Basic Finance

Unit 1: Introduction
Finance may be defined as the art and science of managing money.
Finance is also referred as the provision of money at the time when it
. effective utilization in business concerns.
The basic finance can be defined as the art and science of managing the financial resources which involves procurement of
funds at reasonable cost, efficient utilization of funds, proper management of assets, and allocation of profit in order to
maximize the market value of shareholders wealth. Traditionally, the basic finance was taken as an activity of collecting
funds to support the investment of the firm. But nowadays, the basic finance is not only the activity of raising funds, but
also the activities of planning, forecasting, controlling, administrating and decision making of firm’s financial resources.
Hence, it may be concluded that the basic finance is concerned with investment, financing, assets management and
dividend decisions in order to achieve the organization goal.
Investment Decision:
Investment decisions most commonly known as capital budgeting decision or long term assets mix decisions. Capital
investment is the allocation of capital to investment proposal whose benefits are 10 be realized in future. The investment
decision determines the total amount of assets held by the firm, the composition of these assets, and the business risk
complexion of the firm as perceived by the supplier of capital. The essence of investment decisions is that return from the

investment in proposals would exceed the firms required rate of return on capital.

It includes financial service and financial instruments.
is needed. It is the procurement of funds and their

Financing Decision: »
_Financing decision is concerned with the mix or composition of the sources of raising the funds at reasonable cost to
supportfihe investment required by the firm (assets of e firmj. Generally, currcnt assets arc fincnced with short term
sources and fixed assets are financed with long term sources. Therefore, the financing decision is related to.both the short
term and long term financing.

The Roles and Responsibilities of Financial Manager:

The financial manager is the person who actively manages the financial resources within the organization. The term
financial manager refers to the chief finance executive, the treasurer and the controller as well as other managers working
under them. The main roles of financial manager are investment decision, financing decision, dividend decision and assets
management decision. Besides these, the other role and responsibility of financial manager are:

1. Forecasting and planning. 2. Major investment and financing decision. 3. Co-ordination and control

4. Dealing with financial markets. 5. Risk management. 6. Financial analysis etc. ' ' v
Goal of the Corporation/Firm

' a. Profit Maximization:

Profit maximization means maximizing the rupee income of a firm by generating excess revenue over cost. The financial
man?gc?r v»_fould select those investment projects that are expected to contribution to the firm’s overall profit. Profit can
maximize in many wages for instance, increasing revenues, reducing cost, increasing marginal revenue over marginal cost

o o e ol S . uines T shoud a profl 0 s Hiher dividend, Mo

competition, Expand the business site .pro’viding government taxesea;n trt)m I‘l . PlStrlbU'te higher Cividend, Most

maximization of socio economic welfar’e. Above all reasons make cle; t}f ¥ mf?er'mve t(') i

measure of firm’s performance. Hence, business firm’s main objective i r m'pr‘o ' 18 considered the most ggpropriate

The weakness of the profit maximizat;on is: li is vagL:e and drnjljlC L.\OCL ls'S t? 'max‘m.‘ze th'e . R

of uncertainty etc. guous, it ignores the time value of money, it ignores risk

b. Wealth Maximization:
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The rational goal of financial management is to maximize the value of the firm. Wealth maximization ]:n Si;:t?:: goalr.) The
maximization objectives in many grounds, as there are a lot of weaknesses associated to the profit maxl to shareholders,
shareholders’ wealth maximization means the maximization of the net present value of a course of action to s ° y«duf’-
The net present value of a course of action is the difference between the present value of its benefits anfi thed pres'ect "vit';
of its costs. A financial action that has a positive net present value creates wealth for shareholders .an Proij ; '1,' t.h‘e
negative net present value should be rejected because it would destroy shareholders’ wealth and wealth is reflec eh lld .
market price of the share. This goal leads to efficient allocation of resources, satisfies the interest of all stakeholders,
considers the timing and riskiness associated to cash flow streams and so on. \ Lo
Agency Relationship: ﬂe,\cd‘ih\)lwl: beodueem 2t amd pvmupl- LA Krown ay Wmca 2l

. s N . : i ibilities b
The agency relationship is the contractual relationship between two or more parties to discharge certain responsib M

. . . . . R e agency

one on behalf of other in consideration of certain monetary compensation. A corporate firm is viewed as th h& o
. . . 1 S {

relationship between shareholders and managers and the shareholders and creditors. Such agency relationship resnlts

certain degree of conflict that is called the agency problem, which would otherwise not exist if there were no agency
relationship.

a. Shareholders and managers:

A potential agency problem arises whenever the own
firm owns less than hundred percent of the firm’s cor
perquisites and not work hard to maximize shareh
shareholders and less of this wealth getto himor h

outside shareholder and the manager. Appling following ways can solve such type of agency problem:
1. Provision of cash kind incentives to managers. 2. Provision of stock opiion and stock bonus,
3. Limitation ol managerial a»

- J b PR TSR | . Tirsy
mtoncny. 4. Setting i aio Suriog unl,

3. Reorganization of the managerial structure.
Several mechanisms are used to motivate managers 10 act in the shareholder’s best interest
1. Managerial compensation plans, 2. Direct intervention by shareholders

3. The threat of firing. 4. The threat of takeover

b. Shareholders and creditors: o =)

A second agency problem involves conflicts between shareholder and creditors, Creditors do not want to take high ris
because they do not receive additional :=turn for taking high risk. On the other side, shareholders em;haq:ﬂ
maximizing the value of their investment by taking high risk. Such types of agency problem can o Solvedh El
providing higher risk premium to creditors for higher level of risk. Developing understanding between t v,
solve such type agency problem. en Wa partics ¢
Corporate Governance:

er and manager represent different existence and the manager of 2
mmon stock. The manager wants to take high salary or enjoy more
older wealth because part of those costs will fall to the outside
er. This potential conflict of interest exits between two parties the

'....;-34

. This includes:

interests are balanced or -the relationships among th
minority shareholders and other stakeholders. Corp
company’s management, jts board, its shareholders a
structure through which the ocjectives of the ¢
moritoring performance are determined.

Th= corporate financial manager should
regulations of the regulatory tody and 1]
governance structure to encour
secicty as well is also 0

ch the varjoys stak |
eholder
€ management, Board of Director : : d“;
CS a set of relationsh;
: ‘ nships betweep
nd other stakeholders, Corporate BOvernance alsq provides i
ompany are set, and the neqng of altaining thoge obj4ectivc‘;;\ n
‘ S A

also work for good governance s comply w;j
s increase the reputation of the Company, g, dgv \;’m? .
age cthical behavior and actions {hat serve the best imerestis f s e
ne of the major functions of fin e

ystem to
an
a comoral

ancial management manager. holders o
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Time value of money

The time value of money deals with the fact that a sum of rupce.in hand today is worth more than the sum
of rupee received in future because we can invest the present sum of money and carned interest,
Fherefore, future rupee value of the investment must be greater than present value because future value
includes both principal as well as interest. The present worth of a rupce received after some time will be
less than a rupee received today. Since a rupee received today has more value, a rational investor would
preter current receipt to future receipts. The time value of money can also be referred to as time
preference for money. Interest rate, inflation rate and time arce major determinants of time value of money.
Time value of money considers compound (reinvestment) effect. The financial manager should have a
clear vision about the concept of time value of money to make investment decision, financing decision,

working capital decision and assets valuation.

Cash flow time line

The cash flow time line is the graphic representation of relationship among cash flow (cash inflow and
cash outflow), time and interest rate, which helps us to understand and solve the complex problems. In

other words, it is the straight line which shows the timing of cash flows. It is an important and essential

tool for better understanding of the concept of time value of money.

Future value and compounding

Future value is the compounded value to a certain amount today, at certain interest rate up to a certain
period of time. On the other hand, the process of finding future value of a cash flow or series of cash flow

1s called compounding.

Present value and discounting
The present value is the current value of future amount. In another word, it is the conversion of future
cash flows or series of cash flows into present period.‘The process of finding the present value of a future

cash flows or series of cash flows is called discounting,

Perpetuity (Perpétual cash flow) ;

Perpetuity can be defined as series of equal cash flows (payment) at fixed interval of time for infinite

period. In other word, it is a system of equal payments expected to continue forever. Therefore, perpetuity

has no future value. ‘

Annuity (Even cash flow)

An alnnuity means series of equal payment at fixed intervals for a specified number of periods. Each
annuity payments is called PMT. Comron examples of annuities are regular deposits to a saving account
monthly home mortgage payments, monthly insurance payments and pension payments. If payments arej
made ai ihe end of each period, the annuity is an ordinary annuity and if payments are made at the
beginning of each period, the annuity is an annuity due.
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Therefore, present value and
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Semi-annual and other comp
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I'he time value of money
future both are affected by compoun

is called compounding period and den
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Different interest rates
1. Simple (Quoted or Nominal) interest rate
s known as simple interest rate. Simple

The rate of interest, which is quoted by borrowers and lenders,
ffect). The simple interest rate is also

;\nterest rate does not consider compound effect (reinvestment e
&Nown as i
nominal or stated or quoted or annual percentage rate and denoted by either k or i

2. Periodic interest rate
The rate of interest ch
arged by lender or paid b
y borrower at each interest peri
periods (such as monthl
Y

varterl i- i
q y, semi-annually etc) is known as periodic rate of interest

3. Effective annual interest rate (EAR)

Effective annual i
annual interest rate i
. : s the rate if i
interest rate of a given periodi i Interest actually paid
\ ¢ periodic ; paid or earne i
It the compounding is annual trlme. It is the actual rate of return under d'ffd' It is the annual equivalent
situations (he effective rate \;.“ en t'he effective rate is also same a " erent compounding situations
effect but annual percentage mlt :e different than the simple rate Effs simple annual rate but in oth ‘
age rate does not consid + bliective rat i e
er the co . € consider
mpounding effect. the compound
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Unit 6._:>Bond and Stock Valuation |

Bond

A bond is a long-term security or promissory note issued by the government or company to meet their

financing needs or budget deficit. The issuer (borrower) promises t0 make a series of'interest payment
periodically up to maturity and principal (par value) at the end of maturity. Bond has long-term maturity
period like Syears, 10 years, 20 years etc. Normally bond has Rs.1000 par value with fixed coupon
interest rate. Terms and conditions of bond are mentioned in the bond indentures. Indenture is a legal
document that provides the specific terms of the loan ag'reement—. It includes a description of the bonds,
rights of the bondholders, the right of the issuing firm, the responsibilities of the trustee etc. A trustee
(usually commercial bank or finance company) is appointed by the bond issuer when the bond is issued.
The main function of the trustee is to represent and protect the collective interest of the bondholders.
Some of the examples of the bonds are corporate bond, government bond, Euro bond, Municipal bond,

foreign bond etc.

Key Features of Bonds

ed by the issuer to the -

Par value:-The par value is the stated or faces value of the bond which is.refund
value or principal of

bondholder at the end of maturity. Therefore, the par value is also known as maturity
the bond. The par value of a corporate bond is normally fixed at Rs.1000.

Coupon interest rate: - The bond requires the issuer to pay a fixed amount of interest at the end of each

period (year or six month). This amount is called coupon payment and the rate is called coupon interest

rate. It is nominal (simple) annual rate of interest which is set when the bond is issued. Generally, it is
fixed throughout the life of a bond. . '

Maturity date: - The specified date on which the principal amount (par value) ié re};éid to bondholder is
called maturity date. The year until the bond must be repaid from the date of bond issue is called original
maturity whereas the remaining life after the date of issue is called the term to maturity.

Call provision: - A provision specified in the indenture, which gives the issuer the right to call the bonds -
prior to maturity, is known as call provision. Generally company pays the bondholders an amount gfeater
than the par value if they are called before maturity. The amount that is paid to the bondholder is called
call price and excess amount over par value is called call premium. .

o1

) ; ’ . ' .
» Indenture: - It is legal agreement between the issuer (corporation) and the bondholders which includes

the term of bond issue and the name of trustee. The indenture is also called deed of trust. '

e Sil}king fund: - Sinking fund provision is a special provision in a bond contract that facilitates the orde 1
{'etlrcment of the bond. In some cases, the firm may be required to deposit money with trustee, - h'r :
invests the funds and then uses the accumulated sum to redeem the bond at maturity g

Bond Valuation

The fundamental principle of bond valuation is that the bond’s value is e

expected (future) cash flows. The value of a bond is the present value of th
expected to generate until the bond matures,

qual to the present value of its
e cash flows on the bond that is
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A i is higher, value
upon interest rate 1§ .
If;l(:: Isond will also be higher and the

atively correlated to the value of
required return

¥, retuim arid term £ mamntY;)n
k is higher the require retulm or neg
g sitively ;

turity may be PO is higher than
V1 lower. Term t0 ma . CCted return . H
value 'of' bond will be tod return and required return. If exp v () at maturity. Basic bond valuation

P dePCILdS Zﬂ' e with the increase in term 10 maturity ity Valué

e value of bond increases W . of maturi .

' :;d:'jntrinsic value of bond = PV of coupon interest + PV

r Irredeemable Bond)

Value of a bond is the function o'f rl's
of bond also will be higher. But if ris

Valuation of Perpetual Bond (Consol Bond o

ey nd. Perpetual bond has
A bond, which is issued without a finite maturity period is calle(i:ui?:;??gllczovalue t;pthc bondholder
infinite ,life. Therefore, the issuer of the perpetual bond does not r: 1 <imply be equal to the present
but it pays interest forever. The intrinsic value of a ;?erp'etuz}l bond wo v required rate of roturm
value of an infinite stream of interest payment, I, which is discounted at Inves

(kd).
Valuation of Redeemable Bond (General Bond or Coupon Bond with a Finite Maturity)

A redeemable is a bond with a finite term to maturity. The redeemable bon.d pay’-s specified amount of
interest every year at fixed period and return the principal at the end of maturity period. Tl’llC \./a]ue .of such
bond is calculated adding present value of periodic coupon interest and present value of principal.

Valuation of Zero Coupon Bond (Pure Discount Bond)

A bond without coupon interest and sold at a discount from its face value is called zero coupon bond. It
has a certain maturity period but does not pay. any coupon interest during its maturity after the issuance,
but it is issued on discount (less than par value) and repaid a face value at its maturity. The difference
between a face value and an injtial selling price becomes the return to the investor. Therefore the value of
zero coupon bonds includes only the present value of jts face value, _

Valuation of Callable Bond

The bond which provides the call provision to the issuer is called callable bond i.e. the Vbond issu

call the bond before maturity by paying the call price is known as callable bond, The amount 'der P
. time of early retirement of bond is known as call price. Commdnly, the call price shoulg pfciil s
and the amount paid in excess of par or maturity value is known as ca] premium, Theref; et
this bond is present value of coupon interest amounts over call period and ca| pric;e e velvaof

Bond Valuation with Semiannual Interest =
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Discount and Premium Bond
ar value. In such a bond

tly selling at a price below p
e ouches riod, the value of bond
v ——

A bond is said to be a discount bond ifitis ¢ :
hes near the maturity pe

market value is less than par value. If the bond reac
increases, at last the price of bond is equal to its par. value.

/.___-L—
A bond is said to be a premium bond if it is currently selling at a price above par Yal
market value is greater than its par value. If the bond reaches near the maturity period

decreases, at last the price of bond is equal to its par value.

ue. In such a bond
the value of bond

Rule of Bond Valuation

1. The price and yield move inversely i.e. price of bond goes up if the yield goes down and vice-

versa, /

The price of bond is equal to the par value, if its yield to maturity equal to the coupon rate.

The price of the bond will be greater than par value, if its yield is less than coupon rate.

The price of bond falls below the par value, if its yield will go above the coupon rate.

The price of bond approaches to par value, if the bond is approached to maturity i.e. the premium

bond is decreases gradually to par value and the discount bond increases gradually to the par

value, if they approach to the maturity. .

6. The price of longer term bond fluctuates more in comparison to shorter term bond, if the yield on
bond changed due to reinvestment and interest rate (price) risk.

LAl o

Bond Yields

The investment is made with the motive of realizing something return above the required rate of return.
Thus, the return realized from the investment on bonds is known as bond yields. Generally, the bond
' yields can be measured as current yield, capital gain yield, yield to maturity and yield to call.

1. Current Yield:-The annual rupee of coupon payments made by a bond expressed as a percentage
of bond’s current market price is known as current yield. It is calculated divid
interest by current market price of bond. Current yield relate the cou
not consider the capital gain or loss and it also ign
partial measure of return. v

2. Yield to Maturity (YTM):-The yield to maturity of a bond is the rate
present value of the future cash flows (total annual coupon interest

ed annual coupon
' pon interest rate, which does
ores the time value of money. Hence it is a

of interest that makes the

- The bond will be held to maturity.

- Coupon interest and pripg; i
: principal will occur as mentioned ; ind
- Bond will not be called before maturity, S
- C?upon receipts will be re-inves
3. Capital gain and loss yield;
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4. Yield to Call (YTC):-Yi.eld to - ahich
maturity date. It is that discount ra

e fo
callable bond. YTC is computed under th

- {0 the call period
- The bond will be held 19 he yield to call rate.

i !
- Coupons are reinvested at
. The issuer calls the bond on the call (li:;t;:_]‘he "
5. Holding Period Rate of Returf H ; ti1e o
‘nvestment is called its holding Perlod, and the o the it 16
HPR includes the return in the form of apprecia

income (interest) of the bond.

iod during which an investor owns an
r; r that period is the holding period retum,
y pital gain or loss) and current

Preferred Stock o
dividend to the investor like interest to
e after interest to bondholder and tax to
hybrid form of financing

The preferred stock is a fixed income security which pays .ﬁxed
the bondholder. The preference dividend must be paid from mcofm il
's dividend. Preferred stocC
government but before the common stockholder’s : '
with combined features of both debt (bond) and common stock. The preferred stock 1s more risky than

bond but less risky than common stock. It has no voting right and cannot par’ cipate on the management,
Features of Preferred Stock

Par Value:-Par value is the stated price attached in the certificate of preferred stock. Preferred dividend is
expressed as the fixed percentage of par value. '

Fixed Dividend:-Preferred stock has a fixed rate of dividend which is specified as a percentage of the par
value. Also, preference dividends must be paid before ordinary dividends.

Cumulative Dividend:-Most preferred stocks are cumulative. If the company fails to pay dividends due
each year, the unpaid dividends will be accumulated and shall be paid in a future period

Claim on Asset (Asset Preference):-Preferred stocks are | i
et (Ass : ' ess risky than co i
bankruptcy or liquidation, the preferred stockholders are paid before the commonn:tlc])zll](hml(z;ks e
olders.

Convertibility (Conversion Features):-Some preferred stocks ar

: . NV i ivi
option to convert the shares into a certain number of common stocks on : 2;:?:3 [ed Sine the holder the
_ IC date.
Call provision:-The preferred stock ma i
y have call provision which o :
to call the preferred stock with call premium. It is hioh gives the iss

.. uing cor i .
t Poration the right
before maturity date. he provision to return the 'E

amount of preferred stock
Maturity Date:-The preferred stock may | |

which have no maturity are called perpe
called redeemable preferred stock.

Or may not have fixed matyr; iod
ual rity period. The
al preferred stock. The preferreq stocks which hzirzf;n:d 'StOCkS
aturity-are

Valuation of Preferred Stock
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1 1 o types.
and maturity value of such stock). For valuation purpose, preferred stock can be classified into tW P

Perpetual preferred stock and Redeemable preferred stock.

1. Perpetual Preferred Stock (Irredeemable Preferred Stock):-The preferred stock, which has no
finite life but a fixed dividend is paid forever is known as perpetual preferred stock. In 'other
words, amount invested in preferred stock is not returned to preferred stockholders until the
company is dissolved or liquidated. The intrinsic value of perpetual preferred stock is the total
present value of future dividends.

2. Redeemable Preferred stock:-The preferred stock which has fixed maturity date after which the
amount invested in preferred stock (generally par value) is returned to stockholders is known as
redeemable preferred stock. The intrinsic value of redeemable preferred stock is the present value
of dividends per period throughout the maturity period plus present value of maturity value of

stock that is received at maturity date.

Common Stock

tock is the source of long-term fund. It is also known as ordinary Share or equity share. Buyer

Common s
of a common stock becomes owner of the company, depending up on his/her investment. It represents the
both assets and earnings of

equity or ownership position in a corporation. It has a residual claim against

the corporation. Common stock does not get any special right but the common stockholders have voting,
controlling and managing right of the company. They bear the greatest risk, but also enjoy corporate
success in the form of higher dividend and capital gain. Common stock dividend is paid after payment of
interest to the creditors, tax to the government, preferred dividend to the preferred stockholders. They
have limited liability towards the company. Common stock is a variable income security. It has no

maturity period and there is no need to pay any fixed charges.

Features of Common Stock

Common stocks are the most common form of stocks an investor will encounter in the financial market. It
represents a certificate of ownership of a company. Following are the most important features associated
with common stocks:

Limited Liability:-Common stockholder have limited liability, in other words, their liability is limited to
these stocks. They cannot be forced to pay anything out of their own money in the event of bankruptcy
They are fully protected against any financial obligations incurred by the organizations. .

Liquidatif)n Rights:-If a company goes bankrupt and liquidates all its assets, the common stockholders
have' the right to receive their share of sale proceeds. However they are the last to receive money aft
credltorsr,\ bondholders and preferred stockholders are paid. Y atterthe
Preemptive rights:- If
reemptive rights:- If a company plans to issue new stocks, existi
] , existing stockholders h i
subscribe to new stocks, often at lower prices, before they are issued to the public St it

will oversee the major decisions and policies implemented y the mana ey hoiboard mefnlier, o

gement,
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ofit in the form of divideng,
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pividend Payments:—CommondStZ;kr:ents is not pased on 2
jvidend P .
However the amount of dTVI | ol T
decided by the board of directors-  indicate din comm_on e iy
face value of a stoc of a share of common StOcK must be
o value tock at a price less than pgr

A annot issue common S

S nomina]
ding to company
ording 1 the company ©

Par Value:-The par value i
the company’s charter. Acc
Rs.100 for Nepalese company- In Nep

value (i.e.at discount). ckholders until the company i

med to sto ]
retu £ common stock is also calleg

. is not

Maturity;-The common stock has no ma e capital s
dissolved. It exists as long as @ firm does. SO;
the permanent capital of the company.

Common Stock Valuation :
own as common stock valuation,

. o mon stock is kn _ ,
The process of determining the Itrinsic value of com - dends) and require rate 0 £ rotim

' ted future cash flows (D1 :
The value of common stock depend the ?}:ﬁ::of common stock. If dividend is higher the value of stock

Dividend has positive relation to present i ] ) . ,
also would be higher and vice versa. But the value of stock has negative correlation with requir ed rate of
uld be higher and value of stock would be lower, But

return. If risk is higher the required rate of return wo !
the common stock valuation is more difficult than other financial assets because the expected future cash

flows from common stock are uncertain. : . 7

Valuation Based On Finite Holding Period (étock Valuation for Definite Holding Period)

Common stock has no fixed maturity date. Therefore, cash flows from common stock are expected t0
receive infinite period. However, the investor may sell the common stock after holding some years. In this
case, investors receive the dividend up to the holding periods and selling price of stock at the end of
holding period. So the intrinsic value of stock is the sum of present value of expected dividend up to the
holding period and present value of selling price of stock at the end of holding period P

Valuation of Stock for Indefinite Holding Period

If holding period is indefinite, zero growth, normal
discount model (DDM) are used for valuation of ¢

common stock is the total present value of expected futy
rate of return, re cash flows discounted at

1. Zero (No) Growth Model:-Tha <
forever is known as zerg . L
yearie Do=D1=D2=_ Do . dend of zero

2. Constant (Normal) Growth Model:

whose earnings, divide The const
) nd a . ant growt ‘
forever and it is less thap re nd the price of the h stock ig the stock of the company

. e stock .
: u .

LeDI<D2<. ... <Dy o0 TEUM. Divideng is irgu:g:, Wc;th a single and constant rat¢

ased in each

year by the same &

3. Supernormal Growth Model;
earnings and dividend will gro.

he supery
. ormal gro ; ' '
Wth by higher rate thar‘;,g;srtl?)ck 18 the stock of the firm whos?
MY as a who| in period
e for certain peri©
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cline to normal rate and remain at certain-growth rate indefinitely.

after which growth rates de in
al date or horizon date. In other

The period in which the growth rate fluctuates is called termin
words, the terminal date is the ending date of supernormal growth period.

Free Cash Flow Approach

This approach starts with an estimate of the value of a firm as a whole and derives the value of equity by
subtracting the market value of all non equity claims i.e. debt obligations. The value of the firm is the
present value of all the expected future free cash flows. The estimate of the value of the firm is found as
the present value of cash flows, assuming all-equity financing plus the net present value of tax shields
created by using debt. The free cash flow represents the cash generated in a.given year minus the cash
needed to finance the capital expenditures and working capital needed to support future growth.

Dividend Discount Model (DDM) and Exbected Return

tween expected dividend and current market price of

1. Expected Dividend Yield: - The ratio be
ed dividing the

stock is called expected dividend yield. Expected dividend yield is calculat
expected dividend by current miarket price-of stock. _ '
2. Capital Gain Yield:-Capital gain or loss yield is the returns created due to th

stock.
3. Expected Rate of Return or Total Rate of Return:-The sum of expected di

capital gain yield is called expected rate of return or total return.

e change in price of

vidend yield and

Unit 7: Cost of Capital

Cost of capital is the cost of raising and using funds from long-term sources of financing. It is the
minimum required rate of return that the firm must earn to satisfy all the investor’s required rate of return.
Cost of capital is an important concept in financial decision making. It is used as standard for evaluating
investment projects, designing capital structure and determining appropriate dividend policy. A firm’s
cost of capital is affected by various controllable and non-controllable factors like interest rate, tax rate,

capital structure policy, dividend policy, investment policy etc.
Component Cost of Capital (Cost of Specific Sources of Capital)

The component cost of capital is a separate cost of all components of the firm’s capital structure which is
considered to rise from investors to finance the new assets of the firm. To calculate the overall cost of

capital, it is necessary to determine the cost of each component and their weights in the capital structure

Following are the components cost of capital.

1. Cost of Debt
2. Cost of Preferred Stock
3. Cost of Common Stock

Cost of Debt Capital:-The debt- capital refers to that i i

portion of capital structur ich i
by the firm from the baflk and financial institutions as loan or debt holders b ise “_’hwh‘ is borrowed
debentull'e. Cost of debt is the rate that has to be received from an investment 4 su.mg cither bond or
the required rate of return for the debt holders (creditors) nt made in order to achieve
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¢ roturn expected by prefefence shareholge;
d stock is the rate 0  that must be earned on the preferre
of retl;t s the function of preferred divideng,

Cost of Preferred Stock:-Cost of pr'eff:rrc i Th(s

on their investment. In other words, it 1‘s the m ' rate of retur.

stockholder’s investment to satisfy their requir¢

market price and flotation cost. s may be defined 25 the mirimum
on )

¢ f an investment project. The firm may

y by issuing new common stock,

Cost of Common Stock (Cost of Equity):-co.st of com o on o
of return that a company must carn on the eC.IUltY ﬂnar.lce P Od -
raise equity capital internally by using retained earnings an

The both sources of equity are not free of costs.

i ):-The retained earnings are interna
I.  Cost of Retained Earnings/Cost of Internal Equity (Ks): Th . i12blo 1o oo
' - ich is retained by a firm form net income available to commonp
sources of equity fund which is retained by bellong to commni-stockhiolers besause it
. L4 c
stockholders. Therefore, the retained earnings belong to .
retained by a firm instead of paying it as dividend to the Sharehold.ers. The cost of re-tamed
eamings is the rate of return stockholders require on equity capital the firm obtains by
retaining earnings. It is based on the opportunity cost principle. ‘
I Cost of New Common Stock/Cost of External Equity (Ke):-The new common stock is
external sources of equity fund which is raised by a firm form
Therefore, it is also called external equity. Cost of new commo
common stockholders require on equity capital that the firms o
stock. Cost of new common stock is greater than cost of inte
costs involved in issuing new common stock,

sale of new common stocks.
n stock is the rates of retum
btain by selling new common
rnal equity because of flotation

u
use market value of secu

Mponent cost of Capital g

appealing than the use of book value weights becg

actual amount to be received fro

lating cost of capital is more
! m their sale and co
price.

rities closely approximate the

re calculateq using the market -
Marginal Cost of capital Mcc) |

- A
i :’; hat shows how the WACC changes
Capita] raised anq enal cosy

COSt of cqryr. O CaPital schedule, MCC
raised beforg gy, iNCregce : Nt increggeg B apxtal.. here is a break in MCC
ned as the to) finang; “45€ in the fippy», wej 3% point js the rupee volume of
18 that cap 1,, done 1ght Margina cogt of capital. (Break

Is forceq to sell new.dcbt or

New capital that cap be
points are defj

equity capital),
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Unit 5: Risk and Return

The risk and return theory provides fundamental ideas about making optimal investment decision under
the environment of uncertainty to maximize the value of an investment. Therefore, it is important to
understand the nature of risk and return. Normally, the relationship between the risk and return is positive.

Return: - The return is total gain or loss on an investment over a given period of time. In other words, the
return is the difference between terminal (ending) value and initial (beginning) value plus cash received
during the given period. The return can be measured in rupee or in percentage. The rupees return on an
investment is called absolute return while percentage returned on an investment is called the rate of return
or relative return. The total return includes both capital gain (loss) and cash gain. The capital gain is the

difference between terminal value and investment amount. On the other hands, the cash gain is rupees
received during investment horizon.

Expected return:-The expected return is also called mean or average rate of return. It is the estimated
future rate of return which is based on either historical return or possible future returns. The expected
return is weighted average rate of return when probability distribution of possible future return is given.
The weight being the probability of possible future returns and its sum is always equal to one. The
expected return is arithmetic mean when it is based on historical data. It is calculated as the sum of returns
divided by the no of return.

Risk:-The risk can be defined as the chances of happening unfavorable event i.e. actual outcomes differ
from the expected ones. Risk is defined as the deviation between the actual return and expected return.
Thus, risk in financial analysis is the variability of return. The higher the deviation between actual return
and expected return, the higher will be the risk and vice versa. The risk can be measured by standard
deviation, variance of return and coefficient of variation.

Portfolio: - An investor may invest fund in one or more than one asset at the same time. When investor
invests in more than one asset, the combination of those assets is known as a portfolio. In other words,
portfolio refers simply to the collection of securities. The investor invests in a portfolio of assets in order
to reduce the risk of investment keeping the rate of return of the portfolio relatively higher. Risk of a
portfolio is reduced when all or part of the losses of one asset is compensated by other asset/s,

Expected return of portfolio:-The expected rate of return of a portfolio is simply the wej
of expected return of the individual assets included in the portfolio. The weights are the
investment wealth investment in each asset.

ghted average
proportion for

Portfolio risk:-The portfolio risk is the function of standard deviation (risk) of individual assets, whi

are involved in the portfolio, relative weight of individual asset and covariance or correlatio S, W .1ch
between return of individual assets of the portfolio. The (total) risk of a portfolio is me i CO-efﬂc.:lent
variance or standard deviation or co-efficient of variation of the portfolio. asured by either

Co-variance:-The covariance is a statistical measure of how the returns of two
positive covariance indicates that the return of two assets moye in the same dj a'SSGtS move together, A
covariance indicates that the return of two assets move i Irection where as a negative

' opposite directi :
means the rates of return on assets are independent Pposite direction, If Covariance is zerg, it
* 3

Scanned with CamScanner

| R N



8 i ined to fo
éﬁcan be totally eliminated by large number of securities are being combine

e
2

that shows the degree of
€ . .
otical measur s orrelation (i.e
. 3 Statlstlca ositive c .
Correlation co-efficient:-The correlation co-efficient 15 © en +1 10 -1, Pe.rfecg the same amount. The
: . irection
ionshi e return of two assets. e same dir : ely by the same
-r:: Ilat'locri]'sgtpiasb;tl\;ete;etxi:tum of two assets move together 10 thof two assets move lr-lvzrs egdcﬁtly of one
-)f mtI egative correlation (i.e. -1) indicates that the return of two assets move 1ndep
Erioic;u nNgo correlation (close to zero) indicates that the returl;ls)
) , two assets).
another (there is no relationship between the return of

. f an asset or p '
lity of returns O 4 into two pa rs;

ortfolio is measured in terms of

Beta Co-efficient:-Total risk or total variabi diversifiable and

. . separate
variance or standard deviation. The total risk can be sep

undiversifiable risk. f T
A e v
it i Iy to the individual firm. iable
nd it is related only e

isk occurs through the events like;

vDiversifiable risk arises from uncertainties a

portfolios. It is also called unsystematic or unique risk. Diver51ﬁ.able risk o F o materials eic
labour strikes, management errors, inventions, advertising campaigns, availability o .

“Undiversifiable risk arises due to economy-wide uncertainties and the tendency of individual securities to

4~ move together with changes in the market. Undiversifiable risk cannot be reduced by diversification. It is

&

@&
?\
i

also called systematic or market risk. Undiversifiable risk occurs due to the changes in the macro-
economic factors like: interest rate, inflation, GDP, Government policy etc.
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- Unl_t 3: Financial Statements and Their Analysis

Financial Statement:-Financia] statement

: is the st Ml orovides Snfarmation
enterprise’s revenues, expenses, atement which provides information about an

. assets, liabiliti ital T naned _ ’
financial activities of a company » liabilities and capital. Financial statements are written reporis of

. . : » Which report
particular period of time and iis fin

and communicate the results of business operations for a
financial information to the v

" ancial position at the end of that period. A firm communicates

AMOUS us ike owners  ored; '

government and society, The ﬂ‘n'mcl'b lubfrs like owners, creditors, managers, employees, customers,
. ancial statement generally i ;

and Cash Flow Statement. nt generally includes Balance Sheet, Income Statement,

Role of Financial Sta ents: - Fi ; . '
financial performance gefme:ts- —Fmancml'statements are important for analyzing and understanding the
a firm. They present the detailed information about assets, liability, incomes and

expenses and play an important role in decisi i i
_ decision-making process of the firm. The main role of nci
statement is mentioned below: ; ' majf folg ofithe fiancial

It }?I‘OV.ldE:S reliable financial information about economic resource and liabilities of the firm,
which is helpful for decision making.

Financial statements provide reliable information about changes in net resources or net worth of
the business firm.

It provides financial information that assists in estimating future financial activities and preparing
future financial plans and policy. - :
It shows the financial performance of the firm and efficiency of the management. Therefore,

shareholders, creditors and other stakeholders can evaluate the firm and can make an idea about
the firm.

Balance Sheet:-The Balance sheet is the statement of the firm’s assels or resources and owner’s equity
and liabilities or debt. It is also called the statement of the financial position because it shows the financial
position of the firm on a certain date. The balance sheet communicates information about the assets,
liabilities and owner’s equity for a business firm as on a specific date.

Income Statement:-A statement which finally provides net income after deducting all costs from sales
revenue is called income statement. All the exXpenses and incomes of an accounting period are covered by
the income statement. It serves as the measure of the earning capacity, potential of the firm and the firm’s

profitability.

Cash Flow Statement:-The cash flow statement is a slatemfent prepared to.show the' sources and uses of

cash and equivalent on the basis of balance sheet.mformat-lon of two perxocl§ and income statement of
current period. In other words cash flow §tatement is the st'meme-nt of the cas‘h‘ mﬂow‘ an(? outflow, which
Mﬁgﬂﬂ———wb- It assnwsts th.e users of financial st'alemenL: m' malkmg judgment on the
amount, timing and degree of certainty of th'e'tuture cash ﬂo.ws. IF gives ai1 indication of the relationship
between proﬁtability and cash-generating ability and the quality of the profit earned.

Modifying financial data for managerial decision (Further adjustment of accounting information or
some changes in balance sheet and income statement data for managerial decision):

Some changes on the data of financial statement prepared by the accountant seems better for managerial
prospective to take correct and elficient decision in the company. Managers like to know the position of
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the financial statements. S,

avided bY _
prov nls. Some changes on the

. 1 are not
hich aré | | stateme

P w . .
g cash flows of financt

. ratil ,
cash flows, free cash flows, operd ed on the data

. Are CEC
ifications are ¢
some changes or modifi | - 1 |
. 5 cas ows and outllows i
income statement data are as follows: - company's cash infl ‘ ]
he difference petweeh ¢ he sum of cash flow
o the

‘alents. I 1S
N w uivalents.
et cash flow:-Net cash flow refers ‘] change in cash and cash e? s Companies expand, develop new
i i i as the € ) .ol that help:
a given period. It is also knox;n ¢ ing qctivities. 1t1S the fuel tha he firm or the value of the common
ing, i i ancing ¢
from operating, investing and f1I

; e of t :
dividend or reduce debl [he value 0 “the firm’s assets. Net cash
products, buy back stock, pay diV!

t ise of
merated by the t B .
w generat -ash flow = Net income +
. .nd on the cash f1o < or Net cash
e depul1d Ovénues + Non cash expenses O N
. e
flow = Net income — Non cash |

iati ortization. . .
Depreciation and am (o operating assels and non operating assets,
nto

operation of the business. Operating assets
) ; : ssels necessary to operate the
. ities. receivable, inventories and ﬂ).ed‘a ) ation of
includes cash, marketable securtlies which are not used for day to day opere 1€
5

. - are thos el : >

i rating assets arc those ass g = level required tor normal
business. Non ope : y - .1sh and marketable securities dbOVGMt]]LVIe\:I“F%CI e b
business. Non operating assets include cash and ! e B A T S R S

- o BUEIEE e e
. . ' HE MR PR I f0)) |lI1UI',C use. — =S SR T
operations. investments in subsidiaries, Llrl(i_helg fo e S o T B S5
T £R T Aey ofcveding Aaety AR P [
£ .

Operating working capital and net operating working capi.talz - Gc"neraIly._f);oe‘ratlll‘w?erI I\mi;:tapllal
considers value of current assets while net operating working capital cox‘m( ers 'c1' erellme wc?e|1
operatiﬁg current assets and operating current liabilitics. Operating assets are hmhe?r dl\/ldeq into working
capital and fixed assets such as plant and equipment. Those current assets used in operatlo.n are called
operating working capital and operating working capital less accounts payable and accruals is called nel
operating working capital. Net operating working capital is the working capital acquired with investor
supplied funds. Total operating capital is the sum of net operating working capital and net fixed assets.
Operating working capital = Value of current assets (i.e. cash and marketable securities+ receivable

inventories). Net operating working capital = operating current assets — Noninterest bearing current
liabilities (i.e. account payable+ accruals).  Svavri, “EFown S TSR TR AL Uk ¢ (oot
. M) Bl optveXine  wveima Coaifed  SITRTE\
. . X o
Total operating capital: - Total operating capital is the
Total operating capital = Net operating w orking capit

-The total assets can be divided 1

Operating Assets: h are used for day 1o day

Operating assets are those assets whic

sum of net operating capital and net fixed assets.
al + Net fixed capital,

Net Operating Profit after Tax (NO]’AT):- The profit gener
without holding non-operating assets is called ne ope
reflect the true performance of 4 company’s ope
employees. A better measurement [or com

. ated by a firm without the use of debt and

rat ofit after tgy i

" INg profit after tax, No mcome does not always

ratioj - Pap: ..

A Ws’m the effectiveness of its managers and

taxes, which is the amount of profy a company wohuli Laer s performance et operaling profit after

- - d generate jt -

assets. = VOUTan AT It DL ¢ '
sets. NOPAT = EBIT (1.T), ’Q_m TR R v\l_]ad no (If\bland held no non-operating

Fres BV G e, AN titue, = — EA """7““;_‘ ‘eawn Gy ST
ree Cash Flow (FCF)._ Free cash flow | Reusa i Z AN E A Vet ) Loy Tol

: oW s es‘Ta‘hal“Hg; . S YO ATy L -

Operating expenses. It is availab|c ¢ ash after paying

fhwdend, interest, to repurchase ors, lenders a

Investment in operating capita| = OPAT . N

for work;j ng

ash (0 pay for credit I
nd

capital, fixed assets and
e stock ete. FOF = ) A shareholders. FCF i used to pay
N g Contud - W_K“Lz::ilweraling Ca&)im - Begim:.i:]:,“gef[_m@‘ in operating capital. Nt
IO ) S s =5 j‘“\nﬂm} Ty Perating Capital,

ST JFT’{.;_ 'ffﬁ‘:gﬁn : TR m\‘?"TEN?TE . jfmmra,—& T I

r"»;ij\'g;
‘—3(! ~
oo\ . (S

the
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ference between market value of
d on shareholders equity in the
n stock (i.e. No of shares X

Ma.rket Value Added (MVA):- Market value added to equity is the dif
equity and book value of equity. MVA represents that it is the value adde
market due to the managerial efficiency. MVA = Market value of commo
MPS) — Shareholder’s equity.

Economi'c Value Added (EVA)- Economic value added is increased in value of equity due to the
increase in profitability of the company. Economic value represents the working efficiency of the
management during the specified period of time. It is the difference between nel operating profit after tax
and after tax cost of operating capital in amount. EVA = Net operating profit alter lax (NOPAT) — Rupees

after tai'gwc’)s't{_ot opgr_atmg“capital (i.e. Total operating capital x after tax cosl of capital). _ - oL
NniEgT e BERAIATS STH Mg EhS M) TEA WA -'-g'\'e.f" TANVEAL pern! A JW w2y p i .-

ng various items of financial statement ~
al analysis refers t0 assessment or
asic strength and weakness of a
mechanisms for financial

Financial Analysis: - Financial analysis is the process ofranalyzi
of a firm to ensure its comparative strengths and weaknesses. Financi
evaluation of financial activities and mapping the results to point out b
firm. Every enterprise makes cffective planning und establishes control
activities. The tools like common size statement and ratio analysis help to explain the current Of existing
strength and weakness of a firm. The strength must be understood if it is 1o be used to some advantage
and the weakness must be understood if a corrective action is to be (aken. Internally, the financial
managers use the information provided by financial analysis to help to take financing and investment
decisions. Externally the shareholders and the creditors use financial analysis to evaluate the

attractiveness of the firm.

Ratio Analysis: - The relationship between two accounting ligures expressed mathematically is known as

ratio. Analysis of the relationship between various items of financial statements is called financial ratio
analysis which helps to summarize the large quantity ol financial data and to make qualitative judgments
about the firm’s financial performance. It reflects the quantitative relationship and helps the manager for

qualitative judgments.

Types of Ratios
s: - Liquidity ratio measures the lirm’s ability to meet its short-lerm obligation when

1. Liquidity Ratio
the short-term solvency positions for the payment ol short-term liabilities. The

they become due. [t tests
commonly used liquidity ratios are current ratio, quick ratio and cash ratio ete.

_ Assels management ratios are employed to evaluale the efficiency with
which the firm manages and utilizes its assets. This ratios are also known as turnover ratios or activity
ratios or management efficiency ratios or performance ratios because they indicate the speed with which
being converted or turned over into salcs or how efficiently the firm’s assets are being utilized
management ratios arc inventory turnover ratio, receivable turnover ratioh
assels turnover ratio. lotal assets wrnover ratio ele. '

2. Assets Management Ratios:

assets arc
The commonly used assets
average collection period, fixed
_ Debt management rul-io.n?easmes the extent to which the firm is usi
age an the dearee of safety atforded 1o creditors. It also measur -
jirm. These ratios indicate the funds provided by uwnexrﬁ (sl‘la:‘éll\l:)(ifi(:lllk;
A , N

3. Debt Management Ratios:
debt financing or financing lever

olvency position of the

long term s dl e 11t LY
the firm asscts and how far the firmyis able to satisfy shar
satushy sharcholders and credi
: creditors.

and creditors Lo finance
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i al debt to total capjyy]
C squity ratio. total ¢
Th ly used debt management ratios are debt ratio, LIC["'LL]LI”‘I)I“I "

€ commonly use g : il sl
-age ralio, equily mu
ratio, time interest earned ratio, fixed charge coverage ratio, equit) e, g
“earning in relation ales. ass

4. Profitability Ratios: - profitability ratios are measurement of eall.m;g'lm S —
capital used, [y indicates overall perlormance of the [irm. These Mtll.ll)‘l-s‘ Chose ratios 16 oufcome ¢
management prospective, sharcholders. creditors and other stfllicllso thc;c s aro final Matsoremen

- erial efficiencies. S0, (hese rtios ‘ o ‘
assets management, debt management and managurmindil.c'! . e .yt i, Bross: o
of business performance. The commonly used prolitability ratios ¢

L sels, return on equity etc.
i . . S ot -eturn on assets, |
margin, operating profit margin, basic earning power ratio, re

A ]
. Crati at relates the firm’s stock
S. Market Value Ratios:-The market value ratio represents a group of latlos'th;mﬁ;n of what investon,
price to its earning and book value. This ratio also gives the management an indicati dicate a favorab|
' . j er ratios indicate a fav e
think about the firm’s past performance and future prospects. If other 'l iy .
oo - Lo . : k price also will be high. The commonly
condition, then its market value ratio will be high and its stock p :
used market value ratjos are price-earnings ratio, market to book value ratio etc.

Du Pont Identity (Du Pont System or Du Pont Chart or Du Pont Equ'ation):frhe Du P(?nt char.t is
developed by managers of Du Pon Corporation of USA to shows the relation among the varjous ratu.)s.
The Du Pont chart represents the summary of ratios. It is used to show the cffect on return on equity
(ROE) if the firm change its any-account of balance sheel as well as items of income statement. It is
designed to show how the profit margin on sales, the assets turnover ratio, and the use of debt interact (o
determine the rate of return o equity. The firm’s management can use the Du Pont system o analyze
ways of improving performance. ROA = Net profit margin X Total assels turnover ratio. ROE = ROA x
Equity multiplier or ROE = Net prolit margin > Total assets turnover x Equity multiplier,

Use of Financial Ratios:-The financial ratios show perform

ratios provide strength and weakness of firm in relation (o short term solvency, assels Mmanagement, debt

Management and profitability. It js helpful for company, shareholders, bondholders ang other stakeholders
for knowing performance of the company.

ance of company in different periods. These

Financial ratios are important to company for doing financia] pl
analysis is useful to shareholders 10 know earning and we
credit(.)rs are al.?o interested to kpoy interest and [oan payment capacity of the fi; fith ¢ Ib of
financial ana!ysns. Government is 4)sq, interested [ linancial analysgig of different o o '“' !H [he~ o
sucrfess or fallure of any orga.nizmion affects severg public or par.ties. Financial q L'O|n,]'?dl?lezs b?u_luse tl‘w-
ven-lcal and horlzon.tal analysis, \{erticuf analysis is evaluation ol'l"manciq| ‘ .c - }Sl§ ° ]m-POHam'lOl
.perlod where as horizonta| analysis is evaluation ofpcrl‘urmance e o pe !Ulmmme ) particular time
" @S0 useful (o evalyare performance: of siny), companyy andl:llsl;)dus t(;‘pem)d&

. . . |l o
" VEI® company with ndustry. J-or example, we cqp make comp o e

banking Industry. So, it is usetul in many: aSPects and parjeg

anning and controlling process, The
alth position of “Ompany. Bondholders and

The tinancial analysis
| valuate performance of
anson belweey particular bank and
Limitation of Ratio Analysis: . R

! chnique
are certajn proble
gare the limit

o evalugte the financial
ms in Using r

) atio analysis. The
athHS O]‘rﬂ[io

analysijs;
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. Lack ol comparison standard: - The rat; , .
1 dard: - The ratio analysis has not perfect standard in many ratios to make

comparison. In this way it is diffic . . make
p g hicult to whether the ratio is strong or weak. For example, if debt ratio 43

-cent we cannot say it is b v
perce y Ctter or worse becaus : i ‘ di

. use the lev o leter od according t ¢ and
business of a company. ¢ level of debt is determined according to natur

2. Variation in interpretatio
P n (Depends upon personal attitude):- it is difficult to generalize about

whether a particular ratio is good or , . s
e which g 1_ or bad. For example u high current ratio may indicate a strong liquidity
position, which is good or excessive cash, which is bad

3. Change in Price Level: - Ratios are ¢ , . L )
o ealculafing rafcs k.auos are calculated from the information given in the financial statements.
» Making comparison, price level change in market is not considered. The book

lue of assets and liabiliti - . )
va é . labilities shown in the financial siatement may be more or less than the market price.
Such factors affect the usefulness of the ratios.

. Change in -Ratio analvsi . . : . .
4. C | &€ Technology:-Ratio analvsis does not consider the impact of technological changes.
7 y ~ H . . .
Te.chno ogical c-hanges keeps value for change-in-performance of company. In the case of two companies
doing .same business also has different performance. So. we cannot make comparison on the basis of ratio
analysis.

5. Not Indicator of Future (Lack of Future Information):-Ratio analysis is done on the basis of past
data’s and planning is done according to past performance but in real future may differ from our
prediction.

6. Seasonal Change:-If ratio analysis is done on the basis of higher selling season, financial statements it
will produce better performance and i it is done on lower selling season financial statement it will
produce poor performance. So. it does not provide clear picture of performance any time.

7. Situation of the Firms

8. Window Dressing

9. Conceptual Diversity

10. Ighores Qualitative Aspects

11. Based on Historical Information

_A simple method of comparing the financial performance of a firm with

other firms is a common size statement. The size of investment and transactions may be different in

different firm, so the size of financial statements will be different or incomparable. Similarly, the size of
3

the transactions of the same firm may be different over different periods, so the financial statement will be
make a financial statement comparable, different size financial statement is brought to

Common Size Statements:

incomparable. To
the common size.

tatement is the [inancial statement in which the financial items are presented in

Common size financial s ] ‘ |
balance sheet accounts and income statement items are

percentages. In common size statement

in percentage. All balance sheel accounts St 1o 1
statement items are presented as d pc‘lCLn[age of sales. Sc¢ assumed 1o be common base Ctlllal 10 100.

. b ‘ expressed
are presented as a pereentage of Lotal assets and all income
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| to 100. Common size financial
q :
<

u X1
mmon base €d d future analysis.

i to be ¢co i R
for income statement and total assets is assumed " the items which nee

ignifi o0in
statement helps to highlight the significant facs and p e
)= Individual item of inco

ance sheet / Total assets

atement / Total Sales

Percentage of Income statement items (individually .

ivi = Individual amount of b4
Percentage of Balance sheet items (individually) = Individua |
Interest Rates and Taxes

Unit 2.Financial Environment: Markets, Institutions, N
cial markets financial institutions,
ancid i S,

slaaneial, prasket: nangial EnvipnS o - O'J flll market where financial securities like stocks

. . ices. Financial market 15 (he maé i . The U-ading of

instruments and financial services. FFinanci ’ - Lot markel prices.

a':d bonds and commodities like valuable metals are exchanged al eﬁtcl"ﬂ’?} /ers lfmd sellers or by the
. , A [ E

stocks and bonds in the financial market can take place directly betwtf'!ﬂ :I)Fimncial markets exist in
. .t 3

di f stock exchange. Financial markets can be domestic o international.
medium of s .

. - i ial servic gether.
order to bring buyer and seller of securities and financial services 10g

. . i rough which flows of
Financial market performs two important functions. First, they are the channe‘ls IthF]b SRR
savings are allocated to investment, They provide a varicty of financial assets for those who :

i i “forms i i i ose
for those who wish to raise funds for investments they provide a vanetyvof 1""01th in which tol_]]-dlse t'h-
funds. Second, financial markets establish a pricing mechanism for financial assets and this pricing

mechanism plays a most important role in allocating saving to investment.

In short, markets where short-term and long-term transactions of capital are done known as financial
markets. In such a market shares. bond and debentures. negotiable instruments, promissory notes are.
traded. It is the market where borrowers and lenders meet and fulfill their reguirements,

Functions of Financial Markets:

I To promote economic growth and development
2. Mobilization of saving

3. Financial intermediates

4. To provide liquidity to the financial instruments
>- To provide financial assistance
&< To develop security market

7. Employment creation

Types of Financial Market:

There are many ways to classify financial m
money and capital market. Anothe
market and secondary market, The

arkets. One way is the ypes ol

rway is the types of security traded and fip,
main financial market can b

aturity period such s

poedy ancial claim sych g primary
€ classified g5 follows: -

l.Pri.m.ary market:-Primary market i
Securtties. All proceeds from th
the services of investment b
secuxtities in the market. The n,
NEW Investments i building,

et is the market jp, which
€ I5sue in this marke £o |
ankers and Securities
ain funetion of the prin
€quipment gng stock of

Corporation ryjge

W capital by jsay;
icary! £ IS5U S\
0 issuing corporation Y 185Uing ney

calers. They aggier - ”,1@ orporation could take
ary marke, -'[cssm UG corporations selling
LIS 10 make (e ; =

[§ { . e
CEsSAY goods Nhancia| capitul 1o make
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7 Secondary Market: - Markets i '
jvestor are called secondary m |Il Wh-Kh existing and already outstanding securities are traded among
arke COOTIr oo .

cecondary market, Secondary m'(\ 1-11“ L-Swu”““" once purchased through primary market are traded in

secondar) markets, and the |')r<)~‘-| Tl-m the base for primary market. The original issuer has no role in

it p:u]c § from securitics transactions do not go to the issuer. Tts main functiof
. > purchasers of securities. Nepal Stock Ex E) | | |

o ties. Nepal Stock Exchange (NEPSE) is an example o

Money Market:- v raarlal 1o n .
1301’\/: 1hz\l)1]'(>ne yc:\r l::]ol?:(}; CI(II].(‘;:“|:1:',|?SI1 llwancml market jn wh'ich financial assets with term to maturity of
fonds to run the business. In other e .18 short-term hnfqncnal assets are issued to raise the short-term
. ) T . other words, money market is the types of market, which include the short-
term, l‘u'gh‘ liquid and low-risk securities, Treasury bills, commercial paper and certificate of deposit etc.
are the instruments of money markel. These moncy market instruments are actively traded in primary as
WC‘! as secondary market. The main function of the money market is to provide short-term loans to the
business, to the government and loan to households.

4.Capital Market:-Financial market in which financial assets with a term to maturity of more than one

year are traded is known as capital market. It is the types of market, which facilities transaction of long-
term, low liquid and high risk securitics. All long-term securities issued by corporation and government
such as common stock, preferred stock. corporate bonds, government bonds, are the instruments of’ capital
market. These capital market instruments are also traded in both primary as well as secondary market.
as liquid as money market instruments because of longer maturity.

Capital market instruments are not
adds to (he liquidity of these instruments.

However, the existence of secondary market

Organized Stock Exchanges:-Orgnnized stock exchanges are the physical locations where the securities
are traded under some established rules and regulation. It is one of the important secondary markets
where the investors buy and sell the securities between themselves. Organized stock exchanges facilitate
the trading of securities, which are listed in it Nepal Stock Exchange (NEPSE), New York Stock

Exchange Tokyo Stock Exchange. London Stock Exchange elc. are the organized stock market. The
organized stock market of Nepal is Nepal Stock Exchange (NEPSE).

TC Market):-The market where the securities of companies not listed in
re traded is called over the counter market. Since transactions are made
rsonal or curb market. The transaction of such securities

‘Over the Counter Market (O

the organized stock exchange d

informally, these markets are also known as Impe
is made by intermediaries and authorized dealers. -
rities by means of telephone or fax. They set up the price of

: el the secu
authorized dealer tO buy and se ) —-— . .
securities. National Association of Security Dealer (NASD) and the Over the Counter Exchange India

(OTCEI) are the examples of OTC market
Je prices paid 10 (he obtained borrowed capital. Interest is the cost

hen they used debt capital. From the view point of suppliers
users. Therefore, interest is both a cost and revenue i£

The customers may order the intermediary and

Level of Interest Raté: - Interest 15 l:j» P
incurred by demanders (users) ol funcs

i ed to
i : n money 15 joan
interest is the revenues whe o f i orovider expects hi )
: are Jlier ol funds. Loan provider expects higher interest where
just depends on whether W€ st where

a userora sup| .
as loan taker expects lower interest. In free market C(])ndltIOﬂ, ILVC:S ol interest rates are regulated by the
s loan ta - nds, Interest rate change AT
interaction between demand for and supply of funds. 1t ate changes over time due to the supply and
actio .
- > 3 35S
Sviand ol funds, inflation rate. busines

risks.

cycle. trade defielt budget deficit, monetary policy and variot
IS
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rimarily the financial
. chase primarily
against themselves for cash and use the proceeds from this issuance to PUfss o puovemnwm which is
assets of others. They help in generating the saving from people, busine islsue;Of securities and the
supplied to the user of funds, They also work as the intermediaries between

investing public.

T - ial inte iaries or institutions.
Types of Financial Intermediaries: - There are many types ol financial mturn?ed’1 R
H H 1 - o
Some involve in depository type of transaction whereas other involve in forming a p tm

o . ~ . . .. . . . " -~ £ S
portfolio. Some major types of financial intermediaries or institutions are as follow

a. Depository Institutions: - Depository institutions are financial intermediaries t{lat accept the
deposit from individual and other institutions and make the loans to meet the crec.ht needs of{he-
different types of users or purchasing other debt instrument such as T reasury bl”.S. The major
types of depository institutions are Commercial banks, Development banks, saving and loan
associati ons, saving and credit co-operatives and finance companies.

b. Non Depository Institutions: - Non de

Taxes:

(g bﬂ m N .
Corpora;e Tax: - A tax that must be paid by a corporation based on the amount of profit generated js
called corporate tax. A levy paced on the profit of a firm, with dj fterent rates used for different level of
profit. It is tax against profit earned by businesses during a given taxable period.

Marginal Tax: - The amount of tax paid on an additional rupee of income is called marginal tax. The
marginal tax rate for an individyal will increase as income rises. This method of taxation aims to fairly 1ax

individuals based upon their earnings. With low income earners being taxed a lower rate than higher
income earners.

Average Tax: - The total amount of taxes paid by an individual of business divided by taxable income s
called average tax rate, This rate will vary based op the amount of income received during the taxable
period. Average Tax Rate = Total Tax/Total Taxable Income -

;%Azi‘.

Gy
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‘/ Determinants of Market Interest Raute:
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The real risk free rate of interest (K*)The rezd sk
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Nominal risk free rate of interest (Kag):- 1 norming sk fres rme of itmen s Se wd

the

- r the . - -~ P " “ g % <
the interest charged by the supplier of funds 2 224 by Y users of furdis G 1l re of e
e I 2 - . ’ - a2 % -
jor adjusted for expected average inflation over the 1% of 5o oy, The norniedl e of it (Kai) s
- - -3 . 4 . - o am - .
. simpli* equal with real rate of interest (K ) plus expesied zversge premiven for inflation (19). Kaz X745
< = -

P

Inflation Premium (IP):- Inflation premium is 2 premium for sxpmasd infinion oot oo
10t real risk free rate of return. Inflation reduces the purdhasing power of morey 26 Ve 124
et investment. Thercfore, investors require more remum (or High interesty itz s poon
inflation. Inflation Premium (IP) = Ii~Jz-.  }/n

Ii =inflation rate in year |
is ]2=inﬂaiion rate in year 2

n= Time period

1% borrower. It is 2 kind of urceniainty. So, higher Te Mai‘“% = s

is the difference between quoted imerest =z 00 2 :r- ol d:fi c' ,r)::,: \f,:.' i with s
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