‘@f.Y INTERMEDIATE

FINANCIAL MANAGEMENT
AND STRATEGIC MANAGEMENT

» ICAI Study Material Questions Covere d
» RTP/MTP Questions Covered

» Previous Year Questions Covered CA Su 1] I| Keswa ni



|

FINANCIAL MANAGEMENT
AND
STRATEGIC MANAGEMENT

CA INTERMEDIATE

Sunil Keswani




EDITION: Third
Published By: Physicswallah Private Limited

@ Physics Wallah Publication

I3BN: GTA-93-6034-T04-8

Maobile App: Physics Wallah {Awvailable on Play Store)

EIE‘.*EEI”

Website: wwL e e
Youtube Channels: €A Intermediate by PW (@CAintermediate hyPW)
CA Wallah by PW (@ CAWallahbyPW)
Commerce Wallah by PW [@CommerceWallahFWw)
Email: publication@pw.live

Rights

All Tights are reserved with the Pubilisher. Mo part of this book may be weed or reprodeced in any manner wharsoeer without written
pernission from the awthor or pubilisher.

Im the interest AF the stident cnimmiimity?:

Circulation of soft copy of Baak[s} in FOF or other equivalent format(s] throuph any sorcial media channe's, ematls, ete. or any other
channels throuph mobiles, laptops or des'stop is a criminal offense, Amnybody dnoadlating, dovmnleading, or storing, & =soft copy of the
bk on his device(=} i in brvach of the Coprright Act. Further photocopyvieg of tis boek or any of s material is also @llegal, Do pot
desvsmload or forward do case you come aeroes any £ach soft cope material,

Dizclaimer
A teamy of FW CA Wallah facoidies and experts with a deep upderstanding of the sulsjert has workced nard for the creation and cutation
of this book.

While the content creators, edibors and publisher hanre used their best eBorts in preparieg tiese books, The content has been checloed
(oo e uracy s Lhe boak is Drtemded foreducational purproses, The aulior s fell nol be responsible o any emrons conrlainsd in tee book

The pulication has designed the content 10 provide acowrste and athoritative information wich wgard to the swhject matter covered,
Thiz boale and the individual contritution contained in itare protected under Copyright Act by the publisher.

[Thix book shall anly be used for edocdional porposes, )



NN
PREFACE

A highly skilled professional team of CA Wallah works arduously to ensure that the students receive the best
content for their CA-Intermediate exams.

A plethora of CA Study Material is available in the market but €A Wallah professionals at PW are continuously
working to provide supreme quality study material for the CA-Intermediate students.

Fromt the beginning, the content team comprising Subject Matter Experts, Content Creators, Heviewers,
DTP operators, Proof-readers, and others are Involved i shaping the material to their best knowledge and
experience to produce poweriul content for the students.

CA Wallah Faculties have adopted a novel style of presenting the content in easy-to-understand language and
have provided the content team with expert guidance and supervision throughowt the creation and curation
of this book.

PW's CA Wallah strongly believes in conceptual and fun-based learning. CA Wallah provides highly exam-
orented content to brlng quality and clarity to the students,

Thiz book adopts a multi-faceted approach to mastering and understanding the concepts by having a rich
diversity afquestions asked inthe CA-Intermediate examination and equi pping the studentswith the knowledge
for this highly competitive exam.

The main objective of this ook is to provide an edge to your preparation with short & crisp vet high-quality
content.,

BOOK FEATURES

This book, especially designed & amended for CA-Intermediate aspivants, contains:

¥ Syllabus coverage strictly as per ICAI study Material

= AINCAL Stady Material Chuestions
¥ Latest RTP & MTP Questions

¥ Covers Past Year Juestions

#  Detziled Theory in tabular format
-

Separation of class work and homework questions

¥  Elahorated Solutions of homework questions
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Scope and Objectives of
Financial Management

THEORY

Meaning of "Financial management is concerned with the efficient use of an important
Financial economic resource, namely capital funds®.

Management In other words, financial management answers the following questions:
{@] Where to invest? i.e. Investment Decizsions
(B8] From where to raize funds? Lo Financing Decizion

{¢] How much earning to be retained and how much to be distributed? f.e.
Dividend Decision

(d] How to manage working capital? ie. Working Capital Management

Characteristics () Essential part of Business Management
of Financial (b) Continuous Administrative Functicn
Management fc] Sclentific and Analytical

(d] Centralized Nature

(€] Different from Accounting Function

Functions (7] Procurement of funds: Funds can be obtained from different sources
of Financial like equity, debt, debentures, preference shares etc. The cost of funds
Management should be at the minimum level and for that a proper balancing of risk

and control factors must be carried out
(b] Effective Utilization of Funds: The funds are to be invested in a
manner such that they generate refurns higher than the cost of capital

to the firm.
Evolution {a] Traditional Phase: During this phase, financial management was
of Financial conside red necessary only during occasional events such as takeowvers,
Managemenl Mergers, expansion, liquidation, etc.

{#) Transitional Phase: During this phase, the day-to-day problems that
financial managers faced were given importance e.g. problems related
to funds analysis, planning etc.

(c] Modern Phase: Modem phase is still poing on. The scope of financial
management has greathy increased now. It is important to carry ot
financial analysiz for a company. This analysis helps in decision making.




Importance It is a key to successful business. [ts importance can be understood by the
ol Financial tasks imvolved in it which are as follows;

Management (@] Preparing budgetto provide appropriate targets to various departments
() Setting short term sales and cost targets for various departments

[¢] Managing the cash flow needs of the organization

() Ensuring appropriate investment in fixed assets and working capital
{#] Ensuring correct pricing decisions for the products or services

(1 Tax planning to minimize tax burden of the organization

Objective fe)] Profit Maximization: Based on this objective, the investment,

of Financial financing and dividend policy decisions of a firm should be oriented to

Management the maximization of profit. This cbjectve leads to effident allocation
of resources, as resources tend to be directed to uses which in terms of
profitability are most desirable.

Limitations of profit maximizaton:
(1] Ignores risk; (2] Ambiguity; (3] Ignores the time value of
money

(&) Wealth Maximization: Wealth/Value maximisation means that the
primary goal of a firm should be to magimize its market value and
implies that business decisions should seek to increase the nat present
value af the economic profits of the firm
i.e, wealth = Present value of benefits: present value of costs.

Superiority

: Wealth Maximization Profit Maximization
of Wealth
Maximization Over |EEH BRI Consider all cash flows Don't consider effect on EPS,
Profit Maximization and effect on EPS, dividend, etc.
dividend, etc,
Dividend Firms may pay regular Firms may refrain from
dividends to dividend payments

shareholders.

Preference by | Shareholders prefer Shareholders may consider

sharcholders | increase inwealth increasing profic low against

increase in wealth.

Ambiguity No ambiguity in Lot of ambiguity exists in
measurement of cash measurement of accounting
flows profit.

R Financial Management (G




Financial {a] Imvestment Decision: It relates to the selecton of assets in which

Management funds will be invested by a firm. Only that investment proposal is to

Decisions for be accepted which is expected to yield at least so much return as is

Achievement adequate to meet its cost of financing.

of Wealth (b] Financing Decision: The finance manager has to maintain a proper

Maximization balance between long-term {capital employed) and short-term funds
{working capital). The optimum financing mix will increase return to
equity shareholders and thus maximise their wealth.

{¢] Dividend Decision: Finance Manager assists in deciding as to what
portion of the profit should be paid to the shareholders by way of
dividends and what portion should be retained in the business. An
nptimal dividend pay-cauc ratic maximises shareholders’ wealth,

(T 8 o BLELTES T Bl The decision to invest in a new project needs the finance for the investment.
between The financing decision, in turn, Is influenced by and influences dividend
[mvestment, decision because retained earmings used in internal financing deprive
Financing and shareholders of their dividends. The optimal joint decision is possible by
(ELR G e w BN evaluating each decision in relation to its effect on the shareholder's wealth.

R il M el DN O In financal management, the risk 1S defined as the variability of

Off expected returns from an investment. Risk and Return go togethen The
rate of return required by a firm, to a great extent, depends upon the
risk involved.

O A finance manager cannot avold the risk altogether nor can make a
decision by considering the return aspect only. In order to maximise
the firm's shares a balance must he maintained between risk and return
which is called Risk-Retum Trade off,

Functions of (7] Estimating the requirement of funds
Finance Manager () Decision regarding capital structure
{¢] Imvestment Decision

(d) Dividend Decision

{#] Evaluating financial performance

{f1 Financial negotiation

7] Cash Management

Role of Finance o The traditional role of the finance manager was confined just W raising

Manager or Chiel of funds from a number of sources.

Financial Officer o The recent development in the socio-economic and political scenario

(CFO) throughout the world has placed him in a central position in the
business organization.

o Heisnow responsible for shaping the fortunes of the enterprise, and is
imvolved in the most vital decision of allocation of capital like merger,
acquisitions, strategic ptanning, risk management, pricing analysis,
profitability analysis etc.

Seape and Objectives of Finandal Management Y




Agency Problem In modern organization, there is separation of ownership and
management.

The management acts on behalf of owners and is their agents.
Consequently management should act in such a manner so as to
maximize wealth of their principals i.e. owners.

ITowever this may not happen because owners and management have
different interests.,

Due to these different interest and separation of management from
ownership, management may behave in a manner which is inconsistent
with the interest of owners. These behavioural problems on the part of
management lead to agency problems.

Agency Cosls These are the costs that are directed to reduce the impact of agency
problems. These costs may be direct or indirect.

Example of the direct agency costs are salary, bonuses and perks paid
toemployees et

There are alse certain indirect agency costs, for example management
may not take certain risky projects with high returns.

Financial Distress There are various factors which needs to be managed on continuous
and Insolvency basis eg. price of product, demand, price of inputs, proportion of debt
BL.

If these are not managed properly than it may lead to financial distress
where cash inflows are inadequate to meet current obligations of firm.
If financial distress continues for longer time, it may lead o sale assets
and may lead to insolvency situation where firm is not able to repay
various debts,

R Financial Management @




Types of Financing

2

THEORY

Sources of There are several sources of finance availlable to any company. Some of the
Finance parameters that need to be considered while choosing a source of finance are:
u  Costof source of finance
Time period
Leverage

Firancial condition
Risk profile of the company and industry

[ [ R = |

Categories of o Long Term Finance: These types of funds should be procured for capital
Source of Finance projects, plant & machirery, land & buildings. Generally, these are required
for a period exceeding 5: 10 years. Example: equity shares, preference
shares, debentures, bonds, venture capital financing, international
financing etc.

o  Medium Term Finance: Generally these funds are required for a period
exceeding one yvear but not exceeding 5 years. Example: preference shares,
debentures, external commercial borrowlngs et

o Short Term Finance; These short-term loans are procured for providing
temporary working capital requirement. These are for maximum period

of 1 year. Example - commercial papers, trade creditors, packing credit

et
Principle for o Early Stage
Funding 2 Incase of high uncertainty, equity from angel fund can be used

= In case of high to mederate uncertainty, equity, venture capital and
debtcan be used

o Growth Stage

2 Moderate to low uncertainty, debt, venture capital and private equity
can be used

o Stable Stage
@ Lowuncertainty, dehr can be used




Commercial g It represents short term unsecured promissery notes issued by firms

Paper which enjoy a fairly high credit rating.

g The maturity period of commercial paper usually ranges between 90 to
360 days.

o Itisisseed at a discount and is redeemed at face value.

o Itisissued directly by the firm to the investors or through banks.

Eligibility Criteria:

o Listing: The issuing company should be listed in atleast one recognized
stock exchange.

o Credit Rating: The issuing company should obtain the necessary credit
rating from agencies like ICRA, CRISIL etc.

o Working Capital: The fund based working capital should be maximum
of Rs. 5 crores.

o Courrent Ratio: The minimum current ratio should be 1.33 : 1.

g Standard Asset: In addition to credit rating, the issuing company should
beclassifiedas “standard assets” by bankers flending financialinstitutions.

o Net Worth: The issues should have a minimum tangible net worth of
Rs. & crores as per recent audited balance sheet.

Treasury Bills Treasury Bills or T-Bills are a type of securities to raise short term funds by the
Central Government. These are issued with maturities ranging between 7 to
364 days by the Government of India.

Certificate of Certificate of Deposit is a time deposit or basically a saving certificate with a
Depasit fixed maturity date and interest rate. It is generally offered by banks and credit
unions. [t can be issued by big corporations ag well

Factaring It is a financial service, which involves meaning, financing and collecting
receivable. It is a method of converting non-productive assets {receivables)
into productive assets (Cash].
Advantages of factoring:
{a] Prompt payments and credits
{b] Improves scope for operating leverage
{c] Reduction of administrative cost of burden
{d) Increase in return to the dient.
{e] It avoids increased debts
{f) Current asscts arc efficiently managed thus reducing working capital
rE U rE e i,
Disadvantages of lactoring:
{a] Image of the client may suffer as engaging of a Factoring Apency is not
considered a good sign of efficient management.
(b] Factoring may not be of much use where companies have nation-wide
netwark of branches.

{c] Financial evaluation may not be accurate.

Financial Management ﬁ



Difference
Hetween
Factoring and Bill
Discounting

Trade Credit
and Accruoals

as Source of
Working Capital

Facilities
Provided by Bank
lor Short-Term
Funding

Types of Financing

Factoring is called as “Invoice Factoring” whereas Bills discounting is
known as “Tnvoice discounting”.

In Factoring the parties are known as the client, factor and debtor whereas
in Bills discounting, they are known as drawer, drawes and payee.
Factoring is asort of management of book debts whereas hills discounting
is a sort of borrowing from commercial banks.

For factoring there is nospecific Ace, whereas inthe case of bill discounting,
the Negotiable Instruments Act is applicable.

It refers w credit facility given by suppliers of goods during the nermal
course of trade.

The major advantages of trade credit are: easy availability, flexibility and
informality.

It involves implicit cost,

Generally, the supplier passes on these costs to the buyer by increasing the
price of the goods or alternatively by not extending cash discount facility.

Short term loans: Such kind of loans are provided by banks against some
securides like fixed deposits, life Insurance policies, shares etc. Generally,
the entire lean amount is disbursed in a one time to the account of the
borrower. The borrower has to pay the interest on this loan. Hepayment
under the loan may be the full amount at the end of the period or by way
of schedule repayments agreed uponin case of term loan.

Overdraft: Such kind of loans are provided against some collateral like
property, fixed deposic etc. Under this fcilioy, a fixed credit limicis allowed
to the borrower within which the borrower is allowed to overdraw his
account. Interest is charged on the daily halance overdrawn in the account.
Generally, such facilities are granted for one year and are repayable on
demand but they continue for long peried by annual renewal of the limits,
Clean Overdraft: This facility is just [ike overdraft with a difference that
there is no collateral talken by the institution providing the funds. The
financial institution totally relies on the personal financial security of the
borrower. Thus, these kinds of loan are entertained only from financially
sound and reputed parties. The instmiticn providing loan puts various
checks before granting the limit to the borrower like, past records of loan
taken, turnover of the client, credit period enjoyed with clients, level of
stock maintained, personal net-worth ete,

Cash Credit: This facility is granted by the financial institution against
some collateral like property, stock, trade receivables etc, This facility
is granted primarily to meet the working capital requirement of the
buginess. The credit limit granted is generally a percentage of the value
of collateral being offered by the borrowern The borrower is allowed to
overdraw his account upto the credit limit and can deposit the surplus
fund in the account. Interest is charged on the daily balance overdrawn
in the account. Generally, such facility is granted for one year and are
repavable on demand but they continue for long period by annual renewal
of the limits,

MW,




o  Advance against goods: Under this facility. the financial institution
providing credit accept poods from the borrower as collateral. Such
goods can be industrial or agricultural produce, semi-finished goods, raw
material, finished goodsand other items of merchandise. Under this facility,
financial Institution providing funds create pledge or hypothecation on
the poods to be taken as collateral. Such goods have high turnover and are
considered safe and liquid source of repayment in case of default by the
borrower. This facility forms part of working capital finance required by
the borrower.

g Bills purchased or discounted: [t is generally, selling of bill to financial
institution or bill discounting company before the due date of payment at
a value which is less than the invoice amount. It acts as a source of working
capital finance for the seller of the goods. The financial institution or bill
discounting company evaluates the credit worthiness of the borrower
and in addition to the rights against the parties liable on the hills, they can
also exercise a pledge’s rights over the goods covered by the documents.

o Financing of export trade by banks: Refer Next point

o [nter corporate deposit: Under this facilicy, the borrowing company can
take funds from other company having surplus funds for a short period
of time. The rate of interest on inter corporate deposit varies depending
upon the amount involved and tme period.

o Certificate of Deposit (CD): Certificate of Deposit is a time deposit or
basically a saving certificate with a fixed maturity date and interast rate.
1t is generally offered by banks and credit unions. It can be issued by big
corporations as well.

g  Public Deposits: These are form of unsecured loan from the public in
peneral for a period of six months to three years. They are primarily to
be taken for short and medium-term needs of the company. These are to
be taken by complying all the regulations issued by Reserve Bank of India
from time to time. These funds in general should not be used for acquiring
fixed assets because the funds are to be repaid within maximum period

of 3 years.
Financing of The banks provide finance for export facilities in the form of:
Bl RS G ER U (1] Pre-shipment finance Le. before shipment of goods
Banks (2] Post-shipment finance Lo after shipment of goods

Pre-Shipment o ltis generally in the form of packaging creditc

GUETEA GGG o It is an advance made available by banks to an exporter who is having

Shipment of at hand a firm export order placed with him by his foreign buyer on an

Goods) irrevocable letter of credit opened in his favour

g An advance so taken by an exporter is reguired to be liguidated within
180 days trom the date of its commencement by negotation of export
hills or receipt of export proceeds in an approved manner.

Financi al Management ﬁ



o Types of Packing Credit:

< 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
axercising any charge or control over raw material or finished poods.

2 Packing credit against hypothecation of goods: Expoert finance is
made available on certain terms and conditions where the exporter
has pledgeable interest and the goods are hy pothecated to the bank
as security with stipulated margin.

= Packing credit against pledge of goods: Export finance is made
available on certain terms and conditions where the exportable
finished goods are pledged tw 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 ke

2 E.CG.C. Guarantee: Any lvan given to an exporter for the
manutacture, 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.

< Forward exchange contract: Another requirement of packing credit
facility Is that if the export bill 1sto be drawn in a foreign currency, the
‘exporter should enter into a forward contract with the bank, thereby
aodding risk invelved in a possible change in the rate of exchange.

Post-Shipment This facility is granted once the shipment of the poods has been done by the

Finance [After exporter: It can be in the fellowing forms:

Shipment of o Purchase/discounting of documentary export bills: Finance I3

Goods) provided to exporters by purchasing expert bills drawn pavable at sizht
or hy discounting usance export hills covering confirmed sales and backed
by documents including documents of the title of goods such as bill of
lading, post parcel receipts or air consignment notes.

o ECGL Guarantee: An exporter is advised to take contracts shipment
or comprehensive risk policy covering both political and commercial
risks. The corporation, on acceptance of the policy, will fix credit limits
for individual exporters and the Corporation’s liability will be limited to
the extent of the limit so fixed for the exporter concerned irrespective of
the amount of the policy.

o  Advance against export bills sent for collection: Finance is provided
by banks to exporters b 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. after
keeping an appropriate margin.

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

Types of Financing AV




Seed Capital It is a scheme designed by the 1DEI for professionally or technically
Assistance qualified entrepreneur.

The project cost should not exceed Rs. 2 crores, The maximum assistance
under this scheme will be:

o 30% of the promoters required contribution, or

o Re. 15 lacs, which-over is lower

The assistance is inttally interest free but carries a service charge of 1%
pa for the first five vears and at increasing rate thereafter.

The repayment schedule is fixed depending upon the repaying capacicy of
the unit with an initial moratorium of upto 5 years.

Internal Cash The companies can use their accumulated reserves or cash profits for
Accruals creation af capital assets as part of thelr expansion or diversification plan,
Such funds entail almost no risk.

Further, control of present owners is also not diluted by retained profits,
Usage of these funds leads to creation of capital assets at zero debt.
Unsecured Loans Unsecured loans are generally provided by promoters to meet either
sidden requirement of funds or for meeting the promoter's contribution
Norm.

These loans are unsecured in nature and are suberdinate to all otherloans
i.e. these are to paid after payment of interest and principal of all other
loans.

Interest rate on such loans is generally equal or less than the rate of
interest on institutional loans,

From the perspective of financial institutional for providing loans, such
unsecured loans are considered as part of equity for the purpose of
calculating debt equity ratio.

Deferred Deferred Payment Guarantee is used generally while acquiring fixed
Payment assets for the company.

Guarantee This method of inance is preferred for profit making company onby

The enfire cost of the assets is financed and company 18 not required to
pay any amount initially towards acquisition of assets.

The supplier of the assets tales banlk puarantee from the company for
providing such facility.

Such kind of finance deal, doesn't have any moratorium period for
repayment.

Capital Incentive enerally, Government identifies certain backward areas for development
as Source of and introduce backward area development incentive schemes.

Finance for the These incentives are mix of lump sum subsidy and exemption from direct
Company and indirect taxes.

The lump sum subsidy s generally provided as a percentage of fixed
capital investment by the company subject to an overall ceiling,

This amount of lump sum subsidy forms the part of long-term source of
the company.

Financial Management @



g The subsidy or exemption received in direct and indirect taxes is covered
with rovenues and expenses.

g The subsidy or exemption are released to the units cnly after they have
complied with all the conditions of the relevant scheme,

Floating Rate These are the bonds where the interest rate is not ficed and is allowed te float
Bonds depending upon the market conditions. These are ideal instruments which can
be resorted to by the issuers to hedge themselves against the volatility in the
interest rates.

Deep Discount g ltisa form of zero-interest bond

Bond o 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 pavout during lock in period

IDB] was the first to issue a deep discount bond in India in January, 1992

Premiom Notes
[SPNs)

These are generally redeemable after a notified period of say 4 to 7 years.

It was first introduced by TISCO, which issued the 5PNs to existing
shareholders on right basis.

Tero Interest o These are the form of debentures which doesn't carry any interest,

GHIVAR LUl S o These are fully convertible into equity shares after a specified period of

Debentures time,

o The holder gets the equity shares at the predetermined price after a
specified period of dme.

o From company's point of view these are beneficial as the company 1s not
required to pay any interest on it

o
o

Secured @  These are issued along with detachable warrants.
o
o

Zero Coupon O  As the name suggest, it doesn't carTy interest,

Bond o Itissold by the issuing company at a discount.

g The difference between discounted value and maturing or face value
represents the income to be earned by the investor of such bonds,

Option Bonds These are cumulative and non-cumulative honds where interest is payable

on maturity or periodically. Redemption premium is also offered to attract

investors. These were recently issued by [DBI, ICICI etc.

(LT EGGLREGTT S These bonds are issued to provide infladon adjusted interest income to the
investor In these bonds, interest rate is adjusted for inflation effect eg if
interest rate on bond is 9% and inflation is rate is 4% than investor will get in
toral 13% interest thereby the investor is pretected against inflation.

Yenture capital g ltrefers to capital investment made in a business, which carries elements.
linancing of risks and insecurity and the probabitity of business hazards.

g The investments are made through private placement with the expectation
of risk of total or huge returns.

o The mainobject of investing equity Is to get high capital profit at saturation
stage.

T]_f-!:_re_s_u_f_ Financing m




Method of o Equity finanding: The venture capital undertakings generally required

Yenture Capital funds for a longer pericd but may not be able to provide returns to the

Financing investors during the initial stage. Therefore, the venture capital finance is
generally provided by way of equity share capital.

o Conditional Loan: A conditional loan is repayable in the form of a royalty
after the venture is able to penerate sales. No interest is paid on such loans.
Some venture capital financers give a choice to the enterprise of paying a
high rate of interest {which could be well above 209%] instead of royalty
on sales once it becomes commercially sound.

o [ncome Note: Itisa hybrid security which combines the features of both
conventional loan and conditional loan. The entrepreneur has to pay both
interest and royalty on sales but at substantially low rates,

o Parmbcapatng debenture: 5uch secunty carries charges in three phases: in
the start up phase, no interest is charged - next stage a low rate of interest is
charged up to a particular level of operation after that a high rate of interest
is required to be paid.

Debi o Itisa methed of recycling of funds.
Securitization o It is a process of transforming the assets of a lending institution into
negotiable instrument for peneration funds

LRI RIELIEN 0 Origination Function: A borrower seels a loan from a finance company,
Securitization bank etc. The credit worthiness of borrower is evaluated and contract is
entered into with repayment schedule structured over the life of the loan.

o Pooling Function: Similar loans on receivables are clubbed topether to
create an underlying pool of assets. The pool is transferred in favour of
special purpose Vehicle {SPV), which acts as a trustee for investors.

o Secoritization Function: 5PV will structure and issue securities on the
basis of assets pool. The securities carry a coupon and expected maturity
which can be asset-based /mortgage based. These are generally sold to
investors through merchant bankers. Generally Investors are pension
fund, mutual funds, insurance funds,

Advantage o It converts the debt into securities

af Debt It converts the illiquid assets into liquid ones

Securitization The assets are shifted from the balance sheet, giving the borrower an
opportunity of balance sheet funding.

It thus helps in better balance sheet management
It enhances the borrower's credit rating
It opens up new investment avenues.

O o

It is a short term loan

It bridges the time gap between the date of sanctioning of the loan and its
disbursement

g  The reason for such delay is due to procedure formalities

o  The rate of interest on such loan is usually high

Bridge Finance

ool 0

g These loans are esually repaid as and when term loans are disbursed
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Lease Financing

Operating Lease

Finance Lease

Sales and Lease
Back

Leveraged Lease

Types of Financing

Under the lease agreement, the lessor purchases an assets which is leased
to the user {lessee) which pays a specified rent at periodical intervals.

It can be of following categories:
2 Operating lease

Financial lease

Sales and lease back

Leveraged lease

sales-aid lease
Close ended and open ended lease

9 0 0 0 0

In this case only right to use the assets 15 provided and all risle belongs to
lesson

Lessor gives a fixed amount of lease rentals to the lessor

Generally, lessor bears the cost of Insurance, maintenance and repalr e,
Grenerally these are callable lease and are cancelable with proper notice.
Lease period is short and entire cost of assets is not recovered in initial
pericd so the assets is leased more than once.

This is best for companies which needs to continuously update or replace
equipment.

In this case, right to use the assets and all risk belongs to the lessee while
the lessor remains the legal owner of the assets.

These are non-cancellable lease.

Lease period is long and is generally the full economic Life of the assets.

It is also called capital lease, which is nothing but a loan in disguise.

Under this type of lease, the owner of an asset sells the asset to the buver,
who in turn leases back the same asset to the owner in consideration of
lease rentals.

Under this arrangement, the assets are not physically exchanped but itall
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.

Under this lease, a third party is involved besides lessor and lessee who
is known as lender.

The lessor borrows a part of the purchase cost (say B0%) of the asset from
the lender and asset so purchased is held as security against the loan.
Such arrangement is made through tripartite agreement between the
lender, lessor and leassee,

The lender is pald off from the lease rentals directly by the lessee and the
surplus afer meeting the claims of the lender goes to the lessor,

The lessor is entitled to claim depreciation allowance,




Lales-Aid Lease

Closes Ended
and Open-Ended

Lease

Floughing back
of profits

Equity Share
Capitalas an
Instrument of
Raising Funds

If the lessee stops making payments to the lessor, then the lessor stops
making payments to the lender. This allows the lender to repossess the
property.

This arrangement is generally entered for high value transactions as itis
quite complicated.

Underthis lease contract, thelessor enters into a tie upwith amanufacturer
for marketing the latter's product through his own leasing operations, itis
called sales-aid lease.

In consideration of the aid in sales, the manufacturers may grant either
credit or a commission to the lessorn

In the close ended lease, the assets get transterred to the lessor at the
end of lease, the risk of obsolescence, residual values etc. remain with the
leszor being the legal owner of the assets,

In the open-ended lease, the lessee has the option of purchasing the assets
at the end of lease period.

1 |

It is a technique of self-financing.

It is a source of finance which contributes towards the fixed as well as
working capital needs of the company.

Under this phenomenon, a part of the total profitis transferred to various
reserves such as general reserve, reserve for repair and renewal, secret
reserves et

The funds so created, entails almost no risk and the control of the owners
is also not diluted,

Equity share capital has the following characteristics:

o
(a]
]

Advantages of raising funds by issue of equitly shares:

Q

Disadvantages of raising funds by issuc of cquity shares:

u
=

It is & permanent source of capital

Equity shareholders are the ultimate owners of the company

Dividerd to equity shareholders is considered as appropriation of profit
and not as charge against profit

Itis a permanent source of finance. Since such shares are not redeemable,
the company has no liability of cash outflows associated with its
redemption.

Equity capital increases the company's financial base and thus helps
further the borrowing powers of the company.

The company Is not obliged legally to pay dividends. Hence in times of
uncertainties or when the company is not performing well, dividend
pavments can be reduced or even suspended.

The company can make further 1ssue of share capital by making a right
issue

The cost of equity shares is high due to higher flotation cost of issue.
These are considered more riskder by the investors due to uncertainty of
dividend and capital gains.
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o New issue of equity shares reduces the earning per share of existing
shareholders unless profits increase proportionately.
o Withthe new issue of equity shares, control and ownership of the existing

shareholders gets dituted.

Wys (A (Bl As the name suggests, Preference shares are the shares which enjoys certain
Capnal as an preferential rights over the equity shareholders in regards to:-
Instrument of {a) Pavment of dividend at a fixed rate
Raising Funds (k] Repayment of capital on the winding up of the company

Advantages:

o It provides a long-term capital to the company

g Thereis no dilution of EPS

O Asisbears a fixed charge, there is a leveraging advantage

o It can be redeemed after a specified time period

o Itdoes not carry voting rights hence there is no dilution of control.

o Itenhances the credit worthiness of the company

Disadvantages:

u Preference dividend is not tax deductible as is in case of interest on debt,
so cost of preference dividend is higher than debt.

o Generally, preference dividends are cumulative in nature Le. if dividend is

not paid in a period than it will cumulate and the company has to pay the
same in the later period.

Debentures as Debenture financing s a way of long-term financing and has following
Bl L i L GLIE B characteristics:

Raising Funds {a] Debentures can be issued with face value of Rs. 100 to Rs. 1,000 with
different interest rates
{b] Debentures can be secured or unsecured
{£] Interest payable on debentures is charged against profit so benefit of tax
saving on interest arises to organization
{d] Interesthastobe paid whether there are profits or notin the crganization.
Advantages of debenture financing:
o Costof debenture is lower as compared to cost of preference and equity
shares
o [Debenturs financing doesn't result in dilution of control

g  The fixed monetary cash flow decreases in real terms due to inflation
effect,

Disadvantages of debenture financing:

o Debenture interest and capital repayment are obligatory payments

o Debenture financing Increases the financial risk of the organization

o At the time of maturity, large amount of cash outflow is needed to meet
the obligation.

Types of Financing AT




Types of Bonds Callable Bond: The bonds where the issuer of the bond gets the right to
Based on Call redeem it before maturity at a predetermined price is known as callable
bond. The predetermined price is generally at a premium and is also
known as call price.

Puttable Bond: The bonds where the investor or purchaser of the bond
get the right to sell it back to the issuer before maturity ata predetermined
price i known as puttable hond. The predetermined price is also known

a5 put price.
Types of Indian Masala Bonds: These bonds are denominated in Indian Rupees and are
Bonds issued outside India. Masala Is an Indian name used for spices. NTPC

raised the funds through masala bonds for its capital pxpenditure in year
2016

Municipal Bonds: These bonds are issued to finance the urban
infrastricture bodies particularly in the state govermments. These bonds
are increasingly evident in India.

Government or Treasury Bond: These bonds are issued by Government
of India or Reserve Bank of India or State Government or any other
Government department to raise funds for various projects. Generally,
these are issued for long-term firancing.

Types of Forelgn Foreign Currency Convertible Bond (FCCB): These honds are issued
Bonds in foreign currency by the issuer to get long term financing. These bonds
carry a low rate of interest as compared to other bonds. The issuer has
to make the interest pavyment on the decided periods and at the maturity
it has to be redesmed by paying the full amount If the bond was issued
with convertible option than investors has the option of elther taking the
full amount back or get his amount converted in the specified number of
shares of the issuing companmy.

Plain Vanilla Bond: These are the most basic form of bond and that's
why got the name as plain vanilla bond. These bonds carry basic structore
of interest and principal. The Issuer would pay the principal along with
interest. These bonds don't carry any other option.

Convertible Floating Rate Notes (FRN): A floating rate note is a type of
debt security which has a floating rate of interest. A convertible FRN gives
an advantage to the investor to convert the floating rate notes into fixed
rate notes with a specified conpon rate. It protects the investor against
falling interest rates in the market. These can be sold in the market and
the investor can earn profit.

Drop Lock Bond: A floating rate bond Is a type of debt security which
has a floating rate of interest. In case of drop lock bond, the floating rate
bond would be automatically converted to a fixed rate bond ifinterest falls
below a pre-determined level. The new rate remains till the maturity of
the bord, It is ditterent trom convertible Hoating rate notes in a manner
that under this the bonds get compulsorily converted into fixed rate bond
whereas under convertible FRN, the investor has the option to get it
converted.
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Variable Rate Demand Obligations: The holder of these floating mate
notes pets the option of returning or selling the ohligation hack to the
trustee or the issued at par along with accrued interest. [t gives the
imvestor an option to exist immediately, so these are more liquid than the
normal FEN,

Yield Curve Note (YCN): It is a debt security that is structured in manner
so that its yicld increases when prevailing interest rate declines and
its vield decreases when prevailing interest rate increases, This type of
security is preferred by investor to hedge the interest rates. This works
like a inverse floater.

Yankee Bond: These bonds are issued in USA and denominated in dellars.
These can be issued by non-US banks or non-US corporations. These
bonds are required to be registered with the Securities and Exchange
GCommission [SEC]. They are generally issued in tranches and it generally
its interest rate is dollar LIBOR {London Interbank Offered Rate).

Euro Bond: These are the debt instruments that is denominated in a
cilrrency other than the home currency of the country or the market in
which it is issued. For example, a British company may issue euro bonds
in Germany denominating it in US dollars.

Samurai Bond: Thess are the ven denominated bonds issued in Tokyo by
a non-japanese company and subject to Japanese regulations. These are
wsed to fund the Japanese operations through the use of capital avallable
in [apanese market. It can also be used to hedge foreign exchange risk.
Bulldog Bond: These are the British Pound/Sterling denominated
bonds issued in United Kingdom by a non-UK company and subject to UK
regulations. These are used to fund the UK operaticns through the use of
capital available in UK market

External ECBs refer to commercial loans availed from non-resident lenders with
Commercial minimum average maturity of 3 years.

Borrowings It can be in the form of bank loans, buyers credit, suppllers credit efc,
(ECB] Borrowers can raise ECBs through internationally recognized sources
like {i} international banks, (i) capital markets, (iili) multilateral financial
institutions like IFC, ADB, IBRD etc. (iv] export credit agencies, (v] foreign
collaborators, and (vi] toreign equity holders.

ECBs can be accessed under automatic and approval route depending
upon the purpose and volume.

Inautomatic route there isno need for any approval from RBI/Government.

Eura Bonds Euro bonds are debt instruments which are not denominated in the
currency of the country in which they are issued.

For example, Yen note floated in Germany:
Such bonds are generally issued in a bearer form rather than registered

bonds and in such cases they do not contain the investor's name or the
country of their arigin.
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Foreign Bonds These are debt instruments issued by foreign corporation or foreign
Governments.

Such bonds are exposed to default risk, especially the corporate bonds,
These bonds are denominated in the currency of the country where
they are issued, however, In case these bonds are 1ssued in a currency
ather than the imwestors home currency, they are exposed to exchange
rate risks.

For example, & British firm placing Dollar denomination bonds in USA.
Fully Hedged The debt instruments issued by foreign corporation or foreign
Bonds Governments are exposed to currency risk.

Under fully hedged bonds such risk is eliminated by selling in forward
markets the entire stream of principal and interest payments.

Medium Term Certain issuers need frequent financing through the bond route including
Notes (MTN) that of the Euro bond.

However, it may be costly and ineffective to go in for frequent issues.
Under MTN program, several lots of bonds can be issued, all having
different features e.g. different coupon rates, different currencies etc,
The timing of each lot can be decided keeping in mind the future market
opportunities.

The entire documentation and various regulatory approvals can be taken
at one point of time.

Floating Rale These areissued up to seven years marmurity. Interest rates are adjusted to
Nates [FRN) reflect the prevailing exchange rates.

They provide cheaper money than forelgn loans.
Euro Commercial ECPs are short term money market instruments.
Papcrs (ECP) They are for maturities less than one year.

They are usually designated in U5 Dollars.
Foreign Currency A FC Option is the right to buy or sell, spot, future or forward a specified
Option (FC) forelgn currency,

It provides a hedge against financial and economic risks.

Foreign Currency Foreign currency futures are obligations tobuy or sell a specified currency
Fulures in the present for settlement at a future date,

Foreign Euro In domestic capital markets of various countries, the Bonds issues referred
Bonds to above are known by different names such as Yankee Bonds in the U5,
Swiss Frances in Switzerland, Samurai Bonds in Tokyo and Bulldogs
in UK.

Euro Convertible It is a Euro Bond with the characteristics of convertibility attached to it.
Bond It ghves the bond holders an option to comvert them into equity shares at
premium,

These bonds carry a fixed rate of interest and may include a call option or
a put option
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Furo Convertible
Zero Bond

Euro Bonds with
Equity Warrants

Emvironmental,
Sodial amd
Governance Jinked
bands [ESG)

Project-hbased
ESG: Bonds

Target-based ESG
Bonds

Americin
Depository
Receipts ([ADRs)

Types of Financing

Under call option, the issuing company has the option to buy or call the
bonds prior to maturity date for its redemption.

Under a Put Option the holder has the option to put or sell his bonds to the
issuing company at a predetermined date and price.

These bonds are structured as a convertible bond,
No interest is payable on the bonds, but conversion of bonds takes place

on marurity at a per-determined price.

Usually there is a five years maturity pericd and they are treated as a
deferred equity issue.

These bonds carry a coupon rate determined by market rates.
The warrants are detachable, Fure bonds are traded at a discount.

Fixed income funds management may kike to invest for the purposes of
regular income,

ESG-linked bonds are financial instruments designed to promote

responsible and sustainable business practices.

They incentivize companies to meet specific ESG targets and provide
investors with a way to support projects and Initiatives that align with
their values and sustainability goals.

They can be further classified as project based or target based.

Green Bonds: These are a financial tool that channels investment capital
into projects and activities aimed at mitigating environmental issues and
promoting sustainability. They offer a structured and transparent way
for investors to support green initiatives while seeking financial retums,
contributing to a more environmentally responsible future. Ghaziabad
Municipal Corporation {GMC] becomes the first municipal corporation to
raise ¥ 150 crore from green bond in year 2021,

Social Bonds: These are financial instruments that provide a structured
and transparent way to fund projects and programs that have a positive
impact on social concerns ez, human rights, equality animal welfare etc,

Sustainability-linked bonds (SLBs): These are a financial instrument

that encourages issuers to meet specific sustainability targets, fostering a
stronger commitment to ESG goals. They are combination of green bond
amd social bonds, Eg. Ultratech cement raises US$ 400 million through
India's first sustainability-linked bonds in year 2021 with an aim to reduce
carboen emissions thmugh the life of bond of 10 years.

ADEs are securities offered by non-US companies who want to list on any
of the US exchanges.

The company can use the ADR route either to get International listing or
to raise money in international capital market.

It is a derivative instrument. It represents a certain number of company's
shares.

ADRs allow U5 investors to buy shares of these companies without the
cost of investing directly in a forelgn stock exchanpe.




Globeal
Depasitory
Receipt (GDRs)

Difference
BEetween ADRs
and GDRs

Indian
Depasitary
Receipts (IDRs)

Contemporary
Sources of
Funding

ADEs are issued by an approved New York Bank or Trust company against
the deposit of the criginal shares.
It facilitates integration of glohal capital markets.

It is a negotiable certificate denominated in US dollars which represents a
Non-U5 company's publically traded local currency equity shares.

GDRs are created when the local currency shares of an Indian company
are delivered to Depository’s local custodian Bank against which the
Depasitory bank issues depository receipts in US dollars,

The GI}Rs may be wraded freely in the overseas market like any other
dollar-expressed security either on a foreign stock exchange or in the
over-the-counter market or among qualified institutional huyers.
Byissue of GDRs Indian companies are able to tap global equity market to
raise foreign currency funds by way of equity.

It has distinctadvantage over debt asthere is no repayment of the principal
and service costs are lower.

1. Meaning

The depository receipts | The depository receipts in the U5

in the world market market s called ADR

2. Voting Right | GDRs do not have voting | ADRs may be with or without
rights voting rights

3. Scope GDRs are traded world- | ADRs are traded only in US
wide

4. Preference

GDRs are more pre-
ferred due to their easy
operaticn

ADRs provide certain soingent
rules to be followed which makes
them less preferred

5. Costinvoleed | The cost invalved in

The cost involved in operation of
operation of GDR is less [ ADR is comparatively high due to
than that ot ADR tormalities to be fulfiled under
US GAPFP & SEL.

The concept of the depasitory receipt mechanism which is used to raise
funds in foreign currency has been applied in the Indian Capital Marlet
through the issue of Indian Depository Receipts (1DRs]).

Foreign companies can issue [DRs to raise funds from Indian market on
the same lines as an Indian company uses ADRs/GDRs to raise forelgn
capital.

The IDRs are listed and traded in India in the same way as other Indian
segurities are maded.

C OoOoogo

Crowd funding

Equity funding

Peer-to-peer [P2P) lending
Start-up funding
Donation-based crowdfunding
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Crowd Funding

Equitly Funding

Peer-ZPeer (P2P)
Funding

Start-Up Funding

Donation-Based
Crowdiunding

Types of Financing

It is a method of raising funds through online plattorms, where a large
number of individuals, often referred to as “crowd,” collectively contribute
small amounts of money to suppoert 4 project, cause, or business,

It enables entrepreneurs, artists, nonprofits, and others te access capital
ani engage with a broader audience.

It can be done in exchange of equity (known as equity funding) loans
{known as P2P lending) or nothing at all {known as donation).

There are three parties i.e. fund raiser, mediator and tund investor in this
process where mediator If_platf-.‘-m] may also charge certain fee.

In this case investor gets securities of the organization where he invest
depending on the amount of investment

In this case, crowdiunding is used to target large number of investors with
small contributions,

This is mosty adopted by startups.

In this case, lenders match with the borrower's requirement to provide
unsecured loans through online platform.

Funds invested by lender are paid back by borrower with interest

In this case risk of defaults exist which needs to be accessed.

Start-up needs fund before starting any project and it is difficult to raise
funds through conventional sources, so crowdiinding is one of the option
to raise funds.

It can be in the form of equity funding or FZP lending or both.

In this case, large group of pecple donate money for some cause with no
expectation of ownership or debt.




Ratio Analysis

3

THEORY

Meaning of Itis a mathematical expression or relationship between two or more things,

Hatio Financial Ratio means mathematical expression or relationship between
two oF more financial values.

Meaning of It is the process of identifying the financial strengths and weaknesses of

Ratio Analysis the enterprise by logically establishing relationship between the items of

Balance Sheet or [ncome Statement or both and interpreting the results
thereof in order to derive meaningful conclusions.

In other words, it is the comparison of different numbers from bhalance
sheet, income statement, cash flow statement against the figures of previous
year, other companies, the industry, or even the cconomy in general for the
purpose of financial analysis.

Advantages of Simplicity: Ratios are simple to calculate and understand.

LEUDRDELEEEN o Forecasting: Trends can be established from ratios which help in forecasting,
Liguidity position: It helps in drawing conclusions regarding tha liquidity
position of a firm.

Clues to further investigation: It acts as a messenger which can Indicate
the areas to be invested further.

[nter-firm comparison: It helps in finding variance by comparing either
with industry average or those of competitors. The firm can seek to identify
probable reasons and take remedial measures.

Operating efficiency: It helps in computing the degree of efficiency in the
management and utilization of its assers & capital employed.




Impartance of For Management: It helps maragement to determine the operating
Ratio Analysis efficiency and for forecasting. Production manager uses input-output ratic,
raw material consumpticn ratio etc. Sales manager uses turnover ratios,
expenses ratio ete. Financial manager uses profitability ratios, turnover
ratios etc. CEQ, G M uses all ratios.

For Investors: It helps investors to determine the magnitude and direction
af movemert in firm's earnings and thereon deciding whether to hold, sell or
purchase the shares, They uses profitability ratios, capital structire ratios,
solvency ratios and turnover ratos.

For Short Term Creditors: It helps short term creditors like bankers and
suppliers of material to determine the firm's ability to meet its current
obligations. They uses liquidity ratios and short term solvency ratics,

For Long Term Creditors: [t helps long term creditors o determine the
firm's long term financial strength and survival with help of leverage or
capital structure ratios. They uses coverage ratios, solvency ratios, turnover
ratios and profitability ratios.

For employees: they will be interested to know the overall financial weaith
of the organization. They uses liguidity ratios, profitability ratios, etc.

For Regulator or Government: They will analyse the financial statements
to determine taxations and other dues payable to the government. They
uses profitability ratios.

Facilitates Intra, Inter and Pattern Comparison: It helps in comparing
data and if 2t variance either with the industry average or with those ofthe
competitors, the firm can seek to identify the probable reasons and, in the
light tale remedial measures.

Serve as barometer for future: [t helps to indicate the direction in which
adjustment should be made in budget or in performance to bring them
closer to one another,

Limitations of Only guantitative analysis and not qualitative analysis: It ignores the
Ratio Analysis qualitative factors which in certain cases may overtake the quantitative
factors.

Price-level changes Lo be considered: Ratios can be accurately interpreted
only if the effect of change in prices which may have take place, is adjusted
in the figures.

Historical analysis: Generally it is computed on the basis of historical
financial statements and thus are historic in nature,

Not free from bias: The financial statements are not free from blas and as
a result, ratio analyzis also cannot be said be free from bhias.

Only symptoms and not cure: Ratios are only symptoms and it becomes
the duty of the management to unearth underlying causes,

Reality behind the statements to be considered: The relationship between
the twao figures can be well interpreted only after studying the reality behind
the statements on the basis of which the ratio has been established,

Ratio Analysis Ay




Accuracy of the accounts to be considered: The quality of the ratios very
much depends upon the quality of the accounts on the basis of which these
are established.

Dilference in accounting policies: Differences in accounting policies and
accounting period make the accounting data of the two firms or two periods
non-comparable.

Diversified product lines: In case of firms having diversified product lines,
ot ditferent industries, the ratios calculated on the basis of aggregate data
cannot be used for inter-firm comparison.

Effect of season factors: Seasonal Factors may also influence financial data.
Year-end figure may not be the average picture of the business.

Ratios in Telecom Industry

Different o Rativ related to call

[ndustries o Revenue and expenses per customer
Banks

2 Loan o deposit ratios

o Operating expenses and income ratios
Hotel

o Reom occupancy ratio

o Bed occupancy ratio

Transport

o Passenger-kilometre

2 Dperating cost per passenger kilometre

Types of Ratlios Ligquidity Ratios: These ratios measures the ability of the enterprise to meet
shorf-term obligations as and when they become due. Short term creditors
such as bankers and suppliers are particularly interested in assessing
Liquidity

Solvency Ratios; These ratios measure the ability of the company to survive
over a long period of time. Long-term creditors like debenture-holders are
partcularly interested in long term solvency of the enterprise since their
claims are to be met in the long run.

Activity Ratio: These ratios measure the effectiveness with which a firm
wses its available resources. It helps in commenting on the efficiency of the
enterprise in managing its assets.

Profitability Ratios: These ratios measures managements overall
effectiveness as shown by the returns generated on sales and investment.
The long term survival of a business enterprise depends on satisfactory
income earned by it
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Ratio Ana l}'sis

Current Ratio: This ratio establishes a relationship between current assets
and currentliabilities. The objective of computing this ratio 15 to measure the
ahility of the firm to meet its short-term obligations and to reflect the short-
term financial strengths /solvency of a firm. [n other words, the objective is
to medsure the safety margin available for short-term creditors. This ratio is
computed by dividing the current assets by the current liabilities. This ratio
may be expresses as follows:

current Assers

Current Liabilities

Quick Ratio/ Liguid Ratio/ Acid Test Ratio: This ratic establishes a
refationship hetweenquick assets and current Habilities {or quick Habilities].
The objective of computing this ratio is to measure the ability of the firm to
mect its short-term obligations ag and when due without relyving upon the
realization of stocle This ratio is computed by dividing the quick assets by
the current liabilities. This ratio is usually expresses asapureratioeg 1 : 1,
The ratio may be expressed as follows:

Duick Assets
Current Liabilities

The term quick assets refer to those current assets which can be converted
in to cash immediately or at a short notice without loss of value.

Quick Assets = Current Assets - Inventory - Prepaid Expenses + Realizable
value of inventory [ifany]

Absolute Cash Ratio: This ratio measures a relationship between cash &
marketable securities and current liabilities. The objective of computing
this ratio is to measure the ability of the enterprise to meet its short-term
obligations as and when due without relying upon the realization of stock
and debtors. This ratio is computed by dividing the cash and marketable
securites by current liabilities. This ratio is usually expressed as a pure
ratio e.g 1:1. The ratio may be expressed as follows:

Cash & Marketable Securities
Current Liabilities

Basic Defense Internal [ Interval Measure Ratio: This ratic measures a
relationship between quick assets and average daily operating expenses.
The objective of computing this ratic is to measure the average period for
which quick assets are available to meet average daily eperating expenses.
This ratiois computed by dividing the quick assets by average daily operating
Expenses his ratio is usually expressed In terms of days fweeks /months.
This ratino may be expresses as follows:

Current Ratio=

Quick Ratio=

Absalute Cash Ratio =

(Juick assets
Daily operating expenses

Basic defense interval =




_ Current assets— Prepaid expenses — Inventories
Daily operating expenses
_ Cash & Bank + Net receivables + Marketablesecurities
Operating expenses + No.of days

o Net Working Capital: It is more a cash flow than ratio.
Net working capital = Current assets — Current liabilities (excuding short
term bank borrowing)

Solvency Ratios {A) Capital Structure Ratios

o  Equity Ratio; Itindicates the share of owner's fund to total fund invested in
the business. Higher ratio indicate lower risk for lenders.

Equity Ratio =5hareh4::ld er's Equity
MNet Assets

@ Debt Ratio: It indicates the proportion of total debt or outside labilities
uwsed to fund total assets. A ratio greater than 1 indicates assets are funded
more by debt and vice versa.

Total debt

Debt Ratio =
g Met Assers

o Debt- Equity Ratio: This ratio establishes a relatonship between long-termdebits
and sharehoders funds. The objective of computing this ratio is to measure the
relative proportion of debt and equity in financing the assets of a firm. This ratio is
computed by dividing the long-term debts by the shareholder’s funds. This ratio is
usualhy expressad as a pure ratio e.g 241, This ratio may be expressed as folbows:

Total outside liabilities

Debt to Equity Ratio =
Sy shareholders’ equity

Total Debt Long term debt
Debt to Equity Ratio = =
Equity Shareholders’ equity  Shareholders’equity
: . Long term debt
Debt to Ratin =
Sty Fatig Shareholders’ equity
Where,

Total debt = Current liabilities + Non-current liabilities

long term debts means long term loans (whether secured or unsecured
and Shareholder’s fund = Equity share capital + Preference share capital
+ Reserves & surplus - Fictitious assets
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o Debt to Total Assets Hatio: This ratio establishes a relationship between
total assets and total long term debts. It measures the extent to which assets
are being financed with debt, This ratio is computed by dividing the total
debt by the total assets. This ratio is usually expressed as a pure ratio c.g,
2:1. This ratio may be expressed as follows:

Total vutside liabilities _ Total debt

Debe to total assets Ratio = =]
Total assets Total assets

o Proprietory Ratio: This ratio measures a2 relationship between equity
and the total assets. The objective of computing this ratio is to measure
the preportion of total assets financed by the Equity or Proprietor's fund.
This ratio is computed by dividing the Proprietor’s fund by total assets. It is
pxpressed as a percentage. This ratio may be expressed as follows:

Proprietor's Fund

Praoprict Ratin=
prietory Total Assets

« T

o  Capital Gearing Ratio: This ratio establishes a relationship between funds
bearing fixed financial pavments and equity sharebolder's funds. The
ohjective of computing this ratio is to measure the relative proportion of
funds bearing fixed financial payments to equity shareholder's funds This
ratio s computed by dividing the funds bearing fixed financial payments by
equity shareholder’s funds. This ratio is usually expressed as a pure ratio
g 3:1. This ratio may be expressed as follows:

Funds bearing fixed financial pavments

Capital Gearing Ratio =
ket i Equity Sharebolder's Fund

e Freference share capital + Debentures + Other bormrowed funds
Equity share capital + Reserve & Surplus - Losses

(B) Coverage Ratios

o Interest Coverage Ratio: This ratio establishes a relationship between
net prefits before interest and taxes and interest on debt. The objective of
computing this ratio s to measure the debt servicing capacity of a firm so far
as fixed interest on debt is concerned. This ratio is computed by dividing the
net profits before interest and taxes by interest on debt. This ratio is usually
expressed as ' number of times. This ratio may be expressed as follows:

Interest Coverage Ratio = Earning Before Interest & Tax
Interest




o Preference Dividend Coverage Ratio: This ratio establishes a relationship
hetween net profits after interest and taxes and Preference Dividend on
Preference Shares, The objective of computing this ratio is to measure the
Prefercnce Shares servicing capacity of a firm so far as fixed dividend on
preference shares is concerned. This ratio is computed by dividing net
profits atter interest and taxes by preference dividend on Preference Shares,
This ratio is usually expressed as ‘%' number of times. This ratio may be
pxpressed as follows:

Net profit after interest and tax

Preference dividend on preference shares

Preference Dividend Coverage Ratio =

Earnings after tax - Preference dividend
Equity dividend

Equity Dividend Coverage Ratio =

o Debt Service Coverage Ratio: This ratio measures the relationship
between net profits before interest and tax and interest plus principal
portion of installment. The objective of computing this ratio is to determine
the firm's capacity to pay off both the interest and principal portion of the
installment. This ratio is computed by dividing the net profit before interast
and tax by the agpregate of interest and principal potion of installment
It 1s usually expressed in number of times. This ratio may be expressed
as follows:

Earnings available for debt service

Interest + Installments

Debt Service Coverage Katio =

Where,

Earnings available for debt service = Net profit after tax + non-cash
expenses + Interest + Other adjustments like loss of assets etc.

EBIT + Depreciation

Fixed charges coverage ratio = :
e o Interest + Hepayment of loan

CEENVRENT S o Capital Turnover Ratio: This ratic establishes a relationship between
net sales and capital employved. The ohjective of computing this ratic is to
determine the efficiency with which the capital employed is utilized, This
ratio is computed by dividing the net sales by the capital employed. This
ratiois usually expressed as "< number of times. This ratio may be expressed
as follows:

Capital Turnover Ratio= ek Sule

Capital Employed

o Fixed Assets Tornover Ratio: This ratio establishes arelationship between
net sales and fized assets The objective of computing this ratio is to
determine the efficiency with which the fixed assets are utilized. This ratio
is computed by dividing the net sales by the net fixed {operating] assets.
This ratie Is usually expressed as %' number of times. This ratio may be
expressed as follows:
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Ratio Ana l}'sis

Net Sales

Fixed Assets Turnover Ratio=
Net Fixed [Operating] Assets

Currenl Assels Twrnover Ralio: This ratio establishes a relationship
between net sales and current assets. The objective of computing this ratio
is to determine the efficiency with which the current assets are utilized. This
ratio is computed by dividing the net sales by the cuorrent assets. This ratio
is usudlly expressed as %' number of times. This ratic may be expresses as
follows:

Net Sales

Current Assets

Total Assels Turnover Ratio: This ratio establishes a relationship between
netsales andtotal assets. The objective of computing this ratiols to determine
the efficiency with which the total assets is utilized, This mtio is computed
by dividing the net sales by the total assets. This ratio is usually expressed
a5 % number of times. This ratio may be expressed as follows:

MNet Sales
Total assets

Stack Turnover Ratio: This ratio establishes a relationship between cost
of poods sold and average inventory of finished goods. The objective of
compuiting this ratio is to determine the efficiency with which the inventory
i5 converted intoe sales This ratio 15 computed by dividing the cost of goods

sold hy the average inventory. This ratio is usually expressed as ‘%’ number
af times. This ratio may be expressed as follows:

Current Assets Tumover Ratio=

Total assets turnover ratio =

Costof Goods Sold
Average Inventory
Stock Velocity: This velocity indicates the period for which sales can be

generated with the help of an average stock maintained and is expressed in
terms of period. This velocity may be calculated as follows:

Average Stock
Average Cost of Goods Sold per day

Stock Tumover Ratio=

Stock Velocity =

i 12months /52 weeks [ 365days
Stock Tumover Ratic

Debtors Turnover Ratio: This ratio establishes a relationship between
net credit sales and average trade debtors (or receivabhles). The objective
of computing this ratio is to determine the efficiency with which the trade
debtors are converted into cash. This ratio is computed by dividing the net
credit sales by average trade debtors. This ratio is usually expressed as “y
number of times. This ratio may be expressed as follows:

Net Credit Sales
Average Debtors

Debtors Tarnover Rato =




Average Debt Collection Period or Debtor’s Velocity: This period shows
an average period for which the credit sales remain outstanding or the
average credit perind actually enjoved by the debtors, It measures the quality
of debtors. It indicates the rapidity of slowness with which the money is
collected frum debtors, This period may be caloulated as follows:

Debt Collection Period = Average Debtors
Average Net Credit Sales per day

_ 12months / 52 weeks / 365 days
Debtors Turnover Ratio

Creditors Turnover Ratio: This ratio establishes a relationship between
net credit purchases and average creditors (or payables), The objective of
compiting this ratio is to determine the efficlency with which the creditors
are managed and paid. This ratio is computed by dividing the net credic
purchases by average trade creditors. This ratio is usually expressed as 'y
number of times. This ratio may be expressed as follows;

Net Credit Purchases
Average Creditors

Debt Payment Period or Creditor's Velocity: This period shows an average
period for which the credit purchases remain outstanding or the average
credit period actually availed of. This period may be calculated as follows:

Average Creditors

Creditors Turnover Ratio =

Debt Payment Period =
Average Net Credit Purchases per day
_1Zmonths /52 weeks /365 days
Creditors Turnover Ratie
PFrofitability Gross Profit Ratio: This ratio measures the relationship between gross
Ratios in profitand net sales. The main objective of computing this ratiois to determine
Relation te the efficiency with which production and for purchase operations and selling
Sales operations are carried on. [t is used to compare profitability department-

wise or product-wise. This ratio is computed by dividing the gross profit by
the net sales, 1t is expressed as percentage. This ratio may be expressed as

follows: .
Grossz Profit Ratio = e A 100

Net Sales

Expenses Ratio: This ratic measure the relationship between various
expenses and net sales. The main objective of computing this ratio is to
determine the efficiency with which theses expenses are being incurred.
This ratic is computed by dividing the various expenses by the net sales. It
ig expressed as percentage. This ratio may be expressed as follows:

Cost of Goods Sold 2
Sales

Cost of Goods sold Ratio = a0
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Adm. OHs # 5& [ OHs .

100
Sales

Operating Expenses Ratio =

LOGS + Operating expenses
X
Sales

Operating Ratio = 100

Financial expenses 1:
sales
Administration expenses "
Sales

Financial Expenses Ratio = 100

Administration expenses Rato = 1an

5& D expenses .
sales

Selling & Distribution expense Ratio - 10D

Fixed Hxpense Ratio = - o0 SXPEOSES 440
Lales

Variable expenses i

Variable Expense Ratio = 100

Sales

Operating Profit Ratio: This ratio measures the relationship between
aperating profit and net sales. The main objective of compuating this ratio
is to determine the operational efficiency of the management. This ratio is
computed by dividing the operating profit by the net sales, It is expressed as
a percentage. This ratio may be expressed as:
Operating Profit .

Net Sales
Net Profit Ratio: This ratic measures the relationship hetween net profit
and net sales. The main objective of computing this ratio is to determine
the overall profitabilicy due to varicus factors such as operational efficiency,
trading on equity etc. This ratio is computed by dividing the net profit by
the net sales. The figure of net profit may be taken either before tax or after
tax. It is expressed as a percentage. This ratio may be expressed as follows:

Dperating Profit Ratio =

Net profit ratio = st iR 100
Net Sales
Pre-tax profit ratio= SIS O e =100

Net Sales

Return on Investment (ROI); This ratio measures a relationship between
the met profic and investment. The objective of computing this ratio is to
find out how efficiently the long term funds supplied by the creditors and
shareholders have been used. Itis expressed as a percentage. In the form of
formula, this ratio may be expressed as follows:

Profit/ Earnings .

Return on Investment =
Investment




Return on Total Assets: This ratio measures a relationship between net
profit after interest and tax, and total assets, The objective of computing
this ratio is to find out how efficiently the total assets have been used by the
management. Thisratio is computed by dividing the net profit after interest
and tax by total assets. This ratio is expressed as a percentage. This ratio
may he expressed as follows:

Net profit after tax

Retu total assets (ROTA) =
e el (e Average total / tangible / fixed assets

Sometimes, this ratio is also computed before interest but after tax as assets
are alse financed by lenders.
Net profit after tax + Interest

Average total / tangible / fixed assets

N EBIT{1-t)

~ Average total / tangible / fixed assets
EBIT(I-t)

Average Net assets

Return on Capital Employed (ROCE): This ratio measures a relationship
between the net profic and capital emploved. The objective of computing
this ratio is to find ocut how efficiently the long term funds supplied by the
creditors and shareholders have been used. It is expressed as a percentage.
I the torm of formula, this ratio may be expressed as follows:

Earnings before interest & tax| EBIT) S
Capital Emploved
EBIT(1-t)
Capital Employed

Return on total assets (ROTA) =

Return on Net Assets {(RONA) =

Return onCapital Employed =

* 100

Return on Capital Employed =

PAT +Interest
Return on Capital Employed = Capital Emplayed = 100
Return on Equity (ROE): This ratio measures a relationship between net
profit after interest and tax available for equity shareholders' and equity
shareholder's fund. The objective of computing this ratio is to find out how
efficiently the funds supplied by the equity shareholders have been used.
This ratio iscomputed by dividing the earnings available for equity by equity
shareholder’s funds. [t is expressed as a percentage. In the form of formula,
this ratio may be expressed as follows:

Whisin bl Bt e L MRS Ly

Capital Emploved
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Earning Per Share {EPS): This ratio measures the earmings available to an
equity shareholder on a per share basis. The objective of computing this
ratio is to measure the profitability of the firm on per equity share basis. This
ratio is computed by dividing the net profit after interest, tax and preference
dividend by the number of equity shares. [t is expressed as an absolute
figure. [n the form of formula, this ratio may be expressed as follows:

Harning PerShare = et Eroft After Tnterest, Tax and Preference Dividend
No. of Equity Shares

Dividend Per Share: This ratio measures the dividend distributed per
equity share. The objective of computing this ratio Is to measure the
dividend distributed per equity share. This ratie is computed by dividing
the profit distributed as equity dividend by the number of equity shares. It
is expressed as an absolute figure. In the form of a formula, this ratic may be
pxpressed as follows:

Profit Distributed as Equity Dividend

No.of Equity Shares

Dividend Per Share =

Price Earning Ratio (P/E Ratio): This ratio measures the relationship
between the market price per share and earning per share. The objective
of computing this ratio is to find out expectations of the shareholders about
the earnings of the firm. This ratio is computed by dividing market price per
share by the earning per share. It is usually expressed as a pure number. [n
the form of formula, this ratio may be expressed as follows:

Maricet Price Per Share
Earning Per Share

Price Earning Ratio =

Dividend Payout Ratio: This ratic measures the portion of earning per
share distributed as dividend. The objective of computing this ratio is te
measure the portion of EPS distributed as dividend. This ratio is computed
by dividing the ['P5 by EPS. It is usually expressed as a percentage. In the
form of formula, this ratic may be expressed as follows:

Dividend Per Share (DFS)
Earning Per Share (EF'S)

Dividend Payout Ratio =

Earning Yield: This ratic measures the relationship between Earning Per
Share (EPS) and Market Frice Per Share (MPS]. The objective of computing
this ratio is to measure the performance of earnings in relation to market
price per share. This ratio is computed by dividing the EPS by market price
per share. It i usually expressed as a percentage. In the form of a formula,
this ratio may be expressed as follows:

Earning Yield = Earning Per Share (EP5] i

Market Price Per Share{ MPS]




o Dwidend Yield: This ratio measures the relatdonship between Dividend Per
share (DFS) and Market Price Per Share (MP5). The objective of computing
this ratio is to measure the performance of dividend in relation to market
price per share. This ratic is computed by dividing the DPS by market price
per share, It is usually expressed as a percentage. In the form of a formula,
this ratio may be expressed as follows:

Dividend Per Share [DP5)
Market Price Per Share (MP3)
o Market value/ book value per share: This ratic measures a relationship

between Market Value per share and Book Value per share. The objective of
compiting this ratio is to measure market response to the book value of a
share. This ratio is compited by dividing the Market Price per share by Boolk
Value per share. This ratio may be expressed as follows:
Market value /Book Value per share [MV/BY] = {Average share price]/
{Net worth + No, of equity shares)
Average share price _ Average share price

N&t worth + No. of equity shares Ecn::k value per shares

+ 100

Dividend Yield =

Closing share price
Book value per shares

o Q Ratio : This ratio measures a relationship between Market Valuation and
intrinsic value. If ) ratio= 1, then itis equilibrium. It is less than 1, it means
stock s undervalued and if it s more than 1, it means stock is overvalued.

This ratio may be expressed as follows:

_ Market value of equity and liabilities
) Ratio

 Estimated replacement cost of assets

_ Market value of company
Assets' replacement cost

LU R L L The DU Pont Company of USA picneered a system of financial analysis which has
received widespread recognition and acceptance. The analysis takes into account
important inter-relationships on the basis of information available in the financial
statements. The usefulness of DI Pont chart lies in the fact that it presents the
everall picture of the performance of a firm and cnables the management to
identify the factors which have a bearing vn its profitability.

Return on Return on Investment (RO represents the earning power cf the company. ROL
Investmaent depends on two ratios: (a) Net Profit Ratio; and (b)] Capital Turnover Ratio, A
(ROI) using change in any of these ratios will change the firm's earmming power. These two
the DU Pont ratios are affected by many factors. A change in any of these factors will change
Analysis these ratios also. The analysis has been presented by Du-Pont company of USA
through a chart popularly known as Du-FPont Chart.
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ST R GRS The purpose of Du-Pont Chart is to provide management with a measure of
CRLTE R Y B performance in the form of return on Total Assets. It brings together the activity
using the DL ratios and net profit marging on sales and shows how these ratios interact to
TR TR U PR determine the profitability of assets. The Du-Pont chart can be used to find out
widys dand means of improving the return on total assets.

Returnon There are three components in the calculation of return on equity using the
Equity [ROE) traditional Du-Pont model; {a) the net profit margin; (b) assets turnover ratio;
using the DU and {¢] the equity multiplier. By examining each input individually, the sources of
LTS DELTEI o company's return on equity can be discovered and compared toits competitors.

PRACTICAL QUESTIONS

1. Following intormation are available tor 5K ld. along with varicus ratio relevant to the particulars
industry it belongs to. Appraise yvour comments on strength and weakness of 5K Itd. comparing
its ratios with the given industry norms. [5M])

SK Ltd. Balance Sheet as at 31.3.2022

Liahilities Amount (T) Assels Amonnt {¥)
Equity Share Capital 448,00,000 Fioed Aszots 24,20,000
10% Dehentures 9,20,000 Cash 8,80,000
Sundry Creditors o, 60,0010 Sundry Debtors 11,00,000
Bills Payable 8,880,000 Stock 33.00,000
Uther Current Liabilities 40,000
77,00,000 77,00,000

Statement of Profitability for the year ending 31.3.2022

Particulars Amonnt [7) Amonnt [T)
Sales 1,10,00,000
Less: cost of goods sold - -
Material 41,80,000 -
Wapes 26,440,000 1]
Factory Overhead 12,98,000 #1,18,000
Giross profit - 28,82.000
Less: Selling & Distribution Cost 11,00,000 =
Administrative cost 12,28,000 23,28,000
Eamings before interest and taxes - 2,554,000
Less: Interest charges - 92,000
Earnings before tax 4,622,000
Less: Taxes @ 50% - 2,531,000
Net Profit [PAT) - 2,31,000

Ratio Analysis BV




Industry Norms

Ratins Norm

Current Ratio 2.5
Receivables turnover ratio 8.0
Inventory turnover Ratio [based on sales) 2.0
Total Assets Turnover ratio 2.0
Net Profit Ratio 3.5%
Return on Total Assets 7.0%,
Return on Net Worth (Based on net profit) 10.5%
Total Debt/Total Assets B0,

[Sol Actmal ratios = 2.67; 10; 3.33; 1.43; 2.10%; 3.60%; 4.81%; 37.66%)

2. 5K Lud. hasz made plans for the nextyear. [tis estimated that the company will employ total assets
of 8,000,000, 50% of the assets being financed by borrowed capital at an interest rate of 16% per
year. The direct costs for the year are estimated at¥ 480,000 and all other operatingexpenses are
estimated at TE0,000. The goods will be seld to customers at 1530% of the direct costs. Income
tax rate is assumed to be 50%. You are required to calculate: [Similar Nov 2020]

{a] Net profit margin
(] Return on capital emploved
(t] Assets turnover
{d) Return on owner's equity
[Sol (4] 6.67%,; (b} 20%; [<] 0.90 times; (d] 12%]
3. The total sales {all credit] of a firm are 96,40,000. It has a gross profit margin of 15% and a current
ratio of 2.5. The firm's current liabilities are T96,000; inventories T48,000 and cash ¥ 16,000, [$M]

{a) Determine the average inventory to be carried by the firm, if an inventory turnover of
Stimes is expected? (Assume a 360 day year)

{b] Determine the average collection period if the opening balance of debtors is intended to be
80,0007 [Assume a 360 day year)

[Sol [a) T1,08,800; (b) 72 days]
4. The followingz figures are related to the trading activities of M Lud.: [Nov 2022] [Nov 2022]

Total assets - X10,00,000

Debt to total assets - 50%

Interest cost = 10% per year

Direct cost - 10 cimes of the interest cost

Operating expenses 1,000,000

The poods are sold to customers at a margin of 50% on the direct cost Tax rate is 30%. You are
required to calculate:

{a) Netprofitmargin = (b) Net operating profit margin
(c] Return on assets {d] Return onowner's equity
[Sol. {a) 10%; (b] 20%; (c] 159%; (d) 14%)]

NEER. Financial Management @




5. The capital structure of 5K ltd. is as follows: [sM]

Equity share capital of 10 each B,00,000
9% Preference share capital of $10 each 3.00.000
11,00,000

Additional information: Profic {after taxat 35 percent], $2,70,000; Depreciation T60,000; Equity
dividend paid 20 percent; Market price of equity shares T40. You are required to compute the
following, showing the necessary workings:

(a) Dividend yield on the equity shares {h] Cowver for the preference and equity dividend
(¢] Earnings per share {d) Price-earning ratio
[Sol (a] 5%:; (h] 10 times; 1.52 times; {c]1¥3.0375; (d] 13.17 times]
6. SK Private. Ltd. gives you the following information relating to the year ending 317 March, 2022:
[SM]
{1] Current Ratio 25:1
{2] Debt-Equity Ratio I
{3] Returnon Total Assets [Afer Tax) 15%
(4]  Total Assets Turnover Ratio 2
(5] Gross Profit Ratio 20%
{6]  Stock Turnover Ratio 7
(7]  Net Working Capital T13,50,000
{8] Fixed Assets 30,000,000
{9]  1,80,000 Equity shares of 10 each
{10] 60,0009% Preference Shares of <10 each
(11} Opening stock T1 140,000
You are required to calculate;
{a] Quickratio
{b] Fixed assets turnover ratio
{c] Proprietary ratic
{u] FEarnings per share
[Sol {a) 1.10 times; (b) 3.5 times; {c] 49.71%; (d) T4.075]
7. Following figures and ratios are related to a company of {) Lod.: [May 2019]

Sales for the year [all credit) <30,00,000
Gross profit ratio 25%
Fixed assets turnover ratio (based on cost of goods sold) 1.5
Stock turmover ratio (based on cost of goods sold) &
Liquid ratic 1:1
Current Ratio L5
Receivables { ebtors) collection period Z months
Reserves & surplus to share capital (h60:1
Capital gearing ratio 05
Fixed assets to net worth 1.20:1

You are required to calculate:

Closing stock, Fixed Assets, Current Assets, Debtors and Net Worth.

[Sol ¥3,75.000; TL5,00,000; ¥11,25,000;T5,00,000; T12,50,000]
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8. Following information has been provided from the books of SK Ltd. for the year ending on 31#

March, 2022: [SM, MTP Nov 2018)
Net Working Capital T4.80,000
Bank Overdraft 780,000
Fixed Assets to Froprietary Ratio 0.75
Reserve and Surplus 3,200,000
Current Ratio 2.5
Liquid Ratio {Quick Ratio) L.

You are required t prepare a summarised balance sheet as at 31% March, 2022 assuming that
there is no long term debt.

[Sol. BS total = T22,40,000]

9. Following is the abridged Balance Sheet of SK Led: [5M]
Liabilitics Amount [¥) Assels Amount [T)
Share Capital L,00,000 Land & Buildings 20,000
Profit & Loss Account 17.000 Plant & Machinery 50,000
Current Liahilities 40,000 Less: Depreciation 15,000 35,000
1,15,000
stock 21,000
Receivahles 20,000
Bank 1,000 42,000
L,57,000 1,57,000

With the help of the addiional information furnished below, you are required to prepare trading

and profit & loss account and a balance sheet as at 315 March, 2022,

{a] The company went in for re-organisation of capital structure, with share capital remaining
the same as follows:

Share Capital 50%
Other Shareholder's fund 15%
2% Debentures 109,
Creditors 25%

Debentures were issued on 1 April, Interest is to be paid annually on 31% March.
{b] Land and buildings remained unchanged. Additional plant and machinery has been bought
and a further 5,000 depreciation was written off.

(The total fixed assets then constituted 60% of tetal fixed and current assets)

[c] Working capital ratic was 8 : 5.

{d] Quick ratiowas 1: 1.

(] The receivables (four-fifth of the quick assets) to sales ratio revealed a credit period of 2
months. There were no cash sales,

{f] Beturn on net worth was 10%

fg] Gross profit was at the rate of 15% of selling price.

(h] Stock turnover was eight times for the vear.

[gnore taxation.

[Sol GP =$36,000; NP =313,000; BS Total =32,00,000]
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10. The following accounting information and financial ratios of SK Ltd. relate to the year ended

31% December, 2022: [5M, RTF Nov 2022]

{1} Accounting Information:
Gross Profit 15% of sales
Net Profit A% of sales
Raw material consumed 20% of works cost
Direct wages 10% of works cost
Stock of raw materials 3 month's usage
Stock of finished goods % of works cost
Pebt collection period B0 days

{II} Financlal Ratios:
Fixed assets to sales Ei%
Fixed assets to current assets 13:11
Current ratio oA
Long-term loans to current liabilities 2:1
Capital to Reserves and Surplus 1:4

TFvalue of fixed assets as on 31¥ December, 2021 amounted to 26 lakhs, prepare a summarized
Profit and Loss Account of the company for the year 31% December, 2022 and also the Balance
Sheetas on 31% December, 2022,

[Sol GP =<11,70,000; NP =%6,24,000; BS Total = ¥48,00,000]
11. Based on the following particulars show various assets and liabilities of SK Lod, [RTP May 2018]

Fixed assets turnover ratio g timies
Capital turnover ratio 2 times
Inventory Turnover Htimes
Receivable turnocver 4 times
Payable turnover b fimes
GP Ratio 25%

Gross profit during the year amounts to $8,00,000. There is no long-term loan or overdraft.
Reserve and surplus amount to T2,00,000, Ending inventory of the year is 320,000 above the

beginning inmventory.
[Sol RS Total =¥20,03,333]

12. From the following ratios and information given below, prepare Trading Account, Profit & Loss

Account and Balance sheet of SK Lid.: [5M]
Fixed Assets T40,00,000
Closing stock T4,00,000
Stock turnover rato 1
(tross profit ratio 23%
Net profit ratic 209%
Ratio Analysis b a1




Net profit to capital 1/5

Capital to total liabilitics 1/
Fixed assets to capital 5/4
Fixed assets to Total current assets ST

[Sol GP =T8,00,000; NP =¥6,40,000; BS Total =$94,00,000]
13. Using the following information, complete the Balance Sheet gwen below: [MTP May 2019]

{a] Total debt to net worth Lraal
{b) Total assets mwrnover - 2
{c] Gross Profit onsales : F0%%
{d] Awerage collection period {assume 360 days in a year] : 40 days
{e] lnventory turnover ratio based on cost of goods scld
and year-end inventory - 3
{f] Acid test ratio : 0.75
Balance Sheet as on March 31, 2022
Liahilities % Assels

Equity share capital 4,000,000 Plant & Machinery & other fixed assets | ...

Reserve & Surplus i, 000,001 Currant Assets:

Total Debt: [nventory

Current liahilities Debtors |

Cash

[Sol BS Total =T15,00,000]
14. 5K Ltd. has furnished the following ratios and information relating to the year ended 315 March,

2022. [5M, Similar July 2021]
Sales T60 lacs
Return on networth 25%
Rate of income tax 5006
Share capital to reserves 13
Current ratio 2
Net-profit to Sales [after tax) 6.25%
Inventory turnover (based on cost of poods sold and closing stock) 12
Cost of goods sold T18 lacs
Interest on Debentures {@15%) 0,000
Sundry Debtors T2 lacs
Sundry Creditors w2 lacs

You are required to:
{a) Calculate the operating expenses for the year ended 317 March, 2022,
{(b] Prepare a Balance Sheet as on 31* March, 202 2.
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Balance Sheet as on March 31, 2022

Liabilities

Equity share capital | ... Fixed Assets | ...
Reserve & Hurplus e Current Assets: ey
15% Debentures . stocdk 0 | e
Payables e Heceivahles R

gt Gash 000 L

[Sol {a) ¥33,90,000; {b) BS Total = T21,00,000]
15. Using the information given below, complete the Balance Sheet of SK Private Limited:

[i] Current ratio Lol

(i) Cash and Bank balance 15% of total current assets
(iii] | Debtors turnover ratio LZ times

(iv] | 5Stock turnover {cost of goods sold] ratio Lo times

(v) Creditors turnover {cost of goods sold] ratio | L0 times

(vi] | Gross profit ratio 2004,

(vii] |Capital gearing ratio 0.6

[viii] | Depreciation rate 15% on WHV

[ix] |NetFized Assets 20% of total agsets

{Assume all purchase and sales are on credit)]

Balance Sheet of SK Private Limited as at 31.03.2022

Liabilities T Assels
Share Capital 25,000,000 Fixed Assets
Reserve & Surplus T | Opening WDV ?
12% Long term debt ? | Less: Depreciation ?
Current Liabilities Current Assets
Creditors T | Stock ?
Provision & outstanding expenses 68,50,000 |Debtors i

Cash & Bank balahce !

Total ! [Total

[Sol BS total =¥1,37.00,000]

16. Assuming the current rato of a company is 2, STATE in each of the following cases whether the
ratio will improve or decline or will have no change: [RTP Nov 2018]
{a} Payment of current liability {b) Purchase of fixed assets by cash
(] Cash collected from customers (d) Bill receivable dishcnoured
{e] Issue of new shares

[Sol (a) Improve: (1] Decline: (c] No change: (d] No change; (8] Improve)

Ratio Analysis JEEY




PRACTICE QUESTIONS

17.1n a meeting held at Delhi towards the end of 2020, the Directors of M/s SK Ltd. have taken a
decision to diversify. At present 5K Lud. sells all finished goods from its own warehouse. The
company issued debentures on 01.01.2021 and purchased fixed assets on the same day. The
purchase prices have remained stable during the concerned period. Following information is

provided to you: [5M]
Income Statement
2020 2021

4 L4 T T
Sales: Casgh 30,000 32,000
Credit 2,770,000 3.00,000 3.42,000 3,74.000
Cost of sales (2,336,000 {2,98,000)
(3ross margin A, 000 76,000
Expenses:
Warehousing 13.000 14,000
Transport 6,000 10,000
Administration 19,000 19,000
Selling 11,000 14,000
Debenture Interest — 2000

(49,0007 {59,000)
Net Profit 15,000 17,000
Balance Sheet

On 31% December On 31* December

2020 2021

Fixed assets [Less Depreciation) 30,000 40,000
Current assets:
Stock B0,000 94,000
Debtors 0,000 82,000
Cash 10,000 2000
120,000 1.83.000
Less:Currentliabilities - Trade creditors | {50,000 {76,000])
Net current assets 70,000 L,07,000
1,00,000 147,000
Share capital 75,000 75,000
Reserves and undistributed profit 25,000 42,000
Debwenhiires A0.000
1,00,000 1,47,000
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You are required to calculate the following ratios for the year 2020 and 2021,
{a) Gross Profit Katio
(h] Other Operating Expenses to Sales Ratio
() Operating Profit Ratio
{(d] Capital Turnover Ratio
(] Stock Turnover Ratio
{f] Net Profit to Net worth ratio
{g] Debtors collection period
Ratio relating to capital emploved should be based on the capital at the end of the year. Give the
reasons for change In the ratios for 2 years, Assume opening stock of T40,000 for the yvear 2020,
Ignore Taxation,
[Sol {a) 21.3%; 20.3%; (b] 16.3%; 15.2%; [c] 5% 5.08%; {d] 3; 2.54;(e) 4.72; 3.87; [] 15%; 16.24%:;
(g) 67.6days; B7.5 days]

18. ABC Company sells plumbing fixtures on terms of 2,/10 net 30, It2 financial statements over the

3 years are as follows:

[5M]

Particulars 2020-21 2021-22
X 4

LCash 30,000 20,000 5,000
Accounts receivables 200,000 260,000 290,000
[nventory 4,00,000 480,000 6, 00,0000
6,310,000 7.60,000 8,95,000

Net fixed assets 8,00,000 8,00,000 8,00,000
14,30,000 15,60,000 16,95,000

Accounts payable 2.30,000 3,00,000 3.80,000
Accrnals Z,00,000 210,000 2,25,000
Bank lean {short term) 100,000 100000 1,40,000
5.30,000 6,110,000 7.45,000

Long-term debt 300,000 3,00,000 3,00,000
Common stock 1.00,000 1,00,000 1,800,000
Retained earnings 500,000 550,000 5.50,000
14,30,000 15,60,000 16,95,000

Lales 40,000,000 43.00,000 38,00,000
Cost of gonds sold 32.00,000 36,00,000 33,000,000
Net profit 300,000 2,00,000 1,00,000

Considering opening balance of accounts recelvables and inventory as 200,000 and 4,00,000
respectively as on 104,202, analyse the company’s financial condition and performance over the

last 3 years. Are there any problems?




19. MT Limited has the following Balance Sheet as on March 31, 2019 and March 31, 2020:
[RTP May 2020]

Tin lakhs

March 31, 2020

March 31, 2019

Sources of Funds:
Shareholder's Funds 2,500 2,500
Loan Funds 3,500 3,000

G, 000 5,500
Application of Funds:
Fixed Assets 3,500 3,000
Cash and Bank 4510 40m
Recelvables LA400 1,100
[nventories 2,500 2,000
Other Current Assets L500 1,000
Less: Current Liabilities (1.850) (2.000]

6,000 5,500

The Income Statement of The MT Ltd. for the vear ended is as follows:
Tin lakhs
March 31,2019 March 31, 2020

Sales 22,500 23,800
Less: Cost of goods sold {20,860) (21,100)
firnss Profit 1,640 2,700
Less: Selling, General & Administrative expenses (1,100) [1,750]
Earmings h;ﬁ:nre Interest and Tax (ERIT) S40 Q50
Less: Interest Expenses { 350] [300]
Earming before Tax (EBT) 190 B50
Less: Tax (57] (195]
Profits after Tax [PAT) 133 455

Required: CALCULATE for the year 2019-20)
{a) Inventory turmover ratio

(b] Financial Leverage

{t] Return on Capital Emploved {ROCE)
{d] Return on Equity (ROE)]

(o] Average collection perind

[Take 1 year — 3065 days]

[Sol (a) 9.4; (b} L.46; (c] 11.56%: (d) 18.20%:; (e] 19.17 days]

R




20. The following is the Profit and loss account and Balance Sheet of ELM LLE |RTP Nov 2019]
Trading and Profit & loss Account

Particulars Amount [T) Particulars Amouni [T)

To Opening stock 12,406,000 By Sales| 1,96,56,000

To Purchases 1,56,20,000 By Closing stock 14.28,000
To Gross Profit cfd 42,18,000

2,10,84,000 2,10,84,000

To Administrative expenses 18,40,000 By Gross profit b/d 42,183,000

To Selling & Dist exp. 7.56,000 By Interest on investment 24,600

To Interest on loan 260,000 By Dividend received 22,000
To Net Profit 14,08,600

42,644,600 42,64,600

Balance Sheet as on.......

Capital & Liabilities Amount [T) Amount [T}
Capital 20,000,000 Plant & Machirery 24,00,000
Retained earnings 42,00,000 Building 42,00,000
General reserve 12,000,000 Furniture 12,00,000
Term loan from bank 26.00,000 Sundry recelvables 13.50,000
aundry payables £.20,000 Inventory 14,28,000
Other liabilities 280,000 Cash & Bank balance 422,000

1,10,00,000 1,10,00,000

You are required to COMPUTE:
(a] Gross profit ratio

(b] NetProfit ratio

{c] Opcrating cost ratio

{d] Operating profit ratio

(2] Imventory turnover ratio
{f] Current ratio

{g] Quick ratio

{h] Interest coverage ratio

(i} Return on capital emploved
{j] Debtto assets ratio

[Sol. (a) 21.46%:; (b]) 7.17%; [c] 91.75%; (d) 8.253%; (e] 11.55 times; {f} 3.2 times; (g) 1.77 times:
{h) 6.42 times; (1) T1,00,00,000; (j) 23.64%]
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21. Following information relates to 8K ltd: [SM, RTP May 2022]

Debtors velocity 3 months
Creditors velocity Z months
Stock turnover ratio 1.5
Gross profitratio 2504
Bilis receivables T25,000
Bills payable T10,000
Grross profit <4.00,000
Fixed assets turnover ratio 4

Cloging stock of the pertod isT10,000 above the opening stocle Caloulate:
(i} Sales and cost of poods sold (i)  Sundry debtors
(iii}] Sundry creditors (iv] Closing stock
{v] Fixed assets
|SoL | {i) T16,00,000; T12,00,000; (i) T3,75,000; (iii] TLYLE6T: {iv) T6,05,000; {v] T4,00,000]
22. Following information has been gathered from the books of Tram Ltd. the equity share of which

is trading in the stock market at ¥14. [MNov 2019, Similar RTF Dec 2021
Equity Share Capital {tace value T10] 10,00,000
10% Preference Shares 2,000,000
Reserves 8,00,000
10% Debentures 6,000,000
Profic before Interest and Tax for the yvear 4,000,000
Interest 60,000
Profit after tax for the year 2,40,000
Calculate the following:
{a] Return on Capital Employed {b] Earnmings pershare ({c] PE Ratio

[Sol (a) 15.38%; 9.23%; (b]) T2.20; {c) 6.364]

23. X Co. has made plans for the next year. It is estimated that the company will employ total assets
of ¥8.00.000; 50 percent of the assets being financed by borrowed capital at an interest costof 8
percent per year. The direct costs for the year are estimated at T4,80,000 and all other operating
expenses are estimated at ¥80,000. The goods will be sold to customers at 150 percent of the
direct costs. Tax rate is assumed to be 50 percent. [5M, Simikar MTF Nov 2019]

You are required to calculate:
{i} Operating profit margin [before tax)
{if] Net profit margin {after tax)
{iii} Return on assets {on aperating profit after tax)
{iv] Assets turnover
{(v] Return on owner's equity
[Sol (i) 22.22%; (ii) 8.9%; (iii] 10%; (iv] 0.9 times; {v] 16%]
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24. The following is the information of XML Ltd. relate to the year ended 31-03-2018: [Nov 2018]

Gross Profit 20% of Sales
Net Prefit 10% of sales
Inventory Holding Period 3 months
Receivable collection period 4 months
Non-current assets to sales 1:4
Non-current assets to current assets 1:2
Current Ratioc 2l
Non-current liabilities to current liahilities i B |
Share capital to Reserve and Surplus 4.1
Non-current assets as on 31% March, 2017 T50,00,000
Nssume that:

{a] Nochange in Non-current assets during the year 2017-18
(k] No depreciation changed on Non-Current Assets during the year
() Ignoring tax
You are required to calculate cost of moods sold, net profit, inventory, receivables and cash for the
year ended on 315 March, 2018,
[Sol T1,60,00,000; T20,00,000; T40,00,000; T50,00,000; TLO,00,000]

25. Following information and ratios are given for W Limited for the vear ended 31 March, 2022;

[May 2022]
Equity share capital of T10 each T10 lakhs
Reserve & Surplus to shareholder's fund .50
Sales f Shareholder's fund 1.50
Current ratio 2.50
Debtors Turmover Ratio b.00
Srock Velocity Z Months
Gross Profit Ratio Z0%
Net Working Capital Turnover Ratio 2.50
You are required to calculate:
(i] Shareholder's fund (ii] Stock
{iii}] Debtors {iv] Currentliabilides {v] Cash Balance

[Sol. (i) T20,00,000; (i) T4,00,000; {ii] ¥35,00,000; {iv] T8,00,000; {v] TLLO0,000]

26, The following accounting information and financial ratios of ALR Limited relate to the yvearended
31% March, 2020: IMTP July 2020]

Inventery Turnover Eatio f Times
Creditors Turnover Ratio 10 Times

Debtors Tarnover Ratio B Timos
Current Ratio 2.4
(rross Profit Ratio 25094
Ratin Analysis EEV,




Total sales T6,00,00,000; cash sales 25% of credit sales; cash purchases T46,00,000; working
capital ¥56,00,000; closing inventory is ¥16,00,000 more than opening inventory.

You are required to calculate:
{a] Average Inventory

{h] Purchases

{¢] Awverage Debtors

{d] Average Creditors

(e] Average Payment Period
(f] Average Collection Period
{g] Current Assets

{h] Current Liabilities

[Sol {a) ¥75,00,000; (b) T4,66,00,000; (<] T60,00,000; (d] T42,00,000; {e) 36.5 days; () 45.625 days;
{g) ¥96,00,000; (h) T40,00,000]

27. Using the following information, prepare the balance sheet; I5M]

L.ong-term debt to networth 0.5
Total assets turnover 25
Average collection period™ 18 days

Inventory turnover 9
Fross profit margin 1 0%
Acid-test ratio ik

TAssume a 360 day year and all sales on credit.

Cash 7 | Notes and payables 100,000
Accounts receivable ? | Longterm debt )
Inventory ? | Common stock L00,000
Plant & Equipmeont 7 | Retalned carnings L,00,000
Tolal Assets 1 | Total liahilities and equity [
[Sol. BSTotal = ¥4,00,000]
28. From the following information, complete the Balance sheet given below: [lan 2021}
(1) Equity 22,00,000
{ii]  Tofal debt to owner's equity 0.75%
{iii) Total assets turnover 4 times
{iv] Inventory turnover # times
{v] Fixed assets to owner's equity .60
{vi] Current debttototal debt 0.40
[Sol BStotal —¥3,50,000)
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2023:

Current ratio

Acid test ratio

Inventory turnover ratio (based on sales)
Average collection period {days)
Eamings per share

Current liabilities

Total assets turnover ratio (based on sales)
Cazh ratio

Froprietary ratio

Total equity dividend

Equity dividend coverage ratic

4.0

i)

(]

70

3.5
310,000
0.96
0.43
0.48
1.75,000
1.60

Assume 360 days in a year,

You are required to complete Balance Sheet as on 315 March, 2023,
Balance Sheet as on 3 1st March, 2023

Liabilities T Assets
Equity share capital (10 per share) XXX Fixed assets
Reserve & surplus HEN Inventory
Long-term debt XXX Debtors
Current liabilities 3,10,000 Loans & advances
Cash & bank
Total XXX Total

29, Following information and ratios are given in respect of AQUA Ltd. for the year ended 31 March,
[May 2023]

XXX
AXX
XXX

AXK
XXX

XXX

[Sol BS Total =T29,06,250]
30. From the following information and ratios, prepare the balance sheet as at 31 march, 2023 and

Income statement for the year ended on that date for M/s SK Ltd. I5M]
Averape stock ©10 lakhs
Current ratio 3:1
Acidl test ratio 1:1
FBIT to PBT 221
Average eollection period [assume 360 days in a year) 30 days
Stock turnover ratio {use sales as turnover) 5 times
Fixed assets turnover ratio 0.8 times
Working capital <10 lakhs
Net profit ratio 10%
Gross profit ratio 40%
Operating expenses {excluding interest] T9 lakhs
Long term loan interest 12%
Tax Nil
[Sol Answer - GP =%20,00,000; NP =35,00,000; BS Total =¥77,30,000]
Ratio Analysis 51 4




31. Following are the data in respect of ABC Industries for the year ended 31 March, 2021: [Dec 2021

Debtro Total assets ratio 0.40
Long-term debts to equity ratio 30%
Gross profit margin on sales 20%
Accounts recehvables pertod 36 days
Duick ratio 0.9
[nventory holding peried 55 days
Cost of goods sold T64,00,000

Liabilities A Assels
Equity Share Capital 20,00,000 Fited assets
Heserve & surplus Inventories
Long-term debts Accounts receivable
Accounts pavable Cash
Total 50,00,000 Total

Required:

Complete the balance sheet of ABC Industries as on 31st March, 2021, All calculations should be
in nearest rupee. Assume 360 days in a year.

[Sol BS Total =350,00,000]

32. The accountant of Moon Ltd. has re ported the following data: [May 2018]
Gross Frofic 60,000
Gross profit Margin 20 percent
Total Assets Turnover 0.30:1
Net Worth to Total Assets 0.90:1
Current Ratio 1.5:1
Liquid Assets to Current Liability 1:1
Credit sales tototal sales 0.80:1
Average collection period B0 days

Assume 360 days in a year,
You are required to complete the following:

Balance Sheet of Moon Ltd.
Liabilities ¢
Net Worth Fived Assets 7
Current Liabilities Stock T
Dehtors 7
Cash 7
Total Liabilities Total Assets ?
[Sol BS total =T10,00,000]
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33. 5K Itd. has furnished the following information relating to the year ended 31% March, 2021 and

31% March, 2022: ISM]
315 March, 2021 31* March, 2022

Share Capital 40,00,000 40,00,000
Reserve & Surplus 20,000,000 25,00,000
Long term loan 30,00,000 30,00,000
2 Net profit ratio: 8%
o Gross profit ratio: 20%
o Long-term loan has been used to finance 40% of the Mixed assets
o Stock turnover with respect to cost of goods sold is 4
@ Debtors represent 90 days sales
o The company holds cash equivalent to 1% months cost of goods sold.

@ Ipnore taxation and assume 360 days in a year
You are required to prepare balance sheet as on 315 March, 2022 in the following format:

Liabilities

Share capital - Fived Assets -
Reserve & surplus = sundry Debtors =
Long term Inan - Clnsing Stock -
Sundry Creditors - Cash in hand -

[Sol BS total = T1,09,37,500]

34. From the following information, find out missing figures and rewrite the balance sheet of Mukesh
Enterprise. |[RTP May 2023]

Currentratic -2 :1

Acid testratin=3: 2

Reserve and surplus — 20%; of equity share capital

Long term debt = 45% of net waorth

stock turnover velocity = 1.5 months

Receivables turnover velocity = 2 months

You may assume closing receivables as average receivables.
Gross profit ratio= 209

Sales is T2L,00,000 {25% sales are on cash basis and balance on credit basgis)
Closing stock is 40,000 more than opening stock

Accumulated depreciation is 1,/6 of original cost of fixed assets,

Balance sheet of the company is as follows:
Ratio Analysis b 53 4




Equity share capital ? Fixed assets {cost) ?
Reserve & Surplus ? Lesz: Accumulated depreciation ”
Long term Inans 6,775,000 Fixed assets (WDV) ?
Bank overdraft 60,000 | Stock ?
Creditors ? Debtors 'y

Cash T
Total ? Total ?

[Sol. BStotal=26,35,000]

35. From the following information, you are required to prepare a summarized balance sheet for

Rudra Ltd. for the year 31% March, 2023;

Debt Equity Ratio

Current ratio

Achd test ratio

Fixed assets turnover (on the basis of sales)
Stock turnover [on the bazis of sales)
Cashin hand

Stock o debtors

Sales to net worth

Capital to reserves

Gross profit

COGS to creditor

1:1

3:1

8:3

4

fr
X5,00,000
1

4

1:2

20% of vost
10:1

Interest for entire year is yet to be paid on long term loan @ [0%.

[Sol BS Total =¥75,00,000]

SOLUTIONS

[5M]

17.
Hatio
L. Gross profit ratio {(Gross profit/ sales)

2. Operating expense to sales ratio (Operat-
ing exp/ Total sales)

3. Dperating profit ratio (Operating profit/
Total sales)

64000100

449,000 100

Computation of Ratios

2021-22 7)

=21.3%
3,00,000 #

300,000 Lo
15,000x100

&
3.00,000 "

2022-23 (¥)
76,000=100
3.74,000

57,000 100
3.74,000

19,000 100 _
3,74,000

= 20.3%

=15.2%

5.08%

=R
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2021-22 (3) 2022-23 7)

4. Capital turnover ratio (Sales /capital 3,00,000 2 3,74,000 ik
employed) 1,00,000 1,47,000

5, Stock turnover ratio [COGS/ Average 2,36,000 2,98,000
stock) (Refer to WN. 1) 50,000 +.72 77000 387

b. Net Profit to Net worth ratio (Net profit / | 15000100 _ 19,000 100

—_— =15% —— =16.24%

EEAOEHE) 1,00,000 1,17,000

7. Receivables collection period (Average | 50,000 82,000
receivables/ Average daily credit sales) | 53973 67.6 days 03609 47.5 days

[ Refer to WN. 2)

Working Notes:

L. Averapge Stock = {opening stodk + closing (40,000+60,000),/2 (60,000+94,000) /2
stock] /2 =50,000 = 77,000

2. hverape daily sales = Credit sales /365

B ¥ 4 E.TED';gm} _739.73 31432:; ap 536,59

Analysis: The decline in the Gross profit ratio could be either due to a reduction in the selling
price or increase in the direct expenses (since the purchase price has remained the same]. In
this case, cost of zoods sold have increased more than proporton of increment in sales, hence
impacting gross profit ratio.

Similarly, there is a decline in the ratio of operating expenses to sales. Further analysis reveals
that in comparison to increase in sales, there has a lesser proportionate increase in operadng
expenses, As a result, even the operating profit ratio has remained the same approximately in
spite of a decline in the Gross profit ratio.

The company has not been able to deploy its capital efficiently. This is indicated by a decline in
the Capital turnover ratio from 3 to 2.54 times.

The decline in stock wirnever ratio implies that the company has increaged it investment in
stock. Net Profit to Net worth ratio has increased indicating that the company's Net worth or
Sharebwolders’ capital is efficient in generating profits.

The increase in the Receivables collection period indicates that the company has become liberal
in extending credit on sales. There is a corresponding increase in the receivables also due to such
credit policy

Ratio Analysis




18.

2021-22
Current ratio {Current Assets [ 1.19 1.25 L0
Current Liabilities) ( Th,30,000 “TF, 60,000 "ZH,95,000
[TE,EU,DI]U] [EE’-,:[D,DHD] \ E,@E,DDDJ
Acid-test ratio [Quick Assets / 043 0.46 (.40
Current Liabilities] T2,30,000° T2,80,000 T2,95,000"
) | 15RE) | (SR
Receivables turnover ratio 20 18.70 13.82
[Sales/ Average Receivables) “240,00,000° (EL}E,D[I,DD[IW [?EE.DI],[I 0o "“|
[ Refer Working Notes)  ©2.00,000 . 22,530,000 ; w2,75000 ;
Average collection period 1825 19.52 20.41
(365 / Receivables turnover (365/20) (365/18.70) (365/13.82)
ratic)
[nventory turnover ratio a 2.1 b1l
[COGS £ Average Inventory] %32,00,000 ", T36,00,000° <33,00,000
[ Refer Working Notes) [ T4,00,000 | [ v4.40,000 J . 5,400,000 ]
Total debt to net worth 1.38 L.40 .61
(Short term + Long term T8,30,000 ] ¥9,10,000 T10,45,000
Debt) / (Common stock + [ TH,00,000 l Th, 50,000 ] [ T6,50,000 ]
Retained carnings)
Long-term debt to total 0.33 0.32 0.32
capitalization [ T3,00,000 ] [ 23,00,000 J [ 23,00, nun‘]
L ¥9,00,000 T9,50,000 L 9,50,000 /
Gross profit margin (Gross 0.20 016 013
Profit / Sales) * ¥8,00,000 F7.00,000 - RE,00,000
{Gross profit = Sales - Cost of | | ¥40,00,000 [?43,UD,D[II[I ] [ 38,000,000 J
Goods sold}
Net profit margin [Net Profit / 0.075 D047 0.026
Sales] ¢ T3,00,000 T2,00,000 1,00,000 ]
y Xat0,00,000 [rﬂ,ﬂﬂ,nﬂﬂ J [ 38.00,000
Total Asset turnover {Sales / 2.480 2.76 2.24
Total Assets) “240,00,000 ( T43,00,000 ] (T38,00,000"
\ ©14,30,000 15,600,000 L T 16,95,000 ,J

\ 5
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2020-21

2021-22

202423

Return on assets [Net profit/ 0.21 0.13 0B
Tatal Assets) " ¥3,00,000 [ T2,00,000 ] [ T1,00,000 ]
V214,330,000 T15,60,000 T16,95000
Working Notes:
Average receivables {[ Opening | (T2,00,000 + (T2.00,000 + (T2.60,000+
b elosing 1/2} 22,00,000)/2 22,60,000)/2 T2,90,000)/2
~ 22,00,000 - £2,30,000 _22,75,000
Average Inventory {[ Opening + | (¥4,00,000 + (T4.00,000+ (T4,80,000+
tlosing }/Z} 24,00,000)/2  |24,80,000)/2 T6,00,000)/2
=¥4,00,000 =T4.40,000 =¥5.40,000

Analysis: The currentratio and quick ratio are less thanthe ideal ratio (2 : T and 1: 1 respectively)
indicating that the company is not having enough resources to meet its current obligations.
Receivables are growing slower, although the average collection period is still very reasonable
relative to the terms given. Inventory turnoveris slowing as well, indicating a relative build-up in
inventories. The increase in receivables and inventories, coupled with the fact that net worth has
increased very little, has resulted in the total debt-to-net worth ratio increasing to what would
have to be regarded on an absolute hasis as a high level,

Long-term debit to total capitalization has not changed relatively coupled with the fact that
retained earnings of only 50,000 15 made in year 2019-20, and there is no 1ssuance of new
long-term debt in year 2019-20 and 2020-21.

Both the gross profit and net profit margins have declined substantially. The relationship
between the two suggests that the company has incurred more relative expenses. The build-up in
inventories and recetvables has resulted in a decline in the asset turnover ratio, and this, coupled
with the decline in profitability, has resulted in a sharp decrease in the return on assets ratio.

COGS 21,100

19.{a) 1 tory t tio = = =8.4

R = verape Tventary: [3;500:+2,000) 55

EBIT 950

i ii = = =1.46
(b) Financial Leverage EBT 650
EBIT{1-t 950{1-0.30
{¢] ROCE= { ) =- 1‘ 'II xlﬂﬂzﬁhlﬂﬂzll.!iﬁ%
Average capital Emploved {6,000 E,EDD} 2 5,750
Praofits after tax 455
= 100= 100=18.2

(a5 ROE Average shareholders' Funds 4 4,500 2 %

Average Receivablesx365 (1,400+1,100

+Z
1" <365 = 1917 days
Lales 23,800

(e} Average collection =

0= 218,000 00— 21465

{Gross Profit i
" 1,96,56,000

20.{a) Gross profit ratio = Sales

Ratio Analysis




Net Profit 100= 14,08, 600

h) Net Profit ratio = — T £100= 7.17%
LR e 1,96,56,000

. ) _ Operatingcost - 1,54,38,000+ 2596000 _
() PR e = = LI 1,96,56,000 RSMEEN

Cost of goods sold = Sales - Gross profit = 1,96,56,000 - 42,18,000 =¥1,54,38,000

Operating expenses = Administrative exp. + Selling & dist. Exp.
=18,40,000 - 7,56,000 =¥25,96,000
{d) Operating profit ratio = 100 - operating cost ratio = 100 - 91.75% = B.25%

Cost of goods sold 1.54,38.000

(] Imventory turmover ratio= - = 11.55 times
Average stock |;1 4,28,000+ IZ.d-E»,[I[IIIJj 2
{f] Current ratio
_ Current assets  13,50,000+ 14,28,000+4,22,000 32,00,000 3.7 times
Current liabilities 720,000+ 2,80,000 10,00,000
Quick assets 32,00,000— 14,280,000 .
fckratio = — =137t
&) e = et Tabilitiad 10,00,000 b
(b1 Tnterestnoverage Tatin = EBDIT  NetProfit+Interest  14,08,600+2,60,000 = E42 fiines
Interest Interest 2,60,000
(i] Return on capital emploved
= _ EBIT 10D = 14,08,600+ 2,60,000 100 = 16.69%
Capital employed 1,00, 00,000

Capital employed = Capital + Hetained earnings + General reserve + Term loan
= 20,00,000 + 42,00,000 + 12,00,000 + 26,00,000 =T1,00,00,000
{11 Debt to assets ratio = Debt/[Total assets] x 100 = 26,00,000,/1,10,00,000 = 100 = 23.64%
21.{i] Determination of Sales and Cost of goods sold:

Gross Profit :
Sales '

Gross Profit Ratio = 100

25 J 1'4,[![!.[][][!
100 Sales

Or, Sales :w — 216,00,000

O,

Cost of Goods Sold = Sales - Gross Profit= 16,000,000 - 34,00,000=T12,00,000
{ii] Determination of Sundry Debtors:
Debtors’ velocity is 3 months or Debtors’ collection period is 3 months,

R, Financial Management ﬁ




12 months _4

So, Debtors’ turnover ratio = =
3 months

Credit Sales
Average Accounts Receivable

Debtors’ turnover ratio = Dehtors” mrnover ratio =

i T16.00,000 -
Rills Receivable + Sundry Debtors

Or, Sundry Debtors + Bills receivable = 34,00,000
Sundry Debtors = T4,00,000 - T25,000 =T3,75,000

{iii} Determination of Sundry Creditors:

Creditors' velocity of 2 months or credit payment period is 2 months.
S0, Creditors’ turnover ratio = l EES =6

£ months

Credit Purchases”

Average Accounts Payables

- ¥12,10,000 _g
Sundry Creditors + Bills Payables

Creditors mrnover rato

S0, Sundry Creditors + Bills Payable =%2,01,667

Or, Sundry Creditors + 10,000 = T2,01,667

Or, Sundry Creditors =%2,01,667 - 10,000 =1,91,667
{iv] Determination of Closing Stock

CostofGoods Sold ~ T1Z,00,000
Average Stock Average Stock

S0, Average Stock = 78,000,000
Opening Stock + Closing stock
.
s (pening Stock + | Opening Stock + T10,000]
2

Or, Opening Stock=¥7,95,000

So, Closing Stock — 27,95,000 4+ 310,000 — £8,05,000
(v] Determination of Fixed Assets

Stock Turnover Ratio —

Now Average Stock =

—T8,00,000

Sales

Fixed Assets Turnover Ratio = —— -
Fixed Assets

_ s00,000
Fixed Assets

4

Or, Fixed Asset = 34,00,000

Ratio Analysis TN




Workings:

* Calculation of Credit purchases:

Cost of goods sold = Opening stock ~ Purchases - Closing stock
T12.00,000=T7,95,000 + Purchases - T8,05,000

<12,00,000 + T10,000 = Purchases

T12,10,000 = Purchases {credit)

Assumption:

(i} All sales are credit sales

{ii] All purchases are credit purchase

{lli} Stock Turnover Ratio and Fixed Asset Turnover Ratio may be calculated either on Sales or
on Cost of Goods Sald,

22. (a] Capital employed = Equity shareholder’'s fund + Debenture + Pret. shares
—10,00,000 - 8,00,000 - 6,00,000 + 2,00,000— ¥26,00,000

EBIT ~ 4,00,000

; # ; =————— w100 =1538%
Return on capital employed {pre tax) Capital Emploved 4 26,00,0 E".'lh
EAT 2,40,000
_ s ) 100=————=100=9.23%
Return on capital employed (post tax) Capital Employed . 26,00,000 1

Earning available for equity holders  2,40,000- 20,000

" N =T2.20
(b -Bsrmimg pershir: No. of equity shares 1,00,000
{0 PERalo= 12 = 1% - pap
EPS 220
23 The net profit is calculated as follows:
Particulars 4
Sales (150% of T4.80,000) T,20,000
Direct costs {480,000}
Giross profit 240,000
Operating expenses {B0,000)
Profit before Interest and Tax (EBIT) 1,560,000
Interest changes (8% of $4,00,000] {32,000)
Pruofit before taxes 1,28,000
Taxes [@ 50%) {64,000}
Net profit after taxes G4.000
EBIT 1,60,000
= = =02E220r2 .22
{i}] Operating profit margin Sales  27,20,000 or kil
NER. Financial Management G




Net Profit after taxes  T64,000
Sales ¥7,20,000
EBIT(1-T) ¥1,60,000({1-0.5)
= =D.100r 10%
Essiets 8,00,000 "

Sales  ¥7,20,000
Assets  T8,00,000

{ii] Net profit margin = = 0.890rB.9%

{1ii] Return on assets =

=0.9tmes

{Iv] Asset turnover =

Net Profit after taxes _ 64,000 = 264,000 —16%
Owners' equity S0 of $4,00,000 4,000,000

{(v] Beturn onequity =

24. Non-current assets tosale =1:4
Sales = Non-curmrent assets =« 4
~ 50,00,000 » 4 - T2,00,00,000
Net Profit = 10% = Sales = 10% = 2,00,00,000=<20,00,000
Cost of Goods Sold = Sales - Gross Profit
= 2,00,00,000 - {20% = 2,00,00,000)
=¥ 1,60,00,000
Inventory = C0GES > (3/12)
= 1,60,00,000 = {3/12] =<40,00,000
Recelvables = Sales = {3/12)

= 2,00,00,000 = {3/12) =¥50,00,000
Non-Current Assets to current assets=1: 2

Current Assets = Norn-current assets = 2
= 50,00,000 < 2=T100,00,000

Cash = Current Assets - Inventory - Receivables
- 1,00,00,000 - 40,00,000 - 50,00,000
=<10,00,000

Reserve & Surplus s
Shareholder’s fund

Reserve & Surplus 05
Equity Share Capital+Reserve & surplus

Reserve & Surplus = 0.5 (10,00,000 + Reserve 8 Surplus)
Reserve & Surplus = 500,000 + {0.5) Reserve & Surplus
{0.5) Reserve & Surplus — 5,00,000

Reserve & Surplus = 10,00,000

Shareholder's fund = 10,00,000 4+ 10,00,000 =<20,00,000

{if) Sales = 1.5 x Shareholder's fund = 1.5 » 20,000,000 = ¥30,00,000

Gross profit = Sales = GP Ratio = 30,00,000 = 20%,=36,00,000
Cost of goods sold [COGS) = Sales - Gross Profit= 30,00,000 - 6,00,000=<24,00,000

Ratio Analysis M
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Stock velocity = 2 month

Average stock ¥
COGS

12

Average stock = W =%4,00,000

(iii] Debtors Turnover Ratio=6
Sales "
Average Debtors

30,00,000
Average Debtors

Average Debtors = ¥5,00,000

{1v] Networking capital turnover ratlo = 2.5
Average creditors

Average Daily Credit Purchases

30,00,000
Net working capital
Net working capital = 12,00,000

Current Assets - Current Liabilities = 12,00,000
Current Assets = 12,00,000 + Current Liabilities (1)

Current ratin=2.5

Current Assets
Current Liabilities
Current Assets = {2.5] Current llabilities (2]
Put value of current assets from equation (1) in equation (2]
12,00,000 4+ Current liabilities = (2.5] Current liabilities
{1.5] Current liabilities = 12,00,000
Current liabilities = 8,000,000
Thus, from equation {1], Current Assets = 12,00,000 + B,00,000 =<20,00,000
{(v] Total current assets = Debtors + Stock + Cash balance
20,00,000 = 500,000 + 400,000 + Cach halance
Cash balapce =T11,00,000
26. (2] Computation of Average Inventory
Gross Profit = 25% of 6,00,00,000 =<1,50,00,000
Cost of goods sold [COGS) = 6,00,00,000 - 1,50,00,000 = ¥4.50,00,000

Inventory Turnover Ratio - 'EDS[ of Goods sold

AverageStock




_ 4.50,00,000
Average Stock

Average stock =<75,00,000
{(b] Computation of Purchases

Purchases — COGE + Increase in Stock = 4,50,00,000 + 16,00,000 =T4,66,00,000
{t] Computation of Average Debtors

Lot Cradit Sales be 100

Cash sales = 25% of 100=<25

Total Sales=100+25=T125

i, [0, 00, 000

Iftotal sales is $6,00,00,000, then credit sales = x100 =T4.80,00,000

125
Thus, Cash Sales = ¥6,00,00,000 - $4,80,00,000 =1,20,00,000
Debtors Turnover Ratio = oL
Average Debtors
_ 4,B0,00,000
Average Debtors

Average Debtors = ¥60,00,000

{(d] Computation of Average Creditors
Credit Purchases = Purchases - Cash Purchases
=4.66,00,000 - 46,00,000=%4,20,00,000
Met Credit Sales
Average Debtors

Creditors Turnover Ratio =

__4.20,00,000
Average Creditors

Average Creditors =342,00,000
{¢] Computation of Average Payment Period

10

Average creditors 42.00,000

AvERgE Lapment Paxted = Average Daily Credit Purchases  (4,20,00,000+ 365) L
OR
Average Fayment Period = 365 /Creditors Tumover Ratio =365,/10= 36.5 days

(f] Computation of Average Collection Period
R taltucion Panipd = 2verage Dedtars.  __ GO.OMIO0 . ueegeiie

Average Daily Credit Sales  (4,80,00,000 + 365)

OR
Average collection period = 365 /Debtors Turnover Ratio = 365/8 = 45.625 days

{g] Computation of Current Assets
Current Ratio = il i

Current Liabilities {CL)
Ratio Analysis AW




_GA
" EL
CL=CA/24
Working capital = Current Assets - Current liabilities
56,00,000 = CA - (CA/2.4)
CA=496,00000
(h] Computation of Current Liabilities
Current liabilities — 96,000,000 + 2.4 —40,00,000
27. Working Notes:
(i) Long term Debt

Long-term delbt ~ Long-term debt
Net worth 71,00,000 +T1, 00,000

2.4

0.5=

~ Long term debt=%1,00,000
(ii] Total assets

Total liahilities and Equity = Notes and payables + Long-term debt + Commen stock +
Retained earnings

=¥1,00,000+ TL,00,000 +TL,00,000 +31,00,000 = T4,00,000
-~ Total assets = Total liabilitdes and Equity = ¥4,00,000
(iii] Sales and Cost of Goods sold

Total asset turnover =25=_ aes  _ __ Sales
Total assets  T4,00,000

= dales = T10,00,000
Cost of goods sold = {100% - Gross Profit margin] = Sales
={100% - 10%) = TL0,00,000 = 39,060,000

{iv] Cwrrent Assets
Cost of goods sold _ ¥9,00,000

Inventory [nventory

Inventory turnover =9 =

& Imventory = T1,00,000
Receivables <360  Receivables <360

Sales ~ ¥10,00,000

Average collection period = 18=

A Accounts receivables = T50,000

Cash + Accounts Receivable Cash+ ¥50,000

Acid-testratio = 1=
Notes and Payables % 1,00,000

< Cash =350,000

(v] Plantand equipment
= Total Assets — Current Assets

— 24,00,000 - [T1,00,000 + T50,000 + T50,000) —T2,00,000
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Balance Sheet

L4 T
{ash 50,000 Notes and payables L,00,000
Accounts receivable 50,000 Long-term debt L,O0,000
[nventory 1,000,000 Common stock L 00,000
Plant and equipment £,00,000 Retained earnings 1,400,000
Total assets 4,00,000 Total liabilities and equity 4,00,000

28. {a] Currentratio—4

Current assets
Current liahilities

Current assets =4 = 3,10,000=T12.40,000
(b] Acid testratio=2.5

Current assets-Inventory
Current liabilides

25

12,40,000— Inventory 25
3,10,000 N

12,440,000 - Inventory = 7,73,000
Inventory =¥4,65,000

{c] Inventory turnover ratio (on sales) =6
Lal
_ Sales
Inventory
Sales =6 « 4,65,000=27,90,000

{d] Debtors Collection period = 70 days
Dobtors

x360="70

Sales

Debtors = 3?:5[.[3 = 27,90,000= 5,42, 500

(] Total assets turmover ratic [on sales) = 0,96
e B
Total assets

27,990,000

Total assets
Total assets =T29,06,250

{f] Fixed asscts = Total assets  Current assets = 29,06,250 - 12,40,000 =316,66,250

Cash

{g] Cashratio =0.43
Current lakilitios

Cash =043 = 29,006,250 =%1,33,300

Ratio Analysis AW
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th)

il

i)

tk)

Proprietary fund _
Total assets

048

Proprietary ratio =

Proprietary fund

29,056,250
Proprietary fund = ¥13,95,000
Equity dividend coverapge ratio = 1.6

Earning for Equity _16
Equity Dividend

Earning for Equity = 1.6 [Equity Dividend)
Divide both side by number of shares

Earning for Equity 16w Equity Dividend

Mo, of equity shares ~ 7 No. of e Uity shares

EPS= 1.6 (DP5]
3.5
DPS=—
1.5

DPE=T2.1875

Total Dividend
No. of equity shares

175,000

DP5

2.1875=

No. of equity shares
No. of equity shares = 80,000
Equity share capital = 80,000 = 10 =8,00,000
Reserve & Surplus = 13,95,000 - 8,00,000 = 5,95,000
Loans and advances — Current assets - Inventory - Receivables - Cash & Bank
=12,40,000 - 465,000 - 542.500 - 1,33,000=T99,200
Balance Sheetas on 31* March, 2023

Liabilitics

-

Equity share capital (10 per share) 8,00,000 Fixed assets 16.,66,250
Reserve & surplus 5,95,000 Inventory 4,605,000
Long-term deht {HBal, fig.) 12,01,250 Debtors 542,500
Current liabilities 3,10,000 Loans & advances 99,200

Cash & bank 1,33,300
Total 29,06,250 | Total 29,06,250

29. Equity=2,00,000

Total Debt = Equity = 0.75= 2,00,000 « 0.75 =¥1,50,000
Current Debt = total Debt = 0,40 =1,50,000 = 0.40 =<60,000

Financial Management @



Long term debt = 1,50,000 - 60,000 =T90,000

Fixed Assets = Equity < 0,60 = Z,00,000 = 0.60 =<1,20,000

Total Asgets — Total Liabilities — Equity + Total Debt — 2,00,000 + 1,50,000 = ¥3,50,000
Current Assets = Total Assets - Fixed Assets = 3,50,000 - 1,20,000=32,30,000

Sales — 2 « Total Assets — 2« 3,50,000=37,00,000

Sales 7,000,000

Inventory = TR =%87.500
Other CA = Current Assets - Inventory = 2,30,000 - 87.500=T1,42,500
Equity 200,000 Fixed Assets 120,000
Long Term Debt S0,000 Imventory d7,500
Current Debgs 60,000 Other CA 142500
3,550,000 3.50,000

30. 1. Current Ratio=3:1
Current Assets (CA)/Current Liability (CL) = 3:1
CA=3CL
WL =10,00.000
CA - CL =10,00,000
3CL - CL=10,00.000
2CL=10,00,000
_ 10.00,000
g
CL=35,00,000
CA=3=5,00000
CA =%15,00,000
2. Acid Test Ratio = CA-Stock /CL = 1:1
_15,00,000—- Stock
500,000
15,000,000 - stock=5,00,000
Stock =<10,00,000
3. Stock Turnover ratio {onsalesj=5
sales
AVE stock it
sSales _c
10,00, 000
Sales = T50,00,000
4. Gross Profit = 50,00,000 = 40% = T20,00,000

Net profit (PBT) = 50,00,000 = 10%=T5,00,000

CL




 NEER

5 PBIT/PBT=22
FBIT = 2.2 = 5,00,000
PBIT = 11,00,000

Interest= 11,00,000 - 5,00,000 = T6,00,000

Long term loan =

6, 04, 000
12

= ¥ 50,00, 000

B, Average collection period =30 days

Beceivables=

3[:3 #*50.00.000 = 4,16,667

7. Fixed Assets Turnover REatio= (L8
50,00,000 / Fixed Assets = 0.8

Fixed Assets = T62,50,000

Income Statement

Sales 50,010,000
Less: Cost of Goods Sold 30,00,000
Gross Profic 20,000,000
Less: Operating Expenses Q.0:0.000
Less: Interest. 6,00,000
Net Prefit 5,00,000

Balance sheet

Liabilities

Equity share capital 22,550,000 Fived azset 62,50,000
Long term debt S0,00,000 Current assets:
Current liability 5,00,000 Stock 10,000,000

Receivables 4, 16,667

Dther 43333 15,000,000

77,50,000 77,50,000
1. Balance Sheet of ABC Industries as on 315t March, 2021
Liabilities T Assets T
Equity Share Capital 20,00,000 Fixed assets 10,32,222
Reserve & surplus 10,00,000 Imventories Q777778
Lung-term debts 9,00,000 Accounts receivable 8,00,000
Accounts pavable 11,00,000 Cash 1,90,000
Total 50,000,000 Total 50,00,000
Finaricial Management @




Note:

Working Notes:

{1) Total liabilities — Total assets — ¥50,00,000
. IO e DO
Total Assets S0,00,000

Debt=20,00,000
{Z] Reserve & Surplus = Total liabilities - Equity capital - Debt
— 50,00,000 - 20,00,000 - 20,00,000 —=F10,00,000

Long term debt _ 30 = Long term debt

= =30%
Equity shareholder fund

(20,00,000+10,00,000)

(3]

Long term debt=¥9,00,000
(4] Accounts payable = total debt - long term debt = 20,00,000 - 9,00,000 =31 1,00,000
{5) COGS ratio =100 - GP Ratio = 100 - 20% = B0% of sales
Cost of goods sold _ 64,00,000
COGS Ratio 0%
Cost of goods sold <360 = &4, 00,000
[nventory days 55

Credit sales a80,00,000
{8) Account receivables— 2360 =———
Account receivahle period

(6] Sales = = <80,00,000

{7) Closing invertory = =360=39,77,778

= 360 = TH,00,000

Quick assets
Current liabilitics

(9] Quick ratio -
_ Cash+ Debtors
Mt 11,000,000

Cash + 8,00,000 =9,90,000
Cash=<1,90,000
(10} Fixed assets = Total assets - current assets = 50,000,000 - (9,77,778 + 8,00,000 + 1,90,000)

=330,32,222
32. Balance Sheet of Moon Lid.
Lialvilities 1
Net Worth 9,00,000 | Fixed Assets 850,000
Current Liabilities LO0000 | Stock »0,000
Debtors 40,000
Cash 60,000
Total Liabilities 10,00,000 | Total Assets 10,00,000
Ratio Analysis AV




Working Notes:

Sales = (Gross profit < Gross Profit Margin
= 60,000 + 20% =T3,00,000
Total Assets = Sales + Total Assets Turnover
=3,00,000 + 0,30 =<10,00,000
Net Worth —0.90 = Total Assets
=090 « 10,00,000 =T9,00,000
Current Liability = Total Assets - Net Worth
=10,00,000 - 9,00,000 = TL,00,000
Current Assets =1.5 = Current Liabilities
=1.5 = 1,00,000 =¥1,50,000
Liquid Assets = Current Liabilities = 1
=1,00,000 = 1 =1,00,000
Stock — Current Assets - Liquid Assets
—1,50,000 - 1,600,000 =T50,000
[ebtors = Credit sales = [Average collection period + 12)
=3,00,000 = 0.80 = {60/360) =T40,000
Cash = Current Assets - Stock - Debtors
= 1,50,000 - 50,000 - 40,000 =360,000
Fixed assets — Total Assets - Current Assets

=10,00,000 - 1,50,000 =¥8,50,000
33.{i) Change in Reserve & Surplus =¥25,00,000 - ¥20,00,000 =35,00,000
Sn, Net profit =<5,00,000
Net Profit Ratio = 8%

_5,00,000

- Sales = ¥62,50,000

{ii] Cost of Goods sold
= Sales - Gross profit Margin =T62,50,000 - 20% of T62,50,000 =T50,00,000

{iti] Fixed Assets — W: T75,00,000
4%

Cost of Goods Sold . 50,00,000
Stock Turnover ratio i

{iv] Stock = =T12,50,000

{¥] Debtors =

6250000 o0 wrc e <00
160

{vi) Cash Equivalent = w = L5=%6,25,000
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Balance Sheet as on 315t March 2023

Liabilities
Share Capital

Rezerve and Surplus

Long-term loan
Sundry Creditors
[Balancing Figure)

40,00,000
25,00,000
30,00,000
14,37.,500

1,09,37,500

Asspls
Fixed Assets

sundry Delbtors

Closing Stock
Cashin hand

75,00,000
15,62,500
12,350,000

.2 5, (0

1,09,37,500

4.

Equity share capital 12,50,000 | Fixed assets {cost) ‘ 20,58,000

2,50,000 {3,43,000)
(3, 75,000 17,15,000
60,000 2,30,000
4,00,000 2,62,500
4,27,500
26,35,000

Less: Accumulated depreciation
Fixed assets (WDV)

Stock

Debtors

Cash

Tatal

Reserve & Surplus
Long term loans
Bank overdraft
Creditors

Total
Working Notes:

{1) COGS=Sales- GP=21,00,000 - 20% =¥16,080,000

26,35,000

Average receivables 2

12
Cradit sales

{2) Receivable turnover velocity —

- Average receivables ”
21,00,000 = 75%
Average receivables =<2,62,500
Cloging receivahles = 2,62,500

Average stock 12
COGS

(3] Stock turnover velocity =

_ Average stock .
16, 80,000

Average stock = 22,10,000

L5 12

Opening stock + closing stoclk
L

{Opening stock - closing steck = 4,220,000

Given that, closing stock = opening stock + 40,000

Opening stock - opening stock + 40,000 = 420,000

Opening stock =¥1,90,000

Closing stock = 1,90,000+ 40,000 = T2,30,000

= 210,000




Current assets _ Stock + Receivables + cash
Current liabilities  Bank overdraft + creditors

2 230,000+ 2,62,500+ cash
60,000+ creditors

1,20,000 + Z{Creditors) = 492,500 + cash
Cash = 2( Creditors) - 3,722,500 wf 1)
Current assets-stock Debtors + Cash
Current liabilities  Bank overdraft + creditors
3 2,62.500+Cash
2 60,000+ creditors

(4] Current ratio=

Acid test ratio =

1L.80,000 + I{Creditors) = 5,253,000 + 2[Cash)
Putting value of cash from equation (1) in equation {2)
180,000 + 3(Creditors) = 5,253,000 + 2| 2[creditors) - 3,72,500)
1,80,000 + I{Creditors) = 5,25,000 + 4[Creditors] - 745,000
Creditors = ¥4,00,000
Cash = 2{4,00,000) - 3,73,500=4,27,500
{5] Long term debt= 45% of net worth
Long termdebt 6,775,000
4504 4504
(5] Equicy share capital (ESC) + Reserves = 15,00,000
E5C+{0.2)ESC=15,00,000
ESC=%12,50,000
Reserves = 0.2 x 12,50,000 =T2,50,000
(7] Total of liabilities = 12,50,000 + 2,50,000 + 6,75,000 + 60,000 + 4,00,000 = 26,35,000
Total of assets = Fixed assets (WDV) + 2,30,000 + 2,62,500 - 4,27,500
= FA(WDY) + 9,20,000
Total assets = Total liabilities
FA(WDV] + 9.20,000 = 26,35,000
Fixed assets (WDV] =¥17,15,000
FA {Cost) - Depreciation = FA (WDV)
FA|Cost)

Metworth — = ¥15,00,000

EA (Cost] - =17,15,000

=4
[:E’- FA({Cost) = 17,15,000
6./

FA {Cost) =T20,58,000

Depreciation — 20,58,000 = 1/6 -¥3,43,000
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35.

Liabilitics

Balance Sheet of Rudra Ltd.

Asscts

Capital

Reserves

Long Term Loan @ 10%
Current Liabilities:

Creditors

Other Short-term

Current Liability [ Uther 5TCL)
Dutstanding Interest

10,000,000
20,000,000
30,00,000

L0,00,000
200,000

3,00,000

75,00,000

Fixed Assets
Current Assets:
Stock in Trade
Debtors

Cash

30,00,000

20,000,000
20,00,000
5,00,000

75,00,000

Waorking Notes:
Let sales be ¥ x
Balance Sheet of Rudra Ltd.

Liabilities

Assets

Capital
Reserwas

Net Waorth
Long Term Loan@ 1 0%

Current liabitities:
Creditors

Ocher Short-term Current
Liability

Dutstanding Interest
Total Current Liabilities

x/4
x/4

xf12

x/9 + 5,00,000,3

Fized Assets

Stock in Trade
Debtors
Cash

Current Assets:

w/4

%6
x/6
500,000

Total

Total

1. Fixed Asset Turnover =4 =

Fixed Assets = E

X
2. Stock Turnover =6=

stock

X
Stock = —
OC Er

X

Fixed Assets




x

3. Eales o networth=4=————
net worth

x
Met worth = —
Wy 4

. Long Termloan 1
4, Debt: Equity =1:1 ==
L Networth 1

Long term loan = Net worth = %

5. Gross Profic o Cost = 20%
GP
Bales-GP
(e
=20%
»—GF

GP = 0.2x - 0.2GF
1.26P=0.2x

EP=E
1.2

GP=x/06
Cost of Goods Sold=x - x/6=5/6x
6. COGS tocreditors =10:1

=20%

COGS 10
Creditors 1
5

P _1i0

Creditors 1
Creditors=2X < X
0 12

7 Stock _q
Debtor

Debtar = Stock =§
8. Current Ratin=3:1

Stock + Debtors + Cash _ 3
Current Liabilities 1

X
X +Z45,00,000 = +5,00,000
6 & =3 = —3 =1
Current Liabilities 3
CL = X, 500,000
g 3
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9. CA=3CL

® rs.nn,uuu]
9 3

=3

CA =%*5,un.uuu

10. Networth + Long Term Loan + Current Liability = Fixed Asset + Current Assets

%, Tal0000 X X oe00n00
9 3 43

2

3

- 25,00,000 220000
9+ 4x ~12x _¥15,00,000— ¥5,00,000

36 3
x  ¥10,00,000

s 3
x=T1,20,00,000
11. Now, from above calculations, we get,

x ¥1,20,00,000

Fixed Asset = s R =%30,00,000
Stock = E . W= 220, 00,000
Debtor =§ L L:w — T20,00,000

Net Worth = %: 730,00,000
Now, Capital to Reserveis 1: 2

Capital = 10,00,000
and, Reserve = T20,00,000

Long Term Loan =% =30,00,000

Outstanding [nterest = 30,00,000 = 10% = 3,00,000

Creditors =% = Y1,:20.00,000
12 12

Current Liahilities = Creditors + Other STCL + Outstanding Interest

%+m 210,00,000+ Other STCL+ T3,00,000

21,20,00,000 _ 5,00,000
g

715,00,000 = Other STCL + T13,00,000

Other STCL = ¥2,00,000

= 310,00,000

= ¥13,00,000 + Other STCL
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Cost of Capital

4

THEORY

WEETHL TR R N 0 [t is the rate of return expected by the providers of capital Le equity

Capital shareholders, preference shareholders and debt holders.

@ ltcan also be referred as the discount rate that is used in determining
the presentvalue of the estimated future cash proceeds of the business
new project and eventually deciding whether the business /new project
is worth undertaking or now.

o Itis 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.

g Itcan also be stated as the opportunity cost of an investment, i.e. the
rate of return that a company would otherwise be able o earn at the
same risk level as the investment that has been selected,

G T R S L It is used for evaluation of investment options by discounting the
of Capital hienefits and cost of the project with relevant cost of capital.

o It helps in financing decision to choose source of finance by
comparing the cost of different sources.

@ It helps in designing optimum credit policy for the customer by
comparing the present value of cost and benefits calculated at cost of
capital.

LG CRO AR (] Costof Debt

of Capital {b] Costof Preference Capital
(] Costof Equity Capital

{d] CostofRetained Earnings

Cost of Debt o Adebt may be in the form of bond, debenture or long term loan,
o Approximation Method
= Costof Irredeemable debenture — %_Fﬂ

I1-t)+{RV-NP] /2

o [Cost of Redeemahle debenture = (RV + NP}/ 2




Cost of Preference
Capital

Cost of Capital

MNPV or ¥YTM Approach

o ldentify the relevant cash flows from the debentures

o Calculate approximate cost of debt using approximation method.

o Calculate NPV at the approximate cost of debt calculated in step-2.

@ NPV=Present value of future cash inflows - Presentvalue of future

cash outflows.

If NPV Is positive than Increase the rate so that it becomes negative

and If NPV is negative than decrease the rate so that it becomes

positive.

o [nterpolate the two NPVs to calculate cost of debentures using
below formula:

Cost of debt [{RR) [Kid)

[}

Lower rate NPV
Lower rate NPV — Higher rate NPV |

Lower rate + [
[Higher rate — Lower rate)

Amaortization of Bond

2 Calculate cash flows of each year

o Cash flow - [Interest = (1 - t]] + Amortized amount p.a.
LRENPV

LR NPV - HR HP‘U’]

w e =1RR= Lower rdte + [

[Higher rate - Lower rate]
Convertible Debentures
o Redeemable value = Higher of either cash or equity value
2 Value of one equity share= P00 (1+4)"
Intrinsic Value .

o Itisthe present vatue of all future income from security discounted
at the required rate of return.

o IfIntrinsic value > current value, it is case of under-priced security
o [fIntrinsic value < current value, it is case of over-priced security

The cost of preference capital is the dividend expected by the
shareholders.

Approximztion Method

o Cost of Irredesmahle Preference Shares = EIDE
PD- | RV-N P‘]
: : : e . n
o Cost of Bedeemable Preference Shares = [ g P]
. 2




Cost of Equity
Capital

Dividend Price
Approach or
Dividend Model

Earming Price
Approach or
FEarming Maodel

Dividend Growth
Madel or Gordon
Madel

NPV or ¥TM Approach

o Tdentify the relevant cash flows from the preference share

2 Calculate approximate cost of preference capital
approximation method.

2 Caleulate NPV at the approximate cost of preference capital
calculated in step-2

o NPV=Present value of future cash Inflows - Presentvalue offuture
cash outflows

o [fNPV iz positive than increase the rate so that it becomes negative
and if NFY is negative than decrease the rate so that it becomes
positive,

o Interpolate the two NPVs to calculate cost of preference using
below formula;

2 Cost of preference capital (IRE] {Kp]

Using

Lower rale NFV
Lower tate NPV - Higher rate NPV

= Lower rate « "

[Higher rate - Lower rate)

It is the expectation of equity shareholders.
It can be computed by various methods which are as follows:
2 Dividend price appreach

2 Earping price approach
o Dividend growth approach or Gordon model
o [Realized yield approach
o Capital assets pricing model
o  According to this approach, the investor arrives at the market price of
equity shares by capitalizing the set of expected dividend payments.
D
o K,=—
NP
@ Where, )= Dividend per share
o  NP=Netproceeds or market price
o According to this approach, itis the earning per share which determines
the market price of shares.
EP5
a =
e NP
o Where, £PS= Earning per share
NP=Net proceeds or market price
o  According to this approach, the cost of equity capital depends upon the
expected dividend rate plus the growth rate of dividend.
o K. = ﬂ+ B
NP
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Where, D, = Next expected dividend = 0 (1 - g)
NP = Net proceeds or market price

&r = Growth rate

Estimation of Growth rate

[ =i S = =

D
o Average method - Growth rate = ]i']}_ﬂ =T
n

2 Gordon’s growth model - g=bx r
B = retention ratio
P = rate of return on investment

Realized Yield Dividend + Capital Gain
Approach

o Return of one vear= - erni
2 Investment

Ke=gff1+ri)«{1+ r2)«(1+r3)(1+m)-1
If year wise price data is not given than use ¥TM method

Capital Asseis g It describes the risk-return trade-off for securities.
Pricing Model @ This model compensate investor for time value of money and risk as
well.
o Time value of money is compensated by risk free rate and risk is
compensated by risk premium.
@ Thus, required rate of return = Risk tree rate + Risk premium
o Also, cost of equity [Ke] = Rf + [Rm - Rf){B)
o Where, Ri = Risk free rate
R_ = Return on market portfolio
B = Beta coefficient
R, - Ry= Market risk premium
o Shortcomings of CAPM
< Calculation of Beta with historical data is unrealistic
o Market imperfections may lead investors to unsystematic risk

Cost of Retained o The cost of retained earnings must be considered as the opportunity

Earnings cost of the foregone dividends.

a  Any earnings retained by the company could have heen invested
profitably by the equity sharehelders themselves. Therefore, there is
anopporunity cost involved in the firm's retaining the earnings and an
estimation of this cost can be taken up as a measure of cost of capital
of retained sarmings.

@  The costofretained earnings Is taken as equal to the cost of equity share
capital since the retained earnings are talkken as fresh subscription to
the equity share capital,

o Although cost of equity remains high than the cost of retained earnings
due to issue of shares at a price lower than current price and flotation
cost

Cost of Capital AEEY




a  Forcalculation of Kr, P or NP will be taken as current market price only.

_Eps
P
K.= Eli— +0;
NP
9 As per opportunity cost approach, cost of retained sarnings (Kr] is:
Kr=Ke(1 - tp)(L - 1)
Where, £, = personal income tax and f = flotation cost

LS T O Weighted average cost of capital Is the average cost of the costs of

Cost of Capital various sources of financing used to raise the required finance for the
firm where weights used can be either book value weights or market
value weights

o WACC=(Ke= We)+ (Kr« Wr)+ [Kp= Wp) + [Kd = Wd)

Market Value Market value weights are preferred because:

Weights {r) Market value of securities closely approximate the actual amount to be
recefved frem their sale

{b) The cost of the specific sources of finance which constitute the capital
structure of the firm are calculated using prevailing market prices.

(AR TR T Book value weights are preferred because:

(@] They are readily available from the published records of the firm

() Firms state their capital structure targets in terms of book values

{€] The analysis of capital structure in terms of debt-equity ratio is based
an book value

AR R TSN O [tis preferred to use market value weights for calculation of WACC,

Market value of retained earnings are included in the share price itsell.

U To get market value of retained earnings, total market value will be
apportioned between book value of retained earnings and face value

o

of equity:
Marginal Cost of o The marginal cost of capital may be defined as the cost of raising an
Capital additional rupee of capital.

g  Marginal cost of capital is derived, when we calculate the average cost
of capital using the marginal weights.

o The marginal weights represent the proportion of funds the firm
intends to employ
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Ex1.A person needs T10,00,000 after 7 years & 8% p.a. How much money needs to be deposited
today?

[Sol ¥5,83,490)

Ex2. A person invest 35,000,000 for & years @ 7.5% p.a. How much money he will get after & years?

[Sol ¥7,71,650]

Ex3. A person wants to receive 210,000 par annum for 3 years. Find the amount te be deposited today
if the rate of interest is 9% p.a.

[Sol ¥25,313]

Ex4. A person invest T6,000 per annum for 5 years. Find the amount to be received at end if the rate
of interest is 8.5% p.a.

[Sol 235,552]

Ex5. A person invest T20,000 in a scheme today. He is supposed to get 34,000 per annum for next
5 years and will receive 36,000 as additional bonus at end of year 5. Find the net present value

of cash lows if the rate of return is 9% p.a.
[Sol ¥540.)
Ex6. A person invest 25,000 in a scheme today. He is supposed to get $4,500 per annum for next

4 years and will receive 18,000 as additional bonus at end of year 4. Find the net present value
of cash flows if the rate of return is 10% p.a.

[Sol 25,271]

Ex7.A person invest 320,000 in a scheme today. He is supposed to pet ¥4,000; T4,200; 4500 and
6,000 at the end of respective 4 years. Find the net present value of cash flows if the rate of

return is 9% p.a.
[Sol T5,074]

PRACTICAL QUESTIONS

1. 5K Ltd, issued 2 100 lakhs 12% Debentures of 3100 each. Calculate the cost of debt in each of the
following cases. Assume tax rate being 40%.

(a] If Debentures are issued at par.
(B) If Debentures are issued at par with 5% floatation cost
(¢} If Debentures are issued at 10% premium with 5% floatation cost,

|SoL [a) 7.20%; (b) 7.58%; (c) 6.89%|

2. 5K Ltd. issued T100 lakhs 12% Debentures of T100 each redeemable at premium of 3% after

5vyears. Calcolate the cost of debtin each of the tollowing cases. Assume tax rate being 40%.
(o] If debentures are issued at par
() If debentures are issued at par with 5% floatation cost
(c] If debentures are issued at 10% discount with 5% floatation cost

[Sol (i) 8%; (&) 9.20%; (¢] 11.65%]
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3. A company is considering raising of funds of about 100 lakhs by one of two alternative methods,
viz. 14% institutional term loan and 13% non-convertible debentures. The term loan option would
attract no major incidental cost. The debentures would have to be issued at a discount of 2.5%
dand would invelve cost of issue of T1 lakh Advise the company as to the better option based on
the effective cost of capital in each case. Assume a tax rate of 35%.

[Sol Loan =9.10%; Debentures = 8.76%]

4. Five years ago, SK Lud. issued 12% imedeemable debentures at 103, at T3 premium to their par
value of TLOM. The current market price of these debentures is ¥94. [fthe company pays corporate
tax at a rate of 35%, calculate its current cest of debenture capital?

[Sel 8,298%]

5. 5K Ltd. issued T10,00,000, 10% Debentures of face value T100 each, which are redeemable after
10 yvears. Current market price of debenture is T120 and flotation cost of 4%. If income tax rate
is at 30%, compute cost of debenture using YTM method.?

[Sol 5.0304]

6. 5K Lad, issued T10,00,000, zero coupon bond of face value T1,000 each at T350, which are
redeemable after 12 years, Compute cost of bonds if there is no tax on capital gain.

You may use, WF[iwa. 12 = 0.319; WF[‘-'EE-. 1y = 0444,
[Sol 9.256 % |

7. 5K Ltd. issued 10% Bonds of face value 31,000 each, which are redeemable after 5 years. The
bonds are issued at T1,100 with 2% fotation cost. Tax rate is 30% and the bonds are amortized
aqually over the life of bonds. Compute cost of the bonds,

PVF @ 3% 0.971 0.943 0.915 0.888 0.863
PVF @ 5% 0.952 0.907 0.864 0.823 0.784
[Sol 4.14 %)

8. 5K Ltd. issued 12% Bonds of face value 22,000 each, which are redeemable after 5 years, Tax rate
is 30% and the honds are amortized equally over the life of bonds. Compute the value of the bond

if the investor expects a minimum return of 8% from the bonds.
[Sol T2,020.26]

9. 5K Lud. issued T1L0,00,000, 2% Convertible Debentures of face value T100 each, which are
redeemable after 6 yvears. At the time of redemption, the holder will have the option to convert the
debenture into equity shares of the company in the ratio of 1:5 {5 shares for every 1 debenture).
Current market price of equity share is €22 and of debenture is €120 with Notation cost of 4%.
Histarically, the equity share of the company grows by 6% p.a. Ifincome tax rate is at 30%, com pute
cost of debenture using approximaton method.

[Sel 11.219]
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10. 5K Lod. issued T10,00,000, L0% Preference shares of face value 3100 each, which are redeemable
after 10 years. Compute cost of preference shares in each of the following conditions:

(7] Freference shares are issued at par and redeemable at par

(] Freference shares are isswed at par and redeemable ata premium of 10%

(c] Preference shares are issued at a discount of 10% and redeemable at par

{cf] Preference shares are issued at a discount of 10% and redeemable at a premium of 10%.
[Sol (o] 10%; (5] 10.48%; (] 11.58%; {d) 12%)]

11. An equity share of the company is selling for T50. The company had earned T6 per share at the
end of last year Dividend payout ratio is 60%. Dividend per share is expected to grow at the rate
of 8% p.a. Calculate the cost of equity.

[Sol 15.76%:]
12. The shares of a chemical company are selling at T20 per share. The firm had paid dividend
(i ¥2 per share last year. The estimated growth of the company is approximately 5% per vear.
(] Determine the cost of equity capital of the company.

(B] Determine the estimated market price of the equity share if the anticipated growth rate of
the firm

{i] Rises to8%
(i) Fall to 3%
|SoL (@) 15.50%: (b) (i) T2H.H0; (ii] T16.48)
13. A company's current price of share Is 160 and dividend per share is 24, If its capitalization rate
is 12%, what is the dividend growth rate?
[SoL 5 %)
14. From the under mentioned facts, determine the cost of equity shares of company 5K:
(@) Current market price of a share =3150
(] Costof loatation per share on new shares 3
(] Dividend paid on the outstanding shares over the past five vears:

Year Dividend Per Share
1 T10.50
2 T11.02
3 t11.58
4 T12.16
5 T12.76
& <13.40

[d] Assume a tized dividend payout ratio
(¢] Expected dividend on the new shares at the end of the current vear is T14.10 per share.

[Sol 14.59%]
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15. The following is an extract from the financial statement of SK Ltd.

Operating profit 105
Less: Interest on debentures 33
72

Less: Income tax 36
Net Profit 36
Equicy share capital [shares of €10 each) 200
Reserves and surplus 100
15% Non-convertible debentures (of 100 each) 220
520

The marlet price per equity shares is 12 and per debenture T93.75.
(] What is earning per share?
[B) What is the percentage cost of capital of the company for the debentures funds and the
equity?
[Sol fa) T1.80; () 159]

16. From the following information, calculate the cost of equity {Ke):

Risk tree rate of interest B

Expected return of market portfolio 18%

Standard deviation of an asset 2.8%

Market standard deviation 2.3%

Correlation coefficient 0.8
[Sol 17.74%]

17.{a) Calculate the expected rate of return of the security (Ke] from the following information:
Beta of security 0.5
Expected rate of return on market portfolio 15%
Risk-free rate of return 0.06

(b] If another security has an expected rate of return [ Ke) of 18%, what would be its Beta?
[SoL (7] 10.50%:; (b) 1.33]
18. 5K Ltd. has invested in four streams of business (5, K, M and P), the following sums: 5 - T10,000;
K-T20,000; M- T16,000; P - T14.000.

The fvalues of these businesses are 0L80, 1.20, 1.40 and 1.75 respectively. If the risk free retumn
is 4.25% and the market return is 1194,

(] Whatis the [ of 5K Ltd. and its expected return/cost of equity?

[B] IfSKLtd. encashes its investment in business K and reinvest the funds in RBI bonds vielding
a return of 4.25%, what is the B value of the businesses and its expected return?

[Sol (o) 13.126%: (b) 10.43%]
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19. Following data relates to 5K ltd.: [sM]

Dividend per share 1.00 1.00 1.20 1.25 1.15

Price per share [at the beginning] 9.00 9.75 L1.50 11.00 10.60

Calculate the cost of equity using realized vield approach.
[SoL 15%]

20.Mr. § had purchased a share of SK Limited for 1,000, He received dividend for a pericd of five

years at the rate of 10%. Atthe end of the fifth year, he sold the share for ¥1,128. You are required

to compute the cost of equity as per realised yield approach. [sM]
[Sol 12.002%]

21. An equity share of a company is presently selling at T125 per share. The earnings per share s
%20 of which 60% is paid as dividend. The shareholders expect the company to earn a constant
after tax rate of 10% on its investmeant of retained earnings. The flotation cost of new shares is
expected to be 4% of issue price. Calculate the cost of equity and cost of retained earnings.

[Sol Ke = 14.40%; Kr= 13.98%]

22. Calculare the cost of retained earmings from the following information:
Current market price of a share ¥140
Cost of brokerage per share 3%
Growth in expected dividend 5%
Expected dividend per share on new shares 314
Sharebolder's marginal /personal income tax Z22%

[Sol 11.349%]

23. A company issues; [5M, May 2022]

o 15% convertible debentures of 100 each at par with a maturity period of & vears. On
maturity, each debenture will be converted into 2 equity shares of the company. The risk-
free rate of return is 10%, market risk premium is 18% and beta of the company is 1.25. The
company has paid dividend of T12.76 per share. Five years ago, it paid dividend of T10 per
share. Flotation cost is 5% of issue amount.

= 5% preference shares of 100 each at premium of 10%. These shares are redeemable afrer
10 years at par. Flotation cost is 0% of issue amount,

Assuming corporate tax rate is $0%.
(i) Calculate the cost of convertible debentures using the approximation method.

(ii] Use YTM method to calculate the cost of preference shares.

Year 1 2 a [ ] 5 6 | i) q 0
F'U[FD,H,E D971 0,943 | 0.915 | 0888 | 0.863 | 0.837 | 0.B13 | 0.789 | 0,766 | 0.744
F“|.f'[FI:I.|:,_,ht D952 | 0.907 | 0.864 | 0.8Z3 | 0.784 | 0.746 | O.7LL | DL6TT | 0645 | 0.614
PVITA D~n3,-; 0971 1913 | 2.829 | 3717 | £.580 | 5417 | 6.230 | 7.0220 | 7.706 | 8.530
PVIFA D'u.:;,t DA52 ) 1859|2723 | 3546|4329 | 5.076 | 5.786 | 6463 | 7,108 | 7.722
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Interest rabe 1%

[Sol. (i) 13.24%: (ii] 4.60%]
24. For varying levels of debt-equity mix, the estimates of the cost of debt {after tax) and equity capital
are given below:

Debt as % of total capital employed Cost of Debt Cost of equity

0 7.0 150

10 7.0 15.0
20 7.0 16.0
30 8.0 17.0
40 2.0 18.0
50 10u0 21.0
0] 11.0 240

You are required to decide on the optimal debt-equity mix for the company by calculating the
com posite cost of capital.
[Sol 15%; 14.20%: 14.20%; 14.30%:; 14.140%:; 15.50%; 16.2004]
25. From the following capital structure of a company, calculate the overall cost of capital, using
{a] hook value weights, and (b)) market value weights.

Book Valug Market Yaloe

Fquity share capital {10 shares) 45,000 90,000
Retained earnings 15,000

Preference share capital 10,000 10,000
Debentures 30,000 30,000

The after tax cost of different sources of finance is as follows:
Equity share capital - 14%
Retained earnings - 13%
Preference share capital — 10%
Debentures - 5%
[Sol (o) 10.75%; (&) 11.44%)]
26. The capital structure of a company as on 3 1% March 2021 is as follows:

Equity capital: 6,00,000 equity shares of ¥100 each & crores

Reserve and surplus 1.20 crores

12% debentures of T100 each L.80 crores
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For the year ended 315 March 2021, the company is expected to pay equity dividend @ 24%.

Dividend is likely to grow by 5% every year: The market price of equity share is 600 per share.

Income tax rate applicable to the company is 30%.

Required:

(e} Compute the current weighted average cost of capital

(b] The company has plan to raise a further T3 crores by way of long-term loan at 18% interest.
I loan is raised the market price of equity share is expected to fall to T500 per share. What
will be the new weighted average cost of capital of the company?

[Sol (o) 8.88%: (&] 10.29%]

27. The latest Balance Sheet of 5K Ltd. is given below: (% "000)
Ordinary shares {50,000 shares) =200
Share Fremium 100
Retained profits BOn

1,200
8% Preference shares 400
13% Perpetual debts (Face value T100 each) B0
2200

The ordinary shares are currently priced at 39 ex-dividend each and ¥25 preference share is
priced at ¥18 cum-dividend. The debentures are selling at 110% ex-interest and tax is paid by
SK Ltd. at 4004, 5K Lud. has a beta of 0.90, risk free return s 10% & market return is 20%,. Calealate
the weighted average cost of capital, (based on market value) WACC of SK Ltd.[Similar Nov 2022)

[Sol. 15.6804]

28. 5K Ltd. evaluates all its capital projects using discounting rate of 15%. Its capital structure consists
of equity share capital, retained earnings, bank term loan and debentures redeemable at par.
Rate of interest on bank term loan is 1.5 times that of debenture, Remaining tenure of debenture
and bank loan §s 3 years and. 5 years respectively. Book value of equity share capital, retained
earnings and bank loan is TLO0,00,000,F15,00,000 and TL0,00,000 respectively. Debentures which
are having hook value of T15,00,000 are currently trading at ¥97 per debenture. The ongoing
P/E multiple for the shares of the company stands at 5. You are required to calculate the rate of
interest on bank loan and debentures if tax rate applicable is 25%. |RTF Nov 2022)

[Sol Interest on debentures — 10.36%; Interest on bank loan - 15.534%]

29. An entity has 50 lakhs existing funds financed ¥20 lakhs from equity share capital, T15 lakhs
form retained earnings and T15 lakhs from 12% debentures. It requires additional funds of
120 lakhs. These can be financed 110 lakhs from 14% debentures and 2 10 lakhs from new issue
of equity shares. Tax rate applicable to the company is 35%. The company is expecting to pay
T4 per share at the end of the yvear. The company’'s growth rate of dividends is expected to be 8%
perpetually. Market price per equity share is T40 per share. Issue price of the new equity shares
is expected to be ¥35 per share. Floatation cost to the issue is T3 per share. Compute weighted
marginal cost of capital.

[Sol 14.80%]
Cost of Capital AT




30. 5K Ltd. wishes to raise additional finance of T30 lakhs for mesting its investment plans. The
company has T6,00,000 in the form of retained earnings available for investment purposes. The
following are further details: [Similar Nov 2019]

o Debt/Equity-30: 70
w Costofdebt  at the rate of 11%, {before tax) upto 33,00,000 and 14% [before tax)
beyond T3,00,000
o Previous earning per share - $15
o Dividend pay-out - 70% of earnings
2 Expected growth rate in dividend - 10%
2 Current market price per share - 90
o Company's tax rate is 30% and shareholder's personal tax rate is 20%
You are required:
(] To determine the post-tax average cost of additional debr
(B] To determine the cost of retained earnings and cost of equity
[c] Compute the overall weighted average [after tax) cost of additicnal finance

[Sol. (i) 9.10%; [b) 18.26%; 22.83%; [r) 17.797%]

31. The 5K Ltd. is planning a¥ 10 crores expansion of its chain of restaurants to several neighbouring

states. This expansion will be financed, in part with debt Issued with a coupon interest rate of
15%. The bonds have a 10 years maturity and ¥1,000 face value and they will be sold to new
Ewing T990 after issue costs. The company’s marginal tax rate is 40%.
Preference share capital will cost 5K Led, 14%. The company paid an equity dividend of T2 per
share last year. The current market price per share is ¥15 and new shares can be sold to net ¥14
per share. The company's dividends are expected to increase at an annual rate of 3% for the
foreseeable future. SK Ltd. expects to have 2 crores of retained earnings available to finance the
expansion. The company's target capital structure is:

Debt 20%,
Preference shares 504

Eyuity shares 75%
Caleulate the weiphted cost of capital that is appropriated to use in evaluating this expansion
Programme,

[Sol 17.33%]
32. The 5K Company has following capital structure at 317 March, 2021 which is considered to be

optimum: [Similar to 5M, Similar MTF Nov 2019]
13% debenture 13.60,000

1 1% Preference share capital 1,20,000
Equity share capital {2,00,000 shares]) £19,20,000

The company's share has a current market price of ¥27.75 per share. The expected dividend per
share in next vear is 50% of the 2021 EP5. The EPS of last 10 vears is as follows. The past trends
are expected to continue

Year 2z 2013 2014 2015 2016 2017 2018 2019 2020 2021
[ et 1.000 | L1Z0 | 1.254 1.405 1.574 | L.762 | L.YT4 | 2.211 | 2476 | 2773
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The company can issue 14% new debenture. The company's debenture is currently selling at

00, The new preference issue can be sold at a net price of ¥9.00, paying a dividend of T1.20 per

share. The company’s marginal tax rate is 50%.

[a) Calculate the after tax cost {i) of a new debts and new preference share capital, (ii] of ordinary
equity assuming new equity comes from the retained samings.

(] Calculate the marginal cost of capital

(€] How much can be spent for capital investment before new ordinary share must be sold?
Assuming that retalned earnings avallable for next vear's investment are 50% of 2021
edarnings.

(] What will be marginal cost of capital {cost of fund raised in excess of the amount calculated
in part (<]} if the company can sell new ordinary shares to net 20 per share? The cost of
debt and of preference capital is constant.

[Sol (2] {i] Kp=12.24%:; Kd=7.14%; (ii) 17%:; (b) 15.283%:; (€] 13,46,625; (d) 16.827%]

PRACTICE QUESTIONS

33. A company issued 10%, 10,000 debentures of 100 each at a premium of 10% on 1.4.2023 tw
be matured on 1.4.2028. The debentures will be redeemed on maturity. Compute the cost of
debentures assuming 35% as tax rate [SM]

[Sol. +.28%]

34 Acompanyissued 10,000, 1004 debentures of 100 each at paron L42018 to be matured on 142028,
the company wants to Krow the cost ifits existing debt on 1.4.2023 when the market price of the
debenture is TR, Compute the cost of existing debentures assuming 35% tax rate., [SM]

[Sol 11.67%]

5. Institutional Development Bank ([DRI] issued Zero interest deep discount bonds of face value of
¥1,00,000 each issued at T2,500 and repayable after 25 years. Compute the cost of debt if there
is no corporate tax. [sM]
You may use PI'F (15925 = 0,030 and PYF (1696, 257 = 0.024,

[Sol 15.83%]
36. RBML is proposing to sell a 5-year bond of 35,000 at B percent rate of interest per annum. The

bond amount will be amortised equally over its life. Calculate the bond’s present value for an
imvestor if he expects a minimum rate of return of 6 percent? [5M]

[Sol %5,262.62]

37.TT Lud. issued 20,000, 10% convertible debentures of 100 each with a maturity period of
Syears. Atmaturity the debentures holders will have the option to convert debentures into equity
shares of the company in ratio of 1 : 5 (5 shares for each debentures). The current market price
of the equity share is T20 each and historically the growth rate of the share is 4% per annum.
Assuming tax rate is 253%. Compute the costof 10% convertible debenture using Approximation
Method and Internal Rate of Heturn Method.

PV Factor are as under: [Nov 2020]
PV Factor @109 0.a09 82 0.751 0683 0621
PV Factor @15% 0.870 0.756 0.658 0.572 0,497
[0l Approximation method = 10067%; IRA = 11.08%]
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38. 5K Ltd. issues, 20,000 10% preference shares of T100 each at T95 each. Calculate the cost of

preference shares. [5M]
[Sol 10.53%]
39, If5K Ltd. is issuing preferred stock at ¥100 per share, with a stated dividend of 12 and a flotation
cost of 3% then, calculate the cost of preference share? [5M])
[Sol 12.37%]

40. 5K Ltd. issues 2,000 10% preference shares of 100 each at 95 each. The company proposes to
redeem the preference shares at the end of 10th yvear from the date of issue. Calculate the cost of
preference share? [SM]

[Sol 10.77%]
41. A company has paid dividend of ¥1 per share (of face value of 10 each] last year and it is expected
to grow @ 10% every year Calculate the cost of equity if the market price per share is 355, [SM]
[Sol 12%]
42, SK Company's Equity Share is quoted in the market at T25 per share currently, The company pays
adividend of T2 per share and the Investor's Market expects a growth rate of 6% per year. You

are required to: [sM]
(@] Calculate the company’s cast of equity capital

(B] If the anticipated growth rate is % per annum, calculate the indicated market price per
share

(¢} If the company issues [0% debentures of face value of T100 each and realizes ¥96 per
debenture while the debentures are redeemable after 12 years ata premium of 12% what
will be the cost of debentures using YTM? [Tax = 500%4]

You may use following discount factors:

Discount Rate PVF [r, 12) PVAF [r, 12)
2% 0.557 £.003
L10% 0.319 b.B814

[Sol (i) 14.48%:; (&) T33.33; (¢] 6.45%]
43. From the following information, calculate the cest of equity according to
(] Dividend price approach;
(B] Dividend price plus growth appreach;
(¢] Earning Price Ratio approach;
(d] Earning price plus growth approach;
(¢] Capital assets pricing model;
»  Current market price of an equity share : T100
» Expected earnings per share at the end of the year : 310
#  Dividend Payout ratio ; 80%
»  Growth Rate : 6%
» Rate of return on risk free investment : 8%
Rate of return oh market portfolio : 18%
= Volatility of securities return relative to the return of a broad based market portfolio : 1.275

[SoL (o) 8%; (&) 14%; (] 10%; (] 16%; (] 20.75%]
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44. Calculate the costof equity capital of SK Ltd., whose risk-free rate of return equals 10%. The firm's
beta equals 1.75 and the returm on market portfolio equals to 15%. [5M]

[Sol 18.75%]

45. Face value of equity shares of 8 company is T10, while current market price 15 T200 per share.
Company Is going to start a new project, and is planning to finance It partly by new lssue and
partially by retained earnings. You are required to calculate cost of equity shares as well as cost
of retained earnings if lssue price will be 190 per share and fotation cost will be 5 per share.
Dividend at the end of first year is expected to be T10 and growth rate will be 5%. [5M]

[Sol Ke = 10.41%:; Kr=10%]
6. 5K company provides the following details:
Do=%419 PO =350 g=5%
Calculate the cost of retained earmings. [5M]
[Sol 13.80%:)
47. 5K company provides the following details:
R.= 7% (R)=120 R, -R=6%
Calculate the cost of retained earmings based on CAFM method. [5M])
[Sol 14.2004]

48. M/s Navya Corporation has a capital structure of 40% debt and 60% equity. The company is
presently considering several alternative investment proposals costing less than 20 lakhs. The
corporation always raises the required funds without disturbing its present debt equity ratio.

The cost of raising the debt and equity are as under: |RTF Nov Z018]
Project Cost Costofdebt Cost ol equity
Upto 2 lakhs 109G 12%
Above ¥2 lakhs & upto 35 lakhs 11% 13%
Above T5 lakhs & upto T10 lakhs 120 14%
Abhove T10 lakhs & upto 20 lakhs 13% 14.5%;

Assuming the tax rate at 50%, CALCUALTE:

[a) Costofcapital of two projects X and Fwhose fund requirements are ¥6.5 lakhs and 14 lakhs
respectively

[(B] If a project is expected to give after tax return of 10%, DETERMINE under what conditions
it would be acceptable?

[Sol (@] 6%:; 6.50%]
49. Calculate the WACC using the following data by using: [RTP Nov 2020, Similar Jan 2021]
(@) Bookvalue weights (B} Market value weights

The capital structure of the company is as under:

Debentures (T100 per debenture) 5,000,000
Preference shares (Y100 per share) 5,00,000
Equity shares (10 per share) 10,006,000

20,000,000

Cost of Capital




The market price of these securities are:

Debentures 2105 per debenture
Preference shares T110 per preference share
Equity shares 124 per equity share

Additional Information:

(] T100 per debenture redeemable at par, 10% coupon rate, 4% Aotation costs, 10 year maturity.
(B] T100 per preference share redeemable at par, 5% couponrate, 2% flotation costand 10 year

maturity.

(r] Equity shares has ¥4 fotation cost and market price of T 24 per share.
The next year expected dividend is T1 with annual growth rate of 53%. The firm has practice of
paying all earnings in the form of dividend.

Corporate tax rate is 30%. Use YTM method to calculate cost of debentures and preference shares.

[Sol (a} 7.74%; {b] 8.59%]

50, 5K Ltd. has 500,000, T1 ordinary shares whose current ex-dividend market price is $1.50 per
share. The company has just paid a dividend of 27 paise per share, and dividends are expected
to continue at this level for some W If the company has no debt capital, compute the weighted
average cost of capital? I5M]

[Sol 18%]

51. Cost of equity of a company is 104 1% while cost of retained earnings is 10%. There are 50,000
equity shares of 10 each and retained earnings of T15,00,000, Market price per equity share is
50, Calculate WACE using market value weights if there are no other sources of finance.  [SM]

|Sol 10.10%)
52. The following details are provided by the company: [5M])
Equity share capital 65,00,000
1 2% Preference share capital 12,00,000
15% Redeemable debentures 20,000,000
10% Convertible debentures a,00,000

The cost of equity capital for the company is 16.30% and income tax rate for the company is 30%.
You are required to calculate the weighted average cost of capital of the company.

[Sol 13.99%]
a3. Dook value of capital structure of 3 Ltd. is as follows: [December 2021]
12% Debentures @100 each T6,00,000
Retained earnings 450,000
4,500 Equity shares @I100 each 450,000
£15,00,000
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Currently, the market value ofdebenture is 1 10 per debenture and equity share is 180 pershare.
The expected rate of return to equity shareholder is 24% p.a. company is paying tax @30%.

Calculate WACC an the basis of market value weights,

[Sol 10.77%]
54. Determine the cost of capital of 5K ltd, using the book value and martet value weights from the
following information: [SM, Similar RTP May 2022]
Sources Book Value (T) Market Value [7)

Equity shares 120,000,000 2,00,00,000

Retained earnings 30,000,000 -

Preference shares 36,00,0000 33,755,000

Debentures 9,00,000 10,40,000

Additional information:

(@] Equity: Equity shares are quoted at ¥ 130 per share and a new issue priced at ¥125 per share
will he fully subscrihed: flotation cost will he 5 per share.

(B] Dividend: During the previous 5 years, dividends have steadily increased from ¥10.60 to
T14.19 per share. Dividend at the end of the current year is expected to be 15 per share.

(] Preference shares: 15% Preference shares with face value of T100 would realise T105 per
share.

[d] Debentures: The company proposes to issue 11-year 15% debentures but the yield on
debentures of similar maturity and risk class is 16%; flotation cost is 296

(¢] Tax: Corporate tax rate is 35%. lgnore dividend tax.

[f] Flotation cost would be calculated on face value.

[SoL Ko (BV) = 17.29%; Ko (MV) = 17.51%]

55. SK hasissued 10,000 ordinary shares of T100 each. Details of the company’s dividends per share
during the past 4 years are as follows:

Year ended Dividend per share [%)
2017 26
2020 30

The current marketr value of each ordinary share of SK is 235 cum-dividend. The 2020 dividend
of 30 per share has just been paid. You are required to estimarte the cost of capital for SK ordinary

share capital.

[Sol 20.25%]

56. Capital structure of D Led. as on 31% March, 2023 is given below: [May 2023]
Particulars T

Equity share capital [T10 each) 30,00,000
8% Preference share capital (100 each) 10,000,000
12% Dehentures (T100 each) 10,00,000

Cost of Capital b o3 if




o Current market price of equity share is 380 per share. The company has paid dividend of
114.07 per share. Seven years ago, it paid dividend of 10 per share. Expected dividend is
{16 per share.

o 8% Preference shares are redeemable at 5% premium after five years. Current market price
per preference share js $104,

o 12% debentures are redeemable at 20% premium after 10 years. Flotation cost is 5 per
debenture.

o The company is in 40% tax bracket,

@  In order to finance an expansion plan, the company intends to borrow 15% Long-term loan
of T30,00,000 from bank. This financial decision is expected t increase dividend on equity
share from 16 per share to 18 per share. However, the market price of equity share is
expected to decline from T80 to 72 per share, because investors’ required rate of retum is
based on current market conditions.

Required:
[i] Determine the existing Weighted Average Costof Capital (WACC) taking book value weights,

(il Compute Weighted Average Cost of Capital (WACC)] after the expansion plan taking book
value weights.

Inteérest Hate 1%

FVIF], 5 1.051 1.104 11549 1.217 1.276 1338 1.403
FVIFi, & 1.062 1.1206 1.194 1.265 1.340 1.419 1.501
FVIF, 7 1.072 1.149 1.230 1.316 1.407 1.504 1.606

[Sol (i) 18.40%; (il) 16.76%]

57.The following items have been extracted from the Liabilities side of the Balance Sheet of
SK Company as at 31% December, 2020:

Paid up capital
4,00,000 Equity Shares of $10 each 40,00,000
Reserves and Surplus B0,00,000
Loans: 15% Non-convertible Debentures 20,00,000
14% Institutional Loans 60,00,000

(ther information about the company as relevant is given below:

Year ended Dividend por Earnings por Averapge market
31 Dec share share price per share
31 Dec share share price per share

2020 4.00 7.50 20,00
2019 3.00 B.00 40,00
2018 4.00 4.50 30.00

You are required to calculate the weighted average cost of capital, using book values as weights
and Earnings/Price (E/P) ratio as the basis of cost of equity. Assume tax rate is 4094,

[Sol 12.10%]
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58. 5K Ltd. has the following book-value capital structure as on March 31, 2003,

Equity share capital (2,00,000 shares) 40,00,000
11.5% Preference shares 10,00,000
10% debentures 30,00,000

20,00,000

The equity share of the company sells for T20, [t is expectad that the company will pay next year

a dividend of T2 per equity share, which is expected to grow at 5% p.a. forever. Assume a 35%

corporate tax rate. Required:

(&) Compute weighted averapge cost of capital [WACC) of the company based on the existing
capital structure.

(B] Compute the new WACE, if the company raises an additional 20 lakhs debt hy issuing 12%
debentures. This would resultin increasing the expected equity dividend to $2.40 and leave
the growth rate unchanged, but the price of equity share will fall to ¥16 per share.

[¢] Comment on the use of weights in the computation of weighted average cost of capital.
[Sol {a) 11.3759%; [b) 12.66%)]
59. 5K Ltd. has the following book value capital structure:

Equity capital {in share of 10 each fully paid up at par) 15 crores
11%, Preference capital (in shares of T100 each fully paid up at par) %1 crores
Retained Earnings 20 crores
13.5% Debentures {of 100 each) 210 crores
15% Term loans T12.5 croves

The next expected dividend on equity shares per share is 3360, The dividend per share Is expected
to grow at the rate of 7%. The market price per share is 340, Preference stocl, redeemable after

10 years, is currenty selling at ¥75 per share. Debentures, redeemable after six years, are selling
at T80 per debenture. The income tax rate for the company is $0%.

You are required to determine the weighted average cost of capital {Ko) of the X¥Z Lid. using:
(a] Bookwvalue weights (] Market value weights

[Sol {i] 13.93%; {b] 14.59%]
60. The capital structure of 3K Ltd. is as under:

904 Debenture T2,75,000
11% Preference shares $2,25.000
Hquity shares [face value: 10 per share) 500,000
T10,00,000

Cost of Capital AV




Additional information:

(@] TLOD per debenture issued and redeemable at par has 2% Hloatation cost and 10 years of
maturity. The market price per debenture Is T105.

(] T1L00 per preference share issued & redeemable at par has 3% fleatation cost and 10 year
of maturity. The market price per preference share is T106.

(] Equity share has ¥4 floatation cost and market price per share of 24 the next year expected
dividend is T2 per share with annual growth of 5%. The firm has a practice of paying all
earnings in the form cf dividends.

{d] Corporate income tas rate is 359
Required: Calculate weighted average cost of capital {WACC) using market value weights.

[Sol 13.002%]

61. 5K Lod. wishes to raise additional finance of 10 lakhs for meeting its imvestment plans. It has
T2,10,000in the form of retained earnings available for investment purposes. Further details are

as follows: [SM, Similar RTP Nov 2023]
{1) |Debt\Equity mix 3:7
{2) | Cost of debt

Up to ¥1,80,000 109 [before tax)

Beyond 180,000 16% [hefore tax)
(3] | Earnings per share T4
{4]) | Dividend pay out 50% of earnings
(5] | Expected growth rate of dividend 1%
{6) | Current market price per share 144
(7) | Tax rate S50%

You are required to:
o] Determine the pattern for raising the additional finance
[B] Determine the post-tax average cost of additional debt
(c] Determine the cost of retained earnings and cost of equity
[d] Compute the overall welghted average after tax cost of additional finance.
[Sol (5] 6.20%;(c) 15%; {d) 12.36%]

62. Alpha Ltd. has fumished the following information:

- Earning per share (EPS) T4
- Dividend payout ratio T25%
- Market price per share T50
- Rate of tax 30%
- Growth rate of dividend 10%

The company wants to raise additional capital of ¥10 lakhs including debt of ¥4 lakhs. The costof
deht (hefore tax] s 10% upto 2 lakhs and 15% beyond that. Compute the after tax cost of equity
and debt and the weighted average cost of capital.

[Sol Ke= 12.20%:; Kd= 8.75%; Ko=10.82%)
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63. Following are the information of TT Ltd.: [Tuly 2021)

Farticalars

Earnings per share T10
Dividend per share 6
Expected growth rate in Dividend i
Current market price per share T120
Tax rate 3%
Requirement of Additional Finance 130 lakhs
Debt Equity Ratio {For additional finance) 2:1
Cost of Debt:

0 - 500,000 10%%
500,001 - 10,000,000 9%
Above 10,00,000 8%

Assuming that there is no Reserve and Surplus available in TT Ltd, You are required to:
frr] Find the pattern of finance for additional requirement

(b] Calculate post tax average cost of additional debt

(] Calculate cost of equity

(d] Calculate the overall weighted average after tax cost of additional finance

[Sol (8] 6.125%:;(c] 11.3%; {d) 7.85%]

64. MR Ltd. is having the following capital structure, which is considered te be optmum as on
31032022, [Nov 2022)

Equity share capital (50,000 shares) <8,00,000
12% Pref. share capital T50,000
15% Dehentures T1,50,000

T10,00,000

The earning per share { EPS) of the company were $2.50in 2021 and the expected growth inequity
dividend is L0% per year. The next year's dividend per share {DFS] is 50% EPS of the year 202 1.
The current market price per share {MPS) is $25.00. the 15% new debentures can be issued by
the company. The company’s debentures are currently selling at ¥96 per debenture. The new
[2%) Pref. Share can be sold at a net price of ¥91.50 {face value TL00 each). The applicable tax
rate is 30%.

You are required to calculate:
(i) After tax cost of
(7] New debt
{B)] New preference share capital and
{c] Equity shares assuming that new equity shares comes from retained earnings.

Cost of Capital M




[ii] Marginal costof capital
(1] How much can be spend for capital investment before sale of new equity shares assuming
that retained earnings for next year investment is 50% of 20217

[SoL (i) () 10.94%; () 13.11%; ()} 15%; (i) 14.30%; (1) 178,125]

65. Amrit corporation has the following book value capital structure: [ATP May 2023]
Equity capital {50 lakh shares of 10 each) %5,00,00,000
15% Preference shares (50,000 shares of 1100 each) 50,000,000
Retained earnings T4,00,00,000
Debentures 14% {2,50.000 debentures T100 each) %2,50,00,000
Term loan 13% T4,00,00,000

The companies last year earnings per share was 5, and it maintains a dividend pay-out ratio
ot 60% and returns on equity is 10%. The market price per share is T20.80. Preference shares
redeemable after 10 vears is currently selling tor ¥90 per share. Debentures redeemable after
6 years are currently selling 75 per debenture. The income tax rate is 40%.

[a] Calculate the weighted average cost of capital [ WACC) using market value proportions.

[(b] Determine the marginal cost of capital (MACC) if it needs ¥5,00,00,000 next year assuming
the amount will be raised by 60% equity, 2090 debtand 209 retained carnings. Equity issues
will fetch a net price of ¥14 and cost of debt will be 13% before tax up to ¥40,00,000 and
beyond T40,00,000 it will be 15% before tax.

[Sol (o) 15.74%: (b) 22.73%)]

SOLUTIONS

33. /= Interest on debenture =10% of 100 =310
NP = Net Proceeds =110% of T100=¥110
A= Redemption value =3100
n = Period of debenture = 5 years
t=Tax rate = 35% or0.35

11—+ BY=NP) 21001 _035), F1002110)

Syears
- I =
Cost of Debenture(£;) BV NE) E100.T110]
2

=T4.5/R105 = 0.0428 = 4.28%

34. [ = Interest on debenture = [0% of TL00=T10
NF = Current market price =380
HV = Redemption value =3100
n = Period of debenture =5 years
¢= Tax rate
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Cost of debenture (K] =

(¥ 100-% 80)

Syears _ TIDS

11—+ BV NP zio01-035)+
" == 01166607 1L67%

(RV + NP} (¥ 100+ B0)
2 2

35.NP-¥2,500; RV -3%1,00,000; n— 25 years; 1-0
NPV at 15% =[] = {1 - t] < PFYAF (155, 10}1] + [RV = PYF [1595.;10]] - NP
=04 [1,00,000 = 0.030] - 2,500 =7500
NFV at 16% = [1 % (1 - t] = PVAF  co 1ppl + [RV 2 PVF (o0 1] - NP
=0+ [1,00,000:0.024] - 2500 = -T100
Cost of debt [YTM]) =

Lower rate + Lonwer rate NFV (Higher rate — Lower rate)
Lower rate NPV - Higher rate NPV

- 15+[L]{16—15]=15.33%

S00—{-100]

Principal Principal Interest Payment Net of Total Cash

Ouotstanding Repayment Tax Flows
1 5,000 1,000 5,000 x 8% =400 1400
2 4,000 1,000 4,000 = 8% = 320 1,320
3 3,000 L000 3,000 = 8% =240 1,240
4 2,000 1,000 2,000 = 8% = 160 1,160
3 1,004 L000 1,000 = 8% =80 1,080

Value of the bond

oy [-[.:"1"[”} F PI"rF[:ﬁ%r”] + [IJBE[I e PFF[E-'?’E..:J] + [1:2-"1'[] b FVFL&'!‘[IE.I] it [I..-IE'D # PVF:ﬁ%rq]]
+ [1,080 x PVE g o]
~ (1,400 » 0.943) 4 1,320 + 0.890) + (1,240 » 0.840) + (1,160~ 0.792) + (1,080 « 0.747)

=15,261.62

37. Value of equity shares after 5 years = 20 « {1 + 0.04)5=724.33
Redemption value of debenture will be higher of:
(] Cashvalue of debenture = 100
{B] Value of equity shares =5« 2433 =3121.65
= Higher redemption value of the above two=3121.65
Approximation Method:
Cost of Debentures (Kd)
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_N1-)-{(RV-NP+n} _10{1-0.25)+{{121.65-100])+3}  11.83
-~ {(NP+RV)+2} {{(100+121.65+2} - 110.825

=T0.H7%

Internal Rate of Return Method:

NPY at 10% = PVCI - PVCO =PV of Interest + PY of Redemption Value - Investment
=[10x [1-0.25) = 3.790] + [121.65 = 0.621] - 100 =T3. 96965

NPV at 15% = PVCI - PVCO = PV of Interest + PV of Redemption Value - Investment
=[10:= [1-0.25) = 3.353] + [121.65 = 0.497] - 100 =-T14.39245,

Costof Debentures (R = L+ —— 4 lrg1)
NPV, - NPV,

10+ 3.96965 (15-10)= 11.08%.
396965 (- 14.39245)

38, - PL _110x2000) 10 4000 o0 10.53%.
P, (95-2,000) 95

39, £, =3100 - 3% of TLOD =397

=22 _T12_ 4 1937 or 12.379%,
P, 397
pp BUNE] 1., (10095)

"Dl = L1 = ln =
K, RV NP I:_L ] J 0.1077 or 10.7 7% {approx.)
Z

2

by _RI{1-0.1)
(] g TR5

i@

. K, = {0.1=0.12 or 12%

42. (a) Ke=2L4 =211 006)

6% = 14.48%
P, S

14008
HUAOD8) e ey —T33.33

[b] EE=EL +g=0148=
Fa
(¢] Costof Debenture (K :
Using Present Value method [YTM)
Identification of relevant cash flows

0 Current market price (F,] =196
1to 12 |Interest netoftax [ {1 -1t)] = 10% of T100{L - 0.5) =35

12 Redemption value (RI=T100 [1.12) =112




Calculation of Net Present Values (NPV]) at two disconnt rates

Year Cash flows Discount Fresent Discount  Fresent Valoe
(E4 ] factor @ Value() factor @ 10%, %)
5%(L) (H)
0 (96] LO00 (96.00] L.0o0 {96.00)
1to 12 5 8863 4+4.32 b.514 34.07
12 112 0.557 62.38 0.319 35.73
NPV +10.7 -26.2
NPV,
IRR=L+ (H-L)=5%+ {109 —5%)= 5%~ ———6.45%
NPV, — NPV T10.7-(¥ -26.2) 369

Therefore, K, = b4
43. (7] Dividend Price Approach
Dy 80% of 10

Ke=—1=""0T20_ ooy
B 100

(B] Dividend Price Plus Growth Approach
D, B0%of 10
aaa: ol g el R

Ke= + % =14%
B 100
{¢] Earning Price Approach
E 10
He=—=——=10
= P 100 %

(d] Earning Price plus Growth Approach
E. L0
Ke=—1+ g=——1+6%=16%
PRMRETIT
{#] Capital Assets Pricing Model
K, =Bt P (R, - In’_,l,-] = 8% + L275 « (18% - BY) = 20.7 5%

#.K, = R+ B(R, - Hf] =0.10 + 1.75{.15 - 0.10}) =0.1875 or 18.75%.

as. it =2 5- 10 on5_10%
7 200

Dy T10 p—
Ko=—t+g=————_+0.05=10.41%,
SR FTT I

46. K, i —M+ﬂ_¥4,19[1+ 0.05)

= — +005=0.088 + .05 =15.8%
TR 250 ’

47.K,= R+ B (R, - R) = 7% + 1.20 (6%) = 7%+ 7.20 = 14.2%.

Cost of Capital




48. {a] For fund requirement of T6.5 lakh
Weighted Average Cost of Capital

Source of Capital Weight WMCC
Equity 0.60 14% 840
Debt 0,40 6™ 240
1.00 10.80%

*Costofdebt =1 ([ -t)=12 = {1 -0.50) = 6%
For fund requirement of 14 lakh

Weighted Average Cost of Capital

Source of Capital Weight WMCC
Equity 0.60 14.50% a4.70
Debt .40 6.50%* 2.6
1.04) 11.30%

*Cost of debt— = [1 - £)= 13 = [1 - 0.50) = 6.50%.

[B] If a Project is expected to give after tax return of 109, it would be acceptable provided ics
project cost does net exceed T3 lakhs or, after tax return should be more than or at least
equal to the weighted average cost of capital.

T1

= +0.05=0.1 or 10%
724 T4 ]

49. (1] Costof Equity (K] = 1)

XL
B F

(i) Costof Debt (K]

Current market price [P0} = 105 - 4% =T100.80
Interest net of tax =7 (1 - ¢] = (10% = 100}{1 - 0.30) =37
Eedemption value = BV =3100

Calculation of NPV at discount rate of 5% and 7%

Year Cash flows Discount Present Value Discount Present Value
() factor @@ 5% % factor & 7% (E4
i 1ong LoD (100.8) 1.000 {100.4)
1tw 10 & 7712 54.05 T.024 49.17
10 100 0614 61.40 0,508 S0.80
NBV +14.65 - 0.83
Cost of debt = £, = "%+ 14.551i.fﬂ.33] (7% — 5% ) =5%+ %{?%— 5% = h.R9%
N 10259 Financial Management ﬁ




{iii] Cost of Preference shares I_'HP]
Current market price= P =110 - 2% =2107.80

Preference dividend = 5% = 100=35
Redemption value — RV =100

Calculation of NPV at discount rate of 3% and 5%

Year Cash flows Discount Present Value Disconnt Present Value
%) factor @ 3% %) factor @ 5% )
0 107.8 1.000 f107.8) 1.000 {107.8)
1to 10 5 8.530 1265 7.722 38.61
10 100 0.744 7440 0614 1,40
NFV +49.25 -7.79
g.25 9215
gt e i =T [5Wh— 3% )= 3%+ Sl —3%)=4.0
Cost of Preference = K, =3%+ 925-(7.79)" B— 3% ] = 3% %5 4[ Dh— 3% Hi

(o] Calvulation of WACC using book value weighls

Source of Book Value Weights After tax costof WALL [K,)
capital caphial
7] (a) (k) (€} = (a) % (b)
10% Debentures 5,000,000 0.25 006849 0.01723
S%Preference | £ 40,000 0.25 0.0408 0.0102
shares
Equity shares 10,00,000 0.50 0.10 0.05000
20,060,000 1.00 0.07743

WﬁEE{Hﬂ] = 007743 or 7.74%
(] Calculation of WACC using market value weights

Source of Market Value Weighis After tax costof WACC [K,)
capital capital
%) [a) (b} fc)=la} - (b}
10% Debentures .
R105 = 5,000 5,25,000 0.151 0.0689 0.0104
5% Preference
shares 2,530,000 0.158 0.0408 0.0064
{110 = 5,000)
Equity shares
®24 = 1,00,000) 24,00, 000 0.691 0,10 0.0691
34,75,000 Looo 0.0839
WACC{K) = 0.0859 or 8.59%
Cost of Capital 03




50. Market value of equity, £ = 5,00,000 shares = TL.50 =37,50,000
Market value of debt, 0= Nil
D T27

Cost of equity capital, K, = 7 " Tit0 =0.18
ﬂ L]

Since there is no debt capital, WACC= K = 18 percent.
51. Bock value of paid up equiny capital = T5,00,000
Bock value of retained earnings =¥15,00,000
Ratio of Paid up equity capital & retained earnings = 5,00,000: 15,00,000=1:3
Market value of paid up equity capital & retained earnings = 350,000 = T50= ¥25,00,000
Market value of paid up equity capital =¥23,00,000 « 1,/4 =%h,25,000
Market value of retained earnings =425,00,000 =« 3 /4 = 418,775,000

Calculation of WACC using market value weights

Sowrce of capital  Market Value Weights CosLol capital WACC [Ko]
& ' (5] [c) = (a) = {b)
Equity shares 5,25,000 0.25 0.1041 0.0260
Retained earnings 18, 75,000 0.75 0.1000 0.0750
25,00,000 L.O00 0.1010

WACE (K] = 01010 0r 10.10%
2.

Calculation of Weighted Average Cost of Capital [WACC)

Weight Cost of Capital WACC
after tax

Equity Capital 65,00,000 0.619 0.163 0.1009
12% Sraranon 12,00,000 0.114 0.120 0.0137
Capital
1.3% Redeemable 20,00,000 0.190 0.105% 0.020
Debentiires
10% Convertible .
Hiababnead 8,000,000 0.07a 0070 00053
Total 1,05,00,000 L0000 0.1399

Welghted Average Cost of Capital [WACC) =0.1399=13.99%

* Costof 13% Redeemable Debentures [after tax) = 15(1 - 0.30] =10.5% or 0.105

** Cost of 10% Convertible Debentures {after tax) = 10{1 - 0.30) = 7% or 0.070

{Nate: In the above solution, the Costof Debentures has heen computed without considering the
impact of special teatures i.e. redeemability and convertibility in absence of requisite information.)
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53. o= EFS _ [24%x100) _ 333=13.31%
P 180

Kr=HKe=13.33%
I(1-¢) _(129%x100)(1-0.30) _840 _

Hd = 7.6
Por 110 110 =
Computation of WACC [ By Market Value Weights)
Source Market Value (A) Cost (B)
12% Deb 2% 4l ;
ehentures 600,000 110=6,50,000 T.64% S0424
oo
Equity Shareholder Fund 4,500=180=8,10,000 13.33% 1,07,973
14,70,000 1,58,397
: . 1.58,397
Weighted Average Cost of Capital 14.70.000 Ha
54. (i) Calculation of :
14.19

2106 (1 +)°=314.19 Or, {1+ g)*= ——==1.338

Table {FV{F) sugzests that 1 compounds to ¥1.338 in 5 years at the compound rate of
6 percent, Therefore, g is 6 percent,

D T15
Cost of Equity (K. ]=—1—+g=——— 4+ 0.06%=0.125+0.06=0.185
W e T ameas
(ii) Cost of Retashed Barnings (K, )= b+ g= 12| 015 = 148
= T125
PO 215
K. jJ=—=——=0L1429
(iii) Costof Preference Shares (K] B, %105
" R — T100-FG91.75%)
ey 22 ”FJ :15{1—&.35]{ i
(iv] Costof Debentures (£ )= s B - ¥
RV + NP T100+39L.75%
2 2

= 0,109
*Since yield on similar type of debentures is 16 percent, the company would be required w offer
debentures at discount.

Market price of debentures [approximation method) = ¥15+ 0.16=%93.75
Sale procesds from debentures =¥93.75 - T2 (Le, floatation cost) = T91.75

OR Market value [P,] of debentures can also be found out using the present value method:
Fp= Annual Interest = PVIEA {16%,11]) + Redempton value = PVIF {16%,11)

Py=%15x 5.029 - 3100 = 0,195 =194.935

Net Proceeds — $94.935 - 204 of T100 =¥92.935

Accordingly, the cost of debt can be calculated

Cost of Capital b 105 4




Total Cost of capital [BY weights and MV weights] {Amount in (2] lakh)

Source of capital Weights Specific Total cast
BV MV Cost (K] (BV=K) (MVK)
Equity Shares 120 Lo60* 0.1830 222 29.6
Retained Earnings 30 40 0.1800 a4 4
Preference Shares 36 33.75 0.1429 5.14 4.82
Debentires 2 10.4 0.1095 0.986 L139
195 244.15 33.73 42,706

*Market Value of equity has been apportionad in the ratio of Book Value of equity and retained
earnings ke, 120: 30 or4: 1.

Weighted Average Cost of Capital [WACC):

T33.73
alue = =017290r 17.29%
Using Book Value 7195
T4LTA
; - =0.17551 or 17.51%
Using Marlket Value 724415

535.In order to find out the cost of equity capital the prowth rate, g, may be ascertained as follows:
26(1+g)" =30 = g=49%
Ex-dividend price of the share = 235 - 330 =205

ge=L2t g= L0, ¢ 54920259
P, 205

56. Growth rate in dividend
1407 =10 FIIE

(.7 wea ]
FVE 7= 1407
FVIF (g 7 pery = 1407
i=5%
Growth rate in dividend = 5%

16
() Ke=—L+ g=— +0.05=25%
P ¥ 80

—NBY =
RV -NP E+[mﬁ 1['4)

P+
[n,a 5

() Kp= I’RnNP‘J - |’fu5+m4‘]
z

N

S

1-£)+ - 12[1-0.4)+ 120_95]
[Rl-"[-rNPJ J= [120+{95:|-m s

RV — NP

() Kd =

2 L
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(i] Statementof WACC

Source Book Value  Costof capital Total cost
Equity share capital 30,00,000 2594 7,50,000
Preference share capital 10,00,000 8% a0,000
Debentures 10,00,000 9.02% 90,200
50,00,000 49,20,200
49,20,200
WACC =————= 100 = 18.40%
50,00,000
(if) Costoflong term debt=15{1- 0.40)=9%
Revised Ke= % +0.05=30%
Statement of WACC
Sonrce Book Value  Costof capital Total cost
Equity share capital 30,000,000 30% 9,00,000
Preference share capital 10,00,000 8% an,000
Debentures L0, 00,000 9.02% 90,200
Long term debt 30,000,000 9% 2,770,000
BO,00000 13,420,200
wace = 1340200 1 hh 16,760
80.00,000
37. K€=E=@= 15%)
MPS 50
i 151-0.4)
Kd (I5% N.C D)= ——=9
(=% ) 100 »
Kd {14% Loan) = E{;DD"H —8.4%

Statement Showing Computation of WACC:

Capital Structure Amount Cost of Weights
Capital
Equity Share Cap. & Reserves 1 Crare 15% D53 8.25%
15% Non-convertible Debentures 20 Lakh 9% 011 0.99%
14% Institutional Loan 60 Lakh BAM 0.33 2.86%
[5% 1.00 Z21L.1%




58. (a) Weighted Average Cost of Capital of the Company is as follows:

Capital Structure Amounl Cost ol Weights
Capital
Equity Share Capital 40,00,000 15% 0.500 7.50%
11.5% preference shares 10,000,000 11.5% 0125 L4375%
10%% debentures 30,00,000 B.5% 0.375 24375%
40,00,000 1.000 11.375%
Working Notes:
Z
1. Cost of equity capiral [Ke)= ﬁ+ g==—+5%=15
' R 20
D 115
2. Cost of preference share capital {Kp]= T 11.5%
3. Cost of new debentures (Rd)= H:l.; 3200 1153'35] =6:5%

(f] New Weighted Average Cost of Capital of the Company is as follows:

Capital Structure Amount Cost of Weighis
Capital

Equity Share Capital 40,00,000 20% 0.40 8.00%
1 1.5% preference shares 10,000,000 11.5% .10 1.15%
10% debentures 30,00,000 B.5% 0.30 1.95%
12% de bentures 20,00,000 T.8% 0.20 L.56%

1,00,00,000 1.00 12.606%

? 1 ; 0. 240
Working Notes: Cost of equity capital (Ke]= F'- b= T t 5% =20

r

(c] Comment: (i1 Book Value Weights: The weights are said to be book value weights if the
propertions of different sources are ascertained on the basis of the face values i.e., the accounting
values. The book value weights can be easily calculated by taking the relevant information from
the capital stucture as given in the balance sheet of the firm. Based on the value proportions in
the Company’s Balance Sheet, this represents the proportion a particular source of financinghas
in the Balance Sheet total.

{if] Market Value Weights: The weights may also be calculated on the basis of the market value
of different sources Le., the proportion ofeach source at its market value. In order to calculate the
market value weights, the firm has to find out the current market price of the securities in each
category. However, a problem may arise if there is no market value available for a particular type
of security.

o 3.6
59, fe="1 4 g= =16
=50 a4 =16

]
_11+{100-75)/10
{(L00+75)/ 2

N, 10878 Financial Management @
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13.3(1-0.4)+ (100- 80}/ 6
(100 + 807

15(1-04) g,
100

Kd{ Debhenture)] = =12.7%

Kl [term loan)=

Weighted Average Cost of Capital: (On the basis of Book Value Weighis)

Amoumnt Weighis Costof AGC
Capital
Equity Capital 35 crore 0.598 16% Q.57
Preference Capital I crore 0.017 15.43% 026
Debentures 10 crore 0.171 12.7% 2.17
Term Loan 12.5 crore 0.214 G 1.93
58.5 crore L.ooo 13.93%

Weighted Average Cost of Capital: (On the basis of Market Value Weights)

Source Amount Weights Costal
Capital
Equity Capital &0 crore 0.7 36 16%; 11.081
Preference Capital .75 crore 0.01 15.43% 015
Debentures # crore 0,008 12.7% 1.24
Term Loan 12.5 crore 0.154 I 1.39
H125 crore 1.000 14.59%

60. Computation of Specific Cost of Capital:

Et.cm!y: 2 +5%=13%
Po 244

g MOL=t)+(RV—NP)/n _9(1-035)+({100-98)/10 _6.05
[RV + NP}/ 2 (100+98) /2 9g
koo PDHRV-NP)/n _11+(100-97)/10 1130 _
BV +NP]/ 2 (100+97)/2 9850

- 6.11%

11479

Calculation of WACC using Market Value Weights

Sourve of Capilal Market Weights Specilic Total Cost
Yalue Cost

Debentures {(¥105 per debenture) 288,750 0.1672 6.11% 1.02%,
Preference Share (2 106 per share) 2,38,500 0.1381 11.47% 1.58%
Equity Share (324 per share) 12.00,000 0.6947 159 10.42%

1727250 1.00 13.02%

WACC using market value weights = 13.02%
Cost of Capital 105 4f




61. Pattern for raising the additional finance:
Equity 70% of T10,00,000 = 7,00,000
Debt 30% of T10,00,000= 3,000,000

The capital structure after raising additional finance:

()
Shareholders” funds
Equity Capital {¥7,00,000 - T2,10,000] 450,000
Retained earnings 2.10,000
Debt{Interestat 10% p.a.) 1,860,000
(Interest at 16% p.a.) (F3.00,000 - T1,80,000) 1,20,000
Total Funds 10,00,000
Determination of post-tax average cost of additional debt:
{ = Interest Rate t= Corporate tax-rate
On TL80,000= 10%(1 - 0.5]=5% or 0.05
On ¥1,20,000=16% (1 - 0.5) = 8% or 0.08.
Avecsge Coistof Debt = I(1—-¢]_(¥1,80,000:x0.05]+(%1,20,000:x 0.08) 100=6.2%
PO 300,000
(] Determination of cost of retained earnings and cost of equity by applying Dividend growth
mndel:

Dy~ Dividend paid - 50% of EPS — 50% = ¥4 - 32
6= Growth rate =10%
P,= Current market price per share = 144,
(] Computation of overall weighted average after tax cost of additional finance:

Particulars Amount (%) Weighis Caost of Weighted
nds Cast [%a)
Equity (including retained 700,000 0.70 15% 10.5
earnings)
Debt 3,000,000 0.30 6. 2% 1.66
WACC 10,00,000 1236
62. Cost of Equity Share Capital (K, )=2 ﬁ - 25%5131 *010) . 0.10=0122=12.20%
Cost of Debt (Kd)= [{1-¢) _[{2.00,000=10%]+{2,00,000: 15%)]](1-D. 31]] 100 =B.75%
NE 4,00,000

Weighted Average Cost of Capital (WACC)

Source Amount In ¥ Weights Cost of capital  Weighted Average
(1) (2) (3] [4) Cast [5)= (3) * (4)
Equity B, 00,000 0.6 1Z2.20 T332
Deht 400,000 0.4 B.7h 250
1 10.82
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Weighted Average Cost of Capital (WACC) = 10.82%
[Note: Ke can be computed alternatively without taking growth rate into consideration (0, /F, + g].
The values of Ke and WAL then would change accordingly:]

63.{a] Pattern of raising capital

Debt {30,00,000 = 2/3) =F20,00,000
Equity (30,00,000= 1/3) =310,00,000
Equity Fund:
Equity {additional) =%10,00,000
£10,00,000
Debt Fund:
10% Deht = F5,00,000
9% Deht =35,00,000
8% Debt =%10,00,000
¥20,00,000
() Ka=Toterestti=a) 00
PO
_ [[5.00,000 10%] +(5,00,000 = 9%] + {10, 00, 000 8%)(1— I].EI]]]}_ 100
20,000,000
= 1,232,500,/20,00,000 = 100 = 6.125%
{€) Ke- M + = M+ 0.06= E +006=0.113-11.3%
120 120

{d) Weighted average cost of capital

Source Amount [T} Weight  Coslol capital
after tax
Equity Fund 10,000,000 1/3 113 3.767
Debt Fund 20,00,000 2/3 6.125 4083
Total 30,00,000 1 7.85

64. (i) (1) Cost of new debt (Kd)= “E” = 15‘[1;5&3”] — 0.1094 = 10.947%

(B] Cost of new preference shares (Kp)= gl 32, 0.1311=13.11%

Po 915

(€] Cost of equity {Ke]= %+g:w +0.10=0.15=15%

{ii] Marginal costcf capital = [Ke){ We) - (Kd}{ Wd) + [Kp]{ Wp)

= (0.1R)(0.A0] + (01994){0.15) + {0.1311){N.05) = 0.1430 = 14.30%




(iii}] Amountthat can be spend for capital investment = 50% = EPS » No. of shares
= 50% = 2.50 x 50,000=¥62.500
Portion of equity capital is B0% of total capital.
Thus, ¥62,500 is 80% of total capital

Amount of capital investment= % =N 7R 125

65. {a] Calculation of cost of equity
D, =5 60% =13
g=bxr=[1 0.60)x0.10=004=4%
Ho=2b, g RO na 010 = fo%
En 20.80

Calculation of cost of preference shares

FD+[H‘FN.'IEF] 15+[ 100 90

10 J 16
—_ — =—=0,1684 = 16.84%
J [ 100+ 90] 95
. 2

K =—avrnp

| 2

Calculation of cost of debentares

i i =4 )
f{'l—t]+[RFﬂNP] 14{1—0.4n]+[—1mﬁ L i
] = = 4 = — W= T
Ed [ HI"+NF] [1UU+?5" a7 E 0.143 1437%
2 T

Caleulation of cost of lerm loan

Kd=1{1 £=13(1 10.40)=7.0%
Calculation of WACC [(using market weights)

Markel Value Weights [A) Costafl Product
Capital (B) (A xB)
Equity 50,00,000 = 20.8 62148 19% 11.B1%
— 10,40,00,000
Preference Shares 90 = 50,000 = 45,000,000 0.0269 16.84% 0.45%
Debentures 75x 2,50,000=187.50,000 01121 14.37% L.61%
Term loan 4,00,00,000 (2392 7.80% 1.87%
Total 16,72,50,000 1 15.74%
WACC = 15.74%
m Financial Management ﬁ




(b] Required capital of T5,00,00,000 will be raised as follows:
Equity = 60% « 5,00,00,000 = 3,00,00,000
Debt = 20% « 5,00,00,000=31,00,00,000
Retained earnings = 209 = 5,00,00,000 =31,00,00,000

DI 31+0.04)

Marginal costof equity = F'_+ ) 4+ .04= 2H.28%,
L

14
_ 1-t) |_|:4D,[l[l,|][l[l}: 13% +(60,00,000x 15%]][1—9.4[:]
Marginal cost of debt — Pa 1.00,00,000
_ 852000 _ o0
1,00,00,000

Calculation of Marginal Cost of Capital (MACC)

Source Market Value Weights [A) Costof Froduct
Capital (B) (A x B)

Equity 3,00,00,000 0.60 26.28% 15.77%
Reserves 1,00,00,000 0.20 26.28% 5.26%
Term loan 1,00,00,000 0.20 8.52% 1.70%

Total 5,00,00,000 1 Z2.73%

Marginal cost of capital (MACC) =22.73%
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Capital Structure

5

THEORY

[T P AT Tl Capital structure refers to the mix of a firm's capitalization i.e. mix of long
Structure term sources of funds such as debentures, preference share capital, equicy
share capital and retained earnings for meeting total capital requirement.

Major Faclors in () Rigk (k) Cost of capital

-!".api-ta. I Structure fc) Control {d] Purpose of financing
ERURIE () Flexibility () Requirement of investors

{i7) Financial leverage or trading on equity (k) Growth and stability of sales

DR O Capital structure relers to the combination of debt and equity which a
vs Financial company uses to inance its long-term operations.

Structure @ Financial Structure is the entire left-hand side ofthe balance sheet which
represents all the long-term and short-term sources of capital.

o Thus, capital structure is only a part of financial structure.

HnlitnnieEli=I B o It deals with the issue of right mix of debt and equity in the long-term

Structura capital structure of a firm.

o The mix should be designed so as to ensure maximization of wealth
which is in line with objective of financial manazement.

@ In other words, mix should be desipned in such a manner which can
provide the highest earnings per share (EF5) over the firm's expected
range of earnings before interest and tax (EBIT).

EBIT-EPS o  Through this analysis, a comparison can be drawn for various methods
Analysis Tool or of financing by obtaining indifference point.

DTHDBEEIER DT o [tisa pointtothe EBIT level atwhich EPS remains unchanged irres pective
Analysis of debt-equity mix

@  Theindifference point for the capital mix (equity share capital and debt)

(EBIT-Iy}{1-t] (EBIT-Iz){1-t)
Eq - Ez

can be determined as follows:




Q

If amount of equity share capital is same under two financial plans, then
one of the following two situations will arise:

() NolIndifference Point: [twill arise when after tax cost of the source
other than equity shares is not same under beth plans.

EPs ¢ Plan 2
Plan 1

= EBIT
{b) Many Indifference PointL It will arise when after tax cost of the

source other than equity share is same under both plans.
Fps 4 Plan 1

Plan 2
Both line
il
coincide

= EBIT

Trading on Equity =]

Itis the process of using securities with fixed financial burden (e loan,
preference shares, bonds ete.) to produce gain for the owners {equity
shareholders],

It is knuwn as trading un eguity because equity shareholders are the
only cne interested in the business income and lenders are willing to
advance funds on the strength of the equity supplied by the owners.
Trading on equity occurs if the firm takes debt to acquire assets on which
it can earn return greater than the interest on cost of debt. In this case,
the leverage is favourable for the firm.

General

Assumptions ofall
Approaches

{t1] There are only two sources of funds: (i) Equity: and (ii) Debt having fixed
{H) Total assets of the firm are given and there would be no change in the

{¢] There are no retained earnings Le. dividend payout ratio is 100%,.
{tf] The operating profit, i.e. EBIT of the firm is given and is not expected to

{e] Business risk of the firm is given and it does not get affected by the

interest

decisions of the firm.

Brow.

financing mix.

Capital Structure




Net Income [(NI) Specific assumptions of NI Approach:

Approach () The debt capitalization rate [Kd) is less than the equity capitalization
rate [Ke].

(B8] The use of debt component doesn't change the risk perception of
investors. As a result, both debt capitalization rate (Kd] and equity
capitalization rate {Ke] remains constant.

{c] There are no personal or corporate taxation,

Approach:

o According to this approach, capital structure decision is relevant to the
value of the firm.,

o With the increase in debt of the firm, the WACC would decline because
of use of relatively less expensive debt and in turn, the value of firm will
increase and vice-versa.

2  Theoptimum capital structure will be atapoint where WACC is minimum
and value of firm is maximum,

_ EBIT - Interest
Value of Equity (V] = Cost of Equity

Value of Firm (V] = Value of Equity (V] + Value of Debt (V)

EBIT
Overall cost of capital (K] = Value of At
&

% Ke

2

s

z Ko

35 K

Leverage.'

Traditional Specific Assumptions of Traditional Approach:
Approach {a] There are no personal or corporate taxes,

{t] The increasein proportion of debt in capital structure leads to change in
risk perception of the shareholders.
(] The debt capitalization rate (Kd) is less than the equity capitalization
rate [Ke).
Approach:
2 Itisalsoknown as intermediate approach as it takes a midway between
NI approach and the NOI approach.
2 According to this approach, with the increase In debt upto a certain

reasonable limit, the overall cost of capital (WACC) will start declining
because of use of relatively cheaper debt funds.
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@  If the debt is increased bevond the reasonable limit, both the cost of
equity [ke) and cost of debe {kd] will start rising due to excess level of
financial risk.

o As aresult, WACC of the firm starts rising.

2 Theoptimum capital structure will be at apoint where WACC is minimum
and value of firm is maximum.

EBIT - Interest
Value of Equity (V)= . o Equity

Value of Firm (V] = Value of Equity (Vg) + Yalue of Debt (V]
ERIT

Overall cost of capital (K} = Value of firm

¥ Ke
E_ Ko
- Kl
E ._---_--.-_._._.-""
g '
3 :
. mege:
Net Operating Specific assumptions of NOl approach:
Income (NOT) {a] There are no corporate or personal taxes.
Approach {b] The market capitalizes the value of the firm as whole. Thus the split

between debt and equity is not important.
{c] Theincreasein proportion of debt in capital structure leads to change in
risk perception of the shareholders, -
(] The overall cost of capital {Ke] remains constant for all degrees of debt
equity mix.
Approach:
o According to this approach, WACC of the firm or value of firm I
independent of its capital structure.
o With the increase in the debt component in the capital structure, the
financial risk of eguity shareholders increases,
o To compensate the increased risk the shareholders would expect a
higher rate of return on their investments.
@  Thus, the benefit of using relatively cheaper debt funds is offset by the
loss arising out of the increase in cost of equity.
o As aresult, the overall cost {value of firm] remains constant irrespective
of capital structure,
: EBIT
Value oftiem V] = Overall cost of capital

Value of Equity (V] = Value of Firm (V] - Value of Debt (V)
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EBIT - Interest

OSSP = o st
g :
E -
= Ko
e
3 Kd
Lem_arage*
Modigilani and Specific assumptions of MM Approach:
Miller (MM} {a] Capital markets are perfect and investors are assumed to be rational.

Approach {H] There are no personzl or corporate taxes.
{c] Firms can be categorized into “equivalent return” classes. All firms
within a class have the same degree of husiness risk
{d] All investors have the same expectations from a firm's net operating
income (EBIT) which are necessary to evaluate the value of a firm.
The three basic propositions of the approach are:

1. The total market value of the firm and it< cost of capital are independent
of its capital structure. The total market value of a firm is given by
capitalizing the expected stream of operating earnings at a discount rate
appropriate for its risk class.

2, The cost of equity (Ke] is equal to capitalization rate of pure equity
stream plus a premium for fnancial risk The financial risk increases
with more debt content in the capital structure. As a result, Ke increases
in a manner to otset exactly the use of less expensive source of funds.

3. The cut-off rate for investment purposes Is completely independent of
the way in which an investment is financed. This proposition along-with
the first implies a complete separation of the investment and financing
decisions of the firm.

Value of levered firm {V, ] = Value of unlevered firm (V]

B EBIT
Overall Cost of Capital
" ‘D
K=K~ (- K< [ £
&

he

d_r'_',_.--' Ke
_n-""'-'-'-.-'-'-'-.-
T

Ko
Kd

Cost of capital

I..E"-'erag'i_:*
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MM Approach with
Corporate Taxes

MM recognized that the value of the firm will increase and the cost of
capital will decrease with the use of debt on account of deductibility of
interest charges for tax purpose,
Thus, the optimum capital structure can be achieved by maximizing the
debt mix in the equity of the firm.

_ ERIT{1-1)
Value of unlevered firm (V) = P P e

Value of levered firm ['F.-L] = Value of unlevered firm (V, ] + {Debt){tax rate)

K= Ko = (=K (19 2

Weakness of MM
Hypothesis

{a)

i8]
i)

{d)

(€]

Since, the interest on debt is tax deductible, a levered firm is in position
to take the advantage of trading on equity. Hence, the total market value
of a levered firm is likely to exceed that of unlevered firm.

Other hidden costs asseciated with leverage, such as bankoruptcy and
agency costs have not been considered.

Investors may hot substitute personal leverage for corporate leverage
gince they don't have the same risk characteristic.

The assumpton that an individual will be able to borrow at the same
rate at which corporations are able to issue debentures at any point of
time is not realistic.

[nstitutional restrictions may not permit instititional investors to
engage in home made leverage.

Arbitrage Process

m]

Arhitrage is the process of purchasing a security in a market where the
price is low and sclling it in a market where the price is higher

Capital Structure

2 Activities under Arbitrage Process:

When Levered Firm is overvalued When Unlevered Firm is

overvaloed

L. Investor sells his present equity| 1. Investor sells his present equity
holdings of levered firm. holdings of unlevered firm,

2. Investor berrows proportionate | 2. [nvestor purchases securities
tn his share of debt of leverad| of the levered firm equal tw his
firm {because personal leverage percentage equity holdings in the
is perfect substitute of corporate|  unlevered firm.
leverage].

3. Investor purchases securities of | 3. Investor will alse  imvest
the unlevered firm equal to his proportionatcly  in the debt
percentage equity holdings in the instruments.
levered firm.

4, After one year, investor will|4. After one year, investor will
receive dividend and will pay receive  dividend and interest
interest on personal debt taken. from his investment.
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5. Thus, investor will earn higher | 5. Thus, imvestor will eam higher
rate of return in unlevered firm|  rate of return in levered firm
as compared to contnuing in|  as compared to continuing in
levered firm. unlevered firm.

o  According to MM, this arbitrage process will come to an end when the
values of both companies become identical.

The Trade-off @ This theory helps to find the optimum level of debt by balancing the cost
Theory and benefits.

= Benefits of using debt is tax saving on interest

2 Cost of using debt involves financial distress and agency cost

@ In case if company is not able to meet the payment cbligations to the

debt holder than it may become insolvent which leads to various cost
such as legal cost, admin. Cost, bankruptcy cost etc.

Q@  Also, there might be dispute between shareholders, management &
debt-holders which gives rise to agency cost.

2@  The marginal benefit of further increase in debt declines as debt
increases.

o Thus, firm triesto trade-offthe cost with benefit to optimize or maximize
the overall value.

Maxdmum
Value fo fir
[
i Costs of Financial
P ol eearet ] 1
e : Distress
Value of F
Unleverad -
Firm . Crabrt

Optimal debt level Level

Pecking Order This theory states thatcapltal structure decision is affected by manager's
Theory choice,

Thee is no well-defined equity-debt mix
There are two sources Le, Internal & external
Debt is the most cheaper source

Internal equity is cheaper than external equity because it doesn’t involve
transaction or issue cost etc,

As per this theory, manager may raise funds from various sources in
following order:

& First choice is to use internal finance

2 In ahsence or shortage of internal finance then use secured debt,
unsecured debt etc.

o Manager mav issue new equity shares as last option.

5 Y = o

o
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Over Itis a situation where a firm has more capital than it needs or in other words
Capitalization assets are worth less than its issued share capital, and earnings are insufficient
to pay dividend and interest.

Causcs of over {rr] Raising more moeney through issue of eguity shares or debentures than

Capitalization company can employ profitably

(&) Dorrowing huge amount at higher rate than rate at which company can
SAFT;

(€] Excessive payment for the acquisition of fictitious assets such as goodwill
e,

{d] Wrang estimation to earnings and capitalization.

Consequences {a] Considerable reduction in the rate of dividend and interest payments.
of Over {#) Reductioninthe market price of shares

Capitalization

(] Resorting to window dressing
(] Sonwe companies may opt for reorganization

SRR ROTS SN (7] Companies should go for thorough reorganization
ﬂapﬂalt‘.‘ﬂ.tlfﬂ‘l [h] HL[_';FIJEI.Ek of shares

{¢] Reducdoninclaims of debenture-holders and creditors
(] Value of share may also be reduced.

Under o [Itisastate, when company’'s actnal capitalization is lower than its proper

Capitalization capitalization as warranted by its earning capacity.

o This situation normally happens with companies which have insufficient
capital butlarge secret reserves in the form of considerable appreciation
in the values of fived assets notbrought into the books.

Consequences {er] The dividend rate will be higher in comparison to similarly situated
Caphalizition [B) Marketvalieof shaveswill be higher thanvalue of shanes of pther similap
companies.

(] REeal value of shares will be higher than their book values.

SSRGS () The shares of the company should be split up,
Capitalization

{#] lssue of bonus shares.
(<] By revising upward the par value of share in exchange of the existing

shares.
Over o Over capitalization is more dangerous to the company, seclety and
ﬂ“ﬂ"ﬁ" ization shareholders than under capitalization.
;‘ipilt]al‘:atlun @  Situation of under capitalization can be handled easily as compared to
' ' over capitalkzation.
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PRACTICAL QUESTIONS

1. SK Ltd. has equity share capital of 35,00,000 {face value ¥100]. To meet the expenditure of an
expansion programme, the company wishes to raise ¥3,00,000 and is having following four
alternative sources to raise the funds:

Plan A: To have full money from the equity shares

Plan B: To have 1 lakh from equity and T2 [akhs from borrowing from the financial institutions
@ 10% p.a.

Plan €: Full money from borrowing @ 10% per annum

Plan D: %1 lakh in equity and T2 lakh from preference shares @ 8% per annum dividend.

The company is having present earnings (EBIT] of T1,50,000. The corporate taxes 30%. Suggest
a suitable plan of the above four plans to raise the required funds.

[Sol EPS - ¥15;¥18.335; ¥21; ¥17.33]

2. 5K Lul. requires €25,00,000 for a new plant. This plant is expected to yvield eamings before
interest and taxes of ¥5,00,000, While deciding about the financial plan, the company considers
the ohjective of maximizing earnings per share.

It has three alternatives to finance the project - by raising debt of T2,50,000 or T10,00,000 or
T15,00,000 and the balance ineach case by issuing equity shares, The company's share is currently
selling at T150, but is expectad to decline to T125 in case the funds are borrowed in excess of
210,00,000. The funds can be borrowed at the ate of 109 up to T2,50,000, at 1 5% over T2,50,000
and up to T10,00,000 and at 20% over T10,00,000. The tax rate applicable to the company is 50
percent. Analyse which form of financing should the company choose? IsM]

[Sol EPS - T15.83; T18.125; T16.406]

3. SK Ltd,, a profit making company, has a paid-up capital of T100 lakhs consisting of 10 lalhs ordinary
shares of 110 each. Currently, it is earming an annual pre-tax profic of €60 lakhs. The company’s
shares are listed and are quoted in the range of $50 to TE0. The manapement wants to diversify
production and has approved a project which will cose 50 lakhs and which is expected to vield
a pre-tax income of 340 lakhs per annum. To raise this additional capital, the following options
are under consideration of the management:

o] To issue equity share capital for the entire additional amount. It |s expected that the new
shares {face value of 110) can be sold at a premium of T15.

(b] To issue 16% non-convertible debentures of 100 each for the entire amount.

(] To issue equity capital for 25 lakhs {face value of ¥10 each] and 16% non-convertible
debentures for the balance amount. In this case, the company can issue shares at a premium
at T40 each.

Calculate the additional capital that can be raised, keeping in mind that the management wants
to maximise the earnings per share to maintain its goodwill. The company is paying income tax
at 50% IsM)

[SoL EPS - 24.17; T4.60; T4.57]
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4. The following data are presented in respect of SK Ltd.: [sM]

Particulars Amount %)
Profit before interest and tax 52.00,000
Less: Interest on debentures @1 2% 12,000,000
Profit before tax 40.00,000
Less: Income tax @ 50% 20,000,000
Profit after tax 20,00,000
No. of equity shares {of 10 each) 8,00,000
EPS s
MPS 25

The company is planning to start a new project requiring a total capital outlay of $40,00,000. You

are informed that a debt equity ratio (D/D) - E] higher than 35% push the Ke up to 12.5% means
reduce PE ratio to 8 and rises the interest rate on additional amount berrowed at 14%. Find out
the probable price of share ik

fr] The additional funds are raised as aloan.
(B] The amount is raised by issuing equity shares.
{Note: Retained earnings of the company is 1.2 crores).

[Sol {r] 220.66; Td4.44]
5. The financial advisor of 3K Ld. is confronted with following two alternative Anancing plans for
raising 310 lakhs that is needed for plant expansion and modernization. [5M]

Alternative [: [ssue 80% of funds with 14% Debenturae {Face value T100) at par and redeem at
a premium of 10% after 10 years and balance by issuing equity shares at 33{1/31% premium.

Alternative [I: Raise 10% of funds required by issuing 8% irredeemable debentures (face value
F100) at par and the remaining by issuing equity shares at current market price of $125.

Currently, the firm has an Earnings per share (FPS) of T21.

The modernization and expansion programme is expected to increase the firm's Earnings before
Interest and Taxation [EBIT) by 2,000,000 annually.

The firm's condensed Balance Sheet for the current yvearis as given below:

Balance 5heet as on 31.3.2022

Liahilities Assels
Current Liabilities 500,000 | Current Assets 16,000,000
10% Long term loan 15,00,000 | Plant & Equipment [ Net) 34,000,000
Reserve & Surplus 10,010,000
Equity share capital 20,00,000
(FV: €100 each)
50,000,000 50,000,000

However, the finance advisor is concerned about the effect that issuing of debt might have on the
firm. The average debt ratio for firms in industry is 35%. He belioves if this ratio is exceeded, the
PE ratio of the company will be 7 because of the potentally greater risk

If the firm increases its equity capital by more than 10%, he expects the PE ratio of the company
will Increase to 8.5 Irrespective of the debt ratio.
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Assume tax rate of 25%. Assume target dividend pay-out under each alternative to be 60% for
the next year and growth rate to be 10% for the purpose of calculating cost of equity.
Sugpgest with reasons which alternative is better on the basis of each of the below given criteria:
(a] Earnings per share [EF5) & Market Price per share [(MP5])
(k) Financial Leverage
{c] Weighted Average Cost of Capital & Marginal Cost of Capital {using Book Value Weights)

[5o0l. (4] EPS - 122.60; T20.74; MPS5 - T158.20; 1176.29; (k) 1.40; 1.21; {¢] WACC - 9.12%; 7.66%;
MACC - 10.65%: 7.58%]
6. SK Limited requires funds amounting to T80 lakhs for its new project. To raise the funds, the
company has following alternatives:
(i1 Toissue equity shares of 3100 each (at par] amounting to ¥ 60 lakhs and borrow the balance
amount at the interest of 12% p.a.; or
(1 To issue equity shares of TI00 each (at par] and 12% debentures in equal proportion.
The income tax rate is 30%. Identify the point of indifference between the available two modes

of financing and state which option will be beneficial in different situations. [SM]
[Sol. T9,60,000]
7. 5K Ltd. is considering three financing plans. The key information is as follows:
(@] Total iInvestment to be ralsed £2,00,000 [5M, Similar Nov 2020]
[B] Plans of financing porticn
Equity ebt Preference
A L00% - =
B 0% 0% =
G 20% = 50%

{c] Costof debt 0%,
(d] Costof preference shares 8%
(@] Tax rate 5004
[N Equity share of the face value of 110 each will be issued at a premium of 10 per share
(¢] Expected EBIT is T80,000.
You are required to determine for each plan:
[i] Earning per share {EFS)
(ii] The financial break-even point
{iii] Indicate if any of the plans dominate and compute EBIT range among the plans for indifference.,
[Sol {i) T4; T7.20; T6.40; (i) Nil; T8,000; TL6,000; i) Plan B]
8. 5K Ltd.'s EBIT is ¥3,00,000. The company has 10%, ¥20 lakh debentures. The equity capitalization
rate i.e. ke is 16%.
You are required to calculate:
(i) Market value of equity and value of firm
(ii] Onwerall cost of capital
{ili) If company decides toredeem 33,000,000 equity with 10% debt, compute value of equity and
overall cost of capital, [5M]
[Sol (i) T38,75,000; (i) 12.90%; (iii] T16,87,500; 12.54% |
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0, 5K Lad., is expecting an EBIT of 33,00,000, The company presently raised its entire fund requirement
of T20 lakhs by issue of equity with equicy capitalization rate of 16%. The firm is now contemplating
to redieem a part of capital by infroducing debt financing. The firm has two options to raise debt
to the extent of 30% or 50% of total funds. It is expected that for debt financing upto 30% the rate
of interest will he 10% and equity capitalization rate is expected to increase to 17%. Howewver, if
firm opts for 50% debt then interest rate will be 12% and equity capitalization rate will be 2094,
You are required to compute value of firm and its overall cost of capital under different options
If the traditional approach is held valid.

[Sol. Ko = 16%; 14.91%; 15.79%]

10, SK Ltd. is expecting an Earnings before interest & tax of $4,00,000 and is an all equity company.

{a) Using the NOI approach and an overall cost of capital of 10%%, compute the total value, the
stock market value of the firmy, and the cost of equity.

{01] Determine the answers to {a] if the company decide to retire T1 million of common stock

it with 9% long term debt Also compute the retum of Mr. 5 if he cwns 5% of the shares of
EK Led.

[Sol (o) T40,00,000; T40,00,000; 10%; (#) T40,00,000; 30,00,000; 10.33%; T15,500]

11. Alpha Ltd. and Beta Ltd, are identical except for capital structures. Alpha Ltd. has 30 parcent
debt and 50 percent equity, whereas Beta Ltd. has 20 percent debt and 80 percent equity. (All
percentages are in market-valie terms). The borrowing rate for both companies s 8 percent in
a no-tax world, and capital markets are assumed to be perfect. [SM, Similar Jan 2021]
[a]) {i) If you own 2 percent of the shares of Alpha Lid., determine your return if the compary

has net operating income of T3,60,000 and the overall capitalization rate of the company, Ko
is 14 percent?

(ii] Calculate the implied required rate of return on equity
[b] Beta Ltd. has the same net operating income as Alpha Ltd.
(1) Determine the implied required retum of Beta Led.?
{ii] Analyse why does it differ from that of Alpha Led.?
[Sol {a) {i] T5,600; (i) 28%; () (I] 20.50%]
12. SK Ltd. has a total capitalization of $10,00,000. The financial manager of the firm wants to take
a decision regarding the capital structure, After a study of the capital market, he gathers the

following data- |SM, Similar RTP May 2021]

Amouont of Debt Interest Rate Equity Capitalization Rate

2 % (at given level of debt) %%
0 - 10.0
100,000 4.0 10.5
200,000 4.0 11.0
300,000 4.5 11.6
4,00,000 5.0 12.4
500,000 5.5 13.5
600,000 6.0 16.0
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[a] Whatamount of debt should be emploved by the firm if the traditional approach is held valid
{and that the firm always maintains its capital structure at book values)?

(b] Ifthe Modigliani-Millar approach is followed, what should be the equity capitalization rate?

[Sol. [a) 10%); 9.85%; 9.60%); 9.47%; 9.44%; 9.50%; 10%,; (&) 10%,; 10.67%; 11.50%; 12.36%; 13.33%);
14.50%; 16%]

13. There are two company N Led and M Led., having same earnings before interest and taxes i.e. EBIT
of T20,000. M Led. is a levered company having a debt of T1,00,000 @7%, rate of interest. The cost of
equity of N Ltd. is 10% and of M Ltd. is T1.50%. Compute how arbitrage process will be carried on?

[SM]
[Sol T130.40]

14. There are two companies U Ltd. and Ltd., having same NOI of 20,000 except that L Ltd. is a
levered company having a debtof T 100,000 @7% and cost of equity of U Ltd. and L Ltd. are 10%
and 18% respectively. Compute how arbitrage process will work, IsM]

[Sol ¥323]

15. Companies Chunnu and Munnu are identical in everyrespect except that the former does not
use debt in its capital structure, while the latter employs €6,00,000 of 15% debt. Assuming
that [a] all the MM assumptions are met, (b) the corporate tax rate Is 50%, (c) the ERIT
i ¥2,00,000, and (d) the equity capitalization of the unlevered company is 20%, what
will be the value of the firms, Chunnu and Munnu? Alse determine the welghted average
cost of capital for both the firms.

[Sol Chunnu = 35,00,000; 20%; Munnu = 38,00,000; 12.50%]
16. The following data relates to two companies belonging to the same risk class:

Particulars
Expected Net Operating Income 218,00,000 118,00,000
12% Deht. T54,00,000 -
Equity capitalization rate - 18
Reguired:

(] Determine the total market value, equity capitalization rate and weighted average cost of
capital for each company assuming no taxes as per MM, approach.

(B] Determine the total market value, equity capitalization rate and weighted average cost of
capital for each company assuming 400 taxes as per MM Approach.

[SM, Similar July 2021, Nov 2018]
[SolL {a} Vf=%1,00,00,000; Ko = 18%: (b) Vb =T60,00,000; Ya=%81,60,000; Ko-5= 18%:; Ko-4 =13.23%)]
17.5K Ltd., an all equity fimanced company is considering the repurchase of T275 lakhs equity
shares and to replace it with 15% debentures af the same amount, Current market value of the
company is TL,750 lakhs with its cost of capital of 20%. The company's Earnings befere Interest

and Taxes [EBIT) are expected to remain constant in future years. The company also has a policy
of distributing its entire earnings as dividend.

Assuming the corporate tax rate as 30%, vou are required to calculate the impacton the following
on account of the change in the capital structure as per Modigliani and Miller [MM]) Approach:

(o] Marlet value of the company {B] Owerall cost of capital
{c] Costof Equity [5M, Similar May 2018]
[SoL (] MV increase by T82,50,000; {#] Ko decrease by 0.90%; [¢] Ke increase by 0.62%]
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18. Company P and Q) are identical in all respects including risk factors except for debt fequity, company
P having issued 10% debentures of ¥18 lakhs while company () is unlevered. Both the companies
earn 20% before Interest and taxes on their total assets of ¥30 lakhs.

Assuming a tax rate of 50% and capitalization rate of 15% from an all-equity company.

Required:
CALCULATE the value of companies P and Qusing {a) Net Income Approach and (5] net Operating
Income Approach. [RPT May 2018]

[Sol o) ¥32,00,000; T20.00,000; (b) T20.00,000; T29.00,000]

PRACTICE QUESTIONS

19. Suppose that a firm has an all equity capital structure consisting of 1,00,000 ordinary shares of
110 per share. The firm wants to raise $2,50,000 to finance its investments and is considering
three alternative methods of financing - (i) to issue 25,000 ordinary shares at 710 each, [il] to
borrow £2,50,000 at 8 percent rate of interest, (iii) to issue 2,500 preference shares of T100 each
at an 8 percent rate of dividend. If the firm's earnings before interest and taxes after additional
investment are €3,12,500 and the tax rate i3 50 percent, find the earnings per share under the
three financing alternatives. I5M]

|SoL EPS - TL.25; T1.46; T1.36 |

20. ¥ Limited requires ¥50,00,000 for a new plant. This Plant is expected w yield earnings before
interest and taxes of TLO,00,000. While deciding about the financial plan, the company considers
the objective of maximizing earnings per share, [t has two alternatives to finance the project - by
raising debt of ¥5,00,000 or T20,00,000 and the balance in each case by issuing equity shares.
The company's share is currently selling at T300 but is expectaed to decline to T250 in cazse the
funds are borrowed in excess of ¥20,00,000. The funds can be borrowed at the rate of 12% upto
5,000,000, at 10% over T5,00,000. The tax rate applicable to the company is Z5%. Which form of
financing should company choose? [Nowv Z01&]

[Sol T47;759.25)
21. RM Steels Limited requires T10,00,000 for construction of a new plant, [t 15 considering three
financial plans: [May 2019]
(i) The company may issue 1,00,000 ordinary shares at TL0 per share;
(ii] The company may issue 50,000 ordinary shares at T10 per share and 5,000 debentures of
2100 denominations bearing at 8% rate of interest; and

(i) The company may issue 50,000 ordinary shares at 110 pershare and 5,000 preference shares
at 100 per share bearing a 8% rate of dividend.

IfRM Steels Limited's earnings before interest and taxes are T20,000; ¥40,000; ¥80,000; ¥1,20,000
and T2,00,000, vou are required to compute the earnings per share under each of the three financial
plans? Which alternative would you recommend for RM Steels and why? Tax rate iz 500,

[Sol. Plan (1) - T0.10, T0.20, T0.40, <0.60, <1; Plan (il] - T(0.20], Nil, T0.40, 20.80, T1.60;
Plan (iii) - T(0.60), T(0.40), Nil, T0.40, ¥1.20]
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22. Earnings before interest and tax of o company are 34,50,000, Currently the company has 80,000
Equity shares of T10 each, retained earnings of T12,00,000. It pays annual interest of T1,20,000
on 12% Debentures. The company proposes to take up an expansion scheme for which It needs
additional fund of T6,00,000. It is anticipated that after expansion, the company will be able to
achieve the same return on investment as at present. It can raise fund either through dehts at
rate of 12% p.a. or by issuing Equity shares at par. Tax rate is 40%.

Required to compute the earning per share if:
[i] The additional funds were raised through debts.
(ii] The additional funds were raised by issue of Equity shares.

Advise whether the company should go for expansion plan and which sources of finance should
be preferred. [Dec 2021]

[Sol E£S - T2.610; T1.800]
23, The particulars relating to Raj Ltd. for the year ended 317 March, 2022 are given as follows:

Durput (units at normal capacity) 100,000
Selling price per unit 140
Variable cost per unit T20
Fixed cost £10,00,000

The capital structure of a company as on 315 March, 2022 is as follows:

Particulars Amount in ¢

Equity share capital {1,00,000 shares of T10 cach) 10,00,000
Reserve and surplus 2, 00,000
Current liabilities =,00,000
Total: 20,00,000

Raj Ltd. has decided to undertake an expansion project to use the marlket potential that will
imvolve T20 lakhs. The company expects an increase in cutput by 50%. Fixed cost will be increase
by ¥5,00,000 and variable cost per unit will be decreased by 15%. The additional eutput can be
sold at existing selling price without any adverse impact on the market. [May 2022]

The following alternative schemes for financing the proposed expansion program are planned:

(Amount in 7)

Alternative Equity Shares
i) 500,000 Balance
r 10,003,000 Halance
3 14,000,000 Balance

Current market price per share is 200,
Slab wise interest rate for fund borrowed is as follows:

Fund Limit Applicable interest rate
Up-to 5,00,000 1M
Over ¥5,00,000 and up-to T10,00,000 15%,
Over €10,00,000 200
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Find out which of the above-mentioned alternatives would you recommend for Raj Ltd. with
reference to the EPS, assuming a corporate tax rate is 40%7

[Sol. TL0.60; T10.43; 9.87)

24. The following information pertains to CIZA Lud. [May 2023]
Capital Structure: id

Capital Structure:

Equity share capital (¥10 each) 8,00,000
Retained earnings 20,00,000
4% Preference share capital (3100 each) 12,00,000
12% Long-term loan 10,00,000
[nterest coverage raglo d
[ncome tax rate 30%
Price - earnings ratio 22

The company is proposed to take up an expansion plan, which requires an additional investment
ot 34,320,000, Due to this proposed expansion, earnings betore interest and taxes of the company
will increase by 6,15,000 per annum. The additonal fund can be raised in following manner:

2 By issue of equity shares at present market price, or
o By horrowing 16% Long-term loans from banl.

You are informed that Debt-equity ratio [Debt/Shareholders’ fund] in the range of 50% to 80%
will bring down the price-earnings ratio to 22 whereas; Debt-equity ratio over 80% will bring
down the price-earnings ratio tm 18,

Required:
Advise which option is most suitable to raise additional capital so that the Marlket Price per Share
(MPE] 15 maximized.

[Sol. MPS5 - 1221; ¥117.90]

25, CALCULATE the level of earnings before interest and tax (E8IT) at which the EPS Indifference
point between the following financing alternatives will ocoun [RTP May 2020]

(i} Equity share capital of T60,00,000 and 12% debentures of T40,00,000,
({{} Equity share capital of T40,00,000, 14% preference share capital of 320,00,000 and 12%

debentures of 140,00,000,
Assume the corporate tax rate is 35% and par value of equity share is T100in each case,
[501.917,72,308]
26. 5K Ltd. is setting up a project with a2 capital outlay of 260,00,000. Ithas two alternatives in financing
the project cost. [sM]

Alternative I: 100% equity finance by issuing equity shares of 10 each.
Alternative IT: Debt-equity ratio 2:1 {issuing equity shares of 10 each)

The rate of interest payable on the debt is 18% p.a. The corporate tax rate is 40%, Calculate the
indifference point between the two alternative methods of financing

[Sol T10,80,000]
Capital Structure 129 4




27.5K Ltd. is considering a new preject which requires a capital investment of 9 crores. Interest on
term loan is 12% and corporate tax rate is 30%. Calculate the point of indifference for the project

considering the Debt Equity ratio insisted by the financing agencies being 2 : L. I5M]
[Sol ¥1,08,00,000]
Z8. 5un Ltd. is considering two financing plans: Details ot which are as under: |May 2018|

[i} Fund's requirement - 100 lakhs
{il] Financial Plan

Plan Equity Debt
I L00% -
II 25% 75%

(iii] Costof debt - 12% p.a.
(iv] Tax rate - 30%
{v] Equity share of T10 each, issued at a premium cf T15 per share

[vi] Expected eamings before interest and taxes (EBIT) T40 lakhs
You are required to compute:

(e} EFS ineach of the two plans
{b] The financial break-even point
[c] Indifference peint between Plan [and Plan 11
[SoL (o] €7; T21.70; (b)) 20; 29,00,000; ]} <12.00,000]
29. Current Capital Structure of X7 Ltd is as follows:
Equity share capital of 7 lakh shares of face value ¥20 each
Reserves of T10,00,000
9% bonds of T3,00.00,000
11% preference capital; 3,00,000 shares of face value 50 each
Additonal funds required for XY7 Led are 5,00,00,000.
XYE Lt is evaluating the following alternatives: [RTP May 2023)
. Proposed alternative: Raise the funds via 25% equity capital and 75% debt at 10%. PE
Eatio in such scenario would he T2.

Il. Proposed alternative: Raise the funds via 50% equity capital and rest from 2% Preference
gapital. PE Ratio In such scenario would be 11.

Any new equity capital would be issued at a face value of T20 each. Any new preferential capital
would be issued at a face value of T20 each. Tax rate is 34%.

[etermine the indifference point under both the alternatives.
[Sol Indifference point = ¥72,63,636.36]

30. 5K Ltd. is considering two alternative financing plans as follows: IsM]
Particulars Plan - A7) Plan - B %)
Equity shares of 210 each 8,00,000 8,00,000
Preference Shares of T100 each - 4,00,000
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12% Debentures 400,000 -

12,00,000 12,00,000

The indifference point between the plans is $4,00,000. Corporate tax rate is 30%. Calculate the
rate of dividend on preference shares.

[Sol 8.404]

31. 5K Limited presently has ¥36,00,000 in debt outstanding bearing an interest rate of 10 percent.
It wishes to finance a T40,00,000 expansion programme and is considering three alternatives:
additional debt at 12 percent interest, preference shares with an 11 percent dividend, and the
issue of equity shares at 16 per share, The company presently has 8,00,000 shares outstanding
and is in a 40 percent tax hracket. [sM]

[&] Ifearning before interest and taxes are presently T15,00,000, Determine earnings per share
for the three alternatives, assuming no immediate increase in profitability.

[(B) Analysewhich alternatives do you prefer Compute how much would EBIT need to increase
before the next alternatve would be best,

[Sol [a) $0.495, ¥0.305, T0.651; (#) T23,76,000 |

32.5K Ltd. has EBIT of ¥1,00,000. The company make use of debt and equity capital, The firm has
10% debentures of ¥5,00,000 and the finm's equity capitalization rate is 1 5%, [sM]

You are required to calculate:

(a] Currentvalue of the firm

(B)] Onwerall cost of capital

(¢] Find value of firm and overall cost of capital if firm increases debt by 32,00,000

[ Sol. (o] €8,33,333; (5] 12%; {] £9,00,000; 11.11%]

33. Following data is available in respect of two companies having same business risk: [5M]
Capital employed=32,00,000; EBIT=130,000; Ke=12.5%

Sources Levered Company (%) Unlevered Company [T)
Debt (@10%) L,00,000 NIL
Equity 100,000 2,00,000

Investor is holding 15% shares in levered company. Calculate increase in annual eamings of
investor if he switches his holding from leverad to unlevered company.

[Sol. I375]
34. Following data is available in respect of twwo companies having same business risk: [SM]
Capital employed = ¥2,00,000; EBIT =%30,000
Sources Levered Company (7] Unlevered Company [¥]

Debt (@ 10%) 100,000 NIL
Equity 100,000 200,000
e 20%, 12.5%
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Investor is holding 15% shares in Unlevered company: Calculate increase in annual earnings of
investor, If he switches his holding from Unlevered to Levered company.

[Sol. 900 |
35. Determine the optimal capital structure of a company from the following information: [5M]

Options Costof Debt (Kd) in  Cost of Equity (Ke) Percentage of Debt on total

Vo in % value (Debt + Equity)
1 11.0 13.0 0.0
P 11.0 13.0 0.1
3 115 14.0 0.2
4 12.0 15.0 0.3
5 13.0 16.0 0.4
[ 15.0 8.0 0.5
7 18.0 20.0 0.6

[Sol 13%; 12.80%; 13.52%; 14.10%; 14.80%; 16.20%; 18.80%]

36. 5K Ltd.'s operating income (EB1T) 15 T5,00,000, The firm's cost of debt (s 10% and currently the
firm employs T15,00,000 of debt. The overall cost of capital of the firm is 15%. You are required
to calculate: I5M]

o] Total value of the firm (B] Coztof Equity

[Sol (o] $33,33,333; (b) 19.09%

37. 5K Ltd. has a net operating income of ¥21,60,000 and the total capitalization of 7120 lakhs. The
company is evaluating the options to introduce debt financing In the capital structure and the

fellowing information is available at various levels of debt value. I5M]
Debt Value [T) Imterest rate [ ] Equity Capitalization rate { %]

0 NA T2.00
10,000,000 7.00 12.50
20,00, 000 .00 13.00
30,00,000 7.50 1350
40,00,000 7.2l 14.00
50,00,000 8.00 15.00
a0, 00,000 850 16.00
70,000,000 9.00 17.00
80,00,000 10.00 20.00

You are required to compute the equity capitalization rate if MM approach is followed. Assume
that the firm operates in zero tax regime and calculations to be based on book values.

[Sol 18%:; 19%:; 20.20%: 21.50%; 23.25%:; 25.14%:; 27.50%: 30.60%:; 34%]
38. One-third of the total market value of 5K Ltd. consists of loan stock, which has a cost of 10 percent

Another company MK Ltd., is identical in every respect to 5K Lod., except that its capital structure
is all-equity, and its cost of equity is 16 percent. According to Modigliani and Miller, if we ignored

taxation and tax relief on debt capital, compute the cost of equity of 5K Lud. [5M]
[Sol 19% ]
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39. The following are the costs and value for the firms A and B according to the traditional approach.

Particulars
Total value of firm, V(in ¥) 50,000 60,000
Market value of debt, D {in ¥) 0 30,000
Market value of equity, E (in ¥) 50,000 30,000
Expected net operating income (in ) 5,000 5,000
Cost of debt {in ¥) 0 1,800
Net income (in T) 5.000 3,200
Cost of equity, Ke = NI/E 10.00% 10.70%

(@] Compute the Equilibrium value for the firm A and B in accordance with the MM approach.
Assume that {i) taxes do not exist and (ii) the equilibrium value of Ke is 9.09%.
(B] Compute value of equity and cost of equity for both the firms, [Nov 2022]
[ Sol. {a) ¥55,005.50; I55,005.50; () 355,005.50; 9.09%; T25,005.50; 12.80%%]

40, Rounak Lud, Is an all equity financed company with a market value of 25,00,000 and cost of
equity {Ke] 21%. The company wants to buyback equity shares worth 25,00,000 by issuing and
ralsing 15% perpetual debt of the same amount. Bate oftax may be talien as 30%. After the capital
restructuring and applying MM model {with taxes], you are reguired to COMPUTE:

(a] Market value of the company |RTF Nov 2018)
(B) Costof equity
(¢] Weighted average cost of capital [using market weights] and comment on it

[Sol (o) T26,50,000; (b) 21.98%:; (c) 19.30%]

41. The following particulars relating to SK Ltd. for the vear ended 317 March 2022 is given:  [SM]

Output L 00,000 units at normal capacity

Selling price per unit 40

Variable cost per unit a0

Fixed cost T10,00,000
The capital soructure of the company as on 31st March, 2022 is as follows:

Particulars 3

Equity share capital {1,00,000 shares of L0 each] 10,600,000
Reserve and Surplus 5,000,000
7% debentures 10,00,000
Current liabilites 5,00,000
Total 30,00,000

SK Lrd. has decided to undertake an expansion project to use the market potential, that will
imvolve 10 lakhs. The company expects an increase in output by 50%. Fixed cost will be increase
by ¥5,00,000 and variable cost per unit will be decreased by 10%. The additional output can be
sold at the existing selling price without any adverse impact on the market.
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The fellowing alternatives schemes for financing the proposed expansion programme are planned:
(1] Entirely by equity shares of T10 each at par,
{ii] %5 lakh by issue of equity shares of T10 each and the balance by issue of 6% debentures of
2100 each at par
(iii} Entirely by 6% debentures of ¥100 each at par.

Find out which of the above-mentioned alternatives would vou recommend for SK Ltd, with
reference to the risk and return invebved, assuming a corporate tax of 40%.

[SoL EPS - ¥5.19: ¥6.80; ¥10.20; DCL - 1.91: 1.94; 1.598]

42. Kalyvanam Ltd. has an operating profit of #34,50,000 and has employed Debt which gives total
Interest Charge of ¥7,50,000. The firm has an existing cost of equity and cost of debt as 16% and
8% respectively. The firm has a new proposal before it, which requires funds of ¥75 lakhs and is
expected to bring an addidonal profitof¥14,25,000. To finance the proposal, the firm is expecting
to issue an additional debt at 8% and will not be Issuing any new cquity shares in the markoet.

Assume no tax culture. I5M|
You are required to calculate the Weighted Average Cost of capital {WACC) of Kalyanam Ltd:
{r] Before the new proposal (B] After the new proposal

|SoL (@) 13.15%: (b) 14.45%)|

SOLUTIONS

3 & EP5 under alternative financing plans:
Particulars Equity Debi Preference
Financing Financing Financing
{2) ) )
EBIT 3,12,500 3,12,500 3,12,500
Less: Interest ] 20,000 0
FAT 3,12.500 292,500 3.12.500
Less: Taxes 1,526,250 146,250 1,56,250
PAT 1,56,250 146,250 1,56,250
Less: Preference dividend 0 0 20,000
Eammings available to ordinary shareholders 1,56,250 146,250 136,250
Shares outstanding 1,25,000 1,00,000 1,000,000
EPS 1.25 1.46 1.36
Particulars Option B
Fund from Equity 45 00,000 0,00, 00
Fund from Debt 500,000 20,00,000
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21.

Particulars Option A Option B

EBIT 10,00,000 10,000,000
Less: Interest BO,000 Z,10,000
[5.00,000:12%] [(500,000=12%) +

{15,00,000:=10%]]

EBT 940,000 790,000
Less: Tax (@ 25% 235,000 1,97 500
EAT/EAE (A) T05,000 5,92.500
No. of Equity Shares (B] 15,000 L0000
[45,00,000+300] [30,00,000+300]

EPS (A + B) 47 .25

Particulars

Computation of EPS under (i) Plan

Financing Option B i.e. raising debt of T20,00,000 and eguity of T30,00,000 is the option which
maximizes the earning per share.

EBIT 20,000 40,000 80,000 1,20,000 2,00,000
Less: Interest - - - - -
EBT 20,000 40,000 80,000 120,000 2,00,000
Less: Tax @ 50% 10,000 20,000 40,000 60,000 100,000
EAT 10,000 20,000 40,000 00,000 100,000
Less: Pref. Dividend - - - - -
EAE 10,000 20,000 40,000 e0,000 100,000
No. of Equity Shares 1,000,000 100,000 1,000,000 L,00,000 100,000
EPS 0.0 0,20 0,40 0,60 1

Com putation of EPS under (ii) Plan

Particulars ;
EBIT 20,000 40,000 80,000 L0000 Z00,000
Lass: Intorest 40,000 40,000 40,000 40,000 40,000
EBT (20,000) - 40,000 80,000 160,000
Less: Tax @ 50% 10,000* - 20,000 40,000 80,000
EAT {10,000) - 20,000 40,000 0,000
Less: Pref. Dividend - - - - -
EAE {10,000) — 20,000 40,000 0,000
No. of Equity Shares 20,000 20,000 20,000 o 0,000 50,000
EPS (0.20) - 0,40 (.80 1.60
“Assuming tax saving due to this loss
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Computation of EPS under (iii] Plan

Particulars A
EBIT 20,000 40,000 20,000 1,20,000 2,00,000
Less: Interest - - - - -
EBT 20,000 40,000 80,000 1, 20,000 200,000
Less: Tax @ 50% 10,000 20,000 40,000 60,000 100,000
EAT 10,000 20,000 40,000 60,000 100,000
Less: Pref Dividend 40,0007 40,000 40,000 40,000 40,000
EAE (30,000 (20,000) i 20,000 60,000
No. of Equity Shares 50,000 50,000 50,000 50,000 50,000
EPS (0607 {0.40] 0.40 1.20

*Assuming cumaulative preference shares so dividend has to be paid to them.

From the above EFS calculation tables under the three financial pians we can see that when EBIT
is T80,000 or more, Plan (ji} i.e. Debt-equity mix is preferable over the other plans as the £F5 is
more under it

Om the other hand, EBIT of less than T80,000 or less, Plan (1] L.e. equity financing is preferable
over the other plans as the EPS is more under it.

The final choice of plan will depend on the performance of the company and other macro-economic
conditions,
22. Existing capital employed = Equity | Retained Earnings + Debentures
={80,000 =107+ 12,00,000+ {1,20,000 + 12%] =¥30,00,000
Capital employed after expansion = 30,000,000 + 6,00,000 =%36,00,000

New EBIT = Eiﬂ:::;gég:t; x New Capital =% %36,00,000 = ¥540,000
Statement of EPS
Particulars Existing Additional fund Additional fund
as debt as equity

EBIT 4.50,000 5.40,000 5,40,000
Less: Interest

- Existing Debt 1.20,000 120,000 L.20,000

- New Debt = 72,000 -
EBT 3,30,000 3,48,000 4,20,000
Less: Tax @ 40% 1,32,000 1,39,200 168,000
EAT/EAE [A) £,98,000 208,800 2,52,000
No. of Equity shares {B) 80,000 80,000 1,40,000
EPS {A = B) 2475 2.610 Laoo

EP% is higher when the additional funds are raised through debt, thus it is the recommended
aption for the company.

N
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23. Calculation of EBIT

Particulars Existing Proposed
Sale units 100,000 1,50,000
Contribution per unit 40 - 20= 20 40 = (20x85%) =13
Total contribution 20,000,000 34,50,000
Less: Fixed cost 10,00,000 15,00,000
EBRIT 10,0000 19,500,000
Statement of EPS
Partionlars Existing  Alternative -1 Alternative -2 Altermative - 3
EBIT 10,000,000 19,50,000 19.50,000 Z,05,000
Less: Interest - 50,000 125,000 | [(Slakh-T109%] +
(500,000 =« | [(5lakh=10%])+ | (Slakh~15%) +
10%) {Slakhx15%])] | (4lakh=20%)]
EBT 10,00.000 [9.00.000 18,25,000 1745000
Less: Tax @ 40% 400,000 7,60,000 7.30,000) 6,98,000
EAT / EAE {A) 6,00,000 11,40,000 10,95,000 10,47,000
No. of Equity Shares
Existing L,00.000 1,00,000 100,000 100,000
Mow . 15,0000 + 200 L10,00,00 + 200 &,00,000 + 200
= 7,500 — 5,000 = 3,000
Total Equity Shares [B) 1,07,500 1,005,000 103,000
EPS{A+ 1) G6.00 10.60 10.43 117

Since, Alternative - 1 has highest EPS, thus it is recommended to raise funds in combination of
debt of $5,00,000 and balance $15,00,000 from cquity.
24. Working notes:
{a] Imterestcoverage ratio=8
EBIT
Inferest
EBIT=8= 1,20,000 =%9,60,000
(B} Proposed EBIT=9,60000+ 6,15,000= 1575000
{c] Option -1
Debt=310,00,000
Sharehelder's furnd = 8,00,000 + 20,00,000+ 12,00,000+ 24,50,000 = ¥74.50,000
Drebt 10 00, 000
Sharsholder's find — 7450, 000
PE Ratio In this case will be 25 times,
(] Option - 2
Debt— 10,000,000+ 34.50,000 = T44.50,000
Sharehclder's fund = 8,00,000 + 20,00,000+ 12,00,000 = 340,000,000
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Dbt _ 44.,50,000
Shareholder’s fund — 40,00,000

FE Ratio in this case will remain at L8 times

Db equity ratio =

New number of equity shares to be issued = ﬁfw = 23,000

(2] Calculation of Existing EPS and MPS

= 11125 =111.25%%

Particulars ¥

Current EBIT 9,60,000
(-] Interest 1,20,000
EBT 8,40,000
(-] Tax 2,52,000
EAT 5,808,000
(-] Preference dividend {12,00,000 = 9%) 1,08,000
Net earnings for equicy 4, 80,000
Number of equity shares 80,000
EPS &
FE Ratio 23
MPSs 150

Calculation of EPS and MPS under two financial options

Particulars Option -1 Option - 2
Equitly shares issued 16% long term debt
EBIT 1575000 15,75.000
|-) Interest om 12% debentures L2000 120,000
(-] Interest on 16% debt - 5,52,000
EBT 14,55,000 9,03.000
(-] Taxes @ 30% 436,500 2,70900
EAT 10,18,500 6,32,100
(-] Preference dividend L08,000 108,000
Net earnings for equity 910,500 524,100
Number of equity shares 1,03,000 an.oon
EPS B84 B.25
PE Ratdo 25 18
MPS 221 11790

Equity option has higher martet price per share therefore company should raise additional fund

through equity option.

RN
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25, Indifference lavel between twe given plans 1s @mven as below:
EPS of (i) = EPS of {ii)
[EBIT—{40,00,000:12%])]{1-0.35] [EB]T —(40,00,000= 12%}](1 —0.35) - (20,00,000=14%)

ek 40,000
0.65(EBIT)—-3,12.000 0.65{ EBIT) - 5,92,000
3 = 2

1.30(EBIT) - 6.24,000 = 1.95{(EBIT) - 17.76,000
EBIT =%17,72.308
26. Alternative-I By issue of 6,000,000 equity shares of 210 each amounting to 60 lakhs. No financial
charges are Involved.
Alternative-II By raising the funds in the following way:
debt = T40 Lakhs Equity =220 Lakhs (2, 00, 000 equity shares of T10 each] Interest Payable on

debt =40, 00, 000 ~ 11:[. =7, 20,000

The indifference point between the two alternatives is calculated by:
(EBIT-1, ){(1-T] (EBIT-L}{1-T)
Eq : E;
(EBIT-0){1-0.40 (EBIT-7,20,000 (1-0.40)
6,00,000 2.00,000

(EBIT}{0.60) (EBIT-7,20,000)(0.60]
65,00,000 2,00,000
EBIT(0.60} 0.60{EBIT-7,20,000}
3 i 1
EBIT = 3(EBIT] - 21,60,000
21,60, 000

EBIT = = 10,860,000

Theretore, at EBIT of 10,860,000 earnings per share for the two alternatives is equal.
27. The capital investiment can be financed in wo ways Le.
[i] By issuing equity shares only worth ¥ crore or

{ii] By raising capital through taking a term loan of 36 crores and 33 crores through issuing equity
shares {as the company has to comply with the 2 : 1 Debt Equity ratio insisted by financing
agencies ).

In first option interest will be Zero and in second option the interest will be T72, 00, 000

Point of Indifference between the ahove two alternatives

EBIT=(1-t) _ {EBIT - Interest]«{1—t]
No. of equity shares{N,] No. of equityshares{N. )
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EE]TI_JI -0.30}) - {EHIT - T72,00,000)= { 1- I].ED_}
K Q000,000 shares 30,00,000shares

Or 0.7 EBIT = 2 1EBIT - ¥1, 51, 20, 000
EBIT =71, 08, 00, D00
EBIT at point of Indifference will be ¥1.08 crore.

{The face value of the equity shares is assumed as 10 per share. However, indifference pointwill
he same irrespective of face value per share].

28. (@) Com putation of EPS
Farticulars Plan-1 Plamn-II

EBIT 40,00,000 40,00,000
Less: Interest - 900,000
[7o,00,000=12%]

EBT 40,00,000 31,000,000
Laezss: Tax @ 30% 12,00,000 9,30,000
EAT /EAE [A) 28,00,000 21, 70,000
No. of Equity Shares {B] 4,00,000 L00,000
[100,00,000+25] [25,00,000+25]

EPS(A+B) 7 Z21.710

() Computation of Financial Break-even Point
Preference Dividend 04 0=%0

(1-t]
Preference Dividend
{1-c)

(¢} Computation of Indiference Point
(EBIT-Int}{1-t)-PD [EBIT-Int){1-t}-PD
Mo.of shares No. of shares
(EBIT -0){1 0.30)-0 (EBIT-9,00,000)(1-0.30)-0
4,00,000 100,000
(0.70)EBIT  (0.70 ) EBIT- 6,30,000
4 1

Flan I = Interest +

=9,00,000 + 0=39,00,000

Flan Il = Interest

{0.70)EBIT = [2.BOJEBIT - 25,20,000
{D.21)EBIT = 25,20,000
EBIT =%12,00,000

29. Proposed Capital Structure
Capital Propuosal-1 Proposal-Il
Eouity 1,25.00,000 2,50,00,000
{5,00,00,000 = 25%) {5,00,00,000 : 50%]
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Capital Froposal-1 Proposal-11
Debt @10% 3,75,00,00D -
{5,00,00,000 = 75%])

12% Preference shares - 2,50,00,000
{5.00,00,000 = 50%)

Total Capital Structure (including new proposal)

Capital Proposal-1 Proposal-Il
Equity T.00,000 = 200 + 1,25,00,000 C7,00,000 w20y + 2,50,00, 000
= 2,65,00,000 = 300,00, 030
Rezerves 10,00,000 10,00,000
9% Bonds 3,00,00,000 3,000,00,000
10% Debt 3,75,00,000 -
11% Preference Shares 150,000,000
12% Preference Shares - 2,50,00,000
Total 11.00,00.000 11,00,00,000
Let Indifference point be Ty

[y - {(3,00,00,000:< 9% ) -(3,75,00,000: 10%J}( 1 - 0.34) - (1,50,00,000« 11%)
[7.00,000-(1,25,00,000= 20 |

EPSof Proposal [=

(v~ 64,50,000)(0.66) - 16,50,000

) 13,25,000

[¥—(3.00.00,0009%) |{1-034)- (2,50,00,000:= 12% )
[7.00,000+( 2,50,00,000+ 20|

= 27,00,000)( 066 ) - 46,50,000

. 19,50,000

For calculation of indifference point,

(v- 64,50,000)(0.66)-16,50,000  (y-27.00,000)0.66)- 46,50,000

EFPS of Proposal I =

13,25,000 19,50,000
0.66{y | -42,57,000-16,50,000 _ [y }{0-66)-17,82,000- 46,50,000
1,325 - 1,950
0.66{y)-59.07,000 (y)(0.66)-64,32,000
1,325 - 1,950

(1.287)y - 11,51.86,50,000 = (874.50)y - 8,52.24,00,000
{412.50)y= 2,99,62,50,000
y=172,63636.36

30. Computation of Rate of Preference Dividend

{ EBIT - Interest)(1-t} _ EBIT(1-t}{- Preference Dividend
Neo. of Equity Shares(N | No. of Equity Shares{ N |
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(T4,80,000-T48,000)%(1-0.30) T4,80,000{1-0.30) - Preference Dividend

R0,000 shares 80,000 shares
©3.02,400  ¥3,36,000 - Preference Dividend
0,000 shares 0,000 shares

¥3,02.400— EBIT ¥3,36,000 - Preference Dividend
Preference Dividend = ¥3,36.000 - 33,02,400 =¥33,600

Preference Dividend s
Preference share capital
31. (@) Calculation of EP5

5= T33.600
400,000

=100=8.4%

Rate of Dividend =

Particulars Alternatives
Alternative-1: Alternative- [: Alternative-1II:
Take additional Issoe 11% Issue urther
Debit Preference Shares  Equity Shares
] &3 )
EBIT 15,00,000 15,00,000 15.00,000
Interest on Debts:
on existing debt @ 10% {3,60,000) {3,60,000) {3.60,000)
- on new debt @12% {4,80,000] A s
Profit before taxes &, 50,000 11,440,000 11.40,000
Taxes@ 40% {2,64,000] {4,56,000) {4.56,000)
Profit after taxes 3,96,000 84,000 6,84,000
Preference shares dividend - {4,40,000) e
Earnings available to 3,96,000 244,000 6,84.000
equity Shareholders
Number of shares 8,00,000 4,000,000 10,50,000
Earmings per share 0.495 0.305 0.651

(] Forthe present £87T level, pquity shares are clearly preferable. E8IT would need to increase
by ¥23,76,000 - ¥15,00,000 — 38,756,000 before an indifference point with debt is reached.
One would want o be comfortably above this indifference point before a strong case for debt
should be made. The lower the probability that actual EBIT will fall below the indifference
point, the stronger the case that can be made for debt, all other things remain the same.

Working Note:
Caleulation of indifference point between debt and equity shares -
EBIT-T8,40,000 _ EBIT -¥3,60,000

8,00,000 10,50,000
EBIT-38,40,000 - EBIT -¥3.60,000
an - 105
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{EBIT - 8,40,0007{105) = {EBIT - 3,60,000){80)
{105)EEIT - 8.82,00,000 = (BO){EBIT) - 2.88.00,000
{25)(EBIT] = 5,94,00,000

EBIT = w%‘i"“ﬂ = 323,76,000
32.{i) Calculation of total value of the firm
Value of equity (5) = Earnings availahl? for equity holders 4 { 1,00,000- 50,000} -333333
Ea 0.15
Value of Debt (D] {given) = %5, 00, 000
Total value of the firm (V) =D 1 5=5,00,000 + 3,33,333=%8,33,333
. S n 73,33,333 " €5.00,000
fi] Owerall cost of 1alKq 1=Ka| = [ K3 = [= 15| ———— |+ 010 ————— |=12.00
(i} Owerall cost of capital{Kg | e[v} d[‘.-’] (?8,33,333]4- ﬁﬂ,SE,BSS] %
EBIT _<1,00,000
OrKy = = =12.00
PMETY T Tep 33,333 i
(iii) Value of debt (D) = ¥5,00,000 + T2,00,000 =37,00,000
ni i - equi 1,00,000 - 70,000
Value of equity (5] = Earnings available for equity holders = | ]= £2.00,000

Ky D.15
Total value of the firm (V) =D+ 5= 700,000 + 2,00,000 = ¥9,00,000

i’ ! A 4 i i
Overall cost of capital{ K | = I{E| % |.,. Ky [% |= 0.15 ?E,DD.DDI}J+ “-1ﬂl T7,00,000 ]
l'\. F J

L %9,00,000 19.00,000
=1111%
EBIT T1,00,000
ar, K = =————=1111%
07"y z9.00,000
33. 1L.Valuation of firms
Particulars Levered Firm (¥)  Unlevered Firm ()
EBIT 30,000 20,000
Less: Interest on debt {10% = 11,00,000) 10,000 Nil
Earnings available to Equity shareholders 20,000 30,000
K, 12.5% 12.5%
Value of Equity {5). 160,000 240,000
[Earnings available to Equity sharehalders ,-’Kg]
Debt{D) 1,00,000 Nil
Value of Firm [V} =5+ D 2,60,000 240,000

Value of Levered company is more than that of unlevered company. Therefore, investor will sell
his shares in levered company and buy shares in unlevered company. Te maintain the level of
risk he will borrow proportionate amount and invest that amount also in shares of unlevered
COmpany:
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2. Investment & Borrowings

Sell shares in Levered company [(31,60,000 = 15%]) 24,000
Borrow money {31,00,000 = 15%4] 15, 000
Buy shares in Unlevered company 39, 000D
3. Change in Return

Income from shares in Unlevered company ($39,000 = 12.5%) 4,875
55: Interest on loan (T15,000 x 10%) Laon

Net Income from unlevered firm 3,375

s5: Income from Levered fiom (324,000 =« 12.5%) 3,000
ncremental Income due to arbitrage 375

34. L Valuation of firms

Particulars Levered Firm ()  Unlevered Firm ()

EBIT 30,000 30,000
Less: Interest on debt {10% =« ¥1,00,000) 10,000 Nil
Earnings available to Equity shareholders 20,000 30,000
K, 2004 12.5%
Value of Equity (5] 100,000 240,000
[Earnings available to Equity shareholders /Ke)

Debt (D) 1,00,000 Nil
Value of Firm [V] =5+ D 2 00,000 2.40,000

Value of Unlevered company is more than that of Levered company therefore investor will sell
his shares in Unlevered company and buy shares in Levered company. Market value of Debt
and Equity of Levered company are in the ratio of 21, 00, 000 : T1,00,000 i, 1:1. To maintain
the level of risk he will lend proportionate amount { 50%) and invest balance amount {50%)
in shares of Levered com pany.

2. Investment & Borrowings

Sell shares in Unlevered company (<2,40,000 = 15%) 36,000
Lend money [T36, 000 =« 500) 13,000
Buy shares in Levered company (T36,000 = 309%) 18,000
Total 36,000
3. Change in Return 4
Income from shares in Levered company (T18,000 = 20% ] 3,600
Interest on money lent (18,000 = 10%]) 1,800
Total Income after switch over 5,400
Less: Income from Unlevered firm (330,000 = 12.5%) 45,500
Incremental Income due to arbitrage Q0
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35. Note that the ratio given in this question is not debt to equity ratie. Rather it is the debt to total
value ratio. Therefore, if the ratio is 0.6, it means that capital employed comprises 60% debt and
40% equity.

{de]}:]ﬂ:ﬁiexﬁ}
D45

In this question total of weight is equal to 1 in all cases, hence we need not to divide by it

Ko= {11% < 0]+ [13% = 1) = 13.00%

Ko={11% = 0.1) + (13% = 0.9)= 12.80%

By = {11.6% =< 0L2] + (14% = 0.8] = 13.52%

Ky={12%x 0.3) + (15% = 0.7) = 14.10%

Ky={13% = D.4) + (16% = 0.6]) = 14.00%

Ky={15% = 0.5] + (18% = 0.5] = 16.50%

Kg={18% = 0.6]) + (20% « 0.4) = 18.80%

Decision: 2™ option is the best because it has lowest WACC.
A6. (i) Statement showing total value af the firm

Kg=

Met operating income (EBIT) 5,000,000
Less: Interest on debentures {10% of $15,00,000) 1,50,000
Earnings available for equity holders 3,550,000
Total cost of capital (K ) {given) 15%
} EBIT ¥5,00,000
Value of the firn (V)= mais 33,313,333
(vl Ky 0.15 oty

(ii) Calculation of cost of equity
Marlket value of debt (D) =315,00,000
Market value of equity [5'] = ¥-D=%33,33,3333 - ¥15,00,000=%18,33,333

_ EBIT- Interest paid on debt _ ¥3,50,000

Ka= = =19.09%%
e Market value af equity T18,33,333

ar
il D*
=Ka| = H+K [—
% ”[v] ¥

v DY . (%3333,333" T15,00,000
=Kg| = |-Kg| = |=0.15] 2222202 | g qq| 200 R | 49 0944
“[s] d[SJ ”Lz:l:a,aa,aan [115,33,333]

37. As per MM approach, cost of the capital { Ko] remains constant, and cost of equity increases linearly

with debr.
NOl
Value of a Firm =——
Kp
+1,20,00,000= 2150000
Ko
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21,660,000

“Kp=————
0= 1.20,00,000

= 18%

Under MM approach, K, =K, + %U{q -Ky )

Statement of equity capitalization under MM approach

Debt Equity | Debt/ | K, K, |K,-K, D’

Value (3] | Value (%) | Equity | (%) (%) [%4) | Ke=Ko+(Ky-K, }[E J
- 1,20,00,000 | 0.0000 | NA | 1800 | 18.00 18.00
10,00,000 | 1L,10,00,000 | 00909 | 700 | 1800 | 1100 19.00
20,00,000 | 1,0000,000 | o.zooo | 700 | 1800 | 1100 20.20
30,00,000 | 9000000 | 03333 | 730 | 18.00 | 10,50 21.50
40,00,000 | 80.00,000 | 05000 7.530 18.00 10.50 23.25
50,00,000 | 70,00000 | 0.7143 | 800 | 18.00 | 10.00 25.14
60,00,000 | 60,00,000 | 1.0000 | 8.50 18.00 9.50 27.50
70,00,000 | 50,00,000 | 14000 | 9.00 18.00 9.00 30.60
go,00,000 | 4000000 | 20000 | 1000 | 18.00 | 800 34.00

38. Here we are assuming that MM Approach 1958: Without tax, where capital structure has no

relevance with the value of compary and accordingly overall cost of capital of both levered as
well as unlevered company 15 same, Therefore, the two companies should have similar WACCs.
Because SK Limited is all-equity financed, its WACC is the same as its cost of equity finance, i.e.
16 percent. It follows that 5K Limited should have WACC equal to 16 percent also.

Therefore, Cost of equity in SK Ltd. {levered company) will be calculated as follows:

K, = %xI{e + %x K4 = 16% (i.e. equal to WACC of 5K Lud.)

or, 1&%:%:{}{2 +% 10% Or Ke = 19

39.{a] As per MM Model, Ko = Keu=9.09%

Statement of Value of Firms

Particulars Firm A Firm B
EEIT (%) 5,000 5,000
Ko 9.09% 5.09%
Equilibrium valug {¥) 5,000 5,000
TSR L TE AT — 3 5
9.00% 3500350 9.00%, 300550
(k) Statement of value of Equity

Particulars

Firm A

FirmB

Equilibrium value 5500550 55,005.50
(-] Value of debt - 20,000
Value of equity 55,005.50 25,005.50

NI,
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Cost of equity of Firm A {unlevered) = 9.09%
Met Income L 3,200

Cost of equity of Firm B {levered) -
or

Debt
Cost of equity of firm B = Ko + (Ko - Kd) [m] =009 + [3.09 - E-][

1,800

Cost of debt [Kd) = 30,000

* 100 = 6%,

40. Working Note:
Met [nmmpl: Nljﬂjr Equity Holders

Market value of equity =

Value of equity ~ 25.005.50

=100 = 12.80%

2500550

Ke
225, 00, 0o = Nt Income ( NI}for Equity Holders
21
Net Income for Equity Holders = 25,00,000 =« 0.21=35,25,000
5.25.000
EBIT= 1-030 17.50,000
(Fin lakhs)
Particulars All Equity Debt and Equity

EBIT 7,50,000 7,50,000
(-] Interest = (75,000])
EBT 7.50,000 £, 75,000
(-] Tax @ 30% 2,25,000 202,500
Income o shareholders 525,000 4, 72,500

(] Market value of company = Value of equity + Value of debt

=¥25,00,000 + {5,00,000 = 0.30)=¥26,50,000
The impact is that the market value of the company has increased by $1,50,000.

Net income to equity holders 4,72,500
Equity value 26,50,000-5,00,000

(B) K, =

(€] K,=1x{1-1t]=15%x{1-0.30)=10.5%
Weighted Average Cost of Capital {WACC)

Source Weights Caost of capital
(1) (3) [4)
Kty 21,50,000 (.81 2198
Debt 500,000 0.19 10.50
26.50,000 1

=1.219=21.98%

Weighled Average

Cost[3) =(3) =
17.80

2.00

(1)

19.80

Weighted Averape Cost of Capital [WACC) — 19.80%

The impace is that WACC has fallen by 1.20% due to benefit of lower cost of capital of debt.
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41. Statement showing Profitability of Alternative Schemes for Financing (Fin 00, 000)

Farticulars Existing Alternative Schemes

(i) {ii) (iii)
Equity Share capital {existing) 10 10 10 10
New lssues - L0 5 -
Total 10 20 15 10
7% debentures 10 L0 10 10
6% debentures - - 5 10
Total 20 30 30 30
Debenture interest [79%] 0.7 0.7 0.7 0.7
Debenture interest [6%) - - 0.3 0.6
Total 0.7 0.7 1.0 1.3
Dutput {units in lakh) 1 1.5 .5 1.5
Contribution per. Unit {¥] (Selling price - 20 22 22 2%
Variable Cost)
Contribution (Flakh) 20 33 33 33
Less: Fived cost 10 15 15 15
EBIT 10 18 18 18
Less: Interest (as calculated above ) 0.7 0.7 1.0 1.3
EBT 9.3 173 17 16.7
Less: Tax {40%) 3.72 By 6.4 b.648
EAT 5.58 10.38 10.20 10.02
Operating Leverage {Contribution /EBIT) | Z.00 1.83 1.83 1.83
Financial Leverage (EBIT/ERT] 1.08 1.04 1.06 1.08
Combined Leverage {Contribution /EBT) 215 1.91 1.94 1.98
EPS (EAT/No. of shares) (%] 5.58 5.19 6.80 10.02
Risk = Lowest Lower than | llighest

option (3]
Return - Lowest Lower than | Highest
option { 3]

From the above figures, we can see that the Operating Leverage is same in all alternatives though
Financial Leverage differs. Alternative (i) uses the maximum amount of debt and result into the
highest degree of financial leverage, followed by alternative (ii). Accordingly, risk of the company
will be maximum in these options. Corresponding to this scheme, however, maximum EPS
{i.e, T10.02 per share)] will be alse in option (§ii).

So,if SK Ltd. is ready to take a high degree of risk, then alternative [iii) is strongly recommended.
In case of opting for less risk, alternative (i) is the next best option with a reduced EFS of
16.80 per share, In case of alternative {i], EPS Is even lower than the existing option, hence not
recommended.
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_ _ Interest _ 750,000
42.{i] Value of Debt= Coat nfdeht[Hd} " .08

= ¥93,75,000

- B
(i) Value of equity capital = Operating profit— Interest _ <34,50,000- T7,50,000
Cost of equity (Kq ) 0.16
=%1,68,75, 000

Increased Operating profit - Interest on Increased debt
] NewCostofegqu afterproposal =
fii] equity (k) propo m—
. (T34,50,000+ T14,25,000]-(T7,50,000 + T6,00,000) _ ¥35,25,000
T1,68,75,000 T1,68,75,000

(2] Calculation of Weighted Average Cost of Capital (WACC) before the new proposal
Sources

= (L.209 or 20.9%

Weight  Cost of Capital
Equity 1,68,75,000 0.6429 0.160
Debt 93,75,000 0.3571 0.080
Total 2,62,50,000 1

0.1029
0.0286

0.1315 or 13.15%
(b) Calculation of Weighted Average Cost of Capital (WACC) after the new proposal

Sources K Weight

Cost of Capital

Equity 1,68,75,000 0.5000 0,209 D.1045

Debt 1,68,75,000 0.5000 0080 2.0400

Total 3,37.50,000 1 0.1445 or 14.45%
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Leverages

THEORY

Meaning of
Leverage

Busincss Risk

Financial Risk

Operating Leverage

Operating Break-
even Point

Margin of Salety

(MOS) and
Operating Leverage

In financial analysis, leverage represents the influence of one financial
variable over some other related fnancial varable,

These financial variables may be costs, output, sales revenue, Earmings
Before Interest and Tax (EBIT), Earning per share {EPS] etc.

It refers to the risk associated with the firm's operations. This risk
arises due to presence of fixed cost in the total cost.

Itis penerally an unavoidable risk because a firm can't operate without
incurring any fixed cost.

It refers to the risk associated with the firm's financing. This risk arizes
due to presence of interest and preference dividend.

This risk can be avoided, if all the funds are raised from equity capital.

It can be defined as the firm's ability to use fixed operating costs to
magnify the effects of changes in sales on its earnings before interest
and taxes,

Degree of operating leverage [DOL] is equal to the percentage increase
in the net eperating income to the percentage increase in the outpue,

DOL= Contribution DOL= % Change in EBIT
EBIT HChange in Sales

It is the level of sale at which operating profit Le. EBIT 15 zero.

- . EBIT Fixed Cost
Operating BEP (Units) = =
{ ) EBT Contribution per unirt
: ) Fixed Cost
DP'E'TEIUI'IE HEPF [{:] = m
Dol = :
Margin of safety




Relationship o IF M5 rises, business risk falls and thereby DOL also falls.
between MOS, o IFMOS falls, business risk rises and thereby DL also rises,
Business Risk and

oL

Operating Leverage

and EBIT VTR

Leveraze and EBIT

Negative Infinite / Undefined

|

Operating at
higher level than
break-even point

Operating at lower
than break-even
proint

Operating at

break-even point

Interpretation of g If afirm has no fixed cost then it indicates no operating leverage.
DOL o Afirmwith high operating leverage {Le. high fixed cost) indicates it has

higher break-even peint

o A firm with low operating leverage {Le. low fixed cost] indicates it has
lower hreak-even point

o A positive DOL means that firm is cperating at higher level than break-
even and both sales and EBIT moves in the same direction.

o Incase of negative DOL, firm operates at a level lower than operating
break-even and EBIT is negative.

o DOLcan never be between Zero and one. Tt can be 2ero or less or it can
be one or more.

UOETITWETRFURTET Bl 0 [tcan be defined as the potential use of fixed finance costs (ie. interest
and preference dividend] to magnify the effect of changes in the
earnings before interest and taxes on the earning per share of the firm.

o Degree of financial leverage [DFL) is equal to percentage increase in
the earning per share to the percentage increase in the net operating

income,
EBIT 9% Changes in EP5
il b | Y
T EET 5 % Change in EBIT
o DFL with Preference Dividend = B Sk
ERT - reference Dividend

{1-t)




Financial Break-
even Point

It is the level of EBIT at which EPS of the firm is zero.
EBIT Preference Dividend

EBT (1-t]

Financial BEP (€] = Interest +

Relationship
between DFL and
Financial Break-
even Point

A positive DIL means that firm is operating at higher level than financial
break-even and both EBIT and EPS moves in the same direction. In case
of negative DFL, firm u]mratﬁ at lower than the financial break-even
and EPS s negative.

Financial Leverage
with EPS

EBIT lavel is less
than fixed
financial charpe

Fincinial Leverage

MNegative Infinite M ndefined Positive

ERIT lewel is
more than fixed
financial charged

(Iperating at
financial break:
even point

No profitor loss

EPSwill change in
same direction as
ERIT

EPS 15 -we

Interpretation of
Financial Leverage

o fixed financial cost indicates no financial leverage

Higher fixed financial cost indicates high financial leverage

When EBIT is higher than financial break-even point then it indicates
positive financial leverage Le. EPS is positive

When ERIT is lower than financial break-even point then it indicates
negative financial leverage i.e. EPS is negative

DFL can never he between zero and ene. Tt can be zero or less or it can
he one or more,

Trading on Equity

Itis the process of using securities with fixed financial burden {e.g. loan,
preference shares, bonds etc.] to produce gain for the owners (equity
shareholders].

It Is known as trading on equity because equity shareholders are the
only one interested in the business income and lenders are willing to
advance unds on the strength of the equity supplicd by the owners.
Trading on equity occurs if the firm takes debt to acquire assets on
which it can earn return greater than the interest on cost of debt. In this
case, the leverage is favourahle for the firm.
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Financial Leverage When return on investment {ROI] is more than fixed cost of fund
as a Double Edge {Interest) then financial leverage will help to increase return on equity
Sword and EPS.

When return on lnvestment (ROI) is less than fixed cost of fund
{Interest] then financial leverage will affect return on equity and EPS
unfavourahly.

Thus, financial leverage Is also known as double edged sword.

Combined Leverage It may he defined as the potential use of fived costs, both operating
and financial, which magnifies the effect of sales volume change on the

earning per share of the firm

Degree of combined leverage (DCL) is the ratio of percentage change
in carning por share to the percentage change In sales. [t indicates the
effect the sales changes will have on EP5.

DEL= Contribution DL = % Change in EPS

EBT % Change in Sales

DCL = DOL = DFL
DCL with Preference Dividend =

Conftribution
Preference Dividend

{1-t}

Overall Break-even It is the level of sale at which EPS of the firm is zero.
Point Overall BEF {Units)

: Preference Dividend
ERIT Fixed Cost + Interest + -t

~ EBT Contribution per unit

EBT -

oy Fixed Cost + Interest + P"*‘“”T{“ f’]"id““d
Overall BEP (@) =
)= Tpr P/ V Ratio

PRACTICAL QUESTIONS

1. Calculate the operating leverage for each of the four firms A, B, € and D from the following price

and cost data, assuming number of units to he 5000: [SM]
Firms
B () CE)

Sale price per unit 20 a2 50 70

Variable cost per unit B 16 20 50

Fixed operating cost 1,000 40,000 L,00,000 NIL
[Sol 7; 2; 3; 1]
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2. Annual sales of a company are T60,00,000. Sales to variable cost ratio is 150% and fixed cost
other than interest is ¥5,00,000 per annum. Company has 11% debentures of ¥30,00,000. You
are required to calculate the operating, financial and combined leverage of the company.

[Sol DXOL = 1.333; DFL = 1.282; DCL= 1.709]

3. A company produces and sells 10,000 shirts. The selling price per shirt is €300, Variahle cost is
T200 per shirt and fixed operating cost is T25,00,000, [5M]

(a] Calculate operating leverage
(i) If sales are up by 10%, then compute the impact on EBIT?
[Sol (] 6; (b] increase by 60%, |

4. A hrm's details are as under: [5M])
Sales (@100 per unit) T24,00,000
Variable cost 50%
Fixed cost T10,00,000

It has borrowed $10,00,000 @ 10% p.a. and its equity share capital is $10,00,000 {100 each).
Consider tax @ 50%. Calculate:

(o] Operating leverage (&) Financial leverage
(¢] Combined leverage [¢ff] Eeturn oninvestment
[e] lf the sales increase by T6,00,000; what will be new EBITY
[Sol {a] 6; (B) 2; {c] 12; [d) 10%; {] T5,00,000]
5. The following figures are available for SK & Co.

Net sales =15 crores
EBIT as % of Net Sales 12%

Capital employed: (o] Equity T5 crores; (b] Preference shares of T1 crores bearing 13% rate of
dividend; {¢] Debt @ 15% T3 crores.

Given that its combined leverage = 3 and the income tax rate applicable is 4%, You are required
to calculats;

() The Return on Equity of the company; and {b] the Financial Leverage of the company and
{c] the operating leverage of the company.

[Sol {a) 13.00%; (&) 1.588; (<] 1.889]

6. SKECo. has three financial plans beforeit, plan [, plan 11 and plan 111 Calculate operating and financial
leverage for the firm cn the basis of the following information and alsc find out the highest and
lowest value of combined leverage.

Production 800 units
Selling price per unit T1lh
Variable cost perunit T10
Fixed cost Siation A T1,000
Situation B TZ,000
Situation C 3,000
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Capital Strociure
Equity Capital <5000 £7,500
12% Debt 5,000 2,500

Plan-11
<2,500
% 7,200

[Sol DOL = 1.33, 2, 4; DFL = Plan-1: 1.25, 1.43, 2.5; Plan-II: 1.11, 1.18, 1.43; Plan-11I: 1.43, 1.82, 10;

DCL= Plan-I: 1.66, 2.86, 10; Plan-11: 1.48, 2.36, 5.72; Plan-1II: 1.90, 3.64, 40]

7. Prom the following financial data for Company 5 and Company K; prepare their Income Statements.

Company §
Variable cost =, 000
Fixed cost 20,000
Interest Expenses 12,000
Financial Leverage T E
Operating Leverage -
Income tax rate 30%
Sales -

60% of sales

9,000

4:1
0%
L5000

[Sal EAT - Company 5=2,100; Company K =¥1,050

8. The following information is related to SK Lid. for the vear ended 31 March, 2021
[SM, RTP May 2020, Similar Jan 2021)

Equity share capital {of T10 each) 50 lakhs
12% Bonds of ¥1,000 each ¥37 lakhs
Sales 84 lakhs
Fixed cost {excluding interest) Th96 lakhs
Financial leverage 1.49
Profit volume ratio 27.55%
Income Tax Applicable 40%

You are required to calculate:
(a] Operating leverage
(B) Combined leverage and
{c] Earning per share
[Sol () 1.43; (b) 2.13; () 1.30]
9. The following information is available for 55 Led.:

Profit volume (V) ratio . 30%
Operating leverage - 2.00
Financial leverage - 1.50
Lnan - +1,25,000
Post-tax interest rate - 5.6%
Tax rate - 0%
Market price per share {MPS] - $140
Price Earnings Ratc (PER] - 10
Leverages
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You are required to:
(a] Prepare the profit-loss statement of 55 Ltd. and
(] Find out the number of equity shares

[Sol {a] EAT=214,000; () 10,000 shares]

10. Following information is given for X Lad: [May 2023]
Total contribution () 4,25,000
Operating leverage 3.125
15% Preference shares (T 100 aach) 1,000
Number of equity shares 2,500
Tax rate S0%

Calculate EFPS of X Ltd,, if 40% decrease in sales will result EPS to zero.
[Sol T28]

11. Information of A Ltd. is given below: [Dec 2021])

o Earnings after tax: 5% on sales

o Income tax rate: 509

o Degree of operating leverage: 4 times

o 10% Debenture in capital structure: €3 lakhs
o Variable costs: ¥6 lakhs

Required:

(1] From the given data complete the following statement;

Lales XXX
Less: Variable costs 600,000
Contribution XXX
Less: Fixed costs XXX
EBIT XXEX
Lesgs: Interest expenses AXXX
EBT XKXX
Less: Income tax XXX
EAT AR

(ii}] Calculare Financial Leverage and Combined Leverage.

(iii]} Calculate the percentage change in eamming per share, if sales increased by 5%.
[Sol {I] 1.25; 5; (0] 25%]
12. A Company had the following Balance Sheet as on March 31, 20192
[SM, Similar RTP May 2019, Similar July 2021)

Liabilities Tin crores Assels Tin crores
Equity Share Capital 2 Fixed Assets (Net) 125
(50 lakhs shares of T10 each) Current Assets 7.5
Reserve & Surplus 1
15% Debentures 10
Current Liabilities 4
20 20
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The additional information given is as under:

Fixed costs per annum [excluding interest] : T4 crores
Variable operating costs ratio 3 3%
Total Assets turnover ratio - 25
Income-Tax Rate : 30%
Required: Calculate the following and comment:
(2] Earnings per share (] Operating Leverage
(¢} Financial Leverage (] Combined Leverage

[Sol {a) T16.80; (k) 1.296; () 1.125; (d) 1.458]

13. A firm has sales of £75,00,000, variable cost is 56% and fixed cost of ¥6,00,000. It has a debt of
T45,00,000 at 9% and equity of T55,00,000,
(@] What is the firm's ROI?
(b] Does it have favourable financial leverage?

[c] If the firm belongs to an industry whose capital turnover is 3, does it have a high or low
capital turnover?

(] What are the operating, financial and combined leverage of the firm?

[e) Ifthe sales is increased by 10% by what percentage EBIT will increase?

[f] Arwhat level of sales the E5T of the firm will be equal to zero?

(] I EBIT increases by 20%, by what percentage EBT will Increase?
[Sol (o] 27%; (k) Yes; (c] Low; (4] 1.22; 1.176; 1.438; (¢] 12.20%; {f) T22,84,091; {g) 23.52%]
14. Use the following data and solve the problem:

Total sales 150,000 units
Selling price 25 pl.
Fixed cost T2.80,000
Variable cost T20
Debt =10,00,000 @ 11% interest rate
Equity 20,000,000
Face value of each share T10
Tax rate 3505

[a] How much the company's sale has o come down so that the earnings before taves is equal
o zero?

(B} TFERIT douhles, what will be the new level of ERT?
(€] What are the operating and combined leverages?

[d] Ifthe assets wmover of the industry is 0.75, does the firm have a high or low degree of asset
wrnover?

[Sol {&) 72,000 units; () T8,30,000; () 1.596; 2.083; () high]
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PRACTICE QUESTIONS

15. You are given the following information of 3 firms of the same industry:  [SM, RTP Nov 2019]

Name af the Firm Change in Revenue Changein Operating Change in Earning

Income por Share

A 28% 206%6 32%

B 2700 34% 26%

C 25% 3% 23%

D 23% 43% 27%

E 25% 4% 28%
You are required to calculate for all firms:
(] Degree of operating leverage (b] Degree of combined leverage

[Sol {a) 0.929; 1.259; 1.520; 1.870; 1.60; (k) 1.143; 0.963; 0.920; 1.174; 1.120]

16. From the following information extracted from the booles of accounts of 5K Ltd, calculate percentage
change in eamning per share, if sales increase by 10% and fixed operating costsis ¥1,57,500.  [SM]

Particulars Amount in [7)
EBIT {Earnings before interest and tax) 31,50,000
Earnings hefore tax (EHT] 14,00,000
[Sol 23.625%]

17. The capital structure of SK Ltd. for the year ended 31st March, 2021 consisted as follows:
[SM, Similar RTP Nov 2023, Similar May 2019]

Particulars Amount in (%)
Equity share capital (face value €100 each) 10,00,000
10%, Debentures (Y100 each) 10,00,000

During the year 2020-21, sales decreased to 1,00,000 units as compared to 120,000 units in the

previous vear, However, the selling price stood at $12 per unit and variable cost at 8 per unit for
hoth the years. The fixed expenses were at €2,00,000 p.a. and the income tax rate is 30%.

You are required to calculate the following;:

fa] The degree of operating leverage at 1,20,000 units and 1,00,000 units
[B] The degree of financial leverage at 1,20,000 units and 1,00,000 units
[c] The percentage change in EPY

[Sol {a) 1.71; Z; {B) 1.56; 2; (c) 44.44%)]

18. 5K Lod. has the following balance sheet and income statement informarion:
ISM, Similar MTP Nov 2020]
Balance Sheet as on March 315 2021

Liabilities T Assels -

Kauity Share Capital 200,000 | Net Fived Assets 10,000,000
(TL0 per share) Current Assets 9,000,000
L0% Debt G, O,
Retained Earnings 3.50,000
Current Liabilities 1,500,000

19,00,000 19,00,000
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Income Statement for the year ending March 315 2021

>

Particulars b4
Sales 3.40,000
Operating expenses (including $60,000 depreciation) 1,20,000
EBIT 2,20,000
Less: Interest 60,000
Earning before tax 1,60,000
Less: Taxes 2, (00
Net Earning (EAT) 1,04,0:00

(a] Determine the degree of operating, financial and combined leverages at the current sales
level, if all operating expenses, other than depreciation, are variable costs,
(b] If total assets remain at the same level, but sales (i) increase by 20% and (ii] decrease by
20%, compute the eamings per share at the new sales level?
[Sol (a) DOL-1.27; DFL-1.38; DCL = 1.75]
19. Following information has been extracted from the accounts of newly incorporated Textyl Pyt

Lxd. for the financial year 2020-21: [RTP May 2021, Similar Nov 2020]
Sales ®15,00,000
P/V Ratio 70%

Operating Leverage 1.4 times
Financial Leverage 125 times
Using the concept of leverage, find cut and verify in each case:
[i] The percentage change in taxable income if sales increase by 15%;.
(ii] The percentage change in EBIT if sales decrease by 10%.
{iii] The percentage change in taxable income if EBIT increase by 15%.
[Sol (i) 26.25%; {ii) 14%; (iii) 18,.75%]
20. Calculate the operating leverage, financial leverage and combined leverage from the following

data under Situation-1 and 1T and financial Plan A and £: [SM]
Installed capacity 4,000 units
Actual production and sales 7 5% of the capacity
Selling price T30 per unit
Variable cost 15 per unit
Fixed Cost:
Under Situation-| T15,000
Under situation-11 T20,000

Capital Structure:

Finand¢ial Plan

A X B )
Equity 10,000 15,000
Debt {Rate of Interest at 20%) 10,000 5,000
Total 20,000 20,000

[Sol. DOL = 1.5, 1.8; DFL =Situation-1: 1.07, 1.034; Situation-11: 1.09, 1.04; DCL = Situation-1: 1.61,
1.55; Situation-II: 1.96, 1.872]
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21. Following are the selected financial information of A Ltd. and & Ltd. for the year ended

March 31°%, 2021: [SM, Similar RTF May 2023]
Variable Cost Ratio B0%: S0
[nterest <20,000 1,000,000
perating leverage <] 2
Financial leverage a 2
Tax Rate 3094 3004

You are required to find out:

(] EBIT
(B] Sales

(c] Fixed Cost
(] Identify the company which is better placed with reasons based on leverages
[Sol (a] <30,000; <2,00,000; (&) T3,75,000; <8,00,000; [¢]<1,20,000; T2,00,000; (d) Company B]

22, Consider the following information for 5K Ltd; [SM]
Production level 2,500 units
Contribution per unit <150
Operating leverage i}
Combined Leverage 24
Tax rate 3095
Required to compute its earning after tax.
[Sol ¥10,938]

23. From the following information, prepare Income Statement of company A & B
[SM, RTF May 2022]

Particulars Company A Company B

Margin of Safety 020 0.25
[nterest 3,000 2,000
Profit volume ratio 250G 33.33%
Financial Leverage 4 3
Tax Rate 45% 45%

[Sol EAT =¥550; T550]

24. The following data have been extracted from the books of SK Ld: [SM, May 2018]

Sales - 100 lakhs

Interest pavable per annum - T10 lakhs

Operating leverage - 1.2

Combined leverage - 216

You are required to calculate:

(] The financial leverage (4] Fixedcost (¢] FV Ratio
[Sol (a) L.80; (b) T4,50,000; (] 27%]
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25. The sales revenue of SK Ltd. @320 per unit of cutput is T20 lakhs and contribution is T10 lakhs.
At the present level of output, the DOL of the company is 2.5, the company does not have any
Preference Shares. The number of Equity Shares are 1 lakh. Applicable corporate income tax rate
is 50% and the rate of interest on Debt Capital is 16% p.a. Calculate the EPS (at sales revenue of
20 lakhs) and amount of debt capital of the company if a 25% decline in Sales will wipe out EPS,

I5M]

[Sol EPS=¥1.25; Deht amount=%9,37,500]

26. Following is the Balance Sheet of Gitashree Led. is given below:  [Nov 2019, Similar Nov 2018]

Liabilities Amount [T}

Shareholder's Fund

Equity Share Capital (10 each) 1,80,000

Reserve & Surplus f0,000
Non-Current Liabilities {10% Debentures] 2,440,000
Current Liabilities 120,000
Total 6,00,000
Non-Current Assets 4,550,000
Current Assets 1,50,0010
Total 6,00,000

The company's total assets turnoverratiois 4, Its fived operating cost isT2,00,000 and its variable
operating cost ratio is 60%. The income tax rate is 30%. Calculate:

(1] {a) Degree of operating leverage
{b) Degree of financial leverage
{c] Degree of combined leverage
(2) Find out EBIT if EPS is o) T1, () T2 and () 20.
[Sol (1] {e] 1.263, (b] 1.033, (£] 1.304; {2] {x)T49,714; (B)T75429; [c]T24,000]

27. Details of a company for the year ended 31¥ March, 2022 are given below: [May 2022}
Sales T86 lakhs
Profit Volume {P/V] Ratio 35%
Fixed cost excluding interest expenses w10 lakhs
10% Debt w55 lakhs
Equity Share Capital of T10 each =75 lakhs
[Income Tax rate A0%

Required:

[i] Determine company's return on capital employed [pre-tax) and Eps.
(ii] Does the company have a favourable financial leverage?
{iii] Calculate operating and combine leverages of the company
[iv] Calculate percentage change in EBLT, if sales increases by 10%.
(v] Atwhat level of sales, the Earning before Tax (EBT) of the company will be equal to zern?
[Sol (i) 15.46%; (1i) favourable; {iii) 1.498; 2.062; (iv) 14.98%; (v) Td4,28,571]
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28, The following details of a company for the vear ended 31 March, 2021 are given below;  [$M]

Uperating leverage £zl
Combined leverage 256
Fixed cost excluding interest 3.4 lakhs
Sales 50 lakhs
8% Debentures of T100 each T30.25 lakhs
Equity share capital of T10 each 34 lakhs
Income tax rate 300
Calculate:

(o] Financial leverage
[B] FV Ratio and Earning per Share {EFY)
[c] If the company belongs to an industry, whose assets turnover is 1.5, does it have a high or
low assets twmover?
(] At what level of sales, the Earning before Tax (EBT) of the company will be equal to zero?
[Sol {a) 1.25; (#) 13.6%; T0.202; (c]) low; {d) T42,79,412]

SOLUTIONS

15, Statement of degree of combined leverage and degree of inancial leverage
L1 = i) srerabne ine 1 e el e y e
Firm  c.ypeL-2athangeincperatingincome . ppy . %6 changeinBPs
' Yo change in revenue ' % change in revenue
o 26% _ 929 32% _ 1143
28% 28%,
N 3% _; 950 26% _ 063
27% 27%
P 3% _ 1520 2% _p920
25% 25%
Q 1% _ a7 0 e
23% 23%
R A% _ i Z8% _ 4120
25% 25%

Contribution _ EBIT 4 Fixed Cost _ =31.,50,000+ T1,57,500
EBIT EBIT 31,50,000

16. Operating Leverage (OL] =105
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EBIT _¥31,50,000 _, .,
EBET T1400,000

Combined Leverage [CL] = 1.025 « 2.25 = 2.36Z5
Percentape Change in Earninps per share

Yo change.m EFS 23625 %o change in EP5
% change in Sales 10%

Financial Leverage (FL) =

el -

- % change in EP5 = 23.625%
Hence, if sales increases by 10%. EPS will be Increased by 23.625%.

17. Income Statement with required calcnlations
Particulars g 5
Sales in units 120,000 1,000,000
Sales Value L4 40,000 12,000,000
[-] Variable Cost [9,60,000 {8,00,000]
Contribution 480,000 &, 00,000
(-] Fixed expenses (2,00,000) {2.00,000)
EBIT 280,000 2. 000,000
(-] Debenture Interest (1,00,000) (1.00,0007
EBT 180,000 100,000
[ ) Tax@30% [54,000) [30,000]
Profit after tax {PAT) 1,26,000 70,000
Mo, of shares 10,000 10,000
EBIT =2,80,000 +2,00,000
i = — — =156 —t——=3
(1} Financial Leverage =y o, 1,680,000 71,00,000
(i) Gperatingleverage = SonTibutian T4,80,000 T4,00,000
il ERIT T2.80,000 T2,00,000
PAT L26,000 . T70,000 -
[iii} Earnings per share {EFS) = —H-D. g e —llll]D[I = 125 10,000 =
Decrease in £EPS =F12.6-T7=75.6
0% decrease in EPS = 15_";55 = 100 = 44.44%

18. (o) Calculation of Degree of Operating (DOL), Financial (DFL) and Combined leverages (DCL].
*3,40,000- T60,000

DOL= =1.27
=2,20,000
L 220,000 .
160,000
DCL=D0D0L = DFL=1.27 = 1.38=1.75.
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(b] Earnings per share at the new sales level

(1) Increase by 20% (ii) Decrease by 20%,

) (%)
Sales level 4,08.000 2,72.000
Less: Variable expenses 72,000 48,000
Less: Fived cost 60,000 £0,000
Earnings before interest and taxes 2,776,000 164,000
Less: Interest 60,000 0,000
Earmings hefore taxes 2,16,000 L,04,000
Less: Taxes 75,600 36,400
Earnings after taxes [(EAT) 140400 67,600
Number of equity shares 80,000 40,000
EPs 1.76 0.85
Waorking Notes:

(i) Varlable Costs = 360,000 {total cost - depreciation)

(ii] Variable Costs at:
{ar] Sales level of T4,08,000 =7 2,000 [increase by 20%)
(k) Sales level of T2,72.000 =T48,000 [decrease by 20%)

19. Workings:

(@] Operating leverage = Bonttibution

EBIT
_ 15,00,00:<70%

1.4
EBIT
; EBIT
(b] Financial leverape = ="
EBT
{952 7.50,000
EBT

EBT =%6,00,000
{c] Income Statement

Particulars Amount [¥)

Sales L5,00,000
Less: Variable cost {15,00,000 = 30%) ¢,50,000
Contribution {15,00,000 x 70%)] 10.50,000
Less: Fixed cost (Bal. fig.) 3,00,000
EBIT |working [a] ] £,50,000
Less: Interest (Bal. fig.) 1,50,000
EBT [working (b]] 6,000,000

Combined leverage = DOL = DFL = 1.4 =« 1.25 = 1.75 times
(1] If sales increased by 15% than taxable income will be increased by 1.75 » 15% = 26.25%.
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Verification:

Sales (15,00,000 + 15%%) 17.25,000

Less: Variable cost {17,25,000 = 30%) a, 17,500
Contribution (17,25,000 = 70%) 12,07.500

Less: Fixed cost 3.00,000

EBIT 9,07,500

Less: Interest 150,000

EBT F.a7.500

R (7.57.500-6,00,000] s

Percentage change in EBT = (6,00,000) =100=26.25%

(ii] If sales decreased by 10% than EBIT will be decreased by 1.40 = 10% = 14%
Verification:

Particulars Amount [7)

Sales {15,00,000 - 10%) 13,550,000

Less: Variable cost {13,50,000 = 30%) 4,005,000
Contribution [13,50,000 = 70%) 9,45,000

Less: Fixed cost 3,00,000

HBIT 6,45,000
Percentage change in EBIT = {?'ED’[[;?EDD_J[?I;?'DD . 100=14%
(ifi} If ERIT increased by 15% than taxahle income will he increased by 1.25 = 15% = TR.75%
Verification;

Particulars Amount (T)

EBIT (7.50,000 + 15%) 8,062,500

Less: Interest 1,530,000

EBT 7.12,500

- : _ [7.12,500-6,00,000] 23
Percentage change in EBT = (6,00,000) =100=18.75%
20. (i) Operating Leverage (0OL)
Situation-I Siuation-II
(§4] x)
Sales (3000 units @ T30 per wnit) 90,000 90,000
Less: Variable Cost (@ T15 per unit) 43,000 45,000
Contribution () 45,000 45,000
Less: Fixed Cost 15,000 20,000
EBIT 30,000 25,000
G 45,000 45,000
Operating Leverage [ﬂij—ﬁ —EE[II,DD[I =15 = 5,000 =1.8
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(ii) Financial Leverage [(FL)

Particalars Sitnation-] Situation-11
A[E) B[ AlT) B{7)
ERIT 30,000 I0.000 25,000 25000
(-] Interest ondebt 2,000 L0000 2,000 L0
ERT 28,000 29,000 23,000 24,000
DFL - EBIT :?rll,[:ll,lll=j“ﬂTlr 5“'[]”“:1.1}34- .EE,IJI.IlJ:LI:“:II EE,UU[l:“H
EHT 28,000 29,000 23,000 24,000
(iii) Combined Leverage [CL)
Particulars Situation-l Situation-If
A BT A B ()
DOL 1.5 1.5 1.8 1.8
DEL 1.07 L0334 109 L
DCL = DOL = DFL 1.4l 1.55 1.96 1.872
21. Company A
A - EBIT
i} Fhodreid leveriie " EBIT Le.EBIT - Interest
EBIT
50,3 ke
EBIT-S20,000
ar, 3 [EBIT - 20,000 = EBIT
or, 2 EBIT = 60,000
ur, EBIT = 30,000
: i _ Contribution _ Contribution
(i} Operating Leverage = i 5= 30000
or, contribution = ¥1,50,000
dilax mnﬂ‘lhu_l:‘mn b +1,50,000 — 23,75.000
P /V[Ratio){1 wvariable cost ratio) 40%%
Company B
) EBIT
- SRR R " EBIT i.e EBIT - Interest
EBIT
Lo, 2 =
EBIT - 1,00,000
Or, 2 (EBIT -<1,00,000) = EBIT
Or, 2 (EBIT -¥2,00,000) = EBIT
Or, EBIT = '£2,00,000
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([} Operating Leverage Contribution

EBIT
- Contribution
: T2.00,000
or, Contribution = 400,000
Salo= Contribution _ T4,00,000 _ 4,00,000

P/ V Ratio (1 —variable cost ratio] ~ 50%
{ifi} Fixed Cost= Contriburion - ERIT =¥4,00,000 - £2,00,000 = ¥2,00,000
Income Statements of Company A and Company B

Company A [¥) Company B (¥)

Sales 3,75,000 8,00,000
Less: Variable cost 2,25,000 400,000
Contribution 1,530,000 400,000
Less: Fixed Cost 1,20.000 2,00,000
Earnings before interest and tax (EBIT) 30,000 2,00,000
Less: Interest 20,000 1,00,000
Eamings before tax (EE&T) 10,000 100,000
Less: Tax @ 30% 1,000 20,000
Earnings after tax (EAT) 7,000 70,000

Comment based on Leverage
Comment based on leverage - Company B is better than company A of the following reasons:
o Capacity cf Company B to meet interest liability is better than that of companies A {from

EBIT/Interest
_¥30,000 _¥2,00,000 _
['u" 720,000 lpli= T1,00,000 ]

= Company B has the least financial risk as the total risk {business and financial) of company
E is lower {combined leverage of Company A - 15 and Company B - 4).

22. Workings:

1. Operating Leverage = Contribution _ Contribution I150:2,500 ¥3,75,000 _

ERIT @ EBIT  EBIT  EBIT 2
= 62,500

. gRrp 375,000

f
2. Operating Leverage (0] « Financial Leverage (L) = Combined Leverage (1)
6 Financial Leverage = 24
< Financial Leverage =4
1 . EBIT
Also, Financial Leverage= ——=4

EBT
E]in"= R62.500 _ w15 1

Computation of Earnings after tax
Earnings after Tax{EAT) = EBT (1 - t) =¥15,625(1 - 0.30) = T10,938.
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23. [Income Statement

Particulars

Company A [¥] Company B (7]

Sales 80,000 F6,000
Less: Variable Cost 0,000 24,000
Contribution 20,000 12,000
Less: Fixed Cost 16,000 9,000
EBIT $.000 3,000
Less: Interest 3,000 2,000
ERT 1,000 1,000
Tazx @@ 45% 450 450
EAT 550 550
Waorlings:

(i) Company A

Financial Leverage = EBIT/{EBIT - Interest)

4 — EBIT/{EBIT - ¥3,000)

4EBIT -<12,000 = EBIT

3EBIT = FL2.000

EBIT = T4,000

Company B

Financial Leverage
3
SEBIT -T6000

= FERIT/{ERIT - Interest)
EBIT/{EBIT - 32,000}

= EBIT
2EBIT = 6,000
EBIT = ¥3,000
(ii) Company A
Operating Leverage = 1/ Margin of Safety =1/0.20=5
Uperating Leverage = Contribution/EBIT
5 = Contribution,~4,000
5 Contribution,/<4,000
Company B
Operating Leverage = > - 1 =4
Margin cf Safety  0.23
Contribution
Operating Leverage = T EBET
- % = Contribution = 12, 000
(iii) Company A

Frofit Volume Ratio= 25%({Given) Profit Volume Ratio = ConfributionfSales = 100 25%
= T20,000/5ales, Sales =T20,000/25% Sales =T30,000
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Company B

Profit Volume Ratlo = 33.33%
Therefore, Sales = 12,000 33.33%
Sales = 36,000

24. (i) Comhined leverage = Financial Leverage = Operating Leverage
2.16 = Financial Leverage x 1.2
Financial Leverage = 1.8
EBIT
(B] Financial Leverage = EBT
= EBIT
" EBIT-Interest

¢ DI
EBIT—10,00,000

LB{EBIT - 10,00,000) = ERIT
{D.B)ERIT = 18,00,000
EBIT=222,50,000

Contribution
0 ting Leve =—_—
G i S
12= EBIT + Figed Cast
: EBIT

{1.2) EBIT = EBIT + Fixed Cost
1.2+ 22,50,000 = 22,50,000 + Fixed Cost
Fixed Cost==4,50,000
(¢] Contribution = EBIT + Fixed Cost= 22,50,000 + 4,50,000 =T27,.00,000
Contribution . 27,00,000

P/ V Ratio- ST Y S 10D=27%
Sales L0000, 000
25. (I} Calculation of Fixed Cost
BOL = Contribution or2.5= 1000000 o pir - 24.00,000
Contribution — Fixed Cost EBIT

EBIT = Contribution - Fixed Cost

¥4,00,000=10,00,000 - Fixed Cost

Fixed Cost— T10,00,000 - ¥4,00,000 — ¥6,00,000
(i) Calculation of Degree of Combined Leverage (DEL)

Question says that 25% change in sales will wipe out EPS. Here, wipe out means it will reduce
EFS by TO0%

DL = Fercentage Change in EPS x 100% £
Percentage Change in 5ales  25%
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(iii]) Calculation of Degree of Financial Leverage (DFL)
DCL= DOL = DFL 4= 2.5 = DFL 50, DFL =1.6

(iv] Calculation of Interest and amount of Debt
EBIT P T4,00,000
EBIT-Int =~ T4,00,000-Int

DFL= ar, Int = ¥1,30,000

Deht = Interest rate = Amount of Interast
Debt x 16% =< 1,50,000
Debt=%9,37.500

{v] Calculation of Eamings per share [ EPS)

_{EBIT-Int){1-t) {T4,00,000- T1,50,000

EPS =T1.2%
N 1.00000m
26. Total assets turnover ratio = ﬁ
Total As=ets
5 Sales
&, 00,000

Sales =T24,00,000
Income Statement

Particulars Amount (T)

Sales 24.,00,000
Less: Variable Cosu@ 60% T 0,000
Contribution 9,650,000
Less: Fixed Cost 2,00,000
EBIT 760,000
Less: Interest (2,40,000 = 10%) 24,000
EBT 7,236,000
Less: Income tax @ 30%, 220,800
EAT/EAE 515,200

Contributien 9,650,000

{1)(er]) Operating leverage = CaTD - 760,000 —1.203 times
EBIT 7,560,000
k] Financial Leve = =—————=1.033 ti
(k) Finanrial Leverage EBT 7,356,000 times

(¢} Combined Leverage =01 = FL.= 1.263 = 1.033 = 1.304 times
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(EBIT — Interest] {1 -t}

Z EPS=
(2) (a) No. of equity shares

¢ (EBIT—24,000)(1-0.30)
18,000
ERIT=%49714.

G {EBIT - Interest] ({1 -t]
No. of equity shares

(6] EP

»  (EBIT—24,000)(1-0.30)
18,000

ERIT =%75,429
{EBIT - Interest){1-t)

) BEA Mo, of equity shares

is (EBIT -24,000)(1-0.30)

18,000
EBIT = 324,000
27. [ncome Statement

Sales 86,00,000
Less: Variable cost {86,00,000 T65%) 55,90,000
Contribution 30,10,000
Less: Fixed cost 10,000,000
EBIT 20,10,000
Less: Interest ( 10% ¥55,00,000) 3,520,000
EBT 14,060,000
Less: Tax @ 40% 584,000
EAT/EAE 8,76,000

EBIT 100 _20:10,000

Retu ital employed = ST 1,30,00,000
[I] rn on capical emp 'D}"'E"l'l Ea]]ital Em[]lﬂ}’fd 1,3'1 {“],D[In

=100 =15.40%

Earning per share = EAE /No. of Equity Shares = 8,76,000,/7,50,000 =¥1.168

[fi] Since, the return on capital employed [15.46%) is more than the interest rate (1096], thus
the company has a favourable financial leverage,

Leverages m




Contribution  30,10,000

= =T1_4498 times
EBIT 20,10,000

(ifi] Operating leverage =

Contribution £ S0, 10,000
ERIT  14,60,000

Combined leverage — =2.062 times

S Honeathi - % Change in EBIT
(#v) Operating leverage = % Change in Sales
% Change in EBT

1.498 -

+10

% Change in EBIT = +14.98
Thus, EBIT increases by 14.98%

Fixed cost + I_ntrm:-st - [IIII.[ID,DI?D + 5,50,000) —T 4428571
PV Ratio 3%

[v] Required sales=

28. (i) Financial leverage
Combined Leverage = Operating Leverage [0OL) = Financial Leverape {FL)
2.5 2= FL
Or, FL 1.25
Fimancial Leverage = 1.25
(fil F/V Ratio and earning per share (£F5)

TH S Contribution {C) g b
Contribution-Fized Cost {FC) L=3,40,000
Or, C = Z(C- 3,40,000)
Or, € = 2{C - 6,80,000)
Or, Contribution = 6,480,000
__ Contribution (C) 680,000 ;
Now, P /V ratio = Sales (S) [ ]xlﬂﬂ=m}: L00="13.6%

EBT = 5ales - Variable Cost - Fixed Cost - Interest

=¥50,00,000 - T50,00,000 {1 - 0.1356])  ¥3.40,000 - [89% «T30,25.000]
=¥50,00,000 - T43,20,000 - T3,40,000 - T2,42,000 = T98,000
PAT=EBT (1 - T)=798.000 {1 - 0.3) =T68,600

Profitattertax ¥ 64,600

= =2 0.202
MNo. of equity shares  3,40,000 shares

EPS =
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{iii] Assets lurnover

{iv]

Sales <o0,00,000

= =0.78
Total Assets®  ¥34,00,000+ T30,25,000

Assets turnover —

0.73 = 1.5 means lower than industry mrnover.

*Total Asset = Equity share capital + 8% Debentures.

EBT zero means 100% reduction in EBT. Since combined leverage is 4.5, sales have to be
dropped by 100/2.5=40%. Hence new sales will be $50,00,000 = (100 - 40)%%=330,00,000,

Therefore, at TI0,00,000 level of sales, the Earnings before Tax (EBT) of the compamy will
be zero.

Alternatively
Required sales when EBT is zero=

Fixed cost + Interest + desired Profit 33 40,000+ $2,42,000 + zern
P f v ratio 13.60%
i ¥5,82,000

=¥42,79,412
13.60%

Mote: The question can also be solved by first calculating E8IT with the help of Financial
Leverage. Accordingly, answer to the requirement (if] and [iv) will also vary.




7

Investment Decisions

THEORY

Meaning of Capital
Budgeting

Need for Capital
Budgeting

Steps in Capital
Budpeting Process

Data Required
for use of Capital
Budgeting
Techniques

o Capital budgeting may be defined as the whole process of planning
expenditure which aims at maximizing the long term profitability.

o  The capital budgeting decisions have enormous impact on the basic
character of the firm on a long-term hasis.

o The decisions normally involve substantial outlays and are generally
irreversible without incurring substantial losses,

(a] Involvement of huge funds

(B8] Trreversible decisions

(€] Vitally affects profitability and financial position
(d) Long term implications

{&] Most difficult to make

(f] Wealth maximization of shareholders

[g] Maintaining firm's competitive position

(o] Planning

(b] Evaluation

{¢] Selection

(d] Implementation
(2] Control

{1 Follow-up ar review

{i] Costsand benefit of proposal
{ii] Required rate of return
{iii] Economic life of the project
{iv] Awvailable funds

{v] Rizskof Obsolescence

[vi] Depreciation
{vii] Estimates of opportunity cost
{viii} Intangible factors




Types of Capital
Budgeting
Decisions

Cash Flows

Meaning of Time
Yalue of Money

Reasons for using
Time Value of
Money

Fresent Value

Ferpetuoity

Accounting Rate of
Return (ARR)

Investment Decisions

On the basis of Firm's Existence

2 Replacement & Modernization decisions

2 Expansion decisions

o Diversification decisions

On the basis of Decision Situation

2 [ndependent Projects or Accept-reject decisions
o Mutually Exclusive Projects

2 Complementary Projects or Dependable Frojects

o i = ] e

o

Capital outflows

Waorking capital outflows

Net Revenue cash infiows (Revenue outflow - Revenue [nflow]
Terminal value

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.

=

Risk: There is uncertainty about the receipt of money in future,
Preference for present consumption: Most of the persons and
companies in general, prefer current consumption over future
consumption.

Inflation: In an Inflationary pertod a rupee today represents a greater
real purchasing power than a rupee a year hence.

[nvestment opportunitics: Most of the persons and companies have a
preference fur present money because uf availabilities of opportunities.
of investment for earning additional cash flow.

Present value is the current value of a fJuture amount. It can also be defined
as the amount tm be imvested today (Present value) at a given rate over
specified pericd to equal the future amount.

Perpetuity is an annuity in which the periodic payments or receipts begin on
a fixed date and continue indefinitely or perpetually. Fixed coupon payments
on permanently invested (irredeemable) sums of money are prime examples
of perpetuity.

o

It is the average annual yield earned on the project, It is calculated by
dividing the annual average profits after taxes by the inital or average
imvestments.

When initial investment Is taken, It Is called Return on Investment
(ROI) and when we use sverage investment, it is called Average Rate
of Return {ARR].

Annual Average Harnings After Tax
Average Investment

ARR = 100
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Merits of o) Itis easy to understand and calculate
GUCL L PR EL R B (B It considers the entire profits over the entire life of the projects
Return () Ituses the accounting data with which managers are familiar.

Demerits of (@] Itignores the time value of money.

R FRIELCG TR (B) 1t does not use the cash flows.
Return

(¢] There is no objective way to calculate the minimum acceptable rate of
return.

(d] Inthis method, the income and investment words are used which have
got many meanings. 5o there s uncertainty.

Payback Period o Itisthetime that is required for a stream of cash flows {i.e. cash inflows]

(PEP) from an investment to recover the original cash outlays required by the
investment.

o If Annual Cash Inflows are eqgual;
PEP = Initial Cash Outflows

Annual Cash Inflow

o If Apnual Cash Inflows are unequal: PBF = Years upte which

Cummulative CFAT is less than Toral Cash Outflows

: Total Cash Outflow — Cummulative CF in which CF is Jess than total cash outflow
CFAT for the next year for whichCommulative CFAT was considarad in numerator

Merits of Payback {a] Itis easy to understand and calculate

Period (8] Itemphasis liguidity by stressing earlier cash inflows.

] 1t uses cash flows rather than accounting data which is more realistic,

(] It enables the management ta cope with the risk associated with the
project by having a shorter paybacle period.

(] Projects in which the technological development s quite fast and there

is more risk of obsolescence, then such projects are chosen inwhich the
pavhack period s quite small.

Demerits of (7] 1t ignores the time value of money.

Payback Period {b] ltignores the cash flows coourring after the payback period.

(€] There is no objective way to determine the maximum acceptable
pavback period.

{d] Tt does not necessarily maximize the wealth of the shareholders

{£] The cost of capital is the strong basis for investment decisions but this
method ignores cost of capital

(A1 This method does not measure risks in the profect. If a project has
shorter payvback period but more risk, it may be accepted which is not
good.
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(SRR W T T i T | B [ s the rectprocal of payback period. It is close approximation of internal
rate of return.

Annual Average cash inflows
Iririal Investment

Payvback Reciprocal=

GIEHTTI A= TR ] 0 It refers to the perlod within which the entire cost of the project Is
Period [Disc. PREP) expected to be completely recevered by way of discounted cash inflows
Disc. FBP = Years upto which Commulative PY of CFAT is less than PV
of Cash Outflows

i PV of Cash Jutflow - Commalative PV of CF in which CF it l=s2s than PV of cash outflaw
PV of CF for the next year far which Cummulative PV of £F was considered in numerator

Merits of (] Itis easy to understand and calculate.

Di‘-‘f'f“ ULV (b)) It considers the time value of money.

Period {c] 1t emphasis liquidity by stressing earlier cash inflows
(d] It uses the cash flows rather than accounting data.

(] Itenables managementtocope with the rsk associated with the project
by having a shorter payback period.

Demeriis of [a] Itignores the cash lows coourring after the payback period.
LWCD DR VDRl (b)) There 15 no objective way to determine the maximum acceptahle
Period © payback period.
[€] ltis not ameasure of profitability since the cash flows occurring after
the payback period are ignored.

(d] It does not necessarily maximize the wealth of the shareholders,

WERSTETIR TN 0 The net present value method uses a specified discount rate to bring all
suitbsaquent net cash inflows after the initial investment to their present
values [the time of the initial investment or year 0).

0 The Net Present Value is obtained by subtracting the present value of
cash outflows from the present value of cash inflows,

g NPV = {:Fﬂﬂ + e 4.k .
(148 (o) (1ep)
Merits of NPV {a) Itrecognizes the time value of money

{B) 1t considers entire cash flows over entire life of the project.

€] Itis consistent with the objective of maximizing the wealth of owners
simoe NPV may be interpreted as animmediate increase in firm's wealth
if the project is accepted.

(d] It enables the comparison of relative profitability between projects of
different life span and cash inflows occurring at different times,

Investment Decisions AEET




Demerits of NPV (2] Itrequires the estimation of cash inflows and cash outflows, which is a
difficule task

(B] ltrequires the computation of the cost of capital to be used as discount
rate.

(¢] It is a difficult concept to understand in case of mutually exclusive
projects when projects involve different amount of cash outflows.

Internal Rate of 4 Itis the highest rate of interest, which a firm would be ready to pay on

Return (IRR) funds borrowed to finance the project without being financially worse
off by repaving loan alorg with Interest thereon out of cash inflows
generate hy the project.

o In other words, it is the rate atwhich NPV is zero.

: Lower rate NPV ]

o IRR = Lower Rate +
[L'I:!'H"E rate NI'V — Higher rate N['V

(Higher Rate - Lower Rate)

Merits of IRR (2] It considers the time value of money.

(B] It considers entire cash flows over entire life of the project.
(€] Itis consistent with the objective of wealth maximization of owner.

{d) 1tis not based upon assumed cost of capital.

Demerits of TRR (a) Itis difficult to understand and compute,

(b] The method is based upon an assumption of reinvestument rate of
intermediate cash flows belng the same as [RR of each individual
project.

€] The estimation of appropriate rate of discount is quite difficult

(] 1t may vield multipte IRE under circumstances when project cash flows
reverse during the life of the project.

Multiple TRR In cases where project cash flows change signs or reverse during the life
of a project eg. an initial cash outflow is followed by cash inflows and
subsequently followed by a major cash outflow |, there may be mere than
one [RE.

GeliE LIV RIS o Profitability index is the ratio of present value of cash inflows to the
or Desirability present value of cash outflow Le. investment.
Factar o Itis also known as Benefit-Cost Ratio,
FV of Cash inflow
o Profitability Index = l-"‘.F-an:aqhnilrﬁm:uq
_ Present Value ofcash Inflows
Present Value of cash Outflows
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Merits of
Frofitability Index

Demerits ol
Profitability Index

Reasons lor
difference between
NPV and IRR

Similarities
between NPV & TRR

Differences
between NPV & [RR

Investment Decisions

(@] Inthis method, full life of the project is taken into consideration.
(8] It considers time value of money

(€] Ithelpsin determination of most desirable project mix in case of capital
rationing when projects are divisible.
(] It helps in selection of mutually exclusive projects having same NPV,

{a) Itis hased on cost of capital which is difficult to calculate.

.{b] It does not provide sad:ishmf:.r result in case of mutually exclusive

projects having unequal lives.

{€] Itfails in determination of most desirable project mix in case of eapital

rationing when projects are indivisible,

{a] Scale or size disparity
(B] Time disparity in cash flows
(€] Disparity in life of proposals {unequal lives)

{m) Bethtechniques uses Discounted Cash Flow Method ie., both are Time
Adjusted Techniques of Evaluation of Capital Project Proposals.

(B] Both take Into account the Cash Flows After Tax [CFAT) over the entire
life of the Project.

(€] Both are, consistent with the objective of maximizing the wealth of
shareholders.

(] Both are difficult to compute.

{€] Both the techniques may often give contradictory results especially in
case of mutually exclusive projects.

{a) NPV uses the firm's cost of capital as the rate of discount. Unless the
cost of capital s known, NPV technique cannot be applied. Whereas
calculation of cost of capital is not the pre-requisite to apply IRR.

(b] NPV may mislead while dealing with alternative projects or limited
funds under the conditions of unequal lives. IRR allows a sound
comparison of the project having different lives and different timings
of cash intlows.

€] NPV may give different ranking in case of complicated projects as
comparison to [RR.

[d] NPV assumes that intermediate cash flows are reinvested at firm's cost
of capital whereas IRRE assumes that intermediate Cash Inflows are
reimvested at the internal rate of the project.

{e] IRR method favours short-term projects so long as it promises return in
excess of cut-off rate whereas NFV method favours long-term projpects.

(A1 1REmay give negative rate ormultiple rates under certain circumstances.
NPV dees not suffer from the limitation of multiple rates,
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VIR e R G () NPV is simple to compute as compared to [RR.

IRR becaunse {b] NPV dees not suffer from the limitation of multiple rates.

(€] NPV assumes that intermediate cash flows are reinvested at firm's cost
of capital The reinvestment assumption of NPV is more realistic than

IRR method.
IRR is Favoured (@) |RR is easier to visualize and to interpret as compared to NPV method,
LUV IS LRI (5] Even in the absence of cost of capital, IRR gives an idea of project’s
profitability

(€] |RK method is preferable to NPV in the evaluation ot risky projects. In
general, to resolve the inconsistency;, it Is necessary to have common
(i) terminal date and (ii) expected reinvestment rate and calculate
therchy the Terminal Value of the Project.

WOLHEL RGBT 0 Under this method, all cash Alows |, apart from the initial investment,
Rate of Return are brought to the terminal value using an appropriate discount rate
(MIRR) fusually the Cost of Capital).

g This results in a single stream of cash inflow in the terminal year. The
MIRR is obtained by assuming a single cutflow in the zero year and the
terminal cash inflow as mentioned above,

o The discount rate which equates the present value of the terminal cash
in fow to the zero year outllow s called the MIRR.

2 In other words, MIER is the rate of compounding which makes the
initial cash outflow in zero year equal to the terminal value of the cash

inflows.,
o Algebraically: Initial cash Outflow {1 + r]”th = Total Terminal value of
all Cash Inflows
Where, r= Modified Internal Rate of Keturn
Merits of MIRR () Itconsiders time value of money

() 1t considers entire cash flows over entire life of the project
(€] ltis consistent with the objective of maximizing the wealth of owners

(] Itis a measure of profitability since entire cash flows over entire life of
the project are considered

Demerits of MIRR (@] itrequires the estimation of cash inflows and cash outflows, which is a
difficult task

(b] It is relatively difficult to compute,

(c] Itignores the absolute amount of NPV while taking decision. A project
having lower [RR but higher absolute NPV may be rejected although it
increases the shareholder's wealth,
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Capital Rationing (] Projects are independent and divisible: In this case decision will be
hased on NFV per rupee of capital or Profitability index

(8] Projects are not divisible: In this case, decision will be based on
absolute NFV by making various possible combinations within the

spending limit.
Projects with It can be delt by following methods:
Unequal Lives {a] Replacement chain method

{8) Equivalent annualized criterion

Cut-0ff Rate It is the minimum rate which the management wishes t have from any
project. Usnally this is based upon the cost of capital. The management gains
only if a project gives return of more than the cut-off rate, Therefore, the cut-
off rate can be used as the discount rate or the opportunity cost rate,

PRACTICAL QUESTIONS

1. 5K Ltd. provides you the following information:

Purchase price I80,000
Installation charges 20,000
Estimated salvage value at the end of useful life 40,000
Useful life 4 years
Waorking capital required <10.,000
Annual earnings before depreciation and tax T65,000
Tax rage 0%

Calculate the Accounting Rate of Return if the method of Depreciation is
[a] Straight line method;
[B] Written down value methed {assuming depreciation @ 20%).

S0l (i) 43.75%: (b) 46.02%)
2. From the following data calculate cash flows from operations:

aales 30,000 50,000 80,000 200,000 10,00,000
o Yariable cost 405%
o Fixed cost ©2,000
o Cost of assets T50,000
o Life 5 years
g Tax rate 30%

[Sol T14,200; 22,600;¥35,200; T85,600;34,21,600]
A. From the following data calculate cash flows from operations:

sales 20,000 20,000 80,000 200,000 10,00,000
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o  Variable cost 30%
o Fixved cost <o, 000
g Cost of assets T1.40,000
o Life 5 years
o Taxrate 30%

[Sol T19,600; T29,400; T44,100; T1,02,900; 74,94,900]

4. From the following data calculate cash flows from sales of assets if assets is sold for

[a] 27; (B] TL0and (] 16

o Costof assets T1.000
g Life 5 years
o Soap T10
o Tax 0%

[SoL {a) T7.90; (b T10; {c) T14.20]
5. From the following data calculate cash inflows
fa] if complete blockis sald and

[B] there are other remaining assets in block:

Sales 40,000 S0, 000 80,000 2,000,000 10,000,000
o Variable cost 10%
o Fixed cost <3.000
o Cost of assets T1,30,000
o Scrapvalue 5,000
o Life 5 years
o Taxrate J0%
o Depreciation 209 WDV

[Sol. (a) T25,300; T28,640; T42,092; T99,694; T5.07,374; () T25.300; T28,640; T42.092; T99,894;
4,93,795]

6. From the following data calculate pay back period:

Profic before depreciation 60,000 2,000,000 3,00,000 | 10,00,000
o Variable cost 0%
o Fixed cost 15,000
o Cnstof assets T3.00.000
o Working capital ¥50,000
o Life 5 years
U Tax rate 30%
[Sol 3,377 vears]
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7. From the following data caleulate pay back period:

Profit after depreciation & tax | 40,000 60,000 200,000 | 300,000 | 10,00,000

Variable cost 0%

Fixed cost 30,000

Cost of assets <4.37.500

scrap value <30,000

Working capital 20,000

Life 5 years

Depreciation 20% WDV

Tax rate 30%

[Sol. 2.7H years|
8. From the following data calculate

fa] pay back period and (8] discounted pay back period:
o Costof project =2,50,000

o  Annual cash inflow 30,000 upto 4 years and T10,00,000 in S5th year
g Curoff rate 994

[SolL (a] 2.78 years; (b) 3.35 years]
9. From the following data calculate discounted pay back period:

Profit before depreciation &tax | 40,000 60,000 | 200,000 | 300,000 | 10,00,000

o  Variable cost 30%
o Fixed cost T25,000
o  Costof assets T3.20,000
o Scrapvalue 20,000
o Working capital T30,000
o Lie 5 yedars
o Depreciation aum of Year's Digit Method
g  Taxrate 30%
o Minimum required return L1%
[Sol 3.88 years)

10. From the following data calculate discounted pay back period:

Profit before tax 10,000 15,000 40,000 1,00,000

& While computing above figures, depreciation was charged on straight line basis to write off
an assets of 35,000 over 4 years to a ¥3.000 book value.

Investment Decisions W




o Income tax rate at 30%.
o Written down value method at 20% is allowed as depreciation under income tax act.
o Minimum required return is 9%

[Sol 2.24 years)
11. A Project requiring an investment of T10,00,000 and it yields prefit after tax and depreciation
which is as follows: [5M]
Profit after tax and depreciation ()

1 S0,000

Z 75,000

3 1,25,000

4 130,000

2, E0,000

Total 4,60,000

Suppose further that at the end of the gth year, the plant and machinery of the project can be sold
for TB0,000. Determine average rate of return,

[Sol 17.04%]

12. 5K Company is evaluating three investment situations: (1) produce a new line of aluminium
cookers, (2] expand its existing cooker line to include several new sizes and (3] develop a new,
higher-quality line of cookers, If only the project in question is undertaken, the expected present

values and the amounts of investment required are: [SM]
Project Investment Required (T) Present value of future cash Mows [T)
1 2,00,000 290,000
2 L 15,000 185,000
3 Z,70,000 400,000

If projects 1 and 2 are jointly undertaken, there will be no economies; the investment required and
present values will simply be the sum of the parts, With project 1 and 3, economies are possible
in investment because cne of the machines acquired can be used in both production process.
The total imvestment required for projects 1 and 3 combined is T4,40,000. If projects 2 and 3 are
undertaken, there are economies to be achieved in marketing and producing the products but not
in investment. The expected present value of future cash flows for projects 2 and 3 15 $6,20,000,
If all three projects are undertaken simultaneously, the economies noted will still hod. However, a
T1,12.500 extension on the plant will be necessary, as space is not available for all three projects.
Calculate NPV of the projects and state which project or projects should be chosen?

[Sol. NPV =T90,000; T70,000; ¥1,30,000; ¥1,60,000; T2,50,000; ¥T2,35,000; ¥2,42,500]

13. Compute the net present value for a project with a net investment of T1,00,000 and net cash
flows for year one is ¥55,000; for yvear two is $80,000 and for year three is ¥15,000. Further the

company’s cost of capital is 1097 [sM]
[FVIF @ 10/ for three years are 0.909, 0.826 and 0.751]
[Sol T27,340]
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14, SK Ltd. is planning to invest in machinery, for which it has to make a choice between the two
identical machines, in terms of Capacity, X' and *Y". Despite being designed differently, both
machines do the same job, Further, details regarding both the machines are given below: [SM]

Particulars Machine X Machine Y
Purchase cost of the machine () 15,00.000 10,00,000
Liffer {Years) 3 2
Runn ing cost per year ] 400,000 &,00,000
The opportunity cost of capital s 9%. You are required to identify the machine the company
should buy?

The present value {PV) factors at 9%, are:

PVIFy e 0.917 0.842 0.772

[Sol. FVCO=¥25,12.400; ¥20,55,400]

15. A firm 15 in need of a small vehicle to make dellveries. It is intending to choose between
two options. One option is to buy a new three wheeler that would cost¥1,50,000 and will remain
in service for 10 years.

The other alterpative is w buy asecond hand vehicle for ¥80,000 that could remain in service for

5 years. Thereafter the firm, can buy anether second hand vehicle for 60,000 that will last for

another 5 years. The scrap value of the discarded vehicle will be equal to it written down value

(WDV]. The firm pays 30% tax and is allowed to claim depreciation on vehicles @ 25% on WDV

basis. The cost of capital of the firm is 12%.

You are required to advise the best option. [Nov 2022Z)
[Sol New vehicle = T1,17,452; Second hand vehicle = ¥78,685]

16. SK Itd. is considering buying 2 new machine which would have a useful economic life of five years,
acost of T1,25,000 and a serap vatue of T30,000, with 80 percent of the cost being payable at the
startofthe project and 20 percent at the end of the first vear. The machine would produce 50,000
units per annum of a new project with an estimated selling price of €3 per unit. Direct costwould
be T1.75 perunit and annual fixed costs, including depreciaton calculated on straight-line basis,
wotld be T40,000 per annum.

In the frst year and the second year, special sales promotion expenditure, not included in the
above costs, would be incurred, amounting to 10,000 and 15,000 respectively. Calculate NFV
of the project for investment appraisal, assuming the company's cost of capital is 10 percent.

[SM, RTF Nov 2019, Similar RTP Nov 2023]
[SoL NPV - ¥31,711]

17. 5K Lud is planning to introeduce a new product with a project life of 8 years. Initlal equipment
cost will be ¥3.5 crores, Additional equipment cost T25,00,000 will be purchased at the end of
the third year from the cash inflow of this year At the end of 8 years, the original equipment
will have ro resale value, but additional equipment can be sold for ¥2,50,000. A working capital
of T40,00,000 will be needed and it will be released at the end of eight year. The project will be
financed with sufficient amount of Equity capital. The sales volumes over eight years have been
estimated as follows:
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Year | 2 3 A&S 6-8
nits 72,000 1,08,000 3,60,000 2,70,000 1,80,000

A sales price of ¥240 per unit is expected and variable expenses will amount to 60% of sales
revenue. Fixed cash operating costs will amount to $36,00,000 per vear. The loss of any vear will
be set off from the prefits of subsequent two years. The company is subject to 30% tax rate and
consider 12% to be an appropriate after tax cost of capital for this project. The company follows
straight line method of depreciation. Required: Calculare the net present value of the project and
advise the management to take appropriate decision. [SM, Similar RTP May 2023]

Note: The PV Factors at 129% are:

FVIT 0.693 0.797 0,712 .63 G 0,567 0.507 D422 0.404

[Sel. NPV =%1,61,13,079]

18. A chemical company is presently paying an cutside firm T1 per gallon to dispose off the waste
material resulting from its manufacturing cperations. At normal operating capacity, the waste is
about 50,000 gallons per year.

After spending $60,000 on research, the company discovered that the waste could be sold for<10
pergallon if it was processed further Additional processing would however, require an investment
of $6,00,000 in new equipment, which would have an estimated life of 10 years with no salvage
value. Depreciation would be calculated by straight line method.

Except for the costs incurred in advertising ¥20,000 per year. no change in the present selling
and administration expenses s expected, if the new product is sold. The details of additional
processing costs are as follows:

Variahle - €5 per gallon of waste put into process

Fixed {excluding depreciation) - ¥30,000 per year

In costing the new product, general administrative overheads will be allocated at the rate of €2 per
gallon. There will be no losses in processing and it is assumed that the total waste processedina
given yearwill be sold in that year. Estimates indicate that 40,000 gallons, of the product could be
sold each vear. The management when confronted with the choice of disposing off the waste or
processing it further and selling it, seeks your advice, Which alternative would you recommend?
Assume that the firm's cost of capital is 15% and it pays on an average 35% tax on its income.

Note: Present value of annuity of T1 at 15% rate of discount for L0 years is 3.019. [SM]
[SoL ¥1,25,246)]

19. A large profit making company is considering the installation of a machine to process the waste
produced by one of its existing manufacturing process to he copverted into a marketable product.
At present the waste is removed by a contractor for disposal on payment by the company of 150
lakhs per annum for the next four years. The contract can be terminated upon installation of the
aforesaid machine on payment of a compensation of ¥90 lakhs before the processing operation
starts. This compensation is not allewed as deduction for tax purposes.
The machine required for carrving out the processing will cost ¥600 lakhs to be financed by a
loan repayable in 4 equal instalments commencing from the end ofthe year-1. The interestrate is
14% per annuim. At the end of the 4th vear, the machine can be sold for 360 lakhs and the cost of
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dismantling and removal will be T45 lakhs. Sales and direct costs of the produce emerging from
wadste processing for 4 yvears are estimated as under;

[Tin lakhs)

Year 1 2 3

Sales D66 Ly 1,254 1,254
Material Consumption an 120 255 255
Wages 225 225 255 300
Other expenses 120 135 162 210
Factory Overheads 165 180 330 435
Depreciation {as per Income tax rules) 150 114 a4 b3

Initial stock of material required before commencement of the processing operation 60 lakhs
at the start of year 1. The stock levels of material to be maintained at the end of year 1, 2 and 3
will be ¥165 lakhs and the stocks at the end of vear 4 will be nil. The storage of materials will
utilize space which would otherwise have been rented out for €30 lakhs per annum. Labour coses
include wages of 40 workers, whose transfer to this process will reduce idle time payments of
45 lakhs in vear 1 and ¥30 lakhs in year 2. Factory overheads include apportdonment of general
factory overheads except to the extent of insurance charges of T390 lakhs per annum payable on
this venture. The company's tax rate is 30%. Present value factors for four vears are as under:

FV Factors @ 14% 0.877 0.769 0.674 0.594
Advice the management on the desirability of installing the machine for processing the waste. All
calculation should form part of the answen [SM, RTP Nov 2020]

[Sol ¥578.14 lakhs]

20. 5K Lab Ltd. is using a X-ray machines which reached at the end of their useful lives. Following
new X-ray machines of two different brands with same features are available for the purchase,

Brand Cost of Life of Maintenance cast Rate of
machine machine Year 1-5 Year 6-10  Year 11-15 depreciation
XYL 6,000,000 15 vears T20,000 T28,000 39,000 L 7Y
ARG =4,50,000 10 vears =31,000 T53,000 o [

Residual Value of both of above machines shall be dropped by 1/3 of Purchase price in the first
year and thereafter shall be depreciated at the rate mentioned above.

Alternatively, the machine of Brand ABC can also be taken on rent to be returned back to the
owner after use on the following terms and conditions:

@ Annual Rentshall be paid in the beginning of cach year and for first year it shall be¥1,02,000,

o Annual Rent for the subsequent 4 years shall be T1,02,500.

o Annual Rent for the final 5 vears shall be T1,09,950,

@ The Rent Agreement can be terminated by 5K Labs by making a payment of ¥1,00,000
as penalty. This penalty would be reduced by 10,000 each year of the period of rental
agreement.
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You are required to:
(a] Advise which brand of X-ray machine should be acquired assuming that the use of machine
shall be continued for a period of £0 years.
(B] Which of the option is most economical Ifmachine is likely to be used for a period of 5 years?
The cost of capital of SK Labs is 12%. [MTP May 2021])
[Sol. [a) XYZ=71,12,014; ABC="1,15360; Rent=T1,17,732; (b) XYZ =74.99,732; ABC=74,52,091;
Rent =¥4,41,643]

21. Alpha limited is a manufacturer of computers. [&wants to introduce artificial intelligence while
making computers. The estimated annual saving frem introduction of the artificial intellizence
(Al is as follows:

o Reduction of five employees with annual salaries of €3,00,000 each,

o Heduction of 33,00,000 in producticn defays caused by inventory problem,

o Reduction in lost sales $2,50,000 and

o Gain due to timely billing ¥2,00,000.

The purchase price of the system for installation of artificial intelligence is T20,00,000 and

installation cost is ¥ 100,000, 80% of the purchase price will be paid in the year of purchase

and remaining will be paid in next year. The estimated life of the system is 5 years and it will be

depreciated on a straight-line basis.

However, the operation of the new system requires two computer specialists with annual salaries

of €5,00,000 per parson.

In addition to above, annual maintenance and operating cost for five years are as below:
(Amount in T)

Mammtenance & Operatingcest| 200000 | 180,000 | 1,60000 | 140,000 | 1,20,000
Maintenance and operating cost are payable in advance.
The company’s tax rate is 30% and its reguired rate of return is 15%.
Year 1 2 3 1 5
VIF, 10,4 0,909 0826 0.751 0.683 621
PVIFy 12 4 0.893 0.797 0.712 0.636 0.567
PVIF) 15 ¢ 0.070 0.756 0.650 0,572 0.497
Exaluate the project by using Net Present Value and Profitability Index [May Z022)

[Sol NPV =%8,36,557; PR= 1.41]

22. A share of the face value of T100 has current market price of £480. Annual expected dividend is 3006
During the fifth year, the shareholder is expecting a bonus issue in the ratio of 1:5. Dividend rate s
expected to be maintained on the expanded capital base, The shareholder intends to retain the share till
the end of the eighth year. At that time the value of share is expected to be ¥1,000. Incidental expenses
at the time of purchase and sale are estimated at 5% orn the market price. There is no tax on dividend
income and capital gain. The shareholder expects a minimum retum of 15% per annum. Should be
by the share? What is the masimim price hee can pay for the share? Show complete workings.

[Sok. NPV =¥13.18; Price =¥492.55]

23. Supposewe have three projects involving discounted cashoutflow of ¥5,50,000,3 75,000 and ¥1,00.20,000
respectively. Suppese further that the sum of discounted cash inflows for these projects are ¥5,50,000,
05,000 and T1,00,30,000 respectively. Calculate the desirability factors for the three projects. [SM]

[Sol 1.18; 1.27; 1.001]
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24. 5K Ltd. is planning its capital investment programmed for next year. [t has five prejects all of
which give a positive NPY at the company cut-off rate of 15 percent, the investment cutflows and

prezent values being as follows: [5M]
Project Investment (T) NPV @ 15% [T)
A (50,0007 153,400
B {40,000) 13,700
C {25,000) 10,100
I (30,0007 11,200
E {35,000] 19,300

The company is limited to a capital spending of T1,20,000. You are required to illustrate the retum
from a package of projects within the capital spending limit.

[&] The projects are independent of each other and are divisible (i.e. par-project is possible)
(B] Froject C and [} are dependent on each other and all other projects are divisible,
(] The projects are independent of each other and are Indivisible.

[Sol {a) E, B,C, D; NPV =355,567]
25. A company has following cash lows and its cost of capital is 109,

Cash flows -2,00,000 60,000 90,000 1,30,000 70,000
Compute internal rate of return.
[SoL 25.25%]
26. Given below are the data on a capital project 'S [5M]

Annual cost saving 260,000
Useful life 4 years
Internal rate of return 15%
Profitability index 1.064
Salvage value i
You are required to calculate for this project S:

(o] Costof project (B] Payback period

(€] Costof capital (d] Net Present Value

Given the following table of discount factors:

Discounting Factor

1 year 0.E69 D.ETY 0.885 0.893
2 year 0.756 0.769 0.783 0.797
3 year .65d 675 0.6%3 0.712
4 year n.572 0.592 Na1d 636

2855 2913 2974 3.038

[Sol (o) €1,71,300; (b) 2.855 years; [c) 12%; (d) ¥10,980]




27. A company proposes to install machine involving a capital cost of T3,60,000, The life of the
machine is 5 vears amd its salvage value at the end ofthe life is nil. The machine will produce the
net operating income after depreciation of 68,000 per annum. The company's tax rate §s 45%.

The Net Present Value factors for 5 vears are as under: [5M]
Discounting rate 14 15 16 17 18
Cumulative factor 343 3.35 32T 3.20 3.13

You are required to compute the internal rate of return of the proposal.

S0l 15.74%)]
28. An investment of ¥1,36,000 vields the following cash inflows [profit before depreciation but after
tax). Determine MIRR considering 8% as cost of capital. [5M]
Year T
1 30,000
2 40,000
3 60,000
4 30,000
5 20,000
L.30,000
[Sol 9.45%]

29. 5K Campany is contemplating to replace one of its bottling machines with a newer and more

efficient machine. The old machine was purchased at$10,00,000 and had a usceful life of 10 years.
The machine was bought 5 years back. The company does not expect to realize any return from
scrapping the old machine at the end of 10 years but if it is sold now te another company in the
industry, SK Campany would receive 26,00,000 for it. The new machine has a purchase price of
F20,00,000. It has an estimated salvage value of $2,00,000 and has useful life of 5 years.
The new machine will have a greater capacity and annual sales are expected to increase from
T10.00,000 toI12,00,000. Dperating efficiencies with the new machine will also produce savings
of £2,00,000 a year. Depreciation is on a straight - line basis over useful life 5 years. The cost of
capital is 8% and a 50% tax rate is applicable.

[Sol ¥3,890]

30. 5K Limited is thinking of re placing its existing machine by a new machine which would cost 360
lakhs. The company's current production is 80,000 unirs, and is expected to increase to 100,000
units, if the new machine is bought. The selling price of the product would remain unchanged at
T200 per unit. The following is the cost of producing one unit of product using both the existdng
and new machine:

Existing Machine New Machine Umit Cost [T)
(B0,000 uniis) [1,00,000 units) Difference
Materials 75.0 63.75 (11.25)
Wages & Salaries L B4 37.5 (13.75)
| Supervision 20.0 25.0 5.0
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MNew Machine
[ LOO0000 units)

Existing Machine Unit Cost [T}

Differonce

(80,000 units)

Repairs & Maintenance LL2S FD {3.75)
Powrer & Fuel 15.5 14.25 (1.25)
Depreciation 0,25 5.0 475
Allocated Corporate Overheads 10.0 TLS Z.5

183.25 165.5 [17.75)

The existing machine has an account boek value of T1,00,000, and it has been fully depreciated
for tax purpose. It is estimated that machine will be useful for 5 years. The supplier of the new
machine has offered to accept the old machine for <2,50,000. However, the market price of old
machine today s 31,50,000 and it is expected to be $35,000 after 5 years. The new machine has
a life of 5 years and a salvage value of T2,50,000 at the end of its economic life. Assume corporate
income tax rate of 40% and depreciation is charged on straight line basis for income tax purpeses.
Further assume that bocok profit is treated as ordinary income for tax purpose. The opportunity
cost of capital of the company s 15%. Required: [RTF Nov 20148]
(] Estimate net present value of the replacement decision
(B] Estimate the internal rate of return of the replacement decision
{¢] Should company go ahead with the replacement decision? Suggest.

Year 1 2 3 1 5
FVIF 54 08696 0.7561 0.6575 0.5718 04972
PVIF 2, 0.8333 0.6914 0.5787 04823 04019
PVIFg a5, Q.ann0 0.6400 0.5120 04096 03277
PVIF a0, 07692 0.5917 0.4552 L3501 0.2693
PVIF} a5 0.7407 0.5437 (L4064 03011 02230

[Sol. (a) T19,20,284; () 28.26%: (c) Yes]

31.5K Ltd. is contemplating replacement of one of its machines which has become outdated and
inefficient. Its financial manager has prepared a report outlining two possible replacement
machines. The details of each machine are as follows:

Machine 1

Machine 2

Initial investment T12,00,000 | T16,00,000
Estimated useful life 3 years 5 years
Residual value ¥1,20,000 <1,00,000
Contribution per annum T11,60,000 | T12,00,000
Fized maintenance costs per annum <40,000 =80,000
Other fixed operating cost per anhim T 720,000 <6, 10,000

The maintendance costs are payable annually in advance. All other cash flows apart from the initial
imvestment assumed to occur at the end of each year. Depreciation has been calculated by straight
line method and has been included in other fixed operating costs. The expected cost of capital for
this project is assumed at 12% p.a.
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Required to compute which machine is more beneficial, using annualized equivalent approach.

[gnore tax, [Dec 2021]
PVIF 44, 0.393 0.797 0712 0.636 0.567 0.507
PVIFAgya, 0895 1.690 2402 3.038 3.605 4112

[SoL Machine 1=%2,91,191; Machine 2 =¥3,72,291]

32. 5K Ltd. has a machine which has been in operation for 3 vears. The machine has a remaining
estimated useful life of 5 years with no salvage value in the end. Its current market value |5
T2,00,000. The company is considering a proposal to purchase a new model of machine to replace

the existing machine. The relevant information is as follows: IsM]
Cost of machine ¥3.30,000 T10,00,000
Estimated life Hyears 5 years
Salvage value Nil 40,000
Annual output 20,000 units 75,000 units
Selling price per unit T15 <15
Annual operating hours 3,000 3,000
Material cost per unit 4 T4
Labour cost per hour T4 R0
Indirect cash cost per annum <a0.000 Ta5,000

The company uses written down value of depreclation @20% and it has several other machines in
the hlock of assets. The income tax rate is 30 percent and SK Lud. does not make any investment,
if it yields less than 12 percent. Advise 5K Itd, whether the existing machine should be replaced
or not. PV Factors @ 12% are:

PVF 0.893 0.797 0.712 0.636 0.567
[Sol ¥3,28,965]

33. 5K Ltd. is considering replacing a manually operated old machine with a fully automatic new
machine. The old machine had been fully depreciated for tax purpose but has a book value of
T2,40,000 0n 31% March, 2021. The machine has bepun causing problems with breakdowns and
it cannot fetch more than 30,000 if sold in the market at present. [twill have no realizable value
after 10 years. The company has been offered 100,000 for the old machine as a trade in on the
new machine which has a price (before allowance for trade in) of 4,230,000, The expected life of
new machine is 10 vears with salvage value of ¥35,000.

Further the company follows straight line depreciaticn method but for tax purpose, written down
value method depreciation @7.5%is allowed taking that this is the only machine in the block of
assets,

N 15278 Financial Management @




Given below are the expected sales and costs from both old and new machine:

Old Machine [¥)  New Machine )

Sales 8,110,000 8,110,000
Material cost 1LB0.000 1,26,250
Labour cost 1,35,000 1,10,000
Variable overhead 56,250 47.500
Fixed overhead o000 97,500
Nepreciation 24 D10 41,500
PBT 3,24,750 3,87.250
Tazx @ 30% 97 425 1,16175
PAT 227325 2 7L075
From the above information, analyse whether the old machine should be replaced or not ifrequired
rate of return 15 10%7 Ignoere capital gain tax. [5M, RTP Dec 2021])
PF Factors at 1004:

PVE 0.909 | 0.826 | 0,751 | 0.683 | 0.621 | 0.564 | 0513 | 0.467 | 0424 | 0.386

[SoL T44,512.44

34. 5K Lrd. is presently all equity financed. The directors of the company have been evaluating
investment in a project which will required 270 lalchs capital expenditure on new machinery.
They expect the capital investment to provide annual cash flows of ¥42 lakhs indefinitely which
Is net of all tax adjustments. The discount rate which it applies to such Investment decisions is
14% net.

The directors of the ccmpany believe that the current capital storucture fails to take advantage of

tax benefits of debt and propose to finance the new project with undated perpetual debt secured
on the company’'s assets. The company intends to issue sufficient debt to cover the costof capital
expenditure and the after tax cost of issue.

The current annual gross rate of interest required by the market on corporate undated debt of
similar risle is 10%. The after tax costs of issue are expected to be T10 lakhs. Company's tax rate

is 309, [SM]
You are required to:
[e] Calculate the adjusted present value of the investment,

(B] Calculate the adjusted discount rate and

(€] Explain the circaomstances under which the adjusted discount rate may be used to evaluate
the future investments.

[Sol (1] T104 lakh; (i) 8.8%]
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PRACTICE QUESTIONS

35.5K Itd. is a small company that is currently analysing capital expenditure proposals for the
purchase of equipment; the company uses the net present value technique to evaluate projects.
The capital budget is limited vo ¥5,00,000 which SK Ltd. believes is the maximum capital it can
raise. The initial investment and projected net cash flows for each project are shown below. The
cost of capital of 5K Ltd. is 12%. You are required to compute the NPV of the different projects.

{Amount in ¥)
Project A ProjectB Project € Project [
Initial Investment 2,010,000 1,490,000 250,000 2,10,000
Project Cash Inflows
Year1 50,000 40,000 75,000 75,000
YearZ 50,000 S0,008 72,000 75,000
Year3 R0,000 T0,000 A0 H1,000
Year 4 50,000 75,000 20,000 40,000
Year s 50,000 75,000 100,000 20,000
[5M]

[SoL NPV = (-) T19,750; T25,635; T27,050; [-)T3,750]

36. A company is evaluating a project that requires initial investment of ¥60 lakhs in fixed assets and
Y12 lakhs towards additional working capital.
The project is expected to increase annual real cash inflow before taxes by ¥24,00,000 during
its life. The fixed assets would have zero residual value at the end of life of 5 years. The company
follows straight line method of depreciation which i expected for tax purposes also. Inflation is
expected to be 6% per vear For evaluating similar projects, the company uses discounting rate

of 12% in real terms. Company's tax rate is 30%. [May 2018]
Advise whether the company should accept the project, by calculating NFV in real terms.
PVIF [12%, 5 years) PVIF (6%, 5 vears)

Year 1 0.893 Year1 0.543

Year 2 0,797 Year2 D890

Year 3 D712 Year3 (.540

Year 4 0.636 Year4 0.792

Year 5 0.567 Year S 0747

[Sol NPV =¥8.34,600]

37.AT Limited is considering three projects A, B and C. The cash flows associated with the projects
are given below:
Cash flows associated with the Three Projects (T)

Project
A (10,000]) 2,000 2,000 6,000 0
B {2,000) 0 2,000 4,000 6,000
C [10,000) 2,000 2,000 6,000 10,000
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You are required to:

(o] Calculate the payback period of each of the three projects.

(B] If the cut-off period is two years, then which projects should be accepted?

{¢] Frojects with positive NPV if the opportunity cost of capital is 109,

[d] "Payback gives too much weight to cash flows that occur after the cut-off date” True of false?

(] "TF a firm used a single cutoff pericd for all projects, it is likely to accept too many short-lved
projects”. True or falze? [May 2019)
FV Factor @ 10%

PV, 1 0.909 0826 0,751 0683 0.621

[Sol [a] 3 years; 2 years; 3 vears; (b] Project B; (] { 1¥2,024; 36,754; 24,806; [d) False; (] True]
38. CK Ltd. is planning to buy 2 new machine. Details of which are as follows:

Cost of the Machine at the commencement 2,530,000
Economic Life of the Machine 8 years
Residual Value Nil
Annual Production Capacity of the machine 100,000 units
Estimated Selling Price per unit Th
Estimated annual fixed cost {excluding depreciation) T1,00,000
Estimated variable cost per unit [excluding de preciation) <3
Advertisement expenses in 1% year in addition of annual fixed cost T20,000
Maintenance expenses in 5°" year in addition of annual fixed cost 730,000
Cost of capital 12%
lpnore tasx

Analyze the above mentioned proposal using the Net Present Value Method and advice.
[Nov 2020]

PV Factor at 2% are as under:

PV Factor 0893 | 0.797 | 0712 | D636 | 0.567 | 0507 | 0452 | D404

[SoL NPV = T7,08,730]

39. PD Led. an existing company, is planning to introduce a new product with projected life of 8 vears.
Project cost will be T2,40,00,000. At the end of 8 years no residual value will be realized. Working
capital of ¥30,00,000 will be needed. The 100% capacity of the project is 2,00,000 units p.a. but
the Production and Sales Volume is expected are as under:

Year Number of Units
1 60,000 units
2 A0,000 units

3-5 140,000 units
G-4 120,000 units

Investment Decisions AREEY,




Other information:
{11 Selling price per unitT200
(i} Variable costis 400 of sales
(ifi] Fixed cost p.a. T30,00,000
{(iv] In addition to this advertisement expenditure will have to be incurred as under:

Expenditure {T) S0,00,000 25,00,000 10,000,000 500,000

(v] Income taxis 25%
(v Straight line method of depreciation is permissible for tax purpose
(vii} Costof capital is 10%
[wifl} Assume that loss cannot be carried forward. [Nov 2018]
Present Value Table

PV i@ 10% 0.909 .B26 0751 N.6H3 (.h21 564 | 0.513 (467

[Sol NPV =%1.18.82.700]

40. 5K Hospital s considering to purchase a machine for medical projectional radiography which
is price at T2.00,000. The projected life of the machine Is 8 years and has an expected salvage
value of 18,000 at the end of 8th year, The annual operating cost of the machine is 22,500, [t
is expected tw penerate revenues of €1,20,000 per yvear for eight years. Presently, the hospital is
cutsonrcing the radiography waork to its neighbour Test Center and is eaming commission income
of €36,000 per annum, net of taxes.

Beqguired to analyse whether it would be profitable for the hospital w purchase the machine?
Give your recommendation under:
{i] Net Present Value method

(i} Frofitability Index method [SM, Similar RTP Nov 202 2]
Consider tax @30%. PV factors at 10% are given below:

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8
FRETHRY] N.A826 0.751 0683 a2l 0.5654 0.513 DL4GT

[Sol (i) T16,832.06; (i) 1.084]

41. A hospital 15 considering to purchase a diagnostic machine costing T80,000, The projected life
of the machine is B years and has an expected salvage value of ¥6,000 at the end of 8 years. The
annual operating cost of the machine is $7,500. It is expected to generate revenues of 40,000
per year for eight years. Presently, the hospital is outsourcing the diagnostic work and is earning
commissicn income of 12,000 per annum. Consider tax rate of 30% Discounting Rate as T0%.
Advise: Whether it would be profitable for the hospital to purchase the machine?

Give your recommendation as per Net Present Value method and Present Value Index method
under below mentioned two situations:
(1] If Commission income of T12,000 p.a. is before taxes,

(] If Commission income of 12,000 p.a. is net of taxes. [Nov 2022)
[Sol (i) T¥14.146.76; 1.18; {if) (-1¥5.055.64; 0.94]
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42. 5K Ltd. is a News broadcasting channel having its broadcasting Centre in Mumbai. There are total
200 employees in the organisation including top management. As a part of employee benefit
expenses, the company serves tea or coffee to its employees, which Is outsourced from a third
party. The company offers tea or coffee three times a day to each of its employess, 120 employees
prefer tea all three times, 40 employees prefer coffee all three times and remaining prefer tea
only once (h a day. The third party charges T10 for each cup of tea and T15 for each cup of coffee.
The company works for 200 days in a vear.

Looking at the substantial amount of expenditure on tea and coffee, the finance department has
proposed to the management on installation of a master tea and coffee vending machine which
will cost T 10,00,000with a useful life of five vears. Upon purchasing the machine, the company will
hawve to enter into an annual maintenance contract with the vendor, which will require a payment
of T75,000 every vear. The machine would require electricity consumption of 500 units p.m. and
current incremental cost of electricity for the company is T12 per unit. Apart from these running
costs, the company will have to incur the following consumables expenditure also: I5M]

[a] Packets of coffee beans at a cost of 90 per packet

(b] Packet of tea powder at a cost of TT0 per packet

[c] SugaratacostofT50 per kg

(d] Milk at a cost of ¥50 per litre

(¢] Paper cupat a cost of 20 paise per cup.
Each packet of coffee beans would produce 200 cups of coffee and same goes for tea powder
packet, Each cup of tea or coffee would congist of 10g of sugar on an average and 100mi of milk.
The company anticipates thatdue to ready availability of tea and coffee through vending machines
its emplovees would end up consuming more tea and coffee.
[t estimates that the consumption will increase by on an average 20% for all class of employees.
Also, the paper cups consumption will be 10% more than the actual cups swerved due toleakages
in them.
The company is in the 25% tax bracket and has a current costof capital at 1 2% per annum. Straight
line method of depreciation is allowed for the purpese of taxation. You as a financial consultant
is required to advise on the feasihility of acquiring the vending machine.
PV factors @12%:

PVF 0.8929 0.7972 0.7118 0.6355 0.5674

[Sol. (<) T1,35,874]

#3. A company wants to buy a machine, and two different models namely A and B are available.
Followling further particulars are available:

Farticulars Machine - A Machine - 0
Original Cost {3) 8,00,000 6,00,000
Estimated Life in years 4 4
Salvage Value (¥) 0 0
The company provides depreciation under straight line method. Income tax rate applicable is 30%.
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The present value of T1 at 1 2% discounting factor and net profit before depreciation and tax are
as under:

Net Profit Before Depreciation and tax

Machine - A {T) Machine - B {¥)
1 2.30,000 175,000 0.893
2 240,000 260,000 0.797
3 220,000 3,20,000 0.712
4 5,60,000 1,50,000 0.636
Calculate:

{1} NPV (Net Present Value)
(2] Discounted pay-back period

{3] PI (Profitability Tndex}

Suggest: Purchase of which is more beneficial under Discounted pay-back period method, NTV
method and PI method. [Jam 2021]

[Sol. (1) TLE909; T17,900; (1) 3.93 vears; 3.82 years; [3] LO24; 1.029]

44. A company has T1,00,000 available for investment and has identified the following fourinvestments
in which to invest.

Investment (¥) NPV [T)

G 40,000 20,000

E L,00,000 35,000

E 0,000 24,000

F 60,000 18,000
You are required to optimize the returns from a package of projects within the capital spending
limit if:
(@] The projects are independent of each other and are divisible
(B] The projects are not divisible [Now 20149]

|SoL [a] C,E & I; NPV =T47,500; [p) C & E; NPV =344,000|

45. SK Lud. is evaluating a project imvalving an outlay of ¥10,00,000 resulting in an annual cashinflow
of £2,50,000 for 6 years. Assuming salvage value of the project 15 2ero; determine the IRR of the
project. I5M]

[Sol 12.978%]

46. Calenlate the internal rate of return of an investment of T1,36,000 which yields the following cash
inflows: I5M]
Cash Inflows [in T)
30,000
40,000
60,000
30,000
20,000
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You may use following discount rmtes:

FVF @ 10% 0.909 0.826 0.751 0.683 0.621
PVF @ 12% 0.8493 0.797 0,712 IR D567
[Sol 10.704%]
47. Suppose there are two Project A and Project B are under consideration. The cash flows associated
with these projects are as follows: [SM]
Project A Project B
0 (1,00,000) (3,00,000)
L 50,000 140,000
2 60,000 L.20,000
3 40,000 L.00.000

Assuming cost of capital equal to 10%, identify which project should be accepted as per NPV
Method and [RR Method.

FVT i@ 10%, 0.909 0.026 0.751

PVE @ 209 0.833 0694 0.579

[SoL NPV - A=%25,050; B=%5%,300; IRR - A=24.20%:; B = 21.48%]

48. S5uppose 5K Lid. is considering two projects X and Y for investment. The cash Aows associated

with these projects are as follows: [SM]
Project X {¥) Project Y [T)
0 {2,50,000) (3.00,000)
1 2,00,000 20,000
2 L,00,000 100,000
3 50,000 3,00,000

Assuming cost of capital be 10%, identify which project should be accepted as per NPV Method

and [RR Method.
Year 1 2 3
PWE [ 1 0% IR TNEY 0.BL6 0.751
FVF @ 20% 0.833 0094 0.57%

[Sod. NPV - A=%51,950; B =<53,350; IRR - A= 24.87%; B = 17.60%]
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49, Suppose 5K Ltd. is considering two projects A and B for investment. The cash Aows associated
with these projects are as follows: I5M]

Praject A [T) Project B [¥)
] {5,00,000) (5,00,000)
1 750,000 2,000,000
2 ] 2,00,000
3 0 7,000,000

Assuming cost of capital be 12%, identify which project should be accepted as per NFV Method
and I1ER Method.

Year 1 2 3
PVTT i@ 12%, 0.093 0.797 0.712
PVF @ 50% 0.677 0.444 0.296
[Sol NPV - A=%1,69,750; B=<3,36400; IRR - A=50%; B =43.07%]
50. 5K Company is considering the following investment projects: I5M]

Cash Flows (T)

B -10,000 +7,500 +7,500
G -10,000 +2,000 +4000 +12,000
D -10,000 +10,000 +3,000 +3,000

(@] Analyse and rank the projects according to each of the following methods: (] Pavback;
(1] ARE, {{i7]) IRE and {iv] NPV, assuming discount rates of 10 and 30 percent.

(] Assuming the projects are independent, which one should be accepted? If the projects are
mutually exclusive, identify which project is the best?

[Sol () () 1 year; 1.33 year; 2.33 year; 1 year; (if] 0; 50%; 53%; 40%; [fil) 0%; 32%; 26.5%; 37.6%;
(v) (F1910;T3.013; T4.134;73,821]
51. The expected cash flows of three projects are given below:, The cost of capital is 10 percent.  [SM]

[a] Calculate the payback period, net present value, internal rate of return and accounting rate
of return of each project.

(B] Identif the rankings of the projects by each of the four methods.,

(Figures in '000)

\,200

Period Project A [T) Project B [7) Project C [T)
0 (5,000) (5.000) {5,000]
k 900 700 2,000
2 900 BOO 2,000
3 900 S00 2,000
4 00 1,000 1,000
] 300 1100




Period Project A [T) Praject B 7] Froject C [T)

i 900 1,200
i 900 1,300
8 900 1400
9 200 L300
10 900 1600

[Sol, (o) PBP = 5.56 year; 5.42 years; 2.5 vears; NPV =¥530.5; ¥655; IRR = 12.42%; 15.94%:; 16.52%;
ARR = 16%; 26%; 20%:]

52. Acompany is considering the proposal oftaking up a hew project which requires an investment of
Ta00 lakh on machinery and other assets. The project is expected to vield the following earnings

ihnfﬂr-u-:- deirerj ation and taxesi aver the next five ﬁ !RTP Hai Eﬂz-ﬂl

1 320
2 320
3 a6l
4 360
> 300

The cost of raising the additional capital 15 12% and assets have to be depreciated at 20% on
Written Down Value basis. The scrap value at the end of the five vear's period may be talken as
rorn. Income-tax applicable o the company is 40%. You are required to calculate the net present
value of the project and advise the management to take appropriate decision. Also calculate the
Internal Rate of Return of the Project.

Note: Present value of $1 at different rates of interest are as follows:

) 2 1% 0.89 0.88 0.86 0.83
2 0.83 0.8 0.77 0.74 0.64
3 0.75 0.71 0.67 0.64 0.58
G 6d 0.64 0.59 0.55 048
o 0.62 0.57 .52 0.48 0.40

[Sol. NPV =<141.94 lakhs; IRR = 18.64%]

53. 5K Company is considering a new product line tosupplement its range of products. Itis anticipated
that the new product line will imvolve cash investments of ¥7,00,000 attime 0 and T10,00,000 in
year 1. After-tax cash inflows of 2,50,000 are expected in year 2,%3,00,000 in year 3,33,50,000
in vear 4 and ¥4,00,000 each vear thereafter through yvear 10. Although the product line might
be viable afver year 10, the company prefers to be conservative and end all calculations at that

time. [5M]
(@) Tf the required rate of return is 15 percent, compute net present value of the project? Is it
accaptahle?
[B] Analyse what would be the case if the required rate of return were 10 peroent?
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[c] Calculate its internal rate of return?
(d] Compute the project's payback period?

[Sol (o) (-]¥1,18,200; (&) T2,51,430; {¢] 13.40%; (d] 6 years]
54. 5K Ltd. is considering purchasing of new plant worth $80,00,000. The expected net cash flows
after taxes and before depreciation are as follows: [5M]

Net Cash Flows [¥)
14,000,000
14,00,000
14,00,000
14,00,000
14,00,000
1,000,000
20,060,000
30,00,000
20,000,000

8,00,000

s w] e U e DS RS e

o
=

The rate of cost of capital is 10%. You are required to calculate:
(i} Fay back period
(ii] Net present value at 10 discount factor
(iii] Profitability index at 10 discount factor
{#] Internal rate of return with the help of 10% and 15% discount factor
The following present value table is given for vou:

Present Value of 1 at 10% Present Value of ¥1 at 15%
discount rate discount rale
1 0.904 0.87
2 hB26 0.756
2 0.751 0.658
4 0.683 0.572
5 0621 0.497
6 0.564 0.432
7 0.513 0.376
4 0467 0.327
2 0424 0.284
10 0386 0.247

[Sol. (i) 5.625 years;{if) ¥17,92,200; (i) 1.224; {iv) 14.7%]

535.5K Ltd. wants to replace its old machine with a new automatic machine. Two models A and B
dre avdilable at the same cost of €5 lakhs each. Salvage value of the old machine is ¥1 lakhs. The
utilivies of the existing machine can be used if the company purchases A, Addicional cost of utilities
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to be purchased in that case are ¥1 lakh. It the company purchases B then all the existing utilities
will have to be replaced with new utilities costing T2 lakhs. The sabvage value of the old utilities

will be ¥0.Z0 lakhs. The earnings after taxation are expected to be: [5M]
Cashin Flows of P.F. Factor
A ET) @ 15%
1 1,00,000 2,00,000 0.870
2 1,50,000 Z,10,000 0.756
3 1.80,000 180,000 0.658
4 2,00,000 1,70,000 0.572
5 170,000 40,000 0,497
Salvage value at the end of year 5 50,000 60,000

The targeted return on capital is 15%. You are required to {f] compute for the two machines
separately, net present value, discounted payback peried and desivability factor and (i) state
which of the machines is to be selected?

[Sol (i) NPV =T42,580; T18,140; DPBP = 4.61 years; 4.63 years; PI = 1.08; 1.03]

56. The General Manager of Merry Lid. is considering the replacement of five-year old equipmoent.

The company has w incur excessive maintenance cost of the equipment. The equipment has zero
written down value, [t can be modernized at a cost of T1,40,000 enhancing its economic life to
5 years. The equipment could be sold for T30,000 after 5 years. The modernization would help
in material handling and in reducing labour, maintenance & repairs costs.
The company has another alternative ta buy a new machine at acost of ¥3,50,000 with an economic
life of 5 years and salvage value of 60,000, The new machine is expected to be more efficient in
reducing costs of material handling, labour, maintenance & repairs etc. [RTP May 2021
The annual cost are as fellows:

Existing Equipment [T)

Modernization [T)

New Machine ()

Wages & Salaries 45,000 35,000 15,000
Supervision 20,000 10000 7,000
Maintenance 25,000 2,000 2,500

Fower 30,000 20,000 15,000
1,20,000 70,500 39,500

Assuming tax rate of 50% and required rate of return of 10%. should the company modernize

the equipment or buy a new machine? [RTP May 2021)
PV factor at 10% are as follows:
PV Factor 0.9049 0.826 0.751 0.683 0.621
[Sol NPV =T14,123; {-50,282]
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57. Four years ago, 2 Ltd. had purchased a machine of T480,000 having estimated useful life of
8 years with zero salvage value. Depreciation is charged using SLM method over the useful life. The
company want to replace this machine with a new machine. Details of new machine are as below:

2 Cost of new machine is T12,00,000, Vendor of this machine is agread to take old machine at
a value of ¥2,40,000. Cost of dismantling and removal of old machine will be 340,000, 80%
of net purchase price will be paid on spot and remaining will be paid at the end of one year,
Depreciation will be charged @ 20% p.a. under WDV method.

Estimated useful life of new machine is four years and it has salvage value of T1,00,000 at
the end of year four

Incremental annual sales revenue is $12,25,000.

Contribution margin is 50%.

Incremental indirect cost (excluding depreciation) is ¥1,18,750 per vean

Additional working capital of T2,50,000 is required at the beginning of year and T3,00,000
at the beginning of vear three. Working capital at the end of year four will be nil.

o Taxrate is 3004

o Ignore tax on capital gain.

£ Ltd. will not make any additional investment, if it vields less than 12%,

Advice, whether existing machine should be replaced or not. [May 2023]

o

c Qe Qe @

PVIFD.12,t 0.893 0.797 0.712 0.636 0.567
[Sol. Incremental NPV —379,730.47|

58. 5K Lrd. is planning to invest in a machinery that would cost ¥1,00,000 at the beginning of year
. Net cash inflows from operations have been estimated at 36,000 per annum for 3 years. The
company has two options for smooth functioning of the machinery - one is service and another
is replacement of parts. If the company opts to service a part of the machinery at the end of year
I at<20,000, in such a case, the scrap value at the end of year 3 will be 25,000, However, if the
company decides not to service the part, then it will have to be replaced at the end of vear 2 at
230,800, And in this case, the machinery will work for the 4th year also and get operational cash
inflow of 36,000 for the 4th year, It will have to be scrapped at the end of year 4 atT18,000.
Assuming cost of capital at 10% and ignoring taxes, determine the purchase of this machinery
based on the net present value of its cash flows?

If the supplier gives a discount of T10,000 for purchase, what would be your decision?

Note: The PV Factors at 1 0% are: I5M|

[Sol. NPV = [-]39,874.7; NPV =T953.68]

59. An existing company has a machine which has been in operation for two yvears, its estimated
remaining useful life is 4 years with no residual value in the end. [ts current market value is
23 lakhs. The management is comsidering a proposal to purchase an improved model of a maching
gives increase output. The details are as under:
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Particulars Existing Machine  New Machine

Purchase Price 6,000,000 T10,00,000
Estimated Life 6 years 4 years
Residual Value i 1
Annual Operating days ann 300
Operating hours per day 3] b
Selling price per unic 10 10
Material cost per unif w2 w2
dutput per hour in units 20 40
Labour cost per hour 20 230
Fixed cvrerhead per annum excluding de preciation < 1,00,000 TH0,000
Working Capital TL.00,000 T2,00,000
[Roome-tay rate 30%, 30%,

Assuming that - cost of capital is 10% and the company uses written down value of depreciation
@ 20% and it has several machines in 20% block. [Tuly 2021)

Advice the management on the Replacement of Machine as per the NPV method. The discounting
factors table given below:

Discounting Fadlors Year 1
10% na0g 0.826 0751 0.683

[Sol NPV =56,774]

60. 5K Ltd. is contemplating whether to replace an existing machine or to spend money on overhauling
it. SK Ltd. currently pays no taxes. The replacement machine costs ¥90,000 now and requires
maintenance of 10,000 at the end of every year for eight vears. At the end of eight vears itwould
have a salvage value of T20,000 and would be sold, The existing machine requires increasing
amounts of maintenance each year and its salvage value falls each vear as follows:

Maintlenance [7) Salvage [T)
Present 0 40,000
1 10,000 23,000
2 20,000 13,000
3 30,000 10,000
4+ 440,000 0

The opportunity cost of capital for 5K Ltd. 15 15%. When should the company replace the machine?

{(Note: Present value of an annuity of T1 per period for 8 vears at interest rate of [5%: 448731
present value of T1 to be received after 8 years at interest rate of 15%.: 0.326%)

[SM, Similar RTP May 2022]
[Sol. PV =S11,400; {-]¥11,832; (-)¥34,102; (-]355,799; {-)<82,799]
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SOLUTIONS

33, Calculation of net present value;
Perind PV factor Project A Project B Project C Project D
@) @) ®) ®)

0 1.000 {2.00,000) {1,90,000) (2.50,000) [2.10.000)

1 0893 44,650 35,720 664875 66,975

F'4 0.797 39,850 39,850 59,775 59,775

3 0.712 35,600 49,840 42,720 42,720

4 0.636 31,800 47,700 50840 25,440

5 0.567 28,350 42,525 56,700 11,340

Met Present Value {19,750]) 25,635 27050 [ 3,750

6. Statement of NPV
Particulars Time PVF Amount Present
Value

Cost of equipment 0 1 G0,00,000 GO00,000
Working capital i 1 12,00,000 12,00,000
PVCO 72,00,000
Cash flows [wn.-1) 1-5 | 3.605 20.40,000 7354200
Working capital realization 5 0567 | 12,00,000 6,080,400
PVCI 80,34.600
NPV (FVCI - PVCO) 8,34.600

It is recommended to accept the project in view of positive NPV,

Working Note-1:
PED [A) 24,000,000
Depreciation (60,00,000 + 5} 12,000,000
PET 12,000,000
Tax @ 30% (B) 3,60,000
Cash Inflow (A - B) 20,40,000

Froject A Project B Project C
CF Cumulative CF Cumulative CF Cumulative
L 2,000 2,000 1] ] 2,000 2,000
2 2,000 4,000 2,000 2,000 2,000 4,000
3 b, 000 10,000 4,000 6,000 6,000 10,000
¥4 = = B, 000 12,000 10,000 20,000
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[a] Payback period of Project A = 3 years
Pavback period of Project B = 2 vears
Fayback period of Project = 3 years

(] Froject B is the only acceptable project if cut-off period is 2 years.

(c] Statement of NPV
PVF Project A Froject B Project ©©
@10% CF PV CF PV CF PV
0 1| (10,000] | {10,000) {2,000) (2,000] | (10,000) | {10,000)
1 0.909 2,000 1,818 - o 2,000 1818
2 0826 2,000 1,652 2,000 1,652 2,000 1,652
3 0.751 6,000 4,506 4,000 3,004 G&,000 4506
4 0.683 # = 6,000 4,054 10,000 830
NPV (2,024) 6,754 4,800

Project B and € have positive NPVs,

(d] Fayback period deoesn't give weightage to the cash flows after the cut off date so the statement
given is false

(2] The statement given is true, Pavback period ignores all cash flows after the cut off date which
means that future cash flows are not considered. Thus, payback period is biased towards

short-term projects,

3s. Statement of Present Value of Cash Flows
Particulars Year1l Year2 Year3 Year4 Year5 Year6 Year7 Yeard

Units L00,000| 1,000,000 100,000 1,00,000( L,00,000) 1T,00,0000 T,00,000) 1,000,000
Contribution 3 3 3 3 3 3 3 3
per unit (6-3)
Total Contri-  |3,00,000(3,00,000) 3.00,000} 3,00,000{3,00,000{3,00,000) 3.00,000]3,00,000
bukion
(-] Fixed Cost |1,00,000{1,00,000{ 1,00,000 1,00,000] 1,00,000]1,00,000) 1,00,000] 1,000,000
(~) Advert. 20,000 - - - - - - -
[~) Maint. - - - -| 30,000 - - -
Profit Before  |180,000(Z,00,0000 2,00,000] 2,00,000( 1,70,0000Z2,00,000( 2.00,00012,00,000
Dep.or CF
PVF @ 12% 0893 0797 0712 0636 D567 0507 0452 0404
Present Value |1.60,74011,59,400) 142400)1,27,200{ 96390]1.01,400] 90.400] 80800
Total Present value of cash inflows = 9,58,730 {from ahove tahle)
NPY = PVCI- PYCO=9,58,730 - 2,50,000 =37,08,730
It is recommended to accept the proposal as it has posithre NPV,
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39.

Statement of NPV

Particulars Time PVF Amount Present
Value
Cost of equipment 0 1 2.40,00,000 [ 2,40,00,000
Working capital 0 1 30,00,000 30,00,000
PYCO | 2,70,00,000
Incremental Cash flows [wn.-1) 1 |09 (Boo.0oo) | (727,200
2 0820 38,25,000 31,559,450
3-5 (2055 1.0350,000 ) 2,12,69.250
-8 | 1.544 £89,25,000 ( 1,37,80,200
Working capital realization a 0467 30,00,000 14,01,000
PVCI | 3.88,82,700
NEV (PVCI - PVCO) 1,18,82,700
It is recommended to accept the project in view of pasitive NPV,
Working Note-1:
Year 1 2 3-5 -
Sales (units] 60,000 80,000 140,000 1,20,000
Contribution @ T120 p.u. 72,00,000 96,00,000 | 1,68,00,000]| 1,44.00,000
Fised Cose 30,00,000| 30,00,000| 30,00000| 30,00,000
Advertisement 50,00,000 25,00,000 10,000,000 2, 00,000
PBD [A) (8,00,000) 41,00,000 | 128000001 10900000
Depreciation 30,000,000 30,008,000 30,000,000 30,00,000
PBT {38,00,000] 11,00,000 98,000,000 79,00,000
Tax @ 25% [B) = 2,775,000 24,50,000 19,775,000
Cash Inflow (A - B) (8,00,000)| 38,25000)|1,03,50,000| 0925000
40. Determination of Cash inflows
Particulars %)
Sales Revenue 1,20,000
Less: Operating Cost 22,500
97,500
Less: Depreciation (T2,00,000-T13,000),/8 22,750
Met Income 74,750
Less: Tax (@ 30% 22425
Earnings after Tax (EAT) 52,325
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Particulars (4|

Add: Depreciation 23,750
Cash inflow after tax per annhum 75,075
Less: Loss of Commission Income 36,000
Net Cash inflow after tax per annum 39,075
[n Bth Year :

New Cash inflow afrer tax 39,075
Add: Salvage Value of Machine 18,000
Net Cash inflow in year 8 27,075

(f) Calculation of Net Present Value (NPV)
PV Factor & 10% Present Value of

Cash inflows [T)
1to7 39,075 4.867 1,90,178.03
a 57,075 0.467 26,654.03

2,16832.00
Less: Cash Outflows 2,00,000.00
NPV 1683206

[if} Calculation of Profitability Index

Sum of discounted cash inflows _ 2,16,832.06 _ 1
Present value of cash out flows  2,00,000 )

Advise: Since the net present value (NFV] is positve and profitability index is also greater
than 1, the hospital may purchase the machine.

Profitabiliny Index = 084

41. Analysis of Investment Decisions

Determination of Cash inflows Situation-[i) Situation-[ii)

Commission Income  Commission Income
hefore taxes after taxes

Cash flow up-to o year:
Sales Revenue 40,000 40,000
Less: Operating Cost (7,500) {7,500
32,500 32,500
Less: Depreciation (80,000 - 6,000) + 8 (%,250) {9,250)
Net Income 23,250 23,250
Less: Tax @ 30% {6,975) (6,975)
Earnings after Tax [ EAT) 16275 16,275
Add: Depreciation 9,250 9,250
Cash Inflow after tax per annum 255325 25,525
Less: Loss of Commission Income (8,400] {12,000)
Net Cash inflow after tax per annum 17,125 13,525
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Determination of Cash inflows

Situation-[i}
Commission Income
before taxes

Sitmation-(1i}
Commission Income
after taxos

In Bth Year.

Net Cash inflow after tax 17,125 13,525
Add: Salvage Value of Machine 6,000 o, 000
Net Cash inflow in year & 23,125 19,525

Calculation of NPV and Profitability Index

PV factor  Situation-(i)
£ 10% |Commission

Farticulars Sltuation-(ii)
[Commission
[ncome after

taxes]

Income before
taxes)

A | Present value of cash inflows 4 BT f3,347.38 65826.18
(1%ta 71 year) (17,125 « 4,867) | (13,525 = 4.867)

B | Presentvalue of cash inflow at 8™ vear 0467 10,799.38 %.118.18

(23,125 « 0.467) | {19,525 = 0.457)

C | PV of cash inflows 1.00 94 146.76 74944 30

I | Less: Cash Dutflow {80,000]) {20,000]

E | NetPresent Value (NPY) 14,146.76 (5055.64)

F [PI=(C+D) 1.18 0.94

Recommendation: The hospital may consider purchasing of dizgnostic machine in sitation
{i] where commission income is 12,000 before tax as NPV is positive and PI is also greater
than L. Contrary to situation (], in situation (#] where the commission income is net of tax, the
recommendation 18 reversed to not purchase the machine as NPV is negative and P11s also less
than L.

42. A. Computation of CFAT (Year 1 to 5)

Particulars Amount [T)

(o) Savings in existing Tea & Coffee charges [{{120 ~ 1,560,000
103 3] + (40 = 15+ 3) + (40 = 10 = 1]} = 200 days]
(#) AMC of machine {75,000]
(¢] Electricity charges SO0 = 12x 12 {72,000)
{d) Coffee Beans (WN.) 144 :< 90 (12,960]
() Tea Powder {(W.N.) 480 70 (33,600]
(] Sugar [W.N) 1248 = 50 (62.400)
lg) Milk [W.N.) 12480 50 | [6,24,000)
(#) Paper Cup (WN.) 1,37,200 < 0.2| [27.456)
{1 Depreciaticn 10,00,000/5 (200,000
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Particulars Amount (T)

Profit before Tax 52,584
(-] Tax @@ 25% (13.146)
Profit after Tax 39,438
Depreciation 2,00,000
CFAT 239438
B. Computation of NPV
0 Cost of machine (10,00,000 1 {10,00,000)
1-5 CEAT 2,39,438 3.6048 863126
Net Present Value (1,36,874)]
Since NPV of the machine is negative, it should not be purchased.
Working Note:

Computation of Qty of consumable
No.of Tea Cups=[(120 % 3= 200 days ] + (40 = 1 = 200 days }] « 1.2=96,000
No. of Coffee cups = [40 = 3 = 200 days = 1.2] = 28,800

No. of coffee beans packet = EEE'[?[?D =144
No. of Tea Powder Packets — QE,IJDE =480
200
Qy of Sugar — (F800042ZBB00)X10 o0
LO00g
Oty of Milk litres - {96,000+ Z8,800)x100 _,, ,q,
1,000m!

No. of paper cups = [96,000+28,800]) = 1.1 = 1,37,280

43. Statement of Cash flows and PV of Cash flows of Machine A

CFBT  Depreciation PBT Tax @30% CFAT PVEF PVCl

A B C=A-B D=Cx30% E=A-D F ExF
1 2.30,000 200,000 30,000 9,000 2,201,000 | 0.893 1.97.353
z |z40000]| 200,000 40,000 12,000 2.28,000| 0797 | 181716
3 |zzoo000| 200000 20,000 6,000 714,000 0712 | 1,52.368
4 5,060,000 2,00,000 3.60,000 1,08,000 452,000 | 0636 287472
Total 11,115,000 8,18,909
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Statement of Cash ows and PV of Cash Mows of Machine B

CFBT Depreciation FBT Tax @ 30% CFAT

Yiear

B C=A-B D=Cx30% E=A-D
1 |175000| 150,000 25,000 7,500 167,500 | 0893 | 149578
2 2,600,000 150,000 L10,000 33,000 2.27.000 0.797 180919
3 3,20,000 150,000 L70.000 51,000 2,69,000 0.712 1,91,528
& 1,50,000 1,50,000 - - 1,50,000 0.636 93,400
Total 8,13,500 6,17,425

{1} NPV of Machine A = PVCI - PYCO = 8,18,909 - 5,00,000=318,909
NPY of Machine B = PYCI - PVCO = 6,17 425 - 6,00,000 =¥17 425

(2] Statement of Cumulative PYCI

FVCI - Machine A 197,353 LA8L716 1.52,368 287472
Cumulative PVCI — Machine A 1,97,353 379,069 531,437 B,16,909
PVCI - Machine B 149,578 180919 191,528 95,400
Cumulative PVLI - Machine B 1449574 3,310,497 i, U025 6,17 422

{8,00,00-5,31,437)

Discounted Pay-back period of Machine A=3 2.87.472 = 393 years
Discounted Pay-back period of Machine =3 + (& DD’{;DE_;E;iE’D 5] s years
PVCI  B,18909
3] Profitability Index of Machine A= = = 1.024
%) By index ot Hacine &= vco  8,00,000
3,17
Profitability Index of Machine I = B Sl 1.029

FVCO  6,00,000

Recommendation

Discounted Pay-back period [ Machine B as it has lower discounted pay-back period
NFV Machine A as it has higher NFV
Profitability Index Machine B as it has higher Pl

44. (a) Computation of NPV per ¥1 of investment and Ranking of Projects

Project [nvestment ) NFY [T) NPV per 71 Ranking
invested (3]
& 40,000 20,000 0,50 1
D 1.00,000 35,000 0,35 3
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Project Investment [T) NPY [T) NPV per¥1 Ranking

invested 3]
E 50,000 24,000 0,48
E 60,000 18,000 .30

e e

Calculation of Package of Projects

Project Investment () NPV )

[ 40,000 20,000

E 50,000 24,000

D {1/10th of Project) 10,000 3,500
Total 1,00,000 47,500

The company woulldl be well advised to invest in Project C, E and D {1/ ID”‘] and reject Project F
to optimize return within the amount of ¥1,00,000 available for investment.
(b) Calculation of Package of Projects

Package of Project Investment %) NPV [F)

Cand E 90 D00 44,000
(40,000 + 50,000] (20,000 + 24,000)

CandF 1,00,000 38,000
(40,000 + 60,000]) {20,000 + 18.000)

Only D 1,00,000 33,000

The company would be well advised to invest in Projects C and E to optimize return within the
amount of $1,00,000 available for investment.

L0,00,000

2,350,000

Now, we shall search this figure in the PVAF table corresponding to 6-year row. The value 4 lies
between values 4111 and 3.993 , correspondingly discounting rates are and respectively NFV
@ 12% and 13% is:
NPV, = (10,00,000]) + 4.111 = 2,50,000=+ 27,750

NPV, 2. = (10,00,000] + 3.998 x 2,50,000 =-500

The internal rate of return is, thus, more than 12% but less than 13%. The exact rate can be
obtained by interpolation:

45. First of all, we shall find an approximation of the payback period: =

[RR-12% + E?J?i;,j?fmﬂ] =[13% - 12%) - 12%+ i;’zgg - 12.978%
IRR =2978%
46, Letus discount cash flows by 10%.
Cash Inflows{3) Discounting factor at 10% Present Value (T
% 30,000 0.909 27,270
2z 40,000 b6 33,040

3 B0,000 0.751 45,060




Cash Inflows{T]

Disconnting lactor al 10% Present Valuoe (T

4 30,000 683 20,490
5 20,000 D621 12420
Total present value 1,368,280
Less: Initial Investment 136,000
NEFV +2,280

The NFY calculated @ 10% is positive, Therefore, a higher discount rate is suggested, say, 12%.
Cash Inflows [T)

Discounting factor at 12%

Present Value (7)

1 30,000 0.893 26,790
z 40,000 0.797 31,8480
3 60,000 0712 42,720
%+ 40,000 D630 149,080
3 20,000 0.567 11,340
Total present value 131810
Less: Initial Investment 136,000
NPV - 4,190

The internal rate of return is, thus, more than 10% but less than 12%. The exact rate can be
obtained by interpolation:

TL,280
IR = 1R + v araR IR -LRI=10+ rz,zanz—u (4.190) “ 12~ 10)
=10+ :Ejgg = (12 - 10)= 10+ 0.704 = 10.704%
47. Net Present Value [NPV) of Projects
Cash Cash Present PV of PV of
Inflows of Inflows af Value Project A Project B
Project A Project B Factor @10% [¥) k4]
(%] X)

0 {1,00,000} {3,00,000) L.000 (1.00,0007 (3,00,000]
1 50,000 140,000 0,909 45,450 1,27.260
2 60,000 1,990,000 D826 49,560 156,940
3 40,000 1,000,000 0.751 30,040 75,100
NFV 25,050 59,300

Internal Rate of Returns [IRR) of Projects

Since by discounting cash flows at 10%, we are getting values very far from zero. Therefore, let
us discount cash flows using 20% discounting rate.
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Cash Cash Present PV ol PV of
Inflows of Inflows ol Value Project A Project B
Project A (T) Project B(Y) Faclor @20% ) i)

0 { 100,000 (3.00,000) 1.000 (1.00,000] (3.00,000)

i 50,000 140,000 0.833 41,650 1,16,620

2 60,000 1,90,000 0.694 41,640 1.31.860

3 40,000 1,00,000 0.579 23,160 a7,900
NPV 6,450 b, 380

Even by discounting cash flows at 20%, we are getting values far from zero. Therefore, let us
discount cash flows using 25% discounting rate,

Cash Cash Present PV of PV ol

Inflows of Inflows of Value Project A Project B

Project A Project B Factor @25% ) i)

) )

0 {1,00,000] {3,00,000) 1000 ( 1,00,000) (3,00,000)
1 =000 140,000 0.80p 40,000 1,122,000
2 60,000 1,590,000 0.640 38400 121,600
3 40,000 1,00,000 0.512 20,480 51,200
NPV (1,120 (15200]

The internal rate of return is, thus, more than 20% but less than 25%. The exact rate can be

obtained by interpolation:

6,450 6450 .3
IRR, = 20% - « (25% - 20%) = 20% 506 | = 24.26%
A 6.450(L120) ) N [?,5?0“ !
6,380 6,380
IRRg = 20% - : 2596 - 20%) = 20% + | 220", 596 = 21.48%
: 6,380_(15,200)  °° ) [21.530‘“ |
Owverall Position
Project A Project B
NEV @ 10% 225050 | 259,300
IRR 24.26% | 21.48%

Thus, there is contradiction in ranking by two methods,

48. Net Present Value of Projects
Year Cash Inflosws  Cash Inflows  Present Value PV of PV ol
of Project X of ProjectY  Factor @@ 10%, roject X Project ¥
® (| (%) (%)
0 (250,000} {(3,00,000] 1.000 (2,50,000) (3.00,000)
1 2,00,000 50,000 0.909 1,381,800 45,4510
2 100,000 100,000 0826 a2 600 B2.600
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Year CashInflows  Cashlnflows Present Value PV ol PV ol
of Project X of Project Y Factor @ 10%;, Froject X Project ¥
(¥ ) @) )
3 50,000 300,000 0.751 37550 2.25.300
NPV 51950 53,350

Internal Rate of Returns of projects

sSince, by discounting cash flows at 10%, we are getting values far from zero. Therefore, let us
discount cash flows using Z0% discounting rate.

Year CashInflows CashlInflows Present Value PV of PV of

ol Project X of ProjectY  Factor @ 209, Froject X Project ¥
®) ) (X} %)

0 {2.50.000) {3.00,000} 1.000 (2.50,000) (3.00,000]
1 200,000 50,000 0833 166,600 41,650
A L00,000 L00,000 [.694 69 400 69400
3 50,000 300,000 0.579 28,950 1,73,700
NPV 14950 (152507

Since, by discounting cash flows at 20% we are getting that value of Project X' is positive and value
of Project ¥ is negative. Therefore, let us discount cash flows of Project X using 25% discounting
rate and Project Vusing discount rate of 15%.

Cash Present PV of Cash Fresent PV ol
Inflows of Value Project X Inflows of YValue FrojectY
Project X Factor 7] Mroject Y Factor ¥)
%) @ Z5% ) @ 15%
0 {2,50,000}) L.o00 | (2,550,000} | {3,00,000] L0000 | (3,00,000)
1 Z,00,000 0.800 L60,000 50,000 0.870 43,500
2 100,000 0.640 4,000 100,000 0.756 75,600
3 20,000 0.512 25,600 3,00,000 0.658 197,400
NPV [400] 16,500
The internal rate can be obtained by interpolation:
gt 14,950 ] E i 14,950 -
IRR, = 20%+ 70— 8057 {25% - 20%) = 20% + [ T :5%} 24.87%,
16,500 p— le 500 __ 1
= 16,500 (15,230) R [31.?5u”%] g
Overall Position
NFV @ 10% T21,950 23,350
IRR 24 870 17.60%
Thus, there is contradiction in ranking by two methods.
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49,

MNet Present Value of Projects

Year Cash Inflows  Cash Inflows Present PV ol
of of Value Factor Project A
Project A (T] ProjectB [T) @ 12% )
i [5,00,000) (5,00,000] 1.000 (5.00,000] {500,000}
L 750,000 2, 00,000 0893 6,649,750 1,783,600
: 1] 2,000,000 0.797 0 1,59.400
3 1] 7,00,000 0.712 {l 4,598,400
NFV 1,649,750 3.36.400

Internal Rate of Returns of projects

Let us discount cash flows using 504 discounting rate.

Year Cash Inflows  Cash Inflows Presemnt PY of PV of

of of Value Factor Project A Project B
Project A(¥]) Project B[T) @ 50 &4 ()

0 {5,00,000) {5,00,000) 1.000 {5,00,000) {5,00,000)
1 750,000 2,000,000 0.667 500,250 1,33,400
2 0 2,00,000 0. 444 0 848,600
3 0 7.00,000 N.29h 0 2,07.200
NPV 250 (70,600

Since, IRR of project A shall be 50% as NPV is very small. Further, by discounting cash flows at
50%, we are getting NPV of Project 8 negative. Therefore, let us discount cash flows of Project B
using L5% discounting rate.

Cash [Inflows of Present Value PV of
Project B () Factor @ 15% Project B [T)
0 {5.00,000] 1.000 (5,000,000
1 2,00,000 0.870 1,74,000
2 2,000,000 0.756 151,200
3 700,000 0.658 4,60, 600
NFV £,854800
The internal rate can be obtained by interpolation:
IRR, = 15%+— 02000 renee 1o0g)
2,85,800-[70,600)
2,85,800 )
= 1504 4| ——— w3594 [=4.3.07
e [3, 56,400 » ] #
Overall Position
NFV @ 12% T 1,69,750 ©3.36,400
IRR AOLO0%, 43.07%
Thus, there is contradiction in ranking by two methods
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50. {i}] Payback Period
Froject-A: T10,000,2 10,000 = 1 year
Project B: T10,000,/27.500 = 1.33 years
T10,000 6,000 ik

Project C: 2 years + £— years
J in TL2,000 "5 ae

Froject D: 1 vear

(f{] ARR {Figures in¥)

Project A :{1[!.!.’] 00— 10,000) _

(10,0007L /2
_ (15,000 10,000)1/2 2,500
P B = =50
g (1D,000)1 /2 5000 0
(18,000-10,000]1 /3 2,667
P oF - ~53
L (10,000)1 /2 T
Project D; (16:000-10,000)1 /2 _ 2,000 _, .
" [10,000)L/2 5,000

Note: This net cash proceed includes recovery of investment also. Therefore, net cash earnings
are found by deducting initial investment.
(ifi} IRR

The net cash proceeds In year 1 are just equal to investment.
Therefore, r= 0%,

This project produces an annuity of 7,500 for two years,
Therefore, the required PVAF is 10,000,/T7,500 = 1.33.
This factor is found under 32% column.

Therefore, r= 32%

since cash flows are uneven, the frial and error method will be followed.
Using 20% rate of discount, the NPV is + 31,389, At 30% rate of discount,
the NPV is - ¥633. The true rate of return should be less than 30%. At
27%, rate of discount, it is found that the NPV is -306 and +3105 at
26%. Through interpelation, we find r = 26.5%

In this case also by using the trial and error method, it is found that at
Project D: 37.6% rate of discount, NFV become s almost zero. '
Therefore, r = 37.6%,

Project A:

Project B:

[iv] NPV
Froject A:
at 10 =10, 000+ 10,000 =< 0909 = -910
at 0% ~10,000 4 10,000 = D.769=-2,310
Project B:
at10%  -10,000+ 7,500{0.909 + 0.826) =+ 3,013
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at 30% -10,000 + 7,500{0.769 + 0.592) =+ 208

Project C:

at 10% -10,000 + 2,000 = 0.909 + 4000 = 0826+ 12,000 = 0.751 =+ 4,134
at 30% -10,000 + 2,000 = 0.769 + 4,000 = 0.592 + 12,000 = 0.455=- 633
Project [¥:

at 10% -10,000 + 10,000 » 0.909 + 3,000 = (0.826+ 0.751) =+ 3,821

at 30% 10,000+ 10,000 = 0.769 + 3,000 = (0.592 + 0.455) =+ 831
The projects are ranked as follows according to the various methods:

Projects NPV [10%) NPV [30%)
A 1 4 4 4 4
B 2 2 2 3 2
C 3 1 3 1 3
D 1 3 1 p 1

(b] Payback and ARK are theoretically unsound method for choosing bebween the investment

projects. Between the two time-adjusted (DCF) investment criteria, NPY and IRR, NPV gives
consistent results. If the projects are independent {and there is no capital rationing), either
IRR or NPY can be used since the same set of projects will be accepted by any of the methods.
In the present case, except Project A all the three projects should be accepted if the discount
rate is 10%. Only Projects B and O should be undertaken if the discount rate is 30%,
If it is assumed that the projects are mutually exclusive, then under the assumption cf 30%
discount rate, the choice Is between B and D {and [ are unprofitable). Both criteria IRR and
NPV give the same results - D is the best. Under the assumption of 1 0% discount rate, ranking
according to IRR and NPV conflict (except for Project A). If the [RR rule is followed, Projece D
should be accepted. But the NPV rule tells that Project is the best. The NPV rule generally
gives consistent results in conformity with the wealth maximization principle. Therefore,
Project © should be accepted following the NPV rule,

51. Payback Period Method:
A=5+(500/900) = 5.56 years
B=5+(500/1,200) =542 years
C=2+(1,000/2,000) = 2.5 years
Net Present Value Method:
NPV, = (-5,000) + [900 x 6.145) = [5,000) + 5,530.5=F530.5
NPVgis calculated as follows:

Cash fow [T) 10% discount factor Fresenl value [T)
0 (3000} L.000 {5,000}
1 700 0.909 636
2 200 0826 Bl
3 G900 0.751 670
4 1000 0.683 683
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Cash flow [T) 10% discount Factor Present value [¥)

5 1100 0621 683
B 1200 0.564 677
7 1300 0513 667
) 1400 0467 654
0 1500 0.424 636
10 1600 0386 618
1591

.I"l'PL"c is calculated as tollows:

Cash fMow [T) 10% discount factor Present value (T)
0 (5000} 1.000 {5,000]
| 2000 0.909 1,818
£ 2000 U026 L6532
3 2000 0.751 1,502
4 1000 0.583 a3
655

Internal Rate of Return

Project A
NPV at 12% = (5,000) + 900 = 5,650 = (5,000) + 5085= 85

NPV at 13% = (5,000) + 900 » 5.426 = (5,000} + 4.883.40 =-116.60
=i [_L
B5+116.60

]x{13-1 2)=124042 = 12.42%.

Project B
IRR,
, Cash llow 10% discount  Present value 16% discount Present value
Year -
(o | factor i) factor (<)
0 (5000) 1.000 (5000 1.000 [5000)
1 F00 0.909 B36 0862 O3
2 400 0826 Bie1 0.743 595
3 a00 0.751 676 0.641 877
4 1,000 0,683 683 0.552 552
5 1,100 0.621 683 0.476 524
6 1,200 0.564 G677 0.410 493
7 1,300 0.513 667 0.354 460
a 1400 0.467 God 0.305 427
9 1,500 0.424 636 0.263 194
10 Le0n 0386 ald 0.ZZ7 363
1,391 (12)
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1,591

Interpolating: IRR, = 10% +

w (1696 - 10%) = 109 + 5.94% = 15.94%

1,591+12)
Project € IRR,
Year Cash Mfow 15% discount Present value 18% discount Presentvalue
@) factor ) factor )
0 {5,000] Loon {5.000) 1.000 {5,000)
1 2,000 0870 1,740 h.6847 1,094
2 2,000 0.756 S s 0.7148 1436
3 2,000 N.658 1316 0.6049 1,218
4 1,000 Q572 S7d 0.516 516
140 (136)
Interpolating: [R-= 15%+ ﬁx{l 8% —15%)=15%+ L.52%=16.52%
Accounting Rate of Return;
5,000

ARR : Average capital employed = = <2,500

{*Ll}ﬂl}l—n&ﬂm}] _ 7400

Average accounting profit =

(400x100) _

ARR, =
” 2,500

16 percent

(11,500-5000) _ o .o

ARR: Average accounting profit = 10

AHRy = w =26 percent

2,500
ARR: Average accounting profit =

_ (500x100)
A= 2,500

(7,000-5,000) _ o0

=20 percent

(b] Summary of Results

Payback {years) 5.5 5.4 2.5
NFY (T) 530.50 1,591 655
[RER {%5] 12.42 1594 1652
ARR (%] {7 26 20

Comparison of Rankings

Method Payback
4 E C B o
3 A A A A
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52. Computation of Cash Mlows [Tin lakhs)

| 2 3 4 5
CFBT [(A) 3z0 320 360 360 300
Less: Depreciation {20%)] 160 128 102.4 81.92 65.54
EBT 160 1932 257.60 278.08 23446
Tax (40%] (B) 64 7680 103.04 111.23 93.78
CFAT (A - B) 256 24320 25696 248.77 206,22
Add: CF from sale of assets - - - - 104.86
Total Cash Flow 256 243.20 256,96 248.77 311.08

*CF from sale of Assels

Bockvalue =800 - 160 - 128 - 1024 - 81.92 - 65.54 =T262.14 lakhs

Loss on sale of asgets = 0 - 262,14 — ¥262.14 lakhs

Tax savingon loss = 262,14 = 40% =T104.86 lakhs

Cash Now from sale of assets = Sale value + tax saving on loss = 0 + 104.86 =3104.86 lakhs
Statement of NPV

Particulars Time Amaount

[nvestment L a0b 1 800 1 800 1 800
PVCO 800 800 800

Cashflows| 1 L0b 0.849 227.44 ) U0.86 220.16 | 043 Z1Z2.48
2 243.20 0.80 19456 | 0.74 179597 | 0.69 167 .81

3 25696 0.71 18244 | (.64 16445 058 149.03

4 24877 (.h4 159.21 0.55 13682 | (.48 119.41

5 311.08 0.57 L7732 | 048 149.32 | 0.40 124.43

PVCI 941.37 850.72 773.16

NFY 141.37 a0.72 (26.84)

since NPV is positive at 12%, therefore the project should be implemented.

50.72
50.72-{-26.84)

fRR—16% + [ ]{21}— 16)=18.62%

533. {a) Computation of NPV at 15% discount rate

Cash flow [¥) Discount Factor [ 15%4) Present value (%)
{7.00,000] 1.000 (7.00,000)
1 (10,00,000] navo (8,70,000)
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Cash flow [¥) Discount Factor {15%:) Present value [T)

2 2,50,000 0.756 1,89,000

3 3,00,000 0658 1,97 400

4 350,000 0572 200200
5-10 4,00,000 2.163 365,200
Net Present Value (1,18,200)

As the net present value is negative, the project is unacceptable.
(b] Computation of NPV if discount rate would be 10% disconnt rate

Cash flow (T) Discount Factor (10%:) Present value (7)

0 (7,00,000) 1.000 (7,00,000)

1 (10,00,000] (.909 [9,09,000)

2 250,000 0826 206,500

3 300,000 0.751 2,25,300

4 350,000 (.683 239,050
a-10 4,000,000 2974 11,89,600
Net Present Value 2,51.450

Since NPV is positive, hence the project would be acceptable.
(¢] Calculation of IRR;

NPVatLR
IRR= LR+ NPVatLR —NPVatHR (HR - LK)
109+ 2,511,450 < (15% - 10%)

¥2,51,430—(-)1,18,200
=10% + 3.4012 or 13.40%,
(] Computation of Pay-hack period of the project:
Fayback Period = b years:
- T7,00,000 -10,00,000 +T2,50,000 + T3,00,000 +T3,50,000 + T4,00,000 + T4,00,000 =0
54. {i] Calculation of Pay-back Period

Cash Outlay of the Project =T80,00,000
Total Cash Inflow for the first five years =¥70,00,000
Balance of cash outlay left to be paid back in the 6™ year =10,00,000
Cash inflow for 6™ year =%16,00,000

50, the payvback period is botween 5% and 6™ years, Le,;

3 years +w =2.b25 years or 5 years 7.5 months

T 16,00,000
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(ii] Calculation of Net Present Value (NPV) @ 10% discount rate:

Net Cash Inflow Present Value at Prescnt Value
4| Discount Rate ol ]
10%

() (b} (c)={a] = (b)
1 14,00,000 0.90%9 12,72,600
2 14,000,000 0.826 11,56,400
3 14,000,000 0.751 1051400
4 14,000,000 0683 9,56,200
5 14.00,000 621 8,69.400
(i) L6&,00,000 564 D,02400
7 20,00,000 0.513 10,26,000
g 30,000,000 0467 14,001,000
a 20,00,000 0.424 8,448,000
10 8,060,000 0380 3,08,800
97,922,200

Net Present Value (NFT)

= Cash Qutflow - Present Value of Cash Infloswws =<80,00,000 - 97 92,200 = 17,92,200
(ifi] Calculation of Profitability Index @ 10% discount rate:

Profitability Index = Present Value of Cash inflows _ T97,92,200 _ 1974

Cost of the investment  T80,00,000

{iv] Calculation of Internal Rate of Return:

Net present value @ 10% interest rate factor has already been calculated in {ii] above, we will
calculate Net present value @ 15% rate factor

Mot Cash Inflow Present Valwe at Present Valoe
) Discount Rate of (7]
15%
(a) (b} (c) = {a) = [b)
1 L4,00,000 0.870 12,18.000
2 14,000,000 (0.756 10,58.400
3 [4,00,000 0.658 9,21,200
4 14,000,000 0.572 8,00.800
5 14,00,000 0.497 6495800
[ 16,00,000 0.432 6,911,200
7 20,000,000 0376 FA2000
a 30,00,000 0.327 981,000
o 20,00,000 0.284 5,68,000
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Fresent Value al Present Value

Net Cash Inflow

() Discount Rate of %)
15%
10 B.00,000 0.247 1,97 /a0n
78,84.000

Net Present Value at 15% = 278,684,000 - T80,00,000 =T-1,16,000

As the net present value @ 15% discount rate is negative, hence internal rate of return falls in
botween 109% and 15%. The correct internal rate of return can be calculated as follows:

NPTV
[RR=L+ NPV, — NPTy (H-L)
T17,92,200 17,922,200
=10 + 15% - 10%) =T10% 4+ ——————x 50 = T4.7T%%
55, Calculation of Cash-outflow at year zero
Particulars A [T)
Cost of Machine 500,000 500,000
Cost of Utilities 100,000 200,000
Salvage value of Old Machine (1,00,000) | (1,00,000)
Salvage of value Old Utlities - [Z20,000)
Total Expenditure {Net) 5,00,000 5,80,000
(1{x) Calcalation of NPV
PV Machine A Machine B
Factor Cash Discounted Cash Discounted
@15% Inflows vialue of Inflows value of
) inflows [¥) %) inflows [T)
0 1.000 (5,00,000) (5,00,000] (5,80,000) (5,80,000)
1 0.870 1,00,000 87,000 2,00,000 1,74,000
Z 0.756 150,000 1,13.400 2,10,000 1,538,760
3 0.658 1,820,000 1,18.440 180,000 1,18.440
4 0.572 2,00,000 1,14,400 1.70.000 97.240
5 0.497 L70,000 84,490 40,000 19,880
Sahmage 0.497 50,000 24,850 60,000 20820
Net Present Value 42,580 18,140
Since the Net present Value of both the machines is positive both are acceptable.
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(b] Discounted Pay-back Period

Machine A Machine B
Discounted Cumulative Discounted Cumulative
casl Discounted cash cash Discounted cash
inflows inflows inflaws inflows
1 87,000 87,000 1, 74,000 174,000
2 1,13,400 2,00,400 1,58,760 3.32.760
3 1,18,440 3.18,840 1,18,440 4,51,200
4 114400 4,233,240 97,240 548,440
5 1,09,.340% 542,580 49,700 598,140

*Includes salvage value.

Discounted Payback Period (For A and B):

-

3, 00,000 - 4,33,240 J — 4,61 years

1,09,340
3,80,000-5,48,440
49,700

Desirability Factor or Profitability Index:

Machine A=‘1:.'ears+[

Machine B =4 years + [ ] = 4.63 years

(]

Profitability Index [PI) = Sum of present value of net cash inflow
Initial cash outfiow

T5,42,580 5,98,140 _
75,00,000 T5.80,000

Since the absolute surplus in the case of A is more than B and also the desirability factor, it
is better o choose A

Machine A = = 1.08: Machine =

L]

The discounted payback period in both the cases is almost same, also the net present value
is positive in both the cases, but the desirability factor {profitability index] is higher in the
case of Machine A, it is therefore better to choose Machine A

56. Statement of NPV
Particulars Time PVF Maodernization New Machine
Amount PV Amounl PV
Cash outflow 0 1 140,000 | 140000 | 350,000 | 3,50,000
PVCO 1,40,000 3,50,000
Incremental cash flows 1-5 | 3.79 35,750 135443 64,250 2,624,458
Salvage value 5 0.621 30,000 18630 B0,000 37,260
PVCI 1,54,123 299,718
NPV 14,123 (50,282)
NPV in case of Modernization is highest. Thus, it is recommended to modernize the existing
machine,
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Working Note-1:

Particulars Existing Modernization New Machine
Wages & Salaries 45000 35,500 15,000
Supervision 20,000 10,000 7.000
Maintenance 25,000 5,000 2,500
Power 30,000 20,000 15,000
Total Cost 1,20,000 70,500 39,500
Savings in cost - 49,500 a0,500

(-] Incremental Dep.

1,40,000 30,000

3,50,000—60,000

5 = 22,000 : = 58,000
Savings before tax = 27,500 22,500
(-] Tax @ 50% - 13,750 11,250
Savings after tax 2 13,750 11,250
(+] Depreciation - 22,000 58,000
;T;“me“m = - 35,750 69,250
57. (7} Calculation of Net Initial Cash Outflow
Particulars T
Cost of New Machine 1Z,00,000
Less: Sale proceeds of existing machine 2,000,000
Met Purchase Price 10,000,000
Paid in year 0 8.00,000
Paid in vear 1 2,00,000

(if) Calvulation of Additional Depreciation

10,00,000

512,000

Opening WDV of machine 8,00,000 6,40,000

Depreciation on new machinedd 20% 200,000 1.60,000 128,000 102,400
Closing WDV 8,00,000 640,000 512,000 409,600
Depreciation on old machine 60,000 60,000 60,000 60,000
(4,80,000/8)

Incremental depreciation 1,400,000 1,000,000 A 000 42 4040




(iif) Calculation of Annual Profit before Depreciation and Tax (PEDT)

Particulars Incremental
Valnes
Sales 12,25,000
Contribution @ 50% 6,12,500
Less: Indirect Cost 1,18,750
Profit before Depreciation and Tax (PBDT) 493,750

Caleulation of Incremental NPV

FVF PETD Incremental PET Tax Cash PV of Cash
(D %) Depreciation %) . 30%, Inflows Inlows
Year 12% ) &) ®) (%)
(1) (3) (4) (5]= (6)=(4)- (7)=(6)x(1)
(4) = 0.30 (3)+(3)

i 0.893 | 493,750 140000 3,563,750 106,125 | 3.87 625 3.46,149.125
Z 0.797 | 493,750 100,000 3,93,750] 1,18,125 | 3,75,625 299,373.125
3 0.712 | 493,750 64,000 425,750 ) 127,725 | 3,66,025 260,609.800
4 0,636 | 493,750 42,400 451,350 ) 1.35405 | 3.58345 2.27.907.420
v "l 11,34,039.470
Add: PV of Salvage (1,00,000 = 0.636] 63,600
Less: Initial Cash Outflow - Year 0 8,00,000
Year 1 (Z,00,000 = 0.893) 1,78.600
Less: Working Capital - Year 0 4,500,000
Year 2 (3,00,000 = 0.797) 2,359,100
Add: Working Capital released - Year 4 (5,50,000 = 0.636) 3,449,600
Incremental Net Present Valoe 79.739.470

Since the incremental NPV is positive, existing machine should be replaced.

58. Option I: Purchase Machinery and Service Part at the end of Year 1.
Net Present value of cash flow @ 10% per annum discount rate,
36,000 § 36,000 36,000 20,000 i 25,000
(1) @y o 01 g1
=-1,00,000 + 36,000 (0.9091 + 0.B264 + 0.7513]
- {20,000 = 09091} + {25,000 = 0.7513)

=-1,00,000 + (36,000 « 2.4B68) - 18,182 - 18,782.5

NPV= -DET47

Since, Net Present Value is negative; therefore, this aption is not to be considerad.

N2

NEV(inT) ——1,00,000+




If Supplier gives a discount of 710,000, then:

NPV(inT)=+10,000-9,874.7 =+ 123.3

In this case, Net Present Value is positive butvery small; therefore, this option may not be advisable.
Option IT; Purchase Machinery and Replace Part at the end of Year 2,

36,000 36,000 36000 30800 54,000

NPV {inT) =—1,00,000+

=-1,00,000+ 36,000[2.4868) - 25,453.12 + 36,882
=-1,00,00D0+ 89,524.8 - 25,453.12 - 36,882

NPV —+953.68

+ +
{LiF Iy Iy oy o oan
=-1,00,000 + 36,000 (0.9091 + 0.8264 + 0.7513) - (30,800 = 0.8264)

+ {54,000 = 0.6E30)

Net Present Value is positive, but very low as compared to the investment.
If the Supplier gives a discount 0f¥10,000, then:

NPV (inT] = 10,000+ 953.68=10,953.68

Decision: Option 11 is worth investing as the net present value is positive and higher as compared

to Option L
59, Statement of NPV

Particulars

PVE

Cost of new machine
(+] Add. working cap. (2,00,000 - 1,00,000)
[-] Cash flow from sale of old assets

[ncremental Cash flows (w.n. -1]

[ncremental working capital realization

NEV {PVCI - PVCO)

0.909
.86
0.751
0.633
0.633

L A N e

Amount Present
Value

10,00,000 10,000,000
100,000 100,000
{3,00,000) (3,00,000)
PVCO £,00,000
2,59,000 235431
2,50,60D 2,06996
2,43,88D 183,154
2,38,504 1,62.898
100,000 68,300
PVCI 8,556,779
56,779

Since the incremental NPV is positive, thus existing machine should be replaced.
Working Note-1: Calculation of profit before depreciation [PBIDY)

Particulars

Existing Machine

New Machine

Annual output
Sales @ 10 per unit
Less: Cost of operation

300 = 6= 20 = 36,000

3,650,000

300 = 6= 40 = 72,000

7,20,000




Particulars

Existing Machine

New Machine

Material @<2 per unit 72,000 44,000
Labour 1800 x 20 = 36,000 1800 x 30 = 54,000
Fised DHs 100,000 G0, 000
Profit before Depreciation 1,52,000 4 62,000

Thus, Annual Incremental Profit Before Depreciation = 4,62,000 - 1,532,000 =%3,10,000
Warking Note-2: Calculation of basis of depreciation

Particulars

Existing

After Replacement

Purchase price of existing i, 00,000 6,000,000
Less: Depreciation of Yr. 1 1,20,000 1,20,000
Less: Depreciation of Yr. 2 Qi 000 90,000
WDV of existing machine 384,000 3.84,000
Add: Purchase of new - 10,000,000
Less: Sale of existing 3,00,000
Basis for Depreciation 384,000 10.84,000

Working Note-3: Incremental cash flow from sale of assets

Particulars Year 4
Incremental PBD (A) 3,10,000 310,000 310,000 310,000
New Depreciation 2,16,800 L73,410 1,328,752 1,11,002
Less: Existing Depreciation 76,800 61,440 49,152 39,322
[neremental Depreciation (B) 140,000 1,12,000 B89.600 71,680
[Incremental PBT (A - B) 1,70,000 1,98.000 2,20,400 2.38.320
Tax @ 30% () 51,000 59,400 66,120 71,496
Incremental CFs [A - C) 2,59,000 2,50,600 243,880 2,238,504

0. SK Lid.
Equivalent cost of { EAC) of new machine
(%

(il | Cost of new machine now 90,000

Add: PV of annual repairs @ 10,000 per annum for 8 years 44873

{(T10,000 = 4.4873) 134873

Less : PV of salvage value at the end of 8 years (T20,000 = 0.3269) 6,538

1,283,335

Equivalent annual cost (EAC) [1,28,335/4.4873) 28,600
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PV of cost of replacing the old machine in each of 4 years with new machine

Scenario Year CashFlow () PV @15% PV )
Replace Immediately 0 [28,600) L.00 {(28,600]
40,000 Loo 40,000

11,400

Replace in one year 1 (28,600) 0.870 {24,832)
1 (10,000) 0.870 {8,700)

25,000 0.070 21,750

(11.832)

Replace in two years 1 (10,000) 0.870 (8,700]
2 (28,600) 0.756 {21,622)

2 (20.000) 0.756 {15,120)

2 15,000 0.756 11,340

(34,102)

Replace in three years 1 (10,000) 0870 (8,700]
2 (20,000} 0.756 (15,120)

3 (28.600) 0.658 {18,819)]

3 (30.000) 0.658 (19,740]

3 L, 0DOD 0.658 5,580

{55,799)

Replace in four vears 1 (L0.000) 0.870 (8,700
2 (20,000 0.756 {15,120]

3 (30,000) 0.658 {19,740)

4 (2B,600) 0572 {16,339)

4 (40,000} 0.572 {22,830]

(82,799)

Advice: The company should replace the old machine immediately because the PY of cost of
replacing the old machine with new machine is least.




Dividend Decisions

8

THEORY

Meaning of Dividend is the amount which is distributed by the company among
Dividend shareholders out the profits generated from the business atter paying taxes
on such profits,

Meaning of It involves the dilemma to choose betwesn how much amount to distributed
AT R SV ETE a5 dividend and how much should be retained for future growth.

Factors for An optimum dividend policy should be developed which divides the net
Determining earnings into dividend and retained earnings so as te achieve the objective of
Dividend Policy wealth maximization for shareholders. The various factors to be considered
for dividend policy are:

o Financing Decision: The equity portion of finance required for making
varions investments can be ralsed either from external equity le.
issue of equity shares or can be generated internally through retained
earnings. This decision is based on following twao parameters:

o Availability of Projects
= Return on Investment

o Wealth Maximization Decision: The firm has to make a choice of
paying dividend or retaining it as it will decide the market price of the
share which in twm affects the wealth of the sharcholders. Following
points are t be considered for this option:

o Balance between dividend and retention
o Retained earnings affect current and future dividends

Availability of investment opportunities
Capital structure

Cost of capital

Internal rate of return

stock price

Expectation of shareholders

Trend of industry

Liguidity

Earning stahility

Determinants of
Dividend Decisions
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Forms of Dividend g Cash Dividend:

o It is the amount paid to sharcholders out of current earnings or
accumulated profits,

2 It can be paid in the form of cheque, warrant, demand draft, pay
order or directly through Electronic Clearing Services {EC5]) but not
in kind.

g Shares Repurchase:

= lemeans buy-back of own shares of the company

2 ltcan be either as treasury shares which are kept for re-issuance or
as cancelled shares.

@ Incase of cancellation it will decrease the existing number of shares.

o Buyback can be done either through open market or through tender
ofter:

o Bonus Shares (Stock Dividend): These are the shares issued either
in liew or in addition of cash dividend to the existing sharehclders
proporticnately as per their ownership. Through this bonus issue,

reserve & surplus gets converted to equity capital. Thus, there is no
change on the net worth of the company.

Advantages of o lesignifies a bright future of the company

Bonus Shares o It utilizes profits of the company and conserve cash for meeting
(5tock Dividend) profitable investment projects

o There is no liability of dividend distribution tax on bonus shares

g ltleads to increase in future cash dividend of the shareholders

Limitations of O Bonus shares has no impact on the wealth of shareholders, It is merely
Bonus Shares a capitalization of past earnings of the sharehelders.
(Stock Dividend) o Itis costlier to administer honus issue than paying cash dividends.

g ltmay lead to over capitalization if RO is not maintained

Practical o Financial needs of the company: If the rate of return from the
Considerations in investment is less than the return that would be generated by
Dividend Policy shareholders if they invest themselves than maximum amount of profits
should be distributed as dividend and vice versa. Further, raising of
funds through debt and fresh equity will lead to incurrence of flotation
cost and may increase the overall cost of capital of the company as well.
o Constraints on paying dividend: These are as follows:

% Legal Constraints: As per this section 123 of the Companies Act
2013, dividend shall be declared or pald by a company for any
financial year only:

»  (ut of the profits of the company for that year arrived at after
providing for depreciation in accordance with the provisions
of section 123(2), or
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» Dut of the profits of the company for any previous financial
yvear or years arrived at after providing for depreciation
in accordance with the provisions of that sub-section and
remaining undistributed, or
Out of both, or
Out of money provided by the Central Government or a State
Government for the payment of dividerd by the company in
pursuance of a guarantee given by that Government

o Liguidity: The payment of dividend results in outflow of cash. Itis
possible that income of the company is adequate but it does not have
necessary cash to pay dividend. Better the cash position of company,
better will be its ability to pay dividend.

o Access to Capital Market: If 2 company’s ability ™ make a new
issue of shares or to issue debt 13 restricted, the company will retain
a higher proportion of its profits than a company which has ready
access to funds from the capital market.

o Investment epportunities: If the company doesn't have profitable
investments, then earnings can be paid out in dividends and vice
VEFSd.

o Desire of Shareholders: Generally, small shareholder and senior
citizen or old age shareholders desire receipt of regular dividend
income while other shareholders desire to get maximum through
capital appreciation instead of dividend.

o Stability of Dividends: Under this policy, Management tries to give
dividend regularly at a stable rate. In other words, it means payment of
at least some dividend regularly. Shareholders also rank it as a better
policy as compared to variable dividend policy. The vartous types of
dividend policy are:
= Constant Dividend per Share: Under this policy, the company

pays the same amount of dividend every year, irrespective of the
fluctuation in earnings. In the years of higher earnings, the surplus
is transferred to Dividend Equalization Reserve, so that constant
dividends per share can be paid when the company is earning lower

profits.
AEPS 8PS

N

P3

o Tume ey

o Constant Dividend Payoul Ratio: Under this policy, the company
plans to pay a fixed rate of its earnings as dividends. If there are
losses in any year the dividend is not paid. The ratio of dividends to

edarnings is known as dividend payout ratio.
Py

EPS

Dividend payout ratio =

Financi al Management ﬁ



EPS&DPE

Tl [ Years)

2 Small Constant Dividend per Share Plus Extra Dividend: Under
this policy, the company decides to pay constant dividends per
share every yvear. The constant dividends per share are fixed at a
conservative fipure so that dividends can be maintained even in
perinds of loss. Apart from that the company will pay extra dividends
if the earnings increase bevond the stated level. The extra amount
of dividend depends upon the extra amount of earnings beyond the

stated level.

Efe B UPE

nps

=

Time [Yenrs)

Muodigliani and Assumplions of MM Hy pothesis:

Miller (MM] The capital markets operate in perfect market conditions

Freely information is available to all investors

Securities are infinitely divisible

There are no flotation costs

There are not taxes i.e. neither on dividend nor on capital gain
Investors are rational and well infermed about the risk and return of
all the securities

@ The company has a fixed investment policy

o (Costofequity remains constant

Explanation of MM Hypothesis:

@  According to MM theory, eamings are the sole criteria on which market
value of the firm is determined. Market value Is not influenced by the
gplit of earnings hetween dividends and retained earnings,

@ The underlying intuition for this theory is simple - Company that pay
more dividends offer less price appreciation but provide the same total
return to shareholders, given the risk characteristics of the company.
The investors should be indifferent of receiving thelir returns in the
form of current dividends or in the form of price increase in the market.

o This can be computed with the help of following formula:

P1+D1
14 Ke

Where, PO = Market price of share today

Hypaothesis of
Dividend Theary

Oo0oODoDDaOo

=
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#1 = Market price of share at the end of year 1
N1 = Dividend per share at the end of year 1
fe = Cost of equity share capital or discount rate or rate of
capitalization
Additional number of shares to be issued at the end of year 1
_ Bl LE = D]
T
Where, [1 = Amount required for investment
£ = Total eamings of the company
£ = Total dividend to be distributed
F1 = Markst price of share at the end of year 1
Market capitalization of equity shares = No. of equity shares x MP5
Advantages of MM Hy pothesis:
o This model is logically consistent

g It provides a satisfactory framework on dividend policy with the
concept of arbitrage process.

Limitations of MM Hypothesis:
g This model may not be valid under uncertainty
o Validity of various assumptions is questionable
g The arbitrage process is affected by the transaction cost

Walter Model of Assumptions of Walter Model:
Pividend Theory o The firm has infinite life
g All investments proposals of the firm are to be financed through
retained earnings only
o The business risk complexion of the firm remains samea, In other words,
the rate of return on investment Le. 'r' and the cost of capital of the firm
i.e ‘K’ are constant
g The firm operates in perfect capital market i.e. all investors are rational
and information is freely available.
g There are no taxes
g There is no flotation or transaction costs
Explanation of Walter Model:
As per this model, a company should or should not pay dividends depends
upon whether it has got the suitable investment opportunities to invest the
retained earnings or not.
The relationship between dividend and share price based on Walter's
formula is shown below:

D+ (E-D)r/ Ke)
Ke
Where, PD = Market price of equity share
E = Earnings per share
D = Dividend per share

Market Price (P0] =
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Dividend Discount
Madel of Dividend
Theory

Tera Growth Model

Dividend Decisions

Ke = Cost of equity or rate of capitalization or discount rate
r = Rato of return on investment of intarnal rate or return

Position of r and Ke Company Optimum Dividend
Payont Ratio
r> He Growth fero
reKe Decline 100%%
r=Ke Constant Every payout ratio is
aptimim

Advantages of Walter Model:

o The formula is simple to understand and easy to compute

o Itcanenvisage different possible market prices in different situations
and considers interrnal rate of return, market capitalization rate and
dividend payout ratic in the determination of market value of shares.

Limitations of Walter Model:

g The formula does not consider all the factors affecting dividend policy
and share prices. Morcover, determination of market capitalization
rate is difficult.

g Further, the formula ignores such factors as taxation, various legal
and contractual obligations, management policy and atfitude towards
dividend policy and 0 on.

0 This model is based on the assumption that ' is constant.

o This model assumes that 'Ke' remalns same, which abstracts from the
effect of risk on the value of the company.

g The model doesn't consider the external options Le. debt and equity for
financing the investment opportunities in the company.

Dividend discount model caloulates the theoretical market value of the share
by discounting the all future expected cash flows using an appropriate risk-
adjusted rate. The security with a greater risk must potentially pay a greater
rate of return to induce investors to buy the security. The dividend discount
madel is the intrinsic value of the stock. Future cash flows include dividends
and the sale price of the stock when it s sold.
There are three models used in the dividend discount model:

(o] Zero-growth model

(#1] Constant-growth model

{¢] Variable-growth model

This model assumes that all dividends paid by a stock remain the same, The
stk price will be equal o the annual dividends divided by the required rate
of return.

e
Stack's Intrinsic Value (P0] = — E_:;’:f::'ﬂf:::fd -




Constant-Growth Assumptions of Gordon Model:
Madel or Gordon o The firm is an all equity firm Le. it has no debt
Madel) or Bird in o Allinvestment proposals of the firm are to be financed through retained
Hand Theory earnings only and no external finance is available to the company.
o The business risk complexion of the firm remains same, In other words,
rate of return on investment i.e. ‘r' and cost of capital of the company
e "Ke" are constant
o The firm has an infinite life
g The cost of capital besides being constantis more than the growth rate
e Ke=>g
o The growth rate of the company ‘g’ is the product of its retention ratio
‘b and its rate of return 'rie. g = br
Explanation of model:
This model suggests that, investors prefer what is available at present com-

pared to what may be available in future. Investors are certain of receiving
incomes from dividends than from future capital gains. Investors will pre-

fer to pay a higher price for shares onwhich current dividends are paid as
compared to those shares on which future capital gains are expected.
Under this model, market price of share can be calculated as follows:
D1 _ DO{1+Ke)

Ke—g Ke—g
Where, D1 = Next expected dividends or dividends payable at the end of
the year

20 = current year Dividend

e = cost of Equity capital or expected rate of return

fr = growth rate of dividends = br
Advantages of Gordon Model:

o Thedividend discount model is auzeful heuristic model that relates the
present stock price to the present value of its future cash flows.

g There is no ambiguity regarding the definitions of dividends.

o Dividends tend to stay consistent over long period of time

g This model is easy to understand

Limitations of Gordon Model:

o The dividend discount model, depends on projections about company
growth rate and future capitalization rates of the remaining cash flows,
which may be difficult to calculate accurately.

o The true intrinsic value of a stock is unknowable

g The model is only applicable to mature, stable companies

g  The dividend discount model assumes that the dividends paid out are
correlated to earnings. But, in practice companies strive to maintain
stable dividend payouts, even If they are facing extreme variations in
their earnings.

0 This model is not applicable to large shareholders.

Market Price {P0] =
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Yariable-Growth
Model or Mol
Stage Growth Model

Traditional Model
or Graham & Dodd
Madel of Dividend
Theory

Linter's Model of
Dividend Theory

Dividend Decisions

g This model can take many forms, even assuming the growth rate is
different for every year.

o However, the most common form is one that assumes 3 different rates
of growth; an initial high rate of growth, a transition to slower growth,
and lastly, a sustainable, steady rate of growth,

o The present values of each stage are added together to derive the
intrinsic value of the stock.

g Sometimes, even the capitalization rate, or the required rate of return,
may be varied If changes in the rate are projected.

Stack Intrinsic Vale (P0] = PV of dividends + PV of market price at the end
of the period

Acconding to the traditional model, the stock market places considerably
more weight on dividends than on retained earnings. For them, the stock
market is overwhelmingly in favor of liberal dividends as against niggardly
dividends. Their view is expressed quantitatively in the following valuation
maodel:
Market Price (] =m {D + E/3)]
Where, F = Marlet Price per share
D = Dividend per share
F = Earnings per share
M = Multiplier

Assumptions of Linter's Model

o Firm have a long-term dividend payout ratio. They maintain a fixed
dividend payout over a long term. Mature companies with stable
carnings may have high payouts and growth companics usually hasve
low pavouts,

g Managers are more concermned with changes in dividends than the
absolute amounts of dividends. A manager may easily decide to pay a
dividend of ¥2 per share if last vear too it was 32 but paying €3 dividend,
if last year dividend was 22 is an important financial management
decision

g Dividend changes follow changes in long run sustainable earnings.

o Managers are reluctant to affect dividend chanpes that may have to be
reversed.

Explanation of Linter’s Model

This model states that, the current vear's dividend ks dependent on current year's
eamings and Last year's dividends. Similarly, last vear dividends'is hazed on last
year's earnings and the second previous vear's dividends. If the circumstances
appeared to warrant a large increase in their company's dividend’s then the
firm would move only steadily towards theirtanget payvment. Conservative firms
move lowly towards its target and hence wounld have a low adjustment rate.
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{1 = D0 + |{EPS % Target payout] - DO| x Af
Where, 01 = Dividend in year 1 or nest expected dividend
0 = Last dear dividend
EFS = Eamings per share
Af= Adjustment facter
Criticism of Linter's Model:
o This model does m:_f offer a market price for the shares
o The adjustment factor is an arbitrary number and not based on any
scientific criterion or methods,

Stock Split o atock splitis a corporate action in which a company divides its existing
shares into multiple shares, means splitting one shares into many
shares.

o For example, ¥300 share in to 3 shares of 100 each.

o Stock splitis a tool used by companics to regulate the price of shares ie.
if 4 share price increases beyond a limit, it may become less tradable.

g For example, suppose a company's share price increase from ¥25 to
900 over the years, it is possible that it might goes out of range of
many investors,

Advantages of Stock Split:

o Affordability of each share is improved
g More shares are available so have a wider ownership base
a Certaln investors prefer stocls that koep splitting

Disadvantages of Stock Split:

o Addidonal expenditure needs to be incurred on the process of stock
split.

g Low share price may attract speculators or short-term investors, which
are generally not preferred by any company

g If a company splits its stock and then the value of the company itself
falls, the shares may fall below this requirement and be delisted from
the exchange.
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PRACTICAL QUESTIONS

1. 5K Ltd. earns ¥ 10 per share, Capitalization rate and return on investment are 10% and 12%
respectively. Determine the optimum dividend payout ratio and the price of the share at the

payout. ISM]
[Sol 0% TL20]
2. Following are the details regarding three companies 5 Led, K Led. and M Ltd.:
5 Lid. I{ Ltd. M Lid.
r=15% ¥ =735% r= 0%
Ke = 10% Ke = 10% Ke = 10"
E=%8 E=38 E=38

Calculate the value of an equity share of each of these companies applying Walter's formula when
dividend payment ratio { /P ratic] is: (a] 25%, (b] 50%, {c] 75%. What conclusion do you draw?

[Sol [a) T110; 250; 200; {b) TLOD; T60; 200; (c) T90; 270; 280]
3. The following figures are collected from the annual report of SK Led.:

Net Profit 230 lakhs
Outstanding 12% Preference Shares L1000 lakhs
No. of equity shares 3 lakhs
Return on Investment 209
Cost of Capital {Ke) L 6%
Compute the approximate dividend pay-outratio so as to keep the share price at ¥4£ using Walter's
madel? [SM, Similar Nov 20210]
[Sol 52%]
4. The following information pertains to M/s 5K Ltd.:
Earnings of the company T 5,00,000
Dividend pay-out ratio 60%
No. of shares cutstanding L,00,000
Equity capitalization rate 12%
Rate of return on investment 1 5%
Calculate

(a] What would be the market value per share as per Walter's Model?
b)) Whatis the optimum dividend payout ratio according to Walter's model and the market value

of Company's share at that payout ratio? [5M, Similar July 2021]
[Sol (o] T45.83; {b) T52.08]
5. The following information is available to you: [5M, RTP May 2021]
Total earmings © 200,000
No. of equity shares [of 100 each) 20,000
Dividend paid T1,50,000
Price /Earnings ratio 125
Dividend Decisions MBSV,




Applying Walter's Model:

(@] Analyse whether the company is lollowing an optimal dividend policy

[(B] Compute P/E Ratio at which the dividend policy will have no effect on the value of the share.
(] Will your decision change, if the P/E ratio is 8 instead of 12.57 Analyze.

[Sol (¢] No;{#) 10 times; (¢] Price at optimal leve] = T80]

6. The fellowing figures are collected from the annual report of SK Lul.: [5M]
Net Profit 30 lakhs
Ourstanding 12% Preference Shares 2100 lakhs
No. of equity shares 3 lakhs
Retarn on Invesument 20%
Cost of Capital (Ke) [ 6%

Calculate price per share using Gordon's Model when dividend payout ratic is [§) 25%; (i) 50%
and (i) 100%.
[Sol (1] T150; (i) 250; [iif) T37.30]
7.5K Ltd. is a no growth company, pays a dividend of 5 per share, If the cost of capital is 109,
compute the current market price of the share? [sM]

[Sol F50]
8. 5K Lud. is s company having share capital of 10 lakhs of #10 each. It distributed current dividend

of 20% per annum. Annual growth rate in dividend expected is 2%. The expected rate of retum

on its equity capital is 15%. Calculate price of share applying Gordon’s growth model. IsM]
[Sol T15.69]

9. A firm had paid dividend at ¥2 per share last year The estimated growth rate of the dividends

from the company is estimated to be at 5% p.a. Determine the esdmated market price of the

equity share if the estimated growth rate of dividends (/) rises to 8% and (if] falls to 3%. Also

find out the present market price of the share, given that the required rate of return of the equity
imvastors is 15%. [sM]

[Sol Present price = T21; (i) 730.86; (i) T17.17]

10. A company has equity shares of 2100 cach. The company has pald dividend of 230 last year. The
company is expected to grow at 129 poa. for next two years, at 9% p.a. for next three years and
by 5% p.a. for thereafter. The present price of share is ¥1,500 per share,

Find the intrinsic value of share if expected rate of return is 8% p.a. Alse, state whether share is
under-priced or over-priced.

[Sol %1,323.54]

11. 5K Ltd. expects with some degree of certainty to generate the following profits and to have the
following capital investment during the next five years.

Met Income 100,000,000 a0,00,000 50,00,000 40,000,000 30,00,000
[nvestmaent 40,00,000 a0,00,000 64,00,000 40,00,000 | 100,00,000

The company currently has 20,00,000 shares of equity and pays dividend of ¥ 10 per share. The
coempany plans tc finance their investment with debt and equity in the ratio of 1: 1.
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[a] Determine dividends per share if dividend policy is treated as a residual decision.
(B] Determine dividends per share under the fixed dividend payout ratio approach
(] Determine dividends per share if a dividend pavout ratio of 50% is maintained.

[Sol (o) ¥4; ¥2.75,70.90; -, ~; () T2.2165; 2177 TL10825: T0.8866; T0.6645; (¢]) T2.50,72.00; 71.25;
*1.00; T0.75]

12. 5K Lrd. has a capital of ¥ 10,000,000 in equity shares of 100 each. The shares are currently quoted
at par. The company propeses to declare a dividend of 210 per share at the end of the current
financial year. The capitalization rate for the risk class of which the company belongs is 12%.
Compute market price of the share at the end of the year, If [SM]

[a] Dividend is not declared?
(B8] Dividend is declared?

(] Assuming that the company pays the dividend and has net profits of 25,00,000 and makes
new imvestments of T10,00,000 during the period, how many new shares must be issued?
Use the MM Model

[SoL (o) £112Z; (#) T10Z; (] 5,883 shares]

13. Ordinary shares of a listed company are currently trading at 10 per share with two lakh shares
outstanding. The company anticipates that its earnings for next year will be $5,00,000. Existing
cost of capital for equity shares s 15%. The company has certain investment proposals under
discussion which will cause an additional 26,809 ordinary shares to be issued if no dividend is
paid or an additional 47 619 ordinary shares to be issued if dividend is paid.

Applying the MM hypothesis on dividend decisions, calculate the amount of investment and
dividend that is under consideration by the company. [RTF Nov 2022]

[50L Investment = T4,00,044; Dividend per share = 1 |

14, The earnings per share of 4 company is T30 and dividend payoeut ratio is 60%. Multiplier is 2.
Letermine the price per share as per Graham & Dodd Model.

[Sol T56]
15. The following infermation regarding the equity shares of 5K Ltd. is given below: [sM)
Market price T58.33
Dividend per shares %5
Multiplier T
According to the Graham & Dodd approach to the dividend policy, compute the EPS.
[Sol T10]

16. The dividend payout ratio of 5K Ltd. is 40%. If the company follows traditional approach to
dividend policy with a multiplier of 9, compute P/E Ratio.

[0l 6.600]

17. Given the last year's dividend is $9.80, speed of adjustment = 45%, target payout ratio 60% and
EFS for current year 20, Compute current year's dividend using Linter's model,

[Sol 310.79]
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18. Mr. 5 is currently holding 1,00,000 shares of 5K Ltd, and currently the shares of SK Ltd is trading on
NS5E at 250 per share. M S have a policy to re-invest the amount of any dividend received into the
shares back again of 5K Ltd. If SK Ltd. has declared a dividerd of 210 per share, please determine
the number of shares that Mr 5 would hold after he re-invests dividend in shares of 5K Ltd.  [SM]

[Sol 1,25,000 shares]

19. Following information is given pertaining to 5K Ltd. [5M]
Kumber of shares outstanding 1 lakh shares
Earninpgs per share 25 per share
PE Ratio 20
Bock value per share 400 per share

If company decides to repurchase 5,000 shares, at the prevailing market price, what s the resulting
book value per share after repurchasing,
[Sol 2367]

20, 5K Ltd which has 2 Crore Shares of 10 each outstanding, has eamed 200 per Share for the year
ending 31st March. All the Shares are held by small shareholders, and no single person holds
more than 5 Lakh Shares, Its Dividend Policy stipulates a payvout of 30% (including Dividend
Listribution Tax) when EFS is above T100. Company isin the 34% Tax Bracket. Assume a Dividend
Bistribution Tax of [6% of dividends distributed. The Average Personal Tax Rate applicable for
individuals is 25%.

The Company wants to know if it is beneficial to Investors to distribute the dividend now or
postpone itby 3 years, if risk free Bank Deposits carry an interest pate of 9% paa. for 3 vear deposits.
For Bulk Deposits of ¥ 5 Crore and more, Bank Deposits camy an interest rate of 11% p.a.

[Sol Net amount to investor - now = $12,584.24 lakhs; after 3 years = $12,765.47 lakhs|

PRACTICE QUESTIONS

21. The annual report of 3K Ltd. provides the following information for the Financial Year 2020-21:

Particulars Amount (7]
Net Profit 50 lakhs
Outstanding 15% Preference Shares 100 lakhs
No. of equity shares 5 lakhs
Return on Investment 20%
Cost of Capital i.e, (Ke) 16%
Calculate price per share using Gordon Model when dividend pay-out ratio is: I5M]
[a) 25% (&) 50% (c] 100%

[Sol (o] F175; (#] T58.33; () T43.75)
22.In May, Z020 shares of SK Lud. was sold for £1,460 per share. A Long term eamings growth rate
of 7.5% is anticipated. SK Ltd. is expected to pay dividend of 20 per share. [SM]

(ar] Calculate rate of return an investor can expect to earn assuming that dividends are expected
to grow along with earnings at 7.5% per year in perpetuwity?

(b] Itis expected that 5K Ltd. will earn about 10% on retained earmings and shall retain 60% of
earnings. In this case, State whether, there wonld be any change in growth rate and cost of
equity?

[Sol (a) 8.97%; (b) Ke = 8.19%)]
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23. Following information relating to |ee Ltd. are given:

Profit after tax $10,00,000
Dividend payout ratio 20%
Number of equity chares 50,000
Cost of equity 10%
Rate of return on investment 12%

(@] What would be the market value per share as per Walter's Model?
(B] What is the optimum dividend payout ratio according to Walter's Model and Market value

of equity share at that payout rado? [Nov 2018, RTP May 2020]
[Sol (] T220; (&) T240]

24. The following information is given below in case of 5K Ltd: [5M]
Earning per share tol
Capitalisation rate 15%
Return on investment 25%
Dividend payout ratio 306

(] Compute price per share using Walter's Model.
(] Whatwould be the optimuim dividend payout ratio per share under Gordon’s Model.

[Sok (i) T586.67; (b) zero]

25. IF'ollowing information are given fora company

Earnings per share 10
PE Ratio 125
Rate of return on investment 1245
Market price per share as per Walter's Model #1130

You are required to calculate:
(@] Dividend payout ratio
()] Market price of share at optimum dividend payout ratio
(] PE Ratin at which the dividend policy will have no effect on the price of share
(d] Market price of share at this PE ratio
(e] Market price of share using Dividend growth model [May Z2023]

Sl (a) 929 (b) T 1H7.50; (c) £.33; (d) 283.33; (e) 131.936]
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26. Following figures and information were extracted from the company A Led. [Nov 2019]

Earnings of the company 10,00,000
Dividend paid 6,000,000
No. of shares outstanding 2,000,000
Price Earnings Ratio 10
Rate of refurn on investment 20%

You are required to calculate:

(a] Current market price of the share

(k) Capitalization rate of its risk class

[¢] What should be the optimum pay-out ratio

(d] What should be the market price per share at optimal pay-out ratio? (Use Walter's Model)

[Sol (o) T70; (b) 10%; (c]) zero: (d)} F100]
27.With the help of following figures calculate the market price of a share of a company by using:
[SM, Similar May 2019]
(o] Walter's model
(B] Dividend growth model {Gordon's formula)

Earning per share [EPS) 10
Dividend per share {FS) tO
Cost of capital {Ke ] 20%
[nternal rate of return cn investment 2550
Retentdon ratio G050

[Sol (@) 255; (b) T60)

28. The following information is taken from ABC Led. [Jan 2021}
Net profit for the year 230,00,000
12% Preference share capital T1,00,00,000
Equity share capital (Share of ¥10 each) F60,00,000
[nternal rate of return on investment 22%,
Coat of equity capital 18%
Retention ratio 5%

Calculate the market price of the share using:
(] Gordon's Model (B] Walter's Model

[Sol (a] 250; (k] T19.44]
29, HM Ltd. s listed on Bombay Stock Exchange which is currently been evaluated by Mr. A on certain

parameters. Mr A collated following information: |RTP Nov 2023]

(a] Thecompany generally gives a quarterly interim dividend ¥2.5 paer share in the last dividend
declared.
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(b] The company’s sales are growing by 20%% on a 5-year Compounded Annual Growth Rate
{CAGR]) basis, however the company expects following retention amounts agdinst probabilities
mentioned as contention is dependent upon cash requirements for the company. Rate of
return is 109% generated by the company.

Situation Retention Ratio
A 30% 0%
B 40% a0%
(8 30% a0%
(€] The current risk-free rate is 3.75% and with a heta of 1.2 company is having a risk premium
of 4.25%.
You are required to help Mre A in calculating the current market price using Gordon's formula.
[Sol ¥305.51]

30. 5K Ltd. is a large-cap multinational company listed in BSE in India with a face value of 100 per
share. The company is expected to grow @ 15% p.a. for next four years then 5% for an infinite
period. The shareholders expect 20% returm on their share investments. Company paid $120 as
dividend per share for the FY 2020-21. The shares of the company traded at an average price of
3,122 on lastday. Find out the Intrinsic value per share and state whether shares are overpriced
or under-priced. I5M]

[Sol 1,140.14]

31. X Lrd. is a multinational compamye Currentmarket price per share is ¥2, 185 During the FY 2020-21,
the company paid 2140 as dividend per share. The company is expected to grow @12% p.a. for
next four years, then 5% p.a. for an indefinite period. Expected rate of return of shareholders is
18% p.a. [Dec 2021]

{i] Find out intringic value per share.
(] State whether shares are overpriced or underpriced.

Discounting factor @18% 0.847 0.718 0608 0.515 0,436

[Sol (i) 21,779.27: (i) overpriced]

32. 5K Ltd. belongs to a risk class for which the capitalization rate is 10%. It currently has outstanding
L0,000 shares selling at 2100 each. The firm is contemplating the declaration of a dividend of 25
per share at the end of the current financial vear, It expects to have a net income of T1,00,000 and
has a proposal for making new investments of T2,00,000, Calculate the value of the firms when
dividends (1] are not paid; {ii] are paid. IsM]

[Sol (i) T10,00,000; (i) £10,00,000]

33. 5K Ltd. belongs to a risk class for which the capitalization rate is 109, It has 25,000 outstanding
shares and the current market price is 3100, [t expects & net profit of $2,50,000 for the year and
the Board is considering dividend of 25 per share.

SK Led. requires to raise 25,00,000 for an approved investment expenditure, lllustrate, how the
MM approach affects the value of 5K Ltd. if dividends are paid or not paid. [5M]
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34. 5K Ltd. has 10 lakh equity shares outstanding at the start of the accounting year The existing
market price per share is 2150, Expected dividend is 28 per share. The rate of capitalization
appropriate to the risk class to which the company belongs 1s 10%. [SM, RTFP Dec 2021)
(a]) Calculate the market price per share when expected dividends are: (i) declared, and (if) not
declared, baged on the Miller-Modipliani approach.

(B] Calculate the number of shares to be issued by the company at the end of the accounting
vear on the assumption that the net income for the year is #3 crore, investment budget is 36
crores when [ dividends are declared, and (if] dividends are not declared.

(c]} Froof that the market value of the shares at the end of the accounting year will remain
unchanged irrespective of whether (i) dividends are declared, or {ii] dividends are not
declared.

[Sol (] (7] $105; (i) T110; (£]: (1) 3.571.4285; (i) 2.272.73]

SOLUTIONS

21. Price per share according to Gordon’s Model is calculated as tollows

Net Profit 50 lakhs
Less: Preference dividend 15 lakhs
Earmings for equity shareholders 35 lakhs
Earnings per share 35 lakhs /5 lakhs =27.00
Price per share according to Gordon’s Model is calculated as follows:
Ei(1-b;
T Kp_br

E,= 7, Ke = 16%
[i] When dividend pay-out is 25%
72025 175

= = ="175
fo 0.16-(0.75:0.2) 0.16-0.15
(ii] When dividend pay-out is 50%
By = 7x0.5 . 88 3 33

0.16-(0.5x0.2) 0.16-0.10

(iii] When dividend pay-outis 100%,
7ol 7
By =

- —34375
0.16-(0-0.2) 0.16

22. {i} According to Dividend Discount Model approach, the firm's expected or required return on
equity is computed as follows:

_20{1+0.075)

+7.5% = 0.0147 + 0.075=0.0897 or B.97%
1,460

Ee=%+g
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[ii] With rate of return on retained earnings (] is 1 0% and retention ratio (] is 60%, new growth
rate will be as follows:

g = hr = L10x 0.60 = .04

Accordingly, dividend will alse get changed and to calculate this, first we shall calculate
previous retention ratio (b, ] and then EPS assuming that rate of retum on retained earnings
{r] is same.

With previous Growth Rate of 7.5% and r = 10%,, the retention ratio comes out to be:
0.075=b, x 0.10

b, = 0.75 and payout ratio = 0,25

With 0.25 payout ratio the EFS will be as follows:

20 240

0.25

With new 0,040 (1 - 0.60) payout ratio, the new dividend will be
D =380 = 040 =332

Accordingly, new Ke will be

32
Ky= +6.0% - g.19%

1,460 |
23. (u] As per Walter Model, P = D+(E ‘EJ[P +Ke)
g

Whers,

P = Market price per share

E = Earnings per share = 310,00,000 = 50,000 =20
D = Dividend per share = 50% = 20 = 310

r = Return earned on Investment = 12% = 0,12

fe = Cost of equity capital = 10% = .10

1n+|[zu 10)(0.12+0.10) 22
010 0.0

(b] According to Walter's model when the return on investment is more than the cost of equity
capital, the price per share increases as the dividend pay-out ratio decreases. [lence, the
aptimum dividend pay-out ratio in this case is NIl 5o, at a payout ratie of 2er, the market
value of the company's share will be:

=3220

_ 0+(20-0)(012+0.10) _ 24
010 0.10
24. {a] As per Walter's Model, Price per share is computed by using the following formula:

=240

I - 0.25
ieirs Lot l) 18412(60-16)

pe e 0.15 _18+70_ass667
K, 0.15 0.15
(B] As per Gordon's model, when r> Ke, optimum dividend pavout ratio is "Zero!
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% 1
25. [o] Cost of equity = e = PERatio - 125 0.08 = 8%
Rare of return on investment = r = 12%
D +[ I ][E— D)
As per Walter model, PO = -
e
o [ﬁ 12 (10-D)
130 = 008/ 10.40 = D + 15 - (L.5) (D] D = 9.20
0.08 3
4,20

- ——- ] IDD — b — 4

Thus, dividend payout ratio EPe - T 100 = 9204

(B) Since, return [(L2%) is more than cost of equity (89%), thus optimal dividend payout ratio
should be zero as per Walter model.

D+ [H ]{E D) 0+ (g ;E][m 0}
Frice at optimum dividend ratio = = = =¥187.50

He 0.08
[c] When Ke is equal to rate of return then dividend will have no ettect on value of share.
Thus, r= Ke = 1208

PE ratio = =— e L = HB.33 times
Ke 012
[HL 9.20+ ['”z]{m 9.20)

{d] Market price = 19 =¥03.33
(e) Re=8%r=12%D0=920b=0.08

g = {b}(r) = (0.08]{0.12]) = 0.0096

_ DU 920{14+0.009) o o0
Ke—g  {(D.12-0.0096)
26. {a) As per Walter Model, p - 2T LE=Dr =)

Where, %

P = Market price per share

F = Earnings per share = 10,000,000 + 2,00,000 =<5

[ = Dividend per share = ¥6.00,000 + 200,000 =33

r = Return earned on investment = 20% = 0.20

) i
Ke = Cost of equity capital = —P.E' s 19 =010
3+(5-3)(0.20+0.10) 7
s = = F7

1 0.10 0.10 T

(B] Capitalization rate of risk class = Ke = 10%
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(c] According to Walter's model when the return on investment {20%)] is more than the cost of
equity capital {(10%), the price per share increases as the dividend pay-out ratio decreases.
Hence, the optimum dividend pay-out ratio in this case is zero.

0+{5-0)(0.20<0.10} _ 10

[d] Atazero payout ratio, market price per share = 010 .10 =100
27. Market price per share by
far] Walter's model
r
D+E—EE— P} g+ E{ID—E}
p= € = .20 =¥CL
Ke 0.20
(B] Gordon's model
Present market price per share {f )= Biied) . ey 8 T60
k—br  0.20-{0.4=025) 0.1
28. Earning avallable for equity = Net Profit - Preference Dividend
= 30,00,000 - {1,00,00,000 = 12%]) =¥F18,00,000
_ Earning available for Equity ~ 18,00,000
Earnings per share = No. of Equity Shares = (60,00,00010) =13
Pividend payout ratio = 100 - 75% = 25%
Cividend per share = £S5 = Dividend payout ratio = 3 x 25% = $0.75
Rate of return () = 22% = 0.22
Cost of equity (Ke) = 18% =0.18
; E{1-b) 3x(1-0.75) 0.75
1} As per Gord F la, P = = - = =350
(L isparfess el o (ber]  018-(075-022) 0015
(2] As per Walter Model, P = D+(E-D)r+Ke) b 0.75+(3-0.75){0.22 +0.18) P

Ke 0.18
29, B0 = 2.5 x4 =210 (annually)
Expected retention ratio = b = {50 = 0.30] + (60 = 0.40] + {50 = 0,30] = 54%
g ={bl(r] = (0.54}(0.10) = 0.054 = 5.4%
Re = Bf + (Beta = Risk Premium) = 3.75 + [1.2 = 4.25) = 8.85%
_DO{1+g) _10{1+0054) 1054 ...
Ke—g 0.085-0.054 00345

0. As per Dividend discount model, the price of share is calculated as follows:

po D By Dy Dy | Dt
(148, (1+d, ) (14K, {14k} [Kem8) (14k,7

Where,

f = Price per share

K = Required rate of return oh equity

g = Growth rate

T120=1.15 g T138x1.15 - T158.7=x1.15 + T182.5x115 s T209.88=1.05 g 1
(1+02) (1+o0zf  [r+02)’ (r+ozt (0.z-0.05" (1+0.2)"

£o

F=

Dividend Decisions py 251 4




F=115+11032 +102.6 +101.2 + 708.14 = %1, 140.14
Intrinsic value of share is ¥1, 140.14 as compared to latest market price of T3,122. Market price
of a share is overpriced by 11,981.84,

31.
Year Particulars Amaonnt PVF @ 16% Present Valoe
1 Divvidend 140 = [140.14) = 156,80 (ry4.7 13241
2 Dividend 1568 % (1+0.12] = 175.562 0718 12510
3 Dividend 175.62 < [1+0.12) = 196.69 0.608 1159.59
4 Dividend 196.69 - (1+0.12]) = 220.29 0.515 113.45
Total 491.95

D5 _ 220.29(1+.0.05)
Ke—g 0.18-0.05
Intrinsic value of equity share = 7491.95 + [11,779.26 = 0.515) =71,408.27

Intrinsic value (¥1,408.27) is higher as compared to market price [T2,185), thus, the share is
over-priced by 3776.73.

32. CASE 1: Value ol the lirm when dividends are not paid,
Step 1: Calculate price at the end of the period
K.=10%, P,=100,D,=0
R . SR M N W L
1+0.10

Price at end of 4 year, P4 = =F1.779.27

1+K
Step 2: C:Jﬂulal;iun of funds required for investment
Eaming £ 1,00,000
Dividend distributed Wil
Fund available for investment 11,00,000
Total Ievestment £2,00,000
Balance Funds required F2,00,000 - ¥1,00,000 =F1,00,000

Step 3: Calculation of No. of shares required to be issued for balance funds

Funds required 100,000
Price at end( Py ) 110

Step 4: Calculation of value of firm
_(n+An)Py T <K
- 1+ K,

Ma. of shares An=

ne

=110 ¥2,00,000+31,00,000

(mmmrl,un,uun]

ney= =X 10,00,000

(1+0.10)
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CASE 2: Value ofthe firm when dividends are paid.
Step 1: Calculate price at the end of the period
K,=10%, F=100,D,=53
_B+Dy
0= 1+K,
100=-17> 5 p 105
1+0.10

Step Z: Calculation of funds required for investment

Earning T1,00,000
Dividend distributed T50,000
Fund available for investment 50,000
Total Imvestment T2,00,000
Balance Funds required 2,000,000 - 50,000 =F1,50,000

Step 3; Calculation of No. of shares required to be issued for balance fund

Funds required _ ¥1,50,000

Mo. of shares = An= 2
Priceatend{F; )  Ti05

Step 4: Calculation of value of firm

nP, - (r+An) P —I+E
1 LB Kﬂ-
[ 10,000 + % |x%105-22,00,000+31,00,000
APy 4 =2 10,00,000
: (1+0.10)
Thus, It can be seen from the above illustration that the value of the firm remains the same in
either case.
In real world, market imperfections create some problems for MM's dividend policy irrelevance
proposition.
33. Given,
Cost of Equity {Ke ) 10%
Number of shares in the heginning (n} 25,000
Current Market Price (PO) 100
Net Profit (E) 32,530,000
Expected Dividend (D 1) 5 per share
[ivvestment (1] %5,00,000
Dividend Decisions A




Case-1: When dividends are paid Case-£: When dividends are nol paid

Step 1 Step 1
g A2 R
Ty 1+ K,
i +5 A +0
1= -
1+ 010 L0 1+0000
£ =110-5=105 A =110-0=110
Step 2 Step 2
Calculation of funds required Calculation of funds required = ([Total
= [Total Investment - [Net profit - Dividend)] | Investment - {Net profit - Dividend ]]
= 5, 00,000 - {2, 50, 000 - 1, 25, 000) = 3,00, 000 - (2, 50,000 -0)
=3, 75,000 = 2,50, 000
Step 3 Step 3
No. of shares required to be issued No. of shares required to be issued
for balance fund for balance fund
No.of charse = Fuluds 1::4.|uiFt:d S Funds required
Price atend( F; ) Price at end{ P |
An—2T3000 . oo ags A =250,000 _, 500 0g
105 110
Step 4 Step 4
Calculation of value of firm Calculation of value of firm
_[n+An)P -1+E _(n+AnjP -1+ F
(1+k,) T {1k
i ™
| 25,000+ 3'?15;:"“]1:15 5,00, 000 4 2,50,000 [25.ﬂﬂﬂ+ 250,000 1 10— 5,00,000+ 2,50,000
AL o 4
W (1+.10) iz (1+0.10)
=¥25,00,000 = ¥25,00,000

34, (i) Caloulation of market price per share
According to Miller - Modigliani (MM) Approach:

L
1+ Ha
Where,

Existing market price (P,) = ¥150

Expected dividend per share {},] = 18
Capitalization rate (K] = 0.10

Market price at year end [P,] = to be determined
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[a] If expected dividends are declared, then

Fl5p =100
1+0.10
<Py =1165
(B) Ifexpected dividends are not declared, then
A +0
150 =100
F"] =T165

(fi] Calculation of number of shares to be issued

Dividends are declared ﬂh-'idmfn':gl are nol

(7 lakh) Declared (T lakh)
Net income 300 00
Total dividends (30) -
Retained parnings 220 inn
[nvestment budget 600 B0
Amount to be raised by new issues 380 300
Relevant market price [T per share) 157 165
No. of new shares to be issued 242 1.82

(in lakh){Z380 = 157: 2300 + 165)

{ifi) Calculation of market value of the shares

(2)

(b)

Dividends are  Dividends are

dieclared

not Declared

Existing shares [in lakhs) 10.00 10.00
Mew shares {in lakhs) 244 1.BZ
Total shares [in lakhs) 12.42 11.82
Market price per share [{] 157 165
Total market value of shares at the end of the vear 12.42 x 157 11.82 x 165
(T inlakh) =1.950 = 1,950
(approx.] {approx.]

Hence, it s proved that the total market value of shares remains unchanged irrespective of whether

dividends are declared, or not declarad.

Eh_"liiend Decisions




NN
Working Capital

Management

9

THEORY

WEETHDI R BT () [t refers to the amount of capital which is required for day to day

Capital operations of the business.

o It is a measure of both a company’s efficliency and its shore-term
financial health.

g From Value point cf view, working capital can be defined as:

(] Gross Waorking Capital: It means the finrm's investment in total
current assets,

(f] Net Working Capital: It refers to the difference hetween the total
current assets and current liabilities. In other words, it is portion
of current assets which is financed through long term funds of the
firm,

g From the point of view of time, working capital can be defined as:

{r] Permanent Working Capital: It is that minimum level of
investment in the current assets which is required at all times to
carry out minimum tevel of business activities.

(6] Temporary Working Capital: [t refers to that part of total working
capital which is required by a business over and above permanent

working capital.
Factors to be (2] Nature of Business: Generally the small trading concern or retails
Considered for shops will have lower requirement of working capital because their
Determining the pperating cycle will be small and vice versa.
Requirement of (b) Size of Business: Larger the scale of operations, larger will be the
Working Capital firm's working capital requirements and vice versa.

{r] Manufacturing Cycle: It is the time pericd between the purchase
of raw material and converting them into finished product. Larger
the manufacturing cyele, larger will be the firm's working capital
requirements and vice versa.

{d) Business Fluctuation; During the boom perfod the business grows
rapidly and thus requires more working capital and vice versa.




{e) Credit Policy: Liberal credit policy will lead to higher credit sales,
higher book debts and higher working capital and vice versa,

{fl Growth and Expansion: The large sized business require more
permanent and variable working capital in comparison to small
biusiness.

(g] Operating Efficiency: By better utilization of rescurces, operating
costs will be reduced which will reduce the pressure on working capital.

(7] Price Level Changes: Generally, rising price level requires a higher
investment inworking capital because increased investmentis required
to maintain the same level of current assets.

Repercussions ol {a) It puts at rest the development of the firm because due to inadequate

Paucity of Working waorking capital management is unable to implement the profitable

Capital projects,

(6] Inabsence of adequate working capital, fixed assets cannot be utilized
fully. As a result, return on investment decreases.

(] Management cannot take advantage of business opportunities.

() The production process stops due to Lack of raw material. Decrease in
stock of finished geods causes loss of sales.

{#] Due to inability to pay shortterm liahilities in time, goodwill of the firm
is adversely affected.

Effecis of Excess fa] Excessive working capital causes more inventory. As a result, chances

Working Capital of theft and misuse of stock increase.

(B) 1t results in adaption of too liberal policy and chances of slackening of
collection of receivables. As a result, the chances of bad debt increase
and profits decreases.

(€] It results in excessive cash holding. Thus, profitability decreases as a
result of idle cash.

{d) The tendency to accumulate excessive Inventory Is encouraged for
making speculative profits so as to make dividend policy more liberal.
In case the firm is unable to make speculative profits, liberal dividend

policy can't be maintained
Management of O Working capital plays a similar role as blood in a living body.
Working Capital o It has to be effectively managed keeping in mind the 3Es e Economy,

Efficiency and Eftectiveness.
o Itcan be further studied in two ways Le. liquidity & proficability and
|nvestment & Financing Decisions.

Investment of It is the amount to be invested in current assets which depends on various
Working Capital factors such as:
o Nawre of industiy
o Type of products
o VYVolume of sales
o Credit policy
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Meaning of Working It means what portion of working capital should be financed with long
Capital Financing term sources of fands such as equity share capital, preference share capital,
debentures etc. and what potion of working capital should be financed with
short term sources such as trade credit, short term hank credit efc.

Approaches of Comparative study of Aggressive, Conservative & Matching Approach
Financing of Basis of Aggressive Conservalive Matching
Working Capital comparison Approach Approach Approach
1. Permanent | Some portion All permanent | All permanent
Current financed with current assets CUFrent assets
Assets short term are financed are financed
sources of funds | with longterm | with long term
sources of funds. | sources of
Some portion funds.
financed with
long term
sources of funds
2. Temporary | All temporary Some portion All tempaorary
Current current assets financed with current assets
Assets are financed long term are financed
with short term | sources of funds | with short
sources of funds. term scurces of
Some portion [ f4nds.
financed with
short erm
sources of funds
3. Liguidity Lower Higher Moderate
4. Profitability | Higher Lower Moderate
Current Assets to g A company requires both current assets and fixed assets to operate
Fixed Assets Ratio upto a level of output.

o If current assets to fived assets ratio is high (assuming constant fixed
assets) then itindicates conservative current assets policy

o If current assets to fived assets ratio IS low (assuming constant fixed
assets ) then it indicates aggressive current assets policy
Operating Cycle 1t is the duration of time between acquisition of supplies and the collection
of cash from receivables.
Operating Cycle of  RUEERR R of the time required:
Trading Firm (] toconvert cash into inventory of finished poods
(8] toconvert inventory of finished goods into receivables
{¢] tocomert recelvables into cash,
Operating Cycle =5+
Where, 5= Stock holding period
b = Debtors collection period
€ = Creditors payment period
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Lt R T B [t is the length of the time required:
e TER T DRI (@) toconvert cash into inventory of raw materials
(B) teconvert inventory of raw materials into work-in-progress
(€] teconvertinventory of work-in-progress into finished goods
{df] toconvert inventory of finished goods Into receivables
(€] toconvert receivables into cash.
Operating Cycle =R+ W +F+D: C
Where, R = Raw material storage period
W = Work-in-progress holding period
F = Finished goods storage period
It = Debtors collection period
(: = Creditors payment period
Compenents of Average stock of work-in-progress
Operating Cycle (4] Henemasmalamirege period = Ave:'aﬁe cost of |:|1'{!nI:I1.H::1:'u:n:|1]:II pe?:r;ay

Average stock of finished goods
Average cost of goods sold per day

Average stock of finished goods
Average cost of goods sold per day

(] Work-in-Progress storage period =

{¢] Finished poods storage period =

Average debtors
Average credit sales per day

Average creditors
Average credit purchases per day

(d] Debtors collection period =

{e] Creditors payment period =

Number of ke ot carat le 365 or3b0
Operating Cycles UmReEr ot CRETAHng EYEES = et Operating Cycle Period
Amount of Working _ Annual operating cost
- Amount of working capital =
Capital Based on i Number of operating cycles
Operating Cycle Arnnual operating cost : :
= Met operating cycle period
260

Estimation of : Annual raw material cost
Current Assels O Raw Material Inventory = 365 days or 12 months or 52 weeks X FVREde

raw material storage period

WIP Inventory = RRRURHIACION Coak % Average WIP

365 days or 12 months or 52 wecks

storage period
S Annual Costof Production
9 Finished goods Invemtory = oo e r 12 months or 52 weeks *
Average FG storage period
g Debtors = EHE RRA % Average debtors
365 days or 12 months or 52 weeks
collection period
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Estimation of Annual Credit purchases
Current Liabilities [EalEERE CiELI

x Averape creditors
365 days or12 months or 52 weeks e

payment period
o i B " Annual Expenses P
B P, T days or 12 months or 52 weeks o oBE
lag in payment of expenses
Cash Cost of This approach is based on the fact that in the case of current assets, like

Waorking Capital sundry debtors and finished goods, etc., the exact amount of funds blecked
is less than the amount of such current assets. While computing cash cost of
working capital, all non-cash costs such as depreciation et should not he
considered.

Effect of Double (o] Raw Materials: Stock requirements as regards units, may double since
Shift on Working consumption per day will be twice as earliern However, due to bulk
Capital purchasing, the firm may get quantity discounts.

{b] Work-in-progress: There will be no change in the quantity of work-
in-progress since work commenced in first shift will be completed in
the second and vice-versa. At the end of the day, the averape quantity
of work-in-progress remains the same.

{r] Finished Goods: Due to greater prodoction, finished goods stocks may
double in quantity but cost of production per unit may be reduced due
ta lower cost of raw materials, economies of fixed costs ete.

(d)] Debtors: Increase in demand and increased sales will lead to higher
ammount of debtors, for the same credit period but the increase may
not be proporticnal or it may not double in case of reduction in credit

period. Alse discounted selling price may be offered in order to sell the
increase production.

{e] Creditors: Due to bulk purchasing and better bargaining power the
firm may avail extended credit period for payment. Unless otherwise
specificd, the amount of creditors may double.

(f1 Overheads: Fixed overheads will remain same irrespective of double
shift working while the variable overheads will increase in proportion
to the increased production. Semi-variable overheads will increase
according the variable element in them,

Working Capital 1t can be done from two sources:

Finance fa] Spontaneous Sources: These sources are natural in business
operations eg. trade credit, bills payable, accrued expenses ete,

{h] Negotiated sources: These sources are specifically negotiated for
business e.g. bank loan, commercial papers, inter-corporate loans, hill
discounting, public deposits, factoring ete.
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M TheReserve Bank of India setupin 197 4 astudygroupunder the chairmanship

aximum

Permissible Bank of }-'Ir._F.L Tandon, popularly referred to as The Tandon Committee,

GrTTa T e i ) i Lending Norms:

Tandon Commiltee {I] The borrower has to contribute a minimum of 25% of working capital
gap from long term funds.
MPBF = 75% of [Current assets - Current liabilities) = 75% = Nel
Working Capital

{II] The borrower has to contribute a minimum of 25% of the total current
assets from long term funds.
MPBF = [75% of Current assels) - Current liabilities

{III] The borrower has to contribute the entire hard core current assets and
a mintmum of 25% of the balance of the current assets from long term
funds.

MPDF = [75% of Soft Core Current assets) - Current liabilities

Core Current The term “"Core Current Assets” was framed by Tandon Committee and it is
LT O T L BT el that part of the current assets which represents the very minimum lesve] of
Working Capiltal raw materials, process stock, finished poods, receivables, cash etc. which are
in circulation to ensure continuity of production, These represents a fixed
element just like the fixed assets of the company. Such current assets are
basically in the nature of circulating assets but are hlocked for long term e.g.
funds imvested in core inventories etc. Determination of hard core working
capital in different Industries would require a careful analysis of the items of
inventory, receivables, worl-in-progress and cash.
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PRACTICAL QUESTIONS

1. A firm has the following data for the year ending 315 March, 2022:

Sales (1,00,000 @ T20) T20,00,000
Earnings before interest and taxes #2,00,000
Fixed Assets 25,00,000

The three possible current assets holdings of the firm are 25,00,000; 24,000,000 and 23,00,000,
It is assumed that fixed assets level is constant and profits do not vary with current assets level.
Analyse the effect of the three alternative current assets policies,
[50L ROTA = 20%,; 22.22%; 23%:; CA to FA Ratio = 1; 0.30; (.60]
2.A company is considering its working capital investment and financial policies for the next

year. Hstimated fixed assets and current liabilitdes for the next vear are 22.60 crore and $2.34
crore respectively. Estimated sales and EBI'T depend on current assets investment, particularly
imventories and bock-debts. The financial controller of the company is examining the following

alternative working capital investment policies. [RTP May 2019]
(ICrores)
Working Capital Policy [nvestment in Current Assets [Estimated Sales EBIT
Conservative 4.5 12.3 L.23
Moderate 3.9 11.5 Iy 47
Aggressive 2.0 10.0 1.00

After evaluating the working capital investment policy, the Financial Controller has advised the
adoption of the moderate working capital policy. The company 15 now examining the use of long-
term borrowings for financing its assets. The company will use 22.50 crores of the equity funds,
The corporate tax rate Is 35%. The company is considering the following debt alternatives:

(ICrores)
Finance Policy Short-term Dabt Long-term Delbt
Conservative .54 Li2
Moderate 1 (.66
AggTessive 1.5 (.16
Interest rate average 12% 16%

You are required to calculate the following:
{1] Working capital investment for each policy;
{er] Net working capital positions;
(B] Rate of return before interest & tax on total assets;
{c] Currentratio
(2] Financing for each policy;
(a] Net working capital position; (h] Eate of return on shareholders' equity;
{c] currentratio
[SolL [ 1){a] T2.16 crores; ¥ 1.56 crores; T0.26 crores; (0] 17.32%; 17.69%; 19.23%; (] 1.92; 1.67; 1.11;
{(2){a) ¥1.02 crores; T0.56 crores; T0.06 crores; {b) 23.56%; 24.03%; 24.55%; (c) 1.35; 1.11; 1.02]
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3. 0n 1¥ January, the Managing Director of SK Lad wishes to know the amount of working capital
that will be required during the year. From the following information pre pare the working capital
requirements forecast.

o Production during the previous vear was 60,000 units. [tis planned that this level of activity

would be maintained during the present yvear.

o The expected ratios of the cost to selling prices are raw material 60%, direct wages 10%

and overheads 20%.

o Raw materials are expected to remain in store for an average of 2 months before issued to

production.

o Each unit is expected to be in process for one month, the raw materials being fed into the
pipeline immediately and the labour and overhead cost accruing evenly during the month.
Finished goods will stay in the warehouse awaiting dispatch to customers for approximately
3 months.

Credit allowed by creditors is 2 months from the date of delivery of raw materials

Credit allowed to debtors is 3 months from the date of dispatch.

Selling price is 75 por unit

There is a regular production and sales cycle.

Wages and overheads are paid on the 1 of each month for the previous month.

o The company normally keeps cash in hand to the extent of T20,0:00.

[Sol #1,66,250]

4. The following annual figures relate to 5K Lod.:

o

Qo Q9 ¢

Sales {at two month's credit) 26,00,000
Material consumed {suppliers extend two months' credit) 9,00,000
Wages paid {1 month lag in payment) 7,20,000
Cash manufacturing expenses [expenses are paid one month in arrear) 92,60,000
Administrative expenses [ 1 month lag in payment) 40,000
sales promotion expenses umiﬂ quarterty in advance] 120,000

The company sells its products on gross profit of 25%. Depreciation is considered as a part of
the cost of production. [t keeps one months' stock of raw materials and finished goods and a cash
balance of 21,00,000, Assuming a 209 safety margin, compute the working capital requirements
of the company on cash cost basis. Ignore work-in-process.

[Sol 27.20,000]
5. A Performa cost sheet of per unit cost of company provides the following particulars:
Raw material cost 100.00
Direct [abour cost 37.50
Owverhead cost 75.00
Total cost 212.50
Profit 37.50
Selling price 250.00

The company Keeps raw material in stock on an average for one month; work in progress on an
average for one week and finished goods in stock on an average for two weeks.
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The credit allowed by suppliers is three weeks and company allows four weeks credit to its debtors.
The lag in payment of wages is one week and lag in payment of overhead expenses is two weeks.
The company sells one-fifth of the cutput against cash and maintains cash in hand and at bank
put together at $37,500.

Required: Prepare a statement showing estimate of working capital needed to finance an activity
level of 130,000 units of production. Assume that production is carried on evenly throughoeut the
vear and wages and overheads accrue similarly, worle-in-progress is 80% complete in all respects.

[Sol F30,06,250]

6. 5K Ltd. has an installed capacity of producing 1.25 lakhs tons of cement per annum; its present
capacity ucilization is 80%. The major raw material to manufacture cement is limestone which
is ebtained on cash hasis from a company located near the plant. The company produces cement
in 200 kgs drum. From the information given below, determine the net working capital (WWC)
requirement on cash cost basis of the company: For the current year cost structure per drum of
cement [estimated] is as under:

Gypsum 25
Limestone 15
Coal 30
Packaging Material 10
Direct Labour =0
Factory overheads {including depreciation of $10) 30
Administrative overheads 20
selling overheads 45
Total Cost 205
Profit Margin 45
selling Price 450
Add: GST (10% of selling price] 25
[nvoice price to customer 275

Additienal information:

(a] Desired holding period of material:

Gypsum  : 3 months Coal : 2.5 months
Limestone : 1 months Fackapging material : 1.5 months

(B] Packaging material is used for packaging finished material at the time of sale.

(¢} The productis in process for a period of ¥ month {assume full units of materials, namely:
mypsum, limestone and coal are required in the beginning: other conversion costs are to be
taken at 50%).

[¢f] Finished goods are in stock for a period of 1 month before they are sold

(¢] Debrors are extended credit for a period of 3 months

[f1 Average time lag in payment of wages is approximately 1,/2 month and of overheads: T month
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[g] Average time lag in payment of sales taxis 1% months
(k] The credit period extended by various suppliers are
Oypsum - 2 months coal - 1 month Fackaging material - 1,/2 month
(i1 Minimum desired cash balance is ¥25 lakhs. You may state your assumptions, if any.
[Sol 23,66,66,667]

7. The management of SK Ltd. is planning to expand its business and consults you to prepare an
estimated working capital statement. The records of the company reveal the following annual

information: [SM, RTP Dec 2021])

[
Sales - Domestic at one month's credit 18,00,000
Export at three month's credit (sale price 10% below domestic price) 4,10,000
Materials used (suppliers extend two months credit) 6,775,000
Lag in payment of wages - 1,/2 month 540,000
Lag in payment of manufacturing expenses {(cash ] - 1 month 7,65,000
Lag in payment of administratdon expenses - 1 month 1,80,000
Selting expenses pavahle quarterly in advance LIZ,500
Income @ax payable in four instalments of which one falls in the next financial 1,68,000
Year

Rate of gross profit is 20%. Ignore worke-in-progress and depreciation. The company keeps one
month's stock of raw materials and finished goods (each) and believes In keeping T2,50,000
available to it including the overdraft limit of 75,000 not yet utilized by the company
The managementis also of the opinicn to make 10% margin for contingencies on computed figure.
You are required to prepare the estimated working capital statement for the next year
[Sol #5,48,702]

8. SK Limited is commencing a new project for manufacture of a plastic component. The following

cost information has been ascertained for annual production of 12,000 units which is the full

capacity: [5M, Similar RTF Nov 2019]
unit {7}

Materials 40
Direct labour and variable expenses 20
Fixed manufacturing expenses (i}
Depreciation 10
Fixed administration expenses &

80

The selling price per unit is expected to be ¥96 and the selling expenses 5 per unit, 30% of which
is variable. In the first two years of operations, production and sales are expectsd to he as follows:

Production [No. of Units) Sales (Na, of Units)
1 i, D00 5,000
2 H000 8,500
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To assess the working capital requirements, the following additional information is available:

(@] Stock of materials 2.25 months average consumption

[(&] Work-in-progress il

{c] Debtors I months average sales

[d] Cash balance 10,000

(e] Creditors for supply of materials 1 months average purchase during the year

{f] Creditors for expenses I months averape of all expenses during the vear

Prepare, for the two years:
(7] A Projected statement of Profit/Loss (Ignoring taxation)
(] A Projected statement of working capital requirements
[Sol (i) -¥52,000; T20,000; {#) ¥1,52,916;%2,13,125]

9, 5K Ltd a company newly commencing businessin 2021 has the under mentioned projected Profit
& Loss Statement:

Sales 210,000
Coat of EIJIJ-E':-'- sold (1,53,000]
Gross profit 57,000
Administrative Expenses L4000
selling Expenses 14,000 27,000
Profit before tax 30,000
Frovision for taxation {10,000)
Profit after tax 20,000
The cost of goods sold has been arrived at as under:
Material used g34,000
Wages & Manufacturing expenses 62,500
Depreciation 23,500

170,000
Less: Stock of finished goods { 10% of poods produced notyetsold) | (17000)

1,523,000

The figures given above relate only to finished goods not to work-in-progress, Goods egoal to 15%
of the yvear's production {in terms of physical units] will be In process on the average requiring
full materials but only 40% of the other expenses. The company belleves in keeping materials
equal to two months consumption in stock.

All expenses will be paid one month in advance. Suppliers of materials will be extending 1 - 1,/2
momths credit. Sale will be 20% for cash and the rest a8 tco month's credit. 70% of the income

tax will be paid in advance in quarterly instalments. The company wished to keep ¥8,000 in cash.
Prepare an estimate of:

(o] Working Capital (B) Cash cost of working capital
[SoL (o) 275,293; (b) 268,713)
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10. SK Ltd. has been operating its manufacturing facilites till 31.3.2022 on a single shift working
with the following cost structure:

Per unit [T)

Cost of materials 6.00
Wages [out of which 40%, fixed) .00
Overheads [out of which 80% fixed) 5.00
Profit 2.00
Selling price 18.00
Sales during 2021-22 - 24,532,000

As at 31.3.2022 the company held:
stock of raw materials (at cost) 36,000
Waork-in-progress (valued at prime cost) T22,000
Finished goods {valued at total cost) T72,000
sundry debtors 11,008,000

In view of increased market demand, it is proposed to double production by working an extra
shift. It s expected that a 10% discount will be available from suppliers of raw materials in view
of increased volume of business. Selling price will remain the same. The credit pertod allowed
to customers will remain unaltered. Credit availed from suppliers will continue to remain at the

present level i.e. 2 months. Lag in payment of wages and expenses will continue to remain halfa
maonth.

You are required o prepare the additional working capital requirements, if the policy to increase
output is implemented.

[50L Additional working capital required is T94,800)
11. From the following information of SK Ltd., you are reguired to caloulate:

(] Net operating cycle period (b] Number of operating cycles in a year
(¥

Raw material inventory consumed during the year 6,00,000
Average stock of raw material 30,000
Waork-in-progress inventory 5,00,000
Average work-in-progress inventory 30,000
Cost of goods sold during the year 8,00,000
Averape finished poods stock held 40,000
Average collection peried from debtors 45 days
Averape credit period availed 30 days
Mo, of days in a vear 360 days

[Sol. [a) 84.60 days; (k) 4.26 cycles]
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12. Following information is forecasted by 5K limited for the year ending 315 March, 2022:

Balance as at Balance as at
31" March, 2022 31 March, 2021
[7in Iakhs) [fTin lakhs]
Raw Material hh 45
Work-in-progress =4 | 35
Finished goods 7l i)
Receivables 135 112
Fayables 71 b
Annual purchases of raw material {all credit) 400
Annual cost of production 450
Annual cost of goods sold 525
Annual operating cost 343
Annual sales {all credit) 585

You may take one year as equal to 365 days.
You are required to calculate:
(] Net operating cycle period (6] Number of operating cycles in the year
(] Amount of working capital requirement
[Sol (o] 147 days; (5] 2.48 cycles; (c] ¥130.89 lakhs]

13. Following is the balance sheet of SK Ltd. Calculate the amount of maximum permissible bank
finance by all three methods for workdng capital as per Tandon Committes norms. You are required
to assume the level of hard core current assets to be 30 lakhs. You are required to calculate the

current ratios under each method. [May 2022)
Balance Sheet of SK Ltd. as on 315 March (Tin lakhs)
Liabilities Assels
Equity share of #10 each 200 Fixed assets 500
Retained Earnings 200 Current Assets:
11% Debentures 00 Inventory:
Public eposits 100 Haw materials 100
Trade Creditors £0 WIP 150
Bills Payable 100 Finished poeds 75 325
Debtors 100
Cash /Hanl 55
QED g80

[SoL 225 lakhs; T180 lakhs; T157.50 lakhs]
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14. 5K Ltd. has provided you the following information for the year 2021-22:

By working at 60% of its capacity the company was able to generate sales of $72,00,000. Direct
labour cost per unitamounted to T20 per unit. Direct material cost per unitwas 4 0% of the selling
price per unit. Selling price was 3 tirmes the direct labour cost per unit. Profit margin was 25%
on the total cost.

Forthe year 2023-23, the company makes the following estimates:

Production and sales will increase to 90% of its capacity. Raw material per unit price will remain
unchanged. Direct expenses per unit will increase by 50%. Direct labour per unit will increase
by 10%. Despite the finctuations in the cost struchire, the company wants tn maintain the same
profit margin on sales,

Raw materials will be in stock for one month whereas finished goods will remain in stock for two
months. Production cycle is for 2 months. Credit period allowed by suppliers is 2 months, Sales
are made to three zones:

Percentage of saels Mode of credit
A ol Credit period of £ months
B 30% Credit period of 3 months
C 20% Cash sales

There are no cash purchases and cash balance will be 21,11,000.

The company plans to apply for a working capital financing from bank for the year 2022-23.
Estimate net working capital of the company receivables to be taken on sales and also compute
the maximum permissible bank finance for the company using 3 criteria of Tandon Committes
Norms. (Assume stock of finished goods to be a core current assets) [ATP May 2023]

[Sol Net working capital = 242,83,500; MPRF = 232,12,625; 230,27,625; T18,57,625]

PRACTICE QUESTIONS

15. The following data relating to an autc compenent manufacturing company is available for the

year:
Raw material held in storage 20 days
Receivables' collection pericd 30 days
Comversion process period 10 days
{raw material - 100%, other costs - 50% complete]
Finished goods storage period 45 days
Credit period from suppliers 60 days
Advance payment to suppliers 5 days
Total cash operating expenses per annum £H00 lakhs

75% of the total cash operating expenses are for raw material. 360 days are assumed in a year.
You are required to calculare:
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{i] Each item of current assets and current liabilities

(i} The working capital requirement, If the company wants to malntain a cash balance of 210
lakhs at all times.

[50L T133.78 lakhs]

16. PK Lrd, a manufacturing company, provides the following information: [Nov 2020]

1 [
Sales 1,08,00,000
Raw Material Consumed 27.00,000
Labour Faid 21,60,000
Manufacturing Overhead 32.40.000
[Including Depreciation for the year 3,00,000)
Administrative & Selling Overhead 10,680,000

Addidonal Information:

(@] Receivables are allowed 3 months' credif.
(f] Raw Material Supplier extends 3 months” credit,
{c] Lagin payment of Labour is 1 month.
{f] Manufacturing Overhead are paid one month in arrear,
(2] Administrative & Selling Overhead is paid | month advance.
[f] Inventory holding period of Raw Matertal & Finished Goods are of 3 months.
(7] Worl:-in-progress is Nil
(k] PK Ltd. sells goods at Cost plus 33- 1,/ 3%.
(i} Cash Balance ¥3,00.000.
(i1 Safety Margin 10%.
You are required to compute the Werking Capital Requirements of PK Ltd. on Cash Cost basis.
[Sol F44.21,000]

17. Bita Limited manufactures used in the steel industory. The following information regarding the
company s given for your consideration:

(i1 Expected level of production 9,000 units per annum.

(fi] Raw materials are expected to remain in store for an average of two months before issue to
production.

{#i] Work-in-progress {50% complete as to conversion cost] will approximate to ¥ month's
production.

{#) Finished goods remain in warehouse on av average for one month,
(v] Credit allowed by suppliers is one month,
{(vi] Two month's credit is normally allowed to debtors.
(v} A minimum cash balance of 267,500 is expected to be maintained
[wiff] Cash sales are 75% less than the credit sales.
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{ix] Safety margin of 20% to cover unforeseen contingencies.
(%] The production pattern is assumed to be even during the year.
(xi] The cost structure for Bita Limited’s product is as follows:

Raw materials a0 per unit
Direct Labour 20 per unit
Overheads [including depreciation $20] g0 per unit
Total cost 180 per unit
Profit 20 per unit
selling price 200 per unit

You are required to estimate the working capital requirement of Bita Limited.

[0l T5.81.400]
18. While applying for financing of working capital requirements to a commercial bank, 5K Lud.
projected the following information for the next year

Cost Element Perunit [T] Perunit (=)

Baw Materials

X 30

¥ 7

Z 6 43
Direct Labour 25
Manufacturing and administration overheads 20
| excluding depreciation]
Depreciation 10
selling overheads 15

113

Additional Information:
(@] Raw materials are purchased from different suppliers leading to different period allowed as
follows:
A - 2 months; ¥ - 1 months; Z - 1/2 month
(b] Production cycle is of 3 month. Production process requires full unit of X and Y in the
beginning of the production. 2 is required only to the extent of half unit in the beginning and
the remaining half unit is needed at a uniform rate during the production process.
[¢] Xis required to be stored for 2 months and other materials for 1 month,
(ef] Finished goods are held for 1 month.

(¢] 25% of the total sales Is on cash basis and remaining on credit basis. The credit allowed by
debtors is 2 months.

[f] Average time lag in paymentofall overheads is | months and 1,2 months for direct labour.
(7] Minimum cash balance of $8,00,000 is to be maintained.
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Calculate the estimated working capital required by the company on cash cost basis ifthe budgeted
level of activity is 1,350,000 units for the next vear. The company also intends to increase the
estimated working capital requirement by 10% to meet the contingencies. [ You may assume that
production carried on eventy throughout the year and direct labour and other overheads accrue
similark) [RTP May 2021]

|Sol 740,42,500]
19, Calculate the amount of working capital required for XYZ Ltd. from the following information:

Elements of Cost Per unit (T)

Raw Material 80.00
Direct Labour 30.00
Dwverheads BO.00
Total Cost 170.00
Praofit 30.00
Sales 200,00

Raw materials are held in stock on an average for one month. Work-in-progress {completion
stage 50%), on an average half 2 month. Finished goods are in steck on an average for one month.
Credit allowed by suppliers 15 one month and credit allowed to debtors 15 two months, Time Lag
in payment of wages is 1% weeks. Time lag in payment of overheads is one month. One fourth of
the sales are made on cash hasis. Cash in hand and at hank is expected to be 250,000

You are required to prepare statement showing the working capital needed to finance a level of
activity of 52,000 units of production. Assume that production is carried on evenly throughout
the yvear and wages and overhead accrue similarly, For the calculation purpose 4 weeks may be
taken as equivalent to a month and 52 weels in a yvear.

[Sol ¥16,35,000]

20. Day Ltd. a newly formed company has applied to the Private Bank for the first time for financing

its working capital requirements. The following information are available about the projects for
the current year:

Estimated level of activity Com pleted Units of Production 31,200 plus unit of

work in progress 12,000

Raw Material Cost TH) per unit
Direct Wages Cost 15 pet unit

Overheads 40 per unit {induzive of depreciation 10 per unit)

Selling price 130 per onlt

Raw material in stock Average 30 days consumption

Waork in Progress stock Material 100% and Conversion cost 50%
Finished goods stock 24, 04K unit=

Credit allowed by the supplier EEEEE

Credit allowed to purchases 6f davs

Direct wages (lagin payment]) BEELES

Expected cash balance T2,00.000
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Assume that production is carried on evenly throughout the year {360 days) and wages and
overheads accrue similariy. All sales are on the credit basis. You are required to calculate the Net

Working Capital Requirement on Cash Cost Basis. [May 2018]
[Sol ]

21. 5K Ltd., a newly formed company, has applied to commercial bank for the first time for financing
its working capital requirements. The fcllowing information is available about the projections

for the current year:
Estdimated level of activity: 1,04,000 completad units of production plus 4,000 units of work in
progress. Based on the above actheity, estimated cost perunit is:

Raw material £80 per unit
Direct wages T30 per unit
Overheads {exclusive of depreciaticn) o0 per unit
Total Cost 170 per unit
Selling price T200 per unit

Raw materials in stock: Average 4 weeks consumption, work—in-progress {assume 0%
completion stage in respect of conversion cost) {materials issued at the start of the processing).

Finished goods in stock 8,000 units
Credit allowed by suppliers Average ¢ weeks
Credit allowed to debtors/receivables Average 8 weeks
Lag in payment of wages Average 1.5 weeks
{zash at banks {for smooth operation} * 20,000

Assume that production is carried on evenly throughout the year {52 weeks) and wages and
overheads accnie similarty. All sales are on credit bagis only. You are required o calcolate the net

working capital required. [5M, MTF Nov 2018]
[Sol #42,52,913]

22.MT Ltd. has been operating its manufacturing facilities till 31.3.2021 on a single shift working
with the fullowing cost structure:

Per unit (1)

Cost of Materials 24

Wages [out of which 50% is variable) 20

Dverheads [out of which 20% variable) 20

fd

Profit g

selling price T2
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As at 31.3.2021 with the sales of 17,28,000 the company held:

Stock of raw materials (at cost) 144,000
Work-in-progress [valued at prime cost] g8,000
Finished poods (valued at total cost) 2,888,000
sundry debtors 432,000

In view of increased market demand, it is proposed to double production by working an extra
shift. It is expected that a 10% discount will be available from suppliers of raw materials in view
of increased volume of business. Selling price will remain the same. The credit period allowed
to customers will remain unaltered. Credit availed from suppliers will continue to remain at the
present level Le. 2 months, Lag in payment of wages and overbeads will continue to remain at
one month,

You are required to calculate the additional working capital requirements, if the policy to increase
outputis implemented to assess the impact of deuble shift for long term as a matter of production
policy

[Sol. Additional working capital requirement = #3,63,200]]

23. The following infermation has been extracted from the books of ABS Limited:

FParticulars 1% April, 2017 (7) 31 March, 2018 (%)
Raw material 1,000,000 70,000
Work-in-progress L, 40,000 2,000,000
Finished goods 2,230,000 2,770,000
Other information for the year:
Particulars %
Average receivables £,10,000
Averape payables 3,14,000
Purchases 15,70,000
Wages and overheads 17.50,000
Selling expenses 3,20,000
Sales 42,00,000
All purchases and sales on credit basis. Company 1s willing to know: [RTF May 2018]

(] Net operating cvele period
(B] Amountof working capital requirement (assume 360 days in a year)
[Sol (o) 12 days: (b) ¥1,19.000]
24. Following information is forecasted by the Puja Limited for the vear ending 315 March, 2018:

Balance as at 1% Balance asat 315

April, 2017 (3)  March, 2018 (%)

Raw materials 43,000 65,356

Work-in-progress 33,000 51,300

Finished goods 60,181 70,175
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Balance as at 1* Balance asat 31%

April, 2017 (F)  March, 2018 (7)

Debtors 112,123 1,35.000
Creditors 20,079 70,469
Annual purchase of raw material {all credit) 4,00,000
Annual cost of production 7,50,000
Annual cost of goods sold 9,15,000
Annual operating cost 9,50,000
Annual sales [all credit) 11,00,000

You may take one year as equal to 365 days. You are required to calculate:
[e] Net operating cycle period
(] Number of operating cycles in the year
(] Amountof working capital requirement
|SoL () 86 days; [b) 4.244; (€] T2,23,695.42)
25, Trading and Profit and Loss Account of Beat Lad. for the year ended 31% March, 2022 is given

bel o [RTP Nov 2022]
Particulars Amount Particulars Amount
%) ()
To opening stock: By Sales [credit) 160,00,000
- Raw material 14,40,000 By Closing Stocl:
- Work-in-progress 4,80,0:00 - Raw material 16,000,000
- Finished goods 20.80,000| 4000,000 |- Work-in-progress |  8.00,000
To Purchases {credit) 88,00,000 |- Finished goods 24,000,000 48,00,000
To Wages 24,00,000
To Production exp. 16,00,000
To Gross Profit c/d 40,00,000
2,08,00,000 2,08,00,000

To Administration 14,000,000 (By Gross Profith/d 40,00,000
Lo | 8
To Selling exp. 0,00,000
To Net Profit 20,00,000

40,000,000 40,00,000

The opening and clogsing payables for raw materials were T 16,00,000 and 219,20,000 respectively
whereas the opening and closing balances of receivables were T12,00,000 and T16,00,000

respectively
You are required to ascertain the working capital requirement by operating cycle method.
[Sol ¥42,28,329.81]
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26. The following infermation is provided by MNP Ltd. for the vear ending 3 1% March, 2020:

Raw Material Storage Period 45 days
Work-in-Progress conversion period 20 days
Finished (roods storage period Z5 days
Debe Collection period 30 days
Creditors’ payment period 60 days
Annual Operating Cost £25,00,000
[Including Depreciation of 2,50,000)

Assume 360 days in a year.
You are required to calculate:

(i1 Operating Cyvcle period
(] Number of Operating Cycle in a year

(] Amount of working capital required for the company on cash a cost basis.

{/¥] Thecompanyis amarket leader inits product and it has no competitor in the market. Based
on a marteet survey it is planning to discontinue sales on credit and deliver products based
on pre-pavments in order o reduce its working capital requirement substantially You are
required to compute the reduction in working capital requirement in such a scenario.

[Jan 2021)

[Sol ({] 60 days; (i) & cycles; (i) 23,75,000; {iv) £1,87,500]

27, From the following data, calculate the maximum permissible bank finance under the three methods
suggested by the Tandon Committee:

Creditors 120
Other current liabilities 400
Bank I:rurrﬂwing 250
Total 410
Current Assels Tin Lakhs
Raw material 180
Work-in-progress 60
Receivables 100
Other current assets 170
Total current assets 210
The total core current assets (CCA) are 200 lakhs

[Sol FT262.50 lakhs; T222.50 lakhs; 272.50 lakhs]
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SOLUTIONS

15. Since WIF is 100% complete in terms of material and 30% complete in terms of other cost, the
same has been considered for number of days for WIP inventory ie. 10 days for material and

5 days for other costs respectively.

Particulars #in lakhs
i 20
Raw material stock [| BO0X T5% x ﬁ]-‘ 33.33
WIP stock IEDDx?E%x H ]+[B[I[h-: Eﬁ%xﬁﬁ%xﬂ-] 19.45
| Jalk,) | 36l
45
Finished goods stock holding [Hilu:-: ﬁ] 100,00
Receivables collection [Em}x %] 66.67
Advance to supplier [E 00 = 75%0= %} g.33
; ¢ 3 i)
Credit period from supplier [Hl}l} H?S%xﬁ-‘ L0000

Computation of Working Capital

Particulars Tin lakhs

Raw material stock 33.33
WIFP stock 19.45
Finished goods stock 100.00
Recefvables 66,67
Advance to suppliers 8.33
Cash 10.00

Total current assets 237.78
Less: Payables {Creditors] Lo0.00

Waorking capital 137.78

16. Statement showing Working Capital Requirements of

Current Assels

Stock of raw material (27,00,000 = 3/12) 0,7 5,000

Stock of finished goods [77,40,000 = 3/12) 19,35,000

Debtors (88,20,000 x 3/12] 22,05,000
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Prepaid Administrative & Selling Overheads (10,800,000 = 1/12) 90,000
Cash balance 3,00,000
Total Current Assets (A) 5205000
Current Liabilities
Creditors for raw materal (27,00,000 = 3,/12) 6,775,000
Dutstanding Labour cost {21,60,000 = 1/12] 180,000
Dutstanding Manufacturing Overheads (28,80,000 = 1/12) 2,40,000
Total Current Liabilities (B) 10,95,000
Net Current Assets (A - B) 41,10,000
Add: 10% safety margzin 4,11,000
Working capital requirement 45,.21,000
Working Note-1:
Statement of Cash Cost
Particulars ¥
Faw material consumed 27,000,000
Add: Labour 21,60,000
Add: Manufacturing Overheads [32,40,000 - 3,60,000] 20,080,000
GEC/NFC/COGS 77,400,000
Add:  Administrative & Selling Overheads L0,80,000
{ash cost of sales g8,20,000

17. Statement showing Working Capital Requirements of

Currcnt Assels
Stock of raw materdal (9,000 = 80 x 2/12] 1,20,0000
Stock of WIP -Material (9,000 x 80 x 0.5/12)

Wages (9,000 = 20 = 50%, = 0.5/12)

Overheads (9,000 x 60 = 50% = [L5/12) 45,0100
Stock of finished goods (9,000 x 160 x 1/12) 1,20,000
Debtors (9,000 x 160 = 80% = 2,/12) 1,592,000
{ash balance expected 67,00
Total Current Assets (A) 544,500
Current Liabilities
Creditors for raw material (9,000 = B x 1/12] 60,000
Total Current Liabilities (B) 60,000
Net Current Assets (A - B) 484,500
Add: 20% safety margin 96,900
Working capital requirement 581,400

Note; Debtors has been calculated on the basis of cash cost. Alternatively, they can be calculated

on sales basis as well.

R
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18. Statement showing Working Capital Reguirements of

Current Assets

Stock of raw material X {45,00,000 = 2/12) 720,000
Stock of raw material Y (1050000 = 1 /12) A7 500
Stock of raw material Z {900,000 = 1/12] 75,000
Stock of work-in-progress (working note - 2} A,00,000
Stock of finished goods (1,32,00,000 < 1/12) 11,000,000
Debtors for credit sale (1,54.50,000 = 75% = 2/12) 19,531,250
Cash 8,000,000
Total Current Assets (A) 51,43,750
Current Liabilities

Creditors for raswy material X (45,00,000 x 2,/12) 750,000
Creditors for raw material ¥ (10,50,000 = 1/12) 87,500
Creditors for ravw material Z (900,000 = 0.5/12) 37,500
Dutstanding direct labour (37.50,000 = 0.5/12) 1,56250
Dutstanding manufacturing & administration overheads (30,00,000 = 1,/12) 2,550,000
Dutstanding selling overheads (22,50,000 = 1/12) 1.87.500
Total Current Liabilities (B) 14,68,750
Net working capital (A - B) 36,75,000
Add: Provision for Contingencies @ 10% 367,500
Wnrkjng capital requirement 40,42,500

Working Note-1:
Statement of Cost

Particulars

Raw material X (1,50,000 x 30) 43,00,000
Raw material ¥ (1,50,000 x 7) 10,50,000
Raw material 7 {1,50,000 x ) 9,00,000
Raw material consumed 64.50,000
Add:  Direct labour (1,50,000 = 25) A7.50,000
Add: Manufacturing & Administration overheads (1,50,000 = 20) 30,00,000
Cash GFC/NFC/COP /COGS 1,32,00,000
Add: _ Selling overheads {1,50,000 x 15] 22,50,000
Cash costof sales 1,54.50,000
Working Capital Management y2s 4




Working Note-2:
Statement of calculation of WIP

-

Particulars 5

Raw material X {45,00,000 = 0.5/12) 1,887,500

Raw material ¥ {10,50,000 = 0.5 /12Z] 43,750

Raw material Z (900,000 « 509 = 0,5/12) 18,750

Haw material usage 250,000
Add: Raw material Z {9,00,000 x 50% x 50% x (0.5 /12) 9,375
Add:  Direct labour (37.50,000 = 50% = 0.5/12) 78,125
Add: Manufacturing & Administration overheads 62,500

[30,00,000 = 50% = 0.5/12)

Work in progress stock 4,00,000

19. Statement showing Working Capital Requirements of

Particulars 4

Current Assels:
Raw material stock (52,000 x 80 x 4/52) 3.20,000
WIP stock - Material (52,000 = 30 = 530%, x 2/52) a0,000

- Labour {52,000 = 30 = 500 = 2,/52) 30,000

- Overheads {52,000 = 60 = 50% = 2/52) 60,000 1,70,000
Finished goods stock (52,000 = 170 x 4/52) f,80,000
Recervables (52,000 « 170« 3/4 =« 8/52] 10,20,000
Cashin hand & bank S0,006
Total Current Assets (A) 22,40,000
Current Liabilities
Payables for material (52,000 < 80 x 4/32) 3.20,000
Dutstanding wages {52,000 = 30 x1.5/52) 45,000
Dutstanding overheads (52,000 = 60 x 4/52) 240,000
Total Current Liabilities (B) 6,05,000
Net Working Capital (A - B) 16,35,000

20. Statement showing Working Capital Requirements of

Carrent Assels

Stock of raw material (17,268,000 = 30/360) 144,000

Stock of work-in-progress [12,000 x (40 + 7.50 + 15]] 7,50,000

Stock of finished goods [24,000 x (40 + 15 + 30)] 20,40,000

Debtors for sale (6,12,000 x 60,/360) 1,02,000
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Cash 2,00,000
Total Current Assets (A) 31,36,000
Current Liabilities
Creditors for purchase {18,72,000 = 30/360) 1,56,000
Creditors for wages {558,000 = 15/360) 23,250
Total Current Liabilities (B) 1,79,250
Net working capital (A - B) 30,56,750
Working Note-1:
Statement of Cost
Particulars ()
Dpening stock of raw material -
Add: Purchases (Bal. fig.) 18,72,000
Less: Closing stock of raw material {17,28,000 x 30/360] (1,44,000)
Faw material consumed [[31,200 = 407 + [1Z2,000 = 407] 17.28,000
Add: Direct wages [(31,200 x 15] + (12,000 x 15 x 50%]] 3,58,000
Add: Owerheads [(3L200 = 307 + (12,000 x 30 = 50%]] 11.16,000
fross Factory Cost 34,022,000
Less:  Closing work In progress [12,000 = (40 + 7.50 + 15]] (7.50,000]
Cost of goods produced 20,52,000
Less: Closing stock of finished goods (26,52,000 = 24,000,/31,200) (20,40,000]
Cashcostof sales 6,12,000
21. Statement showing Working Capital Requirements of
Current Assets
Stock of raw material (86,440,000 = 4/52) 6,64.615
stock of work-in-progress [4,000 = (80 + 15 + 30]] 2,000,000
Stock of finished goods [B,000 < (80 + 30 + 60]] 13,60,000
Debtors for sale (1,63,20,000 = 8/52) 253,10,769
Cash 25,000
Total Current Assets (A) 50,60,384
Current Liabilities
Creditors for raw material (93,04,615 x 4/52) £,15,740
Creditors for wages {31,80,000 = 1.5/52) 91,731
Total Current Liabilities () 8.07.471
Net working capital (A - B) 42,52913
Working Capital Management y a1 4




Working Note-1:
Statement of Cost

Opening stock of raw material
Add: Purchases (Bal. fig.) 93.04,615
Less: Closing stock of raw material (86,40,000 = 4/52) {6.64,615)
Raw material consumed [[1,04,000 = 807 + {4,000 = 80]] 86,40,000
Add:  Direct wages [((1,04,000 = 30] + (4,000 = 30 = 50%]] 31,80,000
Add:  Overheads [[1.04.000 = 607 + (4,000 = 60 = 50%]] £3,60,000
{iross Factory Cost 181,380,000
Less: Closing world in progress [4,000 = (80 + 15 + 30]] (5,00,0007
Cost of goods produced 176,480,000
Less: Closing stock of finished goods (1,76.80,000 = 8,000,/1,04.000) {13,60,000M
Cashcostof sales 1,63,20,000
22. Present sales units - w = 24,000 units

Sales units after double shift = 24000 = 2 = 48,000 units
Statement of Cost

24,000 units

A8, 000 units

Per unit Per unit
Rawr Material 24 576,000 Z21.60 1036000
Wages:
Variable 12 288,000 12 5, 76,000
Fixed a8 192,000 4 1,92,000
Overheads:
Variable 4 96,000 4 1,92,000
[Fised 16 344,00 i 3,804,000
Total cost 64 15.36,000 49.6 2380800
Profit 8 1,92,000 22.4 10,75,200
Sales 72 17,248,000 T2 34.56,000
Stock of raw material units on 31.3.2021 = LA%000 6,000 units
Stock of WIP units on 31.3.2021 = o0 = 2,000 units
24+ 20
Stockof finished goods units on 31.3.2021 = 2ot _ 4 S00 units
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Statement of Working Capital Requirement
single shift (24,000 units)

Double shift (48,000 units)
Units Hate

Units Rate Amount Amuount

23.

Raw Material stock 6,000 24 144,000 | 12,000] 21.60) 259,200
WIP stock 2,000 | 44 89,000 | 2.000| 37.60 75,200
Fintshed goods stock 4 500 e Z2.48,000 9,000 | 49.60 446,400
Sundry Debtors 6,000 (%) 3.84,000 | 12,000] 49.60 5,995,200
Total Current Assets (A) 9,04,000 13,76,000
Creditors for material 4,000 24 96,000 8,000 21.60) 1,72,800
Creditors for wages 2,000 | 20 40,000 | 4,000 16 64,000
Creditors for Overheads 2,000 20 40,000 4,000 12 48,000
Total Current Liabilities {B) 1,76,000 284,300
Working Capital (A - B) 7,28,000 10,971,200

Additional working capital requirement = ¥10,91,200 - 27,228,000 = ¥3,63,200

Particulars T

Opening stock of raw material 100,000
Add: Purchase of raw material 15,70,000
Less: Closing stock of raw material {(70,000)
Raw material consiimed 1A,00,000
Direct wages and overheads 17.50,000
Waork cost 33.50,000
Add: Opening work-in-progress 140,000
Less: Closing work-in-progress {(2,00,000)
Cost of production 32,90,000
Add: opening stock of finished goods 2,30,000
Less: closing stock of finished goods (2,70,000)
LCost of poods sold 324,50,000
Add: selling expenses 320,000
Cost of sales 35,70,000
Profit {Bal. fig.) 6,30,000
Sales 42,00,000

Average stock of raw material
nnual consumption of material

%360

(@) Raw material storage period =

[’1.uu,uuu +70,000

2 , s | .
) 16.00.000 x360 = 19,125 days or 19 days
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Average stock of WIP
Annual cost of production

=360

(B] Worl-in-Progress conversion period =

(1,4n,nnn+ z,nn,nnu]
4 ! %360 = 18.60 ar 19 days

32.90,000
: Average stock of fnished goods
= 3a0
(€] Finished stock storage period Afiiat oot of mnda sl "
(E,EI},D 00+ 2,70,000 ‘l
2 J 4 _
32.50.000 =360 = 27.69 or 28 days
. " _ Average receivables 2,10, 000
. : = =360 = — %360 =
{d] Receivables collection period Koarame et sitas 42,00,000 5 18 days
Average pavahles for material 2 3,14,000
- - = 360 - ———— =360 = :
[e] Payable payment period N i e 72 days
(i} Net Operating Cycle Period=A+B+C+D-E=19+19+ 28+ 18- 72 =12 days
3 v 360 360 =
Number of £ les = = =30t
(ii} Number of operating cycles T e m——— imes
Amount of working capital = st ol ml?s = s H L0 =T1,19,000
Number of operating cycles 30

Z4. Working Notes:
Average Stock of Raw Material
Annual Consumption of Raw Material

#55,178
o AL ey R
73.79.644 ¥

x365

[#] Raw Material Storage Period (R] =

45,000 + 65,356

Average Stock of Raw Material = = ¥55,178

Annual Consumption of Raw Material = Opening Stock + Purchases - Closing Stock
= 45,000 + 4,00,000 - 65,356 = ¥3,79,644

Average Stock of WIP x365= 43,150
Annual Cost of Production X7.50,000

35,000+ 51,300

(b] WIP Conversion Period (W) = #3065 =21 days

Average Stock of WIP = =%43,150

_ Average Stock of Finished Goods

; _ x365
[¢] Finished Stock Storage Period (F) Costof Goods Sold
265,178
= —— %365 =26d
T9.15.000 i
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60,181 +70,175

Average Stock = =¥65178
Average Debtors ¥1,23,561.50

Debtors Collection Period (D] = ¥365 - ——————— =365 - 41 days
iy Deitms Lallecthn PRea G = el Gredit vl F1L00,000 2

Average debrors = 1’12’”3; L35.000 _ o1 23561.50

Average Creditors To0,274

Creditors P tPeriod {C] = u - w365 =55 days
R re R e e e et Covilit Prchnes %4,00,000 e

Aversge Creditors = 2002 : R Jenave
(ff] Dperating Cycle Perdod=R+W+F+D-0=53+21 + 26 + 41 - 55 = 86 days

z ! 365 365
(fi] Number of Operating Cycles in the Year = Operating Cycls Period Tk 4,244
; _ .+ Annual Operating Cost
Amount of Working Capital Required = Tumbae of Opseating Cycles
£9.50,000
= —— =%22384542
T4.244 R
Average stock of raw material (14,40,000 + 16,00,000) /2
25. (1] Raw material perdod (R = =

G SRR RERLE (R) Daily avg. consumption of material 86,440,000 /365

= 6421 days
(2] Production cost = RM Consumed + Wages + Production exp. + Op. WIP - CLWIP

= 86,40,000 + 24,00,000 + 16,00,000 + 480,000 - 8,00,000 = ¥1,23,20,000

. . Averagestockaf WIP  (4,80,000+8,00,000)/2
WIP Conversion period = Daily average production cost — 1.23,20,000/ 365
= 1896 days

{3] Costof goods sold = Cost of production + Op. FG - Cl. FG
=1,23.20,000 + 20,280,000 - 24,000,000 =1,20,00 000

Finished goods period = Aviragesteck ol TG _ (20,80,000+ 24,00,000) /2
i GROTERS -~ laily average cost of goods sold 1,20,00,000 / 365
= 6H.13 days

Averapge receivables _ {12,00,D00+ 16,00,000)/ 2

(4] Receivables collection period (D] =

- Daily averape credil sales 160,000,000/ 365
=31.94 days
&Y Pavak e Average payables _ (16,00,000+19,20,000) /2
(5] Payables payment period {C] = Daily average credit purchases B6,00,000 / 365
= 73 days

(6] Operatingcycledays=R+W+F+D-C=6421+1896+68.13 +31.94- 73 = 110.24 days
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365 _ 365
Curation of operating cycle {24

(8] Total operating expenses = COGS + Administration exp. + Selling exp.

{7] Number of operating cycles per year = 2 i
=1,20,00,000 + 14,00,000 + 6,00,000 = 1,40,00,000

: A ! Total operating cxpenscs 1,40, 00, D00 :
(9] Working capitalrequired = 30y of operating cycles per vear = 3311 =342,28.329.81

26. (i) Statement showing Operating cycle

Raw Material storage Period = 43 days

WIP Conversion Period = 20 days

Finished goods storage period = 2> days

Debt collection period = 30 days

Less: Creditors” pavment period = (60 days)

Operating cvcle period = 60 days
36l 360

(fi] Number of operating cycles in a year = =6 cycles

Operating cycle period - 6l davs

(25,00,000-2,50,000)
6
{iv] New operating cycle period = 60 days - Debt collection period = 60 - 30 = 30 days

(#]] Amount of working capital required on cash costbasis = =23,75,000

360

Number of operating cycles in a year = ETE 12 oycles

New amount of working capital required on cash cost basis = Enil e G,

12

=%1,87,500
Saving in cash cost of working capital = ¥3,75,000 - 187,500 =<1,87,500

27. The maximum permissible bank finance (MPBF) for the firm, under three methods may be
ascertained as follows:

Method-I:

MPBF = 0.75{CA - CL) = 0.75(510 - 160) = ¥262.50 lakhs
Method-I1:

MPBF = (0.75 = CA) - CL = {0.75 = 510) - 160 =$222.50 lakhs
Method-l1L

MPBF = 0.75{CA - CCA) - CL = 0.75(510 - 200) - 160 = T72.50 lakhs
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1 0 Cash Management

THEORY

Treasury Treasury management s defined as the efficient management of liquidity
Management and financial risk in business with an objective of having adequate liquidity
with the business organization and thereby mitigating its operational,
financial and reputational risk.

Functions {a] Cash Management: [t is related to efficient collection and payment of

of Treasury cash,

Management (6] Currency Mamagement: [t is managing the foreign currency risk
exposure of the company.

(] Fund Management: It is responsibility for planning and sourcing the
company’'s short, medium and long torm cash neads.

(7] Banking: It is involvement in arrangement of short term finance from
bank lcans etc.

{¢] Corporate Finance: It is invelvement with both acquisidon and
disimvestment activities within the group.

UEES B BT ERSE T T [ involves efficient cash collection process and managing payments of cash
both inside and outside the organization.

Objective of Cash The main objective of cash management for a business are:

Management g Provide adequate cash to each of its units.

g Mo funds are blocked in idle cash,

g The surplus cash (if any] should be invested in order to maximize
returns for the business.

Ee L=t AT Tl (7] Transactive Motive: [t is needed to make routine payments while

Holding Cash conducting business in the ordinary course.

(k] Speculative Motive: It is needed to take advantage of profitable
opportunities as and when they arize,

(] Precauntionary Motive: It is needed to meet contingencies in the
future.




Baumol's Model of  FEmsrreinnes

Cash Management {a) Thecashrequirements of the firm are knowninadvance with a certainty.
(5] The cash is to be used evenly cver a period of time.
{c] The rate of carrying cost is known and it is constant.
(d) The transaction costalso remains constant.
Model Explanation:
g This model was suggested in the year 1952,

o Carrying cost: It is the cost of holding cash, namely, the interest
foregone on marketable securites. It is also known as opportunity cost
of keeping cash balance,

o Transaction cost: It is the cost involved in getting the marketable
securities comverted into cash, such as brokorape, registration and
other costs,

g There is an inverse relationship between carrying and ordering cost

g When one increases, the other decreases and vice versa.

o Optimunicash level will be at that point where carrying and transaction
costs are equal.

2xA=T
OFs=
'J 33

Where, OTS = Optimum transfer size
A = Annual cash disbursements
T = Fized costs per transactions
{7 = Opportunity costs of one rupee paa
Total Transaction cost = Cost per transaction x Number of transactions
Total Carrying cost = Average cash balance = Carrying cost per annum

] Total Annual Requirement of Cash
Number of transactions =
Transfer Size
Transfer Size
Average Cash Balance = 7
Lim"*“:’“":’ of (a] When the cash payment becomes lumpy, it may be appropriate to
Baumol's Model reduce the period for which calcularions are made so that expenditures

during the period are relatively steady.
{b) Cash payments are seldom predictable. Hence, the model may not give
LO0% correct results.

Miller-Orr Model g This model is used when the demand for cash is uncertain

o In this model, control limits are set for cash balances which are as
follows:

g Upper Limit (/7): It is that [evel at which the marketable securities are
purchased to bring down the cash balance back to the normal level

0 Lower Limit {(o]: It is that level at which the marketable securities are
sold to bring up cash balance back to the normal level,

Financial Management



Cash Budgel

Meaning of Float

Types of Float

Concentration
Banking

Cash Management

g Return Point (2): It is that level which lies between the upper limit and
lowrer limdt

Where, R = Return pint
T = Transaction cost
a* = Variance of daily cash balance
[ = Interest rate Le. carrying cost per rupee of cash
Working of the model:

a When the cash balances touches the upper limit, the marketable
securities are purchased for cash egual to (h - 2) in order to bring the
cash balance back to the normal level.

o When the cash halance touches the lower limit, the marketahle
securities are sold for cash equal to (z - 0] in order to bring the cash
balance back to the normal level {returm point).

o When the cash balance stays between (h, z] & (2 ©) no transaction
between cash & marketable security account is made.

o Itisthe plan related to cash receipt and payments and thereby financing
or investing of the cash flows,

g Itcanbe prepared in three ways

fa] Receipt and payment method

(6] Adjusted income method

[¢] Adjusted balance sheet method

The term float is used to refer to the periods that affect cash as it moves
through the different stages of the collection process.

(o] Billing Float: Itis the time between the sale and mailing of the invoice.

(&) Mail Float: It is the time when a cheque is being processed by post
office or other means of delivery.

{¢] ChequeProcessing Float: [tisthe time required by seller to sort, record
and deposit the cheque after it had been received by the company

(] Bank Processing Float: It is the time from the deposit of the cheque to
the crediting of funds in the seller account,

g ltis a system of operating through a number of collection centers in
different regions instead of a single collection center centralized at the
head office.

o Itisused o minimize the gap between the mailing time from customers
to the firm and the time when the funds become available for use.

o The collection centers perform the 'ﬁ::llaunng funcrions:
{) They collect cheques from Customers.
{b] They depasit the collected cheques in their local bank accounts,
{£] They transfer surplus funds to the concentration bank cach day.
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Lock Box System O ltis used to eliminate the time gap between the receipt of cheque and
its deposit into the bank.
g The werking of lock box system is as follows:
(] The fimm establishes a number of collection centers considering
customer's location and volume of remittances.
(8] The firm hires a local post office box at each center.
(¢] The firm instructs its customers te mail their remittances o the
lock boxes.
(d] The firm authorizes its local bank at each center to pick up their
remittance from local box.
{] The bank fixed up the mail several times a day and deposits the
cheques in firm's bank account.

Recent o Electronic Fund Transfer: The banking system has totally been

Developmentin computerized which provides efficlent and effective banking services.

GELRAEUEE U o Zero Balance Account: These accounts have an added feature that
firm is not required to maintain any minimum balance in the account.

O Money Market Operations: In large companies, Investment of
surplus funds is one of the major tasks of treasury department and the
investment is generally done in the money market

o Petty tash Imprest System; Company estimates its day-to-day petty
pxpenses based on past experience and future needs. Cash requirement
upto a week are kept separate for making petty expenses.

o Management of Temporary Cash Surplus: Temporary cash surpluses
can be profitably invested in various options based on economic
situation, velatility of returns ete.

o Electromic Cash Management System: It results in saving in time,
reduces paper work and manhours, increase in interest earned and
decrease in interest expenses et

o Virtual Banking: It denotes the provision of banking and refated
services through extensive use of information technology without
direct recourse to the bank by the customer. It leads to lower cost,
increased spesd and many other benefits.

(Rl bl CER P EEE O () Safety: Return and risk go hand-in-hand. As the objective in this
o Selection investment is ensuring liquidity, minimum risk is the criterion of
of Marketable selection,

Securities (h] Maturity: Matching of maturity and forecasted cash needs is essential,
Prices of long-term securitics fluctuate more with changes in interest
rates and are, therefore, riskier,

(] Marketability: [t refers to the convenience, speed and cost at which a
security can be converted into cash. If the securicy can be sold quickly
without loss of ime and price, it is highly liquid or marketable.
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PRACTICAL QUESTIONS

1. A firm maintaing a separate account for cash disbursement. Total disbursement are 1,005,000
per month or 12,600,000 per year. Administrative and transaction cost of transferring cash to
dishursement accountis 220 per transfer. Marketable securities yield i B% per annum. Determing
the optimum cash balance according to William . Baumel Model. [5M])

[Sol. F25,100]

2. The following information is available in respect of 5K Ltd:
(i) Onanaverage, debtors are collected after 45 days; inventories have an average holding period
of 75 days and creditor's payment period on an average is 30 days.
{ii} The firm spends a total of ¥120 lakhs annually at a constant rate.
[iii] It can earn 20 percent on investments,
From the above information, you are required to calculate:
{a] The cash cycle and cash turnover,
(B] Minimum amounts of cash to be obtained to meet payments as they become due,
[c] Savings by reducing the average inventory holding period by 30 days. [sM]
[Sol (i) 90 days; 4 cycles; [b) $30,00,000; (] $2,00,000]
Following is the data related to SK Led:

Month January February March April

Sales 10,000 25,000 30,000 45,000 50,000 20,000

20% of the sales are an cash basis, Calculate the collection from debtors for 2nd quarter in the
tollowing cases:

fa] Goods are sold on 2 month credit.

(B] 50% of the credit customers pay in the next month of sales and the balance in the following
month.

(€] 30% ofthe credit customers pay inthe following month of sales. 50% of the balance customers
will pay in 2 months and the balance in the next month.

[d] 2% of the customers are bad debts. 50% of the total account receivables are cellected in the
month of the sales and the restin the following month,

[e] 1% otthe credit sales are returned by the customers; 2% debts are uncollectible; 50% of the

good account recefvables are collected in the next month of sales and the restin the following
maonth.

[f] Cash sales are 75% less than the credit sales. 75% of credit sales are collected within one
month and the balance in two months.

3. Prepare monthly cash budget of & months beginning from April 2021, on the basizs of following

information: [5M]
[ar] Estimated monthly sales are as follows:

Jan 21,000,000 June 80,000

Feh T1.20,000 July 100,000
March #1,40,000 Aug £80,000

April <80,000 Sept 60,000

May 60,000 Oct *1,00,000
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(b] Wages and salaries are estimated to be payable as follows:

April 0,000 July 10,000
May 8,000 Aug 29,000
June 10,000 Sept 0,000

{c] Cash sales are 75% less than the credit sales. 75% of credit sales are collected within one
month and the balance in two months. There are no bad debt losses.

[¢] Purchases amount to 80% ot sales and are made and paid tor in the month preceding the
sale,

(2] The firm has 10% Debentures of ¥ 1,20,000. Interest on these has to be paid quarterly in Jan.
April and so on.

{f] The firm is to be make an advance payment of tax of 25,000 in July 2021.

[g] The firm had a cash balance of 220,000 on April, 1 2021, which is the minimum desired leval
of cash balance. Any cash surplus/deficit above /below this level is made up by temporary
imvestment/liquidation of temporary investments or Temporary borrowings at the end of
each month [interest on these to be ignored).

[Sol Closing halance = 220,000; T20,000; T20,000; 220,000; T20,000; 220,000]

4. A company was incorporated wel 1% April, 2021, Its authorized capital was #1,00,00,000
divided Into 10 lakhs equity shares of T10 each. It intends to raise capital by issulng equity shares
of 50,00,000 [fully paid) on 1™ April. Besides, a loan of ¥6,50,000 & 12% per annum will be
obtained from a financial insttution on Ist April and further borrowings will be made at same
rate of interest on the first day of the month in which borrowing is required, All borrowings will
be repaid along with interest on the expiry of one year. The company will make payment for the

following assets in April. [RTP Nov 2022]
Particulars (%)
Plant and Machinery 10,000,000
Land & Building 20,00,000
Furniture 5,00,000
Motor Vehicles 500,000
Stock of Raw Materials 500,000

The following further details are available:
(1] Projected Sales (April - September):

April 15,000,000
May 17,550,000
June 17.50,000
July 20,00,000
August 20,000,000
September 22,550,000
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(2] Gross profit margin will be 23% on sales.

(3] The company will make credit sales only and these will be collected in the second month
following sales,

{4] Creditors will be paid in the first menth following credit purchases. There will be credit
purchases only.

(5] The company will keep minimum stock of raw materials of $5,00,0010.
(6] Depreciation will be charged @ 10% per annum on cost on all fixed assets.
(7] Fayment of preliminary expenses of 50,000 will be made in April.

(8] Wages and salaries will be ¥1,00,000 each month and will be paid on the first day of the next
month.

(9] Administrative expenses of T50, 000 per month will be paid in the month of their incurrence.
{10} Nominimum cash balance is required.

You are required to prepare the monthly cash budget {(April - September], the projected income
statement for the 6 months period and the projected balance sheet as on 30t September; 202 1.

[Sol. Clesing balance = £10,50,000; Nil; ¥1,37,500; £5,25,000; €7,25,000; £11,75,000; Gross
profit = ¥28,12,500; Net profit = ¥22,17,250; Total BS = 97,75,000]
5. From the following information relating to a departmental store, vou are required to prepare for
the three months ending 315 March, 2021: [5M]
(a] Month-wise cash budget on receipts and payments basis; and
(B] Statement of Sources and uses of funds for the three months pericd.
Itis anticipated that the working capital & other account balances at 1st January, 2021 will be as

follows: Fin000's
Cash in hand and at bank 1,090
Short term investments bOO
Debtors 5,140
Stock 2,600
Trade creditors 4,220
Other creditors 400
Dividend payable 970
Tax due B0
Plant 1,600
Budgeted Profit Statement Tin 000's
January February March
Sales 4,200 3,600 3400
Cost of sales 3.270 24810 2,660
GGross profit 930 7490 740
Administrative, sclling and distribution expenses B3l 340 510
Net Profit before tax 300 250 230
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Budgeted balances at the end of cach month

Debtors

stock

Trade creditors
Other creditors
Dividend payable
Tax due

Short term investments

Plant (depreciation ignored)

January

1,400
5,200
2,400
4,000
400
970
vk ()

1600

February
5000
2,200
3,900

400
B0
3.200

Tin 000's

March
400
44,7000
2,000
3,800
4010
G40
3.100

Depreciation amount of ¥ 1,220,000 is included in the budgeted expenditure for each month.
|SoL [a)] 246,00,000; 257,00,000; $33,50,000; (5] Sources = Uses = $25,70,000]

6. You are given below the Profit & Loss Accounts for two years for a company:

Profit & Loss Account

Particulars Year 1(7) Year 2{7)
To Opening Stock 40,00,000 50,000,000
To Raw Materials L50,00,000 | 2,00,00,000
To Stores 50,00,000 60,00,000
To Manufacturing 50,00,000 80,00,000
Exp.
To ODther Expenses 50.00,000 50,00,000
To Depreciation 50,00,000 50,00,000
To MNet Profit 6:5,00,000 90,00,000

4,55,00,000] 5,80,00,000

Particolars

Hy Sales
By Closing
stock

By Misc.
Inenme

Year1(2]  Year 2[2)
4.00,00,0000 5,00,00,000
S0,00,000 75,00,000
5,00,000 500,000
4,55,00,000| 5,80,00,000

Sales are expected to be 36,00,00,000 in year 3. Other expenses will increase by ©25,00,000
beskdes other charges. Only raw materials are in stock. Assume sales and purchases are in cash
terms and the closing stock is expected to go up by the same amount as between year 1 and 2.
You may assume that no dividend is being paid. The Company can use 75% of the cash generated
to service a loan. Compute how much cash from operations will be available in yvear 3 for the
purpose? [gnore income tax.

[Sol 21,27,00,000]

[SM)

7. 5K Ltd i= a manufacturing company produding and selling a range of cleaning products to whaolesale
customers. It has three suppliers and two customers. 5K Ltd relies on its cleared funds torecast
to manage its cash. You are an accounting techniclan for the company and have been asked to
prepare a cleared funds forecast for the period Priday 9 July to Tuesday 13 July 2021 inclusive.
You have been provided with the following information:

N\, 204

[5M]

Financial Management ﬁ



(1) Receipts from customers

Credit Terms Paymont Method 9 July 2021 sales 9 June 2021 sales
P Ltd. 1 Calendar month BACS 3,00,000 %2,60,000

M Led. None Cheqgue 3,60,000 23,10,000

{a] EReceipt of money by BACS {Bankers' Automated clearing Services] is instantaneous.

(B] M Ltd's cheque will be paid into SK ltd.'s bank account on the same day as the sale Is made
and will clear on the third day following this {excluding day of payment].

[{2) Payment to Suppliers

Supplier Credil terms Payment July 2021 9 june 2021 9 May 2021
Name Method Purchases Purchases Purchases
R Led. 1 calendar month | Standing order | 130,000 +1,10,000 F90,000
| Ltd. 2 calendar month | Cheque F1.70,000 160,000 £1.50,000
K Ltd. Naone Cheque +1.90.000 SLu0,000 21,70,000

[a] SK Ltd has set up a standing order for 90,000 a month to pay for supplies from R Lud, This
will leave SK's bank account on 9 July. Every few months, an adjustment is made to reflect
the actual cost of supplies purchased [you do not need to malke this adjustment].

[B] SK Ltd will send cut, by post, cheques to | Ltd and K Ltd on 9 July. The amounts will leave its
bank account an the second day following this (excluding the day of posting ).

(3} Wages and salaries

June 2021 july 2021
Weelly wages 24,000 $26,000
Monthly salaries T1,12,000 T1,18,000

(o] Factory workers are paid cash wages (weekly). They will be paid one weeld's wapes, on
11 July; for the last week's work done in June {i.e. they work a week in hand).

(] All the office workers are paid salaries {monthly) by BACS. Salaries for June will be paid on
9 July.

{4) Other miscellaneous payments

(@] Every Friday morning, the petty cashier withdraws T400 from the company bank account
for the petty cash, The money leaves SK's bank account straight away

(B] The room cleaner is paid £60 from petty cash every Sunday morning.

[c] Office stationery will be ordered by telephone on Saturday 10 Juby to the value of 2600, This
is paid for by company debit card. Such payments are generally seen to leave the company
account on the next working day.

[d] Five new software will be ordered over the Internet on 12 July at a total cost of ¥13,000. A
cheque will be sent out on the same day. The amount will leave SK Ltd.'s bank account on
the second day following this {excluding the day of posting).
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(5) Other information

The balance on 5K's bank accountwill be 4,000,000 onY julr 2021, This represents both the
book balance and the cleared funds.
Frepare a cleared funds forecast for the period Friday 9th July to Tuesday 13th July 2021
inclusive uging the information provided. Show clearly the uncleared funds float each day.
[Sol. Cleared fund = ¥4,57,600; ¥4,57,600; ¥93,000; ¥4,53.000; ¥4,53,000; Uncleared funds
=34, 77,600; T4,77,000; <4,53,000; ©440,000; <4,40,000]
8. Based on the following information prepare a cash budget for SK Lid:

1stQir (F) 2Znd Qir () 3rd Qir () #hQtr 7)

Opening cash balance 10,000 = > =
Collections from custnmers 1,25, 000 L0000 160,000 221,000
Paymenis:

Purchase of materials 20,000 35,000 35.000 54,200
Other expenses 25,000 20,000 20,000 17,000
Salary and wages 90,000 95,000 Q5,000 1.09.200
[ncome tax &,000 - - -
Purchase of machinery - - - 20,000

The company desired to maintain a cash balance of 15,000 at the end of each quarter. Cash can
be borrowed or repaid in multiples of 500 at an interest of 10% per annum. Management does
not want to borrow cash more than what is necessary and wants to repay as early as possible. In
any event, loans cannot be extended beyvond four quarters. Interest is computed and paid when
the principal is repaid. Assume that borrowings take place at the beginning and repayments are
made at the end of the quarters.

[Sol Closing balance = ¥15,000; T15.000; T15,325; 123,825]

PRACTICE QUESTIONS

9. K Ltd. has a Quarterty cash ontflow of 39,00,000 arising uniformly during the Quarter. The company
has an Investment portiolio of Marketable Securities. [t plans to meet the demands for cash by
periodically selling marketable securities. The marketable securities are generating a retum of
12% p.a. Transaction cost of converting investments to cash is 60, The company uses Baumaol
madel to find out the optimal transaction size for converting marketable securities into cash.
Consider 360 days in a vear. [Nov 2022]
You are required to calculate:

(o] Company's average cash balance

(] Number of conversions each year and

(] Time interval between two conversions
[Sok {@) 230,000; {#) 60; {c] & days]

10. A garment trader is preparing cash forecast for first three months of calendar year 2021, His
estimated sales for the forecasted periods are as below:

january (Z000) February (F'000) March (T°0:00)
Total 5ales 600 GO0 00
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{i] The trader sells directly to public against cash payments and to other entities on credit. Credit
sales are expected to be four times the value of direct sales to public. He expects 15% customers
to pay in the month inwhich credit sales are made, 25% o pay in the next month and 58% to
pay in the next to next month. The outstanding balance is expected to be written off.

(#{] Purchase of goods are made in the month prior to sales and it amounts to 90% of sales and
made on credit. Payments of these occur in the month after the purchase, No inventories of
gocds are held,

{ifi} Cash balance as on 1st January, 2021 is 350,000

{iv] Actual sales for the last two months of calendar year 2020 are as below:

November (2°000) December ($000)

Total Sales fadil ga0
You are required to prepare a monthly cash budget for the three months from January to March,
2021. [Dec 2021)

[Sol Clesing balance (Tin 000s]) =T 174.96; T355.78; T289.04]

11.5lide Ltd. is preparing a cash flow forecast for the three months period from January to the end
of March. The following sales volumes have been forecasted: [Nov 2019]

Months December January February March
Sales {units) 1,800 1,875 1,950 2,100 2,250

Selling price per units $600. 5ales are all on one month credit. Production of goods tor sale takes
place one month before sales. Each unit produced requires two units of raw materdal costing 150
per unit. No raw material imentory is held. Raw materials purchases are on one month credit.
Variable overheads and wages equal to 100 per unit are incurred during production and paid
in the month of production. The opening cash balance on 1¥ January is expected to be 35,000, A
long term loan of ¥2,00,000 is expected to be received in the month of March. A machine costing
23.00,000 will be purchased in March.

[a] Prepare a cash budget for the months of January, February and March and calculate the cash

balance at the end of each month in the three months period.

(] Calculate the forecast current ratio at the end of the three months period
|Solk (@) Closing balance = $3,57,500; 26,47,500; 29,02,500; () 4.537|

12. The following information relates to 5K ltd,, a publishing company:

The selling price of a book is $15, and sales are made on credit through a book club and invoiced
on the last day of the month. Variable costs of production per book are materials [75), labour

{(T4] and overhead [FZ).

Maonth No, of books

Movember 1,000

Decemiber 1,000

January 1,000

February 1,250
March 1,500
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April 2,000
May 1,900
June 2,200
July 2,200
Algust 2,300

Customers are expected to pay as follows:
One month after the sale 401%
Two months after the sale G0%,

The company produces the books two menths before they are sold and the creditors for materials
are paid two months after production,

Variable overheads are paid in the month following production and are expected m increase by
25% in April; 75% ofwages are paid in the month of production and 25% in the following month.
Awage increase of 12.5% will take place on 1% March.

The company is going through a restructuring and will sell one of its freehold properties in May
for T25,000, but it is alse planning to buy a new printing press in May for 210,000, Depreclation
is currently 31,000 per month, and will rise to 1,500 after the purchase of the new machine.

The company's corporation tax [of £10,000] is due for payment in march. The company presently
has a cash balance at bankon 31 December 2020, of 1,500,

You are required to prepare a cash budget for the six months from January to June 2021, [SM]
[Sol Closing balance =33,250; T1,500; (-1¥11.912; (-)¥153,024; T576; 13,239]

13.You are required to prepare a cash budget based on the given information. The cash balance in
hand on 1¥ January 2021 is 72,500, Assume that 50 percent of total sales are cash sales, Assets
are to be acquired in the months of February and April. Therefore, provisions should be made for
the payment of T8,000 and T25,000 for the same. An application has been made to the bank for
the grant of a loan of F30,000 and it is hoped that the loan amount will be received in the month

of May.
Months Sales [T) Materials Salaries & Production Office and
Purchases Wages [7) Over Heads  Sclling Over
) %) Heads ()
January 72,000 25,000 L0000 6,000 5,500
February 97,000 31,000 12,100 2,300 6,700
March 86,000 25,500 10,600 6,000 7.500
April 48,600 30,600 25,000 6,500 8,900
May 1.02,500 37.000 22,000 8,000 11.000
June 1,08,700 38,800 23,000 8,200 11,500

Itis anticipated that a dividend of 235,000 will be paid in June. Debtors are allowed one month's
credit. Creditors for materials purchased and overheads grant one month's credit, Sales commission

at 3 percent on sales is paid to the sales man each month. IsM]
[Sol Closing balance =196,340; ¥1,21,330; T1,55,630; ¥1,51,292; ¥2,05,767; 11.94,106]
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14. Consider the balance sheet of SE 1td. as on 31 December, 2022 The company has received a large
order and anticipates the need to go to its bank to increase its borrowings. As a result, it has tw
forecast its cash requirements for January, February and March, 2023, Typically the company
collects 20 percent of this sales in the month of sale, 70 percent in the subsequent month, and

10 percent in the second month after the sale. All 2ales are credit sales IsM]
Equity & liabilities Amounnt Assets Amounnt
{(Tin '000) {(Tin '000)
Equity share capital 100 Net fixed assets L1836
Retained earnings 1,439 Inventories 545
Long-term borrowings 450 Accounts receivables 530
Accounts pavables 36l Cash and bank 5l
Liosan from banks 400
Other liabilities 212
2,961 2961

Purchase of raw materials are made in the month prior to the sale and amounts to 60 percent of
sales, Payments for these purchases ocour inthe month after the purchase, Labour costs, including
overtime, are expected to be 1,50,000 in January, 2,00,000 in February and 1,60,000 in March.
Selling, administrative, taxes and other cash expenses are expected to be 1,00,000 per month for
lanuary through March. Actual sales in November and December and projected sales for January
through April are as follows [in thousands):

November s00 January 6010 March RS0
December a0 February 1000 April 750

On the basis of this information:

{a] Prepare acash budget and determine the amount of additional banlk borrowings necessary
to maintain a cash balance of 50,000 at all times for the months of January, February, and
March.

(b] Prepare a pro forma balance sheet as on 315 March 2022,
[Sol (a] Jan = T20,000; Feb = ¥2,20,000; March = (-)¥2,40,000; {#] Total =¥31.41,000]
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SOLUTIONS

9. (&) Annual cash outflows (U] =9,00.000 = 4 = 236,000,000
Fixed cost per transaction {P] =360

12
Opportunity cost of one rupee pa. (5] = —*1 = 0.12

100
2xll =P fEx 36,00,000:= 60
Optimum cash balance = =
: ¥ s | 0.12
G, 000

Average cash balance = = 30,000

Annual requirement 36,000,000

= 60,000

1 3 a1 DA = =
(£} Number of conversions p.a. Optimum cash balance

360

=60

360

(c] Time interval between two conversion =

No. of conversions

10. Given, Cash sales = 25%, of credit sales
Thus, let credit sales =y = Cash sales = 0.25hy
Sy + 025y = Total sales
L25y = Total sales
_ Total Saels
1.25

¥ = B0% of total sales

~ 60

Thus, Credit sales = 80% of total sales and Cash sales = 20% of total sales

= f days

Cash Budget
Particulars [an. Feb. March

Opening Balance [A) 50 174.96 355.28
Receipts

20% of current month 120 120 160
12% of current month T2 72 96
20% of previous month 176 120 120
40.4% of previous to previous month 2906.96 408.32 278.40
Total receipts (B) 664.96 720,32 65440
Payments

Creditors payment o40 o240 720
Total payments [C) o) a4 720
CI[IGiIIE Balance (A +B - () 174.96 353.28 289.68
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11. Working Notes:

(1] Calculation of Collection from Trade Receivables:

Particulars

December

January

February

Sales {units) 1,800 1,875 1,950 2,100
Sales @ 2600 per unit 10,820,000 | 1125000 | 11,70,000 | 12,60,000
Collection from debtors 10,80,000 11,25,000 11,70,000

(2] Calculation of payment to Trade Payables:

Particulars December |anuary February March
Dutput [units] 1,875 1,950 2,100 2,250
Raw Material (2 units per output) 3,750 3,900 4,200 4500
Raw Material @ 150 per unit 562,500 5,485,000 6,30,000 6,75,000
Payment to creditors 5,602,500 o,85,000 G,30,000

(3] Calculation of Variable Overheads and Wages:

Particulars January Febroary
Dutput funits) 1,950 2,100 2,250
Payment in same month @ $100 per unit 1,95,000 2,10,000 225,000
() Preparation of Cash Budget
Particulars January (7) February (%) March (7)

Opening Balance (A) 35,000 3.57.500 687,500
Receipts:

Collection from debtors 10, 80,000 11,245,000 15,706,000
Receipt of long term loan £ = 2,000,000
Total receipt (B) 10,80,000 11,25,000 13,70,000
Payments:

Payment to creditors 5,62,500 3,85,000 6,30,000
Variable overheads and wages L4Y5,000 2,110,000 225,000
Purchase of machinery = = 3,000,000
Total payments (C) 7,57.500 7.95,000 11,55,000
Closing Balance (A + B - ) 3,57,500 6,87,500 9,02,500
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() Calculation of Current Ratios

Particulars March {7)
Inventory [(2,250 = 2 = F150) + (2,250 x 100]] 9,00,000
Trade receivables 12,60,000
Cash Balance 9,02,500
Current Assets (A) 10,622,500
Trade payables 6,775,000
Current Liabilities [B) 6,7 5,000
Current Ratio (A + B) 4.537
12. Workings:
(1) Sales receipts
Maonth Nov Dec Jan Mar Apr May Jun
Forecast sales (5] | 1,000 | 1,000 |i,000 |L1250 (L1500 |Z000 |1900 [2200
T 4 T T L T T T
S5x15 15,0001 15000 | 15000 ) 18,750 | 22,500 | 30,000 | 28,500 | 33,000
Debtors pay:
I month 40% -1 6000 | 6000 | 6000 7500 | 9000 |12,000 (11,400
2 menth 60% - - | 9000 | 9000 ) 9000 |11250 | 13,500 | 18,000
Total - - | 15000 | 15,000 | 16,500 | 20,250 | 25,500 { 29,400

(2) Payment for materials

Month p lan Feb Mar Apr
ey produced [(}) 1,000 | 1,250 LS00 L0000 18900) 2200) 2200) Z300
4 T ¥ 1 T : T ¥
Materials {Q = 5) 5000 6250 | 7,500 10.000( 95001 11000 | 11.000 | 11,500
Paid {2 month after) - -| 5000)] 6250] 7.500] 10,000] 9500 | 11,000
(3) Variable overheads
Month Nov Dec lan Feb Mar Apr May Jun
Oty produced [(}) 1,000 1,250 1,500 2000 1900 23200 ( 2.200] 2,300
T T L4 T T T T T
Var. OHs [ = 2) 2,000 2,500 3,000 4000] 3800 g = i
Var. OHs (Q = 2.5) - -~ — - -1 3500 5500 5750
Paid one month Later -| 2,000 2,500] 3,000| 4,000] 3800 5500| 5,500
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(1) Wages payment

Maonth Dec Jan Feb Mar Apr May Jun
Oty preduced (0] 1,250 L.500 2,000 L5900 2,200 2,200 2,300
T i 4 4 T T ¥
Wages (Q = 4) 5,000 6,000 8,000 - - - -
Wages [« 4.50) - - — 8,550 0,900 9900| 10,350
7 5% this month 3,750 4,500 2,000 o412 7425 7425 7,762
25% of Pr. month - 1,250 1,500 2,000 2,138 2475 2475
Total - 5,750 7.500 3412 9,563 9900 10,237
Cash Budget
Particulars March (7] April (2] May [T) June [7)
Receipts:
Sales receipts 15,000 15,000 16,500 20,250 25,500 29,400
Freehold property - - - - 25,000 -
15,000 15,000 16,500 20,250 50,500 29400
Payments:
Materials 3,000 @250 7,500 10,000 9,500 11,000
Var. OHs 2,500 3,000 4,000 3,800 5,500 2,500
Wages 5,750 7,500 84,412 9,563 9,900 10,237
Printing press - - - - 10,000 -
Corporation tax - - 10,000 - - -
13,250 16,750 29,921 23,363 34,900 26,737
Net cash flow 1,750 (L,750) | (13.412] {3,113) 15,600 2,663
Op. Bal. 1,500 3,250 1,500 (11,912)] (15,025) 575
Closing bal. 3,250 1.500( (11912) (15,025) 575 3238

13. Cash Budget for January to June

lan{¥) Feb(¥) March(¥) April (¥] May () June (T)
Receipts:
Cash Sales 26,000 48,500 44,000 44 300 51,250 54,350
Collection from Debtors 36,000 48, 500( 43,000 44300 51,250
Bank Loan - - - -| 30,000 -
Total (A) 35,000 84,500 91,300( B87.300| 1,25.550| 1,05,600
Payments:
Materials - 5,000 31.000{ 25500| 30600] 37.000
Salaries and Wages 10,000 12,100 10,600 25,000 22,000 23,000
Production Overheads - 6,000 6,300 f, 000 6,500 8,000
Office and Selling Dverheads - 5,500 6,700 7,500 8500 11,000
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lan{%) Feb(T) March(T) April{¥) May () June ()

Sales Commission 2160 2,190 2580 2658| 3075|3261
Capital Expenditure - 8,000 - 25000 - -
Dividend - - - - - 35000
Total (B) 12,160 | 59,510 57,180| 91,658 71,075|1,17,261
Net Cash Flow (C=A- B) 23840 24,990 34,320 4,358 54475 1Lebl
Bal. in the Deginning of 72500 96340 121,330 1,55650| 1,51,292 ( 2.05767
Muonth (T3]
Balance atthe End of Month | 96340 1,21,330] 1.55650| 1.51.292| 2,05,767 | 1.94,106
{C+D}

14. {a) Cash Budget (Fin thousands)

Jan (@) Feb (¥}  March (@)

{Ipening balance [A) 50 50 50
Receipts:
Collection - 10% of current month 120 200 130
Collection - 70% of previous month 420 420 700
Collection - 10% of 2nd previous month a0 61 (]
Total [B) 590 680 890
Payments:
Payment for purchases 360 GO0 390
Labour costs 150 200 L0
Other expenses 100 100 100
Total [C) 610 900 #50
Surplus/Deficit (A+B-C=D) 30 (170) 290
Minimum cash halance {E} 2l al a0
Additional borrowings (E - D] 20 220 (240)
Cumulative I:lurmwing {op. bal. 400) 420 R 400

The amount of financing peaks in February owing to the need to pay for purchases made the
previens month and higher lahour costs. In March, substantfial collections are made on the prior

maonth's hillings, causing large net cash inflow sufficient to pay off the additional borrowings.
(6] Pro Forma Balance Sheet, 31% March, 2023

Equity & liabilities Amonnl (Fin ‘000) Assels Amonmnt (Fin "000])

Equity share capital 100 Net fixed assets 1836
Retalned earmnings 1,529 Inventories 65
Long-term borrowings 450 Accounts receivables B2
Accounts payables 450 (ash and bank &0
Loan from banks 400
Other liahilities 212

314 3,141
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Accounts receivables = [Sales in march = 0.8] + (5ales in February = 0.1)
= (650 0.8) + (1,000 - 0.1) =620
Inventories = Opening + Purchase - Consumed
= #h + [[1.000 + 630 + 750)(0.60]] -
({600 + 1,000 + 650]) - 0.60] = TH35
Accounts payable = Purchases in march = %450
Retained earnings = {pening + Profit of current year
= 1,439 + 5ales - Purchases - Labour cost - Other expenses
= 1,439+ (600 + 1,000 + 650) - [{600 + 1,000 + 650]{0.60]]
~ {150+ 200 + 160) - (100 + 100 + 100)
=31,529
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Inventory Management

11

THEORY

Economic o [F purchases of material are made in bulk then inventory carrving cost will

Order Quantity be high.

[EQQ) 0 [forder gize is small each time, then the ordering cost will be high.

@ Thesize of the order for which both ordering and carrving cost are minimum
i£ known as economic order quantity

ZuAxl

&
A= Annual demand / annual consumption in units
0 = Cost of placing and receiving an order
C = Carrying cost per unit per annum

o Economic Order Quantity =

LT R DT L B These are the costs which are assoclated with the purchasing or ordering of

materials. It incdudes costs like tender invitation, transportation of goods,
inspection costs en,

LT g LFCR L B These are the costs for holding or storing goods in the stores. Itincludes costs like
storage, rent, insurance, spoilage, deterioration etc.

LT o Annual consumption/usage /requirement of raw material is Known in
advance.

Ordering cost per order is known and constant.

Lost per unit of the material to be purchased i known and It IS constant.
Carrving cost is computed on average inventory ordered.

The rate of carrying cost remains constant.

The consumption /usage of material is expected to be even throughout the
yearn

[ oy m el m B R e

O

ABC Analysis

[t stands for Always Better control Analysis.

o [t exercises discriminating Control over various items of inventory by
classifying them into different categories on the basis of value, guantity,
frequency of replacement efc.




Category % in total % in total Extent of control

vialue yuantily
A 709% 10% Strict control through stock levels, EOQ)
(] (ol
B 20% 20% Nead based selective control
E 10% 70% Little control - Focus on  saving
associated costs

LELIE U o Smooth Flow: [t ensures that, there should be no danger of interruption of

ABC Analysis production.

o Cost Saving: The cost of placing orders, receiving goods and maintaining
stocks is minimized.

o Control by Exception: Management time is saved since attention need to be
paid only to scme of the items rather than all the items.

0 Standardization of Work: It makes much of the work systematized on a
routine basis.

S UEULLELIE o [n order to be fully effective it should be carried out with standardization

ABC Analysis and codification.

o lt is based on gradaton of different items, which may icclude a lot of
subjective elements.

0 Theresult of ABC analysis should be reviewed periodically and updated.

Stock Out g The demand for materials may fluctuate and delivery of inventory may also
be delayed and in such a situation the firm can face a problem of stock-out.

g Thesock-outcan prove costly by affecting the smooth workingofthe concern.

O [n order to protect against the stock out arising out of usage fluctuations
firms usually maintain some margin of safety

g Two costs are invelved in the determination of this stock ie. opportunity
cost of stock-outs and the carrying costs.

PRACTICAL QUESTIONS

1. A company’s requirements for ten days 6,300 units, The ordering cost per order is 710 and the
carrying cost per unit is T0.26. You are required to caloulate the economic order quantity.

[Sol 696 units]

2. 5K Ltd. uses a large quantity of salt in its production process. Annual consumption is 60,000 tonnes
over a 50 week working year. It costs T100 to initiate and process an crder and delivery follow
two week later Storage costs for the salt are estimated at 70,10 pertonne per annum. The current
practice is to order twice a vear when the stock falls to 10,000 tonnes. ldentify an appropriate
ordering policy for SK Itd. and contrast it with the cost of the current policy

[Sol Savings = $1,312.30]
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3. 5K company is a distributor of air filters to retail stores. [t buys its filters from several manufacturers.
Filters are ordered in lot sizes of 1,000 and each order costs 40 to place. Demand from retail
stores is 20,000 filters per month, and carrying cost is T0O.10 a filter per month

(o] Compute the optimal order quantity with respect to so many lot sizes?
(] Calculate the optimal order quantity if the carrying cost were 20.05 a filter per month?
{c] Compute the optimal order quantity if ordering costs were 107
[Sol [a) 4; (b] 5.66;{c) 2]
4. A company requires 36,000 units of a product per year at a cost of L00 per unit. Ordering cost

per order is T250 and the carrying cost is 4.5% per year of the inventory cost. Normal lead time
is 25 days and safety stock is NIL.

Assume 360 working days in a year
[i] Calculate the Reorder Inventory Level
{ii] Calculate the Economic Order Quantity (EOQ)

(iii} If the supplier offers 1% guantity discount for purchase in lots of 9,000 units or more, s hould
the company accept the proposal?

[SoL (i] 250 units; (11) 2000 units; (ill] accept the offer]
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Receivables and Payables
1 2 Management

THEORY

Meaning of g When a firm sells its products or provide any service on credit, account

Receivables receivables are created.

o  Receivables, also termed as trade credit or sundry debtors are component
of current assets,

Objective of g  The basic ohjective of receivables manapement is to optimize the return on

Receivables investment on these assets known as recelvables.

pELETL TS B 0 [f large amounts are ted up in receivables than there are chances of bad
debts and there will be cost of collection of debts as well,

o Onthe other hand, if investment in sundry debtors is low, the sales may be
restricted, since the competitors may offer more liberal terms.

o  Therefore, proper management of receivables Is an tmportant 1ssue and
requires proper policies and their implementation.

Cost Associated
with
Management of
Receivables

Defaultng cost or Bad Debts
Administrative cost

Capital or Interest or opportunity cost
Discount cost

O 0 0O O

W TRUES P O [tdetermines the degree of risk associated with the capacity of the customer
to borrow and his ability and willingness to pay. For this, firm has to ascertain
the credit rating of prospective customers,

M RGNl o [tis defined asthe setof parameters and principles that govern the extension
of credit to customers.

g [tinvolves a trade-off between the profits on additional sales that arise due
to credit being extended on the one hand and the cost of carrying those
debtors and bad debts on the other hand.




Possibility of bad debts

Costs Collection Cost: It is the administrative costs incurred in collecting the

Associated receivables from the customers to whom the credit sales have been made.

with Credit o Capital Cost: It is the finance cost which has to be incurred on the accounts

Palicy receivables,

o Delingquency Cost: This cost arises out of the failure of the customers to
meet their obligations when payment on credit sales becomes due after the
expiry of the credit period.

o  Default Cost: The firm may not be ahle to recover some of the overdines
because of the inability of the customers.

Benefils g Due to liberal credit policy there will be increase in sales and thus more

Associated profits.

with Credit o Due to strict credit policy there will be decreased cost of bad debts and

Policy carrying cost of investment in account receivables.

Credit Terms o [erefers to the set of conditions under which credit is given to customers.

g  The credit terms include the length of the period for which the credit will
be provided, the interest rate to be charged and the cost of default while
collecting the payments.

g [tcan beusedas a dynamic instrument to increase sales.

T ELTTERT S (o) Credit Period: The point of time at which the credit extended becomes due

Credit Terms and the amount must be paid by the customer.

(b) Cash Discount: By what amount the overdus amount gets reduced

(] Cash Discount Period; It refers to the duration during which the cash

Factars g Quantum of sales e.g. credit may be allowed only on bulk quantity
SIS O Nature of product e.g if demand is inelastic, credit period may be small
Credit Policy g | Cathdistoinne

o Firm's policy and practice of cellection

o Funds available with the firm

=

o

discount can be availed off.
MDA O [ pushes sales up by inducing existing customers to purchase more and
Credit Period attracting customers.

o [tis accompanied by a larger investment in debtors and a higher incidence
of bad debts loss.

o T g (= et B I tends to lower sales, decrease investment in debtors and reduce the incidence
[y [ @ 1T B of had-debts loss. '

R R LB B I case of cash discount, the incremental benefits arising out of additional sales
Policy and the reduction in the costof funds locked up in the form of receivables have to
he compared with the amount to be paid in the form of discount and a decision
to provide or liberalize cash discount has to be taken only when the incremental
net henefit is positive,
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Implicit Annual
Rate of Cash
Discount
Ageing
Schedule of
Receivables

Benefits
of Ageing
Schedule

Pledging

Factoring

Advantages of
Factoring

Forfaiting

Receivables and Payables Management

[

Discount o 100

365

100—Cazh ]}isk:nnnl:]x[PErlud T

)x 100

The ageing schedule classifies the cutstanding receivables at a given point of
time into different age groups together with percentages of total receivables
that fall in each group.

The age group represents the number of days or weeks the receivable
become outstanding.

The older the receivable, the lower the quality and higher the chances of
default.

[t provides a kind of an early warning proclaiming:

o Detericration of quality of receivables

o Where to apply the corrective action

[t helps in analyzing the collection policy, procedures etc. by comparing the
present period ageing schedule with past period ageing schedule.

[t directly points out those customers which require special attention. It
helps to recognize increase & slumps in sale,

[t refers to the wse of firm's receivables to secure a short term loan.

The lender scrutinizes the quality of the accounts receivables, selects
acceptable accounts, creates a lien on the collateral and fixed the percentage
of financing receivables which ranges around 5046 to 90%.

The major advantage of pledging accounts recetvables is the ease and
flexibility it provides to the horrower,

This however, suffers on account of high cost of financing,

[t involves provision of specialized services relating to credit investigation,
collection of debts, credit protection et

In factoring accounts receivables are generally sold to a Financial Institution
who charges commission and bears the credit risks associated with the
accounts receivables purchased by it

Factering agreement can be either on a recourse basis or non-recourse basis.

The firm can convert accounts receivables into cash without bothering
about repayment

Factoring ensures a definite pattern of cash Inflows for the organization
Continuous factering virtually eliminates the need for the creditdepartment
Undikee an unsecured loan, compensating balances are not required in this case,

Forfaiting is a method through which an exporter sells their bills receivables
or rade receivables from export of geods or services to obtain cash on non-
recourse basis.

[tis aunigue credit facility amrangement where anoverseas buyer (im porter)
can open a “letter of credit” {or other negotiable instruments) in favour of
the exporter and can import geods and services on deferred payvment terms.

ARV




Features of
Forfaiting

Increase of export
Credit for buyer
Reduced cost
Competition

Functions of
Forfaiting

Exporter sells goods or services to an overseas buyer,

The n'.rérse_as buyers i.e. the importer on the basis trade bilis and import
documents draws a letter of credit [or other negotiable Instruments)
through its bank {(known as importer's bank].

g  The exporter on receiving the letter of credit {or other negotiable

Instruments) approaches to its bank [known as exporter's bank).

@  Theexporter'shankbuystheletterofcreditf or othernegotiable instruments)
‘without recourse basis’ and provides the exporter the payment for the bill.

O oO|j0O o O O

Five [a) Capital: It refers to the financial position of the customer. Various financial
Traditional Cs ratios are calculated to ascertain the repayment capacity of the customer.
DAREILCHIEE (b)) Character: [t determines the willingness of the customer to discharpe debt.
of Credit Various financial institutions /agencies from where the customer has already
Worthiness borrowed funds or availed credit facilities mav be contacted.

of Polential (c) Collateral: It determines the security offered by the customer to avail

Customer credit facility. The ahility to offer security by a firm can be assessed from the
financial statement of the firm,

[d) Capacity: It refers to the ability of the customer to manage business. It also
reflects plant capacity Le, whether the technology of the firm can adapt
itself to the rapid changes occurring in the external environment,

{e) Condition: [t refers w the changes in economic conditions which may have
an impact on the payment capacity of the customer.:

CUOVATOEI S 0 Re-engineering Receivable Process
Receivables o Centralization

Management o Alternate payment strategies such as direct debit, VR, lock box system stc.
2 Customer orientation

Evaluation of risk

Use of Latest Technology

Receivable collection practices

Use of financial tools and technigques
o Credit rating

o Dectsion tree analysis

o Control of receivables

2 Collection policy

OO oc o

pFLETEILG TSR M Trade credit is a credic availed by a business organization when 1t purchases
Payables goods without making payment in cash.

The credit period begins on the receipt of goods and stretches tll the payment is
made therecf,
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LR R =L [a) Loss of Cash Discount: There is often a discount on the price that the firm

Credit undergoes when it uses trade credit, since it can take advantage of the
discount only if it pavs immeadiatel:, This discount can translate into a high
impplicit cost.

(b} Loss of Goodwill: If the credit is overstepped, suppliers may discriminate
against delinguent customers if supplies become short. As with the affect of
any loss of goodwill, it depends very much on the relative market strengths
of the parties involved.

{c) Administrative and Accounting Costs: Management of creditors involves
administrative and accounting costs that would otherwise be incurred.

[d) Conditions Imposed by Suppliers: Sometimes most of the suppliers Insist
that for availing the credit facility the order should be of some minimum size

or on regular basis.
Benefits of {a) Impact of Inflation: The debtors get a benefit that they have purchased
Trade Credit poods on credit and gained on the value of inventory purchased by them dua

to high inflaticn rate.

(b) Interest: Trade credit is a type of interest free loan, therefore Failure to avail
this facility has in interest cost. This cost is further increased if inte rest rates

are higher.
Com putation Implicit Annual Rate of Cash discount {on an annual hasis)
of Cost of
Payables [ Discount on 100 ]: 365 e
100- Cash Discount / | Period of Prepayment

Implicit Annual Rate of Cash discount {if compounding effect is considered)

S g
- Tl Serlod of Prepayment =
100 —Cash Discount

PRACTICAL QUESTIONS

1. 5K Ltd. has a present annual sales level 10,000 units at T300 per unit. The variable cost is £200
per unit and the fived costs amount to 3,00,000 per annum. The present credit period allowed
by the company is 1 month. The company is considering a proposal to increase the credit period
to 2 months or 3 months and has made the following estimates:

Froposed
Credit Policy 1 month 2 months 3 months
Increase in sales - 15% £{] 5
%% of Bad Debts 1% 3% 504

There will be increase in fixed cost by T50,000 on account of increase in sales beyond 25% of
present level The company plans on a pre-tax return of 200 on investment in recefvables. You

dre required to calculate the most paying credit policy for the company.
[Sol Incremental benefit = F28,167; (-F24.167]
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2. A trader whose current sales are in the region of 76 lakhs per annum and an average collection
period of 30 days wants to pursue a more liberal policy to improve sales, A study made by a

management consultant reveals the following information: ISM]
Credil Policy  Increasein Collection Period  Increase inSales  Present Default Anticipated
A 10 days =30,000 1.5%
R 20 days 48,000 2%
(i 30 days 75,000 3%
B 45 days 90,000 4%

The selling price per unit is 3. Averape cost per unit iz 2,15 and variable costs per unit are T2,
The current bad debt loss is 1%. Required return on additional investment is 20%. Assume a 360
days year Analyse which of the above policies would you recommend for adoption?

[Sol Incremental benefit = ¥3.606; ¥3,151; ¥1.583; (-}35.350]

3. 5K corporation is considering relaxingits present credit policy and is in the process of evaluating
two proposed paolicies. Currently, the firm has annual credic sales of 50 lalkkhs and accounts
receivable turnover ratic of 4 times a year. The current level ofloss due to bad debts is¥1,50,000,
The firm is required to give a return of 25% on the investment in new accounts receivables. The
company’s variable costs are T0% of the selling price. Given the following information, which is

the better option? IsM]
Present Policy Policy | Policy I
Annual credit sales S0,00,000 G, 00,000 G7,50,000
Accounts Becelvables turnover ratio 4 timaes 3 times 2.4 times
Bad debts losses 1.50,000 300,000 450,000

[50L Incremental benefit = T18,750; {- ) 48,438]
4. 5K Limited specializes inthe manufacture of a computer component. The component is currently
sold for 1,000 and its variable cost is ¥H00. For the year 31.12.20 the company sold on an averape
400 components per month., At present the company grants one month credit to its customers.
The company is thinking of extending the same to two months on account of which the following
Is expected:

Increase in sales 25%

Increase in stock *2,00,000

Increase in creditors  T1,00,000

You are required to advise the company on whether or not to extend the credit terms if:
[a] All customers avail the extended credit peried of two months

(B] Existing customers do not avail the extended credit terms but only the new customers avail
the same. Assume this case the entire increase in sales is atributable to the new Customers.
The company expects a minimum return of 40% on the investment.
[Sel. [2) Incremental benefit = 8,000; (£]) Incremental benefit =T1,36,000)
5.A firm has a current sales of 72,56,48,750. The firm has unutilized capacity. In order to boost
its sales, it is considering the relaxation in its credit policy. The proposed terms of credit will be
60 days credit against the present policy of 45 days. As a result, the bad debts will increase from
1.5% to 2% of sales. The firm's sales are expected to increase by 10%. The variable operatng
costs are 72% of the sales, The firm's corporate tax rate is 35%, and it requires an after tax retum
of 15% on its investment. Should the firm change its credit period to 60 days.

[Sol. Incremental benefit = 1,688,518
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6. Mr. 5 is regular customers of 5K Ltd. and have approached the sellers for extension of a credit
facility for enabling them to purchase goods from 5K Ltd. On an analysis of past performance
and on the basis of information supplied, the following pattern of payment schedule emerges in

regard to Mr. &5: |5M|
Schedule Pattern
At the end of 30 days 15% of the bill
At the end of 60 days 3449 of the bill
At the end of 90 days 0% of the bill
At the end of 100 days 209 of the bill
Non-recovery 1% of the bill

Mr. 5 want to enter inte a firm commitment for purchase of goods of ¥15 lakhs in 2021, deliveries
to be made in equal quantities on the first day of each quarter in the calendar year. The price per
unit of commaodity is TL50 onwhich a profit of €5 perunit is expected to be made. It IS anticipated
by SK Lad., that taking up of this contract would mean an extra recurring expenditure of 5,000
per annum. [f the opportunity cost of funds in the hands of SK Ltd. is 24% per annum would vou
as the finance manager of the seller recommend the grant of credit to Mr. 57 Workings should
form part of your answer. Assume year of 360 days.
[Sol Incremental benefit = {-39,743]

7. As a part of the strategy to increase sales and profits, the sales manager of a company proposes
to sell goods to a group of new customers with 10% risk of non-payment. This group would
require one and a half months credit and is likely to increase sales by 1,000,000 p.a. Production
and Selling expenses amount to 80% of sales and the income-tax rate is 50%. The company’s
minimum required rate of return (after tax] is 25%. Should the sales manager's proposal be

accepted? Analyse.
Also compute the degree of risk of non-payment that the company should be willing to assume
if the required rate of return {after tax) were (i) 30%, (1i] 40% and (iii] 60%. [SM]

[Sol Incremental benefit = T1L,200; (i) [4%; (i) [2%; (iil] 8%)]
8. A firm sells 40,000 units of its product per annum @ T35 perunit. The average cost perunitis<31
and the variable cost per unit is £28. The average collection period is 60 days. Bad debts losses
are 3% of sales and the collection charges amount to 15,000,
The firm is considering a proposal to follow a stricter collection policy which would reduce bad
debt losses to 1% of sales and the average collection period to 45 days. [t would however, reduce
sales volumes by 1,000 units and increase the collection expenses to 45,000, The hirmy's required
rate of return is 20%. Would you recommend the adoption of the new collection policy? Assume
360 days in a year for the purpose of your calculation.
[Sol Incremental benefit = $22,383)
9. A supplier offers credic to 2 company under terms of 2/ 20 net 60. Find the implicit cost of credic.
[Sol 18.62%|
10. The present credit terms of S company are 1,/10 net 30, Its annual sales are $80,00,000, its average
collection period is 20 days. [ts variable costs and average total costs to sales are 0.85 and 0,95
respectively and its cost of capital is 10%. The proportion of sales on which customers currently
take discount is 0.3, 5 company is considering relaxing its discount terms to 2,/10 net 30. Such
relaxation is expected to increase sales by £5,00,000, reduce the average collection period to 14
davs and increase the proportion of discount sales to 0.8, What will be the effect of relaxing the
discount policy on company’s profit? Take year as 360 days.
[Sol. Incremental benefit - {-J9,986]
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11. A company currently has $10,00,000 per annum of sales, all on creditterms 60 days. The average
credit taken is, however B0 days. [tis considering offering a discount of 3%, within 7 days, and it
expects that 60% of existing customers will take the discount. The remainder will be equally splic
between those paying in 80 days and those payving in 100 days. The new credit terms of discount
are also expected to generate an additional $50,000 of sales. Variable costs are 80% of sales price
and the company’s bank overdraft costs 14% (vear may be taken consisting of 365 days). The
company wizshes to know whether offering the discount is worthwhile if:

(o] Nonew sales are obtained
[B)] New sales are as described above

[Sol Incremental benefit = {a] (-)¥5.788; [F) T2,696]

12. A bank is analysing the receivables of SK Company in order to identify acceptable collateral for
a short-term loan, The company's credit policy is 2/10 net 30, The bank lends 80% on accounts
where customers are not currently overdue and where the average pavment period does not
exceed 10 days pastthe net period. A schedule of SK's receivables has been prepared. How much
will the bank lend on pledge of receivables, if the bank uses a 10% allowance for cash discount
and returns?

Account Amount (F] Days outstanding in days  Averapge payment period historically

74 25,000 15 20
91 9,000 45 6l)
107 11,500 22 24
108 2,300 9 10
114 18,000 50 45
116 25,000 16 10
123 14,000 27 48
1,08,800
[Sol T49,816]

13. A factoring firm has credit sales cf T360 lakhs and its average collection period is 30 days. The
financial controller estimates, bad debt losses are around 2% of credit sales. The firm spends
T1,40,000 annually on debtors administration. This cost comprises of telephonic and fax bills
alongwith salaries of staff members. These are the avoidable costs. A factoring firm has offered to
buy the firm's receivables. The factor will charge 1% commission and will pay an advance against
receivables on an interest @15% p.a. after withholding 10% as reserve. Analyse what should the
firm do? Assume 360 days in a year. I5M]

[Sol Net Benefit = ¥99,500]
14 A company is considering to engage a facton The following information is available;
2 The current average collection period for the company's debtors is 90 days and 2% of

debtors default. The factor has agreed to pay money due after 60 days and will take the
responsibility of any loss on account of bad debes.

@ The annual charge for factoring is 2% of turnover. Administration cost saving is likely to be
TL.000,000 per annum.

o Annual credit sales are $1,20,00,000. Variable cost is 80% of sales price. The company’s cost
of borrowing i2 15% per annum. Assume 360 days in 2 year.
2 Should the company enter into a factoring agreement?

[SoL Net benefit = ¥40,000]
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15. The turnover of SK Ltd. is ¥120 lakhs of which 75% is on credit. The variable cost ratio is 80%. The
credit terms are 2/10, net 30. On the cumrent level of sales, the bad debts are 1%. The company
spends $1,20,000 per annum on administering s credit sales. The cost includes salaries of staff
who handle credit checking, collection etc. these are avoidable costs, The past experience indicates
that A% of the customers avail of the cash discount, the remaining customers pay on an average
60 days after the date of sale.

The book debts {receivables) of the company are presently being financed in the ratio of 1:1 by
a mix of bank borrowings and owned funds which cost per annum 15 percent and 14 percent

respectively.
A factoring firm has offered to buy the firm’s receivables. The main elements of such deal structured
by the factor are:

{a] Factor reserve, 12 percent (B] Guaranteced payment 25 days

{c] Interestcharges, 15 percent, and (d] Commission 4% of the value of receivables

What advice would you give to 5K Ltd. - whether to continue with the in-house management of
receivables or accept the factoring firm's offer? Assume 360 days in a year.

[Sol. Total cost of in-house = $4,26,750; Cost of factoring = $4,53,516]

16. The Alliance Ltd. a Petrochemical sector company had just invested huge amount in its new
expansion project. Due to huge capital investment, the company is in need t an additional
TL50,000 in working capital immediately. The finance Manager has determined the following
three feasible sources of working capital funds: [RTP Dec 2021)

[i] Bank Loan: The company’'s bank will lend T2,00,000 at 15%. A 10% compensating balance

will be required, which otherwise would not be maintained by the company.

({ii] Trade Credit The company has been offered credit terms from its major supplier of 330,
net 490 for purchasing raw materials worth <1,00,000 per month.

(ifi] Factoring: Afactoring firm will buy the company’'s receivables of $2,00,000 per month, which
have a collection period of 60 days. The factor will advance up to 75% of the face value of
the receivables at 12% on an annual basis. The factor will also charge commission of 1%
on all recefvables purchased. It has been estimated that the factor’s services will save the
company a credit department expenses and bad debt expense of ¥1,250 and 1,750 per
month respectively.

Om the basis of annual percentage cost, advise which altermative should the company select?
Assume 360 days year.

[Sol Bank loan = 16.67%; Trade credit = 18.56%; Factoring = 20%]

17. Suppose SK Ltd, has been offered credit terms from its major supplier of 2/10, net 45. Hence the
company has the choice of paying T98 per T100 or to invest the T98 for an additional 35 days and
eventudlly pay the supplier S 100 per$100. The decision as towhether the discount should be accepted
depends on the opportunity cost of investing Y948 for 35 days. What should the company do?  |[SM]

Sol |

18. The 5K Company purchases raw materials on terms of 2/ 10, net 30. A review of the company's
records by the owner, M 5, revealed that payments are usually made 15 days after purchases are
made. When asked why the firm did not take advantage of its discounts, the accountant, Mr. M,
replied that it cost only 2 percent of these funds, whereas a bank loan would cost the company
12 percent. [sM]
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[a] Analyse what mistake is Mr M making?

(B] If the firm could not borrow from the bank and was forced to resort to the use of trade credit
funds, what suggestion might be made to M. M that would reduce the annual interest cost?
[dentify.

SoL|

PRACTICE QUESTIONS

19. 5K Ltd. is examining the question of relaxing its credit policw. It sells at present 20,000 units at
a price of N0 per unit, the variable cost per unit THA and average cost per wunit at the current
sales volume is T92. All the sales are on credit, the average collection being 36 days. A relaxed
credit policy is expected to increase sales by 10% and the average age of receivables to 60 days.
Assuming 15% return, should the firm relax its credit policy?

[Sol. Incremental gain = ¥1,200]

20. A company currently has an annual turnover of 50 lakhs and an average collection period of
30 days. The company wants to experiment with a more liberal credit policy on the ground that
increase in collection period will generate additional sales, From the following information, kindly

indicate which policy the company should adopt:

Credit policy Average collection period Annual Sales (Tlakhs)
5 45 davs 56
K 00 days a0
M 7o davs 62
P 90 davs hi

Costs: Variable cost - B0% of sales; Fixed cost: ¥6 lakhs per annum: Required (pre-tax] return on
investment: 20%. A yvear may be taken to comprise of 360 days.

[Sol Incremental benefit = T69,667; T96,667; TO5,000; 54,667

21. 5K limited has current sales of T15 lakhs per year. Cost of sales is 75 percent of sales and bad
debts are one percent of sales. Cost of sales comprises 80 percent variable costs and 20 percent
fixed costs, while the company’s required rate of return is 12 percent. SK Limited currently allows
customers 30 days credit, but is considering increasing this to 60 days credit in order to increase
sales.

It has been estimated that this change in policy will increase sales by 15 percent, while bad debrs
will increase from one percent to four percent. It is not expected that the policy change will
result in an increase in fixed costs and creditors and stock will be unchanged. Should 5K Limited
introduce the proposed policy? Analyse by assuming 360 days a year. [sM]

[Sol Incremental benefit = T22,050]

22. X7 Ltd, is making a turnover of T70 lakhs out of which 60% Is made on credit. The company
allows credit for 30 days. The company is considering proposals to liberalize the credit policy
Informaticn regarding options available are as under:

Proposal-A  Proposal-B

Credit Period &5 days 60 days
Anticipated credit sales 265 lakhs T80 lakhs
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The product yvield an average contribution of 20% on sales. Fixed costs are T6 lakh per annum.
The company expects a pre-tax return of 18% on capital employed. At present company makes
a provision for bad debts @0.5% which is expected to go upto 1% for Proposal-A and 2% for
Propesal-B. Assume 360 days in a year.

Evaluate the proposals and give your recommendations.
[SoL Incremental benefit = €3,44,900; 34,7 0,400]

23. TM Limited, 2 manufacturer of colour TV sets is considering the liberalization of existing credit
terms to three of their large customers A, B and . The credit period and likely quantity of TV sets
that will be sold to the customers in addition to other sales are as follows; [RTP May 2020]

Quantity sold [(No. of TV Sets)
Credit Period (days)
0 10,000 10,000 =
30 10,000 15,000
b0 10,000 20,000 10,000
90 10,000 25,000 15,000

The selling price per TV set isT15,000, The expected contribution is 50% of the selling price, The
cost of carrving receivable averages 20% per annum.

You are required to compute the credit period to be allowed to each customer.
{Assume 360 days in a year for calculation purposes].
[Sol. Benefit=T730; 1,106.25; T1,406.25; T1,781.25; Nil; Nil; T725; T1,068.75]

24, SK Lud. has sales of Y960 lakhs. Selling price per unitis T80 and variable operating cost is 75% of
selling price and average cost per unit is T70, The cost of funds is 12%. Average collection period
is 75 days, had debt lnsses are 4% of gales and collection expenses are $15.60 lakhs. Company
is considering whether collection policies should be made strict. Due to rigorous collection
procedures, sales are expected to decling to 920 lakhs. Average collection period will reduce to
60 days and bad debts will reduce to 2.5% of sales. Annual collection expenses will increase
to ¥22.50 lakhs.

Required: Should the company carry out the proposal?
{Assume 360 days in a yvear and investment in debtors are calculated on total cost)
[Sol. Incremental benefit = $3,30,000]

25. Current annual sales of SKD Ltd. is ¥360 lakhs. Its directors are of the opinion that company’'s
current expenditure on receivables management is too high and with a view to reduce the
expenditure they are considering following two new alternative credit policies: [Tuly 2021]

Average collection period 1.5 menths 1 munth

% of default 20 1%

Annual collection expenditure 12 lakhs T20 lakhs
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Selling price per unit of product is 150, Total cost per unitis $120.
Current credit terms are £ months and percentage of default is 3%,
Current annual collection expenditure is T8 lakhs, Required rate of return on investment of 5KD
Led. is 20%. Determine which credit policy SED Ltd. should follow:
[Sol Incremental benefit = T2,00,000; Nil]

26. MN Lud. has a current turnover of ¥30,00,000 p.a. Cost of sales is 80% of turmover and Bad Debts
are 2% of turnover, cost of sales includes 70% variable cost and 3 0% fixed cost, while company’s
required rate of return Is 15%. MN Lud. currently allows 15 days credit to its customer, but it is
considering increase this to 45 days credit in order to increase turnover, It has been estimated
that this change in policy will increase turnover by 20%, while Bad Debts will increase by 1%.
[t is not expected that the policy change will result in an increase in fixed cost and creditors and
stock will be unchanged. [Nov 2018]

Should MN Ltd. introduce the proposed policy? {Assume a 360 days year)
[0l Incremental benefit = <1,79,700]

27.5K Ltd. having an annual sales of ¥30 lakhs, is re-considering its present collection policy. At
present, the average collection perod is 50 days and the bad debt losses are 5% of sales. The
company is incurring an expenditure of ¥30,000 on account of collection of receivables, Cost of

fundsis 10 percent. The alternative policies are as under: I5M]
Alternative 1 Alternative I1
Average collection period 40 days 30 days
Bad Debt losses 4% of sales 3% of sales
Collection expenses TH0,000 95,000

[etermine the alternatives on the basis of incremental approach and state which alternative is
more beneficial.

[Sol Incremental benefit = $8,333; 11,667

28. A company is presently having credit sales of £12 lakh. The existing credit terms are 1/10, net
45 days and average collection period is 30 days. The current bad debts loss is 1.5%. in order to
accelerate the collection process further as also to increase sales, the company is contemplating
liberalization of its existing creditterms to 2,/10, net 45 days. It is expected that sales are likely to
increase by 1/3 of existing sales, bad debts increase to 2% of sales and average collection period
to decline to 20 days. The contribution to sales ratio of the company is 22% and opportunity
cost of investment in receivables is 15 percent [ pre-tax). 50 percent and 80 percent of customers
in terms of sales revenue are expected to avail cash discount under existing and liberalization
scheme respectively. The tax rate is 30%. Advise, should the company change its credit terms?
(assume 360 days in a year). [5M]

[Sol Incremental benefit = 38,990

29. A company has current sale of ¥1 2 lakhs per year. The profit-volume ratio is 20% and post-tax cost
of investment in receivables is 15%. The current credit terms are 1/10, net 530 days and average

collection period is 40 days. 50% of customers in terms of sales revenue are availing cash discount
and bad debt is 2% of sales, [May 2023]
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In order to increase sales, the company want to liberalize its existing credit terms to 2/10, net 35
days. Due to which, expected sales will increase to ¥15 lakhs. Percentage of default in sales will
remain same. Average collection period will decrease by 10 days. 80% of customers in terms of
gales revenue are expected to avail cash discount under this proposed policy

Tax rate i 30%. Advise, should the company change its credit terms (assume 360 days in a year).

[Sol Incremental profit = T26,200]

30. A factoring firm has offered a company to buy its accounts receivables. The relevant information
is given below: [Dec 2021)
[i] The current average collection pericd for the company’s debrt is B0 days and %% of debtors
default. The factor has agreed to pay over money due to the company after 60 days and it
will suffer all the losses of bad debts also.
{ii] Factor will charge commissicn @2%,
(iii] The company spends T1,00,000 p.a. on administration of debtor. These are avoidable costs.
(iv] Annual credit sales are 390 lakhs. Total variable costs is 80% of sales, The variable costs is
A0% of sales. The company's cost of borrewing Is 15% per annum. Assume 365 daysina
year.
Should the company enter into agreement with factoring firm?
[SoL Net benefit =324.178]
31.A Led. iz in the manufacturing business and it acquires raw material from X Ltd. on a regular basis.
As per the terms of agreement the payment must be made within 40 days of purchase. However,
A Ltd. has a choice of paying 798,50 per 7100 it owes to X Ltd. on or before 10" day of purchase.
Required:
EXAMINE whether A Lud. should accept the offer of discount assuming average billing of A Lod.
with X Ltd. is ¥10,00,000 and an alternative investment vield a return of 15% and company pays
the invoice. [RTP May 2018]

[Sol Cheaper to accept the discount]

SOLUTIONS
19. Statement showing evaluation of proposal

Particulars Amount
Incremental gains
LContribution {2,000 = 12] 24,000
Total [A) 24,000
Incremental Costs
Opportunity cost of Investment in Debtors 22E00
Total (B) 22,800
Incremental Gain [A] - [B] L20D

Working Note 1: Computation of incremental opportunity cost of Invest in Debtors

Farticulars Existing Proposal

Variable cost of sales (20,000 = 88] {22,000 = 88] 17.60,000 | 19.36,000

Fixed cost 20,000 20,000

Total cost of Sales 18,40,000 20,16,000
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Particulars Existing Proposal
Average collection period Iodays 60 days
Average invest in Debtors 184,000 3,360,000
[Incremental invest in debtors 1,852,000
Opportunity cost of incremental invest in debtors 22,800

20. Statement Showing Evaluation of Various Credit Policies under Consideration

Particulars Policy A  Policy B Paolicy C Policy D
Incremental gains:
Contribution {See Working Note 1) 1L,20,000 | 2400000 | 240000 | 260,000
Total (A) 1,20,000 | 2,00,000 |2,40,000 | 2,60,000
Incremental costs:
Opportunity cost of Investment in debtors
[ See Working Note-2] 0,333 1,03,333 1,55,000 2,035,333
Total (B) 50,333 103,333 1,55,000 205,333
Net incremental Gains (A) - (B) 69,667 06,667 85,000 51,667

Advise: Credit policy B where ACP is 60 days is the best and hence should be accepted

Working notes:

(1) Computation of Incremental Contribution

Particolars

Existing Policy A Policy B PolicyC  Policy D

Sales (Tin Lacs)

Less: Variable cost of sales (80%)
Contribution

Incremental Contribution

1) 5h il (%) h3
40 44.80 44 49.60 5040
10 11.20 12 12.40 12.60

12 Z 24 2.6

{ii) Computation of Incremental Oppoartunity cost of Investment in Deblors

Existing Policy A PolicyB  Policy C  Policy D
Total cost of Sales [VC + Total FC) | 46,000,000 | 50,80,000 | 54,00,000 | 55,60,000 | 56,40,000
Average collection pertod [Days) an 45 60 75 90
Average Investment in Debtors 383,333 | 635000 | 400,000 |11,58333 | 14,10,000
[ncremental imvestment in . 251,667 | 516667 | 775000 ) 10,26,667
Debtors
Opportunity cost of Inc. imest in - 50,333 | 1,03,333 | L55.000| 2.05333
Drs

Advise: Credit policy 11 should be

chasen.

21. Statement showing evaluation of proposal

Incremental gains

Particalars Amount

Contribution {(15.00,000 = 15% = 40%)]) Q0000
Total (A) 90,000
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Incremental Costs

Increase in bad debts [{17,25,000%4%] - {15,00,000x1%]] =4,000
Opportnity cost of Investment in Debtors 13,950
Total [B) 67,950
Incremental Gain [(A) - [B) 22,050

Working Note-1: Cost ot sales = hales x /5%
Variable cost = B0% x COS = 802 = 75% x Sales = 60% = Sales

Fixed cost = 20% x COS = 20% = 75% = Sales = 15% = Sales = 15% = 15,00,000 =32,25,000

PV Ratio = 100 - VC Ratio = 100 - 60% = 40% of sales
New sales = 15,00,000 + 15% =¥17.25,000

Working Note-2: Computation of incremental opportunity cest of Invest in Debtors

Particulars Existing Proposal
Variable cost of sales (15.00,000 = 650%) [17.25.000 = 60%) 9.00,000 10,35.000
Fixed cost 2.25,000 2,25,000
Total cost of Sales 11,25,000 | 12,60,000
Average collection period AN days Hll days
Average invest in Debtors 93,750 Z,10,000
[ncremental invest in debtors 116,250
Opportunity cost of incremental invest in debtors @ 12% 13,950

22, Statement of Credit Policy Evaluation

Particulars

Proposal-A  Proposal-I

[ncrease in contribution {Working Note-1) 460,000 760,000
Increase in bad debts (44,0000 | [1,39,000)
Increase in opportunity cost {Waorking Note-2 {71,100] (71,100}
Net Benefit 3,44,900 4,70,400

Net benefit is higher in case of Proposal-B, thus Proposal-B is better

Working Note-1:

Statement of Contribution Calculation

Particulars Existing Policy-1 Policy-1I
Credit Sales 42,00,000 55,000,000 &0,00,000
Contribution @ 20% 8,40,000 13,000,000 16,000,000
[ncrease in contribution - 460,000 760,000

Working Note-Z:

Statement of Bad Debts Calculation

Particulars Existing Policy-1 FPolicy-11

Credit Sales 42,00,000 f5,00,000 80.00.000

Bad Debts {in %] 0.5004 1% 204

Bad Debts (in ) 21,000 B3, 000 L,60,000

| Increase in bad debts = 44,000 1,39.000
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Working Note-3:

Statement of Opportunity Cost Calculation

Particalars Existing Policy [ Pulicy I
Variahle cost {Credit sales x 70%] 33,680,000 5200000 A, 00, 000
Fixedd cost 6,00,000 6,00,000 6,000,000
Total cost 39,60,000 58.00,000 70,006,000
Average Credit Perlod 30 days 45 days 60 days
Average invest. in debtors 3.30,000 7,25,000 11,606,667
[ncrease in invest. in debtors - 3.95,000 8,36,667
[nc. in opportunity cost @& 20% - 71,100 1,50,600

23. In case of Customer A, there is no increase in sales even if the credit is given. Hence comparative
statement for B and C is given below:

Particulars Customer B Customer C
Credit Period B an i1l a0 0| 30 11 910
Sales units 10,000 15,000 20,000 25000 - —{ 10,000 15000

Tin lakhs Tin lakhs

Sales value 1,500 2,250 3.000 3750 -1 -] L5500 2,250
Contribution @& 50% 750 [,125 1.500 1875 - - 750 1,125
(A)
Debtors - 187.5 500 Q375 - - 250 302d.5
Credit period = Sales EIH]]
5 360
Debtors at cost - Q3.75 250 S68.75 - - 125] 2BL25
Cost of carrving - 18.75 50 9375 - - 25 36.25
debtors @ 20% (B)
Excess of contribution 7501 1L10625) 1.406.25] 1,781.25) - - 7251 1,068.75
over carrving debtors
[A - B)

The excess of contribution over cost of carrying debtors is highest in case of credit period of
90 days in respect of both the Customers B and C. Hence, credit period of 90 days should be
allowed to B and €

24, Statement of Credit Policy Evaluation

Particulars Amount (%)
Decrease in contribution (40,00,000 = 25%) (10,0000
[nerease in collection expenses {22,50,000 - 15,60,000) (6,90,000)
Decrease in bad debts (Working Note-1) 15,440,000
Decrease in opportunity cost [Werking Note-2) 4,830,000
Net Benefit 3,320,000

Since there 15 net benefit, thus it is recommended to implement the proposed police
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Working Note-1:
Fixed cost = (960,00,000/80 = 70] - {(960,00,000 = 75% ) =T120,00,000
Statement of Bad Debts Caloulation

Particulars Existing Proposed
Sales 960,00,0001 920,00,000
Bad Debts {in %) 4% 2.5%
Bad Debits {in ) 38,40,000 23,00,000
Decrease in bad debis - 1540000
Working Note-2:

Statement of Opportunity Cost Calculation

Particulars Existing Proposed
Variahle cost {Sales = 75%) J20,00,000) 6490,00,000
| Fixed cost 120.00.000] 120.00,000
Total cost $40,00,000| 810,00,000
Average credit period 75 days 60 days
Average invest. in debtors 175,000,000  135.00,000
[ncrease in invest. in debtors -1 40,00,000
Inc. in opportenity cost @t 12% = 480,000
i Statement of Credit Policy Evaluation

Particulars

Policy X

Policy Y

Decrease in bad debts {Working Note-1) 3,600,000 7,20,000
Increase in collection expenses (400000 | (12.00,000]
[ncrease in opportunity cost (Working Note-2) 240,000 4,80,000
Net Benefit 2,00,000 0

Net benefit is higher in case of Policy X, thus Pelicy X should be followed.

Working Note-1:

Statement of Bad Debis Caloulation

Particulars Existing Policy X Folicy Y
Sales 360,00,000 | 360,00,000 | 360,00,000
Bad Debts {in %) 3% 2% 1%
Bad Debts {in T) 10,80,000 7,20,000 3,60,000
Decrease In bad debts - 3.60,000 7,20,000
Working Note-2:

Statement of Opportunity Cost Calculation

Particulars

Existing

Policy X

Policy Y

Total Cost [360 = (120 + 150]] 288,00,000 | 288,00,000 | 288,00,000

Average collection period Z month 1.5 month 1 month

Average invest in debtors 48,000,000 36,00,000 24,100,000

Decrease in invest, in debtors - 12.00,000 24,000,000

Dec. in opportunity cost @ 200G - 240,000 480,000
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26. Statement of Credit Policy Evaluation

Particulars Amount {T]
[nerease in contribution (30,000,000 = 20% » 44%) 2,64,000
[Increase in bad debts (Werking Note-1) (48.000)
[ncrease in opportunity cost (Working Note-2) (36,300)
Net Benefit 1,79.700

Since there is net benefit, thus it is recommended to implement the proposed policy

Working Note-1:
Variable cost ratio = 80 » 70% = 56%;
Fixed cost = 30,00,000 = 80% = 30% =37,20,000

Statement of Bad Debis Calculation

P/v Ratio = 100- 56% = 44%

Particulars Existing Proposed
Sales 000,000 36,00,000
Bad Debts (in %) 2% 3%
Bad Debts (in T) B0, 000 1,08,000
[ncrease in bad debts - 48,000

Working Note-2:

Statement of Opportunity Cost Calculation

Particulars Existing Proposed
Variable cost {sales = 56%) Le80,000 20,16,000
Fised cost 720,000 720,000
Total cost 24.00,000 27.36,000
Average credit period L5 days 45 days
mreraée invest. in debtors 100,000 3,492,000
[ncrease in invest. in debtors - 242,000
Inc. in opportunity cost @& 13% = 36,500

27. Statement of Credit Policy Evaluation

Particulars

Policy-1

Policy-I1

Decrease in bad debts {(Working Note-1) 30,000 60,000
Inerease in collection expenses (30,000) (65,000]
[ncrease in opportunity cost {Working Note-2) 8333 16,6667
Net Benefit 8,333 11,667
Net benefit is higher in case of Policy-1, thus Policy-11 is more viable.
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Working Note-1:

Statement of Bad Debts Calculation

Particulars Existing Policy-1 Policy-l
Sales 30,00,000 | 30,00,000 | 30,00,000
Bad Debts (in %) 5% 41 I
Bad Debts (in ) 1,50,000 1,20,000 50,000
Decrease in bad debts -~ 30,000 60,000

Working Note-3:

Statement of Opportunity Cost Calculation

Particulars Existing Policy-1 Folicy-1I
Total Sales 30,00,000 30,00,000 30,00,000
Avera.;_;e collection period 50 days 40 days A0 days
Average invest. in debtors 410,067 3.33.333 2,50,000
Decrease in invest. indebbors - 83333 1,660,667
Dec, In opportunity cost @ 10% - 3,333 16,667

28. Statement of Discount Policy Evaluation

Particulars

Amount (7)

[ncrease in contribution [12,00,000 = 1/3 = 22% = {1 - 0.30]] 61,600
Increase in discount [[16,00,000 =« 0.8 x 2%] - [12,00,000 = 0.5 = 1%)](1 - 0.30] | {13,720)
Increase in bad debts [{16,00,000 x 29] - (12,00,000 = 1.5%])]{1 - 0.30] {9,800)
Decrease in opportunity cost [Working Ncte-1] 910
Incremental Net Benefit/(loss) {318,990)

It is not advisable to relax the present discount policy because itwill reduce the profit by $9,986

Working Note;

Particulars

Existing

Proposed

Variable cost 12 lakhs = 0.78 = 9,.36,000 | 16 lakhs < 0.78 = 12,438,000
Fimed cost - -
Total Cost 9,36,000 12,48,000
ACP 30 days 20 days
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Particulars Existing Proposed

Ave, investment in debtors 78,000 69,333
Dec. in invest. in debtors m 8,667
Dec. in opportunity cost @ 10.5% - 910

Opportunity costrate after tax = 15 = (1 - 0.30) = 10.5%

29, Statement of Evaluation of Proposal

[ncrease in contribution {15,00,000 - 12,00,000){20%)(1 - 0.30) 42,000
Incremental bad debts {15,00,000 - 12,00,000){2%](1 - 0.30] [4,200)
[ncremental cash discount

[(15,00,000 = 0LB0 = 2%) - {12,00,000 = 0.50 = 1%)](1 - 0.30) (12,600)
Saving in opportunity cost 1,000
[{15,00,000 = 0.8 = {30+ 360] = 15%] - {12,00,000 = 0.8 = {40 + 360] = 15%)]
Incremental Profit 26,200

Proposed policy should be adopted since the net benefit is increased by $26,200.

30. Presenthy the debtors of the company pay after 80 dayvs, However, the factor has agreed to pay
after 60 days only. o, the investment in debtors will be reduced by 20 days. The annual charge
in cash flows through entering into a factoring agreement is:

Particulars 4
Factoring commission {90,00,000 = 2%) {1,80,000]
Administration cost saved L,00,000
Bad debts saved (90,00,000 = 0.50%) 45,000
[nterest saving [{{90,00,000 x 80/360) - (90,00,000 x 60/360]] = 80% x 15%)] 249,178
Net Benefit 24,178
Recommended to enter into factoring agreement as it will provide annual benefit of $24,178.
1.5 365

A1. Annual benefit of accepting the discount =100 =18.53%

"
100—-1.5 40-10
Annual cost = Opportunity cost of foregoing interest on investment = 159
If average invoice amount is T10,00,000.

if discount is

Accepred Not accepied

<] )
Fayment to supplier 9.85,000 10,00,000
Return on investment of 985,000 for 30 days
[9.85.000 = {(30/365) x 15%] - (12,144]
9,485,000 987,856

Thus, from above table it can be seen that it is cheaper to accept the discount.

R Financial Management @




PART

Strategic Management



1 3 Introduction to Strategic

Management
N

B MEANING AND NATURE OF STRATEGIC MANAGEMENT

In-charge of organisational affairs.
Management as key Making organisation a purposeful and productive entity.
g Brings together/inte grates the resources to whole functioning unit

The functions include Flanning, Organising, Directing, Staffing &

Management as set of Control which are closely interrelated.

functions It starts from planning and ensure to achiove what is planned.

Thus, Management is an influence process o make things happen,

to gain command over phenomena, to induce and direct events and
Management people in a particular manner.

It is backed by power, competence, knowledge and resources.

B CONCEPTOF STRATEGY
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The common thread among the organization’s activities and product-markets that
defines the essential namre of business that the organization has or planned to be in
future,

A unified, comprehensive and integrated plan designed to assure that the
basic objectives of the enterprise are achieved.

-- William F. Glueck.

Straregy is no substcute for sound, alert and responsible management, [t must be recognised that
strategy can never be perfect, flawless and optimal. It isin the very nature of strategy that it is flexible
and pragmatic to take care of sudden emergencies, pressures, and avoid failures and frustrations. In
a sound strategy, allowances are made for possible miscalculations and unanticipated events.

Large organisations, strategies
are formulated

g Corporate Level @ Divisional Level tlv.lillli Functional Level

Strategy is Partly Proactive and Partly Reactive

A company ' s strategy is typically a blend of:

o Proactive actions onthe part of managers to improve the company’s market position and financial
performance.

E.g:- Exercising may be ditficultand a struggle, but it's a proactive strategy to make sure you're fitand
healthy well into the future.

E.g:- Amazon notifies the customer in advance in case of any delay in delivery withouet the customer
even making an enquiry.

o Reactions to unanticipated developments and fresh market conditions in the dynamic business
envirenment.

E.g:- Online classes of all levels at times of Covid-149.

E.g:- Shifting the factory of Tata Car from West Bengal to Gujarat when there were disturbances in
West Bengal.

In other words, a company uses both proactive and reactive srategies to cope up the uncertain

business environment. Proactive strategy is planned strategy whereas reactive strategy is
adaptive reaction to changing circumstances.
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A company’s actual strategy is partly planned & partly readlive

1 Abandoned strategy
| Proactive strategy elements
Compary T :
experiences, New initiatives plus ongoing strategy elements
lenow ~-how continued from prior periods lLatest version
resources, Strength, 4 of company
YWeakmesses and i : ) ) strategy [Actual
Competition Adaptive reactions to changing circumstinces strategy]
capabilities
s Reactive strategy elements

o Strategy partly is deliberate and proactive, standing as the product of management’s analysis
and strategic thinking about the company’s situation and its conclusions about how to position
the company in the marketplace and tackle the task of competing for buyer's patronage.

o Not every strategic move is the result of proactive planning and deliberate management
design. Things happen that cannot be fully anticipated or planned hor When market and
competitive conditions take an unexpected turn or some aspect of a company’'s strategy hits a
stone wall, some kind of strategic reaction or adjustment is required,

2 Strategy helps unravel complexity and reduce uncertainty caused by changes in the
environment. It also means to identify existing problems and solving them by executing
revolutionary ideas. [t would be pertinent to mention one such example in the recent times,
that is UPL, Unified Payments Interface.

Is this a Strategy?

A ketchup brand making a healthier ketchup with less sugar and preservatives o attract
more customers by letting parents feel safe about their kid's consuming ketchup. Can this be
called a strategy?

Ans, Yes, itisabusiness strategy to fight competition and te adaptwith changingexternal environment
(people becoming health conscious is external environment factor).

B STRATEGIC MANAGEMENT

g ‘Strategic management’ refers to the managerial process of
o Developing a strategic vision,

Setting objectives,

Crafting a strategy,

Implementing and evaluating the strategy, and

Finally initiating corrective adjustments were

deemed appropriato.

The process does not end, it keeps going on in a cyclic manner
o Strategic management involves
o Developing the company’s vision,
o Environmental scanning {both external and internal),
@ Strategy formulation,
o Strategy implementation and
& Evaluation and control,
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o Originally called, business policy, strategic management emphasizes the monitoring and
evaluation of external opportunities and threats in the light of a company’'s strengths and
weaknesses and designing strategies for the survival and growth of the company.

g The two fold objectives of strategic management are:

o To create competitive advantage (unigue and valued by customer] so that company can
outperform the competitors.

@ To guide the company successfully through all changes in the environment ie. to react in
the right manner.

B IMPORTANCE/ADVANTAGES OF STRATEGIC MANAGEMENT
g Charles Darwin:- Survival of the fittest °, the only principle of survival for all organizations,

where ‘fittest’ are not the largest’ or ‘strongest’ organizations but those whao “l’
can change and adapt successfully to the changes in business environment. “. .’"

@ Many business giants have follewed the path of extinction failing to manage
drastic changes in the business environment.
For example, Bajaj Scooters, LML Sconters, Murphy
Radio, BPL Television, Videocon, Nokia, kodalk and 50 on.
Thus, it becomes imperative 2 stidy Business Stratedgy.
o Rusinesses follow the war principle of ‘win or lose’, and only in a small number of cases, win-

win situation arises. Hence, each organization has to build its competitive advantage over the
competitors in the business warfare in order to win.

@  This can be done only by following the process of strategic management-

O The major benefits of strategic management are;

Importance of Strategic Management

| | | |
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1. Adirection to the Gives a direction to the company to mcve ahead. It helps define the

company goals and mission. It helps management to define realistic objectives
and goals which are in line with the vision of the company.

Z. Organisations to be Organisations are able w analyse and take actions instead of being

proactive instead of mere spectators. It helps organisations to be proactive instead

reactive of reactive in shaping its future. [t helps them in working within

vagaries of environment and shaping it, instead of getting carried
away by its turbulence or uncertainties.

3. Frameworks for all Frameworks for all major decisions of an enterprise such as
major decisions decisions on businesses, products, markets, manufacturing facilities,

investments and organisational structure.

4. Prepares the Seeks to prepare the organisation to face the future and act as
organisation to face the | pathfinder to various business opportunities. Organisations are able
future to identify the available opportunities and identify wavs and means

to reach then

5. Acorporate defence Serves as a corporate defence mechanism against mistakes and
mechanism against pitfalls. It helps organisations to aveld costly mistakes in product

mistakes and pitfalls market choices or investments.

6. Enhance the longevity |Ithelps to enhance the longevity of the business. With the state of

of the business competition and dynamic environment it may be challenging for
organisations ta survive in the long run. Actions over expectations is
what stratepgic managemaont ensures,

7. Develop certain core [t helps the organisation to develop certain core competencies and
com petencies competitive advantages that would facilitate assist in its fight for
survival and growth.

B LIMITATIONS OF STRATEGIC MANAGEMENT

 Difficult to estic
mate competitor's
; response. -

- Lemplexand
urbulent Environ-
ment

'-.Tl.mc-mnsuming-.':‘

el Lostly Process .'

The presence of strategic management cannot counter all hindrances and always achieve success, Let
us discuss them briefly:

It is difficult to understand the complex
environment and cxactly pinpoint how it
will shape-up in future, The organizational
estimate about its future shape may awfully
go wrong and jeopardisc all strategic plans.
'E'm! plex and Turbulent E.g:- Two-Wheeler Electric Vehicles
Environment brands counted on strategic benefits they

would have because ofthe huge pushfrom the governmentforelectric
mobhility. However, customers are getting reluctant to purchase EVs
due to the safety concerns amid the frequent incidents of battery’s
catching fire. So, strategy cannot overcome a turbulent environment.
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Organisations spend a lot of ime in preparing, t:ummumc:atmg the
strategies that may impede daily operations it :

; and negatively impact the routine business. - -
Time-consuming Process | prapningand strategizing are important but - = g

putting them in action is where the actual
success lies,

Strategic management adds a lot of expenses to an organization.
Expert strategic planners need to be
engaged, efforts are made for analysis of

external and internal environments devise o
Costiy-Erockas strategies and properly implemeant, These ? 'ﬁ
can be really costly for organisations with
limited resources particularly when small
and medium organisation create strategies to compete.

Cinata

Difficult to cstimate Competition is unpredictable, Since all Organizations are trying to
compelilor’s respuonse move strategically, it is difficult to estimate com petitive response to
Firm's strategy.

Eg:- Apple changed the marketdynamics .
of the speaker industry by choosing "f‘:.;
to remove 3.5mm audio jack from =
iPhones. Now, to be relevant in the ‘ﬂ —
market, all major speaker hrands
had to put concentrated efforts to develop their own true
wireless speakers [TWS) and compete with new enirants.

Why do 5 opt for sira e [ its i (1}

Strategic Management is a ime consuming and costly process, yet all organization’s want to do
fndulge into it Why?

Ans. Because even though it has its limitations, its importance cutweighs its shortcomings. A
business cannot aperate and succeed without proper strategic management.

Wiy,
-'.ln"“
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B STRATEGIC INTENT (VISION, MISSION, GOALS, OBJECTIVES & VALUES)

o Strategic intent refers to purposes of what the crganisation " ?

o Strategic intent provides the framework within which the
the corporate level. It could be expressed as the business definition and business model at the
expression of aims to be achieved operationally, i.e., goals and ohjectives.

o Strategic Management is defined a5 a dymamic process of formulation, implementation, evaluation,
strives for senior managers must define “what they want to
firm would adopt a predetermined direction and would eperate to achleve strategic objectives.
business level of the organisation.
TR Strategic Management {f

?nntinLEHWI af strategics to realise the orpanisation’s strategic m m m
do” and “why they want to do”.
o Strategic intent could be in the form of vision and mission statements for the organisation at
o Strategic intent is generally stated in broad terms but when stated in precise terms it is an
\




Component of Strategic Intent
Values /Value System

Strategic Intent

Vision implies the blueprint of the company’s future position. It describes
where the organisation wants to land. It deplices the
Yision organisation’s aspirations and provides a glimpse of

what the organisation would like to become in future. ?“L VEI ﬁ“.i

Mission delineates the firm's business, its goals and ways to reach the goals.

It is designed to help petential shareholders and

irvestors understand the purpose of the firm A |

Mission mission statements helps toidentify, what business Issﬁﬂﬁ
the firm undertakes’ It defines the present M » ' R
capabilities, activities, customer focus and role in

sOCiety

{znals are the end results, that the organisation attempts to achieve. On the

other hand, objectives are time-based measurable time-based measurable

targets, which help in the accomplishment of goals.

These are the end results which are to be attained

with the help of an overall plan, over the particular

perind. However, In practice, no distinction is made

between goals and objectives and both the terms

are used interchangeably.

The vision, mission, business definition, and business model  explains the

philosophy of the organisation but the goals and objectives represent the

results to be achieved in multiple areas of business.

While Strategic Intent is the purpose that an organisation alms to achieve,

Values form the omnipresent foundation of each and every decision that the

management takes.

Values are the deep-rooted principles which guide an organisation’s decisions

and actions. Collins and Porras succinctly define core values asbeing inherent

and sacrosanct; they can never be compromised, either for convenlence or

Values /Value System | short-term economic gain.

Values often reflect the values of the company's founders-Hewlett-Packard's

celebrated "HP Way™ is an example. They are the source of a company’s
distinctiveness and must be maintained at all costs,

Goals & Objectives
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Vision
O Very early in the strategy making process; =
_ o T e il ¢ 5:;
o Top management's views about the company's direction and {._,} @ 3
: : i
i

the product- customer-market-technology focus constitute the
strategic vision for the company;

o Strategic vision thus points out a particular direction, charts a
strategic path to be followed in future, and moulding organisational identity.: A clearly articulated
strategic vision communicates managemont’s aspirations to stakeholders and helps steer the
energies of company personnel in & common direction.;

Eg.:-

1. HDFC Bank Ltd., one of the largest banks in India has clearly defined its Vision of being a world
class Indian bank. This vision helps them keep in mind, “where we want to go’, as the central
thought of their strategic decision making,

2. LIC Lul, the largest insurance company of India has defined its visions as - A trans-nationally
competitive financial conglomerate of significance to societies and Pride of India.

3. Apple Inc's CEO Tim Cook defined the vision of the company as - "We believe that we are on the
face of the earth to make great products, and that's not changing.”

Essentials of a Strategic Vision

0  The entrepreneurial challenge in developing a strategic vision is to think creatively about how to
prepare a company for the future.

o Forming astrategic vision iz an exercise in intellipent entreprencurship.

o Awell-articulated strategic vision creates enthusiasm among the members of the erganisation.

o The best-worded vision statement clearly illuminates the direction in which organisation is
headed.

B MISSION

A mission 1s an answer to the basic question ‘what business are we in and
what we do’, It has been observed that many firms il to conceptualise and
articulate the mission and business definitdon with the required claricy

Firms working to manage their organisation strategically cannot be lax in
the matter of mission and business definition, as the twoideas are absolutely
central to strategic planning.

Why should an Organisation have a Mission?

To ensure unanimity of purpose within the organisation.

To develop a basis, or standard, for allocating organisational resources,

To provide a hasis for motivating the use of the organisation’s resources,

To establish a general tone or organisational climate, to suggest a business- like operation.

Toserve as a focal point for those who can identify with the organisation’s purpose and direction.
To facilitate the translation of objective and goals into a work structure involving the assignment
of tasks to responsible elements within the organisation.

o Tospecify organisational purposes and the translation of these purposes into goals in such a way
that cost, ime, and performance parameters can be assessed and controlied.

R Strategic Management ﬁ
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E.g:-

1. HDFC Bank has two-fold mission: first, to be the preterred provider of banking services for target
retail and wholesale customer sepments. The second is to achieve healthy growth in profitability,
consistent with the bank's rislkk appetite.

2. LIC Ltd.s Missionis - Ensure and enhance the quality of life of people through financial secarity by

providing products and services of aspired attributes with competitive retums, and by rendering
resources for economic development.

3. Apple's mission has been defined as - "to bring the bestuser experience to its customers through
innovative hardware, software, and services.”

Following points are useful while writing a mission of a company:

o One of the roles of 2 mission statement is o give the organisation its own special identity,
business emphasis and path for development - one that typically sets it apart from other similarly
positioned companies.

g Acompany's business is defined by what needs it is trying to satsfy, which customer groupsitis
targeting and the technologies and competencies it uses and the activities it performs.

o Good mission statements are - unigque to the organisation for which they are developed.

What is our mission? And what business are we in?

The well-known management experts, Peter Drucker and Theodore Levitt were among the first to

agitate this issue through their writings.

B GOALS AND OBJECTIVES

Business organisation translates their vision and mission into geals and objectives.
Goals are open-ended attributes that denote the future states or
OUECOmEes.

Objectives are close-ended attributes which are precise and
expressed in specific terms. Thus, the Objectives are more
specific and translate the goals to both long term and short-term
perspective.

Accordingly, we will also use the term Interchangeably. Objectives
are organisation’s performance targets - the results and outcomes it wants to achieve. They function
as yardsticks for tracking an organisation’s performance and progress.

Objectives with strategic focus relate to outcomes that strengthen an organisation’s overall business
pusition and competitive vitality.

Objectives, to be meaningful to serve the intended role, must possess the following characteristics:

o Objectives should define the organisation’s relationship with its environment.

They should be facilitative towards achievement of mission and purpose.

They should provide the basis for strategic decision-making.

They should provide standards for performance appraisal.

They should be concrete and specific.

They should be related to a time frame.

They should be measurable and controllable.

They should be challenging.

Lifterent objectives should correlate with each other

Objectives should be set within the constraints of organisational resources and extermal
environment.

0O OO DO DD OO Do
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Long-term objectives: Te achieve long-term prosperity, strategic planners commonly establish
long-term objectives in seven areas.

o Profitability

Productiviry

Competitive Position
Employes Development
Employvee Relations
Technological Leadership
g Public Responsibility
Long-term objectives represent the results expected from pursiuing certain strategies. Strategies represent.
the actions to be taken to accomplish long-term objectives. The time frame for objectives and strategies
should be consistent, usually from two to five years.

Short-range chjectives can be identical to long-range chjectives ifanorganisation is already performing
at the targeted long-term level, For instance, If a company has an ongoing objective of 15 parcent
profit growth every year and is carrently achieving this objective, then the company's long-range
and short-range objectives for increasing profits coincide. The most important situation in which
short-range objectives differ from long-range ohjectives occurs when managers are trying to elevate
organisational performance and cannot reach the long-range target in just one year Short-range
ohjectives then serve as steps toward achieving long term objective.

B VALUES

"Business, as [ have seen it, places one great demand on yvou: it needs you to self- Impose a framework
of ethics, values, fairness and objectivity on yourself at all times.” - Ratan N Tata, 2006 {Source: TATA
Group Wehsite].

A few common examples of values are - Integrity, Trust, Accountability, Humility, Innovation,
and Diversity.

A company’'s value sets the tone for how the people of think and behave, especially in situations of
dilemma, It creates a sense of shared purpose to build a strong foundation and foous on longevity of
the company's success

Values have both internal as well as external implications.
Intent vs Values - Which is a broader concept?
Sandeep, o human resource manager thinks that Intent is a bigger concept than Values, Is he
right?

Ans. Sandeep is not right, as Values and Intent are two different concepts. Intent is the purpose of
doing business while values are the principles that guide decision making of business. They both

go hand in hand, while the intent is sometimes driven by values. 5o, values more or so is wider
than Intent.

B STRATEGIC LEVELS IN ORGANISATIONS

O Artypical large organization 5 a multi-divisional organisation that competes in several different
businesses. It has separate self-contained divisions to manage each of these businesses.

E.g:-Patanjali has healthcare, FMCG, Organic Fooads, Medicinal Oils and Herbs, and various different
businesses.

o In such large organizations, strategies are formulated at three levels - corporate, business, &
functional level.

OO Ooao
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o General managers are found at the first two of these levels, but their strategic roles differ
depending on their sphere of responsibilio.

Levels of strategic management

CORPORATE LEVEL
CEQ, other senior executives, Hoard of Head office
directors, and Compaorate staff

BUSINESS LEVEL o et R
fodz : Division A Division B Division C

Divisional managers & staff

lfUN-I:'_TmI AL LEVEL g Business Business Business

PUHLTAOWE INA I R | REAIng, Functicn Functicn Function

finance, etc....)

o A strategic business unit, popularly known as SBU, is a fully-functional unit of a business that
has its own vision and direction, Typically, a strategic business unit operates as & separate
unit, but it is also an important part of the company.

Corporate Level managers consists of the Chief Executive Officer {CEQ), other
senior executives, the board of directors, and corporate staff.

They oversee development of strategies for

whole organization. For this his task includes:

{a] Defining vision, mission and objectives
of Organizaticn

{(h] Determining what businesses, it should
be in

Lorns N {r] Allocating resources among different

divisions
{¢] Formulating and implementing strategies that spanindividual businesses
{¢) Froviding leadership for Organization

{1 Acts as a linkage between Management and Shareholders Le., owner of
business.

Corporate level managers, especially CEQ is viewed as puardian of shareholder
welfare and must make strategies to maximize the wealth of shareholders.
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Strategic Business Units (SBUs) is self-contained Divisionwith its own business
functions like Finance, Human Resource, Sale & Marketing, Research &
Development et
A Principle General Manager or Dusiness
level manager is head of a division.
They are responsible for working of
Business level Division and overseeing all functions of
the Division.,
They are responsible to translate general
statements of direction of Corporate Level into concrete business plans.
Thus, whereas corporate-level managers are concerned with strategies that
span individual businesses, business- level managers are concerned with
strategles that are specific to a particular business.

Functional level managers are responsible for specific business Tunctions
in a division or company like marketing, Research & Development, Human
Resource, Finance etc.
Thus, a functional manager's sphere of respensibility is penerally confined to
one organizational activity.
Functional managers are also responsible for

{n] developing functional strategies in their area to fulfil strategic objectives

set by corporate and business level managers; and
(F) implementing/ executing strategies of corporate level and business
leve] managers.

They are closer to customers and provide most of information that enable
corporate level and business level managers to formulate realistic and
attainable strategies.

Functional level

o Anequally great responsibility for managers at the operational level is strategy implementation:
the execution of corporate and business-level plans.

Mr Corporate Strategy Where to
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Which is better - Top-Down Approach or Bottom-Up Approach?
Do you know the concepts of Top-Down and Bottom-Up approach of decision making?

Ans. A top-down approach to decision making is when decisions are made solely by leadership at the
top Le. corporate level of management, while the bottom-up approach gives all teams across the
levels a voice in decision making.

B NETWORK OF RELATIONSHIP BETWEEN THE THREE LEVELS

o There are 3 major types of networks of relationship between the levels and also amongst the
same levels of a business;

It is an independent relationship, where each function or a division is run
independently headed by the uncion/division head, who is a business level
Functional and Divisional | manager, reporting directy to the business head, who is a corporate level
Relationship managen Fundions maybe like Finance, Human Resources, Marketing, etr.
while Divisions may depend on the products like for a toys manufacturer -
kid's towrs, teenager toys, et could be divisions.

All positions, from top management to staff-level employees, are in
the same hlerarchical position. It Is a flat structure where everyone
is considered at same level. This leads to openness and transparency
In work culture and focused more on idea sharing and innovation.
This type of relaticonship between levels is more sultable for startups
where the need to share ideas with speed Is more desirable,

It features a grid-like structure of levels in an organisation, with
teams formed with people from various departments that are built
for temporary task-based projects, This relationship helps manage
huge conglomerates with ease where itis nearly impossible to track
and manage every single team independently.

In Matrix relationship - there are more than one business level
managers for each functional level teams. It is complex for smaller
organisations, but extremely useful for large organisations.

Horizontal Relationship

Matrix Relationship

TEST YOUR KNOWLEDGE - MCQ5S

1. Strategy is a game plan used for which of the following?
o] To take market position
[B] To attract and satisty customers
(c] Torespond to dynamic and hostile environment
(d] All of the above

2. Which of the following is correct?
(@) Strategy is always pragmatic and not flexible
(B] Strategy is not always perfect, flawless and optimal
(€] Strategy is always perfect, flawless and cptimal
[} Strategy is always flexible but not pragmatic
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3. Strategy is:
(a] Proactve in action (P] Heactive in action
(c] A blend of proactive and reactive actions (6] None of the above
4. Reactive strategy can also be termed as-

(a] Flanned strategy (] Adaptive strategy
(c] Sound strategy (d] Dhnamic strategy
5. Formulation of strategies and their implementation in a strategic management process is
undertaken by-
(@) Top level executives (B] Middle level executives
(€] Lower level executives (d] All of the above

6. Which of the following are responsible for formulating and developing realistic and
attainable strategies?

[a] Corporate level and buginess level managers

[(B] Corporate level and functional level managers

(] Functional managers and business level managers

{d] Corporate level managers, business level managers and functional level managers

7. Which of the following managers’ role is to translate the general statements/ strategies
into concrete strategies of their individual businesses-

(o] Supervisor (/) Functional manager
{c] CED of the company {cd] All of the above
8. Which statement should be created lirst and foremost?
(o] Strategy (B] Vision (] Objectives [d] Mission

9. 5trategic management enabhles an organisation to
responding to threats in their business environment.

[a] Be proactive (b] Determine when the threat will subside
(€] Awoid the threats (d] Defeat their competitors
10. Read the following three statements:
(i) Strategies have short-range implications
{ii) Strategies are action oriented
(iii) Strategies are rigidly defined
From the combinations given below select an alternative that represents statements that

instead of companies just

————)

are true;
(@) (i) and (ii) (k) (i) and (iii)
(c] {ii) and [ii) () €00, (1) and iif]

11. What involves formulating, implementing, and evaluating cross-functional decisions that
enable an organization to achieve its abjectives?

[a] Strategy formulation (&) Strategy evaluation
[c] Strategy implementation [d] Strategic management
12. Strategic management allows an organization to be more
[a] Authoritative (B) Participative
(] Commanding (el Proactive
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ANSWER KEY

1; (d) 2. (b} 5 {c) 4. (b) 0 [d} 6. (d)
7. | (b) B. b} | . fa) | 10. | @) | 11. | (@) | 22. | {d)

TEST YOUR KNOWLEDGE - CASE STUDIES

1. Mr: Raj has been hiresas a CEQO of XYZ Ltd. a FMCG company that has diversified into affordable
cosmetics. The company intends tolaunch Feelgood brand of cosmetics. XYZ wishes to enrich the
lives of people withits producisthatare good for skinandare producedinecnlogically beneficial
manner using herbal ingredients. Draftvision and mission statement that may be formulated
by Raj. (sM)

Ans. Feelgood brand of cosmetics may have following vision and mission:
Vision - Vision implies the blueprint of the company's future position. [t describes where the
organisation wants to land Mr Raj should aim to position ™ Feelgood cosmetics™ as India's beauty
care company. It may have vision to be India’s largest beauty care company that improves looks,
give extraordinary feeling and bring happiness to people.
Mission - [t delineates the firm's business, its goals and ways to reach the goals. It explains the
reason for the existence of the firm in the society: It is designed to help potential shareholders
and investors understand the purpoese of the company.
Mr. Raj may identify mission in the following lines:
@ Tobein the business of cosmetics to enhance the lives of people, give them confidence to lead.
o To protect skin from harmful elements in environment and sun rays.
o To produce herbal cosmetics using natural ingredients.

2. Yummy Foods and Tasty Foods are snccessfully competing in the business of ready o
edt snacks in Patna. Yummy has been pioneer in introducing innovative products. These
products will give them goods sale. However, Tasty Foods will introduce similar products
in reaction to the products introduced by the Yummy Foods taking away the advantage
gained by the former.

Discuss the strategic approach of the two companies. Which is superior? (5M)

Ans. Yummy foods i3 proactive in its approach. Om the other hand, Tasty Food is reactive. A proactive
strategy is a planned strategy whereas reactive strategy is an adaptive reaction to changing
clrcumstances. A company's strategy is typically a blend of proactive actions on the part of
managers to improve the company's market position and financial performance and reactions
to unanticipated developments and fresh market conditions.

If organisational resources permit, itis better to be proactive rather than reactive. Being proactive
in aspects such as introducing new products will give vou an advantage in the mind of customers.

At the same time, crafting a strategy involves stitching together a proactive fintended strategy
and then adapting first one piece and then another as circumstances surrounding the company’s
sitnation change or hetter options emerge-a reactive fadaptive strategy. This aspect can be
accomplished by Yummy Foods,

3. Ramesh Sharma has fifteen stores selling consumer durables in Delhi region. Four ofthese
stores were opened in last three years. He believes in managing strategically and enjoyed
significant sales of refrigerator, televisions, washing machines, air conditioners and like
till four years back. With shift to the purchases to online stores, the sales of his stores came
down to about seventy per cent in last four years.
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Analyse the position of Ramesh Sharma in light of limitations of strategic management.
(5M)
Ans. Ramesh Sharma, is facing declining sales on account of large-scale shift of customers o online
stores. While he is using the tools of strategic management, they cannot counter all hindrances
and always achieve success. There are limitations attached to strategic management as follows:
2  Environment under which strategies are made is highly complexand turbulent. Entrvof online
stores, a new kind of competitor brought a different dimension to selling consumer durables.
Online stores with their size power could control the market and offer stiff competition to
traditional stores,
= Another limitation of strategic management is that it is difficulr to predict how things will
shape-up in future. Ramesh Sharma, although managing strategically failed to see how online
stores will impact the sales,
2 Although, strategic management is a time-consuming process, he should continue to manage
strategically. The challenging times require more efforts on his part.
< Strategic management is costly. Ramesh Sharma may consider engaging experts to find out
preferences of the customers and attune his strategies to better serve them in a customized
manner. Such customized offerings may be difficult to match by the online stores.
2 The stores owned by Ramesh Sharma are much smaller than online stores, It s very difftcult
for him to visualize how online stores will be moving strategically.

4. Sharma Singh, the procurement department head of Cyclix, a mountain biking equipment
com pany, was recently promoted to look after sales department along with procurement
department. His seniors at the corporate level have always liked his way of leadership and
are assured that he would ensure the im plementation of policies and strategies to the best
ol his capacity buy have pever involved him in decisions making ol the company.

Do vou thing this is the right approach? Validate your answer with logical reasoning around
management levels and decision making. (SM)

Ans. Functional managers provide most of the information that makes it possible for business and
corporate level managers to formulate realistic and attainable strategies.
This is 50 because functional managers like Dharam Singh are closer to the customers/suppliers/
operations than the typical general manager is. A functional manager may generate important
ideas that subsequenty may become major strategies for the company. Thus, it is important for
general managers to listen closely to the ideas of their functional mangers and involve them in
decision making.
An equally great responsibility for managers at the operational level is strategy implementation;
the execution of corporate and business level plans, and if they are invobred in formulation, the
clarity of thoughts while implementation can benefit too.
Thus, the approach ot Cyicix Corporate management is not right. They should imvolbre Dharam
Singh, as well as other functional managers too in strategic management.

5. ABCLimited is in a wide range ofbusinesses whichinclude apparels, lifestyle products, furniture,

real estate and electrical products. The company is looking to hire a suitable Chief Executive
Officer. Consider yourself a the HR consultant for ABC Limited, you have been assigned the task

to enlist the activities imvolved with the role of the Chiel Execative Officer. Name the strategic
level that this role belongs to and enlist the activities associated with it. (SM, Jan 2021)
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Ans. The role of Chief executive Officer pertains to corporate level,

The corporate level of management consist of the Chief executive Officer (CEQ) and other top-
level executives. These individuals occupy the apex of decision making withing the organisation.

The role of CEO (Top Management/corporate level managers) is too:

Chversee the development of strategies for the whole organization;

Defining the mission and goals of the organization;

Retermining what business it should be ing

Allocating reources amoung the different businesses;

Formulating and implementing strategies that span individual business;

Froviding leadership for the organization;

Ensuring that the corporate and business level strategies which company pursues are
consistent with maximizing shareholders wealth; and

@ Managing the divestment and acquisition process

TEST YOUR KNOWLEDGE - DESCRIPTIVE QUESTIONS

1. Define strategic management. Also discnss the limitations of strategic management? (May 2018)

Ans. The term “strategic management’ refers to the managerial process of developing a strategic vision,
setting objectives, crafting a strategy, implementing and evaluating the strategy.and initiating corrective
adjustments where deemed appropriate. The presence of stratogic management cannot counter all
hindrances and abways achieve success as there are limitations attached to sirategic management.
These can be explained in the following lines:

@ Environment is highly complex and twrbulent. It is difficult to understand the complex
envircnment and exactdy pinpoint how it will shape-up in future. The organizational
estimate about its future shape may awfully go wrong and jeopardize all strategic plans. The
environment affects as the organization has to deal with suppliers, customers, Eovernments
and other external factors,

@ Strategic management is a time-consuming process. Organizations spend a lot of time in
preparing, communicating the strategies that may impede daily operatons and negatively
impact the routine business,

o Strategic mandgement is a costly priess. Strategic management adds a Lot of expenses to
an organization. Expert strategic planners need to be engaged, efforts are made for analysis
af external amd internal environments, devise strategies and properly implement. These
can be really costly for organizations with limited resources particularly when small and
medium organizations create strategies to compete.

o Competition is unpredictable. In a competitive scenario, where all organizations are trving
to move strategically, it is difficult o dearly estimate the competitive responses to the
strategies.

2. List the different strategic levels in an organization. {Nov 2018)

Ans. There are three main strategic levels in an organization:
2 Corporate level: Consisting of CEQ, Beard of Directors and other senior executives.
2 Business level: Divisional Managers and staff,
o Functional level: Functonal Managers - Marketing, Finance, Production, Human Besource.

o o o o 9 QL C
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3. Why is strategy evaluation more difficult? Give reasons, (Dec 2021)

Ans. Strategic evaluation involves measuring and evaluating performance. The goals achisved are
compared with the desired goals to identify deviations and make necessary adjustments in
strategies or in the efforts being put to achieve those strategies.”

Reasons why strategy evaluation is more difficult today include the following trends:
o A dramatic increase in the environmant's complexity.
o The increasing difficulty of predicting the future with accuracy.
o The increasing number of variables in the environment.
2  The rapid rate of obsolescence of even the best plans.
@ The increase in the number of both domestic and world events affecting organizations.
o The decreasing time span for which planning can be done with any degree of certainty.

4. "The strategic management cannot counter all hindrances and always achieve success for
an organization.” Do you agree with this statement? Give arguments in suppaort of your
ANSWET. (Nov 2022)

Ans. Yes, it is true that the presence of strategic management cannot counter all hindrances and
always achieve success for an organization. This is on account of complex multiple forces actdng
oh business organization and limiting its success.

These limitations are on account of following factors:

2 Environment is highly complex and turbulent. It is difficult to understand the complex
environment and exactly pinpoint howit will shape-up in future. The organisational estimate
dabout its future shape may awfully go wrong and jeopandise all strategic plans.

o Strategic management is a time-consuming process. Organisations spend a lot of time in
preparing, communicating the strategies that may impede daily operations and negatively
impact the routine business.

o Strategic managementis a costly process. Strategic management adds a lotof expenses w
an organization particularly tw small and medium organisations, - Expert strategic planners
need to be engaged, efforts are made for analysis of external and internal environments
devise strategies and properly implement.

o Competition is onpredictable. In a competitive scenario, where all organizations are
trying to move strategically, it is difficult to clearly estimate the competitive responses to
the strategies.

5. “Strategicintent provides the framework within which the firm wounld adopta predetermined
direction and would operate to achieve strategic objectives.” In the light of this statement,
discuss the elements of strategic intent. (Nov 2022)

Ans. Strategic intent can be understood as the philosophical base of strategic management. It implies
the purposes, which an organizaticn endeavours to achieve. It is a statement that provides a
perspective. Strategic intent gives an idea of what the organization desires tm attain in future.
Strategic intent provides the framework within which the firm would adopt a predetermined
direction and would operate to achieve strategic chjectives,

Elements of stralegic management dare as follows:

(i} Vision: Vision implies the blueprint of the company's future position. It describes where
the organisation wants to land. [t depicts the organisation’s aspirations and provides a
glimpse of what the organization would like to become in future. Every sub system of the
organization is required to follow its vision.

{ii] Mission: Mission delineates the firm’s business, its goals and ways to reach the goals. It
explains the reason for the existence of the firm in the soclety. A mission statement helps
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to identify, “what business the company undertakes.) [t defines the present capabilities,
activites, customer focus and role in society:

(ili) Business Definition:[tseeks to explain the business undertaken by the firm, with respect to
the customer needs, target markets, and alternative technologies. With the help of business
definition, one can ascertain the strategic business choices.

(iv] Business Model: Dusiness model, as the name implies is astrategy for the e ffective operation
of the business, ascertaining sources of income, desired customer base, and financial details.
Rival firms, cperating in the same industry rely on the different business model due to their
strategic choice.

{v] GoalsandObjectives: Theseare the base of measurement. Goals are the end results, that the
organization attempts to achieve. On the other hand, objectives are time-based measurable
targets, which help in the accomplishment of goals. These are the end results which are to
be attained with the help of an overall plan. However, in practice, no distinction is made
between goals and objectives and both the terms are used interchangeably.

6. "Strategy is partly proactive and partly reactive”. Discuss. (5M, Nov 20118)

Ans. Strategy is partly proactive and partdy reactive. In proactive strategy, organisations will analyse
possible epvironmental scenarios and create strategic tramewaork atter proper planning and
set procedures and workc on these strategies in a predetermined manner. However, in reality
no company can forecast both internal and external environment exactly. Everything cannot be
planned in advance. It is not possible to anficipate moves of rival firms, consumer behaviour,
cvolving technolegies and so on.

There can be significant deviations between what was visualized and what actually happens.
Strategies need to be attuned or modified in the light of possible environmental changes. There
can be significant or major strategic changes when the environment demands. Reactive strategy
is triggered by the changes in the environment and provides ways and means to cope with the
negative factors or take advantage of cmerging oppertunitics.

7."Management at all levels develop strategies”. Explain the different strategies formulated
at different levels of management. (May 2023)
Ans. At different levels of management, various strategies are formulated to align with organizational
poals and objectives which are as follows:
Corporate-Level Strategies: At the highest level of management, corporate-level strategies are
developed. These strategies tocus on the overall direction and scope of the entire organization.
Major corporate-level strategies include Stability strategies, Growth strategies, Retrenchment
strategies and Combination strategies,
Business-Level Strategies: Dusiness-level strategies are developed by middle-level management
and focus on individual business units or divisicns within the organization. These strategies aim
to achieve competitive advantage within specific markets. Common business-level strategies
include Cost Leadership, Differentiation and Focus strategies.
Functional-Level Strategies: Functional-level strategies are formulated by lower-level
management or department heads responsible for specific functional areas, such as marketing,
finance, operations, or human resources. These strategies align with business-level strategies and
focus on achieving functional objectives. These strategies include Marketing strategies, financial
strategies, Dperations strategies, Research & Development strategy and Human Resource strategies,
In conclusion, management at all levels develops strategies that align with the organization's
goals. Corporate-level strategics determine the overall direction, business-level strategies focus
ot competitive advantage within specific markets, and funcienal-level strategies alm to achieve
functional objectives in support of the broader strategies.
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Strategic Analysis:

1 4 External Environment

B INTRODUCTION

o Organisations are distinguished based on their sige, type of products, s
markets, geographical coverage, legal status, and like because of vast = R —

. f
organisational diversity - 1
o Organisations do not operate in vacuum and in fact contnuously act and -
react to what happens outside their periphery. The factors that are outside ;" i
the business operations are typically referred to as organisational/business
environment which are shown below:
International :
Palitical-legal, Socio- [ Domestic Political-legal, | i
cultural, Economie, ~ aoclo-cultural, Economie, | Industry shaping
Demographic, Ecological Demographic, Ecological ang  competitive force
and Technological Technuological Environm Ji r|
Envircnment .
Firm's Firm's Intornal
stakeholders Environment
—

o The process of strategic formulation beging with a strategic analysis. Its abjective is to compile
infermation about internal and external environments in order to assess possibilities while
formulating strategic objectives and contemplating strategic actvities.

B STRATEGIC ANALYSIS

o Strategy formulation is not a task in which managers can

= = 3 |
get bywith intuition, opinicons, instincts, and creative thinking, h [ - [ | I‘r!: j?r
Judgements about what strategies to pursue nead tw flow mt | A

—t
|

.._:3

directly from analysis of a firm's external environment
and s internal resources and capahilities.

o A systematic approach to environmental assessment is
essential for managing risk and uncertainty.



g The strategic analysis is a component of business planning that has a methodical approach,
makes the right resource investments, and may assist business in achieving its objectve. [t
forces to think about the rivals and aids in the evaluation of business plans to stay ahead of the
competition.

The two important situational considerations are:
(1) Imdustry and competitive conditions, and
{2] An organisation's own capabiliies, resources, internal strengths, weaknesses, and market
position.

B STRATEGIC ANALYSIS

[Evaluation Current Vision Mission Goals Strategies |

g  Accurate diagnosis of the business situation is necessary for managerial preparation to decide
on a sound long-term direction, setting appropriate objectives, and crafting a winning strategy.
g  The strategic analysis is a continuous process which is not without limitations. There are two
major limitations of strategic analysis that we need to be aware of.
o First, it gives & ot of innovative options but doesn't tell which one to pick. The options can
be overlapping, confusing or difficult to implement.
o Second, it can he time consuming at times, hurting overall organisational functioning and
also strain other efficient innovations such as developing a new product or a service.

Issues to consider for Strategic Analysis:

A urrent strategy is the result of several

little choices taken over a period of time.

A management radically changes strategy
when they try to speed up the organisational | |
growth. Wi
Strategy is influenced by experience, but it

has o be updated when the results become clear It therefore, evolves
with time.

[a]) Strategy Evolves

Over a Period of
Time
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() Balamce of External
and Internal
Factors

(c) Risk

Strategy formulation involves matching
intfernal smrengths and  weakmesses with
external opportunities and threats.

E.g:- There may be pressures to enter a new

market due to high growth potential while

there may be constraints like bckof funds.
In reality, perfect match between them is not possible. Hence, strategic
analysis uses workable balance.

The complexity and intermingling of variables
in the environment reduce the strategic
balance in the organisation.

An important aspect of strategic analysis
is to identify potential imbalances or risks
and assess their consequences. A broad
classification of the strategic risk that requires
consideration in sftrategic analysis is given below:

Time
8 Short time L‘nnE time
E“ EExternalj Errors in interpreting the environment | Changes in the environment lead to
: cause strategic failure. obsolescence of strategy.
E' EIIIIE rnaﬂ Organizational capacity is unable to|Inconsistencies with the strategy are
E  cope up with strategic demands. developed on account of changes in
Lz internal capacities and preferences.

External risk is on account of inconsistencies between strategies and the forces in the epvironment.
Internal risk occurs on account of forces that are either within the organization or are directly
interacting with the organization on a routing basis,
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Framework of Strategic Analysis

ify, relative cost, new pmtlf '
human resources.

Market Analysis: Size, growth,
. pr ﬂl:ahlllt:,r mwum'"

tunities, threats, trends
ﬂ:rategh: uncertainties

':lemg constraints, and
incertainties

I'd'Enﬂf}" strategic alterns
Select strategy
il]lp_lemem the opera
Review strategies

B STRATEGY AND BUSINESS ENVIRONMENT

g Business strategist creates strategies and formulate policies considering both internal and
external factors.
o Strategy and Environment

el —
D

o The business environment is highly dynamic and continuously evolving. Strategists provide
an interface between the organizatonal abilities and the opportunities and challenges it must
deal within the larger environment
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g The term “business environment” refers to all external factors, influences, or situations thatin
some way affect business decisions, plans, and cperations. Organisational success is determined
by Its business environment, and even more from its relationship with it.

o Strategic management is imvolved with choosing a long-term direction in relation to these
resources and opportunities, There is a cloge and continuous interaction between a business
and its environment. This interaction helps in strengthening the business firm and using its
resources more effectively

o  Ithelps the husiness in the following ways:

Determine Find new needs and wants of the consumers, changes in laws, changes in
Opportunities & social behaviours, and tells what new products the competitors are bringing in
Threats the market ta attract consumers.

E A b w0 o The business is aware and understands the changes happening around, it can
for Growth plan and strategies to have successful business.,

Continuous The managers are motivated to continuously update their knowledge, under-
Learning standing and skills to meet the predicted changes in the realm of business.

Envircnmental understanding helps the business organizations to improve
their image by showing their sensitivity to the environment in which they ap-
et T T erate., Understanding the needs of the environment help to showcase that the
business is aware and responsive to the needs. It creates a positive image and
helps it to prosper and win over the competitors.

It helps the businesses to analyse the competitors' strategies and formulate
their own stratepgies accordingly. The idea is to flourish and beat competition
fur its products and services,

Meeling
Competition

o The chanpes happening in the external environment challenge organisations to find novel and
unique strategies to remain in business and succeed.

@ Strategic analysis covering internal and external environment is highly relevant and important
for the strategists in organisations in order to achieve competitive advantage, as well as ensure
high performance for survival and growth.

@ Strategic decisions are significant aspects of business management and are essental for the
success and continued existence,

o Two crucial aspects for the success include are the function of top manapgement and the method

of formulating strategic decisions. Improvement of strategic decisions is constant endeavour for
strategist.

B MICRO AND MACRO ENVIRONMENT

g The envircnment in which an organization exists can be described in terms of the opportunities
and threats operatng in the external environment apart from the strengths and weaknesses
existing in the internal environment.

o For making any strategic decision, they should be able to comprehend the facts available and
challenge the underlving assumptions.

o  The external environment can be categorised in two major types as follows;
o Micro environment
2 Macro envircnment
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Micro-environment

o Micro-environment is related to small area or immediate periphery of an organization. It
influences an organization regularly and directly.

o  Micro environment consists of suppliers, consumers, marketing intermediaries, competitors,
etc. These are specific to the said business or firm and affect its working on a direct and regular
basis.

o Within the micro or the immediate environment in which a firm operates we need to address
the following issuwes:

@ The employees of the firm, their characteristics and how they are organised.

The existing customer base on which the firm relies for business.

The ways in which the firm can raise its finance.

Who are the firm suppliers and how are the linls between the two being developed?

The local community within which the firm operates,

@ The direct competition and their comparative performance,

o The factors in micro environment often relate an organization to the macro issues influencing
the way a firm reacts in the market place.

)
ia
i
a

Macro environment
o Macro environment is the portdon of the outside world that significandy affects how an
organisation operates but is typically much beyond its direct control and influence.
g Elements of Maaro Environment
o Macro environment has broader dimensions as it consists of economic, socio- cultural,
technological, political and legal factors.
& The classification of the relevant envircnment into components or sectors helps an
organization to cope with its complexity, comprehend the different influences operating,
and relating the environmental changes to its strategic management process.,

o The environment includes factors outside the firm which can lead to opportunities for; or
threats (o the firm. Although, there are many foctors, the most importani of the foclors are
sodo-econmmic, techinological, supplier, competitors, and government” -Gluek and Jauch

o Demographical analysis considers factors such as race, age, income,
education, possession of assets, house ownership, job position, regilon,
and the degree of education. Data about these qualities across homes and
within a demographic variable are of importance to both businesses and
economists.

o Considering demographics is ot immense importance for any business,

Demographic Business Organizations need to study different demographic factors.

Particularly, they need to address following issues:

= What demographic trends will affect the market size of the industry?
2 What demographic trends represent opportunities or threats?

o [dentfying the implicadons of changing demographic characteristics or
population components for a future strategic competithreness is often a
challenge for strategists,

Environmenl
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o It represents a complex group of factors such as social traditions, values
and beliefs, level and standards of literacy, the ethical standarnds and state
of society, the extent of social stratification, conflict, cohesiveness and so
forth.

o It differs from demographics in the sense that it is not the characteristics
of the population, but it is the behaviour and the belief system of that

Socio-Cultural poplation.

Environment o Socio-cultural environment consists of factors related to human
relationships and the impact of social attitudes and cultural values which
has bearing on the operations of the organization.

= Businesses have to adjustto social norms and beliefs to operate successfully.
The social environment primarily affects the strategic managementprocess
within the organization in the areas of mission and objective setting, and
decisions related to products and markets.

2 The economic environment refers to the overall econemic situation around
the business and incinde conditions at the regional, national and global
levels,

o Income distribution pattern determine the business possihilities, The
Important point to consider is to find cut the effect of cconomic prospect,
growth and inflation on the operations of the business.

2 Hizher interest rates are detrimental for the busiresses with high debt In
the real estate market, they reduce the capability of the prospective bayers
to avail loan and pay instalments, thus lower the demand.

o Business is highly guided and controlled by government policies. Hence the
type of government running a country is a powerful influence on business.
A business has to conzider the changes in the regulatory framework and
their impact on the business. Taxes and duties are other critical areas that
may be levied and affect the business,

2 Businesses prefer to operate in a country where there is a sound legal
system. Businesses must understand the relevant laws relating to
companies, competition, intellectual property, foreign exchange, labour
and 5o on.

Economic
Environment

Political-Legal
Environment

2 Techmology has changed the way people communicate and do things.
Technology has alse changed the ways of how businesses operate now.

o Technology and business are linked and are interdependent onone another.

o Changes in technology have an effect on how a business runs its operations.
The technological advancements might require a business to drastically

Technological alter its operational, production and marketing strategies.

Environment o Technology can act as opportunity, when a business effectively adopts
technological innovations to their strategic advantage. However, at the
same time technology can act as a threat too.

o Artificial intelligence, machine learning, robotic process automation is
some of the new technological tools that businesses are adopting and can
act as both opportunity and threat to a business.
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B PESTLE-ATOOLTO ANALYSE MACRO ENVIRONMENT

g The term PESTLE is cften used to describe a framework for analysis of macre envircnmental
factors.

o PESTLE analysis involves identifying the political, economic, socio-cultural, technological,
legal and environmerntal influences on an organization and providing a way of scanning the
environmental influences that have affected or are likely to affect an organization or its policy.

g ‘PESTLE analysis is an increasingly used and recognized analytical tool, and itis an acronym for:

o  The advantage of this tool is that it encourages management into proactive and structured
thinking in its decision making.

The Key Factors

Political factors are how and o what extent the government intervenes in the
economy and the activities of business firms.

LT RETEOTEM Political factors may also influence goods and services which the government
wants to provide or be provided and those that the government does not want
to be provided.

Economic factors have major impacts on how businesses operate and take decisions.
Economic E.g:- interest rates affect a firm's cost of capital and therefore to what extent a

P business grows and expands.

: Exchange rates affect the costs of exporting goods and the supply and price of

imported gocds in an economy. '

Social factors affect the demand for a company’s products and how that com-

pany operdates.

Technological factors can determine barriers to entry, minimum efficient pro-

duction level and influence outsourcing decisions. Furthermore, technelogical

shifts can affect costs, quality, and lead to innovation.

Legal factors affect how a company operates, its costs, and the demand for its

products, ease of business.,

Envirenmental factors aﬂ-‘b._a:t industries such as tourism, farming, and insur-

gL ance. Growing awareness to climate change is affecting how companies oper-
Factors ate and the products thev offer--it is both creating new markets and diminish-

ing or de.itmying existing ones.

Sodal Factiors

Technological
Factors

Legal Factors

Strategic Analysis: External Environment 7 357 4




Summarize

ot and tl‘-:!.l.‘l.! cycles
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B INTERNATIONALIZATION OF BUSINESS

o  Enables a business to enter new markets in search of greater earnings and less expensive
resolrces.

o Additionally, expanding internationally enable a business to achieve greater economies of scale
and extend the lifespan of its products.

o A business can approach intermationalisation systemically with the aid of international strategy
planning.

o Characteristics of a global business
To be specific, a global business has three characteristics:

@ It is a conglomerate of multiple units (located in different parts of the globe] but all finked
by common ownership.

o Multiple units draw on a commaon pool of resources, such as money, credit, information,
patents, trade names and control systems.

2 The units respond to some commaon strategy, Besides, 15 managers and shareholders are
also based in different nations.

Developing internationally

g  International developmentis expensive and challenging, Moving on in a thorough and structured
manner is thus the ideal approach to adopt.

g The steps in international strategic planning are as follows:

o BEvaluate global opportunities and threats and rate them with the internal capabilities.
2 Describe the scope of the firm's global commercial operations.

o Create the firm's global business objectives.

o Develop distinct corporate strategies for the glebal business and whole organisation.

Why do businesses go global?

o Technological developments and evolving political views are two important factors in the rapid
rise of multinational organisations.

g  Worldwide communication malkes it casier to define and implement global strategy by linking
corporate headquarters with their abroad operations. There are several reasons why companies
go global.

g These are explained as follows:

@ The first and foremost reason is the need to grow Often finding opportunities in the other
parts of the globe, organisations extend their businesses and globalise their operations.

@ There is rapid shrinking of time and distance across the globe, because of faster
communication, speedier transportation, growing financial flow of funds and rapid
technological changes.
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2 It is being realised that the domestic markets are no longer adequate. The competition
present domestically may not exist in some of the international markets.

o There can be varied other reasons such as need for reliable or cheaper source of raw-
materials, cheap labour, ete.

2 Companies often set up overseas plants to reduce high transportation costs. It may be
cheaper to produce near the market to reduce the time and costs involved intransportation.

o When exporting organisations fimd foreign markets to open up or grow big, they may
naturally look at overseas manufacturing plants and sales branches to gererate higher sales
and better cash flow.

2 The rise of services to constitute the largest single sector in the world economy; and regional
economic integration, which has involved both the world's largest economies as well as
certain developing economies.

= The apparent and real collapse of international trade barriers redefines the roles of state
and industry. The trend is towards increased privatization of manufacturing and services
sectors, less government interference in business decisions and more dependence on the
value-added sector to gain marketplace competithveness. The trade tariffs and custom
harriers are getting lowered, resulting in increased flow of business.

o Globalization has made companies in different countries to form strategic alliances o ward
off economic and technological threats and leverage their respective comparative and
competitive advantages.

B INTERNATIONAL ENVIROMMENT

An assessment of the external environment is the first step toward internationalisation.

o  Analysing international environment is important since it allows organisation to discover
apportunities in the global market and evaluate feasibilities ofcapitalising on these opportunities.

o Assessments of the international environment can be done at three levels: multinational,
regional, and country.

Multinational environmental analysis involves identifying, anticipating, and
ETEELELEGTET B monitoring significant components of the global environment on a large scale.
HRET LT TH S Understanding global developments covering economic and other macro
Analysis elements is important. These characteristics are evaluated based on their
present and expected future impact
Regional environmental analysis is a more in-depth evaluation of the critical
factors in a specific geographical area. The emphasis would be on discovering
market opportunities for a goods, services, or innovations in the chosen
location. '
Country Country environmental analysis has to take a deeper loock at the important
s L= L environmental factors. The analysis must be customised for each of the
Analysis countries to develop effective market entrance strate gies.

O

Eegional
Environmental
Analysis

o Intermational environment has become an inherent part of strategic management for businesses
of all sizes with global interests. It becomes more important for the people at the decision-making
levels to focus on factors comprising the international environment.

R, Strategic Management @




B UNDERSTANDING PRODUCT AND INDUSTRY

Business products have certain characteristics as follows:

1. Products are either tangible or intangible. A tangible product can be handled, seen, and
plivsically felt. Alternatively, an intangible product is not a physical good, such as telecom services,
banking insurance, or repair services

2. Product has a price. The dynamics of supply and demand influence the market price of an item
or service. The marlet price is the price at which quantity provided equals quantity desired. The
price that may be paid is determined by the market, the quality, the marketing, and the targeted
group. In the present competitive world price is often given by the market and businesses have
to work on costs to maintain profitability.

On account of competition, businesses are not able o fix market price by adding profit margin
o1 the oosis, Rather, they work on reducing the costs given the prevailing markel price.

3. Products have certain features that deliver satisfaction. Products should be able to provide value
satisfaction to the customers for whom they are meant. Features of the product will distinguish it
in terms of its uncton, design, quality and experience. A customer's cumulative experience with
a product from its purchase to the end of its useful life is an important component of a product
feature.

4. Product is pivotal for business. The product is at the centre of business around which all
strategic activities revolve. Product is the driving force behind business activities.

5. A product has a useful life. Every product has a usable life after which it must be replaced, as
well as a life cycle after which it is to be reinvented or may cease to axist.

B PRODUCT LIFE CYCLE
o  Animportant concept in strategic choice is that of product lite cycle {(PLL].
o PLC is an S-shaped curve which exhibits the relationship of sales with respect of time for a

product that passes through the four successive stages of introeducticn, growth, maturity and
iecline,

Firststage:- of PLCis the introduction stage with slow sales growth, in which competition is almost
negligible, prices are relatively high, and markets are limited. The growth in sales is at a lower rate
because of lack of awareness on the part of customers.

Second phase;- of PLC is growth stage with rapid market acceptance. In the growth stage, the
demand expands rapidly, prices fall, competition increases, and market expands. The customer has
knowledge about the product and shows interest in purchasing it

Third phase;:- of PLC Is maturity stage where there Is slowdown In growth rate. In this stage, the
competition gets tough, and market gets stabilized. Profit comes down because of stiff competition.
At this stage, organisations have to work for maintaining stability.

Fourth stage:- of PLC is declines with sharp downward drift in sales. The sales and profits fall down
sharply due to some new product replaces the existing product

S0, a combination of strategies can be implemented to stay in the market either by diversification
or retrenchment,
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o The main advantage of PLC approach is that it can be used to diagnose a portfolio of products
{or businesses) in order to establish the stage at which each of them exists.

o Particular attention is to be paid on the businesses that are in the declining stagea.

g  Depending on the diagnosis, appropriate strategic cholce can be made. For instance, expansion
may be a feasible alternative for businesses in the introductory and growth stages.

o Mature businesses may be used as sources of cash for investment in other businesses which
need resources.

o A combination of strategies like selective harvesting, retrenchment, etc. may be adcpted for
declining businesses.

B VALUE CHAIN ANALYSIS
o Value chain analysis is 2 method wsed by strategists o break down each process that their
business employs.

g This analysiz could be used to improve the sequence of operations, enhancing efficiency and
creating a competitive advantage.

o Value chaln analysis 15 a method of examining each activity in value chaln of a business in order
to identify areas for improvements. When you do a value chain analysis, you must analyse how
each stage in the process adds or subtracts value from the end preduct or service.

0 Value chain analysis has been widely used as a means of describing the activities within and
around an organization and relating them to an assessment of the competitive strength of an
organization {or its ability to provide value-for-money products or services].

o The two basic steps of identifying separate activities and assessing the value added from each
were linked to an analysis of an organization’s competitive advantage by Michael Porter.

E FIRM INFRASTRIFCTURE __’i‘
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g One of the key aspects of value chain analysis is the recognition that organizations are much
maore than a random collection of machines, material, money and people.

o  These resources are of no value unless deploved into activities and organised into systems and
routines which ensure that products or services are produced which are valued by the final
Consumer; usern

o Porter argued that an understanding of strategic capability must start with an identification of
these separate value activities,

o The primary activities of the organization are grouped into five main areas:

Inbound 4 : thuun-li- : rketing ]
(_lug'istil:ﬂ }E’&%perarlun% isaisvice }l:? g %( Service j

T'he activities concerned with receiving, stonng and distributing the inputs to
the product/service. Thig includes materials handling, stock control, transport.
ete. Like, transportation and warehousing,

Operations transform these inputs into the final product or service machining,
packaging assembly, testing, etc. convert raw materials in finished goods.
Collect, store and distribute the product to customers. For tangible products
Outbound this would be warehousing, materials handling, transport, et In the case of

[nbound
Logistics

Operations

Logistics services, it may be more concerned with arrangements for bringing customers

to the service, if it is a fixed location (e.g. sports events).

Provide the means whereby consumers /users are made aware of the product/

B T T service and are able to purchase it This would include sales administration,
Sales advertising, selling and so on. In pubtic services, communication networks

whith help users' access a particular service are often important.

service are all those activities, which enhance or maintain the value of a

product/service, such as installation, repair, training and spares.

Service

0  Each of these groups of primary activities are linked to support activities.
g These can be divided into four areas;
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The processes for acquiring the various resource inputs to the primary
Procurement activities {not to the resources themselves). As such, it cccurs in many parts
of the organization.
All value activities have a 'technology’, even if it is simply know-how. The key
Technology technologies may be concerned directly with the product {e.g R&D product
LoV LT Sl design] or with processes (e.p. process development] or with a particular
resource [eg. raw materials improvements].
A particularly important area which transcends all primary activities. It is
concerned with those activities invelved in recruiting. managing, training,
developing and rewarding peaple within the organization.
The systems of planning, finance, quality centrel, information management,
ete. are crucially important to an erganization's performance in its primary
activities. Infrastructure also consists of the structures and routines of the
organization which sustain its culture.

Human Resource
Management

Infrastructure

B INDUSTRY ENVIRONMENT ANALYSIS

o Industry analysis enable strategic understanding about the entire state of any industry and make
decisinns about whether the industry is a lucrative or not.

g The goal of the industry environment analysis, which is typically an important step of strategic
analysis, is to estimate the amount cf competitive pressures the business is presenty facing and
is expected to face in the near future.

o Analysing these elements enhances knowledge of surrounding and serves as the foundation for
dligning strategy with changing industry circumstances and realities.

B PORTER'S FIVE FORCES MODEL

o  Ewvery business operates in the competitive environment.

O  Porter's Five Forces analysis is a simple but efficient way for determining the key sources of
competition in business or industry,

o It is a powerful and widely used tool to systematically diagnose the significant competitive
pressures ina market and assess the strength and importance of each.

g Michael Perter believes that the basic unit of analysis for understanding is a group of competitors
producing goods or services that compete directly with each other.

g  The model holds that the state of competition in an industry is a composite of competitive
pressures operating in five areas of the overall market:

Eﬁe]m:ﬂures associated with the market mancewvring and jockeying for hu}ﬁ‘
that goes on among rival sellers in the industry.

E "Eﬂﬂﬂ.peﬁtim pressures associated with the threat of new entrants into the market, _5
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pressures ceming from the attempts of companies in other industries to win buy
over to thelr own substitute products.




The strategists can use the five-forces model to determine what com petition is like in a given
industry by undertaking the following steps:

Step-1
Identify the specific
mmpeutwe pressures.
ociated with each of )
five forces.

Threat of Mew
Entrants

Bargaining Power . Bargaining Power

of Suppliers

e

of Buyers

Threat of Substitute H
Products or

services
(%Suhslirutei)

By applying Forter's five forces model of industry attractiveness to their own industries, the manager
can gauge their own firm’s strengths, wealkinesses, and future oppartunities.

{I} The Threat of New Entrants

@ New entrants can reduce industry profitability because they add new production capacity
leading to an increase supply of the product even at a lower price and can substantially erode
existing firm's market share position.

o  The new capacity and product range they bring in throw up new competitive pressure. And the
bigger the new entrant, the more severe the competitive effect.

g To discourage new entrants, existing firms can try to raise barriers to entry. Barriers to entry

represent economic forces {(or hurdles”) that slow down or impede entry by other firms. These
are explained as follows:
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When a large amount of capital is required to enter an industry, firms lacking

funds are effectively barred from the industry, thus enhancing the profitability

of existing firms in the industre

Economies of scale refer to the decline in the per-unit cost of producticn [or

iR | R B other activity] as volume grows. A large firm that enjovs economies of scale
Scale can preduce high volumes of goods at successively lower costs, This tends to

discourage new antrants.

Product Product differentiation refers to the physical or perceptual differences, or
et i S enhancements, that make a product special or unique in the eyes of customers.

To make a switch, buyers may need to test a new firm's product, negotiate
new purchase contracts, and train personnel to use the equipment, or modify
e re TG DI facilitles for product use. Buyers often incur substantial fAnancial fand
psychological) costs in E‘L"FHI!I]IIZIE between firms. When such switching COStS
are high, buyers are often reluctant to change.

Brand identity is particularly important for infrequently purchased products
that carry a high unit cost to the buyver New entrants often encounter
significant difficulties in building up the brand identity, because to do so they

must commit substantial resources over a long period.
Acress 1o Despite the growing power of the internet, many firms may continue to rely
Distribution on their control of physieal distribution channels to sustain a barrier to entry
Channels to rivals.

sometimes the mere threat of aggressive retaliation by incumbents can deter
entry by other firms into an existing industry.

Eg:- Introduction of products by a new firm may lead incumbents firms to
reduce their preduct prices and increase their advertising budgets.,

Capital
Requirements

Brand Identity

Possibility of
Aggressive
Retaliation

(I} Bargaining Power of Buyers
g This force will become heavier depending on the possibilities of the buyers' forming groups or
cartels.

o The bargaining power of the buvers influences pot only the prices that the producer can charge
but also influences in many cases, costs and investments of the producer because powerful
buyers usually bargain for better services which involve costs and investment on the part of the
producer,

o Buyers of an industry’s products or services can sometimes exert considerable pressure on
existing firms to secure lower prices or better services.

o This leverage is particulary evident when:
E_ Buyvers have full knowledge of the sources of products and their substitutes, _!
E T]:Iejrspanﬂ a ot of money on the industry’s products i.e. they are big I:nu_'l.l'ers;e !
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(I} Bargaining Power of Suppliers

O The bargaining power of suppliers determines the cost of raw materials and other inputs of the
industry and, therefore, industry attractiveness and profitability

o Suppliers can influence the profitahility of an industry in a number of ways.

@ Suppliers can command bargaining power over a firm when:

Their products are
~ crucial to the buyer
and substitutes are not

available.

They are more
nncentrated than

buyers.

: &y can erect Iﬂﬂ. =
switching costs.

{(IV} The Nature of Rivalry in the Industry

o The intensity of rivalry in an industry is a significant determinant of industry attractiveness and
profitability.

0O The Intensity of rivalry can influence the costs of suppliers, distribution, and of attracting
customers and thus directly affect the profitability

o The more intensive the rivalry, the less attractive is the industry.

g Rivalry among competitors tends to be cutthroat and industry profitability low under various
conditions explained as follows;

A strong industry leader can discourage price wars by disciplining initiators of
(P et ettt ol such activity. Because of its greater financial resources, a leader can generally
outlast smaller rivals in a price wan

Even when an industry leader exists, the leader's ability to exert pricing
discipline diminishes with the increased number of rivals in the industry as
communicating expectations to players becomes more difficult,

When rivals operate with high fixed costs, they feel strong motivation toutilize
Fixed Costs their capacity and therefere are inclined to cut prices when they have excess
capacity.

Rivalry among competitors declines if some competitors leave anindustry. Exit

barriers come in many forms. Assets of a firm considering exit may be highly
specialized and therefore of lietle value to any other firm. Such a firm can thus
5 1R 5T i - A (ind no buyer for its assets. This discourages exit. When barriers to exit are
powerful, competitors desiring exit may refrain from leaving, Their continued
presence in an industry exerts downward pressure on the profitability of all
competitors.
Firms can sometimes insulate themselves from price wars by differentiating
their products from those of rivals. As a consequence, profitability tends to
- _F’""l"f“ be higher in industries that offer opportunity for differentiation. Profitability
UL BEUELR o 4t be lower in industries invalving undifferentiated commaodities.

Number of

Competitors

E.g:- Memory chips, natural resources, processed metals and railroads.
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Industries whose growth is slowing down tend to face more intense rivalry. As
industry growth slows, rivals must often fight harder to grow or even to keep
their existing market share. The resulting intensive rivalry tends to reduce
profitability for all,

(V) Threat of Substitutes

o Substitute products are a latent source of competition in an industry

o Substtute products offering a price advantage and/or performance improvement to the
consumer can drastically alter the competitive character of an industry. And they can bring it
about all of a sudden.

E.g:- Coir suffered at the hands of synthetic fibre.

A final force that can influence Industry profitability is the availability of substitutes for an
industry's product.

Slow Grawlh

E.g:- Real estate, insurance, bonds and bank deposits for example are clear substitutes for common
stocks, because they represent altemate ways to invaest funds.

The five forces together determine industry attractiveness/ profitability.
E.g:- Elements such as cost and investment needed for being a player in the industry decide industry
profitability, and all such elements are governed by these forces. The collective scrength of these

five competitive forces determines the scope to earn attractive profits. The strength of the forces
may vary from industry to industry

B ATTRACTIVENESS OF INDUSTRY

0  Theindustryanalysis culminates into identificaton of variows issues and draw conclusions abour
the relative attractiveness or unattractiveness of the industry, both near-term and long-term.
o The important facters on which the management may base such conclusions include:

@ The industry's growth potential, is it futuristically viable?

o Whether competition currently permits adequate profitability and whether competitive
forces will become stronger or weaker?

o Whether industry profitability will be favourably or unfavrourably affectad by the prevailing
driving forces?

@ The competitive position of an organisation in the industry and whether tts position is
likely to grow stronger or weakern (Being a well-entrenched leader or strongly positioned
contender in an otherwise lackluster industry can still produce good profitability; however,
having to fight an uphill battle against much stronger rivals can make an otherwise attractive
industry unattractive).

o The potential to capitalize on the valnerabilities of weaker rivals {perhaps converting an
unattractive industry situation into a potentally rewarding company opportunity).

2 Whoether the company is able to defend against or counteract the factors that make the
industry unattractive?

o The degrees of risk and uncertainty in the industry’s future.

The severity of problems confronting the industry as a whole,
o Whether continued participation in this industry adds impertantly to the firm's ability to be
successful in other industries in which i may have business interests?

Lo
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B EXPERIENCE CURVE
o Experience curve akin to a learning curve which explains the efficiency increase gained by
workers through repetitive productive worle.
o Experience curve is based on the commenly observed phenomenon that unit costs decline as a
firm accumulates experience in terms of a cumulative volume of production.
o Itis based on the concept, "we learn as we grow”,
o Experience curve results from a variety of factors such as learning effects, economias of scale,
product redesign and technological improvements in production.
0  Experience curve has following features:
A"
>H.s business organisation grow, they gain experience.
Experience may provide an advantage over the competition. Experience
is a key barrier to entry.
}!.-ELI‘EE and successhul organisation possess stronger “experience effect”,
A typical experience curve may be depicted as follows:
o As a business grows, it understands the High g
complexitics and benefits fromits experiences,
o The concept of experience curve is o
relevant for a number of areas in strategic =
management. =
o For instance, experience curve s E‘
considered a barrier for new firms 2
contemplating entry in an industry. e
g Thelikely strategic choice tor competitors
can be a market niche approach or gy > ligh
segmentation based on demography or Cumulative volume of production {1Inits)
geography.
B VALUE CREATION
g  The conceptof value creation was introduced primarily for providing products and services to
the customers with more worth.
o The concept teok more space in the business and organizations started discussing about the
value creation for stakeholders.
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g The value creation is an activity or performance by the firm to create value that increases the
worth of goods, services, business processes or even the whole business system.

o  This concept gives business a competitive advantage in the industry and helps them earn above
average profits freturns.

o  Competidve advantage leads to superior proficability

o Profitable a company becomes depends on three factors:
{o] thevalue customers place on the company's products;
(f] the price that a company charges for its products; and
(£] the costs of creating those products.

@ The value customers place on a product reflects the utlity they get from a product.

o Companies are ultimately aiming to achieve sustainable competitive advantage, which enables
them to succeed in the long run.

g Michael Porter argues that a company can generate competitive advantage in two different
ways, either through differentiation or cost advantage.

o According to Porter's, differentiation means the capability to provide customers superior
and special value in the form of product’s special features and quality or in the form of
aftersales customer service.

o As a result of differentiation, a company can demand higher price for its products or
services. A company will earn higher profits due to differentiation in case the expenses stay
comparable to the costs of competitors.

o Thedifferentiation and cost advantage will affecta company's ability to achieve competitive
advantage, butthere are many difterent organizational functions thatwill influence whether
a company can achieve cost advantage or differentiation advantage.

o Value chain analysis provides an excellent tool to examine the origin of competitive advantage.
It divides the organisatdens into two different strategically important group of activities, namely,
primary activities and supporting activities, which can help to comprehend the potential sources
for differentiation and to understand an organisation’s costs behaviour
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Market And Customer

o A market is a place for interested parties, buyvers and sellers, where items and services can be
exchanged for a price.

@  The market might be physical, such as a departmental store where people engage in person.

O They may also be virtual, such as an online market where buyers and sellers do not meet in
person but tools of technology to strike a deal.

@  LExample: it might be used to describe the stock exchange, where securities are traded.

o The term "marketing” encompasses a wide range of operations, including research, designing,
pricing, promaotion, trans portation, and distribution.

o OHten market activities are categorised and explained in terms of four Ps of marketing - product,
place, pricing, and promotion.

Customer

@ Acustomer is a person or business that buys products or services from ancther organisation.

o The terms customer and consumer are practically synonymous and are frequently used
interchangeably. There is, a thin distinction.

@ Individuals or businesses that consume or utilise products and services are referred to as

consumers. Customers are the purchasers of products and services in the economy, and they
might exist as consumers or only as customers.

Customer Analysis

g Customer analysis is an essential marketing component of any strategic business plan.

o Iltidentifies target clients, determines theirwants, and then defines how the product meets those
needs. Thus, it involves the examination and evaluation of consumer needs, desires, and wants.

o Customer analysis includes the administration of customer surveys, the study of consumer
data, the evaluation of market positioning strategies, development of customer profiles, and the
selection of the best market segmentation techniques.

Customer Behaviour
g Customer behaviour moves beyvond the identification of customers to explain how they purchase
products.

o Understanding the behaviours of customers enables businesses to establish effective marketing
and advertising campaigns, provide products and services that meet their needs, and retain
customers for repeat sales.

o Consumer behaviour may be influenced by 2 number of things. These elements can be categorised
into the following three conceptual domains:

External influences, like advertisement, peer recommendations or social
norms. The focus of external effects is on the numerous clements that have an
impact on customers ds they choose which needs to satisfy and which products
to use to do so. These aspects are divided into two groups - the company’s
marketing - efforts and the numerous envirenmental elements.

Intemnal processes are psychological factors internal to customer and affect
consumer decisionmaking. Consumerbehaviourisinfluenced by acombination
ofintemnal and external influences, including motivation and attitudes.

External
InNuences

Ioternal
Infloences
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Arational consumer, as decision maker would seek information about potential
decisions and carefully integrate this with the existing knowledge about the
product.

The stages of decision-making process can be described as:
2 Problem recognition, lLe, identify an existing need or desire that is
Decision Making unfulfilled
o Search for desirable altermmative and list them
o Seeking information on available alternatives and weighing their pros
and cons.
o Make a final choice
This behaviour of making decisions happens very frequently.
After making a decision and purchasing a product, the final phase in the

decision-making process is evaluating the outcome. The consumer's reaction
may vary depending upon the satisfaction.

Past-decision
Processes

;'- rnal Factors
Mariet Stimull

Intemal Decision Pu.nha.sla & Post
| oo [ 1 => Malﬂng,c)::} hase Acti

B COMPETITIVE STRATEGY

o Competition is a fundamental attribute of economic systems and business, and it is frequently
connected with smail and large organisations.

g The competitive strategy of a business is concerned with how to compete in the business areas
in which the organization operates.

g The competitive strategy of a firm within a certain business field is analysed using two criteria:
the creation of competitive advantage and the protection of competitive advantage.

o Animportant component of industry and competitive analysis involves delving into the industry's
competitive process to discover what the main sources of competitive pressure are and how
strong each competitive force is.

o This analytical step is essential because managers cannot devise a successful strategy without
in-depth understanding of the industry’s competitive character

0O  PFven though competitive pressures in various industries are never precisely the same, the
competitive process works similarly enough to use a common analytical framework in gauging

the nature and intensity of competitive forces.

B COMPETITIVE LANDSCAPE

o Competitive landscape is a business analysis which identifies competitors, either direct or
indirect.

o Competitive landscape is about identifying and understanding the competitors and at the same
time, it permits the comprehension of their vision, mission, core values, niche market, strengths
and weaknesses.,

g Understanding of competitive landscape requires an application of "competitive intelligence”.
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g Thus, understanding the competitive landscape is important to build upon a competitive

advantage.
g Stepstounderstand the Competitive Landscape

APNTHPR G T The firm's industry and have actual data about their respective market share,
LTS G T S This answers the question: Who are the competitors and how big are they?
The strategist can use market research report, internet, nowspapers, social

I O =T R T media, industry reports, and various other sources to anderstand the products
#1130 100 o o and services offered by them in different markets.

This answers the question: What are their product and services?
TS e This answers the questions: What are their financial positions?
TR T (al What gives them cost and price advantage?; What are they likely to do next?
of the How strong is their distribution network?
S BT What are their human resource strengths?
TR O [dentify the areas where the competitor is lacking or is weale Weaknesses {and
R N Ll strengths) can be identified by going through consumer reports and reviews
of the appearing in various media. Financial strength and weakness can always be
TS T [earnt from annual reports.
The strategist should put together all information about competitors and draw
inference about what they are not offering and what the firm can do to fill in the

SERETHn gaps. The strateglst can also know the areas which need to be strengthen by the
Together firmn

Putall of the

Key Factors For Competitive Success

o An industry's Key Success Factors (KSFs]) are those things that most affect industry members’
abilicy to prosper in the marketplace - the particular strategy elements, product attributes,
resources, competencles, competitive capabilities, and business outcomes that spell the difference
between profit and loss and, ultimately, between competitive success or failure,

o Key success factors are the prerequisites for industry success or, to put it another way, K5Fs are
the factors that shape whether a company will be financially and competitively successful.

o The answers to three guestions help identify an industny's key success factors:

vhat basis do customers choose between the competing brands of sellers? What pr
1 ﬂ'ﬂ' crucial to sales?

_:‘ﬁ;murces and competitive capabilities does a seller need to have to be comp -.:-.-'-
zssful, better human capital, quality of product or guantity of product, cost of service,

__ﬂeﬁittalm for sellers to achieve a sustainable competitive advantage, something that
stained for long term? iR

E.g:- In apparel manufacmring, the KSFs are appealing designg and colour combinations (o create
buyer interest] and low-cost manufacturing efficiency (to permit attractive retail pricing and
ample profit margins).
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Eey success factors vary from industry to industry and even from time to time within the same
industry as driving forces and competitive conditions change. Only rarely does an industry have
more than three or four key success factors at any one time.

The purpose of identifiying K5Fs is to make judgments about what things are more important to
com petitive success and what things are less important.

TEST YOUR KNOWLEDGE - MCQ5S

1. K5Ts stand for:

[a) Key strategic factors (B} Key supervisory factors
[c] Eeysuccess factors [d] Eey sufficient factors
2. Competitive landscape reguires the application of-
(] Competitive advantage (] Competitive strategy
(c] Competitive acumen (d] Competitive intelligence

3. The term PESTLE analysis is nsed to describe a framework for analysing:

(@] Macro envirenment (#] Micro envircnment
(c] Both Micro and Macro envircnment (d] None of the above

4. ‘Attractiveness of firms” while conducting industry analysis should be seen in-
(a] Relative terms (B] Absolute terms
{¢] Comparative terms (d] All of the above

5. What is not one of Michael Porter’s five competitive forces?
(a] New entrants (B] Rivalry among existing firms
(c] Bargaining power of unions (d] Bargaining power of suppliers

6. Which of the following constitute Demographic Environment?

(a] Nature of economy i.e. capitalism, socialism, Mixed

(b] Size, composition, distribution of population, sex ratio

[¢] Foreign trade policy of Government

(¢f] Economic policy i.e. fiscal and monetary policy of Government
7. All are elements of Macro environment except:

(] Society (#] Government (r] Competitors [d] Technology
8. The emphasis on product design is very high, the intensity of competition is low, and the

market growth rate is low in the stage of the industry life cycle.

(o] Maturity (B8] Introduction (€] Growth (d] Decline

ANSWER KEY

L [ {c] | & ((d)| 3« | (&) | & J[a) | & | ()| & | (B]| 7 |(c]l] & |(b)
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TEST YOUR KNOWLEDGE - CASE STUDIES

1. Suresh Singhania is the owner of an agri-based private company in Sangrur, Punjab. His
unit is produdng puree, ketchups and sauces. While its products have significant market
share in the northern part of country, the sales are on decline in last couple of years. He
seeks help of a management expert who advises him to first understand the competitive
landscape.

Explain the steps to be followed by Suresh Singhania to understand com petitive landscape.

Ans. Steps to understand the competitive landscape:

o] Identify the competitor: The first step to understand the competitive landscape is tw
identify the competitors in the firm's industry and have actual data about their respective
market share,

(k] Understand the competitors: Once the competitors have been identified, the strateglst
can use market research report, internet, newspapers, social media, industry reports, and
various other sources to understand the products and services offered by them in different
markets,

[c] Determine the strengths of the competitors; What is the strength of the competitors?
What do they do well? Do they offer great products? Do they utilize marketing in a way that
comparatively reaches out to more consumers? Why do customers give them their business?

(] Determine the weakness of the competitors: Weakness (and strengths] can be identified
by going through consumer reports and reviews appearing in various media. After all,
consumers are often willing to give their opinions, especially when the products or service
are either great or very poor.

(2] Put all of the information together: At this stage, the strategist should put together all
information about competitors and draw inference about what they are not offering and
what the firm can do to fill in the gaps. The strategist can also know the areas which need to
he strengthen by the firm.

2. Eco-carry bags Ltd., a recyclable plastic bags manufacturing, and trading company has
seen a potential in the ever-growing awareness around hazards of plastics and the positive
outlook of the society towards recycling and reusing plastics.

A major concern for Eco-carry bags Ltd. are paper bags and old cloth bags. Even though
they are costlier than recyclable plastic bags, frrespective, they are heing welcomed
positively by the consumers.

Identify and explain that competition from paper bags and old cloth bags fall under which
category of Parter’s Five Forces Model for Competitive Analysis?

Ans. Eco-carry bags Ltd. faces competition from paper bags and old cloth bags and falls under Threat
of Substitutes force categories in Porter's five Forces Model for Competitive Analysis. Paper and
cloth bags are substitutes of recyclable plastic bags as they perform the same function as plasctic
bags. Substitute products are a latent source of competition in an industry In many cases, they
become a major constituent af competition. Substitute products offering a price advantage and/
or performance improvement to the consumer can drastically alter the competitive character of
an industry:

3. Baby Turtle is a children’s clothing brand that has been created a new age demand for
washable diapers. The major benefit for the brand has been that not many companies
have shown interest in the product, thinking it is not viable, however, customers, majorky
working mothers are loving their product. The core material needed for production is also
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used in many other water proofing products in various industries. Baby Turtle sources this
material from a renowned supplier at comparatively low prices. Which of the five forces
of competitive pressure would Baby Turtle experience due to above setup and what are
major Factors that create such pressure for a product? Do you think Baby Turtle has an
advantage in some way to fight off this pressure?

Ans. Baby Turtle would experience, Bargaining Power of Suppliers, as a competitive pressure for their
washable diaper product. This is because the core material for production is sourced from asingle
supplier, who is renowned and in a position to create pressure in terms of prices.

Further, other factors that lead to such pressure are:

[a] Theirproducts are crucial to the buyver and substitutes to the material required for production
are not available

{h] Suppliers can manipulate switching cost as the brand is in inception stage and making
margins are important.
An advantage that Baby turtle has is even though the marerial required has no substitutes,
but it used to make many other products and thus there are many other suppliers who can

provide that material. It might affect operations in short term but will help to fight off the
pressure created by existing supplier.

TEST YOUR KNOWLEDGE - DESCRIPTIVE QUESTIONS

1. Examine the significance of KSFs (Key Success Factors) for competitive success. [Nov 2018)

Ans. As industry’s Key Success Factors (K5Fs) are those things that most affect industry members’
ability to prosper in the market place - the particular strategy elements, product attributes,
resources, competencles, competitive capabilities and business outcomes that spell the difference
between profit & loss and ultimately, between competitive success or failure. K5Fs by their very
nature are so important that all firms in the industry must pav close attention to them. They are
the prerequisites for industry success, or, to put it in another way, KSFs are the rules that shape
whether a company will be financially and competitively suceessiul.

2. "Industry and competitive analysis begin with an overview of the industry’s dominant
economic features.” Explain and also narrate the factors to be considered in profiling in
industry’s economic features. (Nov 2019)

Ans. Industry is "a group of firms whose products have the same and similar attributes such that they
compete for the same buyers.” Industries differ significantly in thelr basic character and structure.
Industry and competitive analysis begins with an overview of the industry’s dominant economic
features,

The factors to be considered while profiling an industry’s economic features are fairly
standand and are given as under;
o Size and nature of market. Scope of competitive rivalry.

Market growth rate and position in the business life.

Number of rivals amd their relative market share.

The number of buyers and their relative sizes.

The types of distribution channels used to access consumers.

The pace of technological change in both preducton process innovation and new product
introductions.

Q@ Q0 O Cc O

R Strategic Management @



o Whether the products and services of rival firms are highly differentiated, weakly
differentiated, or essentially identical?

= Whether organizations can realize economies of scale in purchasing, manufacturing,
transportation, marketing, or advertising.

o Whether key industry participants are clustered in a location.

o Whether certain industry activities are characterized by strong learning and experience
effects {(“learning by doing”) such that unit costs decline as cumulative output grows.

& Whether high ratez of capacity utilization are crucial to achieve low-cost production
efficiency.

o Capital requirements and the ease of entry and exit,

o Whether industry profitability is above or below par?

3. Explain the Strategic Alliance. Describe the advantages of Strategic Alliance. (Nov 2019)

Ans. A strategic alliance is a relationship between two or more businesses that enables each te achieve
certain strategic objectives which neither would be able to achieve on its own. The strategic
partmers maintain their status as independent and separate entities, share the benefits and control
over the partmership, and continue to make contributions to the alliance until it is terminated.
Advantages of Strategic Alliance,

Strategic alliances usually are only formed if they provide an advantage to all the parties

in the alliance. These advantages can be broadly categorized as follows:

(1) Organizational: Strategic alliance helps to learn necessary skills and obtain certain
capabilitics from strategic partners. Strategic partners may also help to enhance productive
capacity, provide a distribution svstem, or extend the supply chain. Strategic partners may
provide a good or service that complements thereby creating a synergy. Having a strategic
parcner who is well-known and respected also helps add legitimacy and credibility to a new
venture.

{2) Economic: There can be reduction in costs and risks by distributing them across the
members of the alliance. Greater economies of scale can be obtained in an alliance, as
production volume can increase, causing the cost per unit to decline. Finally, partmers can
take advantage of co-specialization, creating additional value.

(3) Strategic: Rivals can join together to cooperate instead of compete. Vertical integration can
be created where partners are part of the supply chain. Strategic alliances may also be useful
to create a competitive advantage by the pooling of resources and skills. This may also help
with futire business apportunities and the development of new products and technologies.
strategic alliances may also be used to get access to new technologies or to pursue joint
research and development.

(4) Political: Sometimes strategic alliances are formed with a local foreign business to gain
entry into a foreign market etther because of local prejudices or legal barriers to entry
Forming strategic alliances with politically-influential partners may also help improve your
own influence and position.

4. Why should com panies go global? Mention any five reasons, (Mov 2020)
Ans. There are several reasons why companies go global. These are discussed as follows:

2 One reason could be the rapid shrinking of time and distance across the globe - thanks
tw faster communication, speedier transportation, growing financial flows and rapid
technological changes.
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o It is being realized that the domestic markets are ne longer adequate and rich. Companies
globalize to take advantage of opportunities available elsewhere.

@ A new product may gradually get acceptance and grow locally and then globally. This may
initially be in the form of exports and then later production facilities may begin in ather
countries.

o Organizations may go global to take advantage of cheaper raw material and labor costs,

Companies often set up overseas plants to reduce hizh transportation costs.

o The motivation to go global in high-tech industries is slightly different. Companies in
electronics and telecommunications must spend large sums on research and development
for new products and thus may be compelled to seek ways to improve sales volume to
support high overhead expenses.

& The companies may also go glohal to take advantage of local taxation laws.

@ To form strategic alliances to ward off economic and technological threats and leverage
their respective comparative and competitive advantages.

o

5. Explain the conceptof Experience Curve and highlight its relevance in strategic management.

(5M)

Ans. Experience curve is similar to learning curve which explains the efficiency gained by workers

through repetitive productive worlt. Experience curve is based on the commonly observed

phenomenon that unit costs decline as a firm accumulates experience in terms of a cumulative
volume of production. It is represented diagrammatically as shown below:

High#4

Costs per unit

Low

Cunnlative valume of production {!Jnlts'f

The implication is thatlarger firms in an industry would tend to have lower unit costs as compared
to those of smaller organizations, thereby gaining a competitive cost advantage. Experience curve
results from a variety of factors such as learning effects, economies of scale, product redesign and
technological improvements in production.

The concept of experience curve is relevant for a number of areas in strategic manage ment.
For instance, experience curve 15 considered a barrier for new firms contemplating entry in an
industry. It is alse used to build market share and discourage competition.

6. Write a short note on Product Life Cycle (PLC) and its significance in portfolio diagnosis.
(M)
Ans. Refer to notes mentioned above,
7. Explain Porter's five forces model as to how businesses can deal with the competition. (SM)
Ans. Refer to notes mentioned above,
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8. "The bargaining power of suppliers determines an industry’s attractiveness and
profitability.” Discuass. (May 2022)

Ans. (Juite often, suppliers too, exercise considerable bargaining power over purchasing companies.
The more specialized the offering from the supplier, greater may be its clout. Further, when the
suppliers are limited in number, they may openly exhibit their bargaining power, The bargaining
power of suppliers determines the cost of raw materials and other inputs of the industry, and
theretore, an industry's attractiveness and profitabilicy
Suppliers can influence the profitability of an industry in a number of ways.

Suppliers can command bargaining power over a firm when;

[i] Their products are crucial to the buyer and substiutes are not available.
(ii] They can erect/ensure high switching costs.
(ili] They are more concentrated than their buyers. Less suppliers, more buyers.

9. Buvers of an industry’s products or services can sometimes exert considerable pressure
on the company. In the light of the five forces as propagated by Michael Porter explain this
force. Also state as to when this leverage is evident. (May 2023)

Ans. Bargaining Power of Buyers; This is another force that Influences the competitive condition of
an industry. This force becomes heavier depending on the possibility of buyers forming groups or
cartels. Mostly, this is a phenomenon seen in industrial products. Quite often, users of industrial
products come together formally or even informally and exert pressure on the producer. The
bargaining power of the buyers influences not only the prices that the producer can charge but
also influences costs and Investments of the producer This is because powerful buyers usually
bargain for better services which involves more imvestment on the part of the producer.

Buyers of an industry’s products or services can sometimes exert considerable pressure on existing

firms to secure lower prices or better services.

This leverage is particularly evident when;

(i} Buyers have full knowledge of the source[s) of products and their substitutes. Thus,

challenging the price being charged by producers.

{ii] They spend a lot of money on the industry’s products Le., they are big buyers. Thus, in a
position to demand favourable terms of contract.

(ili} The industry's product is not perceived as cridcal to the buyer's needs and buyers are more

concentrated than firms supplying the product. They can easily switch to the substitntes
available.
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Strategic Analysis:

1 5 Internal Environment

THEORY

o

Who are Stakeholders and how do we identify them?

o

INTRODUCTION
Internal environment refers to the sum total of people
individuals and groups, stakeholders, processes- input- P

through-output, physical intrastructure- space, equipment &
and physical conditions of work, administrative apparatus- L
lines of authority & power, responsibility, accountability b
and organizational culture intangible aspects of working-
relationships, philcsophy, values, ethics- that shape an
organization’s identity.

Internal environment also inmvolves understanding of
the ethics, principles, work environment, employee
friendliness, confidence ofinvestorsand other philosophical
and cultural aspects of business, which aim for the success
of the organisation.

UNDERSTANDING KEY STAKEHOLDERS

A firm may be viewed as a coalition of stakehalders-all
those individuals and entities that have a stake in its success
and can impact it as well

Thus, it may be relterated that the stakeholders can be defined
as any persan/group of individuals, internal or external, that
has an Interest in, or impact on the business or corporate
strategy of the organisation.

They have the power to influence the strategyor performance Ideraly  Anahws P CErpue

of that organisation.

It is important to identify the key stakeholders. Each

stakeholder exerts a different level of influence and can have differing levels of interest in the
organisation.

Eg:- an organisation imvolved in healthcare innovation necds to have a long-term perspective
dbout its return on investment (ROI) as there may be a long time between investment into
research timelines and a commercial outcome,




g The expectations of key stalkeholders can influence the organisation’s strategy: a clash of
objectves may have unfavourable consequences for the organisaton.

o Example of Key Stakeholders and their requirements for an OTT Platform

Stakeholders Requirements

Shareholders [nnevation and continuous creative content
Total shareholder return {Rol)

Corporate social responsibility

Top rankings of the organisation

Highest market share

Prestige

Market share

Revenue and profit growth

Market rankings

Growth

stability of ordering

Stable margins

New content - Innovation

Better deals - Pricing Benefits

Value for money

Continuous supply

Wapges and benefits

Stability of employment

Pride of working for a reputed organisation

CED and Board of Directors

Major Vendors {Producticn [Houses)

Consumers [Viewers)

Employees

OO0 OO0 OO O|0 O 0|00 D0 0j0 0 o0C O

B MENDELOW'S MATRIX

o The Mendelow Stakeholder matriy (also known as the Stakeholder Analysis matrix and the
Power-Interest matrix) is a simple framework to help manape key stakeholders.

o Managing a project is extremely complicated as it involves managing the competing interests of
various stake holders. Who needs to know what and when, who needs to give their feedback and
who has the final approval can be confusing.

o Mendelow suggests that one should analyse stakeholder groups hased on Power (the ahility
to influence organisation strategy or resources) and Interest (how interested they are in the
organisaton succeeding).

o A thing to remember is that all stakeholders may seem to have lots of power and organisation
may hope they would have lots of interest too. But in reality, some stakeholders will hold more
Powver than others, and some stalieholders will have more Interest than cthers.

o  Eg:- Abigshareholderis likely to have high power and high interestin the organisation, whereas
a big competitor would have high power to impact strategy, but potentiallvless Interest in success
of rival organisation.

Developing a Grid of Stakeholders

o Mendelow's Matrix is based on Power and Interest. It suggests to identify which stakeholders
are incredibly important.
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g Metrics to define the importance being High Power and High Interest which management would
need to manage closely, while investing a lot of ime and resources.

o Eg:- the CEO is Hkely to have more Power to influence the work and also high interest in it being
successful. Keeping them informed almost daily should be a priority.

g  Iowever those stakeholders with low power and low interest like research institutes seeking an
organization data should be monitored rarely and minimum effort expended on them in terms
of time and money,

% 1 Keep Satisfied
Consult often
Increase their interest
§ Can be hindrance to new [deas
% or strategic choices
E
i
- Utilise the high Interest by
= engaging in decisions
Comsultin their areas of
expertise and Interest
:
Low Interest in the Organisation High

In the above figure, we see categorisation of stakeholders into four groups by Mendelow's;

High power, less interested people - Organisation should put in enough work
[ (i i1 B with these people to keep them satisfied with their intended information on a
Stakeholders [EEilIRTHELITS

E.g:- Banks, EOVEMIment, customers, ete.
High power, highly interested peaple Organisation’s aim should be to fully engage

LG BV RS this group of stakeholders, making the greatest El’ﬁzrtamsaﬁsﬂr them, take their
R e e W advice, build actions and keep them informed with all information on a regular
basis. E.g- Shareholders, CEO, Board of Directors, et
Low power, less interested people Organisation should only monitor them with
no actions to satisfy their expectations. Strategically, minimal efforts should be
spent on this group of stakehelders while keeping an eye to check if their levels
of interest or power change.
E.g:- Business magazines, media holses, et
Low power, highly interested people - Gljganisa'ﬁnn should adequately inform
this group of people and communicate with them to ensure that no major
issues arise. This audiences can also help with real dme feedbacks and areas of
improvement for an organisation.

L Emi.ﬂﬂ}ﬂ?ﬁ&, vendors, suppliers, l-eEai experts, et

An Iimportant thing that strategists should be aware of, is the importance to remember that
environment i highly dynamic and certain things might happen that can cause stakeholders to
suddenly move between gquadrants,
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B STRATEGIC DRIVERS

g  AnImportant aspect of internal analysis is assessing
the carrent performance of the business. And in
assessing current performance, the strategic drivers
consider what differentiates an organisation from its
COmpetitors.

@ There can be varied ways to assess the curremt
performance of a business and it is highly subjective
based on the managements metrics and ways of doing
business. It can either be profic driven, purpose driven
or any other metrics that the management seems to fitin,

@ The key strategic drivers of ap organisation include:

2 Industry and markets
o Customers

2 Products/services

2 LChannels

Industry and Markets

2 Interms of the internal environment, it is very important for an organisation to understand it's
relative position in the industry and in the market in which it operates.

@  There are many ways to do this but require analysis and understanding of the environment.
Similar companies are groupad together into industries.

g  Eg~ Maruti, Mahindra, Tata Motors, TVS, Bajaj Auto, are all selling automotives as their primary
product and thus categorised into Automotive Industry

Is market the same for all businesses?

Marker refers to all the buyers and sellers of a particular product/service and so it would be incorrect
to say that market is the same for all businesses. Each business has its own set of customers i.e.,
market and more so, each product within a business has its own market

E.g:- For a FMCG brand selling Shampoos, Dairy Products, Flours, Washing Powder, etc. each product
line will have a separate market to cater to and therefore build strategies specific to the market of
CONCErn.

Analysing Industry and Markets
g  Industry and market analysis i3 extremely important to identify one’s position as compared to
the competitors, who can be of equal size and value, or bigger in size and value or even smaller
and newer,
o Ateolused for this is called - Strategic Group Mapping.
Q@ A strategic group consists of those rival firms which have similar competitive approaches and
positions in the market.
@  The procedure for constructing a strategic group map and deciding which firms belong in which
strategic group is straightforward:
o Identify the competitive characteristics that differentiate firms in the industry typical
variables are price fquality range (high, medium, low]; geographic coverage (local, regional,
national, global); degree of vertical integration {none, partial, full); product-line breadth
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{wide, namrow]; use of distribution channels {one, some, all]; and degree of service offered
{no-frills, lmited, full]

& Plot the firms on a two-vardable map using pairs of these differentiating characteristics.
Assign firms that fall in about the same strategy space to the same strategic group.

2 Draw circles around each strategic group making the circles proportional to the size of the
group’s respective share of total industry sales revenues,

o

Strategic Group Mapping

Reputation Amongst
Consnmers

Few Ranges of Products

B CUSTOMERS

o [Different customers may have different needs and require
different sales models or distribution channels.

o As customers are oftern responsible for the
generation of profits obrained by an organisation,
it is important to be able to collect and display
data in order to show customer trends and
profitability. Issues with customers can be
identified, and target areas for growth can
be pursued based on the findings.

o Another interesting concept 15 the difference
between Customer and Consumer - while a
customer is the one buys a product /service,
the consumer Is the one who finally uses/
consumes the bought product or service.

0 Eg:- A parent buying stationery products for
their kids might be the customers, but consumers
of stationery are the kids who would actually use it.

o Thus, understanding both I3 important for the
marketers,

o  From a pricing perspectivie - the customer 15 of more importance and from
value creation and design/usability, consumer needs to be the kept at the center of
decision making.
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' cu ST'DMEII 'H'EHSUS CON SUMEH

A simple bifurcation yet extremely important for strategy build up. Consumers are the ones who
finally use a product/service, while customers are the buyers of that product. A customer can
be a consumer and vice versa. But for strategy teams especially marketing teams it Is Important
E to understand the customer and consumer separately. For example, baby diapers are bought by
parents {customers ) who arewilling to pay higher price for higher quality, while the real consumers
are the babies, who are more concerned about the comfort and easiness of the diaper. If babies
o not accept the product e, if consumers aren't satisfied, it is difficult to retain the buyer e,
customers as well,

Y - = e - =ma= = - Emm=

-
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Product/Services

g Products and services are closely linked
and interrelated with the markets that the
organisation wants to serve,

o It attempts to answer the general question:
What business are we in and what should be
done to win over competition in each product/
SEIVICE WE SeTVe,

Product stands for the combination of “goods-
and-services” that the company offers to the
arget market.

o Strategies are needed for managing existing
product over time, adding new ones and
dropping failed products.
strategic decisions mustalso be made regarding branding, packaging and other produce features
such as warranties.

o  For a new product, pricing strategies for entering a market need to be designed and for that
matter at least three objectives must be kept in mind:
o Have customer-centric approach while making a product.
& Produce sufficient returns through a reasonable margin over cost,
o Increasing market share.

@  Products and services need heavy investment in reaching out to customers. Over the years,
a number of marketing strategies have been evolved, which are given to handie marketing
strategically and fight the competition in the market,

It refers to the design, implementation, and control of programs seeking to

increase the acceptability of a social ideas, cause, or practice among a target

group to bring in a social change.

This type of marketing includes additional customer services and benefits

that a product can offer besides the core and actual product that is being

offered.

Marketing through various advertising media that interact directly with
Drirect consumers, generally calling for the consumer to make a direct response.

T R Direct marketing includes catalogue selling, e-maill, telecomputing. electronic

marketing, shopping, and TV shopping.

Social
Marketing

Augmented

Muarketing
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The process of creating, maintaining, and enhancing strong, value-laden

relationships with customers and other stakeholders.

E.g:- Airlines offer special lounges at major airports for frequent fivers. Thus,

providing special benefits to select customers to strengthen bonds. It can Bo

a long way in building relationships.

Itis applving the concepts, tools, and techniques, of marketing to services. Services
iz any activity or benefit that one party can offer to another that is essentially
intangible. This marketing requires different marketing strategies sinoe it has
peciliar characteristics of its own such as inseparability, variability etc.

People can also be marketed. Person marketing consists of activities

Person undertaken to create, maintain or change attitudes and behaviour towards

i a0 Bl pardcular person. For example, politicians, sports stars, film stars, et Le,
market themselves to get votes, or to promote thelr careers.

It consists of activities undertalen to create, maintain, or change attimdes
and behaviour of target audiences towands an organization. Both profit and
non-protit organizations practice orzanization marketing,

Place marketing involves activities undertaken to create, maintain, or change
attitudes and behaviour towards particular places say, marketing of business

sites, tourism marketing,

It is a marketing philosophy holding that a company’s marketing should
support the best long-run performance of the marketing system that is
beyond the prevailing mindset, its five principles include customer-oriented
marketing, innovative marketing, value marketing sense-of-mission
marketing, and societal marketing.

It is a market-coverage strategy in which a firm decides to target several

T G market segments and designs se parate offer for each. For example, Hindustan
L g T B Uinilever Limited has Lifebuoy, Lux and Rexona in popular segment and Dove

and Pears in premium segment.,

When the demand for a product is irregular due to season, some parts of

the day, or on hour basis, causing idle capacity or overworked capacities,
Synchro- synchro-marketing can be used to find ways to alter the pattern of demand

ity creor S through flexible pricing, promoticn, and other incentives.

E.g:- Products such as movie tickets can be sold at lower price overweaekdays

to generate demand.

(i), w el ine e 2 i [Lis a market-coverage strategy inwhich a firm goes after a large share of one
LR A B or few sub-markets. [tcan also talke the form of Niche marketing.

Relationship
Marketing

Services
Muarketing

Organization
Muarketing

Place
Marketing

Enlightened
Marketing

[tincludes marketingstrategies toreduce demand temporaribyor permane ntdy.
The aim is not to destroy demand, but only o reduce or shiftit. This happens

when there is overfull demand.

E.g:- Buses are gverloaded in the morning and evening, roads are busy for
maost of times, zoological parks are over-crowded on Saturdays, Sundays and
holidays. Here demarketi ng can be applied to regu late demand.

Demarketing
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Channals

|

Channels arethe distribution system by which an organisation distributes its product or provides
its service. To understand the concept of channels let us see some examples of how the following
companies distribute their products and services:

o Lakme - sells its products via retail stores, intermediary

o stores [like Nykaa, Westslde, Rellance Trends), as well as online mode like amazon, flipkart,
nykaa online and its cwn website,

o Boat Headphones - only online via e-commerce platforms like flipkart and amazon

There are typically three channels that should be considered: sales channel, product channel and
service channel.

These are the Intermediaries involved in selling the product through each channel
and ultimately to the end user. The key guestion is: Who needs to sell to whom for
your product to be sold to yvour end user?

The product channel focuses on the series of intermediaries who physically
handle the product on its path from its producer to the end user. This is true of
Australia Post, who delivers and distributes many online purchases between the
seller and purchaser when using eBay and other online stores.

The service channel refers to the entities that provide necessary services to
support the product, as it moves through the sales channel and after purchase by
the end user. The service channel is an important consideration for products that
are complex in terms of installation or customer assistance.

The Sales
Channel

The
Product
Chanmnel

The
Service
Channel

Channel analysis is important when the business strategy IS to scale up and expand beyond the
current geographies and markets. When a business plans to grow to newer markets, they need
to develop or leverage existng channels to get to new customers.

E.g:- If a healthcare brand wants to reach out to elderdy customers - they need to be more focused
on offline mode of business where agents reach out physically to the elderly as most of their
potential customers [Le. the old aged] are not active on smartphones.

B ROLE OF RESOURCES AND CAPABILITIES
Building Core Competency

Q

Strategic Analysis: Internal Environment AEE

CK. Prahalad and Gary Hamel have advocated a
concept of core competency, which s a widely used
concept in management theories.

They defined core competency as the collective learning
in the organization, especially coordinating diverse
production skills and integrating multiple streams of
technologies.

Competency is defined as a combination of skills and
techniques rather than individeal skill or separate
technique.

It is characteristic to have a combination of skills and techniques, which makes the whole
organization utilize these several separate individual capabilities.

Core competencies cannot be bullt on one capability or single technological know-how, instead,
it has to be the integration of many resources.




o  According to C.K. Prahalad and Gary Hamel, major core competencies are identified in three
areas -
o Competitor differentiation,
o Customer value, and
o Application to other markets

Thecompany canconsider havinga core competence if thecompetence
is unique and it s difficult for competitors to imitate,

Provide a company an edge compared to competitors.

Company has to keep on improving these skills in order to sustain its
compertitive position.

Competitor
Differentiation

Competenee does not necessarily have to exist within one company in
order to define as core competence.

E.g:- It is quite difficult to imitate patented innovation, like Tesla has
been winning over competition in electric vehicles.

When purchasing a product or service it has to deliver a fundamental
benefit for the end customer in order to be a core competence,

The essence Is that the consumer should value the differentiation
offered. Without it, the core competency does not make sense.

Customer Value

Core competence must be applicable to the whole organization; it
cannot be only one particular skill or specified area of expertise.
Application io Although some special capability would be essential or erucial for
Other Markets the success of business activity, it will not be considered as core
competence if it is net fundamental from the whole organization's
point of view.,

o If the three asbove-mentioned conditions are met, then the company can regard it
competence as core competency

o Core competencies are often visible in the form of erganizational functions.

@ Acore competency for a firm is whataver it does best,

o Core compatencies are created by superior integration of technological, physical and
human remu;i:Es.

o Core Competence-based diversification reduces risk and Investment and increases the
opportunities for transterring learning and best pra_ﬁt_icga_a business units. -

Criteria for Building a Core Competencies (CC)?

Four specific criteria of sustainable competitive advantage that firms can use to determine thoge
capabilities that are core competencies.
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Valuable capabilities are the ones that allow the firm to exploit opportunities or
avert the threats in its external environment. A firm created value for customers
by effectively using capabilities to exploit opportunities. Finance companies build a
valuable competence in financial services. In addition, to make such competencies
as financial services highly successiul require placing the right people in the right
jobs. Human capital is important in creating value for customers.

Core competencies are very rare capabilities and very few of the comperitors
passess this. Capabilities possessed by many rivals are unlikely to be sources of
competitive advantage for any cne of them. Competitive advantage results only
when firms develop and exploit valuable capabilities that differ from those shared
with competitors.

Costhy to imitate means such capahilities that competing firms are unable to easiby
E.g:- Intel has enjoyed a first-mover advantage more than once because of its rare
KE VR fast R&D cycle time capability that brought SRAM and DRAM integrated circuit
Imitate technology and brought microprocessors to market well ahead of the competitor
The product could be imitated in due course of ime, but it was much more difficult
to imitate the R&D cyele time capability.

Capabilities that do not have strategic equivalents are called non-substitutahle

capabilities. This final criterion for a capability to be a source of competitive

advantage is that there musk be po strategically equivalent valuable resources that

are themselves either not rare or imitable.

For example, Competitors are deeply aware about Apple's operating system’s (i05)
Naon- successful model However, to date, no competitor has been able to imitate Apple's

substitutable FETELTHTES

These are also protected through copyrights. To sum up, we can say that only when
a capability is valuahle, rare, costly to imitate, and non-sihstitutable, it s a core
competence and a source of competitive advantage, Over a time, core competencies
must be supported. Core competencies are a source of competitive advantage only

when they allow the firm to create value by exploiting opportunities in s external
environment

Zero Customer Complaints!

Airtel has its marketing campaign that talls about - Zero Customer Complaints. This is about
creating a core competency of great customer service.

=
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Combining External and Internal Analysis (SWOT Analysis)
g  SWOT analysis is the analysis of a business's strengths, weaknesses, opportunities and threats,

o  The primary objective of a SWOT analysiz is to help organizations develop a full awareness of all
the factors (external as well as intemnal), involved in making a business decision.

g SWOT analysis shall be implemented before all company actions, whether it is exploring new
initatives, revamping internal policies, considering opportunities to grow or alter a plan midway.
One shall also us SWOT analysis to discover recommendations and strategies, with a focus on
leveraging strengths and opportunities to overcome weaknesses and threats.,
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o Since its creation, SWOT has been the most widely used tools for business owners to grow their
companies. Sometimes it's wise to perform SWOT analysis just to check on the current landscape
of your business to improve business operations as needed. The analysis can show areas where
an organization is performing well, as well as areas that need improvement.

SWOT Analysis

Helpful Harmful
to achieve the objective to achieve the objective

[nternal origin
{attributes to the
organization)
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SWOT stands for Strengths, Wealmesses, Opportunities and Threats. Intermal analysis is more
fecused on understanding the existing structure and competencies of the business, thus highlighting

the Strengths and Weaknesses, while External Analysis is about identifying and preparing for
uncontrellable which can either be Opportunities or threats.

Therefore, SWOT Analysis s a tool which is used for both Internal and External Analysis,
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Competitive Michael Porter's Generic Strategies

r b
Why do some companies succeed while others fail?

. y

- .
Why did Hindustan Motors do so well for several decades?

N, I

r]—Imq,r did Apple return from near obsolescence 1n the late 1990s and become the world leader and a
Ih_l:ln:lmi|:|.3||:|1 technology company of today®

10 the Indian airline industry, how has Indige Airdines managed to keep increasing its revenues and
meﬂta thmugh both good times and bad, while rivals struggled?

A

o Strategic management involves development of competencies that managers can use te achieve
better performance and a competithve advantage for their organization. Competitive advantage
allows a firm to gain an edge over rivals when competing. Tt is a set of unique features of a
company and its products that are perceived by the target market as significant and superior to
the competition.

o lIf you dow't have a compelitive nodvantage, don't compete - J[ack Welch
The competitive advantage is the achieved advantage over rivals when a company’s profitahilicy
is greater than the average profitability of firms in its industry. It is achieved when the firm
successfully formulates and implements the value creation strategy and other firms are unable
to duplicate it or find it too costly to imitate, Further, it can be said that a firm is successful in
achieving competitive advantage only after other firm's efforts to duplicate or imitate it fails.

Sustainability of Competitive Advantage
The sustainability of competitive advantage and a firm's ability to earn profits from its competitive
advantage depends upon four major characteristics of resources and capabilities:

The period over which a competitive advantage is sustained depends in part on
the rate at which a flrm's resources and capabilides deteriorate.

The rate of product innovation Is fast, product patents are quite likely to become
ohsolete,

Bl On the other hand, many consumers brand names have a highly durable appeal.

Competitive advantage also depends on ability of rivals to gain access to
necessary resources and capabilities easier it is to transfer resources and
capabilities between companies, the less sustainable will be the competitise
Transferahility advantage
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Imitahility

If resources and capahilities cannot be purchased by a would-be imitator, then
they must be built from scratch. How easily and quickly can the competitors

build the resources and capabilities on which a firm's competitive advantage is
based? This is the true test of imitabilitye

Appropriabilicy refers to the ability of the firm's owners o appropriate the
refirns on its resource base, Even where resources and capabilities are capable
of offering sustainable advantage, there is an issue as to who receives the
Appropriability | perurns on these resources.

B MICHAEL PORTER’'S GENERIC STRATEGIES

o  According to Porter, strategies allow organizations to gain competitive advantage from three
different bases cost leadership, differentiation, and focus. Porter called these base generic

strategies.

O  These strategies have been termed generic, because they can be pursued by any type or size of
business firm and even by not-for-profit organisations.

N

Cost leadership emphasizes
on producing standardized
products at a very low per-
unit cost for consumers whao
are price-gensitive

Y

-
Differentiation is a strategy
aimed at producing products
and services considerad
unigue industry-wide and
directed at consumers
whao are relatively price-
insensithee.

Focus means producing
products and services that
fulfil the needs of small
groups of consumers with
very specific raste.

A

N2
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Broad Target

Competitive Scope

Narrow Target

Low-Cost Differentiated
products/services products,/services

Competitive Advantage
'—

0 Porter stresses the need for strategists to perform cost-benefit analysis to evaluate “sharing
opportunities” among the firm's existing and potential business units.

o In addition to prompting sharing, Porter stresses the need for firms to "transfer” skills and
expertise among autonomaus business units effectively in arder to gain competitive advantage.

Cost Leadership Strategy

g [ltis alow-cost competitive strategy that aims at broad mass market.

o Terequires vigorous pursuit of cost reduction in the areas of
@ Procurcment,

o Production,
2 Storage & distribution of product or service and
o Also, economies in overhead costs.

o DBecause of its lower costs, the cost leader is able to charge a lower price for its products than
mast of its competitors and still earn satisfactory profits.

o Eg- McDonald's fast-food restaurants have successfully followed low-cost leadership strategy.
Decathlon Group’s mega sports stores have been following low-cost leadership strategy to gain
international recognition and also beat competition,

o A primary reason for pursuing forward, backward, and horizontal integration strategies is tw
gain cost leadership benefits.

g Generally, cost leadership must be pursued in conjunction with differentiation.

o  Internal strategy of sharing resources to build a competitive advantage is called synergy benefic

g Striving to be a low-cost producer inan industry can especially be effective,

2 when the market is composed of many price-sensitive buyers and
o when there are few ways to achieve product differentiation.

o When buyers do not care much about differences from brand to brand, or when there are a large
number of buyers with significant bargaining power,

g Some risks of pursuing cost leadership are;
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that competitors may imitate the that technological breakthroughs in the industry may
atrategy, therefore driving overall make the strategy ineffective; or that buyer interests may
industry profits down; swing to other differentiating features besides price.

Achieving Cost Leadership Strategy

2. Optmum utlization of the
resources to achieve cost

advantages.

5. Invest in costsaving

technologies and using
adhvance technology for
Smart eﬂiclenl;mrldn_g.

Advantages & Disadvantages of Cost Leadership Strategy

Advantages Disadvantages

1. Rivalry - Competiters are likely o avoid a| 1. Costadvantage maynotiastlongascompetitors
price war, since the low-costfirm will continue | may Imitate cost reduction techniques.
ta earn profits even after competitors compete | 2. Cost leadership can succeed only if the firm
away their profits. can achieve higher sales volume.,

2. Buyers — Powerful buyers/customers would | 3 gocr Jeaders tend to keep their costs low
ru:_lt be al:fle o E:-:pluﬂ_ the cost leader firm and Ly minimizing cost of advertising, market
will continue to buy s product. research, and research and development, but

3. Suppliers — Cost leaders are able to absorb | this anproach can prove to be expensive in the
greater price increases from suppliers before long run

they need to raise prices for customers.

4. Entrants — Low-cost leaders create barrers |+ Techrologleal advancement areas a great
to market entry through their continuous threat to cost leaders.
focus on efficiency and cost reduction.

5. Substitutes - Low-cost leaders are more likely
o lower the costs o induce existing customers
to stay with their products, investin developing
substitutes, and even purchase patents
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Differentiation Strategy

@ This strategy is aimed at broad mass market and invelves the creation of a preduct or service
that is perceived by the customers as unigue.

o  Eg:- Domino's Pizza has been offering home delivery within 30 minutes or the order is free, is a
unigque selling point that differentiates if from its rivals.

o [Differentiation does not guarantee competitive advantage, especially if standard products
sufficiently mest customer needs or if rapid imitation by competitors is possible,

o Successfuldifferentiation can mean greater product flexibility, greater compatibility, lower costs,
improved service, less maintenance, greater convenience, or more features.

o Differentiation strategy should be pursued only after a careful study of buvers’ needs and
preferences to determine the feasibility of incorporating one or more differentiating features
into a unique product that features the customers' desired attributes.

o Arisk associated with pursuing a differentiation strategy is that the unique product may not be
valued high enough by customers to justify the higher price.

Basis of Differentiation
There are several bases of diferentiation, major being;

Product Organization

Pricinz

Innovative products that meet customer needs can be an area where a company
has an advantage over competitors. However, the pursuit of a new product offering
can be costly-research and development, aswell as production and marketing costs
can all add to the cost of production and distribution.

E.g:- Apple iPhone, has invested huge amounts of money in R&D, and the customers’
value that. They want to be amonyg the first ones to try the new offerings from the
company.

Companies that ditferentiate based on preduct price can either determine to offer
the lowest price or can attempt to establish superiority through higher prices.
E.g:- Apple iPhoie dominates the smart phone segment by charging higher prices.
tor its products.

Organisational differentiation 1s yet another form of differentiation. Maximizing the
powwer of a brand or using the specific advantages that an organization possesses
can be instrumental to a company’'s success. Location advantage, name recognition
and customer loyalty can all provide additional ways for a company differentiate
itself from the competition. For example, Apple has been buillding custom loyalty
since vears and has afanbase of consumers thatare called "Apple Fanboys /Fangirls”.

Organisation
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Achieving Differentiation Strategy

1. Offer utility to the customers
and match products swith
their tastes and preferences.

3. Offer the high-quality
product /service for buyer
satisfaction.

6. Fixing product prices based
on the unique features of

product and buying capacity
of the customer.

4, Rapid product innovation
to keep up with dynamic
environment.

Advantages & Disadvantage of Differentiation Strategy

Advantages Disadvantages

1. Rivalry - Brand loyalty acts as a safeguard | 1. In the long term, unigqueness is difficult to
against competitors. It means that customers SUSTAIn
will be less sensitive to price Increases, as |2 Charging too high a price for differentiated
long as the firm can satisfy the needs of its features may cause the customer to switch-
CUSLOMErs. off o another alternative. As we see a shift of

2. Buyers - Thev do not negotiate for price as iPhone users to other android flagship smart
they get special features and they have fewer phones.
options in the market 3. Differentiation fails to work if its basis is

3. Suppliers - Because differentiators charge something that is not valued by the customers.
a premium price, they can attord to absorb Home delivery of packed snacks in 30 minutes
higher costs of supplies as the customers are waould not even be a differentiator as the
willing to pay extra too, consumer wouldn't value such an offer.

4, Entrants - [nnovatdve features are an
expensive offer. 50, new entrants generally,
avoid these features because it is tough for
them to provide the same product with special
features at a comparable price.

. Substitutes - Substitute products can't replace
differentiated products which have high brand
value and enjoy customer loyvalty.

Focus Strategies

o Asuccessful focus strategy depends on an industry segment that is of sufficient size, has good
growth potential, and s not crucial to the success of other major competitors.
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o  Focusstrategies are most effective when consumers have distinctive preferences or requirements,
and when the rival firms are not attempting tw
specialize in the same target segment.

o  Risks of pursuing a focus strategy include the
possibility of numerous competitors recopnizing
the successful focus strategy and imitating it or
that consumer preterences may dritt towards
the product attributes desired by the market as a
whole.

o An organization using a focus strategy may concentrate on a particular group of customers,
geographic markets, or on particular product-line segments in order o serve a well-defined but
narrow market better than competitors who serve a broader market. Egz- Ferrari sports cars.

Focused cost leadership Focused differentiation

A focused cost leadership strategy requires |A focused differentiation strategy requires
competing based on price to target a narrow | offering unique features that fulfil the demands
market. Oof & narrow market.

A firm that follows this strategy does not|Similar te focused low- cost strategy, narrow
necessarily charge the lowest prices in the | markets are defined in different ways indifferent

industry. sottings.
nstead, it charges low prices relative o other | Some firms using a focused differentiation strategy
firms that compete within the target market. concentrate their effortss on a particular sales

Firms that compete based on price and target a | channel, such as selling over the intermet only.
narrow market follow a focnsed cost leadership | Others target particular demographic groups.
strategy. Firms that compete based on uniqueness and
target a narrow market are following a focused
differentiations strategy.

E.g:- Rolls-Royee sells limited number of high-
end, costom-buils cars.

Achieving Focused Strategy

1. Selecting specific niches
which are not covered
by cost leaders and
differentiators.

3. Generating high efficiencies
for serving such niche
markets,

&, Developing innovative ways
in managing the value chain.
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Advantages & Disadvantages of Foaused Strategy

Advantages Disadvaniages

1. Premium prices can be charged by the | 1. The firms lacking in distinctive competencies
organisations for their focused product/ may not be able to pursue focus strategy.
services. 2. Due to the limited demand of preduct/services,

2. Due tothe tremendous expertise in the goods costs are high, which can cause problems
and services that the organisations following | 3. Inthe long run, the niche could disappear or be
focus strategy offer, rivals and new entrants taken over by larger competitors by acquiring
may find it difficult to compete. the same distinctive competencies,

Best-Cost Provider Strategy

g The new model of best cost provider strategy is a further development of above three generic
strategies, It is directed towards giving customers more value for the money by emphasizing on
both, low cost and upscale differences.

o The objective is to keep costs and prices lower than those of other sellers of "comparable

products”.
Lower Cost Differentiation
A Broad Overall Low Cost Bread Differentiation
Cross-Section Leadership Strategy Strategy
E’ of Buyers “ /
= Best-Cost
Provider
E Strategy
E A Narrower 4 \
Buyer Segment Focused Low cost Focused Differentiation
(or Market Niche) Strategy Strategy Company’s

O  Best-cost provider smrategy involves providing customers more value for the money by
emphasizing on lower cost and better-quality differences.
0  Itcan be done through:
(] Offering products at lower price than what is being offered by rivals for products with
comparable quality and features
Or

(b} Charging similar price as by the rivals for products with much higher quality and better
features.

o Eg:- Android flagship phones from OnePlus, Xiaomi, Oppao, Vivo, etc, are all rooting for giving
better quality at lowest prices to the customers. They are following the best-cost provider
strategy to penetrate market.
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TEST YOUR KNOWLEDGE - MCQ5

1. The goal of SWOT analysis is to ____ the organization's o pportunities and strengths while
its threats and its weakness.

(o] avoid; neutralizing: correcting
(B] exploit; neutralizing; correcting
(] awoid; capitalizing; neutralizing

(d] exploit; avoiding; ignoring

2. SWOT analysis is an evaluation of the organization’s ____ strengths and weaknesses and
its ___opportanities and threats.
(1] external; internal (b] internal; internal
(¢] external; external () internal; external

3. Extermal opportunitics and threats arc usually:
[a] the minor cause of organizational demise or success
(B] lease important for CEDs and the beard of directors
(¢] notas important as internal strengths and weaknesses
(6] largely uncontrollable activities outside the organization

4. The sustainability of competitive advantage and a firm’s ability to earn profits from its
competitive advantage depends upon:
(@] Durability, reliability, transterability, approximately
(B] Appropriability, durability, transferability, imitability
(€] Transferability, imitability, reliability, approximately
[d] Imitability, durability, reliability, appropriability

5. Internal are activities in an organization that are performed especially well.
[e] Opportunites (8] Competencies
(c] Strengths (d] Management

b. "Strategic group mapping” helps in-
(1] Identifying the strongest rival companies
(b] Identifying weakest rival companies
(] Tdentifying wealkest and strongest rival companies
(d] Nome ofthe above

7. In Michael Porter’s goneric strategy emphasizes producing standardized products at
a very low per unit-cost for consumers who are price sensitive.

(@] Cheap leadership
(B Inferior product leadership
[£] Costleadership

[(d] Costbenefits
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8. Differentiation strategy can be achieved by following measures:
(i) Match products with tastes and preferences of customers
(ii) Elevate the performance of the product
(1ii) Rapid product innovation
Which of the above is true:

(z) (i) and (ii) (b) (i) and (iii)
(] {ii) and [iii} (ed] (1], £ii] and {iii]

9. What are the three different bases given by Michael porter's Generic Strategies to gain
compelitive advantage?

(o] differentiation, integration and compensation
(B] integration, focus and differentiation

(¢] compensation, integration and focus

(d] cost leadership, differentiation and focus

10. A firm successfully implementing a differentiation strategy would expect:
[a] customers to be sensitive to price increases
(B] tocharge premium prices
(c] customer to perceive the product as standard
[d] to automatically have high levels of power over suppliers

ANSWER KEY

1. [ (b} | 2. [{d) | 3. (A | & | (B} ] &5 || 6 Jfc]]| 7 J(d)] 8B |({d
9. | (d] | 10 [ {b)

TEST YOUR KNOWLEDGE - CASE STUDIES

1. Rohit Sodhi runs a charitable organisation for promotion of sports in the country. His
organisation conducts regular free training camps for youths interested in playing cricket,
foothall, hockey, badminton and so on. Many of his trainees have reached national level
contests. Rohit notices that with the success of IPL [Cricket) tournament there is an
increasing trend to extend similar format in other sports as well. He wishes to know how
the development is going help sports and to which industries it will offer opportunitics
and threats. (5M)

Ans. With the success of IPL, league matches are taking place in other sports as well. These are held

in grandeur manner between several teams. For example, league matches in magnificent manner
now take place in football, kabaddi and hocky in India. These events are profit and entertainment
driven. These are going to help sports in India by generating interest in sports, making them more
popular, increasing quality of competition and bringing money into sports.
A number of entities and processes are involved in these events from various industries offering
apportunities and threat to them. An cpportunity is a favourable condition in the arganisation’s
environment which enables it to strengthen its position. On the other hand, a threatis a
unfavourable condition in the organisation’s environment which causes a risk for, or damage to,
the organisation’s position. An opportunity is also a threat in case internal weaknesses do not
allow organization to take their advantage In a manner rival can, It will offer opportunity and
threats to the following:
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Cpportunities

2 Stadium

2 Manufacture of sports goods

@ Media industry - Sport channels ftelevision, advertisers

2 Hotel industry linking events with their offerings

Threats

o Entertainment industry engaged in TV serials, cinema theatres, entertainment theme parks
as competitors will be fighting for the same viewers/target customers.

o Event management organization engage in non-sports events.

2. Mr. Banerjee is head of marketing department of a manufacturing company. His company
is in direct competition with thirteen companies at national level. He wishes to study the
market positions of rival companies by grouping them into like positions.

Name the tool that may be nsed by Mr. Banerjee? Explain the procedure that may be nsed
to implement the technique. (5M)

Ans. A tool to study the market positions of rival companies by grouping them into like positions is
strategic group mapping Grouping competitors is useful when there are many competitors such
that it is not practical to examine each one in-depth. In the given scenario there are thirtecn
competitors, A strategic group consists of those rival firms which bave similar competitive
approaches and positions in the market.

The procedure for constructing a strategic group map and deciding which firm belong in which
strategic group is as follows:

o Identify the competitive characteristics that differentiate firms in the industry typical
variables that are price/quality range (high, medium, low); gecgraphic coverage (local,
regional, national, global); degree of verticle intepration {none, partial, full); product-line
breadth (wide, narrow); use of distribution channels (one, some, all); and degree of service
affered (no frills, limited, full).

2 Flot the firms on a two-variable map using pairs of these differentiating characteristics.

o Assign firms that fall in about the same strategy space to the same strategic group.

o Draw circles around each strategic group making the circles proportional to the size of the
group’s respective share of total industry sales revenues.

3. Mohan has joined as the new CED of XYZ Corporation and aims to make it a dominant
technology company in the next five years. He aims to develop competencies for managers
for achieving better performance and a competitive advantage for XYZ Corporation. Mohan
is well aware of the importance of resources and capabilities in generating competilive
advantage. Discuss the four major characteristics of resources and capabilities required by
XYZ Corporation to sustain the competitive advantage and its ability to earn profits from
it (5M, Jan 2021, May 2023)

Ans. XY7 Corporation is aiming to transform into a dominant technology company under the leadership
of Mohan, the new CEQ. He aims to develop competencies for managers for achieving better
performance and a competitive advantage for the corporation. Mohban is also well aware of the
importance of resources and capabilities in generating and sustaining the competitive advantage.
Therefore, he must focus on characteristics of resources and capabilities of the corporation.

The sustainability of competitive advantage and a firm’s ability to earn profits from it depends, to
agreat extent, upon four major characteristics of resources and capabilities which are as follows:
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o Durability; The period over which a competitive advantage is sustained depends in part
on the rate at which the firm’s resouwrces and capabilities deteriorate. In industries where
the rate of product innovation is fast, product patents are quite lilely to become obsolete,
Similarly, capabilities which are the result of the management expertise of the CEQ are also
villnerable to his or her retirement or departure. On the other hand, many consumer brand
names have a highly durable appeal.

= Transterability: Even if the resources and capabilities on which a competitive advantage
is based are durahble, it is likely to be eroded by competition from rivals. The ability of rivals
to attack positions of competitive advantage relies on their gaining access to the necessary
resources and capabilities, The casier it is to transfer resources and capabilitics between
compdnies, the less sustainable will be the competitive advantage which is based on them.

o Imitability: If resources and capabilities cannot be purchased by a would-be imitator,
then they must be built from scratch. How easily and quickly can the competitors build the
resources and capabilities on which a firm's competitive advantage is based? This is the true
test of imitability. Where capabilities require networks of organizational routines, whose
effectiveness depends on the corporate culture, imitation is difficult.

o Appropriability: Appropriahility refers to the ahility of the firm's owners to appropriate the
roturns on its resource base. Even where resources and capabilities are capable of offering
sustainable advantage, there is an issue as to who receives the returns on these resowrces.

4. Airlines industry in Indiais highly competitive with several players. Businesses face severe
competition and aggressively market themselves with each other. Luxury jet is a private
Delhi based company with a fleet size of 9 small aircrafis with seating capacity ranging
between 6 seals to 9 seats. These aircrafls are chartered by big business hounses and high
net worth individuoals for their personalised use. With costomised tourism packages their
aircrafis are also often hired by foreigners. [dentify and explain the Michael Porter’s Generic
Strategy followed by luxury Jet. (5M)

Ans. The Airlines industry faces stiff competition. However, Luxury Jet has attempted to create a niche
market hy adopting focused differentiation strategy. A focused differertiation strategy requires
offering unique features that fulfil the demands of a narrow market.

Lazairy Jet compete in the market based on uniqueness and target a narrow market which provides
business houses, high net worth individuals to maintain strict schedules, The option of charter
flights provided several advantages including flexibility, privacy, luxury and many a times cost
saving Apart from conveniences, the facility will provide time flexibility. Travelling by private jet
is the most comfortable, sate and secure way of flying your company's senior business personnel.
Chartered services in airlines can have both business and private use. Perzonalized tourism
packages can be provided to those who can afford it

5. Gennex is a company that designs, manufactures and sells computer hardware and
software. Gennex is well known for its innovative product that has helped the company
to have advantage over its competitors. It also spends on research and development and
concerned with innovative software. Often the unigue features of their product, that are
not available with their competitors helps them to gain competitive advantage. Gennex
using the strategy is consistently gaining its position in the industry over its competitors.

Identify and explain the Porter's generic strategy which Gennex has opted to gain the
competitive advantage. [5M])
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Ans. According to Porter, strategies allow organizations te giin competitive advantage from three
different bases; cost leadership, differentiaticn, and fecus, Porter called these base generic
strategies.

Gennex has opted differentiation strategy. Its products are designed and produced to give the
customer value and quality. They are unique and serve specific customer neads that are not met by
other companies in the industry. Highly differentiated and unique hardware and software enables
Gennex to charge premium prices for its products hence making higher profits and maintain its
competitive position In the market.

Differentiation strategy is aimed at broad mass market and involves the creation of a product
or service that is perceived by the customers as unigue. The uniqueness can be associated with
product design, brand image, features, technology, dealer network or customer service.

6. Sohan and Ramesh are two friends who are partners in their business of making biscuits.
Sohan believe in making profits through selling more volume of products. Hence, he
believes in charging lesser price to the customers. Ramesh, however, of the opinion that
high prices should be charged to create an image of exclusivity and for this, he proposes
thal the product to undergo some change. Analyse the nature of generic strategy used by
Sohan and Ramesh. (5M)

Ans. Congidering the generic strategies of Porter there are three different basges: cost leadership,
differentiation and focus. Sohan and Ramesh are contemplating pricing for their product.

Sohan is trying to have a low price and high valume is thereby triving for cost leadership. Cost
leadership emphasized producing standardised products at a very low per unit cost for consumers
who are price sensitive.

Ramesh desires to create perceived value for the product and charge higher prices. He is trving
to adoept differentiation. Differentiation is aimed at producing products and services considered
unique industry wide and directed at consumers who are relatively price insensitive.

7. Infant care is a successful store chain that caters products for expectant mothers and new
moms. They offer everything from nursing classes to strollers, toys, infant clothes, diapers
and baby furniture. Due to a on-stop shop for infants, they are charging a premium for its
prodocts. Identify and explain how the strategy adopted by infant care. (SM)

Ans. Infant care is option for differentiztion strategy. A one-stop is 2 benefit for this type of customers,
seeking convenience in a time. Infant care is catering the product only related to an infant that
is perceived by the customers as unigque. Because of differentiation, the Infant care is charging a
premium for its products.

8. A century-old footwear company “Mota Shoes” had an image of being the foobtwear choice
for formal occasions. [n an attempt to reinvent its brand, it ties up with a foreign footwear
giant "Bullrine” to manufciure and sell its Hideseek brand in the country. Putting his best
foot forward, it launched extra soft, casual and relaxed footwear for young. Aiming at a
brand and image makeover the "Mota Shoes” decided to price the Hide seek products at

premium.
What kind of Michael porter business level strategy is being used by "Mota shoe company "7
Stale ils advantlages. (5M)

Ans. Mota shoes I8 trying to use differentiation. This strategy is aimed at broad mass market and
involves the creation of a product or service that is perceived by the customers as unique. The
uniqueness can be associated with product design, brand image, features, technology, dealer
network or customer service, because of differentiation, the business can charge a premiem for
its product.
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A differentiation strategy has definite advantages as it may help to remain profitable even with
rivalry, new entrants, suppliers’ power, substitute products, and buyers’ power.
o Rivalry: Brand lovalty acts as a safeguard against competitors. It means that customers will
be less sensitive to price increases, as long as the firm can satisfy the needs of its customers.
@ Buyers: They do not negotate for price as they get special features and also, they have
fewer options in the market.
o Suppliers: Because differentiators charge a premium price, they can afford to absorb higher
costs of supplies and customers are willing to pay extra too,
o New entrants: Innovative features are expensive to copy. 5o, new entrants generally avoid
these features because itis tough for them t provide the same product with special features
at a comparable price.

o Sobstitutes: Substitute products can't replace differentizted products which have high
brand value and enjoy customer lovaloy.

9. Rohit Patel is having a small chemist shop in the central part of Ahmedabad. What king of

competencies Rohit can build to gain competitive advantage over online medicine sellers?
(5M)

Ans. Capabilities that are valuable, rare, costly to imitate, and non-substitutable are core competencies.
Asmall chemist shop has a local presence and functions within a limited geographical area. Still, it
can build its own competencies to pain compotitive advantage. Rohit Patel can build competencies
in the areas of:

(] Developing personal and cordial relations with the customers.
(6] Providing home delivery with no additional cost

(] Developing a system of speedy delivery that can be difficult to match by online sellers. Being
in central part of city, he can create a network to supply at wider locations in the city.

{d] Having extendad working hours for convenience of buyers,

(] Providing easy credit or a system of monthly payments to the patients consuming regular
medicines.

10. “Value lormoney” isa leading retail chain, on account ol its abilily to operate its business al
low costs. The retail chain aims to further strengthen its top position in the retail industry.
Marshal, the ECO of the retail chain is of the view that to achieve the goals they should focus
on lowering the costs of procurement of products.

Highlizht and explain the core competence of the ‘“Valoe for Money' retail chain. (5M)

Ans. A core competence is a unique strength of an organization which may not be shared by others.
Core competencies are those capabilities that are critical to a business achleving competitive
advantage, In order to qualify as a core competence, the competency should differentiate the
business from any other similar businesses. A core competency for a firm is whatever it does is

highly beneficial to the organisation.

Value for Money' is the leader on account of its ability to keep costs low. The cost advantage
that Value for Moncy' has created for itself has allowed the retailer to price goods lower than
competitors, The core competency in this case is derived from the company’s ability to generate
Largest volume, allowing the company to remain profitable with low profit margin.
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TEST YOUR KNOWLEDGE - DESCRIPTIVE QUESTIONS

1. Explain competitive advantage. (May 2018)

Ans. Competitive advantage is the positon of a firm to maintainand sustaina favorable market position
when compared to the competitors. Competitive advantage is the ability to offer buyers semething
different and thereby providing more value for the money. It Is the result of a successful strategy
This position gets translated into higher market share, higher profits when compared to those
that are obtained by competitors operating in the same industry. Competitive advantage may
also be in the form of low-cost relationships in the industry or being unique in the industry along
dimensions that are widely valued by the customers in particular and the society at large.

2. Write a short note on SWOT analysis. (May 2018)

Ans. SWOT analysis is a teolused by organizations for evolving strategic options for the future, The term
SWOT refers to the analysis of strengths, weaknesses, opportunities and threats facing a company.
sStrengrhs and weaknesses are identified in the internal environment, whereas opportinities and
threats are located in the external environment,

(a) Strength: Strength is an inherent capability of the organization which it can use to gain
strategic advantage over its competitor,

(b) Weakness: A weakness s an inherent limitation or constraint of the organization which
creates strategic disadvantage to it.

(t) Opportunily: An opportunity is 4 favorable condition in the external environment which
enables it to strengthen its position.

(d) Threat: An unfavorable condition in the extornal environment which causes a risk for, or
damage to the organization’s position.

The major purpose of SWOT analysis is to enable the management to create a firm - specific
business model that will best align, fit or match an organizational resources and capabilities to
the demands for the environment in which it operates,

3. Core competencies provide an edge to a business over its competitors. Discuss. Also, briefly
state the three areas in which major core competencies are identified. (Jan 2021)

Ans. A core competence is a unique strength of an organization which may not be shared by others,
Core competencies are those capabilities that are critical to a business achieving competitive
advantage. In order to qualify as a core competence, the competency should differentiate the
business from any cther similar businesses,

An organization’s combination oftechnological and managerial know-how, wisdom and experience
arc a complex sct of capabilitics and resources thatcan lead to a competitive advantage compared
to a compettor

According to C.K. Prahalad and Gary Hamel, major core competencies are identified in
following three areas:

{a) Competitor differentiation: The Company can consider having a core competence if the
competence s unigue and it is difficult for competitors to imitate. This can provide a company
an edge compared to competitors, It allows the company to provide better products and
services to market with no fear that competitors can copy it.

{b) Customer value: When purchasing 2 product or service ithas to deliver a fundamental benefit
torthe end customer in order to be a core competence. [twill include all the skills needed to
provide fundamental benefits. The service or the product has to have a real impact on the
customer as the reason to choose to purchase them. If a customer has chosen the company
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without this impact, then competence is not a core competence and it will not affect the
company’s market position.

[c) Application of competencies to other markets: Core competence must be applicable to
the whole organizaticn; it cannot be only one particular skill or specified area of expertise.
Therefore, although some special capability would be essential or crucial for the success of
business activity, it will not be considered as core competence if it is not fundamental from
the whole organizaton's point of view. Thus, a core competence is a unique set of skills and
expertise, which will be used throughout the organization to open up potential markets to
be exploited.

4. Capabilities that are valuable, rare, costly to imitate, and non-substitutable are core
competencies. Explain these four specific criteria of sustainable competitive advantage that
firms can use to determine those capabilities that are core competencies. (May 2022)

Ans. Four specific criteria of sustainable competitive advantage that firms can use to determine those
capahilities that are core com petencies, Capahilities that are valuable, rare, costly to imitate, and
non-substitutable are core competencies
(a) Valuable: Valuable capahilities are the ones that allow the firm to exploit opportunities or

avertthe threats in its external environment. A firm created value for customers by effectively
using capabilitics to exploit opportunities. Finance companies build a valuable competence
in financial services. In addition, to make such competencies as financial services highly
sueccessful requires placing the right people in the right jobs. Human capital is important in
creating value for customers.

(b) Rare: Core competencies are very rare capabilities and very few of the competitors possess
this. Capabilities possessed by many rivals are uniiliely to be sources of competitive advantage
for any one of them. Competitive advantage results only when firms develop and exploit
valuahle capabilities that differ from those shared with competitars.

{c] Costly toimitate: Costly to imitate means such capabilities that competing firms are unable
to develop easily.
Eg:- Intel has enjoyed a first-mover advantage more than once because of its rare fast R&D
cyvcle time capability that brought SRAM and DRAM inteprated circuit technology, and brought
microprocessors to market well ahead of the competitor. The product could be imitated in due
course of time, but it was much more difficult to imitate the RED orcle time capabilitye

[{d} Non-substitutable: Capabilities that do not have strategic equivalents are called non
substitutable capabilities. This final criterion for a capability to be a source of competitive
advantage is that there must be no strategically equivalent valuable resources that are
themselves either not rare or imitable.

5. Strategy formulation and strategy implementation are intertwined and linked with each
other.” Elucidate this statement with suitable arguments. (May 2022)

Ans. The strategy formuilation and strategy implementation are intertwined and linked with each other.
Two types of linkages exist between these two phases of strategic management. The forwand
linkages deal with the impact of strategy formulation on strategy implementation while the
backoward linkages are concerned with the impact in the opposite direction.

Forward Linkages: The different elements in strategy formulation starting with objective setting
through environmental and organizational appraisal, strategic alternatives and choice to the
strategic plan determine the course that an organization adopts for itself. With the formulation
of new strategies, or reformulation of existing strategies, many changes have twbe affected within
the organization. For instance, the organizational stricture has to undergo a change in the light
of the requirements of the modified or new strategy. The style of leadership has to be adapted to
the neads of the modified or new strategies. In this way, the formulation of strategies has forward
linkages with thelr implementation.
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Backward Linkages: Just as implementition is determined by the formulation of strategies,
the formulation process is also affected by factors related with implementation. While dealing
with strategic choice, remember that past strategic actions also determine the choice of strategy.
Urganizations tend to adopt those strategies which can be implemented with the help of the
presentstructure of resources combined with some additional efforts. Such incremental changes,
over a period of time, take the organization from where it is to where it wishes to be. It is to be
noted that while strategy formulation is primarily an entrepreneurial activity, based on strategic
decision- making. the implementation of strategy IS mainly an administrative task based on
strategic as well as operational decizicn-making.

6. What is cost leadership strategy? Under what circumstances an organization can gain
competitive advantages from cost leadership strategy? [s there any risk in pursuing cost
leadership strategy? (Nov 2022)

Ans. Cost leadership strategy emphasizes producing standardized products at a very low per-unit
cost for consumers who are price-sensitive. [t frequently results from productivity increases and
aggressive pursuit of cost reduction throughout the development, production, marketing, and
distribution processes. [t allows a firm to earn higher profits than its competitors.

The circumstances in which an organization can gain competitive advantages from costleadership
strategy are:

o When the market is composed of many price-sensitive buyers.

& When there are few ways to achieve product differentiation.

= When buyers do not care much about differences from brand to brand.

o When there are a large number of buyers with significant bargaining power.

The basic idea is to underprice competitors and thereby gain market share driving some of the
competitors out of the market.

Some risks of pursuing cost leadership are:

@ That competitors may imitate the strategy, therefore driving overall industry profits down

@ Thattechnological breakthroughs in the industry may make the strategy ineffective; or that
buyer interests may swing to other differentiating features besides price.

7. Amanufacturing company is in direct competition with ifteen companies at national level.
Head of the marketing department of this company wishes to study the market position of
rival companies by grouping them into similar positions. Name the tool that may be used
by him/her. Explain the procedure that may be used to implement the technigues.

{July 2021)

Ans. A teol to identify the market positions of rival companies by grouping them into like positions

is strategic group mapping. A strategic group consists of those rival firms which have similar
competitive approaches and positions in the market.

The procedure for constructing a strategic group map and deciding which firms belong in
which strategic group are as follows:

{a] ldentify the competitive characteristics that differentiate firms in the industry typical
variables that are price/quality range [high, medium, low); geographic coverage {local,
regional, national, global); degree of vertical integration [none, partial, full); product-line
breadth (wide, narrow); use of distribution channels {one, some, all); and degree of service
offered {no-frills, limiced, full).

(6] Flot the firms on a two-variable map using pairs of these differentiating characteristics
{c] Assign firms that fall in about the same strategy space to the same strategic group.

{d] Draw circles around each strategic proup making the circles proportional to the size of the
group's respective share of total industry sales revenues,
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1 6 Strategic Choices

THEORY

INTRODUCTION

Strategy formulation involves well thought of decision making and cover actions dealing with the
ohjective of the firm, shareholders and allecation of resources and coordination of strategies of various
business units for optimal performance,

u

STRATEGIC CHOICES

Businesses follow different types of strategies to enter the market, to stay relevant and grow in
the market.

William F Glueck and Lawrence R. Janch discussed four generic strategies including stability,
growth, retrenchment and combination.

These strategies have also been called Grand Strategies/Directional Strategies by many other
authaors,

Michael E. Porter suggested competitive strategies including Cost Leadership, Differentiation,
Focus Cost Leadership and Focus Differentiaton which could be used by
the corporates for their different business units.

Functional Strategies are meant for strategic management of distinct
functions such as Markefing, Financial, Human Resource, Lopistics,
Production etc.

Business conglomerates having multiple product folios formulate stratesies
at different levels, vie,

o Corporate,

@ Business Unit and

2 Punctional.

The corporate strategies a firm can adopt may be classified into four broad categories:

Corpurate
strategy

T
| i | |

Growth f
y SRR

Retrenchment | Combinaton
]
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The basic features of the corporate strategies are as follows:

Stability The firm stays with its current businesses and product markets; maintains
the existing level of effort; and is satisfied with incremental growth.
Expansion Here, the firm seeks significant growth-mavbe within the current businesses;
maybe by entering new business that are related to existing businesses; or by
entering new businesses that are unrelated to existing businesses,
Retrenchment The firm retrenches some of the activities in some business {es), or] drops the
business as such through sell-out or liguidation

Combination The firm combines the above strategic alternatives in some permutation,
combination so as to suit the specific requirements of the firn.

Stability Strategy
o A stability strategy is pursued by a firm when:

o It continues to serve in the same or similar markets and
deals in same or similar products and services.

@ This strategy is typical for those firms whose product have
reached the maturity stage of product life cycle or those
who have a suflicient market share but need to retain that.

o Hence, stability strategy should not be confused with
'do nothing' strategy. Small organizations may also
follow stabllity strategy to consolidate their market
position and prepare for the launch of growth strategies.

Characteristics of Stability Strategy

A firm opting for stability strategy stays with the same business, same product-market
posture and functions, maintaining same level of effort as at present.

The endeavour is to enhance functional efficiencies in an incremental way. through better
deplovyment and utilization of resources. The assessment of the firm IS that the desired
income and profits would be forthcoming through such incremental improvements in
functional efficiencies.

Stahility strategy does not Involve a redefinition of the business of the corporation

It is a safe strategy that maintains status gquo.

It does not warrant mach of fresh investments,
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While opting for this strategy, the organization can concentrate on its resources and existing
businesses /products and markets, thus leading to building of core competencies.

-
b

The firms with modest growth objective choose this strategy.

Major Reasons for Stability Strategy

A product has reached the maturity stage of the product life cycle,

The staff feels comfortable with the status quoe as it involves less changes and less risks.

It is opted when the environment in which an organisation is operating Is relatively stable.

After rapid expansion, a firm might want to stabilize and consclidate itself.

[ o —— o — o " o o — o o o o oy

: | Why don't Startups aim for stability? :

. i A startup is an cntrepreneurial venture in the early stages of ideation and development,
| generally created for solving real-life problems through technology. For it, the most important i

i« factors are speed and agility, because of it being in a nascent stage of operations. Stability on -
- the other hand s more meaningful strategy when the size of operations is expanded to full -
l capacity and business is at a mature stage. Thereby, we rarely see startups aiming for stabilite: l

Growth/Expansion Strategy

o Growth/Expansion strategy is  implemented by
redefining the business by enlarging the scope of
business and substantially increasing investment in the
husiness,

o It is a strategy that can be equated with dynamism,
vigour, promise and success.

O  This strategy may take the enterprise along relatively
unknown and risky paths, full of promises and pitfalis.
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Characteristics of Growth/Expansion Strategy

Expansion strategy Involves a redefinition of the business of the corporation.

Expansion strategy is the opposite of stability strategy. While in stability strategy, rewards
are limited, in expansion strategy they are very high. In the matter of risks, too, the two are
the opposites of each other

Expansion strategy leads to business growth. A firm with a mammaoth growth ambition can
meet its objective only through the expansion stratemy:

The process of renewal of the firm through fresh investments and new businesses/
products / markets is facilitated only by expansion strategy.

Expansion strategy is a highly versatile strategy; it offers several permutations and
combinations for growth.

Expansion strategy holds within its fold two major strategy routes: Intensification
Diversification. Both of them are growth strategies; the difference lies in the way in which
the firm actually pursues the growth,

Major Reasons for Growth/Expansion Strategy

May become imperative when environment demands increase in pace of activity

Strategists may feel more atisfied with the prospects of growth from expansion, chief
executives may take pride in presiding over organizations perceived to be growth-oriented.

-
L

Expansion may lead to greater control over the market vis-a-vis competitors,

Advantages from the experience curve and scale of operations may accrue,

Fxpansgion also includes intensifying, diversifying, acquiring and merging businesses.
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Types of Growth/ Expansion Strategy
The growth strategies can be classified into two main types:

Internal growth
strategies g

External growth |
strategies

B INTERNAL GROWTH STRATEGIES
Internal growth strategies can be further divided into:

Expansion
through :
Expansion
Intensification through

L Diversification

I. Expansion or growth through Intensification

o Expansion or growth through intensification means that the organisation tries to grow
internally byintensifying its operations either by market penetration or market development
or by product development.

2 The firm can intensify by adopting any of the following strategies:

i > Highly common expansion strategy is market penetration/
Market concentration on the current business.
Fenetration < The firm directs its rescurces to the profitable growth of its
i existing product in the existing market.
Market i 2 ltconsists of marketing present products, to customers in related
Servol o+ market areas by adding different channels of distribution or by
s Lo changing the content of advertising or the promotional media.
.
r'-
Prod 2 Product development involves substantial maodification of
I iz < existing products or creation of new but related items that can
b be marketed to current customers through establish channels.
-
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o Igor H. Ansoff gave a framework as shown in figure below which describes the intensification
options available w a firm.

Mkl Fl:n:l.m:n\\ h ‘\\-\_\ \
2 Increase markst Development Diversification Market
shiare, 2 Add product imvolving new Development
2 Increase product featres, products and new O Expand
usage, product v hets gengraphically
[ncrease the refinement. 2 Related/ Target naw
frequency used. 2 Developa Unralated segments
Increase the quantity new-generation
wsed, product.
Find new application 2 Develop new
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[I. Expansion or Growth through Diversification

o When a firm tries to grow and expand by diversifying into various products or fields, it is
called growth by diversification. This is also an internal growth strategy.

» Diversification is defined as
an entry into new products or
productlines, new services or new
markets, involving substantially
different skills, technology and
Enowledge.

@ When an established firm
introduces a new product, which
has little or no affinity with its
present product line and which is
meantfor anew classof customers
different from the firm's existing
customer groups, the process
is known as conglomerite
diversification.

o Based on the nature and extent of their relationship to existing businesses,
diversification can be classified into two broad categories:

il !
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Concentric
Diversification

Concentric diversification takes place when the products are related.

In this diversification, the new business that i< it diversifies into is linked
to the existing businesses through process, technology or marketing.
The new product is a spin-off from the existing facilities and products/
processes,

The new product is only connected in a loop-like manner at one or more
paints in the finm's existing process /technology /product chain.
Example, a company producing clothes ventures into the manufacturing
of shnes.

Concentric diversification is generally understood in two directions,

vertical and horizontal integration;

Vertically
Integrated
Diversif-

ication

< Firms opt to engage in businesses that are related to the
existing business of the firm.

2  The characteristic feature of vertically Integrated
diversification is that the firm remains in the vertically
linked product-process chain A firm can either apt
fur forward or backward integration or horizontal

integration.

o Forward and backward integration forms part of
vertically integrated diversification.

Backward Integration

Concerned with creation of
effective supply by entering
business of input providers.

Strategy employed to expand
profits and gain greater control
over production, supply of a
product wherehy a company
will purchase or build a
business that will increase its
owh supply capability or lessen
its cost of production.
Example, A large supermarket
chain considers to purchase a
number of farms that would
provide it a significant amount
of fresh produce.

Forward Integration

Moving forward in the
value chain and entering
business lines that use
existing products.
Forward integration will
also take place where
organizations enter into
businesses of distribution

channels.

Example, A coffee bean
manufacture may choose
to merge with a coffee
cafe,

Horizontal
Integrated
Diversif-

ication

A firm gets horizontally diversified by integrating through
acquisition of one or more similar businesses operating at the
same stage of the production-marketing chain. They can also
integrate with the firms producing complementary products
or by-products or by taking over competitors’ products.
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Conglomerate Mo linkapges related to preduct, market or technolopy exist; the new
Diversiflication businesses/products are disjointed from the existing businesses/

products in every way; it is a totally unrelated diversification.

Conglomerate diversification has no common thread at all with the firm's
present position.

Example, A cement manufacturer diversifies into the manufacture of
steel and rubber products.

o  Related vs. Unrelated Diversification

Related Diversification Unrelated Diversification

2 Exchange or share assets or competencies | o Investment in new product portfolios.
by exploiting. o Employment of new technologies.
2 Brand name. o Focus on multiple products.
o Marketing skills. o Reducerisk byoperatinginmultiple product
2 Sales and distribution capacity MATKers.
o Manufacturing skills. 2 Defend against takeover bids.
2 R&D and new product capability. o Provide executive interest
o Heconomies of scale,

Is it really worth expanding so much to diversify a business into unrelated products?
Despite of its complexity, conglomerate diversification [diversification into unrelated business)
financially makes a lot of sepse, [t creates access a new pool of customers, thereby expanding its
customer base, It allows access to markets and cross-selling new products, leading to increased
revenues. Further, it eases the management of losses in a business; profits in one business can be
used to keep the loss-making business afloat within the same organisation.
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Innovation Innovation drives upgradation of existing
product lines or processes, leading to
increased market  share,  revenues,
profitability and most important, customsar
satisfaction. Some may argue that
innovation leads to unnecessary eXpenses
that do not give as much returns, buton the
contrary, for a business to grow long term, innovation offers the following;

Help tosolve | o A business strives to find opportunities in existing
complex problems of the society, and it does so though planned
problems innovation in areas of expertise.

2 Example, the pressing problem of cnvironmental
damage is being tackled heads on by shifting to
renewable sources of energy like solar, wind, sea
waves, etc,

2 [t might be costly in introductory stages but in the
long run itwill only have economic and environmental

sustainability
Increases 2 Innovation leads to simplification and in most cases
Froductivity automation of existing tasks.

o Productivity is defined as a measure of final output
from a task or a process, and companies are willing to
spend millions on increasing their productivity,

o Example, M5 Excel, every finance professional uses
this software to simplifr and automate their manual
tasles,

@ Improved productvity, creates opportunities to further
develop processes and products within and outside
the organization.

2 Thus, innovation creates a ripple effect that has a far
and wide impact across industries.

Gives 2 An interesting concept about innovation is- the faster
Com petitive a business innovates, the farther it goes from its
Advantage competitor's reach.

2 Innovative products need less marketing as they aim to
provide added satisfaction to consumers, thus, creating
a competitive advantage.

2 Innovation not only helps retain the existing customers
but helps acquire new ones with ease.

B EXTERNAL GROWTH STRATEGIES
When the organization instead of growing internally thinks of diversifying by making alliances with
external organisations, it is called external growth diversification.
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It can be classified in two ways:

Expansion through Mergers Expansion through
and Acquisitions Strategic Alliance

[. Expansion through Mergers and Acquisitions

(¥

Acquisition or merger with an existing concernis
an Instant means of achieving the expansion.

It iz an attractive and tempting proposition in
the sense that it circumvents the time, risks
and skills imvolved In screening internal growth
opportunities, seizing them and building up the
necessary resource base required tw materiatise
growth,

Synergy may result from such bases as physical
facilities, technical and managerial skills,
distribution channels, general administraticn,
research and development and =0 on.

Fositive synergistic effects are relevant in this connection which denotes that the positive
effects of the merged resources are greater than the effects of the Individual resources
before merger or acquisition.

There is a thin line of difference between the two terms but the impact of combination Is
completely different in both the cases. Seome organizations prefer to grow through mergers,
Merger is a process when two or more companies come together to expand their business
aperations.

A merger two organizations combine to increase their strength and financial gains along
with breaking of the trade barriers.

When one organization takes over the other organization and controls all its business
aperations, it is known as acquisition.

In acquisition, one financially strong organizaton overpowers the weaker one.
Acguisitions often happen during recession in economy or during declining profit margins.
The stronger one overpowers the weaker one,

A deal in case of an acquisition is often done in an unfriendly manner, it s more or less a
ftoerced association where the powerful organization acquires the operations of the company
that is in a weaker position and is forced to sell its entity.

B TYPES OF MERGERS
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Horizontal Merger

Vertical Merger

Co-generic Merger

Conglomerate

Horizontal merger
is a combination
of firms engaged
in the same

industry.

Itis a merger
with a direct
competitor,

The principal
objective behind
this type of
merger is to
achieve
economies of scale
in the production
process by
shedding
duplication of
installations
and functions,
widening the
line of preducts,
decrease in
working capital
and fixed assets
investment,
petting rid of
competition and
50 0L

Example,
formation of
Brook Bond
Lipton India

Ltd. through the
merger of Lipton
India and Brook
Bond.

It is a merger of two
arganizations that
are operating in the
same indusory but
at different stages
of production or
distribution sy<tem.

This often leads to
increased synergies
with the merging
firms.

If an organization
takes over its
supplier/producers
of raw material, then
it leads to backward
integration.

On the other hand,
forward integration
happens when an
organization decides
to take over its buyer
aorganizations or

distribution channels.

Vertical merger
results in many
aperating and
financial economies.

Vertical mergers
help to create an
advantageous
position by
restricting the
supply of inputs to
other players, or by
providing the inputs
at a higher cost.

Example, backward
integration and
forward integration.

In Co-generic
merger two or
mMOre Merging
organizations
are associated in
some way or the
other related o
the production
Processes,
business
markets, or
hasic requirad
technologies.

Such merger
includes the
extension of the
product line

OF acquiring
components that
are required in the
daily operations.

It offers great
opportunities

o businesses o
diversify around
4 common set
of resolurces

and strategic
requirements.

Example, an
Organization in
the white goods
category such
as refrigerators
can diversify
by merging
with another
organization
having business
in Kitchen
appliances,

g

Merger

Conglomerate
mergers

are the
combination of
organizations
that are
unrelated fo
each other.

There are

no linkages
with respect
o CUStomer
groups,
customer
functions and
technologies
being used.

There are no
imporcant
COm0n
factors
between the
organizations
in production,
marketing,
research and
developmont
and technology.

In practice,
bowever, there
is some degree
of overlap in
ane or more of
these factors.

R
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[I. Expansion through Strategic Alliance

@ A strategic alliance is a relationship between two or
more businesses that enables each to achleve certain
strategic objectives which neither would be able to
achieve on its own.

o The strategic parthers maintam their status as
independent and separate entities, share the benefits
and control cver the partmership, and continne tomake
contributions to the alliance until it is terminated.

Advantages of Strategic Alliance

strategic alliance usually is only formed if they provide an Strategic Alliance
advantage to all the parties in the alliance.

Organizational strategic alliance helps to learn necessary skills and obtain certain capabilities
from strategic partners. Strategic partners mayalso help to enhance productive
capacity, provide a distribution system, or extend supply chain. Strategic
parthers may provide a good or service that complements thereby creating
a synergy. Having a strategic partner who Is well-known and respected also
helps add legitimacy and creditability to a new venture,

Economic There can be reduction In costs and risks by distributing them across the
members of the alliance, Greater economies of scale can be obtained in an
alliance, as production volume can increase, causing the cost per unit to
decline. Finally, partners can take advantage of co-specialization, creating
additional value, such as when a leading computer manufacturer bundles its
desktop with a leading monitor manufacturer's moniton

Strategic Rivals can join together to cooperate instead of competing with each other.
Vertical integration can be created where partners are part of supply chain.
Strategic alliances may also be useful to create a competitive advantage by
the pooling of resources and skills, This may also help with future business
opportunities and the development of new products and technologies.
Strategic alllances may also be used to get access to new technologies or to
pursue joint research and development,

Political Sometimes strategic alliances are formed with alocal forelgn business to gain
entry into a foreign market either because of local prejudices or legal barriers
to entry. Forming strategic alliances with politically influential partners may
also help Improve your own influence and position,

Disadvantages of Strategic Alliance

Strategic alliances do come with some disadvantapes and risks.
The major disadvantage is sharing.

Strategic alliances require sharing of resources and profits, and also sharing knowledge and skills
that otherwise organisations may not like to share.

Sharing knowledpe and skills can be problematic if they involve trade secrets,
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Agreements can be executed to protect trade secrets, but they are only as good as the willingness of
parties to abide by the agreements or the courts willingness to enforce them.

strategic alliances may also create potential competition when an ally becomes an opponent in
future when it decides to separate out.

B STRATEGIC EXITS

o Strategic Exits are followed when an organization substantially reduces the scope of its activity
This is done through an attempt to find out the problem areas and diagnose the causes of the
problems. Next, steps are taken to solve the problems.

I. Turnaround Strategy

o Retrepchment may be done either internally or externally. For internal retrenchment to
take place, emphasis is laid on improving internal efficlency, knewn as turnarcund strategy.

2 There are certain conditions or indicators which point out that aturnaround is needed if the
company has to survive. These danger signals are:
» Persistent nepative cash flow from

business{es)

Uncompetitive products or services

Declining marlet share

Deterioration in physical facilities

Over-staffing, high turnover of employees,

and low morale

»  Mismanagement

. S .

Action Plan for Turnaround

For turnaround strategies to be successful, it is imperative to focus on the short and [ong-term
financing needs as well as on strategic issues. A workable action plan for turnaround would imvolve

the following stages:

Stage One - The first step is to assess the current problems and get to the root causes
Assessment of and the extent of damage the problem has caused. Once the problems are
(o Ty e a0 G identified, e resources should be focused toward those areas essential to
efficiently work on correcting and repairing any immediate issues,

Stage Two - Before you make any major changes, determine the chances of the business's
Analyze the survival. Identify appropriate strategies and develop a preliminary action
Situation and plan. For this one should look for the viable core bugsinesses, adequate bridge
Develop a financing and available organizational resources. Analvze the strengths and
Strategic Plan weaknesses in the areas of competitdve posidon. Once major problems and
opportunities are identified, develop a strategic plan with specific goals and
detailed functional actions.
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Stage Three- It the organization is in a critical stage, an appropriate action plan must be
T ST RGTE T developed to stop the bleeding and enable the organization to survive. The
Ty T e TR AT LA plan typically includes human resource, financial, marketing and cperations
Plan actions to restructure debts, improve working capital, reduce costs, improve
budgeting practices, prune product lines amd accelerate high potential
products. A positive operating cash flow must be established as quickly as
possible and enough funds to implement the turnareound strategies must be
raised.

Stage Four- The financial state of the organization's core businessis particularky impartant.
T P LT The core business is irreparably damaged, then the outlook for the entire
Business organization may be bleak. Prepare cash forecasts, analyse assets and debts,
review profits and analyze other key financial functions to position the
organization for rapid improvement. During the turnaround, the “product
mke" may be chanped, requiring the organization to do some repositioning.
Core products neglected over time may require immediate attention to
remain competitive. Morale building is another important ingredient in the
organization's competitive effectiveness, Reward and compensation systems
that encourage dedication and creativity amongst employees to think about
profits and return on investments, '

Stage Five In the final stage of turnaround strategy process, the organization should
-Returning to begin to show signs of prefitability, return cn investments and enhancing
Normal economic value-added. Emphasis is placed on a number of strategic efforts
such as carefully adding new products and improving customer service,
creating alllances with other erganizations, increasing the martoet share, ete.

2 The important elements of turnaround strategy are as follows:

Changes in the top management

i
.

Inital credibilitr-building actions

Neutralising external pressures

-
L

Tdentifiring quick payoff activities

-
"

Quick cost reductions

Revenue generation

Asset liguidation for generating cash

-
L

Better internal coardination

-
%
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I[I. Divestment Strategy
o Divestment strategy involves the sale or liquidation of a porton of business, or a major
division, profit centre or SBUL
o Divestment is usually a part of rehabilitation or restructuring plan and is adopted when a
turnaround has been attempted but has proved to be unsuccessful.

2 A divestment strategy may be adopted due to various reasons:

A business that had been acquired proves to be a mismatch and cannot be integrated within

the compamy.

L" "

Persistent negative cash flows from a particular business create financial problems for the
whaole company, creating the need for divestment of that business,

Severity of competition and the inability of a firm to cope with it may cause it to divest,

[t is not possible for the business to do Technological upgradation that is required for the
husiness to survive, a preferahie aption would be to divest.

A better alternative may be available for investment, causing a firm to divest a part of its
unprofitable business.

Characteristics of Divestment Strate

This strategy involves divestment of some ol Divesiment is to be viewed as an

the activities in a given business of the firm integral part of corporate stralegy
or sell-out af some of the businesses as such. without any stigma attached.

Major Reasons for Retrenchment/Turnaround Strategy

2 The management no longer wishes to remain in business either partly or wholly due to
continuous losses and unviability.

Ty

> The management feels that business could be made viable by divesting some of the activities
or liguidation of unprofitable activities.

a

2 A buginess that bad been acquired provesto be amismatch and cannot be integrated within
the company.

2 Persistent negative cash flows from a particular business create financial problems for the
whole company, creating the need fur divestment of that business.

= Severicy of competiion and the inability of a firm to cope with it may cause it to divest

3 Technological upgradation is required if the business is to survive but where it is not
possible for the firm to invest in it, a preferable option would be to divest

i

o A better alternative may be available for investment, causing a firm to divest a part of its
unprofitable businesses.

m Strategic Management ﬁ




e e L e e e I L e e e e B e e e e e A e T e B N e L L e e e e e e =

]
Is Turnaround strategy only relevant to loss making businesses? -
Interestingly, buwrnaround strategy is relevant when a company is experiencing a period of 1

poor performance. Foor performance does not always mean losses, it may also mean lower @
than expected growth, no future clarity, or even lesser than target prefits.
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B STRATEGIC OPTIONS

U Strategic options need to be carved out from
existing products and innovations that are
happening in the industry.

g Primarily used for competitive analysis and
corporate strategic planning in mult-product
and multh business firms.

g  They may also be used in less diversified firms, if
these consist of a main business and other minor
Com plementary interests,

o A diversified company may decide to divert
resources from its cash rich businesses to more
prospective ones that hold promise of a faster
growth so that the company achieves its corporate
level objectives efficienthy

B ANSOFF'S PRODUCT MARKET GROWTH MATRIX

The Ansoff’'s product market growth matrix (proposed by Igor Ansoff) is a useful tool that helps
businesses decide their product and market growth strategy. With the use of this matrix a business
can get a fair idea about how its growth depends upon it markets in new or existing products in both
new and existing markets. Companies should always be looking to the future. One useful device for
identifying growth opportunities for the future iz the product/market expansion grid. The prodoct /
market growth matrixis a portfolio-planning teol for identifying growth opportunities for the company.

Exiting : New
Products + . Products
= o
Existing Markets Market Produc

Penetration | Development

1 ' i
H £, '|.-'..l

b

Market

NewMarkets  Diversification
Development
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Market Market penetration refers to a growth strategy was the business focuses on
Penelration selling existing products into existing markets. It is achieved by making more
sales to present customers without changing products in any major way.
Penetration might require greater spending on advertising or personal selling.
Penetration is also done by effort on Increasing usage by existing customers.
Example, Gucci, aluxury clothing brand, selling its ooy clothing in European
markets with new designs, is market penetration.

Mar ket Market development refers to a growth strategy wherne the business seeks to
Development sell its existing products into new markets. It isa strategy for company growth
by identifying and developing new markets for current company products,
Exam ple, Gucct, a hwory clothing brand, selling its lusury clothing in Chinese
mdrkets, is market development.

Product Product development refers to a growth strategy was business alms fo
Development introduce new products into existing markets. It is a strategy for company
groawth by offering maodified or new products to corrent markets. This strategy
may require the development of new competencies and requires the business
to develop modified products which can appeal to existing markets.

Example, Gucci, a luxury clothing brand, selling casual clothing in European
markets, is product development.

Diversification Diversification refers to a growth strategy where a business market new
product in new markets. It is a strategy by starting up or acquiring businesses
outside the company’s current products and markets, This strategy is risky
because it does not rely on either the company's successful product or its
position in established markets. Tvpically, the business is moving into markets
i which it has little or no experience.

Example, Gucci, a luxury clothing brand, selling casual clething in Chinese
markets, is diversification,

As market conditions change overtime, a company may shift product-market
growth strategies. For example, when its present market is fully saturated a
company may have no cholce other than o pursiie new market.

B ADLMATRIX

O  The ADL matri¥ [derived its name from Arthur . Lictle] is a portiolio analysis technigque that is
based on product life cycle.

@ The appreach forms a two- dimensional matrix based on stage of industry maturity and the
firmy's competithve position, envirenmental assessment and business strength assessment.

o Stage of industry maturity is an environmental measure that represents a position in industry’s
life cycle.

o Competitive position is 2 measure of business strengths that helps in categorization of products
or SRIFs into one of five competitive positions:

o dominant,
o strong,
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o favourable,
2 tenable and

o weak

It is four by five matrix as follows:

Stage of industry maturity - Arthur I3, Little {ADL) Matrix

Competitive Embryonic Growth Mature Ageing
Position
Dominant - Fast prow - Fast prow - Defend position |- Defend position
- Bulld barriers |- Attend cost - Attend cost - Renew
- Act offensively leadership leadership - Focus
- Renew - Renew - Consider
- Defend position |- Fast grow withdrawal
- Act offensively |- Act offensively
- Differentiate |- Differentiate |- Lower cost - Find niche
- Fast grow - Lower cost - Focus - Hold niche
- Attack small Differentiate |- Harvest
firms - Grrow with
industry
Favourable - Differentiate - Focus - Fotus - Harvest
- Focus - Differentiate Differentiate Turnaround
- Fast grow - Defend - Harvest
- Find niche
- Hold niche
- Turnaround
= (rrow with
industry
- Hit smaller
firms
Tenable - firoww with - Hold niche - Turnaround - Divest
mdustry - Turnaround - Hold niche - Retrench
- Focus - Focus - Retrench
- frrow with
industry
= Withdraw
- Find niche = Turnaround - Withdraw - Withdraw
- Catch-up - Retrench - Divest
- (xrow with - Niche or
industry withdraw
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The competitive position of a firm is based on an assessment of the following criteria;

Dominant This is a comparatively rare position and in many cases is attributable either
to a monopaoly or a strong and protected technological leadership.

Strong By virtue of this position, the firm has a considerable degree of freedom over
its choice of strategies and is often able to act without its marlet position
being unduly threatened by its competitons.

Favonrable This pasition, which generally comes ahout when the industry is fragmented

and no one competitor stand out clearly, results in the market leaders a
reasonable degree of freedom.

Tenable Although the firms within this category are able to perform satisfactorily and
can justify stayving in the industry, they are generally vulnerable in the face of
increased competition from stronger and more proactive companies in the
market.

The performance of firms in this category is generally unsatisfactory although
the opportunities for improvement do exist,

B BOSTON CONSULTING GROUP (BCG) GROWTH-SHARE MATRIX

o The BCGO growth-share matrix is the simplest way to portray a corporation’s portfolio of
imvestments.

o Growth share matrix also known for its cow and dog metaphors is populardy used for resource
dllocation in a diversified company.

o Using the BCG approach, a company classifies its different businesses on a two-dimensional
grow th-share matris.

Im the malrix:

2 The vertical axis represents market prowth rate and provides a measure of market
attractiveness.

@ The horizontal axis represents relative marlket share and serves as a measure of company
strength in the market.

Using the matrix, organisations can identify four different types of products or 5BU as follows:

Helative Market Share
High Low
Stars Question Marks
3
s B
= =
z
=
(L
g
-
o
= o
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Are products or SBUsthat are prowingrapidly. They also need heavy investment
to maintain their position and finance their rapid growth potential. They
represent best opportunities for expansion.

Cash Cows Are low-growth, high market share businesses or products. They penerate
cash and have low costs. They are established, successful, and need less
investment to maintain their market share, In long run when the growth rate
slows down, stars become cash cows,

(tuestion Marks Sometimes called problem children or wildcats, are low market share
business in high-growth markets. They require a lot of cash to hold their
share. They need heavy investments with low potential to generate cash.
Quesdon marks if left unattended are capable of becoming cash raps. Since
growth rate is high, increasing it should be relatively easier. It 15 for business
organisations to turn them stars and then to cash cows when the growth rate
reduces.

Are low-growth, low-share husinesses and products. They may generate
enough cash to maintain the mselves, but do not have much future. Sometimes
they may need cash to survive. Dogs should be minimised by means of
divestment or lquidation.

B BCGMATRIX: POST IDENTIFICATION STRATEGIES

o After a firm, has classified its products or SBUS, it must determine what role each will play in the
future. The four strategies that can be pursued are;

1. Build Here the objective is to increase market share, even by forgoing short-term
earmings in favour of building a strong future with large market share,

2. Hold Here the objective is to preserve market share,

3. Harvest Here the objective is to increase short-term cash flow regardless of long-term
effect.

4. Divest Here the objective is to sell or liguidate the business because resources can
be better used elsewhere.

' Is BCG Matrix really helpful? :

| The growth-share matrix has done much to help strategic planning; however, there are some |
i problems and limitations with the technique. BCG matrix can be difficult, tme-consuming, and |
| costly to implement. Management may find it difficult to define 3BUS and measure market share |
| and growth, It alse focuses on dassifying current businesses but provide litde advice for future |
i planning. They can lead the company to placing too much emphasis on market-share growth or -
growth through entry into attractive new markets. This can cause unwise expansion into hot, new, |
risky ventures or divesting established units teo quickly. :

FE & & T
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B GENERAL ELECTRIC MATRIX ["STOP-LIGHT"” STRATEGY MODEL]

g This model has been used by General Electric Company [developed by GE with the assistance of
the consulting firm McKinsey and Company).

0  This model is also kniown ag Business Planning Matrix, GE Nine-Cell Matrix and GF Model.

o The strategic planning approach in this model has been inspired from traffic control lights,

g The lights that are used at crossings to manage traffic are: green for go, amber or yellow for
caution, and red for stop.

O  This model uses two factors while taking strategic decisions: Business Strength and Market
Attractiveness,
Understanding the GE Matrix
The vertical axis indicates market attractiveness, and the horizontal axis shows the usiness
strength in the industry The marlet attractiveness is measured by a number of factors like:

Size of the market.

Market growth rate.

Industry profitability.

Lompetitive intensity.

Availahility of Technology

Fricing trends.

Orverall rislk of returns in the Industry.

Opportunity  for  differentiation  of
products and services.

2 Demand variability
o Sepmentation.
o Distribution structure (e.g., direct marketing, retail, wholesale] etc.

o o o Q0 Q9 Q9 o Q

Business strength is measured by considering the typical drivers like;

Marleet share.

Market share growth rate.
Profit margin.
Distribution efficiency.
Brand image.

Ability to compete on price and quality
Customer loyalty.
Froduction capacity.
Technological capability.
Eelative cost position.
Management calibre, et

oo o Qe Qe 9 Q9 C o o0
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Business strength
Strong Average Weak

Y Invest/Expand Invest/Expand Select/Earn

BN Invest/Expand

Select /Earn Harvest/Divest
Low Select/Earn Harvest/Divest Harvest/Divest

tattractiveness

Marlke

o IlMaproduct falls in the green secton, the business is at advantageous position,

o Toreap the benefits, the strategic decision can be to expand, to invest and grow. If a product is
in the amber or yellow zone, it needs caution and managerial discretion is called for making the

strategic choices.

o Ifaproduct is in the red zone, it will eventually lead to losses that would make things difficult
tor organisations,

o  Insuch cases, the appropriate strategy should be retrenchment, divestment or liquidation.

o  This model i5 similar to the BLG growth-share matrisx

o  However, there are differences. Firstly, market attractiveness replaces market growth as the
dimension of indestry attractiveness and includes a broader range of factors other than just the

market growth rate.
o Secondly, competitive strength replaces market share as the dimension by which the competitive

position of each SBU is assessed.
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TEST YOUR KNOWLEDGE - MCQS

1. Which strategy is implemented after the failure of turnaround strategy?
(a] Expansion strategy (B] Diversification strategy
(c] Divestment strategy (d] Growth strategy

2. Retrenchment strategy in the organisation can be explained as
(o] Eeducing trenches (gaps) created between individuals
(8] Divesting a major product line or marlket
{¢] Removal of employees from job through the process of reorganization
(d] Bemoval of eaployees from job in one business te relocate them in other business,

3. An organisation diversifies in backward sequence in the product chain and enters specific
product/process to e nsed in existing produocts. [tis:

(] Forward diversification (h] Vertical diversification
(] Horizontal diversification (i) Reactive diversification
4. Corporate strategy includes:
(1} Expansion and growth, diversification, takeovers and mergers
{ii) Vertical and horizontal integration, new investment and divestment areas
(iii) Determination of the business lines
From the combinations given below select a correct alternative:
(@] {i) and {ii) (B) (i) and (i)
(€] (i) and {iii) (d) (i), (ii) and {iii]
5. Vertical integration may be bencficial when
(@] Lower transaction costs and improved coordination are vital and achievable through vertical
integration
(b] Flexibility is reduced, providing a more stationary position in the competitive environment.
(¢] Various segregated specializations will be combined
(] The minimum efficient scales of two corporations are different.

6. Stability strategy is a strategy.
(] SBU level (B] Corporatelevel (€] Business level [d] Functional level
7. Conglomerate diversification is another name for which of the following?
{a] Related diversification (&) Unrelated diversification
(¢] Portfolio diversification (d] Acquisition diversification
8. Diversification primarily helps to:
(0] Reduce competition [b] Reduce risk (c] Reduces taxes [(] Reduce costs
9. If suppliers are unreliable or too costly, which of these strategies may be appropriate?
(0] Horizontal integration (] Backward integration
(] Market penetration (d] Forward integration
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TEST YOUR KNOWLEDGE - CASE STUDIES

1. Gautam and Siddhartha, two brothers, are the owners of a cloth manufacturing unit located
in Faridabad. They are doing well and have substantial surplus funds available within the
business. They have different approaches regarding corporate strategies to be followed to
be more competitive and profitable in future.

Gaulam is interested in acquiring another industrial unit locatedin Faridabad manufacturing
stationery items such as permanent markets, notebooks, pencils and pencil sharpeners,
envelopes and other office supplies. On the other hand, Siddhartha desires tostart another
unit to produce readymade garments.

Discuss the nature of strategic choices being suggested by the two brothers with reference
to the payofls and the risks involved.

Ans. Gautam wishes to diversify in a business that is not related to their existing line of product and
can be termed as conglomerate diversification. He is interested in acquiring another industrial
unit located in Faridabad manufacturing stationery items such as permanent markets, notebooks,
pencils and pencil sharpeners, envelopes and other office supplies, which is not related to their
existing product. In conglomerate diversification, the new business/products are disjointed
from the existing business/products in every way; it is an unrelated diversification. In process/
technology/function, there is no connection between the new products and the existing ones.
Conglomerate diversification has no common thread at all with the firm's present position.

{n the other hand, Siddhartha seeks to move forward in the chain of existing product by adopting
vertically integrated diversification/forward integration, The cloth being manufactured by the
existing processes can be used as raw material of garments manufacturing husiness, In such
diversificaticon, firms opt to engage in businesses that re related to the existing business of the
firm. The firm remains vertically withing the same process and moves forward or backward in
the chain. It enters specific product /process steps with the intention of making them Into new
businesses for the firm. The characteristic feature of vertically integrated diversification is that
hera, the firm does not jump outside the vertically linked product-process chain.

Both types of diversifications have their own risks. In conglomerate diversification, there are no
linkages with customer group, customer marketing functions and technology used, which is a
risk. In the case of vertical integrated diversification, there is a risk of lack of continued focus on
the original business,

2. XYZ Company is facing continuous losses. There is decline in sales and product market
share. The praducts of the company became uncompetitive and there is persistent negative
cash Mlow. The physical facilities are deteriorating and employees have low morale, At the
board meeting, the board members decided that they should continue the organization
and adopt such measures such that the company functions properly. The board has decided
to hire young executive Shayamli for improving the functions of the organization. What
corporate strategy should Shayamli adopt for this company and what steps need to be
taken to implement the corporate strategy adopted by Shayamli? [5M, Nov 2019]
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Ans. XY7 Company is facing continuous losses, decline in sales and product market share, persistent
negative cash flow, uncompetitive products, declining market share, deterioration in physical
facilities, low morale of employees. In such a scenario, Shayamli may choose a turnaround
strategy as this strategy attempts to reverse the process of decline and bring improvement in
organizational health. This is also important as the Board has declded to continue the company
and adopt measures for its proper functioning. For success, Shayvamli needs to focus on the short
and long-term financing needs as well as on strategic issues. During the turnaround, the “product
mix” may be changed, requiring the organization to do some repositioning. A workable action
plan for turnaround would invalve:

Stage One - Assessment of current problems: In the first step, assess the current problems
and get to the root causes and the extent of damage.

Stage Two - Analyze the situation and develop a strategic plan: ldentify major problems and
opportunities, develop a strategic plan with specific goals and detailed functional actions.
Stage Three - Implementing an emergency action plan; [fthe organization I8 in a critical stage,
an appropriate action plan must be developed to step the bleeding and enable the organization
to survive.

Stage Four - Restructuring the business: If the core business is irreparably damaged, then the
outlook for the entire organization may be bieak. Efforts to be made to position the organization
for rapid improvement.

Stage Five - Returning to normal: In the final stage of the turnaround strategy process, the
organization should begin to show signs of profitahility, retum on investments and enhance
economic value-added.

3. Organois a large supermarket chain. It is considering the purchase of a number of farms
that provides organo with a sufficient amount of its fresh produce. Organo feels that by
purchasing the farms, it will have greater control over its supply chain. [dentify and explain
the type of diversification opted by Organo? (5M)

Ans. Organo is large supermarket chain. By opting backward integration and purchase a number of
farms, it will have greater control over its supply chain. Backoward integration is a step towards,
creation of effective supply by entering business ofinput providers. Strategy employved ot expand
profits and pain greater control over production of a product whereby a company will purchase
or build a business that will increase its own supply capability or lessen its cost of production,

4. With the global economic recession Soft Cloth Ltd. incurred significant losses in all its
previous five financial years. Currently, they are into manufacturing of cloth made of cotton,
silk, polyester, rayon, lycra and blends. Competition is also intense on account of cheap
imports. The company is lacing csh crunch and has not been able Lo pay the salaries o
its emplovees in the current month.

Sugpest a grad strategy that can be opted by Soft Cloth Ltd. (5M)
Ans. Soft Cloth Ltd. is facing internal as well as external challenges. The external environment is in

economic recession and the organization is facing cash crunch. The company needs towork on
retrenchment/turnaround strategy. The strategy is suitable in case of issues such as:

o Persistent negative cash flows

2 Uncompetitive products or services
o Declining market share
o Deterioration in phyvsical facilities
o Ohwverstaffing, high turnover or employees, and low morale
o Mismanagement
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The company may consider to substantially reduce the scope of its activity. This is done through
an attempt to find out the problem areas and diagnose the causes of the problems. Nextsteps are
taken to solve the problems.

These steps result in different kinds of retrenchment strategies. If the organization chooses to
focus on ways and means to reverse the process of decline, it adopts at turnaround strategy Ific
cuts off the less-making units, divisions, cr SBUs, curtails its product line or reduces the functions
performed, it adopts a divestment strategy [f none of these actions work, then it may choose to
abandon the activities totally, a resulting in a liguidation strategy.

5. X Pvt. Ltd. had recently ventured into the business of co-working spaces when the global
pandemic struck. This has resulted in the business line becoming unprofitable and
unviable, and a failure of the existing strategy. However, the other businesses of X Pyt Lid.
are relatively less affected by the pandemic as com pared to the recent co-working spaces.
Suggest a strategy for X Pvt. Ltd. with reasons to jostify your answer. |5M, Jan 2021]

Ans. [tis advisable that divestment strategy should be adopted by X Pvt. Lod, Inthe given situation where
the husiness of co-working spaces became unprofitable and unviable due to Glohal pandemic, the

best option for the company is to divest the loss-making business, Retrenchment may be done
either internally or externally. Turnaround strategy is adopted in case of internal retrenchiment
where emphasis 15 lald on improving intermal efficiency of the organization, while divestment
strategy is adopted when a business turns unprofitable and unviable due to some external factors,
In view of the above, the company should go for a divestment strategy.

Further, divestment helps address issnes like:

1. Persistent cash flows from loss making segments could affect other profit-making segments,
which is the case in the given scenario.

2. Inability to cope from the losses, which again is uncertain due to pandemic.

3. Better investment opportunity, which could be the case if X Pvt. Ltd. can invest the money it
generates from divestment.

6. Atrix Ltd. is a company engaged in the designing, manufacturing, and marketing of
mechanical instruments like speed meters, vil pressure gauges, and so on. Their products
are fitted into two and four wheelers. During the last couple of years, the company ahs
been observing a fall in the market share. This is on account of shift to the new range of
electronic instruments. The customers are switching away mechanical instruments that
have been the backbone of Atrix Lud.

As a CFO of Atrix Ltd., what can be the strategic eptions available with you. [(5M)
Ans. Atrix is hbaving a product portfolio that is evidently in the decline stage. The product is being
replaced with the technologically superior product. Strategically the company should minimize
thelr dependence on the existing products and identify other avenues for the survival and growth.
As a CED of Atrix Ltd., following can be the strategic options available:
(o] Invest in new product development and switchover to the new technology. Atrix Lud. also
need time to invest in emerging new technolo gy,
(B] They canacquire ortakeover a competitor provided they have or are able to generate enough
financial resources.
(€] They may also consider unrelated growth and identify other arcas for expansion. This will
enable Awrix Ltd. to spread their risks.

(7] Inlonger run, they should divest the existing products. However, they may continue with the
existing products in a limited manner for such time there is demand for the product.
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7. X¥YZ Ltd. isa multi-product com pany, suffering from continuous losses since the last few years
and has accumulated heavy losses which have eroded its net worth. What strategic option is
available to the managemenlt of this sick company? Advise with reasons. [May 2018)

Ans, XY7 Ltd. is a sick company with accumulated losses that have eroded its net worth. The multi-
product company may analyze its various products wo make decisions on the viability of each, The
company may consider a retrenchment strategy. Retrenchment becomes necessary for coping
with hostile and adverse situations in the environment and when any other strategy is likely to
be suicidal. Eetrenchment strategy is adopted because of continnons lnsses and anviability and
stahility can be ensured by reallocation of resources from unprofitable to profitable businesses.
Retrenchment strategy is followed when an organization substantially reduces the scope of its
activity. This is done through an attempt to find out the problem areas and diagnose the causes
of the problems. Next, steps are taken to solve the problems. These steps result in different kinds
of retrenchment strategies as follows:

Turnaround strategy: If the organization chooses to transform itself into a leaner structure and
focuses on ways and means to reverse the process of decline, it adopts a mrnaround strategy. It
may try to reduce costs, eliminate unprofitable outputs, generate revenue, improve coordination,
better control, and so on.

Divestmenl Strategy: Divestment strategy involves the sale or liguidation of a portion of
business, or a major division, profit center or 5BU. Divestment is usually a part of rehabilitation
or restriucturing plan and is adopted when a turnaround has been attempted but has proved to
be unsuccessful.

Liguidation Strategy: In the retrenchiment strategy, the most extreme and unattractive is
liquidation strategy It involves closing down a firm and selling its assets. [t 1s considered as the
last resort because it leads to serious consequences such as loss of employment for workers and
other emplovees, termination of opportunities where a firm could pursue any future activities,
and the stigma of failure. The management of multiproduct sick companies manufacturing various
items need to understand the pros and cons of each strategic opdon. The decision will depend
upon the specific circumstances of each product and management goals of the company

8. ABC Steel Industries finds out that its products have reached at maturity stage and already has
overcapacity. Therefore, it concentrates on maintaining operational efficiency of its plants.
[dentity the strategy implemented by ABC Steel Industries along with reasons,  [May 2022]

Ans. ADBC 5teel Industries has opted to implement a Stability strate gy Stability strategles are intended
to safeguard the existing interests and strengths of business. [t involves organizations to pursue
established and tested objectives, continue on the chosen path, maintain operational efficiency
and so on. A stahility strategy is pursued when a firm continues to serve in the same or similar
markets and deals in the same products and services. In stability strategy, few functional changes
are made in the products or markets, however, it is not a ‘do nothing’ strategy. This strategy is
trpical formature business organizations. Some small organizations also frequently use stability
as a strategic focus to maintain a comfortable market or profit position.

Major reasons for Stability strategy are:

o A product has reached the maturity stage of the product life cyde.

The staff feels comfortable with the status quo as it involves less changes and less risks

It is opted when the envircnment in which an organization is operating is relatively stable,
Whoere it is not advisable to expand as it may be percelved as threatening,

After rapid expansion, 4 firm might want te stabilize and consolidate itself,
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9. Quick N Sturdy Inc,, a multinational company; is undergoing feasibility study to introduce
new luxury and sports car for specific group of customers. The product is meant for
customers with distinctive preferences and special requirements. The product is not a
standard one and as such the target market is also narrow. Company knows that demand
for the product is large enongh to be profitable for the company, but small enough o he
ignored by other major industry players. The company wants to position itself in the niche
market with the prime consideration to offer unigue features in the product for the target

markel
In the given sitnation, identify the generic strategy as suggested by Michael Porter. Also
state the advantages and disadvantages of such strategy. [Nowv 2022]

Ans. Quick N Sturdy Inc. has adopted Focused Differentiation Strategy which is one of the Michael
Porter's Generic strategies. A focused differentiation stratepy requires offering unique features
that fulfil the demands of a narrow market. Some firms using a focused differentiation strategy
concentrate their efforts on a particular sales channel, such as selling over the internet only.
Others target partdcular demoegraphic groups. Firms that compete based on uniqueness and target
a narrow market are following a focused differentiation strategy
Advantages of Focused Strategy

l. Fremium prices can be charged by the organisations for their focused product fservices.

2. Due to the tremendous expertise in the poods and services that the organisations following
frcus strategy offer, rivals and new entrants may find it difficult to compete.

Disadvantages of Focused Strategy

l. The firms lacking in distinctive competencies may not be able to pursue focus strategy.

2. Due to the limited demand of product)/ services, costs are high, which can cause problems.

3. Inthelongrun, the niche could disappearor be taken over by larger competitors by acquiring
the same distinctive competencies.

10. A company started its operation in 2015 with Produoct Alpha. In early 2021, with intent to
have its better presence in the market, the company diversifies by acquiring a com pany with
product Beta, After sometime, it was observed that product Beta Is not faring well. Aggressive
competition was therein market for the product. [t was also revealed that though customers are
not price sensitive, but product was not keeping pace with the fast-changing unigue features
as expected by its customers.

Company has tried one of the retrenchment strategies by putting efforts to improve its internal
efficiency, but could not get desired results. In the situation, company Is of a considered view
to remain and grow in product alpha and to decouple with product Beta from its portfolio.

Asa strategist, suggest the retrenchment strategy to be adopted by the company. Also delineates
reasons why a company should adopt such strategy? [Nov 2022]

Ans. As per the facts of the case, company had tried to improve its internal efficiency. In other words,
had wried turnaround strategy but could not get the desired results. Company does not want to go
tor complete close down of business, Rather it wants to continue and grow in its original business
i.e., product Alpha. As a strategist, it is advisable that the company should adopt divestment
strategy. In the given situation where the business of product Beta is not faring well and became
unprofitable and unviable due to aggressive competition in the market, the best option for the
company iz to divest the product Beta which is loss-making business. Retrenchment may be done
either internally or externally. Turnaround strategy is adopted in case of internal retrenchment
where emphasis is laid on improving internal efficiency of the organization, while divestment
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strategy is adopted when a business turns unprofitable and unviable due to some external factors.
In view of the above, the company should go for divestment strategy.

A divestment strategy may be adopted due to various reasons:

1. A business that had been acquired proves to be a mismatch and cannot be integrated within
the company.

2. Persistent negative cash flows from a particular business create financial problems for the
whole company, creating the need for divestment of that business.

3. Severity of competition and the inability of a firm to cope with it may cause it to divest.

4. It is not possible for the business to de Technological up-gradation that is required for the
husiness to survive, a preferable option would be to divest.

5. A better alternative may be available for investment, causing a firm to divest a part of its
unprofitable business

TEST YOUR KNOWLEDGE - DESCRIPTIVE QUESTIONS

1. Explain the meaning of Directicnal Strategy. [May 2018]

Ans. Directional strategies, also called grand stravegies, provide basic directions for strategic actions
towards achieving strategic goals. Such strategies are formulated at the corporate level so are
also known as corporate strategies. The corporate strategies a firm can adopt have been classified
into four broad categories: stabilicy, expansion, retrenchment, and combination,

2. Briefly describe the meaning of divestment and liquidation strategy and establish difference
between the twao. [Nowv 2020]

Ans., Divestment strategy involves the sale or liquidation of a portion of business, or a major division,
profit center or SBU. Divestment is usually a part of rehabilitation or restructuring plan and is
datllopted when a turnaround has been attempted but has proved to be unsuccessful. Liguidation
strategy is a retrenchment strategy considered the most extreme and unattractive strategy, which
invalves closing down a firm and sclling its assets.

Difference between Divestment strategy and Ligunidation strategy:

Basis of Divestment Strategy Liguidation Strategy

Difference

Meaning Divestment strategy involves sale or Liquidation strategy involves
liguidation of a portion of business closing down a firm and selling its

business
TR Divestment s usually a part of Liquidation becomes the only
rehabilitation or restructuring plan option in case of severe and

and is adopted when a turnaround has | critical conditions where either
been attempted but has proved to be | turmaround or divestment are not
unsuccessful. Option of a tumarcund | seen as a solution or have been
may even be ignored i it s obvious attempted but failed.

that divestment is the only answer
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Basis of Divestment Strategy Liguidalion SMrategy

Differonce

Purpose Efforts are made for the survival of the | Liquidation as a form of
grganization. retrenchment strategy is
unartractive and considered as the
last resort
(ORI =il Survival of organization helps in There is loss of employment and
retaining personnel, at least to some | opportunities with stigma of
extent Failure.

3. The CE(}of a textile mill is comvinced that his loss-making company can be turned around. Suggest
an action plan for a turnareund to the CED, (Taly 2021)

Ans. A workable action plan for turnaround of the textile mill would invalve:

2 Stage One - Assessment of current preblems: [n the first step, assess the current problems
and get to the root causes and the extent of damage.

o Stage Two - Analvze the situation and develop astrategic plan: [dentify major problems and
opportunities develop a strategic plan with specific goals and detailed functional actions
after analysing strengths and weaknesses in the areas of competithve position.

& Stage Three - Implementing an emergency action plan: If the organization is in a critical
stage, an appropriate action plan must be developed to stop the bleeding and enable the
organization to survive.

o Stage Four - Restructuring the business: If the core business s irreparably damaged, then
the ontlook for the entire organization may be bleak. Efforts to be made to position the
organization for rapid improvement.

o Stage Five - Returning to normal: In the final stage of the turnaround strategy process,
the organization should begin to show sipns of profitability, return on investments and
enhancing economic value- Added.

4. "There are certain conditions or indicators which point out that a turnaround Is needed if the
company has to survive”. Discuss. (Dec 2021)

Ans. Rising competition, business cycles and economic volatility have oreated a climate where no
business can take viability for granted. Turnaround strategy is a highly targeted effort to retum
an organization to profitability and Increase positive cash flows to a sufficient level. Organizations
that have faced a significant crisis that has negatively affected operations require tumaround
strategy. Turnarcund strategy is used when both threats and weaknesses adversely affect the
health of an organization so much thacits basic survival is a question. When an organization is
facing both internal and external pressures making things difficult then it has to find something
which is entirely new, innovative and different. Being an organization's first objective is to survive
and then grow in the market: tumarcund strategy is used when an organization's survival is under
threat. Once turnaround is successful the organization may turn to focus on growth.
Conditions for turnaround strategies: When firms are losing their grip over market profits
due to several internal and external factors, and if they have to survive under the competitive
environment, they have to identify danper signals as early as possible and undertake rectification
steps immediately. These are certain conditions or indicators which point outthat a tumaround
is needed if the company has to survive,
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These danger signals are:

o Uncompetitive products or services.

o Declining market share.

2 Deterioration in physical facilities.

o Ower-staffing, high twrnover of employees, and low morale.
o Mismanagement.

5. What is cost leadership strategy? Under what circomstances an organization can gain
competitive advantapes from cost leadership strategy? [s there any risk in pursuing cost
leadership strategy? [(Nov 2022)

Ans. Cost leadership strategy emphasizes producing standardized products at a very low per-unit
cost for consumers who are price-sensitive, It frequently results from productivity increases and

aggressive pursuit of cost reduction throughout the development, production. marketing, and
distribution processzes. It allows a firm to earn higher profits than its competitors,

The circumstances in which an organization cGan gain competitive advantages (rom cost
leadership strategy are:

2 When the market is composed of many price-sensitive huyers.
o When there are few ways to achieve product differentiation.
o When buyers do not care much about differences from brand to brand.
o When there are a large number of buyers with significant bargaining power,
The basic idea is to underprice competitors and thereby gain market share driving some of the
competitors out of the market.

Some risks of pursuing cost leadership are;

o That competitors may imitate the strategy, therefore driving overall industry profits down

o That technological breakthroughs in the industry may make the strategy Ineffective; or that
buyer interests may swing to other differentiating features besides price.

6. Describe the construction of BCG matrix and discuss its ntility in strategic management.
(5M)

Ans. Refer to above notes,

7. An industry comprises ol only two firms - Soorya Ltd. and Chandra Ltd. From the following
information relating to Soorya Ltd., prepare BCG Matrix:

Prodoct Revenuwes  Percent Profits Percent Percentage Percentage
[inT) Revenues (in¥) Frofits Market [ndustry
Share Growth rate
A fr crore 48 L 20 lakh 48 a0 +15
B 4 crore 32 50 Lakh 20 40 +10
C 2 crore 16 75 lakh 30 &0 =20
I 50 lakh 4 5 lakh 2 5 =10
Total L2.5 crore 100 250 lakh 100

Ans. Using the DCG approach, a company classifies its different businesses on a two dimensional
growth-share matrix In the matrix, the vertical axis represents market growth rate and provides
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a measure of market attractiveness, The horizontal axis represents relative market share and
serves as a measure of company strength in the market. With the given data on markets share
and industry growth rate of Soorya Ltd, its four products are placed in the BCG matrix as follows:

Retain Market Share

High i
Product A Product B
3 £ [8o% Market Share fa0% Market Share
2 = +15% Growth Rate] +10% Crowth Rate]
-§ Stars Question Marks
— ——
=
= Product C Product I
2 z [60% Market Share [05% Market Share
E — 20% Growth Rate] — 10% Growth Rate]
Cash Cows Dogs

H—I_

Product A is in hest pasition as it has a high relative market share and a high industry growth
rate. (n the otherhand, product B has a low relative market share, vet competes in a high growth
industry. Froduct € has a high relative market share but competes in an industry with negative
growth rate. The company should take advantage of its present position that may be difficult to
sustain in long run. Product D is in the worst position as it has a low relative marlet share and
competes in an industry with negative growth rate.

8. Aurobindo, the pharmaceutical company wants to grow its business, Draw Ansoff’s Product
Market Growth Matrix to advise them of the available options. (5M)

Ans. The Ansoff's product market growth matrix {proposed by [gor Ansoff] is 2 useful tool that helps
businesses decide their product and market growth strategy. With the use of this matrix, a business
can get a fair idea about how its growth depends upon its markets in new or existing products in
both new and existing markets. The Ansoff's product market growth matrix is as follows:

Existing Products New Products
Existing Market Product
Market Penelration Development
L= = B i
New Market A
Market Development Diversification
" " F

Ansoff's Product Market Growth Matrix

Based on the matrix, Aurchindo may segregate its different products. Being in pharmaceuticals,
development of new products its result of extensive research and involves huge costs, There are
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social dimensions that may influence the decision of the company, It can adopt penetration, product
development, market development or diversification simultaneously for its different products.

Market penetration refers to a growth strategy where the business focusses on selling exlsting
products into existing markets. [tis achieved by making more sales to present customers without
changing products in any major way.

Market development refers to a growth strategy where the business seeks to sell Its existing
products into new markets. [t is a strategy for company growth by identifying and developing
rew markets for the existing products of the company:.

Product development refers to a growth strate gy where business aims to introduce new products
into existing markets. [t is a strategy for company growth by offering modified or new products
to current markets,

Diversificaticn refers to a growth strategy where a business markets new products in new markets.
It is a strategy by starting up or acquiring businesses outside the company's current products
and markets.

As market conditons change overtime, a company may shift product market growth strategies.
For example, when its present market 1s fully saturated a company have no cholce other than to
pursue new market,

9. In the context of Ansoff's Product-Market Growth Matrix, identify with reasons, the type
of growth strategies followed in the following cases:

(i} Aleading producer of tooth paste, advises its customers to brush teeth twice a day to
keep breath fresh.
(ii}) A business giant in hotel industry decides to enter into dairy business.
(iii) One of India’s premier utility vehicles manufacturing company ventures to foray into
foreign markets.,
[iv] Arenowned anto manufacturing company launches ungeared scooters in the market.

Ans. The Ansoff's product market growth matrlx {proposed by Igor Ansoff) is a useful tool that helps
businesses decide their product and market growth strategy. This matrix further helps to analyse
different strategic directions. According to Ansoff there are four strategies that organisation might
follow:

(i} Market Penetration - A leading producer of toothpaste, advises its customers to brush
teeth twice a day to keep breath fresh, It refers to a growth strategy where the business
focuses on selling existing products into existing marlets.

(ii} Diversification - A business giant in hotel industry decides to enter into dairy business. [t
refers to a growth stratesy where a business markets new products in new markets.

(iii) Market development - One of India"s premier utilicy vehicles manufachuring company
ventures to foray inte foreign markets. [t refers to a growth strategy where the business
seeks tosell its exisdng products into new markets.

{iv] Product Development - A rencwned auto manufacturing company launches ungeared
scooters in the market, It refers to a growth strategy where business aims to introduce new
products into existing markets.
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Strategy Implementation
1 7 and Evaluation

INTRODUCTION

Strategy implementation and evaluation are critical phases of the process
of strategic management in an organization.

Implementation involves putting the plars and initiatives developed as
part of the strategy into action, while evaluation refers tn the process of
measuring and assessing the effectiveness of these actions,

STRATEGIC MANAGEMENT PROCESS

The process of developing an organisation's strategy is quite methodical.
The organisation first develops a clear vision, mission, values and goals,
All these aspects come together in a strategic plan that details the
organisation’s vision, mission, values, geals, strategic themes, a high level
implementation plan and key performance measures.

The key performance measures are included in the strategic plan and are
used to link the themes back to the organisation’s goals and to measure the
success of the strategy after it is implemented.

The strategic management process s dymamic and continuous

For instance, a shift in the ecconomy could represent a major opportunity and require a change in
long-term objectives and strategies; a fallure to accomplish annual objectives could require a change
in policy; or a major competitor's change in strategy could require a change in the firnr's mission.
Theretore, strategy formulation, implementation, and evaluation activities should be performed
on a continual basis, not just at the end cf the year or semi-annually. The strategic management
process never really ends.
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o Strategic Management Model {Fred R David) is a widely accepted, comprehensive,
@ This model like any other model of management does ot guarantee sure-shot success, but it

does represent a clear and practical approach for formulating, implementing, and evaluating
strategies.

o Relationships among major components of the strategic management process are shown in the
model,

o Inpractice, strategists do not go through the process in lockstep fashion.

o Generally, there is give-and-tale among hierarchical levels of an organisation.

g  The process essentially is iterative and involves a lot of back-and-forth considerations across
different stages in the strategic management process,

o Many organisations conduct formal meetings semi-annually to discuss and update the firm's
vision/mission, opportunites/threats, strengths/weaknesses, strategies, objectves, policies,

and performance,
o Creativity from participants is encouraged in meeting.
o  Good communication and feedback are needed throughout the strategic management process.

B STAGESIN STRATEGIC MANAGEMENT

o Crafting and executing strategy are the heart and soul of managing a business enterprise.
o Butexacdy what is involved in developing a strategy and executing it proficiently?

o And who besides top management has stratezy — formulation - executing responsibility?
Strategic manage ment involves the following stages:

Stage 1: Strategic Vision, Mission and Objectives
g First, Co. should develop a Vision i.e, future blueprint.
o It answers the question "'where it wants to land’
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g Top management's views and conclusions about company's direction and product, customer,
market, technology focus constitute strategic vision of company.

o Mission statements define what we are and what we do. Hence, the focus is on the role played by
organizational in society and overall direction and not any 5BU specific direction.

o Objectives & goals of an Org flows from V & M.
g They provide a means of performance measurement at each level of management.

Stage 2: Environmental and Organisational Analysis
This stage is the diagnostic phase of strategic analysis. [t entails two types of analysis:
1. Environmental scanning
Z. Organisational analysis
1. Environmental Analysis: It consists of economic, social, technical® market analysis. [t is
dynamic and uncertain & helps in determining opportunities and threats.

2. Organizational Analysis: It consists of analysis of Co. resources, tech resources, Productive
capacity, distribution channel, R&D, HR, ete. It reveals strength and weakmess of Organisation.

This stage helps in SWOT analysis.

Stage 3: Formulating Strategy
o First stage in strategy formulation is developing strategic alternatives in line with SWOT of
Drganization,

o Second stapge involves choosing appropriate alternative which will serve as stratepgy of Firm.
Examples of Strategic Alternatives:

(o] Should company continue in same business on same level of operation?

(B] Ifitshould continue in same business, should it grow by expanding same unit; establishing new
units; or acquiring other units in same Industry?

(] Ificshould diversify, should it diversify into related or unrelated areas?
(] Should it get out of existing business fully or partially?
(¢} Combination of any of the above strategies

Stage 4: Implementation of Strategy
o [tis operation-oriented activity.
g Most demanding & time-consuming stage.
Strategy execution process includes following aspects:
{a] Developing budget to allocate ample resource for strategy implementation.
(h] Staffing Org. with needed skills & expertise.
(] Motivating people to pursue target encrgetically
(6] Creating a Co. culture & work climate that support successhul strategy execution.
{#] Ensuring policies, procedures and internal operations facilitate effective execution.
[f] Exerting Leadership needed for strategic execution & continuous improvement.
Good strategy execution creates strong fits between
(o] Strategy & Orpg's capability
(b] Strategy & reward structure
(c] Strategy & Org work culture
(] Strategy & internal system
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Stage 5: Strategic Evaluation and Control
Final stage of 5M process involves
o Evaluating Co.'s stratesy implementation &

O  Assessing impact of new extornal Developments and make corrective adjustments to W M,
Objoctives & strategy.

Successful strategy execution requires searching for:
(i) Ways to continuously improve and
(] Corrective adjustments whenever external & and internal environment demands.
It may be in form of:
o Simple fine-tuning strategy if strategy is working well; or
o  Modifying strategy when strategy is not yielding dezired result or there is changes in environment.

B STRATEGY FORMULATION CORPORATE STRATEGY

g  Planning entails choosing what has to be done in the future (today, next

weel, next month, next year, over the next couple of years, etc.) and creating
action plans. An essential element of effective manapement is adequate
planning.

@  Cheosing a path of action to achieve defined goals is a part of planning,

o  The game plan that really directs the company towards success 18 called
“corporate strategy”. Planning may be operational or strategic.
g Senior management develops strategic plans for the entire organisation after evaluating the

organization’s strengths and weaknesses in light of potential possibilities and dangers in the
oukzide world.

i_ Corporate Strategy j

|
‘;ﬁmmgic plan n]ngﬁ:'l @?Hﬂtinnal plmniﬁﬂ
|

|
cteristics of $trategic plan

o

ges. Is the responsibiliy of functional
managers.

Strategic Planning: The game plan that really directs the company towards success is called
“corporate strategy”. The success of the company depends on how well this game plan works.
Because of this, the core of the process of strateglc planning is the formation of corporate strategy.
The formation of corporate strategy is the result of a process known as strategic planning.

o Strategic planning is the process of detenmining the objectives of the firm, resources required to

attain these objectives and formulation of policies to govern the acquisition, use and disposition
of resources.
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o Strategic planning involves a fact of interactive and overlapping decisions leading to the
development of an effective strategy for the firm.

O Strategic planning determines where an organisation is going over the next vear or more and the
ways for going there.

g  The process is organisation-wide or focused on a major function such as a division or other
major function,

B STRATEGIC UNCERTAINTY AND HOW TO DEAL WITH IT?
o Strategic uncertainty refers to the unpredictability and unpredictability of future events and

circumstances that can impact an organization’s strategy and goals, UNCERTAINTY
o It can be driven by factors such as changes in the market, technology, 2
competition, regulation, and other external factors. Q.;’i?-

o [ealing with strategic uncertainty can be challenging and organizations
need to have the flexibitity, resilience, and agility to quickly respond tochanges in the environment
and minimize its impact

o Tobe manageable, they need to be grouped into logical clusters or themes,

o Jtisthen useful to assess the importance of each cluster in order to set priorities with respect to
Information gathering and analysis,

Organizations can build flexibility inte their strategies to quickly adapt to
changes in the environment.

Diversifying the organization’s product portfolio, markets, and customer base
can reduce the impact of strategic uncertainty.

Flexibility

Diiversilication

Organizatiens can regularly monitor key indicators of change and conduct
scenario planning to understand how different future scenarios might impact
their strategies.

Monitoring and
Scenano Planning

Organizaticns can invest in building internal resilience, such as strengthening
theiroperational processes, increasing their financial flexibility, and improving
their risk management capabilities.

Building
Resilience

Collaborating with other organizations, suppliers, customers, and partners
can help organizations pool resources, share risk, and pain access to new
markets and technologies.

Each EIE]nEDt__{:f strategic uncertainty involves potential trends or events that
could have an impact on present, proposed, and even potential businesses,
a trend toward natural foods may present opportunities for juices for a firm
producing aerated drinks on the basis of a strategic uncertainty, The impact
of a strategic uncertainty will depend on the Impertance of the Impacted
SBU to a firm. The importance of established SBUs may be indicated by their
associated sales, profits, or costs. However, such measures might need to be
supplemented for potential growth as present sales, profits, or costs may not
reflect the true value.

Collaboration and
Partnerships

Impact of
Uncertainty
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STRATEGY IMPLEMENTATION

Strategy implementation concerns the managerial exercise of puting a freshly
chosen strategy into action.
[eals with the managerial exercise of supervising the ongoing pursuit
of strategy, making it works, improving the competence with which it is
executed and showing measurable progress in achieving the targeted
results.
Strategic implementation is concerned with translating a strategic decision into action, which
presupposes that the decision itself{i.e, the strategic choice] was made with some thought being
given to feasibility and acceptability.
RELATIONSHIP WITH STRATEGY FORMULATION
A B
uare A represents a situation 0 Sguare B represents a situat
strategy formulation is s . where strategy formulatic
strategy implementation is wes - sound and strategy excellent.
T By be due to lack of oae Ideal situation which every
é =xperience, leadership ete, to achieve. '
- AtoB.
=
E ' D
b
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E E ' ;ii‘ﬁ.m strategy ﬁ:lrmulatmnis- 5
E 3 ~ and strategy implementationisy
N & . Ir.'L this case, company
sigm their strategy and
implementation skills.
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Fffective Strategic Formulation Ineffective
Effective [ Thrive/ Grow | | Dieslowly |
A situaton where strategy formulation is | | A situation where strategy formulation is
u effective and operational management is | | ineffective and operational management
E efficient. Such company is well placed and | | 15 efficient. Surh company is doomed to
% thrives as it is achieving what it wants to | | fail unless there is change in strategic
] achieve with efficient input-putput ratio. direction.
]
Z imeffective [ survive | Diequickly |
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Difference between Strategy Formulation and Implementation
Summarized are the key distinctions between strategy formulation and strategy implementation:

Strategy Formulation Strategy Implementation

Strategy Formulation includes planning and | Strategy  Implementation involves all those
decision-making  involved  in developing | means related to executing the strategic plans.
organization’s strategic goals and plans.

In short, Strategy Formulation is placing the | In short, Strategy Implementation s managing

Farces before the action. forces during the action.

An Entrepreneurial Activity based on strategic | An Administrative Task based on strategic and
decision-making. operational decizions.

Emphasizes on effectiveness. Emphasizes on efficiency.

Frimarily an intellectual and rational process. Frimarily an operatdonal process.
Requires co-ordination amoeng few individuals at | Requires co-ordination among many Individuals

the top level, at the middle and lower levels.

Hequires a great deal of initiative, logical skills, | Requires specific motivational and leadership
conceptual intuitive and analytical skills. traits.

Strategic  Formulation precedes  Strategy | Strategy  Implementation  follows  Strategy
Implementation. Formulation.

o Strategy foermulation concepts and tools do not differ greatly for small, large, for - profit, or non-
profit organizations. However, strategy implementation varies substantially among different
trpes and sizes of organizations,

o These types of activities obvicusly differ greatly among manufacturing, service, and governmental
Drganizations.

g Two types of linkages exist between these two phases of stratepic management. The forward
linkages deal with the impact of strategy formulation on strategy implementation while the
backoward linkages are concerned with the impact in the opposite direction.

Linkages and Issues in Strategy Implementation Linkages

Noteworthy is the fact that while strategy formulation is primarily
an entrepreneurial activity, based on strategic decision-making, the
implementation of strategy is mainly an administrative task based on
strategic as well as operational decision-making.

2 The different elements in strategy formulation starting with objective
settingthrough envirenmental and organizational appraisal, strategic
alternatives and cholce to the strategic plan determine the course
that an organization adopts for itself,

2 With the formulation of new strategies, or reformulation of existing
strategies, many changes have to be affected within the organization.

2 The organizational structure has to underge a change in the light of
the requirements of the modified or new strategy.

2 The style ofleadership has to be adapted to the needs of the modified
OT new strategies.

Forward Linkages
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2 |ust as implementation is determined by the formulation of
strategies, the formulation precess s also affected by factors related
with implementation.

@ While dealing with strategic choice, remember that past strategic
actions also determine the cholce of strate gy

o {rganizations tend to adopt those strategies which can be
implemented with the help of the present structure of resources
combined with some additional efforts. Such incremental changes,
over a period of time, take the organization from where it 15 to where
it wishes to be.

Backward Linkages

B ISSUESINSTRATEGY IMPLEMENTATION

A strategist, therefore, has to bring a wide range of knowledge, skills, attitudes, and
abilities. The implementation tasks put to test the strategists® abilities to allocate @%

resources, design organisational structure, formulate functional policies, and to
provide strategic leadership.

The strategic plan devised by the organization proposes the manner in which the strategies could
be put into action. Strategies, by themselves, do not lead to action. They are, in a sense, a statement
of intent. Implementation rasks are meant to realise the intent. Strategies, therefore, have to be
activated through implementation.

Strategies should lead to formulation of different kinds of programmes. A programme is a broad
term, which includes goals, policies, procedures, rules, and steps to be takien in putting a plan into
an:tiunn?mgm:mnes are usually supported by funds allecated for plan implementation.
Programmes lead to the formulation of projects. A project is a highly specific programme for which
the time schedule and costs are predetermined. It requires allocation of funds based on capital
budgeting by organizations. Thus, research and development programme may consist of several
projects, each of which is intended to achieve a specific and limited objective, requires separate
allocation of funds, and is to be completed within a set time schedule.

Implementation of strategies is not l[imited to formulation of plans, programmes, and projects. Projects
would also require resources, After resources have been provided, it would be essential to see thata
proper organizational structure is designed, systems are installed, functonal policies are devised, and
various behavioural inputs are provided so that plans may work.

Given below in sequential manner the issves in strategy implementation which are to be
considered:

~ Project | Procedural ] Resource
nplementatio mplementati allocation

g Beh:m'ﬂural;__g ; Functiunal_ ! En'ucmrall;‘_é
mplemen ] nplementatior nplementat
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g The above activities need not be performed one after other. They can be done simultaneoushy as well.

o Strategy implementation requires shift in responsibility from Strategist to divisional and
functional managers/ employees,

o This shiftin responsibility may create implementation problem if new strate gy comes as surprise
to them. Hence, divisional & functinonal managers should be involved as much as possible in
strategy formulation precess,

o Similarly, strategists should also be involved in sorategy implementation process.

g  Strategist’s genuine personal commitment to implementation is necessary and powerful
motivation for managers and employees.

o Major competitors' accomplishments, products, plans, actions, and performance should be

apparent to all organizational members. Major external opportunities and threats should be

clear, and managers and employees’ questions should be answered satisfactorily.

Top-down flow of communication is essential for developing bottom-up support.

o  Firms need to develop a competitor focus on all hierarchical levels hy gathering and widely
distributing competitive intellipence; every employvee should be able to benchmark her or his
efforts againstbest-in-class competitors so that the challenge becomes personal. Thisisachallenge
for strategists of the firm. Firms should provide training for both managers and employees to
ensure that they have and maintain the skills necessary to be world-class performers.

Strategic Change Through Digital Transformation
o Organizations are being pushed harder than ever to shift digitally in order to stay competitive,

o Digital transformation, however, may be a difficult and complicated process. To guarantee that
projects for digital transformation are effective, change management is crucial.

O

B STRATEGIC CHANGE
The changes In the environmental forces often require businesses to make
modifications in their existing strategies and bring out new strategies. Strategic

change is a complex process that involves a corporate strategy focused on new
markets, products, services and new wavs of doing business.

Steps to initiate strategic change: For initiating strategic change, three steps can
be identified as under:

Recognize = The first step is to diagnose which facets of the present corporate cultnre
the Need for are strategy supportive and which are not.

Change = This basically means going for envircnmental scanning involving appraisal
of both internal and external capabilities may be through SWOT analysis
and then determ ining where the lacuna lies and scope for l:hange evists.

By b el = Objective of both organization and individual should coincide and there

Vision Lo should not be any conflict

yEUETDER I ELT o This needs creation of shared vision between organization and management
which needs to be communicated.

Nl < ltis action stage that requires implementation of change strategy.

the Change = Change process should be monitored and in case of anv deviation, corrective

action should be taken.

Kurt Lewin’s Madel of Change: To make the change lasting, Kurt Lewin proposed three phases
of the change process for moving the organization from the present to the future. These stages are
unfreezing, changing and refreczing,
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2 Lewin proposed that change should not come as surprise o organization
members as it lowers their morale.

2 Process of unfreezing makes individual aware of necessity for change &

Unfreezing the help prepare for such change.

Situation 2 It involves breaking down old attitude & behaviour, custom & tradition so

that they start clean slate and are willing to change.

= This can be achieved by making announcements and holding meetings
throughout the organization.

@ Omee the unfreezing process has heen completed and the members of the
organization recognise the need for change and have been fully prepared
to accept such change, their behaviour patterns need to be redefined. H.C.
Rellman has proposed three methods for reassigning new patterns of
hehaviour. These are compliance, identification and internalization.

< Compliance: ltis achieved by strictly enforcing the reward and punishment
strategy forgeod or bad behaviour. Fear of punishment, actual punishment
or actuzl reward seems to change behavicur tor the better

o Identification: Identification occurs when members are psychologically
impressed upon to identifty themselves with seme given role models whose
behaviour they would like to adopt and try to become like them.

< Intermalization; Internalization Involves some Internal changing of the
individual's thought processes in order to adjust to the changes introduced.
They have given freedom to learn and adopt new behaviour in order to
succeed in the new set of circumstances.,

= [t occurs when new behavior pattern becomes way of life.
= MNew behavior must replace former behavior completely & permanenthy:

< Chanpge process is not one time process but a continuous one due to
dynamism and ever- changing environment.

Changing to the
New Situation

Refreezing

oes digital transformation work? L
'H‘iﬂltn.l. technologies to develop fresh, improved, or entirely new compamy _: 04
services is known as “digital transformation.” It's a fundamental adjustment that

ing to identify and even more challenging to implement.

management in the digital transition consists of four essential elements:

; ﬂ'lﬂ goals and objectives of the transformation.

'ﬁg_ﬂ;; current state of the organization and identifying gaps.

1z a roadmap for change that outlines the steps needed to reach the desired state,
menting and managing the change at every level of the organization.

How does change management work?
The role of change management in digital transformation, Digital transformation is a process
of organizational change that enables an organization to use technology to create new value for

customers, employvees, and other stakeholders. A good change management strategy is necessary for
a successful digital mansformation.
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Change management is the process of planning, implementing, and monitoring changes in an
organizadon. It provides organizations in achieving their objectives while reducing risks and
disruptions. For any organisation undergoing a digital transition, change management is crucial.

A properly implemented change managemenl strategy can help an organization L

o Specify the parameters and goals of the digital transformation.

@ Determine which procedures and tools need to be modified.

o Make a plan for implementing the improvements.

g Invalve staff members and parties involved in the transformation process.

o Track progress and make required course corrections

A crucial component of any digital transition is changing management.

Change Management Strategies for Digital Transformation

One of the most important areas of focus for guaranteeing a successful
transformation 15 changing management. In essence, modern firms must be
able to manage change. They must modify their management techniques in
order o achieve this.

The five best practices for managing change in small and medium-sized
businesses are:

HEUNEEIR TR T ¢ A Tocused, Invested, united leadership that is on the same page about the
company's future is reflected in change that begins atthe top.

o The culture that will motivate the rest of the organisation to accept change
can only be Eﬂneral:ed and promoted in this way

TS USRS o The fact that decision-makers are unaware of how ta properly handle a

Change is Both digital transformation and the effects it will have on their firm is one of the

Necessary and main causes of this.

Desired o If a corporation doesn't have a sound strategy in place introducing too
much too fast can frequently become a major issue down the road,

Reduce o Employee perceptions of what is required or desirable change can differ by

Disruption department, rank, or performance histony.

o It's crucial to lessen how changes affect staff,

@  The introduction of new tactics or technologies intended to improve
management and corporate operations causes employee concern about
change.

Itis possible to reduce workplace disruption by:

{ir) Getting the word out early and preparing for some interruption.

(b) Giving staff members the knowledge and tools, they need to adjust to
change.

{¢] Creating an environment that encourages transformation or change.

() Empowering change agents to provide context and clarity for changes,
such as project managers or team leaders.,

{¢] Ensuring that IT department is informed of changes in technology or
infrastrucoure amd is prepared to support them.

Strategy Implementation and Evaluation ARV




Encourage o Create channels sothatworkers may contactyou with queries or complaints.

LT LE o Encourage departmental collaboration te propagate ideas and innovations
as new procedures take root.

o Commurication promotes efficiency and has the power toinfluence culture,
just like your vision,

@ The people who will be affected the most by these chanpes are reassured
that they are not in danger through effective communication, which keeps

everyone on the same page.
Recognize that o Change readiness may be defined as “the ability to continuously initiate
Change is the and respond to change in ways that create advantage, minimize risk, and
Norm, not the sustain performance.”
Exception 2 In order to keep up with the customers, businesses must also adapt their
operations.

2 They must prepare for change in advance and expect them.
o It may run inte difficulties because change is not a project but rather an
ONEoing process,

How to manage change during transformation?

Any organisation may find the work of digital transformation challenging and overwhelming. To
ensure that a digital transition is effective, change management is essential. Here are some pointers
for navigating change during the digital transformation:

. Be ready for
resistance

|

Offer assistance | M Implement )
and training - changes gradu;

B ORGANIZATIONAL FRAMEWORK

The McKinsey 75 Model refers t a tool that analyses a company’s “organizatienal
design.” ‘%

The McKi 75 Model fi h he "Soft S d “Hard 55" el aaﬂ
o ¢ MoKinsey 75 el foncuses on bhow the "Soft 55" an ard 55" plements are

interrelated, suggesting that modifying one aspect might have a ripple effect on
the other elements in order to0 maintain an effective balance.
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ohored Val 3 Hard elements are:
o i Strategy: What steps does the company

| intend to take to address current and futures
challenges?

Structure Structure: How is work divided, how do

Communication channels different departments work and collaborate?

Systems: Which formal and informal
processes is the company's structure based

Systems
Procedures for information flow

on?
Skills Soft elements are:
ree engagement and diversine Shared Valuwes: What s the idea the
organization subscribes tw? Is this idea
Style communicated credibly to others?

:i_THmfnrmatinml leadership and open Staff: This element refers to employee's
: SEMININICHEAR development and  relevant processes,

| Staff performances and feedback programs etc.
Recruitment and selection i Skilk: Whatis the company’s base of skills and

competencies?
I N Strategy ) Style: This depicts the leadership style and
- Conflict resolution through ﬂiiﬁﬁiﬂ'ﬁi! how It influences the strategic decisions of
the arganization.

The Hard elements are directly controlled by the management. The following elements are the
hard elements in an organization.

The direction of the organization, a blueprint to build on a core competency and
achieve competitive advantage to drive margins and lead the industry.

Depending on the Mliahlljry of resources and the degree of centralisation or
Structure decentralization that the management desires, Its choses from the available
alternatives of organizational structures,

Strategy

The development of daily tasks, operations and teams to execute the goals and
objectives in the most efficient and effective manner.

The Soft elements are difficult to define as they are more governed by the culture.
But these soft elements are equally important in determining an organization's
success as well as growth in the industry The following are the soft elements in
this model;

The core values which get reflected within the organizational culture or influence
the code of ethics of the management

Shared Values

This depicts the leadership style and how it influences the strategic decisions of

Style the organisation. It also revolves around people motivation and organizational
delivery of goals.
Stalf The talent pool of the organisation.
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The core competencies or the key skills of the emplovees play a vital role in
defining the organizational success,
But likke any other strategic model, this model has its limitations as well;
2 Itignores the importance of the external environment and depicts only the
most crucial elements within the organization.

Skills 2 Themedeldoes notclearly explainthe conceptof organizational effectivencss
or perfurmance.
= The model is considered to be more static and less flexible for decision
malking.

2 [tis generally criticized for missing out the real’s gaps in conceptualization
and execution of strategy.

B ORGANIZATION STRUCTURE

The ideal orpanizational structure is a place where ideas filter up as well as down, where the
merit of ideas carries more weight than their source, and where participation and shared
objectives are valued more than executive order. - Edson Spencer
Changes in corporate strategy often require changes in the way an organization is structured for two
major reasons,

First Second

2 Structure largely dictates how operational| o Soructure dictates how resources will be
aobjectires and policies will be established to allecated to achieve strategic objoctives.
achieve the strategic objectives. e If an organization’s structure 1s based on

2 Objectives and policies are stated largely in customer groups, then resources will be
terms of products in an organization whose allecated in that manner
structure is based on product groups. o Similarly, if an organization's structure

@ The structural format for developing objectives s set up along functional business lines,
and policles can significantly impact all other then resources are allocated by functional
stratepy-implementation activities. areas.

Chandler, changes in strategy lead to changes in onganizational structure. Chandler found a particular
structure sequence to be often repeoated

as organizations grow and change

strategy over time. There i5 no one

optimal  organizational design  or
structure for a given stratemy.

g Small firms tend to be functionally
structured (centralized].

g Medium-size firms tend to
bo divisionally structured
{decentralized).

o Large firms tend to use an SBU

{strategic business unit) or matrix
siructure.

=" A naw
- arganizational
structureis
-established -
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o Bvery firm is influenced by numercus external and internal forces. But no firm can change its
structure in response to each of these forces, because to do so would lead to chaos. However,
when a firm changes its strategy, the existing organizational structure may become ineffective.
Structure can alse influence strategy.

The following basic types of organizational structure: functional, divisional by peographic area,
divisional by product, divisional by customer, divisional process, strategic business unit 5B,
and matrix.

Types of Organization Structure

o Organizational structure is the company’s formal configuration of its intended roles, procedures,
povernance mechanisms, authority, and decision-making processes.

g The mostimportant issue is that the company’s structure must be congruent with or fit with the
CoOmpany's strategy.

“Strategic Busines
 Unit (SBU]
Structure
|

( Multi Divisional

[ Network Hnurﬂa&é
L Structure Structure
A, Simple structure

Simple organizational structure is most appropriate for companies that follow a single-business
strategy and offer a line of products in a single peographic market

Appropriate forcompanies implementing focused costleadership or focuse d differe ntiation strategies.
A simple organizational structure may result in competitive advantages for some small companies
relative to cheir larger counterparts. These potential competidve advantages include a broad-based
openness to innovation, greater structural flexibility, and an ability to respond more rapidly to
environmental changes. However, if they are successful, small companies grow larger,

Generally, there are significant increases in the amount of competitively relevant information that
requires processing. More extensive and complicated infermation-processing requirements place
significant pressures on owner-managers {often due to a lack of crganizational skills or experience
ar simply due to lack of time].

Thus, it is incumbent on the company’s managers to recognise the inadequacies or inefficiencies of
the simple structure and change it to one that is more consistent with company’s strategy

B. Functional Structure

A widely used structure in business organisations is functional type because of its simplicity and low
Cost.

A funcrional structure also promotes specialization of labour, encourages efficiency, minimizes the
need for an elaborate control system, and allows rapid decision making.
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The funcdonal structure consists of a chiefl executive officer or a managing director and supported
by corporate staff with functional line managers in dominant functions such as production, finarcial
accounting, marketing, R&D, engineering, and human resources.

The functional structure enables the company to overcome the growth-related constraints of the
simple structure, enabling or facilitating communication and coerdination.

However, comparced to the simple structure, there also are some potential problems. Differences in
functional specialization and orientation may impede communications and coordination.

Functional specialists often may develop amyopic { or narrow) perspective, losingsightofthe company's
strategic vision and mission. When this happens, this problem can be overcome by implementing the
multidivisional structure,

C. Divisional Structure

The divisional structure can be organized in one of the four ways: by geographic area, by product
ar service, by customer, or by process.

Chief Executive

g:(:i'hrpura.lte meﬂﬂ”’g %@a‘pumtel Legal[l:fgg
Eﬁmeml Manager General ]ll-lanagerj
___Division A 3 Q Division B -
—E Marketing 3 @ Marketing }
—q Production } g Production 3—
—f_: Personnel -} g Personnel }
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A divisional structure has some clear advantages.

Accountability is clear. That is, divisional managers can be held responsible for sales
and profit levels, Employvee morale is generally higher in a divisional structure than
it is in centralized structure,

The divisional design are that it creates career development opportunities for man-
e apers, allows local control of local situations, leads to a competitive climate within
an organization, and allows new businesses and products in be added easily.

The divisional design is not without some limitations.

Perhaps the most important limitation is that a divisional structure is costly, for a number of reasons.
[ |

o Each division requires functional specialists who must be paid.

1.

o There exists some duplication of staff services, facilities, and personnel; for
instance, functional specialists are also needed centrally {at headquarters) to
coordinate divisional activities.

@  Maragers musthe well qualified because the divisional design forces delegation
af authority better-qualified individuals requires higher salaries.

o A divisional structure can also be costly because it requires an elaborate,
3. headquarters-driven control system,

o Certain regions, products, or customers may Sometimes receive special
treatment, and itmay be difficult tomaintainconsistent, companywide practices.

4,

Adivisional structure by geographic area allows local participation in decision making and improved
coordination within a region.

The divisional structre by product [or services) is most effective for implementing strategies when
specific products or services need special emphasis. The divisional structure allows strict contrel over
and attention to product lines, but it may also require a more skilled management force and reduced
top management control,
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E.g:- General Motors, DuPont, and Procter & Gamble use a divisional structure by productto implement
strategies,

This structure allows an organization to cater effectively to the requirements of clearly defined

CUsStOmer groups.

E.g.:- Book-publishing companies often organize their actvitdes around customer groups such as
colleges, secondary schools, and private commercial schools, Some airline companies have two
major customer divisions: passengers and freight or cargo services. Bulks are often organised in
divisions such as personal banking corporate hanking, etc,

A divisional structure by process is similar to a functional structure, because activities are
organized according to the way work is acmally performed. However, a key difference between

these two designs is that functional departments are not accountable for profits or revenues,
whereas divisional process departiments are evaluated on these criteria.

D. Multi Divisional Structure

Multidivisional (M-form) structure is composed of operating divisions where each division
represents a separate business to which the top corporate officer delegates responsibility for day-to-
day operations and business unit strategy to division managers.

The corporate office is responsible for formulating and implementing overall corporate strategy and
manages divisions through strategic and financial controls.

Multidivisional or M-form structure was developed in the 19205, in response to coordination and
control-related problems in large firms. Costs were not allocated to individual products, so itwas net
possible to assess an individual product’s profit contribution.

Loss of control meant that optimal allocation of firm resources between products was difficult {if not

impossible]. Topmanagers became over- involved in solving short-run problems {such as coordination,

communications, conflict resolution) and neglected long-term strategic issues,

Multidivisional structure calls for:

o Creating separate divisions, each representing a distinct business

o Each division would house its functional hierarchy,

o Divigion managers would be given responsibility for managing day-to-day operations;

o Asmall corporate office that would determineg the long-term strategic direction of the firm and
exercise overall financial control over the semi- autonomous divisions.

Strategic control refers to the operational understanding by corporate officers of the strategies heing
implemented within the firm's separate business units.

An increase in diversitication strains corporate officers’ abiliies to understand the cperations of all
of its business units and divisions are then managed by financial controls, which enable corporate
officers to manage the cash flow of the divisions through hudgets and an emphasis on profits from
distinct businesses.

E. Strategic Business Unit (SBU) Structure

SBU concept is relevant for multproduct, multi - business enterprise, It is a scientific grouping of
related businesses/ divisions which can be planned independently. A strategic business unit (5BU)
structure consists of at least three levels, with a

(7] corparate headquarters atthe top,

{b] 5BU groups at the second level, and

(€] divisiens grouped by relatedness within each 58U at the third level.
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When number of products become huge, it is not practical to provide separate strategic treatment to
each product.
It is necessary to proup product/businesses into manageable number of strategically related businesses,
The three most important characteristics of a SBU are:
@ Itis a single business or a collection of related businesses which offer scope for independent
planning and which might feasibly standalone from the rest of the organization.
g It has its own set of competitors.
@ It has a manager who has responsibility for strategic planning and profit performance, and who
has control of profit-influencing factors.
When strategic planning was carried out treating territorics as the units for planning, it gave
rise to two Kinds of difficnlties:
[i] Since a number of territorial units handled the same product, the same product was getting
varied strategic planning treatments; and
{ii] Since a given territorial planning unit carried different and unrelated products, products with
dissimilar characteristics were getting identical strategic planning treatment.
The 5BU structure groups similar products into strategic business units and delegates authority and
responsibility for each unit to a senior executive who reports directly to the chief executive officer.

This change In structure can facilitate strategy implementation by improving coordination between
similar divisions and chanrelling accountability to distinct business units.

Bu'-:‘:m?ﬁs

o Unit € 3

) ( Diwision )
Astrategic business unit (SEU) structure consists of at least three levels, with a corporate headoguarters
at the top, SBU groups at the second level, and divisions grouped by relatedness within cach 5BU
at the third level. Within each SBU, divisions are related to each other as also that 5BU groups are

unrelated to each other, Within each 5BU, divisions preducing similar products and for using similar
technologies can be organised to achieve synergy.

E.aq:- Sony has been restructuring to match the SBU structure with its ten internal companies as
organised into four strategic business units. Because it has been pushing the company to make
better use of software products and content (e.g., S5ony's music, films and games) in its televisions
and audio pear to increase Sony's profitabilite. By itz stratepy, Sony is one of the few companies
that have the opportunity to integrate software and content across a bread range of consumer
electronics products.
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The principle underlying the grouping is that all related products-related from the standpoint of
“function”-should fall under one SBU. The concept provides the right direction to strategic planning
by removing the vagueness and confusion often experienced in such multi-business enterprises in the
matter of grouping of the businesses.

F. Matrix Structure

Matrix structure is an 0.5, where functional and projects/ products are combined simultaneously. It
alms at combining advantages of vertical and horizontal flow of authority and communication,

In matrix structure, there are functional departments with permanent employees who are assigned
to work in different projects.

So, employees have two superiors Le,, aproduct/ project marager and functional manager. The “home”

department - thatis, engineering, manufacturing, or marketing - is usually functional & is reasonably
permanent. People from these functional units are assigned temporarily to one or more product units
Or projects.

Matrix structure is the most complex structure since there is both vertical & horizontal Aow of
authorioe.

[tis appropriate when management concludes that other forms of Organisation Structure s not Aght
for implementaticn of strategy.

Itis often found in an organization or within an SBU when the following three conditions exist:
[i] ideas need to be cross tertilized across projects or products,
(ii] resources are scarce, and
{iii] abilities to process information and to make decision needs to be improved.
It is widely used in many industries, including construction, healthcare, research and defence,

g!hp Hanagemaﬂ:%
_ [ | | |
@"Mﬂhnmmu‘lnﬂ 3 g Sales 3 ( Finance 3 { Perscnnel )
Manufacturing Unit Sales Unit Finance Unit Personnel Unit

The matrix structure 15 often found in an organization or within an 58U when the following three
conditions exists:
(1} Ideas need to be cross-fertilised across projects or products,
{2] Besources are scarce and
(3] Abilities o process information and to male decisions need t be improved.
For development of matrix structure Davis and Lawrence, have proposed three distinct phases:
1. Cross-functional task forces: Temporary cross-functional task forces are inidally used whena
new product line is being introduced. A project manager is in charge as the key horizontal link.

2. Product/brand management; If the cross-functional task forces become more permanent,
the project manager becomes a product or brand manager and a second phase begins. In

this arrangement, function s still the primary organizational structure, but product or brand
managers act as the integrators of semi-permanent products or brands.
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3. Mature matrix: The third and final phase of matrix development involbves a true dual-authority
soucture. Both the inctional and productstructures are permanent. Allemployees are connected
to both a vertical functional superior and a horizontal product manager. Functional and product
manazers have equal authority and must work well together to resolve dizsagreements over
resources and priorities.

Howrever, the matrix structure is not very popular because of difficulties in implementation and
trouble in managing.

G. Network Structure

E Designers j i Accounting ; i Suppliers j

Corporate Head
arters [(Broker

E..:ﬁlanufacturer’s'j iﬁgsbumarsu]}pm"_% i Distributors j

o Acorporaton organized in this manner is often called a virtual organization because it is composed
of & series of project groups or collaborations linked by constantly changing non-hieranchical,
cobweblike networks.

o The petwork strocture becomes most useful when the enwironment of a firm is unstable and is
expected to remain s0.

g  The organization is, in effect, only a shell, with a small headquarters acting as a “broker”,
electronically connected to some completely owned divisions, partially owned subsidiaries, and
other independent organisation. In its ultimate form, the network organization is a series of
independent firms or business units linked together by a common system that designs, produces,
dand markets a privduct or service.

Advantapes

2 Allows a company to concentrate on its| o
own competencies & outsourcing of other

Disadvantages

Availability of numerous parthers can be a
source of trouble,

functons to experts in their field,

[t provides more flexibilicy and adaptabilicy
to meet/face rapid change in technology,
taste and preferences.

Most useful when environment of a Firm is

Cutscurcing of functions may keep the Firm
away from discovering any synergies.

Ifa Firm overspecializes in only few functions,
there is a risk of choosing the wrong function
and thus becoming non- competitive.

unstable. 2 Low employes morale,

H. Hourglass Structure

g The role played by middle management is diminishing as the tasks performed by them are
increasingly being replaced by the technological tools. Hourglass organization structure

consists of three layers with constricted middle layer. The structure has a short and narrow
middle-management level.
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o Infermation technology links the top and bottom levels in the organization taking away many tasks
that are performed by the middle level managers. A shiunken middle layer coordinates diverse lower-
leveel activities. Contrary to traditional middie level managers who are often specialist, the managers
in the hourglass structure are peneralists and perform wide variety of tasks.

111111

Wide at the top

Narrow at the middle

Wide at the bottom

Advantages Disadvantages
2 Reduced cost due to reduction of middle [ {a] Sincesize ofmiddle management is reduced,
leviel management posts. promotion  opportunity  for lower-level
< Enhanced responsiveness by simplifving managers is also reduced.
decision making, {b] Lower employee morale at lower level due
2 [Decision making authority is close to source 0 MonoTony.
of information, so it's faster.

B ORGANIZATION CULTURE

Ewery organisation has a unique organizational culture. It has its own philosophy - 3
and principles, its own history, values, and rimals, its own ways of approaching ° k"
problems and making decisions, its own work climate.
Corporate culture refers to a company's values, beliefs, business principles, raditions, E
ways of operating, and internal work envirenment. ~ @f@
Where Does Corporate Culture Come From?

It is reflected or manifested comes from

ng with stakehoklers ie, relationship with employees,

LTS, WG, Tl IR o LIS J L e N

 Legends people repeat about in organization -
. _ Peer pressure that exists in organization. 1
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All the above sociological factors combine to form corporate culture.
| ;I!I'f y or obstacle to strategy execution? N
ization's culture is either an im portant contributor or an obstacle to sumaaﬂ'ni ;

i:;';'-‘[fl_ié._hﬂlleis, vision, objectives, and business approaches and practices unde
ny's strategy may or may not be compatible with its culture, e

iz atl

B ROLE OF CULTURE IN STRATEGY EXECUTION

o Strong culture promotes good strategy execution when there's fit and impedes execution when
there's negligible fit.

g Every company has a cultore that has powertul influence on behavicur of managers. Culture
dictates not only the way managers behave within the organization but also decisions they take.
E.g:- A culture where frugality and thrift are values strongly shared by organizational members is very
conducive to successful execution of a low-cost leadership strategy.
o A culture built around such business principles as
o listening to customers,
o encouraging employees to take pride in their work, and
2 giving employees a high degree of declsion-making authority is very conducive
ot successful execution of a strategy of deltvering superior customer value.

o A strong strategy-supportive culture nurtures and motivates people to do their jobs in ways
conducive to effective strategy execution; it provides structure, standards, and a value system
in which to operate; and it promotes strong employee identification with the company’s vision,
performance targets, and strategy

g  Employees are motivated to talie challenging work to realize company's vision & do their worl
competently.

Perils of Strategy-Culture Conflict

Creating a strong fit between strategy and

The culture has to be changed as rapldly as can
be managed this, of course, presumes that it is
one oF more aspects of the culture that are out of
whack rather than the strategy.

Correcting a strategy-culture conflict can
cocasionally mean revamping scrategyto produce
cultural fit, more usually it means revamping the
mismatched cultural features to produce strategy
fit.

A sizable and prolonged strategy-culture conflice

weakens and may even defeat managerial efforts
o make the Strategy work,

culture

The strategy maker's responsibility to select
a strategy compatible with the “sacred” or
unchangcable parts of prevailing corporate
culture.

Stratezy implementer's task, once strategy
is chosen, to change whatever facets of the
corporate culture hinder effective execution.

Changing a problam culture:

Changing a problem culture is very difficult because of the heavy anchor of deeply held values and
habits-people cling emotionally to the old and familiar.

Ir takes combined management efforts over a point of time to replace unhealthy calture with healthy
culture or remove unwanted aspects of problem culture and in still those which are more supportive.

P ac: of
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i [ o Managers bave @ taik) (* The talk has to be ﬁ.rliuuw;
& Diagnase which facets of :;3_‘ apenty and forthrightly to E i o :
¢ the present culture are || -5 all concerned about these A A ot
¥ strategy supportive and E aspects of the culture that| | 2 aﬂti;"f“ ﬂ:ﬂ 'Idﬂnt::ﬁ' E‘nt'd
iz which are not. 3 have to be changed. = :-Ijm ify the culture tocreate
ght strategy-culture fit.
& = b & J
o The culture-changing actions includes
2 Revising policies and procedures;
o Altering incentive compensation (to reward the desired cultural behaviour);
2 Visibly praising and recognizing people who display the new cultural traits, Eecruiting and
hiring new managers and employees;
o Replacing key executives who are strongly associated with the old culture, &
o Communicate the need and benefits to employees.

B STRATEGIC LEADERSHIP

A leader is best when people barely know he exists, when his work is done, his aim fulfilled,
they will say: we did it ourselves. -Lao Tzu

Strategic leadership sets the firms direction by ;
)

L
-

o Developing and communicating wision of future,

o Formulate strategies in the light of internal and external environment, @ o |
o Brings about changes required to implement strategies and o

g  Inspire the staff to contribute to strategy cxecution.

Leadership roles to play:

; chief entrepreneur Chief © resource
Eﬂsinnu}?}-& oo _.}iadmlnis e G acquirer ig

hilitie ]

¥
hﬂder : mtﬂ,ﬁ]_:ltﬂl' ;—-Emslsmamgeerkespermn}'( negotiator E

E‘. policy maker }»@ﬁcy enf-nr{:"ﬂ%—‘ éﬁﬂd cheerlead_%

A strategic leader is a change agent to initiates strategic changes in the organisations and ensure that
the chanpes successfully implemented.

- Arbitrator,

Five leadership roles to play in pushing for good strategy execution:
Strategic leader is a change agent who ensure that the changes are successfully implemented.
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] q;h;w:fwhat is happening. closely monitoring progress, sol 0

! :jl__".t_rgt'a._nl_:ﬂﬂnn responsive to changing situation.

: ,Eﬁli[:al leadership and insisting that the company mndﬂﬁt.:ﬁ‘ i
mrﬁarabe citizen.

i@ corrective actions to improve strategy execution and perﬁnrmﬂ:ﬁué}-

E.g:- 1. N. R. Narayan Murthy, 15 known as a celebrated business leader because of the values he had
institutionalised over his tenure as CED of Infosys. One ofthe great legacies he left with Infosys
is a strong management development program that builds manage ment talent and strategic
leader with ethical values.

2. Dhirubhai Ambani, pioneer of Reliance Group, was an icon in himsell because of his ability
to conceptualize and create sweeping strategies, to reach corporate goals, and preficiency in
implementing his strategic vision.

Leadership role in implementation: The strategic leaders must be ahle to use the strategic
management process effectively by puiding the company in ways that result in the formation of
strategic intent and strategic mission, facilitating the development and implementation of appropriate
strategic plans and providing guidance to the employees for achieving strategic goals.
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Strategic leadership entails the ability to anticipate, envision, maintain flexibility, and empower others
to create strategic change as necessitated by external environment.

Shapes the formulation of
Competitive landscape, strategic leaders are challenged to adapt their frames of reference so that they
can deal with rapid, complex changes.
Amanager's frame ofreference is the foundation enwhich a manager's mindsetis built. The importance
of a manager’s frame of reference can be seen if we perceive those competitive batties are not hetween
companies or products but between mindsets or managerial frames.
Effective strategic leaders must be able to deal with the diverse and cognitively complex competitive
situations that are characteristic of today’s competitive landscape.
A Strategic leader has several responsibilities, including the following:

Malding strategic decisions. Formulating policies and  action plans  to

implement strategic decision.

Ensuring effective  communication in  the

Organisation.

Marnaging human capital [perhaps the mosr
critical of the strategic leader's skills].

Creating and sustaining strong corporate culture,

Manapging chanpe in the organisation.

Sustaining high performance over time.

The strategic leadership skills of a company's managers represent resources that affect company
performance,

Strategic leadership sets the firm's direction by developing and communicating a vision of future and
inspire organization members t move in that direction.

Two basic approaches to leadership

Transformational leadership style

Transactional leadership style

It uses charisma and enthusiasm to Inspire
people to work for good of Organization.
Itis appropriate

o In turbulent/ unsate environment or

2 In indastries at start or end of PLC or

2 In poorly performing organization.
These leaders inspire employees by offering
excitement, vigion, intellectnal stimulation and
personal satisfaction.
They involve followers in mission and give
them vision of higher purpose so as to get more
dramatic changes in crganization.

It uses the authority of its office to exchange
rewards such as pay, status symbols etc.

It is morc appropriate

2 In static environment, or

o Inmature industry; or

 Inorganizations that are performing well.
They prefer a more formalized approach to
maotivation, setting clear goals with explicic
rewiards or penalties for achievement and non-
achievement
These leaders try to build on existing culture and
enhance current practices.

Strategic Control

Controlling is one of the important functions of management and is often regarded as the core of the

management process.

It imvolves monitoring the activity, measuring results against predefined standards, analysing &
correcting deviation as necessary & adapting the system.
[tis a function intended to regulate & check and ensure that performance of planned activities achieve

pre-determined goals.

R
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The process of control has the following elements:

(@] Objectives of the business system which could be operationalized into measurable and
controllable standards.

(B] A mechanism for monitering and measuring the performance of the system.

(c] A mechanism,

(i) for comparing the actnal results with reference to the standards

{ii] for detecting deviations from standards and
(iii] for learning new Insights on standards, themselves.

(] A mechanism for feeding back information for taking corrective actions in order to ensure the
strategy s relevant & goals are achieved.

Primarily there are three types of organizational control, viz., operational control, management
control and strategic control.

%peratiu-nal Con - nagement Con —> EEtratEgiE Contral g

It Is concerned with individual task or transaction as against total
management functions.

e of the ways to identify operational control area is there should be clear

cut & measurable relationship between input & output.

It ensures that processes are regulated within certain tolerances’ limit.

E.g:- Stock control [maintaining stocks between set limits), Production
control {manufacturing to set programmes ], Quality control (keeping
product quality between agreed limits), Cost control {maintaining
expenditure as per standards), Budgetary control (keeping
performance to budpget].

It isconcerned with Integrated activities of a complete department, division

or even organization. It is more aggregative & inclusive than operational

conirnl.

It is a process by which management ensure that resources obtained are

used effectively and efficiently to achieve objectives.

E.g:- Inventory management

According to Schendel and Hofer "Strategic control focuses on the dual

questions of whether;

(1) the strategy is being implemented as planned; and

{£] the results produced by the strategy are those intended.”

Iris directed towards identifying problems and changes in premises and

mnking necessary adjustments,

Operational Control

Management Control

Strategic Control

Types of Strategic Control:

: _ Strategic
}Pmmlﬁe mntml > Surveillance
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Strategies are based on Certain assumptions & premises with related to
environment in which they operate. Such premises may not remain valid
over & period of time,

Premise control is a tool for systematic and continuous monitoring of the
envirenment to verify the validity and accuracy of the premises on which
the strategy has been built.

Premise Control It primarily involves monitoring two types of factors:

{i] Environmental factors such as economic {inflation, lHgquidity, interest
rates], technology, social and legal-regulatory.

(il] Industry factors such as competitors, suppliers, substitutes.

verify the validity & accuracy of the promise based cn which strategy was
formed. It is neither feasible nor desirable to control all types of premises
in same manner.

It is unfocussed and involves general monitoring of environment & various
sources of information lke financial newspaper business magazines et to
UnCover unantjcipntad information which may affect the strategy Known
as loose form of strategic control.

Strategic surveillance may he loose form of strategic control but is capable
of uncovering information relevant to the strategy

Unexpected events like natural calamity, terrorist attack, change in
povernment & other such events may force an organization to review &
reconsider their strategy.

To cope upwith such crigis, organizations form acrisis team to handle the simation.
It assesses need for change in overall strategy as per unfolding events &
results of strategy [t is not replacement of operational controls.

Strategic implementadon control is pot a replacement to operational
control, Unlike operational control, it continuously meonitors the basic
direction of the strategy

The two basic forms of implementation control are:

(i) Monitoring strategic thrusts: Menitoring strategic thrusts helps
managers to determine whether the overall strategy is progressing
as desired or whether there is need for readjustments.

{ii}) Milestone Reviews: All key activities necessary to implement strategy
are segregated in terms of time, events or major resonrce allocation.
It nermally involves & complete meassessment of the strategy It also
assesses the nead to continie or refocus the direction of an organization.

Strategic Surveillance

Special Alert Control

Implementation
Control
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Premise Control

sSpecial Alert Control
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! Implementation |
| Control
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These four strategic contrels steer the organisation and 1ts different sub-systems to the right track.
They help the orpanisation to negotiate through the turbulent and complex environment.

B STRATEGIC PERFORMANCE MEASURES

SPM is a method that increases line executives’ understanding of an organization’s strategic goals and
offers a continuous system fortracking progress towards these objectives using clear-cut performance
measurements,

SPM helps to eliminate silos by establishing a common language among all divisions of the organisation
s0 they may communicate openly and productively

Strategic performance measures are key indicators that organizations use to track the efiectiveness
of their strategies and make informed decisions about resource allocation,

Key performance measures and indicators must be created, selected, combined into reperts and acted
upon so that strategy implementation can have tangible outcomes.

Firstly Secondly
There needs to be a clear KP'ls need to be carefully
cause and effect relationship [~ ™| chosen because they will
between the Indicators and influence the behaviour of
strategic outcomes. eople within the organisation,

However, managers should be aware of paralysis by over analysis.
Managing the political aspects of implementing a strategy

People involved in the planning process for the Implementation of a strategy may be affected by two
sets of forces.

Orther hand, there could be political
forces concerned with preserving '
pires and fostering internal rivalry
that urge knowledge retention,
selective communication, and caution. /

The “rational” forces of openness, °
« Communication, and self-analysis
can exist on the one hand.
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When these two techniques conflict, the politically acceptable aspects may end up in the explicit
strategy while the sensitive elements may form an unspoken plan that contains the implicit strategy.

Types of Strategic Performance Measures
There ara various types of strategic performance measures, including:

Financial measures, such as revenue growth, return on investment (ROT),
(GLELNETRG CEECCEA and  profit margins, provide an understanding of the organization's
financial performance and its ability to generate profit.

Customer measures, such as customer satisfaction, customer retention,
and customer loyalty, provide insight into the organization’s ability to
meet customer needs and provide high-gquality products and services.
Marketmeasures, suchas marketshare, customer acquisition, and customer
Markel Measures referrals, provide information about the organization’s competitiveness in
the marketplace and its ability to attract and retain customers.

Employes measures, such as employee satisfaction, twmover rate, and
employee engagement, provide Insight into the organization’s ability
to attract and retain talented employees and create a positive work
environment

Innovation measures, such as research and development (R&D] spending,
patent applications, and new product launches, provide insight into the
aorganization’'s ability to innovate and create new products and services
that meet customer needs.

Enwn:mmental measures, such as energy consumption, waste reduction,
and carbon emissions, provide Insight into the organization's Impact on
the environment and its efforts to operate in a sustainable manner,

Toward More Holistic Measures of Strategic Performance

Customer Satisfaction
Measures

Employee Measures

Innovation Measures

Environmontal
Measures

Development of management thought and practice has persistently pushed the frentier of strategic
performance beyond financial metrics. Thus, the Triple Bottom Line framework [TBL) emphasises
Peaple and Planetary Concerns besides profitability or Economic Prosperity alone, The Quadruple
Bottomline adds the 4th P to add a spiritual dimension named Purpose’

Peaple Feople

B

The Importance of Strateglc Performance Measures Strategic performance measures are essential for
organizations for several rensons:
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Strategic performance measures help organizations align their strategies
(zoal Alignment with their goals and objectives, ensuring that they are on track to achieve
their desired outcomes,

Strategicperformancemeasures provide organizationswiththeintormation
they need to make informed declsions about resource allocation, enabling
them to prioritize their efforts and allocate resources to the areas that will
have the greatest impact on their performance.

Resource Allocation

Strategic performance measures provide organizations with a framework
for continuous improvement, enabling them to track their progress and
make adjustments to improve their performance over time,

Strategic  performance measures help organizations demonstrate
External accountability to stakeholders, including shareholders, customers, and

Accountability regulatory bodies, by providing a clear and transparent picture of their
performance.

Continuons
Improvement

Choosing the Right Strategic Performance Measures

Organizations should choose strategic performance measures that are aligned with their goals and
ohjectives and that provide relevant and actionable information. In selecting the right measures,
organizations should consider the following factors:

The measure should be relevant to the organization's goals and objectives
and provide information that is actionable and meaningful.

The measure should be based on data that is readily available and can be
collected and analysed in a timely manner.

The measure should be hased on high-quality data that is acourate and
reliable.

Relevance

Data Availability

Data Quality

The measure should be based on data that is current and up-to-date,
enahling organizations to make informed decisions in a timely manner.

These measures provide a way for organizations to assess the success
of their strategies, identify areas for improvement, and make informed
decisions about how to allocate resources and adjust their strategies to
achieve their desired outcomes,

Data Timeliness

TEST YOUR KNOWLEDGE - MCQS

1. leadership style may be appropriate in turbulent environment.
(] Transactional (B] Transformational
(c] Autocratic (d] None of the these
2. An organizational structure with constricted middle level is:
[a] Divisional structure
[B] Network structure
(] Hour Glass structure
(d] Matrix structure
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3. You are the head of operations of a company. When you focus on total or aggregate
managemenl funclions in the sense of embracing the integrated activities of a complete
department at all, yvou are practicing:

(o] Strategic Control (8] Management Control
(c] Administrative Control [(d] Operations Control
4. Which ot the lollowing would be chosen by the core strategist to implement operational control:
{a] Premise control (b] Special Alert control
(c] Implementation control (] Budpetary control
5. Compliance, [dentification and Internalization are the three processes involved in:
(o] Refreezing (B] Defreezing
{¢] Changing behaviour patterns (d] Breaking down old attitudes
6. Which one is NOT a type of strategic control?
(o] Operational control (B] Strategic surveillance
[c] Special alert control [d] Premise control

ANSWER KEY

1. | (b 2. | @ % |y | &% | @] & (c) 6. | (a)

TEST YOUR KNOWLEDGE - CASE STUDIES

1. Ramesh, is owner of a popular brand of Breads. Yashpal, his son after completing Chartered
Accountancy started assisting his father in running of business. The approaches followed by
father and son in management were very different. While Ramesh preferred to use authority
and having a lormal system of defining goals and motivation with explicitly rewards and
punishments, Yashpal believed in iovolving employees and generating enthunsiasm to inspire
people to deliver in the organization. Discuss the difference in leadership style of father and
s0n. [(5M)

Ans. Ramesh is a follower of transactional leadership style that focuses on designing systems and
controlling the organization’s activities. Such a leader believes in using anthority of its office to
exchange rewards, such as pay and status. They prefer a more formalized approach to motivation,
satting clear goals with explicit rewards or penalties for achievement or non-achievement.
Transactional leaders try to build on the existing culture and enhance current practices. The style
is better suited in persuading people to work efficiently and run operations smoothly.

On the other hand, Yashpal is follower of transformational leadership style. The style uses charisma
and enthusiasm to inspire people to exert them from the good of the organization. Transformational
leaders offer excitement, vision, intellectual stimulation and personal satisfaction. They inspire
involvement in a mission, giving followers a "dream’ or “vislon' of a higher calling so as to elicit
more dramatic changes in organizational performance. Such a leadership motivates followers
to do more than originally affected to do by stretching their abilities and increasing their self-
contidence, and also promote innovation throughout the organization.
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2. Suresh Sinha has been recently appointed as the head o R strategic business unit of a large
multiproduct company, Advise M Sinha aboul the leadership role to be played by him in
cxecution of strategy. (5M])

Ans. Leading change has to start with diagnosing the situation and then deciding which of several ways

to handle it. Managers have five leadership roles to play in pushing ter good strategy execution:

(] Staying on top of what is happening, closcly monitering progress, solving out issues, and
learning what ebstacles lie in the path of good execution,

(b1 Fromoting a culture of esprit de corps that mobilized and energizes organizational members
to execute strategy in a competent fashion and perform at a high level.

fr] Eeeping the organization responsive to changing conditions, alert for new opportunities,
bubbling with innovative ideas, and ahead of rivals in developing competitively valuable
competencies and capabilities.

[d] Exercising ethical leadership and insisting that the company conduct its affairs like a model
corporate ciizen.

(] Pushing corrective actions to improve strategy execution and overall strategic performance.

3. HaAthens Ltd, a diversified business entity having business operations across the globe.
The company leadership has just changed as Mr. D Bandopadhyay handed over the pedals

to his son Aditya Bandhopadhyay, due to his poor health. Aditya is a highly educated with

an engineering degree from [T, Delhi. However, being very voung he is not clear about his

role and responsibilities. In your view, what are the responsibilities of Aditya Bandopadhyay
as CED of the com pany.

Ans. Aditya Bandopadhyay, an effective strategic leader of KaAthens Ltd. must be able to deal with
the diverse and cognitively complex competitve situations that are characterisitic of wday's
competitive l[andscape.

A strategic leader has several responsibilities, including the following:

o Making strategic decisions.

o Formulating pelicies and action plans to implement strategic decision.

o Ensuring effective communication in the organization.

o Managing human capital {perhaps the most critical of the strategic leader's skillz).
o Managing change in the organization.

o Creating and sustaining strong corporate culture,

= Sustaining high performance over time.

4. Manoj started his telecom business in 2010, Over next five years, he gradually hired fifty
people for various activities such as Lo keep his accounts, administration, sell his prodocts
in the market, create more customers, provide after sales service, coordinate with vendors,
Draw the organization structure Manoj implement in his organization and name it.

Ans. Manoj has started a telecom business. Accounts, Administration, Marketing {customer creation,
after sales service, vendor coordination) are the functional areas that are desired in the
organisational structure. Further there is inherent nead to have a department for the management
of telecom services operations.

Thus, the functional structure in the telecom business of Manoj can be as follows:
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Chiel Executive
Officer
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Sales [Customer After Sales Vendor
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3. Moonlight Private Limited deals in multi-products and multi-businesses. [t has its own set
of competitors. It seems impractical for the company to provide separate strategic planning
treatment to each one of its product or businesses. As a strategic manager, suggest the type
of structure best suitable for Moonlight Private Limited and state its benefits.

Ans. It is advisable for Moonlight Private Limited to follow the strategic business unit {SBU] structure.
Moonlight Private Limited has a multi-product and multi-business structure where, each of these
businesses has its own set of competitors. Inthe given case, Strategic Business Unit {SBU] structure
wollld best suit the interest of the company.
5B is a part of a large business organization that is treated separately for strategic management

purposes. It is separate part of large business serving product markets with readily identifiable
competitors. Itis created by adding another level of management in a divisional structure after the
divisions have been grouped under a divisional top managementauthority based on the common
sirategic interest,

Very large organizations, particularly those runnping into several products, or operating at distant
geographical locations that are extremely diverse in terms of environmental factors, can be better
managed by creating strategic business units, just as is the case for Moonlight Private Limited.

SBU structure becomes imperative in an organization with increase in number, size and diversify.
Henefits of SBUs:

(] Establishing coordination between divisions having common strategic interest.

(B] Tacilitate strategic management and control.

(€] Determine accountability at the level of distinct business units.

(d] Allow strategic planning to be done at the most relevant level within the total enterprize.
(¢] Make the task of strategic review by top executives more objective and more effective.

(f] Help to allocate resources to areas with better opportunities.
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Thus, an SBU structure with tis set of advantages would be most suitable for the company with
the given diverse business having separate identifiable competitors, buta commonorganizational
goal.

6. Sanya Private Limited is an automobile company. For the past few years, it has been
observed that the progress of the company has become stagnant. When scrutinized, it was
found that the planning de partment was performing fairly well but the plans could not be
implemented due to improper use of resources, undesirable tendencies of workers and
non-conformance to norms and standards. You are hired as a Strategic Manager. Suggest
the elements of process of control to overcome the problem.

Ans. Sanya Private Limited deteriorating performance due to poor implementation of plans that is
improper use of resources, undesirable tendences of the workers, and non-conformance fonorms
and standards, all point towards weak controls in the organization. Implementation of plans
cannct assure results unless strong and sufficient controls are put in place. The management of
the company should focus diligently on developing controls especially in the identified problem
areas.

The process of control has the following elements:

(] Ohjective of the business system which could be operationalized intc measurable and
controllable standards.

(B] A mechanism for monitoring and measuring the performance of the system.

(c] A mechanism {i] for comparing the actual results with reference to the standards (i)
tor detecting deviations from standards and (i) for learning new insights on standards
themselves.

(d] A mechanism for feeding back corrective and adaptive information and instructions to the
system, for effecting the desired changes to set right the system to keep it on course.

Above elements of control would ensure a proper check on improper use of resources, undesirable

tendencies of the workers, and non-conformance to norms and standard and ensure a result

oriented implementation of plans.

7. A Chennai based fast moving consumer goods ([FMCG) major CDE Ltd. recently announced
restructuring its business. The company indicated thal the business would be split into
mainly four different streams-FMCG, E-commerce, Retail, and Research & Development.
The company management has decided that these four units will operate as separate
businesses. The top corporate officer shall delegate responsibility for day-to-day operations
and business unit strategy to the concerned managers. [dentify the organization structure
that CDE Ltd. has planned to implement. Discuss any four attributes and the benefits the
firm may derive by using this organization structure, (Dec 2021)

Ans. CDE Ltd. has planned to implement a Strategic Business Unit [SBU) structure. Very large
organizations, particularly those running into several products, or operating at distant geographical
locations that are extremely diverse in terms of environmental factors, can be better managed
by creating strategic business units. 58U structure becomes imperative in an organization with
increase in number, size and
The attributes of an $BU and the benefits a firm may derive by using the SBU Structure are
as follows:

2 A scientific method of grouping the businesses of 2 multi-business corporation which helps
the firm in strategic planning.
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o An improvement over the territorial grouping of businesses and strategic planning based
on territorial wnits.

@ Strategic planning for SBU is distinct from the rest of businesses. Preducts /businesses
within an 5BU receive the same strategic planning treatment and priorities.

@ LEach 5BU will have its own distinct set of competitors and its own distinct strategy.

@ The CEQ of SBU will be responsible for strategic planning for SBU and its profit performance.

= Products/businesses that arerelated from the standpoint of function are assembled topether
as a distinct SBLL

o Unrelated products/businesses in any group are separated into separate 5BUs.

o Grouping the businesses on 5B lines helps in strategic planning by removing the vagueness
and confusion,

8. XY7 Ltd. is an automobile company that offers diversified products for all customer segments.
Due to COVID-19, the changes that took place in the economy forced the company tochange its

strategy. Being the CEOQ of the com pany, what stages will you follow for developing and executing
the new strategy? [(May 2022)

OR

Changes in environmental forces often require businesses to make modifications in their
existing strategies. In view of the same explain the areas to be focused while considering concept
of strategic change. Also explain the steps to initiate strategic change process.  [May 2023)
Ans. Today, India has become the outseurcing hub for many of the global automebile manufachirers.
The auto industry comprises four segments which are passenger vehicles, commercial vehicles,
three wheelers and two wheelers. XYZ Ltd. is an automobile company that offers diversified
products for all customer segments. The company is already in existence, so it has its own vision,
mission and a strategy to execute for achieving its vision.
While developing and executing the strategy, XYZ Ltd. might have followed the five-stage
managerial process as given below:
1. Developing a strategic vision.
2. Environmental and organizational analysis.
3. Formulation of strategy.
4. Implementing and executing the strategy
5. Strategic evaluation and control.
But due to COVID- 19, the automaobile industry has faced the lockdown situation. Changes in the
economy forced the XY7 Lid. to change its existing strategy and prepare the new strategy. The
changes in the environmental forces due to COVID-19 requires XYZ Ltd. to make modifications
in their existing strategies and bring out new strategies.
For initiating strategic change, three steps can be followed by the CEQ of the company which
are as under:
(i} Recognize the need for change: This is the first step to diagnose facets of the corporate
culture that are strategy supportive or not, This has already been identified by XY7 Led.
(ii) Create a shared vision tn manage change: Ohjectives and vision of both individuals and

organization should coincide. The CEO of X¥Z Ltd. needs to constantly and consistently
communicate the vision not only to inform but also to overcome resistance.
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(iii) Institutionalize the change: Creating and sustaining a different attitude towards change
is essential to ensure that the XYZ Lud. does not slip back into old ways of thinking or doing
things. All these changes should be et up as a practice to be followed by the company and
be able to transfer from one level to another as a well settled practice.

9. Due to recurrence of various variants of Coronavirus, LMN Ltd. is facing an unstable
environmentand it has started unbundling and disintegrating its activities, [talso started
relving on outside vendors for performing these activities. ldentify the organization
structure LMN Ltd. is shifting to. Under what dircomstances this structure becomes useful?

(May 2022)

Ans. LMN Ltd. is shifting into netwoerk structure, It s a newer and somewhat more radical organizational
design. The network structure could be termed a "non-structure” as it virtually eliminates in-house
business functions and outsources many of them. An organization organized in this manner is often
called a virtual organization because itis composed of a series of project groups or collaborations
linked by constantly changing non-hierarchical, cobweb-like networks. The network structure
becomes most useful when the environment of a firm is unstable and Is expected to remain so.
Under such conditions, there is usually a strong need for innovation and quick responsa,
Instead of having salaried employvees, it may contract with people for a specific project or length
of time. Long-term contracts with suppliers and distributors replace services that the company
could provide for itselfthrough vertical integration. The network structure provides organizations
with increased flexibility and adaptability to cope with rapid technological change and shifring
patterns of international trade and competition.

TEST YOUR KNOWLEDGE - DESCRIPTIVE QUESTIONS

1. Define strategic management. Also discuss the limitations of strategic manage ment?
(May 2018) (Nov 2022)

Ans. The term strategic management’ refers to the managerial process of developing a strategic vision,
setting objectives, crafting a strategy, implementing and evaluating the strategy, and initiating
corrective adjustments where deemed appropriate. The presence of strategic management cannot
counter all hindrances and always achieve success ag there are limitations attached to stratepic
management,

These can be explained in the following lines:

= Environment is highly complex and turbulent. It is difficult to understand the complex
envircnment and exactly pinpoint how it will shape-up in future. The organizational
estimate aboutits future shape may awlully go wrong and jeopardize all strategic plans. The
environment affects as the organization has to deal with suppliers, customers, governments
and other external factors.

o Strategic management is a time-consuming process. Organizations spend a lot of time in
preparing, communicating the strategies that may impede daily operaricns and negatively
impact the routine business,

o Strategic management is a costly process, Strategic management adds a lotof expenses to
an organization. Expert strategic planners need to be engaged, efforts are made for analysis
of external and internal environments, devise strategies and properly implement. These
can be really costly for organizations with limited resources particularly when small and
medium organizations create strategies o compete.
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o Competition is unpredictable. [n o competitive scenario, where all organizations are
trying to move strategically, it is difficult w clearly estimate the competitive responses to
the strategies.

2. Explain different types of strategic control in brief. (May 2018)
OR

“Strategic control focuses on implementation and results produced by the strategy”, Explain

strategic control along with its different types. (May 2023)

Ans. Strategic Control focuses on the dual questions of whether:
{1] the strategy is being implemented as planned; and
(2] the results produced by the strategy are those intended.
There are four types of strategic control:

{2) Premise control: A strategy is formed on the basis of certain assumptions or premises
about the environment. Premise control is a tool for systematic and continuous monitoring
of the environment to verify the validity and acouracy of the premises on which the strategy
has been built.

{(b) Strategic surveillance: Strategic surveillance is unfocussed. It involves general monitoring
of various sources of information to uncever unanticipated information having a bearing on
the organizational strategy.

(c) Special alert control: At times, unexpected events may force organizations to reconsider
their strategy. Sudden changes in government, natural calamities, unexpected merger/
acquisition by competitors, industrial disasters and other such events may wigger an
immediate and intense review of stratemy

(d) Implementation control; Managers implement strategy by converting major plans into
concrete, sequential actions that form incremental staps, Implementation control is directed
towards assessing the need for changes in the overall strategy in light of unfolding events
and results.

3. Write a short note on strategic change and explain the process of strategic change.

(Nov 2018)

Ans. The changes in the environmental forces often require businesses to make modifications in
their existing strategies and bring out new strategies. Strategic change is a complex process that
imvolves a corporate strategy focused on new markets, products, services and new ways of doing
business.

Three steps for initiating strategic change are:

(i) Recognise the need for change: The first step is to diagnose which facets of the present
corporate culture are strategy supportive and which are not.

(ii) Createasharedvision to manage change: Objectives ofboth individuals and organizations
should coincide. There should be no conflict between them. This is poessible only If the
management and the organization members follow a shared vision.

(iii) Institutionalize the change: This is an action stage which requires the implementation of
the chanped strategy. Creating and sustaining a different attitude towards change is cssentlal
to ensure that the firm does not slip back inte old ways of doing things.
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Kurt Lewin proposed three stages of the change process for moving the organization from
the present to the Mulure.

(i) Unfreezingthe situation: The process of unfreezing makes the individuals or organizations
aware of the necessity for chanpe and prepares them for it The change should not come as
a surprise to the members of the organization. Sudden and unannounced change would be
socially destructive and morale lowering,

(ii) Changingtoanew situation: Once unfreezing is complete and members of the organization
recognize the need for change, then their behaviour patterns need to be redefined as:

(2) Compliance: Enforcing reward and punishment strategy for good or bad behaviour

(b) Identification: Members are psychologically impressed to identify themselves with
some given role models whose behaviour they would ke to adope.

(c) Internalization: Involves some internal changing of the individual’s thought process.
They are given the freedom to learn and adopt new behaviour

(tii) Refreezing: Occurs when the new behaviour becomes a normal way of life. The new
behaviour must replace the former behaviour completely for successful and permanent
change. This can be achieved by continuously reinforcing the newly acquired behaviour.
Change process is not a one-time application but a continuous process due to dynamism
and an ever-changing environment.

4. Whatis an ‘hourglass structure’? How can this structure benefit an organization? (May 2019)

Ans. In recent years information technolegy and communications have significantly altered the
functioning of organizations. The role played by middle management is diminishing as the tasks
performed by them are increasingly being replaced by technolegical wools. Hourglass organization
structure consists of three layers in an organization structure with a constricted middle layer.
The structure has a short and narrow middle management Llevel

Information technology links the top and bottom levels in the organization taking away many tasks
that are performed by the middle level managers. A shrunken middle laver coordinates diverse
lower-level activities. Hourglass Organization Structure Hourglass stmctire has obvious benefits
of reduced costs. It also helps in enhancing responsivencss by simplifying decision making.

Decision making authority is shifted close to the source of information so that it is faster. However,
with the reduced size of middle management, the promotion opportunities for the lower levels

diminish significanthy

Wide at the mp

Narrow ar the middle

Wide at the bottom

aTTrrossTssaTErana
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5. Discuss the leadership role played by the managers in pushing for good strategy
execution. (May 2019)

Ans. A strategy manager has many different leadership roles to play: visionary, chief entrepreneur
and strategist, chief administrator, culture builder, resource acquirer and allocator, capabilities
builder, process integrator, crisis solver, spokesperson, negotiator, motivator, arbitrator, policy
maker, policy enforcer, and head cheerieader,

Managers have five leadership roles to play in pushing for good strategy execulion:
1. Staying on top of what is happening, closely monitoring progress, working through issues
and obstacles.
2. Fromoting a culture that mobilizes and energizes organizational members to execute
strategy and perform ata high level
3. Keepingthe organizaton responsive to changing conditions, alert for new oppermunities and
remain ahead of rivals in developing competitively valuable competencies and capabilities.
4. Ethical leadership and insisting that the organization conduct its affairs like a2 model
corporate citizen.
5. Pushing corrective actions to improve strategy execution and overall strategic performance.
6. What is strategic control? Kindly explain the statement that “premisc control is a tool for
syslemalic and conlinuous monitoring of the environment”, (Mov 2020)

Ans. Strategic Control

Strategic control is the process of evaluating formulated and implemented strategy. [tis directed

towards identifying changes in the internal and external environments of the organization and
making necessary adjustments accordingly.

Strategic Control focuses on the dual guestions of whether:
{1] the strategy 1s being implemented as planned; and
{2] the results produced by the strategy are those intended.
Yes, Premise control is a tool for systematic and continuous monitoring of the environment to
verify the validity and accuracy of the premises on which the strategy has been built.
It primarily involves monitoring two types of factors:
(i} Environmental factors such as economic {inflation, liguidity, interest rates], technology,
social and legal-regulatory
{li] Tndustry factors such as competitors, suppliers, substitutes. It is neither feasible nor
desirable to control all types of premises in the same manner. Different premises may
require different amounts of control.
Thus, managers are required to select those premises thatare likely to change and would severely
impact the functioning of the organization and its strategy.
7. Draw 'Divisional Structure’ with the help of a diagram. Also, give advantages and
disadvantages of this structure in brief. [(Nov 2020)
Ans. Divisional structure is that organizational structure which is based on extensive delegation of
authority and built on a division basis. The divisional structure can be organized in one of the
four ways: by geographic area, by product or service, by customer, or by process. With a divisional
structure, functional activities are performed both centrally and, in each division, separately:
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Advantages of Divisional Struclure

o Accountability is clear: Divisional managers can he held responsible for sales and profit
levels, Because a divisional structure is based on extensive delegation of authority, managers
and employees can easily see the results of their good or bad performances and thus their
morale Is high.

o Other advantages: [t creates career develo pment opportunities for managers, allows lacal
control of local situations, leads to a competitive climate within an organization, and allows
new businesses and products to be added easily

Disadvantages of Divisional Structure

o Higher cost: Owing to following reasons; {i]. requires qualified functional specialists at
different divisions and needed centrally {at headgquarters); {ii). It requires an elaborate,
headquarters -driven control system.

o Conflicts between divisional managers: Certain regions, products, or customers may
sometimes receive special treatment, and it may be difficult to maintain consistent, company-
wide practices.

B, Strategy execution is an operations-oriented activity which involves a good fit between strategy
and organisational capahilities, strocture, climate & culture. Enumerate the principal aspects
of the strategy execution process which are used in most of the simations. (Jam 20021)

Ans. Implementation and execution are an operations-oriented activity aimed at shaping the
performance of core husiness activities in a strategy-supportive manner. To convert strategic
plans into actions and results, a manager must be able to direct organisational change, motivate
people, build and strengthen company’'s competencies and competitive capabilities, create a
strategy -supportive worl culture, and meet or beat performance targets, Good strategy execution
imvolves creating strong "fits” between strategy and organisational capabilities, structure, climate
E culture.

In most situations, strategy-execution process includes the following principal aspects:

1. Developing budgets that steer ample resources into those activities critical w strategic
SUCCESS.
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2. Staffing the organisation with the needed skills and expertise, consciously building
and strengthening strategy-supportive competencies and competitive capabilicies and
organising the work effort.

3. Ensuring that policies and operating procedures facilitate rather than impede effective
executicn.

4. Using the best-known practices to perform core business activides and pushing for
Continuous improvement

5. Installing information and operating systems that enable company personnel to better
carry out their strategic roles day in and day out

6. Motivating people to pursue the target objectives energetically

i

Creatingacompany culture and workclimate conducive to successfulstrategyimplementation
and execution.

8. Exerting the internal leadership needed to drive implementation forward and Keep
improving strate gy execution.

¥When the organisation encounters ssumbling blocks or weaknesses, management has to see that
they are addressed and rectified quickly,

9. “Strategic decisions are different in nature than all other decisions.” In the light of this
statement explain major dimensions of strategic decisions. (Jaly 2021)

Ans. Strategic decisions are different in nature than all other operational decisions. The dimensions
of strategic decisions are not similar to that of other decisions which are aken at various levels
of the organisation during day-to-day working.

The following major dimensions of strategic decisions make them different from operational
decisions:

L. Strategic decisions require top-management decisions. Strategic decisions invobre thinking
in totality of the organisations and there Is also a lot of risk involved in that,

2. Strategic decisions involve the allocation of large amounts of company resources-financial,
technical, human etc,

3. Strategic decisions are likely to have a significant impact on the long-term prosperity of the
firm.

4. Strategic decisions are future oriented.

o, Strategic decisions usually have major multifunctional or multi-business consequences,

6. Strategic decisions necessicate consideration of factors in the firm's external environment.
10l. Whatare the important aspects of the process of implementation of strategy?  (Dec2021)

Ans, [mplementation and execution are an operations-orlented activity aimed at shaping the
performance of core business activities in a strategy-supportive manner.

To convert strategic plans into actions and results, a manager must be able to direct organisational
change, motivate people, build and strengthen company's competencies and competitive
capabilities, create a strategy-supportive work culture, and meet or beat performance targets.
Good strategy execution involves creating strong “fits” between strategy and organisational
capabilities, structure, climate & culture.
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In most situations, sirategy-execution process includes the following principal aspects:

1. Developing budezets that steer ample resources into those activities critical o strategic
SUCCEesS.

2. Staffing the organisation with the needed skills and expertise, consciously building
and strengthening strategy-supportive competencies and competitive capabilities and
organising the work effort,

3. Ensuring that policies and operating procedures facilitate rather than impede effective
eeCUbon.

4, Using the best-known practices to perform core business activitdes and pushing for
CONCIiNLoUS improve ment.

2. Installing information and operating systems that enable company personnel to better
carry out their strategic roles day in and day out.

6. Motdvating people to pursue the target objectives energetically.

7. Creatingacompanycultureandworkclimate conducive to successfulstrategyimplementation
and execution.

Exerting the internal leadership needed to drive implementation forward and keep improving
strategy execution. When the organisation encounters stumhbling blocks or weaknesses,
management has to see that they are addressed and rectified quickdy:

11. Strategy formulation and strategy implementation are intertwined and linked with each
other” Elucidate this statement with suitable arguments. (May 2022)

Ans. The strategy formulation and strategy implementation are intertwined and linked with each other.
Twao types of linkages exist between these two phases of strategic management. The forward
linkages deal with the impact of strategy formulation on strategy implementation while the
backward linkages are concerned with the impact in the opposite direction.

Forward Linkages: The different elements in strategy formulation starting with objective setting
through environmental and organizational appraisal, strategic alternatives and choice to the
strategic plan determine the course that an organisation adopts for itself. With the formulation
of hew strategies, or reformulation of existing strategies, many changes have to be affected within
the organizsation. For instance, the organisational structure has to undergo a change in the light
of the requirements of the modified or new strategy. The style of leadership has to be adapted to
the neads of the modified or new strategies. In this way, the formulation of strategies has forward
linkages with their imple mentation.

Backward Linkages: Just as implementation is determined by the formulation of strategies,
the formulation process is also affected by factors related with Implementation. While dealing
with strategic choice, remember that past strategic actions also determine the choice of strategy
Organisations tend to adopt those strategies which can be implemented with the help of the
present structure of resources combined with some additional efforts. Such incremental changes,
over a period of time, take the organisation from where it is to where it wishes to be. It is to be
noted that while strategy formulation is primarily an entreprencurial activity, based cn strategic
decision- making, the implementation of strategy 158 mainly an administrative task based on
strategic as well as operational decisicn-making.
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12. What do you understand by diversification? Distinguish between concentric and
conglomerate diversification, (May 2022)
Ans. Diversification is defined as entry into new products or product lines, new services or new markets,

imvolving substantially different skills, techrology and knowledge. Diversification endeavours can
be related or unrelated to existing businesses of the firm.

Following are the differences between the concentric diversification and conglomerate
diversifications:

Concentric Diversification Conglomerate Diversification
Meaning: It occurs when a firm adds | Meaning: Itocours when a firm diversifies into areas
related products or markets. that are unrelated to its current line of business.

Linkage: The new business is linked to | Linkage: Here no such linkages exist; the new
the existing businesses through process, | business/product (s disjointed from the existing
technology or marketing. businesses /products,

Reasons for pursuing: The most|Reasons for pursuing: The common reascn for
commaon reason for pursuing a concentric | pursuing a conglomerate growth strategy i that
diversification is that opportunities in a | opportunities in a firm's current line of business are
firm'sexisting line of business are available. | limited or opportunities outside are highlyv lucrative,

13. Write short note on Strategic Business Unit (SBU). {(Nov 2022)

Ans. 5BU is a partof a large business organization that is treated separately for strategic management
purposes. It is separate part of large business serving product markets with readily identifiable
competitors. ltis created by adding another level of management in a divisional structure atter the
divisions have been grouped under a divisicnal top management authority based on the common
strategic interests.

Very large organizations, particularly those running into several products, or operating at distant
geographical locations that are extremely diverse in terms of environmental factors, can be better
managed by creating strategic business units. SBU structure becomes imperative in an organization
with increase in number, size and diversity.

The three most important characteristics ofa SBU are:

o Itis asingle business or a collection of related businesses which offer scope for independent
planning and which might feasibly standalone from the rest of the organizaticn.

@ It has its own set of competitors.

o It has a manager who has responsibility for strategic planning and profit performance, and
who has control of profit-influencing factors.

Benefits of SBUs:

Establishing coordination between divisions having commaen strategic interest.
Facilitate strategic management and control.

Determine accountability at the level of distinct business units.

Allow strategic planning to he done at the most relevant level within the tmial enterprize.

AR oy

Make the task of strategic review by top executives more objective and more effective.
A. Help to allocate resources to areas with better opportunities.

Thus, an 5BU structure with its set of advantages would be most snitable for the company with the
given diverse businesses having separate identifiable competitors, but a common organizational

goal.

SRER. Strategic Management ﬁ




14. "The TOWS Matrix is a tool for generating strategic options/choices”. Do you agree with
this statement? How it can help a strategist in decision making? [Nov 2022)

Ans. Yes, TOWS Matrix is a relatively simple tool for generating strategic eptions., Throwgh TOWS matrix
tour distinct alternative kinds of strategic choices can be identified,
S0 [Maxi-Maxi): Aggressive strategy - 50 is a position that any firm would like to achieve. The
strengths can be used to capitalize or build upon existing or emerging opportunities.
ST [Maxi-Mini): Conservative strategy - 5T is a pesition in which a firm strives to minimize
existing or emerging threats through its strengths.
WO [(Mini-Maxi): Competitive strategy - The strategies developed need tc overcome organizational
weaknesses If existing or emerging opportunities are to be exploited to maximuam.

WT (Mini-Mini): Defensive strategy - WT is a position that any firm will try to avoid. An
organizadon facing external threats and internal weaknesses may have to strupggie for its survival.

The matrix is outlined below:

Strengths - § Weaknesses - W
EErnal nEon List Strengths List Weaknesses
Opportunities - O 50, strategies Use strengths WO Strategies Overcoming
List Opportunities take advantage of opportunities weaknesses by taking
advantage of opportunities
Threats - T ST Strategies WT Strategies
List Threats Use strengths to avold Minimize weaknasses and
threats avoid threats

By using TOWS Matrix, astrategist can look intelligently at how he can best take advantage of the
opportunities opens to him, at the same time that he can minimize the impact of weaknesses and
protect himself against threats. Used after detailed analysis of threats, opportunities, strength
and weaknesses, it helps the strategist to consider how to use the external environment to his
strategic advantage, and so he can ldentify some of the strategic options available to him.

15. You have been appointed as head of the Strategic Business Unit [SBU) of a large multiproduct
company. Explain the leadership roles, you have to play as a manager in pushing for good
strategy execulion. (May 2023)

Ans. A head of the strategic business unit { SBU] has many differentleadership roles to play: visionary,
chief entrepreneur and strategist, chief administrator, culture builder, resource acquirer and
allocator, capabilities bullder, process integrator, crisis solver, spokesperson, negotiator, motivator,
arbitrator, policy maker, policy enforcer, and head cheerleader. Managers have five leadership
roles to play in pushing for good strategy execution:

1. Staying on top of what is happening, closely monituring progress, working through issues
and obhstacles.

2. Promoting a culture that mobilizes and epergizes organizational members to execute
strategy and perform at a high level

3. Keepingthe organization responsive to changing conditions, alert for new opportunities and
remain ahead of rivals in developing competitively valnable competencies and capabilities.

4. Ethical leadership and insisting that the organization conduct its affairs like a model
rorporate citizen,

5. Fushing corrective actions to improve strategy execution and overall strategic performance.
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16. How can yon differentiate between transformational and transactional leaders? (5M)
Ans. Refer to notes above,

17. What is strategic change? Explain the change process proposed by Kurt Lewin that can he

wseful in implementing strategies? {5M)
Ans. Refer to notes aboee.
183. What are differences between operational control and management contral? (5M)
Ans, Refer to notes above,
19. What is implementation control? Discuss its basic forms. (5M)

Ans. Befer to notes above,
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