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FINANCIAL POLICY 1

UNIT - 1

FINANCIAL POLICY
1.1 MONEY IS AN ARM OR A LEG — YOU EITHER USE IT OR LOSE IT

A firm’s success and to say the least, its survival depends upon, how efficiently it is
able to generate funds, as and when, needed. Finance holds the key to all activities.
However, it would not be proper, to pass the entire credit of the success, of a business
enterprise to finance. It depends upon how productively money is utilised in the organisation.
The role of the financial policy is, to play and coordinate the role of other departments,
effectively. Financing is the process of organising the flow of funds so that a
business firm can carry out its objectives in the most efficient manner and meet its
obligations as they fall due. Financial policy guides and regulates investment
decisions and expenditure. It squeezes the most, out of every available rupee. To get
the best out of the available funds, is the major task of the financial policy.

1.2 MEANING OF FINANCIAL POLICY

Finance is the common denominator, for a vast range of corporate objectives, and the
major part of any, corporate plan, must be expressed in financial terms. Financial Policy
provides oxygen to the life of a firm by providing uninterrupted flow of funds
throughout the firm and thus helps achieving the ultimate objectives of the firm. Financial
policy can also be defined as an administrative area or set of administrative functions, in
an organisation which have to do with the management of flow of cash, so that the
organisation will have the means to carry out its objectives as satisfactorily as
possible. The financial policy may be defined as the provision of money at the time
it is wanted. Financial policy administers economic activities. The scope of finance is vast
and determined by financial needs of the business, which have to be identified before any
corporate plan is formulated. Financial policy is a specialized finance function field found,
under the general classification of business administration viewed in the light of other
functions, it appears that financial policy is a specialised function — more particularly, a
service function. There are various service functions, such as accounting, personnel,
marketing, vigilance and security. Transformation of savings into investments and
consumption is done by the financial policy. The process of transformation is aided by
various types of financial assets suiting the individual needs and demands of both the
investors and users.

1



2 CORPORATE FINANCIAL POLICY

1.3 SCOPE OR OBJECTIVES

Depending upon the nature and size of the firm or corporate the financial policy is
required to perform all or mainly three functions from time to time. While performing the
policy different decisions are required to be taken, viz.,

(i) the investment decision

(ii) the financing or capital decision

(iii) the dividend decision

(i) Investment decisions: Corporate have scarce resources that must be allocated
among competitive uses. The financial policy provides a framework for firms/corporates to
take decisions wisely. The investments decisions include not only those that create revenues
and profits (e.g., introducing a new product live/service) but also those that save money
(e.g., introducing a more efficient distribution system. So, the investment decisions are the
decisions relating to the assets composition of the firm. Assets represent investment or uses
of the funds that the firm/corporate makes in expectation of earning a return for its
investors. Broadly, these assets can be classified into fixed assets and current assets and
therefore the investment decisions can also be bifurcated in to Capital Budgeting decisions
(relating to fixed assets) and the Working Capital Management (relating to current assets).
The fixed assets of a firm/corporate are the primary factors and the determinates of the
profitability a firm/corporate. The earnings of the firm are basically created by the fixed
assets and also the total fixed assets. The Capital Budgeting decisions are more
important for the firm/corporate.

The policy decides:

(a) which asset to be purchased

(b) to buy the asset or get on lease

(c) to produce a part of the final product, or to procure

(d) to buy or not, from a branded company/local company

(e) proposal of merger of other group/firms to avail the synergies of consolidation
etc.

Working Capital Management deals with the management of current assets of the
firm/corporate. Though the current assets do not contribute directly to the earnings, yet
their existence is necessitated for the proper, efficient and optimum utilization of fixed
assets. The financial policy has to ensure sufficient and adequate working capital to the
firm/corporate. A trade-off between liquidity and profitability is required.

(ii) Financing decisions: Another kind of decision is called financing decision,
which deals with the financing pattern of the firm. As firms make decisions
concerning where to invest these resources, they have also to decide how they
should raise resources. There are two main sources of finance for any firm, the
shareholders’ funds and borrowed funds. These sources have their own peculiar
features and characteristics. The key distinction between these two sources lies in the fixed
commitments created by borrowed funds to pay interest and the principal. The borrowed
funds are always repayable (except where the debt instrument is convertible into shares)
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and require payment of a committed cost in the form of interest, on a periodic basis. The
borrowed funds are relatively cheaper but always entail a risk. This risk is known as the
FINANCIAL RISK, i.e., the risk of insolvency due to non-payment of interest or non-
payment of capital amount.

On the other hand, the shareholders’ funds is the main source of funds to any firm.
This may comprise of the equity share capital, preference share capital and the
accumulated profits. There is no committed outflow for equity share capital, however,
the preference share capital has a commitment to be paid a minimum dividend and also
for repayment of share capital where these shares are to be redeemed after certain
minimum period.

Corporates usually, adopt a policy of employing both the borrowed funds as
well as the shareholders funds to finance. The question of whether there is an optimal
mix of debt and equity to finance the investment needs and, if so, what that optimal mix
is — cannot be discussed without considering the costs and benefits of bor rowings.

(iii) Dividend decisions: Another major area of decision making by the financial
policy is known as the dividend decisions which deal with the appropriation of
after tax on profits. These profits are available for distribution among the shareholders
OR can be retained for reinvestment within the company. All firms whether small or big,
have to decide how much of the profits should be reinvested back in the business and how
much should be taken out in the form of dividends, i.e., Return on capital. The distribution
of profits by any company is required to satisfy the expectation of the shareholders. The
profit can be distributed to shareholders either as a CURRENT REVENUE (i.e., dividends)
or as CAPITAL RECEIPT (i.e., bonus share).

In managing the assets structure of the company, the financial policy guides to
determine the mix and type of assets to be acquired by the company.

1.4 INTERFACE OF CORPORATE FINANCIAL POLICY AND OTHER MANAGERIAL
FUNCTIONS

Hunt Williams and Donaldson has described the financial policy as a task of
providing funds required by an enterprise on the terms most favourable to it in the
light of the objectives of the business. Financial policy presents itself in a broad spectrum
of activities. There are a number of basic functions underlying financial policy. It is indeed
difficult to look at the financial policy, in isolation. Such other functions are:

(i) Design and development function.

(ii) Supplies of materials.

(iii) Production.

(iv) Marketing or distribution.

(v) Personnel.

(vi) Accounting.

If the financial function is properly blended with all above functions, the wastage of
funds can be avoided. As per Gerstenberg, financial policies will be wasted in the absence
of efficient production, proper understanding of marketing principles. The relationship
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between accounting and financial is intimate. The financial function is NOT JUST A
SERVICE FUNCTION. Most of the important decisions are determined on the basis of
the availability of funds.

The following are the important functions, to which financial policy is intimately
related:

(i) Design and Development Function: Commercial success has a definite place
in the design function. It is important to understand that irrespective of the commercial
success of the design function, the design function itself would fail if materials
supply is short circuited. Materials must be used economically, and in doing so, a
complex costing procedure may be involved. Research, development and other
exploration work must be undertaken for projects. Similarly, detailed technical work
is an essential prerequisite for the successful execution of projects. In this entire process, an
adequate return on investments from the current business to allow for diversion of funds
from normal operating activity must be guaranteed with a reasonable degree of success. It
is well known that research and development personnel, work in total IGNORANCE of
financial situations. Often they find themselves in a dilemma, because funds cannot be
made available for the completion of the research project.

(ii) Supply of Material: Though supply is an essential requirement of the materials
function, it is important to study the procurement cost to the organisation. The
supply function no doubt ensures a smooth flow of goods through the manufacturing and
marketing divisions, but at the same time, one cannot ignore the fact that the cost
of buying must be minimized. Administrative costs must be kept down. From this point
of view, the latest inventory control techniques, such as Economic Order Quantity (EOQ)
are employed with the basic idea of bringing expenditure under control.

(iii) Production Function: The production function reigns supreme in any business
enterprise. The reason is that on production depends the gross revenue of the
enterprises and marketing and selling and other activities are supporting
activities. If the production function is given a free hand and allowed to work in isolation
the situation that may arise may well be disastrous. It is the production function that
a greater part of capital input is invested in the form of plant and machinery;
therefore, there has to be a tight financial control over the production function. Any
situation which may develop later into a crises will have to be prevented. The expenditure
incurred on land, building, site development, etc., is COLOSSAL and cannot be approved
unless their decisions satisfactorily pass through capital budgeting tests. While the importance
of MAINTENANCE in any business activity cannot be denied, the cost of maintenance as
well as transportation must be pegged down. Make and buy decisions are difficult to take.
The production function and financial policy must co-exist in tandem.

(iv) Distribution or Marketing: The distribution function is an essential dimension
of marketing management. Decisions pertaining to distribution will have to take into
account various methods of sales promotion, different credit policies, various modes of
advertising etc. It should be borne in mind that each aspect of the distribution
function has a direct bearing on finance and that, taking into consideration this
fundamental fact, IT MUST BE BACKED BY FINANCIAL POLICY. The possible
conflict between the distribution function and the finance function must be
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avoided. On the contrary, the two functions must be considered as complementary to each
other.

(v) Personnel Function: The Personnel function has lately engaged the attention of
not only behavioural scientists but of practical finance persons. The latter has realised that
no business enterprises can function without the support of its personnel. When decisions
are required (on taking actual matter of fact decisions) on overtime payment,
incentives, avenues of promotion, introduction of bonus schemes, retirement
benefits, improvement in wage structure etc. — all such affect finance. The
famous principle of “the organisation can afford to pay only what it can bear”, must be
constantly borne in mind.

It is difficult to say what part is played by financial policy in relation to any other
business function or VICE VERSA. In fact, the thread of finance is woven into the fabric
of the enterprise in such a well knit manner that it is difficult to identify the separate strands
of finance. However, to promote a better under- standing of the finance function in relation
to the decision making of the top management. The key areas of decision making of the
top management relate to the understanding.

(a) of the nature of funds

(b) of the elements that determine the value offered by alternative uses of
resources

(c) of the ways in which various means of raising funds can be combined to
produce greater values for business operations

(d) appreciation of the stock funds at the disposal of the company and the
ways of using the stocks very efficiently.

(e) of the understanding the funds flow, income statement, balance sheets and
auditor’s reports for the purpose of management review and control.

(f) of the ways of forecasting the funds’ movement associated with alternate
programmes of resource use consideration. The importance of the financial
management depends on its recognition as one of the branches of business
administration known as financial policy. Each activity of an organisation has to
be financed. The financial environment is, therefore, considered to be a
prime determinant in the success or otherwise of a business enterprise.
There are other functions of management which are not less important than
finance — production, marketing, personnel, administration and so on.
But they do not minimise the importance of finance or financial policy. The
finance function has always assumed an important role in the affairs of business
management, but has often received less emphasis than production and marketing.
Factors such as growth in the number of business units in operation during the
past several years, the change which is taking place in the structure of the
economy, rising price-levels and the increasing importance of the Government is
its use of financial resources — all these tend to increase the importance of future
financial decisions.
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1.5 FINANCIAL POLICY AND DECISION MAKING

The process of decision making in financial policy is goal oriented one. The
goal orientation is required to be well defined because the evaluation of opportunities faced
and the decision taken depend a great deal on the goal of financial decision making or in
other words the objective of the financial policy without a well defined goal, the financial
decisions may wander without a direction going one way and then another way. The
objective of financial management will provide a selection/decision criterion for the relevant
decision fields, i.e., the investment decisions, the financing decision and the dividend
decisions. The good objective of financial policy should have the following characteristics:

(i) It should be clear and unambiguous

(ii) It comes with a clear and timely measure that can be used to evaluate the
success or failure of a decision, and

(iii) It should be consistent with the long-term existence of the company.

Several goals of financial policy have been cited, viz., maximization of sales revenue,
net profit return of investment, size of the firm, percentage market share, etc. The two
major goals of financial policy:

(a) Maximization of profits of the company, and

(b) Maximization of shareholders’ wealth.

1.5.1 Maximisation of Profits

Financial policy evaluates how funds are used and procured. In all cases it involves
a sound judgement, combined with a logical approach to decision making. The core of
financial policy is to maximize earnings in the long run and optimize them in the
short run. This calls for an evaluation of the condition of alternative uses of funds
and the allocation of resources after a consideration of production and marketing
interrelationships. Financial. Policy is concerned with the efficient use of an improved
resource, mainly capital funds. Profit maximization should serve as the basic criterion for
decisions arrived at by financial managers of privately owned and controlled firms.
Different alternatives are available to a business enterprise in the process of decision
making. Each alternative has certain implications. Different courses of action have to be
evaluated on the basis of some analytical framework, and for this purpose, commercial
strategies of an enterprise have to be considered. The availability of funds depends upon
the kind of commercial strategies, adopted by the company during a particular period of
time. The theory of financial management provides an analytical framework, for an
evaluation of the courses of action that have already passed a higher level of policy screen
and have been judged to be consistent with the company’s commercial strategy. The
maximization of profits is often considered to be a goal or an alternative goal of a
company. However, this is somewhat more narrow in concept than the goal of maximizing
the value of the company because of the following reasons:

l The maximization of profits, as reflected in the earnings per share, is not an
adequate goal in the first place, because it does not take into consideration the
time value of money.
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l The concept of maximization of earnings per share does not include the
risk of streams of alternative earnings. A project may have an earning
stream that will attain the goal of maximum earnings per share; but when
compared to the risks involved in it, it may be totally unacceptable to a
stockholder, who is generally hostile to risk bearing activities and,

l This concept of maximization of earnings per share does not take into
account the impact of dividend policy upon market price or value of
the firm. Theoretically, a firm would never pay a dividend if the objective is to
maximize earnings per share. Rather, it would reinvest all its earning so as to
generate a greater earnings in future.

There are various problems in maximization of profits, viz.,

(i) It ignores the risk which firm undertakes in attempting to increase the
profits. The management may undertake all profitable investment opportunities
regardless of the associated risk, whereas that investment may not be worth the
risk, despite its potential profitability.

(ii) Profit is not in clear terms. Is it accounting profit or economic profit? Profit
before tax or after tax?

(iii) It encourages corrupt practices to increase the profits.

(iv) Does not consider the impact of time value of money.

(v) The true and fair picture of the organisation is not reflected through profit
maximization.

(vi) It attracts cut-throat competition.

(vii) Huge profits attracts government intervention.

(viii) Huge profits invites problems from workers’ unions for high salaries and
fringe benefits.

(ix) In modern marketing huge profits mean exploitation of customers.

(x) Profit maximization is a narrow concept, it affects the liquidity of the
company.

(xi) Profit maximization concentrates on the profitability and ignores the financing
aspect.

(xii) It ignores the time-value of money.

(xiii) The profit maximization may widen the gap between the perception of the
management and that of the shareholders.

(xiv) Profit maximization tends to concentrate on the immediate profit and do
not consider the decision on the costs and benefits scattered over many
years.

Financial policy is applicable to the decisions of individuals, non-profit organisations
and of business companies. These techniques are useful in PROPRIETARY as well as non-
proprietary organisations, for corporates as well as for public service associations which are
motivated by objectives other than profit making. Profitability must be preserved and
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growth sustained in order to serve the interests of all those who are interested, in the
survival of the corporates. The objective of a firm is to maintain its integrity and ensure its
future prospects. In this way it will increase confidence among creditors and investors.

Financial Policy is interested in providing answers to the following questions:

(a) Market position/market demand for products/production capacity/investment
opportunities/purchase of essential assets — all these are related to CAPITAL
BUDGETING.

(b) Given a company’s market position and investment opportunities, what is the
total volume of funds that it should commit? It is called COMPOSITION OF
ASSETS.

(c) How should it acquire the funds necessary for the implementation of its investment
decisions? This underscores the approach to CAPITAL FINANCING.

1.5.2 Wealth Maximisation

The goals of financial policy may be such that they should be beneficial to the
owners, management, employees and customers. These goals may be achieved only
by maximising the value of the company. The elements involved in the maximization of the
value of the company are:

(i) Increase in Profits: The company should formulate and implement all possible
plans of expansion and take every opportunity to maximise its profits. In theory, profits
are maximised when a firm is in equilibrium. An increase in sales will not necessarily
result in the rise in profits unless there is a market for increased supply of goods and unless
the overhead costs are properly controlled.

(ii) Reduction in Cost: Capital and equity funds are factor inputs in production. A
company has to make every effort to reduce the cost of capital and launch an
economy drive in all its operations.

(iii) Sources of Funds: A company has to make a judicious choice of funds so that
they maximise its value. The sources of funds are not risk free. A company will have
to access the risks involved in each source of funds. While issuing equity shares, it
will have to increase ownership funds into the corporate. While issuing debentures and
preference shares, it will have to accept both fixed and recurring obligations. The
advantages of leverage, too, will have to be weighed properly.

(iv) Minimum Risks: Different type of risks confront the company. NO RISK NO
GAIN is a common adage. However, in the world of business uncertainties, a corporate
management will have to calculate business risks, financial risks or any other
risks that may work to the disadvantage of the firm before embarking on any particular
course of action.

(v) Long Run Value: The goal of financial policy should be to maximise the long run
value of the company. It may be worthwhile for company to maximise profits by pricing its
products high, or by pushing an inferior quality product into the market, or by ignoring
interest of employees, or to be precise, by restoring to cheap and GETTING RICH
QUICK methods. Such tactics, however are bound to affect the prospects of a firm rather
adversely over a period of time. For a permanent progress and sound reputation, it
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will have to adopt an approach which is consistent with the goals of financial
policy in the long run. MORE HASTE, LESS SPEED — is the principle of
profitability.

Advantages of Wealth Maximisation

(a) Present value of cash flow is taken into consideration and is measured
quantatively.

(b) There is concept of time value of money. The present value of outflows and
inflows helps to achieve the overall objective of the company.

(c) The concept is universally accepted, since it takes care of interest of organisations/
shareholders/employees and society at large.

(d) It guides the consistent strong dividend policy, to reach maximum returns to
the equity holders.

(e) It considers the impact of risk factor and adjustment is being made to cover
the risk that is associated with the investments.

Disadvantages/Criticism of Wealth Maximisation

1. Objective is not descriptive.

2. As corporates have grown bigger and more powerful, their influence has
become more pervasive; they have created an imbalance which is widely
believed to have an instrumental in generating a movement to promote more
socially conscious business behaviour.

3. Financial policy should not only maintain business in financial health,
but should help to produce the rate of earnings which will reward
shareholders adequately for the use of the capital they provide.

4. There are factors like legal obligations to its employees, which may support
frustrate financial management by supportive and non-supportive policies.

5. The share price in the stock exchange market is subject to the influence of so
many extraneous factors (and not only of wealth maximisation) like overall
economic, political and developed nation’s actions in the world. The
market price of a share may also fluctuate because of speculative activities.

1.5.3 Profit Maximisation versus Wealth Maximisation

The objective of profit maximisation measures the performance of a firm by looking
at its total profit. It does not consider the risk which the firm may undertake in
maximisation of the profits. The profit maximisation, as an objective, does not consider the
effect of earning per share, dividends paid or any other return to shareholders on the
wealth of the shareholders.

On the other hand the objective of maximisation of shareholders’ wealth
considers all future cash flows, dividends, earnings per share, risk of decision,
etc. So the objective of maximisation of shareholders’ wealth is operational and objective
in its approach. A firm that wishes to maximise the profits may opt to pay NO DIVIDENDS



10 CORPORATE FINANCIAL POLICY

and to reinvest the retained earnings, whereas a company that wishes to maximise the
shareholders’ wealth may pay regular dividends. The shareholder would certainly prefer an
increase in wealth against the generations of increasing flow of profits to the company.
Moreover, the market price of a share, explicitly reflects the shareholders’
expected return, considers the long-term prospects of the company, reflects the differences
in timing of the returns, considers risk and recognises the importance of distribution of
returns. Therefore, the maximisation of shareholders’ wealth as reflected in the price of a
share is viewed as a proper goal of financial policy. The profit maximisation can be
considered as a part of the wealth maximisation strategy, but should never be
permitted to overshadow the latter.

1.6 CORPORATE FINANCING POLICY

The sources of long-term finance find their outlet in variety of ways for companies.
Earlier the traditional source of finance was share capital including ordinary shares and
preference shares capital. Over a period of time, preference share capital lost its essence
very fast and the importance of traditional source of ordinary share capital now known as
EQUITY SHARE CAPITAL is also gradually losing its significance. It has given way
partly to public deposits and partly to debentures. This source has surpassed the source of
equity capital in such magnitudes that it has become imperative for the RBI to fix norms
of debt equity ratio from time to time. (Norms for public deposits — not exceeding 10%
of paid-up capital and free reserves of the company while for debt, which includes stock/
bonds and other securities — share of debt should not be more than 3 times of paid-up
capital and reserves). It may be recalled that public deposits were once described as Fair
Weather Friends. However, public deposits gained such importance as a source of finance
of companies that the RBI was compelled to intervene and impose restrictions to prevent
the outgrowth of public deposits which even competed adversely with the bank deposits of
commercial banks. As long-term finances have to come forth in large proportions so as to
cope up with corporate expansion and diversification, the corporate sector has got to
encourage non-traditional and even innovative sources of finance such as attracting funds
from the NRIs. NRIs’ financing has substantial investment to tone up the Indian economy.
NRIs’ participation has been allowed from 26%, 49% and 76% in different sectors as per
requirements of the corporate sector.

Sources of Corporate Financing are:

1. Share (Equity) Capital (Residents and NRIs).
2. Preference Share Capital.
3. Public Deposit.

(1) Equity Share Capital and Preference Share Capital

Equity is that part of capitalisation which is not a debt. It is ownership interest, the
residual claim to assets and earning and control with debt, which represents the first and
fixed claim on both assets and earnings. If interest and principal payments on debts are not
promptly met when due, bankruptcy and loss of control for the owner may occur. Equity
Share Capital represents the basic and primary source of finance to any company. In terms
of funds provided, the equity shares may provide lesser funds than some other source,
however, the relevance and importance of equity share capital cannot be undermined in
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any case. The existence of equity share in the capital structure of a company is a fact of
life for the firm’s management and since it is an absolute prerequisite to the creation of a
company and an essential ingredient to its future growth. There is tremendous scope for
public issue of equity shares in India as given in the Table below:

(Amount in Crore )

Year Public Issues Right Issues Total

Number Amount Number Amount Number Amount

2004-05 34 24,640 26 3,616 60 28,256
2005-06 103 23,294 134 4,469 237 27,382
2006-07 35 32,163 12 219 47 32,382

Source: SEBI Bulletin, Aug. 2007.

Equity share is a financial asset that represents the ownership in a company. Features
of equity share capital are:

(1) Rights of shareholders: The rights of a equity shareholder are established and
determined in the Companies Act, 2013 which are numerated as follows:

(a) Voting rights of a member (Sec. 47): Holders of equity capital are owners of
the company. The money invested by them do not mature at some future date, they
represent permanent capital which is expected to remain with the company indefinitely.
Holders of equity capital receive voting rights that permit them to control the affairs of the
company. This voting right on a poll shall be in proportion to the amount paid upon his/
her share. A member’s right to vote on a role may be exercised by him personally or
through a proxy.

(b) Right to sell or transfer equity shares: Equity shareholders have the right to
sell or transfer their holding to other persons. The company cannot prevent such sales or
transfer and these actions in no way, affect the legal existence of the company. The
shareholder may directly sell his/her holdings in the demat accounts, by merely authorizing
the Depository Participant (SP) and the buyer shall get the entry in his/her demat account.
It is not essential that selling of shares has the background of dissatisfaction, but high
growth in the prices of stock exchange price of shares may illure the shareholder to sell.

(c) Residual claim on assets : The claim of the equity shareholders on the assets
of the company is secondary to the creditors and is relevant only when the company is
being liquidated. Sections 325/326/327 of Companies Act, provide that in case of
liquidation the assets are distributed first to the workmen’s dues government dues and debts
due to secured creditors shall be paid in full prior to all other debts. The sequence of
priority shall be

l all revenues, taxes, cesses and rates to the Central/State Governments.

l all wages and salaries of workmen.

l all accrued holding remuneration payable to employees.

l all amount due in respect of Employees State Insurance Act, 1948 for the 12
months.

l all liability in respect of Workmen’s Compensation Act 1932.
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l all sums due to any employee for provident fund, pension fund, gratuity or any
other fund for the welfare of employees.

l The expenses of any investigation held in pursuance of Sec. 210 (the Central
Government may appoint inspectors to investigate the affairs of a company) or
Sec. 213 (in the opinion of National Company Law Tribunal the business of the
company conducted to defraud creditors/members).

Since the liquidation value of company is generally below their book values, the equity
shareholders may not receive the book value of their holding in the event of liquidation.

(d) Pre-emptive right — Rights share (Sec. 62): The right of rights issue or
additional shares, before these are offered to public is known as Rights Issue. It refers to
the rights of the shareholders to maintain their proportion of the ownership of the Company
by subscribing to new shares being issued. It gives the equity shareholders the privileges of
maintaining their voting rights and the proportionate shares in the distribution of income
assets of the Company.

(e) Right to receive Annual Report (Sec. 136): Section 136 of the Companies
Act 2013, requires that the annual report (comprising balance sheet/ profit and loss
account/ director’s report/auditors’ report/and other annexure) should be sent not less than
21 days before the general meeting, to every shareholder. The Listing Agreement and the
SEBI Guidelines also require that quarterly and half yearly results of operations should be
made public by the company.

Preference Share Capital (Sec. 43): It is a share capital through which a company
obtains funds in exchange for certain types of preferential treatment to its holders which are
not available to equity shareholders. Such rights are:

(i) Dividend at fixed rate will carry a preferential right.

(ii) On winding up/repayment of capital, a preferential right to be repaid the amount
of the capital paid or deemed to have been paid.

Kinds of Preference Shares

A Company may issue the following types of preference shares:

(a) Cumulative Preference Shares: If the company fails to pay the dividend in a
particular year, the accumulated arrears of dividends shall be paid, if any
dividend is declared in SUBSEQUENT YEARS, before any dividend is paid to
the equity shareholders.

(b) Non-cumulative Pre-shares: Such shares do not carry the right to receive the
arrears of dividend in a particular year, if the Company fails to declare dividend
in previous year or years, it lapses.

(c) Participating Shares: Fixed Dividends are paid but the shareholders participate
further in the distributed profits along with the equity shareholders, after a certain
fixed percentage has been paid to equity shareholders as well.

(d) Non-participating Pre-shares: These shares are entitled to only a fixed rate of
dividend and do not participate further in the SURPLUS PROFITS irrespective of
the magnitude of such profits.
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(e) Convertible Pre-shares: The holders are given the right of conversion of his
shares into equity shares at a later date.

(f) Non-convertible Pre-shares: There is no right of conversion to shareholders.
If the Articles of Association are silent all preference shares are deemed to be
non-convertible unless provided otherwise in the terms of issue.

(g) Redeemable Pre-Shares (Sec. 55): Ordinarily share capital received on the
issue of shares can be returned on the winding up of the company only, but
under section 55, no irredeemable preference shares are issuable from 1996 or
is redeemable after the expiry of a period of 20 years from the date of issue.

(h) Irredeemable Preference Shares: No such shares are issuable from 1996 by
any company and all such shares issued before 1988 were redeemed to share
shareholders within 5 years or 10 years at the most.

(i) Cumulative Convertible Preference Shares (C.C.P.): Introduced in 1985,
the objects of the issue of the instrument should be for setting up new projects,
expansion or diversification of existing projects, capital expenditure for modernization
and working capital requirements. The amounts of issue of CCP shares will be to
the extent the company would be offering equity shares to the public for
subscription. These shares are deemed to be equity issue for the purpose of
calculating debt-equity ratio. The entire issue would be convertible into equity
shares between the end of 3 to 5 years. The rate of dividend payable on CCP
would be 10%. The face value of such shares will ordinarily be Rs.100 each and
the holders are entitled to receive arrears of dividend even after conversion.

Features of Preference Shares

(i) It is a part of share capital of the company.

(ii) No collateral or mortgage is required as in debt.

(iii) Dividends at fixed rate is payable, so there is fixed financial commitment.

(iv) Priority in profit distribution as well as asset distribution.

(v) Equity shares with a limited voting rights as described in Sec. 47 (arrears of
dividend for 2 years or more) so the voice is quite limited.

Public Deposits

The term public deposit means any deposit of money with and includes any amount
borrowed by a company but shall not include such categories of amount as may be
prescribed in Companies (Acceptance of Deposits) Rules 1975. The amount received by a
company in the joint names of a director and a non-director will not be exempted from the
definition of deposits. A small depositor means a depositor who has deposited in financial
year a sum not exceeding 20,000 in a company [Company Rules 2013, 5(2)]

Acceptance of Deposits by Companies will be

(a) No company shall accept or renew any deposit which is repayable on DEMAND
or on notice or after a period of less than 6 months or more than 36 months from
the date or acceptance or renewal of such deposit.
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Provided that a company may for the purpose of meeting any of its SHORT-
TERM requirements for funds, accept or renew such deposits are not repayable
earlier than 6 months from the date or deposit or renewal.

(b) No company shall invite or accept or renew any deposits in any form on a rate
of interest exceeding 11.5% p.a. at monthly rests.

(c) No company shall pay brokerage to any broker at a rate exceeding 1% of the
deposits, for a period up to one year, 1.5% for a period of more than one year
but up to 2 years and 2% for a period exceeding 2 years on one time basis.

1.7 DEBT FINANCING

The debt financing may be procured broadly is two ways:

(i) Issue of different types of bonded debts, and

(ii) Term loans from term lending financial institutions. A bond/debenture is the basic
debt instrument which may be issued by a borrowing company for a price which
may be less than, equal to or more than the face value. Recourse to debt
generally tends to reduce cost of capital and consequently help improve the
overall return of the company. Debt is considered a cheaper source of finance not
only because debt is less expensive in terms of interest cost and issuance cost
than any other form of security but essentially due to availability of income tax-
benefits. The interest payment or debt is deductible as an income tax expense.
There are other non-financial factors for the use of debt than equity capital.
There are times, when additional equity capital funds are not available at
reasonable cost. But other debts are more attractive. Debt is also attractive since
it does not disturb the controlling position of the existing owners.

Features of Debentures

(i) Holder is the creditor of the company.

(ii) Debt securities promise a rate of interest payable half yearly. The rate of interest
is also denoted as COUPON RATE.

(iii) Debenture may be unsecured (if less than 18 months period) and secured one.

(iv) All debt instruments have fixed maturity period.

(v) Holders do not get voting rights in normal situations.

(vi) Every debt instrument has a face value as well as maturity value.

(vii) In liquidation of company, the claim of debt holders is settled in priority over all
shareholders and unsecured creditors.

Types of Debt:

(a) Unsecured debentures (d) Perpetual (g) Convertible
(b) Secured (e) Bearer (h) Non-convertible
(c) Redeemable (f) Registered (i) Zero interest convertibles

(j) Zero interest non-convertible
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(a) Unsecured debentures: Debentures do not carry any change on the assets of
the company are known as naked or unsecured issued for a period of 18 months.

(b) Secured: Debentures having fixed or floating charge on the assets of the
company. This reduces the risk of the debt investors.

(c) Redeemable: Debentures that are redeemable at the expiry of a certain period
are known as redeemable.

(d) Irredeemable or perpetual: Where the debentures are redeemable on the
happening of specified events which may not happen for an indefinite period — winding
up — are known as perpetual debentures.

(e) Bearer: Debentures payable to bearer and are transferred by delivery and no
stamp duty is payable on the transfer. The holder is not registered in the books of the
Company but is entitled to claim interest and repayment of principal.

(f) Registered: Debentures are payable to registered holders. The details of debenture
holders are maintained in the register of debenture holders as per section 88 of the
Companies Act, 2013.

(g) Convertible: Convertible debentures are convertible into equity shares of the
Company on the expiry of specified period or periods. Where the conversion is to be made
at or about 18 months from the date of allotment but before 36 months, the conversion
is OPTIONAL on the part of the debenture holders in terms of SEBI guidelines.

(h) Non-convertible: These debentures do not confer any option on the holder to
convert the debentures into equity shares and are redeemed at the expiry of a specified
period.

(i) Zero interest convertible debentures: In this case, the debenture is compulsorily
fully convertible into equity shares at the expiry of a given period (not exceeding 3 years)
from the date of issue. For the intervening period, no interest is payable by the Company
to the debenture holders. Though the ZICD are ultimately to be converted into equity share
capital, yet if the period of conversion is after 18 months from the date of issue, then as
per the SEBI guidelines, the issue of ZICD must be credit rated by an approved credit rating
agency.

(j) Zero interest non-convertible: Under this instrument no interest is payable to
the holder. However, the repayment is done part in principal and part in the form of capital
gain. For this warrant is attached to the debenture. There could be two situations.

(i) When warrant is not exercised: TISCO used this method for their instrument
called Special Debt Note (SPN) issued in 1992 for face value of 300. It was to be
redeemed in four equal installments of 150 each (tollaling 600) at the end of 4th/5th/
6th/7th year. The warrant attached to SPN entitled every SPN holder to get one equity
share from the company at a price of 100. The rate of return is the value of R in the
following equation:

Outflow = (I+R)4 + (I+R)5 + (I+R)6 + (I+R)7

–300 = 150 + 150 + 150 + 150

= 13.7%
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This was profitable proposition to Tisco Ltd. as no cash outflow was involved for the
first 3 years.

(ii) Where warrant option is exercised: In case the SPN holder exercises his
option at the end of I st year and the market price of the share at that time is 175, then
the SPN holder will be able to make a capital gain of 75 ( 175 – 100). The rate of returnn
in this case is

– 300 = 75 + 150 + 150 + 150 + 150

= 19.5%

when the capital gain is subject to tax it would reduce by 20% as long-term capital gain.

Public Sector Bonds: Many public sector undertakings have, of late, issued bonds
in the market to raise funds. These bonds are of two categories, taxable bonds and tax-free
bonds (such as by RBI/NABARD/State Bank of India). Dividend/interest on bonds are
issued either by way of post dated warrants or on periodical basis.

Bonds are of two kinds

(i) Defined Maturity Plans Bond: Under it the aim is to deliver predictable returns
for a predefined investment term. The investment in fixed income, instrument is made
bearing a short-term and stick to their initial investments till end. The maturity of plans
range from a week to 2-3 years.

Alliance, Chola, Grindlays, HDFC, Kotak Mahindra, Magnum, Pioneer, ITI, Prudential
ICICI and Zurich India have launched their version of defined maturity plans in the past.
These are also likely to be cost effective, as these funds were invested in securities and held
till their maturity, incurring lower transaction cost and recurring expenses.

(ii) Customised Bonds: These are issued with maturities matching investor demands.

1.8 INTERNAL FINANCING

Depreciation charges and retained profits represent the internal sources of finance
available to the company. If we assume that depreciation charges are used for replacing
worn out plant and equipment retained earnings represent the only internal source for
financing expansion and growth. Because retained earnings are the sacrifice made by
equity shareholders, they are referred to as internal equity. Companies normally retain 30%
to 80% of profit after tax for financing growth. If one looks at a sample of corporate
balance sheets it would be observed that reserve and surplus (other than share premium
reserve and revaluation reserve) which essentially represent accumulated Retained Earnings,
are an important source of long-term financing. Even this is an understatement of the
contribution of retained earnings to long-term financing because a portion of reserve and
surplus would have been capitalized by the company if it had issued bonus shares.

Depreciation: Depreciation is used as a tool for tax planning and is considered as
the important source of internal finance. When the company charges the depreciation to
profit and loss account, cash outflow does not take place. Hence it is normally used as a
means to finance working capital requirement.
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Advantages of Retained Earnings

Retained earnings are viewed very favourably by most corporate managements for the
following reasons:

(i) Readily available internally without any discussions with shareholders
or lenders.

(ii) Effectively represent infusion of additional equity in the company. It
eliminates issue costs and losses on account of underpricing.

(iii) No dilution of control when the company relies on retained earnings.

(iv) Stock market views an equity issue with skepticism, not that connotation with
retained earnings.

Disadvantages

(a) Amount raised may be limited and valuable due to stable dividend policy.

(b) The opportunity cost is quite high since it is a foregone dividend by
shareholders.

(c) Company is comforted by the easy availability of retained earnings and
invest in sub-marginal projects that have a negative NPV, which hurts the
shareholders.

In depreciation amount changed to profit and loss a/c can be utilized for replacing the
asset. If the amount of depreciation is NOT USED for buying the asset it increases the size
of cash inflows and directly influnces the current asset. Hence it is treated as internal source
of finance. Depreciation can be claimed under Income Tax Act, 1961, section 50 for long-
term capital gains. Sec. 50 is attracted only if depreciation has been allowed on the block
of asset on the block of assets of which the asset is a part. For example, consider an
assessee who has one building in the relevant blocks of assets. If he does not claim
depreciation on it and sells it after 3 years taxed under section 50, as short-term capital
gains, since no depreciation has been allowed on it. The surplus shall be taxable as LONG-
TERM CAPITAL GAIN and the assessee can claim the benefit of deductions ensured for
long-term capital gains under Section 54-B, Income Tax Act, 1961.

What should be the minimum rate of return that a company should earn on funds
generated through depreciation? Normally, 3 approaches are employed for calculating this
rate. As depreciation is money, and even if the company has no alternative use for this
money, it could be deposited in a bank. Therefore, the minimum rate of return to be earned
on depreciation is the rate of return available if the funds are deposited in a
bank.

Another, economic approach to utilise depreciation is to look at it from the point of
view of the purpose for which depreciation is allowed. Depreciation is for the purpose
of replacing the plant and equipment when they become worn out. In order to be in
a position to acquire similar assets when the present assets are worn out, what is the
minimum rate of return the company should earn? This would depend on the rate of
inflation related to the capital equipment of the industry concerned. In other words, the
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minimum rate of return on depreciation, should be the rate of inflation in the equipment
costs of the industry concerned.

The third and most important approach is from the company’s point of view — which
is to identify the cost of money to the company. Let us assume that a company has
purchased equipment worth one crore from the company’s funds which consist of equity/
preference share capital and term loans. If the useful life of the equipment is assumed to
be 10 years, then on the basis of straight line method of depreciation, the annual
depreciation available would be 10 lakhs. Since the source of money was equity,,
preference shares and term loans, the minimum rate of return to be earned will be the
weighted average cost of the pool of money from which the purchase was made.
Depreciation is the inversion of the physical assets back into the money.

1.9 FACTORS TO BE CONSIDERED IN FORMULATING FINANCING POLICY

Financial policy is the result of a number of such factors as needs of the corporates,
abilities of finance and other personnel and financial system. The factors are discussed as
under:

(1) Needs of Finance: Various corporates have varied financial needs, which
depend on the nature of their business and the size and the kinds of financing operations.
For example, manufacturing enterprises require a large fixed working capital than service
corporates. The working capital needs of manufacturing organisations are so enormous that
a part of the working capital is required to be treated as permanent working capital.
Moreover, within manufacturing organisation, the needs are different according to the
nature of the industry to which they may belong. Some industries have a longer gestation
period than others and it is quite some year before they can stand on their own legs. Taking
into consideration the variety of the needs of the organisation, it is difficult to think of one
financial organisation for all business undertaking. In other words, the financial organisation
of every business undertaking will have to cater to its own requirements. However, it must
be ensured that the financial organisation is structured in a manner that will contribute to
the overall integrated managerial approach in an organisation.

(2) Personnel for Financing: Many corporates/organisations have professional
personnel who discharge finance function, viz., CA/Cost and Works Accountant/MBA/
Postgraduates in finance specialization, etc. On the contrary, there are a large number of
organisations where persons who are hardly qualified to discharge the finance function are
entrusted with financial responsibilities. Small corporates usually cannot afford to engage
the services of professionals. Large corporates with their complex set-up engage a comparatively
better qualified, computer-based, professional staff. The abilities of finance personnel differ
widely from one organization to another. Sometimes it is worthwhile to draw a distinction
between finance personnel and accounts personnel. While accountants have a limited
vision and cannot see beyond the horizon of such routine functions as the maintenance or
accounts and interpretation of rules and regulations, finance professionals are more
interested in determining the basic financial policies of the organization such as how to
attract different sources of funds, cost of computing capital, depreciation policies and
capital budgeting as well as other sophisticated techniques.
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(3) Environment of Financial System: The financial system is a network of
financial institutions and activities which constitute the country’s economy. In a capitalized
economy, the financial system provides funds to various sectors and activities so that they
are able to make the best utilization of resources. It is a special ingredient of the economic
system as a whole. FINANCE IS A SERVICE FUNCTION AND MONEY, A
MANUFACTURER FERTILES OUT OF THIN AIR, THE MOST IMPORTANT
RESOURCES OF THE FINANCIAL SYSTEM ARE LARGELY INTANGIBLE. THE
INTANGIBLES ARE IN THE FORM OF ATTITUDES, SELF-DISCIPLINE, EFFICIENT
INSTITUTIONS, EXPERTISE, SOUND BUSINESS PRACTICES, HONESTY AND
EFFECTIVE POLICY WITHIN THE FINANCIAL SYSTEM AS A WHOLE. In the
Indian economy the fiscal policies are determined by the Government which have a great
impact on the overall economy of the country. The RBI is the Central bank of the country.

It frames policies in consultation with the Government of India and issues statutory
instructions to commercial banks, financial institutes and NBFCs. The financial system
created a climate, favourable or otherwise, in the capital market. In a mixed economy like
ours, the public sector has to co-exist with the private sector; finances are to be managed
by the private sector. On its own, the financial system is so allowed that it helps the private
sector by extending loans to public sector directly through the public exchange by granting
subsidies. It should be remembered that the financial system does not expect the private
sector or the public sector to incur losses. The finance function of both the private sector
and the public sector should, therefore, ensure that financial organisations are so setup that
they contribute to profits; that because of heavy social commitments, they at least reach at
the break-even point. Finance functions are generally CENTRALISED. This is because of:

(i) The financial decisions are extremely crucial and responsible for the survival of
a business enterprise.

(ii) Financial decisions determine the solvency of any corporate.

(iii) Economies can be achieved through centralization.

Although the advantages of centralization of finance are commonly known, it has
recently been observed that there are some disadvantages of the finance function. At the
various subunits of the organization where funds must reach in proper time and is an
adequate measure, the subunits suffer from a short circuited supply of finance, for they
have always to look up to the top management for the satisfaction of their small financial
commitments. This often creates a frustrating attitude among such submits as branches and
departments, which are not equipped with adequate financial authority, but which, at the
same fine, have to discharge responsibility. In fact, there is no matching of organisation
authority and financial authority. For a MANUFACTURING organisation in particular
there has to be a smooth flow of funds in the absence of which there would have a
breakdown. Similarly, materials/personnel/production/ marketing management are the four
arms of manufacturing organisations.

But the manufacturing organisation becomes a four-legged animal, which has to look
up to the master as the top management for its financial requirements. The entire financial
organisation will therefore, have to be streamlined in such a manner that it will have to
subsurve the other organisation segments of the business enterprise.
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No business converts a human animal into a machine that grinds out economical and
rational decisions. An imaginative effort may reveal ways in which many grains of proposals
for added investment can be garnered with smaller or no additional investment. The
commitment of funds is an endless story. It begins but never ends. It is continue by its
nature. You have got to have money to make money. Most corporate require a continuing
commitment of funds in order to operate. Planning the finance of a corporate so that cash
is available to pay all the bills is the heart of the finance function. The ultimate finance
policy lies in the MAXIMISATION OF THE VALUE OF THE CORPORATE.

1.10 EARNINGS PER SHARE AND POINT OF INDIFFERENCES

Value of Equity Share: Some companies usually offer a high ratio of return to
equity stockholders. Firms which seek long-term profits and growth usually issue large
volumes of equity share. It is rather difficult to determine the value of stock in comparison
with that of bonds or preference share. Equity share has neither fixed maturity nor a
specific schedule of income payments. Moreover, variation in the dividend payments is also
very high. Both dividends and the market value of equity share vary to a great extent and
render its valuation quite difficult.

Value of Equity Share

Growth Approach Diversification Approach

Anticipation Approach Current Market Value Approach

Intrinsic Value Approach

APPROACHES TO VALUATION OF EQUITY

1. Intrinsic Value Approach: Intrinsic value is the price which is determined on the
basis of primary factors, and is the real worth equity stock as distinguished from its current
market price. The concept of intrinsic value emerged from the pioneering works of
Benjamin Graham which was later popularised by Graham, Dodd and Cattle. The intrinsic
value of a share is a function of such fundamental factors such as earnings, dividends,
growth, payout ratio, company and industry considerations and price-earning ratios among
others. A financial manager carefully scrutinises the primary factors or fundamental factors
which affect the value of equity stock. These fundamental factors are:

(i) Value of the Assets: The market value of a firm’s assets is taken into consideration.

(ii) Expected Future Earnings: The intrinsic value of equity stock largely determined
by the flow of its expected future earnings.

(iii) Expected Future Dividends: The expected future earnings need not tally with
expected future dividends. The latter are paid out of the former. However,
whether any dividend should be paid and, if so, how much, depends upon the
policy of a firm. Expected future dividends also affect the intrinsic value of the
equity stock. A non-payment or an unsatisfactory payment of dividends may
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badly affect the intrinsic value of equity stock even though that a firm’s earnings
are fairly high.

(iv) Expected Future Growth Rate: Each firm has a certain future growth rate, which
is evaluated by investors from time to time and is an important determinant of
the intrinsic value of equity stock.

On the basis of this approach, it is possible to know whether stocks are undervalued
or overvalued. When a stock is worth more than its selling price, its is termed as under-
valued. When it is worth less than its selling price, it is overvalued. When higher earnings
per share are announced, the investors buy more stock, which results in an increase in their
price. When investors realise that the stock is overvalued, they sell their shares, which
results in a fall in their market price.

The fundamental factors determine either intrinsic or real value, while market conditions
determine the actual value of stocks. The difference between the intrinsic or real value and
the actual or market value explains the difference between overvaluation and under-
valuation. There are some limitations to the intrinsic value approach. These are: (i) the
investors may not discover the intrinsic value of equity stock. As a result of this, equity stock
may be undervalued or overvalued, (ii) in the case of highly speculative activities, it is very
difficult to analyse the intrinsic value of equity stock. The reason is that such activities are
filled with uncertainties, and it is extremely difficult to predict accurately the primary or
fundamental financial factors and (iii) when the value of an equity stock is high, there are
prospects for future growth in the sales and profits of the company, which is said to have
a growth rate. However, there is no guarantee that the same growth rate will be sustained
in future. Subsequently, it is desirable to analyse the intrinsic value of equity stock,
particularly of high-growth stocks.

2. Current Market Value Approach: The current market value of equity stock
depends upon market conditions. Investors may buy the stock when its overall market value
is below its normal or current market value. The investor buys it when he expects that its
price would rise in future, and when he would benefit by selling it. Investors may purchase
stock following a comparison with the value of the stock in different firms in the same
industry. It is also possible that market prices of equity stock may follow cyclical patterns.
The cylical low price is below the expected current market value in the near future.

3. Diversification Approach: In this approach, the number of different of securities
is a more important consideration than their value. The intention is to reduce risk by
selecting stocks of different industries and once this objective is achieved, the analyst may
use the intrinsic value, the current market value or some other means to select the exact
stock to be acquired.

4. Anticipation Approach: It considers short-term increases in the prices of stock
and ignores its long-term value. A firm purchases stocks when their market value is
expected to rise in the immediate future. It holds the stock while prices are rising and sells
it once they are somewhat stable. The emphasis is on short-term factors and not on long-
term factors.

5. Growth Approach: This approach emphasises the long-term growth in sales and
considers outstanding prospects of long-term increase in both sales and profits.
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The intrinsic value method is guided by fundamental factors. It finds the real or
intrinsic value of a stock and is applied to all stocks. It is used by all investors. The current
market price value method is guided by market factors. It finds no prices and is applied to
actively traded stock; and this method, too is used by all investors. The diversification
method is guided primarily by the low risk element. It reduces risk and is applied to all
stocks used in portfolio management. The anticipation method is guided by market factors.
It searches for quick gains and is applied to actively traded stock. It is made use of by
speculators. The growth method, on the contrary, lays emphasis on future prospects. It finds
long-term gain and is primarily applied to high growth stocks. All the investors are
interested in this method.

CAPITALISATION APPROACHES TO INTRINSIC VALUE

The intrinsic or real value methods is very important because it makes it possible for
financial managers to deal with the problems of acquiring stockholding or disposing it off.
The intrinsic value approach employs several capitalisation techniques. A capitalisation
technique is a method of determining the intrinsic value by converting a firm’s earnings,
dividends and growth rate into their present value.

1. Capitalisation of Earning: This is based on a calculation which is based on the
earning per share and a price-earnings ratio. It may be used to determine the current
intrinsic value or a future intrinsic value. The following formula is used:

Current Intrinsic Value = Current Normal P/E × Current EPS
Current Normal P/E = 15/1
Current Earnings per Share 1.20
Find out the Current Intrinsic Value.

Solution:

Current Intrinsic Value = 15/1 × 1.20 = 18
Future Intrinsic Value = Future Normal P/E × Future EPS
Future normal P/E = 16/1
Future EPS = 1.40
Find out the future intrinsic value.

Solution:

Future Intrinsic Value = 16/1 × 1.40 = 22.40

Future Intrinsic Value, where current EPS does not change.

From the information given in Exhibits 3 and 4, find out future intrinsic value.

Future Normal P/E × Current EPS = 16/1 × 1.20 = 19.20

Future Intrinsic Value, where current P/E does not change.

In Exhibits 3 and 4, it will be

Current Normal P/E × Future EPS =15 × 1.40 = 21

Earnings are capitalised by another formula
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EPS
Current Intrinsic Value = = Capitalisation Rate.

EPS

= E/P

= EPS × P/E .

From the information given in Exhibit 3, find out the current intrinsic value

Solution:

The value will be = 1.20 × 15/1 = 18.

With the use of the same formula, a future intrinsic value can also be calculated.

2. Capitalisation of Dividends: This is similar to the capitalisation of earnings. The
calculation makes use of formula for dividend per share. The intrinsic walue of stock is
calculated with the help of the following formula:

Intrinsic Value =
Dividend per Share

Dividend Capitalisation Rate

=
Dividend per Share

Normal D/P

= Dividend per share × Normal P/D

Normal P/D Ratio =
Normal P/E Ratio

Normal Dividend Payment

Normal P/E Ratio =15/1

EPS 1.20 Normal Dividend Payout = 50%

Dividend Per Share = 0.60.

Find out the intrinsic Value.

Solution:

Intrinsic Value = Dividend per share x Normal P/D Ratio

= 
30 15 /1

60× 18 Normal P/D 30
1 .50

     

If the normal dividend pay-out is changed to 60% and the dividend per share is Re.
72, the intrinsic value will change:

Intrinsic Value =
25 15 /1

.72 18 25
1 .60

     

3. Capitalisation of Earnings and Dividends: In this approach, both earnings
and dividends are capitalised to find out the intrinsic value of equity stock. This approach
was developed by Benjamin Graham and David Dodd, who gave the following formula for
the calculation of the intrinsic value of equity stock.
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Intrinsic Value = (Current Normal P/E) (Dividend Per Share + 1/3 EPS)

This formula is based on the contention that a firm has a dividend payout of two-
thirds. In other words, the dividend per share + 1/3 earnings per share constitute the
earnings per share by itself. In this situation, the capitalisation of earnings formula and the
capitalisation-of-earnings-and-dividend formula yield the same intrinsic value of a firm.

Current Normal P/E = 15/1

Current EPS = 1.20. Find out intrinsic value.

Solution:

Intrinsic Value = Value = Current Normal P/E × Current EPS

=
15
1

 × 1.20 = 18

Now, when the dividend payout is two-thirds.

Intrinsic Value = (Current Normal P/E) (Dividend per Share + 1/3 EPS)

= 15(1.20 × 2/3 + 1/3 × 1/1.20)

=
15
1

 × (1.20) = 18

This formula is useful, for it can be applied to a wide range of firms and can be
modified according to the amount of the dividend payout. Suppose the normal dividend
payout is 40%, the formula may then be modified as follows:

Intrinsic Value= (Current Normal P/E) (Dividend per share + 3/5 EPS)

The intrinsic value on the basis of this approach is given below.

The normal dividend payout is 60%, the EPS is 1.20, but the actual dividend payout
varies:

Intrinsic Value

Actual Dividend Dividends per share (Current Normal P/E Ratio)
Payout (%) ( ) (Dividend per share + 2/5 EPS)

20 .24 (15/1) (.24 + 48) = 10.80
25 .30 (15/1) (.30 + 48) = 11.70
30 .36 (15/1) (.36 + .48) = 12.60
40 .48 (15/1) (.48 + 48) = 14.40
70 .84 (15/1) (.84 + .48) = 19.80

100 1.20 (15/1) (1.20 + .48) = 25.20

4. Capitalisation of Growth Rate: This method gives value to the growth factors
in the activities of a firm. Benjamin Graham and David Dodd gave the following to
calculate the intrinsic value of equity stock:

Intrinsic Value = EPS 7 (8.5 + 2G);
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where

EPS = The average expected earning per share for the next seven years
(the 4th year is the average of 7 years)

i.e., EPS = Current EPS (l + G) 4

G = Average annual growth rate during the next 7 years

8.5 = Normal PIE ratio when the firm has a zero growth rate.

Current EPS = 1.20

Growth rate = 4%

Intrinsic value = EPS (8.5 + 2G)

= EPS7 (8.5 + 8)

= (1.20 (1 + .04)4 × (8.5 + 8)

= (1.20 (1.04)4 × 16.5

= 1.20 (1.17) × 16.5

= 1.4 × 16.5

= 23.10

The above formula may be criticised on several grounds. However, it can be modified
to examine effects of the growth factor on the intrinsic value of equity stock.

The capitalisation models for an estimate of the intrinsic value of equity stock are
supplemented by a number of mathematical models.

1.11 TERMINAL QUESTIONS

1. Define financial policy, its meaning and scope.
2. It is often said that financial activities hinge on the money management. Do you agree with this point of

view?
3. What are the other functions of corporate financial policy?
4. Discuss the objectives/goals of financial policy.
5. Are there any problems in maximisation of profits? Define in detail.
6. Explain the advantages and disadvantages of wealth maximisation.
7. Source of corporate financing are unlimited. Do you agree with this if yes what are such sources?
8. Rights of equity shareholders are five in number. Is this correct? If no, what are such rights — with

descriptions.
9. Preference shareholders are preferred in profits only but there are no such kinds of preference shares in

existence. Is it correct? Discuss.
10. Public deposits can be accepted upto the ceiling of share paid-up capital of the corporate. Do you agree

to this? If no, why?
11. Define debt financing, its types.
12. Discuss Bonds and their kinds.
13. Explain the various sources of internal financing.
14. What are the factors to be considered in formulating financing policy? Explain in detail.
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