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Course Introduction

Corporate Finance is assigned 4 credits and contains 14 units. Its objective is to equip
students with knowledge and skills in taking corporate financial and investment decisions,
develop analytic instruments to assess the effectiveness and efficiency of such decisions,
elaborate models of corporate financial management.

The decisions taken on the basis of Corporate Finance are subject to evaluation and objective
assessment.

Each unit is further divided into sections and sub-sections. Each unit begins with statement of
objectives to indicate what we expect you to achieve through the unit.

Course Outcomes

By the end of this course students will be able to:

1. Describe the financial environment in which a company operates and get knowledge
of the procurement and utilization of funds in order to maintain an adequate cash flow
in the business.

2. Interpret a relationship between risk and return of the securities and the combination
of debt and equity in the capital structure of the company to make effective financial
decisions.

3. Choose the technigues for estimating the cost of each component of the cost of
capital.

4. Select different techniques of capital budgeting in order to assess the viability of
different projects and also calculate risk associated with the projects.

5. Assess the requirement of working capital for the business operations and manage the
debtors, stock and cash accordingly.

6. Synthesize various factors which affect the dividend decision in order to figure out the
dividend.

Acknowledgement

The content we have utilized is solely educational in nature. The copyright proprietors of the materials
reproduced in this book have been tracked down as much as possible. The editors apologize for any
violation that may have happened, and they will be happy to rectify any such material in later versions
of this book.




Unit 1

Introduction to Corporate Finance

Learning Objectives:

Understanding Corporate Finance

Identifying the Role of a Financial Manager
Learning about Shareholders' Wealth Maximization
Comprehending Agency Theory and Costs
Appreciating ESG in Corporate Finance

Exploring the Indian Financial System and Stock Market Operations

Structure:

1.1 Exploring Corporate Finance: An Introduction

1.2 The Pivotal Role of the Financial Manager

1.3 Wealth Maximisation: The Ultimate Goal

1.4 Agency Theory and Associated Costs

1.5 Embracing Environmental, Social, and Corporate Governance (ESG)
1.1 Exploring Corporate Finance: An Introduction

Corporate finance is a vital facet of business management and focuses on how corporations

manage their financial resources and investments. It addresses the procedures and decision-

making processes businesses employ to manage their financial activities effectively. At its

core, corporate finance seeks to optimise a company's value by making investment

decisions that yield the best returns, financing decisions that are cost-efficient, and

conducting short-termfinancial management to ensure liquidity and solvency.
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Figure 1: Key aspects of Corporate Finance



Key aspects of corporate finance include:

Capital budgeting: This involves deciding what long-term investments or projects
the firm should undertake based on potential returns and risks. Examples might
include opening a new factory, launching a new product line, or acquiring another
company.

Capital structure: This involves deciding how the firm should finance its
operations and investments. Should it use equity (i.e., issuing common or preferred
stock), debt (i.e., bonds, bank loans), or a mix of both? The right capital
structure minimises the firm's cost of capital and balances risk and return.
Working capital management: This involves managing the firm's short-term
assets (like inventory) and liabilities (like money owed to suppliers). The goal is to
ensure the firm has enough liquidity to continue its operations while minimising

costs.

Key Aspects and Scope of Corporate Finance

Corporate finance is a comprehensive field encompassing many critical aspects that

collectively aim at the financial growth and stability of a corporation. It has a broad scope,

as it touches nearly every area of a business's operations.
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Figure 2: Scope of Corporate Finance

Scope of corporate finance include:

Investment Decision Making: Corporate finance involves making decisions about
where and how much to invest. This can include investing in new projects or

capital expenditures, R&D, and mergers and acquisitions.



Financing Decision Making: This pertains to the decisions about the
sources of financing. Corporations have to decide on the optimal mix of equity and
debt and at what costs to finance their operations and growth.

Risk Management: Corporations need to understand and manage risks that could
affect their performance and ability to achieve their strategic objectives. This
includes a wide variety of risks, from financial market volatility to operational,
strategic, and reputationalrisks.

Dividend Policy: Corporations are faced with the task of determining the
proportion of their profits to allocate to shareholders as dividends and how much to
keep for reinvestment in the company. Thisbalance impacts shareholder satisfaction
and the company's growth potential.

Corporate Governance: This involves the systems and processes that direct and
control acorporation. Good governance is crucial for a company's reputation and

operational success.

The Pivotal Role of the Financial Manager

The Financial Manager is an indispensable figure within the realm of corporate finance,

workingat the intersection of strategy and numbers. Essentially, this professional takes on

the responsibility of the firm's financial health, taking charge of financial planning,

managing investments, and ensuring adequate returns for the firm's investors.

In more detail, the primary tasks encompass:

e Financial Planning and Forecasting: Financial managers are responsible for

making decisions that will impact the financial health and stability of the
organisation, such as determining the optimal capital structure or making
decisions about dividend payouts.

Investment Management: They evaluate and recommend potential investment
opportunities that are in line with the company's financial strategy. This process
involves careful analysis of risks and returns, budget constraints, and alignment
with overall business goals.

Risk Management: The Financial Manager assesses and mitigates financial risks
associated with various business activities. This can involve implementing hedging

strategies, setting up internal controls, or obtaining insurance.



Financial Manager: Responsibilities and Expectations
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Figure 3: Key Responsibilities of Financial Manager

The expectations placed upon a Financial Manager in a corporate setting are multi-faceted.

Notonly are they expected to excel in the technical aspects of finance, but they also need

to have astrong understanding of the broader business context to ensure their decisions are

aligned with the company's overall strategy. Key responsibilities include:

Setting Financial Goals: Financial managers play a critical role in setting and
achieving the company's financial goals. They work with senior management to
develop the overall financial strategy and monitor progress towards these goals,
intervening and adjusting as necessary.

Financial Reporting and Analysis: They are responsible for the preparation and
presentation of financial reports, including income statements, balance sheets, and
forecasts. Additionally, they conduct analysis and interpret these financial reports to
provide insight and recommendations to the management.

Cash Management: Managing the company's liquidity is a crucial role for a financial
manager. They ensure that there is enough cash to meet the company's operational
needs while maximising the efficiency of the company's operations.

Maintaining Relationships with Investors and Financial Institutions: Maintaining
healthy relationships with investors and financial institutions is essential. They
manage investor relations and keep the company's shareholders informed about the
company'sperformance, potential risks, and return on investment.

Compliance: Lastly, financial managers are expected to ensure the organisation is
compliant with financial regulations and standards. This involves keeping abreast of

changes in financial regulations, ensuring accurate reporting, and maintaining the



1.3

company's financial integrity.

Wealth Maximisation: The Ultimate Goal

Shareholders’ Wealth Maximization (SWM) is a financial theory that holds that a

company's ultimate goal is to increase the wealth of its shareholders through dividends

and capital appreciation. It underpins the notion of corporate finance and is the bedrock

upon which thefinancial decisions of corporations are made.

There are a few key elements to understanding this concept:

e Shareholder wealth: This refers to the flow of dividends and increases in share value

enjoyed by shareholders over a particular period. A company's financial success, or
otherwise, directly influences the level of wealth enjoyed by shareholders.
Maximisation: This is about constantly seeking to enhance shareholder wealth. Any
financial decision made should be in favour of increasing shareholder returns.
Long-term perspective: The goal of wealth maximisation is focused on long-term
gains rather than immediate short-term profits. This principle recognizes that while
some decisions might not yield immediate profits, they could result in significant

wealth generation over the long term.

Strategies for Maximising Shareholders' Wealth

There are several strategies that corporations can employ to maximise shareholders’

wealth. Itis crucial to note that these strategies are often interlinked and should be

leveraged simultaneously to achieve desired outcomes.

1.

Investment in Profitable Projects: Corporations should direct resources towards
projects with the highest potential returns, which in turn increase the value of the
company.

Effective Risk Management: While risk is inherent in any business venture, prudent
risk management can protect shareholder wealth. This includes diversifying
investment portfolios, hedging, and maintaining a robust financial structure that
balances debt andequity effectively.

Maximisation of Operational Efficiency: Efficient operations can reduce costs,
increase output, and, consequently, improve profits. This can involve streamlining
processes, adopting new technologies, or implementing Lean and Six Sigma

methodologies.



4. Strategic Financial Decisions: Strategic financial decisions, such as issuing
dividends, repurchasing shares, or reinvesting profits, can significantly impact
shareholders' wealth. These decisions should be made in consideration of the
company's financial health and the broader economic environment.

5. Corporate Governance: A strong corporate governance structure promotes
transparency and accountability, enhancing investor confidence and potentially
leading to an increasein shareholder wealth. This involves maintaining a robust board
of directors, ensuring sound audit practices, and promoting ethical conduct

throughout the organisation.

1.4 Agency Theory and Associated Costs

Agency Theory is a core concept in corporate finance that seeks to explain the relationship
between principals and their agents. This theory centres on the complexities that arise when
the party that is supposed to act in the best interest of another (the agent) has personal

objectives that may not perfectly align with those of the principal.

Principals are often the shareholders in a company, as they are the ones who provide the
necessary capital for the business to operate. In their case, the primary objective is generally
tomaximise their return on investment.
Agents are usually the managers of a company. They are appointed by the principals to make
decisions on their behalf, with the expectation that they will make choices that will increase
thecompany's value.
However, because the objectives of the principals and the agents can differ, conflicts of
interest can arise, leading to what is known as agency problems. For instance, a manager
might choose to invest in a risky project that, if successful, could lead to personal prestige
and higher bonuses, while a shareholder would prefer a safer investment strategy that would
more reliably increase their wealth.
Agency Costs: Identification and Management
Agency costs represent the expenses incurred to mitigate the potential conflicts of interest
between principals and agents. These costs are a critical component in the corporate finance
domain as they directly influence the wealth of the shareholders. Agency costs can be
categorised into three broad types:

1. Monitoring Costs: These are expenses that the principals incur to oversee the actions

ofthe agents to ensure they are working in the principals' best interests. This could



include costs associated with auditing, managerial performance reviews, and

implementation ofinternal controls.

2. Bonding Costs: These are the costs that the agents bear to guarantee they will not
takeactions harmful to the principals. For example, the purchase of insurance policies
to pay in case of agent-inflicted losses to the firm.

3. Residual Loss: Despite monitoring and bonding efforts, there may still be a loss of
value due to the divergence of interests between the principals and agents. This is
known as residual loss.

Effective management of agency costs is crucial to maintain shareholder wealth and
companyvalue. This can be achieved through good corporate governance structures, aligning
incentives between the agents and principals, and implementing stringent auditing and

monitoring procedures.

1.5 Embracing Environmental, Social, and Corporate Governance (ESG)

ESG refers to three critical factors — Environmental, Social, and Corporate Governance —
used to evaluate a company's sustainable and ethical practices. In recent years, these factors
have takencentre stage in corporate finance for multiple reasons:

e Risk Management: Proper ESG management helps businesses foresee and mitigate
potential risks that can impact operations. For example, a firm with strong
environmental practices may be less likely to face regulatory fines or reputational
damage.

e Investor Demand: Increasingly, investors demand companies to not only generate
profits but also contribute positively to society. ESG factors provide a framework for
assessing how companies are performing on these non-financial aspects.

e Long-term Performance: Companies with strong ESG practices are likely to
outperformin the long term because they are better positioned to deal with potential

crises, have lower costs of capital, and enjoy better operational performance.

Thus, the significance of ESG in corporate finance is that it provides an additional lens to
viewand assess the sustainability of a company's operations and its long-term value-creation
potential.

How ESG Practices Influence Corporate Performance

ESG practices directly and indirectly influence a company's performance and profitability.

Here'show:



e Environmental Practices: Companies that embrace green practices tend to reduce
theiroperational costs over time by increasing energy efficiency, reducing waste, and
minimising their resource usage. These practices can also open new business
opportunities, such as the development of eco-friendly products or services, attracting
anew customer base interested in sustainable consumption.

e Social Practices: Firms with strong social practices often have better relationships
withtheir stakeholders - employees, customers, communities, etc. These relationships
can lead to increased employee engagement, customer loyalty, and community
support, which in turn boost corporate performance. For instance, firms with robust
labour practices tend to enjoy lower employee turnover rates and higher productivity.

e Corporate Governance Practices: Governance practices, including board diversity
and executive compensation structures, can influence corporate performance by
enhancing decision-making and reducing risks. Firms with strong governance
practices often exhibit better financial performance, and risk oversight and are less

likely to face scandals or legal issues.



Unit 2

Indian Financial System

Learning Objectives:
e  Comprehending Agency Theory and Costs
e  Appreciating ESG in Corporate Finance

e  Exploring the Indian Financial System and Stock Market Operations

Structure:
2.1 A Closer Look at the Indian Financial System
2.2 Understanding Stock Market Operations
2.3 Summary
2.4 Keywords
2.5 Self-Assessment Questions
2.6 Case Study
2.7 Reference

2.1 A Closer Look at the Indian Financial System

The Indian Financial System can be described as a complex, highly regulated network of
financial institutions, instruments, and markets that serve to facilitate the efficient transfer of
resources from surplus units (savers) to deficit units (borrowers). It's a crucial pillar
supporting the nation's economic structure, allowing for capital formation, and wealth
creation and providing a platform for the allocation of resources. Here are the key
components of this system:

e Financial Institutions: They can be categorised into regulatory bodies (RBI, SEBI,
IRDA, PFRDA), commercial banks, non-banking financial companies (NBFCs),
mutual funds, insurance companies, pension funds, cooperative banks, etc. These
institutions serve as intermediaries, providing a range of financial services, from
deposits and loans to insurance and investment products.

e Financial Instruments: These are the contracts between parties that can generate
assetsfor one party and liabilities for another. They can range from basic instruments

like shares, bonds, and debentures to complex derivatives and structured products.



The useof these instruments helps businesses and investors manage risk, raise capital,
and potentially achieve a return on investment.

Financial Markets: These markets are venues for buying and selling of financial
instruments. The equity market, debt market, derivative market, and foreign exchange
market are examples of financial markets in India. They play a significant role in

resource allocation and price discovery.

Role and Impact of the Indian Financial System in Corporate Finance

In corporate finance, the Indian financial system serves as a conduit for companies to access

and manage capital, mitigating risks and striving for financial efficiency. Its role and impact

canbe articulated as follows:

e Capital Access and Allocation: The financial system provides avenues for

companies to raise funds, either through equity (issuing shares) or debt (issuing
bonds). These funds can be used to finance expansion plans, manage working capital,
and fund acquisitions, among other things. The financial markets, with their price
discovery mechanism, ensurethat capital is allocated where it is most productive.
Risk Management: Financial instruments like derivatives offer firms the ability to
hedge against various risks such as currency, interest rate, and commodity price
fluctuations. This is vital for companies operating in volatile markets or those
exposed to foreign exchange risks.

Liquidity Management: Banks and NBFCs offer a range of short-term finance
options, such as working capital loans, overdrafts, and cash credit facilities. These
services allow companies to manage their day-to-day operations smoothly without
liquidity issues.

Investor Relations: Financial institutions, particularly investment banks, can assist
companies with managing investor relations, providing strategic advice, and
executing transactions. This can improve a firm's standing in the market, facilitate

access to capital,and potentially enhance its share price.

2.2 Understanding Stock Market Operations

In the financial universe, the stock market holds a critical place. It's a crucial component of

theeconomic cycle, offering entities and individuals a platform to buy or sell securities,

thereby contributing to the financial health and sustainability of the economy. To dive into

the details ofits functioning, it's essential to understand the key elements of its operations,
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specifically the cash and derivative markets.

Cash Market: Basics and Operation

Cash market is also known as the spot market. It is the platform where the sale and purchase
of securities are conducted in real-time and are settled "on the spot". This is the direct
exchange of cash for securities at a negotiated price. Here, the transfer of assets happens
almost immediately, providing liquidity and a way for businesses to raise capital.

Key aspects of the cash market include:

e Immediate Delivery: In the cash market, securities are usually bought or sold 'on the
spot’, which means the delivery of securities and payment is done immediately or
withina short time period.

e Price Determination: The price of the securities in the cash market is determined by
demand and supply dynamics. The more the demand for a particular security, the
higherits price and vice versa.

e Investor Participation: Both individuals and institutions participate in the cash
market.

This includes retail investors, institutional investors, mutual funds, and others.

e Risk Factor: The cash market is generally considered less risky as compared to the
derivative market because the transactions are straightforward without the complexity
of derivatives. However, it still carries risks associated with the particular security's
performance.

e Types of Securities: Various types of securities are traded in the cash market,

including stocks, bonds, commaodities, currencies, etc.

Derivative Market: Understanding its Mechanisms and Importance

Contrary to the cash market, the derivative market deals with financial contracts known as
derivatives. These contracts derive their value from an underlying asset, example, bonds,
stocks, currencies, commodities, market indexes or interest rates. The derivative market is
primarily used for hedging risks and speculating on future price movements.

Key aspects of the derivative market include:

e Forward Contracts: These are confidential contracts between two parties to
purchase or sell an asset at a certain future period for a price that has been mutually
agreed upon at present.

e Futures Contracts: Similar to forwards, they are standardised and traded on an
exchange, making them more liquid and subject to less counterparty risk.

11



Options Contracts: These financial instruments grant the possessor the privilege,
without any compulsion, to purchase or sell an asset at a predetermined price within a
specified duration.

Swaps: These are agreements to exchange cash flows in the future according to a
prearranged formula.

Leverage: Derivatives provide leverage, meaning they allow traders to gain exposure
to large amounts of the underlying asset with a relatively small initial capital outlay.
Risk Management: Derivatives are tools for managing risk. They can be used to
hedge exposure to undesirable price movements in an asset.

Speculation and Arbitrage: Derivatives are also used for speculation, as they allow
traders to profit from price movements in the underlying asset. Arbitrageurs use
derivatives to exploit price discrepancies in different markets.

2.3 Summary

Wealth maximisation is a modern approach to financial management. The ultimate
goal of this concept is to increase the market value of equity shares. It takes a long-
term perspective and considers the interests of stakeholders, shareholders,
employees, customers, suppliers, and others.

Agency theory is a principle used to understand and resolve issues in the relationship
between business principles and their agents. Agency costs are internal costs incurred
due to the competing interests of shareholders (principals) and the
executives/managers(agents) in a corporation.

The Indian Financial System is a complex network of financial institutions, financial
markets, financial instruments and services which facilitate the transfer of funds. It
playsa crucial role in promoting the economic growth of the country.

Stock market operations refer to the activities that facilitate the buying and selling of
shares in a stock market. This includes operations in both the cash market, where
securities are bought and sold for immediate delivery, and the derivative market,
where financial instruments derive their value from the performance of other entities,

such as assets, indexes, or interest rates.
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2.4 Keywords

Corporate Finance: This is the field of finance that deals with how corporations
allocate and use resources, particularly focusing on investment decisions, capital
budgeting, and raising capital. It essentially revolves around optimising the financial
performance of a corporation through strategic planning and short-term decision-
making.

Financial Manager: A financial manager is a key role in any corporation,
responsible for the financial health of the organisation. Their tasks include producing
financial reports, directing investment activities, planning for long-term financial
goals, and developing strategies and plans for the long-term financial objectives of
the organisation.

Shareholders’ Wealth Maximization: This is a financial management approach
where the primary goal is to increase the value of a business in terms of delivering
the highest possible return to shareholders in the form of dividends and share price
appreciation. This principle implies that the ultimate objective of a firm is to
maximise the return to itsowners.

Agency Theory and Agency Costs: Agency theory in corporate finance refers to the
relationship between the principals (like shareholders of a company) and agents (like
managers of the company). Agency costs are incurred when there is a conflict of
interest

between principals and agents, which can lead to the agents making decisions that are
not in the best interest of the principals.

Environmental, Social, and Corporate Governance (ESG): Focusing on ESG
standards can provide a broader perspective of a company’s strategy, management,
and financial health. Investors are increasingly applying these non-financial factors as
part of their analysis process to identify material risks and growth opportunities.
Stock Market Operations (Cash and Derivative Markets): Stock market
operations referto the activities carried out in the stock market. The cash market is
where financial instruments like securities are traded for immediate delivery, while
the derivative marketis where financial contracts (derivatives) are bought and sold,
the value of which are derived from other underlying financial instruments like

stocks, bonds, commaodities, currencies, interest rates, or market indexes.
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2.5 Self-Assessment Questions

1. How does the role of a financial manager evolve in an organisation striving for
shareholders' wealth maximisation? Illustrate with a relevant example.

2. What are the potential agency costs a firm may face when there is a misalignment
between the interests of shareholders and management? Provide an example of such a
scenario.

3. Which strategies can a corporation implement to reduce agency costs and promote
the maximisation of shareholders' wealth?

4. What is the impact of Environmental, Social, and Corporate Governance (ESG)
on a
company's financial performance and reputation? Give an example of a company that
effectively uses ESG practices.

5. How do operations in the cash and derivative markets differ, and what role do they
play in the financial ecosystem of the Indian market? Use specific examples to

support your answer.

2.6 Case Study

Johnson & Johnson's Shareholder Value Maximisation

Johnson & Johnson (J&J), one of the world's largest healthcare companies, has consistently
focused on maximising shareholder value. This commitment is reflected in its strong
financial performance and steady dividend increases.

In the last five years, J&J has seen steady growth in its revenues, profitability, and cash
flows. Itscommitment to research and development has resulted in innovative products that
are driving its top-line growth. J&J's consumer healthcare division, for example, recently
launched an innovative skincare product that significantly increased its market share and
profitability.

In addition, J&J has also been consistent in returning capital to shareholders. For instance, in
2023, it increased its dividend payout for the 59th consecutive year, an impressive feat that
onlya few other companies have achieved.

Moreover, J&J has been making strategic decisions to enhance its value. In 2021, it decided
to spin off its consumer health division into a standalone company, enabling it to focus on its
core pharmaceutical and medical devices businesses. This strategic move is expected to

unlock significant value for shareholders as it allows each business to be more agile and

14



focused.

However, J&J is not immune to challenges. It has faced various legal issues, including

lawsuits related to its talcum powder products and the opioid crisis. These legal issues

have createduncertainty and impacted its stock price.

Questions:

1.

How has Johnson & Johnson's commitment to R&D contributed to its financial
performance and shareholder value?

Evaluate the impact of Johnson & Johnson's decision to spin off its consumer
healthdivision on shareholder wealth maximisation.

Discuss how the company's legal challenges have affected its shareholder value

andwhat steps it could take to mitigate such impacts in the future.

2.7 References
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Unit 3

Time Value of Money

Learning Objectives:
e Comprehend the importance of the Time Value of Money in corporate finance.
e Learnto use Excel for TVM-related financial calculations.

e Understand basic principles of stocks and bonds valuation.

Structure:

3.1 Fundamentals of the Time Value of Money (TVM)

3.2 Practical Application: Using Excel for TVM Calculations
3.3 Understanding the Valuation Principles

3.4 Exploring Stock Valuation Models

3.1 Fundamentals of the Time Value of Money (TVM)

The Time Value of Money (TVM) is a fundamental idea in finance that asserts that money
accessible in the now is more valuable than an equivalent amount of money in the future, as
it has the capacity to generate additional income. This fundamental principle suggests that
the worth of money is not fixed and varies throughout time. This principle is used to compare
investment options and decide which option is the best, given certain conditions.

e Inflation: It is one of the main reasons behind the Time Value of Money (TVM). It
diminishes the purchasing power of money over time.

e Opportunity cost: The concept also incorporates opportunity cost, the value of the
next best alternative that is forgotten when a choice is made. In other words, a dollar
invested today in a savings account or some investment vehicle has the potential to
earn interest, increasing the future value of that dollar.

Understanding the concept of TVM is crucial in corporate finance. It helps managers make
informed decisions about where, when, and how they should invest the firm's money. By
using this concept, managers can assess the viability of projects or investments by comparing

the value of future cash flows against the costs incurred today.
3.1.1 Basic TVM Calculations: Present and Future Value

The basic TVM calculations primarily involve computations of Present Value (PV) and
Future Value (FV).

16



e Future Value (FV): An estimated future worth of an asset at a specific date,
calculated using a projected growth rate.
The FV is calculated using the formula:

FV=PVx(1+r)"

where: PV = Present Value; r = Rate of interest; n = Number of periods

e Present Value (PV): Present value is the monetary value of a future sum of money or
series of cash flows, taking into account a set rate of return. A higher discount rate
results in a lower present value for the future cash flows. The PV is calculated using

the formula:
FV
L
These calculations are the bedrock of financial valuation and will come into play when

PV

evaluating annuities, bonds, loans, and other financial products or investments.

3.1.2 TVM and Financial Decision-Making

assessment iact
of investment Proje
W evaluations
opportunities
Capital Cash Flow Profitability
Budgeting Estimation Analysis

Figure 1: Role of TVM in Financial Decision-Making

The understanding of TVM is critical to financial decision-making in a corporate setting. It
helps in the assessment of investment opportunities and project evaluations, informing

decisions like capital budgeting, cash flow estimation, and profitability analysis.

e Capital Budgeting: TVM plays a crucial role in capital budgeting decisions. Managers
can assess the profitability of an investment by calculating the present value of its
future cash flows in relation to its cost. Investments with a positive Net Present Value

(NPV) should be pursued, as they are expected to add value to the firm.
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Cash Flow Estimation: Understanding TVM can help in estimating the future cash
flows of a project. It aids in identifying when the cash flows are likely to occur and

their potential value at that point in time.

Profitability Analysis: The profitability of an investment is determined by comparing
the current value of anticipated cash flows to the initial investment. If the present
value of future cash flows is greater than the initial investment, the project is

considered profitable.

3.2 Practical Application: Using Excel for TVM Calculations

Financial modelling is a crucial skill for corporate finance professionals, and Excel is one of

the most widely used tools for this purpose. It offers numerous built-in functions to assist

with these calculations, which can significantly simplify the process and increase the

accuracy of your financial analysis.

3.21

3.2.2

Getting Started with Excel for Financial Calculations

Financial Functions in Excel: Microsoft Excel offers a range of pre-programmed
financial functions, including PMT (which calculates loan payments based on fixed
payments and interest rate), FV (which determines the future value of an investment),
PV (which calculates the present value of future payments), NPV (which calculates
the net present value of an investment based on cash flows and discount rate), and
IRR (which computes the internal rate of return for cash flows). Understanding these

functions is key to solving TVM problems in Excel.

Understanding Inputs and Outputs: Excel's financial functions typically require inputs
such as the interest rate per period, the total number of payment periods, the payment
made each period, and optionally, the present or future value. The output is usually a

single monetary value.

Estimating Present and Future Values with Excel

Present Value Calculations: Excel's PV function can be used to estimate the current
worth of future cash flows, given a specific discount rate. For example, =PV(rate,
nper, pmt, [fv], [type]) will return the present value of a loan or an investment, where

'rate’ is the interest rate per period, 'nper" is the total number of payment periods, 'pmt’
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3.2.3

is the payment made each period, and 'fv' is the future value.

Future Value Calculations: Similarly, the FV function in Excel estimates the future
value of an investment based on constant, periodic payments (or a single lump sum)
and a constant interest rate. For example, =FV(rate, nper, pmt, [pv], [type]) will
return the future value of an investment. The parameters are the same as the PV

function, with 'pv' being the present value.

Excel Functions for Complex TVM Problems

Net Present Value (NPV) Calculations: Excel's NPV function is used to calculate the
net present value of an investment by discounting its periodic cash flows to the
present. The function is =NPV/([rate], [valuel], [value2], ...) where 'rate' is the

discount rate and ‘'valuel, value2, ..." represent cash flows for each period. This
function is particularly useful in capital budgeting to determine the profitability of a

new project.

Internal Rate of Return (IRR) Calculations: The IRR function can be used to compute
the internal rate of return for a series of cash flows, which is the discount rate that
makes the net present value of the cash flows equal to zero. The function
=IRR(values, [guess]) takes ‘values', a series of cash flows that includes the initial
investment followed by subsequent cash flows, and an optional 'guess’ for the IRR.
Solving for Rate or Periods: The RATE and NPER functions in Excel are used to
solve for the interest rate and the number of periods, respectively. The function
=RATE(nper, pmt, pv, [fv], [type], [guess]) returns the interest rate per period for
an annuity, and

=NPER(rate, pmt, pv, [fv], [type]) returns the number of periods for an annuity.

3.3 Understanding the VValuation Principles

Figure 2: Essential Concepts in Valuation
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Valuation is a fundamental concept in corporate finance. It involves determining the current

worth of an asset or a company. There are several essential concepts in valuation.

3.3.1

Intrinsic Value: In finance, the intrinsic value refers to the subjective or quantifiable
worth of an asset, investment, or firm. It is often calculated using financial models,

considering all tangible and intangible factors.

Time Value of Money (TVM): The concept of time value of money states that the
current value of a specific amount of money is greater than its future value, due to its
ability to generate profits. Discounting future cash flows to present value is crucial in

valuation.

Net Present Value (NPV): NPV is a calculation that helps determine the value of a
series of future cash flows in today's dollars.

Risk and Return: Higher risk usually requires higher expected returns. This risk-
return trade-off plays a critical role in determining the discount rate used in valuation
models.

Role of Valuation in Corporate Finance

Valuation serves as the backbone of many corporate finance activities. It plays several pivotal

roles:

3.3.2

Investment Analysis: Valuation helps in assessing the worth of investment
opportunities. By estimating the intrinsic value of an investment, we can decide
whether it is overpriced or underpriced.

Mergers and Acquisitions (M&A): In M&A transactions, accurate valuation is
crucial for both the buyer and the seller. It helps to negotiate a fair price for the deal.
Financial Reporting: Valuation of assets and liabilities is essential for financial
reporting. It is important to accurately state a firm's financial health.

Capital Budgeting: In capital budgeting decisions, valuation models are used to

determine the profitability of projects.

Introduction to Equity and Bond Valuation

Equity and bond valuation are the two cornerstones of financial valuation.

Equity Valuation: This involves assessing the value of an equity security. Methods
can include the Dividend Discount Model (DDM), the Gordon Growth Model, or

using multiples based on financial ratios. The goal is to estimate the ‘true’ or intrinsic
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value of a stock, which can then be compared to the current market price to identify
over or underpriced stocks.

e Bond Valuation: Bond valuation entails the computation of the current value of a
bond's forthcoming interest payments, commonly referred to as cash flows, as well as

the bond's value at its maturity, also known as its face value or par value.

3.4 Exploring Stock Valuation Models

It is the method of calculating the intrinsic value of the shares of a company. It's a
fundamental aspect of corporate finance and investment analysis, which allows investors,
analysts, and company management to determine the worth of a company's stock.

There are two main methods for stock valuation:

e Relative valuation: This involves comparing the company's value with that of similar
businesses. Common metrics include price-to-book (P/B), price-to-earnings (P/E),
price-to-cash-flow, price-to-sales (P/S) and dividend yield.

e Absolute valuation: Also known as the intrinsic valuation, this method involves
assessing the present value of future net cash flows of a company. This method is
often implemented through the Free Cash Flow to Equity (FCFE), Dividend Discount
Model (DDM) and Discounted Cash Flow (DCF) model.

The central objective is to ascertain if the stock is undervalued (potentially a good buy) or
overvalued (possibly a good sell). It is essential to understand that valuation is partly art and
partly science since it involves making assumptions about future prospects and market

conditions.

3.4.1 Introduction to the Dividend Discount Model
The Dividend Discount Model (DDM) is a method of valuing a company's stock by
calculating the present value of its anticipated future dividend payments. This model
operates under the assumption that investors purchase equities solely with the intention of
obtaining dividends.The most basic form of the DDM, known as the Gordon Growth Model,
assumes a constant, perpetual growth rate of dividends. The model's formula is:
P =D/ (kg) Where:

e P =the price of stock

e D =expected dividend in next period

e k=required rate of return for the investor
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e g =the growth rate
This model becomes more complex when we consider multi-stage models, where dividend

growth is not assumed to be constant.

3.4.2 Practical Applications and Limitations of the Dividend Discount Model

The Dividend Discount Model (DDM) is a simple and powerful technique employed to
determine the intrinsic value of a dividend-paying company. An investor can assess whether
a stock is overvalued or undervalued by comparing the determined intrinsic value to the

current market price.

However, the DDM comes with several limitations:

1. Assumptions about dividends: The DDM is useful only for companies that regularly
pay dividends. Therefore, it is less helpful in analysing stocks of growth companies
or startups that typically reinvest profits rather than paying dividends.

2. Stable growth rate: The model postulates that dividends exhibit a consistent growth
rate. This assumption frequently fails to correspond with the actuality of business
cycles and evolving economic circumstances.

3. Estimation of cost of equity: The required rate of return (k) can be challenging to
estimate accurately. Small changes in this rate can significantly affect the valuation.

4. Sensitivity to growth rate: The model exhibits a high degree of sensitivity to
changes in the growth rate. Even a small alteration in the rate of growth can have a
significant effect on the valuation.

Despite its limitations, the DDM is a crucial component in the toolkit of financial analysts
and investors for its simplicity and focus on dividends, which are a tangible return to
shareholders. It is typically used in conjunction with other models for a more rounded view

of a company's valuation.
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Unit 4

Bond Valuation

Learning Objectives:

Explore the Dividend Discount Model for stock valuation.

Master the Discounted Cash Flow Model for asset valuation.

Structure:

4.1 Bond Valuation: Concepts and Techniques
4.2 The Discounted Cash Flow (DCF) Model
4.3 Summary

4.4 Keywords

4.5 Self-Assessment Questions

4.6 Case Study

4.7 Reference

4.1 Bond Valuation: Concepts and Techniques

Bond valuation is the procedure of ascertaining the equitable or inherent worth of a bond.

Bond valuation is determined by the present value of its future cash flows, which consist of

periodic interest payments and the repayment of the principal amount at maturity. The

present value is determined by discounting the future cash flows using a discount rate that

precisely reflects the risk attributes of the bond.

* Face Value/Par Value

* Coupon Rate

Bond Valuation

* Maturity Date
is based on: * Yield to Maturity (YTM)

* Discount Rate

Figure 3: Concept of Bond Valuation

Face Value/Par Value: This is the value that is returned to the bondholder upon
maturity. It's also the value upon which the coupon payments are calculated.
Coupon Rate: The rate at which the issuer of a bond pays interest to the bondholder,

usually on a yearly or semi-annual basis.
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e Maturity Date: The specified date when the issuer is legally required to repay the
full amount of the bond to the bond holder.

e The Yield to Maturity (YTM): Maturity yield is the comprehensive anticipated
return on a bond when it is retained until it reaches its maturity date. YTM is
expressed as an Annual Percentage Rate (APR).

e Discount Rate: The discount rate is used to calculate the present value of the

expected cash flows from the bond.

4.1.1 Role of Bonds in Corporate Finance
In corporate finance, bonds serve a crucial role as a source of funding for corporations. They
provide a way to finance capital investments and operational expenses without diluting

ownership.

e Capital Raising: Corporations can issue bonds to investors as a way to raise capital
for projects, acquisitions, or operational expenses. It's often a cheaper source of
funding compared to equity financing.

e Capital Structure: Bonds represent the debt portion of a company's capital structure.
They influence the company's risk profile since interest and principal repayments are
fixed obligations.

e Interest Tax Shield: The interest payments made on bonds are tax-deductible for the
issuer. This creates an "interest tax shield”, which can decrease a company's tax
burden.

4.2.1 Bond Valuation Models and Their Application
There are several models used to value bonds, the most common being the present value of
future cash flows models.

e Present Value of Future Cash Flows Model: This model discounts the future
interest and principal payments of the bond back to the present day using an
appropriate discount rate.

e Relative Price Approach: This approach involves comparing the bond with other
similar bonds in the market. If a bond's yield to maturity is higher than similar bonds,
it may be undervalued, and vice versa.

e Arbitrage-Free Pricing Model: This approach values a bond as a package of zero-
coupon bonds, each corresponding to the bond's cash flows. The sum of the prices of

these zero-coupon bonds gives the price of the bond.
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4.2 The Discounted Cash Flow (DCF) Model
The Discounted Cash Flow (DCF) model is a financial methodology used to evaluate the
value of an investment by considering its anticipated future cash flows. This strategy is
founded on the concept of the time value of money, which asserts that a dollar received in
the present is more valuable than a dollar received in the future due to its potential for greater
earnings.
The DCF model computes the current value of anticipated future cash flows by applying a
discount rate that accounts for the risk connected to these cash flows. The basic formula for
DCFis:
DCF =3} [CFn/ (1+r)™n]

Where:

e CFn = Cash flow in period n

e 1 =Discount rate (or interest rate)

e n=Time period
In a typical DCF model, several years of future cash flows are estimated and discounted back
to the present value, and a "terminal value" is estimated for the cash flows beyond the

projection period and also discounted to the present value.

4.2.1 Estimating Cash Flows for DCF Analysis
The process of estimating cash flows for the DCF model is a critical component of the
valuation exercise. It involves several steps:
e Estimating Future Revenue: This is often based on historical trends, industry growth
rates, and other macroeconomic factors.
e Estimating Costs: Some costs may be fixed, while others may vary with revenue. It is
also important to consider potential changes in cost structures in the future.
e Estimating Working Capital: Companies need working capital to run day-to-day
operations. As companies grow, they typically need to invest in net working capital.
e [Estimating Capital Expenditures: Long-term investments in plant, property, and

equipment should be taken into account.

e Estimating Terminal Value: After a certain period, it becomes impractical to estimate
annual cash flows. At this point, a terminal value is calculated, representing the

present value of all future cash flows beyond the estimation period.
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4.2.2 Applications of the DCF Model in Corporate Finance

The DCF model has wide-ranging applications in corporate finance:

Investment Appraisal: Companies use the DCF model to determine the value of
potential investment opportunities, like a new project, acquisition, or joint venture.
Business/Equity Valuation: The DCF model is commonly used in equity research,
investment banking, and corporate development to value a company or equity.

Capital Budgeting: The DCF model is used in capital budgeting to determine the
profitability of investments/projects.

Mergers and Acquisitions (M&A): DCF is used to value a target company in an M&A
transaction.

Real Estate Development: Developers use DCF to determine the value of a

development project in real estate.

4.2.3 Limitations and Assumptions of the DCF Model
Like any financial model, the DCF model has its limitations and relies on certain

assumptions:

e Estimation of Future Cash Flows: The model is only as good as the estimates of future
cash flows, which are uncertain and can be influenced by various factors.

e Discount Rate: The choice of an appropriate discount rate is a subject of debate and
can significantly affect the valuation.

e Growth Rate: The perpetual growth rate used to estimate terminal value is typically an
assumption and can have a significant impact on valuation.

e Overemphasis on the Long-Term: DCF models place a heavy emphasis on the long-
term performance of a company, which can often be uncertain or volatile.

e Ignoring Market Conditions: DCF analysis is based solely on the performance of the
company and does not take into account market conditions, industry competition, or
changing regulations.

4.3 Summary

e Financial Decision-Making involves making strategic choices about investment,

financing, and dividend policies to achieve an organisation's financial goals.
Understanding TVM is critical for financial decision-making as it helps businesses

assess the potential return on different investment options.
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e Present and Future Values are key components of TVM. The present value represents

the worth of a future sum of money in today's terms, considering a specific rate of
return. Conversely, future value is the amount a current sum of money will grow to

over a given period, given a certain interest rate.

Valuation is the process of determining the intrinsic or fair value of an asset. For
stocks, this could involve techniques like the Dividend Discount Model or the
Discounted Cash Flow model. Bond valuation entails the computation of the current
value of the bond's forthcoming interest payments, along with the current value of
the principal repayment upon maturity.

The DCF model is a valuation technique that entails forecasting a company's future
free cash flows and subsequently discounted them to their present value. This model
Is typically used for companies with inconsistent dividend payments or for projects
where cash flows can be predicted with reasonable accuracy.

4.4 Keywords

Present Value (PV) and Future Value (FV): These are key concepts in TVM.
Present value (PV) refers to the current value of a future sum of money, which is
adjusted for the effects of discounting at a suitable rate. The future value (FV)
represents the monetary worth of a present sum of money at a particular future date,
taking into account an estimated rate of growth (interest rate).

Valuation: In corporate finance, valuation is the process of determining the current
worth of an asset or a company. It involves predicting the future cash flows an asset
will generate and then using a discount rate to find the present value of these cash
flows.

Dividend Discount Model (DDM): This is a valuation technique for determining the
worth of a company's shares by considering the total value of all its future dividend
payments, adjusted for the time value of money. This is an implementation of the

TVM principle.

Bond Valuation: As bonds are typically a series of future cash flows (coupon
payments) and a lump sum at maturity, their value is calculated as the present value
of these expected future cash flows.

Discounted Cash Flow (DCF) Model: This model is widely used for estimating the

value of an investment according to its expected future cash flows. This model
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involves forecasting how much cash flow the investment will produce in the future
and then, using the TVM concept, finding the present value of this cash flow, which

is used to evaluate potential investments.

4.5 Self-Assessment Questions

1. How does the concept of Time Value of Money (TVM) play a crucial role in
financial decision-making?

2. What is the key difference between present value and future value calculations? Give
an example of each using Excel.

3. Which method would you choose to value a company that does not pay dividends and
why?

4. What are the key assumptions you need to consider when using the Discounted Cash
Flow (DCF) model for valuation?

5. How does the Dividend Discount Model contribute to the valuation of a company's
stock? Can this model be applied to companies that do not pay dividends? If not,

suggest an alternative model.

4.6 Case Study

'HiTech Corp': Financial Decision-Making & The Application of TVM

HiTech Corp, a leading tech firm, has been enjoying a phase of rapid growth for the past few
years. In 2023, the company decided to invest in a new project expected to generate cash
flows for the next five years. The expected annual cash inflows were as follows: $200,000 in
year one,$250,000 in year two, $300,000 in year three, $350,000 in year four, and $400,000
in year five. The initial investment required was $1,000,000, and the company's cost of
capital was 10%.

Given the expected cash flows and the cost of capital, the company utilised the Discounted
Cash Flow (DCF) model to determine the Net Present VValue (NPV) of the project. The NPV
was calculated to be positive, indicating that the project would create value for HiTech Corp
and was thus worth pursuing.

Fast forward to 2026, HiTech Corp experienced a change in its market conditions. A
competitive tech firm released a highly advanced product, and HiTech's anticipated cash
inflow for the remaining years was expected to decrease by 20%. The firm was faced with

the decision of whether to continue with the project or abandon it.
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Questions:

1.

Given the change in market conditions and the expected decrease in cash inflows,
how should HiTech Corp adjust its financial decision-making? Should they continue
with the project?

How would the application of the Time Value of Money (TVM) and the Discounted

Cash Flow (DCF) model assist in making this decision?

Considering the initial positive NPV, how can the decrease in future cash inflows
impact the project's net present value and the overall financial position of HiTech

Corp?

4.7 References
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"Principles of Corporate Finance™ by Richard A. Brealey, Stewart C. Myers, and
Franklin Allen

"Fundamentals of Corporate Finance" by Stephen A. Ross, Randolph W. Westerfield,
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"Corporate Finance: Theory and Practice" by Aswath Damodaran

"Financial Management: Theory & Practice™ by Eugene F. Brigham and Michael
C. Ehrhardt

"Corporate Finance For Dummies"” by Michael Taillard
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Unit5

Bond Valuation

Learning Objectives:
. Understand Advanced Valuation Techniques
o Master Bond Valuation using Excel
. Estimate Component Cost and WACC

Structure:
5.1 Advanced Valuation and Cost of Capital Estimation
5.2 Understanding Bond Valuation
5.3 Excel for Bond Valuation
5.4 Estimating Component Cost
5.5 Weighted Average Cost of Capital (WACC)

5.1 Advanced Valuation and Cost of Capital Estimation

In corporate finance, valuation refers to the process of determining the economic value of a
company, business unit, or asset. Traditional valuation techniques include discounted cash
flow (DCF) models and multiple-based valuation approaches. However, advanced valuation
techniques aim to address more complex financial and business scenarios. They include:

1. Real Options Valuation: This approach considers the flexibility and choices that
businesses have in their future operations, treating these as "options." This technique
is particularly useful for valuing businesses with significant flexibility or variability
in their future operations.

2. Leveraged Buyout (LBO) Analysis: In LBO analysis, a company is acquired using a
significant amount of borrowed funds. The technique helps estimate how much an
acquirer could pay for a target while achieving a specific return on investment.

3. Monte Carlo Simulations: These are used to model the probability of different
outcomesin processes that cannot be predicted precisely due to the intervention of

random variables.
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5.1.1 Principles of Cost of Capital Estimation

Market Beta
Risk (systematic
Premium risk)

Risk-Free Capital
Rate Principles Structure
of Cost of

Capital
Estimation

Figure 1: Principles of Cost of Capital Estimation
The cost of capital represents the opportunity cost of using capital for a particular venture as
opposed to the alternative investment opportunities that are forfeited. The cost of capital can
significantly impact a company's financial and strategic decisions, making its accurate
estimationcrucial.
Key factors considered in the cost of capital estimation include:

1. Risk-Free Rate: Typically, this is the yield on government bonds, which are
considered tobe free from credit risk.

2. Market Risk Premium: This refers to the expected return from the market as a whole
over and above the risk-free rate.

3. Beta (systematic risk): Beta quantifies the degree to which the anticipated return on
an asset is influenced by the anticipated return on the market. A high beta indicates
that the asset's return will magnify the swings of the market.

4. Capital Structure: The proportion of debt and equity used by a company in its

operationscan influence the cost of capital.

5.1.2 The Role of Risk in Valuation
Risk plays a pivotal role in valuation. Simply put, the higher the risk, the higher the return.
This concept is encapsulated in the risk-return tradeoff principle.

Systematic
Risk
EEEEEEEE—
uncontrolled controllable
— by an byan
organisation organisation
e ———————
P —
macroin micro in
nature nature

Figure 2: Types of RiskThere are primarily two types of risks:
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1. Systematic Risk (Undiversifiable Risk): Market risk pertains to the inherent risk
associated with the entire market or a specific market segment. Diversification does
not have the ability to completely remove systematic risk.

2. Unsystematic Risk (Diversifiable Risk): This refers to the company or industry-
specific risks that can be reduced through diversification.

In corporate finance, risk directly influences the discount rate used in a Discounted Cash
Flow (DCF) valuation. A riskier project or investment will have a higher discount rate,

reducing the present value of its future cash flows and hence, its valuation.

5.2 Understanding Bond Valuation
Bond valuation is a critical concept in corporate finance that deals with calculating the
intrinsic value of a bond. When you purchase a bond, you're essentially lending money to the
issuer for a certain period at a predetermined interest rate. Bond valuation is used to
determine the fair price of a bond, which is the present value of its expected future cash
flows. These cash flows
comprise two elements:

e Coupon payments: The periodic interest payments made by the issuer to the

bondholder.

e Face value: The amount the issuer must pay the bondholder upon bond maturity.
The concept of bond valuation plays a crucial role in understanding the cost of debt, making
investment decisions, managing the portfolio of bonds, and pricing new bond issues.

5.2.1 The Time Value of Money and Bond Pricing

To understand bond pricing, one must have a fundamental grasp of the concept of the time
value of money (TVM). The concept of the time value of money posits that money available
in the now is more valuable than an equivalent amount of money in the future due to its
potential for greater earnings. This theory is utilised to compare investment possibilities and
address concerns pertaining to loans, mortgages, leases, savings, and annuities.

The concept of Time Value of Money (TVM) in bond pricing asserts that the value of a bond
is established by computing the present value of its expected future cash flows. Thus, we
determine the current value of the bond's forthcoming cash flows by employing a discount

rate, often the required rate of return for an investment.
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Mathematically, the bond price is given by the following formula:

Bond Price=C*(1-(L+n)™n)/r+FV/(1+r)™n

where:

C is the annual coupon payment,
r is the discount rate (annual),
n is the number of years until maturity, and

FV is the face value of the bond.

5.2.2 The Relationship between Bond Prices and Interest Rates

The link between bond prices and interest rates (or yields) is characterised by an inverse

correlation, indicating that when interest rates increase, bond prices decrease, and vice versa.

This phenomenon is dueto the fixed nature of a bond's coupon rate.

When interest rates rise: Newly issued bonds come with a higher yield to match the
prevailing rates. Existing bonds with lower coupon rates become less attractive,
causing their prices to fall to provide a comparable yield. This adjusts until the
effective yield onthe older bond equals the current market interest rate.

When interest rates decrease, newly issued bonds are accompanied by a reduced
yield. Bonds with higher coupon rates that already exist become more appealing,
causing their price to rise until the effective yield matches the present lower market

interest rate.

This inverse relationship is a critical concept in bond investing because it directly impacts

thereturn on investment. Bond investors need to understand this relationship to manage the

riskand return in their portfolio effectively.

5.3 Excel for Bond Valuation

Excel provides a variety of functions to assist in the process of bond valuation.

1.

Familiarity with Excel interface: This is where you'll start your journey. Understand
the layout, the ribbon, worksheet, rows, columns, and cells. Each cell can contain a
piece ofdata, a formula, or a function.

Basic Excel operations: Learn how to enter data, edit data, perform basic
calculations,and use basic functions such as SUM, AVERAGE, etc.

Excel formatting: Learn to apply basic formatting to cells, including number
formatting,
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cell colour, and font size, to increase readability.

Basic Excel functions: Become familiar with Excel functions like PV (present value),
FV (future value), PMT (payment), RATE (interest rate), and NPER (number of
periods).

5.3.1 Using Excel Functions for Bond Pricing

Excel has a host of built-in functions that can be used to value bonds. These functions assist

in calculating the present and future values, cash flows, yield to maturity, and other

important variables associated with bond valuation. Some of the most commonly used

functions for bondpricing are:

1.

PV Function: This function is used to determine the present value of a bond. It
requiresthree main inputs: rate, number of periods, and payment.

FV Function: This function is used to compute the future value of a bond,
considering, interest rates and periodic payments.

RATE Function: The RATE function can be used to determine the yield to maturity
of abond.

DURATION and YIELD Functions: These functions are used to calculate the
Macaulayduration and yield of a bond, respectively.

PRICE and PRICEDISC Functions: These are used to calculate the price of a bond,

eitherat normal terms or at a discount.

5.3.2 Advanced Excel Techniques for Bond Valuation

Once you're comfortable with the basic bond pricing functions, you can move on to more

advanced Excel techniques for bond valuation:

1.

Data Tables: Data tables are useful for performing sensitivity analysis. By using data
tables, you can see how the price of a bond changes under various scenarios of
interestrates or other input variables.

Goal Seek: The Goal Seek function is a what-if analysis tool that allows you to find
therequired input to achieve a specific goal. For example, you can use it to find the
yield that would make a bond's present value equal to its market price.

Solver: Solver is a more advanced tool that can handle more complex scenarios. For
example, it can be used to optimise a bond portfolio to achieve a certain return while

minimising risk.
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4. VBA Programming: VBA (Visual Basic for Applications) is a programming
language thatcan be used within Excel to automate tasks or create new functions. For
instance, you can create a VBA function to value a bond with embedded options,
which cannot be done with the standard Excel functions.

5.4 Estimating Component Cost

The component cost, also known as the cost of capital, is the rate of return that a company
must offer to its investors in order to incentivize them to invest. The component cost is
differentfor each source of finance, such as equity, debt, and preferred stock.

Each of these components has different risk profiles and, therefore, different return
requirements from investors. For instance, equity investors bear the highest risk as they are
thelast in line to be repaid if a company goes bankrupt. Consequently, they often require a
higher rate of return compared to debt investors, who are first to be repaid. Thus, each source
of finance has its own cost, and when combined, they form the company's overall cost of

capital.

5.4.1 Methods for Estimating Component Cost
Estimating component costs involves different methodologies based on the source of
financing.Here are some common methods:

e Cost of Debt: The cost of debt is typically easier to calculate because it is the interest
rate the company pays on its debt. It can be estimated by dividing the total interest
expense by the total debt of the company. However, because interest expense is tax-
deductible, the after-tax cost of debt is often used, calculated as the interest rate
multiplied by (1 — tax rate).

e Cost of Equity: The cost of equity can be estimated using two primary approaches -
the Dividend Discount Model (DDM) and the Capital Asset Pricing Model (CAPM).
The Dividend Discount Model (DDM) is employed by companies to determine the
value of dividends. It is computed by dividing the projected dividend per share in the
upcoming year by the current stock price, and then adding the growth rate of
dividends.

e Cost of Preferred Stock: The cost of preferred stock is calculated similarly to the
DDM. ltis the preferred dividends per share divided by the current market price of the
preferred stock. Preferred dividends are not tax-deductible, so there is no tax

adjustment needed.
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e Weighted Average Cost of Capital (WACC): After estimating the cost of each
component, these are combined into a single figure representing the company's
overall cost of capital. This is done by taking a weighted average of each component
cost, with the weights being the proportion of total financing that each component

represents.

5.5 Weighted Average Cost of Capital (WACC)

The Weighted Average Cost of Capital, also known as WACC, is a key principle in the field
of corporate finance. The term refers to the mean rate of return that a corporation must offer
to its whole range of investors, including both shareholders and creditors. The Weighted
Average Cost of Capital (WACC) considers the proportional significance of each element in
the capital structure (such as debt and equity) and offers a measure of the interest rate
associated with a company's existing obligations.

e The rationale behind this concept is that a company finances its projects and
operations through a mixture of equity, debt, and other financial instruments. Each
source of financing has a cost associated with it.

e For equity, this is often called the cost of equity and represents the compensation
investors require for the risk of owning the company's stock.

e For debt, this is the interest expense a company incurs.

The WACC is the average of these costs, weighted by the proportion each source contributes

tothe company's overall financing.

5.5.1 Calculating WACC: A Step-by-Step Approach

Steps to Calculating WACC

Determine the cost of each type
of capital

ldentify the proportion of each
type of capital

| Multiply the cost of each type of
capital by its respective weight.

Sum these values to obtain the
WACC

Figure 3: Steps to Calculating WACC
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To calculate the WACC, one must:

1. Determine the cost of each type of capital (debt and equity, primarily). This involves
determining the cost of equity and the after-tax cost of debt.

e The cost of equity can be calculated using approaches such as the Capital
Asset Pricing Model (CAPM), which creates a connection between the
expected return on a security and its systematic risk.

e The cost of debt refers to the interest rate that a firm pays on its debt, taking
into account the tax benefits gained from deducting interest expenses.

2. ldentify the proportion of each type of capital in the company's capital structure. This
is typically done by dividing the market value of each type of capital by the total
market value of all types of capital.

3. Multiply the cost of each type of capital by its respective weight.

4. Sum these values to obtain the WACC.

5.5.2 The Role of WACC in Investment Decision-Making
In the investment decision-making process, the WACC plays a crucial role:

e It serves as the discount rate in the Net Present Value (NPV) analysis of potential
projects. A project's cash flows are discounted at the WACC to determine the NPV. If
the NPV is positive, the project should theoretically create value for the firm's
shareholders.

e It also acts as the hurdle rate for investments. A project's internal rate of return (IRR)
must exceed the WACC to be considered a viable investment.

e |t offers insights into a company's risk profile. A high WACC indicates that a firm
has higher risk and needs to generate more returns to satisfy its investors. Conversely,
alow
WACC signifies lower risk.
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Unit 6

Opportunity Cost

Learning Objectives:

»  Comprehend the Concept of Opportunity Cost
» Calculate Yield to Maturity (YTM)

Structure:

6.1 Understanding Opportunity Cost

6.2 Calculating Yield to Maturity (YTM)
6.3 Summary

6.4 Keywords

6.5 Self-Assessment Questions

6.6 Case Study

6.7 Reference

6.1 Understanding Opportunity Cost

Opportunity Cost is a core concept in economics and finance, defining the potential benefits
anindividual, investor, or business misses out on when choosing one alternative over another.
When you make a decision, the opportunity cost is the value of the next best option that you
forego. It's the "what could have been" scenario. In financial terms, opportunity cost might
referto the most lucrative investment or business opportunity lost because of the decision to

invest in something else.

6.1.1 Defining Opportunity Cost

The formal definition of opportunity cost is the potential return of the second-best alternative
foregone, given a scenario where a choice needs to be made between several mutually
exclusive alternatives under fixed constraints. It's a key concept that helps us understand the
real cost of making a decision. In simpler terms, it's the benefit or value you miss out on by

choosing one option over another.

38



In mathematical terms, the opportunity cost of an activity can be represented as follows:

Opportunity Cost = Return on Best-Forgone Option - Return on Chosen Option

6.1.2 Real World Examples of Opportunity Cost
e Personal Finance: If you spend INR 10,000 on a luxury dinner, you give up the
chance to use that money for a small investment in stocks. If that stock could
potentially give you areturn of INR 12,000 in a year, the opportunity cost of the
dinner is the INR 2,000 you missed out on.

e Investment Decision: If a corporation decides to invest in a project that yields an 8%
return while rejecting another project that could have generated a 10% return, the
opportunity cost is the 2% difference.

e Working Overtime: An employee chooses to work overtime to earn extra money,
foregoing the chance to go to a fitness class. The lost health benefits from missing the
class represent the opportunity cost.

e Resource Allocation: A manufacturing firm has a limited production capacity and
needs to decide what mix of products to produce. If it decides to produce more of
Product A and less of Product B, the opportunity cost would be the potential revenue
lost from notproducing more of Product B.

6.1.3 The Role of Opportunity Cost in Financial Decisions
In corporate finance, understanding the concept of opportunity cost is crucial. It plays a
significant role in:

1. Capital Budgeting: Firms often have limited resources and have to choose between
multiple investment projects. The opportunity cost of investing in one project is the
potential return from other projects.

2. Resource Allocation: Businesses need to allocate their resources effectively to
maximiseprofits. When resources are allocated to one particular area, the opportunity
cost is the return that could have been generated if these resources were allocated to
the next bestalternative.

3. Time Management: In business, time is also a valuable resource. The opportunity cost

ofspending time on one task is the potential benefit that could have been derived from

spending it on a different task.

4. Risk Management and Diversification: Within the process of developing a portfolio,
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the opportunity cost of investing in a specific asset refers to the potential return that
could have been achieved via a different investment. Investors can enhance their
ability to evaluate risk and return and make well-informed decisions by
comprehending the concept of opportunity cost.

6.2 Calculating Yield to Maturity (YTM)

Yield to Maturity (YTM) is the overall return that an investor can expect to get by holding a
bond until it reaches its maturity. YTM is represented as an annual percentage rate and is a
comprehensive metric as it considers both the periodic interest income received and the
possible capital gain or loss when the bond matures.

Yield to Maturity is an essential standard for evaluating and comparing bonds with varying
maturities and coupon rates. Essentially, it offers a consolidated rate that represents the
overall return that a bondholder will earn if they keep the bond until it matures and reinvest

all payments at the same rate.

6.2.1 How to Calculate Yield to Maturity
The calculation of YTM is slightly complex as it involves the solution of the formula for the
present value of a bond's future cash flows. Here is a step-by-step process:
1. ldentify the bond's current market price, par value, coupon interest rate, and the
number of years to maturity.
2. Start with an estimated YTM. This could be the bond's coupon rate or the return on a
similar risk security.
3. Calculate the bond's present value based on the estimated YTM. The present value of
a bond is the sum of the present values of its future cash flows (coupon payments and

face value at maturity). The formula to calculate the present value of a bond is:
)+
(1+]"'j” [:1+]"'j”

F‘V=C(1

Where PV = Present Value, C = Annual coupon payment, r = Estimated YTM, n =
Number ofyears until maturity, F = Face value of the bond.
4. Compare this calculated present value with the bond's current market price.
5. Adjust the estimated YTM up or down based on whether the calculated present value
is higher or lower than the current market price, and repeat steps 3-5 until the
calculatedpresent value is approximately equal to the current market price.
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This is an iterative process, and in practical scenarios, we use computational tools or financial
calculators to find the YTM.

6.2.2 The Importance of YTM in Bond Valuation

Yield to Maturity is a critical measure in bond valuation. Here's why:

Benchmarking tool: YTM allows investors to compare bonds of different maturities
andcoupon rates on a level playing field. It's a standard measurement that can be used
to evaluate and compare various investment opportunities.

Investment decision-making: By calculating the YTM, investors can determine if a
bond is a good investment. If the YTM is higher than their required rate of return, it
could be agood investment and vice versa.

Risk Assessment: The YTM can be used to understand the risk associated with a
bond. Ahigher YTM may indicate a higher risk associated with the bond, given that
the yield on abond is inversely related to its price.

Bond Pricing: The bond market uses YTM extensively in bond pricing. The present
value of the future cash flows of a bond, discounted at the YTM, gives the bond's

price.

6.2 Summary

Advanced Valuation and Cost of Capital Estimation involves determining the fair
value of an investment, company or asset using various techniques and models. The
cost of capital estimation refers to the process of calculating a company's cost of
funding, which is the minimum rate of return required by its investors.

Excel, a spreadsheet program, has built-in financial functions that make it relatively
simple to perform complex calculations required for bond valuation, such as present
value and yield to maturity.

The component cost, or specific cost, of capital, is the rate of return required by a
particular source of capital (like debt or equity). This calculation plays a crucial role
in determining a firm's overall cost of capital and is essential for investment

appraisal.
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6.3 Keywords

Advanced Valuation: This refers to sophisticated methods used to determine the
intrinsic value of assets or companies. These may include discounted cash flow
analysis, which projects and discounts future cash flows to estimate their present
value, and relative valuation methods that compare the company to similar entities in
its industry.

Cost of Capital: This is the required rate of return that a company must achieve to
make a particular investment worthwhile. It's the opportunity cost of making a
specific investment and reflects the risk associated with the investment. It is often
used in corporate finance for making investment decisions and determining project
feasibility.

Weighted Average Cost of Capital (WACC): This is a measure that gives an
average rate of return a company is expected to provide to all its different investors
and creditors. WACC is the average rate of return required by all of the company's
investors (including shareholders and bondholders), weighted by their respective
sizes.

Opportunity Cost: Opportunity cost refers to the expense incurred by choosing one
option over the next best alternative. Financially speaking, it commonly refers to the
potential gain that is missed out on when an investor decides to choose one
investment over another, which is considered the second-best option.

Yield to Maturity (YTM): This is the total return anticipated on a bond if it is held
until maturity. YTM is measured as the annual percentage rate and is a
comprehensive measure of a bond's potential return that allows for the comparison of

bonds with different maturities and coupons.

6.4 Self-Assessment Questions

1.

How can the Weighted Average Cost of Capital (WACC) be used to make
informedinvestment decisions?

What is the significance of the Yield to Maturity (YTM) when evaluating bonds
as apotential investment?

Which method would you choose for estimating component cost and why?

What factors would you consider when calculating the opportunity cost of a

businessdecision?
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5. How can Excel functions be applied for advanced bond valuation? What are the

stepsinvolved?

6.5 Case Study

Sky Telecom’s Weighted Average Cost of Capital Estimation

Sky Telecom, a leading telecommunications company, was preparing to launch an
innovative broadband technology. The success of this project would significantly improve
the firm's marketposition. To fund this project, Sky Telecom planned to raise capital through

a mix of equity, long-term debt, and preferred stock.

As of June 2023, the firm's capital structure consisted of 50% equity, 40% long-term debt,
and 10% preferred stock. The cost of equity, as estimated through the Capital Asset Pricing
Model (CAPM), was 12%. The before-tax cost of debt was 6%, and the tax rate was 30%.
The cost of preferred stock, offering a dividend yield of 7%, remained relatively stable.
Sky Telecom's CFO, Jane Rodriguez, knew that determining the correct Weighted Average
Cost of Capital (WACC) was crucial to evaluate the new project's profitability. Using the
given data, she calculated the WACC to estimate the minimum acceptable return on the
project. The after-tax cost of debt was figured by considering the tax shield effect, reducing
the cost to 4.2% (6% * (1 - 30%)).
The WACC was computed as follows:

e WACC = (E/V *Re) + ((D/V * Rd) * (1 - Tax Rate)) + (P/V * Rp)

e WACC=(0.5%*12%) + (0.4 * 4.2%) + (0.1 * 7%)

e WACC =6% + 1.68% + 0.7% = 8.38%
This 8.38% WACC would be the benchmark against which the new project's returns were

to becompared.

Questions:
1. Why is it important for Sky Telecom to estimate the correct WACC before
proceedingwith the new project?
2. How does the concept of the tax shield influence the Weighted Average Cost of
Capital?
3. If Sky Telecom's cost of equity were to increase due to market volatility, how

would itaffect the WACC and the decision to proceed with the new project?
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Unit 7

Risk and Returns

Learning Objectives:

e Learnto calculate and interpret historical and expected returns.

e Develop skills to measure and estimate portfolio risk and return.
e Understand and apply the Capital Asset Pricing Model (CAPM).

Structure:

7.1 Measuring Historical and Expected Return

7.2 Risk Measurement and Estimation of Portfolio Risk and Return

7.3 Understanding and Applying the Capital Asset Pricing Model (CAPM)

7.1 Measuring Historical and Expected Return
Historical return refers to the past performance of an investment, such as a stock, bond, or
mutual fund. It is the return that the investment has actually provided over a specific time
period. The primary purpose of calculating historical returns is to analyse the investment's
past performance, which can be useful in making decisions about future investments.
There are two types of historical returns - absolute return and annualised return.
e Absolute Return: This is the simplest form of return and is calculated by dividing the
profit or loss made by the initial investment.
If you bought a stock at a price (P1) and sold it at a higher price (P2), the absolute
return would be calculated as:
Absolute Return = (P2-P1)/P1
e Annualised Return: The geometric average represents the mean annual return of an
investment over a specified period of time. It is especially beneficial for comparing
the yearly gains for investments of varying sorts or durations.
The formula to calculate the Annualised Return is:
Annualised Return = [(1 + Absolute Return) ~ (1/n)] - 1 Where 'n' represents the

number of years.
7.1.1 How to Estimate Expected Return: Models and Applications

The expected return refers to the anticipated profit or loss that an investor foresees on an

investment with known or projected rates of return. The calculation involves multiplying the
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number of possible possibilities by their respective probabilities and then summing the
resulting values. While historical return looks back on the past, expected return looks
forward into the future. It's a fundamental concept in finance, underpinning the modern
portfolio theory and the capital asset pricing model (CAPM). There are several models to
estimate expected returns, including:

1. Historical Average Method: This method uses the average return of an investment
over a certain period of time as the expected return. However, it assumes that history
will repeat itself, which is not always the case.

2. Discounted Cash Flow (DCF) Model: This is a method used to evaluate the
attractiveness of an investment opportunity. DCF analysis utilises expected future
free cash flows and discounts them to calculate a present value estimate, which is
then used to evaluate the investment's potential. If the valuation obtained from the
discounted cash flow (DCF) analysis is higher than the current cost of the investment,
then the opportunity can be regarded as positive.

3. Capital Asset Pricing Model (CAPM): This approach computes the anticipated
yield of an asset by considering its systematic risk, which is indicated by its beta
value. The formula is:

Expected Return = Risk-Free Rate + Beta*(Market Return - Risk-Free Rate)

In this equation, the risk-free rate represents the return on a risk-free asset, typically a
government bond. Beta measures the sensitivity of the stock's return to the overall market
return, and Market Return - Risk-Free Rate gives the risk premium.

7.2 Risk Measurement and Estimation of Portfolio Risk and Return

In corporate finance, risk pertains to the probability of loss due to unpredictable changes in
market variables like interest rates, foreign exchange rates, commodity prices, and stock
prices. Risk measurement is, therefore, instrumental for decision-making, risk management,

and financial regulation.

+ Decision-Making
* Risk Management

+ Financial Regulation

Figure 1: Importance of Risk Measurement
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e Standard Deviation and Variance: Standard deviation and variance are two key
statistical measures used in risk measurement. Variance, symbolised as o2, is a
measure of how dispersed or spread out the set of returns of an investment are
expected to be around its own average return. A higher variance indicates a higher
dispersion of possible return outcomes. Standard deviation, denoted as o, is the
square root of variance. It quantifies the dispersion in the same unit as the data itself.
In finance, it's used as a measure of the volatility of returns. A high standard
deviation implies higher volatility and, therefore, higher risk.

e Applying Variance and Standard Deviation in Corporate Finance: For example,
suppose we have two potential investments, each expected to yield a return of 10%
per annum. If Investment A has a standard deviation of 5% and Investment B has a
standard deviation of 2%, it implies that the returns on Investment A are more

volatile (and therefore riskier) than the returns on Investment B.

7.2.1 Diversification and Portfolio Risk: How to Optimise

 away to minimize RISK
Diversification

‘A sl

CASH STOCKS

[l

[
an
BONDS ALTERNATIVES

Figure 2: Diversification
e Diversification: Diversification is a strategic approach that entails distributing

investments among several assets or asset classes in order to minimise vulnerability

to any individual asset or risk. The underlying principle of diversification is that a
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diverse range of investments will, on average, generate greater returns and carry less
risk compared to any single item in the portfolio. The justification is that individual
asset returns do not move precisely in parallel, and some may even move in opposite

directions.

e Optimising Portfolio Risk: To optimise portfolio risk, investors should maintain a

balanced and diversified portfolio that spreads the risk. This can be done by investing
in a mix of assets, such as stocks, bonds, commodities, and real estate, with different
correlations to each other. Portfolio theory suggests that by holding diverse,

non-perfectly correlated assets, investors can reduce portfolio risk for a given level of

expected return. This optimised portfolio is often referred to as the 'efficient frontier' in

the Markowitz portfolio theory.

7.2.2 Estimating Portfolio Return: Techniques and Case Studies

Techniques for Estimating Portfolio Return: Various techniques can be employed to

estimate portfolio return; some of the common ones include:

Historical Returns: This technique involves calculating the average return of a
portfolio over a specific historical period as a prediction for future returns.
Discounted Cash Flow (DCF) Models: DCF models calculate the worth of an
investment by considering the projected cash inflows it is likely to generate in the
future. Subsequently, these monetary inflows are subjected to discounting to
determine their current value, employing a discount rate often based on the
anticipated investment return.

Capital Asset Pricing Model (CAPM): It is utilised to compute the anticipated
return on an investment based on its systematic risk, the risk-free rate, and the
projected market return. The formula for CAPM is: Expected Return = Risk-Free
Rate + Beta (Market Return - Risk-Free Rate).

7.3 Understanding and Applying the Capital Asset Pricing Model (CAPM)
The Capital Asset Pricing Model (CAPM) is a fundamental idea in finance that establishes a

model illustrating the connection between the anticipated return of an investment and its

systematic risk, quantified as beta (p).
Components of the CAPM are:
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Expected Return: This is the total gain or loss anticipated on an investment over a
specified period. It's an essential component because it helps investors anticipate the
likely return on investment, influencing the decision-making process.

Risk-Free Rate (Rf): This rate represents the return on an investment that bears no
risk, typically represented by government securities or bonds. The risk-free rate
functions as a baseline for calculating expected returns.

Beta (B): This component quantifies the investment's susceptibility to changes in the
market. Put simply, it measures the extent to which the price of an item will fluctuate
in comparison to the whole market. A beta value of 1 signifies that the asset's
movement will be in sync with the market.

Market Return (Rm): This component represents the total return on the market
portfolio, which includes all investable assets. It serves as a benchmark for the
expected return of an individual asset.

Equity Market Premium (Rm - Rf): This premium is the expected return of the
market over and above the risk-free rate. It's a crucial input in the CAPM, representing

the extra return investors expect for taking on additional risk.

7.3.1 Using CAPM for Investment Decisions: A Practical Guide

The CAPM aids investors in evaluating the risk and potential return on different investment

opportunities, thus informing their investment decisions. Here's a step-by-step practical guide

on how to apply CAPM in investment decisions:

1.

Identify the Risk-Free Rate (Rf): The risk-free rate can be found on government
bonds or treasury bills. For instance, the current yield on a 10-year Indian government
bond could serve as the risk-free rate.

Identify the Beta of the Investment (B): Beta is usually provided by financial
services or can be calculated by comparing the investment's past returns with the
market returns over the same period.

Identify the Expected Market Return (Rm): This can be challenging because the
market return is not directly observable. One can, however, use historical returns of a
broad market index like the BSE SENSEX of NSE Nifty50 as a proxy for the market
return.

Calculate the Equity Market Premium (Rm - Rf): Subtract the risk-free rate from

the expected market return.
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5.

Calculate the Expected Return on Investment: Use the CAPM formula, E(Ri) = Rf

+ Bi [Rm - Rf], to determine the expected return on your investment.

7.3.2 Pitfalls and Limitations of CAPM: What Investors Should Know
While the CAPM is widely used, it is not without its limitations:

Assumption of a Single Beta: CAPM assumes that beta remains constant and can
fully capture an asset's risk, which is not always true in the real world where an asset's
risk could vary over time.

Homogeneous Expectations: CAPM assumes all investors have the same
expectations about future securities' returns, which is rarely the case in real-world
scenarios.

Risk-Free Rate: The concept of a "risk-free" rate is theoretically convenient but
practically elusive, especially in countries where government securities have some

degree of risk.

Market Portfolio: CAPM assumes that all investable assets are included in the
market portfolio. This is impractical as different investors have access to different
investment opportunities.

No Transaction Costs: CAPM assumes there are no transaction costs, which is not
true in reality. Investors do face transaction costs, taxes, and other constraints.
Investor Rationality: CAPM presumes that all investors are rational and aim to

maximise their wealth, which overlooks factors like behavioural biases.
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Unit 8

Leverage

Learning Objectives:

e Estimate and interpret Beta and the Security Market Line.

e Understand the impact of operating and financial leverage on corporate performance.

Structure:

8.1 Estimating and Interpreting Beta, Security Market Line
8.2 Operating Leverage and Financial Leverage

8.3 Understanding the EBIT-EPS Relationship

8.4 Summary

8.5 Keywords

8.6 Self-Assessment Questions

8.7 Case Study

8.8 Reference

8.1 Estimating and Interpreting Beta, Security Market Line

Beta is an essential factor in the evaluation of financial data and the mitigation of risk. The

metric measures the extent to which a security is influenced by fluctuations in the broader

market, showing its susceptibility to changes or systemic risk. A beta value of 1 indicates

that the price of the investment will vary in sync with the general market. A beta value less

than 1 indicates that the securities will have lower volatility than the market, while a beta

value more than 1 says that the security's price will have higher volatility than the market.

Key roles of Beta in risk management include:

e Portfolio Construction and Diversification: The beta coefficient of individual
securities in a portfolio helps in constructing a balanced portfolio. Low-beta stocks
can be combined with high-beta stocks to moderate risk.

e Investment Decision Making: Beta is used by investors to gauge the risk associated
with a particular investment. For instance, risk-averse investors might prefer securities

with a low beta, while risk-seeking investors might go for high-beta securities.

e Risk-Return Tradeoff: Beta is crucial in understanding the risk-return tradeoff of
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investing in certain stocks or portfolios. It forms the crux of the Capital Asset Pricing
Model (CAPM)

8.1.1 Techniques for Estimating Beta: A Practical Guide

Industry
Averages

Regression Fundamental
Analysis Beta

Techniques
for
Estimating
Beta

Figure 3: Techniques for Estimating Beta

Estimating beta requires historical data on both the security and the market. Here are some
common techniques for estimating Beta:

e Regression Analysis: The most commonly used technique for estimating Beta is
regression analysis. The procedure involves doing a statistical regression analysis,
where the returns of the security are treated as the dependent variable and the returns
of the market are treated as the independent variable. The beta coefficient signifies
the gradient of the regression line.

e Industry Averages: Beta can also be estimated using industry averages. Companies
operating in the same industry tend to have similar betas. This method is particularly
useful when the company is new and does not have enough historical data for

regression analysis.

e Fundamental Beta: Some analysts calculate Beta using the fundamentals of the
company. It involves analysing the company's financial statements and its exposure to

macroeconomic factors.

8.1.2 Understanding the Security Market Line: Theory and Application
The Security Market Line (SML) is a visual representation of the Capital Asset Pricing Model
(CAPM). It plots the expected return of a security or a portfolio against its beta.

e The intercept of the SML represents the risk-free rate.

e The slope of the SML represents the market risk premium.
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e The securities Market Line (SML) is used to depict every securities or portfolio in the
market. Securities positioned above the Security Market Line (SML) are seen
undervalued as they offer greater profits relative to the level of risk involved.
Conversely, securities positioned below the SML are considered overvalued.

Applications of the Security Market Line include:

e Security Valuation: The SML can be used to calculate the required rate of return on
a security. If the expected return is higher than the required return, the security is a
good investment, and vice versa.

e Portfolio Management: The SML can also be used in portfolio management to
assess the performance of a portfolio. If a portfolio lies above the SML, it has a
positive alpha and is outperforming the market.

e Capital Budgeting: In capital budgeting, the SML is used to calculate the required
rate of return on a project.

8.2 Operating Leverage and Financial Leverage

Leverage refers to the strategic use of debt, rather than equity, to finance a company's
operations, investment activities, and growth opportunities. It's essentially a tool that
organisations use to multiply their potential returns or losses. However, there are two specific
kinds of leverage that we should distinguish: operating leverage and financial leverage.

e Operating Leverage: This term denotes a company's fixed costs of production
relative to its variable costs. It measures the extent to which a firm can use its fixed
costs to maximise profits. As such, businesses with high operating leverage tend to
have a higher proportion of fixed costs and are more sensitive to changes in sales
volume.

e A company with high operating leverage will see a larger profit increase when
sales increase compared to a company with low operating leverage.

e However, when sales decrease, a company with high operating leverage will
experience a more significant profit drop compared to a company with low
operating leverage.

e Financial Leverage: This type of leverage refers to the degree to which a company
utilises debt or borrowed money to finance its assets. A higher degree of financial
leverage indicates a higher level of debt. The key objective is to increase the potential
return on equity but at the cost of higher risk.
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e Financial leverage can be advantageous during periods of rising earnings, as it
can amplify the return on investment for shareholders.
e However, during periods of declining earnings, the high cost of debt can be

detrimental, potentially leading to insolvency or bankruptcy.

8.2.1 The Effects of Leverage on Corporate Performance

Operating and financial leverage both have a direct and significant impact on corporate

performance:

e Effect on Profitability: Higher leverage (both operating and financial) could lead to
greater profits in times of financial growth due to increased sales or positive market
conditions. Yet, in an economic downturn, highly leveraged companies could face
severe losses.

e [Effect on Risk: Leverage tends to increase a company's risk. With higher operating
leverage, businesses face higher break-even points and increased sensitivity to sales
volume changes. High financial leverage means a greater amount of debt to be
serviced, translating into higher financial risk.

e Effect on Valuation: The level of leverage can also affect a company's valuation.

Investors and creditors often scrutinise a company's leverage ratios as they can indicate
financial health and risk. High leverage might discourage potential investors due to the

perceived risk, potentially leading to a lower company valuation.

8.2.2 Strategic Use of Leverage: Balancing Risk and Return
In strategic financial management, companies must balance the potential benefits of leverage
against the inherent risks. Here's how companies can strategically use leverage:

e Maximising Returns: Companies may use leverage to finance growth initiatives,
such as acquisitions, expansions, or new product development, thereby increasing
potential returns.

e Tax Benefits: Debt interest payments are eligible for tax deductions, which can
reduce a company's tax obligations and offer a financial benefit compared to equity
financing.

e Maintaining Control: By using debt instead of issuing more equity, existing

shareholders can maintain control of the company.
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e Flexibility: Companies can choose between fixed or variable interest rates when
taking on debt, offering flexibility based on market conditions and company strategy.
However, it is essential to maintain a balance. Over-leveraging can lead to financial distress,
while under-leveraging might result in missed growth opportunities. Therefore, each company
must find its optimal level of leverage based on its operational realities, industry norms, and

market conditions.

8.3 Understanding the EBIT-EPS Relationship

Earnings Before Interest and Taxes (EBIT) and Earnings Per Share (EPS) are two pivotal
indicators that financial analysts, investors, and business managers often use in their financial
analysis of a company. They serve different yet interconnected roles in portraying a firm's
financial health.

e Earnings Before Interest and Taxes (EBIT): This is an indicator of a company's
profitability before considering interest and tax expenses. By excluding these two
components, EBIT provides a more direct measure of a company's operational
efficiency. It reflects how well the core operations of the business are performing,
irrespective of the firm's capital structure and tax environment.

e Earnings Per Share (EPS): This is a significant metric for measuring profitability,
as it shows the proportion of a company's profit that is assigned to each individual
share of common stock. Earnings per share (EPS) is a crucial metric for investors as
it offers insight into a company's profitability on a per-share basis, facilitating

straightforward comparisons between different companies.

8.3.1 Analysing the EBIT-EPS Relationship: Implications for Profitability

Understanding the relationship between EBIT and EPS is crucial in corporate finance,
particularly in relation to the firm's capital structure decisions. The EBIT-EPS relationship is
central to the EBIT-EPS indifference analysis, a vital part of the capital structure theory.
Here's a more detailed look at this relationship:
e The EBIT-EPS analysis allows companies to estimate the level of EBIT at which
different financing options (i.e., equity, debt, or a combination) result in the same
EPS. This is known as the 'indifference point'.
e If the actual or projected EBIT is above the indifference point, the company could
potentially achieve a higher EPS by employing more debt (given the tax shield
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benefits of debt). This is because, as EBIT rises, the fixed cost of interest on debt
does not change, resulting in higher net income and therefore higher EPS.

Conversely, if the actual or projected EBIT is below the indifference point, the firm
might be better off using more equity financing. In periods of lower EBIT, the burden

of fixed interest payments can reduce net income and, therefore, EPS.

Here's a practical example of the EBIT-EPS relationship:

Let's say a company has two options for raising capital: issuing additional shares
(equity) or borrowing money (debt).

Equity financing has no fixed costs, but it would dilute the EPS. Debt financing incurs
fixed interest costs but also provides tax benefits and doesn't dilute the ownership.

In a high EBIT scenario, the tax shield offered by the debt option would result in a
higher net income and a higher EPS than the equity financing option.

In a low EBIT scenario, however, the burden of interest payments could lead to a

lower

net income and, consequently, a lower EPS compared to the equity financing option.

Understanding the relationship between EBIT and EPS is a crucial component of financial

decision-making in corporations. It enables managers and investors to make informed

decisions about the company's capital structure, thereby maximising shareholder value.

8.4 Summary

Historical return refers to the past performance or return of an investment over a
specific period. It is calculated using historical data like prices or dividends. Expected
return, on the other hand, is a projection of the potential future return of an
investment. This estimate is often based on statistical models, historical trends, and

market analysis.

Risk measurement in finance typically refers to the use of statistical methods, like
standard deviation and variance, to quantify the uncertainty in a portfolio's returns.
Portfolio risk considers the combined risk of various investments within a portfolio
and how they correlate. Portfolio return is the gain or loss made from the combined
investments.

Operating leverage is the ratio of fixed costs to variable costs in a company's cost
structure. It quantifies the impact of changes in output volume on operating

profitability. Financial leverage refers to the practice of a firm utilising debt to fund
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its assets. The metric quantifies the degree to which a company's profits per share are
affected by changes in its operating income.

EBIT (Earnings Before Interest and Taxes) and EPS (Earnings Per Share) are key
indicators of a company's financial health. The relationship between EBIT and EPS is
an important one, as it helps analyse the effect of financial leverage. EBIT reflects the
profitability of the company before the impact of its capital structure, while EPS
shows net income available to shareholders. Higher financial leverage can lead to
higher EPS if EBIT is rising, but can also lead to a lower EPS if EBIT is falling.

8.5 Keywords

Portfolio Risk: Portfolio risk involves the combined risk of various investments
within a portfolio. It is not merely the sum of individual risks of various investments
but also includes the correlation between the investments. The portfolio risk can be
minimised through diversification of investments across different asset classes.

Beta: In finance, beta is a measure of the risk arising from exposure to general
market movements as opposed to idiosyncratic factors. It is used in the CAPM, which
calculates the expected return of an asset based on its beta and expected market
returns.

Operating Leverage: This refers to a company's fixed costs of production. Higher
operating leverage means a larger proportion of fixed costs, which can magnify the
impact of sales volume changes on operating income.

EBIT-EPS Relationship: Earnings Before Interest and Taxes (EBIT) and Earnings
Per Share (EPS) are two key indicators of a company's profitability. The relationship
between EBIT and EPS helps investors understand how changes in the company's
capital structure and financing decisions (e.g., debt financing) can affect its net
income available to shareholders. Higher debt levels can increase interest expenses,

which may decrease EBIT and, ultimately, EPS.

8.6 Self-Assessment Questions

1.

How does the Capital Asset Pricing Model (CAPM) assist in investment decision-
making, and what are its limitations?
What is the difference between operating and financial leverage, and how do
they impact a company's risk profile?
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3. Which factors are important in estimating the beta of a security, and how does this

beta relate to the Security Market Line?

4. How can diversification help in minimising the risk of a portfolio, and what role

does portfolio return play in investment decisions?

8.7 Case Study

Delta Airlines and Operating Leverage

Delta Airlines, one of the major airlines in the United States, presents an interesting case of
operating leverage. The airline industry is characterised by high fixed costs related to aircraft
acquisition, maintenance, labour, and airport fees, among other things. Variable costs include
fuel and food services for passengers.

In the years leading up to 2020, Delta pursued an aggressive strategy to expand its route
network and upgrade its fleet. This strategy resulted in a higher degree of operating leverage
due to the increased fixed costs associated with these investments.

However, this operating leverage played a significant role in exacerbating the financial
impact of the COVID-19 pandemic on Delta. With the drastic drop in passenger demand in
2020, Delta's revenues plummeted. Despite reducing variable costs by limiting flights and
furloughing staff, the high fixed costs remained largely unchanged. Consequently, the
company's operating losses were magnified.

In response to the crisis, Delta had to take various measures, including raising new debt,
renegotiating lease contracts, deferring aircraft deliveries, and implementing a
comprehensive cost reduction plan to navigate through the situation. The case of Delta
highlights the risk associated with high operating leverage, especially in industries
vulnerable to significant demand fluctuations.

Questions:

1. What strategic choices did Delta Airlines make that increased its operating leverage?

2. How did the high operating leverage exacerbate the financial impact of the COVID-
19 pandemic on Delta Airlines?

3. What steps could Delta have taken to mitigate the risks associated with high

operating leverage, keeping in mind the unpredictability of events like the pandemic?
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Unit 9
Capital Investment Decisions
Learning Objectives:

e Basics of Corporate Finance, focusing on Capital Investment and Cash Flow Analysis.
e Learn to estimate and interpret cash flows considering key influencing factors.

e Grasp the concept and stages of capital budgeting in organisational decision-making.

Structure:

9.1 Introduction to Capital Investment Decisions

9.2 Cash Flow Analysis: An Essential Component in Capital Investment
9.3 Detailed Cash Flow Analysis

9.4 Introduction to Capital Budgeting

9.5 Capital Budgeting Techniques

9.1 Introduction to Capital Investment Decisions

Capital investment decisions, also known as capital budgeting, are critical in the business
world as they significantly shape the future of an organisation. These are the decisions that
revolve around the deployment of significant amounts of a firm's resources towards large-
scale, long-term projects such as the acquisition of new machinery, building a new plant, or
venturing into new markets.

The importance of capital investment decisions in corporate finance can be attributed to
severalfactors:

1. Long-term Impact: Capital investments are large-scale projects that have long-term
implications for a company. Once initiated, they can't easily be reversed without
substantial financial losses. Thus, their impact is not only significant but also long-
lasting.

2. Resource Allocation: These decisions guide the allocation of substantial resources,
both financial and non-financial. They determine the direction and rate of the firm's
growth and have a direct bearing on the firm's strategic positioning.

3. Risk Involvement: Capital investments often involve a high degree of risk. The
returns onthese investments are uncertain and vary over time. As such, meticulous

planning and risk assessment are fundamental in these decisions.
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4.

Value Creation: Effective capital investment decisions can lead to value creation for
the stakeholders. A successful capital investment project can generate substantial

revenues,increase the firm's market value, and provide a competitive edge.

9.1.1 Key Components of Capital Investment

* Capital Rationing

* Risk Analysis

* Investment Appraisal
* Project Financing

* |nvestment Execution
and Monitoring

Figure 1: Key Components of Capital Investment

Capital investment decisions are complex and multifaceted. They involve several key

components, which can be broken down into:

1.

Investment Appraisal: This is the initial step where the profitability and feasibility
of the investment are assessed. Techniques like Net Present Value (NPV), Internal
Rate ofReturn (IRR), and Payback Period are commonly used.

Capital Rationing: This involves prioritising investments when the firm has limited
resources. The aim is to select the combination of investments that offer the
maximum return.

Risk Analysis: Since these investments involve substantial financial commitment,
assessing the associated risks is crucial. This may involve sensitivity analysis,
scenario analysis, and Monte Carlo simulation.

Project Financing: This refers to how the investment will be funded. It could be

through equity, debt, or a combination of both.

Investment Execution and Monitoring: Once the decision has been made and the
funds have been secured, the project can be initiated. This stage involves the actual
deployment of resources and is followed by regular monitoring to ensure the project

is on track and adjusting the plan as necessary.

9.2 Cash Flow Analysis: An Essential Component in Capital Investment

Cash flow, in the context of corporate finance, pertains to the overall quantity of cash or
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cash-equivalents that are entering and exiting an organisation.

Understanding cash flows is central to the financial health and sustainability of a corporation,

as it provides an in-depth insight into the company's ability to cover its operating costs, repay

its debts, reinvest in its growth, and return money toshareholders.

1.

Importance of Cash Flow: Cash flow is the lifeblood of any business. A company
may be profitable on paper, but if it does not manage its cash flow efficiently, it
might not have enough cash to sustain operations. This discrepancy often arises due
to the difference between accounting profits, which are calculated on an accrual
basis, and cash flows, which are based on actual cash transactions.

Types of Cash Flows: operating cash flow, investing cash flow, and financing cash
flow. Each serves as a unique indicator of a company's financial health and provides

insights into different aspects of the business.

9.2.1 Steps in Cash Flow Estimation

— |dentify Relevant Cash Flows

— Estimate Cash Flows

—{ Calculate Net Cash Flows

Adjust for Time Value of
Money

Figure 2: Steps in Cash Flow Estimation

Cash flow estimation is a crucial part of financial forecasting and investment decisions. Here

arethe steps typically involved in this process:

1.

Identify Relevant Cash Flows: First, identify the cash flows that are relevant to the
investment decision. These include initial investment outlays, operating cash inflows,
terminal cash flows, and changes in working capital.

Calculate Cash Flows: After identifying the relevant cash flows, the following step is
to determine their values. This entails forecasting the income, expenses, and tax
consequences linked to the investment.Calculate Net Cash Flows: After estimating
the cash inflows and outflows, the next step is to calculate the net cash flows for each

period. Net cash flow is the difference between cash inflows and outflows.
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3. Account for Time Value of Money: The last phase involves making adjustments to
the cash flows to account for the concept of time value of money. Typically, this is
accomplished by applying a suitable discount rate, often the firm's weighted average
cost of capital (WACC), to the cash flows.

9.2.2 Differentiating Cash Flows: Operational, Financing, and Investing
It is essential to differentiate between the three main types of cash flows because they
provide insights into different aspects of the business:

1. Operational Cash Flow: This refers to the cash generated from the company's primary
business activities, such as selling goods, providing services, and other core business
operations.

2. Financing Cash Flow: This involves the cash flow from financing activities, which
includesthe inflow of cash from investors, such as banks and shareholders, and the
outflow of cash paid to these investors, like dividends and debt repayments. If the
cash from financing activities is negative, it could mean the company is paying off
debt or distributing dividends, but if it's consistently negative, it could mean the
company is over-leveraged.

3. Investing Cash Flow: This reflects the company's investment in its future. It includes
cash flow from buying and selling long-term assets like machinery, equipment, or
investmentsin other businesses. Negative cash flow from investing activities might

suggest that the company is investing heavily for future growth.

9.3 Detailed Cash Flow Analysis
Depreciation is an intangible cost that signifies the decline in the worth of an item as a result
of deterioration, ageing, or being outdated. This cost is spread over the asset's useful life. Its
inclusion in the income statement reduces the company's net income, but because it is a
non-cash charge, it does not impact the company's cash flow directly. However, the indirect
effect on cash flow comes into play through taxation.
1. Tax Shield: Since depreciation expense is deductible for tax purposes, it reduces a
company's taxable income. In turn, the company pays less income tax and retains
more of its cash earnings. This effect is known as a "tax shield,” which effectively

increases thecash flow from operations.
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2.

Capital Expenditures: Another aspect to consider is the investment in fixed
assets.

Although depreciation does not directly affect cash, the replacement of these assets
willrequire a future outlay of cash, leading to capital expenditure. Thus, accounting

for depreciation helps in planning for future cash outflows.

9.3.1 Working Capital and Cash Flow

Working capital is a measure of a company's operational liquidity, defined as current assets

minus current liabilities. It's crucial to a company's cash flow for several reasons:

1.

Inventory Management: If a company holds excessive inventory, its cash is tied up
in assets that are not immediately convertible into cash. Efficient inventory
management can therefore lead to improved cash flow.

Accounts Receivable: The quicker a company collects payments from its customers,
the sooner it can use those funds for operations or investment. Slow collection can
lead to cash flow issues.

Accounts Payable: A company can improve its cash flow by extending the time it
takes to pay suppliers, as long as it does not negatively affect the company's credit

standing orrelationships with its suppliers.

In essence, efficient management of working capital can lead to enhanced cash flow,

allowing companies to seize investment opportunities or handle unexpected costs.

9.3.2 Taxes and Cash Flow
Taxes can have a significant impact on a company's cash flow.

1.

2.

3.

Tax Planning: Efficient tax planning can help manage cash flows. For instance,
claiming applicable deductions, credits, and incentives can reduce the total tax
liability, thereby conserving cash.

Tax Compliance: Ensuring compliance with tax regulations is important, as
penalties andinterest on overdue tax payments can drain cash resources.

Tax Structure: The choice between different business structures (such as sole
proprietorship, partnership, corporation) can affect the tax rate and, subsequently,

cashflow.
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9.4 Introduction to Capital Budgeting

Capital budgeting, often referred to as investment appraisal, is a fundamental aspect of
corporate finance. It involves the process of making strategic investment decisions for
substantial amounts of funds, which are often deployed for long-term purposes. These
decisions typically encompass purchases or investments in projects such as the acquisition of
new machinery, infrastructure or the initiation of new projects or ventures.

The primary objective of capital budgeting is to optimise the value of the company by
allocating funds to projects that yield a rate of return greater than the cost of capital. The

importance of capital budgeting can be outlined through the following points:

1. Long-term Implications: Capital budgeting decisions have a long-lasting impact
on the profitability and overall strategic direction of the firm. Badly executed
decisions could result in significant losses or even bankruptcy.

2. Large Amounts of Funds Involved: Capital investments often require considerable
amounts of money. Mismanagement of these resources could have detrimental
impactson a company's financial health.

3. Irreversibility: Most capital budgeting decisions are irreversible without significant
cost.

Once a significant amount of money has been invested, it's difficult to recover those
funds if the decision turns out to be poor.

4. Risk: Capital budgeting involves high risk due to uncertainties surrounding long-
term investments. Decisions must, therefore, be taken with adequate analysis and due
diligence.

9.4.1 Stages in Capital Budgeting Process

eldentification of Potential Investment M\\‘-
Opportunities

*Evaluation of Proposals

*Investment Appraisal

*Investment Selection

: *Implementation
BUdgEtmg Process *Performance Review

Stages in Capital

Figure 3: Stages in Capital Budgeting Process
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The capital budgeting process is typically divided into several key stages:

1. ldentification of Potential Investment Opportunities: This is the initial stage
where the firm identifies potential projects that could generate profits.

2. Evaluation of Proposals: In this stage, each proposal is carefully evaluated in terms
of its potential profitability. This typically involves forecasting cash inflows and
outflows related to the project, as well as evaluating other factors like market
conditions and legalaspects.

3. Investment Appraisal: Various investment appraisal techniques are used to
determine whether the project is financially viable. These techniques may include
Internal Rate of Return (IRR), Net Present Value (NPV), Payback Period and
Profitability Index (PI).

4. Investment Selection: After assessing each proposal's potential profitability, the firm
selects the investment that seems to be the most lucrative and fits its strategic
objectives.

5. Implementation: Once a decision has been made, the project is implemented. The
firm acquires the necessary capital, resources, and manpower to initiate the project.

6. Performance Review: After the project has been implemented, the actual results are
compared with the expected results to measure the project's performance. If any

deviations are found, the firm takes corrective measures.

9.5 Capital Budgeting Techniques

Capital budgeting refers to the process that companies use to plan and manage their long-
term investments. In the context of corporate finance, capital budgeting techniques involve
the evaluation of the profitability or economic feasibility of investments involving significant
capital expenditure. There are several techniques used in capital budgeting. For this
discourse, we will focus on the Payback Period Method, the Accounting Rate of Return
(ARR) Method, and the Profitability Index Method.

9.5.1 Payback Period Method

Payback Period Method is a straightforward capital budgeting method. The metric calculates
the duration required for any investment to generate sufficient cash flows to recoup the initial
investment. The rationale is clear-cut: the investment becomes less risky as the repayment
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period decreases. This method is attractive for its simplicity but also carries limitations:
e Advantages:
o Itiseasy to calculate and understand.
o It helps evaluate the liquidity of an investment by focusing on the time
requiredto recover initial cash outflows.
e Limitations:
o It fails to take into account cash flows that occur after the payback period,
thereby resulting in less than ideal investment choices.
o It fails to consider the concept of the time value of money, which states that a
rupee received now is more valuable than a rupee received in the future.
The formula for the payback period method is quite simple:

e Payback Period = Initial Investment / Annual Cash Inflows

9.6.2 Accounting Rate of Return Method (ARR)
This method is a capital budgeting technique that calculatesthe return an investment will
generate based on its expected profit. It's calculated by dividing the average annual profit by

the initial investment.

e Advantages:
o Ituses data readily available from financial statements.

o It provides a quick estimate of the project's profitability.

e Limitations:
o Like the payback period, ARR does not consider the time value of money.
o It uses accounting profits instead of cash flows, which can be manipulated
through various accounting policies.
The formula for the Accounting Rate of Return is as follows:
e ARR = (Average Accounting Profit/ Initial Investment) * 100%

9.6.3 Profitability Index Method

The Profitability Index (PI) or benefit-cost ratio is an advanced capital planning technique
that takes into account the concept of the time value of money. The calculation involves
dividing the current value of anticipated future cash flows by the initial investment. If the
profitability index is greater than 1, it means that the project's present value of future cash
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inflows is higher than the initial investment. This suggests that the project has the potential to
be a favourable investment.
e Advantages:
o It considers the time value of money, providing a more realistic picture of
theprofitability of an investment.
o It helps rank projects in terms of their financial viability.
e Limitations:
o It requires more complex computations compared to the payback period
andARR methods.

o It may not be suitable for projects with non-conventional cash flow patterns.

e Profitability Index = Present VValue of Future Cash Flows / Initial Investment
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Unit 10

Net Present VValue and Internal Rate of Return

Learning Objectives:

e Calculate and understand key capital budgeting metrics like NPV, IRR, etc.

o Apply different capital budgeting techniques to real-life case studies.

Structure:

10.1 Net Present VValue (NPV): A Preferred Capital Budgeting Technique
10.2 Internal Rate of Return (IRR): The Discount Rate that Makes NPV Zero
10.3 Summary

10.4 Keywords

10.5 Self-Assessment Questions

10.6 Case Study

10.7 Reference

10.1 Net Present Value (NPV): A Preferred Capital Budgeting Technique
Net Present Value (NPV) is a fundamental concept in the realm of corporate finance and
capital budgeting. It allows companies to evaluate the profitability and feasibility of potential
investment projects. The NPV technique calculates the present value of the cash inflows
generated by the project and subtracts the initial investment costs. The fundamental principle
of NPV is rooted in the understanding that the current value of a currency unit exceeds its
future worth as a result of the time value of money (TVM). The concept of the Time Value
of Money (TVM) states that the present worth of money is higher than its future worth, due
to its ability to make profits over time.
Key points about NPV include:
e The NPV calculation incorporates the time value of money into the evaluation process.
e A positive NPV suggests that the project is expected to generate profit in addition to
therequired rate of return, indicating that the investment is a good choice.

e A negative NPV indicates that the project is expected to generate less profit than

69



the required rate of return, implying that the project may not be a worthwhile
investment.

e An NPV of zero suggests that the project is expected to generate a profit exactly
equal tothe required rate of return.

10.1.2 Calculating NPV: An Example
The formula for NPV is:
NPV =Y [(Cash inflow at time t / (1 + r)"t)] - Initial investment

Where,
e > isthe sum of the series
e Cash inflow at time t is the net cash inflow during the period t
e risthe discount rate or required rate of return

e tis the time period

Suppose a company in India plans to purchase equipment for an initial cost of ¥10,00,000.
The equipment is expected to generate cash inflows of ¥3,00,000 per year for five years. The
company's required rate of return is 10%.

NPV for the project would be calculated as:

Year 1: 33,00,000 / (1+0.10)" =%2,72,727 Year 2: 33,00,000 / (1+0.10)"2 =32,47,934 Year
3: %3,00,000 / (1+0.10)"3 = %2,25,395 Year 4: 33,00,000 / (1+0.10)*4 = X2,04,904 Year 5:
%3,00,000 / (1+0.10)"5 = %1,86,276

The sum of these present values is %¥11,36,236 So, NPV = 11,36,236 - X10,00,000 =
%1,36,236

Since the NPV is positive, the project appears to be a good investment.

10.1.3 Advantages and Limitations of NPV
The NPV approach has several advantages that make it a preferred capital budgeting
technique:
e It considers the time value of money, providing a more accurate representation of
theproject's value.

e |t provides a clear indicator of how much value an investment will add to the firm.

e |t considers all cash inflows and outflows throughout the project's life.
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e |t considers the risk of future cash flows through the discount rate.

However, the NPV method also has a few limitations:
e It assumes that the firm can reinvest the intermediate cash flows at the discount
rate,which might not always be feasible.
e It requires an accurate estimation of the discount rate and future cash flows, which
canbe challenging.
e It may not provide an accurate evaluation for projects with different timings and
scales.

e The method may not be appropriate when the available investment funds are limited.

10.2 Internal Rate of Return (IRR)
The Internal Rate of Return (IRR) is a fundamental principle in the field of corporate
finance. The discount rate is the rate at which the net present value (NPV) of all cash flows,
including both inflows and outflows, from a project or investment becomes zero. Put simply,
it refers to the speed at which the current value of the expected future cash inflows from an
investment matches the current value of the original and continuous investment expenses.
The IRR is essential in investment decision-making as it provides:

e An estimation of the project's profitability: A higher IRR usually implies a more

profitableinvestment, offering more returns compared to the capital invested.

e A benchmark against the cost of capital: When the IRR exceeds the company's cost
of capital, the project can be considered feasible since it is expected to generate
returns that exceed the cost of financing.

e A tool for ranking investments: When multiple investment opportunities exist, the
IRR can be used to rank these investments based on their expected profitability.

e The IRR calculation inherently takes the time value of money into account, thus

providing a more realistic appraisal of an investment's profitability.

10.2.1 Calculation of IRR: Steps and Example
Calculating the IRR involves a series of steps. Here's a simplified overview of the process:
1. ldentify cash flows: Initially, it is necessary to compile a comprehensive record of
all the monetary inflows and outflows linked to the project or investment, including

the specific time intervals in which they occur.
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2.

Establish an equation for NPV: The cash flows identified in the previous step are
used toestablish the NPV equation, which sets the NPV equal to zero.

Iteratively estimate the IRR: Since, IRR is the discount rate that makes the NPV
zero, it is found through an iterative process, such as trial and error or using financial

calculators or spreadsheet functions.

10.2.2 Advantages and Disadvantages of IRR

The IRR has several advantages and disadvantages:

Advantages:

The IRR considers the time value of money, which can offer a more realistic
assessment of an investment's profitability over time.

It provides a simple percentage figure, making it easy to understand and
communicate.

IRR can be used to compare projects of different sizes and durations.

Disadvantages:

e The internal rate of return (IRR) presupposes that all cash flows received during the
investment period will be reinvested at the identical IRR. Nevertheless, this
assumption may not always be attainable or practical.

e |t can give multiple values or no values in case of non-conventional cash flow
patterns (when cash flows change direction more than once).

e The IRR might not provide a reliable comparison for projects with different life spans
or significantly different cash flow patterns. In such cases, the Modified Internal Rate
of Return (MIRR) may be a better choice.

10.3 Summary

Capital Investment Decisions are decisions made by businesses to invest in long-term
assets such as property, plant, and equipment or to undertake projects that involve
suchlarge expenditures. The goal is to invest in assets and projects that have a return
greaterthan the minimum acceptable hurdle rate or the cost of capital.

Cash Flow Analysis is a method used to evaluate the health of a company by
analysing the inflows and outflows of cash. It helps determine the liquidity,
flexibility, and overall financial performance of an organisation.

Capital budgeting is the process by which a company determines and evaluates
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potential large expenses or investments. These expenditures could be investing in
long-termassets (like machinery, real estate) or new projects.

The Internal Rate of Return (IRR) is the discount rate that makes the Net Present
Value (NPV) of all cash flows (including inflow and outflow) from a project or
investment equal to zero. It is utilised to assess the desirability of a project or
investment. A project with a higher Internal Rate of Return (IRR) is considered more

favourable.

10.4 Keywords

Capital Investment Decisions: These are decisions made by businesses regarding
the allocation of resources for long-term assets, like machinery, buildings, or
technology, which are expected to generate returns over an extended period. These
decisions play acritical role in the strategic planning of a business and its future
growth prospects.

Cash Flow Analysis: This is a method used to assess a company's liquidity and
overall financial health. It involves analysing inflows and outflows of cash from
operational, investing, and financing activities.

Capital Budgeting: This is the method by which a company chooses investments
with a long-term horizon that will help it maximise shareholder value. This process
takes into account the time value of money, evaluates risks, and estimates cash
inflows and outflows.

Depreciation: Depreciation is the decrease in value of a physical asset over time due
to wear and tear, age, or obsolescence. In cash flow analysis, depreciation is a non-
cash expense that is added back to net income because it reduces taxable income,
thus providing a tax shield effect that results in positive cash inflow.

10.5 Self-Assessment Questions

1.

How does the concept of time value of money influence the calculation of Net
PresentValue (NPV) in capital budgeting?

What factors should be considered when estimating cash flows for a potential
capitalinvestment?

Which capital budgeting evaluation method would be most appropriate to use

whenfuture cash inflows are difficult to predict accurately?
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4. How would a decrease in the company's tax rate impact the cash flow analysis
of acapital investment project?

5. What are the key differences and potential points of conflict between the Net
PresentValue (NPV) and Internal Rate of Return (IRR) methods of capital budgeting?

10.6 Case Study

Tesla's Gigafactory Investment

Tesla, Inc., the American electric vehicle and clean energy company, made a bold move in
2014 by announcing its plans to build a 'Gigafactory' in Nevada. The goal was to produce
lithium-ion batteries on an unprecedented scale, aiming for a production cost reduction of
30%. The proposed investment for this factory was a whopping $5 billion, one of the largest
capital investments in the history of the company.

The decision to build the Gigafactory was based on an anticipation of a substantial increase
in electric vehicle demand, which would consequently increase the demand for lithium-ion
batteries. Tesla's management utilised several capital budgeting techniques to evaluate this
investment. Net Present Value (NPV) analysis played a significant role, with projected cash
inflows from the sales of cheaper, more efficiently produced batteries and cash outflows
being the substantial upfront and operating costs. The Internal Rate of Return (IRR) was also
calculated to ensure it exceeded the cost of capital.

Fast forward to 2023, the Gigafactory has indeed resulted in significant cost savings in
battery production, leading to an overall decrease in the cost of Tesla vehicles, thereby
making them more affordable for the average consumer. Furthermore, it enabled Tesla to
meet the escalatingdemand for electric vehicles, positioning the company as a global leader

in the electric vehicle market.

Questions:
1. Discuss the role of NPV and IRR in Tesla's decision to invest in the

Gigafactory. How

might these calculations have looked, and what factors would have been most
uncertainor difficult to estimate?

2. If you were in the position of a financial analyst at Tesla at the time, what other
capital budgeting techniques might you have used to evaluate this decision? Discuss
the advantages and disadvantages of these methods.
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3.

In hindsight, the Gigafactory investment has paid off for Tesla, but it was a
considerable risk at the time. What steps might a company take to mitigate such risks
in capital budgeting decisions? How can sensitivity analysis be applied in such

scenarios?
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Unit 11

Liquidity and Profitability
Learning Objectives:

e Understanding Liquidity and Profitability
¢ Analysing the Working Capital Cycle

Structure:

11.1 Understanding Liquidity and Profitability in Corporate Finance
11.2 Working Capital Management: The Lifeblood of a Business

11.1 Understanding Liquidity and Profitability in Corporate Finance

Liquidity is a degree of the ability of a company to meet its short-term obligations as they
become due. It's about having enough assets (in a form that can quickly and easily be
converted into cash) to cover short-term debts. Firms with high liquidity can effectively
address their imminentdebts, reducing the risk of insolvency. Key factors in liquidity include
current assets (like cash and accounts receivable), current liabilities, and the company's
operating cycle.

Profitability is a measure of a company's ability to generate profit from its operations.
Profitability is essentially about a company's efficiency in using its assets and liabilities to
generate profits and value for shareholders. It's measured by a variety of financial ratios,
including gross margin, operating margin, and return on assets (ROA). Profitability considers
a longer time frame than liquidity and serves as a key indicator of a company's overall
financial health and long-term sustainability.

11.1.1 Interplay Between Liquidity and Profitability
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Figure 1: Liquidity and Profitability
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There is a significant interaction between liquidity and profitability:

e A business needs liquidity to invest in assets and opportunities that generate profits.
If acompany does not have enough liquidity, it might miss profitable opportunities,
impacting its long-term profitability.

e However, excess liquidity can lead to reduced profitability. Money that's sitting in a
bank account or tied up in inventory is not being used to generate profit. An
overemphasis on liquidity could lead a company to miss investment opportunities,
which could lead to lower profitability over time.

e Conversely, a focus on profitability could lead to lower liquidity if a company
chooses to invest heavily in long-term assets or ventures, reducing the amount of
cash or easily convertible assets on hand.

Therefore, a balance between the two is essential for a firm's long-term survival and success.

11.1.2 Measurement Metrics for Liquidity and Profitability

Returnon
Assets

Gross Profit
Margin

Operating
Profit Margin

Figure 2: Measurement Metrics for Liquidity and Profitability

There are several key financial metrics and ratios used to measure liquidity and profitability:
Liquidity ratios:

e Current Ratio (Current Assets / Current Liabilities): If its value is above 1, it
indicates that a firm has more current assets than current liabilities, which could
signify good short-term financial health.

e Quick Ratio (Current Assets — Inventory) / Current Liabilities): This ratio subtracts
inventory from current assets before comparison with current liabilities, providing a
better picture of a the ability of a company to meet its short-term obligations.

Profitability ratios:
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e Gross Profit Margin (Gross Profit / Sales): This ratio indicates how well a company
generates revenue from direct costs such as cost of goods sold (COGS).

e Operating Profit Margin (Operating Profit / Sales): It reflects the percentage left after
all variable or operating costs are subtracted from sales. It's a measure of efficiency at
producing profits from operations.

e Return on Assets (Net Income / Total Assets): It shows how effectively a company

uses its assets to generate profits.

11.1.3 The Balance between Liquidity and Profitability
Managing the balance between liquidity and profitability is a key challenge in corporate
finance. Businesses must maintain enough liquidity to meet short-term obligations and seize
new investment opportunities, but they must also invest adequately in long-term assets and
strategies to ensure long-term profitability. This balance varies by industry, company
stage, economic conditions, and management's strategic vision.
e Companies might need to maintain higher liquidity during uncertain economic times
to prepare for potential downturns.
e Startups might accept lower liquidity in the short term for higher potential
profitability in the future.
e A manufacturing company with significant amounts of fixed assets might have a
differentliquidity-profitability balance compared to a tech company, which might be

asset-light and have higher liquidity.

11.2 Working Capital Management
Working capital is a metric that assesses a company's immediate financial well-being and
effectiveness in its operations. The calculation involves subtracting current obligations from
current assets. Current assets are resources a company anticipates converting into cash within
one year or one operating cycle, whichever is longer. These typically include cash, accounts
receivable, inventory, and other shorter-term assets. Current liabilities, on the other hand, are
obligations due within the same timeframe and typically include accounts payable, short-

term debt, and other similar liabilities.
e Importance of Working Capital: For a company to have positive working capital, it
means that its short-term assets are sufficient to cover its short-term liabilities.
Conversely, if a company's working capital is negative, it could be a warning that it is

having problems meeting its short-term financial obligations.
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e Components of Working Capital: It mainly consists of four components, i.e., cash,
accounts receivable, inventory, and accounts payable. The management of these
components is vital for maintaining liquidity and ensuring the smooth operation of the
business.

11.2.1 The Working Capital Cycle: An In-depth Analysis

Accounts

&

Material /
Inventory

Figure 3: Working Capital Cycle

The time it takes for a corporation to turn its working capital into cash is characterised by the
working capital cycle, which is also called the cash conversion cycle. It is the time it takes
for a business to get paid for the goods and services it provides. The cycle involves the
following steps:
1. Purchasing inventory: The cycle begins when a company buys inventory, increasing
itsaccounts payable.
2. Selling inventory: The company then sells this inventory, transforming it into
accountsreceivable.
3. Collection: Finally, the company collects cash from customers, converting accounts
receivable back into cash.

A shorter working capital cycle is generally more beneficial, as it means the company is able

toconvert its investment in inventories and receivables back into cash more quickly.

11.2.2 Significance of Effective Working Capital Management
Effective working capital management is of significant importance for a number of reasons:
e Liquidity vs. Profitability Trade-off: Optimal management of working capital
involves striking a balance between liquidity and profitability, which can be quite
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challenging. Too much working capital can reduce profitability, while too little can
lead to liquidity issues.

Solvency: An organisation can avoid defaulting on its short-term debt and cover its
operating expenses with well-managed working capital.

Cost of Capital: A well-managed working capital cycle can minimise the cost of
capital byreducing the time between the outlay of cash and the collection of cash from
customers.

Return on Capital: Effective management of working capital contributes towards a
higher return on capital by ensuring operational efficiency and optimum utilisation of

resources.
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Unit 12

Working Capital Management

Learning Objectives

e Estimating Working Capital

Structure:

12.1 Estimating Working Capital: Tools and Techniques

12.1 Estimating Working Capital: Tools and Techniques

Working capital, a significant measure in corporate finance, is defined as the disparity
between a company's current assets and its current liabilities. It quantifies both the
operational effectiveness and the immediate financial well-being of a corporation. If a
company's present assets are insufficient to cover its existing liabilities, it may encounter
difficulties in repaying its creditors within a short period of time. Bankruptcy represents the
most unfavourable outcome.

Estimation of working capital is essential for managing the liquidity position of an
organisation, predicting possible financial difficulties, and making informed decisions about

inventory

management, debt management, and revenue collection. An effective working capital
management strategy involves estimating the right balance of working capital components:

receivables, payables, inventory, and cash.

12.1.1 Various Approaches to Working Capital Estimation
Different methods are employed in the estimation of working capital, including:
e Percentage of Sales Method: This is a simple and commonly used method where
working capital requirements are projected as a percentage of the forecasted sales.
While it's easy to compute, it may not be as accurate as other methods because it
assumes a direct relationship between sales and working capital, which may not
alwaysbe the case.

e Regression Analysis Method: This method involves statistical modelling to estimate
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working capital requirements based on historical data. Multiple factors are taken into
account, such as sales, the cost of goods sold, or operating expenses. However, the
accuracy of the estimates depends on the relevance and reliability of the past data.
Operating Cycle Method: This method focuses on the business's operating cycle—
the time it takes to buy inventory, sell it, and collect the cash from the sales. This
method provides a more detailed and accurate estimate but is more complex and
requires moredata.

Cash Forecasting Method: This method involves forecasting the future cash inflows
andoutflows to estimate the working capital requirement. This is more accurate than
the percentage of sales methods, but it is also more complex and requires

considerable management input.

12.1.2 Factors Influencing the Estimation of Working Capital

Various factors influence the estimation of working capital:

Nature of Business: Different types of businesses have different working capital
requirements. A service-based business may have lower working capital needs than a
manufacturing business.

Business Cycle and Seasonality: Fluctuations in business operations due to
seasonality or business cycles impact the estimation of working capital. A business
may need moreworking capital during peak seasons.

Production Cycle: A longer production cycle means higher working capital
requirements,as funds are tied up in the production process for longer periods.

Credit Policy: Companies with lenient credit policies might require more working
capitaldue to the delay in cash inflows.

Market Conditions: Conditions such as demand and supply for the products,
competition, and price level changes can affect the working capital estimation.
Growth and Expansion Plans: Companies with aggressive growth plans may need
moreworking capital to support the increased operational activities.

Availability of Raw Material: If the supply of raw materials is uncertain, the
company may need to keep more inventory, resulting in higher working capital

requirements.
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Unit 13

Components of Working Capital

Learning Objectives

e Examining the Components of Working Capital

Structure:

13.1 Diving into the Components of Working Capital

13.1 Diving into the Components of Working Capital

Working capital, an integral part of corporate finance, is a measure of a company's
operational efficiency and short-term financial health. It is the difference between current
assets (assets that can be converted into cash within one year or one operating cycle) and

current liabilities

(obligations due within the same period). Major components of working capital include
inventory, accounts receivable, and cash.

e Inventory: It includes raw materials, work-in-progress, and finished goods. The
inventory component of working capital directly reflects the company's sales and
production process.

e Accounts Receivable (Receivables): This represents money owed to a company by
itscustomers. It is a vital component as it represents the business's sales that have been
made but not yet paid for.

e Cash: Cash is the most liquid asset a company owns, and it plays a vital role in a

company's ability to meet short-term obligations.

13.1.1 Inventory as a Key Component of Working Capital
Inventory is a substantial component of a company's working capital. It embodies the goods
available for sale or the materials used to produce these goods. As a part of working capital,
inventory requires careful management to avoid overstocking, which can tie up excess capital
and increase holding costs, or understocking, which could lead to lost sales.

e Efficient Inventory Management: Effective inventory management can help

companiesavoid unnecessary costs and maintain an efficient production cycle.

83



e Role in Liquidity: While inventory is less liquid than other components, such as cash
andreceivables, converting inventory into receivables through sales is a critical part

of the operating cycle.

13.1.2 Role of Receivables in Working Capital

Accounts receivable are amounts due from customers for sales made on credit. They are

expected to be received within a short period, typically 30 to 90 days. Efficient management
ofreceivables directly impacts a company's cash flow and, therefore, its working capital.
e Impact on Cash Flow: Rapid collection of receivables improves cash flow, thereby
positively influencing working capital.
e Credit Policy: A company's credit policy can significantly affect its level of

receivables.

Liberal credit terms might lead to higher sales but could increase the company's
receivables, straining its working capital.

13.1.3 Cash: The Most Liquid Component of Working Capital
Cash is the most liquid component of working capital and is used to meet immediate
obligations. Cash management is critical, as having too much cash could imply poor capital
allocation while having too little might lead to liquidity problems.
e Readiness to Pay: Being the most liquid asset, cash enables companies to promptly
meet their financial obligations, such as payroll and supplier payments.
e Cash Management: Efficient cash management involves projecting the company's

cashflow accurately to ensure optimal utilisation of cash.

13.1.4 How these Components Interact
These components of working capital — inventory, receivables, and cash — are all
interconnectedand require balanced management.
e A company strives to convert its inventory into receivables through sales and then
into cash through collections. This cycle is known as the cash conversion cycle.
e The timing and management of these components are crucial. For instance, if a
company has a lot of its working capital tied up in inventory or receivables, it may

struggle with liquidity issues.
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e The optimal level of each component varies by industry and business model.
Companies should benchmark their working capital management against industry

peers and continuously strive for improvement.
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Unit 14

Short-Term Finance

Learning Objectives

e Learning about Sources of Short-term Finance

Structure:

14.1 Short-term Finance: Ensuring Operational Efficiency
14.2 Summary

14.3 Keywords

14.4 Self-Assessment Questions

145 Case Study

14.6 Reference

14.1 Short-term Finance: Ensuring Operational Efficiency

Short-term finance, also known as working capital finance, refers to any form of financing
that isdesigned to be repaid within a year. Businesses utilise short-term finance to manage
their day-to-day operations and to ensure their operational efficiency. The financial needs
that are fulfilled through short-term finance include purchasing inventory, paying wages and
salaries, covering utility bills, and managing other immediate expenses. The goal is to
maintain a smoothcash flow that allows the business to meet its short-term debt obligations
and operational expenses. The flexibility and speed of obtaining short-term finance make it a
preferred choice for many businesses, particularly those that experience seasonality or

fluctuations in cash flow.

14.1.1 Different Sources of Short-term Finance
There are various sources of short-term finance that a business can utilise, including but not
limited to:
e Trade Credit: This is a common form of short-term finance where suppliers provide
goods or services to a company with terms for payment at a later date, usually within

30to 60 days. This type of credit is an effective way for businesses to maintain
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operational efficiency without immediate cash outflow.

Bank Overdraft: A business can use a bank overdraft facility, which allows it to
withdraw more money than it has in its bank account up to a certain limit. It's a form of
short-termfinance used for managing sudden cash flow problems.

Commercial Paper: Large corporations with a high credit rating can issue
commercialpaper, which is a type of unsecured, short-term debt instrument.
Factoring: Factoring is another source of short-term finance where a business
sells its receivables to a third party (the "factor") at a discount in exchange for
immediate cash.

Short-Term Loans: These can be obtained from financial institutions with

repaymentterms usually under a year.

14.1.2 Advantages and Disadvantages of Short-term Financing

Short-term financing comes with its set of pros and cons. Advantages include:

Flexibility: Short-term finance allows businesses to manage their cash flow
according totheir needs.

Accessibility: It is usually easier to obtain than long-term finance, especially for
smallbusinesses.

Lower Total Interest: As the tenure is shorter, even with higher interest rates, the
totalinterest paid might be less than long-term finance.

However, disadvantages also exist:

Higher Interest Rates: The interest rates for short-term loans are typically higher
thanlong-term loans.

Refinancing Risk: There is a risk associated with continuously relying on short-

termfinance, as it may lead to frequent refinancing and uncertainty.

Cash Flow Pressure: Repayments on short-term loans can put pressure on a

company'scash flow due to the shorter repayment period.

14.1.3 Short-term Financing Strategies and Best Practices

Effective management of short-term finance is crucial to ensure operational efficiency. Here

aresome best practices:

Accurate Cash Flow Forecasting: By accurately forecasting cash flows,

businesses can identify potential shortfalls and arrange for short-term finance in
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advance.

Maintain Good Relationships with Lenders: Establishing good relationships
withfinancial institutions can help negotiate better terms for short-term financing.
Early Payment Incentives: Businesses can offer early payment incentives to
customersto ensure quicker inflow of cash.

Regular Review of Credit Policies: Regular review and update of credit policies
canminimise the risk of bad debts.

Efficient Inventory Management: Optimising inventory can reduce unnecessary
costsand free up cash.

Utilising Trade Credit Efficiently: Businesses should take full advantage of trade
creditoffered by suppliers to manage their cash flow effectively.

14.2 Summary

The term "working capital management" refers to the process by which a business
oversees its short-term assets (inventory and receivables) and liabilities (payables and
other short-term obligations). This aspect of corporate finance is crucial since it
affects a company's liquidity, profitability, and overall financial health.

Estimating Working Capital is the process of determining the appropriate amount of
working capital a business needs to maintain to meet its operational needs and
obligations efficiently. This estimation takes into account various factors like
business nature, production cycle, credit policy, etc.

The primary components of working capital include inventory (goods in stock),
receivables (money owed by customers), and cash. Efficient management of these
components can positively influence a company's cash flow, liquidity, and
profitability.

Short-term Finance are funds borrowed for a period of one year or less, often used to
manage day-to-day operations or immediate expenses. Common sources include
trade credit, bank overdrafts, short-term loans, etc. Choosing the right short-term
finance option can significantly impact a company's financial cost, risk profile, and

overall operational efficiency.
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14.3 Keywords

Profitability: Profitability is the ability of a company to generate earnings relative to
its costs and expenses over a certain period of time. This concept is crucial for the
survival and growth of a business. There are several profitability metrics, such as
gross profit margin, net profit margin, return on equity (ROE), and return on assets
(ROA), which provide insights into the financial performance and efficiency of a
firm.

Working Capital: A company's ability to meet its short-term financial obligations
and run efficiently is reflected in its working capital. It is the sum of a business's
short-term assets (cash, receivables, and inventory) minus its short-term obligations
(payables, credit cards, etc.). A corporation is considered to have positive working
capital if its short-term assets are sufficient to cover its short-term liabilities.
Receivables: Receivables (or accounts receivable) are amounts owed to a business by
itscustomers for goods or services delivered or used but not yet paid for. They are a
vital part of a company's working capital, and managing them efficiently is crucial
for maintaining liquidity and ensuring healthy cash flow.

Short-term Financing: This means business or personal loans that have a shorter
than average timespan for repayment. These may include payday loans, instalment
loans, short-term business loans, and other loan types. It can be used to finance short-
term needs such as working capital, inventory purchase, or to cover temporary cash

flow issues.

14.4 Self-Assessment Questions

1.

How can a firm balance its liquidity and profitability for effective working capital
management?

What techniques are commonly used for estimating the working capital needs of a
corporation?

Which component of working capital — inventory, receivables, or cash — would be
mostaffected by an industry-wide slowdown in sales, and why?

What are the potential risks and benefits associated with various sources of short-
termfinance?

How does the working capital cycle impact a company's operational efficiency and
financial health?
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14.5 Case Study

Netflix's Working Capital Management

Netflix, the renowned streaming giant, has an interesting case when it comes to working
capital management. As of the end of 2020, Netflix had a negative working capital of $4.6
billion. Despite this seemingly alarming situation, Netflix continued to be successful and
profitable.

Netflix's business model is primarily subscription-based, which means they receive their
revenue upfront at the beginning of each month. This provides the company with a constant
influx of cash, which helps fund their day-to-day operations and liabilities. In other words,
Netflix uses its high turnover of current liabilities (content liabilities due to production
houses and distributors) to finance its current assets, resulting in negative working capital.
Moreover, Netflix invests heavily in creating original content, which is categorised under
non-current assets as ‘content assets." These investments, while considerable, are not
immediately converted into cash but generate long-term profitability and growth through
increased subscriptions.
This case demonstrates that traditional measures of financial health, such as positive working
capital, might not be universally applicable. Companies with innovative business models,
like Netflix, can sustain and even thrive with negative working capital due to the unique
nature of their cash flow and expenditure cycle.
Questions:

1. How does Netflix's business model allow it to operate with negative working capital?

2. What risks might Netflix face due to its working capital management strategy?

3. How does Netflix's investment in original content affect its working capital and

overallprofitability?
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