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x Preface to the_ Firs_t Edition

(cash flow) and its essential ingredients. This is followed in Chapter 6 by a detailed account of
the capital budgeting evaluation techniques, traditional as well as time-adjusted or discounted cash
flow. The incorporation of risk and uncertainty into the capital budgeting exercise is elaborated in
Chapter 7. Chapter 8 attemplts to duvcfl(}p the concept and measurement of cost of Capil:,l.l the most
controversial element in financial management. The last chapter of this part (Chapter 9) dwells on
the Indian corporate practices pertaining to capital expenditure decision-making in both the public
and private sectors. X

The second important decision involved in financial management (financing decision) is cqered
in the three chapters of Part IV. The discussions in Chapter 10 pertaining to the two inter-related
aspects, i.e. operating and financial leverage, set the framework for the capital structure decisiéns of
a firm. The capital structure theories, reflecting the controversy in the financial literature regarding
the theoretical relationship between capital structure, cost of capital and value of a firm are examined
in Chapter 11. In the light of the conclusions of this chapter, the considerations having a bearing
on the designing of an appropriate capital structure are highlighted in the next chapter (Chapter
12),

Part V of the volume is devoted to the relevant dimensions of dividend policy decision. The first
aspect, viz, the controversy in the academic literature as regards the relevance of dividend policy
to the value of the enterprise, is the subject matter of Chapter 13. It is against the background of
this theoretical discussion that Chapter 14 dwells on the determinants of an appropriate dividend
policy.

Finally, Part VI of the book focusses on the management of current assets, more popularly desig-
nated as working capital management. The first three chapters of this part between them provide
an overview of working capital management and deal respectively with the theory of working
capital management in terms of the basic strategies for efficient management of current assets and
current liabilities (Chapter 15), the planning and determinants of working capital (Chapter 16) and
the financing and control of working capital in India with particular reference to the report of the
Tandon Committee (Chapter 17). The next three chapters look into the management of the individual
components of current assets. While cash management is the theme of Chapter 18, the various
dimensions of receivables management are explained in Chapter 19. The last chapter (Chapter 20)
discusses the relevant aspects of inventory management.

Detailed solutions of all the exercises included in each chapter of this book are provided in our
book: Management Accounting and Financial Management—Problems and Solutions.

In the preparation of this book we have received encouragement and support from various
quarters. In particular we would like to thank Mr. H.C, Jain, Librarian of the University South Campus
Library for the excellent library support he provided to us at short notice. Mr. Subhash Chander
deserves our thanks for speedy and accurate typing of the final draft.

Finally, we would be failing in our duty if we do not acknowledge the deep debt of gratitude
that we owe to the various authors whose writings have provided an insight into the intricacies of
the subject. "

M Y KHAN
P K JAIN
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4 Learning Objectives

At the beginning of each chapter,
the learning obijectives outline What
all the reader has to know when
the chapter is completed.

Margin Notes

Important concepts and key terms
are briefly summarised in the notes
given in the margins.
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Examples

Solved examples help in the better
understanding of concepts.
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Minimum rate of return 11.2
Mixed costs 8.12
MM (Modigliani and Miller)
approach

arbitrage process 19.14-16
assumptions 19.12
basic propositions 19.13
corporate taxes 19.18-19
leverage and cost of capital
19.11-18
limitations 19.16-18
MM (Modigliani and Miller)
dividend approach 30.6-12
assumptions 30.6
critique 30.9-12
hypothesis 30.6-7
proot 30.7-9
Modes of security 17.4-5
Moderate current assets
investiment policy 13.6
Moditied IRR method 10.9-10
Money market mutual funds 14.27
Money market operations
35.10-11
Monitoring expenditures 1.19
Monthly lease rentals 25.17
Mortgage 17.5
Mortgage backed securities
232223
Motives for holding cash 14.2-4
compensation 14.3-4
precautionary 14.2-3
speculative 14,3
transaction 14,2-3
Multifactor linear model 3.28-29
Multilateral netting 35.14-16
Multinational capital budgeting
decisions 36.1-10
Multinational working capital
management 36.20-22
cash management 36.20-22
credit management 36.22
currency centre 36.21-3
inventory management 36.23
Mutually exclusive project
decisions 9.6
Mutually exclusive proposals

9.24-26

Naive diversification 3.12

Near versus distant dividends
30.12

Negotiable certificates of deposit

14.25-206

Index 1.7

Net advantage of leasing 25.11

Net assets 32.6

Net assets per share 32.7

Net income (NI) approach 19.4-7

Net operating income (NOI)
approach 19.7-11

Net present value (NPV) method
9.34-36

Net present value versus profit-
ability index 10.12

Net profit margin 6.21

Net worth 6.25

Netting 35.13

New issue market, functions
21.9-10

New securities 21.6

Non-conventional cash flows
9.9-10

Non-diversifiable risk 3.19

Non-mandatory requirements
29.11-12

Normal curve 12.18

Normal probability distribution
12.18

NPV and IRR methods 10.1-10
a comparison 10.1
computational problems
10.10-11
difference 10.3-6
projects with unequal lives
10.5-6
reinvestment rate assumption

10.8-9

similarities 10.2
size-disparity problem 10.3-4
time-disparity problem 10.4-5

Objective of corporate finance in
India 1.20-21

Obijectives of financial
management 1.10-18, 1.20-22

Obligors 23.19

Off-the balance-sheet financing
1707

Ofter for sale 21.11-12

Old securities 21.6

Operating activities 5.15

Operating cash flows 14.12-13

Operating cycle 13.10-11

Operating efficiency 13.17
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Operating expenses ratio 6.22
Operating exposure 35.4-5
Operating free cash flows
32.12-13
Operating lease 25.5
Operating leverage 18.4-7
computation 18.6-7
interpretation 18.5-6
meaning 18.4
Operating ratio 6.22
Operating risk 18.7
Opportunity cost (see cost of
retained earnings)
Opportunity cost 36.3
Optimal portfolio 3.19

Optimum capital structure 19.1,

19.8, 19.25
Option at money 35.8
Option in money 35.8
Option out of money 35.8
Option price 35.8
Option valuation 27.1-15
BS model 27.18-20
concept 27.3
factors affecting 27.14-15
option payoffs 27.10-11
types 27.4-9
Options, securities 28.8-14
payoffs 28.10-11
pricing 28.12-14
Order point problem 16.10-11
Ordering costs 16.2
Ordinary shares (see equity
shares) 22.1-11
Organisation of finance function
1.20-22
Organisation of financial
management function 1.21-22
Orgler's model 14.9-10
Over-the-counter market 35.8
Overall cost of capital (see
weighted average cost of
capital)

Pac-man defence 33.49

Paid-up capital 22.2

Payback method 9.29-32
accept-reject criterion  9.28
computation 9.27-28
evaluation 9.28-29

Payment mechanism in India
14.28-9

Payout ratio (see dividend payout

ratio)
Pecking-order theory 19.23-24
Pertect capital markets 19.12
Performance shares 1.20

Permanent working capital 13.11

Perpetuities 2.18
Personal leverage (see
home-made leverage)
Placement method 21.12-13
Pledge 17.5
Poison pill 33.49
Political risk 36.10
Portfolio 3.6-19
Postal float 14.19
Precautionary motive 14.2-3
Pre-emptive right 22.3
Preference share capital 24.1-3
evaluation 24.3
features 24.2-3
Present value of annuity payable
for time periods of less than
a year 2.25
Present value method 9.33-35
Present value tables 2.12-13
Price band 22.7
Price-¢arnings (PE) ratio 6.29,
32.10-11
Price-enhancing effect 31.7
Primary lease 25.5
Private placement 23.16
Probability distribution approach
3.3-4, 12.16-21
Production cycle 13.13-14
Profit margin 6.20-21
Profit maximisation 1.12-14
Profitability analysis (see
profitability ratios) 6.20-26
Profitability ratios 6.20-26
Profitability index 9.42-43
accept-reject rule 9.42
evaluation 9.42
Projected daily cash requirement
0.10
Projects with unequal lives (see
NPV and IRR methods) 10.5-7
Proportionate rule voting 22.3
Proprietary ratio 6.16

Public issue through prospectus
21.11

Purchasing power parity theory
34.14

Put option 27.7-9, 35.8-9,

¢

Quick ratios (see agid-test ratios)
6.7-8

Ranbaxy’s missions and valyes
1.10-11
Rating of debt instruments
23.11-17
Ratio analysis 6.1-46
activity 6.30-35
growth ratio 6.39-42
importance of 6.46
integtrated ratio 6.34-37
leverage 6.12
limitations of 6.46-47
liquidity 6.3-10
profitability 6.20-26
Rationale for direct foreign
investment 36.2
Raw material turnover 6.31
Real cash flows 10.17
Real options 12.24-25
Real rate of discount 10.19
Receivables management 15.1-12
credit analysis 15.7-8
credit policies 15.3-6
credit terms 15.8-11
collection policies 15.12-14
objectives 15.1
Re-investment rates assumption
(see NPV and IRR method)
10.8-9
Reinvoicing centre 35.16
Relaxed current assets investment
policy 13.5
Relevant cash flows 9.7
Relevant market-33.24
Re-order point 16.10
Repatriation of profits 36.7
Repayments schedule 23.3-4
Replacement capital budgeting
projects 9.20-22
Replacement value 32.5
Report on corporate governance

299

Repurchase agreements 14.26

Required rate of return 11.2

Residual theory of dividends
30.4-6

Return, defined 3.2

Return on assets (ROA) 6.23-24

Return on capital employed
(ROCE) 6.25-26

Return on investment (ROI) 6.23

Return on ordinary shareholders’
equity 6.25-26

Resolution of uncertainty
50.11-12

Revenue multiplier method 26.6

Reverse stock splits 31.14

Reverse synergy 33.53

Right issue 21.13

Risk 3.2

Risk-adjustment discount rate
accept-reject decision 12.11-12
approach 12.11-12
evaluation 12.13

Risk and real options 12.24-25
abandonment option 12.24-5
flexibility option 12.25
growth option 12.24
timing option 12.25

Risk and return
portfolio 3.6-12
selection 3.12-19
single asset 3.2-5

Risk and uncertainty (see capital
budgeting) 12.1-22

Risk management practices in
India 35.16-7

Risk-free interest rate 3.22

Risk of bankruptcy 20.5

Safety stock 16.10-12
Sale and lease back 25.6
Salvage value 32.5
Scenario analysis 12.6-7
Sdcoring and rating model of
bank 17.5-8
SEBI Substantial Acquisition of
Shares and Takeover
Code 33.37-49
Secondary lease 25.5-6
Secured premium notes 23.9-10
Securitisation 23.17-25
assets characteristics 23.19

concept 125.1V
credit enhancement 23.18-19
instruments of 23.20-1
parties to 23.18-19
process ¥23.17223:20
types of 23.21-23
Securitised debt instruments
25.2)-23
Security market line 3.21-22
Selective inventory control (see
ABC control) 16.5-6
Selling expenses ratio 6.22
Semi-variable costs 7.15
Sensitivity analysis 3.2, 12.3-6
Share buyback 31.16-21
Share premium 22.2
Share repurchase 31.16-21
Share splits in India 31.23
Shareholder orientation in Inclia
1.17
Short costs 14.5
Signalling theory 19.22-3
Simulation 12.7-8
Single investor lease 25.6
Single proposal 9.15-8
Signalling hypothesis 31.14
Size-disparity problem (see NPV
and IRR) methods 10.3-15
Sophisticated techniques (see
capital budgeting)
Special purpose vehicle 23.19
Specific expenses ratio 6.22-23
Speculative motive 14.3
Spin-off 33.53
Split-up 33.53
Spot markets 34.10-11
Spot rates 34.6-7
Spread 34.5
Stability of dividends 31.3-6
Standard deviation 12.9-10
Standard return 11.2
Stock dividend (see bonus shares)
Stock exchanges, functions 21.7-8
Stock options 1.10-20
Stock splits 31.13-14
Strategic alliance 33.49
Straight stock split 31.14
Street sweep 33.49
Strike price 35.8
Structuring expenditures 1.20
Subscribed share capital 22.2

Index

Sustainable growth rate 6.40
swaps 35.9-10

Symmetric information 19.22
Synergy 33.3

Systematic risk 3.12

Takeovers 33.34-50

Target Company 33.33

Target debt-ratio 19.19

Target payout ratio 31.5

Target rate 11.2

Tax aspects related to amalga-
mation and mergers 33.18-22

Tax aspects related to demergers
33.20-22

Tax credit 36.5-6

Tax planning 20.13-14

Tax-timing hypothesis 31.15

Temporary working capital 13.11

Tendor/book building method
21.11

Tender offer 33.12

Term loans 23.2-7
covenants 23.2-3
evaluation 23.4
features 23.2
obtaining a term loan 23.4-6

Terminal value 33.13

Terminal value method 9.41-42
accept-reject decision 9.37
computation 9.37
evaluation 9.40

The first Chicago method 26.6

Time-adjusted techniques/
discounted cash flow
techniques) 9.33-42

Time disparity problem (NPV and
IRR methods) 10.4-5

Time preference for money 2.2

Time value of money 2.1-15
compounding technique 2.3-10
discounting technique 2.11-16
practical applications 2.18-20
rationale 2.2-3

Timing option 12.25

Tolerable exchange ratio 33.9

Total assets turnover 6.34

Total coverage ratios 6.18-19

Total risk (see combined

leverage)
trade credit 13.18-9, 18.20
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Trade credit 17.1-2
Trade credit management (see
receivables management)
Trade-off theory 19.22
Traditional approach 19.24-30
(see capital structure)
Traditional techniques (see
capital budgeting) 9.27-32
Trading on equity 6.14
Trading range hypothesis 31.14
Transaction cost 19.18, 30.11
Transaction exposure 35.2
Transaction motive 14.2
Translation exposure 35.2
Treasury bills 14.25
Triangular arbitrage 34.11
Tripartite lease 25.6
Triple taxation 36.6
Turnover ratio 6.8-6.10
Turnover ratio (see activity ratios)

Uncertainty 12.2

Uncommitted earnings per share
203

Underpricing 30.13

Under-valued and over-valued
assets 3.23-4

Underwriting 22.4

Units 14.27

Unlevered cost of equity 33.16-7

Unlevering and relevering beta
5245

Unsystematic risk 3.21-22

Valuation of long-term securities
4.1-12
debentures/bonds 4.3-8
equity shares 4.9-12
preference shares 4.8

Valuation of debentures/bonds
4.3-8

Valuation of equity/ordinary
shares 4.9-12

Valuation of preference shares 4.8
Valuation of tax shield 33.5
Valuation of venture capital
portfolio 26.10-12
Valuation, defined 32.3
Value maximisation (see net
present worth maximisation)
Variable costs 8.12
Variable growth model 4.10-12
Venture capital financing 26.1-23
Exit 26.14-16
features 26.2-3
Indian venture capital
scenario 26.16-26
investment nurturing/after
care 26.8-10
selection of investment 26.3-7
structural aspects 26.12-13
valuation of portfolio 26.10-12
Vertical merger 33.2
Volume of international reserves
34.15
Volume-cost-profit analysis 7.1-16
application of 7.5-9
break-even analysis 7.1-16
break-even (VCP) chart 7.10-16
cash break-even point 7.14-16
contribution margin approach
7.2
equation technique 7.4-5
Volume-cost-profit graph 7.10-16

Walter’s dividend model 30.13-17
Warrants 24.7-10

features 24.8

price 24.8

types 24.8

value 24.9
Wealth maximisation 1.14-7
Weighted average cost of capital

11.2, 11.18-23

book value versus market

value weights 11.21-23

historical versus marginal
weights 11.19-20, 11.22
Whistle Blower Policy 29.5
White Knight 33.50
White Squire 33.50
Window dressing 6.11 *
Withholding taxes 36.4%
Work-in-progress furnover 6.31
Working capital effect ofi cash
flows 9.14-15
financing 17.1-20
bank credit 17.3-5
commercial papers 17.9-10
factoring 17.14-20
trade credit 17.1-2
Working capital from business
operations 5.11-3
Working capital
management 13.3-20
financing mix 13.6-9
conservative approach 13.7
hedging approach 13.6
hedging and conservative
approaches-trade
off 13.7-8
profitability risk trade off
13.8
planning of 13.10-20
computation 13.17-8
determinants 13.13-17
need 13.10-12
Working capital turnover ratio
0.34
Writer of the option 35.8

Yield 14.25
Yield to maturity 4.6-8

Zero coupon bonds 23.9
Zero growth model 4.9
Zero interest bonds/debentures

25.89
Zero working capital 13.5
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