

) No. of old share entitled
< Right Shares P, = Current Market price to purchase right

N = No. of shares bought back

Value of right per share = Cum-right Price (-) Ex-right Price

\>
Join us - iamprashantsarda | e t.me/caprashantsarda | ﬁ / @ CAPrashantSarda 28




Subscribe

(= =) You(l]
ﬂ / CA Prashant Sarda
. - www.myeduneeds.com
Approaches to Dividend Policy caprashantsarda@gmail.com
1.Walter's Approach 2. Gordon's Model | CA Prashant Sarda

R (E-D) p= E(-Db)
Theoretical Market Value of _ D+ — & Ke - br
Equity share Ke

Where, P =Theoretical share price

Where, D = Dividend per share E =Earning per share
E =Earning per share b =Retention Ratio D, = D,+[(EPS x Target Payout) - D,] x Af
Ke= Cost of Equity capital (1-b)= Dividend Payout ratio Where, D, = Dividend of Period 1
R =Internal rate of return Ke= Cost of equity capital D, =Dividend of Period 0

br = Growth Rate i
EPS = Earning per share

I | ' Af =Adjustment factor

Conclusion: If R > Ke = Payout of dividend should be minimum
If R < Ke > Payout of dividend should be maximum &

If R = Ke - Dividend Payout can be any where between 0-100% 3. Modigliani & Miller's Approach (MM Hypothesis)
I:)1 + I:’1 Or P1 = Po (1+Ke) - D1

P= * "1
5. Traditional or Graham & Dodd Model (1+Ke)

Where, P,=Prevailing Market price of share
D, =Dividend of next period
P=m|D+E P, =Market price of share at end of period one.
3 Ke= Cost of equity capital

Where, P = Market Price An= - (EP' nD,)

m = m.ul.tlpller & Value of firm = (n+24n) P,- (I-E)
D = Dividend per share 1+Ke

E = Earning per share Where,An = No. of shares to be issued
I =Investment amount required
E =Total earning of firm
n =Existing number of shares
nD= Total Dividend paid during year
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Strategic Management (SM) Strategic Intent Strategic Level in Organisation

— Management

v
e Group of Individual
eProcess

——  Strategy

v
e Partly proactive /
Partly reactive

e Can not be flawless

I — SM

—— Objective |
!

® Competitive Advantage
® Changes

—| Limitation |
!

® Environment Complex
® Time Consuming

® Costly

® Estimate Response

——| Benefits |
'

(o Direction
® Proactive
® Framework
® Face future
® Corporate defense mechanism
® Longevity
® Core Competency &

— Elements _l

eVision

eMission

eGoals | Objectives
eValue | Value systems

—  Vision _l

eEssentials
1. Think Creatively
2. Intelligent Entrepreneurship
3. Enthusiasm
2. Direction

——  Mission

| eWhy Mission +———
v

~

(o Unanimity of purpose
e Standard for allocating resources
® Motivating
® Organization climate
® Focal Point
® Translation of Objective & Goals
\® Translation of purpose in to goals )

[ e Writing a Mission ]47
v

® Own Special Identity
® Customer Groups
e Unique

— Goals | Objectives T

e Characteristics
. Relationship with Environment
. Mission & Purpose
. Strategic Decision Making
. Standards for Appraisal
. Concrete & Specific
. Time Frame
. Measurable & Controllable
. Challenging
. Co-relate.

OCOoO~NOOORLWN=

Competitive Advantage

- J

Value
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— Strategic Levels

v

v v

e Corporate Level | | e Business Level e Functional Level
Management Management Management

e Role

® Oversee the development
® Mission & Goals

® Determining Business

® Allocating Resources

® Formulate & Implement
Strategy

® Leadership

® Link between Shareholders

J

——— N/W of Relationship

(eLong term Objectives |

1. Profitability

2. Productivity

3. Competitive Position
4. EE Development
5
6
7

. EE Relation
. Technical Leadership
. Public Responsibility

J

o Integrity

® Thrust

® Humility

® Diversity
e Innovation

e Accountability

v A 4

® Charge of different business | | ® Specific Business Functions
® Translate General Statement | | ® Operations
of direction in to Concrete ® Realistic & Attainable
Strategies Strategies

1.Functional & Divisional Relationship
2.Horizontal Relationship
3.Matrix Relationship

My Notes:




Strategic Analysis

Issues

\ 4

¢ Strategy evolved over
a period of time

e Balance of Internal &
External Factors

~ Strategic Risk 7

p
e Short time
(a) External - Errors
(b) Internal - Cope up
e | onqg Time

(a) External - Obsolete

(b) Internal - In consistencies
- J

-~ Strategic Analysis —

¢ Internal

® Performance Analysis
® Determinants Analysis

e External

® Customer Analysis

e Competitor Analysis
e Market Analysis

e Environment Analysis

PESTLE

s N\
e Political
e Economic
® Socio Cultural
® Technological
® Legal
L ® Environment

- » Micro/ Macro —

<—

Business Enviornment

— Helps Business _l

1. Opportunities & Threats
2. Direction for Growth

3. Continuous Learning

4. Image Building

5. Meeting Competition

e N\
e Micro Environment

1. Employees

2. Customer

3. Finance

4. Firm Supplier

5. Local Community
L 6. Direct Competition

e Macro Environment |«

Demographic Environment
—> ® Market Size
e Opportunity

Socio Cultural Environment

® Social Trends
® Culture

o Beliefs

e Literacy

Economic Environment
® Purchasing Power
® Income
e Debt
e Credit Availability

Internationalisation

— Characteristics

Product & Industry

® Conglomerate
e Common pool of Resources
e Common Strategy

—— Steps —l

® Evaluate Opportunity
& Threat
® Scope
e Objectives
® Distinct Corporate Strategies

—— Why Global _l

(@ Need to Grow

e Time & Distance
e Domestic Market not enough
® Resources

® Transportation Cost

e Grow Big

e World Economy

e Trade Barrier Collapse
® Strategic Alliance

%

L » Political | Legal Environment

Technological Environment
R &D

Globalisation
® Internationalization

> Assessment of International
Environment

)

(e Multinational Environment
Analysis
® Regional Environment
Analysis
e Country Environment
§ Analysis

~
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A

A

Market 4P’s

® Product

® Place

® Pricing

® Promotion

—— Customer —

Market & Customer

‘ ® Customer Analysis

' N
® Customer Behaviour
Elements

® External Influences

® [nternal Influences
® Decision Making
e Post-Decision Process

Competitive Strategy

— Competitive Landscape

|

1. Identify Competitor

2. Understand Competitor

3. Determine Strengths

4. Determine Weakness

5. Put all Information Together

— Key Success Factor

l

1. On what basis customer
choose

2. Resources & Capabilities

3. Sustainable Competitive
Advantage

My Notes:
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v

—— Characteristics Industry

e Characteristics S BT New E - .
[ J

e Tangible / Intangible icheal Porter 5 forces 5 Forces ) c?:oitarl‘trv‘ arriers)

® Price e Economics of Scale

e Features that deliver Satisfactions e . N ° ; o
Product differentiation
e e . e Attractiveness of Industry Steps > o SMt:hing'cost e

e Useful Life e Viability 1. Identify e Brand
: e Profitability 2. Evaluate e Distribution
® Product Life Cycle (PLC) ® Driving Forces 3.Determine Collective @ Aggressive retaliation |
e Intro Stage ® Competitive Position | Strength
> o Growth Stage ® Risk / Uncertainty Buyers

e Maturity Stage ® Problems ,| @ Full Knowledge

" Decline Satoe — | S Natcrtear

e Value Chain Analysis * Experience Curve Suppliers
| » ® Business Grow, Experience Grow ® Crucial for Buyer
e Key Barrier e High Switching Cost
e Large & Successful Organisation e More Concentrated

Primary Activities Supporting Activities : ( Rivalry
® Inbound Logistics ® Procurement ¢ Value Creation o Industry Leader
® Outbound Logistic || e Technology , ® Value Customer Place ® No of Competitors
e Transform o HR ® Price of Company ® Fixed Cost

e Marketing & Sales e Infrastructure e Cost of Company o Exit Barriers
__® Service e Differentiation

® Slow Growth

Substitute
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I

Strategic Drivers

— Industry & Markets

i |
' KEY PLAYER
Manage Closely
Involve in decision making

ew  Engage regularly and build
N | strong relationship

1
LOW PRIORITY
Monitor only,
no engagement

‘General occasional
communication

Power / Influence

e Strategic Group Mapping

1. Identify Competitive Characteristics
2. Plot the firms on 2 Variable Maps

3. Assign Firms

4. Draw Circle
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Core Competency, SWOT,
Competitive Advantage

» Customer
|

e Value Creation
Consumer

¢ Pricing

Customer

=
|

Interest in the Organisation

J

l

Products / Service

|

l

Channels

!

. Social Marketing
. Augmented Marketing
. Direct Marketing

1. Sales Channel
2. Product Channel
3. Service channel

Core Competency «—

e Areas (C.K. Prahalad)

1. Competitor Differentiation
2. Customer Value
3. Application to Other markets

e Criteria
1. Valuable
2. Costly to imitate
3. Non - Substitutable
4. Rare

|

Michel, Porter’s, Generic
Strategies

—— Competitive Advantage

e Sustainability

1. Durability
2. transferability
3. Imitability

4. Appropriability

l

SWOT

. Relationship Marketing

. Service Marketing

. Person Marketing

. Organisation Marketing

. Place Marketing

. Enlightened Marketing
10. Differential Marketing
11. Synchro Marketing
12. Concentrated Marketing

9 13. De-marketing )

OCONOANRALWN=-

organization

External origin  Intemal origin
{attributes to the (attibutes to the

enviroment

SWOT ANALYSIS
Helpful

to achieving the objective

Harmful
to achieving the objective

Strengths Weaknesses

— —

Opportunities Threats

SWOT Analysis Example
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Michel Porter’s, Generic
Strategies
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|

Cost Leader

e Achieving
1. Forecast Demand
2. Optimum Utilization
3. Economies of Scale
4. Standardization
5. Invest in Cost Saving
6. Resist to Differentiation

e Advantages

1. Rivalry

2. Buyers

3. Sellers

4. Entrants

5. Substitutes

e Disadvantages

1. Imitate

2. High Sales

3. Low AdvertisingR & D
4. Technology

v

Differentiation

e Basis

1. Product
2. Pricing
3. Organisation

e Achieving
1. Taste & Preference
2. Improve Performance
3. High Quality
4. Rapid Innovation
5. Brand Image
6. Unique Features

e Advantages

1. Rivalry

2. Buyers

3. Sellers

4. Entrants

5. Substitutes

|

Focus

e Basis

1. Focused Cost Leader
2. Focused Differentiation

e Achieving
1. Specific Niche
2. Superior Skill
3. High Efficiency
4. Innovative Ways

e Advantages

1. Premium Price
2. Rival Difficult to
Compete

e Disadvantages

» 1. Unique Difficult

2. Switch Off to Other Product
3. Not Valued by Customer

e Disadvantages

1. Lacking Competency
2. Limited Demand
3. Niche Disappear

|

—— Best Cost Provider

e Low Price
Same Quality

e Same Price
High Quality

My Notes:




CHAPTER-4- $trategic Choices

CA AMIT TATED

Characteristics

® Same Business Same Product
® Functional Efficiencies

® No Redefinition

e Safe

® No Fresh Investment

® | ess Risk

® Concentrate on Resources

® Modest Growth

Reason

e Maturity Stage
o Staff Feels Comfortable

e Stable Environment

® Expansion is Threat

o After Rapid Expansion,
Consolidate

Expansion / Growth

Characteristics

. Redefinition of Business

. Opposite of Stability

. Fresh Investment

. Mammoth Growth

. Highly Versatile

. Intensification & Diversification

Reason

. Environment Demands Pace
. Strategist Feel More Satisfied
. Greater Control

. Experience Curve

. Multiple Forms

—»{ ¢ Types of Expansion

A4

Intensification
o Market Penetration

—[ ¢ Internal Form ] —[ ° Exterrtal Form]

e Market Development
® Product Development

—»{ Diversification }—

Concentric

Merger / Acquisitions

1. Horizontal
2. Vertical
3. Co generic

\4

== Retrenchment
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—»[ Turnaround ]

Action Plan

. Current Problems

. Analyze & Develop
Strategic Plan

. Implementing Emergency
Action Plan

. Restructuring Business

. Returning Normal

Elements

. Changes in Top
. Credibility

My Notes:

. Neutralising Pressure ¢
. Quick Payoff

. Cost Reduction

. Revenue Generation

—.[ Divestment]—

4. Conglomerate

Strategic Alliance

e Vertically Integrated
(Forward / Backward)
® Horizontally Integrated

[Conqlomerate}—

Innovation

® Solve Complex Problem
® Increase Productivity
e Competitive Advantage

® Political
® Organisational
® Strategic

. Business Mismatch

. Negative Cash flow

. Severity of Competition
. Technology upgradation
. Better Alternative

Action Plan

® Economic

. Sell out Some Business
. Integral Part of Corporate

Characteristics

Strategy

Join us - caamittated
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[ Ansoff’s Matrix ] N /@ [ ADL Matrix]

Relative Market Share Stage of industry maturity - Arthur D, Little (ADL) Matrix

N

Existing Products New Products

Competitive
position

High low
Stars Question Marks

Existing Market Product
Markets Penetration Development

Dominant

Market Dogs

DEH’EIDPmEnt Diversification

Market Growth Rate

Ansoff's Product Market Growth Matrix | i .

/ Favorable
BCG Growth-Share Matrix 4

Business strength @\

[BCG Matrix]

Strong Average Weak

Select/Earn

Arthur D. Little Strategic Condition Matrix /

Select/Earn

Market attractiveness

Select/Earn

L/
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- » Process —— Strategic Leadership

\ 4

1. Vision, Mission, Goals, Formulation & Implementation —— EeaceiSiipiRoies
Objectives . Staying on top of what is happening
2. Organisation & Environmental - Esprit de corps _ N
Analysis . Responsive to changing conditions
. . Exercising ethical leadership
3. Formulation

. . Corrective actions
4. Implementation A B
§ 5. Evaluation & Control. Resposibility

. Making strategic decisions

. Formulating policies
‘ D . Ensuring effective communication

. Managing human capital

. Managing change

. Creating & sustaining strong
corporate culture

. Sustaining high performance over
time

Ve

— Planning

4 N\

Strategic Planning

. Shape organisation Weak Excellent
. Assess the impact
. Take holistic view
- Overall Objectives Strategic Formulation
. Long term success

. Senior Management

Strateav Formulation

Approaches

. Transformational Leadership Style
. Transactional Leadership Style

Effective Ineffective

Operational Planning

. Deployment of resources

. Develop tactics

. Projection of operation

. Make modification to function
. Functional managers

Die
Slowly

Inefficient

Survive Die
Quickly

Operational Manage ment

J

Uncertainity
1. Flexibility Linkage ’
2. Diversification 1. Forward |

3. Monitoring ) 2. Backward
4. Resilience

5. Collaboration

-
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1. Simple Structure —
v | 4. Divisional Structure
Companies that follow a single- v
business strategy and offer aline Divisional structure can be 5. Strategic Business
of products in a single geographic organized in one of the four ways. Unit (SBU) Structure

market. 1. Geographic area

~ - 2. Product or service T
- ~ O Characteristics

2. Functional Structure — 4. Process . Single business or a collection of
related business

Advantages . Own set of competitors
. Manager who has responsibility for
strategic planning

DLl tetel Ll USRS Accountability is clear

organizations because of its " Extensive deligati on of

simplicity and low cost. authority :

. Easily see the results Benefits
Advantages . Employee morale is generall . Scientific method of grouping the

ploy g y
1. Central strategy control. higher businesses
2. Functional status recognized | . Allows local control of local . Improvement over the territorial

3. Role & responsibilities are | situations grouping
assigned easily . Strategic planning distinct from the

4. Encourage efficiency Disadvantages rest of the businesses

5. Rapid Decision making . Costly . Analyzing & segregating the

N . Requires functional specialists businesses, & regrouping them

e . Duplication of staff services . Unrelated products / businesses in

N e VP . Managers must be well qualified any group are separated
3. Multi Divisional Structure . Requires an elaborate control - Removing confusion

system . Own distinct set of competitors

~

/

Each division represents a separate
business to which the top corporate y
officer delegates responsibility for
day-today operations and business 6.Network Structure
unit strategy to division managers Y

—r N (e Virtual strategic alliance :
Characteristics Advantages Disadvantages

1. Separate divisions, each representing : 1. Availability of potential partners
distinct business 1. Cost Saving source of trouble

2. Each division would house its 2. Increased flexibility _ 2. Discovering any synergies
functional hierarchy 3. Adaptable to rapid technological 3. Over specializes on only a few

3. Division managers would be given change functions

responsibility 4. Allows a company to concentrate | | 4, Employees may lack the level of

4. A small corporate office on its distinctive competencies § confidence )

O J U )
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Organisational Structure

7. Matrix Structure

Ve

Advantages

. Project objectives are clear
. Better project control

. Employee can see results very
clearly

. Shutting down a project is
accomplished relatively easily

. Suitable for large organizations
with several projects )

Disadvantages

. Complexity in implementation
. Costly

. Dual reporting channels

. Shared authority

. It requires effective communication
system

®* Phases Proposed by Davis & Lawrence
for Development of Matrix Structure

’._‘

Cross-functional task forces

Product / brand management

Mature matrix

.
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8. Hourglass Structure

Wide at the top

Narrow at the middle

Widest at the bottom

J/

Advantages

1. Reduced costs <
2. Enhancing responsiveness

Disadvantages

1. Promotion opportunities diminish
2. Bring monotony & lack of interest

&
<
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Issues in Strategy Implementation Digital Transformation Organisation Framework Control

¢ Project Implementation Change Management l Process

® Procedural Implementation 1. Goals & objectives ‘ MCKinsey 7's Model 1. Objectives of business system

e Resource Allocation ,| 2. Current state | 2. Monitoring & Measuring

e Structural Implementation 3. Road map _for change _ 3. Actual r_esults & sta_ndards _

e Functional Implementation 4. Implementing & managing 4. Corrective & Adaptive Information

. . change ' Limitation .
¢ Behavioural Implementation ‘ 7's Model ’ 1. Ignore External Organizational Control
Can Help Organisation 2. Not clearly explain *| 1. Operational Control

1. Parameters effectiveness 2. Management Control
Change « 2. Procedures Soft S’s 3. Static 3. Strategic Control

3. Plan > 4. Missing real gaps
4. Involve ; g:'ya:;ed \ELLLE Strategic Control

5. Track progress 3. Staff 1. Premise Control

2. Strategic Surveillance
3. Special Alert Control

4. Implementation Control

Steps to Initiate Strategic Change _
1. Recognize the need for change 5 Best Practices 4. Skills
2. Create a shared vision to manage . Begin at the top Hard S’s
change . Change is necessary & 1. Strategy

3. Institutionalize the change desired 2. Structure Strategic Performance Measures
. Reduce disption 3. System

Kurt Lewin’s Model Of Change . Encourage leadership
. Change is norm

1. Unfreezing the situation
2. Changing to the new situation How to Manage
a. Compliance

b. Identification
c. Internalization
3. Refreezing

,| 1. Specify objectives
2. Communicate v v v
3. Resistance Types Importance Factors

4. Gradually . Financial 1. Goal Alignment 1. Reference

5. Training . Customer Satisfaction || 2. Resource Allocation 2. Data Quality

. Marker 3. Continuous Improvement || 3. Data Availability
. Employee 4. External Accountability 4. Data Timeliness
. Innovation

. Environmental
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