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FOREWORD

Financial Management is critical to the succes of any organization. It is all the more so in the case of business 
organizations, since almost all decisions taken have financial implications. It becomes, therefore, imperative 
for all executives in a business organization to acquire a fairly good knowledge of the fundamental principles 
of financial management and control.

Several books by Indian and foreign authors on the subject are available in the market. However, not all 
of them are reader-friendly. Dr. Satish B. Mathur’s ‘Financial Management : Theory and Practice’ is 
an exception. It is written in a conversational style. The narrative is lucid. Difficult and complex topics like 
analysis and interpretation of financial statements, management and control of working capital, classification 
and control of costs and cost-volume-profit analysis are presented in a manner that readers may go through 
them with ease and sustained interest. In writing the book, the author has brought to bear on it his personal 
experience as a senior executive with the State Bank of India for almost three decades. As a senior faculty at 
the Indian Institute of Management, Lucknow, he knows what the requirements of students are.

I congratulate Dr. Mathur on his endeavour to produce a book covering the basic and essential aspects of 
financial management and control. I am sure that the book will be widely used by students and faculty in 
academic institutions as well as practising executives in industry and financial institutions.

(C. Rangarajan)





My friends, colleagues and well-wishers, in banks, industries and academia, and the top and senior executives 
of banks and industries, participating in my Management Development Programmes (MDPs), and the PGP 
students at the Indian Institute of Management, Lucknow, have been persuading me, to venture into writing 
a comprehensive book on ‘Financial Management’, in the Indian context and conditions, citing suitable 
illustrative live cases and examples, drawn from Indian experiences. They were, perhaps, thinking that, with 
my vast and varied experience as a professional banker with the State Bank of India for around three decades, 
in several senior positions, I may be able to do full justice to the subject. 

In fact, their such a high opinion of, and expectation from me, had been more a deterrent, rather than 
a facilitating factor, in my daring to take up such a demanding endeavour on my part.  Besides, my varied 
experience and widespread knowledge in the area had made me feel that the task was rather too stupendous, 
difficult and demanding, even to make a humble beginning in this direction.  But then, it took me long precious 
time to realise that howsoever long and difficult a journey may be, it can be completed only after taking the first 
step; that is, when a small beginning is made.  Thus, the hard and hefty, concerted and concentrated efforts, 
made in the right direction, and in right earnest, have made it possible for me to place the book, my humble 
work, before you.

A book, like one’s own baby, is invariably the most beloved and beautiful one to its author.  But then, the 
real judges are, definitely and decidedly, the readers themselves.  And, if they would think that the book has 
presented the difficult and dull subject like ‘Financial Management’ in a quite easy-to-understand, interesting 
and entertaining manner, I would think that my sincere endeavour was worth the effort.  And, if the readers, 
the students (of B.Com. and M.Com., MBA and PGP, degrees and diplomas), the Chartered Accountants, the 
professional and practising bankers and industrialists, experience that, while reading the book, they tend 
to feel as if the author had personally been talking to them, instead, on a one-to-one basis, I would sincerely 
thank them all, and think that my sincere and strenuous efforts have been amply rewarded. I sincerely feel 
that even the practising professionals of commercial banks and industries may find the book quite relevant for 
reference and refreshing purposes.  

A summary, containing the essence of each Chapter at its end, may be found very useful and handy for the 
students at the time of their examination.  Even the Professors, teaching the subject, may find the synopsis 
immensely useful for preparing the required transparencies or slides on Power-Point Software, for use in 
their lecture sessions. I earnestly solicit valuable suggestions from my worthy readers, for bringing in further 
improvements in the next edition of the book.

Satish B. Mathur

PREFACE





At the very outset, I must thank my friends and colleagues in banks and academia, and the top and senior 
executives of industries and banks, who participated in my Management Development Programmes (MDPs), 
and the PGP students at the Indian Institute of Management, Lucknow, for their persistent persuasion and 
encouragement, which made it possible for me to write the book on the subject.

I am immensely grateful to Meera Mathur, my wife, for her self-less sacrifice and support, and valuable 
views, from time to time.  My hearty gratitude is due to my lovely dear daughters – Archana Mathur and 
Kartika Mathur, for their free and frank opinion, and constructive suggestions, which have gone a long way 
in making the book so very reader-friendly, lucid and easy-to-understand, even by non-experts and non-finance 
executives, in the business and industry. I am greatful to the publisher for timely publication this book.

Satish B. Mathur
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Financial Management and Control: 
An Overview

The value of idea lies in the using of it.
– Thomas A Edison

Managers have traditionally developed the skills 
in finance, planning, marketing and production 
techniques. Too often their relationship with their 
people have been assigned a secondary role. This 
is too important a subject not to receive first line 
attention.

– William Hewlett

Chapter 1
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
	 • The gradual evolution of Financial Management as a distinct discipline
	 • The various facets of Financial Management, viz. man, money, materials, marketing and moments (time) – 

referred to as the Six Ms
	 • The three vital functions of financial management, viz.
 (i) Investment decisions
 (ii) Financing decisions
 (iii) Divided decisions
	 • 	The roles and responsibilities of internal auditors
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INTRODUCTION

In the present business scenario, characterized by globalization, deregulation and fierce competition, finance 
functions have, of late, assumed great importance. The fluctuating exchange rates, and volatile rates of interest, 
have made the fund-raising exercise and ensuring their effective utilization, as the major factors affecting 
corporate growth and development. Thus, all the executives, operating in today’s competitive global economy, 
are required to effectively manage costs in the entire range of areas, ranging from production and quality control 
to maintenance and marketing. The growing requirements of financial reporting have placed new demands 
on both the finance and non-finance executives, alike. The implications of such changed environments must, 
therefore, be well understood and, more importantly, managed at all the levels, and across all functions in 
the organization. Further, it has become all the more important for non-finance executives to have at least a 
working knowledge of finance functions, so as to appreciate the financial implications of their decisions.

Accordingly, this book has been designed to provide the concepts and techniques in the major areas of finance, 
to enable the executives to objectively evaluate the alternative courses of action, and to take optimal decisions 
in all the areas, fully appreciating and weighing the financial implications.

FACETS OF FINANCIAL MANAGEMENT

Financial management primarily aims at maximizing the shareholders’ wealth, by way of maximizing the market 
value of a company’s equity shares in the stock markets. This can be achieved through efficient and effective 
handling of the various facets of management, which are referred to as the Six Ms of Financial Management, 
discussed hereafter:
 • Men
 • Materials
 • Money
 • Marketing
 • Machines

Men (Managing Men and Women)
If we trifurcate the term ‘management’, we may get manage – men – t (‘t’ standing for techniques). Thus, the 
essence of management in all the ventures would essentially boil down to the various techniques of managing 
men and women. As we all know, we work through and with people in all the activities. Thus, men and women 
are invariably at work or behind it, in all the business activities. Accordingly, managing people seems to be 
the most ticklish task, involving, inter alia, motivating and leading people to do their best and beyond. This 
is so because, only such people who do things well beyond their assigned tasks, roles and requirements, get 
noticed and achieve recognition.

Further, managing machines and materials is more technical in nature than emotional, and hence, far too 
easier and simpler. But then, inasmuch as people have feelings and emotions, you may force them to work, but 
you can never force them to work well. They can, instead, be motivated and led well to work well, so that they 
may prefer to work, and work well at that, not because they ‘have to’, but because they ‘love to’. Therefore, it 
will augur well if both the finance and non-finance executives learn the art and skill of managing, motivating 
and leading their people to give in better than their best. That is why, in my considered opinion, based upon 
my personal experience as a senior executive with the State Bank of India for over twenty-seven years, the 
first ‘M’ (Managing People) is undoubtedly of utmost and foremost importance.*

*For a detailed discussion on the art and skill, tact and techniques, of managing people, please refer to Dr Satish B. Mathur’s,
The A to Z of Strategic Sutras, Rupa & Co., New Delhi, 2006; Mentoring Mantras for Indian Managers, Matrix Publishers, 
New Delhi, 2010; and Principles of Effective Management – The Indian Experience, Himalaya Publishing House, Mumbai, 
2010.
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Money (Managing Cash)
Right from commencing upon and for running any business venture, we require funds and financial resources 
to acquire materials and machines for the onset and continuity of manufacturing activities. Besides raising 
funds (both short-term and long-term) at the cheapest possible rates, it is imperative to allocate them to the 
various business activities in the most judicious and prudent manner, so as to achieve optimal results, and to 
maximize profit. With this end in view, such allocations have to be reviewed periodically, so as to reallocate 
these funds from some not-so-economical activities to some more profitable ones. These aspects have been 
examined in detail in Chapter 11 on ‘Cash Management’.

Machines (Managing Fixed Assets)
After raising funds, the manufacturing company will require to purchase plants and machinery, furniture 
and fixtures and such other items of fixed assets. These aspects have been discussed in Chapter 29 on Capital 
Budgeting (Capital Investment Decisions).

Materials (Managing Inventories)
After the installation of plant and machinery and other requisites, the manufacturer has to procure raw materials 
and other inputs for the commencement of the manufacturing activities, culminating in the production of finished 
goods, ready for sale. The management of inventories (i.e. raw materials, work-in-progress and finished goods) 
has been discussed in Chapter 13 on ‘Inventory Management’.

Marketing (Managing Sundry Debtors)
After production of the finished goods, which are now ready for sale, it is time for the actual sale, and that 
too, mostly on credit terms. This transaction is based on the terms and conditions matching with the market 
trend prevailing at the material time, unless, of course, the company is fortunate enough to remain in the 
seller’s market. But then, the value of the goods sold on credit has got to be realized – sooner the better – so 
as to generate resources quickly and keep the incidence of bad debts at the minimal level. These aspects have 
been discussed in Chapter 12 on ‘Credit Management’ (also known as Sundry Debtors or Bills Receivable or 
Accounts Receivable).

Moments (Managing Time)
The adage ‘Time is Money’ is more relevant in finance-related matters. In the area of project management, 
timely completion is of essence, as time overruns also involve cost overruns, as also upward revision of cost 
estimates therewith. Similarly, stocking of raw materials in significantly larger quantity than the optimal level 
of consumption per day, involves avoidable inventory carrying costs.

The same is the case with sundry debtors, i.e. unless the collection machinery and monitoring system of 
sundry debtors are streamlined and strengthened, faster realization of the sale proceeds of the credit sales 
cannot be ensured, whereby a substantial sum of money may remain blocked in sundry debtors, involving loss 
of interest and opportunity cost.

HISTORICAL PERSPECTIVE

In the good old days, finance was not treated as a separate and independent branch of study. It was, instead, 
an integral part of the faculty of economics. But then, with the advent of the industrial revolution and the 
emergence of organizations like limited liability companies, enabling huge investments in the installation of the 
required plant and machinery for mass production, as also the much needed higher level of stocks of inventories 
(i.e.  raw materials, work-in-progress and finished goods), the study of financial management became increasingly 
intense and complex, necessitating refined and improved tools and techniques, with a view to ensuring optimal 
results and the productivity and the financial gains that go therewith.
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Since those times, and due to such growing needs, the faculty and discipline of finance has been ever growing 
and ever broadening, both intensively and extensively. It is naturally so, inasmuch as finance is the most 
essential and important requirement for any economic and business activity, for production and profitability, 
and, above all, for organizational development and growth, all round, and in all ways. Therefore, the imperative 
need of an efficient and effective management and control of finance, and accordingly, the basic knowledge of the 
essentials of financial management, along with an overview of finance functions, can hardly be overemphasized.

During the entire process of the evolution and emergence of the role and responsibility of the finance functions 
and the finance functionaries, there has been a marked shift from involving just the ‘routine jobs’ to the ‘real roles’. 
There has been a paradigm shift in the dimension and direction of the finance people, from the role of a record 
keeper of the various items of income and expenditure, dues and realizations, to the more important mantle of 
management and control of the corporate finance, ranging from raising of funds to computing an optimal mix 
thereof; from planning and budgeting to monitoring and control; of current assets as also of current liabilities; 
of fixed assets as also of long-term sources of funds; from capital budgeting to the allocation and reallocation of 
funds; from less economic to more productive and profitable avenues; and so on. All factors considered, we can 
assert that the finance functions and the functionaries have ever since been undergoing a sea change – from 
an ‘Accountant’ to a full-fledged ‘Finance Manager and Controller’, in a wider and broader sense of the term.

DEEP DEPRESSION OF THE 1930s

Besides the technological development and industrial growth that require more and more funds and, accordingly, 
effective management and control thereof, the deep economic depression of the 1930s has made the role and 
responsibility of the finance managers even more enormous and onerous, all comprehensive and all encompassing. 
The governments of the various countries across the globe could not afford to be silent spectators any more, as 
the economic instability could, in effect, snowball into political instability and the resultant chaos and failure 
of all the systems of the respective governments.

Accordingly, governments enacted suitable laws and rules, making the management and control of finance 
functions even more strict and streamlined. Besides, it had now become all the more imperative and crucial 
even for the survival of the industrial units to manage their individual affairs in a much more professional 
and proficient manner, so as to reinforce and restore the fading and falling confidence and faith of the present 
shareholders and the prospective investors. In a crisis situation of the depression in the economy, it had become 
a question of life and death for all the surviving industrial units – a virtual struggle for life and the survival 
of the fittest.

Effective financial management and control has, thus, become all the more significant for any future growth 
and development, inasmuch as no one would like to invest any fund in the shares of a sagging and decaying 
organization. Therefore, all the companies have begun to work hard in the direction of evolving better financial 
tools and techniques, and streamlining the systems and procedures of monitoring and follow-up plan, corrective 
steps and remedial actions.

FINANCIAL MANAGEMENT AS A DISTINCT DISCIPLINE

With the felt need for effective financial management and control by all the companies, coupled with the 
government regulation and control, with a view to restoring the much-needed confidence in the national 
economy, financial management gradually evolved as a distinct discipline. As a natural step forward, the 
various aspects and segments, pertaining to the area of financial management, became independent and started 
attracting even more focused attention, leading to the evolution of different tools and techniques, viz. analysis 
and interpretation of financial statements, simple and discounted cash flow/funds flow statements, planning 
and budgeting, performance monitoring and control, capital budgeting and Cost-Volume-Profit (CVP) analysis, 
coupled with Time Value of Money, Project Management through Critical Path Method (CPM), Performance 
Evaluation and Review Technique (PERT) chart, and so on.

With the fast changing and developing Information Technology (IT) and all-round computerization, the tools 
and techniques of financial management, too, have become even better fine-tuned and systematic, faster and 
smarter.
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VITAL FUNCTIONS OF FINANCIAL MANAGEMENT

For the commencement of any business, a manufacturing company will require land and building, plant and 
machinery, furniture and fixtures, and other such items of fixed assets. Accordingly, some vital decisions may 
have to be taken by the management, in regard to the financing of these items of the fixed assets. Such decisions 
are generally known as Investment Decisions.

Soon after the required fixed assets are in place, the requirement is for the stocks of raw materials to feed the 
machinery and commence production activities (involving the resultant work-in-process and stocks of finished 
goods). The decision pertaining to the financing of the inventories (i.e. the stocks of raw materials, work-in-
process and finished goods, taken together) is generally referred to as the financing decisions pertaining to 
meeting the working capital requirements.

The company finally sells its finished goods at a reasonably higher price than the cost of production, which, 
in turn, results in the profit margin. The amount of profit, after paying the taxes, i.e. the Profit After Tax (PAT) 
belongs entirely to the shareholders of the company. But then, a going concern will not prefer to distribute the 
entire net profit to the shareholders by way of dividend. A prudent and pragmatic management, with some 
vision and a long-term approach, may prefer to retain a substantial portion of the earnings and plough it back 
into the business, so as to expand its production activities, and its profitability and prospects therewith. But 
then, the shareholders would naturally like to receive some amount by way of dividend as a direct and visible 
return on their investment in the company (though, in essence, the entire amount of the PAT, including the 
entire portion of the earnings, retained and ploughed back into the business, belongs to the equity shareholders 
only). This fact, naturally, calls for a prudent financial decision as to what should be the optimal percentage 
of appropriation of the amount of the PAT into the quantum of dividend and retained earning. This decision is 
usually referred to as the Dividend Decision.

We can broadly classify the subject matter of the Financial Management into the following three main and 
vital functions:
 • Investment Decisions
 • Financing Decisions
 • Dividend Decisions.

These three aspects have been discussed in detailed in the following pages.

Investment Decisions
Investment decisions may well be termed as the most important and crucial decision in the area of financial 
management.

Capital Budgeting
Capital budgeting pertains to the strategic allocation of funds for investment in fixed assets. As we all know, 
the capital expenditure involves long-term consequences and substantial investments. Besides, its reversal, 
too, is most difficult and expensive. Accordingly, considerable time and energy must go into the consideration 
and reconsideration, planning and replanning, weighing and re-weighing, of the various alternative plans and 
projects. Further, besides the top executives and, of course, the finance department, the various other related 
functionaries, for example, the production, engineering and marketing departments, must necessarily be 
involved in such a crucial decision-making exercise.

Allocation of Funds
The investment decision also involves optimal allocation of funds to various projects, commensurate with their 
need and importance, profitability and prospects. Accordingly, the finance managers are required to be ever 
alert so as to be able to reallocate the funds from some not-so-economical and profitable assets and avenues to 
some more profitable and economic ventures and assets.

The investment proposals, however, do yield profit, but only in the future. As the future is most uncertain 
and cannot be predicted with precision, the decision whether to go ahead with the instant proposal or not, 
definitely involves some inherent financial risks. Apropos to the saying ‘no pain, no gain’, the companies also 
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have to take some fair business risk. With a view to keeping the element of risk (of loss) at the minimal level, 
a lot of thinking and planning, computation and compilation of various facts and figures, have got to go into it. 
This is due to the fact that once the project has been undertaken and some funds have been invested therein, 
it may often become too difficult to go back on it, without incurring some substantial losses.

Besides the project management (involving the management of fixed assets), the finance functions also involve 
management of working capital of a company. In fact, a major portion of the time of the finance manager and 
the finance people is devoted to the management of working capital, inasmuch as it involves taking managerial 
decisions on a day-to-day basis, as against the one-time-decision, as in the case of a project.

Thus, finance functions involve the management of assets, both current assets (pertaining to the working 
capital management) and fixed assets (pertaining to Capital Budgeting and Project Appraisal) as also their 
financing, monitoring and timely completion.

Leasing, Hire-Purchase, Mergers and Acquisitions
The decision regarding ‘leasing’, ‘hire-purchase’, and ‘mergers and acquisitions’ also pertains to the investment 
decision area.

Financing Decisions
Financial management, regarding financing decisions, pertains to locating the cheapest source and mode of 
financing (i.e. by way of shares or debentures, and/or loans and advances). It also involves decisions to finance 
the working capital mostly out of the short-term sources of funds or through an optimal mix of both the short-
term and long-term sources of funds. The fixed assets, however, have to be financed invariably and exclusively 
through long-term sources of funds, so as to avoid being termed as the ‘culprit’ of diversion of short-term sources 
of funds for long-term uses, which is viewed with great disfavour by the banks and the other short-term lenders.

Disintermediation
Here, a mention about the recent process of ‘disintermediation’ seems to be quite relevant. This process means 
that while, in the past, the banks were being approached by the companies for high-value loans and advances 
(as the banks had the huge accumulation of small savings from the general public, pooled together), now, as 
a recent phenomenon, the companies are approaching the members of the public (the small investors) direct, 
through public issues of shares and/or debentures. Thus, a developed capital market (stock exchange) can very 
well set in motion the process of ‘disintermediation’, whereby, instead of using the banks as a major source of 
finance, the companies may skip and overlook the intermediary (bank), for raising the required funds.

Dividend Decisions
This segment of financial management pertains to the vital decisions on the appropriation of net profit (Profit 
After Tax) by way of payment of dividend to the shareholders, and ploughing back the balance amount into 
the business.

It may be mentioned here that higher the amount ploughed back into the business, the better, inasmuch as 
it is indicative of the fact that the company intends to remain in the business for a long time, and does not have 
a short-term perspective to close down in the event of the initial setbacks or occasional adverse circumstances. 
This enforces the confidence and trust among the banks and the other creditors of the company. Besides, it 
is indicative of the fact that the company is far more interested in the maximization and optimization of the 
shareholders’ wealth, rather than increasing the shareholders’ current income on their investment by way of 
dividend. But then, the shareholders will be mostly interested in the amount of dividend, too. It is under such 
circumstances that the balancing acts and skills of the finance manager comes into play, as to how much should 
be the proportion between the dividend paid and the retained earnings ploughed back into the business.

ROLES AND RESPONSIBILITIES OF INTERNAL AUDITORS

In most organizations, the internal audit also forms an integral part of the roles and responsibilities of the 
finance executives. Internal auditors are essentially expected to perform as the in-house consultants to the 
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organization. They are, in fact, supposed to inspect and audit, and check and scrutinize, the various vouchers 
and the books of accounts of the company on a continuous basis, and thereby prepare the company well to face 
the external statutory auditors, so that no adverse remarks may be made by them in their report, which may 
adversely affect the reputation of the company.

It will augur well if the internal auditors appreciate and assume their real role and responsibilities to function 
as ‘a part of’ the departments and sections, and ‘not apart from’ them. They must always be keen to extend their 
helping hands in the process of rectification of the irregularities and streamlining of the systems and procedures, 
so as to arrest and mitigate the recurrence thereof. Unfortunately, in most of the organizations, the internal

Moments
(time)

OUT

Dividend
paid

Profit
retained in
business Money (cash

and funds)

Profit
after tax

(PAT)

Marketing
(cash and

credit
sales)

Materials
inventories

Machines
(fixed assets)

Dividend
decisions

Investment
decisions
(long-term
finance)

Financing
decisions

(short-term
finance)

Men
(people)

* Fig. 1.1 attempts to exhibit the following salient features of financial management:
 (i) The circle at the top, representing ‘moment’ (time), suggests that time management is of top importance and essence 

in all aspects of financial management, specially so in project management.
 (ii) The circle at the centre, representing ‘men’ (people), which also inherits in itself a segment of each of the four circles, 

representing the different finance functions, goes to suggest that people are involved in all the functional areas of 
financial management.

 (iii) The special feature of the presentation that all the four circles, representing different finance functions, are 
interconnected suggests their interdependence with each other, and stress the imperative need of their working as a 
well-knit team.

 (iv) The larger and smaller segments of a circle (as if being the two portions of the same circle), represent the usual dividend 
policy, whereby a larger portion of the net profit (PAT) is retained in the business, and only a smaller portion is paid 
out as dividend.

 (v) Finally, the circles representing ‘financing decisions’ and ‘investment decisions’ represent the optimal raising and 
application of short-term and long-term sources of funds, respectively. The circle representing ‘dividend decisions’ 
represents such decisions as are stated in item (iv) above.

 Figure 1.1 Schematic Presentation 
of the Salient Features of 
Financial Management*
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auditors seem to act as if they are not a part of the auditees, but a separate identity. They usually prefer to 
enlist the irregularities rather than to rectify them and thereby streamline the systems and procedures, with a 
view to ensuring their meticulous and spontaneous compliance. Such counterproductive attitudes, if any, must 
change into proactive and positive approaches and actions – the sooner the better.

The internal auditors must, instead, serve as the eyes and ears of the management, and the friendly guides and 
helpers to the (auditee) departments in the organization. It will augur well for the organization if they (auditors) 
would adopt a proactive attitude of mutual trust and confidence with the auditees, which may, invariably, end 
in a ‘win-win’ situation. Internal auditors should, at all times, bear in mind that their attitude should always be 
of ‘problem solving’ rather than of ‘fault finding’; rectification of the irregularities rather than just enlistment 
thereof. Besides, their yardstick should always be the adequacy and reasonability of the observance of the laid 
down rules and regulations, systems and procedures, and not meticulous perfection. They should look for the 
observance of the rules in their spirit rather than in words alone, in the strictest sense of the term.

The salient features of financial management can well be summarized by way of the schematic presentation 
as given in Fig. 1.1.

 SUMMARY

Financial Management branched out of Economics, as a distinct discipline due to the following 
main factors:

 • Industrial revolution, leading to high mechanization and mass production, requiring huge stocks of 
inventories and larger funds, gave rise to the incorporation of limited liability companies, with a large 
number of small investors pooling their funds in large-scale companies.

 • Great economic depression of the 1930s, necessitated governmental interventions and vigil to streamline 
the financial management of the companies to restore the declining confidence in the national economies 
of various countries.

 • Rapid developments in the technology and IT areas, automation and computerization of the decision-
making processes, have made the roles and responsibilities of the finance managers even more trying 
and testing.

The three broad functional areas of Financial Management are as follows:
 • Investment decisions [i.e. raising cheap funds and their optimal allocation to various projects (fixed 

assets)].
 • Financing decisions [i.e. raising funds for short-term (working capital) purposes, in an optimal mix 

of short-term and long-term sources of funds and their effective utilization].
 • Dividend decisions (i.e. taking policy decision as to how much percentage of the net profit must be 

paid off as dividend, and how much balance amount of the earning should be retained and ploughed 
back into the business). However, the higher the amount ploughed back into the business the better.

The Six Ms of Financial Management:
 • Men (Managing people)
 • Money (Raising of cheap funds and their optimal allocation)
 • Machines (Acquiring the required fixed assets, and putting them to optimal productive use)
 • Materials (Keeping inventories at the minimal level, minimizing inventory carrying costs, without the 

risk of stock outs)
 • Marketing (Ensuring high sales and timely realization of the credit sales)
 • Moments (Ensuring timely completion of projects, to avoid cost overruns).

Roles and responsibilities of Internal Auditors
Internal auditors are essentially the in-house consultants of the organization; the eyes and ears of the 
management; the friendly guides and helpers to the (auditees) departments in the organization.
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 REVIEW QUESTIONS
 1. Financial management primarily aims at maximizing the shareholders’ wealth, which can well be achieved 

through efficient and effective handling of the various facets of management, referred to as the Six Ms of 
Financial Management. Discuss.

 2. Explain the various events and developments that have facilitated the evolution of financial management as 
a distinct discipline.

 3. Financial Management comprises the following three main and vital functions:
 (i) Investment Decisions
 (ii) Financing Decisions
 (iii) Dividend Decisions
  Explain, by citing suitable illustrative examples in each case.
 4. Internal auditors should discharge their roles and responsibilities by functioning as ‘a part of’ the departments 

and sections, and ‘not apart from’ them. Discuss.





Financial Statements

Success is neither magical nor mysterious. 
Success is the natural consequence of consistently 
applying the basic fundamentals.

– Jim Rohn

Chapter 2
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
	 • The three components of Financial Statements, viz.
 (i) Balance Sheet
 (ii) Profit and Loss Account
 (iii) Sources and Application (Uses) of Funds Statement
	 • Basic Concepts and Conventions pertaining to ‘Balance Sheet’, and ‘Profit and Loss Account’ or ‘Income 

Statement’
	 • Format of Balance Sheet, as provided in the Indian Companies Act
	 • An overview of the inherent purpose of interpretation of Balance Sheet:
 (i) Intra-Firm Comparison
 (ii) Inter-Firm Comparison
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INTRODUCTION

It is very much imperative and deligatory on the part of all companies in India that they must have an appropriate 
financial recording and reporting system. These financial recordings are done through Financial Statements. 
So, it is extremely important to maintain proper Balance Sheets; Profit and Loss Account; Income Statements; 
and Sources and Application of Funds which all happen to be the Financial Statements and the most authentic 
sources to draw realistic conclusions about the true financial position of a company.

COMPONENTS OF FINANCIAL STATEMENTS

Financial Statements comprise the following:
	 •	 Balance	Sheet
	 •	 Profit	and	Loss	Account
	 •	 Profit	and	Loss	Appropriation	Account	(these	two	statements	appear	together,	one	after	the	other,	in	the	

Annual Reports of most of the companies)
	 •	 Sources	and	Application	(Uses)	of	Funds	Statement

Balance Sheet
Let us first examine the meaning of the term ‘Balance Sheet’. The Balance Sheet is the statement of assets 
and liabilities of a company, as on a given date. But then, as it is as on a given date, it is a ‘snap shot’, a static 
picture of the financial position of a company, just as on that very day. It is not a movie picture, recording all 
the happenings taking place during the entire year.

In a photograph session, we all try to be at our best. Thus, it is natural that all the companies also endeavour 
hard so as to present the best possible financial position of the company as on the date of the Balance Sheet. 
Some of the companies even try to present a little better position than the actual one. This is generally known 
as ‘Window Dressing’, or ‘Creative Accounting’, as some call it.

It is said that – The balance sheet conceals more than what it reveals. Therefore, always remember that 
whenever you start reading a balance sheet, you must read the following documents along with it, so as to be 
able to draw realistic conclusions.

The necessary documents are as follows:
	 (i) Schedules (giving	further	details	and	break-ups	of	the	various	items	shown	in	the	balance	sheet).
	 (ii)	Notes (giving	some	explanations	or	revealing	some	material	facts	as	a	note).
	 (iii)	Auditor’s Report is a document required to ensure that it is a clean report, certifying to the effect that the 

financial statements of the company have been prepared from the books of accounts, properly kept, in 
accordance	with	the	Generally	Accepted	Accounting	Principles	(GAAP),	and	above	all,	that	these	present	
a true and fair view of the company. In case there are some qualifying remarks in the report, we must 
look for the explanations given by the management, as also to find out as to how far these explanations 
are convincing.

The qualifying remarks of the auditors, given in the Annual Report of Kallam Spinning Mills 
Limited	for	the	year	2002-3,	will	amply	clarify	the	point.	The	statutory	auditors,	in	their	report,	at	
item No. 15, appearing on page 20, have made the qualifying remarks reading as: ‘In our opinion, the 
company does not have a regular internal audit system’. (They	have	also	taken	extra	care	to	print	these	
qualifying remarks in bold letters, as they are invariably supposed to present such remarks conspicuously 
and prominently). The Management of the Company, on their part, have given the explanations, justifying 
their	action	and	stand,	in	item	No.	(ix),	page	5	of	the	report,	reading	as:	‘The	Board	is	of	the	opinion	that	
the operation of the Company is being run by professionals, whose activities are internally checked by their 
higher officials in the management hierarchy and it didn’t have any materiality affecting the operations 
of the Company.’
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Our Observations
However,	our	comments	and	remarks,	about	the	acceptability	or	non-acceptability	of	the	company’s	aforesaid	
justifications, as to whether these are convincing enough or not, may usually be in the negative, and rightly 
so, based on the following counter arguments and reasoning:
	 (i)	It	has	been	made	imperative	and	obligatory	on	the	part	of	all	the	companies	in	India	that,	depending	

upon the scale of operations of the company concerned, it must have an appropriate regular internal 
audit system in place.

	 (ii)	Thus,	 the	deciding	 factor	 is	 the	scale	of	operations	of	 the	company,	and	not	 its	management	by	 the	
professionals,	which	is	usually	the	case	in	almost	all	the	large-scale	companies.

	 (iii)	The	rationale	behind	the	aforementioned	statutory	provision	is	obviously	to	ensure	that	the	accounting	
and	financial	recording,	management	and	reporting	of	the	company,	get	regularly	checked,	on	a	day-to-
day	basis,	by	its	own	internal	auditor(s),	inasmuch	as	it	may	not	be	possible	for	the	statutory	auditors	
themselves to check the financial aspects of the company, at the end of the year, in one go, as they also 
have to work under a time constraint.

	 (iv)	It	may,	thus,	be	rightly	insisted	upon	by	the	shareholders	of	the	company,	that	it	must	ensure	that	a	
suitable regular internal audit system is put in place forthwith.

Let us take another example of the qualifying remarks of the auditors, given in the Annual Report of Sulzer 
India	Limited	for	the	year	ended	31	December,	2004.
The	statutory	auditors,	in	their	report,	at	item	No.	4	(f)	(i)	and	(ii),	appearing	on	page	11,	have	made	the	

qualifying remarks (conspicuously in italic font) reading as follows:
	 4(f)	 (i)	As	mentioned	in	Schedule	N,	Note	3.4,	the	Company	has	not	provided	for	possible	liability,	if	any,	

in respect of Income Tax demands disputed by it, in appeal, aggregating to `	3,16,96,213;
	 		(ii)	Also,	as	stated	in	Schedule	N,	Note	17,	pending	approval	of	the	Central	Government	of	India,	the	

Company has provided and paid excess managerial remuneration aggregating to `	82,88,997;
	 	(iii)	We	further	report	that,	had	the	observations	made	by	us	in	paragraph	4	(f)	(i)	and	(ii)	above	been	

considered, the profit for the year would have been ̀ 	3,42,37,689	(as	against	the	reported	figure	of	
`	5,76,44,905)	and	the	Reserves	and	Surplus	would	have	been	̀ 	20,04,21,165	(as	against	the	reported	
figure of ̀ 	22,38,28,381).	Correspondingly,	the	Net	Current	Assets	would	have	been	̀ 	13,98,17,111(as	
against the reported figure of `	16,32,24,327).

   The Management of the Company, in the Directors’ Report, have given the following explanations, 
justifying	their	action	and	stand,	under	the	heading	‘Auditors’	Report’,	on	page	3	of	the	Annual	Report:

	 	 	Clause	4	(f)	(i):	...	On	the	basis	of	legal	opinion	received,	the	company	is	of	the	view	that	it	has	a	strong	
case. However, possible liability, if any, cannot be ascertained unless the Settlement Commission 
decides	the	matter.	Clause	4	(f)	(ii):	...	Your	Company	is	awaiting	approval	of	the	Central	Government.

   However, even in this case, our comments and remarks, about the acceptability or otherwise of the 
company’s aforesaid justifications, as to whether these are convincing or not, may usually be in the 
negative, based on the following reasoned counter arguments:

   Whatever may be the legal opinion, the Company must have made the necessary provisions this year 
itself,	and	could	have	made	the	necessary	adjustment	entries	after	the	case	was	finally	decided.	One	
may	recall	that	Essar	Steel	(earlier	Essar	Gujarat)	and	ITC	as	well	had	made	such	contentions	in	
their Annual Reports of the respective years and both of them had, unfortunately, lost their cases 
in the court.

   Accordingly, while analyzing and recasting the Balance Sheets of such companies, the provisions, 
left to be made, must be suitably accounted for, and the respective figures like ‘profit for the year’, 
‘Reserves and Surplus’ and ‘Net Current Assets’ must be suitably reduced.

	 	(iv)	Directors’ Report (This	report,	however,	should	be	read	with	a	pinch	of	salt,	as	the	Directors	may	tend	
to present a much rosier picture of the financial position of the company. This may well be observed 
from	the	extracts	of	the	Directors’	report	of	the	Light	Motor	Vehicles	Limited	(LMVL),	discussed	in	
Chapter	6,	Appendix	A.3,	by	way	of	an	illustrative	example.

[A detailed discussion on Balance Sheet appears in Chapter 3.]
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Profit and Loss Account
The	‘Profit	and	Loss	Account’	or	the	‘Income	Statement’	(wherein	the	loss	is	generally	shown	within	parentheses),	
summarizes	the	various	components	of	revenues	(incomes)	and	expenditures,	as	also	the	net	difference	between	
the two, which constitutes the ‘profit’ or ‘loss’, as the case may be.

Though it is said to be as an adjunct to the Balance Sheet, a ‘Profit and Loss Account’ is considered to be 
more important, inasmuch as the details of revenues and expenditures contained therein throw a lot of light 
on – and a meaningful insight into – the performance of the company, over a period of time, i.e. during the 
entire period, instead of as on a given date only.

[A detailed discussion on Profit and Loss Account appears in Chapter 4.]

Profit and Loss Appropriation Account
The Profit and Loss Appropriation Account provides the details of the distribution and allocation of the total 
amount	of	the	company’s	Profit	After	Tax	(PAT)	for	the	current	year.	Generally,	a	portion	of	the	PAT	is	distributed	
among the shareholders, by way of ‘dividend’, and the balance amount is retained and ploughed back into the 
business, in the form of ‘Reserves and Surplus’.

Sources and Application (Uses) of Funds Statement
[A detailed discussion on Sources and Application (Uses) of Funds Statement, appears in Chapter 7.]

BASIC CONCEPTS AND CONVENTIONS

As	we	know,	each	and	every	language	the	world	over	(be	it	English	or	French,	Hindi	or	Tamil)	has	its	own	
vocabulary of words, conveying the same meaning and sense to all the people communicating in that language. 
Besides, each language has its own rules of grammar and usages, too.

Similarly, the language of finance also has a set of ground rules and its own grammar, so that its terminologies 
and usages are understood by all the finance people, in the same sense, all over the world. These rules are 
known as GAAP. These are also known as concepts, conventions and principles, all connoting the same thing, 
i.e. rules and principles.

We will now proceed to discuss:
	 (i)	Basic	concepts	pertaining	to	Balance	Sheet
	 (ii)	Basic	concepts	pertaining	to	Profit	and	Loss	Account

BASIC CONCEPTS PERTAINING TO ‘BALANCE SHEET’

While preparing a Balance Sheet, the following basic concepts and conventions, principles and rules, are 
followed by the finance experts:

Business Entity Concept
Though as per law, only joint stock companies are considered to be separate legal entities, for the purpose of 
preparation of a Balance Sheet, even proprietary and partnership firms are considered as a separate business 
entity,	as	a	separate	person	(but,	of	course,	not	a	separate	legal	entity).	Therefore,	the	balance	sheet	records	every	
transaction,	as	it	affects	this	specific	entity	(business	unit)	vis-a-vis its owners, creditors, debtors, employees, 
customers and the, government as the various parties transacting with this unit.

Monetary Measurement Concept
With a view to enabling meaningful comparisons, one common monetary yardstick is provided, and thus, the 
various items, reflected in the balance sheet, e.g. land and building; plant and machinery; furniture and fixtures; 
securities and inventories; and goodwill and patents, are also expressed in monetary terms only.
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But then, the balance sheet naturally fails to reflect some vital elements strictly in monetary terms, such as 
the level of morale and motivation of the employees, technological competence and level of modernization, the 
market image of the company, and its products. Therefore, these elements do not form a part of the balance sheet.

It may, however, be pertinent to mention here that, of late, many of the companies have started presenting, 
in a separate section though, a sort of balance sheet, reflecting the position of their human resources, or human 
capital.*

Going Concern Concept

While preparing the Balance Sheet, it is presumed that the business entity is a ‘going concern’, and not a ‘gone 
concern’. In other words, the concern would continue to operate for an indefinitely long period, and is not likely 
to be wound up in the near future. This concept is important from the point of view of valuation of the assets 
and	liabilities	of	the	company.	That	is,	all	the	assets	are	usually	taken	at	their	cost,	less	depreciation	(in	the	
case of fixed assets, except in the case of land), and not at their liquidation value, which would definitely be 
different. Similarly, the liabilities are valued at the levels at which the business unit owes to its creditors, as 
against at the percentage value for which the creditors would have to settle, even for a lesser amount, in the 
case	of	the	liquidation	of	a	loss-making	company.
Let	us	try	to	bring	home	the	point	with	the	help	of	an	illustrative	example.	Delhi	Cloth	Mills	(DCM),	

whose financial position is not so sound, has been pleading with the government that it should be allowed to 
sell its piece of land, located in a prime area in Delhi, at the present market rate, so as to be able to tide 
over	its	financial	difficulties.	(The	fact	that	it	has	not	yet	been	granted	the	permission	by	the	government,	
is a separate matter, altogether.) Now, coming back to the discussion in point, let us presume that the 
DCM had purchased that piece of land, long back, for a very small amount, say, just for `1 million. The 
prevailing market price for such prime piece of land is say, ` 1,000 million. Therefore, so far as the DCM 
is a going concern, the value of the piece of land will continue to be shown at ` 1 million only, i.e. at its 
original	purchase	price	only.	(Here,	as	you	all	know,	no	depreciation	is	allowed	on	land.)	But,	suppose	some	
such	company	were	to	become	a	gone	concern	(i.e. if it were to be in the process of winding up), the official 
liquidator of the company will get that piece of land valued at the current market price and may arrange 
for its sale at a much higher price than the original purchase price. Thus, it may fetch the company a huge 
surplus, whereby it may clear all its dues, and a substantial sum of money may still be left with it, say, for 
starting a new venture.

Cost Concept

As per the accepted principle, all fixed assets are computed at the cost price at which these were initially 
acquired, and the same cost is considered for all the subsequent accounting years, irrespective of its present 
market	value.	Similarly,	depreciation	is	charged	on	the	basis	of	the	original	cost	of	the	fixed	assets	(except	in	
the case of land), whatever may be their present market value.

Conservatism Concept

As	against	the	cost	concept	(applicable	in	the	case	of	fixed	assets),	current	assets	are	valued	on	the	principle	
of conservatism, which is based on the principle: ‘Anticipate no profits, but provide for all possible losses’. 
Accordingly, current assets are usually valued at cost or at the prevailing market price, or at the controlled 
price, whichever is the lowest.

*A	detailed	discussion	of	such	aspects	is	covered	in	Chapter	33,	‘Human	Resources	Accounting’	in	Dr	Satish	B.	Mathur’s	
Accounting for Management for	Tata	McGraw-Hill,	New	Delhi,	(2010).
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Dual Aspect Concept
The dual aspect concept is based on the principle of double entry system. That is to say that, to every debit 
there	is	an	equal	and	corresponding	credit	(like	the	Newton’s	third	law	of	motion,	i.e. ‘to every action, there is 
an equal and opposite reaction’).

This is the reason why the total liabilities of a company are equal to the total assets of the company, as on 
a	given	date.	We	may	also	say	that	all	‘sources	of	funds’	(liabilities)	are	reflected	in	the	corresponding	‘uses	of	
funds’	(assets).

 BASIC CONCEPTS PERTAINING TO ‘PROFIT AND LOSS ACCOUNT’ OR ‘INCOME STATEMENT’ 

Accounting Period Concept
The accounting period, which is used for external reporting by way of published audited balance sheet, is 
usually of one year. This period is referred to as the financial year. However, it may vary depending upon tax 
considerations and business characteristics of the company. Further, a brief unaudited balance sheet is now 
required	to	be	published	every	quarter,	in	leading	newspapers	(earlier	it	was	required	to	be	published	every	
six months).
Let	us	now	take	an	example	of	a	company,	with	a	financial	year	from	1	April	to	31	March.	If	the	company	

receives an order worth `	10	million	on	1	December,	2009	for	the	supply	of	goods	during	the	period	of	one	year	
(from	1	December,	2009	to	30	November,	2010),	only	that	amount	which	relates	to	the	goods	supplied	up	to	
31	March,	2010	(say,	` 2 million), would be treated as the revenue for the current accounting period ending 
31	March,	2010.	The	balance	amount	(i.e. ` 8 million), would be recorded as an advance payment, at the end 
of the financial year, i.e.	31	March,	2010,	and	would,	accordingly,	be	shown	in	the	balance	sheet	as	a	liability.

As we have observed, the accounting periods of various companies usually vary, i.e. it may be from 1 April 
to	31	March;	or	1	July	to	30	June;	or	1	October	to	30	September;	or	1	January	to	31	December,	each	year.	Some	
Indian companies, who have adopted the Deepawali day as their annual closing day, have their balance sheets 
prepared accordingly.

Here, it may be pertinent to mention that the companies are also permitted to change their accounting 
period.	For	example,	Essar	Gujarat	 (now	Essar	Steel)	has	changed	 its	annual	closing	day	to	end	as	on	31	
March,	instead	of	30	June,	each	year.	Thus,	during	the	material	year,	the	Balance	Sheet	and	Profit	and	Loss	
Account had reflected the financial position of the company only for a period of nine months, i.e. from 1 July to 
31	March,	for	the	first	year	of	such	a	change.	But,	from	the	subsequent	years	it	continued	to	show	the	position	
for the full twelve months, i.e.	from	1	April	to	31	March,	each	year.

Sometimes, it has also been observed that a company may like to advance the accounting period not merely 
by three months, but by six months. They may, however, prefer to do so not in one go, but in a phased manner, 
spread	over	say,	two	years.	For	example,	a	company,	with	an	accounting	period	from	1	January	to	31	December,	
may	like	to	ultimately	change	it	over	to	1	July	to	30	June.	But	they	may,	instead,	prefer	to	do	so	by	spreading	
the process to two years. That is, in the first year, they may change the accounting period from 1 January to 
30	September	(comprising	nine	months),	and	in	the	next	year,	from	1	October	to	30	June	(nine-month	period	
again). This is so, perhaps, because if the company were to advance the date of annual closing in one go by the 
full six months, the Balance Sheet for the material period will take into account the figures for a period of only 
six months, which may reflect the scale of operation of the company reduced to almost 50 per cent of its usual 
scale of operation. Thus, if the members of the general public casually look at the comparable figures of the 
company	for	the	last	two	financial	years	(without	caring	to	realize	that	it	represents	figures	for	only	six	months,	
for the current year, as against twelve months for the last year), they may gather a dismal state of affairs of 
the	company	(correct	position	being	otherwise,	notwithstanding).	And,	if	the	accounting	period	is	changed	by	
three months each time and spread over two successive years, the position would definitely show a lower scale 
of performance, but not so drastically low, either.
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Accrual Concept
According	to	the	accrual	concept,	any	increase	in	the	Owners’	Equity	(OE),	arising	from	the	business	operations,	
is called ‘Revenue’, and a decrease therein is termed as ‘Expense’. When revenues exceed expenses, the difference 
is known as ‘profit’. As against this, when the expenses exceed revenues, the difference is called ‘loss’. And, 
accordingly, the owners’ equity increases or decreases, corresponding to the amount of profit or loss, as the 
case may be.

Realization Concept
As per the realization concept, the revenue is considered to have been earned only when the goods ordered have 
actually been dispatched. At this stage itself, the sale proceeds are treated as if realized, whether it is a case 
of cash sale or even a credit sale.

Here, it may be pertinent to mention that even the credit sales are taken into account for computing the 
revenue realization, inasmuch as it is presumed that it would definitely get realized at a subsequent date. It 
is	on	this	expectation	only	that	the	goods	are	invariably	supplied	on	credit	(it	turning	out	to	be	a	bad	debt,	
subsequently, notwithstanding).

Thus, the revenue is considered to have been realized only when the goods are actually shipped/transported 
or delivered to the customer, and not when only a purchase order has been received, or a contract has been 
signed, or the goods have just been manufactured and stored, but not supplied.

Matching Concept
When the revenues for an accounting period are recognized, expenses incurred in generating such revenues 
are matched. This ensures that the ‘sales’ and ‘costs of goods sold’, as shown in the income statement, refer to 
the same product. It may be noted that expenses are matched to revenues, and not vice versa. This happens in 
respect of product expenses where the expenditures can be charged to the specific products. As against ‘product 
expenses’, there are other expenses, referred to as ‘period expenses’. For example, the salary of a general manager, 
or the fee of an external auditor, are not charged to specific items of revenue, but are, instead, charged to the 
specific accounting period.

Materiality Concept
As	recording	and	maintaining	the	fixed	assets	of	a	company	(for	accounting,	control	and	verification	purposes)	
involve time and expenses, only items of material value are computed and recorded as fixed assets. Based on 
this	principle,	small	and	low	cost	purchases	(costing	say,	up	to	̀  5,000) are presumed to have been consumed 
during the current financial year itself, though such items may last for, at least, a couple of years, or even 
more.

Thus, some company may take an administrative decision that all the items costing up to ` 5,000 will be 
treated as a revenue expenditure and will, therefore, be accounted for as an expense in the Profit and Loss 
Account for the current accounting period itself, even though it may usually be very well used for a couple of 
years.

Let us illustrate with an example. Suppose, a company has purchased a steel drum to store drinking 
water, costing ` 5,000, and the entire amount has been appropriated as a revenue expense in the Profit 
and Loss Account of the current accounting year itself, as if it has been consumed this very year, although 
it may last for a couple of years more. Thus, it will not be recorded in the Fixed Assets Register. This 
way the Fixed Assets Register does not become, unnecessarily and avoidably, overcrowded. This, in fact, 
is	a	prudent	step	to	exercise	effective	control	on	the	various	(high-value)	items	of	Fixed	Assets.	Such	a	
strategy	is	based	on	the	principle	that	‘in	our	over-anxiety	to	control	everything,	we	may	usually	end	up	
as	if	controlling	nothing’.	But,	with	a	view	to	keeping	track	of	–	and	due	control	on	–	even	such	low-value	
items, these must be recorded in some other register. In some companies, such a register is known as 
Furniture Register.
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FORMAT OF BALANCE SHEET

All the companies are required to present their balance sheets as per the following format prescribed by the 
Companies	Act,	1956:

TABLE 2.1 Format of Balance Sheet

(A) Horizontal Form or ‘T’ Form

Liabilities Assets

Share capital Fixed assets

Reserves and surplus Investments

Secured loans Current assets, loans and advances

Unsecured	loans Miscellaneous	expenditures	and	(losses)

Current liabilities and provisions

Total Total

(B) Vertical From

 I. Sources of Funds
	 (i)	 Shareholers’	funds

	 	 (a)	Share	capital

	 	 (b)	Reserves	and	surplus

	 (ii)	 Loan	funds

	 	 (a)	Secured	loans

	 	 (b)	Unsecured	loans

Total

 II. Application of Funds
		 (i)	 Fixed	assets
	 (ii)	 Investments
  Current assets, loans and advances
  Less: current liabilities and provisions
	 (iii)	 Net	current	assets
	 (iv)	 Miscellaneous	expenditures	and	(losses)

Total	(i)	+	(ii)	+	(iii)	+	(iv)

Here, it may be mentioned that, as per the convention prevalent in India, all the liabilities are shown on the 
Left	Hand	Side	(LHS),	and	all	the	assets	on	the	Right	Hand	Side	(RHS)	in	the	horizontal	format.	Correspondingly,	
in the vertical form, first, all the liabilities appear at the top, and thereafter assets are presented.

In most of the balance sheets, however, it has been observed that, in the vertical format of presentation, 
the current liabilities, instead of being shown in the liabilities portion, are usually presented just under the 
current assets, in the assets portion of the Balance Sheet. This way, the net working capital is also tabulated 
(i.e. current assets less current liabilities).

Thus, the total of the liabilities side, though comprising only capital, reserves and surplus, and the deferred 
liabilities, will tally with the total assets portion, comprising not the total of the current assets but only the 
Net	Working	Capital	(NWC),	i.e. total current assets less current liabilities. Therefore, in such cases, we will 
have to add the amount of the total current liabilities on both the sides of the Balance Sheet, so as to arrive 
at the actual figures of total liabilities and total assets, as has been shown in the case of the Balance Sheet of 
Arvind Textiles in Table 2.2.
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TABLE 2.2 Balance	Sheet	of	Arvind	Textiles	as	on	31	December,	2009
   (` in million)

(A) Horizontal Form or ‘T’ Form

Liabilities 2009 2008 Assets 2009 2008
Share capital Fixed assets 55.00 49.50
Equity 25.00 25.00 Investments 4.00 4.00
Preference 5.00 5.00 Current assets, loans and advances 36.20 29.70
Reserves and surplus 21.50 19.70 Miscellaneous expenditures and losses 1.60 1.40
Secured loans 18.60 17.40
Unsecured	loans 10.80 5.30
Current liabilities and provisions 15.90 12.20

Total 96.80 84.60 Total 96.80 84.60

(B) Vertical Form

 I. Sources of Funds (or Liabilities) 2009 2008
	 (i)	 Shareholders’	funds
	 	 (a)	Share	capital
	 	 (b)	Reserves	and	surplus
	 (ii)	 Loan	Funds
	 	 (a)	Secured	loans
	 	 (b)	Unsecured	loans

30.00
21.50

18.60
10.80

30.00
19.70

17.40
5.30

Total 80.90 72.40

 II. Application of Funds (or Assets) 2009 2008

	 (i)	 Fixed	assets
	 (ii)	 Investments
       Current assets, loans and advances

    Less: Current liabilities and provisions
	 (iii)	 Net	current	assets
	 (iv)	 Miscellaneous	expenditures	and	(losses)

55.00
4.00
36.20
15.90
20.30
1.60

49.50
4.00
29.70
12.20
17.50
1.40

Total (i)	+	(ii)	+	(iii)	+	(iv) 80.90 72.40

INTERPRETATION OF BALANCE SHEET 

Intra-firm Comparison
It has been mentioned earlier that all balance sheets present the figures not only for the current year, but also 
for	the	previous	year.	This	is	so	because,	as	per	the	Companies	Act	1956,	all	the	companies,	right	from	the	
second	year	of	their	operation	(nay,	inception),	are	required	to	show	the	figures	for	the	immediately	preceding	
financial year also, so that the persons studying the balance sheet of the company may have a fair idea of the 
comparative position of at least two consecutive years. If one desires and decides to study the comparative 
performance of the company for the last three years or five years or even more, they may do so by asking for 
the copies of these Balance Sheets from the company.
Such	a	comparison	is	known	as	an	‘Intra-firm’	comparison,	i.e. of the same company itself, year after year. 

This way, one may assess the manner in which the specific company has performed over a period of time. 
Accordingly, as per such a trend, one can analyse as to how the same company may perform in the coming years.
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Now,	let	us	take	an	example.	Suppose	there	are	two	companies	named	IXL	and	UXL.	As	per	the	Balance	
Sheets and Profit and Loss Accounts of these two companies, Company IXL has shown a profit of say, ` 50 
million,	whereas	Company	UXL	has	registered	a	loss	of	̀  50 million. With these figures, just for the current year, 
one may tend to jump to the conclusion that the performance of IXL is much better, because it has registered 
a profit of `	50	million,	as	against	the	loss	of	the	similar	amount	incurred	by	UXL.

But then, you may like to call for the comparative figures of both the companies for the last few years, to be 
able to evaluate their performance in a realistic manner.

The rationale behind such a practice will be quite clear if we look at the comparative figures of the two 
companies for the last five years, given as follows:

	 Yr	1	 Yr	2	 Yr	3	 Yr	4	 Yr	5	 (` in million)
IXL	 150	 125	 100	 75	 50	 (profits)
UXL	 (150)	 (125)	 (100)	 (75)	 (50)	 (losses)

(Here	it	may	be	mentioned	that,	as	per	the	convention,	the	figures	of	losses,	if	any,	are	presented	within	
parentheses.)

Thus, by way of an extreme example, just to bring home the point, if we were to presume that the profit 
and loss of both the companies continue in such a linear manner steadily and throughout the following years, 
too	(though	it	does	not	so	happen	in	the	real	world),	the	position	of	the	two	companies,	in	the	sixth	year,	is	
expected	to	be	a	year	of	‘no-profit-no-loss’	for	both	the	companies.	However,	from	the	seventh	year	onwards,	the	
performance of the two companies would reverse and interchange, i.e.	the	profitability	of	the	first	company	(viz. 
IXL) will from now onwards, go on declining, year after year. As against this, the losses of the second company 
(viz.	UXL)	will	henceforth	go	on	steadily	declining,	year	after	year.
Now,	you	may	see	that,	while	the	profits	of	Company	IXL	is	gradually	declining,	the	losses	of	Company	UXL	

are gradually decreasing year after year. Thus, we would naturally expect that the performance and prospects 
of	the	company	UXL,	henceforth,	would	be	far	better	than	those	of	the	company	IXL.	And,	rightly	so.

Such an extreme example has been given just to demonstrate the rationale and the underlying idea behind 
the usual practice of making a comparative study of the performance of a company, or companies, for successive 
years.
Further,	by	conducting	an	intra-firm	comparison	of	a	company,	we	come	to	know	as	to	how	this	company	

has	performed	over	the	years.	This	way,	we	also	come	to	know	as	to	when	–	in	which	year(s)	–	the	company	has	
done	better	than	the	previous	year(s)	and	what	are	the	realistic	reasons	for	the	same,	so	that	the	executives	of	
the company may endeavour to consolidate all the favourable and facilitating factors, with a view to improving 
upon the performance of the company in the coming years. Similarly, we would be able to consider as to when 
–	in	which	year(s)	–	the	company	has	not	performed	so	well	and,	 if	so,	what	could	be	the	specific	reasons.	
Simultaneously, we would also decide upon the corrective steps and remedial measures that may have to be 
taken, and acted upon, effectively and promptly, so that the decline of the company could be arrested well in 
time, and thereby the company may be saved from being declared a sick unit.

Inter-firm Comparison
There	is	yet	another	type	of	comparison,	which	is	known	as	the	‘inter-firm’	comparison,	i.e. the comparison of 
say, our own company with a few other companies, which are, of course, in the same or similar line of business, 
and are of somewhat matching and comparable scale of operations, e.g.	Hindustan	Unilever	Ltd.	and	Procter	
&	Gamble	Ltd.	(i.e. their detergent section or toiletries section), Tata Steel and SAIL, Premier Motors and 
Hindustan Motors. Such a study demonstrates as to how our own company is performing in comparison to the 
other comparable companies in the same business, i.e. in which of the areas is our company performing better 
and also as to what are the relevant facilitating factors for such advantages that could be strengthened and 
consolidated for future benefits. Similarly, in which other areas is our company performing well below the mark 
(as	compared	to	the	other	companies	of	a	similar	size	and	in	the	similar	line	of	business	and	scale	of	operation)	
so that the required corrective steps and remedial measures can be found and promptly implemented, before 
it becomes too late.
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We may, thus, observe that both the systems of comparison, viz.,	of	intra-firm	comparison	and	inter-firm	
comparison, have their own objectives and advantages in indicating the suggested course of remedial measures 
and consolidation efforts, as the case may be in respective circumstances and situations. It would, therefore, 
augur well if the exercise of analyzing and interpreting a Balance Sheet is undertaken under both the systems, 
simultaneously and separately.

 SUMMARY

Financial Statements comprise three statements
	 (i)	Balance	Sheet
	 (ii)	(a)	Profit	and	Loss	Account
	 	(b)	Profit	and	Loss	Appropriation	Account
	 (iii)	Sources	and	Application	(Uses)	of	Funds	Statement.

Balance Sheet is the statement of Assets and Liabilities of a company, as on a given date
Therefore, we should read a Balance Sheet along with the following documents:

	 (i)	Schedules
	 (ii)	Notes
	 (iii)	Auditors’	Report
	 (iv)	Directors’	Report

Basic concepts pertaining to Balance Sheet 
Business Entity Concept
Business unit is considered as a separate entity, and the Balance Sheet records all the transactions, as 
these	affect	a	specific	entity	(business	unit)	vis-a-vis its owners, creditors, debtors, employees, customers 
and government.
Monetary Measurement Concept
Only	such	items,	which	can	be	expressed	in	monetary	terms,	are	recorded	in	the	balance	sheet.	Therefore,	
factors like the level of morale and motivation of the employees, technological competence and level of 
modernization and market image of the company and its products, do not form a part of the Balance Sheet.
Going Concern Concept
While preparing the Balance Sheet, it is presumed that the business entity is a going concern, and not 
a	‘gone	concern’.	That	is	why,	all	its	assets	are	taken	at	their	cost	less	depreciation	(in	the	case	of	fixed	
assets, except in the case of land) and not at their liquidation value, which would definitely be different. 
Similarly, the liabilities are valued at the levels at which the business unit owes to its creditors, as against 
at the percentage value for which the creditors would have to settle, even for a lesser amount, in the case 
of	the	liquidation	of	a	loss-making	company.
Cost Concept
Fixed assets are computed at the cost price at which these were initially acquired, and the same cost is 
considered for all the subsequent accounting years, irrespective of their present market value.
Conservatism Concept
As	against	the	cost	concept	(applicable	in	the	case	of	fixed	assets),	current	assets	are	valued	on	the	principle	
of conservatism, which is based on the principle: ‘Anticipate no profits, but provide for all possible losses’. 
Accordingly current assets are usually valued at the cost or at the prevailing market price, or at the 
controlled price, whichever is the lowest.
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Dual Aspect Concept
Dual Aspect concept concept is based on the principle of double entry system. That is to say that, to every 
debit there is an equal and corresponding credit. That is why, the total liabilities of a company are equal to 
the	total	assets	of	the	company,	as	on	a	given	date.	We	may	also	say	that	all	‘sources	of	funds’	(liabilities)	
are	reflected	in	the	corresponding	‘uses	of	funds’	(assets).
Basic concepts pertaining to ‘Profit and Loss Account’ or ‘Income Statement’
Accounting Period Concept
If a company receives an order worth ` 10 lakh in between its accounting period, for the supply of goods 
within a period of one year, only that amount which relates to the goods supplied up to the end of the 
current	accounting	period	(say,	̀  2 lakh), would be treated as the revenue for the current accounting period. 
The	balance	amount	(i.e. ` 8 lakh), would be recorded as an advance payment, and would, accordingly, be 
shown in the balance sheet as a liability.
Accrual Concept
According	to	this	concept,	any	increase	in	the	Owners’	Equity	(OE),	arising	from	the	business	operations,	
is called Revenue and a decrease therein is termed as ‘Expense’. Thus, when revenue exceeds expenses, 
the difference is known as Profit. As against this, when the expenses exceed revenue, the difference is 
called ‘loss’. Accordingly, the owners’ equity increases or decreases, corresponding with the amount of 
profit or loss, as the case may be.
Realization Concept
As per this concept, the revenue is considered to have been earned only when the goods ordered have 
actually been despatched, and not when just the order has been received, or the goods have been produced 
and stored. And, at this stage itself the sale proceeds are treated as if realized, whether it is a case of cash 
sale or even a credit sale.
Matching Concept
When the revenues for an accounting period are recognized, expenses incurred in generating such revenues 
are matched against them. This ensures that the ‘sales’ and ‘costs of goods sold’, shown in the income 
statement, refer to the same product. It may be noted that expenses are matched to revenues, and not vice 
versa. Further, this so happens in respect to ‘product expenses’ only, and not against ‘period expenses’.
Materiality Concept
Only	the	items	of	material	value	are	computed	and	recorded	as	fixed	assets,	i.e.	small	and	low-cost	purchases	
(costing	say,	up	to	` 5,000) are presumed to have been consumed during the current financial year itself, 
though such items may last for, at least, a couple of years, or even more.
Format of Balance Sheet
All the companies are required to present their balance sheets as per the format prescribed in the 
Companies	Act	1956.
Interpretation of Balance Sheet intra-firm comparison
Intra-firm Comparison
The	‘intra-firm’	comparison	suggests	that	the	financial	performance	of	the	same	company	itself	is	being	
compared, year after year. This way one may assess as to how the specific company has performed over a 
period of time. Accordingly, how better or worse, the same company is expected to perform in the coming 
years.
Inter-firm Comparison
The	‘inter-firm’	comparison	refers	to	the	comparison	of	say,	one’s	own	company	with	a	few	other	companies,	
which are, of course, in the same or similar line of business, and are of somewhat matching and comparable 
scale of operations.
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 REVIEW QUESTIONS
 1. What are the different documents that the Financial Statements comprise? Describe, in short, their salient 

features.
	 2.	 (i)	What	is	a	Balance	Sheet	?
	 (ii)	What	are	its	limitations	and	why	do	these	limitations	arise	?
	 (iii)	How	can	we	assess	the	performance	of	a	company,	in	a	near	realistic	manner,	despite	these	limitations?
	 3.	 Write	short	notes	on	the	following	basic	concepts	and	conventions:
	 (i)	Business	Entity	Concept
	 (ii)	Monetary	Measurement	Concept
	 (iii)	Going	Concern	Concept
	 (iv)	Cost	Concept
	 (v)	Conservatism	Concept
	 (vi)	Dual	Aspect	Concept
	 (vii)	Accounting	Period	Concept
	 (viii)	Accrual	Concept
	 (ix)	Realization	Concept
	 (x)	Matching	Concept
	 (xi)	Materiality	Concept
	 4.	 Distinguish	between	the	following	terms,	and	bring	out	the	salient	features,	and	the	specific	purposes	of,	these	

two exercises, by giving suitable illustrative examples in each case.
	 (i)	Intra-firm	Comparison
	 (ii)	Inter-firm	Comparison





Balance Sheet

The beginning of wisdom is a definition of terms
– Socrates

Chapter 3
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • The terminologies frequently used in Balance Sheet and Profit and Loss Account
 • The types of secured loans, like
 (i) Term Loans (ii) Working Capital Loans (Short-term Loans) (iii) Debentures
 • The salient features of Equitable Mortgage, procedures and processes of its creation, and the rationale 

behind its preference over Registered Mortgage
 • The types of Unsecured Loans, like
  (i) Public Deposits
 (ii) Unsecured Loans from Promoters
 (iii) Inter-Corporate Loans
 (iv) Unsecured Loans from Commercial Banks and Term-Lending Institutions
 • Components of the following
  (i) Current Liabilities and Provisions
 (ii) Current Assets, Fixed Assets
 (iii) Investments: (Long-term and Short-term Investments), and in Term Deposits of Banks and Financial 

Institutions
 (iv) Miscellaneous Expenses and Losses
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INTRODUCTION

In this Chapter, we will first discuss the various items of liabilities and assets, as they appear in the Balance 
Sheet, one by one.

LIABILITIES (SOURCES OF FUNDS)

The liabilities, which constitute the sources of funds, comprise share capital (equity and preference shares), 
reserves and surplus, secured and unsecured loans, and current liabilities and provisions.

SHARE CAPITAL

Share capital comprises the following two types of shares:
 (i) Equity Shares (also known as Ordinary Shares)
 (ii) Preference Shares.

EQUITY SHARE (ORDINARY SHARE) CAPITAL

The equity shareholders of a company are virtually (or notionally) the owners of the company, while the debenture 
holders are the creditors. The equity shareholders are only ‘notional’, or virtual owners of the company, because 
a shareholder holding only 100 equity shares of say, Reliance Industries Limited (RIL), out of its total around 
93.38 crore issued, subscribed and fully paid-up equity shares (of the face value of ` 10 each), can hardly 
exercise any control, or have any effective say in the management of the affairs of the company. But then, he/
she is virtually one of the owners of the company, along with all the other shareholders, collectively owning 
the entire equity shares of Reliance Industries Limited (RIL) – aggregating 93,37,49,403 shares (of ` 10 each) 
to be exact, as on 31 March, 2001 (raised from 46,03,69,802 equity shares, on the issuance of the bonus shares 
in the ratio of 1 : 1 during the financial year ended 31 March, 1998).

Thus, by virtue of being the owners of the company, the equity shareholders are the rightful beneficiaries of 
all the gains and benefits of the company. Accordingly, they also share the losses and liabilities of the company, 
in the same manner as the proprietor of a proprietary firm or the partners of a partnership firm do. But then, 
there is a significant difference in that, the liabilities of the shareholders of the limited liability companies 
remain limited to the total value of the shares owned by each of them. Accordingly, the total liabilities of a 
limited liability company itself cannot exceed the amount of its total paid-up capital. (In the case of unlimited 
liability company, however, the liabilities of the shareholders remain unlimited. Such companies, therefore, 
are extremely rare, almost non-existent, in the real world, for obvious reasons.)

For the abovementioned reason, banks and financial institutions prefer to obtain a third-party guarantee 
from all the directors of the company, in their personal capacity, so as to bind all their personal belongings and 
assets, in addition to their share holdings. This is done to recover the company’s dues from the directors, in case 
the total assets of the limited liability company are found insufficient to recover the entire dues. This way, it 
is expected that all the directors of the company will always work with full zeal and enthusiasm, interest and 
inclination, for the general good and welfare of the company.

We shall now first discuss some of the most commonly used terminologies, which are most relevant for any 
detailed discussion of the special and salient features of equity shares.

SOME TERMINOLOGIES

Authorized Capital
Authorized capital is the ceiling, the maximum amount up to the face value of which the company concerned 
has been authorized or sanctioned by a competent authority, to issue shares (comprising both the equity and 
preference shares). Here it may be pertinent to stress and emphasize that, while computing the amount of 
the authorized capital, only the face value of the shares is to be taken into account, and not the amount of the 
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premium at which the shares had been issued. But then, the amount of the face value of bonus shares issued, 
if any, has to be taken into account. That is, if the bonus shares are issued by capitalization of the general 
reserves, such an amount (only the face value of the bonus shares issued) will also be added, while computing 
and ascertaining whether such aggregate amount is well within the ceiling of the authorized capital.

If the aggregate amount (inclusive of the face value of the bonus shares) were to exceed the amount of 
the authorized capital at the material time, it will have to be suitably revised upwards and duly approved/
sanctioned by the competent authority, before the bonus shares could actually be issued, either in physical or 
in dematerialized forms.

In this context, the case of Burroughs Wellcome instantaneously comes to mind. The company had decided, 
and made a public announcement, to the effect of its intention and decision to issue bonus shares in the ratio 
of 1 : 1 (i.e. one equity share for every equity share held, as on the record date) in its annual general meeting 
of shareholders.

But, as the authorized capital of the company on the record date was only ̀  5 crore, and the issued, subscribed 
and paid-up capital of the company stood at ̀  3 crore, the actual issuance of the share certificates pertaining to 
the bonus shares, was withheld till such time as the authorized capital of the company was raised from ̀   5  crore 
to ` 10 crore by a competent authority.

Taking this step had become absolutely necessary inasmuch as after the issuance of the bonus shares, the 
aggregate face value of the company’s fully paid-up shares would have gone up from ` 3 crore to ` 6 crore, 
i.e. ` 3 crore plus ` 3 crore (bonus shares), which would have exceeded the amount of the authorized capital 
of ` crore.

Similarly, Ranbaxy Laboratories Limited had issued bonus share in the ratio of 3 : 5 to its existing shareholders 
in the year 2002. As this would have resulted in the amount of total shares (both equity and preference) 
exceeding its authorized capital limit, it had called for an extraordinary meeting of its shareholders on Monday, 
2 September, 2002, to pass a special resolution to the effect that its authorized capital be raised from ̀  151 crore 
to ` 200 crore, before actually issuing the bonus shares, either in physical or dematerialized (demat) forms.

These illustrative examples clearly show that, while the declaration of bonus share is permitted, the actual 
issuance thereof is not permitted, unless the authorized capital of the company is duly raised to the required 
amount, or beyond.

Issued Capital
Issued capital, as the name itself suggests, is the amount of the aggregate face value of the company’s shares, 
for which the shares have been issued (i.e. offered) for subscription either by the general public, or by private 
placement. This amount, of course, will have to be well within the amount of the authorized capital, but the 
amount of premium, if any, at which the shares have been offered for subscription, will not be taken into account.

Subscribed Capital
On the issuance of the shares, the investors apply for the allotment of the shares. The amount, up to which the 
shares have been actually applied for by the investors (in the public issue or by private placement), is known 
as the subscribed capital.

Paid-up Capital
At the time of coming out with a public issue of shares, companies are required to issue a detailed prospectus, 
wherein they, inter alia, stipulate as to what percentage of the amount of the face value of the shares is to be 
paid, along with the application. This amount is known as the application money. It also stipulates as to how 
much amount (percentage) is payable on allotment, on the first call (say, after three months from the date of 
allotment) and on the second, third, and the final call (say, after one, three and six months, from the date of 
allotment).

Let us take an illustrative example, to understand such provisions. Poorvee Industries Limited, having an 
authorized capital of ` 100 crore, offered a public issue on 1 March, 2010, to the tune of ` 80 crore with the 
following stipulations.
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 (a) Of the amount (of the face value of the shares), 25 per cent is payable with the application;
 (b) Of the amount on allotment and/or thereafter, 25 per cent is payable by a stipulated date, say, up to 30 

April, 2010;
 (c) Of the amount, 25 per cent on the first call, on or before 1 September, 2010 ; and
 (d) The balance 25 per cent of the amount is payable on the second and final call, either on or before 28 

February, 2011.
Also, presuming that the issue has been fully subscribed, the amount under the different heads, discussed 

earlier, would be as follows:
 (a) Authozised Capital: ` 100 crore
 (b) Issued Capital: ` 80 crore
 (c) Subscribed Capital: ` 80 crore
 (d) Paid-up Capital
 (i) ` 20 crore on application
 (ii) ` 40 crore (` 20 crore + ` 20 crore) on allotment or by 30 April, 2010
 (iii) ` 60 crore on or before 1 September, 2010; and
 (iv) ` 80 crore on or before 28 February, 2011.

It is presumed that all the investors have paid the required allotment money as well as the call money on 
time. Otherwise, they may pay it later with a penal rate of interest, or else their shares may be forfeited.

Thus, if some amount of money has not been paid by 30 April, 2010 (allotment money) and/or up to 1 
September, 2010 (first call money) and/or up to 28 February, 2011 (second and final call money), these figures 
will have to be shown with as much lesser amount (remaining unpaid) on the specific date of the balance sheet.

In the above example, in case only 90 per cent of the issued capital has been subscribed, the position, 
obviously, will be as under:
 (i) Authorized Capital: ` 100 crore (i.e. no change)
 (ii) Issued Capital: ` 80 crore (i.e. no change)
 (iii) Subscribed Capital: ` 72 crore (i.e. 90 per cent of the issued capital of ` 80 crore)
 (iv) Paid-up Capital
 (a) ` 18 crore will be adjusted as the application money
 (b) ` 36 crore on allotment, and/or by 30 April, 2010
 (c) ` 54 crore on or before 1 September, 2010
 (d) ` 72 crore on or before 28 February, 2011

(Provided, of course, all the investors pay all the amounts within the stipulated due dates.)
Some of the companies, specially those of good standing and reputation, may stipulate that the full amount 

will be payable with the application itself. In such cases, all the aforesaid three categories of capital, viz. issued, 
subscribed, and paid-up capitals, will be the same as the amount of the issued capital (which has necessarily 
to be well within the authorized capital), provided, of course, the issue gets fully subscribed. For example, the 
State Bank of India had come out with its first public issue in 1993 [at a premium of ` 90, i.e. ` 10 face value 
shares were issued for ` 100 (i.e. ` 10 towards share capital and ` 90 towards share premium account)]. The 
full amount was payable along with the application.

As against this, Usha Rectifiers Limited (now changed to Usha India Limited), had come out with a public 
issue of equity shares in 1989, at a premium of ̀  40 (i.e. ̀  10 face value share was issued at a price of ̀  50 each) 
with the following stipulations in their prospectus:

Only 10 per cent of the amount was payable with the application, and the remaining 90 per cent of the amount 
was payable in very easy instalments of convenient percentages of the face value of the shares, spread over a 
longer period. Such a strategy was, perhaps, adopted by the company, as a well-thought-of marketing strategy, 
to make the issue more attractive and easy for the prospective investors. But then, the issue was highly under-
subscribed, as most of the enlightened investors had kept their hands off from this issue as, in their considered 



 BALANCE SHEET 31

opinion, the amount of premium was on a very high side. But, the company, on its part, had also proved to be 
smart enough in that they obviously had, deliberately, avoided stipulating in their prospectus as also in the 
application to the SEBI to the effect that, in the event of the issue being under-subscribed, lesser than 90 per 
cent of the issued capital, the entire application money will be refunded to the applicants. On the basis of this 
very plea, the company preferred to retain the entire application money, though the issue was subscribed far 
under the usually required minimum 90 per cent.

Whether suitable actions were taken by the SEBI authorities against its erring officials for the aforesaid 
negligence on their part, however, is not within the purview of the book. It was only thereafter that the SEBI 
had stipulated that, in the prospectus also the companies will have to compulsorily stipulate, pointedly and 
prominently, that in case the subscription to the issue falls short of 90 per cent of the amount of the issued 
capital, the entire application money will be refunded to all the investors/applicants. Thus, the entire application 
money of MS Shoes had to be refunded by them to all the investors, as the issue was subscribed below the 90 
per cent mark.

SOME OTHER TERMINOLOGIES

Par Value (Face Value)
Par Value is the amount written on the face of the share scrip. That is why, it is also known as the face value. 
The most popular par values of shares, currently prevalent in India, are ` 10 followed by ` 100. But some of 
the shares are still having the par value as ` 1, ` 2, ` 3, ` 4, ` 5, ` 20, ` 50. Earlier, the shares of ACC had the 
face value of ` 1,000, which have since been split into shares of the par value of ` 100, and later, of ` 10 only. 
Thus, now there is no share left with the face value of ` 1,000, quoted either on the Bombay Stock Exchange 
(BSE) or the National Stock Exchange (NSE). For details, one may refer The Economic Times*, wherein for 
those companies having the face values of their shares other than ̀  10 (the most common face value), a specific 
distinguishing sign is indicated before their names in the daily quotations of the quoted shares published on 
a day-to-day basis.

Furthermore, the shares of Gujarat Ambuja Cement, of the face value of ` 10, have since been split into the 
shares of the face value of ` 2 each.

Some of the companies whose shares have the face values, other than ` 10, are given, by way of illustrative 
examples (Table 3.1).

TABLE 3.1 Companies shares with different face values

Descriptions Amount (`)

Madras Cement, Andhra Paper, Bharat Pipe, MICO 100

Infosys Technologies, Sterlite Industries 5

Mascot Syst 4

Cummins India, Satyam Computers, Wipro 2

Dabur India, Hindustan Unilever Limited, Zee Telefilms 1

Book Value
The book value of the shares is the value of each share, inclusive of the aggregate amount of the entire Reserves 
and Surplus, as per the books of the company. All these belong to the equity shareholders alone.

Thus, the book value of each share, in percentage terms, would be equal to:

     

(Fully paid-up) Equity Share Capital + Reserves + Surplus
Agggregate face value of (fully paid-up) Equity Shares

× 100

*(The Economic Times, 5 May, 2010.)
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Let us elucidate the point with the help of an illustrative example:
 (i) Fully Paid-up Equity Shares of XYZ Company   ` 100 crore
 (ii) Reserves and Surplus      ` 200 crore
 (iii) Aggregate Book Value of such shares will be equal to (i) + (ii) ` 300 crore

Therefore, the Book Value per Share  = 
100 crore + 200 crore

100 crore
× 100

      = 300 crore
100 crore

× 100

      = 300 per cent
      = 3 times (the face value)
Thus, if the face value of each equity share is ` 10, its book value will be ` 30, and if it be ` 100 or ` 2, it 

would be ` 300 or ` 6, and so on.

Issue Price
The amount at which the shares are offered to the public, to subscribe thereto, is known as the issue price. 
Usually, new companies come out with their first public issue at par value or face value.

For example, the Initial Public Issue (IPO), i.e. the first public issue, of HDFC Bank, in the year 1994, was 
priced at par value (i.e. at ̀  10). It, however, is a different matter that its market price as on 4th May, 2010 had 
shot up to ` 1,940.35 on the Bombay Stock Exchange (BSE), and ` 1,937.00 on the National Stock Exchange 
(NSE). Incidentally, the high and low prices of these shares, in the preceding fifty-two weeks (from 4 May, 
2010) had been ` 2,010 and ` 1,110 on BSE, and ` 2,010 and ` 1,115 on NSE.

But, some well-established companies of repute, privileged with the higher book value and market price of 
their shares, as compared to their face value, usually come out with their public issue at a reasonably higher 
price than the face value of their shares. For example, the State Bank of India had come out with the public issue 
of its shares, of ` 10 face value, at an offer price (issue price) of ` 100, i.e. at a premium of ` 90. [The amount 
of the issue price, in excess of the face value of the shares, is known as the amount of premium. Thus, in the 
above case of the State Bank of India, the shares of ` 10 face value were issued for ` 100, i.e. at a premium of 
` 90 (i.e. ` 100 less ` 10 equals ` 90].

It may be pertinent to mention here that, as per the existing law, the issue price of the shares can, under no 
circumstances, be lower than their par (face) value.

Further, the first public issue of Garden Silk Mills (manufacturing Garden Brand saris) was issued at ` 85 
(i.e. at a premium of ` 75) when it got converted from a private company to public company, depending upon 
its financial stability, as also its performance and prospects.

Similarly, the Initial Public Offer (IPO) of the equity shares of Jaypee Infratech, and Satlaj Jal Vidyut Nigam, 
of the face value of ̀  10 each, were offered to the public of a price of ̀  117 and ̀  26, respectively, on 29 April, 2010.

Market Value
The price at which a share is quoted and traded in the stock exchanges (BSE, NSE) is known as its market 
value. Such a market price may be said to be reliable enough, only if the shares are being actually traded daily, 
or at least frequently, as also in reasonably large volumes. But, in the case of such shares, which are rarely 
traded and that, too, in a significantly lower volume, the price at which these have been traded in the stock 
exchanges may not be considered to be reliable enough. One must, however, be cautious enough in this regard, 
as some companies deliberately go on enhancing the price of their shares, gradually and in a calculated manner, 
if they intend to come out with a public issue of their shares, at a premium of an unreasonably higher level.

The case of Usha Rectifiers Limited (now Usha India Limited), as reported in the newspapers, naturally 
comes to one’s mind. The company had reportedly artificially jacked up the price of its shares in the market 
from ` 20, and ` 25 to around ` 250, immediately before coming out with its public issue, at an unreasonably 
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high premium of ` 40, i.e. at a price of ` 50. Soon after its public issue was over, the price of the shares came 
down to a realistic level at around ` 20 or even lower. It is a separate matter that, due to all these reportedly 
unfair practices adopted by the company, its shares were highly under subscribed, which was nowhere near 
the stipulated minimum 90 per cent of the total issue amount. Also, surprisingly, it did not have to refund the 
entire application money to the investors, as it had not stipulated in its prospectus, nor in its application to 
the SEBI, anything to that effect.

Thus, the negligence on the part of the officers of SEBI, proved to be a boon for the company, although a bane 
for the investors. It was a very costly one at that, because after seeing through the reported ‘game’ played by 
the company, most of the investors preferred not to pay a single amount on any of the further calls, and allowed 
their entire application money to be forfeited by the company.

A couple of months before the Punjab National Bank and Allahabad Bank were to come out with their second 
public issues, in the months of March and April 2005, the marked price of their respective shares are alleged to 
have been artificially increased up to the levels of around ` 519 and ` 107 respectively. Their issue document 
had stipulated the issue price of their shares in the band of ` 370 to ` 390, and ` 75 to ` 82, respectively. The 
actual price at which these shares were issued was at the top end of the respective bands, i.e. at ` 390 and 
` 82, respectively. However, within only a few days of the allotment, these shares were being quoted at a below 
par price at ` 326 in the case of PNB, and ` 75 in the case of Allahabad Bank. However, the closing prices of 
these shares on the National Stock Exchange as on 3 June, 2005 were around ` 389 and ` 85, respectively. It is 
for consideration, whether it augurs well even for the public sector companies, and especially so in the banking 
sector, to resort to such tricky strategies.

ISSUING OF SHARES

The companies may prefer to issue their shares in one of the following three ways:
 (i) By way of coming out with a public issue
 (ii) Through private placement
 (iii) By way of a rights issue

Let us now discuss, in detail, the salient features of the various types of the issues of shares, one after the 
other.

Public Issue
The issue of shares to the members of the public through a prospectus is known as the public issue. This, in 
fact, is the most popular and important mode of raising funds through the issue of share capital.

Private Placement
The sale of shares to one or only a few investors is known as private placement. Such issues do not require the 
issuance of the formal prospectus nor any underwriting arrangements. Besides, the terms of the issue are also 
determined through negotiation between the parties, viz. the issuing company and the investing company(ies) 
or individuals.

Rights Issue
The fresh shares issued exclusively to the existing shareholders of a company (as per its register, as on a 
specified record date) on rights basis is known as the rights issue.

The existing shareholders are given the right to apply for a specified number of shares, in proportion to 
their existing holdings of shares on pro-rata basis. They are assured of allotment of (at least) such number 
of shares. I say, ‘at least’, because they also have the option of applying for an additional number of shares, 
over and above the number of shares offered to them on the rights basis. Further, in the event of some of the 
existing shareholders opting not to subscribe to the issue (or if they fail to apply within the stipulated time 
period, which is usually thirty days), such unsubscribed portion of shares may be given to such shareholders 
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who have applied for additional shares also, of course, on a pro-rata basis, depending upon their current holding 
of the company’s shares.

Let us clarify the picture by way of an illustrative example. The paid-up share capital of a company is ` 100 
crore, and it comes out with a rights issue, in the ratio of 1 : 2, to the tune of ` 50 crore. Thus, a shareholder 
owning fifty shares, will be offered to apply for twenty-five shares on the rights basis. He may also apply for 
additional shares, over and above the twenty-five shares. But then, since only a portion of the additional shares 
applied for may be allotted to the investor on a pro-rata basis, it may be usually prudent to apply for additional 
shares only to the extent of around 30–40 per cent of the total number of shares, offered on the rights basis.

But then, the rights offers are negotiable, too. That is, a shareholder can sell its rights for some consideration 
(money), either directly to a third person or through a sharebroker in the secondary market. That is why, when 
the rights issue opens, the price of such shares are quoted in the secondary market (stock exchanges) as ‘cum-
rights’. This means that before the pre-announced date of the book closure (for the purpose of registration of 
the transfer of shares, in the books of the company), the shares purchased by an investor can be registered with 
the company in the third person’s name. In this way, the third person will become entitled to receive the rights 
offer too in his or her own name, instead of in the seller’s name. And, on the commencement of the book closure 
date, the share prices are again quoted in the share market (stock exchanges) on ‘ex-rights’ basis.

Rights issues, as compared to public issues, are more economical and cost-effective, as these do not involve 
any underwriting or wide publicity, as is usually done in the cases of public issues. The company, which has 
gone for the rights issue just sends, invariably per Registered Post, a ‘Letter of Offer’, along with a composite 
application form, to all of its existing shareholders, whose names appear in the books of the company, as on a 
record date announced by the company in advance.

The composite application form comprises four pages, divided into four segments, marked Parts A, B, C, 
and D, on one separate page each.

Part A is meant for accepting and applying for the shares offered on the rights basis, by the existing 
shareholders only. The shareholders may also apply for some additional shares, provided they have applied 
for the entire number of shares offered to them on the rights basis.

Part B is meant for renouncing the rights by the existing shareholder in favour of some other person. This 
is duly completed and signed by the existing shareholder and passed on to the other person as and when he 
wants to sell his rights.

Part C is to be used for application by the renouncee, i.e. in whose favour the existing shareholder has 
renounced his rights, by executing Part B, as aforesaid.

Part D is in the nature of a split form, which is required to be sent to the issuing company within a stipulated 
time, with a request to send fresh application forms in cases where the original allotee (existing shareholder) 
wants to apply for some shares on rights basis as also sell the remaining portion of the rights offer in the 
secondary market. But, in such cases, as the original allotee is not applying for the full number of the rights 
shares offered, he or she is not entitled to apply for any additional shares.

Primary Market and Secondary Market
When the shares are issued by way of public issue, rights issue or on private placement basis, and the shares 
applied for are allotted by the issuing company to the investors, it is known to have been purchased or obtained 
from the primary market. But, when such original primary investors want to sell their shares to someone else 
in the stock exchange through a broker (or even on personal basis to their friends and/or relatives) such sales 
and purchases are known to be transacted in the secondary market.

PREFERENCE SHARE CAPITAL

Preference share capital can well be said to be a ‘two-in-one’ instrument – a synthesis of the main features of 
both the equity shares and debentures. This is so because of the following reasons:
 (i) Preference Share Capital is treated as one of the components of the share capital, a part of the ‘Owners’ 

Equity (OE). That is why, it has been provided that the quantum of both the equity shares and the 
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preference shares, taken together, should be within the amount of the authorized capital. Besides, the 
return on the preference shares is treated as dividend (and not interest).

 (ii) But, while the quantum of dividend payable on the equity shares may vary, depending upon the quantum 
of Profit After Tax (PAT), year after year, the dividends on preference shares are payable each year at 
the specific pre-agreed fixed rate, as per the terms and conditions stipulated in the prospectus, published 
at the time of the issue of such shares.

 (iii) The dividends on the preference shares are payable prior to the payment of the dividends to the equity 
shareholders. That is, only after the dividends payable to the preference shareholders have been paid in 
full, the dividends become payable to the equity shareholders.

 (iv) But then, the payment of dividends, payable to the preference shareholders, is not statutorily compulsory 
(unlike the payment of interest on debentures, which is obligatory). Instead, it depends upon the sole 
discretion of the directors of the company.

 (v) More importantly, while the amount of interest paid/payable on debentures is tax-deductible, the amount 
of dividend paid on shares (both equity and preference shares) is not so and thus, tax has to be paid out 
of the quantum of PAT only.

 (vi) Besides, as in the case of the debenture holders, preference shareholders also do not generally enjoy the 
right to vote.

TYPES OF PREFERENCE SHARES

There are various types of preference shares, categorized on the basis of their different characteristic features/
parameters. These are:

Cumulative and Non-Cumulative Preference Shares
In the case of cumulative preference shares, if the amount of dividend payable, remains due, in full or in part, in 
any of the years, such balance amount gets carried over to the next successive years, till the entire outstanding 
dividends are cleared totally.

Let us take an illustrative example. Suppose the ‘Big Bite Biscuits’ pays dividends to its preference 
shareholders at 12 per cent per annum. But, if it has been able to pay nil, 5 per cent, 6 per cent, 9 per cent and 
10 per cent as dividends during the last five years, the company may have to pay (12 + 7 + 6 + 3 + 2) 30 per 
cent outstanding dividends, plus 12 per cent for the current year, that is, total 42 per cent during the current 
(sixth) year.

Also, only after the entire amount of dividends due to the preference shareholders has been paid up to date, 
the amount of dividend, if any, may become payable to the equity shareholders. In case the company does not 
have sufficient amount of PAT to pay the entire 42 per cent to the preference shareholders, as in the aforesaid 
example, and has paid say, 40 per cent dividend only, the equity shareholders will not get a ‘single paisa’ as 
dividend, even in the sixth year, as must have been the case, during all the previous five years, too.

As against this, in the case of non-cumulative preference shares, in case no dividend or some lesser amount 
(than 12 per cent, as in the previous example) has been paid, the balance amount would not get automatically 
carried over. This would, instead, lapse that very year.

Thus, in the previous example, the non-cumulative preference shareholders will be paid only 12 per cent 
dividend in the sixth year, and the balance amount pertaining to the last five years would be deemed to have 
lapsed.

In India, however, in most of the cases, the preference shares are in the nature of cumulative preference shares.

Callable and Non-Callable Preference Shares
In the case of the preference shares, where the amount could be called (i.e. paid back) in full or in part, at 
any time, but at the discretion of the issuing company, and at the price, as per such call features stipulated 
by the company at the time of the offer/issue of the shares, such shares are known as callable preference 
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shares. As against this, the non-callable preference shares cannot be paid back in full, or even in part, before 
the due dates.

Convertible and Non-Convertible Preference Shares
Convertible preference shares are such shares, where the holders enjoy the right – at their option – to get their 
shares converted into equity shares after the lapse of a certain period (say, after two years) in the pre-settled 
ratio (say, 1 : 1), but within a specified period thereafter (say, within a period of three months). As against this, 
non-convertible preference shares cannot be converted into equity shares at any point of time.

Redeemable and Non-Redeemable Preference Shares
Redeemable preference shares are those shares, which are stipulated to be redeemed (repaid or retired) after 
the lapse of a specified maturity period (say ten years) after the date of allotment, as specified in the issue 
documents.

In the case of non-redeemable preference shares, however, these shares are supposed to be perpetual in nature, 
not to be redeemed (repaid or retired) at any point in time, till the existence of the company. Thus, such shares 
do not have any maturity period. In India, however, most of the preference shares are redeemable in nature.

Cumulative Convertible Preference (CCP) Shares
Cumulative Convertible Preference shares are a unique innovation wherein the features of both the cumulative 
and convertible preference shares are combined in one instrument. Unfortunately, CCP shares have ultimately 
proved to be a non-starter, so far.

Participating and Non-Participating Preference Shares
Participating preference shares entitle the holders thereof to participate in the surplus profit (i.e. the balance 
amount remaining after paying the dividends, at certain rates, each year, on both the equity and preference 
shares). Similarly, such preference shareholders may also be entitled to the assets that may still be remaining 
after meeting all the claims and dues of the governments (both central and state), of all the creditors and the 
preference shareholders (in that order), according to some specific formula.

For example, the issue documents may provide that the participating preference shareholders will get a 
dividend at 15 per cent per annum and will also be entitled to receive further dividend to the extent of say, 25 
per cent of the dividend paid to the equity shareholders, every year.

Similarly, it may as well be provided that such participating preference shareholders will be entitled to, 
say, 12 per cent of the residual assets, left after meeting the claims of the governments and all the creditors 
(including sundry creditors, banks and debenture holders) but prior to the distribution of the assets among the 
equity shareholders. Such shareholders will be entitled to their share, in proportion to their holdings of the 
shares, only out of the assets still remaining.

Shareholders who have been issued non-participating preference shares will, of course, not be entitled to such 
shares in the surplus profit, nor in the residual assets (at the time of liquidation of the company), as aforesaid.

Voting Rights
Unlike equity shareholders, the preference shareholders do not enjoy any voting rights since the commencement 
of the Companies Act 1956. However, they are entitled to vote on every resolution placed before the company 
under any one or all of the undernoted circumstances: 
 (i) If the dividend(s) on preference shares are in arrear for the last two years or more, in the case of cumulative 

preference shares; or
 (ii) If the preference dividends have not been paid for two or more consecutive years in the past, or for 

an aggregate period of three years or more, in the preceding six years, ending with the expiry of the 
immediately preceding financial year of the company.
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But then, the number of preference shareholders is usually too small to let their voice and views be felt, in 
any way, in any of the meetings of the shareholders of the company.

It may, however, be pertinent to mention here that when the provision had been made in the Union Budget 
for the financial year 1998-9, to the effect that the dividend payable on shares (both equity and preference 
shares) will not be taxed in the hands of the shareholders (though the companies were required to pay tax on 
dividend paid @ 10 per cent), the preference shares had, naturally, gained unprecedented popularity in absolute 
preference to debentures and loans, earlier preferred by the promoters and others.

The reason behind this preference was that, while the income received by way of interest paid on loans and 
on debentures, payable to the creditors or debenture holders, was taxable, the income by way of dividends was 
exempted from taxation, to an unlimited extent. It is a different matter that the interest payable on loans and 
debentures were tax-deductible (for the company), while the dividends paid were not. Therefore, these dividends 
have to be paid only after the PAT stage, when even the amount of tax payable by the company on the amount 
of dividend declared and payable to the shareholders has been paid by the company at the prevailing rate. 
Thus, though the payment of dividend, payable on preference shares, would have proved to be costlier to the 
company, as compared to the payment of interest on loans and advances, it had been the other way round, from 
the point of view of the promoters and other investors.

RESERVES AND SURPLUS

Reserves
The reserves comprise that portion of the net profit which has not been distributed as dividend to the 
shareholders, but is, instead, ploughed back into the business. That is why, it is also known as the ‘Retained 
Profits’ or ‘Retained Earnings’. Reserves may broadly be categorized under two heads:
 (a) Revenue reserves comprise such reserves, which are constituted out of the revenue or income, generated 

out of the normal or usual line of business of the company. 
 (b) As against this, the income generated from the sources, other than the usual business activity of the 

company, will go to constitute capital reserves.
For example, the income generated out of the sale of the various models of cars by the Maruti Udyog Limited 

(MUL) will constitute the revenue reserves, while the income generated by way of sale of shares or interest 
received on the debentures of some other companies, will go to comprise the capital reserves.

These two reserves are further subdivided into various categories of reserves. The different types of revenue 
reserves are as follows:
 (i) General Reserve
 (ii) Investment Allowance Reserve
 (iii) Capital Redemption Reserve, like the Debenture Redemption Reserve
 (iv) Dividend Equalization Reserve.

The dividend equalization reserve is created so that in case in some of the years, the net profit declines so 
much that the company may not be able to pay the dividend at the same rate as in the previous year(s), the 
short fall could be made good out of this reserve. That is why, it has been appropriately named as the ‘dividend 
equalisation reserve’.

Similarly, the reserves under items (ii) and (iii) above, are also created for specific purposes.
But then, the general reserve is not created for any specific purpose and, accordingly, the management is 

free to spend the amount under this category for any other purpose, whenever and however, at its own free 
will. That is why, the general reserve, has been termed as such in the sense that it is free of any restrictions, 
statutory or otherwise.

The various examples of capital reserves are as follows:
 (i) Premium on the issue of shares, credited to the Share Premium Account. For example, when a company 

issues one lakh shares of the face value of ` 10 at a premium of ` 40 (i.e. at a price of ` 50), ` 10 lakh is 
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credited to the ‘Share Capital Account’, while ` 40 lakh is credited to the ‘Share Premium Account’, and 
the latter constitutes one of the capital reserves.

 (ii) The surplus generated, though notionally, out of the revaluation of the fixed assets, known as the 
‘revaluation reserve,’ is yet another example of capital reserves.

Here, it may be pertinent to emphasise the fact that the fixed assets alone (and not the current assets, or the 
miscellaneous assets, or the intangible assets) can be revalued. The revaluation of assets takes place generally 
under the following three conditions:
 (a) On the conversion of a private company into a public company. For example, when a company like Garden 

Silk Company, a private company, was being converted into a public company in the late 1980s, it had 
revalued its fixed assets (and had even issued bonus shares) and only thereafter it had gone for its public 
issue at ` 85 per share (i.e. ` 10 face value shares at a premium of ` 75).

 (b) At the time of amalgamation of two or more companies, too, it becomes necessary to revalue the fixed 
assets of all the merging companies.

  For example, when Brooke Bond Tea and Lipton Tea were merged with Hindustan Lever Limited, (now 
renamed as Hindustan Unilever Limited) or when Glaxo (UK) and Burroughs Wellcom (UK) were merged, 
or, when the Reliance Industries Limited (RIL) and Reliance Petroleum Limited were merged in 2002.

 (c) The fixed assets are also revalued when a company is being sold out to another party/business house. 
For example, when XYZ Company is purchased by ABC Company.

How is the Revaluation Reserve Computed?
The procedure followed at the time of revaluation of the fixed assets is given as follows:

Revised Value of the Fixed Assets [less] their Book Value = the amount of the Revaluation Reserve.
For example, if the land of the company purchased fifty years back, for ` 1 Lakh, has now been revalued at 

the present market price at ` 50 lakh, the amount to be credited to the Revaluation Reserve account will 
be ` 49 lakh

(` 50 lakh less ` 1 lakh = ` 49 lakh).
The Share Premium Account and the Revaluation Reserve, however, are not available for payment as dividend.

Statutory Reserves
Statutory reserves are those reserves which have been created, as per the statutory obligations, under the law 
of the land.

For example, as per the requirements of the Income Tax Act, a specific amount has to be kept separately under 
the heading ‘Investment Allowance Reserve’. This amount has to be used only for the purposes of modernisation 
of the existing old plants, or for acquiring new plants and machinery. Further, the amount has to be spent for 
the aforesaid purpose only and that, too, within a period of three financial years, to be eligible for concessions/
rebate in the computation of the income tax payable.

Another example of statutory reserve could be the ‘Development Rebate Reserve’. In some cases, a specific 
amount has to be kept separately, earmarked for a specific purpose, which can be transferred back to the general 
reserves, after the expiry of a stipulated period, as per law.

A Word of Caution
In some of the Balance Sheets it has been observed that, in the category of reserves, an amount under the 
heading ‘Exchange Fluctuation Reserve’ or ‘Reserve for Foreign Exchange Losses’, has been shown. Similarly, 
some Reserves like ‘Bad and Doubtful Debts Reserve’ have also been seen in the Balance Sheets of certain 
companies. It may, thus, be pertinent to pointedly mention here that these items in the Balance Sheet are 
not in the nature of Reserves. These must, instead, be categorized as ‘Provisions’, and must be shown under 
the heading ‘Current Liabilities and Provisions’. Thus, while recasting the Balance Sheet for the purpose of 
evaluation of the company’s financial performance and prospects, through the ratio analysis, such items must 
be treated and classified accordingly.
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Surplus
Surplus is the balance amount of the entire retained earnings, which has not been earmarked for any specific 
expenditure. That is, after allocating the amount of retained earnings to the various items of revenue reserves 
and capital reserves, the amount still remaining in balance is known as the ‘surplus’.

It has usually been seen that the amount, say, in lakh of rupees is allocated to the various reserves, and 
the balance amount remaining in fraction (i.e. below ` one lakh) is accounted for as the ‘surplus’. But then, 
it has also been seen in some cases that even crores of rupees are kept as ‘surplus’. Further, as the amount, 
shown under the head ‘surplus’ does not have any specific tag or restriction attached thereto - statutory or even 
otherwise - this amount also constitutes and is treated as a part of the general reserve.

SECURED LOANS

The loan, backed up by the charge on some tangible assets of the borrower, created in favour of the creditor, is 
known as secured loan. Such a charge is created by way of pledge and/or hypothecation (in respect of movable 
assets, such as inventories, receivables and movable items of machinery) and/or mortgage (usually equitable 
mortgage) of immovable assets, like land and building, plant and immovable items of machinery (imbedded to 
earth), and so on.

Primary Security and Collateral (Additional) Security
Primary securities comprise such items of the assets on the basis of which the quantum of loan and/or the drawing 
power on the borrower’s account is determined, and accordingly, it fluctuates. For example, the quantum and 
value of raw materials, work-in-process, finished goods, bills receivable, determine the drawing power on the 
working capital loan. Similarly, the fixed assets, like the items of machinery, the value of which determines 
the quantum of the term loan, are accordingly known as the primary securities.

Collateral (Additional) Security
Bankers and even other creditors may usually prefer to doubly secure the loan by way of primary as also some 
additional security. In India, such additional security is known as ‘Collateral Security’. But, in the United 
States, the primary security itself is termed as the ‘Collateral’.

For example, in the case of working capital loan or terms loan, in addition to the primary security, the banks 
may prefer to obtain a third party guarantee, usually from friends and relatives in case of firms, and from the 
Directors (in their personal capacity) in the case of a limited liability company.

[The rationale behind obtaining personal guarantees from the Directors of a limited liability company is to 
ensure their wholehearted and sincere commitment in the efficient and effective management of the company, as 
their personal stake (individually) does not remain confined and limited only upto the amount of the company’s 
shares, held and owned by them].

It is usually said, just to emphasise the point, that the bankers want to play doubly safe and sure, as they 
prefer to tighten their pants both with the belt and the braces (suspenders) so that if either of the two were to 
give way, the other will be able to hold the pant in place. That is, even when the creditworthiness and reliability 
(financial ability and standing and the unimpeachable integrity and honesty of the borrower) and/or the total 
value of the primary security may go down, the collateral security may be used to recover the balance of the 
loan amount, remaining uncovered or unrealized by the sale proceeds of the primary security.

Some of the loans are granted merely against the primary security of the personal undertaking of the 
borrower; his or her honesty and integrity, good intentions and willingness to repay the debt. These securities 
are valuable, of course, but these are intangible, all the same. That is why, the loan granted only against the 
personal worth and value of the borrower, and backed by no tangible security, is known as an unsecured loan. 
The unsecured loans are also referred to as ‘clean loans’, e.g. the Clean Cash Credit, Clean Overdraft.

Here, it may be pertinent to share a legal nicety and refinement. When a loan is granted by way of negotiation 
or discount of a demand or time (usance) bill of exchange, respectively, for its full face value (less, of course, and 
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the bank charges/discount), it is known as a ‘secured loan’. This is so, because in such an event, the banker, 
legally speaking, becomes a ‘holder in due course’, and the title to the document of the title to the goods (like 
the railway receipt, lorry receipt, or bill of lading,) gets transferred to the creditor banker. But, in case only a 
certain percentage of the face value of the bill of exchange (say, 75 per cent or 80 per cent of the bill amount) 
is paid by way of an advance, and the bill is sent for collection to realize its payment from the drawees at some 
later date, such advance is treated as an unsecured loan. This is so, because, in such a case, the banker remains 
only a collecting agent, similar to a ‘holder’ of the bill of exchange, and not a ‘holder in due course’, as per the 
Negotiable Instruments Act (NI Act, for short).

We have seen that, as per the Companies Act, the loans are to be shown in the balance sheet, only under 
the two heads, namely,
 (i) Secured Loans; and
 (ii) Unsecured Loans.

Thus, it will be sufficient for the companies to comply with such a provision of the Act. Accordingly, they 
are not required to bifurcate the quantum of such loans into short-term and long-term sources of funds, i.e. 
into current and differed (term) liabilities. But these, for the purpose of analyzing the Balance Sheet and 
computing the various ratios, especially the liquidity ratios (like the Current Ratio and Quick Ratio), it may 
become necessary to recast and reclassify these items in the Balance Sheet, accordingly. Further, while some 
of the required information may be available in the respective schedules provided in the Balance Sheet, any 
further information and break ups may have to be sought from the company itself. This, of course, is a must, 
for arriving at a real and actual financial position and performance of the company.

TYPES OF SECURED LOANS

Term Loans
Term loans are usually granted by way of secured loans, i.e. against some tangible security, usually for the 
purchase of fixed assets, such as the plant and machinery, land and building, furniture and fixtures, etc Further, 
term loans are given for a fixed term or period, ranging from three years onwards. Accordingly, these are required 
to be repaid also in predetermined instalments, over a period of time, and out of the surplus generated with 
the use of the tools of business (production), i.e. the items of fixed assets financed against.

Primary Security and Collateral Securities in Term Loans
Further, term loans are given against the security of the fixed assets to be purchased therefrom. For example, 
if a term loan is given for the purchase of some items of plant and machinery, such a plant and the machinery 
themselves will constitute the primary security. The commercial banks and term-lending institutions may 
also insist for some additional security, usually referred to by the Indians banks as a ‘collateral security’. Such 
collateral security or additional security, for example, could be in the form of an equitable mortgage of land and 
building or such other fixed assets, already owned by the company. Another form of collateral security, usually 
accepted by the banks and term-lending institutions, is in the form of a third party guarantee.

Let us now try to understand the distinguishing features and characteristics of primary security and collateral 
security.

Primary securities constitute those items of security against the security of which the term-loan has been 
granted, or on the basis of the value of which the drawing power on the cash-credit account of the company is 
determined.

For example, suppose that a company has been granted a term loan of ` 30 lakh for purchase of an item of 
machinery, costing ̀  40 lakh. Thus, in this case, the item of machinery financed against is the primary security.

Further, supposing the company is enjoying a working capital limit from a commercial bank or financial 
institution to the extent of ̀  10 lakh, and the drawing power is granted to the company on the basis of the value 
of the items of inventories, i.e. raw materials, work-in-process and finished goods and the trade bills – pledged 
or hypothecated to the commercial bank or to the financial institution, as the case may be – these items of 
inventories and trade bills will constitute the primary security.
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As is very well known, even term-lending institutions, like ICICI, IDBI, IFCI, have started financing working 
capital loans, besides term loans to the borrowers since the year 1999. Similarly, the commercial banks - besides 
giving the working capital advances – have also started giving term loans, even of large amounts, since the 
same year (1999). In such cases, the stocks of inventory and the bills receivables will constitute the primary 
security, and the equitable mortgage of some landed property or some other fixed assets, or the third party 
guarantee of friends and relatives, will comprise the collateral security.

Working Capital Loans (Short-Term Loans)
Working capital loans, till recently, were generally given by commercial banks alone. Now, even term-lending 
institutions have started giving such loans to meet the day-to-day operational expenses of the companies, 
generally known as the working capital requirements.

As already observed, as per the Companies Act 1956, all the companies are required to classify their loans 
under only two categories, viz. secured loans and unsecured loans, and no indication is given whether such 
loans are long-term loans (i.e. repayable after twelve months) or short-term loans (i.e. repayable within twelve 
months) from the date of the Balance Sheet, so as to classify them as deferred (or term) liabilities or current 
liabilities, respectively.

Hence, the amount of working capital loan, which is in the nature of short-term loan, may be shown just 
as secured loan (or even unsecured loan, as the case may be) and, consequently, may not be included in the 
amount of current liabilities shown in the Balance Sheet. Therefore, while analysing the Balance Sheet, and 
reclassifying the various items of liabilities, we may have to add back the amount of working capital loan to 
the total current liabilities. Similarly, the amount of instalments, with interest – payable on term loans within 
twelve months from the date of the Balance Sheet – will also have to be included in the current liabilities. 
But, to find such information, we may have to look to the respective schedules of the Balance Sheet, or call for 
further break up from the company.

These aspects will be discussed in greater detail, while discussing the evaluation of performance of companies 
on the basis of the ratio analyzes.

Debenture Capital
As against the equity shareholders, who are the owners of the company, the debenture holders are the creditors. 
That is, while the share capital is the owners’ equity, the debenture capital is akin to the funds lent to the 
company at an agreed rate of interest, and repayable after the stipulated and agreed period, for example, after 
the expiry of the sixth, seventh and eighth year, from the date of allotment, in the ratio of say, 35 per cent, 35 
per cent, and 30 per cent, respectively. Thus, the debentures are usually issued to raise long-term debts. Besides, 
a company has the legal obligation to pay the amount of interest at the specified rate and on the specified time, 
and redeem the debentures on the due date(s). There is, however, no such legal obligation on the part of the 
company to pay the dividends on its shares – both equity and preference.

However, as in the case of equity and preference shares, debentures can as well be issued by way of the 
following:
 (i) Public Issue
 (ii) Private Placement
 (iii) Rights Issue

Types of Debentures
Generally, there are three main types of debentures, categorized on the basis of their convertibility (or otherwise) 
into equity shares. They are:
 (i) Fully Convertible Debentures (FCDs)
 (ii) Partly Convertible Debentures (PCDs)
 (iii) Non-Convertible Debentures (NCDs)
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Fully Convertible Debentures (FCDs): As the name itself suggests, the fully convertible debentures are compulsorily 
and necessarily converted into equity shares at a pre-stated price, as contained in the issue documents. There 
may also be cases where the conversion into equity shares may be at the option of the debenture holders, after 
the expiry of the stipulated period, but some time within the stipulated time thereafter, i.e. say, to be made 
any time between three and five years after the date of the issue, but within say, three months from the date 
of such announcement by the company.

For example, BSES Limited had issued fully convertible debentures of the face value of ̀  140, which were to 
be compulsorily converted into two equity shares of the face value of ` 10, at a premium of ` 60 each (i.e. at the 
cost of ` 10 + ` 60 = ` 70). This was to be done after the expiry of say, two years and three years, respectively, 
from the date of the issue of the debentures. Thus, on the expiry of two years, ` 70 (out of ` 140), got converted 
into one equity share of the face value of ̀  10, and the balance amount of ̀  60 was credited to the share premium 
account. Thus, while the dividend was payable on the equity share of ` 10, interest was payable on the balance 
amount of ` 70 only.

Further, on the expiry of the third year, the balance amount of ` 70 was also converted into one equity 
share of the face value of ` 10, at a premium of ` 60. Thus, the entire amount of ` 140, comprising the fully 
convertible debentures (FCDs), was repaid and satisfied in full, and all the debenture holders had now become 
the shareholders of the company.

Some companies may prefer to issue fully convertible debentures (FCDs), leaving the option of conversion in 
full, in part(s), or not at all, on the debenture holder himself. The triple option convertible debentures (TOCDs) 
issued by the Reliance Petroleum Limited (RPL) is an example in point. One debenture of the total amount of ` 60 
was issued, out of which two shares were to be issued after the expiry of a certain period, in two instalments of 
one share each, of the face value of ` 10 each, at par. The balance amount of ` 40 was to be converted into two 
shares, at a premium of ` 10 each, at the triple options of the debenture holders. Now the debenture holders 
had the following three options:
 (i) To get the entire ` 40 converted into two equity shares, at a premium of ` 10 each; or
 (ii) To get one share for ` 20 and retain the balance amount of ` 20 as the non-convertible portion of the 

debenture; or even
 (iii) To retain the entire ` 40 as a non-convertible portion of the debenture.

Here, as you may recollect, at the time of conversion of ̀  40 into equity shares, the market price of the shares 
of the company, prevailing at the material time, was around ̀  14 only. Under the circumstances, no sane person 
would have opted for conversion of the debentures into equity shares at ` 20 each. The company, therefore, 
prudently decided - and got it approved in the general meeting of the debenture holders and shareholders - that 
the ` 40 would now get converted into three equity shares (at an average price of ` 13.33 each) instead of only 
two, as was announced in the issue documents earlier. All the other aforesaid three options, and the conditions, 
however, had remained unchanged.

Partly Convertible Debentures (PCDs): Partly Convertible Debentures (PCDs) are usually issued in two parts, viz.
 (a) Convertible Portion (Marked Part-I or Part-A); and
 (b) Non-Convertible Portion (Marked Part-II or Part-B).

Further, mostly Part-A, the convertible portion, comprises a Debenture-cum-Share Certificate, wherein it is 
specifically stated that upto the specified date, the instrument will be deemed as the debentures [of specified 
number and prime value, e.g. 1 (one) PCD of ̀  100 each]. And, at the lower portion of the document (Debenture-
cum-Share Certificate, it is specifically stated that with effect from the stipulated date, the certificate will be 
deemed as a Share Certificate, comprising two shares of the face value of ` 10 each (on conversion of ` 100 
PCD) at a premium of ` 40 each, as had been stipulated in the issue documents.

Further, the Non-convertible Portion (Part-II or Part-B) throughout remains non-convertible and is not 
converted into equity shares at any stage. It is, instead, redeemed after the specified period like, after the sixth, 
seventh and eighth year in the ratio of 35 per cent, 35 per cent, and 30 per cent respectively, or at one-third 
portion (33.33 per cent) each year.
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For example, Ranbaxy Laboratories Limited had issued in early 1990s, the PCDs of the face value of ` 200 
each, comprising Part-A, and Part-B (i.e. convertible and non-convertible portions) of ̀  100 each. On the expiry 
of two years, the convertible portion was converted into two shares of the face value of ` 10 each (at a premium 
of ` 40). The relative portion A of the certificate was issued in the nature of Debenture-cum-Share Certificate. 
Also with effect from the specified date, the same certificate was to be treated and traded as share certificate 
of the corresponding number of shares.

The second portion (non-convertible part), however, was redeemed after the expiry of the stipulated period, 
but at par, as the non-convertible portion had been issued at ‘nil’ or ‘zero’ coupon (interest) rate. Even then 
this rights issue was substantially over-subscribed by the existing shareholders, because they were very well 
rewarded in the form of equity share itself at a nominal premium of ` 40 only, when the (market) price of the 
equity share in the stock exchanges was being quoted at a much higher level at around ` 700 each.

Non-Convertible Debentures (NCDs): The Non-Convertible Debentures (NCDs), as the name itself suggests, is 
not converted into equity shares at any stage. Rather, such debentures are redeemed after a specified period 
in the given percentage at each stage, as had been stipulated in the issue documents.

It may be pertinent to mention here that the popularity and acceptability of the issues of FCDs, PCDs and 
NCDs usually prevail in that order, whereby the FCDs are most popular and the NCDs are the least popular. 
This is so because, while the companies of good standing and repute issue the FCDs and PCDs at very attractive 
conversion terms, the NCDs do not have any provision for their conversion into equity shares. Therefore, to make 
the NCDs attractive, the companies quote somewhat higher coupon (interest) rate for them. The companies, 
however, prefer to issue NCDs mainly for the following reasons:
 (i) The risk of dilution of control of the existing major shareholders is completely avoided; and
 (ii) The Earning Per Share (EPS) of the company’s equity shares does not get adversely affected.

Some Salient Features of Debentures

Security
Debentures are usually issued against the security of the charge created by way of an equitable mortgage of 
the company’s immovable properties, both present and future.

Trustee
At the time of the issuance of the debentures, a trustee is appointed – by executing a Trust Deed – with a view 
to safeguard the interests of the debenture holders, and to ensure that the investors may get the amount of 
interest periodically, regularly, and on time, and that the principal amount, too, may be duly paid as and when 
it falls due.

Further, usually the commercial banks, insurance companies or financial institutions are appointed as 
trustee and a mention to this effect is also made in the issue documents.

Debenture Redemption Reserve (DRR)
With a view to further safeguard the interest of the investing public, the companies are required to create 
a Debenture Redemption Reserve, with at least 50 per cent of the amount of the issue before the process of 
redemption actually commences. This, however, is required to be done only if the maturity period of the debenture 
happens to be more than eighteen months.

Rate of Interest (or Coupon Rate)
The debentures are usually issued at a fixed predetermined rate of interest, which is also referred to as the 
coupon rate. Earlier, a ceiling on the coupon rate used to be stipulated by the Union Ministry of Finance. But 
now, no such restrictions exist, and the companies are free to stipulate the coupon rate at their own discretion. 
But then, any prudent company would quote only a reasonable coupon rate, keeping in view the prevailing 
market conditions and forces, obtaining at the material time.
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In some cases, the coupon rate may be ‘nil’, too. For example, Ranbaxy Laboratories Limited had issued, on 
rights basis, Partly Convertible Debentures (PCDs) of ̀  200 face value, wherein the non-convertible portion (Part 
B) did not have any coupon rate. The PCDs were fully subscribed (in fact, were highly over-subscribed) because 
the convertible portion of the PCDs had a very attractive term of conversion – ̀  100 was to be converted into two 
shares at an average price of ` 50 only (` 40 being the amount of premium), when the prevailing market price, 
at the material time, was many folds higher. Thus, the investors (existing shareholders) were well rewarded 
and, therefore, they did not mind the ‘nil’ coupon rate on the non-convertible portion of the debentures (PCDs).

Fixed or Floating Coupon Rate
Generally, the coupon rate is fixed and stipulated in the issue documents. Although, in some cases, it may be 
kept floating, periodically rising and falling with some other benchmark rate, like the Bank Rate, State Bank 
Advance Rate, or a certain percentage higher than the bank’s highest term deposit rate, etc. For example, it 
was the State Bank of India which had issued such unsecured, redeemable floating interest rate bonds, for the 
first time in the year 1993. These bonds were in the nature of promissory notes and the interest thereon was 
made payable annually at 3 per cent above the bank’s maximum term deposit rate.

Period of Maturity
A company, as of now, is completely free to stipulate any maturity (redemption) period. Earlier, the average 
maturity period for NCD could not be more than seven years. For example, it could be made redeemable 
after five, six and seven years, in the ratio of say, 35 per cent, 35 per cent and 30 per cent, respectively. Such 
restrictions, however, have since been lifted.

Variations of Debentures

Deep Discount Bonds
The salient features of Deep Discount Bonds can be brought home by citing the example of the Small Industries 
Development Bank of India (SIDBI) which had, in the year 1992, issued Deep Discount Bonds with the following 
features (Table 3.2):

TABLE 3.2 Deep Discount Bonds

Face Value of each Bond ` 1 lakh

Issue Price ` 2,500 only

Maturity Period 25 years

[From the date of allotment (i.e. 01.02.1993)]

Descriptions Amount At the End of Years

Options available to both the 5,300 5

investors and the SIDBI to 9,600 9

withdraw or redeem, respectively, 15,300 12

at the end of the specified period(s) 25,000 15

at the specified maturity (redeemed) value(s). 50,000 20

Warrant Attached with NCDs
As is well known, the NCDs are generally not considered attractive enough by the prospective investors. Thus, 
with a view to sweetening the offer, some companies issue one detachable warrant with each NCD, or one 
warrant against every two NCDs. These warrants could be converted into the company’s equity shares, at par, 
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after a certain specified period (say, after three years) but within another specified period of say, three months, 
from the date of such announcements made by the company.

For example, Flex Industries had issued NCDs along with one detachable warrant each, entitling the 
investors to apply for one equity share of the company, at par, within a period of, say, three months after the 
announcement on this behalf were made by the company. Such an announcement was to be made by the company 
after three years, but well within a period of five years from the date of allotment of such NCDs. The fact that, 
at the material time, the market price of the share of the company had fallen far below par and consequently 
no prudent debenture holder might have exercised the option, is quite a different matter.

Optional Convertibility
Some companies issue debentures with the provision that these could be converted into shares at the sole 
option of the debenture holders after the expiry of a specified period and in the pre-specified ratio, as stated 
in the issue documents.

For example, the Straw Products Limited had, in the year 1981, issued 12 per cent secured convertible 
debentures of ` 500 each. Here, the investors were given the option to seek conversion of the debentures into 
a certain number of equity shares of the company, during a specified period but at their own sole discretion.

The Triple Option Convertible Debenture (TOCD) issued by Reliance Petroleum Limited (RPL) is one of the 
most recent examples.

Call and Put Features
Some debentures contain call features or put features.
Call features: In case a company issues debentures with ‘call’ features, the issuing company itself enjoys the 
right of exercising the option to redeem the debentures well before the specified due date of redemption at a 
certain price, which is specified at the time of the issue itself.

Put features: As against the call features, in the case of the debentures issued with ‘put’ features, it is the 
investors who are given the right to exercise their option to ask for the redemption of the amount after the 
expiry of certain specified period, of course, at the predetermined price.

EQUITABLE MORTGAGE 

Why Equitable Mortgage?
The rationale behind the creation of the charge by way of an equitable mortgage lies in the fact that the stamp 
duty exigible on the documents pertaining to an equitable mortgage is nominal, in that these are required to 
be stamped only as a simple agreement. As against this, the documents pertaining to the registered mortgage 
are required to be stamped ad valorem (i.e. according to the value of the document – the debenture deed), which 
may come to a very huge sum, as large-scale companies usually issue debentures for a very large amount.

If we look at the relative advantage of the registered mortgage, it lies in the fact that such a mortgage has 
the effect of a public notice, and thereby, any subsequent mortgage may not be held valid in the eyes of the law. 
But then, in the case of limited liability companies, even the charge created by way of an equitable mortgage, 
has got to be reported to, and registered with, the Registrar of Companies, which is as effective as a public 
notice. This is so because, all the creditors, before accepting any asset (movable and/or immovable) of a company 
as a security against the advance, are required to make a search in the books of the Registrar of Companies 
at his office (on depositing a nominal search fee, for the purpose), with a view to ensure that no prior charge 
has already been registered in regard to the movable and/or immovable assets and properties currently being 
offered by the company as a security against the advance, now being granted to the company.

How is the Equitable Mortgage Created?
We shall now discuss the step-by-step procedure for creation of the charge by way of an equitable mortgage.

The Director(s) of the company, duly authorised on this behalf by the company through a resolution to this 
effect passed by the company, come(s) to the office of the Branch Manager of the bank, at the branch concerned. 
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He/they would then stand up and actually hand over the relative title deed, in original, to the Bank Manager, 
stating that he/ they is/are delivering the relative title deed to the bank on behalf of the company, with the 
intention of creating an equitable mortgage on the same by depositing the title deed (usually original) for the 
purpose. The Bank Manager, in turn, stands up and accepts the title deed and keeps it in his custody on behalf 
of the bank.

The aforesaid act takes place in the presence of at least two witnesses, and all of them must be the bank 
officials only. Why so? The reason beings, the whole episode is recorded in the Branch Document Register and 
is duly signed by the Bank Manager as also by the witnesses. As all these signatories sign on behalf of the bank 
only, no stamp duty becomes exigible thereon, as it does not amount to an agreement, inasmuch as it has been 
signed by, and on behalf of, a single party. If it were to be signed by the witnesses, belonging to both the bank 
and the borrower, it may be construed as an agreement, and may have to be stamped accordingly.

The borrower company is also required to hand over the title deed along with a title deed delivery letter, as 
an evidence in writing that the title deed was actually delivered to the Bank Manager for the aforesaid purpose. 
Otherwise, the executives of the company may always have the option of taking the plea that the title deed 
was not actually delivered, but they had, by mistake, left the same at the Branch Manager’s office. And, in that 
event, the equitable mortgage may not be held valid in the eyes of law.

One stage ends here and another begins. The Bank Manager, by way of an abundant precaution, also hands 
over a printed pro forma letter, to be duly completed and signed by the Director(s) on behalf of the company, 
and then to be posted later, per Registered Post, which is recorded at the branch of the bank, along with the 
other relative documents. This is also held as an evidence to prove that the equitable mortgage was created 
with the free will of the Director(s) and that the Title Deed Delivery Letter was not signed by him/them under 
duress, in which case the contract, as per the Contract Act, will be treated as void, ab initio.

By way of an additional precaution taken by the banks, the relative pro forma has also since been printed in 
the form of an inland letter, so as to incontrovertibly prove that the same letter had been sent by the company’s 
director(s), per Registered Post. If sent in an envelope, some unscrupulous companies may as well take the plea 
that some other letter (and definitely not the Title Deed Delivery Letter) was sent under the cover (envelope) 
in question, sent per Registered Post.

UNSECURED LOANS

As against secured loans, unsecured loans are such loans against which no tangible security has been charged 
to the bank or to the financial institution or even to any of the creditors, like the promoters of the company or 
their friends and relatives. There are various types of unsecured loans, which are discussed hereafter.

Public Deposits
As is well known, the term deposits accepted by the companies (popularly known as public deposits), as per 
the Companies Act, are invariably treated as unsecured loans of the companies. That is, these are not secured 
against any tangible security. That is why, as per the Act, the companies are allowed to issue public deposits only 
to a limited extent, i.e. only upto 25 per cent of the total value of their paid up share capital and free reserves. 
Further, the companies may issue public deposits of various maturity periods ranging from a minimum of six 
months (or three months, but for amounts aggregating only upto 10 per cent of their total paid up share capital 
and free reserves) and a maximum of upto three years.

Therefore, we may have to look up for the break up, if already given in the schedules, or else, we may have 
to ask for the same from the company concerned, so as to be able to categorise them into current liabilities or 
term liabilities, depending upon whether they are falling due for payment within twelve months from the date 
of the Balance Sheet or thereafter.

Unsecured Loans from Promoters
The promoter of the company (or even their friends and relatives) may lend money to the company without 
any security, which would constitute unsecured loans. These loans may also have to be categorized as current 
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liabilities or deferred (term) liabilities, depending upon whether they mature for payment within one year from 
the date of the Balance Sheet or later.

It may, however, be pertinent to mention here that, if such unsecured loans are offered by the promoters, 
the commercial banks and term-lending institutions usually insist that such loans should remain with the 
company during the currency of their advances, and that these would not be repaid without their written and 
specific prior permission.

Inter-Corporate Loans
Inter-corporate loans are such loans which a corporate body (i.e. a company) gives to another company. Such 
borrowings are also treated as unsecured loans.

Unsecured Loan from Commercial Banks and Term-lending Institutions
Banks and term-lending institutions also give loans to the companies without any tangible security, just against 
a third party guarantee or the personal guarantee(s) of the managing director and directors of the company, 
in their personal capacity.

Here, it may be pertinent to mention that, the loans given by the banks against the ‘security’ of trade bills 
sent for collection are also treated as unsecured loans (also known as clean loans).

The rationale behind such a practice is that, while accepting the trade bills only on a collection basis, the 
bank is acting only as a collecting agent and not as a ‘holder in due course’. But, in case such demand trade bills 
are negotiated or time trade bills are discounted, the banks become the ‘holder in due course’ and, therefore, 
such outstandings may be treated as secured loans – secured against the bills charged to the bank, as the bank 
holds the title to the goods transported to the buyers(s) concerned.

CURRENT LIABILITIES AND PROVISIONS

Current Liabilities
Current liabilities are borrowings (loans and advances) which are repayable within a period of twelve months 
from the date of the Balance Sheet. For example, Working Capital Demand Loan (WCDL) and Cash Credit 
Component (CCC), obtained from the banks to finance the working capital requirements, sundry creditors for 
the supply of raw materials on credit, short-term loans from friends and relatives.

It has, however, been seen that the working capital loan obtained from the banks are not shown by most 
of the companies under the heading ‘current liabilities’ but under the heading ‘secured loans and advances’. 
The argument advanced for such categorization is that the working capital loan, instead of being liquidated 
on any given date, keeps on increasing with every increase in the scale of operation of the company, and its 
genuine requirement of the working capital funds therewith. Thus, the working capital loan is not required to 
be repaid at any stage. This, instead, enhances gradually and steadily, along with the progress and prosperity 
of the company.

But then, such is the case only as long as the company goes on working on sound lines. Accordingly, the 
moment it seems to be sagging and declining in its profitability and prospects, the bank hastens to call up the 
loan. That is why, it is said that the bank lends the umbrella, when it is bright sunshine, but it immediately 
takes it back when it starts (or even when it is about to start) raining. One of the criteria – and most important 
at that – is the deposit of the entire sale proceeds of the company in its working capital demand loan (WCDL) 
account, and/or cash credit account. This way, with every such deposit, the previous withdrawals are repaid 
and the amount liquidated. Once such healthy process of deposits (along with the withdrawals) stops or even 
retards, the bank is alerted, and starts tightening its safety and strengthening its existing securities, together 
with enforcing the financial discipline in a rather rigorous manner.

It will, therefore, mean a real prudent business sense to categorise the entire working capital loan component 
as the current liability. If it has been shown under the heading(s) ‘secured and/or unsecured loans and advances’, 
it may have to be re-categorized under the head ‘current liabilities’, at the time of analysing, recasting and 
reclassifying the various items of the Balance Sheet.
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Provisions
‘Provisions’ comprise such items of payment which, though due for payment within twelve months from the 
date of the Balance Sheet, have not so far actually been paid. Such provisions usually comprise the following:
 (i) Provision for taxes
 (ii) Provision for dividends
 (iii) Provision for bad debts
 (iv) Provision for excise duty, payable under dispute

It may be pertinent to mention here that some of the companies like Essar Steel and ITC – to name only a 
few – had preferred not to include the disputed amount of excise duty payable, in their Balance Sheets. They, 
instead, had incorporated this fact by way of a note or footnote therein. They had also rationalized this step 
by saying that they had obtained expert legal opinion in the matter and thereby they had a good or fairly good 
chance of winning the case. But then, it would mean a better business sense to include the disputed amount in 
the total current liabilities. This is so because, both the afore-named companies, who had made such claims, 
lost their respective cases in the Court of Law, and accordingly, had to make the required payment, along with 
the overdue interest, to the Government of India.

This completes our discussions on the various items on the liabilities side of the Balance Sheet. We will now 
begin the discussion on the various items on the ‘Assets Side’ of the Balance Sheet, one by one, in the order of 
sequence as these are required to be shown in the Balance Sheet, as per the Companies Act, 1956.

Assets (Uses or Application of Funds)
Now, let us discuss about the different types of assets, that appear in the Balance Sheet.

FIXED ASSETS

Fixed assets are the tools of business of the company and, therefore, are not intended for sale. For example, 
land and building, plant and machinery, furniture and fixtures, cars and motorcycles, and trucks and buses. 
But then, should the Maruti cars for Maruti Udyog Ltd. be treated as fixed assets or current assets? While 
the Maruti cars manufactured for sale would be treated as the company’s current assets (being the company’s 
finished goods), the Maruti cars (like the other staff cars), being used by the officers of the company, would be 
treated as fixed assets. Similarly, while the ‘khaitan’ fans, fitted in the factory premises of Khaitan Company 
Ltd., would be categorized as its fixed assets, the ceiling fans and other fans manufactured by the company for 
sale, would be treated as its finished goods, as aforesaid, i.e. as its current asset. Thus, we see that an asset 
has to be categorized as fixed asset or current asset, depending upon whether the particular item is being used 
as a tool of business in the company, or as the finished goods of the company.

To clarify the point further, we may say that while pig iron may be the raw material for a company and 
the steel sheets its finished goods, the same steel sheets may comprise raw material for another company 
manufacturing steel boxes and wardrobes, made of such steel sheets.

Capital Work-in-Progress
Further, as the work-in-progress comprises the current assets, the capital work-in-progress also comprises 
fixed assets, and are categorized, accordingly, in the Balance Sheet.

INVESTMENTS

Investments may as well be broadly classified under two categories, viz. long-term investments, and short-term 
investments.
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Long-term Investments
As the name itself suggests, long-term investments are held for a longer period of time, and these are not intended 
to be sold off in the near future. For example, unquoted shares (the shares which are not quoted in any of the 
stock exchanges in India or abroad) may not be quickly sold off through the brokers in the stock exchanges.

Similar is the case even with the quoted shares of other companies held by the company, not for regular income 
by way of dividend or even for some capital gains, but for the purpose of keeping and exercising control over the 
management of the other company, e.g. the quoted shares of a subsidiary company. Such quoted shares of any 
subsidiary company are not intended for sale, because, if the company would sell the shareholdings of its subsidiary 
company, then the company may no longer remain its subsidiary company, as its hold and control will be passed 
on to the other company or group, holding a larger percentage of the total share capital of such a company.

Let us take a hypothetical example. Reliance Industries Ltd (RIL) had attempted, in the early 1990s, to 
acquire a handsome percentage of the equity shares of Larsen & Toubro (L&T) with a view to acquiring control 
over the management of the company. Had the Reliance Industries Ltd (RIL) been able to retain a sufficient 
percentage of the shares of L&T, so as to be able to control the affairs of the company (L&T), the RIL would 
have never sold off such shares. (But, as you already know, the RIL were not allowed by the Court to get the 
shares of L&T transferred in their names. This, however, is a separate story.)

Short-term Investments
Short-term investments are such investments, where the surplus amount has been parked only for a short 
period. That is, such investments are intended to be unloaded fast, as and when the company may require 
funds for its operational use. For example, the quoted shares (i.e. the shares quoted and freely traded in the 
stock exchanges) of the companies, other than its own subsidiary companies, which are intended for sale (and 
not for acquiring and retaining control thereon), would be treated as short-term investments.

Similarly, debentures of other companies, quoted and freely traded in the stock exchange(s), the government 
securities, units of Unit Trust of India (UTI) include some other examples of short-term investments.

Term Deposits of Banks and Financial Institutions
Banks and other financial institutions issue term deposit receipts (TDRs) for periods ranging from fifteen days 
to five years, or even for longer periods. Therefore, as is the case of public deposits of the companies, the TDRs 
of banks and financial institutions should also be treated as short-term investments or long-term investments, 
depending upon whether the dates for their payment is falling within twelve months from the date of the 
Balance Sheet or thereafter. Thus, while short-term investments would be classified as current assets (or even 
quick assets), the long-term investments would form parts of miscellaneous assets.

Now, let us look into the special features that encourage one to deposit in the TDRs of banks and other 
financial institutions. Banks and other financial institutions provide that you may borrow a percentage of the 
deposits kept with them as term deposits, say, up to 75 per cent or 90 per cent or even 100 per cent, in case of 
deposits for a smaller amount. The other usual provision is that you may prefer to encash (i.e. take the payment 
of) the term deposit receipt well before their maturity dates by forfeiture of 1 per cent or 2 per cent by way of 
interest, payable for the period for which the term deposit receipt has actually run. Some other schemes, like the 
Khazana Account of the Central Bank of India, or flexi-deposits, and so on, introduced by some of the dynamic 
banks, especially in the private sector, are even more attractive, liquid and convenient. In view of the aforesaid 
provisions and practices of the banks, I am of the considered view that, the amount of the banks’ term deposits 
may be safely categorized as the current assets, or even as the quick assets, for that matter.

CURRENT ASSETS

Current assets comprise such assets which can be converted into cash, in the normal course of business, of 
course, in the operating cycle. Here, the two terms of essence are,
 (i) In the normal course of business, and
 (ii) In the operating cycle.
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The term ‘normal course of business’ signifies that, when the raw materials (e.g. logs of wood) are purchased 
by a wooden furniture manufacturing company, they are processed and converted into some decorative items 
of wooden furniture, ready for sale. When these items of the finished goods, in turn, are sold out, on cash basis, 
the final conversion of the raw material into cash does take place. All these items (viz. raw materials, work-in-
progress and finished goods, as also cash) constitute current assets. These items fall within the ambit of the 
operating cycle. The other item of the operating cycle is the Sundry Debtors, also known as Bills Receivable 
or Accounts Receivable. These bills, only on being realized, become converted into cash. Further, items that 
constitute the ‘near cash’ are: investments in quoted shares (of non-subsidiary companies); quoted debentures; 
government securities; bank term deposits.

On a closer look at the various items in the operating cycle given in Fig 3.1, we find that, while the items 
like raw materials, work-in-progress and finished goods (all these taken together constitute inventories) may 
take a relatively longer time in getting converted into cash (i.e. involving the manufacturing stages and the 
corresponding time lag), the items like ‘sundry debtors’ and ‘near cash’ tend to take that much lesser time in 
getting converted into cash.

Quick
assets

Inventories
Raw materials

Sundry
debtors

Finished goods

Cash and near cash

Work-in-progress

That is why the total current assets are further bifurcated into Quick Assets and Other Current Assets. Thus, 
while the items contained in the upper half portion of the full-circle constitute Quick Assets (mainly comprising 
sundry debtors, near cash and cash), the lower half portion of the circle constitutes inventories (comprising raw 
materials, work-in-progress and finished goods).

That is why, by way of rule of thumb, the Quick Assets are computed simply as Total Current Assets (less) 
Inventories, as the other items, included in the category of current assets, are rather insignificant in terms of 
their value.

A Note of Caution
It may be pertinent to mention here that, in most of the cases, the companies prefer to show the Current 
Liabilities just below the Current Assets (on the Assets side of the Balance Sheet) and thereby compute the 
difference between the two, and show this figure under the heading ‘Net Working Capital’ (NWC). There is no 
harm in doing so. But then, we should take care to show the amount of current liabilities on the liability side, 
while recasting the Balance Sheet. This way, the total of the two sides of our newly-recast Balance Sheet – 
though agreeing with each other – may not tally with the totals as shown in the printed Balance Sheet of the 
company. This is natural, as the current liabilities – instead of being subtracted from the figure on the assets 
side – had been added by us on the liabilities side. Therefore, the net difference between the two totals (i.e. as 
shown in the printed Balance Sheet and as computed by us in the recast Balance Sheet) will be exactly equal 
to the amount of the current liabilities.

 Figure 3.1 Operating Cycle
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MISCELLANEOUS EXPENSES AND LOSSES

Miscellaneous Expenses comprise such items of expenditure, which, though actually incurred, have not been 
accounted for in the company’s Profit and Loss Account for some valid reasons.

For example, let as take the preliminary expenses. When a company is incorporated and the spade work 
for its establishment is commenced, various types of preliminary expenses for the purpose have to be incurred 
on a continuing basis for quite some time. But, these do not seem to be yielding any profitability in terms of 
money immediately, though the productivity and progress may take place at a later date, slowly but steadily. 
Also, depending upon the scale of operation and the size of investment in the company, the amount of such 
miscellaneous expenses may also grow and increase correspondingly. If such expenses are huge and heavy, 
and these are shown in the Profit and Loss Account of the company each year, the resultant balance may show 
a very high amount of loss to the company, along with loss of its reputation and standing therewith. To avoid 
such a dismal situation [which does not display the actual status and realistic standing of the company during 
the initial (preliminary) stage only], such expenses are categorized as Preliminary Expenses, and are shown on 
the assets side of the Balance Sheet under the heading ‘Intangible Assets’. In a couple of years’ time, when the 
commercial production of the company is commenced and some amount of profit starts getting generated, the 
amount of such miscellaneous expenses may, in turn, keep on getting adjusted in the Profit and Loss Account of 
the company in a gradual and regular manner, spread over a period of a couple of years or so. This is so because, 
if the entire amount of the miscellaneous expenses would be accounted for in just one go, the end result may 
show a very huge loss, which may be most undesirable as also unrealistic, as has already been discussed earlier.

Another typical example constituting the ‘Miscellaneous Expenses’ may pertain to the amount of advertisement 
which, being too heavy, may not become tax-deductible beyond a certain limit. Therefore, with a view to availing 
of the permitted concession in the income tax in this regard, only a permissible portion of the advertisement 
expenditure is shown in the company’s Profit and Loss Account, year after year, and the balance amount keeps 
on appearing under the heading ‘Miscellaneous Expenses’, in the Balance Sheet, till such time the amount 
gets fully adjusted in the Profit and Loss Account of the company. Similarly, the amount payable on ‘goodwill’ 
or ‘royalty’ is also adjusted (i.e. accounted for) in the Profit and Loss Account gradually over a period of time, 
ranging from two to five years or so.

But then, there is a limit to this measure. That is, if the amount of ‘Preliminary Expenses’ is too heavy 
and the profit being generated by the company is too meagre to meet the entire quantum of the ‘Preliminary 
Expenses’, such a balance amount, too, will have to be shown in the Profit and Loss Account, and the Balance 
Sheet will record a ‘Net Loss’ for the company, which, too, will be categorized as ‘Intangible Assets’.

A question may arise as to why should the amount of loss be shown as an Asset? One obvious answer could 
be that this is the only way to balance the two sides of the Balance Sheet, in such a circumstance.

Another explanation and justification advanced in this regard may sound more logical and reasonable. As 
we all know, the liabilities are the sources of funds and assets are the uses or application of funds. Thus, the 
amount of loss may well be said to be a (mis)use or (unprofitable) application of funds; hence, the resultant 
loss must be shown on the assets side of the Balance Sheet. Simple. In the same way, as the resultant profit 
constitutes a source of funds, the retained profit is shown on the liabilities side of the Balance Sheet, under 
the heading ‘Reserves and Surplus’.

 SUMMARY

Liabilities (Sources of Funds)
Share Capital

 (i) Equity Shares (or Ordinary Shares), Equity (or ordinary) shareholders of a company are virtually 
(or notionally) the owners of the company. (The debenture holders, however, are its creditors).

 (ii) Preference Shares,
Preference shares combine the main features of both the equity shares and debentures.
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Some Terminologies
 (i) Authorised Capital: The maximum amount upto the face value of which (excluding the amount of 

premium, if any) the company has been authorised to issue equity plus preference shares, including 
bonus shares, as and when issued.

  Further, if the bonus shares are issued, by capitalization of the general reserves, such amount (only 
the face value of the bonus shares issued) will also be added.

 (ii) Issued Capital: Aggregate face value of the company’s shares, for which the shares have been issued 
(that is, offered) for subscription by the general public, or by private placement.

 (iii) Subscribed Capital: Amount upto which the shares have been actually applied for by the investors.
 (iv) Paid-up Capital: Total amount paid along with the application (known as application money) plus 

subsequently by way of call money on first, second and final calls.
Some Other Terms
Par Value (face value): Amount written on the face of the share scrip also known as the face value.
Book value: Value of each share, inclusive of the aggregate amount of the entire Reserves and Surplus. 
In percentage terms, it would be equal to:

    

(Fully Paid-up) Equity Share Capital + Reserves + Surplus
Agggregate face value of (fully paid-up) Equity Shares

× 100

Issue Price: Amount at which the shares are offered to the public, to subscribe thereto.
Market Value: The price at which a share is quoted and traded in the stock exchanges (BSE, NSE, etc.). 
But, such market price may be said to be reliable enough, only if the shares are being actually traded 
daily, or at least frequently, as also in reasonably large volumes.
Public Issue: Issue of shares to the members of the public through a prospectus, duly approved by SEBI.
Private Placement: Sale of shares to only a few investors through personal contact. Such issues do not 
require the issuance of the formal prospectus nor any underwriting arrangements. Besides, the terms of 
the issue are also determined through negotiation between the parties, viz. the issuing company and the 
investing company(ies) or individuals.
Rights Issue: The fresh shares issued only and exclusively to the existing shareholders of the company 
(as on a specified record date) on rights basis. The existing shareholders also have the option of applying 
for additional number of shares, over and above the number of shares offered to them on the rights basis. 
The composite application form comprises four pages, divided into four segments, marked Parts A, B, C 
and D, on one separate page each.
PART A: For shareholders to apply for the shares offered on rights basis, plus some additional shares.
PART B: For renouncing the rights by the existing shareholder in favour of some other person.
PART C: For application by the renouncee, i.e. in whose favour the existing shareholder has renounced 
his rights, by executing the Part B, as aforesaid.
PART D: It is a split form which is required to be sent to the issuing company within a stipulated time, 
with a request to send fresh application forms, in the cases where the existing shareholder wants to apply 
for some shares on rights basis and also wants to sell the remaining portion of the rights offer in the 
secondary market. But, in such cases, as the original shareholder is not applying for the full number of 
the rights shares offered, he or she is not entitled to apply for any additional shares.
Primary Market and Secondary Market: Shares issued by way of public issue, rights issue or on private 
placement basis, and allotted by the issuing company to the investors are known to have been purchased 
or obtained from the primary market.
Subsequently, when such original primary investors want to sell their shares to someone else in the stock 
exchange, through a broker (or even on personal basis, to their friends and/or relatives) such sale and 
purchase are known to have been transacted in the secondary market.
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Preference Share Capital: A ‘two-in-one’ instrument; a synthesis of the main features of both the equity 
shares and debentures.
Types of Preference Shares

 (i) Cumulative and Non-Cumulative: Amount of dividend remaining due, in full or in part, in any 
year, the balance amount gets carried over to the next successive years, till the entire outstanding 
dividends are cleared. In the case of non-cumulative preference shares, the unpaid amount lapses the 
same year.

 (ii) Callable and Non-Callable: The amount of callable preference shares could be called (i.e. paid back) 
in full or in part, at any time, at the sole discretion of the issuing company, at the price, as stipulated 
at the time of the offer/ issue of such shares. Non-callable preference shares cannot be paid back in 
full, or even in part, before the due dates.

 (iii) Convertible and Non-Convertible: Convertible preference shareholders enjoy the right to get their 
shares converted into equity shares, after the lapse of a certain period, in the pre-settled ratio, within 
a specified period thereafter. The non-convertible preference shares never get converted into equity 
shares.

 (iv) Redeemable and Non-Redeemable: Redeemable preference shares may be redeemed (repaid or 
retired) after the lapse of a specified maturity period, after the date of allotment, as specified in the 
issue documents. Non- redeemable preference shares are perpetual and cannot be redeemed till the 
existence of the company.

 (v) Cumulative Convertible Preference (CCP) Share: It involves the twin features of both the 
cumulative and convertible preference shares. But, unfortunately, it has so far been a non-starter.

 (vi) Participating and Non-Participating: Participating preference shares entitle the holders to 
participate in the surplus profit (i.e. the balance amount remaining after paying the dividends, at 
certain rates, each year, on both the equity and preference shares), as also in the assets that may still 
be remaining [after meeting all the claims and dues of the governments (both central and state), of 
all the creditors and the preference shareholders (in that order)], according to some specific formula. 
These benefits are not available in the other case.

Voting Rights
Preference shareholders are entitled to vote on every resolution placed before the company under any one 
or all of the undernoted circumstances:

 (i) If the dividend(s) on preference shares are in arrear for the last two years or more, in the case of 
cumulative preference shares, or

 (ii) If preference dividends have not been paid for two or more consecutive years in the past, or for an 
aggregate period of three years or more, in the preceding six years, ending with the expiry of the 
immediately preceding financial year (of the company), in the case of non-cumulative preference shares.

Reserves and surplus: These are the portion of the net profit not given as dividend but are, instead, 
retained and ploughed back into the business.
Reserves are of two types:

 (i) Revenue Reserves comprise such reserves, which are constituted out of the revenue or income, 
generated out of the normal or usual line of business of the company.

 (ii) Capital Reserves comprise the income generated from the sources, other than the usual business 
activity of the company.

Examples of Revenue Reserves are:
 (a) General Reserves
 (b) Investment Allowance Reserve
 (c) Capital Redemption Reserve, like the Debenture Redemption Reserve
 (d) Dividend Equalization Reserve.
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Examples of Capital Reserves are:
 (a) Premium on the issue of shares, credited to the Share Premium Account.
 (b) Revaluation Reserve.

Conditions Under Which the Revaluation of Assets Generally Take Place are the Following:
 (a) On conversion of a private company into a public company.
 (b) At the time of amalgamation of two or more companies.
 (c) When a company is being sold out to another party/business house.

Revaluation reserve is computed as: Revised value of the Fixed Assets [less] their Book Value = the amount 
of the Revaluation Reserve.
Statutory Reserves are the reserves, created as per the statutory (legal) obligations.
A word of caution: ‘Exchange Fluctuation Reserve’ or ‘Reserve for Foreign Exchange Losses’, or ‘Bad and 
Doubtful Debts Reserve’ should be treated as ‘Provisions’, and must be shown under the heading ‘Current 
Liabilities and Provisions’, instead.
Surplus: It is the balance amount of the entire retained earnings, which has not been earmarked in any 
specific reserve, for any specific expenditure.
Secured loans: Loans backed up by the charge on the borrower’s tangible assets, by way of pledge and/
or hypothecation (in respect of movable assets, like the inventories, receivables and movable items of 
machinery) and/ or mortgage (usually equitable mortgage) of immovable assets, like land and building, 
plant and immovable items of machinery (imbedded to earth).
Primary security: It comprises items of assets determining the quantum of drawing power or term loan, 
e.g. values of inventories and sundry debtors, and fixed assets.
Collateral (additional) security: It comprises hypothecation or equitable mortgage of assets, or third 
party guarantee, obtained in addition to the primary security. But, in the United States, the primary 
security itself is termed as the ‘Collateral’.
Types of Secured Loans

 (i) Term Loan: Term loan is usually granted by way of secured loans for purchase of fixed assets, like 
plant and machinery, land and building, furniture and fixtures, and so on, for a fixed term or period, 
and is required to be repaid in predetermined instalments, out of the surplus generated.

 (ii) Working Capital Loan (also known as short-term loan): It may be granted by way of secured loan, 
or even as unsecured loan. Mostly, it is not included in the amount of current liabilities, but is included 
in the ‘Secured Loans’ and ‘Unsecured Loans’ as the case may be, in the Balance Sheet. Therefore, its 
reclassification as current liabilities becomes necessary. Similarly, the amount of instalments, with 
interest, payable on term loans within twelve months from the date of the Balance Sheet, will also 
have to be included in the current liabilities.

 (iii) Debenture Capital: It is usually issued as a secured long-term debt given to the company against 
the security of equitable mortgage of the company’s immovable assets, created by executing the 
mortgage deed duly stamped only as a simple agreement. It is issued at an agreed rate of interest, 
and is either repayable after the agreed period, in the pre-stated ratios, or else, it may be converted 
into equity shares, in part or in full. Thus, there are three types of debentures, respectively referred 
to as:

 (a) Non-Convertible Debentures (NCDs)
 (b) Partly Convertible Debentures (PCDs)
 (c) Fully Convertible Debentures (FCDs)

Variations of Debentures
 (i) Deep Discount Bonds
 (ii) Warrant attached with NCDs
 (iii) Optional Convertibility



 BALANCE SHEET 55

 (iv) Debentures with
	 •	 ‘Call’	Features
	 •	 ‘Put’	Features

Unsecured Loan: It is the loan against which no tangible security is charged to the bank or financial 
institution or to any other creditors, like the promoters of the company or their friends and relatives, and 
so on.
Types of Unsecured Loans

 (i) Public Deposits
 (ii) Unsecured Loans from Promoters
 (iii) Inter-Corporate Loans
 (iv) Unsecured Loan from Commercial Banks and Term-Lending Institutions

Current Liabilities
These are such borrowings (loans and advances), which are repayable within a period of twelve months 
from the date of the Balance Sheet.
Provisions
Provisions comprise such items of payment which, though due for payment within twelve months from 
the date of the Balance Sheet, have not actually been paid so far, e.g.

 (i) Provision for taxes
 (ii) Provision for dividends
 (iii) Provision for bad debts
 (iv) Provision for excise duty payable under dispute.

Assets (Uses or Application of Funds)
Fixed assets: These are the tools of business of the company and, therefore, are not intended for sale.
Capital work-in-progress: As the work-in-progress comprises the current assets, the Capital Work-in-
Progress,
comprises fixed assets, and is categorized accordingly in the Balance Sheet.
Current assets: These comprise such assets, which get converted into cash, in the normal course of 
business, in the operating cycle, within 12 months from the date of the Balance Sheet.
Quick assets: These are such assets, which get converted into cash far faster than the inventories. For 
example, sundry debtors, near cash and cash. As a thumb-rule, total current assets (less) inventories 
constitute Quick Assets.
Miscellaneous expenses and losses: These comprise such items of expenditure, which, though actually 
incurred, have not been accounted for in the company’s Profit and Loss Account, for some valid reasons. 
For example, the preliminary expenses, losses or other intangible assets.
Investments:

 (i) Long-Term Investments: These comprise investments, which are held for a longer period and are not 
intended to be sold in the near future. For example, unquoted shares, shares of associate/subsidiary 
companies.

 (ii) Short-Term Investments: These comprise the investments of surplus cash (funds), parked only for 
a short period, and accordingly, are intended to be unloaded fast, as and when required. For example, 
quoted shares of companies (other than its own subsidiary companies), quoted debentures, government 
securities, units of Unit Trust of India (UTI).

 (iii) Term Deposits of Banks and Financial Institutions: As these have the special features of 
premature payment or advance thereagainst, irrespective of the stipulated maturity period, these 
may well be treated as short-term investments.
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 REVIEW QUESTIONS 
 1. Define and differentiate between the following pairs of terms:
 (i) Equity Shares and Ordinary Shares
 (ii) Equity Shares and Preference Shares
 (iii) Share Capital and Debenture Capital
 (iv) Par Value and Face Value (of shares)
 (v) Par Value and Book Value (of shares)
 (vi) Issue Price and Market Value
 (vii) Public Issue and Private Placement
 (viii) Rights Issue and Public Issue
 (ix) ‘At Par’ and ‘At Premium’
 (x) Primary Market and Secondary Market
 (xi) Below Par and Above Par
 (xii) Reserves and Surplus
 (xiii) General Reserves and Statutory Reserves
 (xiv) Revenue Reserves and Capital Reserves
 2. Define and bring out the mutual differences between the following types of capital, by citing a suitable 

illustrative example in each case, to elucidate the points involved:
 (i) Authorised Capital
 (ii) Issued Capital
 (iii) Subscribed Capital
 (iv) Paid-up Capital.
 3. Explain the mutual differences between the following types of Preference Shares, by citing a suitable illustrative 

example, in each case, to elucidate the points involved:
 (i) Cumulative and Non-Cumulative Preference Shares
 (ii) Callable and Non-Callable Preference Shares
 (iii) Convertible and Non-Convertible Preference Shares
 (iv) Redeemable and Non-Redeemable Preference Shares
 (v) Participating and Non-Participating Preference Shares
 4. What are the basic differences between the Revenue Reserves and Capital Reserves? Give two examples of 

each of these reserves.
 5. Categorise the following items of reserves as General Reserves and Revenue Reserves:
 (i) Capital Redemption Reserve (like Debenture Redemption Reserve)
 (ii) Dividend Equalization Reserve
 (iii) Premium on the issue of shares, (credited to the Share Premium Account)
 (iv) Revaluation Reserve
 (v) Investment Allowance Reserve
 6. (i)  What are the various conditions under which the revaluation of assets can usually take place?
 (ii) How is the revaluation of assets computed?
 7. Differentiate between the following terminologies:
 (i) Secured Loans and Unsecured Loans
 (ii) Primary Security and Collateral (Additional) Security
 (iii) Working Capital Loans (also known as short-term loans) and Term Loans.
 8. Differentiate between the following three types of debentures. Give suitable illustrative examples in each case, 

to clarify the points.
 (i) Fully Convertible Debentures (FCDs)
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 (ii) Partly Convertible Debentures (PCDs)
 (iii) Non-Convertible Debentures (NCDs).
 9. Write short notes on the following variations of Debentures. Give suitable illustrative examples in each case, 

to clarify the points.
 (i) Deep Discount Bonds
 (ii) Warrant Attached with NCDs
 (iii) Optional Convertibility Bonds.
 10. Differentiate between Call and Put features, with the help of illustrative examples in each case.
 11. (i) Explain the detailed procedures for creating a valid Equitable Mortgage.
 (ii) In what respect is it different from Registered Mortgage?
 (iii) What are the specific reasons for which the creditors (including the commercial banks and the other financial 

institutions) prefer to get an Equitable Mortgage created, in preference to the Registered Mortgage from 
the registered companies?

 (iv) What further precautions do they take to safeguard their interest, in the eyes of law?
 (v) Why is it that they do not encourage Equitable Mortgage in the case of partnership or proprietary firms?
 12. Define and differentiate between the following pairs of terms, and give three examples in each case:
 (i) Current Liabilities (and Provisions) and Deferred (or Term) Liabilities
 (ii) Current Assets and Fixed Assets
 (iii) Current Assets and Quick Assets
 (iv) Fixed Assets and Intangible Assets
 (v) Work-in-Progress and Capital Work-in-Progress
 (vi)  Long-term Investments and Short-term Investments
 13. What is the rationale behind the creation of a Debenture Redemption Reserve?
 14. Distinguish between Fixed and Floating coupon rates, by giving suitable illustrative examples.
 15. What do you mean by the Deep Discount Bonds? Why is it termed as Deep Discount? Explain, with the help 

of some suitable illustrative examples.
 16. Distinguish between Call features and Put features, in relation to the Debentures/Bonds, by giving suitable 

illustrative example, in each case.

 PRACTISE PROBLEMS
 1. A company has issued Cumulative Preference Shares, on which dividends are payable at 15 per cent per 

annum. The company could not pay any dividend for the first two years to these shareholders. They were, 
however, paid dividends at 7 per cent for the third year, 10 per cent for the fourth year, and 11 per cent for the 
fifth year. Luckily for the company, it earned substantial profits in the sixth year, and the equity shareholders 
were paid the dividend, for the first time, at 16 per cent that year.

  Required:
 (i) How much amount (in Rupees) would Mr Aditya get by way of dividend in the sixth year, if he holds 40,000 

cumulative preference shares of the face value of ` 10 each?
 (ii) How much amount (in Rupees) would Mr Rahman get by way of dividend in the sixth year, if he holds 

9,000 Non-Cumulative Preference Shares of the face value of ` 100 each, on which dividend is payable at 
18 per cent per annum, and if he, too, has been paid dividends for the last five years at the same level as 
Mr Aditya?

 2. A company has issued Cumulative Preference Shares on which dividends are payable at 12 per cent per annum. 
The company could not pay any dividend for the first year to these shareholders. They were, however, paid 
dividends at 6 per cent for the second year, 9 per cent for the third year, and 10 per cent for the fourth year. 
Luckily for the company, it earned sufficient profits in the fifth year and the equity shareholders were also 
paid dividends at 11 per cent that year.
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  Required:
 (i) How much amount (in Rupees) would Abhinav get by way of dividend in the fifth year if he holds 3,000 

cumulative preference shares of the face value of ` 100 each?
 (ii) How much amount (in Rupees) would Rohit get by way of dividend in the fifth year, if he holds 7,000 Non- 

Cumulative Preference Shares of the face value of ` 100 each, on which dividend is payable at 15 per cent 
per annum, and if he, too, has been paid dividends in the previous years at the same level as Abhinav?

 3. The fully paid-up equity share capital of Arun Software Corporation aggregates ` 150 lakh. Its reserves and 
surplus amount to ̀  3,000 lakh. The face value of each equity share is ̀  5. Find out the book value of its equity 
shares, per share, in terms of,

 (i) Rupees
 (ii) Percentage Value
 4. Arvind Air Coolers (P) Limited has issued Partly Convertible Debentures (PCDs) of ` 100 each, to its equity 

shareholders on rights basis, in the ratio of 1 : 2. Gopal Swarup has 1,000 equity shares of the company as on 
the record date, i.e. 30 May, 2010. As per the terms of the issue, ̀  50 had to be compulsorily converted into one 
equity share of the face value of ̀  10 each, after the expiry of one year from the date of issue (i.e. 1 July, 2010). 
Interest at 12 per cent per annum is payable on the debentures half-yearly, as on 30 June and 31 December, 
each year.

 (i) Calculate the amount of interest, which will be payable to Gopal Swarup as on 31 December, 2010; 30 
June, 2011 and 31 December, 2011.

 (ii) How much dividend will be payable to Gopal Swarup as on 31 December, 2010, and 31 December, 2011, 
if the dividends are declared/to be declared by the company at 20 per cent each year?

  Presume that Swarup has sold 200 shares of the company on 31 October, 2011. Give specific reasons for you 
answers.



Profit and Loss Account

Nobody ever lost money taking the profit.
– Bernard M. Baruch

Profit is the ignition system of our economic 
engine.

– Charles Sawyer
Moderate profit fills the purse.

– Italian Proverb

Chapter 4
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
	 • The items reported in Profit and Loss Account
	 • Preparation of Profit and Loss Appropriation Account
	 • Distinguish between Cash Profit and Net Profit
	 • Understand the concept and technique of Economic Value Added (EVA)
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INTRODUCTION

As against the Balance Sheet, no standard format as such has been prescribed for the presentation of the Profit 
and Loss Account under the Companies Act, 1956. The Act, however, requires as per Schedule IV, that all 
the companies must incorporate the relevant information in an adequate measure, under the various heads/
parameters (given hereunder), so as to represent a ‘true and fair’ view of the operations and performance of 
the company, during the year under report.

ITEMS REPORTED IN PROFIT AND LOSS ACCOUNT

	 • Net sales
	 • Cost of goods sold
	 • Gross profit
	 • Operating expenses
	 • Operating profit
	 • Non-operating surplus/deficit
	 • Profit Before Interest and Tax (PBIT) or Earning Before Interest and Tax (EBIT)
	 • Interest
	 • Profit Before Tax (PBT) 
 • Tax
	 • Profit After Tax (PAT)

These items may be well understood with the help of an illustrative example of an actual Profit and Loss 
Account of a company, given in Table 4.1.

TABLE 4.1 Profit and Loss Account (or Income Statement) of Stars and 
Moon Garments Limited for the year ended 31 December, 2009

(` in Lakh)

 31 December, 2008 31 December, 2009

 847 (A) Net Sales  904
 657 (B) Cost of Goods Sold  654
	 	 	 • Direct Material Costs (Raw Materials) 366
	 	 	 • Direct Labour Cost 188
	 	 	 • Indirect Manufacturing Expenses 100
    (or Factory Overheads)190 (A – B) 
     654
 190 (A – B) Gross profit (or Gross Margin)  250 
 103 (C) Selling and Adnm. Expenses  156
   Selling and Expenses 71
   Rent, Taxes, Insurance, Misc. Exp. 25
   Depreciation 60

     156
 87 (A – B) – (C) Operating Profit  94
 11 (+) Non-operating Surplus/(Deficit)  
   (also known as Other Income)  49
 98  Profit Before Interest and Tax (RBT)  143
 26 (–) Interest  33

(Contd.)
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	 	 	 Bank Borrowings 29
   Debentures 4

     33
 72  Profit Before Tax (RBT)  110
 36 (–) provision For Tax  58
 36  Profit After Tax (RBT)  52

The following part of the Profit and Loss Account represents the ‘Appropriation of Profit and Loss Account’. However, 
most of the companies combine both the parts in a single Profit and Loss Account.

  36  Profit After Tax (PAT)  52
 12 (–) Dividend  17
   Equity 14
   Preference 3

     17
 24 Balance c/o to the Balance Sheet  35
  as Reserves and Surplus

Terminologies Used in the Profit and Loss Account
We would now have some brief discussion on the various items that usually appear in the Profit and Loss Account.

Net Sales

The term Net Sales represents the amount of total (gross) sales (i.e. the sum of the invoice price of goods sold 
and the services rendered during the period) (less) [amount of ‘sales returns’ (also known as ‘inward sales’), 
commission and discount paid].

The term Net Billing, however, represents the amount of bill (less) the amount of excise duty paid thereon.
Sales comprise the sale proceeds (revenues) that arise out of the sale of the goods and services, pertaining 

to the main line of business of the company.
For example, the sale proceeds of Maruti cars and spare parts of different models will be incorporated under 

this head in the Profit and Loss Account of Maruti Udyog Limited (MUL).
But, the sale proceeds of the cars, already used by the company for its official purposes, even well above its 

depreciated value (book value), will not be included under the head Sales, but as non-operating surplus (other 
income).

But then, the sale proceeds of the second hand cars renovated and put up for sale by the MUL through its 
dealers and/or outlets at different locations, will constitute a part of its Sales, as even such business has, of 
late, become one of the lines of its main business.

Cost of Goods Sold

The cost of goods sold represents the total costs incurred in manufacturing the ‘goods sold’ (and not the ‘goods 
produced’) during the accounting period. The cost of ‘goods produced’, during the accounting period, however, 
is known as the Cost of Production, instead. The cost of goods sold comprises:
 • Direct Material Cost (cost of inventories of raw materials consumed)
 • Direct Labour Cost (salary and wages of direct labour)
 • Factory Overheads (direct manufacturing expenses)

Direct Manufacturing Cost vs Indirect Manufacturing Cost

It would be quite pertinent now to highlight the distinguishing features of the above noted two items.
Direct manufacturing costs represent all the costs that can well be assigned to a particular product. For 

example, the cost of stocks of copper, used in manufacturing copper wire and copper wall plates, will comprise 
direct material cost.

(Contd.)
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Similarly, the wages and salaries paid to the labourers and the engineers, working only and exclusively in 
the activity of manufacturing copper wire and copper plates, will constitute the direct labour cost.

As against this, the machine oil or cutting oil used in the machines that produce not only the copper wires 
and copper plates but several other products also, will come under the category of indirect material cost, as 
these cannot be precisely attributed to any particular product as such.

Similarly, the wages paid to the labour employed for carrying the stocks of copper as also several other raw 
materials from the corporate godown to the factory premises, will account for the indirect labour cost.

Gross Profit (also known as the Gross Margin)

The gross profit is arrived at by subtracting ‘cost of goods sold’ from the ‘net sales’.
While most of the companies show the item of gross profit separately, as has been shown in Table 4.1, some 

of the companies do not do so. Such companies show all the expenses en bloc, without making a separate item 
for gross profit. Instead, they just come straight to the item of Operating Profit.

Operating Expenses

Operating expenses comprise:
 (i) General Administrative Expenses
 (ii) Selling and Distribution Expenses
 (iii) Depreciation

Here, it may be pertinent to point out that some accountants treat ‘depreciation’ as a manufacturing overhead 
and, accordingly, include this item under the category of ‘cost of goods sold’, which also seems quite reasonable.

Operating Profit

Operating profit is arrived at by subtracting the total operating expenses from the gross profit.

Non-Operating Surplus/Deficit (also known as Other Income/Loss)

The income arising out of the avenues or sources, other than the main line of business of the company, would 
be shown under the heading ‘non-operating surplus/deficit’. For example, the amount of interest earned on 
the bank deposits, government securities, debentures of other companies, and dividend on the shares of other 
companies (including those of its subsidiary companies), resale of its fixed assets, like land and building, and 
plant and machinery above their book value.

But then, care must be taken to see whether the other income of the company, reported under this head, 
is within a reasonable limit, and represents only a small portion of its income by way of its total sales. This 
is important because, a large amount of other income may arise but only under some special and exceptional 
circumstances, and that too, quite rarely.

For example, a substantial income may accrue when the price of some shares, purchased at a very low price 
during the period of slump in the stock market, suddenly shoots up many fold, resulting in a huge profit for 
the company. The substantial income, which had accrued to the Reliance Industries Limited (RIL) on the sale 
of the shares of L&T (in the event of the Court decision of not allowing the L&T shares to be registered in the 
name of RIL) is an apt and well-known example in point. Similarly, some companies may show huge income by 
way of the sale of its land in some prime locations, of course, with due permission from the authority concerned. 
But then, such income does not arise as a matter of routine every year. Therefore, if the amount shown under 
the head ‘Other Income’ happens to be abnormally high, it should not be taken into account while computing 
the Profitability Ratios of the company, inasmuch as it may give a disproportionate and distorted picture, both 
in regard to the ‘Intra-firm’ and ‘Inter-firm’ comparisons.

Profit Before Interest and Tax (PBIT)/Earning Before Interest and Tax (EBIT)

Profit before interest and tax represents the net total of the operating profit, and the non-operating surplus/
deficit, as the case may be.

PBIT is most suited, both for intra-firm and inter-firm comparisons, for the following reasons:
The PBIT is arrived at before taking into account the elements of interest and tax payable. These two factors 

are well beyond the control and jurisdictions of the management of any company, as these two components 
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are determined by the Reserve Bank of India policies, and the Government of India tax proposals in the 
Annual Budgets. Therefore, the PBIT position gives a fairly even playground for both inter-firm and intra-firm 
comparisons over the years.

Let us elucidate the point a little further, with the help of an illustrative example.
As we all know, the rates of interest, being charged by the banks and financial institutions on their loans 

and advances (as also their deposits) keep on changing in relation to the bank rate, declared by the Reserve 
Bank of India, from time to time.

Thus, if, during the entire period of the previous accounting year of the company, the rate of interest charged 
on its loan accounts had stood at, say, 12 per cent per annum, and during the entire current accounting period it 
was raised to 14 per cent, the amount of interest out go will be far higher during the current year, as compared 
to the previous year. This will definitely adversely affect the figure at the PBT stage, and finally, at the PAT 
stage, as well. Conversely, if the rate of interest on advances were lowered, say, at 11 per cent per annum 
during the current accounting year, the PBT level, as also the PAT level, will represent a marked improved 
and favourable position for the company.

But then, this has happened in both the cases due to the announcement of the bank rate by the RBI (followed 
by the banks, and the financial institutions). It does not have to do anything with the style and strategy adopted 
by the management, in regard to controlling and managing its financial affairs, in a better or worse manner.

Accordingly, if we would attempt to evaluate the performance of the management on the basis of the PBT 
position (i.e. after deducting the amount of interest paid/payable on its advances), our findings and judgement 
would be erroneous, as they would not be based on the even playing field.

Same would be the case, in regard to the evaluation of the performance of the management during these 
successive years, if we were to do it at the PAT stage (that is, if we will do the comparison after deducting the 
amount of income tax paid/payable during these two successive years). This is so because, the levels and rates 
of income tax keep changing year after year, as per the annual budgets every year. Also, as we all know, the 
provision of payment of income tax by the companies at 10 per cent on the total amount paid as dividend has 
added an extra tax burden on the companies, only since recent times.

Further, the rates of income tax, or the slab structure, or the rate of surcharge, etc keep on changing to 
meet the special and extra expenses, arising out of the natural calamity, like the Orissa flood or the Gujarat 
earthquake, and so on.

All considered, it would be in the fitness of things, to take the position of profit (or loss) of the company at 
that very stage, where the factors, both of interest and tax, have not been taken into account. This stage (the 
even playing field) is the stage of profit before ‘Interest’ and ‘Tax’, which is commonly known as the PBIT stage.

Interest

‘Interest’ here represents the amount of interest payable by the company. This interest becomes payable on loan 
funds or borrowed funds of the company, like the working capital loan, term loan, debenture, public deposit, 
and so on.

Profit Before Tax (PBT)

Profit before tax is arrived at after deducting the amount of interest payable from the figure representing 
PBIT. In other words, this item represents the stage after the payment of interest but before the payment of 
tax. Therefore, conversely speaking, ‘PBT + Interest Payable = PBIT’.

Tax

Tax is the amount of income tax payable on the taxable income or profit of the company for the accounting year.

Profit After Tax (PAT) or Net Profit

Profit after tax, also known as the net profit, is arrived at after subtracting the amount of income tax payable 
from the figure of PBT (i.e. the total taxable income or profit).

At the PAT stage, the first part of the Profit and Loss Account ends, and the second part, known as the ‘Profit 
and Loss Appropriation Account’, begins.



 64 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

PROFIT AND LOSS APPROPRIATION ACCOUNT

The Profit and Loss Appropriation Account gives the details as to how the net profit or the Profit After Tax 
(PAT) has been appropriated or allocated under the following heads:
 (i) Dividend payable on:
 (a) Equity Shares, and
 (b) Preference Shares.
 (ii) The remaining amount is transferred to the Balance Sheet under the items ‘Reserves’, which is bifurcated 

into the following heads:
 (a) Capital Reserves, and
 (b) Revenue Reserves; (which are further sub-divided into several categories of specific reserves for 

specific purposes.)
 (iii) The balance amount is transferred to the Balance Sheet under the head ‘Surplus’.

These appropriations are done, in order of priority, as has been shown as follows:
 (i) Provision for dividend to the preference shareholders;
 (ii) Payment of interim dividend(s), if any, paid to the equity shareholders during the accounting period 

itself, as per the recommendations of the board of directors, from time to time, prior to the finalization of 
the account for the period. (For example, Ranbaxy Laboratories had paid the interim dividend, on more 
than one occasion, during one single accounting period, a few years back.)

 (iii) Provision for final dividend, payable to the equity shareholders, for the current accounting period, as 
per the recommendations of the board of directors, which, however, is to be finally paid only after the 
approval of the equity shareholders, obtained in the annual general meeting of the company.

 (iv) Provision for the corporate dividend tax at the rate applicable under the Finance Act of the year concerned.
 (v) Transfer to various reserves, like the general reserve, revenue reserve, capital reserve, debenture 

redemption reserve, dividend equalization reserve, and so on. As regards the general reserve, under 
Section 205 (2A) of the Companies Act 1956, no dividend should be declared or paid by the company for 
any financial year out of the profits of the company for that year, except after transferring to the reserves, 
such percentage of its profit for that year, not exceeding 10 per cent.

The detailed requirements of such transfers, as prescribed under the Companies (Transfer of Profit to 
Reserves) Rules 1975, are given in Table 4.2.

TABLE 4.2 Basis of Transfers to Reserves

Where the proposed Dividend on 
Paid up Capital Exceeds

Transfer to the Reserves as the percentage of the 
current year’s Profit After Tax (PAT) not less than%

10 per cent but not 12.5 per cent 2.5 per cent

12.5 per cent but not 15 per cent 5 per cent

15 per cent but not 20 per cent 7.5 per cent

20 per cent 10 per cent

Dividend Policy
It may be pertinent to mention here a few words about the dividend policy, and the various factors that need 
to be considered by the Board before recommending any interim or final dividend. These are as follows:
 (i) Company’s future expansion plans, the quantum of the required capital for the purpose, the possible/ 

available sources of financing such expenditure from the internal cash accruals (retained profits) and/
or from outside sources;
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 (ii) The cost of raising such external borrowings, from domestic or foreign markets;
 (iii) The quantum of net profit for the current accounting year, available for appropriation accordingly;
 (iv) The position of liquidity of the company;
 (v) The extent of applicable taxes, including the tax on the amount of dividend to be paid, as also the extent of 

exemptions under the tax laws, available to the various categories of investors (shareholders), from time to 
time; and

 (vi) The currently prevailing conditions of the capital market. 

CASH PROFIT

Cash profit is the term used to denote the end result of a company – either profit or loss – by excluding the 
amount of depreciation, accounted for during the year under report.

This figure is computed and recorded in the Annual Report of such companies, which have registered ‘Net 
Loss’ at the end of the accounting year.

Further, in such an eventuality, they would see and show to the shareholders and the other stakeholders, that 
despite the ‘Net Loss’ as such, the company has not registered a ‘Cash Loss’ but a ‘Cash Profit’, instead. This 
goes on to indicate that, if we do not take into consideration the amount of depreciation, accounted for during 
the current year, the company will show a profit, which is termed as ‘Cash Profit’, as against the ‘Net Profit’.

One may ask as to why at all should we exclude the amount of depreciation in computing and evaluating 
the financial performance of a company. This is so, because the amount of depreciation does not represent any 
actual outgo of funds or expenditure incurred during the current year as such. In fact, an expenditure amounting 
to, say, five times more than the amount of the depreciation now being accounted for in the Profit and Loss 
Account, has already been incurred during the previous year(s). Also the ‘depreciation’ is only an accounting 
entry in the ‘P&L Account’ for the current year, and that too for the following main reasons:
 (i) Though an amount of, say, ` 5 lakh, has been spent in full for the purchase of an item of machinery 

this very year, its economic life may be, say, five years. Thus, the benefit and gain will accrue to the 
company during the course of the full period ranging upto, say, five years. This may be like saying that 
the machine is being ‘used’ (or please permit me to use the word ‘being consumed’) spread over a period 
of, say, five years, as against the consumption of raw materials which get consumed instantaneously 
and immediately during the process of production itself.

  Therefore, it will be a pragmatic and correct business and accounting sense, to account for only the 
percentage of the ‘consumption’ of the machinery during each accounting year, spread over the period 
of the economic life of the machine.*

 (ii) The other reason obviously is that the income tax rules do not permit the tax rebate on the entire amount 
of, say, ̀  5 lakh in the same year in full, but only in parts, as per the prescribed percentage for each item 
of fixed assets.

*The term ‘economic life’ of machine represents that period upto which the machine can be used in an economic or gainful 
manner. For example, a car or a truck may be in good running condition after five years, or even fifteen or twenty years. 
But then, it may not be run economically, and so a replacement thereof by a new one may mean a better business sense. 
As against this, the car, even after ten, fifteen or twenty years, or even more, may be preferred to be retained and run by 
most of us, for our own personal purposes, provided we may use the car just for five to six kilometres per day. But then, for 
busy professionals, like the physicians and businessmen, driving around 100 to 200 km. a day, the old car may not prove 
to be economical enough, as it may mean lesser mileage per litre of petrol, and far lower efficiency and the corresponding 
stress and strain of driving.
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 SUMMARY

The Companies Act 1956 requires all companies to incorporate the relevant information (as per Schedule 
IV), in adequate measure, under the various heads/parameters, so as to represent a ‘true and fair’ view 
of the operations and performance of the company, during the year under report. However, no standard 
format has been prescribed for the purpose.
Items Required to be Reported in the Profit and Loss Account

	 • Net sales
	 • Cost of goods sold
	 • Gross profit
	 • Operating expenses
	 • Operating profit
	 • Non-operating surplus/deficit
	 • Profit Before Interest and Tax (PBIT) or Earning Before Interest and Tax (EBIT)
	 • Interest
	 • Profit Before Tax (PBT) 
 • Tax
	 • Profit After Tax (PAT)

Terminologies Used in the Profit and Loss Account 
Net Sales
It represents the amount of total (gross) sales (i.e. the sum of the invoice price of goods sold/services rendered 
during the period) (less) the amount of the sales returns (also known as inward sales), commission and 
discount paid.
Net Billing
It represents the amount of bill (less) the amount of excise duty paid thereon.
Cost of Goods Sold
The cost of goods sold represents the total of costs incurred in manufacturing the goods sold (and not the 
goods produced) during the accounting period. The cost of goods produced, during the accounting period, 
however, is known as the Cost of Production, instead.
The Cost of Goods Sold Comprises the Following:

 (i) Direct Material Cost (cost of inventories of raw materials consumed)
 (ii) Direct Labour Cost (salary and wages of direct labour)
 (iii) Factory Overheads (indirect manufacturing expenses)

Direct Manufacturing Cost vs Indirect Manufacturing Cost
Direct manufacturing costs are the costs that can be assigned to a particular product. The indirect 
manufacturing cost represents such costs that cannot be assigned to a particular product. For example, 
the machine oil or cutting oil, used in the machines, which produce several products.
Gross Profit (also known as the Gross Margin)
It is ‘net sales’ (less) ‘cost of goods sold’.
Operating Expenses
These comprise, General Administrative Expenses, Selling and Distribution Expenses, and Depreciation.
Operating Profit
It is arrived at by subtracting the total operating expenses from the gross profit.
Non-Operating Surplus/Deficit (also known as Other Income/Loss)
It is the income arising out of the sources other than the main line of business of the company.
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Profit Before Interest and Tax (PBIT) or (EBIT)
It is operating profit plus non-operating surplus or deficit, as the case may be.
Interest
It represents the amount of interest payable by the company. This interest becomes payable on loan funds 
or borrowed funds of the company, like the working capital loan, term loan, debenture and public deposit.
Profit Before Tax (PBT)
It is PBIT (less) Interest Payable. 
Tax
It represents the amount of income tax payable on the taxable income or profit of the company for the 
accounting year.
Profit After Tax (PAT) or Net Profit
It is PBT (less) total income tax payable.
Profit and Loss Appropriation Account
It is the second part of the Profit and Loss Account, which indicates as to how has the amount of PAT 
been allocated under the following heads:

 (i) Dividend payable on:
 (a) Equity Shares
 (b) Preference Shares
 (ii) The remaining amount is transferred to the Balance Sheet under the items ‘Reserves’, bifurcated into 

the following heads:
 (a) Capital Reserves
 (b) Revenue Reserves
  (which again are further subdivided into several categories of specific reserves for specific purposes.)
 (iii) The balance amount is transferred to the Balance Sheet under the head ‘Surplus’.

Cash Profit
It denotes the end result of a company – profit or loss – by excluding the amount of depreciation accounted 
for during the year. This figure is recorded in the Annual Reports of companies, which have registered 
‘Net Loss’ at the end of the accounting year.

 REVIEW QUESTIONS
 1. Differentiate between the following pairs of terms, by citing suitable illustrative examples in each case:
 (i) Net sales and cost of goods sold
 (ii) Gross profit and operating profit
 (iii) Cost of goods sold and operating expenses
 (iv) Profit Before Interest and Tax (PBIT) and Profit Before Tax (PBT)
 (v) Profit Before Tax (PBT) and Profit After Tax (PAT)
 (vi) Direct Manufacturing Cost and Indirect Manufacturing Cost
 (vii) Direct Material Cost and Indirect Material Cost
 (viii) Gross Profit and Operating Profit
 (ix) Direct Labour Cost and Indirect Labour Cost
 2. How does the Profit and Loss Account differ from the Profit and Loss Appropriation Account ?
 3. What are the main items/heads that usually appear in the
 (i) Profit and Loss Account
 (ii) Profit and Loss Appropriation Account
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APPENDIX 4.1

ECONOMIC VALUE ADDED (EVA)
Business is the economic way of doing things.

– Elbert Hubbard

What is Meant by Economic Value Added (EVA)?
Economic value added is ‘a measure of total factor productivity’, as the management guru, Peter F. Drucker 
so succinctly puts it. In essence, the EVA is the surplus left after making an appropriate charge for the entire 
capital employed in the business.

Calculation of EVA
It may be calculated in the following four different ways, but in essence, all these give us identical results. 
These are:

 (i) EVA = NOPAT – c* × CEB

 (ii) EVA = CEB (r – c*)

 (iii) EVA = [PAT + INT (1 – t)] – c* CEB

 (iv) EVA = PAT – k e EQUITY

  where,

 EVA = economic value added

 NOPAT = net operating profit after tax

 c* = cost of capital

 CEB = economic book value of the capital employed in the business

 r = return on capital = NOPAT/CEB

 PAT = profit after tax

 INT = interest expense of the company

 t = marginal tax rate of the company

 ke = cost of equity

 EQUITY = equity employed in the company.

With a view to getting a clear idea about the computation of EVA with the help of the above formula, we 
shall take the example of the Balance Sheet and Profit and Loss Account of Puja Electronics Ltd. given in 
Table 4A.1.
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Table 4A.1 Balance Sheet and Profit and Loss Account of Puja Electronics Ltd.

Balance Sheet as on 31 March, 2010 Profit and Loss Account for the year ended 
31 March, 2010

Liabilities Assets

Equity 100 Fixed assets 140 Net sales 300

Debt 100 Net current 60 Cost of goods sold 258

Assets PBIT 42

Total 200 Total 200 Interest 12

PBT 30

Tax 9

PAT 21

Puja Electronics’ cost of equity is 18 per cent. The interest rate on its debt is 12 per cent which, given a marginal 
tax rate of 30 per cent, translates to a post-tax cost of debt of 8.4 per cent. Since Puja Electronics employs debt 
and equity in equal proportions, its weighted average cost of capital is: 0.5 × 18.0 + 0.5 × 8.4 = 13.2 per cent.

Puja Electronics’ NOPAT is PBIT (1–tax rate) = 42 (1 – 0.3) = ` 29.4 lakh. Given a CEB of ` 200 lakh, Puja 
Electronics’ return on capital works out to 29.4/200 = 0.147 or 14.7 per cent.

Based on the above information, Puja Electronics’ EVA may be computed in the following four different ways, 
though the end results in all the four cases would be the same.
 (i) EVA = NOPAT – c* × CEB
      = 29.4 – [0.132 × 200] = ` 3 lakh
 (ii) EVA = CEB (r – c*)
      = 200 (0.147 – 0.132) = ` 3 lakh
 (iii) EVA = [ PAT + INT (1 – t)] – c* CEB
     = [21 + 12 (0.7)] – [0.132 × 200] = ` 3 lakh
 (iv) EVA = PAT – ke EQUITY
     = 21 – [0.18 × 100] = ` 3 lakh

Components of EVA
EVA is a function of the undernoted three factors or components:
 (i) Net operating profit after tax (NOPAT)
 (ii) Cost of capital (C*), and
 (iii) Capital employed in the business (CEB).

Let us now define and describe all the three terms:
NOPAT has been determined as: (Profit Before Interest and Taxes) (1-tax rate). 
Thus, we see that the definition has been based on the following two basic principles: viz.

 (i) Firstly, we should separate the investment and financing sides of a company. That is, the financing 
charges (like interest on loans and advances and dividend paid on shares) are not taken into account 
while looking at the profits (or cash flows) on the investment side. Financing charges will, in fact, be 
taken into account in the cost of capital figure, used for discounting the profits (or cash flows) on the 
investment side.

 (ii) Secondly, all the computation and analysis have to be done in the post-tax terms.
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Cost of Capital
It is but natural that both the shareholders and the creditors, who provide capital to the company, should be 
suitably compensated or rewarded for investing their funds (capital) in the business. Thus, the cost of capital 
represents what they all expect as a return from their investments.

The cost of capital, however, should have the following features:
 (i) It should represent a weighted average of the cost of all sources of capital (i.e. debentures, loans and 

advances, and share capital);
 (ii) It should be calculated only in post-tax terms; and
 (iii) It should reflect the risks borne by the various providers of the capital, stated in (i) above.

The formula employed for estimating the cost of capital is:
  C* = (Cost of equity) (Proportion of equity in the capital employed)
   + (Cost of preference) (Proportion of preference in the capital employed)
   + (Pre-tax cost of debt) (1–tax rate) (Proportion of debt in the capital employed)

Capital Employed
To obtain the capital employed in the business we have to make adjustments to the ‘accounting’ Balance Sheet 
to derive the ‘economic book value’ Balance Sheet. These adjustments are meant to reflect the economic value 
of assets in place, rather than the accounting values as determined by inherently conservative historical cost-
based Generally Accepted Accounting Principles (GAAP).

How to Measure NOPAT and CEB ?
The (GAAP) has, by and large, failed to generate the accounting reports and statements, which may reflect the 
economic reality. It reveals the accounting accuracy alone. Baruch Lev has remarked: ‘The association between 
accounting data and market values is not only weak, but appears to have been deteriorating over time. Overall, 
the fragile association between accounting data and capital market values suggests that the usefulness of 
financial reports is rather limited.’

In fact, the primary cause for such a gap between GAAP-based accounting information and the economic 
reality lies in the principle of extreme conservatism in the accounting practices based on the principle of  ‘provide 
for all possible losses but anticipate no gains’. That is why, the accountants prefer to charge off all outlays even 
on the intangibles, like research and development (R&D), market development, and training and development 
of the employees and officers.

But, in all fairness, we should not blame the accountants for such overtly conservative approach, as historically 
speaking, they were usually preparing the financial statements from the perspectives of the lenders, far 
different from those of the owners and managers. Truly speaking, while the primary concern of the owners 
and managers lie in the profitability, performance and prospects, the lenders, on the other hand, are singularly 
concerned about the safety and security of their loans and advances, so that even in the eventuality of the 
unit becoming terminally sick, beyond rehabilitation, their dues (both the principal and interest) may well be 
recovered. Further, the accountants can be sued against, as per the law of the land, in case they are found 
to have overstated the earnings and/or assets. But, no legal action can be initiated against them if they had 
understated or undervalued them.

In the foregoing circumstances, we have to make several adjustments to the accounting earnings and the 
accounting book value, while computing the EVA in realistic terms, so as to serve as a reliable measure and 
guide for creation of value. The prime idea behind such adjustments is to derive the NOPAT that actually 
represents the economic performance, as also the capital investment, which measures the capital contributed by 
the shareholders and the creditors. Such adjustments pertain to several items, like intangible assets, strategic 
investments, market promotion outlays, goodwill, timings of expense and revenue recognition, off-balance sheet 
financing, passive investments in marketable securities, restructuring charges, bad-debts recognition, inventory 
valuation, foreign currency translation, depreciation, taxes, and non-interest bearing liabilities.
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Stern Stewart, the pioneer of EVA, has, in fact, identified more than 160 items for such adjustments. In our 
considered view, however, the adjustments of some significant ten to fifteen items may seem to be sufficient 
and realistic enough. Some such important items have been discussed hereafter.

(i) Research and Development (R&D)
As we all know, the expenses on R&D are, in fact, investments in the future products and production process. 
But then, as per GAAP, the companies are required to deduct such amount from the earnings, as expenses, 
as if these do not have any valuable payoff in the future. This obviously does not seem to be reasonable and 
realistic enough and, accordingly, needs suitable adjustments. Thus, for the purpose of computing EVA, the 
R&D expenses are required to be capitalized, i.e. these are treated as assets in the Balance Sheet (instead of 
the expenses in the Profit and Loss Account), and these are, instead, amortized, i.e. written off, over a period 
of time, depending upon the reasonable useful life of the R&D effort. Incidentally, Stern and Stewart normally 
use an amortization period of five years.

(ii) Strategic Investments
Generally, under the EVA system, the capital charge on investment is reduced right from the day such 
investment has been made, with a view to enforcing the required financial discipline in the decision-making 
process pertaining to the investments.

But then, under such a system, the managers may tend to be rather reluctant to propose any strategic 
investment, which may have a gestation period of a few years. It is so, simply because, during the gestation 
period, the investment does not generate any production and return, but then, has to necessarily bear the 
burden of the charge on capital, which, in turn, adversely affects the EVA.

With a view to averting such an approach and attitude, on the part of the managers, a reasonable way out 
has been evolved. Under such an arrangement, the amount of strategic investments, instead of being charged 
from the day one, are held back in suspense account, created for this very purpose. The capital charges on the 
entire balance in such a suspense account are not taken into account, while computing the EVA, till such time 
by when the investment may be expected to go into commercial production and thereby start generating some 
operating profits. But then, in the meantime, the capital charges are computed and accounted for (added) in 
the suspense account, so as to take into account the full opportunity cost (i.e. is, the original investment plus 
the capital charges thereon) of such strategic investment.

(iii) Expense Recognition
As we all know, many of the companies, especially the multinationals like Coca Cola and Pepsi, Kellog and 
Colgate, do invest substantial amount towards their marketing efforts and strategies, with a view to establishing 
their brands, to enter into new markets and market segments, to broaden their customer base and establish 
some sort of product loyalty as also to increase their market share. But then, as per GAAP, such outlays are 
usually treated as the expenses, pertaining to the current period itself, despite the fact that these are expected 
to generate the benefits and financial gains spread over a much longer period of time. Accordingly, to obviate 
such aberrations, such outlays are, instead, capitalized and amortized over a suitable period.

(iv) Depreciation
In terms of GAAP, the depreciation is usually computed on the basis of the straight line method, and it does 
work reasonably well, too. But then, it does pose some inherent problems, too, while computing the EVA. This 
is so, as a substantial amount of fixed (long-lived) assets get deducted by way of depreciation, if calculated on 
straight line method, which, in turn, adversely affects the EVA. Such adverse effects induce a certain degree 
of reluctance on the part of the managers to recommend and incur any new investment in fixed (long-lived) 
assets. Why? This is so because, ‘the EVA capital charge declines in steps with the depreciated carrying cost of 
the assets, so that the old assets look cheaper than the new ones. This factor may tend to induce some element 
of reluctance on the part of the managers to replace the ‘cheap’ old equipment with the ‘expensive’ ‘new gear’, 
as Al Ehrbar puts it.
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Now, a question may arise as to how to avoid or at least mitigate such adverse ramifications of the straight 
line method of depreciation.

One such alternative strategy could be that we may adopt a ‘sinking fund method’ of depreciation, instead 
of the usual ‘straight line method’. Then, what is the ‘sinking fund method’? This method is usually adopted in 
the payment of the amount of the principal in a loan, granted against the mortgage of assets advanced against, 
wherein the amount of depreciation charged is smaller in the initial years, but gradually rises over the lifespan 
of the assets. Thus, in effect, the sum total of the depreciation charge and the EVA capital charge remains the 
same over a period of time, in the same way as it happens in the case of mortgage payment.

We may understand and appreciate this point with much greater ease with the help of an illustrative example.
Let us presume that the cost of the machine is ` two lakh and it has an economic life of, say, five years. 

Further, let us presume that the cost of capital is 15 per cent, and that the resale value of the equipment is 
‘nil’. Now, we shall calculate the depreciation charges under the aforesaid two different methods in Table 4A.2.

Table 4A.2 Depreciation Charge and Capital Charge under Alternative Methods

A. Straight-line Method

Year 1  2  3 4 5 6
(Total 1 to 5)

  (i) Capital 1,00,000 80,000 60,000 40,000 20,000 [nil] [(i – ii)]

 (ii) Depreciation 20,000 20,000 20,000 20,000 20,000 1,00,000

(iii) Capital charge 15,000 12,000 9,000 6,000 3,000 45,000

Total (ii) + (iii) 35,000 32,000 29,000 26,000 23,000 1,45,000

B. Sinking Fund Method

  (i) Capital 1,00,000 85,167 68,109 48,492 25,933 [nil] [(i – ii)]

 (ii) Depreciation 14,833 17,058 19,617 22,559 25,933 1,00,000

(iii) Capital charge 15,000 12,775 10,216 7,273 3,890 49,154

Total (ii) + (iii) 29,833 29,833 29,833 29,832 29,823 1,49,154

(v) Restructuring Charges
As per GAAP, a restructuring charge is always treated as a loss incurred on the particular investment that has 
proved to be a failure. As such a charge naturally eats into the profitability of the company, the management 
may tend to indefinitely postpone the restructuring process. But then, in fact, a restructuring decision should 
be a welcome step, as it may facilitate a more productive and profitable deployment of the capital. The past 
mistakes, if any, must be rectified, the sooner the better. Therefore, EVA has attempted to make the process 
of restructuring to be perceived as a golden opportunity (and not a threat) by just changing the parameters of 
measuring its valuation. The contrast between the treatment of the restructuring charge under the GAAP and 
EVA can be better understood and appreciated with the help of an illustrative example.

Example: Home Appliances Limited has a factory with an investment of ` 200 lakh, but the resultant 
profit therefrom is ‘nil’. The cost of capital to the company is 15 per cent. This way, under GAAP, the factory is 
operating at the Break Even Point (BEP), i.e. at the point of ‘no loss no gain’. But then, under the EVA principle, 
the factory has a negative EVA of ` 30 lakh (200 lakh × 0.15).

But then, we may consider the other factor that the factory can still be sold out for ` 120 lakh, and the sale 
proceeds may be distributed amongst the shareholders as dividends. If such a decision is taken, under this 
changed circumstance, the earnings of the company will go down by ` 80 lakh under GAAP. Besides, the total 
of the Balance Sheet will also go down by ̀  200 lakh, as the factory has been sold out, and the sale proceeds (Rs 
120 lakh) have been paid out as dividends. Thus, as the manager’s primary concern is income, they would not 
like to take a sale decision, involving a massive loss of ` 80 lakh, besides a reduction of the asset base by ` 200 
lakh. Therefore, under GAAP, they will prefer to hold on to the factory, so long as it may be operative at the BEP.
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Let us now examine how the situation may dramatically change under EVA. Now that the company has 
removed ̀  200 lakh of its assets from its Balance Sheet, it adds ̀  80 lakh by way of restructuring investment to 
its Balance Sheet (as against making the charge of ` 80 lakh in its Profit and Loss Account). Thus, the capital 
declines not by the full ` 200 lakh, but only by ` 120 lakh, being the amount of the sale proceeds paid out to 
the shareholders as the dividend. Now, what actually happens to EVA? The EVA now goes up from (minus) 
`  30 lakh to (minus) ` 12 lakh. Also, the managers, whose bonus may be linked to EVA, would naturally jump 
at the restructuring option.

(vi) Taxes
As we all know, companies adopt two different methods of depreciation for computing taxable income for payment 
of the income tax, and for reporting the profit to their shareholders. They adopt the accelerated method of 
depreciation (the written-down-value method) for tax purposes and a slower method (straight line method) for 
reporting the performance to the shareholders. Thus, the provision for income tax, used in the GAAP earning 
statement (commonly referred to as book taxes), differs from the cash taxes actually paid by the company.

Thus, the book tax refers to the quantum of tax that the company would have been required to pay, if the 
company would have used the GAAP earnings, even on its tax return. Further, the amount of such difference 
between the book taxes and cash taxes go into the liabilities account known as the ‘deferred taxes’, which have 
been presumed to be payable in the future. But, the companies never pay the so-called deferred taxes. Thus, 
what really matters is what the company actually pays by way of the taxes, and not what it may be required 
to pay as taxes, in the future. Thus, while calculating the NOPAT under EVA, only cash taxes are required 
to be deducted. Also, the deferred tax liability is treated as the quasi-equity and, accordingly, as a part of the 
shareholders’ funds.

(vii) Marketable Securities
Though the companies usually invest in marketable securities, these do not represent the capital used for 
generating the operating profit. Accordingly, such investments should not be included while computing the 
NOPAT, either.

How And Why Does The EVA Go Up?
We have, by now, clearly seen that the EVA goes up, if
 (i) the operating efficiency is improved
 (ii) the value adding investments are made
 (iii) the uneconomic activities are curtailed
 (iv) the cost of capital is lowered

In other words, the EVA rises when:
 (i) The rate of return on existing capital increases, because of improvement in operating performance. This 

means that operating profit increases without infusion of additional capital in the business
 (ii) Additional capital is invested in projects that earn a rate of return greater than the cost of capital
 (iii) Capital is withdrawn from activities which earn inadequate returns
 (iv) The cost of capital is lowered by altering the financing strategy
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INTRODUCTION

This chapter aims at developing the knowledge and understanding of Reclassification of Assets and liabilities, 
as to why such reclassifications are necessary. It gives a detailed description of the conditions and criteria for 
the reclassification of the various items of the Balance Sheets. This chapter also tells us about the procedure 
of compution of various Ratios like Liquidity Ration; Productivity Ratios; the financial structure Ratios and so 
on by also giving an analysis for each of them.

RECLASSIFICATION OF ASSETS AND LIABILITIES

With a view to evaluate the financial performance of a company, we should first reclassify the various items 
of assets and liabilities into:
 (i) Three different categories of liabilities; viz.
 • Current Liabilities
 • Deferred Liabilities (or Term Liabilities)
 • Capital, Reserves and Surplus [also known as the Owners’ Equity (OE)]
 (ii) Four different categories of assets, viz.
 • Current Assets
 • Fixed Assets
 • Miscellaneous Assets
 • Intangible Assets

Now, a question may naturally arise as to why such reclassifications are necessary. The answer is simple. 
As stated earlier, the companies are, by law, required to present their Balance Sheet on the lines of the pro 
forma prescribed in the Companies Act 1956. We have also seen that the pro forma requires the companies to 
present their total loan amount under two categories only, viz.
 (i) Secured Loans
 (ii) Unsecured Loans

This, however, does not give us any idea as to which of these loans are payable within twelve months from 
the date of the Balance Sheet, and which one of these are payable after twelve months. This information is 
necessary to classify the loans as current or deferred liabilities, respectively. Such a categorization is essential 
because, by taking the figures of the current liabilities, as reported in the Balance Sheet, without adding thereto 
the short-term loan components of both the secured and unsecured loans, the liquidity ratios, viz. current ratio 
and quick ratio, may become distorted. Accordingly, so will be the interpretation and conclusion about the 
financial position of the company.

Similarly, the investments, too, have to be bifurcated into short-term and long-term investments, in order 
to classify them under the categories of current assets and miscellaneous assets, respectively.

Likewise, the aggregate sundry debtors may also have to be bifurcated into two groups, viz. current assets 
and miscellaneous assets, based on the fact whether these are outstanding for (i) upto 180 days, and (ii) beyond 
180 days, respectively.

A detailed description of the conditions and criteria, for the reclassifications of the various items of the 
Balance Sheet into different categories of assets and liabilities, with illustrative examples, has been presented 
in Table 5.1.
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TABLE 5.1 Analysis of Balance Sheet – A Brief Outline

Liabilities (or Sources of Funds

Current Liabilities Loans and advances, repayable within a period of one year, from the date of the Balance 
Sheet, e.g.
 (i) Short-term bank borrowings (for working capital requirements)

 (ii) Sundry creditors

 (iii) Instalments of term loans (with interest) due within a period of one year from the 
date of the Balance Sheet

 (iv) Loans and advances from friends and relatives, repayable within one year

 (v) Public deposits, maturing within one year

 (vi) Provisions for taxes, dividends, gratuity, pension

Term Liabilities or 
Deferred Liabilities

Share capital invested in the business, and the surplus generated and retained in the 
business. [Also known as Owners’ Equity (OE), or shareholders’ funds, or net worth, or 
own fund, or capital base or equity.] e.g.
 (i) Instalments of term loans (and interest) falling due for payment after one year 

from the date of the Balance Sheet
 (ii) Debentures not due within one year

 (iii) Other loans and advances (from friends and relatives) not payable within one year, 
specifically undertaken in writing

Capital, Reserves and Surplus Share capital invested in the business, and the surplus generated and retained in the 
business. [Also known as Owners’ Equity (OE), or shareholders’ funds, or net worth, or 
own fund, or capital base or equity.] e.g.
 (i) Paid-up capital (equity shares and preference shares)

 (ii) Capital reserves

 (iii) Revenue reserves

 (iv) Profit and Loss Account Surplus

Assets (or Uses of Funds)

Current Assets Cash and other assets, which are converted into cash, in the normal course of business, 
during the operating cycle, e.g.
 (a) Cash in hand, cash in bank, marketable securities [e.g. government securities, other 

trust securities, quoted shares, (excluding those of the company’s subsidiaries)], 
bills receivable, outstanding for not more than 180 days

 (b)  (i) Stocks of raw materials, work-in-process, finished goods, i.e. inventories, 
consumable stores and spares

  (ii) Loans and advances given to the suppliers

  (iii) Pre-paid expenses

Quick Assets Quick Assets constitute that part of the current assets, which are convertible into cash 
faster than the other items thereof. The items shown in (a) above, are quick assets.

Note: Quick Assets are usually computed to comprise Total Current Assets (less) Inventories, as the remaining items of the Current 
Assets [viz. (b) (ii) and (iii)] above, constitute a relatively much lesser percentage thereof.

Fixed Assets Tools of business, not intended for resale, e.g.
Land and building, plant and machinery, tools and transport, furniture and fixtures.

(Contd.)
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Miscellaneous Assets Assets which are neither current, nor fixed, nor Intangible, e.g.
 (i) Investments in, and/or advances to, subsidiaries and/or affiliates (including even 

quoted shares of subsidiary companies).
 (ii) Investments in non-marketable securities (unquoted shares), advances to directors 

or employees, non-consumable stores and spares, bills receivable outstanding for 
more than 180 days.

Intangible Assets Expenditure incurred for acquiring invisible assets, e.g.
 (i) Goodwill, patent, copyright, trademark

 (ii) Preliminary expenses, losses incurred by the company

COMPUTATION OF RATIOS

After recasting and re-categorizing the various items of the Balance Sheet under three heads of liabilities and 
four heads of assets, we will now move on to the next step, viz. computing the various ratios under different 
parameters, and as per the formula designed for each of the ratios as in Table 5.2.

TABLE 5.2 Computation of Ratios

Sl. No. Description

1. LIQUIDITY RATIOS

1.1 Current Ratio

Current Assets ÷ Current Liabilities

1.2 Quick Ratio

[Current Assets (Less) Inventories] ÷ Current Liabilities

2. TURNOVER/PRODUCTIVITY RATIOS

2.1 Capital Employed Turnover (Times)

Sales ÷ Capital Employed (Long-term Sources)

2.2 Block Capital Turnover (Times)

Sales ÷ Net Fixed Assets

2.3 Inventory Turnover (Times)*

Sales ÷ Inventory

2.3 (a) Inventory Turnover Period (No. of Days)*

(Inventory × 365) ÷ Sales

2.4 Average Collection Period (No. of Days)

(Accounts Receivable × 365) ÷ Sales

* The inventory turnover ratio, in terms of number of days (as against number of times) may seem to 
be more easily and clearly understood, facilitating quick and considered decision-making process.

3. LEVERAGE/FINANCIAL STRUCTURE RATIOS
3.1 Debt: Equity

Ratio Debt = (Long-term debt)
Equity = [Share capital, reserves and surplus (less) intangible assets]
 (i) Debt ÷ Equity
 (ii) Total liabilities ÷ Equity

 (iii) Net fixed assets ÷ Secured long-term debts (Secured term loans)

(Contd.)

(Contd.)
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3.2 Net working capital [CA (less) CL] ÷ Current assets (%)
(Net working capital × 100) ÷ Current assets

4. PROFITABILITY RATIOS

4.1 Profit margin (%)
[Profit before interest and tax (PBIT) × 100] ÷ Sales

4.2 Return on (Total) Investment (%)
[Profit before interest and tax (PBIT) × 100] ÷ Total assets

4.3 Return on (long-term) investment (%)
[Profit before interest and tax (PBIT) × 100] ÷ Capital employed (long-term sources)

4.4 Return on net worth (%)
[Profit after tax (PAT) × 100] ÷ Net worth (Capital + Reserves + Surplus)

5. VALUATION RATIOS

5.1 Earning per share (%)

[PAT (Less) Preference dividend] × 100 ÷ Equity shares (Total face value)

5.1a. Earning per share (In `)

[PAT (less) Preference dividend] ÷ No. of Equity shares

5.2 Book value per share (%)
(Net worth × 100) ÷ Equity shares (total face value)

5.2a Book value per share (In `)

Net worth ÷ No. of equity shares

6. COVERAGE RATIOS

6.1 Interest Cover

Profit before interest and tax ÷ Interest

6.2 Dividend Cover

 (i) (Profit after tax – Preference dividend) ÷ Dividend on equity shares*

 (ii) Profit after tax ÷ Dividend on equity shares

 (iii) Profit after tax ÷ Dividend on equity and preference shares

ANALYSIS AND INTERPRETATION OF THE RATIOS

After having computed the ratios, we will now proceed to analyze and interpret each of them, one by one. To 
be able to do so, we will now understand and appreciate as to what finance functions and managerial features 
do the respective ratios measure, and with what useful and fruitful purposes.

Liquidity Ratios
The liquidity ratios, as the term itself suggests, reveal the liquidity position of a company. In other words, 
these indicate the company’s ability and capability to pay off its short-term debts and dues on time, out of the 
available short-term application (uses) of funds, viz. its total current assets.

* The formula appearing at 6.2 (i) seems to be the most appropriate and justifiable, based on the following reason: The basic 
idea behind computing this ratio is to asses whether the company will be able to maintain and sustain the current rate 
and level of dividend mainly on its equity shares, as this alone is dependent upon the level of the net profit (PAT). And, the 
rate of dividend on its preference shares is already predetermined and fixed, as stipulated in the relative issue document.

(Contd.)
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Current Ratio
The current ratio of a company indicates its liquidity position, i.e. how (financially) liquid the company is, i.e. 
how promptly and with ease would the company be able to meet its liabilities (specially short-term liabilities) 
on due time.

Quick Ratio
The quick ratio is indicative of the ability of the company to meet its urgent and emergent financial obligations 
in a much shorter span of time, than the other current assets (mainly inventories) can do.

That is why, by way of a thumb rule, the quick assets are taken to comprise all the current assets less 
(mainly) the inventories [as these alone contribute a major portion of the current assets, other than items 
(b) (ii) and (iii) in Table 5.1].

Turnover Ratios (Productivity Ratios)
Turnover ratios are indicative of the turnover or productivity of the various liabilities (sources of funds) and 
assets (uses of funds), in relation to the single measuring scale, i.e. the annual sales. Thus, the higher ratios 
represent the coverage of more mileage, i.e. being so many times, during the year, in relation to the annual 
sales. The same way, we can find out the turnover ratios in terms of the effective use of the following:
 (a) Short-term sources of funds; as also of the
 (b) Total funds (or total liabilities) being employed and invested in the business.

The formula in these cases will be:
 (a) Sales ÷ Short-term sources of funds; and
 (b) Sales ÷ Total sources of funds (or total liabilities), respectively.

In this way, we can compute numerous ratios. But then, as prudent financial analysts, we should endeavour 
to avoid unnecessary duplications, as far as possible.

Block Capital Turnover Ratio
It will be pertinent to discuss here about the differences of opinion as to what we should take in the denominator:
 (i) The Net Fixed Assets as also the Capital Work-in-Progress; or
 (ii) The Net Fixed Assets only, already put to productive use (i.e. exclusive of the capital work-in-progress, 

as these are yet to be commissioned and become productive).
In my considered opinion, there is sufficient weight in both these points of view.
For example, in support of the first contention, one may as well argue that, if we do not take the capital 

work-in-progress into consideration, the turnover ratio that may result may be quite comfortable, whereby 
one may tend to (sometimes) lose sight of the fact that a substantial sum of money is already invested in the 
capital work-in-progress. Taking this into account in the denominator will result in a much lower turnover 
ratio which will keep us ever alive to the fact that we should endeavour hard to complete the project and make 
it fully operative and commercially productive, sooner the better.

For example, supposing you have already invested a sum of ̀  15 lakh for the construction of a house, which is 
lying incomplete for the last, say, five years. Thus, you are not getting any return on your existing investment 
of ` 15 lakh. If you invest another, say, ` 10 lakh, towards the completion of the wood work and other finishing 
touches required for the completion of the house for living purposes, you may rent it out on completion, and 
thereafter, may start receiving some reasonable return on your total investment of ̀  25 lakh, instead of getting 
‘nil’ return on your substantial investment of ` 15 lakh, as aforesaid.

But then, the second argument of excluding the capital work-in-progress cannot be brushed aside, either, 
for the simple reasons that it is not yet put to any productive use.

All considered, I am of the firm opinion that we may calculate the block capital turnover ratio in both the 
ways, as, in such a manner, we may not lose sight of the urgency of completion of the project in time, and, at the 
same time, we may get a realistic picture of the productivity of the net fixed assets already in the productive use.
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Inventory Turnover Ratio and Average Collection Period
In my opinion, the inventory turnover ratio, which is calculated in terms of the number of days, may give a 
more comprehendible and clear position. The same may be true for calculating the Average Collection Period.

Leverage Ratios (Financial Structure Ratios)
Leverage ratios, or the financial structure ratios, are indicative of the mix of the shareholders’ funds (own 
funds), and the loan funds, invested in the business.

Total Liabilities/Equity
Total Liabilities/Equity ratio is indicative of the proportion of the OE (i.e. the owners’ stake in the business) 
to the total liability.

Here, we may come to a quick conclusion that higher the OE portion, the better. But then, it may not be so, 
as the OE is non-tax-deductible and, therefore, it may not be a prudent business sense to invest funds in the 
business by way of OE, beyond an optimal level. It may be true in the case of the issue of the equity shares even 
at a reasonably high premium, because, even in this case, the risk of forced take over may become imminent.

Net Fixed Assets/(Secured) Long-Term Debt
We find that in the given formula, the denominator comprises only the secured long-term debt (and not any 
unsecured debt).

Why? The reason is that this ratio gives an indication to the creditors (who have given secured term loans to 
the company) whether the outstanding balance on the term loan account is fully covered by the depreciated (net) 
value of the (fixed) assets financed by way of the term loan. This also indicates whether all the instalments on 
the relative term loan have been duly paid. If there is any overdue instalment, the ratio will be less than one, 
as the outstandings on the term loan account (inclusive of the instalments over-due) will be higher than the 
net (depreciated) value of the fixed assets charged to the bank, as the primary security against the term loan.

Profitability Ratios
We observe that, while in the first three profitability ratios in Table 5.2, PBIT has been taken in the numerator, 
in the fourth one, PAT has been taken into account. Why?

The reason, of course, is obvious. Profitability Ratios, in essence, are also indicative of the managerial efficiency. 
Therefore, to get an objective and realistic comparison of the managerial efficiency during the successive years, 
we should take only such parameters into consideration, which are well within the control of the management. 
Thus, we see that the rate of interest and the rate of income tax are well beyond the control of the management, 
inasmuch as, while the rates of interest are determined by the Reserve Bank of India (RBI), the commercial 
banks and the other financial institutions, the rate of income tax is determined by the Government of India. 
For example, in the budget for the financial year 2001-02, presented in the Parliament by the Union Minister 
of Finance, on 28 February, 2001, the surcharge on income tax had been proposed to be reduced to 15 per cent 
only, instead of 17 per cent [15 per cent + 2 per cent (to finance the earthquake rehabilitation measures in 
Gujarat)] levied during the previous financial year. Thus, during the current year, the profitability after tax 
(PAT) will be much higher for all the companies, but for no act on the part of the management of the companies. 
Therefore, giving any credit for this to the management of the company will be inappropriate and misplaced.

Similarly, if the rate of interest is reduced by all the banks by around 0.50 percentage points, the quantum of 
interest outgo will also decrease, resulting in a corresponding increase in the net profitability of the company, 
yet again, for no act by the management.

Thus, it will be more appropriate to compare the profitability of the company at the pre-interest and pre-
tax stage, so as to compare the effectiveness of the successive managements in the successive years, on ‘even 
comparing field’, i.e. at the PBIT stage itself.

Further, we have taken the PAT stage while working out the return on the net worth, because finally, it is 
the net profit (that is, the net income or net return on the net worth or on the OE) that is to be distributed to 
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the shareholders, by way of dividend, or retained in the business, by way of reserves and surplus, which too 
belong to the shareholders (mainly equity shareholders) only.

Valuation Ratios
The valuation of the equity share, or its market value or its price in the stock market, is determined mainly 
on the basis of:
 (a) its earning per share (commonly known as EPS); and
 (b) its book value per share.

Here, it may be observed that the EPS and the book value per share have been computed, not in terms of 
rupees but percentage. This measure has been adopted, a little away from the conventional method of computing 
these in rupee terms, mainly to simplify the process of arriving at the increase/decrease in these valuation 
ratios in just one stroke, as against first finding the value in terms of rupees and then converting the same in 
terms of the face value of the shares. But, with a slightly modified method adopted by us, we get the percentage 
change in the value, whatever may be the face value of the shares.

However, for the sake of the convenience of some of our readers, the calculation has also been done by the 
conventional method (i.e. in terms of rupees).

Coverage Ratios
Coverage ratios signify the number of times the payments of Interest and Dividend are covered by the respective 
measuring parameters, viz. (a) PBIT; and (b) PAT.

To put it differently, a coverage ratio indicates that if the PBIT and PAT, respectively, unfortunately, decline 
even by as many times, the company would be able to meet its obligation of payments of Interests and Dividends 
at the extant levels. Thus, we may well infer that higher the coverage ratios, the better.

 REVIEW QUESTIONS
 1. Write short notes on the following terms, by giving brief definitions and the characteristic features in each 

case, as also by citing suitable illustrative examples in respect thereof:
 (i) Current Liabilities (ii) Deferred Liabilities or Term Liabilities
 (iii) Capital (iv) Reserves
 (v) Surplus (vi) Current Assets
 (vii) Fixed Assets (viii) Miscellaneous Assects 
 2. It has been suggested that, with a view to evaluating the financial performance of a company, we should first 

reclassify the various items of assets and liabilities into:
 (i) Three categories of liabilities, and
 (ii) Four categories of assets.
 (a) What are the various three categories of liabilities and four categories of assets?
 (b) What, in your considered opinion, could be the rationale behind such reclassifications? Give convincing 

reasons for your specific answer in each case.
 3. Define all the three categories of liabilities and four categories of assets, and give suitable examples, in each 

case.
 4. (a) While using the Ratio Analysis Technique, what are the various ratios that are computed and analysed 

under the following categories of ratios?
  (b) How are each of such ratios computed?
 (i) Liquidity ratios (ii) Turnover (or productivity) ratios
 (iii) Leverage (or financial structure) ratios (iv) Profitability ratios
 (v) Valuation ratios (vi) Coverage rations.



Evaluation of Financial Performance 
through Ratio Analysis Techniques: 

Case Studies with Suggested Approaches

I cannot teach anybody anything; I can only 
make them think.

– Socrates

Chapter 6

LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Evaluate Financial Performance through Ratio Analysis Technique
 • Identify the problem areas and initiate suitable remedial measures
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INTRODUCTION

Now we are ready to analyze and interpret the various ratios and comment upon their implications, ramifications, 
impact and influence, on the financial management and the overall working, profitability and prospects of the 
company. As you may well agree, this can be done more effectively with the help of an actual Balance Sheet, 
and Profit and Loss Account of a live company, of course, with a disguised name. Accordingly, the Balance 
Sheets, and the Profit and Loss Accounts of (i) Light Motor Vehicles Limited (LMVL) and (ii) Videsh Vyapar 
Nigam Limited (VVNL) have been given hereafter, by way of case studies.
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CASE STUDY—I

Light Motor Vehicles Limited
You are one of the major shareholders of the Light Motor Vehicles Limited (LMVL). You have just received the 
Annual Report of the company. The Annual General Meeting of the shareholders of the company is scheduled 
to take place in about a month’s time from now. You are planning to attend the meeting in a meaningful and 
constructive manner. With this purpose in mind, you want to do a thorough homework in a most systematic 
manner.

Accordingly, you have decided to suitably recast the Balance Sheet, before reclassifying the various items 
under three categories of liabilities, viz.
	 •	 Current	Liabilities
	 •	 Deferred	(Time)	Liabilities
	 •	 Capital,	Reserves	and	Surplus	(also	known	as	the	Owners’	Equity);	and,	four	categories	of	assets,	viz.
	 (i)	Current	Assets
 (ii) Fixed Assets
 (iii) Miscellaneous Assets
 (iv) Intangible Assets.

Further, it is only then that you plan to evaluate the financial performance of the company, by using the 
technique	of	ratio	analysis	covering,	inter alia, the following parameters:
	 (i)	Liquidity	Ratios
 (ii) Turnover/Productivity Ratios
 (iii) Leverage/Financial Structure Ratios
 (iv) Profitability Ratios
 (v) Valuation Ratios
	 (vi)	Coverage	Ratios

The undernoted documents/papers of the Light Motor Vehicles Limited are given in Appendices A.1 to A3.

TABLE 6.1 Balance Sheet of Light Motor Vehicles Limited as on 31 March
(` in crore)

 [A] Sources of Funds (Liabilities)
    Current Year Previous Year

 1. Shareholders’ Funds 
 (i)	 Capital	
	 	 (a)	 Equity	 1140.37	 692.67 
	 	 (b)	 Preference	 14.74	 14.74
 (ii) Reserves and surplus 
	 	 (a)	 Share	premium	reserve	 1105.94	 137.94 
	 	 (b)	 Capital	redemption	reserve	 10.89	 10.89 
	 	 (c)	 Revenue	reserve	 1894.42	 1627.23 
  (d) Revaluation reserve – – 
  (e) Surplus in Profit and Loss Account 370.15 147.95

    4536.51 2631.42

	 2.	 Loan	Funds
	 (i)	 Debentures	(FCDs)	due	after	12	months	 1705.55	 3121.25
	 (ii)	 Public	deposits	due	after	12	months	 703.23	 588.94

(Contd.)
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	 (iii)	 Secured	loans	(other	than	Debentures)	due	after	12	months	 781.44	 704.77
	 (iv)	 Unsecured	loans,	due	after	12	months	 373.34	 469.70

    3563.56 4884.66

  Total of (1) and (2) 8100.07 7516.08

 [B] Application of Funds (Assets) 
 1. Fixed Assets
 (i) Net block (original cost less depreciation)	 4440.59	 3865.84
	 (ii)	 Capital	work-in-progress	 508.86 654.28

    4949.45 4520.12
	 2.	 Investments
 (i) Government securities 
 (ii) Investments in subsidiary companies 
	 	 (a)	 Quoted	 251.68	 – 
	 	 (b)	 Unquoted	 15.51	 – 
 (iii) Investments in other companies 
	 	 (a)	 Quoted	 –	 11.22 
	 	 (b)	 Unquoted	 1273.25 533.83

    1540.44 545.05

	 3.	 (i)	 Current	Assets,	Loans	and	Advances
  (a)	 Inventories	 3351.92	 2806.65 
	 	 (b)	 Sundry	debtors*	 2281.84	 2273.37 
	 	 (c)	 Cash	and	bank	balances	 233.86	 283.25 
	 	 (d)	 Other	current	assets	 – – 
  (e) Loans and advances
  (i) To subsidiary companies – –
  (ii) To others 744.81 630.52

    6612.43 5993.79

	 (ii)	 Current	Liabilities	and	Provisions 
	 	 (a)	 Liabilities	 4391.31	 3283.61 
	 	 (b)	 Provisions	 	610.94 	259.27

    5002.25 3542.88

	 	 Net	Current	Assets	3	(i)	–	(ii)	 1610.18	 2450.91

	 4.	 Miscellaneous	expenditure	to	the	extent	not	written	off	or	adjusted	 –	 –
	 5.	 Profit	and	Loss	Account	 –	 –

	 	 Total	of	(1)	to	(5)	 8100.07 7516.08

	 	 *	Includes	Sundry	Debtors	outstanding	for	over	180	days	 16.39	 26.07

The following is the Profit and Loss A/c of the company for the last two consecutive years.

Profit and Loss Account Light Motor Vehicles Limited of for the Year Ended on 31 March
(` in crore)

  Current Year Previous Year

 1. Income 
 	 –	 Sales/Services	rendered	 18023.61	 15130.06
	 	 –	 Dividend	 5.72	 4.73

(Contd.)

(Contd.)
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	 	 –	 Interest	 57.86	 23.98
	 	 –	 Other	income	 353.43 269.28

   Total income 18440.62 15428.05

 2. Expenditure 
 	 Cost	of	goods	consumed/sold
	 (i)	 Opening	Stocks	of	work-in-progress	and	stock-in-trade	 1563.65	 1569.48
 (ii) Purchase/consumption of raw materials and components 9267.28 7814.73

	 	 	 	 	 	 10830.93	 9384.21
  Less: Closing	stocks	of	work-in-progress	and	stock-in-trade	 (1625.14) (1563.65)

      9205.79 7820.56

	 	 Manufacturing,	administration	and	selling	expenses	 5459.85	 4629.02
	 	 Salaries,	wages	and	other	employee	benefits	 2193.73	 1765.06
	 	 Managerial	Remuneration	 3.74	 1.43
	 	 Interest		 649.77	 853.38
	 	 Depreciation	 474.65	 420.42
	 	 Auditors’	remuneration	 1.54	 1.21
	 	 Provisions	for	(i)	Doubtful	debts	 5.50	 41.58
	 	 (ii)	Other	contingencies	 –	 –
  Any other expenses –

  Less: expenditure	transferred	to	capital	account	 (490.38)	 (457.16)

  Total Expenditure 17504.19 15075.50

	 3.	 Profit/Loss	before	tax	(PBT)	(1	-	2)	 936.43	 352.55
	 4.	 Provisions	for	taxation	 166.10	 56.10
	 5.	 Profit/Loss	after	tax	(PAT)	 770.33	 296.45
	 6.	 Adjustment	of	depreciation	relating	to	previous	years	 –	 0.55
	 7.	 Investment	allowance	reserve	account	 237.05	 –
	 8.	 Investment	allowance	reserve	account	written	back	 27.61	 59.18
	 9.	 Tax	for	previous	years	 12.10	 35.53
	 10.	 Balance	brought	forward	from	previous	years	 147.95	 43.01
	 11.	 Debenture	redemption	reserve	 –	 21.45
	 12.	 Proposed	dividend	
	 	 –	 Preference	shares	 2.20	 2.20
	 	 –	 Equity	shares	 266.6	 146.96

	 	 	 	 	 	 268.84	 149.16

	 13.	 Transfer	to	Reserves	 57.75	 44.00

	 14.	 Balance	Carried	to	the	Balance	Sheet	 370.15	 147.95

The	following	is	an	extract	from	the	Director’s	report	pertaining	to	the	current	year.

EXTRACTS FROM THE DIRECTORS’ REPORT

 1. We are immensely pleased to share with you that again there has been a substantial improvement in 
the	company’s	turnover.	Further,	the	profit	has	increased	by	around	19.5	per	cent	to	`	18440.62	million.	
The	profit	after	tax	(PAT)	has	improved	by	around	1.6	times,	from	`	296.45	million	last	year	to	`	770.33	
million during the current year. The main factors, which have contributed to this achievement are the 
increased sales, and the strict and stringent cost reduction measures.

(Contd.)
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	 2.	An	overall	upward	swing	in	the	economy	and	a	good	monsoon	together	have	resulted	in	the	welcome	sharp	
increase	in	the	demand	for	the	freight	movement.	Consequently,	this	year,	the	company	has	achieved	
an	all	 time	record	sale	of	67,860	vehicles	 (including	12,037	LCVs)	as	compared	to	61,785	 (including	
9,689	LCVs)	last	year.	For	the	first	time	during	the	last	five	years,	the	growth	in	the	medium	and	heavy	
commercial	vehicles	segments	exceeded	that	in	the	LCV	segment	in	the	domestic	market.	Exports	rose	
by	63	per	cent	to	`	895.40	million,	and	spare	part	sales	reached	a	peak	of	`	750.20	million.	A	marked	
recovery	in	excavator	sales	brought	the	number	of	machines	sold	to	194	as	against	185	in	the	previous	
year.

	 3.	Sharp	increases	in	levies	and	materials	costs,	especially	of	steel	and	non-ferrous	metals,	however,	have	
neutralized the savings arising from the cost reduction strategies adopted during the current year. 
Accordingly,	the	company	was,	rather	reluctantly,	compelled	to	increase	the	selling	price	of	its	LCVs	as	
also medium and heavy commercial vehicles.

	 4.		 The	improved	profitability	during	the	year,	the	availability	of	funds	for	capital	expenditure	programmes	
from	the	Debentures	Issued	two	years	back,	and	the	strict	control	over	working	capital	management,	
resulted in a comfortable funds flow situation. The interest cost, therefore, came down from `	853.38	
million last year to `	649.77	million	during	the	current	year.

	 5.	The	Part	‘B’	of	the	Company’s	12.5	per	cent	fully	convertible	debentures	was	converted	into	shares	with	
effect	from	1	July	the	previous	year.	After	the	allotment	of	these	shares,	the	equity	share	capital	of	the	
company has increased to `	1140.37	million.	Funds	raised	through	these	debentures	are	being	used	for	
the	company’s	capital	expenditure	requirements	as	also	to	meet	its	working	capital	requirements,	as	
was stipulated in the issue documents.

A Suggested Approach to the Case Study

Ratio Analysis
As you may recollect, before proceeding to the exercise of Ratio Analysis, we should, first of all, undertake 
the recasting, and corresponding recategorization, of the various items of assets and liabilities of Light Motor 
Vehicles	Limited	(LMVL)	as	given	in	Table	6.2.

TABLE 6.2 Light Motor Vehicles Limited: Recasting, and Analyses of the Balance Sheet
 (` in Crore)

 Sl. No.  Descriptions Current Year Previous Year

  Liabilities
	 A.	 Current	liabilities	 5,002.25	 3,542.88
	 B.	 Deferred	liabilities	 3,563.56	 4,884.66
	 C.	 Capital,	reserves	and	surplus	(OE)	 4,536.51	 2,631.42

  Total Liabilities (A + B + C) 13,102.32 11,058.96

  Assets 
	 D.	 Current	assets	 6,612.43	 5,993.79
  Add: Quoted	shares	(of	other	companies)	 –	 11.22
  Total 6,612.43	 6,005.01
  Less: Sundry	debtors	outstanding	for	over	180	days	(–)	 					16.39	 26.07

  Total 6,596.04 5,978.94

	 E.	 Net	fixed	assets	 4,949.45 4,520.12

(Contd.)
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 F. Miscellaneous assets 
	 	 Total	investments	 1,540.44	 545.05
	 	 Less:	Quoted	shares	(of	other	companies)	 –	 11.22

	 	 Total	 1,540.44	 533.83
	 	 Add:	Sundry	debtors	outstanding	for	over	180	days	 					16.39	 26.07

  Total 1,556.83 559.90
 G. Intangible assets (G) – –

  Total Assets (D + E + F + G) 13,102.32 11,058.96

After having recasted the Balance Sheet of LMVL and reclassified its various items into three categories of 
liabilities and four categories of assets, we will now go on to the next step, i.e. computation of the various ratios, 
so as to be able to thoroughly evaluate and review the financial position of the company.
The	following	Table	6.3	(column	one)	comprises	the	criteria	(formula)	of	computation	of	various	types	of	

ratios	under	six	different	categories	(like	liquidity	ratios,	profitability	ratios).	The	various	ratios	of	LMVL,	
computed	on	such	bases,	have	been	presented	in	Table	6.3 (columns two and three, for the current year and 
the previous year, respectively).

Let us now attempt to examine, analyze and interpret the various ratios, and thereby assess and ascertain 
the financial position, performance and prospects of the company, on different dimensions and parameters.

We should also attempt to give some useful suggestions to the company, enabling it to consolidate and 
improve upon its financial health. With this end in view, we would like to comment upon each ratio, one by one, 
and discuss the amplifications and ramifications thereof. Based on our findings and assessments, we would 
attempt to give some sound and reasoned recommendations and suggestions to the company towards further 
streamlining and improving upon its financial management in the relevant pockets and areas.

TABLE 6.3 Light Motor Vehicles Limited: Financial Analysis Using Ratios as on 31 March
(` in Crore)

 Sl. No. Descriptions Current Year Previous Year

 1. Liquidity Ratios
	 1.1	 Current	ratio	
	 	 Current	assets	÷	Current	liabilities	 6,596.04	÷	5,002.25	=	1.32	 5,978.94	÷	3,542.88	=	1.69
	 1.2	 Quick	ratio	
	 	 [Current	assets	(less)	Inventories]	÷	 3,244.12	÷	5,002.25	=	0.65	 3,172.29	÷	3,542.88	=	0.90
	 	 Current	liabilities

	 2.	 Turnover/Productivity Ratios
	 2.1	 Capital	employed	turnover	(Times)
  Sales ÷	Capital	employed	 18,023.61	÷	8,100.07	=	2.23	 15,130.06	÷	7,516.08	=	2.01
	 	 (Long-term	Sources)
	 2.2	 Block	capital	turnover	(Times)	
   Sales ÷	Net	fixed	assets	 18,023.61	÷	4,949.45	=	3.64	 15,130.06	÷	4,520.12	=	3.35
	 2.3	 Inventory	turnover	(Times)
  Sales ÷	Inventory	 18,023.61	÷	3,351.92	=	5.38	 15,130.06	÷	2,806.65	=	5.39
	 2.3	(a)*	 Inventory	turnover	period	(No.	of	days)
	 	 (Inventory	×	365)	÷	Sales	 (3,351.92	×	365)	÷	18,023.61	=	67.88	 2,806.65	×	365	÷	15,130.06	=	67.71
	 2.4	 Average	collection	period	(No.	of	days)
	 	 (Accounts	receivable	×	365)	÷	Sales	 2,281.84	×	365	÷	18,023.61	=	46.21	 2,273.37	×	365	÷	15,130.06	=	54.84

The inventory turnover ratio, in terms of number of days (as against number of times) seems to be more easily and clearly understood, 
facilitating	quick	and	considered	decision-making	process.

(Contd.)

(Contd.)
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 Sl. No. Descriptions Current Year Previous Year

 3. Leverage/Financial Structure Ratios
	 3.1	 Debt:	Equity	Ratio
	 	 Debt	=	(Long-term	debt)
	 	 Equity	=	[Share	capital,	reserves	and
	 	 surplus		(less)	intangible	assets]
	 (i)	Debt	÷	Equity	 3,563.56	÷	4,536.51	=	0.79	 4,884.66	÷	2,631.42	=	1.86	
 (ii) Total liabilities ÷	Equity	 13,102.32	÷	4,536.51	=	2.89	 11,058.96	÷	2,631.42	=	4.20
 (iii) Net fixed assets ÷ Secured
	 	 long-term	debts	 4,949.45	÷	2,486.99	=	1.99	 4,520.12	÷	3,826.02	=	1.18
  (secured term loans)
	 3.2	 Net	working	capital	[CA	(less)	CL]	to
	 	 Current	assets	(per	cent)	 1,593.79	×	100	÷	6,596.04	=	24.16	 2,436.06	×	100	÷	5,978.94	=	40.74
	 	 (Net	working	capital	×	100)	÷
	 	 Current	assets

	 4.	 Profitability	Ratios
	 4.1	 Profit	margin	(per	cent)	 1,586.20	×	100	÷	18,023.61	 1,205.93	×	100	÷	15,130.06
	 	 [Profit	before	interest	and	tax	 =	8.80	 =	7.97
	 	 (PBIT)	×	100]	÷ Sales
	 4.2	 Return	on	(Total)	Investment	 1,586.20	×	100	÷	13,102.32	=	12.11	 1,205.93	×	100	÷	11,058.96	=	10.90	
  (per cent) [Profit before interest and
	 	 tax		(PBIT)	×	100]	÷ Total assets
	 4.3	 Return	on	(long-term)	Investment	 1,586.20	×	100	–	8,100.07	=	19.58	 1,205.93	×	100	÷	7,516.08	=	16.04	
  (per cent)
  [Profit before interest and tax (PBIT)  
	 	 ×	100]		Capital	employed	(long-term
  sources) 
	 4.4	 Return	on	net	worth	(per	cent)	 770.33	×	100	–	4,536.51	=	16.98	 296.45	×	100	÷	2,631.42	=	11.27	
	 	 [Profit	after	tax	(PAT)	×	100]		÷
  net worth  
	 	 (Capital	+	Reserves	+	Surplus)

	 5.	 Valuation Ratios 
	 5.1	 Earning	per	share	(per	cent)	 768.13	×	100	÷	1,140.37	=	100	÷ 67.36	 29,425	×	100	÷	692.67	=	42.48
	 	 [PAT	(less)	preference	dividend]	÷	equity	 	
  shares (total face value) 
	 5.1a	 Earning	per	share	(in	`)	 768.13	÷	11.4037	=	67.36	 294.25	÷	6.9267	=	42.48
	 	 [PAT	(less)	Preference	dividend]	÷
	 	 No.	of	equity	shares	
	 5.2	 Book	value	per	share	(per	cent)	 4,536.51	÷	100	÷	1,140.37	=	397.81	 2,631.42	×	100	÷	692.67	=	379.90
	 	 (Net	worth	×	100)	÷	Equity	shares
  (Total face value)
	 5.2	(a)	 Book	value	per	share	(in	`)
  Net worth ÷	No.	of	equity	shares	 4,536.51	÷	11.4037	=	397.81		 2,631.42	÷	6.9267	=	379.90

  6. Coverage Ratios 
	 6.1	 Interest	cover	
	 	 Profit	before	interest	and	tax	-	Interest	 1,586.20	÷	649.77	=	2.44	 1,205.93	÷	853.38	=	1.41
	 6.2	 Dividend	cover
	 (i)#	(Profit	after	tax	–	Preference	 768.13	÷	266.64	=	2.88	 294.25	÷	146.96	=	2.00 
  dividend) ÷	Dividend	on	equity	shares	 	
 (ii) Profit after tax ÷	Dividend	on	equity	 770.33	÷	266.64	=	2.89	 296.45	÷	46.96	=	2.02 
  shares
 (iii) Profit after tax ÷	Dividend	on	equity	 770.33	÷	268.84	=	2.87	 296.45	÷	149.16	=	1.99 
  and preference shares
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The	formula	appearing	in	Table	6.2	(i)	seems	to	be	most	appropriate	and	justifiable,	based	on	the	following	reasons:
The basic idea behind computing this ratio is to asses whether the company would be able to maintain and sustain the 

current	rate	and	level	of	dividend,	mainly	on	its	equity	shares,	inasmuch	as,	this	alone	is	dependent	upon	the	level	of	the	
net profit (PAT). Further, the rate of dividend, payable on its preference shares, is already predetermined and fixed, as 
stipulated in the relative issue document.

Now, you are determined to do a thorough study and interpretation of the various ratios, with a view to 
critically evaluate the financial performance of the company, with special reference to the management and 
control of its working capital.

Further, you propose to prepare your own detailed comments/observations on the various claims/remarks 
made	in	the	Directors’	Report	(Appendix	6.3.)

You do not want to stop at that. With your positive bent of mind, you simultaneously want to make some 
specific recommendations to the management of the company, so as to streamline and strengthen its financial 
management, in general, and the working capital management and control, in particular.

ANALYSIS AND INTERPRETATION OF THE VARIOUS RATIOS OF LIGHT MOTOR VEHICLES 
LIMITED

Current Ratio
We	see	that	the	Current	Ratios	(CRs)	of	the	company	in	the	two	consecutive	years	(i.e. the current year and the 
previous	year)	are	1.32	:	1	and	1.69	:	1,	respectively.	That	is,	the	CR	has	come	down	from	1.69	to	1.32,	which	
may not seem to be a satisfactory position.
But	then,	if	we	re-examine	the	matter,	we	find	that	the	CR	has	come	down,	of	course,	but	not	to	an	alarming	

degree.	The	reason	being,	the	CR	as	per	the	second	method	of	the	Tandon	Committee	Report	should	be	1.33,	
and	this	was	the	benchmark,	which	all	the	banks,	financing	working	capital	requirements	of	the	companies	
had	been	insisting	upon,	under	the	(erstwhile)	guidance	of	the	Reserve	Bank	of	India	(RBI).	As	such,	any	CR	
far	beyond	1.33	level	may	not	be	said	to	be	a	prudent	business	sense,	because,	higher	the	CR,	higher	will	be	
the level, mainly of inventories and sundry debtors, which, in turn, will involve the loss by way of inventory 
carrying cost and opportunity cost (or loss of interest), respectively.
Thus,	the	very	fact	that	the	CR	has	come	down	from	a	very	high	level	of	1.69	to	a	reasonably	lower	level	of	

1.32	(which	is	very	close	to	the	benchmark	of	1.33),	may	well	be	said	to	be	a	better	feature,	instead.
The	Directors’	Report	(as	per	the	extract	given	in	the	case)	also	claims	that	the	interest	outgo	has	been	

much less in the current year (down from `	853.38	crore	in	the	previous	year	to	`	649.77	crore	in	the	current	
year), mainly because the company had been able to manage and control its working capital more effectively 
and	efficiently.	Such	a	claim	of	the	directors,	read	with	the	facts	and	figures,	quoting	the	quantum	of	interest	
outgo,	seems	to	be	quite	convincing.	But,	if	we	would	endeavour	to	probe	the	matter	a	little	more	closely	and	
critically, we will find that all is not right with the company, so far as the management and control of its 
working capital is concerned.

We venture to refute the claim of the directors for some sound reason. First of all, we should never come 
to	a	hasty	conclusion,	based	on	the	CR	in	isolation.	We	should,	instead,	try	to	see	the	compositions	of	the	CR.	
That	is,	we	should	also	try	to	examine	the	quantum	of	increase	and	decrease	in	the	levels	of	the	Current	Assets	
(CAs)	and	the	Current	Liabilities	(CLs)	in	the	two	consecutive	years	in	question.
Here,	we	 see	 that	 the	CR	has	 come	down	 this	 year,	mainly	because	 the	 current	 liabilities	 (inclusive	 of	

provisions) have increased substantially, as compared to the previous year by `	1,459.37	crore	(i.e. `	5,002.25	
crore – `	3,542.88	crore).	As	against	this,	the	current	assets	have	gone	up	only	by	`	617.10	crore	(i.e. `	6,596.04	
crore – `	5,978.94	crore).	This	means	that,	while	the	denominator	(representing	the	current	liabilities)	has	
substantially	increased,	as	compared	to	the	numerator	(representing	the	current	assets),	the	CR	has	naturally	
decreased. In fact, an appropriate and profitable financial strategy should be to contain the level of the current 
assets at the minimal level, whereby the level of current liabilities, too, would remain at the minimal level. 
Further,	the	current	liabilities,	(exclusive	of	provisions,	and	most	probably,	largely	comprising	the	short-term	
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bank borrowings), have also risen by ̀  1,107.70 crore (from ̀  3,283.61 crore in the previous year to ̀   4,391.31 crore 
this year), and accordingly, the amount of interest paid (to the bank) on such loans must have correspondingly 
gone up, too.

But then, when we look at the figures of interest paid by the company this year, at ̀  649.77 crore only (reduced 
from ` 853.38 crore paid last year), we start wondering about the how and why of such a situation. But we 
soon realise that this is so mainly because of the conversion (into equity shares) of the first portion of the Fully 
Convertible Debentures (FCDs) of the company amounting to ̀  1,415.70 crore (` 3,121.25 crore was outstanding 
last year, which is reduced to ̀  1,705.55 crore this year). Further, as no interest was payable on such converted 
portion of the FCDs aggregating ` 1,415.70 crore, the quantum of total outgo, by way of interest, has naturally 
decreased. After the conversion of FCDs into equity shares, the level of equity shares has increased by ̀  447.70 
crore (from ` 692.67 crore last year to ` 1,140.37 crore this year). Similarly, the level of share premium reserve 
account has also increased by ` 968.00 crore (` 1,105.94 crore last year to ` 137.94 crore this year).

Thus, the quantum of the converted portion of the FCDs (i.e. ` 1,415.70 crore), is equal to the sum of the 
increase in the levels of equity shares and share premium reserve account (i.e. ` 447.70 crore + ` 968.00 crore 
= ` 1,415.70 crore).

So, we can undoubtedly and incontrovertibly prove that the amount of interest outgo has gone down, not 
because of better and effective working capital management and control (as ‘falsely’ claimed by the directors), 
but mainly because of the conversion of a major portion of the FCDs, into equity shares.

[Such a deliberate attempt on the part of the directors, to give some wrong information by twisting and 
misrepresenting and/or misinterpreting certain piece of information given in the Balance Sheet, may well be 
termed as an apt example of ‘window dressing’, which may as well be referred to as the ‘Creative Accounting’, 
instead].

Quick Ratio
The Quick Ratio (QR) of the company has come down from 0.90 : 1 to 0.69 : 1, which has deteriorated. This may 
be perceived as such if one takes 1 : 1 to be the benchmark for the QR. But, this is the scenario in the US and 
not in India. Similarly, the US banks insist on the CR being at least 2 : 1, whereas in India, it has been 1.33 : 1, 
as per the second method of lending, stipulated by Tandon Committee Report. Now that the provisions of the 
Tandon Committee Report have remained more as advisory guidelines rather than mandatory measures, most 
of the banks may no longer insist on a CR of 1.33 : 1, but may even accept 1.25 : 1.

In the same spirit, in my own considered opinion, a QR of 0.3 to 0.5 may be considered to be good enough. 
This is so because the components of the Quick Assets (QA) comprise mainly cash (which does not give any yield 
by way of interest) or near cash, like government securities etc which give a comparatively lower yield, and the 
outstanding sundry debtors, which mean blockage of funds and loss of opportunity cost, connected therewith.

In the foregoing circumstances, one may be inclined to believe that lower the QA the better. But then, the 
companies do have to keep some cash (in hand and/or in banks) to meet the day-to-day requirements of cash. 
Similarly, the companies will have to sell a portion of their goods on credit basis, and thereby, they will always 
have a certain level of the sundry debtors, too, so long as they are in the buyer’s (and not in the seller’s) market. 
Therefore, it should better be kept at the minimal possible level. Hence, the coming down of the QR to 0.69 
(from 0.90) may be said to be a better sign for the company, except for the fact that this has been so mainly 
because of the increased level of the current liabilities (in the denominator) and the higher level of inventories 
(reduced from the total current assets) in the numerator.

TURNOVER RATIOS (OR PRODUCTIVITY RATIOS)

Capital Employed Turnover Ratio
The capital employed turnover ratio has increased from 2.01 times to 2.23 times. That is, the annual sales of 
the company have been 2.23 times the quantum of capital (or long-term sources) employed, as compared to only 
2.01 times the sales, during the previous year. This means that the capital (i.e. long-term sources) have been 
put to use, more effectively and profitably during the current year, as compared to the previous year.
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In the same manner we can find out the turnover ratios in terms of the effective use of the following:
	 (i)	Short-term	sources	of	funds,	as	also	of	the
 (ii) Total funds (or total liabilities) being employed and invested in the business.

The formula in these cases will be:
	 (i)	Sales	f	Short-term	sources	of	funds;	and
 (ii) Sales f Total sources of funds (or total liabilities), respectively.

In this manner, we may compute numerous ratios. But then, as prudent financial analysts, we should 
endeavour to avoid unnecessary duplications, inasmuch as, too much analysis may lead to paralysis.

Block Capital Turnover Ratio
The	block	capital	turnover	ratio	has	also	shown	an	improvement	at	3.64	times,	as	compared	to	only	3.34	times	
the previous year. That is, the fixed assets have also been put to a more effective use.

Further, as discussed earlier, we should compute these ratios in two different ways, and for different purposes, 
that is, by taking in the denominator:
	 (i)	The	net	fixed	assets	as	also	the	capital	work-in-progress;	and	thereafter,
 (ii) By taking only the net fixed assets already put to productive use (i.e.	exclusive	of	the	capital	work-in-	

progress, as these are yet to be commissioned and become operative and productive).

Inventory Turnover Ratio
The	inventory	turnover	ratio,	however,	has	marginally	gone	down	from	5.39	times	to	5.38	times.	But	then,	a	
prudent financial manager should not just brush this fact aside as being just marginal, because every company 
must endeavour to improve upon the turnover of the inventories, year after year, and even any stagnation 
(leave	alone	the	marginal	decline)	should	be	enquired	into,	in	depth,	and	suitable	corrective	steps	should	be	
taken in right earnest, at the right time.

As we have already seen during our detailed discussion on the current ratio, an unreasonably higher blockage 
of funds in inventories must be put under strict control. In doing so, the inventory turnover will definitely 
improve	and	quite	substantially	also.

The inventory turnover can as well be calculated in terms of the number of days, which also naturally reveals 
the identical position, i.e.	marginal	deterioration	from	67.71	days	to	(a	slightly	higher)	67.86	days.

But, in my considered opinion, the inventory turnover ratio, calculated in terms of number of days, may give 
a more comprehensive and clear picture. The same may as well be said to be true for calculating the Average 
Collection	Period.

AVERAGE COLLECTION PERIOD

It	is	very	encouraging	to	note	that	the	average	collection	period	has	come	down	from	54.84	days	to	a	substantially	
lower	level	at	46.21	days.	It	becomes	all	the	more	creditable	and	commendable	when	we	see	that	this	is	so	low	
despite	the	fact	that	the	sales	have	gone	up	by	around	20	per	cent	(19.5	per	cent	to	be	exact;	vide	paragraph	
number	one	of	the	Directors’	Report).

Further, the provision for doubtful debts has also substantially gone down from `	41.58	crore	to	just	`	5.50	
crore, which comes to around 13 per cent, in comparison to the previous year.

Further, as one does not have any doubt, about its being realistic and reasonable (in the absence of any adverse 
or	qualifying	remarks	in	the	auditors’	report,	whatsoever	–	the	auditors’	report	being	clean	and	unqualified	–	
the company does deserve a pat on the back, so far as its collection efforts, in particular, and the credit policy, 
management and control, in general, are concerned.
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LEVERAGE RATIOS (LRs)

Debt/Equity Ratio
The	debt/equity	ratio	has	come	down	from	1.86	last	year	to	0.79	(i.e. less than half) during the current year, 
which is a very positive sign, and is also indicative of the fact that the company may now be able to procure 
even further term loan with great ease for its capital expenses, as and when necessary. True. But here, one 
must	not	lose	sight	of	the	fact	that	this	position	has	emerged,	not	because	of	the	repayment	of	any	long-term	
loan, or out of the internal cash generation. This has, instead, resulted from the fact of conversion of the major 
portion	of	the	Fully	Convertible	Debentures	(FCDs)	into	equity	shares	(with	premium)	this	year.	But	then,	there	
is	no	denying	the	fact	that	the	company’s	capacity	to	borrow	long-term	funds	has	now	substantially	improved.

Total Liabilities/Equity
Here,	we	may	come	to	a	quick	conclusion	that	higher	the	OE	percentage,	the	better.	But	then,	it	may	not	be	
always	the	case,	inasmuch	as	the	OE	is	non-tax-deductible	and,	therefore,	may	not	be	a	prudent	business	sense	
to	invest	funds	in	the	business	by	way	of	OE,	beyond	an	optimal	level.	It	may	be	true	in	the	case	of	the	issue	
of	the	equity	shares,	even	at	a	reasonably	high	premium,	because	even	here,	the	risk	of	a	forced	take	over	may	
become imminent.
In	the	instant	case,	we	find	that	the	proportion	of	OE	has	improved	from	4.20	:	1	to	2.89	:	1.	Or,	to	put	it	

differently,	it	has	gone	up	from	around	24	per	cent	(23.8	per	cent	to	be	exact,	viz.	23,	922/1,	00,536)	to	around	
35	per	cent	(34.33	per	cent	to	be	exact,	viz.	41,	241/1,19,112).

But then, on further examination and scrutiny, we find that this has resulted mainly due to the conversion 
of	FCDs	(Borrowed	Funds)	into	equity	shares	(Owners’	Funds)	whereby,	while	the	numerator	(total	liabilities)	
has almost remained at the same level, the denominator has substantially increased by the amount of fresh 
shares	issued	(at	premium)	on	conversion	of	a	major	portion	of	FCDs.

It this way, the risk of a forcible takeover has also been kept under check, to some extent (and more so, if 
the	FCDs	were	issued	on	rights	basis).

Net Fixed Assets/(Secured) Long-Term Debt
This ratio indicates whether all the instalments on the respective term loan have been duly paid, because, if 
there is some overdue instalments, the ratio will be less than one, as the outstandings on the term loan account 
(inclusive of the instalments overdue) will be higher than the net (depreciated) value of the fixed assets charged 
to the bank as the primary security against the term loan.
That	is	why,	in	the	given	formula,	the	denominator	comprises	only	the	secured	long-term	debts	(and	not	

unsecured ones).
This ratio also gives an indication to the creditors (who have given secured term loans to the company) 

whether the outstanding balance on the term loan account is fully covered by the depreciated (net) value of the 
(fixed) assets financed by way of the term loan.
Thus,	the	ratio	of	1.18	last	year,	being	more	than	one,	signified	that	the	term	loans	were	fully	secured.	This	

year,	the	ratio	has	gone	up	to	1.99	(i.e. it has almost doubled), which indicates that the term loans are now 
almost doubly secured. But then, we should not forget that this has resulted mainly due to the conversion of a 
large	portion	of	the	fully	convertible	debentures	into	equity	shares,	whereby	the	level	of	the	company’s	secured	
loans have gone down sharply enough.

PROFITABILITY RATIOS

We observe that while in the first three profitability ratios, PBIT has been taken in the numerator, in the fourth 
one it is the PAT that has been taken into account. Why?

This is so because the profitability ratios, in essence, are indicative of the managerial efficiency. Therefore, to 
have an objective and realistic comparison of the managerial efficiency during the successive years, we should 
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take only such parameters into consideration, which are well within the control of the management. Thus, we 
see that the rate of interest and the rate of income tax are well beyond the control of the management, as, while 
the rates of interest are determined by the Reserve Bank of India (RBI), the commercial banks and the other 
financial institutions, the rate of income tax is determined by the Government of India.
For	example,	in	the	budget	presented	in	the	Parliament	by	the	Union	Minister	of	Finance,	on	28	February	

2001,	for	the	financial	year	2001-02,	the	surcharge	on	income	tax	had	been	proposed	to	be	reduced	to	15	per	
cent	only,	instead	of	17	per	cent	[15	per	cent	+	2	per	cent	(to	finance	the	earthquake	rehabilitation	measures	
in	Gujarat)]	levied	during	the	previous	financial	year.	Thus,	during	the	current	year,	the	profitability	after	
tax (PAT) will be much higher for all the companies, but for no act on the part of the management of the 
companies. Therefore, giving any credit for such improved profitability to the management of the company will 
be inappropriate and misplaced.
Similarly,	if	the	rate	of	interest	were	to	be	reduced	by	all	the	banks	by	around	50	basis	points	(i.e.	by	0.5%),	

the	quantum	of	interest	outgo	will	also	come	down,	thereby	resulting	in	a	corresponding	increase	in	the	net	
profitability of the company, yet again, for no act on the part of the management.
Thus,	 it	will	 be	more	 appropriate	 to	 compare	 the	 profitability	 of	 the	 company	 at	 the	 pre-interest	 and	

pre-tax	stage,	so	as	to	compare	the	effectiveness	of	the	successive	managements	in	the	successive	years,	on	
‘even comparing field’, i.e. at the PBIT stage itself. In fact, it will be more realistic and logical to compare the 
performance	of	the	two	successive	years	at	the	PBITD	level	(D	standing	for	depreciation),	as	the	rules	and	
regulations	pertaining	to	the	rate	of	rebate	in	Income-tax	on	the	amount	of	depreciation	is	also	determined	by	
the Government of India. For example, earlier the entire (cent per cent) depreciation was allowed for the whole 
year,	even	if	the	car	was	purchased	towards,	say,	the	end	of	February.	Dr	Manmohan	Singh,	during	his	tenure	
as	the	Union	Finance	Minister,	provided	that	only	50	per	cent	depreciation	would	be	allowed	if	the	remaining	
period is less than six months. That is, if the car is purchased, say, in the month of August, the depreciation for 
the	whole	year	will	be	allowed.	But	then,	if	the	car	be	purchased	in	the	month	of	October,	only	50%	depreciation	
will be taken into account to compute the exemption in the amount of income tax payable.

But, we take the PAT stage, while working out the return on the net worth, because it is the net profit that, 
in	fact,	is	the	net	income	or	net	return	on	the	net	worth	or	on	the	OE,	to	be	distributed	to	the	shareholders,	by	
way of dividend, or retained in the business by way of reserves and surplus, which too belong to the shareholders 
(mainly	to	the	equity	shareholders)	only.

Now, we shall evaluate the financial performance of the company by interpreting the various profitability 
ratios hereafter.

PBIT/Sales
We	observe	that	the	profitability	as	a	percentage	of	sales	has	gone	up	by	around	0.83	per	cent	as	compared	to	
the previous year. It is all the more creditable, inasmuch as there has been a substantial increase, despite the 
fact	that	the	value	of	sales	has	also	gone	up	substantially,	by	around	19.5	per	cent.

PBIT/Total Investment and PBIT/Capital Employed
We further observe that the returns on:
 (i) total funds employed, and
	 (ii)	long-term	sources	employed,	have	also	gone	up	correspondingly,	which,	too,	are	satisfactory	features.	

This is so mainly because, while there has been only marginal increase in the total funds employed, as 
also	in	the	long-term	funds	employed,	the	PBIT	of	the	company	has	registered	a	significant	growth	of	
31.54	per	cent.

PAT/NW
The	PAT/NW	ratio	has	gone	up	substantially	by	around	50	per	cent,	as	compared	to	the	previous	year.	This	
achievement	becomes	even	more	significant	when	we	see	that	the	substantial	50	per	cent	increase	has	been	
registered	despite	the	fact	that	the	net	worth	(NW)	itself	(in	the	denominator)	has	gone	up	by	around	72.40	
per	cent,	mainly	due	to	the	conversion	of	a	major	portion	of	FCDs	into	equity	shares.
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This	is	so	mainly	because	there	has	been	a	substantial	increase	of	around	160	per	cent	in	the	level	of	PAT	
itself during the current year, as compared to the previous year.

VALUATION RATIOS

Valuation	of	the	equity	share,	or	its	market	value,	or	its	price	in	the	stock	market,	is	determined	mainly	on	
the basis of the following:
	 (i)	the	earning	per	share	(commonly	known	as	EPS);	and
 (ii) the book value per share.
We	also	see	that	both	these	criteria	have	registered	a	satisfactory	increase.	The	EPS	has	gone	up	by	around	

60	per	cent	(58.57	per	cent,	to	be	exact),	as	compared	to	the	last	year.	The	book	value	of	the	shares	has	also	
gone	up	only	marginally	by	around	less	than	5	per	cent	(4.71	per	cent,	to	be	exact)	as	compared	to	the	last	year.

COVERAGE RATIOS

Coverage	ratios	signify	as	to	how	many	times	the	payments	of	(i)	Interest,	and	(ii)	Dividends,	are	covered	by	
the respective measuring parameters, viz.	(a)	PBIT;	and	(b)	PAT.

To put it differently, the coverage ratio indicates that, if the PBIT and PAT, respectively, unfortunately, 
decline even by as many times, the company would be able to meet its obligation of payments of (i) Interests, 
and	(ii)	Dividends,	at	the	present	levels.
Thus,	the	principle	of	‘higher	the	better’	may	well	apply	in	regard	to	the	coverage	ratios.

Interest Cover
The	interest	cover	ratio	has	gone	up	from	1.41	times	the	previous	year	to	2.44	times	during	the	current	year,	
which is a very positive sign. But here, one must not lose sight of the fact that, it is so mainly because a major 
portion	of	FCDs	has	been	converted	into	equity	shares	during	the	current	year,	whereby	the	interest	outgo	(on	
FCDs)	has	gone	down	correspondingly.

Dividend Cover
The	dividend	cover	has	also	gone	up	from	2.00	times	last	year	to	2.88	times	this	year,	which	is	quite	satisfactory.	
It is still more significant, keeping in view the fact that this is so despite the fact that a major portion of the 
FCDs	has	been	converted	into	equity	shares	this	year,	whereby	the	quantum	of	equity	shares	has	gone	up	
correspondingly.	Thus,	though	the	denominator	(level	of	equity	shares)	has	gone	up,	the	nomination	(PAT),	
too,	has	gone	up	in	a	far	greater	percentage;	hence	the	end	result	is	also	showing	a	significant	improvement	
this year, as compared to the previous year.
Here,	it	may	be	quite	pertinent	to	examine	that,	though	the	differences	in	the	end-results	in	all	the	three	cases	

6.2	(i),	(ii),	and	(iii)	in	Table	6.2	are	quite	insignificant	(mainly	because	the	quantum	of	Preference	Shares,	in	
comparison	to	that	of	the	Equity	Shares	is	insignificant),	which	one	of	these	three	should	actually	be	considered	
to be revealing the most realistic picture.
Here,	we	may	argue	that	as	the	rate	of	dividend	payable	on	preference	shares	is	already	pre-fixed,	and	this	

has got to be paid to the preference shareholders on a priority basis (prior to the payment of the dividends to 
the	equity	shareholders),	we	should	take	into	consideration	the	‘PAT	less	the	amount	of	the	dividend	payable	
on	the	Preference	Shares,	in	the	nominator.	Correspondingly,	in	the	denominator,	we	should	take	the	quantum	
of	payment	of	dividends	on	the	equity	shares	only	(i.e. exclusive of the preference shares). Thus, the formula 
6.2	(i)	seems	to	be	the	most	realistic,	reasonable	and	rational	one,	in	comparison	to	the	other	two,	viz.	6.2	(ii),	
and	6.2	(iii).

The following in the abridged balance sheet of the compaing for last two consecutive years.



 EVALUATION OF FINANCIAL PERFORMANCE THROUGH RATIO ANALYSIS TECHNIQUES: CASE STUDIES... 97

Some of the Searching Questions that can be Raised by the Shareholders of 
the Company in the Annual General Meeting

	 1.	 As	per	the	Directors’	Report,	the	increase	in	the	sales	by	19.5	per	cent	was	due	to	the	higher	demand	
caused by the good monsoon, leading to an overall upturn in the economy and the increased demand for 
freight movements. True. But then, we would like to know whether it is mainly (if not solely) due to the 
increase	in	the	selling	price	of	the	vehicles?	Or	else,	whether	there	had	been	some	increase	in	the	overall	
quantity	(number)	of	the	various	models	of	the	vehicles,	produced	and	sold	during	the	current	year,	as	
compared to the last year? Further, if the latter is not the case, even under such favourable economic 
conditions, its specific reasons need to be looked into, and suitable remedial measures taken.

	 2.	 Interest	burden	is	less.	True.	But	whether	it	has	actually	been	made	possible	due	to	a	better	working	
capital	management,	as	claimed	in	the	Directors’	Report,	or	else	just	due	to	the	conversion	of	FCDs	into	
equity	shares?	In	fact,	the	latter	reason	seems	to	be	more	real	than	the	former	one.	Thus,	the	claim	of	the	
directors to have managed the company’s working capital more effectively does not seem to be true. Truly 
speaking, the higher level of inventory itself strengthens the aforesaid contention, almost conclusively 
and convincingly.

	 3.	PAT	has	increased	by	160	per	cent.	True.	But	then,	we	would	like	to	know	as	to	whether	it	is	due	to	the:
	 (i)	 Increased	sales	(in	value	and/or	in	volume);
	 (ii)	 Better	margin	(due	to	the	recent	price	revision);	or
	 (iii)	 Cost	reduction,	by	virtue	of	better	management	of	inventories	and	sundry	debtors	(i.e. better working 

capital management), as claimed by the directors? Perhaps not, as has already been conclusively 
proved earlier.

	 4.	 Now,	let	us	have	a	closer	look	at	the	various	items	of	expenses,	in	the	Profit	and	Loss	Account.
	 (i)	 The	consumption	of	the	raw	materials	as	a	percentage	of	sales	is	51	per	cent	and	52	per	cent	(i.e. 

almost at the same level, as it had been last year). But the price revision has been effective only in the 
current year. Thus, the number of vehicles produced this year might have been rather lower. If such 
is	the	case,	obviously	the	quantum	of	raw	materials	consumed	per	unit	seems	to	have	been	relatively	
on the higher side, which, in turn, speaks of the lack of exercising cost effectiveness measures, though 
it	has	been	claimed,	as	such,	in	the	Directors’	Report.

 (ii) Managerial remuneration to the directors has gone up from ` 13 lakh to `	34	lakh	this	year	(i.e. by 
around three times). Why? Please clarify.

 (iii) Likewise, the substantial rise in the manufacturing, administrative and selling expenses too, needs 
to	be	probed	into,	as	has	been	suggested	in	the	case	of	item	4	(i)	above.

 (iv) Provision for doubtful debts, this year, as compared to the previous year, is lesser by a significant 
7.56	times.	That	is,	it	is	only	13.22	per	cent	of	the	sales,	in	comparison	to	the	previous	year.	Good.	
But then, it needs to be verified whether the figure is genuine or is again an attempt at window 
dressing?

We have just completed the study of the case on Light Motor Vehicles Limited (LMVL), which, incidentally, 
is	a	company	in	the	private	sector.	We	now	propose	to	study	yet	another	case	of	a	different	company;	this	time	
from the public sector, titled ‘Videsh Vyapar Nigam Limited (VVNL). This, in my considered view, may serve 
the twin useful purposes of:
	 (i)	reinforcing	the	various	points	pertaining	to	the	Ratio	Analysis	Technique,	as	also
 (ii) to get a comparative view of the financial management in the Public and Private sectors.
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CASE STUDY II

Videsh Vyapar Nigam Limited
You	are	the	Chairman	and	Managing	Director	(CMD)	of	Videsh	Vyapar	Nigam	Limited	(VVNL),	a	public	sector	
undertaking (PSU), for over three years now. You are immensely pleased and fully satisfied about the fact that 
VVNL has performed extremely well during your tenure and you are naturally expecting that its financial 
performance, on all fronts, will be a shade better during the current financial year, which has just ended. A copy 
of the Annual Report of the Nigam for the previous year, containing the Balance Sheets and Profit and Loss 
Accounts for the last two consecutive years, has just been sent to you. You have also received, along with it, a 
brief outline of the PSUs performance during the current year, just ended, but only on some of the important 
parameters. A copy each of the following documents is placed at the Appendices noted thereagainst:
	 (i)	Balance	Sheets	of	Videsh	Vyapar	Nigam	Limited	as	on	31	March	2008	and	2009,	and	some	selected	

figures	from	its	Profit	and	Loss	Accounts	for	the	years	ended	31	March	2008	and	2009	(Appendix	6.5).
	 (ii)	Some	Schedules	pertaining	to	the	Balance	Sheets	of	Videsh	Vyapar	Nigam	Limited	as	on	31	March	2008	

and	2009	(Appendix	6.6).
	 (iii)	Recasting	and	analyses	of	the	Balance	Sheets	of	Videsh	Vyapar	Nigam	Limited	as	on	31	March	2008	

and	2009	(Appendix	6.7).
	 (iv)	Ratio	analysis	pertaining	to	the	Balance	Sheets	of	Videsh	Vyapar	Nigam	Limited	as	on	31	March	2008	

and	2009	(Appendix	6.8).
	 (v)	Abridged	Balance	Sheet	of	Videsh	Vyapar	Nigam	Limited	as	on	31	March	2009	and	2010,	as	also	the	

increases/decreases	pertaining	to	certain	items	(Appendix	6.9).
Further, a summary of the highlights of its achievements, mainly pertaining to the last two years, appears 

at	Appendix	6.10.	You	have	also	culled	some	miscellaneous	information	from	the	Annual	Reports	of	VVNL	for	
the	last	few	years,	appearing	at	Appendices	6.11	and	6.12.
By	virtue	of	being	the	CMD	of	VVNL,	naturally	you	are	extremely	happy	about	its	excellent	performance,	

year	after	year,	on	various	fronts	and	financial	parameters.	But	suddenly,	you	get	reminded	of	a	quotable	quote	
that Excellence is a virtue; complacence a vice.

You have, therefore, decided to make a thorough study of the financial statements of the Nigam placed at 
the aforesaid Appendices.

With this end in view, you purpose to proceed in a systematic manner. That is, first you would like to reclassify 
the various items of the Balance Sheet into the three categories of liabilities, viz.	(i)	Current	Liabilities;	(ii)	
Deferred	(or	Term)	liabilities;	and	(iii)	Capital,	Reserves	and	Surplus	(CRS)	or	Owners’	Equity	(OE);	and	four	
categories of Assets, viz.	(i)	Current	Assets;	(ii)	Fixed	Assets;	(iii)	Miscellaneous	Assets;	and	(iv)	Intangible	Assets.
Thereafter,	you	will	compute	the	various	ratios	on	different	parameters.	Only	then	will	you	sit	down	to	

analyse and interpret all the ratios, with a view to arriving at certain definite conclusions.
At the end, you are intrigued to find that all is not that well with the Nigam. Instead, a lot more needs to be 

done and achieved, on various parameters, especially in regard to the following areas:
	 (i)	Cash	Management;
	 (ii)	Investment	Management;
	 (iii)	Inventories	Management;	and
	 (iv)	Sundry	Debtors	Management.

Besides, you have asked for some further information/break ups, too, with a view to arriving at a definite 
conclusion.

At the same time, you feel fully convinced that the entire team of your staff, fully committed and sincere as 
they	all	are,	can	do	it,	and	do	it	well,	but	only	if	they	could	unequivocally	decide	to	make	a	united	effort	to	change	
the unhealthy trend of complacence, and to improve upon their own record and matchless benchmarks, year 
after year, based on the cardinal principle that There is no room on earth, bigger than the room for improvement.
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The various relevant documents, along with the computation of the recasting of the Balance Sheet, Ratio 
Analysis etc worked out by you, have been compiled and consolidated in the respective Appendices.

BALANCE SHEETS OF VIDESH VYAPAR NIGAM LIMITED AS ON 31 MARCH 2008 AND 2009

 (` in lakh)

 Particulars 2008 2009

 Liabilities
	 (i)	 Paid-up	capital	 	 3,500	 3,500
	 (ii)	 Reserves	and	surplus	 	 21,285	 24,779

	 	 (i	+	ii)	=	(Net	worth)	 (A)	 24,785	 28,279

	 (iii)	 Secured	loans	 	 1,769	 1,044
	 	 (Cash	credit)	
 (iv) Unsecured loans 
  (From banks) 
	 	 (a)	Overdraft	 	 –	 39
	 	 (b)	Short-term	loan	(under	banker’s	acceptance	scheme)	 	 32,386	 1,00,931
	 	 (c)	Deferred	payment	liability	(including	those	 	 666	 489
   payable within one year, i.e.	271	for	both	the	years)
	 (v)	 Other	Current	liabilities	[sundry	creditors,	advances
  from customers, etc.]	 	 35,527	 43,486
	 (vi)	 Provisions	for	tax,	bonus,	proposed	dividend,	etc.	 	 1,227	 1,049

	 	 	 	 (B)	 71,575	 1,47,038

  Total Liabilities (A + B)  96,360 1,75,317

 Assets 
 (A) Fixed Assets 
	 	 Gross	Block	 	 1,703	 2,364
  less:	Depreciation	 	 359	 959
	 (i)	Net	block	 	 1,344	 1,405
	 (ii)	Capital	Work-in-progress	 	 138	 126

	 		 (A)	 1,482	 1,531

 (B) Investments (B) 11,079 16,606

	 (C)	 Current	assets,	loans	and	advances
	 	 Interest	accrued	on	investments	 	 274	 442
	 	 Inventories	 	 27,879	 41,547
	 	 Sundry	debtors	 	 18,245	 31,255
	 	 Cash	and	bank	balances	 	 21,646	 59,375
	 	 Loans	and	advances	 	 15,755	 24,561

	 	 	 	 (C)	 83,799	 1,57,180

  Total Assets (A + B + C)  96,360 1,75,317

  Some selected figures from the Profit and Loss Accounts of the Nigam 
	 	 for	the	years	ended	31	March,	2008	and	2009	
 	 Sales	 	 3,87,997	 5,09,725
	 	 PBIT	 	 9,371	 15,677
	 	 Interest	Paid	 	 2,464	 7,164
	 	 PAT	 	 3,205	 4,194

	 	 Dividend	 	 700	 700
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SOME SCHEDULES PERTAINING TO THE BALANCE SHEETS OF VIDESH VYAPAR 
NIGAM LIMITED AS ON 31 MARCH 2008 AND 2009

 (` in lakh)

 Schedules (A) 2008 2009

 Share capital
	 Authorised	capital	 	 5,000	 5,000
	 Issued,	subscribed	and	paid-up	capital	(Including	bonus	shares)	 	 3,500	 3,500
 Investments
	 (i)	Shares	in	the	subsidiary	company	(unquoted)	 	 808	 808	
	 (ii)	Bonds	of	public	sector	 	 10,271	 13,743
	 	undertakings	@	9	per	cent	to	10	per	cent	(Tax-free)
	 	Units	of	UTI	 	 –	 2,055

	 	 	 11,079	 6,606

 Inventories
	 Stocks-in-trade	and	goods-in-transit	 	 27,879	 41,547
 Sundry Debtors
	 Sundry	debtors	outstanding	for	over	6	months	 	 6,123	 9,490
	 Less:	Considered	doubtful	provided	for	 	 689	 792

	 	 	 5,434	 8,698
 Other debts  12,811 22,557

	 	 	 18,245	 31,255	

 Further break up of sundry debtors as on 31 March 2009
 Period  Govt Dept Pvt. Parties
	 6	Months-1	year  NA* NA*
	 1	Year-2	Years	 	 3,182	 373
	 2	Years-3	Years	 	 265	 205
	 3	Years	and	above	 	 706	 428

	 	 	 4,153	 1,006

*	Total	6	months	to	1	year	=	(`	8,698)	-	(`	4,153	+	̀ 	1,006)	=	̀ 	3,539.	That	is,	the	amounts	of	(aggregate	bills	outstanding	
for over six months, (`	8,	698)	less	[(Total	bills	outstanding	for	over	one	year	from	the	government	departments, 
`	4,153)	plus	(Total	bills	outstanding	for	over	one	year	from	others,	̀ 	1006)]	will	give	us	the	net	value	of	the	aggregate	
bills	outstanding	for	the	period	6	months	to	1	year	(`	3,539)	for	the	year	2009.

 Cash and bank balances  2008 2009

	 Cash,	stamps,	and	cheques-in-hand	 	 201	 81
	 In	current	account	 	 160	 4,287
	 In	cash	credit	account	and	telegraphic	Transfers	(T.Ts)	in	transit	 	 –	 1,289
	 Short-term	deposit	with	banks	 	 20,975	 53,450

	 	 (A)	 21,336	 59,107

 Term deposit receipts as security deposit with the Municipal
	 Corporation,	Delhi	 	 3	 3
	 With	SBI	as	per	Court	order	 	 7	 7
	 Deposit	with	IDBI	for	surcharge	on	income	tax	 	 243	 195
	 In	foreign	countries	 	 57	 63

  (B)	 310 268

 Total	(A)	+	(B)	 	 21,646	 59,375
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RECASTING AND ANALYSIS OF BALANCE SHEETS OF 
VIDESH VYAPAR NIGAM LIMITED AS ON 31 MARCH 2008 AND 2009

 Particlulars 2008 2009

  Liabilities
	 (A)	 Current	liabilities	[including	deferred	liabilities	(D/L)	due
  within one year, i.e. `	271]	 	 71,180$ 1,46,820$

	 (B)	 Deferred	liabilities	 	 395*	 218*
	 	 (excluding	D/L	due	within	one	year,	i.e. `	271)
	 (C)	 Owners’	equity	(capital,	reserves	and	surplus)	 	 24,785	 28,279

  Total Liabilities   96,360  1,75,317

 Asset
	 (A)	 Current	assets	 	 83,799	 1,57,180
  Add: Investment	in	UTI	units	 	 –	 2,055

	 	 	 	 	 83,799		 1,59,235
  Less: sundry	debtors	of	over	6	months	 	 5,434	 8,698

    (A) 78,365 1,50,537

	 (B)	 Fixed	assets	 (B)	 1,482	 1,531
	 (C)	 Miscellaneous	assets	investments	 	 11,079	 16,606
  Less: Investment	in	UTI	 	 –	 2,055

	 	 	 	 	 11,079	 	14,551
  Add: sundry	debtors	of	over	6	months	 	 5,434	 8,698	

	 	 	 	 (C)	 16,513	 23,249
	 (D)	 Intangible	assets	 	 –	 –

  Total Assets (A + B + C + D)  96,360 1,75,317

$	Total	loan	fund	–	Deferred	liabilities	+	Liabilities	due	within	1	year	(for	the	years	2008	and	2009)
	 (71,575	–	666	=	395	+	271)	=	71,180	(1,47,038	–	489	=	218	+	271)	=	1,46,820

*	Deferred	liabilities	–	Due	within	one	year	(for	the	years	2008	and	2009)
	 			(666	–	271)	=	395	 	 	 				(489	–	271)	=	218
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RATIO ANALYSIS PERTAINING TO THE BALANCE SHEETS OF 
VIDESH VYAPAR NIGAM LIMITED AS ON 31 MARCH 2008 AND 2009

 Particular 2008 2009

 1. LIQUIDITY	RATIOS
 1.1 (a) Current ratio
	 	 	 CA	 78,365	 1.10		 1,50,537	 1.03

	 	 	 CL	 71,180	 	 1,46,820
  (b) CA	(with	all	S/D)	 83,799	 1.18	 	1,59,235	 	1.08

	 	 	 CL	 71,180	 	 1,46,820 
	 1.2	 Quick ratio 
  QA	(CA	-	INV)	 50,486		 0.71	 1,08,990		 0.74

	 	 CL		 71,180	 	 1,46,820

	 2.	 TURNOVER/PRODUCTIVITY	RATIOS
	 2.1	 Sales (times) 3,87,997	 15.41	 	5,09,725	 17.89 

   Capital	employed	 25,180	 	 28,497
	 2.2	 	Sales (times) 3,87,997	 	261.80		 5,09,725		 332.94

	 	 Net	fixed	assets	 1,482	 	 1,531
	 2.3	 Sales (times)  3,87,997	 13.92	 	5,09,725	 12.27

	 	 Inventory	 27,879	 	 41,547
	 	*2.3	 (a)	Inventory	×	365	(days)	 27,879	×	365	 	26.22	 41,547	×	365	 29.75 

   Sales	 3,87,997	 (days)	 	5,09,725	 (days)

* [In my considered opinion, the Inventory Turnover Ratio, in terms of number of days may give a more comprehending 
and	clear	position,	for	quick	decision	making,	as	compared	to	number	of	times.]

	 2.4	 Sundry	debtor	×	365	(days)	 18,245	×	365	 17.16	 31,255	×	365	 22.38

	 	 Sales	 3,87,997	 (days)	 5,09,725	 (days)

 3. LEVERAGE	OR	FINANCIAL
	 	 STRUCTURE	RATIOS
 3.1 (Long-term)	debt 395		 0.02	 218	 0.01

	 	 Equity	 24,785	 	 28,279
	 3.2	 Total liabilities 96,360	 	3.89	 1,75,317		 6.20

	 	 Equity	 24,785	 	 28,279
 3.3 Net fixed assets 1,482	 3.75	 1,531	 7.02	

	 	 Long-term	debt	 395	 	 218

	 4.	 PROFITABILITY RATIOS
	 4.1	 PBIT	×	100	(%)	 9,371	×100	 2.42%		 15,677	×	100		 3.08%

   Sales	 3,87,997	 	 5,09,725
	 4.2	 PBIT	×	100	(%)	  9,371	×	100	 9.72%	 15,677	×	100		 	8.94%

	 	 Total	assets	 96,360	 	 1,75,317	
	 4.3.	 PBIT	×	100	(%)	  9,371	×	100	 		37.22%	 15,677	×	100		 55.01

	 	 Capital	employed	 25,180	 	 28,497
(Contd.)
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	 4.4	 PAT	×	100	(%)	  3,205	×	100	 12.93%	 4,194	×	100	 14.83%

	 	 Net	worth	 	24,785	 	 28,279	
	 5.	 VALUATION RATIOS
	 5.1	 PAT	×	100	(%)	 3,205	×	100  4,194	×	100	

	 	 Equity	share	 3,500	 	 3,500	
	 	 (Total	face	value)	 91.57% 	 119.83%
  i.e.	earning	per	share	(%)
	 5.2	 Net	worth	×	100 24,785	×	100 	 28,279	×	100	

	 	 Equity	share	(Total	face	value)	 3,500	 	 3,500
  i.e.	Book	value	(%)	 708.14%	 	 807.97%

	 6.	 COVERAGE RATIOS
	 6.1	 PBIT (Times) 9,371  15,677	

	 	 Interest	paid	 2,464	 	 7,164	
  (i.e.	Interest	cover)	 3.80	times	 	 2.19	times
	 6.2	 PAT (Times) 3,205  4,194

	 	 Dividend	 700	 	 700
  (i.e.	dividend	cover)	 4.58	times	 	 5.99	times

ABRIDGED BALANCE SHEETS OF VIDESH VYAPAR NIGAM LIMITED 
AS ON 31 MARCH 2009 AND 2010

 (` in lakh)

 Particulars 2008 2009

 Liabilities
 (A) Own funds
	 	 Paid-up	capital	 	 3,500	 5,000*
  Reserves and surplus  24,779 30,007

	 	 	 	 (A)	 28,279	 35,007
	 	 Book	Value	of	Share	 	 (8	times)	 (7	times)
	 	 (Capital	+	Reserves	+	Surplus)	÷	Capital
	 	 *[Initial	equity	`	300	lakh	+	`	4,700	lakh	(Bonus)]	`	5,000	lakh
 (B) Loan funds (mostly current liabilities, except `	271	lakh
	 	 (Deferred	liabilities)
	 	 Secured	loan	 	 1,044	 2,006
	 	 Unsecured	loan	 	 1,01,459	 98,010
	 	 Other	current	liabilities
	 	 (Sundry	creditors)	 	 43,486	 83,532
  Provisions  1,049 1,451

    (B) 1,47,038 1,84,999

  Total Liabilities (A + B)  1,75,317 2,20,006
  Assets:
	 	 Fixed	assets	(Net)	 	 1,531	 1,646
	 	 Investments	 	 16,606	 22,458
	 	 Current	assets
  Loans and advances  1,57,180 1,95,902

  Total Assets  1,75,317 2,20,006

(Contd.)



 104 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

BREAK-UPS OF CURRENT ASSETS OF VIDESH VYAPAR NIGAM LIMITED 
AS ON 31 DECEMBER 2009 AND 2010

 (` in lakh)

 Particulars 2009 2010 (+) / (–)

	 Interest	accrued	on	Investments	 442	 667	 +51%
	 Inventories	 41,547	 53,123	 +28%
	 Sundry	debtors	 31,255	 69,858	 +124%
	 Cash	and	bank	balances	 59,375	 22,251	 –167%
 Loans and advances 24,561 50,003	 +104%

  1,57,180 1,95,902

TRADING AND PROFIT AND LOSS ACCOUNT OF VIDESH VYAPAR NIGAM LIMITED

 Particulars 2009 2010 (` in lakh)

	 Net	sales	 5,09,725	 5,62,298	 (+)10.3%
	 Cost	of	sales	 4,97,550	 5,42,994	 (+)9.1%
	 PBIT	 15,677	 28,781	 (+)83.6%
	 Interest	paid	 7,164	 14,442	 (+)101.6%
	 PAT	 4,194	 7,728	 (+)84.3%
 Appropriations of PAT 
	 Proposed	dividend	 700	 1,000
	 Transfer	to	reserves	 3,494	 6,728

 Transfer to reserves ÷	PAT	 83.3%	 87.1%

SOME HIGHLIGHTS OF THE ACHIEVEMENTS OF VVNL

	 1.	The	Nigam’s	Profit	After	Tax	(PAT)	had	registered	a	significant	increase	of	84.3	per	cent	from	`	4,194	
lakh	in	2009	to	`	7,728	lakh	in	2010.

	 2.	The	Nigam	had	declared	a	divided	of	`	1,000	lakh	in	2010	as	compared	to	`	700	lakh	for	the	past	nine	
years,	in	a	row,	since	2001.

	 3.	With	the	declaration	of	bonus	for	the	seventh	time,	the	initial	paid-up	capital	of	`	300	lakh	had	gone	
up further to `	3,500	lakh	upto	2009,	and	to	`	5,000	lakh	in	2010,	and	had,	thus,	touched	its	authorised	
capital level.

	 4.	The	net	worth	(Capital	+	Reserves	+	Surplus)	of	the	Nigam	had	also	gone	up	from	`	28,279	lakh	in	2009	
to `	35,007	lakh	in	2010,	registering	an	increase	of	23.79	per	cent.

	 5.	The	exports	at	`	1,32,490	lakh	represented	a	growth	of	15.4	per	cent	in	2009-10,	which	was	higher	than	
the	growth	of	10.3	per	cent	in	the	total	turnover	at	`	5,62,300	lakh	the	same	year.

	 6.	The	Nigam	had	received	the	Prime	Minister’s	Award	for	MOU	for	2008-09.

MISCELLANEOUS INFORMATION

 1. Under the Banker’s Acceptance Scheme, the payments for the imported commodities are made by the 
bankers	of	the	Nigam	on	presentation	of	the	documents,	but	the	Nigam’s	Cash	Credit	Account	is	debited	
after	180	days.	This	had	resulted	in	a	substantial	cash	surplus	with	the	Nigam,	which	is	being	invested	
mainly	in	term	deposits	for	forty-six	days	with	the	bank	at	5.0	per	cent	per	annum.	Incidentally,	the	
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outstandings	in	the	Banker’s	Acceptance	Scheme	account,	as	on	the	31	March	2007,	stood	at	`	6,	803	
lakh only.

	 2.	As	revealed	in	the	Balance	Sheets	of	the	Nigam	since	2003,	the	inventory	level	had	been	reduced	from	
twenty-two	days	sales	in	2003	to	twenty-one	days	sales	in	2004.	In	the	year	2005,	however,	though	the	
inventories	had	come	down	in	terms	of	value,	compared	to	2004,	these	had	gone	up	marginally	as	a	
percentage	of	sales	from	5.8	per	cent	to	5.9	per	cent.

	 3.	The	increase	in	the	level	of	inventory	for	the	year	2008	had	been	mainly	due	to	higher	stocks	of	zinc	and	
nickle.	In	the	year	2009,	the	higher	level	of	inventory	mainly	comprised	copper,	zinc,	lead,	iron	ore,	as	
also	goods-in-transit,	viz. sulphur, phosphoric acid and ammonia.

	 4.	The	increase	in	the	Sundry	Debtors	had	mainly	been	due	to	the	bills	outstanding	with	the	Ministry	of	
Agriculture,	so	much	so	that,	as	on	31	March	2010,	the	bills	aggregating	̀ 	36,470	lakh	were	outstanding	
with them alone.

	 5.	A	large	portion	of	the	Nigam’s	sales	to	the	private	parties	(non-governmental	agencies)	is	mostly	on	cash	
payment basis or even against advance payment, in some cases. Further, with the concerted efforts made 
by	the	Nigam	to	realise	its	long	outstanding	bills,	the	level	of	Sundry	Debtors	had	been	reduced	from 
`	12,773	lakh	in	2004	to	`	10,219	lakh	in	2005	which,	in	terms	of	percentage	of	sales,	came	down	from	
4.2	per	cent	to	3.7	per	cent.	The	achievement	seems	to	be	far	more	impressive	when	we	compare	the	level	
of	Sundry	Debtors	in	2004	and	2005	with	the	Sundry	Debtors	at	`	25,920	lakh	in	2003.

A Suggested Approach to the Case Study on 
Videsh Vyapar Nigam Limited (VVNL)*

Cash Management
 (i) The credit balances on the Nigam’s current account and cash credit account, which together aggregate 

`	5,576	lakh	as	on	31.03.2009,	could	have	been	gainfully	invested	in	the	bank	term	deposits,	as	far	as	
possible,	in	a	phased	manner,	keeping	in	view	the	expected	requirement	of	funds	in	the	near	future.	
In	case	of	emergency,	a	loan	could	be	raised	against	the	term	deposits	to	the	extent	of	even	upto	100	
per	cent;	or	else	the	payment	of	the	full	amount	of	some	term	deposits	could	be	obtained,	of	course,	by	
forfeiture of interest.

	 (ii)	The	Nigam	may	as	well	consider	giving	the	bank	guarantees	to	the	Municipal	Corporation,	as	also	to	the	
High	Court,	in	lieu	of	the	Term	Deposit	Receipts	(TDRs)	lodged	with	them.	The	amount,	thus	released,	
could	be	more	gainfully	employed	by	the	Nigam	elsewhere.	One	may	recollect	that,	way	back	in	early	
1970s,	 the	Court	had	accepted	 the	bank	guarantees	 (instead	 of	 the	bank’s	TDRs)	 equivalent	 to	 the	
arrears	of	excise	duty,	payable	by	the	sugar	industries	in	Uttar	Pradesh,	in	the	case	filed	by	the	Excise	
Department.

	 (iii)	We	observe	from	the	Appendix	6.12	that	under	the	 ‘Banker’s	Acceptance	Scheme’,	 the	payments	 for	
imported commodities are made by the banker of the company on presentation of the documents, and 
the	Nigam’s	cash	credit	account	 is	debited	after	180	days.	This	strategy	has	resulted	 in	substantial	
cash	surplus	with	the	Nigam,	which	they	keep	investing	in	the	term	deposits	for	forty-six	days	with	the	
bank,	attracting	an	interest	at	5	per	cent	p.a.	It	will	augur	well	for	the	Nigam	to	examine	whether	such	
an arrangement is beneficial, as the bank must be charging a higher exchange rate, which may not be 
found to be favourable vis-a-vis the rate of interest payable on the term deposits. Further, it has not been 
understood	as	to	why	had	the	Nigam	not	preferred	to	take	the	TDRs	for	180	days	(attracting	a	higher	
rate	of	interest),	instead	of	going	in	for	the	TDRs	for	just	46	days,	which,	naturally,	must	be	attracting	
a relatively lower rate of inerest, and had necessitated the avoidable trouble of their renewals, too, at 
least on four successive occasions.

*	 One	of	the	approaches	to	the	case	study;	as	suggested	by	the	author.



 106 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

Investments
 (i) The Nigam may consider the desirability of disinvesting the units of the UTI amounting to `	2,055	lakh	

as	on	31.03.2009	and	use	the	funds,	so	released,	for	reducing	the	quantum	of	short-term	loans,	thereby	
reducing	the	quantum	of	the	interest	outgo.	It	may	also	be	observed	that	the	amount	of	interest	paid	in	
the	year	ended	31.03.2010	at	`	14,442	lakh	has	registered	an	increase	of	over	100	per	cent,	as	compared	
to the previous year (`	7,164	lakh).

 (ii) The	Nigam	has	invested	in	Indian	Railways	Finance	Corporation,	Railway	Bonds	(unquoted)	at	10	per	
cent	(tax-free)	and	some	other	bonds	(tax-free)	at	9	per	cent	p.a.,	viz.	Railway	Bonds,	NHPC	Bonds,	
HUDCO	Bonds,	MTNL	Bonds,	NTPC	Bonds,	etc. These investments, as it occurs to us, might have 
been made more under some sort of pressure from the government authorities, rather than by way of 
a deliberate investment decision by the Nigam. It may, therefore, endeavour (if such be the case) to 
disinvest such comparatively lesser gainful investments at the earliest possible opportunity, and use 
the funds, so released, to reduce its loan liabilities, and thereby save on the amount of interest outgo, 
as aforesaid.

  (Please	note	that	there	is	‘No	Single	Approach’	to	a	case	study.)

Inventories
The inventories have steadily increased from `	27,879	lakh	in	2008	to	`	41,547	lakh	in	2009	and	`	53,123	lakh	
in	2010,	which	represent	the	sales	of	twenty-six	days,	twenty-nine	days,	and	thirty-five	days,	respectively.	The	
increase	in	the	level	of	inventory	for	the	year	2008	has	been	mainly	due	to	higher	stocks	of	zinc	and	nickel.	In	the	
year	2009,	the	higher	level	of	inventory	mainly	comprised	copper,	zinc,	lead,	iron	ore,	as	also	goods-in-transit,	
viz. sulphur, phosphoric acid, ammonia, etc. Further, when we look at the Balance Sheets of the Nigam since 
2003,	we	find	that	the	inventory	level	was	reduced	from	twenty-two	days	of	sales	in	2003	to	twenty-one	days	of	
sales	in	2004.	In	the	year	2005,	however,	though	the	inventories	had	come	down	in	terms	of	value,	as	compared	
to	2004,	these	had	gone	up	marginally	as	a	percentage	of	sales	from	5.8	per	cent	to	5.9	per	cent.	Sincere	efforts,	
therefore, need to be made by the Nigam to maintain the level of inventories at the lowest possible level, so as 
to	reduce	the	inventory-carrying	costs,	including	the	interest	burden	on	current	liabilities,	and	thereby	further	
increase the profitability.

Sundry Debtors
 (i) The level of sundry debtors has also steadily increased from ̀ 	18,245	lakh	in	2008	to	̀ 	31,255	lakh	in	2009	

and ̀ 	69,858	lakh	in	2010,	which	represent	the	increase	from	seventeen	days	sales	in	2008	to	twenty-two	
days	sales	in	2009	and	forty-five	days	sales	in	2010.	The	increase	in	the	sundry	debtors	has	mainly	been	
due	to	the	bills	outstanding	with	the	Ministry	of	Agriculture,	so	much	so	that,	as	on	31	March,	2010,	the	
bills aggregating `	6,470	lakh	were	outstanding	with	them	alone.	It	would,	therefore,	augur	well	for	the	
Nigam to vigorously pursue the matter of early payment of the bills, particularly with the Ministry of 
Agriculture,	so	as	to	save	the	interest	loss,	caused	due	to	the	long	outstanding	bills.	Rigorous	follow-up	
of	sundry	debtors	is	also	expected	to	reduce	the	quantum	of	bills	outstanding	for	more	than	180	days	
(for more than one year to over three years in some cases) and thereby to minimise the risk of bad debts, 
and provisions for the same, year after year.

 (ii) It is heartening to note that, with the concerted efforts made by the Nigam to realise the long outstanding 
bills, the level of sundry debtors was reduced from `	12,773	lakh	in	2004	to	`	10,219	lakh	in	2005	which,	
in	terms	of	percentage	of	sales,	came	down	from	4.2	per	cent	to	3.7	per	cent.	The	achievement	seems	to	
be	far	more	impressive	when	we	compare	the	level	of	sundry	debtors	in	2004	and	2005	with	the	same	at	
`	25,920	lakh	in	2003.	It,	thus,	goes	to	indicate	that,	with	the	much-needed	concerted	efforts,	the	level	of	
sundry debtors of the Nigam can well be substantially reduced even during the current year. This may 
go	a	long	way	in	increasing	the	liquidity	as	also	the	overall	profitability	of	the	Nigam,	at	a	much	higher	
level.

	 (iii)	It	further	occurs	to	us	that	a	large	portion	of	the	Nigam’s	sales	to	the	private	parties	(non-governmental	
agencies) are on cash payment basis or even against advance payments. Therefore, with a view to arriving 
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at a realistic position, the Nigam should have compared the level of sundry debtors with the level of 
credit	sales	only	[that	is,	total	sales,	(less)	cash	sales],	instead	of	the	total	sales.

	 (iv)	The	bifurcation	of	the	sundry	debtors	(party-wise)	into:	(i)	dues	from	the	Ministry	of	Agriculture;	and 
(ii)	dues	from	others,	as	also	the	age-wise	analysis	of	the	outstanding	bills	are	the	steps	in	the	right	
direction.	These	may	continue	with	still	further	age-wise,	period-wise	and	party-wise,	as	also	percentage-
wise	break	ups,	so	as	to	give	the	right	focus	for	vigorous	follow-up	for	the	realization	of	the	long	outstanding	
bills.

Concluding Remarks
All considered, the achievements of the Nigam are substantial and significant by any standard, for which its 
management has every reason to feel proud of. But, based on the cardinal principle of ‘There is no room on earth, 
bigger than the room for improvement’, it would augur well for the Nigam to earnestly endeavour to manage its 
working capital more effectively, by implementing the aforesaid suggestions. This way, the performance and 
profitability of the Nigam would definitely scale new heights in the years to come. All considered, we should 
always bear in mind that ‘It is good to be excellent, but too bad to be complacent’.
The	CMD	of	VVNL	will	definitely	like	to	have	some	further	information/break-ups	on	the	following	areas/	

parameters:
	 1.	 	(i)	Cost/Benefit	analysis	of	the	‘Banker’s	Acceptance	Scheme’.
	 	 (ii)	Reasons	for	its	manifold	increase	since	the	year	2007.
	 2.	 Why	avail	of	the	cash	credit	limit	at	a	higher	rate	of	interest	and	invest	surplus	funds	in	term	deposits	

at a lower rate?
	 3.	 Reasons	for	the	steep	rise	of	sundry	debtors	in	the	year	2010.
	 4.	 Break-ups	of	inventories	-	commodity-wise	as	also	age-wise.
	 5.	 	(i)	Further	break-ups	of	sundry	debtors:
	 	 (a)	Party-wise	(viz.	government,	public	sector,	private	sector,	and	others);
	 	 (b)	Age-wise;	and
	 	 (c)	Percentage-wise.
  (ii) Percentage of sundry debtors to credit sales (and not total sales)
	 	 (iii)	(a)	Party-wise	break	up	of	bad	debts	provided	for;
  	(b)	Specific	reasons	for	bad	debts.	Is	it	due	to	poor	follow-up	as	well,	in	some	cases?
   (c) Steps taken for containing the level of bad debts.
	 6.	 (i)	Why	a	major	portion	of	cash	and	credit	balances	with	the	bank	(these	being	substantial)	have	not	been	

deposited with the bank, in term deposits instead, so as to earn some interest thereon? 
  (ii) Why not explore the possibility of giving bank guarantees, instead of term deposits, to the Municipal 

Corporation	as	also	to	the	Court?
	 7.	 (i)	Break-up	of	public	bonds;
	 	 (ii)	Cost-Benefit	analysis	of	public	bonds	vis-a-vis	other	avenues	of	investment,	yielding	a	better	return;
	 	 (iii)	Possibility	of	disinvestments	of	public	bonds	and	the	units	of	UTI,	to	reduce	the	quantum	of	short-

term	loans,	and	thereby	the	interest	outgo	thereon,	and,	above	all,	to	enhance	the	liquidity	position.
	 8.	 The	levels	of	inventories	and	sundry	debtors	have	gone	up	substantially	in	the	year	2010.	What	are	the	reasons,	

and what remedial measures have been initiated, in the interest of the Nigam’s?
	 9.	 Interest	coverage	ratio	has	deteriorated	due	to	more	interest	outgo.	What	measures	could	be	taken	to	keep	

the interest outgo at the minimal level, by better management of cash, bank balances and investments, as 
also of loans and advances?

Note:	The	aforesaid	information/break-ups	would	provide	further	facts,	and	reveal	a	complete	picture	of	the	affairs	of	
the Nigam. The management may, therefore, initiate further corrective steps, with a view to managing its working capital 
more effectively, and increasing the productivity, and the financial gains that go therewith. 





Sources and Application (Uses) 
of Funds Statements

Riches get their value from the mind of the 
possessor; they are blessings to those who know 
how to use them, and curses to those who do not.

– Terenee

Chapter 7
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
	 • The Components of Sources and Application (Uses) of Funds
	 • The Rationale behind excluding cash
	 • The Reinforcement of slet concepts through Case Studies.
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INTRODUCTION

This chapter gives a detailed knowledge about the Sources and Applications of funds, with the help of various 
case studies and their suggested approaches. We will also learn about the reasons to exclude cash and the various 
components in relation to sources and application of funds. The detailed case studies have been mentioned here 
to make the students understand the concepts belter.

COMPONENTS OF SOURCES AND APPLICATION OF FUNDS

In Chapter 2, we have seen that the Balance Sheet of any company suffers from some inherent weaknesses and 
drawbacks, inasmuch as it presents the financial position of the company as on a given date, i.e. it presents a 
static picture, a snapshot, and not a running movie. This feature of a Balance Sheet has prompted some finance 
experts to make a sweeping remark like, ‘A Balance sheet conceals more than it reveals.’

Thus, with a view to overcome some of the limiting features of a Balance Sheet, it has been suggested that 
we should carefully study the following documents, too, while reading and analyzing any Balance Sheets.
 • Schedules
 • Notes
 • Auditors’ Report (particularly for qualifying/adverse remarks, if any)
 • Directors’ Report (of course, with a pinch of salt)

Besides, we must also ask for some further break-ups of the various items, which are vital and necessary. 
The tools and techniques of the sources and application of funds statement, or the funds flow/cash flow 
analysis, comprise a further improvement upon the ratio analysis technique, pertaining to the Balance 
Sheet. This is so, as, instead of presenting the financial position of a company as on a particular date, 
it presents the changes in the status and position of the various items, presented in the Balance Sheet, 
for the current financial year, as against the previous financial year, i.e. it represents the quantum of 
changes (increase or decrease, as the case may be) that may have taken place this year, as compared to 
the immediately preceding year.

Not only that. The changes (increase or decrease) have to be computed in terms of the sources of funds 
(liabilities) and the application or uses of funds (assets). Now, a question may arise as to what comprises the 
sources of funds, and what constitutes the application or uses of funds. In simple terms, the liabilities constitute 
the sources of funds, and the assets comprise the application or uses of funds.

Thus, on this very basic and primary principle, an increase in any of the items in the liabilities will constitute 
a source of fund. Similarly, an increase in any item of the assets will constitute the application or use of fund. 
Conversely speaking, a decrease in any of the items of liabilities will result in the application or use of fund, 
and a decrease in any of the items of the assets will result in the source of funds.

With a view to making some further refinement, we may compute the changes in the various items of the 
balance sheet under the following two main categories:
 • Short-term Sources of Funds, and short-term Application of Funds
 • Long-term Sources of Funds and short-term Application of Funds

In other words, the short-term sources and uses of funds will comprise the current liabilities and current 
assets, respectively. Accordingly, the long-term sources and application of funds will pertain to the non-
current liabilities, viz. deferred liabilities, and capital, reserves and surplus (CRS), also known as owner’s 
equity (OE), and the non-current assets, viz. fixed assets, miscellaneous assets, and intangible assets)], 
respectively.

Further, any increase in the liabilities will go to generate some additional sources of funds. Correspondingly, 
any decrease in the liabilities will constitute the application of funds. Similarly, any increase in the assets will 
result in the application of funds. Conversely speaking, any decrease in the assets will go on to generate some 
additional sources of funds. On the same principle, any increase and decrease in the short-term liabilities (i.e. 
current liabilities), will result in short-term sources and uses of funds, respectively. Similarly, any increase 
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or decrease in the short-term assets (i.e. current assets) will result in short-term application and sources of 
funds, respectively. The same principle will hold good in relation to the long-term liabilities, i.e. non-current 
liabilities, viz. deferred (Time) liabilities and owners equity (OE or CRS) as also the long-term assets, i.e. non-
current assets (viz. fixed assets, miscellaneous assets, and intangible assets].

Now, let us take some illustrative examples.
In case there is an increase or decrease in the level of working capital loan or other short-term bank 

loan, this year, as against the previous year, it will constitute an item to be shown as short-term sources 
and short-term uses of funds, respectively. Correspondingly, any increase or decrease in the level of the 
inventories of raw materials or finished goods will constitute the short-term uses and short-term sources 
of funds, respectively.

This is so because, an increase in the level of short-term bank loans will mean that more funds have been 
made available to the company. Similarly, a decrease in the level of short-term bank loan means that some 
amount of bank loan has been paid back, which, means that an outflow of funds or application (use) of funds 
has taken place.

Similarly, an increase in the level of inventory will mean that there has been some outflow of funds towards 
the purchase and storing of some more items of inventories, which means that some additional outflow or 
application (use) of funds has taken place.

Correspondingly, a decrease in the level of inventories means that some items of inventories have been 
consumed or shed off, resulting in the generation of funds, which means that such a decrease in the level of 
inventories has resulted in the generation of funds or source of funds.

The same logic will be true for long-term sources and uses of funds, too, i.e. an increase in the level of term 
loan will mean that some more long-term funds have been generated. Correspondingly, any decrease in the 
level of term loan will signify that a portion or instalment of the term loan has been paid back to the bank, or 
to the financial institution, which, in turn, means that an outflow of long-term funds has taken place, which, 
in fact, constitutes the application (use) of funds.

In a similar manner, an increase in the level of fixed assets will mean that some more items of machinery, 
have been procured, involving a certain outflow of long-term funds, signify the long-term application or use 
of funds.

It will augur well if, at this stage, we give a detailed illustrative (and not comprehensive) list of the various 
major items of short-term and long-term sources and uses (application) of funds, in a tabular form, as in Table  7.1.

RATIONALE BEHIND EXCLUDING CASH

Cash – either in hand, or at bank, or in transit – is an item of current assets (nay, quick assets). Also, as we 
have seen earlier, any increase in the assets is an application (use) of funds, and any decrease in assets is 
a source of funds. Therefore, by implication, any decrease in cash will amount to source of funds.  Based on 
this principle, any amount of cash that we dump in the sea or down the drain, will result in more and more 
generation of sources of funds. Therefore, to obviate such a fallacy, any change in the cash portion is not 
taken into account.

Instead, the net difference in the aggregate short-term and long-term sources and application (uses) 
sides of the funds flow statement, will match with the corresponding increase or decrease in the level of 
cash. Further, when the difference in the level of change in cash matches with the corresponding change 
in the cash flow statement, it certifies that our computation is correct, at least in terms of its arithmetical 
accuracy.
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TABLE 7.1 Source and Uses (Application) of funds: (A) Long-term and 
(B) Short-term Sources and Application (Uses) of Funds

 Long-term Sources of Funds Long-term Application (Uses) of Funds

(A) Pertaining to Long-term (Non-Current) Liabilities
 Increase in Reserves and Surplus Decrease in Reserves and Surplus
 Increase in Share Capital Decrease in Share Capital
 Increase in Term Loans Decrease in Term Loans
 Increase in Debentures Decrease in Debentures
 Increase in Public Deposits (of over 12 months) Decrease in Public Deposits (of over 12 months)

(A) Pertaining to Long-term (Non-Current) Assets
 Decrease in Fixed Assets Increase in Fixed Assets
 Decrease in Miscellaneous Assets Increase in Miscellaneous Assets
 Decrease in Intangible Assets Increase in Intangible Assets

 (like Miscellaneous expenditure and losses) (like Miscellaneous expenditure and losses)

 Short-term Sources of Funds Short-term Application (Uses) of Funds

(B) Pertaining to Short-term (Current) Liabilities
 Increase in short-term bank Decrease in short-term bank
 finance (like working capital loans) finance (like working capital loans)
 Increase in Public Deposit of Decrease in Public Deposit of
 less than 12 months less then 12 months
 Increase in Provisions Decrease in Provisions

(B) Pertaining to Short-term (Current) Assets
 Decrease in the level of inventories of Increase in the level of
 raw materials, work-in-progress, inventories of raw

 and finished goods materials, work-in-progress and finished goods

CASE STUDIES WITH SUGGESTED APPROACHES

With a view to bring home the various concepts and principles pertaining to the cash flow/funds flow statements, 
i.e. involving the study of the changes in the sources and application (uses) of funds, both short-term and 
long-term, we will now proceed on to work out some case studies.
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CASE STUDY I

Rashtriya Chemicals Limited (RCL)
TABLE 7.2   The Balance Sheets of Rashtriya Chemicals Limited (RCL) 

as on 31 March, 2009 and 2010
(` in lakh)

Particulars 2010 2009
Liabilities
Share capital 1,400 700
Reserves and Surplus 1,005 758
Debentures 750 900
Sundry creditors 210 229
Working capital loan 120 112
from banks
Accrued expenses 50 36
Income tax payable

Total Liabilities

300

3,835

180

2,915
Assets
Net-fixed assets 1,800 800
Investments 400 280
Cash-in-hand and in bank 525 750
Sundry debtors 310 375
Inventories 785 692
Pre-paid expenses

Total Assets

15

3,835

18

2,915

TABLE 7.3   Profit and Loss Account of Rashtriya Chemicals Limited (RCL) 
for the Year ended 31 March, 2010

(` in lakh)  

Particulars

Net sales
Cost of goods sold

3,400
1,920

Gross profit 1,480
Depreciation
Other operating expenses

140
640

Interest paid

780
700

60

Profit before tax (PBT)
Provision for income tax

640
293

Profit after tax (PAT)
Dividend
Balance transferred to Balance Sheet

347
100

247
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The Balance Sheets of Rashtriya Chemicals Limited (RCL) for the two consecutive years (2009 and 2010) 
and the Profit and Loss Account for the year 2010 have been given in Tables 7.2 and 7.3, respectively.
 (i) You are required to prepare the statement of Sources and Application of funds for the current year.
 (ii) Also, you are to evaluate the financial performance of the company, and make required recommendations, 

with reasons, to the company, with a view to improving upon its performance and prospects.
Step 1: At the very outset, we should compute the increase or decrease that might have occurred in the 

respective items of current and non-current assets and liabilities, during the current year, in comparison to 
the previous year.

Step 2: Thereafter, we may group all these items under two different columns of Sources and Application 
(uses) of funds. While doing so, we should distinctly bear in mind the cardinal principle that any increase in the 
liabilities means a generation or sources of funds, and accordingly, any decrease in the liabilities may result 
in their application.

Similarly, any increase in the assets results in an application of fund, and any decrease in assets leads to 
a generation or source of funds.

Step 3: We shall now compile the figures in the respective columns of sources of funds and application of 
funds, which have again been further classified under the short-term and long-term sources and uses of funds, 
as has been shown in Table 7.4.

TABLE 7.4 Source and Application (Uses) of Funds

Sources of Funds Application of Funds

(A) Long-term Sources Long-term Application

Share capital
Reserves and surplus
Term loans and
Debentures
Total (A)

Net fixed assets

Long-term investments

(B) Short-term Sources Short-term Application

Cash credit loans
Sundry creditors
Total (B)
Total (A) + (B)

Short-term investments
Sundry debtors

As you may observe from the broad format/framework given in Table 7.4, the usual items of assets and 
liabilities have been placed under the respective columns, meant for sources or application of funds. But then, 
these items will not necessarily be shown under such columns. These will, instead, be shown in the respective 
columns appropriately, based on the increase and decrease arising in these items of liabilities and assets, and 
accordingly, whether such changes signify sources or application of funds.

Step 4: We would now compute the figures with the following small but significant additions/ alterations, made 
in the pattern shown in Table 7.4, so as to fit into the format, usually prevalent in actual practice, presented 
in Table 7.5.
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TABLE 7.5 Sources of Funds Application (Uses) of Funds

Sources of Funds Application (Uses) of Funds

(A) Long-term Sources Long-term Uses (Application)

Profit after tax (PAT)
Depreciation (and other Non-Cash Expenses)
All other items of long-term sources
Total (A)

Dividend paid
Gross fixed assets
All other items of long-term uses

(B) Short-term Sources Short-term Uses (Application)

All items of short-term sources
Total (B)
Total (A) + (B)

All items of short-term uses

We will now examine the main changes that have been incorporated in the usual format.
Instead of projecting just the amount of retained earnings transferred to the Balance Sheet, the entire amount 

of Profit After Tax (PAT) has been taken on the long-term sources side. Accordingly, to present the net amount 
of reserves and surplus, the amount of dividend has been shown separately on the long-term application side.

A question may naturally cross our mind, as to what is the rationale behind such refinement. The rationale, 
in my considered opinion, seems to be as follows.

Rationale
This way, we would know as to what is the amount of PAT and what percentage thereof has been paid out as 
dividend. Since the lesser the percentage of PAT paid out as dividend, the better, in that it may signify that the 
company intends to expand its business and remain in the business for a longer period of time. For example, 
SBI, RIL, RPL, L&T, Ranbaxy, retain and plough back a much larger portion of their PAT, in their business.

Similarly, if the percentage of the dividend paid, instead, is higher enough, it may go on to suggest that the 
company prefers to always remain in its readiness to close down its business here and go back to its homeland 
or to shift to some other country, if the circumstances may so warrant. Take, for example, the case of Colgate 
and Palmolive. This company, being a foreign company, wants to play safe and pays out a larger portion of its 
PAT as dividend, so that, in case due to some political or economic reasons it finds it prudent and pragmatic to 
close down and shift over to some other country, it may not stand to lose much of its assets and the shareholders’ 
wealth, most of which may be belonging to the foreign investors.

The second refinement/change, which has been incorporated in this format prevalent in the usual practice, 
is that instead of showing just the net fixed assets, the gross fixed assets have been shown under the column 
meant for the application (uses) of funds. Generally speaking, there may be the case of increase in the level 
of gross fixed assets. If, however, there is a decrease in the gross fixed assets level, it will naturally be shown 
under the sources column (i.e. on the left hand side). But then, the amount of depreciation, provided during the 
current year, has got to be shown under the column of sources of funds alone, inasmuch as this item pertains 
to the non-cash expense for the current year.

Further, the rationale behind such refinement also seems to be based on the fact that the amount of 
depreciation does not really represent any inflow of funds. In fact, a much larger amount than the amount 
of depreciation, accounted for this year, has already been spent in some earlier year(s), at the time of the 
purchase of the (gross) fixed assets. It is only being accounted for in a phased manner in instalments, by way 
of depreciation, over the years thereafter. In such a manner, this special feature of depreciation will always be 
borne in mind, while analyzing and interpreting the end result of the computation of the sources and uses of 
funds statements, as in reality, there is no inflow of funds by way of depreciation this year.
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We will now move on to compute the relative figure given in the case study of the Rashtriya Chemicals 
Limited (presented earlier in Tables 7.2 and 7.3), on the pattern of the format, presented at Table 7.5, above, 
as has been presented in Table 7.6.

TABLE 7.6 Sources and Applications of funds Statement of Rashtriya Chemicals Limited

(` in lakh)

(A) Long-term Sources of Funds Long-term Application (Uses) of Funds

Funds from Operations
PAT
Depreciation
Share capital
(1,400 – 700) = (+) 700
Total (A)

347
140

700

1,187

Dividend
Gross fixed assets
(NFA + Depreciation)
[1800 (–) 800] + 140 = (+) 1140
Investments
(400 – 280) = (+) 120
Debentures
(750 – 900) = (–) 150

100
1,140

120

150

1,510

(B) Short-term Sources of Funds Short-term Application (Uses) of Funds

Working capital loan from banks
(120 – 112) = (+) 8
Income tax payable
(300 – 180) = (+) 120
Accrued expenses
(50 – 36) = (+) 14
Sundry debtors
(310 – 375) = (–) 65
Prepaid expenses
(15 – 18) = (–) 3

Total (B)

Total (A) + (B)

8

120

14

65

3

210

1,397

Sundry creditors (210 – 229) = (–) 19

Inventories
(785 – 692) = (+) 93

19

93

112

1,622

From Table 7.6, we observe that the difference between the aggregate sources and uses of funds is 1397 less 
1622, which comes to (–) 225. This figure corresponds with the decrease in cash (i.e. 750 less 525 = 225), which 
has not been taken into account in our computation, and rightly so, for the reasons already explained earlier. 
This goes to indicate that our computation is all correct, at least arithmetically.

We will now proceed to critically examine and analyze, evaluate and comment upon, the financial performance 
and prospects of the company, and make some suggestions to improve upon its financial performance in the 
respective areas, wherever considered necessary.

Evaluation*
While critically evaluating our findings in regard to the cash flow/funds flow statement, we should first try to 
find out whether there had been any diversion of funds. In other words, whether any portion of the short-term 
sources of funds has been diverted for the purpose of any long-term application. This is so, because the banks 
and financial institutions insist that their short-term loans, like the working capital loans, should be used 

* One of the approaches to the case study; as suggested by the author.

(Please note that there is ‘No Single Approach’ to a case study.)
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only for the specific purpose for which these have been granted, and not for diverting these for building any of 
the fixed assets, like land and building; plant and machinery, The case of JK Synthetics is a live illustrative 
example in this regard. This company had used a portion of its working capital finance for paying duty on some 
imported items of machinery and had, consequently, invited the wrath and distrust of the State Bank of India.

(Incidentally, as against this, the use of long-term sources of funds for any of the short-term applications is 
not viewed with any disfavour. Instead it is welcome).

In the instant case, we find that the total long-term sources of funds at ` 1,187 lakh are far short of the total 
long-term application of funds at ` 1,510 lakh (the net short fall being to the tune of ` 323 lakh). This obviously 
is an indication of the fact that, a portion of the short-term sources of funds have been diverted for some long-
term application. True. But then, we should not come to a quick conclusion that, it might have necessarily 
resulted in the (malady of) diversion of funds, as aforesaid. Instead, we should, in such cases, invariably go on 
to compute the current ratios for both the years.

Here we find that the Current Ratio (Current Assets ÷ Current Liabilities) during the previous year at 3.29 
(1835 ÷ 557) has gone down to 2.40 (1635 ÷ 680) during the current year. But then, we all know that, by the 
Indian standards, and based on the erstwhile guideline of the Tandon Committee Report, the minimum current 
ratio of a company was stipulated at only 1.33 : 1.00. Instead, in this case, it has come down from 3.29 to 2.40, 
which again is well above the minimum required level of 1.33. Furthermore, as we also know that, too high a 
current ratio may signify a higher build-up mainly of inventories and sundry debtors, both of these being an 
avoidable drain on the profitability of the company, as these involve higher inventory carrying cost, and loss 
of interest on the funds blocked in the sundry debtors.

Thus, from this point of view, the current ratio of the company has come down from a far higher level of 
current ratio at 3.29 to a relatively lower level at 2.40, which is a welcome improvement in the right direction. 
Under the circumstances, we may conclude that, though there has been an (usually undesirable) application 
of short-term sources for long-term uses, it has not actually amounted to any diversion of funds.

In fact, the company may be well advised to bring down its current ratio well within the desirable minimal 
level of 1.33. This requires a thorough probe of the factors that may be responsible for such state of affairs, 
which, most probably, may include the inventories and sundry debtors, and of course, cash (in hand and in 
banks) which is quite a heavy amount at ` 750 lakh for the previous year and ` 525 lakh this year. Effective 
steps need to be taken by the company to gainfully invest its surplus cash in some safe avenues for a desirable 
period of time, depending upon its cash requirements in the near future.

We will now proceed to critically examine the other factors/features of the company.

Dividend
Out of the PAT amount of ` 347 lakh, a sum of ` 100 lakh (i.e. 28.82 per cent) has been paid by way of dividend. 
This seems to be a satisfactory feature. But then, the company seems to have gone for a large-scale expansion 
and modernization programme, which is evident from the fact that the company’s fixed assets (plant and 
machinery) have gone up by ` 1,000 lakh this year. It is for the consideration of the company to re-examine, 
whether it could have declared a lesser amount by way of dividend, in view of its massive expansion programme, 
which, in turn, would have ultimately led to an overall increase in the shareholders’ wealth. But, while doing 
so, due care must be taken to see to it that, such a reduction in the quantum of dividend paid, should not be 
far lower than its level in the previous year(s), thereby having some unwanted and unwarranted adverse effect 
and ramification on the market price of its shares in the stock exchange(s), and its overall rating and standing 
in the eyes of the general public.

Inventories
The level of inventories has gone up from ` 692 lakh to ` 785 lakh, which needs to be thoroughly probed, as 
any undesirably high build up of inventories may result in avoidable higher inventory-carrying cost, which in 
turn, may eat into the net profitability of the company, as also its prospects.

A thorough and strict scrutiny of its inventories [including its age-wise analysis on the basis of FSN (fast-
moving, slow-moving and non-moving) analysis], must be undertaken at the earliest, with a view to shedding 
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some of its slow-moving and non-moving items, by adopting some marketing strategies like discount sales 
and bulk discount, Further, fresh purchases of the items, which are already built-up in a larger quantity than 
reasonably required, must be suspended till the stocks come down to the normal reorder level.

Investment
There is a steep increase in the quantum of investment this year (from ̀  280 lakh to ̀  400 lakh, i.e. an increase 
of ` 120 lakh over ` 280 lakh, which represents an increase of around 43 per cent). This item, therefore, needs 
a closer look, with a view to examine the desirability of disinvesting some of the amount for reinvestment in 
some other more gainful avenues, or else to be ploughed back into the business.

Sundry Debtors and Sundry Creditors

The decline in the level of sundry debtors (from ̀  375 lakh to ̀  310 lakh) is a welcome development. The level of 
sundry creditors has also come down, but only marginally, i.e. from ` 229 lakh to ` 210 lakh. But then, it would 
augur well if the level of sundry debtors is further brought down to match with the level of sundry creditors, 
so as to have a balanced trade off between the two.

Working Capital Loan
The level of the outstandings in the working capital loan is marginally higher, which is considered to be normal.

Share Capital and Debentures
Share capital has doubled from ` 700 lakh to ` 1,400 lakh. We must enquire whether the shares have been 
issued at par or at a premium. Also, if the premium is substantial or even reasonable, the cost of fund may be 
relatively lower.

As against this, the level of debentures has come down by ` 150 lakh, which might have been due to its part-
payment having fallen due, which is a good business sense.

Conclusion
All considered, the company needs to pay some special attention to the management of its inventories, on top 
priority basis.

We shall now attempt to work out the Cash Flow/Funds flow statements, pertaining to some other companies 
also, in order to reinforce the concept and the lines of analysis and evaluation of the financial performance of 
the respective companies.

Further, as we have understood the detailed procedures, step by step, for computing the Cash Flow/Fund 
Flow statements, we will now prepare the final statements, without going into the detailed, step-by-step, 
calculations and computations.
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CASE STUDY II 

Reliable Automobiles Limited (RAL)
From the following Balance Sheets of Reliable Automobiles Limited (RAL) (Table 7.7) as on 31 December, 2008 
and 2009, as also the relevent figures from the Profit and Loss account of the company, prepare the sources 
and application of funds statement of the company for the current year.

TABLE 7.7 Balance Sheets of Reliable Automobiles Limited as on 31 December, 2008 and 2009
(` in lakh)

 Particulars  2008  2009

 Sources of Funds (Liabilities)
 Share capital  250  200
 Profit and Loss Account (Retained Earning)  356  330

 Shareholders’ funds (CRS or OE)  606  530
 Long-term loans  30  80

 Total  636  610
 Application of Funds (Assets)
 Fixed assets:    
 Freehold land at cost  380  320
 Plant and equipment   
 – Cost 275  240 
 – Depreciation 145 130 120 120

 Motor vehicles   120 
 – Cost 135   
 – Depreciation 85 50 60 60

 Total (Net) Fixed Assets (A)  560  500
 Current Assets
 Inventories 160  70 
 Sundry debtors 120  65
 Cash in hand and at bank nil  125
 Total Current Assets  280  260
 Less: current liabilities
 Sundry creditors 125  150 
 Working capital loan 79  — 
 Total Current Liabilities  204  150

 Net current Assets (B)  76  110

 Total (A + B)  636  610

The net difference between the sources and uses of funds, as shown in Table 7.8, is (205 – 330) = (–) 125. This 
figure agrees with the net decrease in cash (NIL – 125) = (–) 125. Thus, the above computations are correct, 
though only arithmetically.

Evaluation*
At the very outset, we observes form Table 7.8, that the long-term sources are short by ` 34 lakh (` 160 lakh 
less ` 126 lakh), which may suggest that some short-term funds, to the tune of ` 34 lakh, have been used for 

* One of the approaches to the case study; as suggested by the author.

(Please note that there is ‘No Single Approach’ to a case study.)
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building up some fixed assets, or for some other long-term application. Such being the case, it would amount 
to diversion of funds, which, in turn, is viewed with great concern and disfavour by the banks and financial 
institutions.

TABLE 7.8 Sources and Application of Funds Statement of 
Rashtriya Automobiles Limited as on 31 December, 2009

 Sources of Funds  Application of Funds

 (A) Long-term Sources  Long-term Applications

 Retained earning [PAT (–) Dividend] 26 Dividend (The figure of
 (356 – 330) = (+) 26  dividend paid has not been
   given in the case separately,
   only the net retained earning
   has been given.)
 Depreciation 50 Gross fixed assets 
 (145 + 85) – (120 + 60) = (+) 50  (380 + 275 + 135) – (320 + 240 + 120) 110
   or (790 – 680 = (+) 110 
 Share capital 50 Term loan paid 50
 (250 – 200) = (+) 50  (30 – 80) = (–) 50 
 Total (A) 126  160

 (B) Short-term Sources  Short-term Applications 

 Working capital loan  Inventories 90
 (79 – 0) = (+) 79 79 (160 – 70) = (+) 90 
   Sundry debtors 55
   (120 – 65) = (+) 55 
   Sundry creditors 25
   (125 – 150) = (–) 25 
 Total (B) 79  170

 Total (A) + (B) 205 Total (A) + (B) 330

But, before coming to a final conclusion, we should first calculate the current ratio, so as to see whether it 
has dropped below the required minimum of 1.33 or so. Here, we find that the current ratio has come down 
from 1.73 (260 ÷ 150) to 1.37 (280 ÷ 204), which is well above the minimum of 1.33. This is so, because this 
was earlier stipulated as minimum, 1.3 : 1 by the Tandon Committee, which has, by now, remained just like 
an optional guideline, rather than the compulsory directive. Thus, we may come to a fair and firm conclusion 
that no diversion of funds has actually taken place.

Now, we will go on to analyse and evaluate the changes under different heads.

Dividend
As the figure of dividend paid has not been given separately in the case, and instead, the net retained earnings 
that has been ploughed back in the business, has been stated, we may not be able to comment on the fact 
whether the quantum and percentage of dividend paid, in relation to the PAT, is either reasonable or very 
much on the higher side.

Shares vs Term Loan
It has been observed that the company has issued fresh shares to the extent of ` 50 lakh, which seems to have 
been used for the repayment of the term loan, which has gone down by an equal amount. Here, one may like 
to see, whether it is the right financing policy for the capital structure of the company, specially because of the 
fact that, while the interest paid on the term loan is tax-deductible, the dividend paid on the share capital is 
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not. But then, if the shares have been issued at a sufficient premium, such a strategy, on an ultimate analysis, 
may prove to be a still cheaper source of funds.

This is so because, if the share of the face value of ` 10 has been issued at a premium of ` 40 (i.e. at the price 
of ` 50), the dividend paid thereon, even at 50 per cent, will amount to ` 5 on ` 50, which comes to cost the 
company at 10 per cent only, which is quite cheap.

Fixed Assets
There has been a substantial rise in the level of fixed assets to the extent of ` 110 lakh, which seems to have 
been paid in cash, whereby the level of cash at the bank, which stood at ` 125 lakh, last year, has been fully 
spent out, and instead, the company has borrowed a sum of ` 79 lakh from the bank. Thus, the net decline in 
the level of cash this year has been to the extent of ` 204 lakh (` 125 lakh + ` 79 lakh). Further, this amount 
of `  204 lakh almost matches with the increase in the levels of Fixed Assets (` 110 lakh) and Inventories 
(`  90  lakh), aggregating ` 200 lakh.

We may also argue that, the company should not have acquired fixed assets of such a high level in one single 
year, and that too by way of issuing shares, as the fixed assets acquired now will take some time to go into 
actual production, and thereby the increased sales and the resultant profit. Therefore, in the intervening period, 
the earning per share (EPS) may go down and the level of dividend payable may also have to be scaled down, 
if the level of production and the resultant sales and profit do not go up in the matching scales. Both of these 
events may adversely affect the market price of its shares and the other adverse ramifications that these may 
have on its image and prospects in the eyes of the public. Under such circumstances, the company should have 
either gone slow in building up the fixed assets, or else, the fixed assets could have been financed by raising 
debentures. This way, the level of EPS and dividend could have been easily maintained.

The company might have paid the instalment on the term loan, as it might have fallen due during the year. 
But then, it could have raised a fresh term loan from the bank, instead of requesting for the working capital loan.

Inventories
The level of inventory has gone up at a very disproportionate level, from ` 70 lakh to ` 160 lakh, which comes 
to around 129 per cent, as compared to the previous year.

Efforts should have been made to contain the level of inventories, and thereby the inventory-carrying costs, 
including the level of the working capital loan and the interest outgo therewith.

Sundry Debtors
The level of sundry debtors has almost doubled (from ̀  65 lakh to ̀  120 lakh), which also needs to be effectively 
controlled by tightening up its collection machinery in particular, and the credit policy in general, so as to 
contain the risk of the resultant bad debts as also the drain on its profit.

Sundry Creditors
Sundry creditors have gone down but only marginally by ` 25 lakh (from ` 150 lakh to ` 125 lakh), which is a 
quite reasonable and normal fluctuation. Again, if we compare the figures of sundry creditors with the level 
of sundry debtors (` 150 lakh and ` 120 lakh respectively), we find that these two are at around the matching 
level, which is rather reasonable.

But then, the fact that the level of sundry debtors has almost doubled this year definitely remains a matter of 
concern and, therefore, deserves concentrated attention and concerted efforts to maintain it at the previous level.

Conclusion
All considered, had the company maintained the levels of its inventories and sundry debtors at lower levels, even 
almost at the previous year levels, and exercised some restraint in acquiring the fixed assets, the company’s 
inventory-carrying costs and the blockage of funds in the sundry debtors would have been much lower; 
accordingly, the resultant profitability of the company would have been of a much higher order.
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CASE STUDY III

Puja Paints Limited (PPL)
The Balance Sheets of Puja Paints Limited (PPL) for the two consecutive years (2008 and 2009), and the Profit 
and Loss Account for the year 2009, have been given in Tables 7.9 and 7.10, respectively. A suggested approach 
to the case study has also been provided in Table 7.11.

TABLE 7.9 Balance Sheets of Puja Paints Limited as on 31 December, 2008 and 2009
(` in lakh)

 Particulars  2008 2009

 Current Liabilities:
 Working capital loans  10 0
 Sundry creditors  40 54

 Total Current Liabilities (A) 50 54

 Non-current liabilities
 Term loans 10 24
 Shares, reserves and surplus  130 152

 Total Non-Current Liabilities (B) 140 176

 Total Liabilities (A + B) 190 230

 Current assets:
 Cash-in-hand  8 10
 Quoted shares   
 (not of subsidiary companies)  0 10
 Inventories  52 50
 Sundry debtors  50 60

 Total Current Assets (C) 110 130

 Fixed assets (Gross)  112 140
 (Less) depreciation  32 40

 Net Fixed Assets (D) 80 100

 Total Assets (C + D) 190 230

TABLE 7.10 Profit and Loss Account of Puja paints Limited for the year ended 31 December, 2009
(` in lakh)

Net sales 700
Total operating costs 642

58
Depreciation – 8

50
Interest – 2
Profit before tax (PBT) 48
Provision for tax – 20
Profit after tax (PAT) 28
Dividend paid – 6

Balance transferred to Balance Sheet (R&S) 22
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 (i) Prepare the sources and uses of funds statement on working capital basis.
 (ii) Evaluate your findings.
 (iii) Give specific and pragmatic suggestions to the company for streamlining its financial management.

TABLE 7.11 Sources and Application of Funds statement of Puja paints Limited as on 31 December, 2009 

 Sources of Funds  Application of Funds

 Long-term Sources  Long-term Uses

 PAT 28 Dividend 6
 Depreciation 8 Fixed assets 28
 Term loans 14 (Gross) 

 (A) 50  34

 Short-term Sources  Short-term Uses

 Inventories 2 Working capital loans 10
 Sundry creditors 14 Quoted shares 10
   (not of subsidiary companies) 
   Sundry debtors 10
 (B) 16  30

 Grand Total (A) + (B) 66  64

Thus, the net difference between the sources and application of funds is 66 – 64 = (+) 2, which is equal to 
the increase (+) in the cash balance (10 – 8 = + 2). This goes to indicate that our computation of the various 
required figures are correct, though only arithmetically.

Evaluation*
Now we shall proceed to evaluate the financial performance of the company on various parameters.

Diversion of Funds
At the very outset we find that the long-term sources of funds (at ` 50 lakh) are well above the long-term 
application of funds at ` 34 lakh. This goes to indicate that there is no diversion of funds, even prima facie.

Therefore, it does not warrant any cross verification by way of computing the current ratio to find out whether 
it has dropped below the required minimum level of 1.33 : 1.00.

Dividend
The payment of dividend at ` 6 lakh, as a percentage of the PAT at ` 28 lakh, comes to 21.43 per cent, which 
may well be said to be normal and realistic, and goes to indicate that the company is ploughing back a sufficient 
percentage of its net profit (around 80 per cent) in the business. This fact, in turn, suggests that the company 
intends to remain in the business with a long-term perspective, and does not have a short-term perspective to 
siphon off the owners’ equity (shareholders’ funds) at the earliest.

This is so, because, it has usually been found that foreign companies, for example, Colgate & Palmolive, give 
out dividends and interim dividends most liberally, so that they may give sufficient returns to their foreign 
shareholders, in order to match with their total investments in the company’s shares. This way, they are ever 
ready to wind up their business in India at a very short notice, i.e. the moment they may happen to sense that 
it is no longer a prudent and profitable business sense to remain in India, due to any economic or political 
reasons, or whatever.

(Please note that there is ‘No Single Approach’ to a case study.)

* One of the approaches to the case study, as suggested by the author.
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Fixed Assets
Fixed assets have risen by ` 28 lakh, which has been financed, partly by way of term loans, and partly by a 
portion of the profit from operations, retained and ploughed back in the business. Both these components pertain 
to the long -term sources of funds. Therefore, there is no element of diversion of funds (or the application of 
short-term sources of funds for long-term uses). Besides, it is a pragmatic and prudent policy to finance the 
fixed assets out of an optimal mix of both tax deductible and non-tax deductible sources of funds.

Further, the increase in the level of fixed assets from ̀  112 lakh by ̀  28 lakh (140 lakh–112 lakh) represents 
an increase of just 25 per cent, which may be said to be a normal and steady growth in the scale of operation 
of the company.

Inventories
The level of inventories has gone down, though only marginally. This, however, goes to indicate that the company 
is exercising effective control on the level of inventories. But then, it needs to be seen whether there is any 
room for further bringing down the level of its inventories (stocks) so as to increase its profitability therewith.

Working Capital Loans from Banks
The level of the bank’s short-term loan has come down by ` 10 lakh, and therewith the amount of interest 
outgo, which is a healthy sign. Also, the level of sundry creditors has gone up, almost at the matching level of 
the decline in the bank loan (` 14 lakh and ̀  10 lakh, respectively), which is still better. The reason behind this 
ideology is that the funds will be available to the company by way of sundry creditors, which will not involve any 
payment of interest, as the trade credits are generally available in the market, free of interest, for a reasonable 
period, depending upon the market conditions and the prevailing trade practices at the material time.

Sundry Debtors
In such a scenario, the increase in the level of sundry debtors does not speak well of the effective monitoring and 
follow-up in this area. One may argue that the increase in the level of sundry debtors (at ` 10 lakh) tallies very 
well with the increase in the level of the sundry creditors by ` 4 lakh, which does not seem to be an alarming 
situation on the basis of the oft-quoted thumb rule that there must be a matching trade off between the levels 
of sundry creditors and sundry debtors. True. But then, this does not mean that the company should become 
complacent on this count.

This does give sufficient ground and opportunity for the company to have a close re-look at the effectiveness 
of its collection machinery, and to tighten and streamline it even further, as and when required.

Quoted Shares
Investments in quoted shares have gone up to ` 10 lakh, which seems to be a good business sense, rather than 
keeping this amount by way of cash in hand and/or in the bank. But then, it is just repeating and re-emphasizing 
the obvious that the company should always be conscious of the risk factors connected with the investment in 
the quoted shares, and must avoid any disproportionate exposure to such volatile avenues of parking short-
term funds. Above all, it should be alert enough to unload such shares and book a reasonable profit, rather than 
being over-optimistic and turning greedy enough, as it is obviously fraught with grave risks, which a sensible 
and pragmatic business organization cannot afford.

Conclusion
All things considered, the company seems to be managing its financial affairs in an effective and efficient 
manner. But then, it needs to have a closer look at the following two main factors, viz.
 (i) Sundry debtors, and
 (ii) Investments in quoted shares, in view of the observations made earlier.

[Readers may like to have a look at the case study titled ‘Investing Surplus Funds – Where and Why?’ at 
the end of Chapter 11 of the book].
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 SUMMARY

The tool and technique of sources and application of funds statement (or the Funds Flow/Cash Flow 
analysis), is a further improvement upon the ratio analysis technique, as it presents the changes in the 
status and position of the various items of assets and liabilities, presented in the Balance Sheet, for the 
current financial year, as against the previous financial year, and not just as on a specific date, as is the 
case with the Balance Sheet. However, the changes (increase or decrease) have to be computed in terms 
of the sources of funds (liabilities) and the application or uses of funds (assets).
Generally speaking, liabilities constitute the sources of funds, and the assets comprise the application or 
uses of funds. Thus, an increase in any of the items in the liabilities will constitute a source of the fund. 
Similarly, an increase in any item of the assets will constitute the application or use of the fund. Conversely 
speaking, a decrease in any of the items of liabilities will result in the application or use of fund, and a 
decrease in any of the items of the assets will result in the source of funds.
Accordingly, we may compute the charges in the various items of the Balance Sheet under the following 
two main categories, viz.?

 (i) Short-term Sources of Funds, and Short-term Application of funds, and
 (ii) Long-term Sources of Funds, and Long-term Application of funds.

In other words, the short-term sources and uses of funds will comprise the Current Liabilities and Current 
Assets, respectively. Correspondingly, the long-term sources and application of funds will pertain to the 
Non-Current Liabilities (viz. Deferred Liabilities, Capital, Reserves, and Surplus), and the Non-Current 
Assets (viz. Fixed Assets, Miscellaneous Assets and Intangible Assets).
Further, any increase in the liabilities will go on to generate some additional sources of funds, and any 
decrease in the liabilities will constitute the application of funds. Correspondingly, any increase in the 
assets will result in the application of funds, and any decrease in the assets will generate some additional 
sources of funds. Correspondingly, any increase and decrease in the short-term liabilities (i.e. current 
liabilities), will result in short-term sources and uses of funds, respectively. Similarly, any increase or 
decrease in the short-term assets (i.e. current assets) will result in short-term application or sources of 
funds, respectively. The same principle will also hold good in relation to the long-term liabilities, i.e. non-
current liabilities (viz. deferred (time) liabilities and CRS), as also the long-term assets, i.e. non-current 
assets (viz. fixed assets, miscellaneous assets and intangible assets). The item of cash, however, should 
be excluded from our computation. (The aforesaid statements have been summarised in Table 7.1)

 REVIEW QUESTIONS 
 1. ‘The tool and technique of sources and application of funds statement, or the funds flow/cash flow statement 

analysis, is a further improvement upon the ratio analysis technique’. Do you agree with this contention? Give 
reasons for your answer, by citing suitable examples to illustrate your points.

 2. Any increase or decrease in the assets and liabilities may result in either short-term or long-term sources of 
funds or application of funds, as the case may be. Explain, by giving appropriate illustrative examples in each 
case, to elucidate your points.

 3. (i) What is the rationale behind excluding the change in the item of cash, while computing the sources and 
application of funds?

 (ii) Does the change in the item of cash serve any useful purpose in this context? Explain, with the help of an 
illustrative example.

 PRACTISE PROBLEMS
Problem 1. Balance Sheets of Twinkle Tiles Limited for the two consecutive years (2009 and 2010), and the 

Profit and Loss Account for the year ended 2010, have been given in Tables 7.12 and 7.13, respectively.
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Balance Sheets of Twinkle Tiles Limited as on 31 March, 2009 and 2010
(` in lakh)

 Particulars  2008 2009

 Current Liabilities
 Working Capital Loans  15 0
 Sundry Creditors  60 81

 Total Current Liabilities (A) 75 81

 Non-Current Liabilities
 Term Loans  15 36
 Shares, Reserves Surplus  195 228

 Total Non-Current Liabilities (B) 210 264

 Total Liabilities (A + B) 285 345

 Current Assets
 Cash-in-hand  12 15
 Quoted Shares (not of subsidiary companies) 0 15
 Inventories  78 75
 Sundry Debtors  75 90

 Total Current Assets (C) 165 195

 Fixed Assets (Gross)  168 210
 (Less) Depreciation  48 60

 Net Fixed Assets (D) 120 150

 Total Assets (C + D) 285 345

Profit and Loss Account of Twinkle Tiles Limited for the year ended 31 March, 2010
(` in lakh)

Net Sales 1,050

Total Operating Costs – 963

87

Depreciation – 12

75

Interest – 3

Profit Before Tax (PBT) 72

Provision for Tax 30

Profit After Tax (PAT) 42

Dividend Paid 9

Balance Transferred to Balance Sheet (R&S) 33

 (i) Prepare the sources and uses of funds statement on working capital basis.
 (ii) Evaluate your findings.
 (iii) Give specific and pragmatic suggestions to the management of the company for streamlining its financial 

management.
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Problem 2. Balance Sheets of Dwarka Designs & Decorators for the two consecutive years (2009 and 2010), 
and the Profit and Loss Account for the year ended 2010, have been given in Tables 7.14 and 7.15, respectively.
 (i) You are required to prepare the statement of sources and application of funds for the current year.
 (ii) Also evaluate the financial performance of the company, and make the required reasoned recommendations 

to the management of the company, with a view to improving upon its performance and prospects.

Balance Sheets of Dwarka Designs & Decorators as on 31 March, 2009 and 2010
(` in lakh)

2010 2009

Liabilities
Share Capital 1260 630

Reserves and Surplus 905 682

Debentures 675 810

Sundry Creditors 188 207

Working Capital Loan from Banks 108 100

Accrued Expenses 45 33

Income-tax Payable 270 162

Total Liabilities 3451 2624
Assets
Net-Fixed Assets 1620 720

Investments 360 252

Cash-in-hand and in bank 472 675

Sundry Debtors 279 338

Inventories 706 623

Pre-paid Expenses 14 16

Total Assets 3451 2624

Profit and Loss Account of Dwarka Designs & Decorators for the Year ended 31 March, 2010
(` in lakh)

Net Sales 3060

Less: Cost of Goods Sold 1728

Gross Profit 1332

Less: Depreciation 126

Less: Other Operating Expenses 576

702 702

630

Less: Interest Paid 54

Profit Before Tax (PBT) 576

Less: Provision for Income Tax 263

Profit After Tax (PAT) 313

Less: Dividend paid 90

Balance transferred to Balance Sheet (R&S) 223
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Working Capital Management and Control: 
An Overview

You don’t get paid for the hour; you get paid for 
the value you bring to the hour.

– Jim Rohn

Chapter 8
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Working Capital Management
 • Concept and Components involved in the Operating Cycle Approach
 • Importance of Working Capital Management
 • Assessment of Working Capital Requirements and Formulation of Working Capital Policies
 • Sources of Working Capital Financing (Short-term and Long-term Sources of Funds)
 • Working Capital Financing by Banks
 • Management of Credit Risks
 • Effective Supervision and Follow-up of Advances
 • Non-fund based Working Capital Finance
 (i) Letters of Credit
 (ii) Bank Guarantees
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INTRODUCTION

This chapter tells us about the meaning and importance of Working Capital Management, the operating cycle 
approach, how working capital requirements are assessed and working capital policies are formulated. It tells 
us about the sources of working capital finances; how credit risks are managed; how effectively we can supervise 
the follow up of advances and soon.

WORKING CAPITAL MANAGEMENT

Working capital management pertains to the management and control of the gross current assets. The detailed 
discussions, pertaining to the management and control of the various components of gross current assets, 
viz. cash in hand, cash in bank, as also cash in transit, sundry debtors, and inventories (comprising raw 
materials, consumable stores and spares, work-in-process, and finished goods), appear in Chapters 11, 12 and 
13, respectively.

OPERATING CYCLE APPROACH

With the operating cycle approach, we may estimate and ascertain the duration of one operating cycle. It is 
the time taken by a particular manufacturing company in completing one full cycle; starting right from cash, 
to the purchase of the raw materials and their processing (known as the work-in-process stage), and the final 
conversion into the finished goods, which – after the sales, in cash and/or on the realization of the sale proceeds 
of the credit sales – once again gets converted into cash, and thereafter, the next round of the operating cycle 
may start again. Thus, the time taken in the completion of one cycle of operation is known as the duration of 
the operating cycle.

We have also examined in Chapter 10, how, with the completion of each operating cycle, the profitability 
of the company increases. Thus, we may be able to fully comprehend as to how – by making each and every 
component of the operating cycle cover more mileage during the period, say, one year – the total number of 
operating cycle may be maximized, and the company’s profitability and prospects therewith. Therefore, the 
need and importance of an effective management and control of the working capital, in particular, can hardly 
be over-emphasized.

IMPORTANCE OF WORKING CAPITAL MANAGEMENT

Effective management and control of the various components of working capital has been rated as one of the 
most important and vital functions of financial management in any of the industrial and business units. Working 
capital management is based on various parameters.

Flexibility
Working capital management is highly flexible in nature, so much so that it can very easily be adapted to suit 
even extreme conditions, such as rising and falling demands in peak and off seasons, buoyant and sluggish 
economic and market conditions. Further, if some inappropriate policy or procedure is detected at a later stage, 
remedial and right steps can be adopted henceforth, at any time. This, however, is not the position in the case 
of project management.

Level of Investments in Various Components of Current Assets
Investment in current assets constitutes a substantial percentage (usually more than 50 per cent) of the total 
investment in most of the Indian companies and firms.

The quantum and percentage (in terms of total assets) of current assets in some of the Indian industries in 
the large-scale sector, during the year 1996-7, presented in Table 8.1, will bring home the point clearly and 
convincingly.
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Criticality
The undermentioned fact itself can bring home the extent of the criticality of working capital management.

In the early 1990s, an empirical study revealed that most of the Indian companies had reported some losses, 
as per the unaudited Balance Sheet and Profit and Loss Account for the respective half-year period. It further 
reported that if the companies would have reduced the level of their inventories just by one per cent, most of the 
loss-making companies would have shown at least some marginal profits. Thus, if only one of the components 
of working capital can make such a dramatic difference, the importance of meticulous management of all 
the components of working capital, viz. current assets, current liabilities, and even a portion of the deferred 
liabilities, can very well be visualized and appreciated.

Quantum of Efforts and Time
Empirical study and observations have further revealed that a major portion of the time of the finance managers, 
in most of the companies, is devoted (and rightly so) towards the management of the various components of 
working capital, with a view to maximizing their profitability, and the prospects and prosperity therewith.

TABLE 8.1 Level of Current Assets in some of the Indian Companies during the Year 1996-7
[Percentage in terms of Total Assets of the company (and Not in terms of its Total Current Assets only).]
 (` in crore)

Name of the 
Company

Inventories 
(`)

Sundry Debtors 
(`)

Cash 
(`)

Total Current 
Assets (`)

Percentage of Total 
Assets (%age)

BHEL 1,877(23.7%) 3,239(40.8%) 350(4.4%) 5,466 68.9

L&T 4,034(41.7%) 873(9.0%) 278(2.9%) 5,185 53.6

VOLTAS 287(29.1%) 186(18.9%) 29(2.9%) 502 50.9

GNFC 191(12.7%) 159(10.5%) 10(0.7%) 360 23.9

BHEL – Bharat Heavy Electricals Limited
L&T – Larsen & Toubro Limited
VOLTAS – Voltas Limited

GNFC – Gujarat Narmada Fertilizers Company Limited

ASSESSMENT OF WORKING CAPITAL REQUIREMENTS AND FORMULATION OF WORKING 
CAPITAL POLICIES

Depending upon the levels of sundry debtors and inventories, a matching level of funds are also required to 
finance them, which again, in turn, means an outgo of funds by way of interest paid, and/or involves some 
opportunity cost. Therefore, the management of working capital would also involve the management of 
funds (both short-term and long-term sources of funds) required for financing the working capital. Thus, the 
management of working capital, in its totality, is the management of current assets and the entire current 
liabilities, as also a portion of the long-term or deferred liabilities, which go to meet the financial requirements 
of working capital.

A further question that may arise is, as to what should be the optimal level of finance, and the optimal 
level of the mix of the short-term and long-term sources of funds, to finance the company’s working capital 
requirements, as also as to how to keep the various items of current assets at the optimal and minimal levels. 
Such issues have been discussed in Chapter 9.
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SOURCES OF WORKING CAPITAL FINANCING (SHORT-TERM AND LONG-TERM SOURCES OF FUNDS)

The various short-term sources for financing the working capital requirements [like accruals, trade credits, 
banks and financial institutions, public deposits, inter-corporate deposits (ICDs), commercial papers (CPs), 
rights debentures and factoring have been discussed, in detail, in Chapter 14. Chapter 14 has been devoted 
entirely to the discussions on the long-term sources for financing the working capital requirements like, retained 
earnings, shares and debentures.

WORKING CAPITAL FINANCING BY BANKS

It is a well-known fact that working capital financing by the commercial banks (as also, of late, by the financial 
institutions like ICICI, IDBI, IFCI) still contributes a major portion of such financing. Accordingly, the 
assessment and disbursement of working capital loans by banks (and the other financial institutions) have 
exclusively been discussed, in depth, in Chapter 15, wherein all the three methods of assessing the working 
capital requirements [viz. (i) Projected Balance Sheets (PBS) method; (ii) Cash Budget (CB) method; and 
(iii) Projected Yearly Turnover (PYT) method] have been dealt with separately.

MANAGEMENT OF CREDIT RISKS

Management of credit risks is a matter of great concern and prime importance for the banks and financial 
institutions, while granting working capital loans to the industries and merchants alike. A detailed discussion 
on the principles and practices, strategies and policies, followed by the banks, appear in Chapter 16. Special 
care has, however, been taken to see to it that the confidential nature of the details of the scoring pattern of 
specific banks and financial institutions, do not get disclosed, even tacitly. The various pertinent parameters 
considered by the banks and financial institutions have, however, been discussed, in detail, which may prove 
to be of great help to the executives of the banks and industries alike. The overall management of credit risks, 
inter alia, include the management of the following:
 (i) Financial risks (both in quantitative and qualitative terms)
 (ii) Industrial risks
 (iii) Managerial risks (including the quality and competence, credibility and integrity, of the management).

The mechanism of pricing of the bank credits (i.e. the rate of interest to be applicable on the respective loan 
accounts, depending upon the credit rating given by the banks to the respective companies) has also been 
addressed to in Chapter 16.

EFFECTIVE SUPERVISION AND FOLLOW-UP OF ADVANCES

Besides the realistic credit appraisal and the assessment of the working capital needs, and the phased 
disbursement of the working capital loan, the effectiveness of the post-disbursement supervision and follow-up 
of the advances are of prime importance and significance for the banks and financial institutions. Therefore, 
the timely detection of early symptoms of sickness, and prompt execution of the necessary remedial measures, 
assume great importance. A sincere effort has, therefore, been made to discuss such sensitive and vital topics 
in Chapter 17, which may be found to be of great practical application and use in the day-to-day working of 
the executives of the banks and industries alike. Attempt has also been made to enlist the various steps and 
measures to be taken in this regard. The long and varied experiences of the author as a senior executive with 
the State Bank of India for over twenty-seven years (1961-88) and as a senior professor in the finance area, 
at the Administrative Staff College of India, Hyderabad (1988-95) and the Indian Institute of Management, 
Lucknow (1996-2003), dealing with senior practising executives of banks and industries, as also the senior 
administrators like the IAS and IPS Officers, are clearly reflected in Chapter 17, which is expected to serve 
as a useful and handy handbook for the practising executives and administrators, as also for the prospective 
MBA/PGP graduates alike.



 WORKING CAPITAL MANAGEMENT AND CONTROL: AN OVERVIEW 135

NON-FUND BASED WORKING CAPITAL FINANCE

Non-fund based working capital finance comprise:
 (i) Letters of Credit (L/Cs)
 (ii) Bank Guarantees (B/Gs)

Letters of Credit (L/Cs) and Bank Guarantees (B/Gs) have been termed as ‘non-fund based’ finance because, 
the funds (money) are not required to be disbursed immediately, at the time of the opening of the LCs, or the 
issuance of the BGs. But these also involve financial risks, in that the banks are required to pay the required 
amounts, if the respective applicants fail to honour their commitments, when the documents, drawn under 
the L/Cs, are received for payment; or in the cases, where the B/Gs are invoked by the beneficiaries concerned.

Part four of this book, comprizing Chapters 18 and 19, deals with ‘Non-fund based’ Working Capital financing, 
such as letters of credit and bank guarantees. Both these topics have been dealt with in the book, mainly from 
practical and pragmatic points of view, which may prove to be of great help and guidance to the executives, 
both in the bank as also industries.

The relevant legal aspects pertaining to bank guarantees, and their implications and ramifications, have 
also been dealt with in sufficient detail, quoting some relevant case laws, at the appropriate places. These may, 
sometimes, be found to be of some guidance and assistance even to some legal experts, engaged by the banks 
and industries, to plead their cases more effectively, based on sound legal precedents.

CONCLUSION

In summary, it may well be said that the progress, prosperity, and the financial health and stability of an 
industrial or business organization, largely depend on the effective management and control of the various 
facets of working capital. Thus, a careful study of Chapters 9 through 19, and an appropriate application of the 
principles and practices discussed therein, may go a long way in achieving the desired results, by the executives 
of the banks and industries alike.

 SUMMARY

Working Capital Management
It pertains to the management and control of the various components of gross current assets (viz. cash in 
hand, in bank, as also in transit, Sundry Debtors, and Inventories (comprising raw materials, consumable 
stores and spares, work-in-process, and finished goods).
Operating Cycle Approach
It helps us to estimate and ascertain the duration of one operating cycle (i.e. the time taken by a particular 
manufacturing company in completing one full cycle; starting right from cash, and moving on to the various 
stages like raw materials, work-in-process, finished goods, and sundry debtors stages, which, in turn, get 
converted into cash on realization of the dues. Time taken in the completion of this one cycle of operation 
is known as the duration of the operating cycle. By making each and every component of the operating 
cycle cover more mileage, during the period of say, one year, the total number of operating cycle may be 
maximized, and the company’s profitability and prospects therewith.
Working Capital Management is of crucial importance as it can be effectively managed and controlled 
on a day-to-day basis, starting from any given time and stage, by virtue of its following special features:

 (i) Flexibility: It is flexible in nature in that it can easily be adapted to suit even extreme conditions, 
like steep rise and fall of demands, in peak and off seasons, buoyant and sluggish market conditions, 
and so on.

 (ii) Level of Investments in Various Components of Current Assets: It constitutes a very substantial 
percentage (usually more than 50 per cent) of the total investment in most of the companies in India.
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 (iii) Criticality: Effective Working Capital Management is most critical for an overall financial management 
and control, productivity and profitability, of any company.

 (iv) Quantum of Efforts and Time: A major portion of the time of the Finance Managers, in most of the 
companies, is devoted towards the management of the various components of working capital.

Assessment of Working Capital Requirements and Formulation of Working Capital Policies
Management of working capital involves management of current assets as also the entire current liabilities, 
together with a portion of the long-term or deferred liabilities, which go to meet the financial requirements 
of working capital. It also involves decision regarding the optimal levels of the mix of the short-term and 
long-term sources of funds, to finance the company’s working capital requirements, as also to keep the 
various items of current assets at the optimal and minimal levels.
Working Capital Financing by Banks and other Financial Institutions
It continues to be a major source of such financing. Accordingly, the basis of assessment and disbursement 
of the working capital loans by banks (and the other financial institutions), as also the steps and strategies 
adopted by them, in respect of their post-disbursement supervision and follow-up, must also be fairly well 
known, even to all the borrowal companies.
Non-Fund Based Working Capital Finance
Letters of Credit (L/Cs) and Bank Guarantees (B/Gs) have been termed as ‘non-fund based’ finance because, 
the funds (money) are not required to be disbursed immediately, at the time of the opening of the LCs, or 
the issuance of the BGs. But these also involve financial risks, in that the banks are required to pay the 
amounts, if the respective applicants fail to honour their commitments.

 REVIEW QUESTIONS 
 1. What do you understand by the term ‘Working Capital Management’? Explain.

 2. What is the significance of the ‘Operating Cycle Approach’, in the context of the management and control of 
working capital? Explain.

 3. Why Working Capital Management is considered as one of the most important and vital functions of financial 
management, in any of the industrial and business units? Explain.

 4. Effective management and control of the various components of working capital is based on the following 
parameters. Explain each of them separately.

 (a) Flexibility

 (b) Level of Investments in Various Components of Current Assets

 (c) Criticality

 (d) Quantum of Efforts and Time.

 5. ‘Management of working capital, in its totality, means management of current assets and the entire current 
liabilities, as also a portion of the long-term or deferred liabilities, which go to meet the financial requirements 
of working capital’. Do you agree with this view? Give reasons for your answer.

 6. What are the various sources of working capital financing (both the short-term and long-term sources of funds)? 
Name each of the two different sources of funds, separately.

 7. ‘Working capital financing by the commercial banks (as also, of late, by the financial institutions) still contributes 
a major portion of such financing’. Do you agree with this view? Write ‘Yes’ or ‘No’ as your answer.

 8. ‘Management of Credit Risks is a matter of great concern and prime importance for the banks and financial 
institutions, while granting working capital loans to the industries and merchants alike’. Do you agree with 
this view? Write ‘Yes’ or ’No’ as your answer.

 9. ‘Besides a realistic credit appraisal and assessment of working capital needs, and the phased disbursement of 
the working capital loan, the effectiveness of the post-disbursement supervision and follow-up of the advances, 
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is of prime importance and significance for the banks and financial institutions’. Do you agree with this view? 
Write ‘Yes’ or ‘No’ as your answer.

 10. The following have been termed as the ‘non-fund based’ working capital finance:

 (i) Letters of Credit (L/Cs), and 

 (ii) Bank Guarantees (B/Gs).

  (a) Why have these been termed as ‘non-fund based’ working capital finance? Explain.

  (b) ‘As these have been termed as ‘non-fund based’ working capital finance, they do not involve any 
financial risks, on the part of the banks’. Do you agree with this view? Give reasons for your answer.





Working Capital Policy

A policy is a temporary creed liable to be changed, 
but while it holds good it has got to be pursued with 
apostolic zeal.

– Mahatma Gandhi
The one who adapts his policy to the times 

prospers; and likewise that the one whose policy 
clashes with the demands of the times does not.

– Niccolo Machiavelli
Incidents should not govern policy; but policy 

incidents.
– Napoleon Bonaparte

Chapter 9
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Components of Working Capital Management
 • Working Capital Management vs Project Management
 • Special Features of Current Assets
 • Synergy of Team Spirit
 • Factors Affecting the Level of Working Capital Requirements
 • Optimal Level of Current Assets
 • Working Capital Financing Policy
 • Components of Operating Cycle and Cash Cycle
 • Techniques of Time-Series Analysis and Cross-Section Analysis
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INTRODUCTION

Working Capital Management is the theme with which this chapter goes on. This chapter encroaches in great 
detail with analysing every specific factor that correlates to working capital, like components that comprize 
the current assets and current liabilities; How to manage them; Managing the short term cash inflows within 
the operating cycle of a company. Working Capital Management is greatly concerned with the working, co-
ordination, co-operation and maintaining a good team synergy so as to reap the benifits of an economy. Factors 
that impact the working cap requirements are a matter of great concern. The quantum of working capital is totally 
dependent on the levels of inventories of raw materials and finished products so as to be safe enough to avoid 
stock outs and loss in Business Sources of financing the current assests definitely relate to the computation of 
the optimal mix of long term and short-term funds. This chapter also focuses on how different Working Capital 
Management is from Project Management Conceptualizing a project at its pre-implementation stage to have 
a gainful proposition is what is project management.

COMPONENTS OF WORKING CAPITAL MANAGEMENT

Working capital management, also known as short-term financial management, largely deals with the 
management and control of current assets and current liabilities. Thus, in the short-term financial management, 
cash inflows take place within the operating cycle of the company, which usually does not exceed the period 
of one year. As against this, in the case of long-term financial management, the cash inflows get extended up 
to five to ten years, or even more.

The main components of current assets are the following:
 (i) Cash: in hand, at bank and in transit.
 (ii) Investments: only short-term investments, like quoted shares of other companies, provided these are 

intended for sale.
  [Long-term investments (like all unquoted shares, and quoted shares of subsidiary companies, as also 

the quoted shares of other companies, if specifically stated to be non-tradable), however, are treated as 
miscellaneous assets, and not as current assets.]

 (iii) Inventories: comprising raw materials and consumable stores and spares, along with work-in-process 
and finished goods.

 (iv) Sundry Debtors also known as Bills Receivable or Accounts Receivable.
 (v) Loans and advances given by the company to others.

All the items [excluding (v)] go to constitute the operating cycle.
The main items comprising current liabilities are the following:

 (i) Sundry Creditors (also known as Bills Payable or Accounts Payable).
 (ii) Trade Advances (received by the company for supply of goods and/or for rendering services).
 (iii) Short-term borrowings from commercial banks or other financial institutions.
 (iv) Short-term loans from other sources.
 (v) Provisions made for the payment of taxes, bad debts to be written off and fluctuations in exchange rates

Theoretically speaking, there are two concepts of working capital, viz.
 (a) Gross working capital comprising total current assets
 (b) Net working capital comprising current assets less current liabilities

The working capital management in the real sense involves the management, both of total current assets 
(not of net working capital), and total current liabilities, which (current liabilities), fluctuate in proportion to 
the volume and value of current assets required. Accordingly, a prudent business sense lies in keeping the level 
of the current assets to the minimal level, whereby the level of current liabilities also would automatically be 
minimal, and the interest outgo and the opportunity cost, therewith.
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WORKING CAPITAL MANAGEMENT VS PROJECT MANAGEMENT

In project management, a lot of deliberations and discussions, planning and pondering, thinking and rethinking 
must take place at the pre-implementation, and even at the conception (of the project), stage itself. This is 
important because, after the project has commenced and is halfway through, not much of changes or modifications 
are possible, except giving up the whole project, halfway, if that comes to be mitigating the imminent losses.

Illustrative Case: 1

Take, for instance, the case of Scooters (India) Limited. Its ‘Vijaya’ brand scooter had not been received well 
in the market, and accordingly, its production had to be given up. But then, after having already sunk a huge 
sum of money, the going back and closing down, of the factory, would not have been a gainful proposition. But 
luckily, as its ‘Vikram’ brand three wheelers have since been doing relatively well in the market, ultimately, 
a sick industrial unit, has since been somehow revived.

Illustrative Case: 2

A company had established its factory in a rural area, around 100 km from Hyderabad, with a view to availing 
of the various concessions and subsidies available for encouraging industrial development in the rural and/
or backward areas. But later, it was found that, as all the required raw materials had to be transported from 
Hyderabad, and all the finished goods had to be brought back to Hyderabad for sale, whereby the entire amount 
of subsidy fell short of meeting the involved transport expenses alone. At this stage, nothing could be done.

In the case of working capital management, however, if you have taken a decision regarding inventory 
management policy or credit management policy, and you later realize that some changes or amendments are 
needed, you may introduce the proposed changes instantaneously. That is why, as you must have yourself seen, 
a lot of valuable time of the finance executives is gainfully and meaningfully invested in the management and 
monitoring of various components and facets of the working capital, such as arranging short-term sources of 
funds, negotiating gainful terms of credit, management of cash (inflows and outflows), control and follow-up of 
sundry debtors, management and control of inventories, and so on.

Another reason for which the finance executives devote considerable time in exercising effective control and 
supervision of the working capital components is that, these parts, largely inventories and sundry debtors, 
account for a very large and substantial portion of the total assets (and investments) of the company, mostly 
next to the capital employed in the company’s fixed assets.

Moreover, with the expected changes in the market conditions and the resultant level of sales, the level of 
holdings of the current assets also have to be geared up and accordingly adjusted. This has a cascading effect, 
mainly on the various items of current liabilities, though some long-term sources of funds also get affected, 
depending upon the working capital policy of the company, mainly in regard to the proportion of the mix between 
the short-term and long-term sources of funds, to finance the working capital.

SPECIAL FEATURES OF CURRENT ASSETS

The two main characteristic features of current assets are:
 (i) Current assets have a much shorter lifespan
 (ii) Current assets get transferred into other forms of assets (and ultimately into cash) much faster.

Current assets can be converted into cash, in the ordinary course of business, and within the operating cycle, 
which may vary from product to product, but largely not exceeding twelve months. The concept of operating 
cycle can be easily understood with the help of Fig. 9.1.

The lower half of the circle (comprising raw materials, work-in-process and finished goods) constitutes 
inventories, and the upper half mostly comprises ‘Quick Assets’, i.e. total current assets less inventories.

A manufacturing unit begins with cash, which is used for the purchase of raw materials (stocked to meet, 
say, one to three months of requirements for production), which, in turn, are processed (comprising work-in-
process, generally ranging from ten to thirty days or so) and finally these products reach the finished goods 
stage, ready for sale in the market.
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   Figure 9.1

Some sales, effected on cash basis (though mostly a smaller portion of the total sales), do get converted into 
cash immediately. But a major portion of the sales is usually effected on some varying credit terms (except 
in the cases of the industries which may be fortunate enough to be in the sellers’ market, like domestic gas 
services, petrol pumps, etc.). These, however, get converted into cash after realization, say, within a month or 
two or even more, depending upon the credit terms. The cycle then again begins from the starting point (i.e. 
cash) and thus continues. The total time taken from the cash stage (i.e. from the purchase of raw materials), 
till the realization of the sale proceeds of the credit sales, is known as the operating cycle period or time. Lower 
the operating cycle period, greater is the turnover (times) and higher is the value added and the quantum of 
the resultant profit. That is why, the main effectiveness of working capital management is that the resources 
(all the components of the current assets) must cover more mileage in a shorter span of time, i.e. they should 
work smarter (not necessarily harder).

The aforesaid two special characteristics of current assets have some distinct ramifications, too. For example,
 (i) The finance managers have to always remain alert to take financial decisions, pertaining to working capital 

management, swiftly, frequently and also repeatedly, keeping pace with the changing circumstances and 
scenario of the market and the economy.

 (ii) The subtle distinction between profitability and the net present value (NPV) of money is considered 
rather insignificant, in the case of management of working capital.

 (iii) As the aggregate current assets have various components (viz. cash and marketable securities, raw 
materials, work-in-process, finished goods, and bills receivable), and all these are closely interconnected 
and interdependent, each and every item of the current assets has to be managed and controlled with 
equal rigour and in a systematic and synchronized manner.

For example, if some items of finished goods get accumulated, or become slow-moving or even non-moving 
items, some strategies, such as liberalization of the credit policy and/or allowing some relaxation in credit 
collection, or giving some off-season or clearance sales discount should be adopted for an overall financial gain 
to the company, and for the release of blocked funds in the finished goods. Similarly, if the company is facing 
some cash crunch, adoption of some policy of cash discount, to induce prompt payments of the bills, could be 
considered.

SYNERGY OF TEAM SPIRIT

As we all know, all the functionaries, connected with the working capital management, are closely related to 
each other. Accordingly, they all should work in full coordination and cooperation with each other as a well-knit 
team, so as to reap the benefits of the economy, and the related advantages of the synergy so created.
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Thus, the purchase and production departments, production and marketing departments should work in 
complete cohesion and coordination. The reason being, if the purchase department procures materials not 
required for production, and fails to procure some materials required for production well in time, the production 
of the company may get adversely affected, as also the financial gains that go therewith. Similarly, if the 
production department feels happy about having achieved its budgeted level of production, but produces mostly 
such items which are not in demand in the market (or vice versa), it is not that the marketing division alone 
will suffer the adverse consequences. The loss will be of the company as a whole, i.e. the complete organic body 
of the company. That is why, we say that the aggregate productivity and profitability of a company is not just 
the sum total of the different sections or departments as such, but only when the activities and productivity of 
all the departments match with each other.

It is with this simple but significant reason that I keep stressing the point of creation, development and 
sustenance of team spirits, especially among us Indians, because, though we generally are one of the best 
brains in the world and excellent solo performers, we, unfortunately, fail to perform to our full potential, while 
working in a team. We have, so far failed as a team worker, but we have to succeed as a team worker, too. We 
will. I fondly hope so, and well before it is too late.*

The specific tasks that must be performed, and the decisions taken in perfect cooperation and coordination 
with the respective departments, have been presented in Table 9.1.

TABLE 9.1 Tasks, Performers and Decision-Markers

Tasks Performers and Decision-Makers

Purchase Purchase, materials, and production departments

Materials Materials, purchase, and production departments

Production Production, purchase, materials, and marketing departments

Finished Goods Production and marketing (and sales) departments

Bills Receivable Marketing (and sales) and finance departments

The Finance department should, however, continue to perform the overall coordination and control functions, 
as hitherto.

FACTORS AFFECTING WORKING CAPITAL REQUIREMENTS

The assessment of the quantum of working capital requirements of a company largely depends upon one or 
more of the following factors:
	 •	 Nature	of	Business
	 •	 Seasonal	Industries
	 •	 Production	Policy
	 •	 Market	Conditions
	 •	 Supply	Conditions	(of	materials)

Nature of Business
The quantum of working capital requirement is closely related to the nature of business of the company which, 
in turn, is related to the operating cycle. For example, for a bakery unit or a snacks shop, the requirements 
may be very low, as the operating cycle may be hardly of a day or two.

* A detailed discussion on the strategies for evolving an effective team in an organization, appears in the book, ‘Uttam 
Management Ke 6 Niyam’, by Dr Satish B. Mathur, New Delhi, 2010.
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Similarly, for some companies, which are still in the sellers’ market, the working capital requirement may be 
much lesser, as the operating cycle will be much shorter, as their sales will be mostly on cash basis. So, the whole 
time lag between credit sales and collection of bills will be saved. As against this, a company manufacturing 
heavy machine tools or turbines will naturally be having a much longer operating cycle, as it would be selling 
mostly on credit and, consequently, would require a much higher level of working capital.

As has usually been observed, the proportionate levels of investments in current assets and fixed assets, for 
different groups of industries, have been presented in Table 9.2.

TABLE 9.2 Percentages of Current Assets and Fixed Assets

Current Assets (%) Fixed Assets (%) Industrial Groups

10-20 80-90 Hotels and restaurants

20-30 70-80 Electricity generation and distribution

30-40 60-70 Aluminium, shipping

40-50 50-60 Iron and steel, basic industrial chemicals

50-60 40-50 Tea plantations

60-70 30-40 Cotton textiles, sugar

70-80 20-30 Edible oils, tobacco

80-90 10-20 Trading, construction

Seasonal Industries
Seasonal industries, manufacturing fans and refrigerators, room heaters and geysers, room coolers and air-
conditioners, woollen clothes and blankets, may have a much higher level of working capital requirements in 
peak seasons, and considerably lower requirements during the slack (off) seasons. That is why, the commercial 
banks stipulate fluctuating working capital limits for such companies for peak and slack seasons.

Production Policy
It may, however, be a better financial decision and business sense to keep manufacturing the goods even in 
the off season, so as to keep on working well above the break-even point (BEP), in order to meet, at least, the 
fixed costs on a continuous basis. Besides, they may as well prefer to offer some attractive off season discount 
well below the fixed costs, so as to contribute and add up to the profitability of the company. Thus, the working 
capital requirements, even of seasonal industries, may remain almost stable and uniform throughout the year, 
except in case of sugar industries.

However, in the cases of the units, manufacturing (all season) items like furniture or tube lights and fittings, 
the sales will be almost stable and uniform all the year round, and so will be the level of their production activities.

Therefore, for such (non-seasonal) industries, the working capital requirements may be almost uniform 
throughout the year.

Market Conditions
Some companies prefer to keep sufficient stocks of finished goods so as to supply them to the prospective buyers 
off the shelf, and thereby get an edge over their competitors. Besides, with a view to pushing up the sales and 
to withstand the stiff competitions, some companies may have to offer some-what further liberalized credit 
terms, whereby a larger amount of money may be blocked in the sundry debtors for a longer period. Thus, the 
additional inventory of finished goods and the larger amount of sundry debtors, may proportionately increase 
the quantum of working capital requirements.
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As against this, if the products of a company have a marked edge in the market, as compared to their 
competitors, it may not be required to have huge stocks of finished goods (as the customers may prefer to wait 
for some time for a better quality of goods). Besides, taking advantage of this envious position in the market, 
they may even insist on some advance payment or even resort to some cash sales. These strategies may well 
reduce the level of the working capital requirements of such companies, e.g. ‘Nirma’ (manufacturing detergent 
powders and soaps).

Supply Conditions of Materials
If the required raw materials and consumable stores and spares are in short and scarce supply; or if the lead 
time (due to the long distance of the point of supply or the high demand of these materials) is long enough, the 
working capital need may go as much higher, as a much higher level of the safety stocks of the inventory of 
raw materials and consumable stores and spares, may have to be maintained, so as to ensure uninterrupted 
production throughout the year. Similar will be the position if the supply of the material is seasonal (e.g. 
agricultural products, like wheat, cotton, paddy). Here, the company may have to store sufficiently large stocks of 
materials during the harvesting season, when these are available in plenty and at much cheaper rates. Reverse, 
however, will be the case if these materials are in ample supply and that too, at a near by place, resulting in 
zero or minimal lead time.

OPTIMAL LEVEL OF CURRENT ASSETS

The quantum of working capital requirement is directly dependent on the policy of the company, as to what 
specific levels of the inventories of raw materials and finished goods may be considered to be sufficiently and 
reasonably safe, so as to avoid the possible risk of stock outs (in the case of raw materials) and loss of business 
(in the case of finished goods), and the resultant losses.

Based upon these criteria, the working capital policy may be broadly classified under three categories, viz.
 (i) Conservative or liberal or flexible policy
 (ii) Aggressive or strict or restrictive policy
 (iii) Moderate or middle-of-the-road policy

 (i) Under the conservative policy, the company may prefer to maintain somewhat higher levels of cash 
balance and bank balance in the current account, or investments in readily-marketable securities, as 
also higher stocks of raw materials and finished goods, with a view to almost eliminating the risks of 
stock outs and loss of sales. Such companies may as well prefer to have a rather liberal credit policy, 
resulting in a substantial amount of funds locked up in sundry debtors. All these investments, in the 
various components of the current assets, will naturally necessitate correspondingly higher levels of 
working capital requirements.

 (ii) As against this, the level of current assets and accordingly, the working capital requirement, will, of course, 
be of a relatively lower order, in case the company adopts an aggressive or restrictive working capital 
policy. But again, too much of a restrictive working capital policy may as well result in disproportionately 
heavier losses by way of stock out risks, and the consequential loss of production and lowering of the 
profitability of the company.

 (iii) Finally, in the case of adoption of a moderate policy, the requirement of working capital will as well be 
moderate, i.e. ‘neither too high nor too low, but just right’.

Thus, we see that both the conservative and aggressive policies have their own comparative advantages and 
disadvantages, in terms of inventory carrying costs and stock out (or shortage) costs.

As such, the essence of the working capital policy, or mainly the current assets policy, lies in the strategic 
decisions to determine the optimal level of current assets, which should be the point of trade off between the 
inventory carrying costs and the stock out costs (in terms of loss of production, besides the loss of sales, and 
the resultant loss of customers’ goodwill).
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WORKING CAPITAL FINANCING POLICY

After determining the optimal level of current assets (as a matter of policy), the company must take a decision 
regarding the sources of financing the current assets. This crucial decision relates to computation of the optimal 
mix of long-term and short-term sources of funds for the specific purpose.

As we already know, the fixed assets of a company must invariably be financed exclusively from the long-
term sources of funds, i.e. out of term loans (deferred liabilities) and equity. Because, financing of some items of 
fixed assets out of a short-term loan (or working capital loan) is considered to be the diversion of funds, which 
is viewed, by the commercial banks, with great disfavour and distrust.

Illustrative Case: 3

The case of JK Synthetics Limited (as published in the newspapers), is a perfect illustrative example of diversion 
of funds, and its far-reaching ramifications.

JK Synthetics Limited had imported certain items of machinery, which were lying at the port, incurring 
heavy demurrages. The company was not able to arrange for funds to pay the required import duty, as the 
disbursement of the term loan, sanctioned by a term-lending institution, had been delayed for some unavoidable 
reasons. The company, however, in its own wisdom, paid the import duty out of its cash credit account, i.e. the 
short-term loan granted by a commercial bank for meeting its working capital requirements only.

After a few months, the bank came to know that the company had resorted to diversion of funds (application 
of short-term sources of funds for long-term purposes). The bank, thus, became alert and deputed one of its 
General Managers in the corporate office of the company, who was entrusted with the sole and exclusive power 
to take all financial decisions, and authorize all disbursements of funds on behalf of the company.

Had the term loan been released within a couple of months (as was expected by the company) and the 
company had been able to deposit back the funds in its cash credit account, the bank would have never come 
to know of the irregularity on this count, and the company would have continued to enjoy the full trust and 
credibility with the bank.

But once the diversion of funds came to the notice of the bank, all the goodwill and credit-worthiness of the 
company, established by the company during the course of long and steady dealings with the bank, was broken 
with a single stroke of distrust. This factor (at least mainly, if not exclusively) had been understood to be the 
cause of decay and downfall of the company, so much so that one of the blue chip companies of the JK Group 
got a beating in the stock exchanges, too, in that the price of its shares (of the face value of ` 10 each) dropped 
from around ` 100 to even below par. Therefore, it would always augur well for the companies not to indulge 
in diversion of funds.

Now a question may arise as to whether the company should finance its working capital requirements out of:
 (i) Short-term sources of funds only
 (ii) Long-term sources of funds only
 (iii) Out of an optimal mix of both (i) and (ii).

If the entire working capital requirement is decided to be met by short-term sources only, it may not be free 
from the risks emanating from the Reserve Bank of India directives to impose ceilings on the level of bank 
credit, in respect of each borrower. Such directives had been of different features, in the past.

For example, the Reserve Bank of India had decided in 1973-4 that the level of credit limit of each borrower 
will be frozen at the level of the drawings as on the specified Friday, immediately preceding the issue of the 
Reserve Bank of India directive.

But this, in effect, meant that the borrowers, who had been managing their working capital more effectively 
and smartly, by keeping it at a minimal level (to reduce the quantum of interest outgo and the corresponding 
rise in their profit), instead of having been rewarded, were being punished by way of pruning their credit limits 
and eligibility.

After having suffered due to such directives of the Reserve Bank of India, the borrowers tended to avail of 
their working capital limit to a rather fuller extent throughout, and lent the surplus funds at a higher rate of 
interest, thereby increasing the quantum of other income. The Reserve Bank of India ultimately realized its 
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folly and subsequently decided to freeze the limit at the level of the highest outstandings on the account, during 
the period of the last three years or so.

This was obviously a much more equitable and reasonable decision. But, thereafter, the borrowers adopted 
a counter strategy. They had decided to withdraw the full amount of the sanctioned working capital limit, at 
least for a day, and pay heavy interest thereon (but only for a single day), so that, in the event of the issuance 
of the Reserve Bank of India directive, their eligibility will continue to be up to the level of their sanctioned 
credit limit.

It, however, is yet to be seen as to what further novel strategy would the Reserve Bank of India adopt to 
counter the aforesaid strategy adopted by most of the companies.

Exclusive and extraordinary dependence on short-term sources, like working capital loan from the bank, is 
fraught with grave risk and danger of bearing the brunt of the whims and fancies of different bank managers 
with divergent mindsets. Besides, the periodical submission of detailed information and reports, as per the 
requirements of the bank, from time to time, is yet another hindering factor.

As against this, when you finance your working capital requirements substantially from long-term sources, 
the banks hold you in a very high credit rating, and may request you to avail of some credit facilities from them 
too (like we also tend to invite those people for dinner who are well fed in their own homes.

Therefore, the prudence and pragmatism of financing working capital requirements with an optimal mix of 
short-term and long-term sources of funds can hardly be over-emphasized.

The question that ultimately arises now is, as to how to determine the optimal level of the proportion of 
such financing.

With a view to arriving at a definite decision in this regard, let us first try to understand the concepts of
 (i) Permanent (or core) current assets; and
 (ii) Temporary (or fluctuating) current assets.

As we all know, permanent (or core) current assets (out of the total current assets) comprise the lowest level 
of the company’s current assets charged to the bank (or the corresponding level of the working capital loan), 
below which it has never gone for the last few years. This also represents the working capital requirement of 
the company even at the lowest level (bottom) of its production and sales cycle. Thus, the entire core assets, 
which will be of the nature of permanent current assets of the company, must invariably and exclusively be 
financed by long-term sources, such as equity and debentures.

Now, the question arises as to what level should be considered to be optimal in the case of financing the 
temporary (or fluctuating) levels of current assets of the company, which keep on changing in accordance with 
the seasonal demands, or some other market forces, affecting the demand.

At this stage, the following two strategic decisions emerge in certain terms.
 (i) All the fixed assets of the company must invariably and exclusively be financed from long-term sources.
 (ii) The entire permanent (or core) current assets of the company must also be financed by long-term sources.

These strategies, based on the Matching Principle, are discussed briefly hereafter.

The Matching Principle
In accordance with the ‘matching principle’, the due dates of repayment of all the advances (both short-term 
and long-term), obtained for acquiring the respective assets (both current assets and fixed assets), should match 
(correspond) with the time of generation of (or conversion into) cash, out of such assets. That is, while the fixed 
assets and the permanent (core) current assets must be financed by long-term sources of finance, the temporary 
(fluctuating) current assets alone may be financed by the short-term sources of funds (or by a suitable mix of 
both the short-term and long-term sources of finance).

Thus, the only decision that now remains to be taken is as to what should be the proportion of the short-term 
and long-term sources of funds to finance the temporary (or flexible) components of the current assets, which 
keep varying, depending upon the level of sales and the matching level of production.
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Three possible situations emerge for financing the flexible components of current assets.
 (i) The entire temporary (flexible) components of the current assets should also be financed entirely from 

long- term sources of funds. But then, in such a case, the company will be left with surplus funds in all 
the situations when the current assets will remain at the lower levels rather than the peak level. Such 
surplus funds, if parked for a short period, may give a return of a much lower proportion than the rate 
of interest payable on the funds borrowed.

  This would result in a net loss to the company on an almost regular basis, whenever the demand of the 
product would get sluggish (and thereby the quantum of production and the corresponding requirement 
of the stocks of the raw materials). Therefore, this strategy does not seem to be sound and sensible.

 (ii) The second situation may be just the opposite of the first one, i.e. the entire fluctuating levels of current 
assets must be financed exclusively by short-term sources only. But then, such a scenario is also fraught 
with some risk of imposition of the credit squeeze policy by the Reserve Bank of India (RBI) from time to 
time, based on some different criteria, every time. Under such situation also, the company will be facing 
some avoidable financial difficulties, which may, in a way, be called, self-created and self-imposed, as it 
would be based upon the apparently imprudent policy of financing the entire fluctuating current assets 
by short-term sources only.

 (iii) Now, ultimately, we are left with the third option of the middle-of-the-road strategy. Here, the fluctuating 
components of the current assets must be financed by a suitable mix of both the long-term and short-term 
sources of funds. Thus, when the level of demand and the matching level of production (depending upon 
the expected sales) would be at somewhat lower or even at the lowest level, the surplus arising out of 
the long- term sources of funds (marked as shaded portion in Fig. 9.2) may be parked for a suitable short 
term. In the cases of peak levels of demand, the long-term sources of funds would be fully availed  of.

Requirements of
capital

Requirements of fluctuating
current assets

Requirements
of permanent
current assets

X

Y

Z

Requirements of
fixed assets

Time (duration)

All considered, the third strategy seems to be the most suitable business sense.
These three situations can very well be understood with the help of a graphic presentation, given in Fig 9.2.

Operating Cycle
We have seen in the previous Section that the operating cycle in a manufacturing company comprises cash (and 
near cash), inventories (raw materials, consumable stores and spares, work-in-process and finished goods) and 
sundry debtors. A trading company, however, where the manufacturing activity is not involved, has a much 
shorter span of operating cycle, as it is exclusive of the raw materials and work-in-process stages.

These items in the operating cycle are financed partly from the owners’ equity and partly by the bank and other 
creditors. Besides, the company also gets raw materials from the suppliers on credit, for which the payment is 
to be made after the expiry of the stipulated credit period, say, one month, two months or three months. Thus, 
the funds are required only to finance all the items contained in the operating cycle (including raw materials 
purchased on cash payment basis), but excluding the quantum of raw materials obtained on credit, as these 
will be payable at a later date.

 Figure 9.2 Three Strategies Indicated 
by Lines Marked X, Y, 
and Z.
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OPERATING CYCLE AND CASH CYCLE

We may, therefore, conclude that all the aforesaid items including the items of raw materials, consumable stores 
and spares, finished goods, and bills receivable etc constitute the operating cycle. As against this, however, the 
cash cycle comprises the items included in the operating cycle, less the items of raw materials, and consumable 
stores and spares, obtained on credit, payable (and, therefore, involving cash out flows) only at a later date.

Therefore, we may summarize that

Operating Cycle = Raw materials (and consumable stores and spares) (RM)
   (+) Work-in-process (W-I-P) (+) Finished goods (FG)
   (+) Bills receivable (BR)
   (+) Minimal amount of cash balance required for meeting the day-to-day requirements.
Thus, the operating cycle = RM + W-I-P + FG + BR + cash balance

 Cash Cycle = [RM + W-I-P + FG + BR + cash balance] (less) BP (bills payable or accounts payable or sundry 
creditors).

Further, the Inventory Period is the period that elapses between the purchase of raw materials and the sale 
of finished goods (and not the finished goods stage, because this itself comprises the finished goods inventory).

Also, the Accounts Receivable Period (or bills receivable period or sundry debtors period) is the period that 
elapses between the date of the (credit) sales and the date of realization of the sale proceeds.

The Accounts Payable period is the time that lapses between the date of receipt of raw materials on credit 
and the date when the payment is effected.

Operating Cycle is, therefore, equal to the inventory period plus the accounts receivable period.
Cash Cycle is, however, equal to the operating cycle (less) the accounts payable period.
Thus, the

Inventory Period = Average Inventory
Annual Cost of Goods Sold 365÷

 (Days)

(or 360, in case 360 days are taken to a year).

Accounts Receivable Period = Average Accounts Receivable
Annual Credit) Sales 365( ÷

 (Days)

Accounts Payable Period = Average Accounts Payable
Annual Credit) Purchases 365( ÷

 (Days)

But then, we should realize that if we have to take those figures from the Balance Sheet of the company, 
wherein the figures are available for the last two years only, we may have to take the average by adding the 
closing balances of the two successive years divided by two (or the opening and closing balances of the same 
(current) year, divided by two). But, with a view to getting a more accurate and realistic picture, we must take 
the total of month-end figures for the last twelve months divided by 12; or better still, if we take the weekly 
figures for the last fifty-two weeks and divide the total by 52.

For this purpose, we may have to call for the respective break-up from the company. It would, however, be 
readily available to the executives of their own company.

Now, let us understand the concept with the help of an illustrative example of Friendly Furniture Company 
Limited.
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Data from the Balance Sheet of the company (`)

Description Opening Balance Closing Balance

Inventory 100 110

Accounts Receivable 90 96

Accounts Payable 80 86

Data from the Profit and Loss Account of the company
Total annual sales ` 1,400
Annual (credit) sales ` 1,000

Cost of goods sold ` 860

Annual (credit) purchases ` 730

 (i) Inventory Period  = 
( )

.
100 110 2

860 365
105
2 36

+ ÷
÷

=

       = 44.50 (days)

 (ii) Accounts Receivable Period = 
( )

, .
90 96 2
1 000 365

93
2 74

+ ÷
÷

=

       = 33.94 (days)

 (iii) Accounts Payable Period = 
( )

.
80 86 2
730 365

83
2 00

+ ÷
÷

=

  Operating Cycle   = (i) + (ii)

       = 44.50 + 33.94

       = 78.44 (days)

  Cash Cycle   = (i) + (ii) less (iii)

       = 78.44 (–) 41.50

       = 36.94 (days)

TIME-SERIES ANALYSIS VS CROSS-SECTION ANALYSIS

Analysis and monitoring of the behaviour of each component of the operating cycle – individually and separately 
-as also of the operating cycle as a whole, is of great help in the management and control of working capital and 
operating cycle time. In this regard, the time-series analysis (like the intra-firm comparison) and the cross-
section analysis (like the inter-firm comparison) may be of great help.

In the time series analysis, the aggregate period of the operating cycle and the periods of the individual 
components thereof, are compared over a period of time, in respect of the same company. This is like the intra-
firm comparison.

In the cross-section analysis, however, similar to the inter-firm comparison, the duration of the operating 
cycle as also that of its individual components, of one company is compared with those of some other companies, 
of comparable nature, in regard to the line of business and the scale of operation. Based upon the respective 
analyses and findings, suitable corrective steps may be initiated, and that, too, promptly, because time is of 
great essence in business strategies.

To quote Lee Iacocca, the management wizard, ‘taking and acting on the business decision is like ‘shooting 
a flying duck’; you shoot it now, or else, it flies away, and the business opportunity therewith’. He further 
elaborates that, if a problem is given to an MBA student of Harvard Business School, he or she may come up 
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with a thorough analysis and the most appropriate decision in the matter. But then, he or she may take far too 
long a time to do so. And, by that time, the business scenario itself might have undergone a change. Therefore, 
time is money, and especially so, in money matters (financial management).

 SUMMARY

 1. Working Capital Management
  It involves management of Current Assets and Current Liabilities, as also long-term sources of funds 

used to finance Current Assets.
  Gross Working Capital = Total Current Assets
  Net Working Capital = Current Assets less Current Liabilities
 2. Components of Current Assets
 (i) Cash (in hand, in bank, and in transit)
 (ii) Investments (short-term only, and not long-term)
 (iii) Inventories (raw materials and consumable stores and spares, work-in-process, and finished goods)
 (iv) Sundry Debtors (also referred to as Bills Receivable or Accounts Receivable)
 (v) Loans and Advances (lent by the Company).
 3. Components of Current Liabilities
 (i) Sundry Creditors (also known as Bills Payable or Accounts Payable)
 (ii) Trade Advances (by way of supply of goods on credit)
 (iii) Short-term Borrowings from Banks and Others
 (iv) Provisions (for taxes, bad debts, and exchange rate fluctuations.
  (It is better to keep the current assets at the minimal level, and the ‘inventory carrying costs’, 

‘interest outgo’ on loan funds, that go therewith).
 4. Working Capital Management vs Project Management
 (i) Working capital management is flexible; project management is not.
 (ii) Current assets get converted into cash in the usual course of business, during the operating cycle 

(usually within one year). The returns on projects keep coming in, but in small doses, spread over 
a period of time, say, in five to ten years.

 5. The Operating Cycle Comprises:
 (i) Cash and Near Cash (viz. Government Securities; Quoted Shares of Non-Subsidiary Companies.
 (ii) Raw Materials
 (iii) Work-in-Process
 (iv) Finished Goods
 (v) Bills Receivable.
  The operating cycle of a trading company is much shorter, inasmuch as it does not involve the 

stages of the raw materials and work-in-process.
  Cash Cycle = Operating Cycle less Bills Payable.
  Quick Assets = Current Assets less Inventories
 6. Team Spirit
  The synergy of team spirit, among purchase, materials, production and marketing departments, is the 

essence of effective working capital management and control, and the resultant optimal profit. The 
finance department, of course, performs the overall coordination role.
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 7. Quantum of Working Capital Requirements
  It largely depends on the following:
 (i) Nature of Business (e.g. bakery, automobiles, Heavy Engineering goods);
 (ii) Seasonal Character of Industry (e.g. fans and fridges; rugs and woollens);
 (iii) Production Policy (e.g. varying with peak and slack seasons);
 (iv) Market Conditions (e.g. competition); and
 (v) Supply Condition (of materials).

The best working capital policy lies in the golden mean of the ‘conservative policy’ and the ‘aggressive 
policy’. That is, where the inventory carrying costs and the stock-out costs are minimal. The golden rule 
is ‘neither too much, nor too little, but just right’.
Working Capital Finance Policy: The best policy lies in an optimal mix of short-term sources of funds 
and long-term sources of funds. That is, the core (or permanent) Current Assets (CAs) [and the entire 
fixed assets] must necessarily be financed from the long-term sources, based on the ‘Matching Principle’. 
Even a portion of temporary (or fluctuating) current assets may be financed from long-term sources of 
funds. Use of short-term sources of funds for acquiring fixed assets, amounts to diversion of funds, which 
is viewed by the commercial banks with great disfavour, (e.g. JK Synthetics).

 Time Series Analysis vs Crossection Analysis
Time Series Analysis (like the intra-firm comparison) gives us the idea as to how has the same company 
performed this year, as compared to the previous year(s).
Crossection Analysis (like the inter-firm comparison) indicates as to how has the company performed in 
comparison to the performance of the other companies, in the similar line of business, and with the similar 
scale of operation. But it should not be restricted to just analysis. Decisions must be taken promptly, and 
quick action should follow.

 REVIEW QUESTIONS 
 1. (i) What are the specific features of current assets?
  (ii) What are their main ramifications in the management of working capital?
 2. What are the various factors that need to be considered for assessment of the working capital requirements?
 3. (i) What do you mean by the conservative and aggressive (flexible and restrictive) policies?
  (ii) How do these affect (or determine) the levels of the various components of current assets?
 4. ‘For a growing firm, the level of total assets keeps on changing over a period of time’. Do you agree? Explain, 

by citing suitable illustrative examples.
 5. What do you mean by the term ‘Operating Cycle’? Explain, with the help of suitable illustrative examples.
 6. (i) Distinguish between Operating Cycle and Cash Cycle, by citing suitable illustrative examples.
  (ii) What is the rationale behind drawing such a distinction?
 7. Distinguish between Permanent Current Assets (also known as Core Current Assets) and Temporary Current 

Assets.
 8. ‘Current Assets must be financed with an optimal mix of short-term sources of funds and long-term sources 

of funds, in the most appropriate proportions’. Do you agree? Give reasons for your answer.
 9. (i) Some persons may argue that the working capital requirements, being of short-term nature, should be 

exclusively financed from short-term sources of funds. Do you agree? Give reasons for your answer.
  (ii) What would be your reasoned recommendations regarding the mode of financing the working capital 

requirements?
 10. What do you mean by Matching Principle? Explain the concept, by citing suitable illustrative examples.
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 11. (i) Distinguish between the following two concepts of working capital:
  (a) Gross working capital; and
  (b) Net working capital.
  (ii) Which one of the two concepts has the greater relevance for the management of working capital? Give 

reasons for your answer.
 12. Distinguish between short-term investments and long-term investments, by giving suitable examples to 

illustrate your points.
 13. What are the main components of inventories? Explain, with the help of some suitable illustrative examples 

in each case.
 14. What are the main components of:
 (i) Current Assets, and
 (ii) Current Liabilities.
  Give suitable examples in each case.
 15. Bring out the main distinguishing features between:
 (i) Working Capital Management
 (ii) Project Management.
 16. ‘For the operation of an effective working capital management at the optimal level, all the respective 

departments/ functionaries, like the purchase, materials, production, marketing, besides the finance, must 
work in close coordination and as a well-knit team.’ Discuss.

 17. ‘The quantum of working capital requirement’ depends upon various factors like:
 (i) Nature of business
 (ii) Seasonal nature of industries
 (iii) Production policy
 (iv) Market conditions, and
 (v) Supply conditions (of materials).
  Do you agree with the above statement? Give reasons for your answer, by giving suitable illustrative examples 

in each case.
 18. (i) What do you understand by the undernoted ‘types’ of working capital policies?
  (a) Conservative (or Liberal or Flexible) Policy;
  (b) Aggressive (or Strict or Restrictive) policy; and
  (c) Moderate (or middle-of-the-road) policy.
   Explain, by giving suitable illustrative examples, in each case.
  (ii) Which one of the aforesaid three policies, in your considered opinion, would be the most suitable one, in 

most of the cases? Give reasons for your answer.
 19. (i) In your considered opinion, which one of the following strategies should be adopted for financing the 

working capital requirements of most of the companies:
  (a) From short-term sources of funds only;
  (b) From long-term sources of funds only; and
  (c) Out of an optimal mix of (a) and (b), above? Give reasons for your answer.
  (ii) Please examine the positive and negative aspects of each of the above financing strategies, and then 

come to some specific logical conclusions, with convincing reasons, in favour of your concrete and specific 
contentions.

 20. What do you understand by the following terms?
  (i) Time Series Analysis, and
  (ii) Cross-section Analysis, in regard to the
  (a) Operating Cycle
  (b) As also its various components, individually?
  Explain your points, by giving suitable illustrative examples, in each case.
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 PRACTISE PROBLEMS
 1. Some financial information for Sunflame Utensils Limited is given hereunder:

(` in lakh)
  Extracts from the Balance Sheet of the Company as on

31.12.2008 31.12.2009

Raw Materials 80 85

Work-in-Progress 40 45

Finished Goods 60 65

Bills Receivable (Credit Sales) 200 230

Bills Payable (Credit Purchases) 100 110

 
  Extracts from the Profit and Loss Account of the Company for the year ended 31.12.2009

(` in lakh)

Sales 1600

Cost of goods sold 1200

  Compute the lengths of the
  (i) Operating Cycle, and
  (ii) Cash Cycle, of the Company.



Working Capital Management and Control: 
Operating Cycle Approach

Life is like riding a bicycle. You don’t fall off 
unless you stop peddling.

– Claude d. Pepper
In all things there is a law of cycle.

– Publius Conelius Tacitus

Chapter 10
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Operating Cycle Analysis
 • Weighted Operating Cycle Analysis
 • Working Capital Leverage
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INTRODUCTION

This chapter tells us about Operating Cycle Analysis, weighted operating cycle analysis and working capitial 
leverage. How much time does each component of working capital take in the manufacturing process; the various 
steps of calculating weighted operating cycle; what are its applications and soon.

OPERATING CYCLE ANALYSIS

Operating cycle gives us an idea about the length of time taken by each component of working capital (viz. raw 
materials, work-in-process, finished goods and bills receivable) in the manufacturing process, and realization 
of the proceeds of the credit sales, finally converted into cash.

In the case of trading companies, however, the duration of the operating cycle is relatively shorter, as it 
comprises only the items of finished goods and bills receivable, instead. Longer the operating cycle, the higher 
will be the blockage of funds, involving a greater quantum of loans and advances, and the resultant outgo of 
interest and other inventory-carrying costs, as also the drain on the profit. The reverse will be true in case of 
a shorter operating cycle period. Therefore, ‘shorter the better’ should be the motto in the management of the 
operating cycle, and the management of working capital, that goes therewith.

Let us now try to understand the principles and procedures involved, a little more clearly, with the help of 
a diagram (Fig. 10.1).

As presented in Fig. 10.1, the process starts with the investment (or outflow) of cash for the purchase of 
raw materials and ends up in the collection of bills receivable (or inflow of cash). Thus, from the stage of cash 
outflow to the cash inflow, involving four stages in all, one cycle (i.e. one operating cycle) gets completed.

Cash (and near cash)

Cash salesAccounts receivable

Finished goods

Work-in-process

Raw materials

Accounts payable

  Figure 10.1 Operating Cycle

Now, let us presume that in the process of production, the duration of each stage is (i) stocks of raw materials 
remain for 3.5 months; (ii) work-in-process takes 1.5 months; (iii) finished goods are stored for 3 months; and 
(iv) the collection period, on an average, ranges up to 4 months.

Thus, the time taken in completing one round (i.e. one operating cycle), comprising four stages from the cash 
outflow to the cash inflow takes 3.5 + 1.5 + 3 + 4 = 12 months in all, as has been shown in Fig. 10.2.
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Cash (and near cash)

Cash salesAccounts receivable
(4m)

Finished goods (3 m)

Work-in-process (1.5 m)

Raw materials (3.5 m)

Thus, the company is able to complete one full circle, i.e. one single operating cycle, during the period of full 
one year.

If we presume that, on the completion of one operating cycle, the company earns 20 per cent gross profit, at 
the end of the year, the company would get ` 120, on an investment of ` 100, and the net profit will be even 
lesser after payment of administration and selling expenses, interest and tax.

But, supposing that, the company decides to streamline its systems and control of working capital, and thereby 
is able to reduce the time taken by each of the aforesaid components (i) to (iv) to 50 per cent (just by way of 
an illustrative example), the one operating cycle will be completed in (1.75 + 0.75 + 1.5 + 2) six months. Thus, 
the company would complete two cycles in a year. To compute the quantum of turnover in the second round, 
` 120 will be taken as the starting point (instead of ` 100), because, at the end of six months, the company’s 
`  100 has already grown to ` 120, with the value added (say, at 20 per cent). Thus, on completion of the second 
round, ` 120, with the value added at 20 per cent, would become (` 120 + 24) ` 144, by way of gross profit, as 
compared to ` 120 only, as shown earlier.

Then, if we want to extend the example a little further and presume that the company is able to tighten and 
streamline its control a little further, and is able to complete three operating cycles in a year, instead of only 
one or two, what would be the end result? The third cycle would again start from ` 144 (instead of ` 120, as the 
second round had started with ` 120, instead of ` 100). Thus, at the rate of 20 per cent value added, ` 144 will 
give the final annual gross return of (` 144.00 + 28.80) ` 172.80 or say, ` 173.

Thus, we see that, by doubling the number of cycles (from 1 to 2), we get a gross profit raised from ` 120 to 
` 144, i.e. up to 44 per cent. By making a further increase from 2 to 3 cycles per year, the gross profit has gone 
up substantially to ` 173, i.e. a net increase of 73 per cent in the gross profit, which may definitely end up with 
a correspondingly higher net profit for the company.

But then, such a steep increase in the number of operating cycle, to twofold or threefold, may be possible only 
on paper, but not in the real world. (Further, the increase may not necessarily be in the linear way uniformly 
at 20 per cent each time). It, however, has well served the purpose to bring home the point as to how any 
shortening of the period of operating cycle can result in a much higher percentage of gross profit and net profit.

Thus, if a company is able to reduce the period of its operating cycle even by just 10 per cent, it may mean 
a substantial increase in the profitability of the company.

This point can well be substantiated by citing the results of an empirical study conducted by one of the term-
lending institutions of India in early 1990s, when it was revealed as follows:

Almost all the companies included in the fairly representative sample had shown losses, based upon their 
un audited brief Balance Sheets for the first six months. It was further observed in the same study that, if all 
the companies showing losses would have cared to reduce the level of the holding of their inventory by as little 

 Figure 10.2 Duration of the 
Operating Cycle
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as say, one per cent, most of the companies would have been able to wipe off their entire losses, and would have 
shown some profit too, though only marginally.

Thus, if the tightening of control of only one of the components of the operating cycle, and that too, just by one 
per cent, can demonstrate such an encouraging end-result, the importance of an all out effort to minimize the 
operating cycle time (by reducing it gradually by 10 per cent to 15 per cent or so) can hardly be overemphasized. 
I believe that ‘there is no room on earth bigger than the room for improvement’, and if this may motivate and 
bestir even the complacent profit-making companies to tighten their belts, and endeavour to achieve higher and 
higher standards of efficiency and effectiveness, profitability and prosperity, on an ongoing basis, mainly by 
managing their working capital, so as to enable it to cover more mileage, their profit will go up substantially.

We may define the duration of the operating cycle (Doc) as the sum total of the period (duration) involved in 
all the four stages, viz.

 (i) The duration of the raw materials stage (including consumable stores and spares) (Drm);
 (ii) The duration of the work-in-process stage (Dwip);
 (iii) The duration of the finished goods stage (Dfg); and
 (iv) The duration of the accounts receivable (or bills receivable or sundry debtors) stage (D

m
).

Further, to compute the duration of the cash cycle (Dcc), we would just substract the accounts payable (or 
bills payable or sundry creditors) period from the above aggregate figure. To sum up, we may rewrite the two 
formulae as follows:

 (i) DOC = Drm   + Dwip + Dfg + Darand
 (ii) Dcc   = [Drm   + Dwip + Dfg + Dap ] (Less) [Dap]

Now, let us try to understand as to what does the duration of each of these four stages of the four components 
of the operating cycle represent. We will also like to see as to how do we arrive at the duration of the cash cycle.

 (i) Duration of the raw materials (and consumable stores and spares) stage: This stage reflects 
the number of days for which raw materials and, consumable stores and spares remain in the inventory 
before being issued for production purposes. This may be calculated as follows:

      Drm = 
Average stocks of raw materials (and stores)

Average raw materials (aand stores) consumed per day

 (ii) Duration of the work-in-process stage: This stage indicates the number of days involved in the 
work-in-process stage. It may be computed as follows:

     Dwip = Average work-in-process inventory
Average work-in-process value oof raw materials committed per day

 (iii) Duration of the finished goods stage: This stage represents the number of days for which the finished 
goods remain in the inventory before being sold out. This may be calculated as follows:

      Dfg = 
Average stocks of finished goods

Average cost of goods sold per day

 (iv) Duration of the sundry debtors (or bills receivable or accounts receivable) stage: This stage 
indicates the number of days required to collect the sundry debtors. This may be computed as follows:

     Dar = Average sundry creditors (or accounts receivable or bills receivablle)
Average credit sales per day

 (v) Duration of the sundry creditors (or accounts payable or bills payable) stage: This stage denotes 
the number of days for which the suppliers’ credit is available to the company. This may be arrived at 
as follows:

     Dap = 
Average sundry creditors (or accounts payable or bills payable)

Averrage credit purchases per day
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  Now, let us try to understand the calculation of the operating cycle (as also that of the cash cycle) with 
the help of an illustrative example.

Example 1: The relevant pieces of the information in respect of Puja Paints and Polish Limited are given 
hereunder:  
	 •	 Average	stocks	of	raw	materials	(and	consumable	stores	and	spares)	 :	 240
	 •	 Average	work-in-process	inventory	 :	 330
	 •	 Average	stocks	of	finished	goods	 :	 200
	 •	 Average	sundry	debtors	(or	bills	receivable,	or	accounts	receivable)	 :	 360
	 •	 Average	sundry	creditors	(or	bills	payable,	or	accounts	payable)	 :	 220
	 •	 Average	raw	materials	(and	consumable	stores	and	spares)	consumed	per	day	 :	 10
	 •	 Average	work-in-process	(value	of	raw	materials	committed	per	day)	 :	 15
	 •	 Average	cost	of	goods	sold	per	day	 :	 20
	 •	 Average	credit	sales	per	day	 :	 18
	 •	 Average	credit	purchases	per	day	 :	 11

On the basis of the aforesaid pieces of information, calculate the duration of the various components of the 
(i) operating cycle as also of the (ii) cash cycle.

Solution: (i) Duration of raw materials (and consumable stores and spares) (Drm) = 240 ÷ 10 = 24 days
 (ii) Duration of work-in-process stage (D) = 330 ÷ 15 = 22 days
 (iii) Duration of finished goods stage (Dfg) = 200 ÷ 20 = 10 days
 (iv) Duration of sundry debtors (or bills receivable or accounts receivable) stage (Dar)	=	360	÷ 18 = 20 days
 (v) Duration of sundry creditors (or bills payable or accounts payable) (Dap) = 220 – 11 = 20 days.

The duration of the operating cycle      Doc = Drm + Dwip + Dfg + Dar

	 	 	 	 	 	 	 					=	24	+	22	+	10	+	20	=	76	days
Further, the duration of the cash cycle (Dcc) is
        Dcc = Drm + Dwip + Dfg + Dar – Dap

	 	 	 	 	 	 	 	 	 	 	=	24	+	22	+	10	+	20	–	20	=	56	days
(or        Dcc = Doc – Dap	=	76	–	20	=	56	days)
But, as we have found, the operating cycle analysis (or even cash cycle analysis) concentrates only on the 

duration or the time dimension of investment of funds in the respective components thereof. But, in fact, there 
may be a vast difference, in terms of the value or quantum of investment among the various items of each of 
these components, i.e. at each of the stages of the operating cycle (as also of the cash cycle).

Thus, the calculation on the basis of the varying value of each component of the operating cycle may prove 
to be of much greater validity and importance in the area of working capital management and control. Such 
an extended analysis is referred to as the weighted operating cycle analysis and weighted cash cycle analysis, 
respectively.

WEIGHTED OPERATING CYCLE ANALYSIS

The process of calculating the weighted operating cycle comprises the following steps:
Step 1: Calculate the durations of the various stages of the operating cycle. The durations of the various 

stages, viz.

 Drm (duration of the raw materials and stores stage)
 Dwip (duration of the work-in-process stage)
 Dfg (duration of the finished goods stage)
 Dar (duration of the sundry debtors stage)
 Dap (duration of the sundry creditors stage),

may be easily computed with the help of the formula described in the previous pages.
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Step 2: Determine the weights for the various stages of the operating cycle.
The weights applicable to the various stages of the operating cycle should represent the proportions of the 

costs incurred upto that stage, in relation to the selling price of the product. Hence, the weights may have to 
be calculated as follows:

Stage Weight

Raw materials and stores stage
Wrm = 

Costs of raw materials (and stores) per unit
Selling price per unit

Work-in-process stage

Wwip = 

Costs of raw materials (and stores) per unit +
50 per cent of processinng cost per unit

Selling price per unit

Finished goods stage
Wfg = 

Costs of good sold per unit
Selling price per unit

Sundry debtors (or accounts receivable or bills receivable) 
stage War = 

Selling pricw per unit
Selling price per unit

Sundry creditors (or accounts payable or bills payable) stage
Wap = 

Costs of raw materials (and stores) per unit
Selling price per unit

Step 3: Calculate the weighted operating cycle.
The duration of the weighted operating cycle may be arrived at as follows:
   Dwoc = Wrm (Drm) + Wwip (Dwip) + Wfg (Dfg) + War (Dar).
Step 4: Calculate the weighted cash cycle
Similarly, the weighted cash cycle may be calculated as follows:
   Dwcc = [Dwoc] (–) [Wap (Dap)].
Let us now look into the detailed procedure of calculation of the weighted operating cycle and weighted cash 

cycles with the help of an illustrative example.
Example 2: The duration (or period) of each of the components of the operating cycle (as also those of the cash 

cycle) of Priyanka Cables (P) Ltd, are given as follows:

   Drm	=	36	days
      Dwip = 24 days
    Dfg = 12 days
    Dar	=	36	days
    Dap = 24 days
The cost and price structures of the company are:

	 •	 Cost	of	raw	materials	and	stores	per	unit	 :	 `	 60
	 •	 Processing	cost	per	unit	 :		 `	 36
	 •	 Selling,	administration	and	financing	costs	per	unit	 :		 ` 12
	 •	 Selling	price	per	unit	 :	 	` 120
 Based on the cost and price structures of the company, the weights applicable to the different stages of 

the operating cycle may be calculated as under:

 Wrm = 
Costs of raw materials and consumable stores and spare per unit

Sellinng price per unit
= 60

120
 = 0.50
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 Wwip = 

Costs of raw materials and consumable stores and spare
per unit o+ 0 5. ff processing cost per unit

Selling price per unit
= +60 18

120

     Wfg = Costs of goods sold per unit
Selling price per unit

=
108
120

 = 0.90

    War = Selling price per unit
Selling price per unit

=
120
120

   Wap = 
Costs of raw materials and consumable stores and spares per unit

Selliing price per unit
= 60

120
 Now that both the durations of the various components of the operating cycle and the weights associated 

therewith are calculated, the duration of the weighted operating cycle can well be calculated as follows:
    Dwoc = Wrm (Drm) + Wwip (Dwip) + Wfg (Dfg) + War (Dar)
	 	 	 =	0.50	(36)	+	0.65	(24)	+	0.90	(12)	+	1.00	(36)
	 	 	 =	18	+	15.6	+	10.8	+	36
   = 80.4 days (or, say, 81 days)
Accordingly, the duration of the weighted cash cycle will be
    Dwcc = Dwoc – (Wap × Dap )
   = 80.4 – (0.50 × 24)
   = 80.4 – 12
	 	 	 =	68.4	days	(or,	say,	69	days)

Application of Weighted Operating Cycle (in Assessing Working Capital Requirement)
The concept of weighted operating cycle can very effectively and usefully be applied to estimate the working 
capital requirement of a company. As we all know:

Working capital requirement = Sales per day × Weighted operating cycle + Cash balance requirement.
Example 3: Let us understand the process of estimating the working capital requirement of a company with 

the help of an illustrative example. The relevant piece of information (figures) of Sunlight Tubes and Bulbs 
Limited are given as follows:

   Sales per day = ` 40 million (1 million = 10 lakh)
    Cash balance requirement = ` 140 million
	 	 	 		 Weighted	operating	cycle	=	64	days

Required
Estimate the working capital requirement of the company.

Solution: `	40	million	×	64	+	` 140 million = `	2,560	million	+	` 140 million = ` 2,700 million. We shall now 
attempt to solve an integrated illustrative example.

Example 4:

An Integrated Exercise:

The following information is available for Home Decor (P) Limited:
	 •	 Average	stock	of	raw	materials	and	stores	 	 240
	 •	 Average	work-in-process	inventory	 	 330
	 •	 Average	finished	goods	inventory	 	 200
	 •	 Average	accounts	receivable	 	 360
	 •	 Average	accounts	payable	 	 220
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	 •	 Average	raw	materials	and	stores	consumed	per	day	 	 10
	 •	 Average	work-in-process	(value	of	raw	materials	committed	per	day)	 	 15
	 •	 Average	cost	of	goods	sold	per	day	 	 20
	 •	 Average	credit	sales	per	day	 	 18
	 •	 Average	credit	purchases	per	day	 	 11

The cost and price structures for Home Decor (P) Limited are as follows:
(` in million)

	 •	 Raw	materials	and	stores	cost	per	unit	 :	 `	 60.00
	 •	 Processing	cost	per	unit	 :	 `	 36.00
	 •	 Selling,	administration	and	financing	costs	per	unit	 :	 ` 12.00
	 •	 Sales	price	per	unit	 :	 ` 120.00
	 •	 Sales	per	annum	 	 	 	 			=	730	million	units	(assume	365	days	to	a	year)
	 •	 Cash	balance	requirement	=	` 70 million

Required
On the basis of the above information, calculate:
 (a) the duration of the weighted operating cycle;
 (b) the duration of the weighted cash cycle; and
 (c) the working capital requirement of the company.

Solution:
 (a) Drm = 240 ÷ 10   = 24 days
 (b) Dwip = 330 ÷ 15   = 22 days
 (c) Dfg = 200 ÷ 20   = 10 days
 (d) Dar	=	360	÷ 18   = 20 days
  Doc	=	(a	+	b	+	c	+	d)	=	76	days
 (e) Dap = 220 ÷ 11    = 20 days
  Dcc = (Doc – Dap)	 	 		=	56	days
 (i) Wrm	60	÷ 120 = 0.50 × 24 = 12 days
 (ii) (60	+	36/2)	÷	120	=	0.65	×	22	=	14.3	days
 (iii) Wfg (108 ÷ 120) = 0.90 × 10 = 9 days
 (iv) War (120 ÷ 120) = 1.00 × 20 = 20 days
  Woc= (i + ii + iii + iv) = (12 + 14.3 + 9 + 20) 55.3 days or 55 days [Ans. (a)]
 (v) Wap	=	(60	÷ 120) = 0.50 × 20 = 10 days
  Wcc = (Woc – Wap) = (55.3 – 10) = 45.3 days or 45 days [Ans. (b)]
  Working capital requirement of the company = (Sales per day × Woc) + Cash balance requirement

           = (` 120 × 730 million × 55.3) ÷	365	+	` 70 million
           = (` 240 million × 55.3) + ` 70 million
        = ` 13272 million + ` 70 million
        = ` 13342 million [Ans. (c)]

WORKING CAPITAL LEVERAGE

Working capital leverage measures the sensitivity of return on investment (ROI), (i.e. the earning power) to 
the changes in the level of current assets (CAs).

This can be easily determined with the help of the following formula:

  Working capital leverage (WCL) = 
Percentage change in ROI
Percentage change in CA
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With a view to expressing the formula for using figures of the undernoted relevant items, we shall use the 
symbols noted thereagainst.
 CA = Total value of current assets (‘gross working capital,’ and ‘not net working capital’).
 ∆ CA = Change in the level of current assets
 FA = Value of net fixed assets (not gross fixed assets)
 TA = Value of total assets (i.e. CA + FA)
 EBIT = Earnings (Profits) before interest and taxes
 ROI = Return on investment (i.e. EBIT ÷ TA)

Let us now consider a case where the current assets are reduced by A CA without, in any way, adversely 
affecting the earning capacity of the company. The percentage increase in ROI in this case will be equal to:

       
EBIT

TA CA
EBIT
TA

EBIT
TA−

−






÷
∆

( )

This expression, on simplification, will become:

      ∆
∆

CA
TA CA−

The percentage decrease in the current assets is simply:
      ∆ CA/CA
In case there is an increase in the current assets, instead:

       WCL = CA
TA CA+ ∆

Let us now try to have a better understanding with the help of an illustrative example.
Example 5: Some relevant pieces of information for Sunrise Limited and Moonlight Limited are given in Table 

10.1.

TABLE 10.1 Sunrise Limited and Moonlight Limited
(` in million 1 million = 10 lakh)

Descriptions Sunrise Limited Moonlight Limited

Current Assets (CA) 200 80

Net Fixed Assets (FA) 80 200

Total Assets (TA) 280 280

Earnings Before Interest and Taxes (EBIT) 70 70

ROI 25% 25%

Required
Compute the working capital leverage with a 20 per cent reduction in current assets.

Solution: It will be equal to:

     WCL = 
CA

TA CA− 0 2.

For the two companies, Sunrise Limited and Moonlight Limited, the WCL values are as follows:

       WCL (Sunrise Limited) = 200
280 40

200
240−

=  = 0.8333 or 83.33%
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    WCL (Moonlight Limited) = 80
280 16

80
264−

=  = 0.3030 or 30.30%

Thus, we find that the sensitivity of ROI to changes in the level of CA is far greater for Sunrise Limited than 
for Moonlight Limited.

Similarly, the WCL for a 20 per cent increase in current assets will be equal to:

       WCL = 
CA

TA CA+ 0 2.

          WCL (Sunrise Limited) = 200
280 40

200
320+

=

        WCL (Moonlight Limited) = 80
280 16

80
296+

=

In the case of increase in CA also, we find that the sensitivity of ROI to increase in the level of CA is far 
greater for Sunrise Limited than for Moonlight Limited.

As we have seen in the cases of Sunrise Limited and Moonlight Limited, it may well be inferred that in a 
company, if the value of total current assets (CAs) is proportionately (but substantially) higher than its total 
investments in Non-Current Assets (NCAs), the sensitivity of ROI or WCL (Working Capital Leverage) will be 
much higher than, if the position is just the reverse.

 SUMMARY
 1. Operating Cycle Approach
  Aggregate duration of all components of the operating cycle (i.e. raw materials, work-in-process, finished 

goods and bills receivable) constitutes one cycle.
  Higher the operating cycle time, greater will be the requirement of the working capital, and thus, higher 

will be the inventory-carrying cost and outgo of interest also. Therefore, lower (or shorter) the operating 
cycle, the better. But then, the level of inventory should be neither too low, nor too high; but just right; 
not ‘minimal’ but ‘optimal’.

  Further, lower the duration of the operating cycle; the greater will be the number of cycles, during the 
year. With each completed cycle, the gross and net profits of the company will go up, too. Therefore, 
effective management and control of each item of the operating cycle, individually as also collectively, 
is a must. Eternal Vigilance is the Price of Profitability.

 2. Weighted Operating Cycle (WOC) Analysis
  Here due weightage is given to the respective duration stages, depending upon their individual percentage 

value, (i.e. of blockage of funds at each stage) in terms of the percentage of the selling price of the finished 
goods. How to arrive at the weighted operating cycle (WOC)?

 (i) First, calculate the duration (in number of days) of the various stages of the Operating Cycle (OC).
 (ii) Then, go on to determine the weights for each stage of the operating cycle, in terms of the selling 

price of the finished goods.
 (iii) Now, we may easily calculate the weighted operating cycle.
  Based on the weighted operating cycle (WOC), we may assess the working capital requirement, in 

a more realistic manner.
 3. Working Capital Leverage (WCL)
  It measures the sensitivity of return on investment (ROI), i.e. the earning power of the company, to the 

proportionate changes in the level of current assets.
  The formula is: Percentage Change in ROI ÷ Percentage Change in Current Assets
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TA CA

EBIT
TA

EBIT
TA−

−








 ÷

∆
( )

  (On simplification, we get) ∆
∆

CA
TA CA−

	 	 Further,	the	percentage	decrease	in	CA	=	ACA/CA
  Hence, WCL = [∆CA/(TA	–	∆CA)] ÷ [∆CA/CA]	=	CA/(TA	–	∆CA)
	 	 In	case	there	is	an	increase	in	the	level	of	CA,	the	formula	will	change	correspondingly	to:	[CA/(TA		+		ACA)].
  Thus, we observe that, if the value of Total Current Assets is proportionately higher than the company’s 

total investment in net Fixed Assets and other Non-Current Assets (NCAs) taken together, the WCL 
(or the sensitivity of ROI) will be comparatively much higher than, if the position is just the reverse.

 REVIEW QUESTIONS
 1. (i) What do you understand by the term Weighted Operating Cycle Approach? Explain.
  (ii) Do you think that this is a significant improvement on the usual Operating Cycle Approach? Discuss.

 2. What do you mean by the term Working Capital Leverage? Explain the concept as also discuss the relative 
formula, by citing suitable illustrative examples.

 PRACTISE PROBLEMS
 1. The following information is available for Krishna Computers Limited: (` in Lakh)
	 •	 Average	stock	of	raw	materials	and	consumable	stores	and	spares	 400
	 •	 Average	work-in-process	inventory	 500
	 •	 Average	finished	goods	inventory	 300
	 •	 Average	accounts	receivable	 450
	 •	 Average	accounts	payable	 250
	 •	 Average	raw	materials	and	stores	consumed	per	day	 18
	 •	 Average	work-in-proces	(value	of	raw	materials	committed	per	day)	 21
	 •	 Average	cost	of	goods	sold	per	day	 25
	 •	 Average	credit	sales	per	day	 30
	 •	 Average	credit	purchases	per	day	 15
  Required
  Calculate the duration of (i) Operating Cycle (ii) Cash Cycle
	 2.	 The	cost/price	structure	of	Krishna	Computers	Limited	(see	the	problem	No.	1	above)	is	as	follows:
  (` in lakh)
	 •	 Raw	materials	and	consumable	stores	and	spares	cost	per	unit	 70
	 •	 Processing	cost	per	unit	 30
	 •	 Selling,	administration,	and	financing	costs	per	unit	 15
	 •	 Sales	price	per	unit	 140
  Required
  Calculate the
 (i) Weighted Operating Cycle; and
 (ii) Weighted Cash Cycle, of the Company.
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 3. The following information is available for ABC Company Limited: (` in Lakh)
	 •	 Average	stock	of	raw	materials	and	consumable	stores	and	spares	 360
	 •	 Average	work-in-process	inventory	 500
	 •	 Average	finished	goods	inventory	 300
	 •	 Average	accounts	receivable	 550
	 •	 Average	accounts	payable	 360
	 •	 Average	raw	materials	and	consumable	stores	and	spares	consumed	per	day	 15
	 •	 Average	work-in-process	(value	of	raw	materials	committed	per	day)	 25
	 •	 Average	cost	of	goods	sold	per	day	 30
	 •	 Average	credit	sales	per	day	 55
	 •	 Average	credit	purchases	per	day	 16
  The cost and price structure for ABC Company Limited is as follows:
   (` in lakh)
	 •	 Raw	materials	and	stores	cost	per	unit	 90
	 •	 Processing	cost	per	unit	 55
	 •	 Selling,	administration	and	financial	costs	per	unit	 20
	 •	 Sales	price	per	unit	 185
	 •	 Sales	per	annum	 720
	 	 (assume	360	day	to	a	year)
	 •	 Cash	balance	requirement	 ` 100
  Required
  On the basis of the above information calculate:
 (i) The duration of the weighted operating cycle
 (ii) The duration of the weighted cash cycle
 (iii) The working capital requirement of the company
 4. The following information is available for two companies, UXL Limited and VXL
  UXL LTD VXL LTD
 Current Assets ` 240 lakh ` 100 lakh
 Net Fixed Assets `	160	lakh	 ` 200 lakh
 Total Assets ` 400 lakh ` 300 lakh
 Profit Before Interest and Taxes ` 80 lakh ` 75 lakh
 Return on Investment 20% 25%
  Required
  Find out the Working Capital Leverage, in respect of both the companies, for
 (i) 20 per cent reduction in current assets
 (ii) 25 per cent increase in current assets



Cash Management

There are three faithful friends—an old wife, an 
old dog, and ready cash.

– Benjamin Franklin
Money is usually attracted, not pursued.

– Jim Rohn
Much ingenuity with a little money is vastly 

more profitable and amusing than much money 
without ingenuity.

– Arnold Bennett

Chapter 11
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Cash Budgeting
 • Long-term Cash Forecasting
 • Periodical Reports and Statements for Control of Cash
 • Effective Management and Control of Sundry Debtors
 • Distinction between Current Account and Cash Credit Account
 • Advantages of Depositing Margin Money in Cash Credit Account as against in Term Deposit
 • Effective Management and Control of Payments
 • Technique of Playing the Float
 • Safe and Sure Avenues of Investment of Surplus Funds
 • Units of the Units Trust of India : 1964 scheme
 • Models of Cash Management
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INTRODUCTION

Finance is the most important and essential ingredient for starting and running any business organization. 
It can almost be compared to blood, which is so vital for the sustenance of the human organic body. As blood 
should be running in our body in sufficient quantity and with optimal pressure (neither high nor low), finance 
should as well be available in any business organization in the optimal quantity, and must be invested and put 
to use in an efficient manner, so as to result in an optimal profit. The profit, in turn, should be ploughed back 
into the business, in an appropriate measure, on a continuing basis.

As we all know, the unit which fails to generate sufficient internal cash surplus out of its operation and 
business activity and, consequently, depends on frequent infusion of funds (like the periodical blood transfusion 
in a blood cancer patient) from outside sources (external borrowings), tends to fall terminally sick and ultimately 
dies out and closes down.

All things considered, the most effective and gainful employment and investment of finance is of immense 
importance and significance for the success and prospects of any company.

Since the hard cash in hand or in the bank’s current account (which is in the nature of a non-interest bearing 
account) amounts to the loss of interest and/or involves some opportunity cost, it will be the most desirable 
business sense to keep the quantum of cash at the minimal level. That is why, most of the companies keep 
it only up to one per cent to three per cent of their total assets, so as to meet their day-to-day expenses, on a 
continuous basis.

Keeping in view these special features of cash, most of the companies attach a great deal of importance to 
the art and skill of managing cash.

Cash management mainly involves
 (i) Budgeting and reporting system
 (ii) Cash collection and cash payment system
 (iii) Gainful and safe investment of surplus cash, only for a short period, with assured liquidity

CASH BUDGETING

Receipts and Payments Method
The receipt and payment method is the most popular method of short-term forecasting of cash, prepared on the 
basis of the expected volume as also the timings of all types of cash receipts and cash payments. Some main 
items of cash receipts and payments are provided in Table 11.1.

TABLE 11.1 Items of Cash Receipts and Payments and the Basis of their Estimation

Items Basis of Estimation

Cash sales Estimated sales and its bifurcation into cash and credit sales

Collection of sundry debtors 
(Bills receivable, accounts receivable)

Estimated sales, its bifurcation into cash and credit sales and pattern of collection

Receipts of interest and dividend Company’s portfolio of shares and securities and income expected therefrom

Increase in loans/deposits, and issue Financial plan of securities

Sales of assets Proposed disposal of assets

Cash purchases Estimated purchases, their bifurcation into cash and credit purchases, as also 
the terms of credit purchases

Payment for purchases Estimated purchases, their bifurcation into cash and credit purchases, as also 
the terms of credit purchases

(Contd.)



 CASH MANAGEMENT 169

Wages and salaries Manpower employed and wages and salaries payable

Manufacturing expenses  Production plan

General administration and selling Administration and selling expenses, and proposed sales pro

Capital equipment purchases Capital expenditure budget and payment pattern associated with the purchases 
of capital equipments

Repayment of loans and sale of
securities and shares

Financing Plan

To sum up, we may say that while preparing the cash budget, based on the receipts and payments method, 
mainly the following information is required:
 (i) Estimated sales (cash and credit sales)
 (ii) Production plan
 (iii) Purchase plan
 (iv) Financing plan, and
 (v) Capital expenditure budget.

Out of all these items, the estimate of sales (both cash sales and credit sales) seems to be the most significant 
and vital item, inasmuch as, others are directly dependent upon the sales figures.

Therefore, the companies would do well to take some special care while estimating the level of sales, so that 
it may be as near accurate as possible. Periodical reviews of the estimated and actual figures, and by applying 
corrective steps, during a period of two to three years, the system of sales estimates may get stabilized.

Let us now try to understand and appreciate the mechanism of preparation of a cash budget, on the basis 
of receipts and payments method, with the help of illustrative examples.

Examples

 A. XLNT Company Limited manufactures electronic goods. Its estimated sales for the period July through 
December is as under:

  ` 1,20,000 per month from July through September; and ` 1,44,000 per month from October through 
December. The sales for the months of May and June of the current year are expected at ̀  1,20,000 each. 
Cash and credit sales are expected to be 25 per cent and 75 per cent, respectively. The receivables from 
credit sales are expected to be collected as follows:

  On an average, of the receivables, 60 per cent one month after the date of sale, and the balance 40 per 
cent, two months after the date of sale. No bad debt losses are expected to occur. Other anticipated 
receipts are:

 (i) ` 6,000, from the sale of a machine in August, and
 (ii) ` 3,000, interest on securities in November, this year.

Required

Given these pieces of information, prepare the forecast (budgeted) cash receipts.
 B. XLNT Company Limited plans to purchase materials worth ` 48,000 in July and August, and materials 

worth ` 58,000 each month from September through December this year. The payments for these 
purchases are made approximately a month after the purchase. The purchases for the month of June 
of the current year have been estimated at ` 40,000, for which payment will be made in July this year. 
Miscellaneous cash purchases of ` 3,000 per month are planned from July through December. Wage 
payments are expected to be ` 18,000 per month from July through December. Manufacturing expenses 
are expected to be ` 23,000 per month from July through December. General administration and selling 
expenses are expected to be ` 12,000 per month. Dividend payment of ` 24,000, and tax payment of 
` 25,000, are scheduled in the month of December this year. A machine worth ` 90,000 is proposed to be 
purchased on cash payment basis in the month of September this year.

(Contd.)
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Required

From the above information, compute the forecast (budgeted) cash payments.
 C. Assuming that the cash balance on 1 July this year is ` 25,000, and the minimum cash balance required 

by the company is ` 24,000.

Required

 (i) Prepare a summary statement, of cash receipts and payments, by calculating the surplus/deficit, in 
relation to the minimum cash balance required.

 (ii) Further, find out whether any cash shortage is expected to occur during some month(s). If so, in 
which of the month(s) and, what could be the specific reason(s) for such cash shortage(s), if any?

 (iii) Suggest suitable measures to avoid or overcome such cash shortage(s), if any. Be specific in your 
suggestions.

A SUGGESTED APPROACH TO OVERCOME CASH SHORTAGES

From the Summary Cash Forecast (Table 11.4), we see that a shortage of cash to the extent of ̀  27,000 is expected 
during the month of September, which, however, gets wiped off by November, due to some cash inflows, as a 
result of business operations. But then, the very next month (December), again a cash shortage (though merely 
of ` 820) appears, due to payment of dividend and tax, which seems to be rather unavoidable.

We further see that the aforesaid cash shortage of ` 27,000 only, is expected to occur mainly due to the 
proposed capital expenditure to the tune of ` 90,000 in the month of September. Such a shortage of cash can 
be avoided by the company by adopting one or more of the following suggestions:
 (i) By postponing the entire proposed capital expenditure just by two months, i.e. to November, instead of 

September, or
 (ii) By postponing only a portion of the payment (say, to the tune of ` 30,000), and by paying only a sum of 

` 60,000 in the month of September itself, and the balance ` 30,000 in the month of November.

TABLE 11.2 Forecast of Cash Receipts
 (` in lakh)

Sl. No. Items of Cash Receipts July Aug. Sep. Oct. Nov. Dec.

1. Sales 1.20 1.20 1.20 1.44 1.44 1.44

2. Credit sales 0.90 0.90 0.90 1.08 1.08 1.08

3. Collection of accounts receivable:

(i) 0.36 May 0.36 June 0.36 July 0.36 Aug 0.360 Sep 0.432 Oct

(ii) 0.54 June 0.54 July 0.54 Aug 0.54 Sep 0.648 Oct 0.648 Nov

(i) + (ii) 0.90 0.90 0.90 0.90 1.008 1.080

4. Cash Sales 0.30 0.30 0.30 0.36 0.360 0.360

5. Receipt from sale of machines – 0.06 – – –

6. Interest on securities – – – – 0.030 –

Total Cash Receipts
(3 + 4 + 5 + 6)

1.20 1.26 1.20 1.26 1.398 1.44
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TABLE 11.3 Forecast of Cash Payments
(` in lakh)

Sl. No. Items of Cash Payments July Aug. Sep. Oct. Nov. Dec.

1. Material purchases 0.48 0.48 0.58 0.58 0.58 0.58

2. Credit material purchases 0.48 0.48 0.58 0.58 0.58 0.58

3. Payment of accounts payable 0.40 June 0.48 0.48 0.58 0.58 0.58

4. Miscellaneous cash purchases 0.03 0.03 0.03 0.03 0.03 0.03

5. Wages 0.18 0.18 0.18 0.18 0.18 0.18

6. Manufacturing expenses 0.23 0.23 0.23 0.23 0.23 0.23

7. General administrative and
selling expenses

0.12 0.12 0.12 0.12 0.12 0.12

8. Dividend 0.24

9. Tax 0.25

10. Machine 0.90

Total Cash Payments
(Items 3 to 10)

0.96 1.04 1.94 1.14 1.14 1.63

TABLE 11.4 Summary Cash Forecast
(` in lakh)

Sl. No. Items July Aug. Sep. Oct. Nov. Dec.

1. Opening cash balance 0.25 0.49 0.71 (-)0.03 0.090 0.348

(Each month)

2. Receipts (Each month) [Table 11.2] 1.20 1.26 1.20 1.26 1.398 1.440

3. Payments (Each month) [Table 11.3] 0.96 1.04 1.94 1.14 1.140 1.630

4. Net cash flow (Each month) (2-3) 0.24 0.22 (–) 0.74 0.12 0.258 (–) 0.190

5. Closing cash balance 
(Each month end) (1 + 4)

0.49 0.71 (–) 0.03 0.09 0.348 0.158

6. Minimum cash balance required 0.24 0.24 0.24 0.24 0.240 0.240

7. Surplus or deficit in relation to the
minimum cash balance required
(Each month) (5–6)

0.25 0.47 (–) 0.27 (–) 0.15 0.108 (–) 0.082

 (iii) By resorting to some short-term loan for a period of two months only.
 (iv) By delaying the payment of some sundry creditors (suppliers of materials), but only to the extent that 

the credibility of the company may not get adversely affected.
 (v) By speeding up the collection machinery, so as to realize some sundry debtors expeditiously.

Cash shortage to the tune of just ` 820 is also expected to occur in the month of December, mainly due to 
the payment of dividend (` 24,000) and payment of tax (` 25,000).
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 (i) So far as the payment of tax, for the quarter ending 31 December is concerned, it cannot be postponed 
any further, as it may entail some penalty for default. As against this, so far as the payment of dividend 
(` 24,000) is concerned, it may easily be deferred by a month, as no such expenditure (like payment of 
dividend and/or tax) is expected then.

 (ii) As an alternative, an ad hoc short-term loan or temporary irregularity (over drawings) on the account 
of the company could be permitted by the bank, to be adjusted in about a month’s time. Here, we must 
also bear in mind that all the dividend warrants sent to the shareholders may not be presented by all 
of them during the month of December itself, due to the postal delays, or even due to one or more of the 
following reasons:

 (a) Delayed presentation by some of the shareholders due to their usual lethargy; and/or
 (b) The transit time taken between payment of the dividend warrant at different branches of the bank, 

and its debit to the main account of the company, maintained at one of the branches concerned, for 
the purpose.

Variance in Cash Budget
As we look at the above statements of Cash Receipts and Cash Payments, as also the Summary Statement, 
we may, at times, get the impression that these figures present a picture of precision. In fact, these are only 
expectations and projections, which may not necessarily get reflected exactly as such, in the actual practice. 
Instead, there are bound to be some variances, either way, depending upon the variance in the expected levels 
of cash inflows and outflows of the company. To take care of such probable eventuality, it would augur well if 
the companies, instead of preparing just one Cash Budget, prefer to prepare at least three sets of Cash Budget, 
based upon different sets of assumptions, depending upon three different scenarios, viz.
 (i) Normal conditions
 (ii) Pessimistic conditions
 (iii) Optimistic conditions

Accordingly, different sets of contingency plans must also be prepared, so as to meet the specific eventualities 
taking place in actual business transactions (cash inflows and cash outflows).

LONG-TERM CASH FORECASTING

While the short-term cash forecasting is usually done for a period of one year, the long-term forecasting may 
be done for a period of two to three years, or even for five years. This way, it provides a larger and longer 
perspective and picture of the company’s cash position (surplus or deficit), and accordingly, allows for preparing 
the required investment and financing plans.

Such forecasts are of special significance in the cases of planning for:
 (i) Capital investments, and
 (ii) Long-term financing.

Here, one may argue that the long-term cash forecasting can well be prepared on the basis of the receipts 
and payments method itself. But, even for some obvious and valued reasons, long-term cash forecasting is done 
based on ‘adjusted net income method’.

This method is largely the same as the funds flow statement, in that it estimates the company’s (heavy) 
expenditure, expected in the future, as also whether such expenditure can be met from internal generation of 
cash surplus.

Pro forma and Preparation of Adjusted Net Income Forecast
A pro forma for the preparation of the adjusted net income forecast is given in Table 11.5. It should, however, 
be borne in mind that the relevant information for the purpose would be available only from the (short-term) 
cash budgets, as discussed earlier.
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TABLE 11.5 Pro forma for the adjusted net income method

Particulars 2010 2011 2012 2013 2014

Sources
Net income after taxes (PAT)
Non-cash charges
(Depreciation; amortization)
Increase in borrowings
Sales of equity shares
Miscellaneous

Uses
Capital expenditures
Increase in current assets
Repayment of borrowings
Dividend payment
Miscellaneous

Surplus/Deficit
Opening cash balance
Closing cash balance

PERIODICAL REPORTS AND STATEMENTS FOR CONTROL OF CASH

Monthly Performance Report on Cash Budget
Similar to the performance budgeting system, the periodical performance report also needs to be submitted 
to the management; the Cash Budgeting provides the budgeted figures, the actual figures and the variances, 
if any, against each item. Specific reasons and convincing comments should also be incorporated in respect of 
each variance – both favourable and unfavourable – so that the consolidating and corrective steps, respectively, 
may be taken, to make the cash budgeting exercise more meaningful and the estimates more accurate and 
dependable. This may prove to be of a great help in formulating the company’s financial policy and decision 
making. Such reports may normally be prepared every month. In case it is considered necessary, due to some 
financial crunch, the frequency of the report could well be made weekly, or even daily, depending upon the 
break-ups given in the Cash Budget documents.

Daily Cash Report

The daily cash report contains the opening cash balance, the day’s total receipts and payments, and the closing 
cash balance, showing therein the amount of cash surplus or deficit, as the case may be, so as to take suitable 
steps to ensure smooth running of the business, day after day.

Daily Treasury Report
The daily treasury report is prepared on a more comprehensive manner than the daily cash report. It provides 
a detailed picture of changes in cash, marketable securities, sundry debtors, and sundry creditors.

EFFECTIVE MANAGEMENT AND CONTROL OF SUNDRY DEBTORS

Effective monitoring of sundry debtors (accounts receivable or bills receivable), with a view to expediting 
collections, is of great importance in any cash management exercise. This may involve various steps like prompt 
and accurate billing and expeditious dispatch of goods of right quality and in right quantity, so as to avoid any 
possible delay in the payment, due to the resultant dispute.

(For a detailed discussion on this topic, please refer to Chapter 12 of the book).
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Prompt Collection of Cheques
Immediately on receipt of the cheques, and/or bank drafts, they must be promptly deposited in the bank for credit 
of the proceeds to the company’s account, because, the avoidable delay, even of a single day, may postpone the 
credit of the proceeds in the company’s account by as many day(s), costing the avoidable loss of interest to the 
company. In fact, as a former bank executive, I would suggest that some cheques of large amounts, of course, 
in small numbers, may be sent to the bank the same day, even if received after the stipulated time fixed by 
the bank for the purpose of acceptance of the high-value cheques. The bank officials may accept such cheques, 
if deposited in small numbers, provided you have always cared to keep them in good humour, say, by giving 
them due recognition and respect.

In metropolitan cities like Mumbai, Kolkata, Delhi, Chennai, three clearings take place, instead of the 
usual two. That is, an additional clearing known as the High Value Clearing, wherein only large amounts of 
cheques/drafts say, of ` 50 lakh and above, were accepted and credited to the accounts the same day. In big 
cities cheques of ` 1 lakh and above were accepted in high-value clearing. But since 2004-2009, the amount 
has been raised to ` 10 lakh.

This facility must meticulously be availed of, and special care must be taken to ensure that no cheques below 
the minimum acceptable amount is included in the list, whereby the whole lot of all the cheques, including even 
the eligible (high value) ones, may be refused by the bank.

Companies may also prefer to negotiate with their bankers for grant of a demand draft purchased (DDP) 
limit of a specified amount, depending upon their genuine business requirements, under which the proceeds of 
the outstation cheques and bank drafts may be credited to the company’s account the same day.

Alternatively, the banks may grant an overdraft limit against the outstation cheques and bank drafts (as is 
done in the case of supply/trade bills), under which the cheques may be sent on collection basis, but an overdraft 
to the extent of, say, 75 to 80 per cent of the total amount of the cheques/drafts deposited, could be allowed on 
the account immediately, on the deposit of these instruments with the bank. Such an overdraft would, of course, 
get adjusted when the proceeds of such outstation cheques/drafts are credited to the company’s account, and 
the drawing power (DP) on the account is adjusted accordingly.

One more practical tip. The duplicate key(s) of the safe/drawer of the official concerned, who keeps the custody 
of the cheques/drafts, must be available with the chief manager or such other responsible officer, so that, if 
for some unavoidable reason, the official concerned fails to attend the office the following day, the process of 
depositing the cheques/drafts with the bank may not get postponed and delayed.

Furthermore, all the cheques received in the day, after the banking hours, must be kept ready, in every 
respect, the same evening, so that they may be deposited in the bank during the early banking hours the very 
next day. This will facilitate the smooth working of the bank. In response to your such helpful attitude, the 
bank officials may also, in return, willingly accept a small number of cheques of relatively large amounts, even 
if received later in the day, i.e. a little after the stipulated time.

It has been observed that some companies do incorporate some unnecessary details (like the name and code 
number of the customer, the order number and date) in the bank’s pay-in-slips (for deposit of the cheques/
drafts) involving wastage of precious time, causing some avoidable delay in the deposit of the cheques/drafts 
with the bank. Such practices, if prevailing, must be stopped forthwith, and only the bare minimum particulars 
required by the bank need to be incorporated in the bank’s pay-in-slip. Other particulars/details, required by 
the company for its own record and reconciliation purposes, must be recorded and maintained in its own books 
and/or computers.

Decentralization of Collections
A company, with its business spread over a vast area, and its branches or offices located at different places, 
would do well to decentralize its collections, whereby it may drastically reduce the avoidable delays involved 
in the credit of the proceeds of the cheques in its account, centrally maintained by the corporate office. Under 
such an arrangement, the various branches and offices of the company will receive the cheques directly from the 
customers, and deposit the same with their banks the same day. On realization of the proceeds of the cheques, 
these may be remitted for credit to the Head Office Account, by way of telegraphic transfer (as was the practice 
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in the past) daily, weekly or fortnightly, as per the quantum of collections and the local requirements of funds 
for expenses. Such a practice, however, is no longer in vogue. Instead, due to the technological advancements 
in the area of Information Technology (IT), the credit balances in the collection accounts maintained at all 
the large centres, are transferred by e-mail, instantaneously, as at the close of business the same day. The 
amounts in the collection accounts at rather smaller centres, however, are transferred by fax the same day. 
Telegraphic transfers have, thus, now virtually become outdated and a thing of the past, except in the cases 
of some remote villages only.

Some very big borrowers are known to have had the arrangement with the bank, as detailed hereunder: 
One company was enjoying a cash credit limit of several millions of rupees with the bank, maintained at the 
bank’s branch, located at the company’s corporate office. All the drawings were being made on this account. The 
company was maintaining its collection accounts at a large number of locations, spread all over the country. 
No remittance from these collection accounts were, however, made on a periodical basis. But, the company 
was not a loser on this count because, the interest was mutually agreed to be payable by the company on the 
amount of the net debit balance (i.e. the debit balance, in the company’s head office account, less, the aggregate 
credit balances in all its collection accounts maintained at the different branches of the same bank at different 
locations), on a day-to-day basis.

But such exceptionally special facilities may not be made available by the banks to all their clientele, as a 
matter of rule. Therefore, all the companies and firms will do well to arrange for the remittance of the funds 
from their respective collection accounts to their main corporate account. Such an arrangement would also be 
very beneficial, expeditious and even cost-effective, by virtue of the technological advancements made in the 
area of Information Technology (IT), now prevalent and popular in the banking system, too.

The company should, however, insist on a periodical audit of its various collection accounts maintained by 
its different branches/officers at different locations, in order to verify whether all the instructions regarding 
periodical remittance of the specified (excess) amounts of collections have been carried out by the bank at all 
times. It should further be periodically ascertained, through reconciliation of bank accounts, that each and every 
item of such remittances have been correctly and promptly credited to the company’s main account, maintained 
at the location of its head office.

Any discrepancy, if at all observed, must be pointed out to the bank in writing, so that all its (bank’s) officers 
and staff may always be alert in these regards at all times.

CURRENT ACCOUNT VS CASH CREDIT ACCOUNT

It has been observed that some of the Public Sector Undertakings (PSUs) prefer to keep two separate accounts 
at the same branch, viz.
 (i) Current Account, which is meant for all deposits and some specified expenses only. This account, on an 

average, has a substantially high credit balance.
 (ii) Cash Credit Account, which is a loan account, usually with very high debit balances, also maintained 

simultaneously, mostly at the same branch.
Thus, the company does not earn any income by way of interest on the credit balance in its current account. 

As against this, the company keeps on paying a huge amount by way of interest on the debit balance outstanding 
in its Cash Credit Account.

Let us fully understand and appreciate the financial implications of such an arrangement with the help of 
an illustrative example.

A Public Sector Undertaking (PSU) was maintaining a current account as also a cash credit account at the 
same branch of the bank. As per the balance sheet, the positions of its two accounts were as under, as on the 
31 March of the respective year:

Current Account ` 400 crore (Credit)
(Interest earned on deposit – NIL)
Cash Credit Account ` 40 crore (Debit)
(Interest paid on advance at 20 per cent per annum)
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The simplest thing that the company could have easily done was to get the amount of ` 40 crore transferred 
from its current account to its cash credit account (first over the telephone, and soon followed by a confirmation 
letter). This way, the PSU would have saved (and in effect earned) an interest outgo on ` 40 crore at 20 per 
cent per annum, which comes to a substantial amount of ` 8 crore per annum (merely by way of a telephone 
call, followed by a two-line confirmation letter).

Better still, if the remaining credit balance of ` 360 crore in its current account would have been gainfully 
invested in some suitable short-term schemes, including the term deposit with the bank, in suitable break-
ups of the entire amount, and that, too, for different maturity periods, corresponding with the expected period 
when such funds could be required by the company. Bank Term Deposit Receipts (TDRs) are considered to be 
preferable, as these are most secured and liquid investments, with the twin facility of advance thereagainst or 
the provision of premature payment, and, at the same time, earning some amount by way of interest as well.

When these facts and features were brought to the notice of the Director (Finance) of the PSU, he was sharp 
enough to appreciate the point and initiate the necessary action, whereby the cash and bank balance, as shown 
in the balance sheet of the company, drastically came down from ` 400 crore to just ` 75 lakh and ` 50 lakh 
during the next two years, respectively.

Some senior finance executives have confided with me that the rationale behind maintaining two separate 
accounts (Current Account and Cash Credit Account) is that some specific transactions, under certain heads 
only-are effected through one of these accounts, specified for the identified purposes. This way, it facilitated 
their exercise pertaining to the reconciliation of the bank accounts.

If such be the case, the company may instruct the bank to transfer the entire credit balance in its current 
account to its cash credit account at the end of each day, thereby reducing the amount of debit balance in the 
cash credit account, effecting a substantial saving on the amount of interest outgo.

DEPOSITING MARGIN MONEY IN CASH CREDIT ACCOUNT

There are some other ways also of effecting a degree of savings on account of the amount of interest payable. 
For example, on the margin money to be deposited with the bank for the issuance of letters of credit (L/Cs) 
and bank guarantees (B/Gs). Depending upon the credit rating of the companies in the eyes of the bank, they 
are required to deposit a margin money with the bank to the extent of 10 per cent, 20 per cent, 50 per cent 
(or even more) of the amount for which the letter of credit (L/C) or bank guarantee (B/G) is required. In the 
past, such margin money was being retained by the banks in the current account, maintained exclusively for 
the purpose, styled as ‘Margin Money Account for Letters of Credit and Bank Guarantees’, with no interest 
payable thereon. But, these days, such margin money is being retained by the banks usually by way of term 
deposits, earning interest as per the prevailing rate. This arrangement has now become somewhat better for 
the companies. But then, there is yet another way whereby the company may save interest at an even higher 
rate. That is, by requesting the bank to retain the margin money by way of noting a lien on the loan account 
(cash credit account of the company), which may very well make a clear saving of interest outgo at the prevailing 
rate of interest, applicable on the cash credit account. The procedure to be followed by the bank, under such an 
arrangement, can well be understood with the help of a live case study, given at the end of the Chapter titled 
‘TDR is not the Best’.

MANAGEMENT AND CONTROL OF PAYMENTS

It would be a prudent business decision to make the payment only on the last day, when it is due, and never 
earlier. But, we should always remember that sometimes, our over-enthusiasm to cut it too fine, may usually 
prove to be too costly.

Payment of Taxes
For example, consider the quarterly payment of advance income tax. Instead of paying, say, on 1 October, it 
would be most beneficial for the company to pay the tax for the respective quarter on 31 December. But then, 
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with a view to avoiding the last day rush, and also to circumvent the eventuality of some unexpected bank 
holiday or lightening strike etc it may prove to be a pragmatic and prudent act to pay the taxes only a couple 
of days earlier, so as to avoid default and delay, and the penalty attached therewith.

Payments to Sundry Creditors
Similarly, we should plan the payments to our Sundry Creditors for the supply of materials, so as to match 
with our expected cash position at the material time, with a view to avoiding any shortfall in cash position, 
necessitating some borrowings at a higher rate of interest, or else, to run the risk of losing creditworthiness 
and reputation in the market.

Some may tend to argue that it would mean a better business sense to pay to the creditors as late as possible. 
This is so because, as we stand to lose some amount of interest when our own funds get unduly blocked in 
sundry debtors, we may be a gainer in case we delay the payments to our creditors. But then, they seem to lose 
the sight of the fact that such a strategy may prove costlier in that, either you may get the required materials 
or services at a relatively higher cost, or of an inferior quality, or even both.

Let us take some illustrative cases.

Illustrative Case 1: Delayed Payment Costs More

I am reminded of a real life experience of a colleague of mine. I was directing an in-company Management 
Development Programme (MDP) on ‘Finance For Non-finance Executives’ (FNFE) at the place of work of a 
company, a Public Sector Undertaking (PSU). The travel involved some eight hours’ journey by road. While 
I had preferred to engage a taxi, from the taxi stand myself on cash payment basis, a colleague of mine had, 
instead, asked the PSU to arrange for a taxi for him. While my journey (though I was all alone) was trouble-
free and full of fun, my colleague had a truly tough time, as the taxi, arranged by the PSU, was an old taxi, 
requiring some repairs and renovations.

However, at the end of the journey, it was revealed by the taxi driver himself that, as the PSU usually 
delayed the payments by, say, six months or even more, we had made it a point to provide only such taxis to 
them which would not be so efficient and trouble-free. That is to say that, over-delayed payments to the sundry 
creditors enters into the price or performance or even in both.

Illustrative Case 2: Prompt Payment Pays

As against this, I may like to share with you yet another live experience to point out as to how the practice of 
prompt payment to the sundry creditors may prove to be beneficial in the long run.

A company in Chennai was regularly buying some vital items from a vendor, who was decidedly the best 
choice, and so the company could not afford to offend him by over-delaying the payments.

The Director (Finance) of the company had, therefore, issued strict instructions to all the members of the 
staff concerned in the finance and purchase departments that all the payments of this specific vendor should 
be made promptly, i.e. a day before the due date, invariably, without fail. Also, if there was any cash problem in 
the company at the material time, some short-term borrowings – even at a much higher rate of interest – could 
be resorted to. This was good enough as, in a private sector company, you may not expect to go scot free if you 
were to borrow at an unduly higher cost, instead of managing your cash better, by way of proper planning of 
your receipts and payments. This arrangement continued for about six months, uninterrupted. In the seventh 
month, the Director (Finance) instructed the General Manager (Finance) to personally visit the office of the 
vendor company concerned, for negotiations to grant them the facility of extended credit period (of say, forty-five 
days, instead of the usual thirty days) as the company had been particularly prompt in the payments during the 
past six months in a row and accordingly, it would be ensured again that the payments are made mostly on the 
44th, and never even on the 46th day. Finally, the deal was struck to the mutual advantage of both the parties.

Here, I may further add that by adopting the strategy of prompt payment to the sundry creditors, we also 
ensure an innovative source of finance easily available to us in times of difficulty. This is so because, if you had 
been a prompt payment party all through, all the sundry creditors would voluntarily supply you the required 
material for a much longer credit period, at no extra cost, in your times of difficulty, till your financial position 
improves and comes back to the normal efficiency level.
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I am saying so because, in my career as a senior bank executive with the State Bank of India (SBI), I have 
myself seen it happen in several cases.

Centralized Payments
As we might have observed, it has proved to be highly beneficial, if the payments and disbursements are 
centralized at the corporate office of the company. The multifaceted advantages include, inter alia:
 (i) Concentration of the company’s funds at a single point, i.e. at the corporate office
 (ii) Phasing and scheduling of all payments-effectively and systematically
 (iii) This may, as well, reduce the unproductive lying of funds, spread over several offices of the company
 (iv) Above all, the short-term investment of surplus funds can also be better planned and managed at the 

one central point at the corporate office.
All things considered, it may be all the more beneficial if the purchases, or at least their payments, are 

scheduled, in advance, in such a way that the due dates of payments almost perfectly match with the position 
of inflows of cash, so that most of the payments may fall due when the company’s cash position may be most 
favourable. Correspondingly, no payment may fall due when the company may be likely to pass through the 
phase of some cash crunch. It may sound difficult but it is not impossible, any way.

PLAYING THE FLOAT

While issuing a cheque, the company reduces the balance in its books the same day. But, in fact, the cheque 
may be presented in the bank a day or two later. Thus, for the intervening period, the books of the company 
may show a lower balance than that in the books of the bank. Similarly, when the company receives a cheque, 
it increases the balance in its books the same day, though the bank may credit the company’s account in its 
books a day or two later, only on the realization of the amount of the relative cheque. Thus, the balance in the 
books of the bank may be accordingly lower by the matching amount.

Payment Float
When the amount of the cheque issued by the company is not paid by the bank, it is referred to as the ‘payment 
float’.

Collection Float
As against this, till the proceeds of the amount of the cheques received by the company and deposited with 
the bank are not collected (realized) by the bank and credited to the company’s account, it is known as the 
‘collection float’.

Net Float
The net difference between the Payment Float and the Collection Float is known as the Net Float.

So, when the balance shown in the books of the bank is higher than that in the books of the company, the Net 
Float will be positive. Correspondingly, when the position is just the reverse, i.e. when the balance appearing in 
the books of the bank is lower than that appearing in the books of the company, the Net Float will be negative.

Playing the Float
Thus, so long as there is the position of ‘positive (net) float’, issuing of some further cheques may be safe enough; 
even though the books of the company may show a lower balance, there should be no cause for alarm. The 
reason being, by the time the cheques issued by the company are presented to the bank for payment, there 
would be sufficient balance in the company’s account with the bank to meet the amount. Thus, the cheques 
will be honoured and will not bounce back. This activity is known as ‘Playing the Float’. But then, it would be 
a prudent business sense if this strategy is adopted in a measured and safer extent only. It has become all the 
more important since the introduction of the ‘on-line banking’ facility, whereby the transfer of funds between 
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the two on-line branches of the same bank, can take place instantaneously. The transfer of funds between the 
branches of two different banks also now takes much lesser time. Thus, though the float may not disappear 
all together, in the near future, the period of ‘positive (net) float’ will, of course, get substantially reduced. The 
companies will, therefore, be well advised to bear this new technological development always in their minds, 
by exercising more than ordinary care while ‘playing the float’.

Example

Locks and Keys Company Limited issues cheques aggregating ` 30,500 daily. It takes five days for its cheques 
to be cleared and debited to its account with the bank. The company receives cheques aggregating ` 35,500 
daily, and it takes four days for these cheques to be realised and credited to its account.

Assuming a balance of ` 15,500 in the books of the company and the bank to begin with, show the balances 
in the books of the company and the books of the bank (Table 11.6). What will be the balance in the steady 
state situation?

A Suggested Solution

Thus, we find that from (and including) day five onwards, the credit balance available in the books of the bank 
are uniformly higher by a sum of ̀  10,500 on each day. Such a situation is known as the ‘Steady State’ situation, 
which commences and continues from the fifth day.

This so happens because, from this 5th day, the balances – both in the books the company as also in the books 
of the bank – go on registering an equal increase at ` 5,000 per day every day henceforth. So, the difference 
between these two accounts stand static at ` 10,500, as aforesaid.

TABLE 11.6 Balances in the books of the company and in the books of the bank

 Day Books of the Company (`) Books of the Bank (`)

  Debit Credit Balance Day Debit Credit Balance

 0 BFD   15,500 0 BFD   15,500
 1 30,500 35,500 20,500* 1   15,500@
 2 30,500 35,500 25,500* 2     15,500@
 3 30,500 35,500 30,500* 3   15,500@
 4 30,500 35,500 35,500* 4   15,500@
 5 30,500 35,500 40,500* 5  35,500 51,000 $
 6 30,500 35,500 45,500* 6 30,500 35,500 56,000 #

 7 30,500 35,500 50,500* 7 30,500 35,500 61,000 #

* Balance decreased by the amount of cheques issued (` 30,500) and increased by the amount of cheques received (` 35,500). 
Therefore, the net effect is the increase of ` 5,000, whereby the closing balance has gone up by ` 5,000 per day.

@ As neither cheques issued are debited nor cheques deposited are credited for the first four days, the closing balance 
remains unchanged at ` 15,500.

$ The cheques deposited with the bank on day one is credited to the company’s account, whereby the balance goes up by 
` 35,500 making the closing balance stand at ` 51,000.

# The cheques deposited with the bank on the second day (` 35,500) is credited to the account and the cheques issued on 
day one (` 30,500) is debited to the account resulting in a net increase of ̀  5,000 to the closing balance, hereafter per   day.

INVESTMENT OF SURPLUS FUNDS

Sometimes, companies do have some surplus funds, which they may require only after some time. Therefore, it 
would be a prudent business sense to invest such extra funds in some safe avenues of investment, which may be 
secure and relatively liquid, and which may earn some reasonable interest too, during the intervening period. 
There are, in fact, several options available to the companies, depending upon the varying degree of risks and 
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liquidity and the matching income generation. In this context, the bank term deposits for periods ranging from 
seven days to eight years or even more, are almost risk-free – the yield is sure but small, as the rate of interest 
is relatively lower. As against this, the investment in quoted shares, possibly result in huge profit on their 
sale at a much higher price at a later date, but may also incur a heavy loss, due to a crash in the stock market.

Thus, it may be a more pragmatic and prudent business sense to select some such avenues of investment 
where both the elements of risk and the related gain are neither too high nor too low, but moderate.

There are, in fact, various schemes and avenues for parking the surplus funds for a short period, with fairly 
reasonable business risks and gains. We will now discuss several of such schemes, one after the other, weighing 
the relative advantages and disadvantages connected with each scheme, so as to facilitate the decision-making 
process.

UNITS OF THE UNIT TRUST OF INDIA: 1964 SCHEME

This scheme of the Unit Trust of India (UTI), commonly known as the Unit Scheme 1964 (US 64, for short), was 
an open-ended mutual funds scheme with the face value of ̀  10 each. It was sold and repurchased by the UTI at 
the pre-announced sale and repurchase prices. It had, till recently, been the most popular mutual fund scheme 
in India. But then, it had run into some rough weather in 1998, when its Net Asset Value (NAV) had dropped 
well below par (i.e. at around ` 9.50). By the Year 2001, it had ceased to be a safe avenue for investment. Now 
that it has since been converted into bonds, it is no longer considered to be a suitable short-term investment 
for the companies.

Ready Forward
Under this scheme, a commercial bank (or some other organization) may enter into an arrangement with a 
company, intending to park its surplus funds for a short period, under which the bank may sell some securities 
to the company on the undertaking that the bank will repurchase the same securities from the company at a 
later date at a predetermined mutually agreed upon prices (i.e. both selling and repurchase prices). That is 
why, this scheme is termed as ‘Ready Forward’. Ready forward, however, is permitted only in a limited number 
of specified securities. Under this arrangement, the company does not earn by way of interest. The income, 
however, takes place in the form of the price difference (spread) between the buying and selling price. Such 
income is also taxable as usual.

The rate of return on a ready forward deal is directly related to the conditions prevailing in the money 
market, which is generally tight during the busy season, as also at the time of the annual closing of the banks.

Treasury Bills
Treasury bills are the obligations of the government for a short-term period of less than one year, ranging from 
91 days to its multiples like 182 days and 364 days. Instead of attracting a specific interest rate (also known as 
coupon rate), it is issued at a discount and then redeemed at the face value. Thus, the difference between these 
two rates constitute the income or surplus. The rate of interest, in effect, is the function of the rate of discount 
and the period of maturity. The yield of treasury bills is somewhat low, as compared to other more gainful 
avenues of short-term investments. But then, it has several other attractive features, as detailed hereafter:
 (i) As the treasury bills are issued in a bearer form, these can be transacted easily, as the title can be 

transferred merely by delivery of the documents, without any endorsement.
 (ii) The treasury bills can be readily sold off in the secondary market any time, and with great ease, as these 

are very actively transacted in the stock exchanges. The Discount and Finance House of India is a major 
market maker of treasury bills.

 (iii) As the treasury bills are issued by the government, these are virtually free of any risk, whatsoever.

Certificate of Deposits (CDs)
A Certificate of Deposits (CDs) represents a receipt of funds deposited with a bank for a specified period, like 
the Bank Term Deposit Receipts (TDRs), but with a difference, that, as against the bank TDRs, the CDs are 
negotiable. CDs may be issued in two forms as follows:
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 (i) In registered form, in which case the transfer of title can take place by endorsement and delivery of the 
document, and

 (ii) In bearer form, in which case the title can be transferred merely by delivery of the documents; no 
endorsement being required in such cases. The bearer form of CDs is, therefore, naturally more popular, 
as it can be transacted in the secondary market more readily and with much greater ease, for the aforesaid 
reasons.

As against the Treasury Bills, the CDs are issued with a specifically stated rate of interest (instead of at 
a discount). Thus, on maturity of the CDs, the investor gets the principal amount, together with the interest 
accrued during the period of deposit at the specified rate of interest.

The popularity of this form of short-term investment of surplus funds can be attributed to the following 
main reasons:
 (i) These can be issued by the banks in the required denominations and for a specific period of maturity, as 

per the specific requirements of each company.
 (ii) CDs are very liquid, as these are activity transacted with great ease in the secondary market.
 (iii) These are virtually risk-free.
 (iv) The CDs earn a higher rate of interest as compared to Treasury Bills and even Bank Term Deposits.

Commercial Papers (CPs)
The Reserve Bank of India (RBI) in the mid-term review of the monetary and credit policy for the year 2000-01 
(announced in October 2000) has initiated several measures, with a view to keeping pace with the developments 
in the financial market. It has, accordingly, modified the existing guidelines with regard to the issuance of the 
Commercial Papers (CPs). Some of the salient features of such modifications are as follows:
 (i) The Commercial Paper (CP) is since being treated as a Stand Alone facility.
 (ii) A provision has been made for providing a Stand By facility, too.
 (iii) The CPs can now be issued in de-materialized (demat) form, too.
 (iv) Besides, the responsibilities of the Issuing and Paying Agents (IPAs) etc have also been enlarged.

The detailed guidelines for the issuance of the CPs have been discussed hereafter:

(i) Eligibility

 (a) The Tangible Net Worth (TNW) of the company, as per its latest audited Balance Sheet, should not be 
less than ` 4 crore;

 (b) The company should have been sanctioned a working capital limit by the bank(s) and/or by the all India 
Financial Institutions (FIs); and

 (c) The borrowal account of the company should have been classified as a Standard Asset by the financing 
bank(s)/ financial institution(s).

It may, thus, be observed that the stipulation to the effect that the minimum fund-based working capital limit, 
enjoyed by the company, should be ` 4 crore, has since been dispensed with.

(ii) Credit Rating Requirements

The minimum credit rating of the company should be P-2 of Credit Rating Information Services of India Limited 
(CRISIL) or such equivalent rating by any of the other Credit Rating Agencies (CRAs) specified by the Reserve 
Bank of India (RBI), e.g. Investment Information and Credit Rating Agency of India Limited (ICRA), Credit 
Analysis and Research Limited (CARE), FITCH Ratings India Private Limited, or such other Credit Rating 
Agencies (CRAs), as may be specified by the Reserve Bank of India (RBI), from time to time, for the purpose. 
Such credit ratings of each company should, however, be periodically reviewed by the CRAs concerned on the 
specified due dates. The CRAs, at the time of the rating, should clearly indicate the date when the rating falls 
due for the review, and revision, whenever necessary.

It may, thus, be observed that there has been no change in this regard.
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(iii) Maturity

The Commercial Papers (CPs) can be issued for maturities ranging from a minimum period of fifteen days 
(reduced from thirty days) to a maximum period of upto one year, from the date of the issue. There has, however, 
been no other change in this regard.

(iv) Denomination

The Commercial Paper (CP) can be issued in the denomination of ` 5 lakh or multiples thereof. The amount to 
be invested by a single investor, however, should not be less than ` 5 lakh (face value).

While there has been no change in regard to the denomination, the minimum investment by a single investor 
has since been reduced from ` 25 lakh to ` 5 lakh only.

(v) Limits and the Amount of Issue

 (a) CPs can now be issued as a ‘stand alone’ facility.
 (b) The aggregate amount of the CP should be within the limit, as approved by the Board of the company, 

issuing the CP.
 (c) Banks/FIs will, however, have the flexibility to fix suitable working capital limits, by taking into account 

the resource pattern of the company, including the CPs.
It may, thus, be observed that, the linkage of the issuance of the CPs with the fund-based working capital 

limit, has since been removed. That is why, it has since been termed as a ‘Stand Alone’ product. Thus, the 
working capital limit will now have to be fixed by the banks/FIs by taking into account the resource pattern of 
the company, including the CPs.

(vi) Issuing and Paying Agents (IPAs)

Only a scheduled bank can act as an IPA for the issuance of the CPs.

(vii) Mode of Issue

 (a) CPs can now be issued in the form of a time (usance) promissory note (and, thereby, will attract stamp 
duty), as also in the demat form, through any of the depositories, approved by, and registered with, the 
Securities and Exchange Board of India (SEBI). The existing stocks of the CPs can, however, continue 
to be held in the physical or demat form, as agreed to by the issuer and the investor.

 (b) CPs will be issued at a discount to the face value, as determined by the issuer. Thus, the implicit interest 
rate is the function of the quantum of the discount and the period of maturity.

 (c) CPs should not be underwritten or co-accepted. It is, thus, worth noting that the issuance of the CPs in 
the demat form is an additional provision.

 (d) Apropos to the preference for a dematerialized form, the option is available to both the issuers and the 
subscribers, to issue/hold CPs in dematerialized or physical form. The issuers and the subscribers are, 
however, encouraged to prefer exclusive reliance on the dematerialized form of the issue/holding. Banks/
financial institutions have, however, been advised by the Reserve Bank of India (RBI) to invest in and 
hold the CPs only in a dematerialized form, as soon as the arrangements for such dematerialization are 
put in place.

(viii) Payment of CPs

On the date of maturity, the CPs, in the physical form, are to be presented to the issuer through the IPA for the 
payment. CPs in the demat form, however, will have to be redeemed through the depository and the payment 
would be received from the IPA.

(ix) Stand-by Facility

In view of the CP being a ‘stand alone’ product now, it would no longer be obligatory in any manner on the 
part of the banks and the FIs to provide the stand-by facility to the issuer of the CP. Banks and FIs would, 
however, have the flexibility to provide for the credit enhancement to the company issuing the CP, by way of 
a stand-by assistance, based on their own commercial judgement, and as per the terms prescribed by them. 
However, these have got to be within the prudential norms, as applicable, and subject to the specific approval 
of the Board of the Banks/FIs concerned.
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(x) Role and Responsibilities of the IPAs

 (a) Issuer (Company): With the simplification in the procedures for the issuance of the CPs, the issuers will 
now have more flexibility but will also have to ensure that the guidelines and procedures laid down for 
the issuance of the CPs have been strictly adhered to.

 (b) Issuing and Paying Agent (IPA)

 (i) IPA will ensure that the issuer has the minimum credit rating as stipulated by the RBI, and that 
the amount mobilized through the issuance of the CP is within the quantum indicated by the CRA 
for the specified rating.

 (ii) IPA has to verify all the documents, submitted by the issuer, viz. copy of the board resolution, 
signatures of the authorized executants (when the CP is being issued in the physical form), and to 
issue a certificate to the effect that the documents are in order. It should also certify that it has a 
valid agreement with the issuer.

 (iii) The original documents, duly verified by the IPA, should be held in its custody.

(xi) Miscellaneous

 (a) The entire amount of the CP should be raised within a period of two weeks from the date of the opening 
of the subscription.

 (b) CPs may be issued on a single date, or in parts, even on different dates, provided, however, that, in the 
latter case, each CP will have the same maturity date.

 (c) All the CP issues have to be reported to the Reserve Bank of India (RBI) by the IPA within three days 
of the completion of the issue.

These stipulations have, thus, been retained unchanged.

Inter-Corporate Deposits
As the name itself suggests, an inter-corporate deposit is the deposit made by one corporate body (company) 
with another company. Such deposits are usually made for a maximum period of six months. Such deposits 
may generally be of three types:

 (a) Call Deposits: Such deposits are named thus, because these are expected to be payable on call, that is 
whenever its repayment (or refund) is demanded, of course, with just one day’s notice. But, in actual 
practice, the lender has to wait for at least two to three days (instead of just a single day) to get the 
amount paid back.

 (b) Three-month Deposits: These inter-corporate deposits are made for a period of three months. Such deposits 
have been found to be most popular among the corporate bodies for parking the surplus funds available 
with some companies, and correspondingly, for tiding over the short-term financial crunch faced by some 
others.

 (c) Six-month Deposits: Generally, the inter-corporate deposits are made for a maximum period of six months 
and that, too, with the ‘A’ category companies only.

As the inter-corporate deposits are in the nature of unsecured deposits, due care has to be taken to assess 
and ascertain the creditworthiness and willingness of the company concerned with whom deposits are intended 
to be made. Further, the undernoted provisions, contained under Section 372 A [inserted by the Companies 
(Amendment) Act 1999 (replacing the provisions earlier contained in Sections 370 and 372 of the Companies 
Act 1956)] should invariably be adhered to.

A company cannot make deposits (investments), loans and guarantees, all the three taken together, of more 
than 60 per cent of its net worth [comprising paid-up share capital (i.e. paid up portion only of equity and 
preference shares) plus free reserves (i.e. the reserves which have not been earmarked for any specific purposes, 
like capital redemption reserves, investment allowance reserves, foreign exchange fluctuation reserves, capital 
reserves)], or cent per cent of its free reserves, whichever is more.
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This limit can, however, be crossed but under some special circumstances and only with the specific prior 
permission of the Government of India, and a special resolution passed by the company, granting permission 
to exceed such stipulated ceiling on inter-corporate deposits.

Badla Financing
Let us first of all understand what is meant by ‘badla’. In stock exchanges, one particular day of a week is 
identified as the weekly settlement day. For example, while in the Bombay Stock Exchange (BSE) the weekly 
settlement day is every Friday, in the National Stock Exchange (NSE) it is each Wednesday. On these specific 
weekly days, all the transactions of sale and purchase of shares and securities are settled and squared up. But 
then, there may be such occasions where the person who has bought some shares through a stock broker does 
not want to take the delivery of the share bought by him during the preceding week (may be because the price 
of such shares have fallen down, whereby their sale may involve losses). He, therefore, wants to carry over the 
transaction to the next settlement period (i.e. to the next week) on the fond hope that the prices of such shares 
may again go up in the future. This is known as the forward transaction or badla transaction.

Such carry forwards are permitted only in BSE (and not in NSE) and that, too, in the case of some specified 
shares and securities only, classified in category ‘A’ (depending upon their quantum of transactions, both in 
quantity and volume). Thus, the list has to be periodically revised, too, depending upon the fluctuations in the 
quantum and volume of some shares, whereby the shares of some companies may be excluded from the list and 
those of some other companies may be added thereto.

But when a carry forward is permitted, the seller of the share would stand to lose (the opportunity to book 
profit). So, with a view to compensating him, some badla changes are paid to him for the deal of carry forward. 
The rate of badla charges, however, depends upon the demand and supply position of funds, which, in turn, is 
determined on the next preceding business day of the settlement.

Financing such payments is known as badla financing, i.e. lending money to a stock market operator, to 
enable him to carry forward his transaction from one settlement period to the other.

Badla financing, however, necessarily takes place through a broker, and that too, against the security of the 
shares already purchased by the stock market operator.

Thus, a company, having surplus funds may provide, say, a sum of ` 10 crore for badla financing through 
a broker. The lending company may also specify the shares, in which case alone the badla financing is to be 
provided, e.g. the shares of L&T or Reliance Industries Limited or SBI.

The one single greatest advantage of Badla financing is that it offers an attractive rate of interest. But, 
coupled with this gain, there are several risks too. For example:
 (i) The stock market operator may decline to honour his commitment; or
 (ii) The broker himself may become a defaulter.

Therefore, with a view to guarding against such risks involved, the following precautionary measures must 
be taken by the company to safeguard its own interest:
 (i) Badla financing must be done only through reputed and financially strong brokers.
 (ii) Only such shares, which are considered to be intrinsically sound, should be specified for the purpose.
 (iii) Adequate margin must also be retained in case the badla financing is being offered in the case of some 

highly volatile and risky shares.
 (iv) It must invariably be insisted upon that the badla financing would be provided only after taking the 

actual possession of the relative share certificates, either physically or in the demated form.
 (v) Above all, the main purpose of such dealing should be the reasonable gain (by way of reasonable return 

on the employment of the surplus funds) and not the greed to make a fast buck.

Purchase and Discount of Bills
Banks provide finance to the companies and firms by way of purchase and discount of demand and time Bills 
of Exchange, respectively, drawn by their borrowers (sellers) on the respective buyers, representing genuine 
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trade transactions. The sellers are known as the drawers of the bills, and the buyers are known as the drawees 
of the bills. Such Bills of Exchange are broadly of two types:
 (i) Demand Bills
 (ii) Time (Usance) Bills

Demand bills are drawn and made payable to the payee named therein on demand. Time bills, however, are 
drawn and made payable after a specified number of days or months from the date of the bill or from the date 
of its acceptance by the drawees for its payment. When the amount of the demand bills is paid in advance in 
full, by the banks, it is technically known as the purchase or negotiation of the bill.

Accordingly, the banks in such cases become the ‘holders in due course’ (as against mere ‘holders’ of the 
bills), whereby they assume the owner’s rights on the goods involved. That is why, such advances are known 
as secured advances. As against this, if only a percentage of the amount, mentioned in the bill, is advanced 
against, the banks remain only ‘holders’ of the bills (i.e. only as collection agents and not the owners of the 
goods) and, therefore, such advances are treated as unsecured.

As against Demand Bills, when the advance is granted by the bank against Time Bills, such a transaction is 
technically known as discounting of the bills. This is so, because, such bills are advanced against at a discount 
[and not for the full amount mentioned in the bill, as is the position in the case of Demand Bills]. The quantum 
of discount depends on the rate of interest and the period of the respective time bills. For example, if a Time 
Bill is drawn payable after three months from the date of the bill, and if the rate of interest charged on the 
cash credit account of the borrower is 16 per cent per annum, the rate of discount will be (3 months × 16)/12 = 4 per 
cent. That is to say that a Time Bill of ` 100 will be discounted at a discount rate of 4 per cent, i.e. only a sum 
of ` 96 will be payable to the borrower as against the time bills of ` 100 being discounted].
 (i) Definition of Bills of Exchange
 (ii) Clean and Documentary Bills
 (iii) Mode of calculation of due date of Time Bills and as per the Negotiable Instruments Act
 (iv) Stamp duties exigible on time bills, as stipulated in the Indian Stamp Act:

(Please refer to the respective portions in Chapter 18 titled ‘Letters of Credit’.)
With this brief discussion on the system of bank financing against bills (to serve as a useful background), 

let us come back to the main topic of investment or employment of surplus funds by the companies for a short 
period of time.

As the banks provide finance against demand and time bills, as aforesaid, the firms and companies, having 
some surplus funds for investment for a short duration, may, likewise, deploy their such surplus funds for the 
purchase/ discount of demand/time bills. Such purchase/discount of bills may be safely considered as a better 
option to the lending money in the inter-corporate deposit market, as such bills are self-liquidating instruments, 
of course, provided these represent genuine trade transactions, i.e. covering actual sale and purchase of goods, 
in the normal course of business.

The companies/firms would, therefore, do well to ensure that the bills, being discounted/purchased, are 
genuine trade bills, representing genuine trade transactions.

Sharing of a couple of examples from a live business world may provide some insight into developing the 
skills to detect whether the bills are genuine trade bills or just accommodation bills. (Some such live examples 
are given in the Case Study titled ‘Turns Tricky’ appearing at the end of the Chapter.)

MODELS OF CASH MANAGEMENT

Cash Budget is a managerial tool, whereby the companies come to know as to in which period it is going to have 
surplus funds (which must be gainfully invested in some safe and beneficial short-term investment schemes; 
because; hard cash, as such, does not earn any interest). Further, through their Cash Budgets, the companies 
also come to know as to in which period it is about to face the problem of some shortage of funds (which may 
have to be arranged for, in time, to make payments of the instalments on term loans, as also to pay to the 
short-term lenders, like the banks and sundry creditors, as and when these may fall due). But then, hard 
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cash is a necessary evil, in that all the companies have to necessarily have some hard cash, too, to meet their 
day-to-day expenses. Therefore, a prudent business sense will be to have some minimal hard cash, and the 
further surplus must be gainfully invested in some safe and beneficial short-term investment schemes. Now, 
the problem that may, naturally, arise is as to what should be the optimal mix of cash holdings and short-term 
investment components in marketable securities.

There are many models, developed by various finance experts, which have addressed this vital problem of 
the optimal mix, and have suggested their own models to solve this issue. However, in this section, we propose 
to discuss only the following two cash management models:
 (a) The Baumol Model
 (b) The Miller and Orr Model

(a) The Baumol Model
William J. Baumol, in his model, has applied the concept and principles of Economic Order Quantity (EOQ), 
which is commonly used in the management of inventories, to determine the cash conversion size (which, in 
turn, affects the average cash holding of the company). The main purpose of such analysis is to balance the 
income foregone in the case when the company holds cash balances, instead of investing the surplus cash in 
some marketable securities. It also takes into account the transaction costs incurred, when the marketable 
securities are again converted into cash.

We will now take an example of the situation prevailing in Anurag Furniture Limited (AFL), to illustrate 
the nature of this analysis.

Example
 1. AFL will need ̀  15 lakh in cash, so as to meet its requirements for various transactions (which have been 

represented by the symbol ‘T’). This amount of ` 15 lakh will be required by the company to meet its 
transactions for three months, which correspond with its planning period, for taking liquidity decisions. 
Further, this amount, as of now, is held by the company in the form of marketable securities.

 2. For the purpose of meeting its projected requirements of cash, the company can sell its marketable 
securities, in one of the five sizes of lots, viz. 1,00,000, 2,00,000, 3,00,000, 4,00,000, and 5,00,000. The 
sizes of such cash conversions of the marketable securities have been represented by the symbol ‘C’, and 
have been shown in line 1 of Table 11.7.

 3. Further, the number of times the marketable securities will be converted into cash will simply be T/C. The 
value of T/C, when T = ` 15 lakh, and C, varying in the range of 1,00,000, 2,00,000, 3,00,000, 4,00,000, 
and 5,00,000, has been shown in line 2 of Table 11.7.

 4. It has been presumed that the cash payments are made by the company evenly, over the full planning 
period of three months. If such be the case, the cash balance of the company will behave in the saw-tooth 
manner, as has been represented in Fig. 11.1. Therefore, the average cash balance will simply be C/2. 
The average cash balance, corresponding with the various sizes of cash conversions, have been shown 
in line 3 of Table 11.7.

 5. On its marketable securities, the company can earn an annual yield of 16 per cent. Accordingly, the rate 
of interest, for the three months period of planning, comes to 4 per cent (16 ÷ 4 = 4). This quarterly yield 
has been represented by the symbol ‘I’. Further, as the average cash balance is C/2, the interest income 
foregone will be C/2 × 0.04. This has been shown in line 4 of Table 11.7.

 6. The conversion of marketable securities into cash involves a fixed cost (which has been represented by the 
symbol ‘b’), of ` 500 per transaction; ‘b’, however, is independent of the size of the marketable securities 
required to be converted into cash. Thus, the total conversion cost during the period of planning will 
be equal to number of cash order x cost per transaction. This has been shown in line 5 of Table 11.7. 
Generally speaking, the total conversion cost is ‘(T/C) b’.
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TABLE 11.7 Establishing the Optimal Cash Conversion Size*

1. Cash conversion size (the
amount of marketable 
securities that will be 
converted into cash).

` 1,00,000 ` 2,00,000 ` 3,00,000 ` 4,00,000 ` 5,00,000

2. Number of conversions 
during the planning period 
of three months.
(15,00,000/line 1)

15.00 7.50 5.00 3.75 3.00

3. Average cash balance 
(line 1/2).

` 50,000 1,00,000 1,50.000 2,00,000 2,50.000

4. Interest income foregone
(line 3 × 0.4).

` 2,000 4,000 6,000 8,000 10,000

5. Cost of cash conversion
(` 500 × line 2).

` 7,500 3,750 2,500 1,875 1,500

6. Total cost of ordering cash 
and holding cash
(line 4 + line 5).

` 9,500 7,750 8,500 9,875 11,500

* One of the approaches to the Case Study, as suggested by the Author.

 Please note that there is no single approach/solution to a Case Study.

 7. The total cost of ordering and holding, ‘TC’, has been shown in line 6 of Table 11.7.
  And, when we look at the total cost, given in line 6 of Table 11.7, we see that the total cost is minimum, 

when C (the conversion order) is ` 2,00,000. Thus, we find that, at the beginning of the planning period, 
the company should convert only ̀  2,00,000 of marketable securities into cash. Moreover, the remaining 
amount should also be converted into cash in the lots of ` 2,00,000, as and when indicated by the needs 
of disbursal of the company.

C

Cash balance C/2

Time

Figure 11.1 Cash balance according to the baumol model

The aforementioned analysis may be represented in the form of a general model, by applying the following 
symbols, presented in our aforementioned illustration:

  C = Amount of marketable securities converted into cash per order
   I = Interest rate earned per planning period on investment in marketable securities
  T = Projected cash requirements during the planning period
     T/C = Total of conversion and holding cost.
The total cost (TC) may be expressed as follows:
      TC = I (C/2) + b (T/C)
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(Interest income Foregone) + (Conversion costs)
The value of ‘C’, which minimizes ‘TC’ may be derived from the following equation:

  C = ( ) (2bT I)÷
By applying the above equation to the situation of Anurag Furniture Limited (AFL), we get:

  C = ( , ) .2 500 15 000 0 04× × ÷  = ` 1,93,600 (` 1,93,649.17 rounded off to nearest hundred)
But, the lot size is 2,00,000. Thus, the company will have to sell the shares worth ` 2,00,000, and not only 

worth ` 1,93,600.
Thus, we see that the above formula is based on the pattern of the EOQ formula.
For the sake of ready reference, we may repeat the EOQ formula as under:

  Q = ( ) ( )2FU PC÷
Where
  Q = Quantity Ordered
   F = Cost per Order (which is presumed to be fixed or constant)
  U = Annual Usage or Sales
   P = Price per Unit
  C = Percent Carrying Cost

(i.e. PC = Inventory Carrying Cost, itself).
Thus, we arrive at the Economic Order Quantity (EOQ), where the Total Cost (Ordering Cost + Inventory 

Carrying Cost) is the minimum.
Similarly, by applying the relevant data in the aforementioned formula

[C = ( ) ( )2bT I÷  ], we are able to find where the Total Cost ‘C’ [i.e. (the income foregone in the case when 
the company holds cash balances, instead of investing the surplus cash in some marketable securities), and 
‘b’ (the transaction costs incurred when the marketable securities are again converted into cash), both taken 
together, is at the minimum possible level. That is to say that, in what circumstances the (‘Interest Income 
Foregone’) + (‘Conversion Costs’) is minimum.

Here we find that the solution obtained by applying the formula above, i.e.

 C = ( ) ( )2bT I÷
   [C = ( , ) .2 500 15 000 0 04× × ÷ ] comes to ` 1,93,600, which slightly differs from the solution obtained
by us earlier, i.e. ̀  2,00,000, by using the numerical analysis, as shown in Table 11.7, line 1. This is so because, 

the general equation assumes that the conversion can take place in any amounts, while the numercial analysis 
of Anurag Furniture Limited (AFL), assumes that the marketable securities can be sold only in one of the five 
distinct lots (i.e. in the lots of 1,00,000, 2,00,000, 3,00,000, 4,00,000, and 5,00,000).
 (b) Miller and Orr Model

Miller and Orr Model, on the other hand, has expanded further on the Baumol Model of William J. Baumol, 
in that Miller and Orr consider a stochastic generating process for the periodical changes in the cash balance. 
As against the entirely deterministic assumptions of the Baumol Model, Miller and Orr assume that the changes 
in the cash balances over a given period are random, both in size and direction (i.e. both upward and downward 
directions). Thus, as the number of periods increases, the cash balance changes from a normal distribution.

Given the behaviour of cash balance that it changes, Miller and Orr Model endeavour to answer the following 
questions:
 (a) When should transfers be effected between marketable securities and cash?
 (b) What should be the size (magnitude) of these transfers?

According to the Miller and Orr model, any upward changes in the level of cash balance are permitted till 
the cash balance reaches an Upper Control Limit (UL). As and when such level is reached, the cash balance is 
required to be reduced to a Return Point (RP), by investing UL – RP in the marketable securities. As against 
this, any downward changes in the level of cash balance are permitted only till the cash balance touches a Lower 
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Control Limit (LL). And, as and when such level is reached, sufficient quantum of the marketable securities 
should be sold out (disposed of) so as to restore the level of cash balance to its Return Point (RP). The results 
of the analysis, based on the Miller and Orr model, are the following:

  RP = 3
4

2b
I
σ  + LL

     UL = 3RP – 2LL
Where
  RP = Return Point
      b = Fixed cost per order, for converting marketable securities
   I = Daily interest rate earned on marketable securities
	 	 	 s2 = Variance of daily changes in the expected cash balance
   LL = Lower control limit
  UL = Upper control limit Let us take an illustrative example to explain the point clearly.
Example: The following information is available in regard to Aishwarya Appliances Company Limited about 

its liquidity position:
 1. An annual yield of 12 per cent is available on its marketable securities. On a daily basis, the yield, ‘I’ 

(taking 360 days to a year), works out to: 0.12 ÷ 360 = 0.000333 or 0.0333 per cent.
 2. The fixed cost of effecting a marketable securities transaction, ‘b’, is ` 1,600.
 3. The standard deviations [s] of the change in daily cash balance is ` 5,000.
 4. The management of Aishwarya Appliances Company Limited has decided to maintain a minimum cash 

balance of ` 50,000.
Solution: Based on the aforementioned information, the ‘Return Point’ and the ‘Upper Control Limit’, for the 

Aishwarya Appliances Company Limited, by applying the Miller and Orr Model, are as follows:

  RP = 
3 1600 5000

4 0 00033

2
3

( ) ( )
.×

 (+) 50,000 = 94,962.50

         UL = 3RP – 2LL
     UL = (3 × RP) (–) (2 × 50,000)
     = (3 × 94,962.50) – (1,00,000)
     = 2,84,887.50 (–) 1,00,000
     = 1,84,887.50.
This means that, when the cash balance reaches the ‘Upper Control Limit’ of ̀  1,84,887.50, the management 

(i.e. the Finance Manager) should buy marketable securities of ̀  89,925 (` 1,84,887.50 – ̀  94,962.50 = ̀  89,925). 
As against this, when the cash balance touches the ‘Lower Control Limit’ of ` 50,000, the management (i.e. 
the Finance Manager) should sell the marketable securities with a view to restoring the cash balance to the 
‘Return Point’ level of ` 94,962.50. Further, so long as the cash balance lies between the ‘Upper Control Limit’ 
(i.e. ` 1,84,887.50) and the ‘Lower Control Limit’ (i.e. ` 50,000), no transaction, pertaining to the marketable 
securities, should be taken up. This course of action, on the part of the company, will minimize the total of the 
transaction cost and the interest income foregone taken together.
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CASE STUDY–I

TDR IS NOT THE BEST
Rajhans Electronics Limited was enjoying a Cash Credit Limit of ` 20 crore with the Bank of Delhi, and was 
being charged interest at 14 per cent per annum, with quarterly rests (i.e. compounded quarterly).

Mr Anupam Agarwal, one of the members of the Board of Directors of the company, announced in the 
Board meeting of the company that till this date, the company had been depositing the margin money against 
Letters of Credit in the Current Account with the bank, whereby it was not earning any interest thereon. He, 
however, had a detailed discussion with the Branch Manager of the bank, influencing him to ultimately agree 
to open the Letter of Credit for ` 2 crore, for one year, on retention of 20 per cent margin thereon, by way of 
Term Deposit for one year, earning an interest at 8 per cent per annum, with quarterly rests (i.e. compounded 
quarterly). This has resulted in a substantial financial gain to the company. But, Mr Krishna Bhargava, one 
of the Directors of the company, was not at all amused at this apparently good news. The rest of the Directors 
present in the meeting kept on wondering.

ISSUES TO BE DISCUSSED

 (i) If you were one of the members of the Board present in the meeting, what better suggestions would you 
have given for further negotiation with the bank, in this regard, such that the quantum of the company’s 
financial gain would have been still higher.

  By citing a suitable illustrative example, explain the full procedure that the bank will follow in this 
regard, and the effect that it will have on the company’s Cash Credit Account (i.e. working capital finance 
account). You may presume that the Drawing Power (DP) on the Cash Credit Account is ` 18 crore, and 
the debit balance on the account is ` 15 crore.

 (ii) Compute the financial gain that would accrue to the company as a result of the deal negotiated by you.
 (iii) Compute the financial gain that would accure to the company as a result of your suggestion(s).

[You may calculate the amount of interest at the simple rate of interest (instead of the compound rate) for 
the sake of simplicity, with a view to understanding the principles and procedures involved in the case, easily 
and more clearly.]

A SUGGESTED APPROACH*

The company is now a net gainer of ` 3.2 lakh, by way of simple interest at 8 per cent per annum on ` 40 lakh 
(20 per cent of ` 2 crore). By way of interest, compounded quarterly, for a period of one year, the gain will 
naturally be even higher. As against this, when the margin money was being kept in the current account, the 
income by way of interest was ‘nil’. But then, where did the amount of ̀  40 lakh come from? Obviously, from the 
cash credit account, which attracted interest at 14 per cent per annum. [Even if the amount were to come from 
internal savings or from somewhere else, the opportunity cost will be, at least, the rate of interest applicable 
on the cash credit account.]

Thus, the company, even now, is a net loser of interest to the extent of 6 per cent (14 per cent less 8 per cent 
per annum.) But, by virtue of availing of the facility of noting of the amount of margin money, by way of a lien 
on the cash credit account, instead, the company would save interest at the full rate applicable on the cash 
credit account, i.e. at 14 per cent per annum.

How? Let us try to understand, by way of an illustrative example, by actually showing as to how the position 
will appear in the books of the bank.

* One of the approaches to the Case Study, as suggested by the Author.
 Please note that there is no single approach/solution to a Case Study.
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As already stated earlier, the Limit is ̀  20 crore, the Drawing Power is ̀  18 crore, and the current outstanding 
in the account is ` 15 crore.

Situation ‘A’
The position of the cash credit account in situation ‘A’ (i.e. when the margin money is deposited by way of Term 
Deposit Receipt (TDR), would be as shown in Table 11.8.

TABLE 11.8 Cash Credit Account in situation A
(Amount in Crore)

Particulars Debit Credit Balance

By Bfd. Amount ` 15 crore (Debit)

To Margin Money ` 40 lakh ` 15.4 crore (Debit)

Thus, the company will have to pay interest on ` 15.4 crore (i.e. on ` 40 lakh more than ` 15 crore) at 14 per 
cent per annum, which amounts to ` 5.6 lakh more. The company will, however, earn interest on Term Deposit 
Receipt at 8 per cent per annum on ` 40 lakh, amounting to ` 3.2 lakh. Thus, the company will be a net loser 
of ` 2.4 lakh.

Situation ‘B’
But, in case a lien of ` 40 lakh would have been noted in the Cash Credit Account, a different picture would 
emerge as under: (Let us call it situation ‘B’)

 Limit : ` 20 crore
 Drawing Power : ` 18 crore

 Lein : ` 40 lakh

Therefore, the Effective Drawing Power (EDP) would be ` 17.6 crore
[` 18 crore (–) ` 40 lakh = ` 17.6 crore]
Thus, the position of cash credit account in situation ‘B’ would be as shown in Table 11.9

TABLE 11.9 Cash Credit Account in situation ‘B’

Particulars Debit Credit Balance

By Bfd. Amount ` 15 crore (Debit)

Thus, the company will be paying interest on the debit balance of ̀  15 crore only in situation ‘B’ (as against ̀  
15.4 crore in situation ‘A’), resulting in a net saving of interest on ` 40 lakh at 14 per cent per annum, i.e. ` 5.6 
lakh, as against the income of ` 3.2 lakh only, by way of interest at 8 per cent per annum on the Term Deposit. 
Thus, there is a net gain of ` 2.4 lakh more [i.e. ` 5.6 lakh (less) ` 3.2 lakh].

For the sake of simplicity, and only to bring home the relative point, the amount of interest has been calculated 
at simple rate of interest (and not at compound rate). We may, however, calculate the amount of interest on 
compounding basis also, when the savings to the company on account of interest will be even higher than only 
` 2.4 lakh.

Further, so far as the balance of the withdrawable amount available on the account is concerned, it will be 
the same in both the cases, i.e. ` 2.6 crore.

How? Because, the available balance = DP (less) debit balance.
In Situation ‘A’, it would be ` 18 crore – ` 15.4 crore = (` 2.6 crore).
In Situation ‘B’ also, it would be (EDP) ` 17.6 crore – ` 15 crore = ` 2.6 crore.
Thus, the company is a net gainer in the situation ‘B’ and the bank alone is the loser.
That is why, as of now, some banks are naturally showing some reluctance in allowing the facility of noting of 

the lien for the amount of margin money, on the cash credit account (except, of course, in the cases of extremely 
valued customers). They are, however, readily agreeing to keep the margin money by way of Term Deposits.
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CASE STUDY–II

TURNS TRICKY
Mr Rajiv, the Vice-President of Plastic Products (Private) Ltd, manufacturing plastic bottles, approached 
Harsha, the Chief Manager, Shanti Nagar, Meerut branch of a public sector bank, with a request to grant an 
overdraft to the extent of ` 20 lakh to the company. But, when Harsha sent for the details of the company’s 
account, he found that it was already irregular by around ` 30 lakh. He, therefore, expressed his inability to 
grant any further overdraft to the company. Thereupon, Rajiv enquired whether he would be able to draw the 
amount if he were to submit some fresh trade bills. Harsha immediately responded in the affirmative, as the 
company was already enjoying a bill limit. But, before Rajiv could leave his chamber, a thought crossed his 
mind, wondering why, at all, he (Rajiv) should have asked such an obvious question?

Soon Rajiv came back with three trade bills aggregating ` 50 lakh, against which a further drawing 
power of ̀  37.5 lakh (after deducting 25 per cent margin) was allotted on the company’s account. But, after 
adjustment of the earlier irregularity of ` 30 lakh on the account, he could have hardly drawn another 
` 7.5 lakh only. He had obviously made some error in calculating the required amount of the trade bill 
to be submitted so as to get a net withdrawal of ` 20 lakh. Accordingly, he brought two fresh trade bills 
aggregating ` 25 lakh.

What line of action and strategy, in your considered opinion, Harsha would have adopted, in the instant 
case? Give reasons for your answer.

A SUGGESTED APPROACH*

At this point in time, it must have struck Harsha that if the company had five genuine trade bills, aggregating 
` 75 lakh ready, why had Rajiv not submitted all these bills at the first instance itself. This must have 
strengthened his suspicion to the effect that all these five bills might have been fake ones, not representing 
any genuine trade transactions whatsoever. So, he must have called Mr Rajiv to his chamber and asked him, 
‘You seem to have suddenly changed your original line of business.’ Rajiv, however, must have failed to get 
at the real (hidden) sense and implication of such a sudden and surprising statement, and, therefore must 
have immediately responded in the negative, saying something like: ‘No Sir, I am still continuing in the same 
line of business of manufacturing plastic bottles’. Thereupon, Harsha must have told him, frankly and in a 
straightforward manner, that he had, as of today, changed his line of business, from manufacturing plastic 
bottles to the manufacturing of (fake) trade bills.

Harsha, accordingly, must have issued instructions to cancel the drawing power even of ` 37.5 lakh granted 
to the company earlier and, instead, must have sent all the five bills on collection basis. Finally, as was quite 
expected, all these bills must have been received back at the branch, unpaid, incontrovertibly proving that all 
these five bills were fake trade bills.

Tail Piece
On further thorough scrutiny of the trade bills account of the company, it was found that most of its bills, 

pertaining to a party in Agra, were returned unpaid. Harsha became further suspicious that the Agra party 
may as well be a fictitious one. Therefore, he immediately contacted the Chief Manager of the Agra branch over 
the phone, and, his suspicion, turned out to be true. He, therefore, immediately took necessary precautionary 
measures in regard to the conduct of all the accounts of the company and issued strict instructions to all the 
officers and employees at the branch to exercise more than ordinary care, while dealing with this company, 
ever thereafter.

* One of the approaches to the Case Study, as suggested by the Author.
 Please note that there is no single approach/solution to a Case Study.
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Besides, Harsha used this golden opportunity – an eye-opener for him – to scrutinize the trade bills accounts 
of all the borrowers at the branch, and found that in one more case, the trade bills, drawn by yet another 
borrower, on a Baroda party, were mostly returned unpaid. He, therefore, issued suitable instructions that 
the trade bills drawn on the particular party at Baroda should not be advanced against. Instead, these must 
invariably be sent on collection basis.

It was on this day that Harsha could realize and understand fully well the importance and imperative need 
of scrutinizing the Books and Registers at the Branch, at irregular periodical intervals, on a regular basis.*

* [To further develop the art and skill of making such scrutiny, the readers may like to refer to the chapter ‘Supervision 
Means Super-Vision’, in the book, titled Principles of Managerial Excellence – The Indian Experience, by Dr Satish B. 
Mathur, 2010, Himalaya Publishing House, Mumbai]. 
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* One of the approaches to the Case Study, as suggested by author.
 Please note that is no single approach/solution a Case Study.

CASE STUDY–III

INVESTING SURPLUS FUNDS: WHERE AND WHY?
‘Friends Electricals (P) Ltd.’, had been sanctioned a cash credit limit of ` 4 crore by the bank. As on 1 January, 
2010, the company’s cash credit account showed a debit balance of ` 1.50 crore, including interest charged 
thereon at 15 per cent per annum. The company had an ambitious expansion plan. It had already placed orders 
for the supply of plant and machinery worth ̀  5 crore. As per the agreement, the supply thereof was expected to 
arrive any time during the period September - October 2010. The company had also been sanctioned a term loan 
of ` 4 crore by the same branch of the bank, and the balance amount of ` 1 crore was payable by the company 
as a margin money thereon. A new factory building was also under the initial stages of its construction at an 
estimated cost of ` 1.50 crore, being entirely financed by the company from its internal resources.

As the construction work was already in progress and the plant and machinery were also expected to arrive 
any time, the company had been prudent enough to keep the required sum of ̀  2.50 crore in the current account 
of the same branch of the bank.

In one of the Board meetings of the company, Ms Jyotsna Sinha, one of the Directors of the company, 
suggested that the surplus funds must be gainfully invested in the shares of some blue chip companies. The 
other Director, Ms Puja Bhatnagar, however, came forward with yet another suggestion, based on some very 
sound and convincing reasonings in support of her arguments, as against the suggestions of Ms Sinha. She 
suggested that the surplus funds should, instead, be invested with the bank in its Term Deposit Scheme.

TABLE 11.10 Rate of Interest on Term Deposits

Period Rate of Interest

15 Days to 45 Days 5% p.a.

46 Days to 179 Days 6% p.a.

180 Days to 1 Year 7% p.a.

Over 1 year up to 3 years 8% p.a.

Over 3 years 8.5% p.a.

Ms Bhatnagar even quoted the rates of interest payable by the bank on the term deposits of respective 
maturity periods (Table 11.10). She also explained, in detail, the various other facilities of loan against the 
security of the TDRs on some easy terms. She further suggested that the company should obtain two Term 
Deposit Receipts (TDRs), for ` 1 crore and ` 1.50 crore (both maturing after 180 days), as these amounts were 
earmarked for two distinct specific purposes, as aforesaid.
 (i) What would have been the arguments of Ms Puja Bhatnagar
 (a) against the suggestions of Ms Jyotsna Sinha, and
 (b) in favour of her own suggestions?
 (ii) If you were on the board of the company, what further improvements you would have suggested over 

those of Ms Puja Bhatnagar and Ms Jyotsna Sinha? Give sound reasons for your specific stands.

A SUGGESTED APPROACH*

 (i) As is well-known, the market prices of shares, even pertaining to the blue chip companies, are volatile 
enough, and accordingly, the investments in shares are rightly considered as highly risky. This fact may 
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be quite evident from the figures, presented in Table 11.11, quoting the market prices of some frequently 
traded shares (‘highs’ and ‘lows’) during the last fifty-two weeks, as also the closing price as on 20 June, 
2005 and 6 February, 2006 in the Bombay Stock Exchange (BSE). These dates have been specifically 
selected because the Sensex (BSE Index) had crossed the great resistance levels of 7,000 points and 
10,000 points, respectively, on these days, and had closed only around 15 and 20 points lower than the 
magic figure of 7,000 and 10,000, respectively. Incidentally, the Sensex had crossed the 7,000 points on 20 
June, 2005, because the seven-month old family differences between the two Ambani brothers (Mukesh 
and Anil) had been amicably resolved with the prudent intervention of their mother Kokila Ambani on 
Saturday, 18 June, 2005, and thus, the heavy weight shares of the Reliance Group of Companies were 
expected to go up substantially on the very next day of the opening of the share markets on Monday, 20 
June 2005. Further, during the whole week, i.e. from 21 June through 24 June, 2005, the BSE Sensex 
was hovering around 7,200 level in its attempt to break it also.

  However, during such bullish periods, all the investors, big and small alike, are well advised by the 
experts to exercise due caution and restraint, based on the principle that ‘it is better to play safe today 
than to feel sorry tomorrow.’

TABLE 11.11 Market prices of some frequently traded shares on the Bombay Stock Exchange 
with ‘Highs’ and ‘Lows’ for the last 52 weeks, and the Closing Rates as on 

Monday, 20 June, 2005 and Monday, 6 February, 2006

Names of Companies Last 52 weeks as from
20 June 2005 and
6 February 2006

Closing Rates as on
20 June 2005 and
6 February 2006

High
(`)

20-6-05/6-2-06

Low
(`)

20-6-05/6-2-06
(`)

20-6-05/6-2-06

Asia Brown Bowery 1,345/2,604 614/1,085 1299.90/2,391.90

Andhra Bank 123/123 35/82 98.55/90.10

Arvind Mills 144/144 56/90 131.30/91.45

Bharat Heavy Electricals Ltd. (BHEL) 950/1,881 476/742 865.50/1,843.55

Colgate Palmolive 244/383 110/169 230.10/374.25

Dr. Reddy’s Laboratories 890/1,215 613/613 721.75/1,790.40

Gas Authority of India Ltd. (GAIL) 259/294 159/199 218.55/290.45

Hero Honda 614/887 412/480 550.15/870.55

HDFC 866/1,405 514/679 843.35/1,333.90

HDFC Bank 601/774 348/508 601.00/744.60

ICICI Bank 437/622 230/357 418.45/607.15

India Petroleum Company Ltd. (IPCL) 221/272 133/156 169.10/239.50

Kochin Refinery 243/199 144/146 156.05/176.60

Maruti Udyog Ltd. (MUL) 504/769 338/393 453.75/736.30

National Aluminium Company (NALCO) 209/311 124/135 145.10/292.35

National Thermal Power Corp. (NTPC) 95/120 68/80 82.85/118.25

(Contd.)
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Punjab National Bank (PNB) 521/521 229/338 383.55/445.35

Reliance Capital Ltd. (RCL) 308/497 107/142 289.45/445.10

Reliance Energies Ltd. (REL) 706/706 456/471 655.30/601.55

Satyam Computers Ltd. 511/775 285/364 507.15/739.40

Siemens 2040/4,630 788/1,450 1948.60/4,378.20

State Bank of India (SBI) 751/962 400/577 665.30/864.65

Steel Authority of India Ltd. (SAIL) 70/70 22/42 53.65/54.60

Tata Chemicals 186/258 110/141 172.35/237.75

Tata Consultancy Services Ltd. (TCS) 1475/1,751 959/1,091 1303.85/1,679.60

Tata Motors 526/738 363/402 418.45/734.60

Tata Powers 425/499 213/325 374.85/490.95

Zee Telefilms 189/206 120/128 143.95/154.45

Source: Economic Times, 21 June 2005 and 7 February 2006.

 (a) Let us take a recent example. Till a couple of years back, the Sensex at the Bombay Stock Exchange 
(BSE) was hovering above 20,000/21,000 points. But since late 2008, it had started coming down steadily, 
so much so that it had fallen to 8,160.40 points, its lowest in the past three and a half years, on Monday 
the 9th March 2009.

  (Source: The Hindustan Times, Lucknow edn, dated the 10 March, 2009, in the first column, on the front page).

 (b) More importantly, in an emergent situation, one may have to compulsorily sell the shares at the prevailing 
price, even at a loss, without affording to wait even for a while, in the fond hope that their prices may 
go up over again in the near future.

The fifty-two-week ‘high’ and ‘low’ of the shares of the following companies have not been included in Table 
11.11 because of the various reasons noted against their names:
 Larsen and Toubro (L&T), The face value of these shares had been reduced from ` 10 to 

` 2, after the demerger of its cement sector to Ultratek.
 Tata Steel (formerly TISCO), and The shares of these companies had been split in the ratio of 1:5; 

Gammon India that is, one share of the face value of ` 10 had 
been split into five shares to ` 2 each.

 Hindalco The shares had been split in the ratio of 1 : 10.
 Infosys, Sesa Goa, Tisco, Wipro These companies had issued bonus shares during the last fifty-

two weeks.
 ITC These shares had been split in the ratio of 1 : 10, and bonus had 

been given in the ratio of 1 : 2.
 Ranbaxy Laboratories Bonus had been given in the ratio of 1 : 2.
 Reliance Industries Ltd. (RIL) The company had been demerged.

Besides, it takes around a week, or even more, in some cases, to get the sale proceeds of even dematerialized 
shares of blue chip companies, as also of others. Under such circumstances, a prudent business sense may 
prompt us to sell the shares well in advance, to receive the cash to meet the business commitments, as per the 
promised due dates.

But then, if the actual date of such payments gets slightly or materially postponed, one may have to park 
such surplus funds even in some interest-free avenues, like the current account of the bank. The position may 
be even worse when a substantial shortfall takes place in the event of the share prices falling down sharply, 
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well below even the purchase price at the material time. This may create a further problem of meeting the 
resultant shortfall, by borrowing the necessary fund, on a crash basis, even at a higher price.

With these inherent features and the element of high risks involved, it may not prove to be a prudent business 
decision to invest the short-term funds in the stock market, even in the blue chip shares.

As against the blue chip shares, the Term Deposit Schemes of all the public sector banks, and even in the top 
class private sector banks, are the most sound, safe and liquid avenues for investment, and thus, most suited 
to park short-term cash surpluses.

This is so, also because, one may encash the Term Deposit Receipts even prematurely (i.e. well before the 
originally stipulated due date), by forfeiture of some interest, of course, for the period for which these might 
have run. The ‘Khazana’ scheme of the Central Bank of India is one of the illustrative schemes, where one may 
deposit any amount in multiples of ` 5,000, and withdraw any amount, again in the multiples of 5,000, any 
time, well before the initially proposed due date. No interest, however, will be payable under the ‘Khazana’ 
scheme, if the withdrawal is made before the expiry of a minimum of 15 days. It is, thus, one of the most suited 
schemes for parking surplus funds, especially for a short period. Many other banks also grant similar facilities 
under their different brand names.

The other added advantage attached with the banks’ Term Deposit Receipts (TDRs) is that one can even 
take some percentage of the amount of the respective Term Deposit Receipts (up to, say, 90 per cent, or even 
up to 100 per cent in some cases).

But, it would be a much better proposition if the entire debit balance of ` 1.5 crore, outstanding in the 
company’s cash credit account, is cleared by depositing the full amount therein. This will result in a substantial 
savings of the amount of interest outgo, as the rate of interest, applicable on the company’s cash credit account 
would be much higher, i.e. at 15 per cent per annum, on the entire amount of ` 1.5 crore.

But then, by way of exercising an abundant precaution in the matter, one should, well in advance, apprise 
the bank manager of the full facts of the case and the aforesaid financial planning and strategy, so that he may 
not, at a later date, take the stand that the cash credit account cannot be used for financing fixed assets like 
the items of machinery. Therefore, it will be still better if a letter is obtained from the bank to the effect that 
the sum of ̀  1.5 crore is being deposited in the cash credit account, with a view to saving the amount of interest 
payable, and that this amount will be withdrawn the moment the items of machinery will arrive at the site.

Furthermore, the balance amount of ̀  1 crore must be deposited in the Term Deposit Account with the bank, 
but for different amounts, and for suitable periods of maturity, too, depending upon the expected requirement 
of the funds for the construction purposes, to match with the progress and stages of the construction work, in 
a phased manner.

A number of TDRs of different amounts and phased due dates may, possibly, avoid the situations of 
necessitating premature payment, and/or raising loans thereagainst.

 SUMMARY

 1. Cash at the Minimal Level
  We are required to keep some hard cash (in hand and/or in bank) though it does not yield any return 

by way of interest. It should, therefore, be kept at the minimal level.
 2. Cash Budgeting
  It is a handy tool to forecast the inflows and outflows of cash, over a period of time, with a view to 

determining the minimal level of cash required. Most of the companies do the cash budgeting on yearly 
basis, subdivided into quarterly and/or monthly basis. In a few cases even on weekly or daily basis.

 3. Receipt and Payment Method
  Here, the various receipts and payments, i.e. inflows and outflows of funds, are estimated, as per their 

expected timings (months). However, a correct and complete database is required to make it more 
realistic.
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 (i) Collection of sundry debtors must be based on the credit sales and the pattern of realization of the 
dues.

 (ii) Salaries and wages must be based on the manpower employed, and salary and wages payable, and 
so on.

  Some other basic information required
 (i) Estimated Sales (Cash and Credit Sales) is the most crucial factor
 (ii) Purchase Plan
 (iii) Financing Plan
 (iv) Capital Expenditure Budget
  Estimated sales is most crucial as it is on the expected sales that the quantum of production will 

actually depend, and whereupon will depend the quantum of purchase and stocking of raw materials, 
and so on. On such a database, the following statements are prepared:

 (i) Cash Receipt Budget
 (ii) Cash Payment Budget
 (iii) Summary Statement
  The summary statement finally gives the quantum and period of occurrences of cash surplus or cash 

deficit. Based on such information, we may take suitable financial decisions like the following:
 (i) Whether to postpone some heavy capital expenditure by a month or two
 (ii) To expedite the collection mechanism
 (iii) To raise some short-term loans 
 (iv) To arrange for some temporary overdrafts from the bank
 (v) To somewhat delay the payments to at least some of the sundry creditors (without, of course, 

adversely affecting the company’s market reputation and credit worthiness).
  In the initial couple of years, the cash budgets may show some wide variances between the budgeted 

and actual levels. But, with the passage of time, and by learning from the experiences, the company 
may streamline its cash budgeting system, and thus, may keep the variances well within control.

 4. Variance in Cash Budget
  All factors considered, instead of preparing a single cash budget, we may prepare three sets of the 

budget, based on different sets of assumptions and estimates, under the following conditions:
 (i) Normal Conditions
 (ii) Pessimistic Conditions
 (iii) Optimistic Conditions
 5. Long-Term Cash Forecasting
  Such a cash budget is prepared for two, three or five years, or so. It should better be prepared on 

‘Adjusted Net Income Method’, which largely resembles the funds flow statement.
 6. Reports and Statements for Control
 (i) Monthly Performance Report on Cash Budget
 (ii) Daily Cash Report
 (iii) Daily Treasury Report
 7. Expeditious Realization of Receipts
  By way of the following:
 (i) Management and Control of Sundry debtors
 (ii) Expeditious Realization of Cheques/Bank Drafts
 (iii) Decentralization of Collections
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 8. Current Account vs. Cash Credit Account
  Credit balances in both these accounts do not yield any interest. Therefore, the entire credit balance 

in the current account should be transferred to the company’s cash credit account, so as to reduce the 
debit balance, and to save the amount of interest payable thereon. Any surplus cash available for a 
shorter span of time must be gainfully parked temporarily, in some safe and sure avenues of short-
term investments.

 9. Depositing Margin Money in Cash Credit Account
  It makes a better business sense to deposit the margin money, on letters of credit, or bank guarantees, 

by way of getting a lien noted in the company’s cash credit account, instead of depositing the money 
in the bank’s term deposit account.

 10. Management and Control of Payments
  Don’t pay taxes on the day one but just a couple of days earlier to the last date (so as to avoid the last 

day rush and the risk of default). Similarly, payment to sundry creditors may be delayed but by a few 
days, and only when facing cash crunch. But don’t over delay. Prompt Payment has its own prize, and 
over-delay has its own price (disadvantages and adversities).

 11. Centralized Payments vs. Decentralized Payments
  Both systems have their own advantages and disadvantages. Therefore, an optimal mix of both these 

systems, may be the best financial policy.
 12. Paying the Float
 (i) While issuing cheques, the aggregate amount is debited in the company’s books, though these 

cheques may generally be presented and debited in the company’s account with the bank at a later 
date.

 (ii) Similarly, while receiving cheques/bank drafts, the company credits these amounts in its books 
the same day, though the amounts are generally credited to its bank account at a later date.

  The time gap pertaining to the condition (i) is known as the ‘Payment Float’. The time gap pertaining 
to the condition (ii) is referred to as the ‘Collection Float’.

  Further, if the difference between the two (i.e. payment float less collection float) is positive, it is 
known as ‘Positive Net Float’. If it is negative, it is known as the ‘Negative Net Float’.

  Thus, in the case of the ‘Positive Net Float’, the credit balance in the company’s bank account will 
be higher than the one in the company’s own books. Thereby, the company can very well issue 
some cheques against the (excess) amount of credit balance available in the bank’s books. This 
process is known as ‘Playing the Float’, whereby the extra amount gets used free of interest. But 
then, don’t over do it. Play safe by issuing cheques up to 50 per cent to 60 per cent of the ‘Positive 
Net Float’, and not up to 100 per cent. Because, sometimes the net difference may get narrowed 
down as well. It has become all the more important since the introduction of ‘on-line’ banking.

 13. Safe Avenues for Investment of Surplus Funds for Short-Term
 (i) UTI’s US 1964: It was an open-ended mutual fund scheme with the face value of ` 10 each. It was 

sold and purchased by UTI at the pre-announced sale and purchase prices. It had earlier been a 
very popular scheme, but, of late, it has been losing public confidence, and is now converted into 
bonds. Now considered-unsuitable.

 (ii) Ready Foreword: When some specified securities are sold under the condition that it would 
be purchased back (by the seller, usually banks) at a later (i.e. forward) date at ready (i.e. 
predetermined) price, it is known as ‘Ready Forward’. The price difference (between the purchase 
and resale price) is the yield to the company, instead of the interest on the investment.

 (iii) Treasury Bills: Such investments are safe enough, as these are issued by the Reserve Bank of 
India on behalf of the Government of India.

  These are issued for a period of 91 days, 182 days and 364 days, and at a discount. Thus, the rate 
of interest is the function of the rate of discount and the period of maturity. Being issued in ‘bearer’ 
form, the transfer and transactions in the secondary market are easy enough.
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 (iv) Certificate of Deposit (CDs): The certificate of deposits, like TDRs, are issued by the banks for a 
specified amount and for a specified period. But then these (unlike the TDRs) are negotiable, too. 
It may be issued both in ‘bearer’ form and ‘registered’ form.

  Further, these are traded even in the secondary market. These are issued at a specific rate of 
interest, where the yield is somewhat higher than that in the cases of TDRs and even Treasury 
Bills.

 (v) Commercial Papers (CPs): These are issued by way of unsecured Demand or Time (usance) 
Promissory Notes (DP/TP Notes), for a period ranging from fifteen days to one year. The following 
eligibility criteria has been stipulated by the Reserve Bank of India, as these instruments are 
unsecured:

 (a) The companies should have minimum Tangible Net Worth (TNW) of ` 4 crore.
 (b) The company should be sanctioned a working capital limit by banks or financial institutions.
 (c) The account should be classified as a ‘Standard Asset’.
 (d) It can be issued in both physical and dematerialized (demat) forms.
 (e) The company must enjoy minimum credit rating of CRISIL P2 or its equivalent by CRA, ICRA, 

CARE, FITCH, and so on.
 (f) It can be issued in denominations of ` 5 lakh or multiples thereof.
 (g) The under-noted eligibility criteria and conditions have, since been lifted:
 (i) Listing of the company’s shares in some stock exchange;
 (ii) Minimum Current Ratio (CR) to be 1.33;
 (iii) The company to be enjoying Health Code No. 1.
 (vi) Inter-Corporate Deposits (ICDs): These are unsecured deposits made by one corporate body 

with another. The maturity period, however, varies from minimum ‘one-day notice’ to a maximum 
of six months.

 (a) Call Deposits are payable on demand, on one-day notice. But, usually, it takes around two to 
three days, to effect the payment.

 (b) Three Months Deposits.
 (c) Six Months Deposits (this is the maximum maturity period permitted).
  Besides, the company’s total investments in ICDs plus the loans and guarantees, should not exceed 

60 per cent of its net worth (i.e. paid-up share capital + free reserve) as per section 372(A) of the 
Companies Act, 1956. Deposits should be made only in safe companies.

 (vii) Badla Financing: It is the financing of the Badla transactions (or forward-trading) under which 
the brokers are permitted to carry forward the payments pertaining to the share transactions, but 
only to the next weekend settlement date. But, as the stock market is too volatile, such investments, 
though high yielding, may be quite risky, too.

  Precautions/measures that must be taken by the companies:
 (a) The financing should be done through reputed and honest brokers, with stable financial position.
 (b) The company may stipulate that shares of some specific companies only should be financed, 

and that too, only to the known investors of integrity.
 (c) Badla finance should be provided only after taking the possession of the respective shares (in 

physical or demat forms).
 (d) Above all, the aim should be to make some reasonable ‘gain’ and not to crave for an undue 

‘greed’.
 (viii) Purchase/Discount of Demand/Time Bills: As the demand bills and time (usance) bills are 

purchased and discounted, respectively, by the banks, such a facility may be granted even by 
companies, which are flush with surplus funds, though temporarily.
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  Care should, however, be taken that such ‘finance’ is done against genuine trade transactions and 
not against fictitious bills. And, only to such companies whose financial stability and integrity are 
well established.

 14. Models of Cash Management
 (a) William J. Baumol has developed a model, which is based on the concept of the Economic Order 

Quantity (EOQ), usually used in the management of inventories, to determine the cash conversion 
size which, in turn, influences the average holding of cash of a company.

 (b) Miller and Orr, however, have further developed on the Baumol model and have taken into account 
a stochastic generating process, instead, for the periodical changes in the cash balance.

 REVIEW QUESTIONS
 1. All the companies and firms, the world-over, invariably hold some amount of cash, although they all know 

that the cash in hand and/or with the banks (in the current account) does not earn any interest. What, in your 
opinion, could be the compelling reason and rationale behind such policy?

 2. ‘Cash budgeting or short-term cash forecasting (budgeting) is the principal tool of cash management’. Discuss.
 3. Discuss the ‘receipts and payments’ method of cash budgeting.
 4. (i) What are the major sources of:
  (a) Cash Receipts, and
  (b) Cash payments?
  (ii) How can these be estimated with almost near accuracy?
 5. Various types of cash reports are prepared and submitted periodically to the management for controlling and 

reviewing each forecast on a continuing basis. Discuss the three main reports submitted in this regard.
 6. What necessary steps and strategies could, in your view, be taken by the companies to improve the efficiency 

and effectiveness of their cash management?
 7. (i) What do you mean by:
  (a) Payment float
  (b) Collection float
  (c) Net float
  (d) Positive ‘net-float’
  (e) Negative ‘net-float’, and
  (f) Steady state situation?
  (ii) Explain each of the aforementioned terms, by citing some suitable illustrative examples in each case.
 8. (i) What do you mean by the term ‘playing the float’? Explain, by using some appropriate illustrative examples.
  (ii) In your own considered opinion, what would be your specific suggestions to the companies, in regard to 

‘playing the float’? Give reasons for your answer.
 9. What is meant by the term ‘Optimal Cash Balance’? Discuss.
 10. What are the various options or opportunities available to companies to park their surplus funds for a short-

term, so as to gain a reasonable income by way of interest, and at the same time, maintain sufficient safety 
and liquidity of the invested funds?

 11. If you were the Director (Finance) of a company, what specific strategies would you formulate and adopt in 
regard to the investment of surplus funds available with the company, but only for a short period of say, six 
months from now? Give specific reasons for adopting a specific strategy in each case.

 12. Write short notes on the following:
 (i) US 64 Scheme
 (ii) Ready Forward
 (iii) Treasury Bills
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 (iv) Certificates of Deposits (CDs)
 (v) Commercial Papers (CPs)
 (vi) Inter-corporate Deposits (ICDs)
 (vii) Badla Financing
 (viii) Discounting of (time) Bills, and
 (ix) Purchase of Demand Bills.
 13. What will be the value of ‘C’ (i.e. the amount of marketable securities converted into cash per order), according 

to the Baumol model?
 14. What are the important features of Baumol model, and Miller and Orr model? Discuss.

 PRACTISE PROBLEMS
 1. Archana Cosmetics (P) Limited are preparing their cash budget for the period July through December this 

year. The following information is available: [Amount in Rupees]:
 (i) The estimated sales for the period, July through December, are as follows:
  1,80,000 per month for July and August, and 2,10,000 per month from September through    

December.
 (ii) The sales for the months of May and June have been 1,50,000 each.
 (iii) The division of sales between cash and credit sales is 20 per cent cash, and 80 per cent credit.
 (iv) Credit collection pattern is: 25 and 75 per cent, after one month and two months, respectively.
 (v) Bad debt losses are presumed to be ‘nil’.
 (vi) Other anticipated receipts are: (i) 95,000 from the sale of a machine in August, and (ii) 10,000 interest on 

securities in December.
 (vii) The estimated purchases of materials on credit are: 80,000 per month from June to August, and 90,000 

per month, from September to December.
 (viii) The payments for the credit purchases are made in about a month’s time after the purchase.
 (ix) The purchases for the month of June have been 55,000, for which payments will be made in July.
 (x) Miscellaneous cash purchases of 9,000 per month are planned from July through December.
 (xi) Wage payments are expected to be 50,000 per month from July through December.
 (xii) Manufacturing expenses are expected to be 45,000 per month, from July through December.
 (xiii) General administrative and selling expenses are expected to be 25,000 per month.
 (xiv) Dividend payment of 55,000 and tax payment of 40,000 are scheduled in December.
 (xv) A machine worth 1,25,000 is planned to be purchased in cash in October.
  The cash balance as on the first of July is 55,000. The minimum cash balance required by the company is 

40,000.
  Required
  Prepare a statement showing the surplus/deficit in relation to the minimum cash balance required.
 2. Kartika Crafts & Arts issues cheques aggregating ` 37,000 daily and it takes seven days for its cheques to be 

cleared and debited to its account with the bank. The firm receives cheques aggregating ` 49,000 daily and it 
takes five days for these cheques to be realized and credited to its account.

  Required
  Assuming a balance of ` 25,000 (in the books of the firm and the bank) to begin with,
 (i) Show the balance in the books of the firm and the books of the bank.
 (ii) What will be the balance in the ‘steady state situation’?
 3. (i) Ashoka Automobiles Limited will need ` 30 lakh in cash. This amount of ` 30 lakh will be required by the 

company to meet its transactions for three months, which corresponds with its planning period, for taking 
liquidity decisions. Further, this amount, as of now, is held by the company in the form of marketable 
securities.
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  (ii) For the purpose of meeting its projected requirements of cash, the company can sell its marketable securities, 
in one of the five sizes of lots, viz. 2,00,000, 4,00,000, 6,00,000, 8,00,000, and 10,00,000.

  Required
 (a) Compute the number of times the marketable securities will be converted into cash during the planning 

period of three months.
 (b) It has been presumed that the cash payments are made by the company evenly, over the full planning 

period of three months. Compute the average cash balances, corresponding with the various sizes of cash 
conversions.

 (c) On its marketable securities, the company can earn an annual yield of 16 per cent. Compute the rate of 
interest for the three months period of planning, as also the amount of interest income foregone by the 
company.

 (d) The conversion of marketable securities into cash involves a fixed cost of ` 1,000 per transaction, which 
is independent of the size of the marketable securities required to be converted into cash. Compute the 
cost of conversion of the marketable securities into cash.

 4. The following information is available in regard to Shalini Saris Company Limited about its liquidity position:
 (i) An annual yield of 18 per cent is available on its marketable securities.
 (ii) The fixed cost of effecting a marketable securities transaction is ` 240.
 (iii) The standard deviation of the change in daily cash balance is ` 7,500.
 (iv) The management the company has decided to maintain a minimum cash balance of ` 75,000.
  Required
 (a) Taking 360 days to a year, compute the yield of the company on a daily basis.
 (b) (i) Based on the aforementioned information, compute the ‘Return Point’ and the ‘Upper Control Limit’, 

for the Company, by applying the Miller and Orr Model.
  (ii) Also find out, when the cash balance reaches the ‘Upper Control Limit’, the management should buy 

marketable securities aggregating what amount? Give reasons for your answer.
  (iii) Further, compute that, when the cash balance touches the ‘Lower Control Limit’, the management 

should sell the marketable securities aggregating what amount, with a view to restoring the cash 
balance to the ‘Return Point’ level?

  (iv) It is said that ‘so long as the cash balance lies between the ‘Upper Control Limit’ and the ‘Lower Control 
Limit’, no transaction, pertaining to the marketable securities, should take place.’ Do you agree with 
this view? Give reasons for your answer.





Credit Management

Crito, I owe a cock to Asclepius, will you remember 
to pay the debt.

– Socrates (His Famous Last Words)
If you don’t have some bad loans you are not in 

business.
– Paul Volcker

Remember that credit is money.
– Benjamin Franklin

Chapter 12
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Credit Policy and its Types
 • Steps and Strategies for Keeping Sundry Debtors Low
 • Follow-up Measures and Streamlined Enquiry System
 • Financial Implication of Cash Discount
 • Management Control System (MCS) and Sundry Debtors
 • Management of Sundry Debtors in India, and Suggestions for its Improvement.
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INTRODUCTION

In a competitive economy, most of the companies, especially those who operate in the buyer’s market (and not 
in the seller’s market) have to sell a large portion of their products on credit. The terms and conditions of the 
credit sales, however, depend upon the market conditions and the trade practices, prevaling at the material 
time, in a particular industry and/or the segment of the business activities.

Further, as the amount of the credit sales gets blocked for the period of one to two months, or even more, 
depending upon the terms of the credit, the seller company stands to lose a substantial amount by way of interest 
on the blocked funds. But then, they have to offer a matching credit term to withstand the market pressure. 
Thus, it will augur well for the company to streamline and strengthen its system of collection of its bills, on or 
around the due dates, so as to realize the funds on time and thereby avert the risk of loss due to bad debts. It 
is all the more important, as the amount invested in sundry debtors usually happens to be significantly high, 
inasmuch as it happens to be a close third item of assets, only after the levels of investments in the fixed assets 
and inventories.

CREDIT POLICY

For the purpose of formulating a credit policy, we may broadly classify our parties (customers, clientele) under 
four different categories, on the basis of their integrity and ability (i.e. both intention and capability) to pay in 
full, and in due time. Accordingly, these may be classified as follows:

 Category Degree of risk
 A Nil 
 B A Little risk
 C Some risk

 D High risk

Such classifications, however, instead of being just a one-time exercise, must be reviewed periodically, and 
revised upwards or downwards, as the case may be i.e. if the performance of a particular party in category A 
seems to be declining, in terms of promptness in payment, it could well be brought down from category A to, 
say, category B. Similarly, based upon the past performance, as per the company’s records, if some perceptible 
improvement is observed in some category B, or even category C parties, these could as well be promoted to 
category A and B, respectively, as the case may be.

This strategy will ensure that all the sundry debtors of the company may remain under continuous observation 
and scrutiny, and some urgent remedial measures (of applying some restrictions or liberalization) could be 
effected, before it is too late.

This reminds me of a live example to bring home the point more clearly and forcefully. While I was directing 
a Management Development Programme (MDP) on Finance for Non-finance Executives (FNFE) at the 
Administrative Staff College of India (ASCI), Hyderabad, one of the participants, a Managing Director (MD) of 
a company confided with me that a substantial sum of ` 2 crore of his company had got blocked and fallen long 
overdue on account of a single party, and sought my sound and sincere advice in the matter. I remember to have 
suggested to him to always remember that ‘so long as one of your hands is placed under a heavy stone, you must 
keep the stone held up with your other hand’. You should not release the hold unless you have taken your hand 
completely out of the danger of being crushed under it. That is to say that, under the present circumstances, 
you cannot afford to take the stand of stopping any further credit supplies to the party, and press him for cash 
down payment. In such an event, he may say a long lasting and permanent ‘thank you’ in that he may stop 
all the dealings with you, and may not pay back a single rupee out of the long and substantial overdues to the 
extent of ` 2 crore. The reason being, as you very well know, that if you have some thousand rupees blocked 
with just one of your sundry debtors, you may control him, but then, if you have a few crore rupees outstanding 
with one single company, it controls you, instead. Such a stand could and should have, in fact, been taken much 
earlier, when just a couple of defaults (in payment) were committed by the party. But, now, you stand to lose 
everything by taking such a position, as it is late. You may have to, instead, settle down by continuing to allow 



 CREDIT MANAGEMENT 207

the credit facility and, at the same time, requesting the party concerned to pay at least 5 per cent to 10 per cent 
of the long outstanding dues along with the payments of the current credit sales, in due time.

But, by learning a couple of lessons from the instant live case, we must always monitor our sundry 
debtors on an effective and continuous basis. It is the only way to keep the level of bad debts at the 
minimum.

We will now discuss, in detail, about the various ways and means, steps and strategies, which can be adopted 
to achieve the desired goal of keeping the sundry debtors at the minimal level.

STEPS AND STRATEGIES FOR KEEPING SUNDRY DEBTORS LOW

Step 1: Prompt Despatch of Goods and Invoice
The goods and the invoice should invariably be dispatched promptly, inasmuch as the 30th day or 60th day, or 
whatever, is counted only after the day one begins, i.e. when the goods and invoice have been despatched. The 
delay of even a day or two may delay the payments, too, by as many day(s).

Step 2: Correct and Unambiguous Invoicing
The order number, particulars (quality and quantity) of goods and the other details should be incorporated in 
the invoice correctly, enabling the buyer company to connect the matter appropriately, whereby unnecessary 
correspondence, and the resultant delay in payment, could be avoided.

Step 3: Avoid Disputes
More than ordinary care must be taken, at all times, to see that the goods of the agreed quality are despatched, 
so as to avoid any possible dispute.

Let us take an illustrative example. Lucknow Iron Company Limited (not the real name) some twenty five 
years back, at one time, had accumulated, for long, over-due sundry debtors, mostly due to the dispute about 
the despatch of goods of a shade lower quality, at a higher price, so much so that the company had to sell the 
scraps to meet their financial requirements even to pay the monthly salary and wages to their staff and officers. 
The company had, therefore, engaged some young university students, during their summer vacation, to contact 
all the defaulting parties, and to settle the disputes on the spot, if the amount happened to be within 20 per 
cent of the invoice value. Also, if it was settled for any lesser discount, it was a bonus. This way, the company 
could realize a large portion of its long outstanding dues and thereby overcome its financial difficulties as also 
avoid the huge losses by way of bad debts. We all know, ‘longer the period of overdue sundry debtors, higher 
is the risk of bad debts, too’.

Step 4: Standard (Printed) Invoice Pro forma with a Tear-Off Portion
To facilitate and ensure that all the relevant particulars have been incorporated in the invoice (of course, 
meticulously and correctly), it would augur well if the company evolves an all-comprehensive pro forma of its 
invoice, such that no relevant particulars may be left out. Besides, to facilitate the acknowledgement of the 
relative bills of exchange and such other documents by the client, an acknowledgement slip should be provided 
by way of a tear-off portion of the relative forwarding letter itself. In this document (tear-off portion) also, all the 
relevant particulars, details of the various documents, as also the full and correct postal address of the seller 
company, are computer-printed at the appropriate place. This way, the buyer company, at the receiving end, 
would be required to just put its rubber stamp (not even signature) on the acknowledgement slip, insert the 
(acknowledgement) slip into a window envelop and post it. Otherwise, most of the companies may prefer not to 
send a separate acknowledgement letter. A specimen pro forma of the suggested forwarding letter, along with 
the tear-off portion, containing the acknowledgement slip, is placed at Appendix 12.1 at the end of the chapter.

Step 5: Entries in the (A) Master Register (all comprehensive) and (B) Ledger Accounts (Party wise)
(A) With a view to exercising effective control on all the sales, effected on a day-to-day basis, the companies 
may maintain a Master Register, wherein all the particulars of all the sales effected on a particular day should 
be entered, in serial order.
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To facilitate the calculation of the due dates of payment, separate sections in the Master Register (or separate 
files in the folder in the computer) should be maintained for parties enjoying the credit for different periods, 
viz. 15 days, 30 days, 45 days, 60 days, 75 days, 90 days, 180 days, and so on.

A specimen pro forma each of the suggested (i) Master Register and (ii) ‘Ledger Accounts’ (party wise), are 
placed at Appendix 12.2 and Appendix 12.3, respectively, at the end of the chapter. These, however, are only 
illustrative, and subject to changes and modifications, to meet the specific requirements of different companies.

It will augur well if separate sub-sections are also maintained for the parties falling under different categories, 
like A, B and C [presuming that the parties falling under the category ‘D’ (high risk) will not be given any 
credit, whatsoever]. This strategy may facilitate the company’s effective follow-up programme in a scientific 
and systematic manner, on the basis of the ABC analysis, whereby the quantum of pressure and frequency and 
rigour of monitoring could be gradually increased in the cases of B (as compared to A) and C (as compared to 
B) categories of sundry debtors.

Here, in the case of category A, too much of close follow-up may not be required until their payment pattern 
calls for their degradation from category A to category B, and so on. Similarly, the parties under category B may 
require somewhat closer follow-up, while those under category C may require a still closer and more frequent 
follow-up measures as also a constant watch and vigil over their payment pattern, so as to decide whether some 
restrictions are required to be imposed on their credit terms, such that the situation may not get worsened and 
go out of control, beyond any remedy.

A GENERAL PATTERN OF FOLLOW-UP MEASURES

Step 1
First of all, a week before the due date, a routine computer printed reminder should be sent, somewhat on the 
following lines:

Messrs  ______________

   ______________

   ______________

Dear Sirs,

Your Order No. ____________________ dated ___________ for ` __________

Our Bill/Invoice No.  __________ dated __________ for ` __________

This is to bring to your kind notice that the Bill/Invoice, as per the details given above, will fall due for payment 
on (date) and we hope that by the time this letter reaches you, you would have already paid the bill. In such a case, 
please ignore this letter. But, in case, due to some other pressing preoccupations, you could not remember to pay the 
bill, may we request you to please do so now.
Thanking you,

Yours faithfully,

(Authorized Officer)

Note: This being a computer printout, does not require any signature.

Step 2
Further, if the bill remains unpaid even after a week or a fortnight of the stipulated due date, a second reminder 
may be sent with a slightly firm language. Besides, a copy thereof may be endorsed to the sales officer/sales 
representative for necessary follow-up action.
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Step 3
In case even such a reminder fails to evoke the desired results, a third strict reminder may have to be sent, 
with a copy thereof endorsed to the sales officer/sales manager concerned, to personally follow-up the matter 
with the client concerned during their next visit to the area, so as to obtain the payment at the earliest. In the 
meantime, the goods despatch section may as well be instructed to suspend the supply of goods to the party till 
further instructions, so as to avoid the situation of accumulation of huge overdue amounts (as had happened 
in the case of the Lucknow Iron Company Limited, discussed earlier).

A pro forma each, of such letters, has been given in Appendix 12.4 and Appendix 12.5, respectively. These pro 
forma letters, however, may have to be suitably modified to meet the specific requirements from case to case.

Step 4
Furthermore, by way of the last resort, if even such strict and firm steps do not activate the party(ies), legal 
notice(s) may have to be served on them, just as a test case, so that they (and even the other defaulting buyers) 
may not get an impression that they may go scot free so easily.

Step 5
Just by way of setting an example and creating some sense of fear, even civil suits may be filed, though not 
with the intention of bringing it to its logical conclusion, but only as a demonstration of your strong will that 
you mean business.

Here, I may like to share a live incident with you, which may prove to be of some great learning value.
In one of the Management Development Programmes (MDPs) on ‘Working Capital Management and Control’ 

at ASCI, Hyderabad, while I was discussing the aforesaid strategies and steps for an effective follow-up of 
sundry debtors, one of the participants raised his point of dissent and argued that such strategies could not 
work in his specific case. Explaining further, he stated that he was from a very large company (name withheld 
for obvious reasons) looking after the marketing of some turnkey projects in the middle-east worth ` 100 crore 
to ` 500 crore, or even more.

He rightly pointed out that such routine reminders may offend his valued clientele. I readily agreed with 
him, and instead, suggested him a pragmatic strategy, which goes as follows:

When the Sheikh from the Middle East, the key man buying the turnkey project from your company, happens 
to visit India on some official tour, arrange to publish a full page advertisement in national dailies of repute 
like The Economic Times, Financial Express, The Times of India, The Hindustan Times, The Hindu and The 
Statesman, extending a very warm welcome to him. On his arrival, throw a very grand get-together and dinner 
party, exclusively in his honour. In a lighter vein, I added that when he may be feeling a little ‘high’, just 
whisper into his ears to release at least ` 100 crore, as a part payment of the bill, to tide over your financial 
difficulties. In all probability, he may call his aide and give the necessary instructions to him to issue a cheque 
for the required amount. Thus, your job gets done, easily and well.

The whole class had a hearty laugh, and in the entire process, some valuable learning had taken place for 
all of us. At this point in time, I had suggested that ‘Don’t treat all equally, but only equals equally’. Here also, 
we must apply the underlying idea behind the ABC analysis, so as to treat the different ‘classes’ of clients 
differently, even in the case of follow-up reminders for realization of the long outstanding bills.

(B) Further, along with the Master Register, the companies must also maintain a separate Ledger Account 
for each party, wherein the date of sale, particulars of sale, date of payment or return of the bills should be 
incorporated. This way, you will be able to form an opinion regarding each party which may, in turn, facilitate 
the review and revision of the categorization of each party periodically, and adopting specific strategies for 
the continuation of the terms of the credit sales or otherwise, depending upon the review data, revealed by the 
Ledger Account of each party individually.

STREAMLINED ENQUIRY SYSTEMS

One specific official must be identified by the company to attend to all the enquiries pertaining to sundry 
debtors. All the other officials of the company, including the telephone operators, must know this. Thus, any 
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call coming for such enquiries may invariably be put through to the right person, in one go, instead of being 
tossed over from one person to the other. By feeding all the relevant particulars into the computer, the person 
may reply to the queries with the press of a button.

This strategy will enable the official of the company to raise some of his own queries, or else, to seek some 
clarification or even to remind of some long overdue payments. But, care must be taken that you raise your 
query only after all the queries of the caller have been answered, to his entire satisfaction.

Besides, the official concerned would do well if he could note down all the queries made by various sundry 
debtors so that when all these are listed, categorywise, the study and analysis may throw up some light on how 
to streamline the pro forma invoice or such other systems, so that much of the queries could be eliminated.

Incidentally, it may be mentioned here that such enlisting of various complaints, received on different 
counts, may also be used to enable us to take some suitable remedial measures pertaining to after-sales service, 
quality control, delayed despatch. We should, therefore, treat all the complaints as free and frank feedback; an 
opportunity to introspect and improve upon.

PHONE YOURSELF TO FIND YOURSELF

One more piece of friendly advice: ‘Phone yourself to find yourself’. That is, with a view to verifying yourself (as 
the top executive of the company), you may telephone the enquiry officer (or a specific person) concerned, by 
changing your voice a little or by muffling it by putting some cloth or your hanky on the mouthpiece, and raise 
some queries, feigning yourself to be one of the company’s sundry debtors. This way, you may get firsthand 
information whether the system is working well or something is required to be done to set it right. Take care 
so that no one comes to know of your ‘strategy’; otherwise it may not work with full force and efficiency the 
next time. Therefore, even if you have to make some suggestions for improvement, you must try to find out the 
deficiency, if any, by raising some questions yourself such that your aforesaid strategy may remain a closely-
guarded secret.

This is so because, in some of companies in India, I have seen that the CEO or one of the top executives visit 
the site of a branch of the company, feigning himself to be a common customer, and on finding some people doing 
something wrong, immediately catches him and takes suitable action, after disclosing his identity. True; the job 
is done, but once only, because, other offices/branches of the company may be alerted on hearing such incidents.

MAIN CAUSES OF HIGH SUNDRY DEBTORS

During the course of my empirical study of some sick industrial units, I have found that a large number of 
sundry debtors, with huge amounts of overdues, have been one of the main causes of their sickness. I could, 
thereby, identify some main causes of high sundry debtors, which are discussed now.

List of Some Main Causes Leading to High Sundry Debtors

(i) Internal Causes (IC)
  IC-1 Ambiguous/incorrect invoicing regarding quantity and price.
  IC-2 Delay in the despatch of the documents/goods.
  IC-3 Lack of effective monitoring of sundry debtors, like age-wise/party-wise analyses and vigorous 

follow-ups.
  IC-4 Lacunae in the monitoring mechanism/credit policy (regarding credit period/cash discount, etc.)
  IC-5 Goods despatched with insufficient documents and valid purchase order.
  IC-6 Defective supplies, such as substandard quality/quantity, inefficient after-sales services
  IC-7 Relevant documents and/or information not readily available for vigorous follow-up
  IC-8 Ambiguity/deficiency in terms and conditions, fixation/re-fixation of prices, and such unresolved 

issues, causing further delays
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  IC-9 Over-billing regarding excise duty and sales tax due to changes in the Acts, non-compliance of 
the terms and conditions of the purchase order, especially regarding excise duty/sales tax.

  IC-10 Holding back of 5 to 10 per cent of the amount of the bill, pending installation and commissioning, 
completion of the project, expiry of the warranty period and such other mutually-agreed upon 
terms and conditions

  IC-11 Any other internal cause(s) (please specify)

(ii) External Causes (EC)
  EC-1 Damage/loss during transit
  EC-2 Lack of coordination in the buyers’ organizations
  EC-3 Lack of liquidity with the buyers
  EC-4 Buyers’ insolvency/liquidation
  EC-5 Buyers’ reluctance to take delivery of the documents from the bank
  EC-6 Instalments due but not collected by the collecting agent
  EC-7 Instalments collected but not remitted by the collecting agent for credit of the company’s account
  EC-8 Any other external cause(s) (please specify)

(iii) Dispute being the Cause (DC)
  DC-1 Buyers’ unreasonable rejections on untenable grounds of deficiency in the quality/quantity of the 

goods supplied
  DC-2 Buyers unduly delaying the inspection of finished goods, before despatch
  DC-3 Charges like freight, insurance, postage, demurrages, bank charges, disallowed/deducted by the 

buyers and are being contested by us
  DC-4 Litigation
  DC-5 Any other cause(s) for dispute (please specify)

(iv) Miscellaneous Causes (MC): (Please Specify)
  MC-1
  MC-2
  MC-3

(v) General Comments, if any
  As you may observe from the above list, the main causes of high sundry debtors have been divided into 

the following four categories, viz.
 (a) Internal causes (IC-1 to 11) where the reasons could be the negligence or slackness on the part of 

some inhouse staff.
 (b) External causes (EC 1 to 8) where the reasons lie somewhere outside the company and its staff.
 (c) Dispute being the cause (DC-1 to 5) where the dispute regarding quality and/or quantity, or such 

other factors may be the main causes.
 (d) Miscellaneous causes (MC-1 to 3) where the causes are such which do not fall under any of the 

aforesaid three categories.
The listing of the causes, with code numbers given in the parentheses, would facilitate all the different 

departments to submit the periodical performance reports in regard to the sundry debtors, with the specific 
reasons, quoted at the appropriate places, by way of the code numbers only like IC-3, EC-5 and DC-2 or MC-1 
(to be specified).

Besides, such a list may force the departmental heads concerned to identify the specific reasons to be quoted 
in their periodical reports, instead of the usual practice of giving some causes or the other, mostly in general 
terms, which mostly do not convey much sense. But this practice may facilitate the analyses of the various causes 
of high sundry debtors, which, in turn, may go a long way in evolving some appropriate remedial measures, 
promptly and well in time.
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RAMIFICATIONS OF HIGH SUNDRY DEBTORS

The imperative need and importance of an effective monitoring and follow-up of sundry debtors can hardly be 
over emphasized which, in turn, is expected to result in early realization of the sundry debtors, and accordingly, 
in mitigation of the incidence of bad debts. Let us take an illustrative example.

The annual credit sales of Sunshine Industries (P) Ltd. is ` 36 crore and the average outstanding of sundry 
debtors, as of now, is to the extent of 60 days’ credit sales (taking only 360 days to a year). Thus, in terms of 
the amount, the average sundry debtors outstanding comes to (36 × 60) ÷ 360 = ` 6 crore.

But, supposing that the company streamlines and strengthens its credit realization effort and the average 
sundry debtors outstanding comes down by, say, 10 days, i.e. to 50 days, the average sundry debtors outstanding, 
in terms of money, comes down to (36 × 50) – 360 = ` 5 crore. Thus, on an average, the outstanding of ` 1 crore 
more (` 6 crore less ` 5 crore) gets released earlier, which, in turn, means a net saving of ` 20 lakh, just by way 
of interest at say, 20 per cent (` 1 crore × 0.20).

To get a real feel of the implications of such an amount as to what does it actually mean in terms of months 
and days, we further find that it means ` 1,66,67 (approx.) per month, and ` 5,556 (approx.) per day (taking 30 
days to a month), which, of course, is quite a substantial amount. Further, if the company’s scale of operations 
be still higher, and its annual sales be around ten times higher or even 100 times higher, the daily savings 
in terms of money, would have been as much greater, i.e. ` 55,560 and ` 5,55,600 (approx.) respectively, per 
day. Further, by virtue of effective collection machinery, the quantum of bad debts would also be expected to 
come down substantially, resulting in further boosting of the company’s profitability, and the prospects that 
go therewith. Besides, it also means that the liquidity position of the company would become much stronger. 
The resultant financial gains may go still further, if we would take into account the element of opportunity 
cost and benefit connected therewith.

All things considered, an effective monitoring and follow-up of sundry debtors may result in a number of 
advantages and financial gains that go with it. For example:
 (i) As timely and early payment is assured, the estimates of cash budgeting may be easier and more realistic 

and accurate.
 (ii) The liquidity position of the company would be much higher, and its credibility and creditworthiness 

therewith.
 (iii) The substantial amount of interest saved (and its opportunity cost avoided) will go a long way in 

enhancing the gross income as also the net profitability of the company, and thereby, the company’s and 
the shareholders’ wealth.

 (iv) The risk of bad debts (and its eating into the profitability, due to the writing off of a high quantum of 
bad debts) may also go down in a similar (though not necessarily in the equal) proportion.

 (v) Finally, the ramification of all these strategic actions may result in a substantial boosting of the financial 
gain and the market image of the company, and thereby, the market price of its shares in the stock 
exchanges, and its overall ratings and reputation, prospects and prosperity, as all these go together.

FORMULATION OF CREDIT POLICY

Credit policy must be formulated by the top management, in consultation with the lower levels of management, 
as they are expected to have the real feel and firsthand experience and information about the market trends 
as also of the traders and the competitors. The credit policy can broadly be classified under three categories:
 (i) Strict
 (ii) Liberal
 (iii) Moderate (or middle-of-the-road)

Each of these can further be bifurcated as per:
 (i) The terms of number of days of credit given (i.e. credit period), viz. fifteen days, thirty days, forty-five 

days and sixty days.
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 (ii) The terms of quality and category of the sundry debtors (parties) that are offered credit, that is to the 
category A and B only, or to A, B and C also, or even A, B, C and a portion of D, too.

That is, if the credit period is extended from thirty to forty-five days or sixty days, it would result in the 
liberalization of the credit policy. As against this, the strict credit policy would mean just the opposite, i.e. 
reduction of the credit period.

Similarly, the inclusion of a portion of category ‘C’ parties in the earlier list of sundry debtors comprising 
only A and B categories of sundry debtors, and so on, would mean liberalization of the credit policy. The review 
and revision of the credit policy in the reverse order (that is, exclusion of the entire category C parties from the 
current list of A, B and C, categories) would mean a strict credit policy.*

However, there may not be any dispute on the point that, with a view to taking some ‘fair business risks’, 
following the ‘middle-of-the-road’ policy, or the ‘moderate credit policy’, which may be neither too liberal (resulting 
in higher sales but higher quantum of bad debts, too) nor too strict to lower down the sales and profitability 
therewith, may mean a better business sense. Thus, the ‘middle-of-the-road policy’ or the ‘golden mean’ may be 
the optimal level where the additional sales and profitability may be higher than the percentage of extra risks 
of bad debt losses, connected with the liberalization of the credit policy. To arrive at such a decision on some 
systematic and scientific basis, some mathematical calculations and study will be of great help. This aspect 
has been discussed a little later in this chapter.

CASH DISCOUNT

Cash discount has generally been found to encourage speedy payments but, of course, at a price. Therefore, 
before taking a decision about the period and quantum of cash discount, we must first try to understand and 
appreciate the financial implications of such a stand, mainly in terms of the quantum of interest gained or lost. 
This can be best understood by way of some illustrative examples.

1/10, net 30
This expression it means that 1 per cent cash discount would be given if the payment is made within ten 

days (say, from the date of the bill); otherwise the full amount of the invoice bill will be payable, if the payment 
is made within thirty days. Now, let us compute the gain or loss in terms of the quantum of interest involved 
in the instant case.

As a cash discount of 1 per cent is available if the bill is paid within 10 days, a prudent buyer will prefer 
to pay on the last possible day, i.e. only on the 10th day, so as to avail of the maximum benefit of the scheme. 
Now that he pays on the 10th day (instead of the 30 day) it means that the seller loses 1 per cent by way of 
interest on the full amount in only twenty days. Thus, the annualised loss to the seller would come to (0.01  × 
360) – 20 = 0.18 or 18 per cent (taking 360 days to a year). Accordingly, the gain to the buyer, by virtue of 
making an early payment, comes to slightly more as he has to pay only ` 99, as against the invoice value of ` 
100, i.e. the buyer stands to have a net gain of ` 1 on payment of only ` 99. So, his percentage gain on ` 99, on 
an annualized basis, would come to a still higher level, i.e. (0.01 × 360 × 100) – (20 × 99) = [360 – (20 × 99)] = 
18.18 per cent per annum.

Here, I may like to reiterate that such a higher gain is available to the buyer because he gains 1 per cent on 
payment (or investment) of ` 99 only. But so far as the seller is concerned, he has to forgo ` 1 out of the total 
amount in question being ` 100 (the full value of the invoice) and not ` 99, as is the position in the case of the 
buyer.

Such a subtle distinction must always be borne in mind, inasmuch as in some of the text books, the authors 
have preferred to compute the same percentage of gain or loss , i.e. @ 18 per cent per annum or 18.18 per cent 
per annum for both the buyer and the seller.

Now, let us solve some such problems by way of the reinforcement of the concept from the points of view of 
both the A seller, and B the buyer, separately.

* For a detailed discussion on the credit policy, based on some scientific tools and quantitative methods, the readers may 
refer to the book titled Working Capital Management and Control, by Dr Satish B. Mathur 2002, Ed. 2, 2010, New Age 
International, New Delhi.
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Exercise
(Please take 360 days to a year)
 (a) 2/15, net 45
 (b) 3/20, net 60
 (c) 1/9,   net 45
 (d) 2/30, net 75

Suggested Solutions

 [A] From the Point of View of the Sellers:
 (a) (0.02 × 360) ÷ (45 – 15) = 0.24 or 24%
 (b) (0.03 × 360) ÷ (60 – 20) = 0.27 or 27%
 (c) (0.01 × 360) ÷ (45 – 9) = 0.10 or 10%
 (d) (0.02 × 360) ÷ (75 – 30) = 0.16 or 16%

 [B] From the Point of View of Buyers:
 (a) (0.02 × 360 × 100) ÷ [(45 – 15) (100 – 2)] = 0.2449 or 24.49%
 (b) (0.03 × 360 × 100) ÷ [(60 – 20) (100 – 3)] = 0.2784 or 27.84%
 (c) (0.01 × 360 × 100) ÷ [(45 – 9) (100 – 1)] = 0.1010 or 10.10%
 (d) (0.02 × 360 × 100) ÷ [75 – 30) (100 – 2)] = 0.1633 or 16.33%

MANAGEMENT CONTROL SYSTEM (MCS) AND SUNDRY DEBTORS

As per the Companies Act 1956, all companies are required to show sundry debtors into two categories, viz.
 (i) Bills outstanding for up to 6 months
 (ii) Bills outstanding for over 6 months

(which could, at times, be outstanding even for one year, two years, or even more).
That is all about the legal and statutory requirements. But an enlightened management must be concerned 

about the financial health of the company on a continuous basis. To this end, the age analysis of the sundry debtors 
must be done on a regular basis so as to study the number and the aggregate value of the bills, outstanding for 
various ranges of period, viz. (i) 15 to 30 days, (ii) 31 to 45 days, (iii) 46 to 60 days, (iv) 61 to 75 days, (v) 76 to 
90 days, (vi) 91 to 180 days, (vii) over 180 day, (viii) over 1 year, (ix) over 2 years, (x) over 3 years, and so on. 
Such analyses should be done not only in terms of number of bills and the value thereof (in terms of rupees), 
but percentagewise also, indicating the percentage of the total number of bills, and that of the total amount 
involved in the bills, outstanding for different periods of time.

An illustrative example, given at Table 12.1, may clearly indicate that the perusal of only column (f) showing 
the total amount does not seem to signify much, instantaneously. An against this, just a glance at column (g), in 
the Table 12.1, showing the percentages, gives a complete and easily comprehendible picture of the outstanding 
sundry debtors (period-wise).

The illustrative example, thus, very clearly indicates that the analyzes, in percentage terms, makes a 
better sense to understand the extent of the problem, as also to indicate suitable remedial measures, as the 
amount mentioned in much larger absolute figures may seem rather difficult to comprehend and appreciate, 
instantaneously.

It may further be added here that such an analysis should be done not only percentage-wise, but also party-
wise, i.e. for different segments of buyers (sundry debtors) separately, since, as we have generally observed, 
the undernoted groups of buyers have, by and large, a very different payment (period) pattern, in relation to 
each other. But, on the whole, the payment patterns of almost all the buyers in each of these four separate 
segments, are almost uniform.
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Such indicative figures are as follows:

 Four segments of the buyers Usual payment pattern (Number of days)
 (i) Government departments 120-180 days
 (ii) Public sector undertakings 60-90 days
 (iii) Private sector companies 30-45 days

 (iv) Others up to 30 days
The various points discussed above can very well be understood and appreciated, when presented in a tabular 

form, as given in Table 12.1.

TABLE 12.1 Classification of the sundry debtors, period-wise, percentage-wise, and party-wise
(` in lakh)

Period 
(a)

Govt. Dept. 
(b)

Public 
Sector (c)

Private 
Sector (d)

Others 
(e)

Total (`) 
(f)

Percentage(%)
(g)

Up to 30 days 50 70 560 1230 1,910 16

31—45 days 100 120 1,030 570 1,820 15

40—60 days 150 690 610 140 1,590 13

61—75 days 200 100 230 50 580 5

76—120 days 1,240 150 40 — 1,430 12

121—150 days 550 170 — — 720 6

151—180 days 2,060 40 — — 2,100 18

Over 180 days 1,750 60 30 10 1,850 15

6,100 1,400 2,500 2,000 12,000 100

Percentage 51 12 21 16 100

It may augur well if an incisive analysis and study is done by further subdividing the parties (sundry debtors) 
under each category into yet another set of groups, on the basis of the following:
 (A) The extent of the credit risks [(A, B, C, D) or (nil, a little, some or high risks, respectively)] involved in 

the case of each party in each segment, separately; and
 (B) Under Groups 1, 2, and 3 (based on the different ranges of period of credit allowed to them).

A still further break-up of the bills, outstanding for different periods, like 181 days to 1 year, over 1 year to 2 
years, over 2 years to 3 years, and so on, may also give some valuable insight into the present status, enabling 
us to formulate and implement some suitable strategies to realize such overdues swiftly and surely. Now, when 
we look at the total value of the bills outstanding under the four different categories, viz. ` 61, ` 14, ` 25 and 
` 20 crore, out of the total bills outstanding for ̀  120 crore, we are not able to derive much of a sense from these 
figures, just at a glance. But the moment we look at the percentage figures, we are able to clearly see, and 
that, too, so easily and soon enough, that a little more than half of the total amount of the bills outstanding 
pertain to the government departments, followed by the private sector (and not public sector, as was usually 
expected, i.e. at 21 per cent or around 1/5 of the total outstanding in the sundry debtors. Then comes the number 
of others and the public sector, in that order, at around almost the same level at 16 per cent and 12 per cent, 
respectively. Similarly, we may further classify all the outstanding bills into A, B, and C categories, facilitated 
by the application of the ABC analysis, with a view to deciding upon the strategies and pressure to be applied 
by close follow-up, too, in that order.

Similarly, when we look at the absolute total amount pertaining to the various blocks of period, viz. 15 days 
to 30 days; to over 180 days in the instant case, we find that a clear picture does not emerge. But the moment 
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we convert these figures into percentage terms, we just jump at the clear conclusion in that here again, the 
overall trend can be easily divided into three main segments (percentage-wise), viz. the blocks of period with 
outstandings ranging from (a) 15 per cent to 18 per cent; and (b) 12 per cent to 13 per cent and the balance (c) 
5 per cent to 6 per cent. Thus, these percentages get easily categorized into A, B, and C classes, making the 
application of the principle of ABC analysis easy and facile.

The percentage figures also reveal an alarming position, in that the outstandings under the longest period 
block constitute the highest percentage of total outstandings at 18 per cent and 15 per cent. Further, these 
figures also suggest that, as the outstandings of over 180 days are as high as 15 per cent of the total outstandings, 
these figures require to be further classified into 180 days to 1 year, over 1 year to 2 years, over 2 years to 3 
years, and over 3 years, with a view to assessing the status, adopting suitable strategies, and taking swift 
action, accordingly.

But now, when we analyze and study these percentages, not in totality, but under the different segments 
(party-wise), we find that the maximum portion (i.e. more than half) of the total outstandings pertain to 
government department, which, in fact, is usual and expected, and thus, not at all alarming. Besides, as most 
of the outstandings of the longest period also pertain to the government department segment, the position does 
not seem to be as alarming and panicky as we had concluded only a little while ago. This is so because, the 
usual pattern of payments, made by the government department segment, is around 180 days and even more. 
Therefore, except for the outstandings of over 180 days (accounting for 15 per cent of the total outstandings), 
no other outstanding needs much of a special attention. But then, it cannot be left unattended, either. This 
figure requires further classifications under the periods of 181 days to 1 year, over 1 year to 2 years, over 2 
years to 3 years, and over 3 years, as aforesaid, and suitable strategies may have to be evolved, followed by 
specific and swift action.

Thus, we can fairly conclude that the classification of sundry debtors should not be done only period-wise, 
and in absolute terms alone, but also party-wise and percentage-wise, which proves to be a very prudent and 
pragmatic step to assess the position accurately and to act swiftly, with a view to achieving the desired result 
of fast realization of the outstanding bills, and keeping the bad debts at the minimal level.

Day’s Sales Outstanding (DSO)
There is yet another method of monitoring and follow-up of sundry debtors, commonly known as ‘Day’s Sales 

Outstanding’ (DSO).
The ‘day’s sales outstanding’ at a given time ‘t’ may be said to be the ratio of sundry debtors outstanding 

at the material time to the average daily (credit) sales [not total sales] during the preceding month or two 
months period or quarter or, say thirty days, sixty days and ninety days, or such other suitable period. It may 
be represented as follows:

DSOt = Sundry Debtors at time ‘t’ -r Average daily (Credit) Sales
Let us try to understand this method/tool better with the help of an illustrative example. Monthly credit 

sales of Prakash Pens and Pencils, and the month-end sundry debtors outstanding for the period 1 January to 
31 December, 2008, are given in Table 12.2.

TABLE 12.2 Sales and Sundry Debtors (Bills Receivable) Data
(` in lakh)

Month(in the year, 2008) Credit Sales Sundry Debtors 
(Bills Receivable)

January 200 450

February 210 420

March 215 380

April 206 365

May 225 355

(Contd.)
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June 240 375

August 255 415

July 250 407

September 270 425

October 285 444

November 290 460

December 310 475

So, if we decide to calculate the ‘Days’ Sales Outstanding’ (DSO) on a quarterly basis (i.e. at the end of each 
quarter), the following picture will emerge:

Quarter
One  380 ÷ [(200 + 210 + 215 ) ÷ 91] [29 days are in February, 2008]
  380 ÷ (625 ÷ 91) = 55.33 days or say, 55 days
Two  375 ÷ [(206 + 225 + 240) ÷ 91]
  375 ÷ (671 ÷ 91) = 50.86 days or say, 51 days
Three  425 ÷ [(250 + 255 + 270) ÷ 92]
  425 ÷ (775 ÷ 92) = 50.45 days or say, 50 days
Four  475 ÷ (285 + 290 + 310) ÷ 92
  475 ÷ (885 ÷ 92) = 49.38 days or say, 49 days
(The nominators represent the sundry debtors outstanding at the end of each quarter and the denominators 

represent the sum total of the credit sales of the respective three months.)
Here, we should remember that the resultant ratios do not mean anything in isolation. To see whether the 

sundry debtors level is under control or not, we should first decide upon a standard or the norm, whereby we 
may infer the position to be under control, if the resultant figure is less than or at least equal to the bench mark. 
If it happens to be above the set norm, the position may be inferred to have worsened. Therefore, the efforts 
of collection may have to be tightened and geared up to control the situation from going from bad to worse.

Thus, in the above case, if we have set the norm (of course, based upon the market trend, pertaining to the 
specific industry at the material time) at, say, fifty-five days, the aforesaid figures would indicate that the position 
is well within control, as, while the average collection period is well within the norm (i.e. fifty-five days), it is 
gradually coming down from fifty-five days in the first quarter to forty-nine days in last quarter. But then, a 
prudent management should not feel complacent at any point in time. A better business sense will always urge 
us to improve the position further because ‘there is no room on earth bigger than the room for improvement’.

DECISION-MAKING

Sundry debtors’ management requires a lot of decision-making exercises, in several areas, by the personnel at 
different levels – top level, middle level, and junior level.

Credit Policy
Formulation of credit policy comes within the purview of the top management. It comprises various aspects of 
credit policy, which are discussed hereafter, one by one.

Assessment of Creditworthiness of the Sundry Debtors
The assessment of the creditworthiness of the prospective sundry debtors is the most crucial decision, with a 
view to ensuring the realization of the proceeds of the credit sales, and keep the element of default, and the 
consequent level of bad debts, to the barest minimum.
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In fact, the real problem lies in the area of selecting a new party for credit sales, for the first time. This, in fact, 
involves different facets of enquiries and studies, with a view to assessing and evaluating the creditworthiness 
and financial stability and strength of each company under consideration. While assessing the extent and 
quantum of credit risks, which naturally differ from case to case, one must guard against some usual types of 
errors of judgement involved, e.g.
 (i) Either some class ‘A’ category of customer (may get erroneously classified under category ‘B’ or even ‘C’,
 (ii) Or vice versa, i.e. some ‘B’ (or even ‘C’ Category) of customers may get erroneously classified under 

category ‘A’.
Both these types of errors may prove to be quite costly, in that, either a good business may get lost (and the 

financial gains that go therewith), or the company may accumulate some avoidable bad debts, eating into its 
profitability.

Such errors may, of course, take place, but only in some cases, provided due care is taken at the time of 
evaluation of the creditworthiness of the parties. In such situations, the periodical review of the payment 
pattern of the respective parties may be helpful in reclassification of some of the existing parties, and thereby 
rectifying the error, if any, hopefully well in time.

Compilation of Opinion Report on Financial Status of the Company
A compilation of this nature could be quite a good guide in this direction. The various tools for the purpose are 
discussed hereafter.

A. Annual Reports
As the very first step, we may like to have a look at the Annual Reports of the company for the last two/three 
years, and analyse and interpret the relevant ratios, based on the Balance Sheets and the Profit and Loss 
accounts of the company. Care should, however, be taken to read the footnotes, auditors’ reports, directors’ 
reports, etc. as also to call for some required break-ups, so as to ascertain the financial health and stability of 
the company, on a near accurate basis.

Some of the ratios that may be found to be of some special value in this regard are the current ratio, quick 
ratio (also called the acid test ratio), return on the net worth, debt equity ratio, EBIT to total assets ratio, and 
sundry debtors’ and sundry creditors’ positions (in terms of the number of days, of annual credit sales and 
credit purchases, respectively), etc.

B. Trade and Local Enquiries
Trade enquiries and sharing of the experiences with the existing parties (who have been extending the credit 
sales facility to the party under enquiry), have been found to be of immense help in forming some realistic 
impressions about the possibility of the party being somewhat reasonably safe or otherwise. Such enquiries 
may, however, be available to you, only after you have been able to take the relative existing parties in full 
confidence, before they may venture to share their free and frank opinion about the creditworthiness, of the 
party under enquiry.

C. Bank Enquiries
Confidential enquiries from the bankers of the prospective customers may also yield some valuable database 
and vital information to facilitate the formation of a realistic and valid impression and opinion about the 
company. But, if you just write a letter to the bank, requesting for a credit report on the party concerned, the 
bank may, at its sole discretion, decide to send a report and oblige you. But then, the banker’s written report 
may not provide much of the desired clue, or even a small clue, because it may use certain set terminologies, 
which may have different basis and connotations, varying from bank to bank.

Besides, the bankers also use extremely safe and cautious language, saying somewhat like: ‘the information 
is of a very secret and confidential nature, and is, therefore, being given in strict confidence, and at the same 
time, without any obligation on the part of its validity etc. In the end, they will state that, ‘in their considered 
opinion, the company seems to be enjoying ‘satisfactory’, ‘fair’, or ‘good’ credit rating in the market’, which may 
actually mean ` 10 lakh, ` 50 lakh, and ` 5 crore, respectively, in the case of one bank, and ` 50 lakh, ` 1 crore 
and ` 10 crore, etc. respectively, in the case of the other.
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Therefore, the best way, in my considered opinion, would be, to personally visit the Bank Manager of the 
branch concerned, build up some rapport with him or her, and gradually take the person in confidence. Only 
then, and that too, with mutual trust and in good faith, ask for the free and frank opinion and advice of the 
banker, of course, without any commitment, whatsoever, as also with a sincere undertaking not to be quoted or 
shared elsewhere. This may prove to be a very fruitful and beneficial exercise. Also remember, if any information 
is shared by the banker, after having built such a trust and faith, we must take care to prove ourselves being 
worthy of the trust and faith reposed by the banker in us. This is of great essence and value in the business world.

Yet another useful strategy could be to ascertain the financial strength and stability of the prospective 
customer from his or her banker, not directly, but through your own banker, which may as well be equally 
interested in your safety, for the sake of securing its own loans and advances granted to you.

D. Six Cs
We may test the creditworthiness of the prospective buyers on the basis of the Six Cs, dealt with hereunder:
 (i) Character: A character is of prime importance, as it refers to the moral integrity and noble intentions 

and willingness on the part of the buyers to honour the obligation of making the full payment on the due 
date. A character is vital as there may be cases where the buyer may be able to pay but may not have 
the good intentions to do so.

 (ii) Capability: Second in importance is the capacity or the financial capability of the customer to make the 
payment on the due date. This may be ascertained from the profitability and prospects of the company, 
based mainly on the net cash position, after assessing its total in-flows and out-flows of cash.

 (iii) Capital: Capital here refers to the capital base and capital structure of the company, as also the strength 
and position of its reserves and surplus. This is to say that, even if sometimes, due to some external 
unfavourable factors beyond the control of the buyer company, it is not in a sufficiently strong financial 
position to make the payment out of the currently generated surplus cash, it may afford to make the 
payment out of its reserves and surplus, till its present financial position improves.

 (iv) Collateral: Some of the companies, depending upon the strength and stability of the prospective customer, 
in the market, may insist on some collateral (additional) security, by way of some security deposits or bank 
guarantees, to guard against any default in the payment in the future. The practice adopted by Nirma 
Udyog Limited, a reputed company, manufacturing detergent powders and soaps, with the brand name 
Nirma, is a good illustrative example. This company keeps on insisting that the buyer company must 
make a security deposit equivalent to the amount of its two months’ supply, to meet its requirement of 
the company’s products, before a single supply could be effected. The next supply order may be complied 
with only if the previous supply has already been paid, in full and in time. Besides, any default or even 
undue delay in making the payment of any bill may render the particular customer liable for cancellation 
of the agency arrangement for ever.

  Such strict stipulations can, however, be made only by a company who controls a major share of the 
market, whose products are very popular and in high demand, so much so that it may virtually be said 
to be almost in the sellers’ market. But, some such precautionary measures, such as putting a halt to any 
further supplies on credit, if the earlier supplies have already fallen over due for payment, can well be said 
to be a prudent preventive measure. The case of a company, having accumulated long outstanding bills 
to the tune of ̀  2 crore on account of a single party, discussed in the previous pages, is a good illustrative 
example to put us on guard.

 (v) Condition: The term ‘condition’ here refers to the economic and market conditions prevailing at the material 
time, which may have a favourable or unfavourable impact on the financial position and prospects of a 
particular customer, at least, in the near future. That is, supposing a company like DCL Polyester, Rama 
Synthetics, is your regular customer, you may have to think twice before deciding to continue to keep the 
credit supplies going on as usual, if such company is going through a phase of slump and sluggishness 
in the market. The supplies may, however, be resumed in full force only after the economic conditions 
for such industries change for the better.

 (vi) Case history (past experience): If a credit decision is to be taken in the case of a customer, who has had 
some dealings with your company in the past too, your own firsthand experience and information may be 
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the most handy, reliable and valuable data to determine and decide one way or the other. The detailed 
pattern of performance of each customer, recorded in the separate ledger accounts of each customer, 
may provide a wealth of reliable information, like timeliness or delay or default in the payments, raising 
of flimsy and untenable objections or showing a tendency of resorting to some legal remedies may be 
sufficient data to take a decision, which may not be far wrong, in most of the cases.

However, in the case of a customer, with whom we have to deal with for the first time, more than ordinary 
care and caution need to be taken. In such cases, it may augur well if, at the very first stage, we adopt the policy 
of going slow and steady for quite a reasonable time, such that we may get a fair feel of the firm to decide on the 
quantum of credit risk involved therewith. Besides, the practical advantage of a regular periodical review and 
revision of the classification of customers under categories A, B, C, and D, can hardly be overemphasized. In such 
cases, the first impression of our own sales personnel, based upon their personal interviews and interactions 
with the prospective new customer, and the market reports, obtained through personal trade enquiries made 
from some of our reliable and regular customers, may also prove to be of immense use and great value.

E. Share Market Report
For listed companies (companies whose shares are listed in some stock-exchange(s) and are actively traded), 
the market data, such as market price and prospects, price-earning ratio, dividend policy and pattern, may be 
good indicators of the credit risks, if any.

Types of Credit Policy
Different dimensions of the credit policy may vary in different degrees and shades. It may be categorized under 
the following three broad types:

Liberal Credit Policy
A credit policy may be termed as ‘liberal’ wherein some concessions and facilities are granted to the buyers, 
with the expectation that this way the sales may pick up, and thereby the cost of extra concessions granted can 
well be taken care of by the additional yield, resulting from the extra sales achieved therewith. But then, such 
liberalization may as well lead to some additional quantum of bad debts, related with the extra sales effected, 
as also the resultant higher blockage of funds in sundry debtors, and a higher cost of collection, too. Therefore, 
all such inter-related facts and factors must be duly considered, while taking a decision regarding the adoption 
and execution of a specific credit policy, most suited under the given circumstances.

Strict Credit Policy
Under such a credit policy, as against the liberal one, the minimum possible concessions and relaxations are 
granted to the customers. As a result thereof, the sales may get somewhat adversely affected. But, at the same 
time, the risk of bad debts may as well be minimized, and so will be the extent of blockage of funds in sundry 
debtors and the collection efforts and expenses, too. Thus, the decision should be based on the trade-off position 
of the positive and negative factors.

Medium (Moderate) Credit Policy
Such a credit policy adopts the ‘middle-of-the-road’ approach, whereby a balance is tried to be struck in such a 
way that both the quantum of additional sales and the resultant risk of bad debts may be kept at the optimal 
levels, i.e. neither too high nor too low; but in about just the right measure.

PARAMETERS OF CREDIT POLICY

The various dimensions, on the basis of which a company may be said to be adopting a rather liberal, strict or 
medium (moderate) credit policy, may broadly be classified under four different parameters; They are namely:
 • Standard of credit,
 • Period of credit,
 • Cash discount, and
 • Effective monitoring and follow-up (i.e. collection efforts).

Let us discuss all these four different parameters of credit policy one after the other.
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A. Standard of Credit
While arriving at a suitable credit policy decision, one of the most crucial questions that may arise is as to what 
standard could be considered as the most appropriate and optimal one, for accepting or rejecting a particular 
customer for the purpose of allowing credit sales. Here, the company has a variety of choices, viz. of offering 
credit sales, ranging from ‘none’ of the parties, to ‘all’, or else, to ‘some only’. The first two options, obviously, do 
not seem to be right, as these may either adversely affect the volume and value of the sales, or else, the company 
may run the risk of the high quantum of bad debts. Thus, both these steps are generally not advisable, unless 
either the company enjoys the envious privilege of being in the sellers’ market, or else, it is in such a desperate 
situation that its sales may drastically drop unless a very liberal credit policy is adopted. But, by and large, the 
‘golden mean’ may be considered to be the most suitable and acceptable strategy. It, however, is generally easier 
said than done. But, at the same time, some action has got to be taken, if one has chosen to be in the business 
of business. The extent of the resultant gain or loss, in the event of relaxing a prevalent credit policy, could well 
be estimated in monetary terms, on the basis of the following formula, and the calculations, given hereunder:

    ∆NP = [∆ S (1 – V) – ∆ S bn] – K ∆ I
where: ∆NP = Change in net profit

	 ∆S = Increase in sales
 V = Ratio of variable costs to sales
 bn = Ratio of bad debt losses on new sales
 K = Cost of capital
 ∆I = Increase in investment (or blockage of funds) in sundry debtors.
Here, it may be mentioned that ∆I is equal to ∆ S ÷ 360 × ACP × V, where ∆ S ÷ 360 = Average change (increase) 

in sales per day (presuming 360 days to a year, to facilitate calculations, otherwise here the denominator can 
as well be taken as 365, instead of 360), and ACP = Average collection period. Thus, we see that, on the right 
hand side of the equation, ∆S (1 – V) represents the increase in gross profit (or contribution), [i.e. sales (less) 
variable costs], resulting from the increase in the sales. Further, ∆S bn denotes the extent of losses due to bad 
debts, resulting from the increased sales. Therefore [∆ S (1 – V) – ∆S bn] goes to indicate the operating profit, 
resulting from the increased sales, after allowing for the quantum of the resultant bad debt losses.

The term K ∆I, however, represents the pre-tax (not post-tax) opportunity cost of capital, i.e. the additional 
funds locked up in sundry debtors. All things considered, the end result of the final calculations would represent 
the resultant net profit (or loss), depending upon whether the end result is a positive or a negative figure, 
respectively. Thus, it will become far easier for us to take a decision whether it is gainful or otherwise to relax 
the credit standard or not. Let us try to explain and elucidate the point still further, with the help of some 
illustrative examples.

Example 1
The present level of annual sales of Akash Automobliles is ` 200 lakh. The company, as usual, has categorized 
its customers into four categories of credit, viz. A, B, C and D; that is, the credit rating diminishes in that 
order. Thus, the customers in category ‘A’ will be enjoying the highest credit rating, and those in the category 
‘D’ will be enjoying the lowest one. Further, the company, as of now, gives the credit to the customers in 
categories ‘A’ and ‘B’ to an unlimited extent, whereas to those in category ‘C’ are given credit only to a limited 
extent. Further, so far as the customers in category ‘D’ are concerned, they being high risks, are not extended 
any credit, whatsoever. But, as a result of such (strict) credit policy, the company is estimated to be losing its 
sales to the extent of ` 25 lakh to the customers in category C and ` 20 lakh to the customers in category D. 
The company was, therefore, considering to relax its credit standard in such a way that all the customers in 
category ‘C’ would be extended unlimited credit, and even the customers in category ‘D’ would now be extended 
limited credit (instead of none at all, as of now). As a result of such relaxation of the credit standard, the sales 
are expected to go up by ` 35 lakh and, at the same time, the resultant losses on the increased bad debts are 
estimated to be to the extent of 15 per cent. The contribution margin ratio (1 - V) is estimated to be 30 per cent 
and the average collection period (ACP) at fifty-four days, and the (pre-tax) cost of funds, ‘K’ is 20 per cent. The 
rate of income tax is 40 per cent.



 222 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

Required
Do you think that the company should go ahead with the proposed relaxation? Give reasons for your specific 

answer.

Solution
As per the information given above, we may calculate the effect of relaxing the credit policy on the net profit of 
the company, by application of the aforementioned formula and computing the various values appropriately, 
and thereafter, calculating the end result, as has been worked out hereunder: The formula reads as follows:

	 	 	 		∆NP = [∆S (1 – V) – ∆S bn] – K ∆	I
   = [35 (1 – 0.70) – 35 × 0.15] (–) [(0.20 × 35 ÷ 360) × (54 × 0.70)
   = [10.5 – 5.25 ] – [0.735]
   = 5.25 – 0.735
   = ` 4.515 lakh, or ` 4,51,500
Further, as the net result is a positive figure, it means that the end-result is a profit. Therefore, the obvious 

decision will be to go for the proposed change.
But, one more consideration may be found to be of great relevance here. That is, as to what would actually 

be the resultant Profit After Tax (PAT) and whether the PAT is attractive and substantial enough to undertake 
the risk involved. Now, we find that the PAT = (` 4,51,500 × (1 – 0.40) = ` 2,70,900. Thus, as the PAT also is a 
substantial amount, the final decision remains the same, that is the change is desirable.

Example 2
Now, supposing that, in the above Example 1, the resultant losses on the increased bad debts are estimated 
to be 18 per cent, the contribution margin rate is estimated to be 20 per cent, the pre-tax cost of fund is 24 per 
cent, and the other data remain unchanged, the end-result will be as follows:

Solution
  	 	∆NP = [35 (1 – 0.80) – 35 × 0.18] (–) [(0.24 × 35 – 360) × (54 × 0.80)]
   = [7.00 – 6.30] – 1.0080 = 0.7000 – 1.0080
   = (–) 0.3080 lakh or (–) ` 30,800.
As the end-result is a negative figure, it means that the proposed change leads to a net loss and hence it is 

not desirable to implement the proposed change.
Here, it may be reiterated that, as the end-result in itself is a net loss, the question of ascertaining the post-

tax position does not arise, as no tax will be payable on losses. Some textbooks, however, calculate the position 
on post-tax basis, ab initio, in that, while they deduct the income tax in the first part of the equation, i.e. 
[∆ S (1 – V) – ∆ S bn (1 – t)], they take K as the post-tax cost of capital. But, I somehow do not agree to such a 
contention, inasmuch as the question of calculating the post-tax position will arise only when, at the pre-tax 
stage, there is some profit. Thus, in case there is some profit, we should deduct the income tax payable from 
the operating profit so as to decide whether the post-tax profit is good enough to take the extra risk. Further, 
when the lenders (banks or others) quote the rate of interest chargeable, they do not quote a post-tax rate but 
only the pre-tax rate. Therefore, taking the post-tax rate, as the cost of capital ‘K’, does not seem to be proper 
or even plausible.

B. Period of Credit
The duration of time (say thirty days, forty-five days, sixty days, etc.) allowed to the customers, to make the 
payment of the bill, representing the cost of goods supplied on credit, is referred to as the credit period. It has 
generally been seen that the credit period ranges from fifteen days to sixty days or even more. In the case of 
government departments, it may be 90 days, 180 days, or even more. The credit period, however, varies mainly 
on the following two considerations:
 (i) The trade practices in the particular line of business, and
 (ii) The degree of trust and credit-worthiness on the part of the customers concerned.
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If a company does not extend any credit and insists only on cash payment, the credit period will obviously be 
‘nil’ or zero. But, in case a credit period of forty-five days is stipulated, it may conventionally be represented as 
‘net 45’, if no cash discount is granted by way of an incentive to make an early payment. However, if the payment 
condition is stipulated as ‘1/15, net 45’, it goes to indicate that a discount of 1 per cent will be allowed on the 
invoice value, if the payment is made within fifteen days, otherwise the full payment has to be made within 
forty-five days, suggesting thereby that any further delay may attract payment of some extra amount by way 
of overdue interest, at the stipulated rate. In actual practice, however, a minor delay of four to five days or so 
is generally condoned. Further, it is quite obvious that if the credit period will be extended a little further, the 
chances of some incremental sales taking place is almost certain. But then, this may also entail cost of capital 
for a much-extended period. Besides, longer the credit period, higher may be the risk of bad debts, too. This 
factor, however, is not being taken into account in our instant discussions here.

Extension of the credit period boosts the sales in two ways:
 (i) The existing customers tend to purchase a little more quantity and value, and
 (ii) Some new customers also get attracted and come within the fold of the company’s clientele.

But, the flip side of such liberalization in the credit policy is that the company’s valuable financial resources 
get blocked in sundry debtors for as much longer time, resulting in the corresponding loss of interest and 
involving some opportunity cost. As against this, resorting to a stricter credit policy will naturally mean 
shortening of the credit period (i.e. reducing it to thirty days from forty-five days, or to forty-five days from 
sixty days and so on), resulting in a corresponding drop in sales, in that some of the existing customers may be 
lost and new customers may hardly get attracted. But, at the same time, it may reduce the element of loss of 
interest, or opportunity cost, and the incidence of losses, on account of bad debts. Therefore, striking a golden 
mean may seem to be of essence in the art and skill of decision-making in this area, too i.e. That is, care should 
be taken to find out whether the incremental income is sufficient enough to take care of the loss of interest and 
the opportunity cost that go with such a decision (as also the element of the relative increase in the quantum 
and value of bad debts), though it has not formed a part of the following formula, to facilitate the process of 
decision-making in this area.

Thus, we observe that the resultant effect of such a change (i.e. lengthening of, or shortening of, the credit 
period) in our credit policy, may seem to be somewhat similar to that of effecting some relaxation in our credit 
standard. We may, therefore, use the same formula here also, so as to assess the change in profit, resulting 
from the change in the credit period, and, accordingly, take a prudent decision.

The formula is: ∆NP = [∆S (1 – V) – ∆	Sbn] – K ∆I
But then, there is a catch here; a subtle difference in calculating the ‘I’ in the instant case, in that here ‘I’ 

will have to be calculated, instead, in the following manner.
	 	 	 	 						∆I = ( ACPn – ACPo) [So ÷ 360] + V (ACPn) [∆S ÷ 360]

(taking 360 days to a year), where:
	 ∆I = Increase in investment
 ACPn = New average collection period (after the credit period has been extended)
 ACPo = Old average collection period
 So = Existing (Current) Sales
 V = Ratio of variable costs to sales ∆S = Increase in sales

Thus, we see that while the first part of the above equation on the right hand side reflects the extent of the 
resultant increase in the blockage of funds in the sundry debtors, for a longer period, on the basis of the current 
sales, the second part represents the blockage of funds in sundry debtors as a result of the increased sales.

Here, it may be further observed that, in the first part of the equation, the sales have been computed at the 
selling price [because, the blockage of funds was there, of the entire amount of current sales (including the 
portion of profit) for so many days]. But so far as the second part is concerned (as it represents the blockage of 
funds on the incremental sale), only the cost of sales (i.e. only the variable cost) has been taken into account. 
Rightly so, because in case the incremental sales (due to the change in the credit policy) turns out to be a losing 
proposition, the company will stand to lose only the cost of sales, and, therefore, the element of profit should 
not be taken into account, for taking a decision in this regard.
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Let us now try to understand the concept and application of the formula with the help of an illustrative 
example.

Example 3
Sadhana Gaments, as per the extant credit policy, extends forty days of credit to its customers. Its level of sales, 
as of now, is ` 60 lakh, the cost of capital of the company is 15 per cent and the ratio of variable cost to sales 
is 80 per cent. The company is contemplating to extend the credit period from forty days to seventy five days, 
whereby the sales are expected to go up by ` 6 lakh. The resultant bad debt portion is also expected to be 10 
per cent. The company has to pay income tax at 35 per cent. (Assume 360 days to a year).

Required
 (i) What will be the effect of extending the credit period on the profit before tax (PBT) as also on the profit 

after tax (PAT)?
 (ii) What will be your expert advice to the company in regard to the proposed change in the credit period? 

Give specific reasons for your opinion.

Solution
By computing the relative information in the formula, we get the following value:
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    = 0.60 – 0.15 (5.83 + 1)
    = 0.60 – 0.15 (6.83)
    = 0.60 (–) 1.0245
    = (–) 0.4245 lakh (loss) or ` 42,450 (loss)
Thus, as the end result is a loss, the change is not desirable. Accordingly, the computation of PAT position 

is deemed unnecessary, in this case too.

C. Cash Discount
Cash discount is given by some companies with a view to giving some financial incentive to the customers so 
as to induce them to pay the bills well before the usually granted credit period. Under such arrangement, the 
term of payment will be such that the buyer will get a cash discount at a certain percentage (say 1 per cent), if 
he makes the payment well before the usual credit period granted, e.g. if he pays within fifteen days, while the 
usual credit period granted is say, forty-five days. If such would be the stipulation, it is usually represented, 
as per the prevailing practice, as ‘1/15, net 45’. To say it again, it means that the buyer will get a discount of 1 
per cent, if he makes the payment within fifteen days from the date of the bill, or else he will have to pay the 
full amount of the bill, if the payment is made after fifteen days but within forty-five days. We must, therefore, 
appreciate that to obtain an early payment of the bill, some discount is being given, which means that there is 
a price to be paid to obtain an early payment.

Now, let us compute the price (or the rate of interest, as it, in effect, is the interest only), that is being paid 
by the seller, to the buyer, for making an early payment. In the above illustrative example, we have presumed 
that all the buyers are prudent enough to pay the bill only on the 15th day (and not earlier) so as to reap the 
maximum benefit out of the cash discount offered. But, if they were to decide not to avail of the cash discount, 
they would, invariably pay the bill on the very last day, i.e. on the 45th day only. The same assumption is made 
even in the following examples.
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(From the point of view of the seller)

Example
 (i) 2/10, net 30
  In effect, it means that a discount of 2 per cent is to be given if the bill is paid earlier but just by twenty 

days only (i.e. 30 less 10 = 20 days). That is, the loss by way of interest to the seller (on ` 100) for twenty 
days is 2 per cent. Thus, the rate of interest per annum (presuming 360 days to a year) would come to:

  (2 × 360) ÷ [100 (30 ÷ 10)] = 720 ÷ 2000 = 0.36 or 36 per cent.
 (ii) Similarly, in the case of ‘1/15, net 45’, the cost (to the seller) by way of interest, will be:
  (1 × 360) ÷ [100 ×(45 ÷ 15)] = 360 ÷ 3000 = 0.12 or 12 per cent.
 (iii) In the case of ‘2/9, net 45’, the cost (to the seller) by way of interest, would be:
  (2 × 360) ÷ [100 (45 ÷ 9)] = 720 ÷ 3600 = 0.20 or 20 per cent.
 (iv) Further, ‘1.5/15, net 60’ would mean:
  (1.5 × 360) ÷ [100 (60 ÷ 15)] = 540 ÷ 4500 = 0.12 or 12 per cent.

[From the point of view of the buyer]

Example 4
But, does it mean that the percentage of savings made by the buyer is also the same (as the percentage of 
the cost incurred by the seller), or else it is a little more or less? Let us, find it out, based upon the very first 
illustrative example, given above. That is, ‘2/10, net 30’.

Here, from the point of view of the buyer, he stands to gain ` 2 when he has to actually pay (` 100 – ` 2) 
= ` 98 only (instead of ` 100). That is, on an investment or payment of ` 98 only, he stands to gain ` 2 in 20 
days period. So, on an annualized basis, he stands to gain as follows:

          (2 × 360) ÷ [98 (30 – 10)] = (2 × 360) – (98 × 20) = 720 – 1960
     = 0.3673 or say, 36.73 per cent.
Thus, we see that the buyer is a gainer by a slightly higher percentage, as compared to the seller because, 

the buyer gains the same amount by investing or paying a little lesser amount than ` 100 (i.e. ` 98 only). But, 
the loss of the seller is on the full amount of ` 100, i.e. instead of getting ` 100, he gets a little less, i.e. ` 98, in 
the above example. The same way, we may calculate the percentage of savings accruing to the buyers, in the 
cases of the remaining three examples, too.

When to Offer, or Avail of, Cash Discount?
Now comes the point for decision-making, as to when it would be prudent enough for the seller to offer such cash 
discount. The answer is simple enough. That is, the cash discount should be given only when the seller company 
is facing some financial crunch, and it would not be a losing proposition if the extent of cash discount given, is 
around the same as the rate of interest applicable on the advances procured by the company. But, if it is more, 
then only such companies, who are facing some cash crises, should offer it, to receive prompt payment and 
thereby tide over its financial difficulties, and may thus, continue its level of operation (production). Accordingly, 
if the buyer companies are having sufficient cash surplus, it would make a prudent business sense to avail of 
the cash discount provided, of course, the average yield here is higher than in other avenues of investments.

If a company decides to liberalize its cash discount policy, it will mean one of the two things:
 • The discount percentage will be increased
 • The discount period may be enhanced

Such steps may increase the sales, because the cash discount has the effect of reduction in the price of the 
goods. Further, the average collection period may also come down, as the buyer will be induced to pay promptly 
and early, to avail of the cash discount. It may also reduce the incidence of bad debts. All these advantages are, 
however, available but at a price, that is the increased cost of discount to the seller.
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D. Effective Monitoring and Follow-Up (Collection Efforts)
We have already examined the vital importance and imperative need of effective monitoring and follow-up of 
the sundry debtors, with a view to ensuring early realization of bills, and thereby shortening the collection 
period, as also keeping the risk of bad debts at a minimal level. But, on the flip side of it, this may result in 
some reduction in sales and increase in collection expenses. Correspondingly, some slackness in monitoring and 
follow-up system may increase the sales and save some collection expenses, too, but at a price. That is, this may 
result in some increase in the average collection period, resulting in some loss of interest and bad debt risks. 
All things considered, we should be neither too strict nor too lax and liberal in this area. We should, instead, 
attempt to strike a golden mean, which, on the whole, may prove to be most profitable. With this end in view, 
we may take the help of the following formula:
	 	 ∆ P = [∆ S (1 – V) – ∆ BD] (–) K ∆ I,
where: ∆ P = Change in profit before tax
	 ∆ S = Increase in sales
 V = Variable cost to sales ratio
	 ∆ BD = Increase in loss by way of bad debts, to be written off
 K = Cost of capital
	 ∆ I = Increase in blockage of funds (investment) in sundry debtors

Let us explain it further, with the help of an illustrative example.

Example 5
Shiva Transformers is contemplating to liberalize its monitoring efforts and strategies. Its present sales are 
given at ` 50 lakh, its average collection period (ACP) is thirty days, its variable costs to sales ratio ‘V’ is 75 per 
cent, its cost of capital is 15 per cent, and its bad debt ratio is 8 per cent. The proposed relaxation, however, is 
estimated to push up the sales by ̀  10 lakh, increase the average collection period (ACP) to forty-eight days and 
enhance the bad debt ratio to 9 per cent. The rate of tax may be taken at 40 per cent, and 360 days to a year.

Solution
By computing the relative values in the aforementioned formula, we will arrive at the effect of relaxing the 
collection effort on the profit before tax. But, for the sake of facilitating the understanding of our computation, 
we will first compute the respective values of ‘A BD’ and ‘A I’ separately, and thereafter we will insert the 
values in the formula: ∆ P = [∆ S (1 – V) – ∆ BD] (–) K ∆ I

    ∆ BD = bn (S0 + DS) – b0S0

           = (0.9) (50 + 10) - (0.08) (50) = 5.4 – 4 = 1.6
where bn = bad debt ratio new
 S0 = Sales old (existing)
 B0 = Bad debt ratio old (existing)
 ∆s = Change in Sales
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  = 2.5 + 1 = 3.5
where ACPn = Average collection period new
 ACP0 = Average collection period old (existing)
 V = Variable cost to sales ratio
Now, we will insert the relative values in the following formula:
 ∆P = [∆ S (1 – V) – ∆ BD] (–) K ∆ I
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  = [10 (1 – 0.75) – 1.6] – (0.15) (3.5)
  = (2.5 – 1.6) – 0.525
  = 0.9 – 0.525
  = (+) 0.375 lakh
  = or 37,500 (profit).

As the end-result is a positive figure (i.e. profit), we must take the post-tax profit (PAT) into account, which 
would come to:

   ` 37, 500 × (1 – 0.40) = ` 22,500.
As the end-result (naturally at the post-tax level, too) is positive, we may go ahead with the proposal. But, 

if the end-result at the pre-tax level itself would have been negative, suggesting a loss, the income tax was not 
required to be deducted, and the decision had been, not to go ahead with the relaxation proposal. But, supposing 
that even the PAT position would have been a meagre amount like ` 100 or so, whether it would be prudent 
enough to go ahead with the relaxation or not? All things considered, we should not go ahead with the relaxation, 
as our estimates of increase in the sales or bad debt risks cannot be said to be exact. Therefore, unless the 
possibility of the net profit is a substantial amount, which may not come down so much as to result in a loss, 
even if our estimates prove to be slightly off the mark, we should not go ahead with the proposed relaxation. In 
fact, this alone is the rationale to find out the post-tax profit. Because, if the incidence of tax will be very high, 
even a higher magnitude of profit may not seem to be attractive enough at the post-tax (PAT) level.

DECISION-MAKING FOR GRANTING CREDIT

The main purpose of assessing the creditworthiness of a prospective customer is to assess whether he is worthy 
of granting the credit or not. Such decision can easily be taken with the help of a decision tree, to suit the two 
different circumstances, viz.
 • Where the possibility of repeat order is ‘nil’, and
 • When the repeat order is possible.

Where the possibility of repeat order is ‘nil’, the decision tree would look as presented in Fig. 12.1.

Fig. 12.1 Decision Tree Where the Possibility of Repeat Order is ‘nil’

Here, ‘p’ is the probability that the customer pays his dues. Thus, ‘1- p’ is the probability that the customer 
does not pay his dues. Revenue represents the total sales revenue arising out of the sales, and the cost is only 
the variable cost of goods sold (because, it is presumed here that the fixed cost is already recovered in full at 
the earlier level of sales itself). Now, if we take a decision not to offer any credit, there would be no effect, 
whatsoever (neither favourable nor unfavourable) on the profitability of the company, as no action, whatsoever, 
is going to be taken. But, if we were to decide to offer the credit, it would be prudent enough to calculate the 
end-result, with the help of the decision tree given in Fig. 12.1. The expected profit (or loss) would be p (Rev – 
Cost) – (1 – p) Cost.
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Here, it may be observed that we are taking the total sales revenue, less cost of sales, in the first half of the 
statement, inasmuch as in case the dues are duly paid, the company would stand to earn the whole profit, too, 
built up in the sales (invoice) price. But, in case the customer defaults, the company would stand to lose only 
the cost of sales (i.e. only the variable cost). That is why, to calculate the amount of loss, in the event of the 
customer defaulting, we have taken only the cost of sales (i.e. the variable cost alone). Now, let us explain the 
point a little further with the help of an illustrative example.

Example 6
Krishna Cosmetics Limited is considering whether to offer credit to a customer or not. The probability of 
payment by the customer is expected to be 75 per cent and, accordingly, the probability that he would not pay 
is 25 per cent. The revenue from the incremental sale to this customer is expected to be ` 2,000 and the cost of 
sales would be ` 1,200. The rate of income tax may be taken at 0.40.

Solution
By computing the relative values in the above formula (decision tree) we get:

  0.75 (2,000 – 1,200) – 0.25 (1,200)
         = 0.75 (800) less 0.25 (1,200) = 600 – 300 = ` 300
Profit After Tax (PAT) would be ` 300 (1 – 0.40) = ` 180
As the net result is a positive figure (i.e. profit), the company may decide to offer the credit to the customer. But 

then, this seems to be a border line case, anyway. Because, the amount of pre-tax profit and the post-tax profit 
(i.e. ` 300 and ` 180, respectively) are too small and insignificant, so much so that even a minor miscalculation 
in our estimates of the amount of incremental sales and/or percentage of default, may turn the expected meagre 
profit into some loss, instead. Therefore, this company may as well decide to decline the credit to this customer. 
The company would do well to continue to take such a stand, till such time the expected net profit comes to a 
substantial amount, to take care of the minor variations in its estimates of sales and/or default. However, if 
the amount (`) is, say, in lakh, the company may allow the credit sale.
In case of Repeat order. Now, let us see what happens in the case of the possibility of a repeat order. Here, it 
must be remembered that repeat order will be accepted only when the first credit sales are paid in full and in 
due time. Further, it may as well be expected that, as the customer has not defaulted in the case of the first 
order, the possibility that he may default, in the case of the second order, will be relatively lessor than was 
expected in the case of the first order. The expected profit, in such cases, may be computed on the basis of the 
following formula and the decision tree:

Expected profit on the first order + [(probability of payment of the repeat order) x (expected profit on the 
repeat order)].

The formula can be represented symbolically as under:
  {p1 (Rev.1 – Cost1) – (1 – p1) Cost1} (+) [p2 × {p2 (Rev.2 – Cost2) – (1 – p2) Cost2}]

Example 7
Let us take an example. Here we will presume all the figures to be the same (as in the above example) except that 
the incidence of default in the case of the repeat order is expected to be reduced from 25 per cent to 15 per cent.

Solution
Now, by computing the values of these figures in the following formula and the (decision tree), we get:

       [0.75 (2,000 – 1,200) – 0.25 (1,200)] + [0.85 (2,000 – 1,200) – 0.15 (1,200)]
   = (600 – 300) + (680 – 180)
   = 300 + 500 = ` 800
A decision tree for granting credit (in the case of repeat order) will look as precented in Fig. 12.2.
Therefore, if the first order was supplied on credit, the repeat order may as well be complied with on credit, as 

the resultant pre-tax profit is ̀  800 and the post-tax profit (PAT) would be = (` 800 × 0.60), = ̀  480. However, the 
company may as well decide to decline the credit to the customer, on the basis of the grounds aforementioned, 
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i.e. the margin of PAT being rather a small amount. But then, if the amount (`) is, say, in lakh, the company 
may allow the credit sale.

Fig. 12.2 Decision Tree for Granting Credit (in the case of repeat order)

MANAGEMENT OF SUNDRY DEBTORS (BILLS RECEIVABLE OR ACCOUNTS RECEIVABLE) IN INDIA

On a critical examination of the actual practices and policies in regard to the management of sundry debtors, 
which are generally being followed in various companies in India, we get dismayed at the dismal picture that 
finally emerges. For the purpose of this study, we shall take up the issues under the following three broad 
categories:
 • Credit Policy
 • Assessment of Creditworthiness of the customers (both present and prospective)
 • Monitoring and control of sundry debtors

Credit Policy
 (a) Very few companies have systematically formulated and documented their credit policies. In most of the 

cases, these are made on an adhoc basis, and mostly remain as unwritten conventions and practices.
 (b) In some of the companies, the credit policy and philosophy have been stated, in too general terms, which 

do not signify any specific stand or standard, to be followed by the operating staff. For example, if a 
company states its credit policy, in general terms, like ‘Our credit policy aims at maximizing the growth 
of sales with the minimal bad debt risks’, it does not convey much as a guideline or guiding principle of 
any practical use and utility.

 (c) The credit period offered by various companies differs to a very great extent, ranging from zero day to 
sixty days, or even ninety days. For example, a company, which is privileged to be in the seller’s market, 
may not give a single day’s credit, i.e. it may insist on cash down payments, while the companies like 
Premier Motors, Maruti Udyog Limited or Daewoo Motors etc may offer a much longer credit period to 
boost the sales. Further, while most of the companies, manufacturing consumer products, may give ‘nil’ 
or a limited credit period, other companies may have to give a much longer credit period, to be able to 
sell their products.

 (d) Besides, the practice of offering cash discount (with a view to ensuring early payments) does not seem 
to be very popular in the Indian business scenario.
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Assessment of Creditworthiness of Customers
 (a) There does not seem to be any systematic and scientific study made – by using different tools and 

techniques – to deteremine the creditworthiness or financial strength and stability of the customers - both 
present and prospective. In fact, the financial position of the present customers should also be reviewed 
and revised on a regular basis, based upon our own experiences of their past performance and dealings 
with us. But this seldom seems to have been resorted to in most of the companies.

 (b) No serious and sincere effort has been made to meticulously analyze the Balance Sheet and Profit and 
Loss Account of the companies, with a view to making a realistic assessment and appraisal of their 
financial position. It has hardly been observed that some companies have asked for some break-ups of 
certain items (say, of inventories or bad debts), to see through the elements of window dressing, if any.

 (c) Prospective customers are required to give at least two or three references, but no attempt has been 
made by most of the companies to verify the position from such references.

 (d) Independent credit rating agencies such as CRISIL and ICRA etc have, of late, appeared on the scene, 
but the credibility and dependability of their credit ratings is doubtful. In the recent past, the credit 
rating agencies had given satisfactory credit rating to ‘MS Shoes’ and ‘CRB Finance Company’, but their 
assessment proved to be totally wrong and contrary to facts. Besides, the practice of seeking professional 
help from such credit-rating agencies, to ascertain and assess the financial position of the prospective 
customers, does not seem to be very common in India, as opposed to the conditions prevailing in the USA.

 (e) Some companies attempt to get the opinion of the bankers on the prospective customers from the latters’ 
bank, but, as has already been observed earlier, their opinion, though given in strict confidence and 
without any obligation, are written in such general and vague terms that these do not seem to be of much 
help and practical utility.

Effective Monitoring and Control of Sundry Debtors
Though various tools and techniques, and systems and strategies of effective monitoring of sundry debtors 
are very well known to the executives of most of the companies, very few companies have been found to have 
evolved any systematic mechanism of effective monitoring and follow-up of sundry debtors on certain sound, 
and systematic and scientific lines. A lot seems to have been left to be desired. Some companies have been found 
to be working out the average collection period, but not party-wise. They may do the ageing analysis but only 
in absolute terms and not in terms of percentage.

SOME SUGGESTIONS FOR IMPROVEMENT

At the very outset, I would like to reiterate that the companies in India must realize and fully appreciate the 
imperative need of management and control of sundry debtors, which is very crucial for the financial liquidity 
and stability of any business entity, be it a manufacturing unit or even a trading company.

As we have already seen earlier, an Indian company had got such a huge sum blocked in the sundry debtors, 
mostly due to disputes arising out of the supply of substandard goods (instead of the agreed quality), that it 
had to pay the salary and wages for a particular month out of the sale proceeds of the accumulated scraps.

I also know of a small scale industrial unit, ‘Windy Fans’ (not the real name), which had fallen sick, mainly 
on account of lack of effective monitoring and follow-up of its sundry debtors.*

After the first stage is achieved, that is, the importance and urgency of effective monitoring and control of 
sundry debtors have been fully realized by all the officials concerned, at different levels (in the company), half 
the battle is won.

At the next stage, the company must formulate its credit policy in clear and unambiguous terms, which 
must be articulated in writing. It should further be ensured that it is understood and appreciated by all the 
officials concerned for their meticulous and effective implementation and compliance. Besides, the credit policy 

*For further details, please refer to the Case Study, incorporated in the author’s book titled ‘Sickness in Small Scale Sector: 
Causes and Cures’, Concept Publishing Company, New Delhi, 1999, pp. 129-33.
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should also be periodically reviewed and revised, depending upon the changing circumstances/conditions, both 
internal and external.

Examples
 (i) Periodical review of the sundry debtors, based on their past performance and records, and revising the 

credit ratings/gradings, accordingly.
 (ii) Age-analyses of sundry debtors should invariably be done, not only period-wise but also party-wise, and 

suitable steps, for realization of the overdues at the earliest, should be taken.
 (iii) Above all, the development of the team spirit and the culture of coordination and cooperation amongst 

different departments (like materials and purchases, production and sales, and, of course, the finance 
department) is the most felt need of the hour. If us Indians, being excellent solo performers, also 
become excellent team workers, we can definitely do wonders. Introduction of the scheme of reward 
and punishment to the whole integrated team of different departments (instead of excellent individual 
official/worker) may go a long way in the realization of such a dynamic and deserving dream.*

 (iv) While considering the classification of the prospective customers into A, B, C, and D categories, care 
should be taken to analyse and interpret their Balance Sheets, and Profit and Loss Accounts thoroughly 
and meticulously, by obtaining further breakups and such other relevant information, wherever required. 
This, however, is not being done in most of the companies, as of now.

 (v) Pertinent enquiries must be made from the referees, mentioned by the prospective customers, coupled 
with periodical trade enquires from other customers, in the area. Most importantly, the required follow-
up actions should also be conducted after such enquiries.

 (vi) Above all, a well-designed and defined collection plan and programme must be evolved and improved 
upon, from time to time, as we go on gaining rewarding and revealing experiences with the passage of 
time.

 SUMMARY
 1. Why manage and control credit?
  Because, sundry debtors usually constitute the third largest item of assets of a company, only after plant 

and machinery, and inventories.
 2. Categorization of sundry debtors to formulate Credit Policy
 (i) Category A, Representing ‘Nil Risk’
 (ii) Category B, Representing ‘A Little Risk’
 (iii) Category C, Representing ‘Some Risk’
 (iv) Category D, Representing ‘High Risk’
  These classifications should, however, be periodically reviewed and revised.
 3. Steps and strategies for prompt payment of sundry debtors
 (i) Prompt despatch of goods and invoice
 (ii) Correct and unambiguous invoicing
 (iii) Despatch of the right quality of goods, in right quantity, and at right price, to avoid any possible 

dispute
 (iv) Standard (printed) invoice pro forma containing full particulars, with tear-off portion, as 

acknowledgement

*[For further detailed discussions on the strategies for building an effective team, please refer to the author’s book 
titled Mentoring Mantras for Indian Managers, Matrix Publishers, New Delhi, 2010, Chapter titled ‘Three Plus Three 
Makes Nine’].
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 (v) Maintenance of
 (a) Master Register (Separate file/section, for different credit periods)
 (b) Ledger Accounts (Party-wise)
 (vi) Periodical analysis of paying pattern of the parties, and their re-categorization as A, B, C, and D.
 4. Effective Follow-up for Speedy Collection
 (i) A Routine Reminder (a week before due date)
 (ii) A Second Reminder (a fortnight after due date)
 (iii) A Third Strict Reminder (after a month), with a copy to the Sales Manager/Sales Representative, 

and stoppage of further supplies on credit
 (iv) A forewarning regarding imminent issue of legal notice
 (v) Issuance of legal notice and ultimately filing of civil suits, against some parties, to serve as test 

cases and deterrents.
  But remember, ‘Don’t treat all (Sundry Debtors) equally (or in the same way). Treat only equals equally’.
 (vi) Streamline the enquiry system. ‘Phone yourself to find yourself.’
 5. Main Causes of High Sundry Debtors
 (i) Internal Causes (IC)
 (ii) External Causes (EC)
 (iii) Dispute as the Causes (DC) and
 (iv) Miscellaneous Causes (MC)
 (a) Periodical analysis of causes of overdue bills
 (b) Review of each party performance
 (c) Re-categorisation, wherever necessary.
 6. Ramifications of High Sundry Debtors
 (i) Loss of interest, and opportunity cost
 (ii) Liquidity constraint and cash crunch
 (iii) Hampers accurate cash budgeting
 (iv) Increases incidence of bad debts
 (v) Adversely affects company’s profitably and prospects.
 7. Formulation of Credit Policy
 (i) Three types of credit policies
 (a) Liberal
 (b) Strict
 (c) Moderate (middle-of-the-road) i.e. neither too liberal nor too strict. But just right.
 (ii) Credit Policy in terms of
 (a) Standard of Credit, i.e. Criteria for categorizing clients into A, B, C, and D
 (b) Period of credit allowed
 (c) Effective credit monitoring and follow-up (i.e. collection efforts)
 (d) Cash discount offered.
 8. Management Control Systems (MCS) of Sundry Debtors
  Age Analysis
 (i) Period-wise
 (ii) Party-wise (viz. Government Departments, Public Sector Undertakings, Private Sectors, and 

Others)
 (iii) Percentage Terms (instead of in absolute terms).
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 9. Assessment of creditworthiness of Sundry Debtors Through
 (i) Annual Reports (Analysis and interpretation of ratios), viz. Current Ratio, Quick Ratio, Return on 

Net Worth, Debt Equity Ratio, EBIT to Total Assets, Sundry Debtors vs. Sundry Creditors, and so 
on.

 (ii) Trade and local enquiries
 (iii) Bank Enquiries (Both in writing and, more importantly, verbally and on personal and confidential 

terms)
 (iv) Six C’s, viz.
 (a) Charter (Integrity)
 (b) Capability (Financial Strength and Stability)
 (c) Capital Base (Financial Standing)
 (d) Collaterals (Securities)
 (e) Conditions (Economic and Market Conditions)
 (f) Case History (Past Performance of Parties)
 (v) Share Market Report
 10. Management and Control of Sundry Debtors in India
 (i) Credit Policy
  Very few Indian companies systematically formulate and document their credit policies. Usually, 

these are stated in vague and general terms, and not in clear/categorical terms. Cash discount is 
very rarely offered

 (ii) Assessment of Creditworthiness of Customers
 (a) Usually no scientific or systematic studies are made, by using required tools and techniques.
 (b) Balance Sheet and Profit and Loss account of companies are not analyzed and studied 

meticulously, by asking for further break-ups etc. wherever necessary.
 (c) Prospective customers are usually required to give two/three references. But, their standings 

are seldom seriously verified from the references.
 (d) The credibility and dependability of credit rating agencies, such as ICRA and CRISIL, etc., are 

not very high, in India.
 (iii) Effective Monitoring and Control of Sundry Debtors
  These are well known to the executives of companies. But, unfortunately, these are seldom done 

well, in a professional and scientific manner.
 11. Some Suggestions for Improvement
 (i) The executives must fully understand the importance and implications of effective management 

and control of sundry debtors,
 (ii) They must avoid disputes regarding quantity and quality of goods and their prices.
 (iii) Many companies, especially in the small-scale sector, had fallen sick mainly for neglecting this 

vital segment of financial management.
 (iv) (a) Companies must formulate credit policy in clear and concrete terms. Credit policy should be 

periodically reviewed and revised, depending upon trade/market conditions.
 (b) The credit ratings/categorization must be periodically reviewed and revised.
 (c) Age-analysis should be done, not only period-wise but also party-wise; not only in absolute 

terms but in percentage terms, too. And, suitable corrective steps must be taken in due time.
 (d) Above all, a culture of cooperation and team spirit must develop among the purchase, production, 

marketing, and finance departments.
 (e) The study of annual reports of the prospective customers, as also of the existing clients, must 

be done meticulously and regularly.
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 (f) Thorough enquiries must be made from traders and referees, bankers and other creditors.
 (g) A well-designed and defined collection plan and programme must be evolved and follow-up 

action taken expeditiously.

 REVIEW QUESTIONS
 1. What are the various terms of payment prevalent in the business world? Name the major terms of payment 

in practice, and briefly describe each of them separately.
 2. What are the ramifications of enhancing and reducing the credit period? Explain, by citing some illustrative 

examples.
 3. (i) Distinguish between (a) liberal and (b) strict credit standards, by citing suitable examples in each case.
  (ii) Explain the effects of liberal and strict credit terms, in each case, separately.
 4. What do you mean by (i) liberalizing and (ii) restricting the credit policies, in terms of the following:
 (a) Period of credit
 (b) Cash discount
 (c) Credit standards, and
 (d) Collection efforts.
 5. Proper assessment of credit risks is one of the most crucial factors in the area of management of credit. Do 

you agree? Give reasons for your answer.
 6. What are the two main types of error that may creep in, while assessing credit risks? Explain each of them, 

by citing suitable illustrative examples.
 7. (i) What are the Six ‘C’s of Credit’? Discuss each of them, separately, by citing suitable illustrative examples 

in each case.
  (ii) Do you think of some dimensions, other than the ‘Six C’s’, for assessing a prospective customer? Give 

reasons for your answer.
 8. (i) Bank reference is considered to be one of the major factors for assessing the creditworthiness of a prospective 

customer. Do you agree? Give reasons for your answer.
  (ii) What are the main shortcomings and limitations connected with obtaining bank references, and what are 

the pragmatic approaches for overcoming them?
 9. (i) Credit management practices in Indian companies suffer from several deficiencies. What are these, and 

what are the adverse effects of each of them in actual practice?
  (ii) What are your specific suggestions for streamlining and strengthening the present practices of management 

of credit (Sundry Debtors) by the industries in India?
 10. ‘Age-Analysis’ is an effective tool for monitoring and follow-up of sundry debtors. However, for better results, 

it is desirable to do the age-analysis:
 (i) Not only ‘Period-wise’, but also ‘Party-wise’, and
 (ii) Not only in ‘absolute terms’ (of `) but also in ‘percentage terms’. Explain and illustrate, by using suitable 

examples. (You may assume the various factors, viz. period, parties, percentage, and amount, for the 
purpose.)

 PRACTISE PROBLEMS
 1. John & Brothers currently provides thirty days of credit to its customers. Its present level of sales is ` 70 

lakh. The firm’s cost of capital is 12 per cent, and the ratio of variable costs to sales is 0.75. The company is 
considering extending its credit period to forty-five days. Such an extension is likely to push the sales up by 
` 5 lakh. The bad debt proportion on additional sales would be 10 per cent. The income tax rate is 30 per cent.

 (i) What would be the effect of lengthening the credit period on the profit before tax (PBT) and profit after 
tax (PAT) of the company (assuming 360 days to a year)?
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 (ii) Do you think, the proposed change under consideration is desirable? Give reasons for your specific 
recommendations.

 2. What is the annual percentage interest cost at simple rate of interest (not compounded); associated with the 
following credit terms?

 (i) To the buyer company
 (ii) To the seller company, separately.
  (Assume 360 days to a year).
  (a) 1/10, net 40
  (b) 2/15, net 45
  (c) 3/20, net 50
  (d) 1/5, net 15
  (e) 1/10, net 50
  (f) 2/15, net 75
  (g) 1.5/14, net 50
 3. Kavya Saris Limited is considering offering credits to two companies, viz.
 (i) Vikas Co. (P) Ltd., and
 (ii) William Co. (P) Ltd.
  The probability that the two companies would pay is 75 per cent and 35 per cent, respectively; and accordingly, 

the probability that they would not pay is 25 per cent and 65 per cent, respectively. The revenue from the 
sales is expected to be ` 40,000, and the cost of sales is estimated to be ` 20,000.

  The chairman of Kavya Saris Limited has approached you to give him your expert financial advice as to whom 
should he offer or refuse credit, based on the exact amount of expected profit or loss, resulting therefrom, in 
each of the two cases, as per the foregoing information.

  What would be your specific reasoned recommendations in each case?
 4. The present sales level of Nirmal Industries (P) Limited is ` 300 lakh. The firm has classified its 

customers into three credit categories: A, B, and C. The firm extends unlimited credit to the customers 
in category A, limited credit to the customers in category B, and no credit to customers in category C. 
As a result of this credit policy, the firm is foregoing sales to the extent of ` 30 lakh to customers in 
category B, and ` 60 lakh to customers in category C. The firm is considering the adoption of a more 
liberal credit policy under which the customers in category B would be extended unlimited credit and 
customers in category C would be provided limited credit. Such relaxation would increase the sales by ` 60 
lakh, on which bad debt losses would be 15 per cent. The collection period is forty days, and the cost of funds 
is 18 per cent per annum. The contribution margin ratio for the firm is 20 per cent.

 (i) What will be the effect of relaxing the credit policy on the pre-tax profit and the net profit of the firm? 
(Assume 360 days to a year; and the rate of income tax at 30 per cent).

 (ii) Whether the change under consideration is desirable? Give reasons for your specific recommendations.
 5. The finance manager of a company is wondering whether credit should be granted to a new customer, who 

is expected to make a repeat order. On the basis of the credit evaluation, the finance manager feels that the 
probability that the customer will pay is 0.90 and accordingly, the probability that the customer will default 
is 0.10. Once the customer pays for the first purchase, the probability that he will pay for the repeat purchase 
increases to 0.95. The revenues from the sale will be ` 15,000, and the cost of sale would be ` 9,500 - these 
figures apply to both the initial and the repeat purchases. Should the credit be granted? Give reasons for your 
answer.

 6. A firm is considering whether to sell goods to a customer on credit. The revenues from the sale will be ̀  20,000 
and the cost of sale will be ` 15,000.

  What should be the minimum probability that the customer will pay, in order to sell profitably?
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APPENDIX 12.1
To Date ______________

[Name and complete postal address of the buyer company/firm]

Dear Sirs,

Date 
Your Order No. ____________ dated ____________ for ` ____________
Our Invoice/Bill No. ____________ dated ____________ for ` ____________
In terms of your above noted valued order, we are pleased to advise you of having dispatched the relative 

goods to your address by goods/passenger train/truck (lorry) today.
The above noted invoice and the other documents, detailed hereunder, are being sent herewith:

 1. Bill of Exchange No. ____________ dated ____________ for ` ____________ .
 2. Railway Receipt/Truck Receipt No. ____________ dated ____________ .
 3. Inspection Note No. ____________ dated ____________ (if required)
 4. Transit Insurance Policy/Cover Note No. ____________ dated ____________ .
 5. Any other, please specify.

Please arrange to pay the amount of the bill within 30 days [enter here the specific credit period allowed to 
the respective buyers, viz. 30, 45, 60 or 90 days] from the date of the invoice by Bank Draft made payable at 
____________ .

Overdue interest will be charged at 15 per cent per annum from the due date specified above.
Meanwhile, please acknowledge receipt of the documents on the tear-off portion of the letter, which may be 

posted to us just by inserting the tear-off slip in a window envelope, duly stamped (rubber stamp of the buyer 
company/firm).

Thanking you in anticipation,

Yours faithfully,

Authorised signatory

Note: This being a computer printout, does not require any Signature.

Tear-off Slip [To Be Duly Completed By The Seller Company]

Received from M/s (Name of the Seller Company ____________ , ____________ ), the Bill/Invoice No. ____________ 
dated ____________ for ` ____________ in compliance of our Order No. ____________ dated ____________ along 
with the under noted documents:
 1. Bill of Exchange No. ____________ dated ____________ for ` ____________ .
 2. Railway Receipt/Truck Receipt No. ____________ dated ____________ .
 3. Inspection Note No. ____________ dated ____________ .
 4. Transit Insurance Policy No./Cover Note No. ____________ dated ____________ .
 5. Any other, as and if specified in the text of the letter,

To be mailed to:
Name and Complete Address ____________ Rubber Stamp of the Buyer
of the Seller ____________ (Drawee)
(Drawer Company/Firm) ____________ Company/firm with the date of receipt

[Signature is Optional]
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APPENDIX 12.2

Sunday Debtors’ Master Register
[Separate Section/Register/Computer File, may be maintained for different credit periods allowed, viz. 30, 45, 
60 or 90 days.]

Credit Period ____________ Days

Date Sl. No. Name of the 
buyer

Buyer’s code 
no.

Buyer’s order 
no. and date

Our Bill/Invoice 
no. and date

Amounts (`)

1 2 3 4 5 6 7

1st Reminder- 
sent on

Date of 
payment

2nd Reminder-
sent onbuyer

3rd Reminder- 
sent on

Legal notice 
served on

Further actions 
to be initiated 

(to be specified)

General
Remarks

8 9 10 11 12 13 14
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APPENDIX 12.3

Ledger Accounts [Party-Wise]
Name of the Buyer: ____________
Buyer’s Code No.: ____________

Sl. No. Sl. No. [As per 
Master Register]

Date and no. 
of order

Date of 
Bill/Invoice

Amounts (`) Date of Payment 
of the Bill

Payment Delayed 
By ___ days 

(number of days, if 
any)

1 2 3 4 5 6 7
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Reason(s) for the 
delay, if any

Reminder I 
sent on

Reminder II 
sent on

Reminder III 
sent on

Legal Notice 
Served on

Legal Action 
Initiated if any

General 
Remarks

8 9 10 11 12 13 14
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APPENDIX 12.4

Reminder II*
To

[Name and address of the buyer company/firm]

Dear Sirs,

Your Order No. ____________ dated ____________ for ` ____________

Our Bill No. ____________ dated ____________ for ` ____________

We wish to bring to your kind notice that our above noted bill, which has already fallen due for payment a 
fortnight back, still remains outstanding in our books, despite our reminder to you three weeks earlier.

In case you have since paid the bill, please let us know the particulars thereof. If, however, the bill still 
remains unpaid, please do pay it now, along with the amount of overdue interest, without any further delay. 
We hope, we will not have to remind you over again in this regard.

Thanking you in anticipation,

Yours faithfully,

Authorized Signatory

Note: This being a computer printout does not require any signature.

Copy forwarded, for information and further necessary follow-up action, ensuring early payment of the bill, to:
 (a) The Area Sales Manager, and
 (b) The Area Sales Officer/Representative, concerned.

— Signature

*The specimen pro forma of the (routine) Reminder I has already been given in the foregoing page (196).
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APPENDIX 12.5

Reminder III
To,

[Name and address of the buyer company/firm]

Dear Sirs,

Your Order No. ____________ dated ____________ for ` ____________ 

Our Invoice/Bill No. ____________ dated ____________ for ` ____________

We are constrained to observe that our above noted invoice/bill, which has already fallen overdue for 
payment, has not been paid by you so far, despite our repeated reminders and personal approaches made by 
our representative(s) on several occasions, from time to time.

In case, however, you have, in the meantime, paid the bill, along with the amount of the overdue interest, 
please advise us the details thereof. But, if you have not paid the bill till date, please arrange to pay the same 
immediately, under advice to us, failing which we may be reluctantly compelled to initiate legal actions, for 
the realization of our bill amount. We earnestly hope that you will not prefer to compel us to resort to some 
extreme steps.

Yours faithfully,

(Signature of the Authorized Signatory)

Copy forwarded, for information, and further intensified follow-up actions, including making personal contacts/
visits to the party, for an early realization of the overdue bill to:
 1. The Area Sales Manager, concerned, and
 2. The Area Sales Officer/Representative concerned.

(Signature of the Authorized Signatory)
Copy forwarded to:
The General Manager, Credit Sales Department, with instructions to suspend all credit supplies to the 

addressee company/firm till further specific written instructions in this regard.
(Signature of the Authorized Signatory)





Inventory Management

There is one rule for the industrialist and that is: 
make the best quality of goods possible, at the lowest 
cost possible, paying the highest wages possible.

– Henry Ford
God gave man the challenge of raw materials - 

not the ease of finished things.
– Source Unknown

Chapter 13
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Components and Importance of Inventories
 • Economic Order Quantity (EOQ) – its Model and Formula
 • Economic Order Quantity and Optimal Order Quantity
 • Economic Order Quantity and Inflation
 • Components of Inventory Carrying Costs
 • Concepts of Lead Time, Order Point, Safety Stock, and Other Factors Affecting EOQ
 • Technique of ABC Analysis (or VED Analysis), and categorization methodology
 • Inventory Control Through Ratio Analysis
 • Just-in-Time (JIT) System vs. Just-in-Case (JIC) System
 • Steps and Strategies for Effective Management, Monitoring and Control of Inventory
 • Inventory Management in India, with Suggestions for improvement
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INTRODUCTION

This Chapter gives a detailed description about the components and importance of inventories and the factors 
involved in their management and their further advantages. It tells us about the Basic Economic Order Quantity 
Model also about their Trial and Error Method, the ABC Analysis and the various categorizations and the 
rationale behind them and their further alternatives and so on.

It discusses inventory management through Ratio Analysis it gives the steps to Evolve an Effective system 
of Inventory management and control. It tells us about the inventory management practices prevailing in India 
and where all is the attention desirable and discusses about some common arguments related to this. What 
are the circumstances where we observe that there is a vast scope of improvement. What are the strategies 
related to this matter.

COMPONENTS AND IMPORTANCE OF INVENTORIES

In most of the companies, engaged in the manufacturing activities, the quantum of their investment in 
inventories constitutes a substantial percentage (around 25 to 30 per cent) of their total assets, which is next to 
the quantum of investment in fixed assets. In trading companies, however, the level of inventories is definitely 
lower because, in their case, inventories comprize only finished goods, as against the manufacturing companies, 
where the inventories of raw materials and work-in-process are also required.

Inventories comprise:
 (i) Raw materials, and consumable stores and spares;
 (ii) Work-in-process; and
 (iii) Finished goods.

Further, as the stocks of inventories involve inventory-carrying costs, it obviously means a better business 
sense to keep the inventories at the lowest possible level. Accordingly, an effective and efficient management 
of inventories can hardly be over-emphasized.

The task of inventory management and control, however, is the joint responsibility of the purchase department, 
materials department, production department, and marketing department. Accordingly, while the policy 
pertaining to the raw materials is formulated by the purchase department, in coordination with the materials 
and production departments, the policy with regard to the inventory of finished goods is formulated by the 
production department, in coordination with the marketing department. The policy with regard to the work-
in-process, however, is finalised by the production department alone.

As we have already seen earlier, keeping in view the vital importance of inventory management and control, 
in financial terms, the finance manager plays the central coordinating role, among all the aforesaid four different 
departments, with a view to ensuring that the inventory management and control are being exercised effectively 
at the various stages and departments, along the desired lines. Here, the main responsibility of the finance 
manager comprises apprising the non-finance executives, so as to understand the basis of the mechanism and 
its overall implications in regard to the control of various items of inventory, as these have a direct effect on the 
financial gains of the company. That is why, it is said that the management of inventory, and for that matter, 
the management of working capital as a whole, is not the responsibility of the finance manager alone, but also 
of the purchase department, materials department, production department, and marketing department. That is 
why, I keep saying that the imperative need of the day is that us Indians should become excellent team workers 
as well, just as we are known for being excellent solo workers and individual performers.

ECONOMIC ORDER QUANTITY (EOQ)

Management of inventories (specially the inventories of raw materials) involves careful consideration of the 
following two factors, viz.
 (i) What should be the ideal size of the order?
 (ii) At what level of the stocks, should the next order be placed?
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In this connection, it will augur well if we would first try to understand the distinguishing features of the 
following three types of costs involved in the management of inventories:
 (i) Ordering costs;
 (ii) Inventory-carrying costs; and
 (iii) Shortage costs.

We will now discuss these costs, in detail, one by one.

Ordering Costs
Ordering costs pertain to placing an order for the purchase of certain items of raw materials. These include the 
expenses in respect of the following items:
 (i) Cost of requisitioning the item(s)
 (ii) Cost of preparation of purchase order (i.e. drafting, typing, despatch and postage)
 (iii) Cost of sending reminders to get the despatch of item(s) expedited
 (iv) Cost of transportation of goods
 (v) Cost of receiving goods
 (vi) Cost of unloading of goods
 (vii) Storage and stacking charges,

However, in case of items manufactured in-house (i.e. by the same company), the ordering costs would 
comprize the following costs:
 (i) Requisitioning cost
 (ii) Set-up cost
 (iii) Cost of receiving and verifying the items
 (iv) Cost of placing and arranging/stacking of the items in the store

Carrying Costs (of Inventories)
Inventory-carrying costs include the expenses incurred on the following items:
 (i) Capital cost (i.e. interest on funds locked up in inventories)
 (ii) Storage cost
 (iii) Cost of insurance (fire and theft insurance of stocks)
 (iv) Obsolescence cost
 (v) Taxes

It may, however, be mentioned here that the carrying costs usually constitute around 25 per cent of the 
value of inventories held.

Shortage Costs (or Costs of Stock Out)
Shortage costs or costs of stock out are such costs which the company would incur in case of shortage of certain 
items of raw materials required for production, or the shortage of certain items of finished goods to meet the 
immediate demands of the customers.

Shortage of inventories of raw materials may affect the company in one or more of the following ways:
 (i) The company may have to pay a somewhat higher price, connected with immediate (crash) procurements
 (ii) The company may have to compulsorily resort to some different production schedules, which may not be 

as efficient and economical
Stock out of finished goods, however, may result in the dissatisfaction of customers and the resultant loss 

of sales.
These costs, however, are somewhat intangible in nature, and consequently, difficult to assess quantitatively.
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It has also been observed that some of the companies, with a view to reducing total ordering costs, prefer to 
order larger quantities. But this way, the inventory stocks become higher and thereby, the inventory-carrying 
costs also. Further, if the company decides to carry a sufficiently large safety stock of inventory, so as to mitigate 
or reduce the stock out costs or shortage costs, its carrying costs, in turn, would go up further.

Thus, with a view to keeping the total costs pertaining to management of inventory at the minimum level, 
we may have to arrive at the optimal level where the total costs, i.e. total ordering costs plus total inventory-
carrying costs are minimal.

To achieve this end-result, we may have to work out the Economic Order Quantity (EOQ).

BASIC ECONOMIC ORDER QUANTITY (EOQ) MODEL

The basic EOQ model is one of the simplest inventory models. There are, in fact, a large number of other 
inventory models, depending upon the various variables and assumptions. We, however, propose to discuss 
only the basic EOQ model in this book.

Assumptions of the Basic EOQ Model
The basic EOQ model is based on various assumptions, viz.
 (i) The estimate of usage (demand or consumption) of the item of inventory for a given period (usually one 

year) is known accurately.
 (ii) The usage (demand or consumption of the various items of inventory) is equal (even) throughout the 

period.
 (iii) There is no lead time involved, i.e, the item of inventory can be supplied immediately on the receipt of 

the order itself; there being virtually no time lag between placing of an order and the receipt of the goods.
Consequently, there is no likelihood of stock out at any stage. Therefore, the shortage cost (or stockout 
cost) is not being taken into account, as if it is ‘nil’.

 (iv) Thus, there remain only two distinct costs involved in computing the total costs pertaining to inventory, 
viz.

 (a) Ordering cost, and
 (b) Inventory-carrying cost.
 (v) Further, the cost of every order remains uniformly the same, irrespective of the size of the order.
 (vi) Finally, the inventory carrying cost is a fixed percentage of the average value of the inventory.

EOQ FORMULA VS. TRIAL AND ERROR METHOD

EOQ can be ascertained in two ways:
 • By Trial and Error method
 • By use of a definite formula

Trial and Error Method
We may well understand the Trial and Error method with the help of an illustrative example.
Example 1: The annual sales of Lucknow Lime Limited (LLL) is estimated at 1,800 units. The ordering cost, 

per order, is (fixed) ` 60, and the inventory carrying cost per unit is ` 2.
Solution: As we all know, a number of options are available to the company, e.g. the company may decide to 

procure its entire annual requirement of 1,800 units in one go, in which case the ordering cost will be minimal 
but the inventory-carrying cost will be the highest. Similarly, if it were to order for its monthly requirements, 
the ordering cost will be twelve times higher, but the inventory-carrying cost will be as much less. Thus, the 
total costs, i.e. ordering costs and carrying costs will vary in the aforesaid manner in all the cases when the 
number(s) of order varies from 1 to 12. But the main purpose behind the exercise is to find out that specific 
number of order and the quantity ordered each time (on which the carrying cost depends) so that the total of 
both these costs is at the minimal level.
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Now, let us work out the total costs at different numbers of order and the level of stocks of inventory, first 
by way of Trial and Error method.

The pieces of information given in the example are:
Annual sales or usage (U) – 1,800 units
Inventory-carrying cost per unit (C) – ` 2
Ordering cost per order (F) – ` 60

TABLE 13.1 Total Costs at Different Number(s) of Order by ‘Trial and Error’ Method

(i) Quantity Ordered (Q) 1,800 900 600 450 360 300 225 200 180 150

(ii) Average Inventory (Q/2) 900 450 300 225 180 150 112.5 100 90 75

(iii) No. of Orders (U/Q) 1 2 3 4 5 6 8 9 10 12

(iv) Annual Carrying Cost
(`) [C × (Q/2)] 

1,800 900 600 450 360 300 225 200 180 150

(v) Annual Ordering Cost
(`) [F x (U/Q)]

60 120 180 240 300 360 480 540 600 720

(vi) Total (Annual) Cost
(`) (iv) + (v) 

1,860 1,020 780 690 660 660 705 740 780 870

Thus, we find that the total cost is the lowest (at ` 660.00) in two different cases, viz. when 5 or 6 orders are 
placed i.e. the EOQ comes to (1,800 ÷ 5) = 360 or (1,800 ÷ 6) = 300 units, respectively, when 5 or 6 orders are 
placed i.e. in the case of placing 5 orders per annum, while the ordering cost is less as compared to 6 orders, 
the inventory-carrying cost is naturally relatively higher, because the quantity per order will be higher when 
lesser number of orders are placed, in a year (Table 13.1).

But, as we have just seen, the trial and error method is a little too cumbersome, tedious and time consuming, 
and specially so when in the actual practice, the various factors, given in the above example, are not so simple 
and in round figures.

Therefore, it will be worthwhile to take the help of the EOQ formula to compute the EOQ, even with more 
complicated data, as we face in real life.

EOQ Formula
The EOQ formula is:

      Q = 2 ( ) ( )FU PC÷
where:
      Q = Quantity ordered
       F = Cost per order (which is presumed to be fixed or constant)
      U = Annual usage or sales
       P = Price per unit
        C = Per cent carrying cost
(i.e. PC = Inventory-carrying cost, itself).
By computing the given values in the formula, we get:

      Q = ( ) ( )2 2× 60 × 1800 ÷
      Q = 328.63
Or, say 329 [an integer, or a whole number (not a fraction)].
Therefore, the number of orders required to be placed during the year will be 1,800 ÷ 329, which comes to 

5.47 orders. But the number of order will have to be an integer, that is, it should be either 5 or 6.
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By computing the total cost in the event of placing 5 and 6 orders separately, we get the total cost at the 
same ` 660 in both the cases. Therefore, EOQ will be 1,800 ÷ 6 = 300 units, or 1,800 ÷ 5 = 360 units.

Example 2: Let us now work out yet another example, where all the figures are the same as in Example 1, 
except that the inventory-carrying cost is ` 3 per unit.

Thus, the only change that will occur will be in the column ‘Annual Carrying Cost’, which would go up by 
150 per cent in this case.

Solution: We will first solve Example 2 with the help of the aforementioned formula.
By computing the respective values in the formula, we get:

      Q = ( ) ( )2 FU PC÷
      Q = ( ) ( )2 60 1800 3× × ÷
      Q = 268.33
Or, say, 269 units (because the units will always be an integer).
Thus, we get the number of orders to be placed per annum at 1,800 ÷ 269 = 6.69, or say 7 orders, an integer 

(because the number of orders will always be an integer).
Therefore, the EOQ will be equal to 1,800 ÷ 7 = 257.14 or, say, 257 [(an integer) (i.e. a whole number)]. We 

will now proceed to work out the EOQ by way of ‘trial and error’ method, as shown in Table 13.2.

TABLE 13.2 EOQ by ‘Trial and Error’ Method

(i) Quantity Ordered (Q) 1,800 900 600 450 360 300 257 225 200 180 150

(ii) Average Inventory (Q/2) 900 450 300 225 180 150 128.5 112.5 100 90 75

(iii) No. of Orders (U/Q) 1 2 3 4 5 6 7 8 9 10 12

(iv) Annual Carrying Cost  
(`) [C x (Q/2)]

2,700 1,350 900 675 540 450 385.5 337.5 300 270 225

(v) Annual Ordering Cost
(`)[F x (U/Q)]

60 120 180 240 300 360 420.0 480.0 540 600 720

(vi) Total (Annual) Cost
(`) (iv + v)

2,760 1,470 1,080 915 840 810 805.5 817.5 840 870 945

Thus, we find that the total cost is the lowest at ̀  805.50 when seven orders are placed per annum. Incidentally, 
we further observe that even in the cases of placing 6 and 8 orders, the total cost is only slightly higher 
at ` 810.00 and ` 817.50, respectively. In case of placement of even 5 or 9 orders, the total cost does go up but 
only marginally at ` 840.00 in each case. Thus, we can conclude that it would not make much of a difference 
whether we order 5, 6, 7, 8, or 9 orders per annum, when the order size is, 360, 300, 257, 225 or 200, respectively. 
The total costs, however, will be different in each case, but these will fall in the range of ` 805.50 to ` 840 only, 
which is not a very significant difference. So we can safely say that there is not an Economic Order Point (EOP), 
but an Economic Order Range (EOR).

The point can be brought home in a more prominent manner with the help of another example.
Example 3: Find out the Economic Order Quantity in respect of a company whose
Annual usage (U) is 15,000 units
Inventory carrying cost (PC) per unit is ` 2
Ordering cost (F) per order is ` 40
Solution:
Step 1: Find out the EOQ, first with the help of the formula:

    EOQ = 2FU
PC

× ×
=

2 40 15 000
2

,
 = 774.60 or, say, 775, an integer.
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Step 2: Then find out the number of orders per annum, based on the EOQ, i.e.

       15 000
775
,  = 19.5 orders, or say, 20 orders (an integer).

Step 3: Now, calculate the EOQ by finding out the total costs at 17, 18, 19, 20 and 21, 22, 23 orders (i.e. at 3 
lower and 3 higher numbers of orders, than 20 orders) (Table 13.3).

TABLE 13.3 Calculation of EOQ

No. of Orders 17 18 19 20 21 22 23

(i) Ordering cost 680 720 760 800 840 880 920

(ii) Carrying cost 
of quantity
per order,

(882.35) (833.33) (789.47) (750) (714.28) (681.81) (652.17)

(iii) or say, integers 
(whole number)

882 833 789 750 714 682 652

Total (i) + (iii) 1,562 1,553 1,549 1,550 1,554 1,562 1,572

Step 4: We can see that there is no significant variation in the total costs up till now. We may, therefore, 
have to work out one or two more sets of orders, i.e. say 2 further lower numbers and 2 next higher numbers 
of orders, i.e. at number of orders 15 and 16 and 24 and 25 and so on, till some marked difference in total costs 
emerges (Table 13.4).

TABLE 13.4 Total Cost

No. of Orders 15 16 24 25

(i) Ordering cost 600 640 960 1,000

(ii) Carrying Cost (1,000) (937.5) (625) (600)

(iii) Rounded off 1,000 938 625 600

Total (i) + (iii) 1,600 1,578 1,585 1,600

Thus, we see that there is a difference of just ` 35 or even less (which is quite insignificant) in the case of 
number of orders being in the range of 16 to 24 and the corresponding quantity being in the range of 625 to 
938 units.

Also, it is only when we order less than 16 orders or more than 24 orders, the total costs may tend to be 
higher by ` 50 or more. Thus, we may fairly conclude that the total costs of inventory are fairly insensitive to 
moderate changes in the order size. It may, therefore, be appropriate to say that there is an Economic Order 
Range (EOR) and not an Economic Order Point (EOP). In the instant case, the EOR comes to 16 to 24 orders 
or 625 to 938 units.

This illustrative example throws yet another conclusion that the EOQ, found out by the universally-accepted 
formula, as aforesaid (i.e. 775 units) is, in fact, not the real EOQ, i.e. where the total costs are minimal. The 
real EOQ is 750 units, instead. i.e. while at 750 units per order the number of orders comes to 20, in case of 
775 units per order, the number of order comes to 19.35, i.e. say 20 again (as the number of orders cannot be in 
fraction, and so has to be rounded off to the nearest integer). Thus, while in both the cases, the ordering cost 
remains the same, the inventory-carrying cost at 775 units per order is decidedly higher than at 750 units.

Under the circumstances, I suggest that it will augur well if we do not straightaway conclude that the EOQ 
is the exact quantity where the total costs are minimal. Instead, we should follow the following steps, too, 
thereafter.
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Step 1: After arriving at the EOQ (775, in the instant case), find out the number of orders required at such 
a point.

Step 2: Then, if the resultant number of orders happens to be a non-integer (i.e. 19.35), then round it off to 
the nearest integer (i.e. 20).

Step 3: Then again, calculate the resultant quantity required per order (i.e. 750, as against 775, in the instant 
case). It is only then that we can arrive at the actual EOQ.

We, thus, get at a new clue to EOQ, or at least this way we have been able to put across an old well-known 
fact in a new, different and succinct manner.

DERIVATION OF EOQ FORMULA

Now, let us see how the EOQ formula has been derived.
We have already seen that the total costs involved comprise only two costs, i.e.
Total costs = ordering cost + carrying cost.
Now, let us see as to what actually is the ordering cost?
As we have already presumed that the ordering cost is constant irrespective of the order size, the total 

ordering cost will be simply the number of orders x cost per order.
Now, how to estimate the number of orders? This too, is simple enough. It can be found out by dividing the 

quantum of annual usage (U) with the quantity ordered (Q) per order.
Now, how to compute the second cost, i.e. the inventory-carrying cost? We have already presumed it to be 

a fixed percentage of the average value of inventory. So, we should try to find out the average value of the 
inventory. It would be nothing but just half of the quantity ordered. This would be so, because, we shall place 
the next order only when the level of stock holding becomes ‘nil’, as the lead time has been presumed to be ‘nil’.

Supposing the ordered quantity (Q) is 50 kg and it lasts just for five days. Thus, on the start of the day one, 
it would be 50 kg, on the start of the second day it would be 40 kg, and so on, whereby on the start of the fifth 
day, it would be ten and at end of the fifth day, it would come to zero, when the next order is placed and the 
stocks are replenished (50 kg again) instantaneously, at the start of the sixth day, as we have already presumed 
earlier (though it does not happen so in the real life situations). Thus, the average value of inventory held over 
a period of five days, as presumed, will be as shown in Table 13.5.

TABLE 13.5 Balance of Stocks

At the end of the day The balance of stocks would be (in kg)

1 40

2 30

3 20

4 10

5 NIL

Total 100 ÷ 4 = 25
or 50 ÷ 2 = 25

So, the average inventory holding, spread over a period of five days, comes to [(40 + 30 + 20 + 10 + 0 ÷ (4)], 
i.e. 25 which, in turn, is equal to Q/2, i.e. 50 ÷ 2 = 25. Thus, the EOQ formula evolves as follows:

       TC = [(U ÷ Q ) × F] + [(Q ÷ 2 ) × P × C]
   TC (Total cost) = (Ordering cost) + (Inventory-carrying cost), where
        U = Annual consumption (usage)
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        Q = Quantity ordered
       F = Cost per order (which is presumed to be fixed, i.e. constant)
        C = Per cent carrying cost
       P = Price per unit
The first term on the right hand side gives us the Ordering Cost, which is equal to number of orders (U/Q) 

multiplied by (fixed) cost per order (F). The second term, on the right hand side, represents the (inventory) 
Carrying Cost, which is equal to average value of inventory holding (Q/2) multiplied by price per unit (P), which 
comes to (QP/2) again multiplied by percentage-carrying cost (C). Ordering cost + carrying cost gives us the 
total cost.

Now, the question that remains to be addressed is to find out the exact order quantity, which will be most 
economical (EOQ), i.e. where the total costs (ordering costs + carrying costs) will be minimal.

In this endeavour, the following formula will be of great help.

      Q = 2FU PC÷
Now, let us try to understand as to how the EOQ formula has evolved.
We shall examine the various steps involved in deriving the above formula:
As we already know, we find out the Total Cost (TC) as under:
       TC = (U ÷ Q) × F + (Q ÷ 2) × P × C
‘Differentiating’ the equation with respect to Q, we get,
      dT ÷ dQ = (–)(UF ÷ Q2) + ( PC ÷ 2) = 0
Or     (–) 2UF + Q2 PC = 0
Or    Q2 PC = 2UF
Or       Q2 = 2UF ÷ PC

Or      Q = 2FU PC÷
Now, let us understand the application of the EOQ formula by taking an illustrative example of Everest 

Company (P) Limited.
Example 4: Annual sales of Everest Company (P) Limited is 50,000 units. The ordering cost per order is ` 

5,000. Purchase price per unit is ` 20. Inventory carrying cost is 25 per cent of the inventory value:
Solution:
That is     U = 50,000 units
       F = ` 5,000
       P = ` 20
      C = 25 per cent
Now, by computing these values in the EOQ formula, we get,

      Q = 2FU PC÷

    = ( , ) ( )2 5 000 20× × 50,000 × 0.25÷

    EOQ = 10,000 Units.

ECONOMIC ORDER QUANTITY (EOQ) AND OPTIMAL ORDER QUANTITY (OOQ)

The standard EOQ analysis is based on the assumption that no discount is given, howsoever large be the order 
size. But, in most of the cases, some discount is given by way of an incentive to the buyers to order for a larger 
quantity, so as to avail of some bulk discount. Thus, we should try to modify the standard EOQ formula so as 
to find out the EOQ, as also to assess whether it would be economical to avail of the bulk discount or not.
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To arrive at the required data we should follow the following steps:
Step 1
First find out the EOQ by applying the standard EOQ formula.
Let us call it Q′.
Step 2
If Q′ (i.e. the usual EOQ) itself is equal to, or larger than, the minimum quantity upon which the discount 

is available, the EOQ itself will be the OOQ, i.e. the required quantity to be ordered and to avail of the bulk 
discount, too.

Step 3
If the EOQ, i.e. Q′ is less than the minimum order size, on which the discount is available, we may have to 

calculate whether the quantum of bulk discount is sufficient enough to trade off the higher inventory carrying 
cost plus slightly lower ordering cost (because, bigger the order size, smaller will be the number of orders 
required to be placed).

Let us call the minimum quantity on which the discount is available as Q″. Therefore, we should see whether 
the change in the profit (due to the increase in the order size and higher inventory carrying cost, and the 
corresponding decrease in the number of orders and the resultant savings in the ordering cost, and the total 
discount available on such purchases), would prove to be beneficial or otherwise.

To compute this, we may apply the following formula:
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where
       An = Change in profit
         U = Annual usage/requirement
             D = Discount per unit, when quantity discount is available
        Q′ = Economic Order Quantity (EOQ), when no quantity discount is available
          Q″ = Minimum order size required for quantity discount
           F = Fixed cost per order
           P = Unit purchase price without discount
          C = Inventory carrying cost expressed as percentage
Thus, we see that on the right hand side of the above equation

 (i) The first term denotes the savings in price,
 (ii) The second term represents savings in ordering cost, and
 (iii) The third term represents the increase in the inventory carrying cost.

Step 4
Thus, if the change in profit comes to a positive figure, Q″ will be the optimal order quantity (OOQ), which 

will mean that the quantum of total discount on the larger size of the order is more than the resultant higher 
inventory carrying cost and slightly lower ordering cost taken together. Correspondingly, if the change in profit, 
thus arrived at, happens to be negative (i.e. loss), the Q′ (i.e. the standard EOQ itself) will be the OOQ, too. Let 
us bring home the point by means of a few illustrative examples given hereafter.

Example 5: The respective data pertaining to Shiva Computers Ltd. are as follows:
      U (annual usage) = 25,000 units
   F (fixed cost per order) = ` 300
  P (purchase price per unit) = ` 60
  C (inventory carrying cost) = 25 per cent of the value of inventory
Q″ (minimum order size required, to be
eligible for quantity discount) = 900 units
       D (discount per unit) = ` 4
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Solution: Let us first compute the EOQ, without quantity discount.

      Q′ = 2 2 300FU
PC

× × 25,000
60 × 0.25

=

     = 2 × 300 × 25,000
15

 = 10 00 000, ,  = 1, 000

As the EOQ, without quantity discount, is 1,000 units, which is greater than the minimum quantity to be 
eligible for the quantity discount (i.e. 900), the EOQ itself will be the OOQ, too.

Example 6: But, supposing we take another example where every figure remains the same as in Example 1, 
except that the minimum order size required to be eligible for quantity discount is 10,000 units, instead of 900 
units, what would be the OOQ in this case?

Solution:

Step 1
EOQ = 1,000 unit (as already calculated in solution 1)

Step 2
But EOQ (1,000 units) is less than the minimum quantity now eligible for discount.

Step 3
We will, therefore, take the help of the following formula and compute the relative values therein, to arrive 

at a decision.
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   = 1,00,000 + 6,750 (–) 62,500
   = 1,06,750 (–) 62,500
   = 44,250.

Step 4
Now that the resultant figure is a positive one, it suggests that by ordering 10,000 units, the company stands 

to gain ` 44,250.
Therefore, the decision, obvious one at that, is that the company should go in for ordering 10,000 unit. Thus, 

the OOQ in this case is 10,000 units.
Example 7: Now, let us finally find out the OOQ in case the minimum order size to be eligible for quantity 

discount is 25,000 units [other figures remaining the same as in example 1 above].
Solution:
Step 1 and 2 will remain the same as in solution 2.

Step 3
By computing the relative values in the formula we get:
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   = 1,00,000 + 7,200 – [1,75,000 – 7,500]
   = 1,07,200 – 1,67,500
   = (–) 60,300

Step 4
Now that the resultant figure is in the negative, suggesting a loss of ` 60,300, the company should not avail 

of the quantity discount. Therefore, in this case, the OOQ will be EOQ itself, where the profit or savings will 
be maximum.

Example 8: The average monthly usage of a particular item in Reliable Industries Limited in the current 
year is expected to be 3,000 units. The fixed cost per order is ` 1,500. The purchase price is ` 2,400 per box, 
containing a dozen units in each box. It, however, is not necessary to order for the full box of twelve units. The 
inventory carrying cost is 25 per cent of the inventory value per annum. The quantity discount allowed per 
unit is 2 per cent.

Required:
What will be the OOQ in each of the following three cases, on an annual usage basis? When the minimum 

order size required for quantity discount is:
A. 400 units
B. 3,000 units
C. 1,000 units
Give reasons for your specific answers in each of the three cases separately, duly supported by facts and figures.
Solution (A):
Given
Q Purchase price for 12 units (1 box) = ` 2,400
\ Purchase price for 1 unit       = ` 200
Now, we will proceed further, step by step.

Step 1

         EOQ = 2UF
PC

         = 
2 3 000 1 500

200 0 25
( , ) ,

( . )

         = 90 00 000
50

, ,

         = 1 80 000, ,
         = 424.26, or say, 425 units (an integer) and a round figure.

Step 2
As the EOQ (425 units) is greater than the minimum order size eligible for quantity discount (i.e. 400 units), 

the OOQ will be EOQ itself, i.e. 425 units.
Solution (B):

Step 1
        EOQ = 425 units
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Step 2
As the minimum order quantity eligible for quantity discount is greater than EOQ, let us compute the OOQ 

with the help of the relative formula.

Step 3
By computing the relative values in the formula we get:

	 	 	 	Dp = UD + 
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  = 12,000 + [7* – 1] 1,500 (–) [ 73,500 – 10,625]
  = 12,000 + 9,000 – 62,875
  = (–) 41,875
* 7.06 converted into the nearest next integer comes 7.

Step 4
Now that the resultant figure is in the negative, suggesting a loss of ` 41,875, the company should not go 

in to avail of the quantity discount. Therefore, in this case, the OOQ will be EOQ itself, where the profit or 
savings will be the maximum.

Solution (C):

Step 1 and 2 will be the same as in the solution (B).

Step 3
By computing the relative values in the formula we get:
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  = 12,000 + [7* – 3] 1,500 (–) [24,500 – 10,625]
  = 12,000 + 6,000 – 13,875
  = 4,125
(* 7.06 Converted into the nearest next integer comes to 7)

Step 4
Now that the resultant figure is a positive one, suggesting a gain of ` 4,125, the company should go for the 

quantity discount. Therefore, the OOQ will be 1,000 units.

ECONOMIC ORDER QUANTITY (EOQ) AND INFLATION

The EOQ analysis presumes that the cost price per unit is constant. This implies that the incidence of inflation 
has not been taken into account. In order to account for inflation, what we have to do is to first subtract the 
rate of inflation from C (the annual inventory-carrying cost expressed as a percentage) and apply the standard 
EOQ formula with this simple modification only.

But, you may ask, and rightly so, that why at all do we subtract the rate of inflation from C? The reason is 
simple enough. In an inflationary condition, the purchase price of inventory will also go up and this will, to 
some extent, offset the inventory-carrying cost.
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COMPONENTS OF INVENTORY-CARRYING COSTS

Inventory-carrying costs comprise various elements of cost, some of which are given as follows:
 (i) Storage Costs: The rental payable will be proportionately higher as more space would be required to store 

a higher level of inventory.
 (ii) Handling Charges: When higher stocks are stored, handling charges, like unloading and stacking charges, 

at the time of receipt of the goods, involving manpower, may also go up.
 (iii) Insurance Premium: Similarly, the amount of insurance premium payable, for fire insurance, theft 

insurance, flood and such other natural calamity insurance, will also be higher.
 (iv) Wastages: It has generally been observed that, if more than sufficient stocks of inventory are stored, 

there is a usual tendency to consume more than what is actually required, resulting in extra avoidable 
wastages.

  To bring home the point, let us take a common place example. If there were a huge stock of TA bills pro 
forma, these may, at times, be used even as paper plates. But, if these pro forma were in short supply, 
people may take care not to waste a single piece of such form.

 (v) Damage and Deterioration: In the event of storing more than required level of stocks of raw materials 
and finished goods, there is every chance that the goods may deteriorate in quality, like the whiteness 
of papers gets diminished (it turns yellowish) with the passage of time. Some chemicals or medicines 
also have a limited shelf life, after which they are useless. Stocks of cement in rainy season are fraught 
with grave risk of turning hard and becoming useless.

 (vi) Technical Obsolescence: In the modern age of technological advancements, the pace of goods and 
commodities becoming obsolete has become fast enough. Thus, more than necessary stocks run the risk of 
becoming obsolete and, consequently, of much lesser value and use.

 (vii) Blockage of Funds: Above all, more than necessary funds blocked in inventory may pose liquidity problems 
to the company. It may as well involve some loss by way of payment of interest as also opportunity costs.

Advantages of High Inventories
While it is imperative to have the inventories at the lowest possible level, it may, some time, prove to be a better 
business sense to have a little higher stocks of inventories, too, under certain circumstances, discussed as follows:

(a) Bulk Discount
Some companies offer bulk discount by way of an incentive to boost their sales. But then, it would be prudent 
for a company to avail of the facility only when it proves to be fairly beneficial, even after covering the entire 
additional inventory-carrying costs, caused by way of holding higher level of stocks of the inventory. It may, 
however, prove to be of mutual gain and convenience, if the bulk discount is availed of on the basis of the annual 
purchase of the material but, on the condition that the supplies will be made in a phased manner, say, on a 
monthly basis. This way, the supplier will not have to pile up the stocks to finally effect the bulk supply, in one 
go, and the buyer, too, will not have to incur any additional inventory-carrying cost.

(b) Seasonal Purchases
Purchases of agricultural goods, during the harvesting season, besides being relatively cheaper, may also 
provide the opportunity of selecting – the highest quality of goods available in the desired quantity. But then, 
here again the quantum of the resultant benefit should be well above the inventory-carrying costs, as also the 
risk of deterioration and damage to the material.

(c) Inflationary Economy
Under the conditions of high inflation rate, one could consider holding a higher level of inventory, if the rate of 
inflation and the possibility of the percentage increase in the price of the particular goods will be much higher 
than the cost of capital (extra blockage of funds in the excess inventory) and other elements of inventory-carrying 
costs taken together.
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(d) No Risk of Stock Out
A higher level of stocks of inventories of raw materials does have the advantage of eliminating the risk of stock 
out, and the resultant loss of production, sales and profitability. But then, if the loss sustained by way of stock 
out, along with the resultant loss of production, is lesser than the extra inventory-carrying costs involved, 
holding a higher level of inventories may not be advantageous.

For example, if the extra inventory-carrying cost pertaining to a holding of four months of stocks (as against 
the usual two months stock) may result into a loss of ` 10 lakh, and the loss of production, due to stock out 
(for say, four to five days) comes to just ` 2 lakh, it would mean a much better business sense to hold the extra 
stocks of, say, of one week (rather than for two extra months), so as to eliminate the possibility of stock out.

But then, care should be taken that some Super A category of materials, so very vital and essential for any 
production activity (like salt and sugar in the domestic kitchens) should never fall short of the requirements 
at any stage. Accordingly, it may be worthwhile to keep a sufficiently higher safety stock of such vital items.

(e) Lesser Ordering Costs
One may argue that some higher level of stocks of inventory may result in some savings due to the lesser 
numbers of orders required to be placed. True. But then, this aspect of the problem can very well be taken care 
of by way of the tools of EOQ, and the OOQ, instead.

(f) Pertaining to Finished Goods
Some companies may prefer to hold the stocks of finished goods, so as to be able to meet the requirements of 
their customers out of the shelf, and thereby, may have an edge over their competitors.

But then, we must bear in mind the case of a company, which had reaped some advantages by adopting 
such marketing strategies, but only in the initial stages. All these gains got wiped off soon enough, when the 
stocks of such finished goods became obsolete and costlier, due to the technological advancement, making the 
substitute products cheaper, and even better.

In conclusion, we may safely say that the ‘golden mean’ may be the main mantra in deciding upon the optimal 
levels of stocks of raw materials and finished goods.

LEAD TIME

Lead time represents the time lag that takes place between the placement of an order and the actual supply/
delivery made in the company’s godown. For example, if we process and place an order today and the supplier’s 
office, after processing the order, arranges for the loading, transportation and unloading, and, in the process, 
the goods are finally delivered and stored in our godown(s) on the 16th day, the lead time would be said to be 
sixteen days.

But, as we have seen earlier, the standard EOQ model presumes as if there is no lead time involved. Thus, 
the order can well be placed when the inventory level comes to zero. But, the factual position is otherwise. 
Therefore, we should decidedly take into account the lead time too, while computing EOQ. This can well be 
done by introducing a slight modification in the standard EOQ analysis to arrive at a realistic ordering point, 
so as to take care of the lead time involved, and thereby to mitigate the risk of shortage of stocks, involving 
stock out costs.

ORDER POINT

An order point is that point in time when the next order is to be placed, when sufficient balance of stock is still 
left, to take care of the lead time. But, to do so accurately, we may have to know the rate of usage of materials, 
as also the lead time exactly and in definite terms. In that case, the ordering level would simply be as follows.

Lead time (in number of days for procurement) multiplied by average usage per day.
i.e.   Order Point = Lead time (in days) × Daily usage.
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SAFETY STOCK

In actual practice, one can neither estimate the lead time nor the daily usage so accurately and exactly. We 
can, at best, make some reasonable estimates. Thus, the possibility of some error, howsoever small, can hardly 
be eliminated completely. Therefore, we should, to be on the safer side, take into account the element of such 
uncertainty, too. Accordingly, we should always keep some safety stock with us to meet such eventualities. The 
order point should be computed by adding the quantum of sufficient safety stocks, too.

Thus, the order point can well be computed as:
  EOQ + [lead time (in days) × daily usage] + safety stock
In a simple situation, where only the usage rate is variable, and the maximum usage rate can be ascertained, 

the safely stock (to avoid stockout completely) would be:
  [Maximum usage rate (–) Average usage rate] × Lead time.
But, how to compute the safety stock? In fact, it is a managerial decision and, therefore, it largely depends 

upon the inventory policy as also the organizational culture of the company. It may, accordingly, be high or 
low, or even medium.

It has, however, been usually observed that in most of the Indian companies, and specially so in the public 
sector undertakings (PSUs), there is a general tendency, on the part of the management, to keep a sufficiently 
high level of safety stocks. The main reason for such a situation is said to be the fact that, while no questions 
are asked if more than necessary stocks of inventories are held in a company, several accusing fingers are 
raised in case there happens to be a stock out, even for a day, resulting in some production loss, which, in turn, 
adversely affects the profitability of the company. But, let us now examine the wisdom, or otherwise, of such 
tendencies in our companies.

Let us presume that the Chairman and Managing Director (CMD) of a company asks his Materials Manager 
that, in case a safety stock of only fifteen days is kept, what is the likelihood of stock out risk, in terms of days 
of production loss? The response is, say, seven days on an average, and ten days in extreme cases. However, the 
risk goes on diminishing when the safety stock is kept for thirty days, forty-five days, sixty days and seventy 
days, and the corresponding stock out, which comes down to, say, six days, four days, two days and almost ‘nil’, 
respectively, and that, too, in extreme cases.

Thus, to be on the safest of the safer side, the CEO may decide to keep a safety stock of, say, full 3 months, 
whereby the possibility of stock out is considered to be zero. Some other CEOs may prefer to have a safety stock 
of even 3.5 months or even 4 months, in such cases.

Some of us may tend to feel that such CEOs, perhaps, have little idea about the high inventory-carrying cost 
involved, in such a decision, and its cascading effect on the profitability of the company. But, in my considered 
view, this may not be the case. In fact, the anxiety (or overanxiety) on the part of the CEO of losing his job in 
the event of even a single days’ stock out, makes him to play it safe, rather, over safe. It would be rightly so, 
inasmuch as, in most of the cases (of even a single day’s stock out), some questions may be asked, even in the 
Parliament and/or the State Assemblies, raising accusing fingers at the CEO, in the name of national loss and 
damaging the national economy.

But, to come to a definite conclusion, let us examine the situation from another angle. Supposing there is a 
production loss to the extent of ` 1 crore per day. At the same time, let us take the inventory-carrying cost to 
be to the tune of, say, ` 50 lakh per day. Thus, if there is a stock out of even six days in extreme cases, when 
the safety stock is kept for one month only, such loss may amount to ` 6 crore [(` 1 crore (per day) × 6 (days)]. 
But, if we consider the savings made in the area of inventory-carrying cost by having a safety stock of only one 
month, instead of say, full two months, it may amount to ` 50 lakh multiplied by 60 (taking thirty days to a 
month), i.e. ` 30 crore, resulting in a net saving of (` 30 crore less ` 6 crore), ` 24 crore.

In a private sector company, an enlightened management may appreciate the business sense involved in 
such an argument. However, it is very difficult to say whether the government and other related parties like 
MPs, ministers and administrators, would also take a similar stand. Perhaps not. But then, they must, if they 
want to sustain themselves and survive in the business world. Otherwise, as Mr Roosy Mody, the former MD 
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of TISCO, has so succinctly put it, ‘The government has no business to be in the business of business’. Let the 
PSUs and the government wake up and realize their follies and make amends. Sooner the better.

This, however, does not mean that we should try to cut it too fine, either. Otherwise, a lot of the valuable 
time of the materials manager and the purchase department would get wasted in the fire-fighting operations 
in procuring the materials in the nick of time, thereby incurring the avoidable expenses relating to such crash 
purchases.

The best policy, in regard to keeping the safety stock, would ideally be – neither ‘too much’, nor ‘too little’, 
but ‘just right’. But, it is easier said than done. However, I am of the considered opinion that, by some ‘trial 
and error’ method, we may be able to arrive at a nearly optimal level of safety stocks, in due course of time.

OTHER VARIABLE FACTORS AFFECTING EOQ

In finding out the EOQ or order level or safety stock, we have made certain assumptions that some factors do 
not vary, though in the real world they do. Therefore, it would always be a prudent business strategy to consider 
some other variable factors, too, while taking a particular decision. For example,

1. Restrictions Imposed by the Reserve Bank of India (RBI) and the Government
The Reserve Bank of India (RBI) and the Government of India, with a view to arresting inflation or the steep 
rise in the prices of certain essential commodities like food grains (rice, wheat, maize, and others) and onion,  
may resort to some changes in their Selective Credit Control Policies, instructing the banks to retain higher 
percentage as a margin on the stocks advanced against, as also by fixing some ceiling on the maximum amount 
that could be advanced against the security of some commodities specified, to a single borrower, as also to fix 
a lower ceiling on the holding of such stocks by a single party, so as to restrict hoarding, and consequently, 
the steep rise in the price. Such statutory restrictions exercise a degree of limitation on the companies in 
formulating their inventory policy.

2. Expected Scarcity
In case any material is expected to be in short supply in the near future, it would be a prudent policy to stock a 
larger quantity of such material, so as to avoid the stock out risk, as far as possible. For example, TELCO (Tata 
Engineering and Locomotives Company), now renamed as Tata Motors, had procured stocks of Fuel Injection 
(FI) pumps for its trucks, produced by MICO industries, in larger quantity, the moment it sensed that some 
staff problem was brewing at MICO factory and that, most likely, this may ultimately culminate in strike (by 
the workers), and/or lock out (by the management), adversely affecting its own production of trucks for want 
of the Fuel Injection (FI) pumps of MICO.

3. Fluctuating Prices
Sometimes, the price of certain commodity is expected to rise or fall in the near future. Accordingly, the stocks 
of inventory of such items should be kept flexible, and adjusted accordingly, i.e. retaining higher or lower levels 
of such inventory, respectively.

4. Risk of Obsolescence
Certain items of raw materials may become obsolete with the passage of time. For example, jute packing has 
since been replaced by polythene matting in the carpet industries. The risk of obsolescence may be even higher 
and costlier in the cases of the finished goods, in the modern age of technological advancements and stiff global 
competition. Such stocks should naturally be kept at the minimal possible level.

I know of a company, which had stocked certain items of pump sets, in their ready stocks, so as to make 
the supply of the goods to the customers out of the shelf and thereby to have an edge over the competitors. 
But then, the item had soon become obsolete, and the company had to suffer heavy losses, on this count alone.

Here, it may be emphasized that even if the policy of meeting the customers’ demand immediately is taken 
to be the company’s marketing strategy, instead of having a huge ready stocks of such finished goods, it would 
augur well if only a percentage of the market requirements could be kept in the ready stock, to be supplied to 
the customers immediately, and the balance quantity could be produced on an emergency basis and supplied 
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in a week’s time or so. This way, the company may meet the competitive challenges, as also avoid the risk of 
obsolescence.

ABC ANALYSIS (OR VED ANALYSIS)

ABC analysis is a very effective and useful tool to monitor and control inventories. As you must have observed, 
generally speaking, a very small percentage of the total number of items of inventory (say, 10 per cent) may 
account for a much larger percentage (say, 65 per cent) in terms of value. As against this, in cases of certain 
other items of inventory, a very large percentage of the total number of items of inventory (say, 70 per cent) 
may account for a much smaller percentage (say, 10 per cent) in terms of their total value. Likewise, a certain 
percentage of some items (say, 20 per cent) may account for 25 per cent in terms of their total value. These are 
classified as category A, C, and B, respectively. ABC analysis is also referred to as VED (Vital, Essential, and 
Desirable) analysis.

We may put the aforesaid statements in a tabular form, as given in Table 13.6

TABLE 13.6 ABC Analysis

Percentage, in Terms of Number of
Items of Inventories (%)

Percentage in Terms of Value of
Inventories (%)

A (V) 10 65

B (E) 20 25

C (D) 70 10

Total 100 100

The main (or even sole) purpose of classifying the inventories into these three categories: A, B, and C is to 
vary the pressure and intensity of control, in terms of the value of the items of inventory.

To put it differently, while the entire stocks (say, 100 per cent), of the items in category ‘A’ must be very 
closely monitored and controlled, the monitoring and control of, say, 10 per cent of the items of category ‘C’ 
(randumly) could be considered enough to serve the purpose. In the case of ‘B’ category of items, the monitoring 
and control of, say, 25 per cent of the item alone may be taken to be sufficient.

Now, let us see the resultant effect of such a strategy, in Table. 13.7

TABLE 13.7 Effect of ABC Analysis

Category No. of
Items (%)

In Terms of %
of Total value

% of Number of Items
Monitored and Controlled,

i.e. of Column (1)

% of value that Gets 
Monitored

and Controlled in this Way, 
i.e. % of Column (2)

0 1 2 3 4

A (V) 10% 60% 100%, i.e. 10% 100%, i.e. 65%

B (E) 20% 25% 25%, i.e. 5% 25%, i.e. 6.25% (or say, 6%)

C (D) 70% 10%, 10%, i.e. 7% 10%, i.e. 0.7% (or say, 1%)

Total 100% 100% 22% 72%

Thus, we see that, by effectively monitoring and controlling around 20 per cent (22 per cent to be exact) of 
the number of items of stocks, we have, as a result, exercised control on more than 70 per cent (72 per cent to 
be exact) of the total value of inventories. This principle is also based on the principle of increasing the pressure 
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and intensity of control in accordance with the increasing value of the items concerned. This is so, because 
usually, in our over-anxiety and over-enthusiasm of controlling everything, we end up by controlling nothing.

After making an empirical study of the items of inventory of a large number of companies, it has been 
observed that category A items generally account for 15 per cent to 20 per cent of the total number of items of 
inventory, but, in terms of the total annual usage value, these account for 60 per cent to 75 per cent. Similarly, 
category B items account for 20 per cent to 30 per cent (and 20 per cent to 30 per cent), and category C items 
for 40 per cent to 60 per cent (and 10 per cent to 15 per cent) in terms of their total number (and their total 
annual usage), respectively.

In a tabular form, this data may be presented as shown in Table 13.8

TABLE 13.8 Items of Inventory of a Large Number of Companies

Category Percentage in Terms of Number (%) Percentage in Terms of Total Annual 
Usage Value (%)

A (V) 15–20 60–75

B (E) 20–30 20–30

C (D) 40–60 10–15

But, in inventory management, prudence is of essence. For example, we know that during the rainy season, 
there is disruption of rail and road transport, say, from the north-eastern parts of India. It would, therefore, 
augur well to stock a sufficiently larger quantum of safety stocks, to take care of such eventualities.

Further, sensing that some staff trouble was brewing in MICO, the prudent management of TELCO (now 
Tata Motors), Jamshedpur, had stored sufficiently large quantum of safety stocks of the injection fuel pumps, 
failing which their own production of trucks would have adversely suffered, in the event of strike or lock-out, 
in MICO, as mentioned earlier.

Several companies have saved a lot of money by implementing several innovative and creative suggestions 
for keeping their inventory at the lowest possible level. A live example of inventory management in TELCO 
(now Tata Motors), Jamshedpur, may illustrate the point well.

In the year 1988, TELCO (now Tata Motors) was holding only six days’ stocks of inventory of category ‘A’ 
items, (Super A, B, and C categories of items are excluded from the example). In the sessions on ‘Group Creative 
Problem-Solving Exercise’, conducted at ASCI, Hyderabad, the General Manager of TELCO proposed a problem, 
as to how to reduce the holding of stocks of ‘A’ items of inventories from six days to five days or four days, and 
this was, ultimately, selected by the group for the creative problem-solving exercise. The participants had come 
forward with several suggestions, by implementation of some of which the company could succeed in further 
lowering the level of stocks of ‘A’ items of inventories to five days and later, even to four days. Sharing of one 
of such suggestions may prove to be of great learning value.

TELCO was receiving different components of the vehicle from several vendors, most of whom were located 
in or around Mumbai. In order to explain the arrangements prevalent at the material time, let me take an 
illustrative example. Suppose there had been 100 vendors (say, V1 to V100), and there were ten truck owners 
(say, T1 to T10). Ten vendors each were attached to the respective truck owners. For example, V1 to V10 were 
tied up with T1; V11 to V20 were tied up with T2; and so on. Now, if the supplies meant for TELCO were received 
from V1, V25, V49, and V63, these will have to be necessarily loaded in the truck of T1, T3, T5 and T7 respectively, 
as per the arrangement.

Thus, none of these four trucks would be carrying a full truck load. So, they would wait for a day or two, or 
would reluctantly load the goods meant for some other destinations requiring a detour. This would, naturally, 
cause a delay of a couple of days or more than the journey time usually taken to reach Jamshedpur.

The single suggestion made by the group was just to discontinue the tie up arrangements of the vendors with 
each truck owner. Thus, all the goods meant for TELCO, received at the point of loading, were to be loaded in 
the truck standing there first in the queue, and the further supplies were to be loaded in the second one, and 
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so on. Thus, it was found that usually three to four trucks were fully loaded and, thus, the wastage of time, 
due to avoidable waiting or detouring involved, was saved. This suggestion, when implemented, reduced the 
stocking time of ‘A’ category inventories from six days to five days immediately, and later, when some other 
suggestions were also implemented, it came down to even four days.

I would now like to share one more secret lying behind the success of this story. During the discussion, while 
the participants were making some suggestion or the other, the General Manager from TELCO (whose proposed 
problem was unanimously selected for the creative problem solving exercise, as aforesaid) had always been 
found saying that ‘this would not work’, or ‘we have already tried it’,. He, however, had to be conselled not to 
make such judgemental remarks, as it could hamper the free flow of the creative ideas to solve the problem, as 
is the basic ground rule to be meticulously followed while conducting the brainstorming sessions.

Further, when we work in an organisation for quite some time, we tend to put on some blinkers, so that we 
tend not to see beyond the existing rules and practices, and consequently, develop a sense of resistance to change. 
But, when the gentleman stopped such a discouraging stance on his part, the group could come out with quite 
a few winner ideas, as aforesaid. This I have stated just to emphasise that one of the primary conditions for the 
success of creative problem solving exercise is to refrain from passing judgemental remarks and discouraging/
interrupting the free flow (free-wheeling) of the ideas.*

CATEGORIZATION OF ITEMS FOR ABC ANALYSIS

Now, let us see as to how do we usually proceed to classify the various items of inventories into the three 
categories, viz. A, B, and C. The procedure involves the following steps, in a sequential order:

Step 1
Rank all the items of inventory, in a descending order, based upon their annual usage value, and serially 

number them from one to n.

Step 2
Record the totals of annual consumption values of all items separately, and express them as a percentage 

of the total value of consumption.

Step 3
 (i) Observe the percentage column and locate the cut off point where the difference between the two successive 

percentages is rather significant and marked.
 (ii) At the same time, please bear in mind that the cut off point so arrived at also comprises a reasonable 

number of items of inventory.

Step 4
We may finalize the classification of the items of inventory into A, B, and C categories, giving the number 

of units of inventory and their values in percentage terms, under all the three categories, with the laid down 
principles and objectives of the ABC analysis (or VED analysis) in the desired manner.

It may, however, be mentioned here that there are no fixed rules or rigid principles for classifying the items 
into A, B, and C categories. In fact, it is a managerial decision, and, therefore, may vary from person to person. 
But, this should not, at the same time, suggest that any classification can be justified only on the basis of the 
managerial decision and discretion. It may vary, but only marginally, as the principle and rationale of the 
selective approach to inventory monitoring and control must always be borne in mind and taken full care of, 
in order to justify the classification being acceptable and reasonable.

Let us now understand the procedure more clearly with the help of an illustrative example:
Example: The information, about the annual usages and price for twelve items used by a firm, is shown in 

Table 13.9.

*(Readers interested in knowing in greater detail, about the techniques of creative problem solving can refer to the chapter 
on ‘Brainstorming for Organization Development’ in the book titled ‘Mentoring Mantras for Indian Managers’ by Dr Satish 
B. Mathur, Matrix Publishers, New Delhi, 2010.
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 (i) Rank the items of inventory on the basis of the annual usage value
 (ii) Rank the percentages of usage of items
 (iii) Show the cumulative percentages of usage of items
 (iv) Classify the items into three categories, viz. A, B, and C, and
 (v) Justify the rationale behind the cut off levels between these categories (A, B, and C), selected by you.

TABLE 13.9 Annual usages and price for twelve items

Items Annual Usage (Number of Units) Price Per Unit (`)

(a) (b) (c)

1 6,155 0.40

2 61,200 0.75

3 16,800 5.00

4 3,000 0.35

5 55,800 1.20

6 22,680 0.60

7 26,640 5.00

8 14,760 1.20

9 20,520 0.90

10 90,000 0.30

11 29,940 0.40

12 24,660 0.70

Solution:
Approach One
Step A 

TABLE 13.10 Rank of Percentages of Usage of Items

Item Annual Usage 
(Number of Units)

Price Per Unit (`) Annual Usage Value 
(`) [b × c]

Rank

(a) (b) (c) (d) (e)

1 6,160 0.40 2,464 11

2 61,200 0.75 45,900 4

3 16,880 5.00 84,400 2

4 3,000 0.35 1,050 12

5 55,800 1.20 66,960 3

6 22,680 0.60 13,608 9

7 26,640 5.00 1,33,200 1

8 14,760 1.20 17,712 7

9 20,520 0.90 18,468 6

(Contd.)
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10 90,000 0.30 27,000 5

11 29,940 0.40 11,976 10

12 24,660 0.70 17,262 8

Total 4,40,000

Step B

TABLE 13.11 Rank of Percentages of Usage of Items

Rank Item (Sl. No.) Annual Usage Value (`) Annual Usage in 
Percentage (%)

Cumulative Percentage 
(%)

(a) (b) (c) (d) (e)

1 7 1,33,200 30.27 30.27

2 3 84,400 19.18 49.45

3 5 66,960 15.22 64.67

4 2 45,900 10.43 75.10

5 10 27,000 6.14 81.24

6 9 18,468 4.20 85.44

7 8 17,712 4.03 89.47

8 12 17,262 3.92 93.39

9 6 13,608 3.09 96.48

10 11 11,976 2.72 99.20

11 1 2,464 0.56 99.76

12 4 1,050 0.24 100.00
TOTAL 4,40,000 100.00

Step C

TABLE 13.12 Cumulative Percentages of Usage of Items

Category Items Sl. No. No. of Items % of Total Items Cumulative Percentage 
of Annual Usage

Net %

(a) (b) (c) (d) (e) (f)

A 7, 3, 5, 2 4 33.33 75.10 75.10 (say, 75%)

B 10, 9, 8, 12 4 33.33 93.39 18.29 (say, 18%)

C 6, 11, 1, 4 4 33.33 100.00 6.61 (say, 7%)

Step D
Thus, we find that under each of the categories A, B, and C, an equal number of items (i.e. 4 items or 1/3rd 

portion or 33.33 per cent of total 12 items) have fallen. But, in terms of percentages, they are 75 per cent, 18 
per cent and 7 per cent, which are reasonable and justifiable for categorization, based upon the main principle 
and purpose of ABC Analysis.

But, it must be borne in mind that such identically equal number of items may not necessarily come under 
each of the categories A, B, and C, as has, incidentally, happened in the case of the given illustrative example.

(Contd.)
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RATIONALE BEHIND SOME OTHER ALTERNATIVE CATEGORIZATION

Approach Two
So far as the classification of items under category ‘A’ is concerned, there may not be much of a difference of 
opinion as the relative difference in the last rank of item included in category ‘A’ (i.e. item number 4) and the 
immediately next item (number 5 in rank) being classified under category ‘B’, is a significant over 4 per cent 
(10.43 – 6.14 = 4.29). Besides, it is well below 10.43 per cent, the cut off point.

One may still argue to include the item number 5, too, under category ‘A’. But in that event, though there 
is an increase in terms of percentage of value, there would be an increase of around 6 per cent (81.24 per cent, 
raised from 75.10 per cent), the increase in terms of percentage of number of total items will be around 9 per cent 
(42 per cent, raised from 33 per cent). Therefore, it may be a prudent business sense to arrest the temptation 
of very closely monitoring and controlling a large number of items, inasmuch as ‘in our overanxiety to control 
everything, we may end up controlling nothing’, as stated earlier.

Therefore, the Approach Two does not seem justifiable.
Let us look at a couple of other alternative approaches (Tables 13.13 and 13.14).

Approach Three

TABLE 13.13 Approach Three

Cut-off Point for Category No. of Items % of Total No. of Items % of Total Value

A (1 to 3) 3 25 64.67

B (4 to 8) 5 42 28.72

C (9 to 12) 4 33 6.61

Total 12 100 100.00

Approach Four

TABLE 13.14 Approach Four

Cut-off Point for Category No. of Items % of Total No. of Items % of Total Value

A (1 to 4) 4 33 75.10

B (5 to 9) 5 42 21.38

C (10 to 12) 3 25 3.52

Total 12 100 100.00

When we compare the two approaches (Three and Four), we find that while the percentage of the number 
of items (5 or 42 per cent) in category ‘B’ remains the same in both the cases, the value of ‘B’ category items is 
around 7 per cent (28.72 – 21.38 = 7.34) higher in Approach Three, which is a plus point for this approach, as 
against the Approach Four. Further, while the percentage of the number of items in Category ‘A’ in Approach 
Three is around 8 per cent (33 – 25 = 8) less [as compared to Approach (Four)], the percentage of value is also 
around 8 per cent (75.10 – 64.67 = 8.33) less.

Thus, on both these counts, we find that the Approach Three is more rational, reflecting a much better 
business sense. As regards the number of items in category ‘C’, it comes down by 8 per cent (from 33 per cent 
to 25 per cent) in Approach Three, as compared to Approach Four, which is quite against the general principles 
lying behind the ABC Analysis. Therefore, Approach Three seems to be a better choice than Approach Four, 
on this count as well.
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Further, when we look at the Category A item in these two approaches, we find that while the number of 
items 3 in Approach Three goes up to 4 in Approach Four (an increase of 33.3 per cent), the percentage increase  
in terms of value goes up only from 64.67 per cent to 75.10 per cent, i.e. just by 10.43 percentage points, which 
is comparatively too low to justify the inclusion of another number of item in category A.

Thus, in the case of items of category A also, Approach Three seems to be making a better business sense.
All things considered, on final analysis, Approach Three seems to be a better managerial decision.
Besides, we may further observe that the relative difference in percentage terms between the adjacent items, 

right from rank number 5 to number 10, is of around 2 per cent to less than even 1 per cent. Thus, if we include 
the item at rank number 5 in category A, we may have to include all the other items upto rank number 10 in 
the same category, whereby the whole purpose behind the ABC analysis will get defeated.

Therefore, in my modest personal opinion, there does not seem to be much of a justification to include rank 
number 5 in category A.

But, so far as the classification under Category B is concerned, one may argue that if item number 5 has been 
classified under Category B, the other items upto rank number 10 (i.e. rank number 5 to number 10) should be 
classified under the same category B. There seems to be much force and weight in such an argument, too. But 
then, this way, while category B would include as many as 6 items, category C would be left with just two items.

All things considered, this seems to be a very apt illustrative example to demonstrate how the process of 
classification of items under categories A, B, and C is not based on any rigid or fixed laid down principle, but, 
instead, it is more of a managerial and discretionary decision to take, keeping the various other relevant facts 
and factors in view.

Thus, one more alternative categorization could be, as under, if a particular team of managers may so desire 
and decide:

Approach Five

TABLE 13.15 Approach Five

Category Rank no. of Items No. of Items in Each 
Category

Per Cent of Total Per 
Cent of Value of Items

Items Under Each 
Category

A 1 to 4 4 33 75

B 5 to 10 6 50 24

C 11 and 12 2 17 1

Total 12 100 100

But then, the moot question that may arise in the instant case is that as to how successfully one could justify 
keeping only 1 per cent of the total annual usage value in category C, thereby over-burdening category B with 
50 per cent of the total number of items, accounting for only 24 per cent of the annual usage value (Table 13.15).

Thus, in my own considered view, the Approach Three still seems to be the most acceptable, rational and 
reasonable approach.

INVENTORY CONTROL THROUGH RATIO ANALYSIS

An analysis of the following ratios may be found to be helpful in effective monitoring and control of inventory.

(i) Turnover Ratios (Times)

 (a) Of total inventory = Cost of goods sold
Average total inventories (at cost)

 (b) Of raw materials inventory = Annual consumption of raw materials
Average raw materials inventoryy (at cost)
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 (c) Of work-in-process inventory = Cost of manufacturing
Average work-in-process inventory (at cost)

 (d) Of finished hoods inventory = Cost of goods sold
Average finished goods inventory (at cost)

(ii) Age Analyses

 (a) Average age of raw materials inventory = 
Average raw materials inventory (at cost)
Average daily purchase of rraw materials

 (b) Average age of finished goods inventory = 
Average finished goods inventory (at cost)

Average cost of products mmanufactured per day

(iii) Indices

 (a) Of out-of-stock = Number of times out-of-stock
Number of times requisitioned

 (b) Of spare parts = Value of spare parts inventory
Value of capital equipment

It is further suggested that for important and high-value raw materials and finished goods, most of the above 
ratios and indexes may be calculated for each of them separately.

JUST-IN-TIME (JIT) SYSTEM VS. JUST-IN-CASE (JIC) SYSTEM

Just-in-Time (JIT) system of inventory was first developed in Japan by Taichi Okno. This ideology implies 
that a company must evolve a system, whereby it can afford to maintain a minimal level of inventories in 
stock, whereby the inventory-carrying cost could be minimized; simultaneously, the risk of loss due to stock 
out position could be avoided. This, however, could be possible only if the suppliers were able to meticulously 
keep up the stipulated delivery time schedule and thereby the stocks (of parts and components) could reach 
the factory premises Just-in-Time, when these are required for assembly or production purposes.

The difference between the traditional system of inventory management and control and JIT system is 
that, while in the former system we have to keep a reasonable amount of safety stock to meet the exigencies of 
extended lead time or strike in the supplier’s industries, in JIT system almost ‘nil’ safety stocks are required, 
as the supply chain has been worked out meticulously, and the time schedule is adhered to by all the suppliers 
religiously.

As against the JIT system, the most relaxed and lax system of inventory management and control could well 
be termed as the JIC (Just-in-Case) system.

I know of a company (name not being disclosed for obvious reasons) where the inventory of some spare parts, 
even of high value, were lying in the stocks for the last, say, around ten to twenty years, as these had never 
been required to be replaced. Still these were not being sold off simply on the ground that who knows that in the 
twenty-first year or twenty-fifth year or even later, these parts will not be required. As per our Indian mindset, 
we call for explanation regarding stock out but no questions are asked for carrying a fabulously higher quantity 
and value of inventories. This unhealthy practice has to be given up, sooner the better.

JIT system sounds very appealing but, in fact, it is very hard to implement, as it requires a complete 
overhauling of the entire system of production and management, and above all, the mindset, both of the 
management and the employees.

Some illustrative (not exhaustive) examples of the required pre-requisites for the success of a JIT system 
are as follows:
 (i) The high dependability and efficiency on the part of all the suppliers, because, even a slight delay on the 

part of a single supplier may disturb the entire supply chain and production schedule.
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 (ii) All the suppliers should preferably be located in the vicinity of the factory premises.
 (iii) A reliable transport system is a must.
 (iv) There has to be a sufficient number of doors and approaches, and conveniently-positioned storage facilities, 

docks and godowns, so as to perfectly match the production and assembly requirements at various stages, 
and the schedule of supplies of parts and spares.

To bring home the advantages of JIT system, let us use the undernoted formula (On the pattern of EOQ 

formula): Average Inventory = 
(2FU) PC÷

2
 + Safety stock; or (EOQ ÷ 2) + safety stock.

As against the traditional system of inventory management and control, under the JIT system, the ordering 
cost is brought to the minimal level (as the one time order system of pre-settled arrangement of supplies is 
sufficient enough to ensure timely supplies) and the minimal (or nil) level of safety stock is required, as a very 
high level of dependability and efficiency and sense of responsibility (based on a long-term relationship) on the 
part of each and every vendor (supplier) are the prerequisites for the success of the JIT system.

Under the circumstances, as all the components of the equation on the right hand side come down to a 
minimal level, and as the minimum level of inventory is required to be carried to avoid the risk of stock-outs, 
the total inventory carrying cost comes down drastically. As a result, the profitability of the company goes up 
correspondingly.

It may, however, be recalled that JIT system in Japan too was mostly confined to the automobile industries, 
and that, too, in regard only to the parts and components, mainly to feed the assembly line. Of late, it was found 
that in the JIT system, on several occasions the trucks had to leave for the destination half-full or even quarter 
full, to meet the deadline of time schedule of supplies. It thus, ended up in a much higher transportation cost, 
eating into the overall advantages of the JIT system. Above all, this meant an avoidable increase in the level 
of pollution by automobiles, as it had to do much more number of trips, for the aforesaid reason. Therefore, 
the Japanese companies, by virtue of their high sense of responsibility and commitment to the nation, relaxed 
the JIT system a bit and now they are said to be maintaining say, four to five hours of their requirements of 
inventory, as a safety stock.

TOWARDS EVOLVING AN EFFECTIVE SYSTEM FOR INVENTORY MANAGEMENT, MONITORING AND 
CONTROL

A company with a view to implementing an effective and efficient system of inventory management, monitoring 
and control, may do well to initiate the following steps.
 (i) It should endeavour hard, on a continuous basis, to avoid (or at least, mitigate) the usual imbalances of 

raw materials and work-in-process, as these, in turn, reduce the utility of stocks.
 (ii) Extra efforts are required to reduce the work-in-process time, so as to convert the items of work-in-process 

into finished goods (ready for sale) at a much faster pace.
 (iii) The management should always be alert and vigilant enough to dispose of any surplus stock of inventories 

and spare-parts, preferably before these become obsolete or of a very low value. Such obsolete items 
should be disposed of at the best available price, at the material time, sooner the better. We should act 
fast and not in a sluggish manner.

 (iv) Continuous exercise must go on with a view to reducing the production cycle time, by effective management 
of each of its components, viz. cash and near cash, bills receivable together with each item of inventory, 
viz. raw materials, work-in-process and finished goods.

 (v) Suitable changes in the production design are desirable, so as to facilitate the use of standard parts and 
components to a maximum possible extent, as these may well be available off-the-shelf at any time.

 (vi) Most importantly, the production schedules must be followed strictly and religiously by all concerned 
(workers and officers). Everyone must realise its implications and ramification to the full, and, therefore, 
develop the required mindset to ensure its implementation.
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 (vii) The exercise of classifying the stocks of inventory into fast moving, slow moving and non-moving groups 
of items must continue, and urgent and fast measures must be taken to look into the root causes thereof, 
and to remedy them swiftly. Alternatively, sincere efforts must be made to dispose them of, sooner the 
better, by offering an attractively lower price.

 (viii) Seasonal industries, manufacturing air-conditioners and fans, heaters and geysers, woollens and blankets, 
etc., must take suitable steps, like giving off-season discounts and others so as to even out the fluctuations 
in the level of sales in the peak-season and off-season to the maximum possible extent.

 (ix) It may augur well for the companies to resist the temptation of availing of the credit facilities from banks 
on the security of such items of finished goods, which have already been rejected by the specific buyer 
firm, for whom it had been specially made, as these have to be ultimately sold as scrap at a much lesser 
value.

I know of a company, which has been manufacturing aluminium components and parts for supply to one of 
the State Electricity Boards. A huge stock of such items of finished goods, already rejected by the Board earlier, 
was pledged to the bank at their full cost of production, as if these were genuine products, ready for supply to 
the Board. But soon the reality of such non-moving stocks was revealed and the borrowal company was exposed 
and lost its creditworthiness and trustworthiness with the bank. As we all know very well, it takes several long 
years to build the trust and confidence, but hardly takes any time to break and demolish it, once and for all.

STRATEGIES TO ACHIEVE SUCCESS IN INVENTORY MANAGEMENT AND CONTROL

The main objectives of inventory management and control system are:
 (i) To keep the total inventory-carrying costs to the minimal level and, at the same time
 (ii) To keep the stockout risk at the lowest

With a view to achieving these objectives, the following strategies may be of immense help:

RATIONALITY

Complete Understanding and Commitment of One and All
The most important prerequisite for the success of any monitoring and control system of inventory is that all 
the members of the staff, at various levels, must be fully aware of the various steps that are to be taken for 
the purpose. They should also be able to appreciate fully well the rationale behind meticulous application of 
various monitoring strategies.

Let us share an interesting episode, which may bring home the desirability of knowing some task and the 
rationale behind it, so as to motivate the people to implement them meticulously, and with unfailing enthusiasm.

An Army officer instructed his group of men to dig a ditch at a particular place, 10 feet deep and again at 
a distance of every 10 feet therefrom, and then call him. The army men complied with the instructions. But, 
whenever the officer was called, he peeped into the ditch and went away, without telling anything except asking 
his men to go on digging, as already instructed. Within half an hour or so, these army men got bored and worn 
out, and ultimately they all gave up the task.

As against this, another Army officer assigned with the same job, had, instead, asked his men to dig ten feet 
deep and thereafter, at a distance of ten feet each, and call him as soon as they are able to locate a junction 
box, which was located at a depth of ten feet and at a distance of multiple of ten feet each, from the specified 
starting point. After a couple of hours, the men of the first group, sitting idle for long, came running towards 
this second group of men, as they were dancing with joy and shouting aloud: ‘We have got it; we have done it’. 
The officer concerned also came running, after hearing the shouts of joy and victory. Let me confide in you, 
they had dug up a large number of ditches untiringly and with great enthusiasm, all through. Also, this was 
just because they were not only given an instruction to follow just blindly, but with the full knowledge and 
understanding of the rationale behind the instruction.

Therefore, in an organisation too, it will augur well if the rationale (purpose and logic) behind the laid-down 
systems and procedures are also explained to, and appreciated by, all the members of the staff and officers at 
all the levels, so as to ensure their full commitment and meticulous compliance of the laid-down instructions.
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FLEXIBILITY

The inventory control system should be flexible enough to be able to adapt to the changing circumstances and 
conditions with ease, with minor adjustments and modifications in the system, as and when required. Here, 
it must be realized that it may not be too practical to expect that such a system could be evolved which may 
take care of all the contingencies and complexities. It would be sufficient if the system is able to adapt itself 
to about 90 per cent of the changed situations and conditions, and the remaining 10 per cent could very well 
be handled either on a case-to-case basis, or by introducing some slight modification/relaxation in the system, 
as and when required.

Punctuality
Timely and effective action is of essence in inventory management. As we have seen, the value of inventory 
declines for the following reasons:
 (i) Obsolescence, specially in the modern era of technological advancements and swift changes in technology.
 (ii) Change in fashion or taste of people
 (iii) Deterioration in the quality, due to the passage of time, like those of paper, medicines, and a variety of 

other stocks, which have a limited shelf life
 (iv) Sharp fluctuations in price, due to some inherent volatility of some goods, or else, due to the changes in 

the government policies of import and export, excise and custom duties and selective credit control by 
Reserve Bank of India (RBI)

It would augur well if some in-built mechanism/system is in place, so as to give a warning signal in respect 
of ensuing deterioration in the quality or obsolescence or price fluctuations, so that all the people concerned 
may be alerted well in time to take the required remedial actions, promptly and effectively.

INVENTORY MANAGEMENT IN INDIA

Now, let us briefly examine the generally prevailing practices in India, so far as the management and control 
of inventory are concerned. Later, we would also attempt to make some practical and useful suggestions, as 
to what can be done by us all to streamline and strengthen our inventory management systems and control 
mechanisms.

Present Practices
 (i) The most vital area requiring attention is the fact that, by and large, most of the companies have a 

tendency to hold a much higher level of inventory than could be considered desirable and optimal. Some 
common arguments, advanced in favour of keeping such a high level of inventory, are given as follows:

 (a) As we have already discussed, it is a common practice in India, and specially so in the public sector 
undertakings, that hardly anyone raises any question about the inherent losses in carrying higher 
levels of inventory. But every case of loss, howsoever small, arising out of stockout, even for a day or 
so, and resulting in production losses, is usually made a big issue of. Such a non-businesslike Indian 
mindset needs to be changed fast, sooner the better.

 (b) Till recently, the procedure for issue of import licenses was so tedious and time consuming that the 
companies preferred to stock imported goods in a much larger quantity than was reasonably required. 
But now that the system has rather been streamlined and simplified, some improvements have, of 
late, been observed in this area.

 (c) Again, till the recent past, the rate of inflation in India was very high (mostly in two digits). Accordingly, 
companies had a tendency to stock more goods than necessary, as the high rate of inflation could, in 
turn, take care of the higher inventory-carrying cost. But when the rate of inflation had gone down 
steeply, such a tendency was on the decline. But then, the rate of inflation in India had again gone 
up, to the extent of 9.9 per cent in the month of March 2010, as was reported in The Economic Times 
in April 2010.
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 (d) Besides, a large number of vendors (suppliers) in India have been found to be not so very reliable and 
responsible to strictly adhere to the delivery schedule and quality of their products. Such a tendency 
has compelled the companies to keep a much higher level of safety stock to meet any exigencies.

 (e) More importantly, lack of standardization of most of the products has also forced the companies to 
carry a large variety of stores which, in turn, enhances the quantum of inventory, and carrying costs 
therewith.

 (ii) Yet another segment of shortcomings, observed in the inventory management in the Indian companies, 
has been that we Indians have generally been found great in planning and analyzing, but rather poor 
and sluggish in implementation and execution of any action plan or procedure.

 (a) For example, though we undertake the ABC analysis exercise, we hardly take care to follow it up, 
and update, review and revise the categorization at regular periodical intervals.

 (b) Likewise, we also undertake the FSN analysis [i.e. analysis of goods under three different categories, 
viz. fast moving (F), slow moving (S) and non-moving (N) items of raw materials and finished goods] 
but most of the companies have been found to be too slow in deciding about the disposal of non-moving 
items or to evolve some suitable strategies to clear the slow moving stocks swiftly enough, so that the 
financial resources, avoidably blocked in these items, could be released and invested or employed in 
some other economic and profitable areas.

 (c) Indian companies have usually been found to be undertaking Inventory Turnover Analysis, but 
generally, on an aggregate basis. It would augur well if such analyses are done even of individual 
items of raw materials and finished goods, specially of high value items, such that the advantages, 
on the pattern of ABC analysis, could be reaped in such areas, too.

ROOM FOR IMPROVEMENT – SOME SUGGESTIONS

Under the circumstances, we observe that there is a vast scope for bringing about quite a few changes and 
improvements in the area of inventory management and control. Some strategies and steps are given below.
 (i) More importantly, we should not only end up in analyzing things; we should also be action oriented. 

Thais, we should not stop only at doing the ABC (VED) analysis and FSN analysis. We should, instead, 
periodically review them too, and take prompt remedial measures to bring about the desirable results, 
wherever necessary.

 (ii) As we have already observed earlier, we Indians are excellent solo performers but not so good team 
workers. We have to change our individualistic approach, attitude and mindset, and must learn to work 
in coordination and cooperation with the related and interdependent departments, such as purchase and 
production and production and marketing, and work under a system of overall coordination and control 
by the finance department.

 (iii) The companies must treat the vendor, not apart from themselves, but rather as a part of themselves. 
What I mean to suggest here is that the companies will do well to develop a long-term relationship and 
bondage with the vendors, specially the key vendors, so as to ensure strict adherence to the delivery 
schedule and quality control.

 (iv) As Lee Iococca has aptly opined, timely decision making and quick action is of essence in any business 
organisation. We should, therefore, act fast in regard to disposing of the obsolete items as also the surplus 
stocks (of raw materials and finished goods) by adopting suitable strategies and action plan in these areas 
too. This will go a long way in substantially reducing the quantum of our inventory, and thereby the total 
inventory-carrying costs, which may, in turn, result in higher profitability and brighter prospects of the 
organisations. Incidentally, the whole procedure of disposal of surplus and obsolete items of inventories 
need to be simplified, facilitating quick and easy action plan.

 (v) Another key to the ongoing process of improvement is that we should set challenging but achievable 
(though with much greater efforts) levels of performance, in all the segments of business management, 
including in the area of inventory management and control. We should also aim at JIT inventory, or quite 
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near it, so as to be globally competitive in the modern age of globalization and ‘a great global village’ 
concept.

 (vi) Finally, in the modern age of rapid growth and technological advancements, we should also endeavour 
to march ahead in the area of computerization of the entire system of management of inventory, to bring 
about a marked improvement in the efficiency and effectiveness of an overall management and control 
of inventories.

One word of caution. It is not enough just to computerize the management of inventories. We should, at the 
same time, have a complete, comprehensive, accurate and dependable database. I am saying so because, I have 
personally observed in a few companies, who had their storehouses, spread over a vast area in a particular 
state, or even all over the country, but they have not been supplied the relative database from most of their 
departments and storehouses, for a couple of years or even more. We should, therefore, fully appreciate and 
understand the implications of computerization and act in coordination and in the right direction in the right 
earnest, so as to reap the immense benefit of computerization and such other automation and mechanization 
and technological advancements, in the area of inventory management and control as well.

 SUMMARY
 1. Inventories Comprise
 (i) Raw materials and consumable stores and spares (i.e. the basic inputs used in manufacturing of 

the finished goods).
 (ii) Work-in-process (also known as stock-in-process), (i.e. the intermediate stage between raw materials 

and finished goods).
 (iii) Finished goods (i.e. the end-products, ready for sale). [For merchants, the inventories include only 

finished goods.]
 2. Why Inventories Management and Control
  Since it involves around 25 per cent to 30 per cent of the total investments, i.e. only next to fixed 

assets. Inventory management is the role and responsibility of purchase and production, as also of 
manufacturing and marketing functions. Finance department, however, performs the coordinating 
role. Therefore, they all should work as a well-knit team.

 3. Economic Order Quantity (EOQ) Technique
  This technique helps to know the optimal 
 (i) Order Size, and
 (ii) Order Level.
 4. There are Three Different Types of Costs
 (i) Ordering cost (i.e. requisitioning, placing order, sending reminders, transportation, loading, 

unloading and stacking)
 (ii) Inventory-carrying cost [i.e. cost of capital, storage, insurance, taxation and obsolescence cost. It 

usually constitutes 25 per cent of the total inventory value.
 (iii) Stock-out (or shortage) Cost (i.e. shortage of raw materials, resulting in the loss of production, 

crash purchase in cash at higher cost and adopting suboptimal production schedule)
  Shortage of finished goods may lead to customer dissatisfaction and loss of business, having long-term 

intangible ramifications. Better to follow a moderate (middle-of-the-road) policy of storing a small 
quantity of finished goods to meet some immediate need, followed by fresh production, on priority basis.

  This would avoid
 (i) Extra inventory (of finished goods) carrying cost; and
 (ii) The risk of obsolescence.
 5. Basic EOQ Model
  It is based on the followings assumptions:
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 (i) The quantum of annual usage of the items is known in accurate term.
 (ii) The usage is usually uniform throughout the year.
 (iii) The lead-time (i.e. time gap between ordering and receiving) is ‘nil’.
 (iv) Therefore, the risk of stockout also. That is, the stockout cost is ‘nil’.
 (v) Thus, only two costs are involved: ordering cost and inventory-carrying costs.
 (vi) Further
 (a) Ordering cost is uniform, irrespective of the order size, and
 (b) The inventory-carrying cost is a fixed percentage of average value of inventories.
 6. EOQ Formula vs. Trial and Error Method
  ‘Trial and error’ method is a very cumbersome and time-consuming process. The formula, EOQ = 

2(FU) PC÷ ,  makes the procedure rather simple.

  There is no single Economic Order Point (EOP). There is, instead, an Economic Order Range (EOR).
 7. EOQ vs. OOQ (Optimal Order Quantity)
 (i) When the quantity discount is available at a lower level than the EOQ, the EOQ itself will be the 

OOQ, too.
 (ii) But, if it is higher than EOQ, OOQ will be the EOQ or the quantity eligible for bulk discount, 

depending upon which one of these two will be beneficial, i.e. when the resultant difference will be 
a positive figure.

 8. A New Clue to EOQ
  That is, after working out the EOQ in terms of the nearest integer, we should find out the numbers of 

orders. This again, should be converted into the nearest integer. Further, based on this figure as the 
number of orders, we should calculate the EOQ in real terms. Besides, we should also bear in mind 
the concepts of EOP and EOR.

 9. Components of Inventory-carrying Cost
 (i) Storage cost
 (ii) Handling charges
 (iii) Insurance charges
 (iv) Wastage
 (v) Damage/Deterioration
 (vi) Technical obsolescence
 (vii) Blockage of funds, cost of capital and opportunity cost involved.
 10. Advantages of High Inventory of Raw Materials
 (i) Bulk purchase at a cheaper rate with quantity discount. Better if bulk annual purchase is ordered, 

but the delivery and payments are in phases.
 (ii) Seasonal purchases being cheaper and sure.
 11. Lead Time
  It represents the time lag between placement of order and the actual receipt of goods. This also could 

be taken into account by slightly modifying the EOQ formula.
 12. Order Point
  It is the point at which the next order should be placed, when there is sufficient stock left to take care 

of the lead time.
 13. Safety Stock
  It would be better still to have some safety stock, too, so as to take care of some possible fluctuations 

in the lead time. Thus, Order Point = EOQ + [Lead-time (in days) × Daily Usage] + Safety Stock.
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  Estimating and ascertaining the safety stock is a managerial judgement. But the safety stock should 
neither be too high nor too low, but just about right. That is, somewhat JIT and never JIC.

 14. Some Other Variable Factors Affecting EOQ
 (i) Selective Credit Control: Restrictions imposed by the RBI/Government of India, prescribing the 

ceiling for stocking (and advancing against) certain commodities, to hold the price line and to avoid 
hoarding for artificially creating shortage/scarcity and the resultant price rise.

 (ii) Expected scarcity/delay in supply.
 (iii) Fluctuating prices (i.e. rising and falling prices, suggesting higher or lower levels of inventory, 

respectively).
 (iv) Risk of obsolescence.
 15. ABC Analysis or VED (Vital, Essential and Desirable) Analysis
  These concepts can well be used in various other areas, too, like:
 (i) For management of credits and follow-up with different categories of creditors.
 (ii) For periodical inspection and verification of stocks.
 (iii) For general supervision and follow-up.
 16. Inventory Management Through Ratio Analysis
 (i) Some relevant ratios are
 (a) Current Ratio;
 (b) Quick Ratio; and
 (c) Turn over Ratios: of Total Inventory, as also of its various components like Raw Materials, 

Work-in-Process and Finished Goods
 (d) Age Analysis: i.e. Average Age of Inventories of Raw Materials and Finished Goods, i.e. fast 

moving, slow moving and non-moving (FSN) items of raw materials and finished goods.
 (ii) Detailed Analysis of some high value items of raw materials and finished goods.
 (iii) Indices
 (a) Index of Out of Stock, i.e. Number of items out-of-stock ÷ Number of times requisitioned.
 (b) Index of Spare Parts, i.e. Value of spare parts inventory ÷ Value of capital equipment.
 17. Evolving an Effective System of Inventory Management and Control
 (i) Avoid (or mitigate) imbalances of raw materials and work-in-process.
 (ii) Reduce work-in-process time.
 (iii) Dispose of slow/non-moving items of raw materials and spare parts.
 (iv) Reduce operating (or production) cycle time by controlling each of its components (items).
 (v) Change the production design so as to use standard parts and spares.
 (vi) Periodical review of FSN items of raw materials and finished goods, and take timely policy decisions, 

and action.
 (vii) Giving incentives like off-season discount, especially by seasonal industries, to evenly spread the 

production level and thereby, operating at well above Break Even Point (BEP) levels, throughout 
the year.

 (viii) Do not store and take loans against rejected items of finished goods.
 18. Strategies for Ensuring Success in Inventory Management
 (i) Rationality: Complete understanding by one and all, of the rationale behind the systems to monitor 

and control inventories.
 (ii) Flexibility: Inventory control system should be flexible enough to adapt to the changing 

circumstances and conditions, with ease and speed.
 (iii) Punctuality: Immediately respond to imminent obsolescence of any item, due to change in 

technology, fashion, design, taste, and so on.
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 (a) Avoid deterioration in the quality of raw materials, like paper and cement, as also of the 
finished goods.

 (b) Guard against sharp fluctuation in the price of raw materials, due to import policies, and so 
on.

 19. Inventory Management in India
 (i) General tendency is to hold a much higher level of inventory, to be extra safe, because, while no 

questions are asked for such lapses, serious objections are raised for stock-outs, without taking 
into account the relative optimal resultant profitability and savings of inventory-carrying cost vs. 
stock-out cost.

 (ii) Now that the rate of inflation is expected to come down, and the import policy has also been liberalised and 
streamlined, such excuses for holding a high level, even of imported inventory, is no longer valid.

 (iii) Non-dependability of vendors, in terms of both quality and timely delivery, still exists to prompt 
huge stocking of inventory in safety stocks.

 (iv) Lack of standardisation of a large number of components of products, force stocking of a variety of 
items, involving high inventory-carrying cost.

 (v) Indians generally are fond of planning but are slow in implementation and action. That is, though 
they do the ABC and FSN Analyses meticulously, and/or classify the customers into A, B, C, and 
D categories, quite professionally, they hardly review and reclassify them periodically.

 (vi) Most of the Indian companies do not conduct the ABC and/or FSN analyses of specific high value 
items of raw materials and finished goods, individually, in addition to the overall analysis.

 20. Rooms for Improvement - Some Suggestions
 (i) We should become ‘Action Oriented’; not just ‘Analysis Oriented’.
 (ii) We should become excellent team-workers, not just good solo-performers.
 (iii) We should treat our vital vendors as a part of, and not apart from, us.
 (iv) We should take timely decisions and should act fast also.
 (v) Always be on the look out for rooms for improvement and achieve improvements. We should have 

challenging but achievable goals, and must aim at achieving JIT systems of inventory in a Great 
Global Village.

 (vi) We must keep pace with the fast changing technologies.
 (vii) We should computerize our inventory management and control systems, on a sound and complete 

database.

 REVIEW QUESTIONS
 1. (i) Name the three main components of inventory.
  (ii) Whether bond papers, ceiling fans, woollen suit lengths and Maruti 800 cars are raw materials or finished 

goods? Give specific reasons for your answer, citing illustrative examples to bring home your point of view.
 2. Why, at all, are we required to keep stocks of inventories of
 (i) Raw materials
 (ii) Finished goods
 3. The basic EOQ model is based on several assumptions. What are they?
 4. Write down the formula for EOQ. Explain, how the formula has been derived?
 5. The basic EOQ model does not take into account the elements of inflation. What adjustments/modifications, 

in your considered view, need to be made in the basic EOQ model, to take care of the elements of inflation?
 6. What do you understand by the following terms?
 (i) Ordering cost
 (ii) Inventory carrying costs
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 (iii) Shortage costs or stock-out costs
  Clarify your points, by citing suitable illustrative examples, in each case.
 7. What are the various factors/elements involved in the inventory-carrying costs? Explain, with the help of some 

illustrative examples.
 8. (i) Explain the following terms, with the help of some illustrative examples:
  (a) Lead time (b) Order point  (c) Safety stock
  (ii) How is the reorder level ascertained? Explain, with the help of an illustrative example.
 9. (i) What do you understand by the term ‘ABC Analysis’? Explain, with the help of an illustrative example, 

the procedure adopted for doing the ABC analysis.
  (ii) What purpose does ABC Analysis serve in the context of inventory policy, monitoring, management and 

control? Explain, with the help of some suitable illustrative examples.
  (iii) In what other two areas (other than the area of inventory management) can the ABC Analysis be used with 

immense advantage. Name them, and explain each of them, with the help of some illustrative examples.
 10. It is often said that the undernoted three elements are the essence of inventory management, viz.
 (i) Appreciation of the rationale behind the various steps and strategies of inventory management by all 

concerned
 (ii) Elements of inherent flexibility in inventory management systems
 (iii) Promptness and action orientation in taking remedial measures
  Do you agree? Give reasons for your answer, with the help of some illustrative examples.
 11. The state of affairs in the area of management of inventory in most of the Indian companies leaves a lot to be 

desired.
 (i) What are the various factors responsible for such a dismal state of affairs?
 (ii) What corrective steps would you suggest to streamline and improve the system of inventory management 

and control in India?
 12. Distinguish between EOQ and OOQ (Optimal Order Quantity) when quantity discount is available. Elucidate 

your point by citing suitable illustrative examples.
 13. (i) What are the comparative advantages and disadvantages of carrying too high or too low stocks of 

inventories of
 (a) Raw materials (b) Finished goods
  Explain, with the help of some illustrative examples. ii. What, in your considered view, would be the right 

approach in this area? Give convincing reasons for your answer.
 14. (i) Distinguish between JIT (Just-in-Time) and JIC (Just-in-Case) systems of inventory management and 

control. Which one of these two approaches should be preferred and why? (ii) Do you think that there are 
some distinct differences in public sector and private sector undertakings, with regard to their respective 
approaches, in general, pertaining to the management of inventories? Give reasons for your answer.

 15. ‘Determining the optimal levels of raw materials and finished goods involves a trade-off between carrying cost 
and shortage cost’. Explain, with the help of a suitable example in each case.

 PRACTISE PROBLEMS
 1. VXL Associates, a trading firm, wants to arrive at the Economic Order Quantity (EOQ) for a certain type of 

water-lifting pumps. The firm sells 7,500 numbers of this pump annually at a price of ` 6,000 per piece. The 
purchase price per pump to the firm is, however, ` 4,500. The cost of carrying a pump is ` 900 per year and 
the cost of placing an order is ` 60.

 (i) What is the total cost associated with placing four, six, seven, eight and nine orders per year?
 (ii) What is the quantum of the Economic Order Quantity?
 2. Tarun Traders is trying to determine the Economic Order Quantity (EOQ) for a certain type of transformers. 

The firm sells 500 numbers of this transformer annually at a price of ` 400 lakh per piece. The purchase price 
per transformer to the firm is, however, ` 300 lakh. The cost of carrying a transformer is ` 60 per year and 
the cost of placing an order is ` 40.



 INVENTORY MANAGEMENT 277

 (i) What is the total cost associated with placing five, eight, ten and twelve orders per year?
 (ii) What is the quantum of the Economic Order Quantity?
 3. UXL Industries is trying to determine the Economic Order Quantity (EOQ) for certain type of washing machines. 

The firm sells 2,000 numbers of this washing machine annually at a price of ` 1,600 per piece. The purchase 
price per washing machine to the firm is, however, 1,200. The cost of carrying a washing machine is ` 240 per 
year and the cost of placing an order is ` 16.

 (i) What is the total cost associated with placing four, six, eight and ten orders per year?
 (ii) What is the Quantum of the Economic Order Quantity?
 4. It is said that the total costs of inventory are fairly insensitive to moderate changes in the order size. It may, 

therefore, be appropriate to say that there is an ‘Economic Order Range’, and not an ‘Economic Order Point’.
  Find out the ‘Economic Order Range’ in respect of Gomti Electricals Limited, whose
  Annual Usage is 15,000 units
  Inventory Carrying Cost per unit is ` 2 and
  Ordering Cost per order is ` 40.
  Assume, and specify, if any required information is not given in the problem.
 5. The relative pieces of information pertaining to friends Electricals Limited are given as follows:
  Annual Usage 50,000 units
  Ordering Cost per order ` 20
  Purchase Price per unit ` 100
  Inventory Carrying Cost 20 per cent of the value of inventory
  Rate of Discount per unit ` 10
  Compute the Optimum Order Quantity (OOQ) when the minimum order size required to be eligible for the 

quantity discount is
 (a) 2,000 units;
 (b) 4,000 units;
 (c) 6,000 units;
 (d) 12,000 units; and
 (e) 15,000 units.
 6. The information about annual usages and price for 16 items used by a firm is as follows:

Items Annual usage (number of units) Price per unit (`)

1. 1,400 220.00

2. 915 150.00

3. 6,000 202.00

4. 9,750 418.00

5. 1,200 525.00

6. 125 160.00

7. 300 442.00

8. 450 101.00

9. 1,500 94.00

10. 1,300 20.00

11. 8,900 72.00

12. 11,600 715.00

13. 90,600 5.00

(Contd.)
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14. 530 640.00

15. 945 420.00

16. 4,000 10.00

 (i) Rank the items of inventory on the basis of their annual usage value
 (ii) Record the percentages of usage of items
 (iii) Show the cumulative percentages of usage of items
 (iv) Classify the items into three categories: A, B, and C, and
 (v) Justify the rationale behind the cut-off levels, between these three categories: (A, B, and C) selected by 

you.
 7. Friends Furniture requires 20,000 units of a certain item per year. The purchase price per unit is ` 50; the 

carrying cost per year is 30 per cent of the inventory value; and the fixed cost per order is ` 55.
 (i) Compute the economic order quantity.
 (ii) How many times will the inventory have to be ordered per annum, if the order size is equal to the EOQ?
 (iii) What will be the total ordering and carrying costs of inventories, when 15 orders are placed per annum?
 8. Consider the following data for a certain item purchased by Ganesha Stores:
  Annual usage   = 9,000 units
  Fixed cost per order  = ` 25
  Purchase price per unit  = 200
  Carrying cost   = 15 per cent of inventory value
 (i) What is the economic order quantity?
 (ii) Now, assume that a discount of ` 10 per unit is offered, if the order size is 2,000 units. Should the firm 

avail of the quantity discount? Give reasons for your answer.
 9. Park View Stores requires 8,000 units of a certain item annually. The cost per unit is ` 40, the fixed cost per 

order is ` 40, and the inventory carrying cost is ` 8 per unit per year.
  The supplier offers quantity discount as per the details given as follows:
 Order Quantity Discount Percentage
 2,000 6
 3,000 9

 What should the firm do? Give reasons for your answer.
 10. The information about annual usage and price for 16 items used by a company is given as follows:

Item Annual Usage (Number of units) Price per unit (`)
1. 500 320

2. 25 250

3. 7,000 52

4. 950 418

5. 2,200 525

6. 125 360

7. 1,300 212

8. 2,450 41

9. 500 54

10. 300 120

11. 3,900 52

(Contd.)

(Contd.)
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12 6,00 315

13 2,600 27

14 330 140

15 545 120

16 1,000 3,570

 (i) Rank the items of inventories on the basis of their annual usage value;
 (ii) Show the percentages of usage of items;
 (iii) Classify the items into three categories, viz. A, B, and C.
 (iv) Justify the basis of such categorization.

(Contd.)





Financing of Working Capital Requirements

There are but two ways of paying debt: increase 
of industry in raising income, increase of thrift in 
laying out.

– Thomas Carlyle

Chapter 14
LEARNING OBJECTIVES

After reading this chapter you should be able to understand
 • Short-term Sources of Funds, viz. Accruals, Trade Credits, Public Deposits, Inter-Corporate Deposits, 

Commercial Papers, Short-term Loans from Financial Institutions, Rights Debentures, Factoring and Forfeiting
 • Long-term Sources of Funds, viz. Retained Earnings, Share Capital, Debentures, and Term Loans
 • Pledge, hypothecation, and mortgage
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INTRODUCTION

As we have already discussed in Chapter 9 on ‘Working Capital Policy’, the working capital requirements should 
be financed not from the short-term sources alone, but by way of a suitable and optimal mix of both, viz. the
 (i) Short-term sources of funds
 (ii) Long-term sources of funds

SHORT-TERM SOURCES OF FUNDS

The short-term sources of funds have to be necessarily and exclusively applied for meeting the short-term uses 
only, like the working capital requirements, as otherwise, it may amount to diversion of funds. Such a diversion 
is viewed by the commercial banks and all other short-term lenders with great disfavour. Further, since 1999, 
the financial institutions like IDBI, ICICI, IFCI, have also chosen to finance the working capital requirements 
of their borrowers, besides granting them the term loans. Commercial banks too, in turn, have started granting 
term loans, along with financing the working capital requirements of their borrowers.

The different sources of short-term financing are discussed hereafter.

ACCRUALS

Accruals comprise such amounts, which the company owes to other persons or organizations, but is yet to pay 
their dues, e.g. wages and taxes. Let us explain it further.

When a labourer works on a daily wages basis and is paid daily, no accrual will take place. But, usually 
such payments are made weekly, fortnightly or even monthly. In such a case, whatever amount of expenses 
have accrued, but have not been paid on the date of the Balance Sheet, would appear therein as accrued wages. 
Similarly, income tax is also paid to the government on a quarterly basis, and some other taxes may be payable 
half-yearly or even annually. Thus, such amounts of taxes, though due as on the date of the Balance Sheet but 
not paid till then, would be shown in the Balance Sheet as accrued taxes, or taxes payable. All other such items 
of expenses will also appear in the Balance Sheet as accrued expenses only.

The quantum of accruals also varies (expands or contracts) in accordance with the rise and fall of the levels 
of the activities of the company. Thus, as these changes take place in direct proportion to the changes (increase 
or decrease) in the levels of the accruals, these are rightly treated as the automatic and spontaneous sources 
of funds for the interim period (i.e. between accruals of expenses and their actual payments). Further, as no 
interest is payable on such accruals, these are accordingly, treated as a ‘free’ source of finance also.

But in actual terms, this may not be the case, because, if the payment is made to the labourers engaged on 
daily wages basis, they may be paid daily at a particular rate of daily wages, say, at ` 50 per day. But, if the 
term of payment be weekly, fortnightly or monthly, it may vary from, say, ` 55, ` 60 and ` 70, respectively, per 
day. Thus, the element of interest for the intervening days does creep into the labour rate mechanism. So, it 
may be usually wrong to treat the accruals as a ‘free’ source of finance.

Similarly, the tax authorities may increase the rate of taxation, depending upon whether it falls due for 
payment at quarterly, half-yearly or yearly intervals. However, we must all agree that such an element of 
interest, though real, is only implicit and not explicit. It must also be understood, at the same time, that the 
accumulation of accrued funds is quite beyond the control of the management, as the period and pattern of 
payment are fixed by the business practices and the relevant labour laws and the due date for payment of 
taxes is established by law as well. Any defiance or delay in such payments may attract fines and penalties.

TRADE CREDITS

All the manufacturers and traders (unless they are in the sellers’ market) have to supply a larger portion of 
their goods on credit basis on some credit term or the other, depending upon the trend and trade practices in 
the specific line of business, and/or the market reputation and position of the seller companies. In order to be 
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eligible to avail of the credit facility, the buyers should also have acceptable and dependable credibility and 
reputation in the market. One should never forget that the sellers also assess the creditworthiness of their 
prospective buyers (on credit) as they (buyers), in turn, happen to be the sundry debtors to the sellers, as the 
buyers (on credit) are the sundry creditors to the seller companies. Therefore, all the techniques of assessment 
of creditworthiness and compilation of an opinion report (as has already been discussed in Chapter 12 on 
Credit Management) will also apply in this case. The various facets and factors, aspects and angles, generally 
examined, analyzed and assessed, in this regard are discussed hereafter.

Profitability and Prospects of the Buyers’ Company
It needs to be carefully seen as to whether the company has the practice, as on record, to plough back a major 
portion of the profit in the business. The reason being, it is viewed with great favour, as it goes to indicate that 
the company is interested in continuing the business with a long-term perspective.

Liquidity Position of the Company
The liquidity position of the company is also assessed through the ratio analysis (both by way of intra-firm and 
inter-firm comparisons), mainly of current ratio and quick ratio (also referred to as acid test ratio). These ratios 
reveal the capability of the company to meet its commitment for payments, as and when these may fall due.

Sound Judgement
Most importantly, a prudent and intelligent judgement must be made in regard to the willingness and honest 
intentions of the buyers to pay the dues on or around the stipulated date. A perusal of the company’s record 
and personal enquires (in confidence) with the present suppliers may be of great help.

Trade credits are almost an automatic and spontaneous source of finance, which is generally available without 
much of negotiations (provided the credibility of the buyer is beyond doubt) as per the usually prevalent trade 
practices. Thus, the trade credit is undoubtedly a very important source of finance, as these generally constitute 
25 per cent to 50 per cent of the total short-term sources to finance the working capital requirements.

Establishing and Sustaining Good Supplier Relationship
It has been observed that in most of the cases, it usually takes a relatively longer time (especially in the business 
world) to establish one’s credibility and reputation in the market, but it takes just a few moments to destroy and 
demolish even a long-standing reputation. Therefore, all the companies, and specially the newly-established 
ones, should make it a point to honour the commitments, more importantly at the initial stages, with a view 
to stabilizing the newly-established relationships with the trade suppliers, so that a strong and long-lasting 
business partnership could be built on a firm foundation of mutual trust, faith and honesty.

Further, while prompt payments may facilitate further liberalization of the credit terms, unduly delayed 
payment may adversely affect the quality of supplies and services and competitive pricing by the suppliers on 
credit. Two diametrically opposite live cases; one of a private sector company and the other (incidentally) of 
a public sector undertaking (PSU), respectively, discussed earlier in Chapter 11 on Cash Management, may 
bring home these points quite effectively.

Cost-Benefit Aspects of Prompt Payment
When the goods are supplied on credit, it results in the blockage of funds in the sundry debtors and the resultant 
loss of interest and/or opportunity cost, depending upon the period and term of credit. That is why, some of the 
companies quote a slightly lower price for cash purchases, as, besides the avoidance of the aforesaid costs, the 
possibility of losses, on account of bad debts, also becomes minimal.

Further, with a view to ensuring and encouraging prompt payment, earlier than the usual credit period, 
some companies may prefer to offer cash discount. But then, the prompt payment so received usually has a high 
price attached to it. A detailed discussion on cash discount and its financial implications appears, in Chapter 
12 on Credit Management.
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Centralized Payments
In most of the cases, it may prove to be highly beneficial if the payments are centralized at the corporate office 
of the company. The multi-faceted advantages comprise inter alia:
 (i) Consolidation of funds at one point, at the corporate office.
 (ii) Phasing and scheduling of all payments more effectively and systematically.
 (iii) This may also reduce the unproductive blockage of funds spread over several offices/branches of the 

company.
 (iv) Above all, the short-term investment of surplus funds can also be better planned and managed at the one 

central focal point at the corporate office of the company.
All things considered, it may be all the more beneficial if the purchases, or at least their payments, are 

scheduled in advance, with the mutual consent in such a way that the due dates of payments almost perfectly 
match with the position of inflows and outflows of cash, so that most of the payments may fall due for payment 
when the company’s cash position is most favourable, and correspondingly, no payment may fall due when the 
company is likely to face the phase of cash crunch. It may sound difficult but it is possible.

Some other short-term sources of funds have already been discussed in detail in Chapter 11 on ‘Cash 
Management’. These are the following:
 (i) Public Deposits (PDs)
 (ii) Inter-Corporate Deposits (ICDs)
 (iii) Commercial Papers (CPs)

SHORT-TERM LOANS FROM FINANCIAL INSTITUTIONS

Financial institutions, such as the Life Insurance Corporation of India (LICI), the General Insurance Corporation 
of India (GICI), and the Unit Trust of India (UTI), also grant short-term finance, but only to manufacturing 
companies (and not to any trading company) and that too, to only those manufacturing companies who have 
excellent track records.

Eligibility Criteria
The detailed eligibility criteria (of having an excellent track record) as stipulated by these institutions, are 
given as follows:
 (i) The company must have declared an annual dividend of at least 6 per cent for the last five years. In 

some special cases, however, companies who have declared annual dividend of at least 10 per cent, but 
for the last three years, may also be considered for short-term financing.

  [It may thus occur to us that, in any case, the company should have declared an aggregate dividend of 
minimum 30 per cent, preferably during the last five years (or even during the last three years, but only 
in special cases)]

 (ii) The debt equity ratio of the company should not be more than 2:1.
 (iii) The current ratio of the company should not be less than 1.33 : 1, as was the case in terms of the erstwhile 

second method of lending, stipulated in the Tandon Committee Report.
 (iv) Further, the interest-coverage ratio for the last three years, on an average, should not be less than 2:1.

Special Features of Such Loans
The short-term loans, provided by the financial institutions, have certain special features, detailed hereunder:
 (i) Such loans are invariably in the nature of unsecured loans. Thus, the main loan document is the demand 

promissory note (DP Note), executed by the borrower company, in favour of the financial institution.
 (ii) The loan is granted for a period of one year only. It can, however, be renewed but only for two further 

successive years. Thus, the loans have to be repaid in full, with interest, within a maximum period of three 
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years, in all. The aforesaid eligibility criteria must be satisfied at the time of the renewal of the loan on each 
successive occasion.

 (iii) Further, after the repayment of the previous loan, the company cannot be granted any fresh and further 
loan at least for a period of six months.

 (iv) Interest is charged on the loan at a stipulated rate, with quarterly rests (i.e. compounded quarterly). 
This way, the effective rate of interest proves to be even higher. But a rebate of one per cent is given for 
prompt payment, which goes to nullify the compounding factor, to a great extent.

RIGHTS DEBENTURES

Public limited companies can issue debentures to its shareholders, on rights basis, to finance a part of its 
working capital requirements from such long-term sources. For issuing such rights debentures, the companies 
must comply with the following main guidelines:

The total amount of such issue should not exceed:
 (i) Twenty per cent of the gross current assets, loans and advances, less the long-term funds currently available 

for financing the company’s working capital requirements;
or

  20 per cent of the total paid-up share capital (including preference shares and free reserves) whichever 
is lower.

 (ii) The debt-equity ratio of the company, including the amount of the proposed issue, should not exceed 
1 : 1.

 (iii) Such rights debentures will have to be issued first to the Indian resident shareholders of the company, on a 
pro-rata basis (i.e. in proportion to the total number of shares held by them, as on the record date).

FACTORING

A financial institution, rendering services pertaining to the management and financing of sundry debtors, 
is referred to as a factor, and such service rendered is known as factoring. The service of factoring has been 
prevailing in the advanced western countries for a long time and is, by now, fully established. In India, however, 
factoring is at the initial stage. The Reserve Bank of India had authorized only four public sector banks to offer 
the services, relating to factoring in the respective regions of the country, viz. State Bank of India (through its 
subsidiary known as State Bank of India Factoring and Commercial Services Limited), Canara Bank (through 
its subsidiary company named Canara Bank Factoring Limited), Allahabad Bank and Punjab National Bank, 
to cater to the needs of the Western, Southern, Eastern and Northern regions, respectively.

Salient Features of Factoring
 (i) The factors are quite selective in taking the accounts of the sundry debtors of their client company. Besides, 

they fix up a credit limit in the case of each sundry debtor, depending upon the safety and security, financial 
stability and creditworthiness of the respective sundry debtors, whose accounts have been selected for 
factoring.

  Thus, the factor would not like to take up the accounts of such sundry debtors who are not considered to 
be of sound and stable financial standing. On the other hand, the company, on its part, will not like to 
part with the accounts of A category sundry debtors to the factors, as these may involve little or no risk.

  Based on such an analysis, it may be concluded that both the parties will settle for offering and availing 
of the factoring facility in respect of sundry debtors, falling under the medium or B category, and, 
alternatively, at best, the creamy portion of some C category also. Thus, no factor would be ready to 
accept any of the D category of sundry debtors. Such selectivity has naturally restricted and limited the 
number of accounts.
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 (ii) The factoring services pertain to taking up of the responsibility of collecting the amount of bills relating to 
the goods sold on credit to the selected parties. The arrangement usually works as stated hereafter.

  Immediately on taking the delivery of the bills from its client company, pertaining to the selected accounts, 
the factor may give to the company a sum equal to 70 per cent to 80 per cent of the amount of the bills, 
by way of an advance thereagainst.

  Such an advance is, however, taken as an unsecured loan, as the factor, in the aforesaid circumstances, 
is only the ‘holder’ of the relative bills of exchange, and not its ‘holder-in-due course’. If the factor had 
paid the full amount of the bill in advance (signifying the purchase of the bill), the factor would have 
become the ‘holder-in-due course’. Thus, such advance would have been treated as a secured loan.

  The factor, however, charges interest on such advances, which usually is equal to, or a shade higher 
than, the rate charged by the bank on the Cash Credit Account.

  Further, immediately on realization of the bill amount, the factor will also pay the balance amount (the 
remaining 20 per cent to 30 per cent, as the case may be) to the client company. In case the realization 
of the amount gets a little delayed, the factor also undertakes to pay the balance amount of the bill latest 
by the end of the credit period stipulated in the bill.

 (iii) The facility of factoring may be offered to the client company in two ways:
 (a) with recourse to the drawer(s), or
 (b) without recourse to the drawer(s).
  In the former case, if the bill amount is not paid by the drawee(s) concerned, the factor has the recourse 

open to the drawer of the bill (i.e. the seller). This means that in the event of the return of the bill unpaid, 
the factor will return the bill to the drawer and recover the entire amount already paid to the sellers as 
advance payment. As against this, in the case of ‘without recourse to the drawer(s)’, no claim could be 
made on the drawer once the bill has been taken over by the factor, and in case of non-payment of such 
bills, the loser will be the factor only, as the drawer (seller) concerned is already out of the picture, since 
the bills have been taken over from him (seller) by the factor.

  In such a scenario, the factor runs a much higher risk. Consequently, more than ordinary care is exercised 
by the factor, and the rate of such service charges will, naturally, be comparatively much higher.

  In India, however, as the factoring business is still in its infancy, the facility is so far being extended 
only on the ‘with recourse to the drawer’ basis.

  Thus, one may argue, and rightly so, that there is hardly any difference between the facility of factoring 
and the facility of advances against the bills sent for collection (or even against purchase or discount of 
the demand and time bills, respectively) extended by commercial banks. The only difference, however, 
lies in the fact that the bank only intimates the drawee of the bill (i.e. the buyer) and pays the amount 
to the seller if the bill is paid, or else, returns the bill to the seller, if it remains unpaid. The bank does 
not make any special effort of follow-up for the realization of the bill. The factor, however, does make 
some sincere efforts and attempts for timely payment of the bills.

 (iv) Further, the factor charges commission from the client company, which may vary from 1 per cent to 2 
per cent of the face value of the bills factored. This amount of commission is realized over and above the 
amount of interest recovered on the amount advanced to the company against the bills factored.

Further, if both the parties (factors and the client company) mutually agree to factor the entire credit bills, 
the collection department of the company may become quite redundant, resulting in a matching savings for 
the company, both in terms of its expenses and botheration, as compared to the payment of amount of interest 
and commission to the factor (even if these may amount to be a little higher than the rate of interest being 
charged by the banks).

Limitations of Factoring
The limitations of factoring may be summarized as under:
 (i) As the factors are very selective in the choice of the accounts, and the client companies would also prefer to 

handle the first class accounts themselves, the number and value of the accounts factored may be much lower 
than the total number and volume of trade bills.
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 (ii) Besides, this would also mean continued maintenance of the credit and collection department of the 
company, along with availing facilities of the factors, resulting in the two-way expenses (in respect of the 
credit collection department of the company, as also the payment of commission and interest to the factor).

Relative Advantages and Disadvantages of Factoring

A. Advantages
As we all know, the factor advances amount to the extent of 70 per cent to 80 per cent of the amount of the 
bill, accepted under the scheme, and the balance amount is also paid on the due date of the credit period, or 
on collection of the amount, whichever is earlier. Thus, the time and volume of cash-in-flow becomes known 
to the company almost in certain terms, whereby it becomes as much easier and accurate for the company to 
make the estimates while preparing the cash budget.

B. Disadvantages
Due to the very fact that the services of factoring is being offered in India, even as of now, only on ‘with recourse 
to the drawer’ basis, the risk and botheration of bad debts still remains with the company.

All considered, it may well be said that a modest beginning has been made in India in respect of the factoring 
facilities and gradually, the scheme may pick up the desired pace and become well established, as in the West.

Forfeiting
As we already know, factoring is the facility of negotiation (purchase) or discount of demand or time bills of 
exchange, respectively, wherein both the drawers and the drawees are of the same country. But then, if such 
facility (of negotiation or discount, as the case may be) is extended in the case of export bills of exchange, this 
is known as forfeiting. Thus, while factoring pertains to domestic (inland) trade transactions, forfeiting relates 
to the international trade (export) bills. The agency extending the facility of forfeiting is known as the forfeiter 
(in the same way as the agency providing the factoring facility is known as the factor).

Further, the services of forfeiting is mostly provided on the ‘without recourse to drawer’ basis, as against the 
facility of factoring, which is presently being offered in India, and even in most of the other developing countries, 
on ‘with recourse to drawer’ basis. This way, the exporter is free from both the commercial and political risks, 
usually inherent in the international trade transactions.

In India, the Export and Import Bank (EXIM bank) serves as the nodal agency in respect of the contracts of 
forfeiting. The forfeiting arrangement usually involves the following main steps and procedures:
 (i) The contract of sale and purchase is first finalised between the exporter and the importer, in regard 

to the quantity (of the order), price, currency of payment, terms of credit, period of delivery, nature of 
documents required.

 (ii) Further, the exporter is required to reveal all the relevant details and information pertaining to the 
contract, so as to enable the forfeiter agency (the EXIM bank or the Indian agent of the international 
forfeiter) to reasonably assess and appraise the quantum and extent of the financial (credit) and political 
risks, and thereby to quote the rate of discount of the export bill, accordingly.

 (iii) Such a quotation of the discount rate requires the approval of the EXIM bank. If, in the considered opinion 
of the EXIM bank, the quoted discount rate is found to be rather higher and not competitive, the exporter 
may have to renegotiate with the same forfeiting agency, or even with some other ones, and an acceptable 
and reasonably lower discount rate has to be obtained and, in turn, finally approved by the EXIM bank.

 (iv) It is only then that the exporter will be able to quote the final selling price to the importer, by loading the 
discount rate to the quotation of the selling price.

 (v) On finalization of the deal, the following parties sign the required legal documents:
 (a) A commercial contract is signed between the exporter and the importer.
 (b) A forfeiting contract is signed between the exporter and the forfeiter, through the EXIM bank.
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  Further, the forfeiter issues two certificates pertaining to the
 (a) Commitment fees, and
 (b) Discount rate.
 (vi) It is only at this stage that the exporter draws the export (time) bill and presents it to the forfeiter for 

discount purposes.
 (vii) The forfeiter then presents the bill for payment to the importer on the due date, or may even prefer to sell 

it in the secondary market.

Advantages of Forfeiting Over Export Financing by Banks
 (i) As we already know, the export finance (post-shipment finance) can be extended by the banks upto 180 

days, or in some special cases, up to the maximum of 270 days, as per the Reserve Bank of India (RBI 
guidelines. But then, the contract of forfeiting can be entered into for a longer period of five to seven 
years.

 (ii) Besides, an Indian exporter can sell the goods to the foreign importers of even those countries in respect 
of which the export credit guarantee coverage of the ECGC is not available, as the forfeiting contract 
itself covers both the commercial and political risks (as it is entered into on a ‘without recourse to the 
drawer’ basis).

Cost of Forfeiting
The forfeiting charges comprise the following:
 (i) Financing charge, computed on the basis of the tenor of the bill, the country risk and the country bank 

risk. As of now, it usually ranges between 50 to 400 basis points, i.e. 0.50 to 4 per cent above the LIBOR. 
Further, it is computed from the date the finance is provided by the forfeiter.

 (ii) The commitment charge, however, depends upon the period of the usuance (time) bill and the risks 
connected with the country of destination.

At present, the commitment charge ranges from 13 to 15 basis points.
It may be pertinent to mention here that, by way of a safeguard and risk management, the forfeiter normally 

stipulates a ceiling of its exposure for the portfolio of the various countries separately, commensurate with the 
extent of the financial and political risks involved.

Working Capital Financing by Banks
The short-term advances by commercial banks continue to remain the most popular and prime source of such 
short-term funds in the business world, even as of now. We, therefore, propose to discuss the various credit 
facilities offered by the commercial banks for financing the working capital requirements, in detail, separately, 
in Chapter 15.

LONG-TERM SOURCES OF FUNDS

As has been detailed earlier, in Chapter 9 on ‘Working Capital Policy’, a prudent business sense calls for the 
financing of our working capital requirements from an optimal mix of both short-term and long-term sources 
of funds.

The various sources of long-term funds are the following:
 (i) Retained Earnings,
 (ii) Share Capital:
 (a) Equity Shares (also referred to as Ordinary Shares); and
 (b) Preference Shares;
 (iii) Debentures; and
 (iv) Term Loans.
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RETAINED EARNINGS

It is a better business sense to retain a major portion of the net profit and plough it back in the business, so as 
to result in an overall growth of the shareholders’ wealth, instead of just the annual income, by way of dividend 
paid.

It is by now a well-known fact that the Reliance Industries Limited (RIL) had been (by working backwards) 
investing the required sum of money for expansion and acquisition of capital assets – so as to avail of the tax 
concessions – by way of investment allowance – for modernization By adopting such a strategy of tax planning, 
it continued to remain in the zero-tax bracket for several years. Perhaps it was mainly due to this reason that 
Section 119 J was incorporated in the Income Tax Act, whereby all the companies were, henceforth, necessarily 
required to pay income tax, on their profit, as shown in the books of accounts, at the specified rate.

All said and done, RIL has by now become a great industrial force to reckon with, by adopting the policy of 
ploughing back a major portion of its net profit into the business, to grow into an industrial giant and earn the 
envious distinction of becoming the Numero Uno in several areas.

Further, as reported in The Economic Times, Berkshire Hathway, the US investment company of Warren 
Buffet has its shares quoted at a whopping $40,000 per share. It has never given dividend to its shareholders, 
yet the market price of its shares appreciates, as the company’s investment portfolio is considered among the 
most impressive, with the blue chips like Gillette, Coca Cola, and Washington Post, in its bag.

But the fact that ‘the fate of similar investment companies in India, does not inspire much hope’ is quite a 
different matter.

The reasoning behind such a rationale is that the shareholders of the forenamed US investment company 
have full and firm faith that the management of the company can build up much more wealth for them in the 
company, as compared to the income that may accrue to them, by way of investment of the amount of dividend 
paid to them annually. At the end of the day, the shareholders of the company are the lone beneficiaries, 
because the retained earnings (the reserves and surplus of the company) usually belong to none other than the 
company’s equity shareholders, only and exclusively.

[Detailed discussions on the topics of share capital (both equity and preference shares) and debentures 
already appear in Chapter 3 of this book].

TERM LOANS

Term loans are generally granted for a period of more than one year but a maximum upto ten years, and are 
made repayable in stipulated instalments, at the stipulated periodical intervals. As these loans are not made 
repayable on demand, these are not treated as short-term loans (like working capital finance provided by the 
banks), but as long-term loans, and accordingly, long-term sources of finance.

Purpose
Term loans are granted mainly for the purpose of acquiring fixed assets like plants and machinery, or for the 
purchase of land and construction of factory buildings/sheds. and so on. In some deserving cases, the borrowers 
are also granted term loans for meeting any shortfall in the margin money required for obtaining working 
capital loans.

Security
Term loans are usually sanctioned and disbursed to finance the fixed assets like land and building, plant 
and machinery, furniture and fixtures, and so on. Thus, these loans are usually granted by way of secured 
loans, mainly against the security of the fixed assets purchased therefrom. Further, while the movable items 
of machinery are charged by way of pledge or hypothecation, the immovable items of fixed assets like factory 
land and building are charged to the bank by way of equitable mortgage.
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As we have already seen earlier (in the section on secured debentures), the creation of an equitable mortgage 
is preferred to the registered mortgage, because it attracts far lesser stamp duty. Besides, such mortgage, in 
the case of companies, is also registered with the Registrar of Companies, which has the effect of giving public 
notice. For the same two main reasons, the charge by way of hypothecation is preferred to pledge in the case 
of movable items of machinery, too, specially in the case of registered companies.

It will, however, augur well if a rather detailed discussion is undertaken, at this stage itself, to explain the 
salient features of the different types of securities, obtained by the banks and the other creditors, and/or the 
various types of charges created on the assets of the borrowers (viz. Pledge, Hypothecation and Mortgage), as 
also some of the related legal ramifications/implications connected therewith.

Pledge, Hypothecation and Mortgage
Loans granted against the security of some tangible assets charged to the banks (or to some other secured 
creditors) are known as secured loans.

Such charges could be created by way of:
 (i) Pledge, and/or hypothecation (of goods, and/or of movable items of machinery and/or book debts); or
 (ii) Mortgage (invariably of landed properties, like land and building, and immovable items of plant and 

machinery, imbedded to earth).

Pledge

What is a Pledge? Pledge is the bailment of goods as a security, for payment of a debt or performance of a 
promise, against some advances (as provided under Section 172 of the Indian Contract Act).

The bailment, as per Section 148 of the Indian Contract Act, is the delivery of goods by one person [known as 
the bailor (or pledgor, in the case of a pledge)], for some purpose (and) on the understanding that the goods will 
be returned to the bailor (or otherwise disposed of, as per the direction of the bailor) by the bailee, immediately 
when the purpose for which the goods were initially bailed is completed.

For example, the delivery of boxes and/or packets, deposited with the bank, for safe custody, or the giving 
of a watch for repair and lending of book(s) for study and return.

Let us take another example:
If, in a marriage, some tents have been hired, this may constitute a bailment, and, accordingly, these tents 

are required to be returned to the bailor, in good condition, after the occasion, i.e. after the marriage, is over.
In case of such a bailment, some charges will have to be paid. But, if such tents were borrowed from friends 

and relatives, free of any charge, such lending may as well constitute a ‘bailment’, without any fee.
But, in case some of the tents get somewhat damaged, the cost thereof may have to be compensated by the 

bailor, in both the cases, i.e. whether it is bailed with some fee, or just for free. That is why, the law provides 
that the bailee must take as much precaution and care of the goods bailed/pledged just as a man of ordinary 
prudence will, under similar circumstances, take in the case of his own goods, of the same bulk, quality and 
value (vide Section 151 of the Indian Contract Act).

That is why, when the goods are pledged to the bank, the bank is expected to take as much care as a man 
of ordinary prudence would take in the case of his own goods of similar nature. For example, if paper has been 
pledged to the bank, the bank must take care to treat the stocks of paper with termite treatment, and to take 
care to over turn the stocks, periodically, to save it from termite attack and/or damage due to dampness, rain. 
The pledged stocks must also be insured against fire and theft, as per the ordinary prudence.

Let us take yet another example. Supposing a company has pledged the stocks of pig iron and iron ingots. 
As pig iron does not get damaged due to fire, its fire-insurance may not be warranted. But then, if any theft 
takes place of any goods pledged to the bank, and if these were not insured against theft, the bank may be held 
responsible, and may have to compensate the borrower with the cost of the damages/loss sustained.

But again, as we all know, in the event of getting the goods insured against theft, the fire-insurance thereof 
is a prerequisite, a necessary pre-condition. But then, fire-insurance of pig-iron and iron-ingots may be most 
unwarranted as also an unwise action. Therefore, the banker, with a view to play safe, just sends a letter to 
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the borrower concerned, suggesting therein that the stocks pledged to the bank may be insured against theft, 
if the borrower considers it necessary to do so. The duly acknowledged copy of such a letter is kept, along with 
the other legal documents, so as to prove, in the Court of law, at any later date, that the bank had taken due 
care to forewarn the borrower to get the stocks insured against theft. In case the borrower (bailor/pledgor) had 
preferred not to get the stocks insured against theft, he himself would be held solely and exclusively responsible 
in this regard, and not the bank (the bailee/ pledgee).

In Pledge, delivery of goods is essential In case of a pledge, the actual delivery of the goods pledged/to be 
pledged is a must. That is why, the bankers prefer to obtain a letter of pledge (usually on a printed pro forma), 
whereby the pledgor (borrower) provides a documentary evidence in writing, to the effect that the goods specified 
in detail therein, had actually been delivered by the borrower to the creditor bank, with the specific intention 
of pledging the same with the bank, as a security against the advance. This procedure is meticulously followed 
by the banks, such that the borrower may not, at a later date, take the plea that the goods, in question, were 
not willingly delivered but, instead, were forcibly taken possession of by the bank, or by any other creditor, for 
that matter.

Hypothecation
As against pledge, in which case the charge is specific and fixed (i.e. it relates to only those specific items of 
goods actually pledged), the charge of hypothecation is in the nature of a floating charge, in that all the goods 
that are stored and stocked in the company’s godown(s) or factory premises, or even in transit, automatically get 
charged (hypothecated) to the bank, and the moment these stocks are taken out of the company’s godowns, factory 
premises/or from the possession of the company, such goods automatically get released and are, accordingly, 
deemed to be out of the bank’s charge (of hypothecation), too.

Thus, the various items of stocks/goods keep going out and the fresh stocks keep coming in, and the moment 
such goods come in, these get automatically charged to the bank, by way of hypothecation. Similarly, the moment 
these goods are out of the possession of the company, they get out of the hypothecation charge of the bank 
as well. Thus, as the actual (specific) stocks of goods keep changing and are turned-over in this manner, the 
charge of hypothecation is referred to as the floating charge, an ever-changing charge, over the ever-changing 
items of goods and stocks.

Pledge vs. Hypothecation

(i) Fixed (Specific) vs Floating (Fluid, Fluctuating, Changing) Charge
As we have seen earlier, while the charge in respect of pledge is fixed and specific, in terms of the specified 
goods pledged, the charge in respect of hypothecation keeps floating, fluctuating and changing, with each and 
every ‘entry’ and ‘exit’ of the goods. The hypothecation charge, thus, keeps shifting and changing over, with 
each and every event of the turnover of the goods.

(ii) Sale of Goods Pledged vs Hypothecated
In the case of the goods pledged against advances, the pledgee has the lawful right to sell the goods pledged 
without obtaining specific prior permission of the Court, in the event of the pledgor failing to pay the debt in 
time. Thus, in the case of pledge, the pledgee can sell the goods pledged, after giving a reasonable notice of such 
intended sale to the pledgor (as per Section 176 of the Indian Contract Act). The pledgor, however, in turn, has 
the right to redeem (vide Section 177 of the Indian Contract Act).

But, as against this, in the case of hypothecated goods, they cannot be sold off to recover the outstanding 
in the loan account, without prior specific written order of a competent Court on this behalf. The sale of the 
hypothecated goods, without the Court permission, may, however, become possible and permissible, provided 
the charge of hypothecation itself is converted into the charge of pledge, instead, by the simple act of the delivery 
of a pledge letter to this effect, duly signed by the borrower concerned.

But then, a defaulting and recalcitrant borrower may usually be most unwilling to sign such letter of pledge, 
so as to convert the charge of hypothecation into that of pledge, inasmuch as this is, obviously, going to be 
against his own ‘interest’.
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In such cases, however, some ‘prudent and pragmatic’ bankers, if I may say so, have acted smartly (or have 
overacted, oversmartly) by forcing the borrower – under coercion – to per force sign the letter of pledge, knowing 
fully well that an agreement signed under pressure or threat makes such an agreement as voidable (not void 
ab initio), i.e. at the option of the party whose consent was so caused (vide Section 19 of the Indian Contract 
Act). But then, such agreement may turn and be treated as void, only and only after it is proved to have been 
obtained under coercion (i.e. under threat and/or undue influence).

A live illustrative example may clarify the point.

CASE STUDY–I

DOWN THE SHUTTER
Rakesh Mohan, the chief manager of a bank in the public sector, had gone to the shop of a defaulting borrower, 
to request him to sign a letter of pledge, converting the charge of hypothecation into pledge. But the borrower 
was, naturally, most reluctant to do so. When all sorts of appeasements, appeals and pleas failed, Rakesh 
Mohan lost his temper and asked his junior officer accompanying him to pull down the shutter of the shop 
and lock him (the borrower) inside his own (small) shop, and let him die there for lack of fresh air and oxygen. 
The junior officer, standing by, got the signal and readily complied with the instructions. Both of them left the 
place. But then, the prudent and pragmatic officer came back (on the advice of the chief manager) and started 
counselling the recalcitrant borrower to come to terms and sign the ‘simple’ pledge letter, and save his precious 
life, sharing with him, a ‘top secret’, in a serious and sincere manner, that the bank manager, though apparently 
a soft spoken and kind-hearted person, was, in fact, a very tough and daringly dangerous person, so much so 
that he is reportedly responsible at least for four murder cases till date. This, surely and suddenly scared the 
borrower and he readily agreed to sign the pledge letter, and ultimately did so. Rakesh Mohan, thus, had all 
smiles on his face, a victorious smile – (the virtue or vice whereof is not the point of debate or discussion here).

One may wonder and start arguing that it was most immoral and illegal on the part of the bank manager to 
have acted in such an irresponsible and uncivilised and, above all, in a blatantly illegal and unlawful manner, 
most unbecoming of a responsible and senior officer of a public sector bank. But then, one must always bear in 
mind that being in the business or in the bank, one must have some practical and pragmatic business sense; 
neither moral nor immoral but, a – moral. As the adage goes ‘Possession is ninety per cent ownership’.

Just take a hypothetical case. Suppose that a well-built person, a lawyer by profession, is walking on the 
street, and a roadside raffish person pushes him and slaps him on his face for no fault of him (lawyer). The 
lawyer, too, instantaneously and, by way of a natural reaction and a reflex action, may raise his hand to slap 
him back. But then, he may stop midway, reflecting on his immense knowledge of law that slapping him back 
may tantamount to assault, which is a cognisable and punishable offence under some specific Section(s) of the 
Indian Penal Code (IPC), with imprisonment or fine, or both.

Such a law-abiding person may be ideal, but, at the same time, too idle to take prompt and appropriate action 
in the right and ripe time, and may go on getting slapped, off and on, for no fault of his. This is so, because, it 
may prove to be too difficult, to prove the aforesaid offence in the Court of law.

Similarly, if the aforesaid recalcitrant and defaulting borrower would plead in the Court of law that he 
was forced and threatened by the bank manager to sign the letter of pledge, the bank manager may, in turn, 
plead to the Court somewhat like: ‘My Lord! I am a responsible and law abiding officer of a public sector bank, 
and am not expected to have behaved the way I am being alleged by the defaulting borrower to have done. 
The allegation is most baseless and fabricated, an afterthought and a blatant lie, with a view to avoiding the 
payment of the loan amount.

The honourable judge may, most likely, tend to believe the contention of the bank manager, as against that 
of the defaulting borrower – the facts of the case being to the contrary, notwithstanding.

I am, however, by no stretch of imagination, suggesting that we should always act in the manner Rakesh 
Mohan had done. But then, it is a matter for serious consideration as to how moral and legal is the action and 
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behaviour on the part of the borrower, who is wilfully defaulting to repay the loan of the bank, and thereby, 
defrauding the public money. An ‘appropriate’ and ‘effective’ action needs to be taken promptly, with some 
pragmatic wisdom, depending upon the merit and circumstances of each case.

It would suffice to say that, ‘if threat can do the trick, go, do it, or get it done’. This act may well be termed 
as an administrative and business strategy, mostly a winning strategy at that.

(iii) Priority of Pledge over Hypothecation
As per the legal provisions, the charge of pledge created subsequently after the creation of the charge of 
hypothecation, may have the priority and preference thereto (though created afterwards) provided, of course, 
the pledgee did not have the knowledge and notice of the prior charge of hypothecation.

Registration of the Charge(s) of Hypothecation
Under Section 125 of the Companies Act 1956, the charge of hypothecation of stocks of inventories and book 
debts [as also of equitable mortgage, created by the deposit of the title deed (usually original) of the immovable 
property charged]* must be registered with the Registrar of Companies within thirty days from the date of the 
creation of the charge. The application, along with the relative legal agreement document, needs to be filed 
in the office of the Registrar of Companies concerned. Such an application can, however, be filed either by the 
borrower or by the creditor (banker) concerned.

Such registered charges may as well be vacated, but such an application for the vacation of the registered 
charge can be filed only by the borrowing company, and not by the creditor (bank) concerned.

Here, it must be observed and emphasized that, as per the requirement of the law, the application for the 
registration of the charge, along with the relevant documents, must be filed with the Registrar of Companies 
within the stipulated time, and it is not necessary that it should be actually recorded and registered by the 
Registrar of Companies in his books, and/or a certificate of such registration must be issued by the Registrar 
of Companies, within such stipulated time itself. Just the act of filing within the stipulated (thirty days) time 
is good enough.

Such an application, along with the copies of the relative documents creating the charge, along with the brief 
particulars thereof, is to be submitted on Form 8, in triplicate.

It may, however, be pertinent to mention here that the application for the modification of the charge, or the 
satisfaction of the charge, is required to be submitted on Form 10 and Form 17, respectively, also in triplicate.

Further, the registration of the charge, created by way of pledge of goods and/or movable items of machinery, 
is not statutorily compulsory, though it is permissible, all the same. The words used in the Act are ‘not being 
a pledge’, which implied that the intention of the framers of the law was that such registration should not be 
necessary, as the creditor, in such a case, happens to be in the possession of the goods charged (pledged).

Date of Notice of the Charge
Under Section 126 of the Companies Act 1956, the date of the execution of a charge (i.e. the date of the signing 
of the relative documents) is the date of creation of the charge, for the purpose of computing the time for its 
registration, prescribed by Section 125.

Priority Among Charges
If a charge has been executed earlier to another charge, but had been got registered afterwards (of course, 
within the prescribed time limit of thirty days), such a charge (executed earlier) will have the priority over the 
other; it having been registered subsequently, notwithstanding.

For example, the charge executed by ABC Company on 30 November, 2009 in favour of one creditor, and again 
subsequently on 21 December, 2009 in favour of yet another creditor, and if these were filed for registration 
on 27 and 23 December, 2009, respectively, the charge executed on 30 November, 2009 will have the priority 

* A detailed discussion on the topic of mortgages, specially the procedure for the creation of the charge by way of an equitable 
mortgage, appears in Chapter 3, Section 3.10 of this book.
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over the charge executed on 21 December, 2009, though it (i.e. the charge dated 30 November, 2009) was filed 
for registration, subsequently, i.e. on 27 December, 2009, of course, within the stipulated time of thirty days.

In view of the aforesaid provisions of law, the banks usually take the following precautions:
Before granting any advance to a company, against the charge of pledge or hypothecation, the banks first 

undertake a thorough search in the office of the Registrar of Companies (where the company concerned is 
registered with) to ascertain as to what are the various charges already created by the company in favour of 
the other creditors, and whether any of the goods, now being charged to the bank, are already charged to some 
other creditor(s). Only if the securities now being offered are unencumbered, the bank will go ahead with the 
creation of the charge in its favour, and execute the necessary documents.

After the necessary documents are executed by the bank and the borrower, such hypothecation documents 
are promptly submitted to the office of the Registrar of Companies concerned, for the purpose of the registration 
of the charge in his books. This procedure is a must, as such registration is deemed to be a due public notice 
and, thus, any subsequent charge on the goods concerned will not have any priority or preference at all.

Such documents must be filed in the office of the Registrar of Companies within thirty days [raised from 
twenty-one days, vide Section 62 and the Schedule to the Companies (Amendment) Act (31 of 1965) w.e.f. 15 
October 1965] from the date of its execution (vide Section 125 of the Companies Act, 1956).

Further, after a month from the date of the execution of the document, yet another search has to be conducted 
in the office of the Registrar of Companies; this time to ascertain whether any other charge had also been 
created, a little before the creation of such charge on the goods in favour of the bank, because, in that event, 
the prior charge of hypothecation will naturally have the priority and, thus, a preferential treatment, vis-a-vis 
the bank’s subsequent charge.

This is so, because the public has been given thirty days’ time to get the charge registered with the Registrar 
of Companies. Thus, a charge of hypothecation, created on 30 November, 2009 can well be submitted for the 
required registration upto 29 December, 2009 and, similarly, the hypothecation charge created in favour of the 
bank on 21 December, 2009 can well be filed for registration by 19 January, 2010. Supposing the bank has filed 
the legal documents for registration of the charge with the Registrar of Companies on 23 December, 2009, and 
the other (prior) creditor as late as on 24 December, 2009, the charge of the other (prior) creditor will have the 
priority over that of the bank, as the priority will be computed from the date of the creation of the charge, and 
not from the date of the filing of the charge, inasmuch as the filing is valid, in the eye of the law, so long as it 
is done within the stipulated time, i.e. within thirty days from date of execution of the documents. This is the 
rationale behind undertaking the second search in the office of the Registrar of Companies after, say, a month 
or so, from the date of the execution and filing of the hypothecation documents in the office of the Registrar of 
Companies.

One more word of caution and extra precaution. Usually, the formal recording in the office of the Registrar 
of Companies may take some time, maybe a couple of months or even more. Therefore, the bank’s officer must 
take care to look into all the other documents filed with the Registrar of Companies to record in its Register, 
and are still pending for registration; of course, only such documents which have been filed upto one month 
after the execution of the documents by the bank. This is so, because of one of the following two reasons:
 (i) Either, the documents have been executed well before the bank but the creditor has failed to get it 

registered with the Registrar of Companies, and the stipulated time (thirty days) has lapsed;
 (ii) Or, the documents have been got executed after the date of its execution in favour of the bank.

Thus, in the first instance, as the stipulated period (thirty days) has already elapsed, the same document 
may not be registered after the expiry of the stipulated thirty days. So, fresh sets of documents will have to be 
executed, whereby the date of their execution will fall subsequent to the date of the execution of the documents 
by the bank and, hence the bank’s charge will have the priority.

In the second scenario, however, as the documents have themselves been executed subsequent to the execution 
of the documents by the bank, these naturally, cannot have the priority over those of the bank.

But then, it will augur well if the bank conducts such searches in the office of the Registrar of Companies 
at regular half-yearly or yearly intervals, to ensure that no subsequent charge (even second charge) has been 
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created and registered, or even submitted for registration, with the Registrar of Companies. In such cases, the 
documents pertaining to the intervening period need to be examined.

Possession and Ownership: While in the case of the pledge, the possession of the goods pledged are transferred 
to the pledgee, in the case of hypothecation, however, the possession of the goods continues to remain with the 
borrower (hypothecator); only a floating charge is created thereon, in favour of the bank or some other creditor.

So far as the ownership of such goods is concerned, it remains with the borrower in the cases both of the 
pledge and hypothecation.

Pledge/Hypothecation vs Mortgage
While the charges by way of pledge and hypothecation are created in respect of movable items only, the charge 
in regard to immovable property (land and building) or even immovable items of plants and machinery, are 
required to be created necessarily by way of mortgage only.

Types of Mortgages
There are broadly two types of Mortgages:
 (i) Registered Mortgage, and
 (ii) Equitable Mortgage (by deposit of title deeds).

Movable Items of Machinery
Remember; the items of machinery embedded to the earth are treated as immovable. But, if only the four iron 
frames/angles are embedded to the earth, and the heavy lathe machine’s all the four legs are tightened thereto, 
with nuts and bolts, in such a way that the lathe machine can easily be removed just by loosening and removing 
the nuts and bolts, leaving the four iron frames/angles undisturbed, the entire lathe machine is considered to 
be movable. As against this, if the legs of the lathe machine were embedded to the earth, and the machine could 
not have been removed without digging and disturbing the ‘Mother Earth’, it would be treated as an immovable 
property in the eye of the law, and accordingly, may necessitate mortgage thereof.

Primary and Collateral (Additional) Securities
A prudent banker always tries to play safe enough, and therefore, insists on some collateral (additional) securities, 
too, in addition to the primary security. To put it differently, a prudent banker wants to tighten his pants not 
just with the belt, but with suspenders too, so that if one of them incidentally breaks, the other would hold the 
pants in place. Therefore, the banks usually take additional security by way of the following:
 (i) Third-party guarantee, and/or
 (ii) Equitable mortgage of some fixed assets or immovable properties, in addition to those purchased out of 

the term loan granted; and/or
 (iii) By way of pledge/hypothecation of the company’s current assets, already charged against working capital 

loan, by way of the second charge thereon.
Thus, while the assets purchased out of the loan amount itself are considered to be the primary security, the 

other securities, in addition thereto, are known as the collateral (or additional) securities.
Similarly, in the case of working capital loan, the current assets (like inventories and sundry debtors) may 

be treated as the primary security (inasmuch as the Drawing Power is determined thereagainst). Also, any 
other security, obtained by way of the third-party guarantee and/or equitable mortgage of some immovable 
property, would be considered as the collateral (or additional) security.

Repayment Schedule
Term loans (both principal and interest) are generally made payable in half-yearly instalments, spread over 
a period of five to ten years. By taking a very pragmatic view, the term-lending institutions also provide a 
moratorium of one to two years, or even more, to take care of the gestation period.

Thus, the first instalment may fall due after a lapse of one or two years. Further, the quantum of instalments 
in the initial years may be kept sufficiently lower, in keeping with the cash generation through actual production 
and sale activities.
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It has, however, been observed that sometimes certain term-lending institutions take a very impractical 
view, and fix up the half-yearly instalments in such a way that the first instalment may fall due exactly after 
six months from the date of disbursement of the term loan, irrespective of the fact whether the commercial 
production will actually commence by that time or not.

This reminds me of a live case in point.

CASE STUDY–II

AN INNOCENT VICTIM
In early 1970s, a young entrepreneur had established a small-scale industrial unit in a rural area. The State 
Financial Corporation (SFC) had granted him a term loan of ` 10 lakh, and a commercial bank in the public 
sector had sanctioned the working capital finance to the tune of ` 5 lakh.

Further, besides meeting the required margin money on both the aforesaid advances, the entrepreneur had 
invested his own funds for the construction of the factory building, on his own ancestral piece of land.

The term loan was to be repaid within five years, in half-yearly instalments of ` 1 lakh each. The State 
Financial Corporation, in its own ‘wisdom’, had stipulated the repayment programme such that the first 
half-yearly instalment of ` 1 lakh, plus interest, was made payable exactly six months after the date of the 
disbursement of the term loan, without caring to see whether the unit will be able to commence its commercial 
production by that time, so as to generate sufficient cash surplus to repay the first instalment of the loan. In fact, 
the unit could not commence its production, even on trial basis, for around two years. But the State Financial 
Corporation applied its rule strictly in letter (and not in spirit) and called up the loan, as three instalments, in 
a row, had become overdue by then.

Acting swiftly, the SFC had locked up the factory and seized all the items of machinery charged to it against 
the term loan. The commercial bank, too, followed suit, and called up its working capital loan.

All of these unfortunate events took place because none of the creditors cared to take due care to look into 
the real causes and genuine difficulties of the borrower. In fact, the borrower had defaulted for no fault of his 
own, as the production could not commence because, till then, the power connection had not been provided to 
the factory premises.

Now, perhaps, the term-lending institutions have become wiser and have since started scheduling the 
repayment programme in a rational manner so as to match with the level of surplus cash generated.

Thus, it will augur well if, in the case of a term loan, though made repayable within a period of five years, the 
instalments are stipulated in a phased manner (both in terms of the period and quantum), so as to synchronise 
with the expected generation of cash surpluses. Thus, it is quite possible that, in some cases, the repayment 
schedule may be stipulated somewhat on the following lines (Table 14.1):

TABLE 14.1 Repayment Schedule

Amount of Term Loan ` 25 lakh

Term of Repayment 5 years

Period of Moratorium Granted 2 years

Repayment of Loan 10% (Plus the amount of interest) In the third year, in half-yearly instalments

40% (Plus Interest) In the fourth year, and

The balance 50% (Plus Interest) In the fifth year

This arrangement, as we may agree, may make a better sense, rather than the repayment schedule that had 
been stipulated by the SFC in the aforesaid case.
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While granting term loans, the financial institutions and commercial banks pay special attention to the 
following aspects of the credit appraisal process:
 (i) Project Appraisal, including examination of the technical feasibility and economic viability of the project;
 (ii) Detailed analysis and interpretation of the projected Balance Sheets, Profit and Loss Accounts, Cash Flow/ 

Funds Flow statements, and such other related financial tools and techniques.
It may, however, be reemphasised and reiterated that a lot of thinking and analysis must go in the entire 

process of the assessment and appraisal of the prospects and profitability of the project, so as to be fully reassured 
to commence the work on the project, inasmuch as, after taking a plunge, it would be a very costly and difficult 
decision to abandon the project midway.

 SUMMARY

There are two types of sources of funds: ‘short-term’ and ‘long-term’.
Short-term sources of funds are repayable within a short period of say, one year, or even on demand. 
Long-term sources of funds are repayable in suitable instalments, spread over a period of time, e.g. three 
or five years or even more (or, may be never in a company’s lifetime, e.g. equity shares).

 1. Short-term Sources of Funds
 (i) Accruals
  Accruals constitute the expenses already incurred but payable later. For example, when the 

labour charges are to be paid weekly or monthly (instead of daily). Similarly, payments of taxes 
are required to be made quarterly, half-yearly, or even yearly. Such funds are available without 
payment of any interest. But then, the amount of interest so accrued (notionally though) does 
enter into the rate of wages/taxes, etc.

 (ii) Trade Credits
  Companies get raw materials and components, on credit, which constitute trade credits. The sundry 

creditors (sellers) prefer to have some means of assessing the credit-worthiness of the prospective 
buyers (on credit), i.e. their sundry debtors. These are the following:

 (a) Profitability and prospects, and the practice of ploughing back a (substantial) portion of profit 
into the business;

 (b) Liquidity position, i.e. current ratio, quick ratio, as also intra-firm and inter-firm analyses;
 (c) Character and integrity, i.e. willingness to pay (besides the capability to pay), through trade 

enquiries; and
 (d) Perusal of past records, and the trend of payment to other sundry debtors.
  Trade credits are a sure and automatic source of finance, as per the trade practices, and these 

constitute around 25 per cent to 50 per cent of the total sources for financing the working capital 
requirements. But then, while the prompt payments are usually rewarded, delayed payments 
attract a high price. Thus, a sustained and good suppliers’ relationship is a must.

 (iii) Short-term Loans from Financial Institutions Like LIC, GIC, UTI
  Eligibility Criteria
 (a) Only manufacturing companies are eligible (not traders);
 (b) They must have excellent track records, viz. they must have paid dividends for the last six 

years at minimum 5 per cent per annum, or for the last three years at 10 per cent per annum 
(i.e. minimum 30 per cent aggregate dividend during the last three or six years).

 (c) Debt-Equity Ratio to be upto 2 : 1.
 (d) Current Ratio should be minimum 1.33 : 1.
 (e) Interest Coverage Ratio, on an average, should be 2 : 1.
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  Special Features of Such Loans
 (a) These are unsecured loans against demand promissory notes. (DP Notes).
 (b) Loans repayable within one year. May be renewed, but for further two successive years only.
 (c) After repayment of the loan, there must be a gap of minimum six months.
 (d) Interest is charged at quarterly rests (i.e. compounded quarterly).
 (iv) Rights Debentures
  Rights debentures are the debentures issued to the existing equity shareholders on rights basis
  Conditions and Criteria
 (i) Total issue amount should not exceed 20 per cent of the gross current assets, loans and advances 

(less) long-term funds already available for working capital requirements, or 20 per cent of the 
total paid-up equity and preference) share capital and free reserves, whichever is lower.

 (ii) Debt-Equity ratio, including the proposed issue, should not exceed 1:1.
 (v) Factoring
  Factoring, as of now, is at its formative stage in India. RBI had authorised four banks in the public 

sector to do factoring business, viz. State Bank of India in the Western region, Allahabad Bank 
in the Eastern region, Punjab National Bank in the Northern region, and Canara Bank in the 
Southern region.

  Salient Features of Factoring are as follows:
 (i) Factors (i.e. the organization undertaking the factoring business), accept the Sundry Debtors 

Accounts on selective bases, and that too, within a certain limit, stipulated by them, for each 
account (sundry debtor). Thus, while the factors will not accept the ‘C’ category accounts, 
companies will be reluctant to part with ‘A’ category accounts. Finally, only limited accounts 
under category ‘B’, or creamy layers of some category ‘C’ accounts, may be factored.

 (ii) Bills are factored in India, as of now, on ‘With Resource to the Drawers’ basis, and not on 
‘Without Resource to the Drawers’ basis, as is the case in the developed countries like the US.

  Thus, for the aforesaid two main reasons, the companies still maintain the bills collection 
department, though on a slightly lower scale.

  Factoring Arrangements
  Factors may advance 70 per cent to 80 per cent of the bill amount immediately on acceptance of 

bills for factoring, and the balance amount becomes payable on realisation of the bills, or on the 
due date, whichever is earlier. The rate of interest charged on such advance is equal to or slightly 
higher than, the rate of interest charged on the company’s cash credit account, with the bank.

  Factoring vs. Advance against Bills by the Banks
  Banks work only as the collecting agents and return the bills to the drawers/parties if remaining 

unpaid (without making any effort to get these paid). The factors make efforts for getting the bills 
paid. They, therefore, rightly charge 1 per cent to 2 per cent additional amount as their commission/
charges.

  Further, where the bills are factored on ‘Without Resource’ basis, the rate of commission will 
naturally be slightly higher, as the risk of loss (by way of bad debts, due to non-payments of bills) 
will be borne by the factor.

  Forfeiting Arrangements
  As against the factoring of domestic bills of exchange, forfeiting is the facility of negotiation 

(purchase) or discount of demand and time ‘Export Bills of Exchange’, instead.
 2. Long-term Sources of Funds
 (i) Retained Earnings
  A major portion of net income (PAT), after payment of divided, is usually retained (ploughed back) 

in the business, year after year, whereby the shareholders’ wealth grows increasing. In turn, the 
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company’s borrowing capacity increases (as the Debt-Equity ratio improves). But, being non-tax 
deductible, it is a costlier source of finance, unless the equity shares of the company are issued at 
a sufficiently higher premium.

 (ii) Term Loans
  Term Loans are granted for a predetermined term (period) ranging from over one year to say, five 

or seven years, or even more. It is usually granted for capital expenditure, like for acquiring fixed 
assets, e.g. land, (factory) building, plant and machinery, etc. These are payable, over a period of 
time, in suitable instalments, which should be fixed reasonably and rationally, keeping in view 
the productivity and time of cash in-flows.

  Security
  It is granted against the primary security of the fixed assets financed, and is additionally secured 

by way of equitable mortgage of immovable property not advanced against, and/or hypothecation 
of inventories, book debts and movable items of machinery.

  Primary vs. Collateral Securities
  Primary securities are those items of assets, against which the advance has been granted. Collateral 

security (or additional security), is the charge on some other assets, in addition to the ones advanced 
against, and/or by way of a third party guarantee.

 REVIEW QUESTIONS
 1. Distinguish between:
 (i) Short-Term Sources of Funds, and
 (ii) Long-Term Sources of Funds, by giving suitable illustrative examples
 2. Name the various sources of short-term financing.
 3. Write short notes on the following:
 (i) Accruals
 (ii) Trade Credits
 (iii) Short-term Loans from Financial Institutions, viz. LIC, GIC and UTI
 (iv) Rights Debentures, and
 (v) Factoring.
 4. It is said that the sundry debtors enjoy the funds of the sundry creditors, at no cost. Accordingly, it would be a better 

business sense to delay the payments of the sundry creditors, as far as possible, so as to reap the related benefits. Do you 
agree? Give reasons for your answer, with appropriate illustrative examples.

 5. (i) It is said that the best policy of financial management, especially in the case of cash management, is to 
have an optimal mix of centralised and decentralised systems of both the receipts and payments. Do you 
agree? Explain, by giving suitable illustrative examples.

  (ii) What type of mix of centralised and decentralised systems of receipts and payments, would you consider 
as optimal? Explain, by giving suitable illustrative examples, and also specify the rationale behind your 
contention.

 6. Discuss the eligibility criteria and the special features of short-term loans, provided by the financial institutions, 
viz. LIC, GIC and UTI.

 7. Distinguish between the following:
 (i) Factoring, ‘with recourse to the drawer’; and Factoring, ‘without recourse to the drawer’.
 (ii) Which one of these two forms of factoring are prevalent in India, and in the developed countries.
 8. It has been found that, in India factors usually take the bills for factoring, drawn on some selected drawee 

companies only. If this be the case, there is every likelihood that they will accept the bills for factoring mainly 
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(or even solely) from the first class (‘A’ category companies, and from the cream of the ‘B’ category companies, 
only; and would not accept any bill drawn on the ‘C’ or ‘D’ category companies, or the lower level of even ‘B’ 
category companies, where the recovery may be rather doubtful.

  On the other hand, the companies would not like to give the bills of the ‘A’ category drawees, these being ‘no 
risk’ or ‘low risk’ clientele.

  This, in turn, will result in a much lower level of factoring business taking place. Further, this will mean that 
the companies will also have to maintain their credit collection department side by side. These circumstances 
cannot be said to be conducive for the growth of the factoring business in India.

  Under these circumstances, what are your considered opinion and conducive suggestions, for making ‘factoring’ 
a gainful alternative arrangement for the companies?

 9. As of now, the factoring arrangements in India, comprise ‘with recourse to drawer(s)’ only. Thus, it does not 
seem to be any different from the credit facilities already being given by the commercial banks, against trade 
bills. Do you agree? Give reasons for your answer.

 10. What are the different sources of long-term financing?
 11. ‘Retained Earning’ is a very valuable source of long-term financing. Discuss.
 12. (i) Distinguish between ‘Equitable Mortgage’ and ‘Registered Mortgage’.
  (ii) (a) It makes better business sense to create an equitable mortgage by way of deposit of the title deeds, 

rather than creating a registered mortgage, from the point of view of the borrowal companies, as also 
that of the financing bankers. Do you agree? Give reasons for your answer.

   (b) Would the position be any different in the case of equitable mortgage created by proprietary and 
partnership firms? Give reasons for your answer, citing suitable provisions of law prevailing in India.

 13. State, in brief, the procedure usually being followed by the banks, with regard to the creation of equitable 
mortgage by way of deposit of title deeds.

 14. Give the rationale behind each of the undernoted procedures being followed, and the precautions being taken, 
by the banks, in the event of creation of an equitable mortgage:

 (i) The banks record (in a Register) the actual happening of the event, while the creation of the equitable 
mortgage by way of deposit of title deed, by the borrowal companies takes place, recording the full details 
of the event, in terms of date, time, place and also the persons present. Such details are duly signed 
by at least two officials of the bank (other than the chief manager of the branch), as witnesses.

 (ii) The bank officers see to it that none of the representatives of the borrowal companies put their signatures 
in the Register.

 (iii) The bank insists on getting a letter, to the effect that the title deed has been duly handed over to the bank 
for creation of an equitable mortgage by the company.

 (iv) Further, the bank also gives a pro forma letter to such effect, to be posted by registered post, by the 
borrowing company (creating the equitable mortgage) at a later date.

 (v) Such pro forma letter has since been printed on the pattern of an inland letter, to be duly stamped and 
posted, instead of on a plain piece of paper, to be posted under a separate cover.

 (vi) The banks unvariably prefer to accept the title deeds, in original, and seldom the duplicate copies thereof, 
and that too, as a special case.

 15. A term loan repayable in five years, in half-yearly instalments, sanctioned and disbursed on 1 January 2010, 
will automatically fall due for payment on 30 June and 31 December each year for the next five years. Further, 
in the event of three such instalments falling overdue for payment, will render the account in default, and 
will be treated as a non-performing asset (NPA). Accordingly, the lending banks and/or financial institutions 
should immediately call up the loan. Do you agree? Give reasons, by citing some suitable illustrative examples.

 16. (i) Distinguish between ‘movable’ items of machinery and ‘non-movable’ items of machinery.
  (ii) While the movable items of machinery may have to be pledged or hypothecated, immovable items of 

machinery will have to be necessarily mortgaged. Do you agree? Give reasons for your answer.
 17. How would you ascertain as to whether the specific item of the machinery is movable or immovable?
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 18. Distinguish between:
 (i) Pledge and hypothecation
 (ii) Pledge and mortgage
 (iii) Hypothecation and mortgage
  Cite suitable illustrative examples in each case.
 19. (i) Distinguish between Factoring and Forfeiting.
  (ii) What are the various reasons for which the system of factoring has not really picked up in India till now?
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Working Capital Finance by Banks

We at Chrysler borrow money the old fashion 
way. We pay it back.

– Lee Iacocca
It is a fraud to borrow what we are unable to pay.

– Publilius Syrus
A banker is a fellow who lends his umbrella when 

the sun is shining and wants it back the minute it 
begins to rain.

– Mark Twain

Chapter 15
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Methods of Assessment of Working Capital Requirements by Banks:
 (i) Projected Balance Sheet (PBS) Method
 (ii) Cash Budget (CB) Method
 (iii) Projected Yearly Turnover (PYT)
 • Method of Assessment of working Capital Requirements of SSI Sector
 • Methods of Assessment of Working Capital Finance to Non-SSI Sector
 • Financial Follow-up Reports (FFRs) pertaining to Working Capital Finance
 • Modifications in (Categorization of) Current Assets and Current Liabilities
 • Method of Verification of the Levels of Inventories, Receivables and Sundry Creditors
 • Bifurcation of Working Capital Limit into Cash Credit Component (CCC) and Working Capital Demand Loan 

(WCDL) component, and its Rationale
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HISTORICAL PERSPECTIVE

In the recent past, commercial banks granted only short-term loans to meet the working capital requirements 
of the industries and business. Financial institutions like the ICICI, IDBI and IFCI exclusively sanctioned 
term loans.

However, as a recent development, the term-lending institutions have also ventured into the financing of the 
working capital requirements of their borrowers. Soon enough, the commercial banks have also followed suit 
and have started meeting the entire credit requirements of their borrowers, including term loans.

Commercial banks had to adopt such strategies because, after the process of disintermediation had stabilized, 
the banks, as also the financial institutions, had been flush with funds. In a way, this condition had some other 
ancillary advantages, too, as the borrowers were saved of the avoidable botheration and problems emanating 
from the lack of coordination between the commercial banks and the term-lending institutions.

Long back, well before the process of disintermediation had set in, there was a great demand for the bank 
finance, far above the banks’ credit supply position.

Dahejia Committee, way back in the year 1968, had observed that the banks’ working capital loan was the 
‘longest term loan’, as the borrowers’ working capital limits were increased with their steady progress and 
prosperity.

Then came the Tandon Committee Report in the year 1975, which had laid down the inventory norms, and 
the three methods of lending, so as to ration and rationalize the assessment of working capital requirements 
of industries. The inventory norms, and the three methods of lending, appear in Appendices 15.6 and 15.7, 
respectively, at the end of the Chapter.

Later, the Chore Committee recommended, inter alia, that all the industrial units, enjoying working capital 
limits of ` 10 lakh and above, must adhere to the Tandon Committee’s Second Method of lending, whereby the 
minimum current ratio required invariably came to 1.33 : 1.00.

But then, the Reserve Bank of India (RBI), in its Monetary and Credit Policy, for the second half of the year 
1997-98, decided to withdraw the then prevailing norms for the assessment of the working capital finance, 
based on the concept of the Maximum Permissible Bank Finance (MPBF), mainly based on the Tandon 
Committee Recommendations, regarding ‘Inventory Carrying Norms’ and the ‘Second Method of Lending’. RBI 
had, however, counselled all the banks to evolve their own appropriate and scientific systems to facilitate the 
rational assessment of the working capital needs of the borrowers, as also to provide some suitable guidelines 
for dispensation of credits, pertaining to different categories of economic activities. In doing so, the banks had 
preferred to retain the essence and spirit of the Tandon Committee Recommendations, as these were also based 
on some sound principles of lending that had evolved over a period of time. The only difference, however, had 
been that these guidelines were no longer obligatory to be compulsorily followed by the banks. Instead, the banks 
were now given some freedom and relaxation to evolve their own respective norms in regard to the following:
 (i) For the assessment and disbursement of the working capital loans; and
 (ii) For the post-disbursement supervision and follow-up of advances.

ASSESSMENT OF WORKING CAPITAL REQUIREMENTS BY BANKS

The working capital requirements are assessed by the banks as per three different methods, under different 
circumstances, viz.
 (i) Projected Balance Sheet (PBS) Method
 (ii) Cash Budget (CB) Method
 (iii) Projected Yearly Turnover (PYT) Method
 (i) Projected Balance Sheet (PBS) Method: The Projected Balance Sheet (PBS) method is the modified version 

of the Maximum Permissible Bank Finance (MPBF) method for assessment of the credit needs of the 
borrowers. It is based on the Projected Balance Sheet of the borrowers, the funds flows planned for the 
current year and the following years, as also on the examination of the profitability and such other 
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financial parameters. In fact, the PBS method is also based somewhat along similar lines, as those of 
the erstwhile Credit Monitoring Arrangement (CMA) method of assessment of the credit requirement, 
with some differences and modifications.

 (ii) Cash Budget (CB) Method: As against PBS method, in the Cash Budget (CB) method, the financial 
requirements are assessed on the basis of the projected cash flows, and not on that of the projected value of 
the assets and liabilities, as is done under the PBS method. This method is applied in the cases of seasonal 
industries, as also for the construction activities. However, as per this method of assessment, besides cash 
budget, several other relevant financial parameters, like the borrower’s projected profitability,  liquidity, 
gearing, funds flow, and so on, are analysed and evaluated, as is usually done under the PBS method.

  Incidentally, CB analysis is also used for sanction of ad hoc (i.e. temporarily additional) working capital 
limit, during a year.

 (iii) Projected Yearly Turnover (PYT) Method: Under the Projected Yearly Turnover (PYT) method, the working 
capital requirement is assessed on the basis of the value of the projected yearly turnover. Till recently, 
this method was being used by the banks for the assessment of the working capital needs up to a limit 
of ` 1 crore, for both small scale and other (Non-SSI) borrowers. But now, while the banks have the 
flexibility to adopt their own criteria for sanction of working capital limit to Non-SSI borrowers, the RBI 
has stipulated that the SSI borrowers will have to be sanctioned the working capital limit up to ̀  5 crore 
(raised from ` 2 crore earlier) on the basis of minimum 20 per cent of their projected yearly turnover. 
PYT comprises the total annual gross sales, i.e. cash sales plus credit sales plus excise duty.

  Further, the owner’s stake (margin) is 5 per cent of the PYT, and the total working capital requirement 
is assessed at 25 per cent (20 per cent + 5 per cent) of the PYT.

Procedure for Assessing the Working Capital Requirements of SSI Units, Based on PYT Method
Let us understand the procedure with the help of an illustrative example.
Example 1: Smart Fans (Private) Ltd, a small-scale industrial (SSI) unit, manufacturing ceiling fans and table 
fans, has its Projected Yearly Turnover (PYT) [total gross sales, i.e. credit sales, plus cash sales, plus excise 
duty] of ` 20 crore.

Required
 (i) Compute the quantum of total working capital requirement of the company, the quantum of finance 

that would be granted to the unit by a bank, as per the current guidelines issued by the RBI for such 
advances.

 (ii) Also compute the quantum of owner’s stake (margin) in the instant case.
 (iii) What would be the current ratio in such cases?

Solution
 (a) Projected Yearly Turnover (PYT) : ` 20 crore
 (b) Thus, total working capital : ` 5 crore [25 per cent of PYT]
  requirement would be assessed at
 (c) Working Capital limit to be : ` 4 crore [i.e. 20 per cent of PYT]
  sanctioned by the bank : or [80 per cent of working capital requirement]
 (d) Owner’s Equity (Margin) to : ` 1 crore
  be brought in by the SSI unit [5% of PYT] or [20 per cent of working capital requirement]

Thus, we see that in all such cases, the current ratio (CR) would invariably work out to be 1.25 : 1.00 [i.e. 
CA ÷ CL = 5 ÷ 4 (i.e. b ÷ c above ) = 1.25 : 1.00]

ASSESSMENT OF WORKING CAPITAL FINANCE TO NON-SSI SECTOR

As regards the assessment of the working capital limit of Non-SSI borrowers, most of the banks follow different 
methods of assessment of the following limits:
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 (i) Below ` 25 lakh, and
 (ii) ` 25 lakh and above.

Methods of Assessment
 (i) Limits of ` 25 lakh and above PBS Method
  but upto ` 4 crore:
 (ii) Limits of above ` 4 crore: PBS Method
 (iii) Limits of above ` 2 lakh
  but under ` 25 lakh: Simple Assessment

Application Forms
For different categories of borrowers, and for different types of working capital limits, different application 
forms (as also different appraisal forms) are generally being used by the banks.

FINANCIAL FOLLOW-UP REPORTs (FFRs) FOR WORKING CAPITAL FINANCE

The Quarterly Information System (QIS) Pro forma, viz. QIS I, II and III, stipulated by the Tandon Committee, 
and further streamlined by the Chore Committee, have become obsolete, since 1 October 1997. Instead, the 
banks have formulated their own pro forma for compilation of the Financial Follow-up Reports (referred to as 
FFRs, hereafter) in all the cases of working capital limits of ` 1 crore and above.

FFR-I : It is to be submitted by the borrowers on a quarterly basis, within six weeks from the close of the 
quarter.

  [This form is a simplified version, designed somewhat on the lines of the QIS Form II (as was 
suggested by the Tandon Committee) with certain additional information and analysis].

FFR-II : It is required to be submitted by the borrowers, half-yearly (on a half-yearly basis), within eight 
weeks from the close of the half-year.

  [This form is a modified version, designed somewhat on the lines of QIS Form III (as was suggested 
by the Tandon Committee)].*

SOME MODIFICATIONS IN THE CATEGORIZATION OF THE CURRENT ASSETS (CAs) AND 
CURRENT LIABILITIES (CLs)

Under the PBS method, the criteria for classification of Current Assets (CAs) and Current Liabilities (CLs) have 
undergone slight modifications, in that the following items have also been included in the respective categories.

For example, the current assets, inter alia, will include the following:
 (i) Term Deposit Receipts (TDRs) with the banks, government securities and other trust securities, plus
 (ii) All short-term investments made for parking short-term surplus funds, like MMMF, CP, CD, and  so  on,  plus
 (iii) Margin money deposited against letters of credit and bank guarantees.

Non-Current Assets (Non-CAs) will also include all other investments, like Inter Corporate Deposits (ICDs) 
investments in shares and debentures (including investments in subsidiaries and associates).

Current Liabilities (CLs) will also include the ICDs taken by the company.
It may be pertinent to clarify here the rationale behind adopting two different parameters for the categorisation 

of similar investments (i.e. while the investments in ICDs by the company in some other companies are taken 
as Noncurrent asset, ICDs accepted by the company in question are treated as current liability). The significant 
and subtle rationale behind such stipulations is that, generally speaking, no company is sure enough that the 
investments made by it in the ICDs of other companies would be repaid to it definitely on the due date. In fact, 

* The specimen of these pro forma are placed in Appendices 15.1 to 15.5 at the end of this Chapter.
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most of the companies have been found to default, though in different degrees. Therefore, it is most rational 
not to categorise these as Current Assets, but only as Non-current Assets.

As against this, the ICDs issued by the companies, as per the usual terms and conditions stipulated for the 
purpose, are undertaken to be repaid on the due date, positively. Such undertakings must be complied with, 
too. That is why, the banks, in their own assessment, take such ICDs, issued by the company under appraisal, 
as current liabilities, and rightly so.

It may further be noted that, the bills drawn under the Letter of Credit (L/C) are computed outside the 
assessment of the main (fund-based) working capital finance. Therefore, the demand and time bills, drawn 
under L/C, are not to be included in the current assets (CAs). Correspondingly, the drawings made against 
the limit for negotiation/discount of demand/time bills will not be treated as current liabilities (CLs), either.

COMMITMENT CHARGES

The commitment charges of 1 per cent per annum, earlier levied on unutilised portion of the fund-based working 
capital limit, now stands withdrawn w.e.f. 1 October, 1997, except in the following cases:
 (i) Working Capital limit of ` 20 crore and above; and
 (ii) Term Loan of ` 5 crore and above.

Further, the rate of interest charged on additional working capital limit, sanctioned on an ad hoc basis, will 
henceforth be the same as was being charged on the usual cash credit account of the company [and not 200 
basis points (2 per cent) higher, as was the case earlier].

Rate of Commitment Charge

Utilization of Limit Rate of Commitment Charge
 (a) WORKING CAPITAL
  (i) Above 60% NIL
 (ii) 60% and below 0.75% p.a. on the entire portion of the unutilised limit for each half-year 

ending September and March.
 (b) TERM LOAN
  Amount not drawn on the 1% on the amount undrawn from
  stipulated dates, as per the the stipulated date, with a grace
  agreed schedule of drawal period of one month.
  (which is usually 6 months)
  Exemptions
  Commitment charges on the working capital limits sanctioned for the undernoted purposes are, however, 

exempt:
 (i) Working capital limits to SSI
 (ii) Export finance
 (iii) Limits for the purchase/discount of demand/time bills
 (iv) Limit sanctioned against bills sent for collection
 (v) Limits sanctioned to commercial banks, financial institutions, cooperative banks, and land development 

banks

VERIFICATION OF THE LEVELS OF INVENTORIES, RECEIVABLES AND SUNDRY CREDITORS

Under the PBS method, the levels of projected inventories, receivables, and sundry creditors are examined 
during the course of the credit assessment exercise, on the basis of the trend of the past (historical data or intra-
firm data of the past) and the inter-firm comparison of the levels, as was being done earlier, under the MPBF 
method. But now, the significant difference is that (as against the MPBF method) the inventory norms laid 
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down on the basis of the Tandon Committee recommendations (vide Appendix 15.6) are no longer taken as the 
maximum (ceiling) level, imposed in the strict sense of the term. These are, instead, treated only as historical 
reference levels, and the credit needs may now be examined by the banks, independent of the erstwhile laid down 
inventory norms, which may vary, depending upon the merit of each case. In case the projections of Current 
Assets (CAs) seem to be rather excessive, these may be brought down to the realistic levels, in consultation 
with the borrowers concerned.

Evaluation of Liquidity
Similarly, the current ratio (CR) of 1.33 and above (computed as per the Second Method of Lending, recommended 
by the Tandon Committee) is now no longer stipulated as the minimum acceptable level. Instead, the CR at 
1.33 is now considered only as a benchmark and, therefore, it may be acceptable even at a slightly lower level, 
depending upon the merit of each case. As we all know, the level of current ratio may vary, depending upon 
various factors, such as the scale of operation, the nature and duration of the operating cycle, and the overall 
financial position of the borrowers.

In summary, we may say that, under the PBS method, the level of working capital finance is not determined 
on the basis of any rigid formula, as was the case earlier, when the Current Ratio (CR) was required to be not 
less than 1.33 (as stipulated by the second method of lending).

[The three methods of of lending have been placed at Appendix 15.7, at the end of the chapter].
We may, thus, observe that the ‘Assessed Bank Finance’ (ABF) [as against MPBF] is now being assessed on 

the following bases:
 (i) Duration and nature of the operating cycle
 (ii) Projected level (scale) of operation
 (iii) Nature of projected build-up of CAs and CLs
 (iv) Profitability
 (v) Liquidity

BIFURCATION OF WORKING CAPITAL (WC) LIMIT

Working Capital Limit has recently been bifurcated into the following:
 (i) Cash Credit Component (CCC)
 (ii) Working Capital Demand Loan (WCDL)

Before we proceed, it may augur well if we first understood the salient and distinguishing features of the 
cash credit, demand loan and overdraft facilities, so as to be in a comfortable position to well appreciate the 
rationale behind such bifurcation.

Cash Credit, Overdraft, and Demand Loan

Cash Credit and Overdraft
Both the cash credit and overdraft accounts are running accounts, in the sense that the amount can be deposited 
in the account any number of times, and the amount can also be withdrawn for unlimited times, of course, 
within the available drawing power or credit balance.

But, the distinguishing features between these two accounts are that, while the credit facilities against the 
security of pledge or hypothecation of inventories and/or book debts are granted by way of cash credit facilities, 
the advance against the securities, other than the items of inventories and book debts (e.g. against the security 
of Shares and Debentures, Bank’s Own Term Deposit Receipts, NSCs, LIC Policies, Units of UTI) are granted 
by way of an overdraft in the current account.

The difference, thus, is only technical and in terms of terminology and name of the account, to differentiate 
the credits granted for the two different purposes, and against two different classes of securities.



 WORKING CAPITAL FINANCE BY BANKS 311

Secured and Clean (Unsecured) Cash Credit and Overdraft

Both the cash credit and overdraft may be of two types—secured, and unsecured or clean.
 (i) (a) Secured Cash Credit or Stock Cash Credit is granted against the security of stocks of inventories 

and book debts)
  (b) Clean (or unsecured) Cash Credit is granted against the security of trade bills sent for collection, or 

just against the personal security of the borrower and/or the third party guarantee
 (ii) (a) Secured overdraft is granted against the security of the bank’s own Term Deposit Receipts and NSCs
  (b) Clean (or unsecured) Overdraft is granted against the personal security of the borrower and/or the 

third-party guarantee.
Further, even the overdrafts granted against the security of shares and LIC policies, are treated as clean 

(unsecured) overdrafts, as these have not been classified as authorised securities for the banks.

Demand Loan

The demand loan, on the other hand, is not in the nature of a running account like the cash credit and 
overdraft accounts. This means that, while the demand loan may be disbursed either in one lump sum or 
in phases, or even in instalments, the amount once deposited in the demand loan account cannot be withdrawn 
during the entire period of the loan. This amount, once deposited in the demand loan account, is deposited for 
ever, and it goes to reduce or liquidate the outstanding debit balance in the demand loan account by the same 
amount.

The concept and position, the system and procedure, can well be appreciated, more clearly, by means of an 
illustrative example presented in a tabular form.

A sample of the position/picture of a cash credit or an overdraft account (Table 15.1).

TABLE 15.1 Cash Credit or Overdraft Account

Limit: ` 10,000

Drawing Power: ` 9,000

Date Debit Credit Balance (Amount in `)

01.11.2009 8,000 (–) 8,000 (Debit)

12.11.2009 5,000 (–) 3,000 (Debit)

23.11.2009 4,000 (–) 7,000 (Debit)

23.11.2009 9,000 (+) 2,000 (Credit)

27.11.2009 10,000 (–) 8,000 (Debit)

27.11.2009 6,000 (–) 2,000 (Debit)

27.11.2009 7,000 (+) 5,000 (Credit)

30.11.2009 12,000 (–) 7,000 (Debit)

Total 34,000 27,000

A Sample of the Position/Picture of a Demand Loan Account (Table 15.2)
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TABLE 15.2 Demand Loan Account
Demand Loan Sanctioned: ` 10,000

Date Debit Credit Balance (Amount in `)

01.11.2009 5,000 (–) 5,000 (Debit)

12.11.2009 4,000 (–) 9,000 (Debit)

19.11.2009 1,000 (–) 10,000 (Debit)

27.11.2009 3,000 (–) 7,000 (Debit)

Thus, the amount of ` 3,000 deposited on 27 November, 2009 goes to reduce the outstanding on the demand 
loan account permanently, and thus, it cannot be withdrawn from the account at any stage during the entire 
duration of the demand loan account. In the cases of cash credit and overdraft accounts, however, both the 
deposits and withdrawals can take place any number of times.

For the first time, in April 1995, the working capital limit of the borrowers, enjoying the working capital limit 
of ` 20 crore and above (in aggregate) from the banking system, were bifurcated into Cash Credit Component 
(CCC) and Working Capital Demand Loan (WCDL) in the ratio of 75 per cent and 25 per cent, respectively, of 
the Maximum Permissible Bank Finance (MPBF).

Since then, the WCDL component has been gradually increased (and correspondingly, the CCC has been 
reduced) over a period of time. A chronological presentation has been placed in Table 15.3.

Further, we see that, the system of bifurcation of working capital (WC) limit into CCC and WCDL was 
introduced in April 1996, to cover MPBF even in respect of advances of ` 10 crore and above, but below ` 20 
crore, but in a modest 60 : 40 ratio, which has been gradually raised to 40 : 60, 25 : 75, and finally at par with 
the uppermost bracket of ` 20 crore and above, since October 1997 at 20 : 80. This was done simultaneously 
with the gradual increase of WCDL component in the case of borrowers with the MPBF of ̀  20 crore and above, 
as has been shown in Table 15.3.

TABLE 15.3 Gradual Changes in CCC and WCDL

Period ABF (Assessed Bank Finance) 
(Erstwhile MPBF) of ` 20 crore and 

above

ABF (erstwhile MRBF) of 
` 10 crore and above

CCC 
(Max.) 

%

WCDL 
(Min.) 

%

CCC 
(Max.) 

%

WCDL 
(Min.) 

%

April 1995 75 25 NA NA

October 1995 60 40 NA NA

April 1996 40 60 60 40

November 1996 25 75 40 60

April 1997 20 80 25 75

October 1997 20 80 20 80

It may, however, be pertinent to mention here that, at the request of the borrowers, the loan component 
(WCDL) could be increased with the corresponding decrease in the CCC. The reverse, however, is not permitted.
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RATIONALE BEHIND BIFURCATION OF WORKING CAPITAL LIMIT INTO CASH CREDIT 
COMPONENT (CCC) AND WORKING CAPITAL DEMAND LOAN (WCDL)

The Dehejia Committee, in 1968, had remarked that the bank’s cash credit facility, though considered to be 
in the nature of a short-term loan (as it was specifically stipulated to be ‘repayable on demand; to be renewed 
annually, if necessary’), had virtually become the longest term loan. This was so because, if a company was 
initially granted a working capital cash credit limit of, say, ` 1 crore, it was, in actual practice, observed to be 
gradually raised to ` 2 crore, ` 3 crore, and so on, of course, subject to the satisfactory conduct of the bank cash 
credit account as also the gradual increase in the scale of operation of the company. Now, with the introduction 
of the concept of the WCDL component, a portion of the working capital limit has to be compulsorily repaid, 
over a period of time, ranging from a minimum of fifteen days to a maximum period of six months.

[The minimum period, however, has since been reduced even to one single day by some of the banks (like 
SBI); in some cases, at the request of the borrowers.]

A Point of Difference
I, however, do not tend to agree with the comments made by the Dehejia Committee (that the bank’s cash credit 
facility is virtually the longest term loan) in that, with every credit into the borrower’s cash credit account, the 
amount of the loan withdrawn earlier by the borrower gets repaid in full on the first-come-first-liquidated basis, 
as per the Clayton’s rule. Therefore, provided the credit summations in the respective cash credit accounts are 
commensurate with the amount of working capital limit and the annual sales turnover of the company, the 
working capital advance continues to remain a short-term loan, not only virtually, but also actually, as every 
withdrawal may (notionally) constitute a fresh loan, which gets repaid with every successive deposits in the 
cash credit account.

But then, in actual practice, most of the borrowers usually do not deposit the entire sale proceeds into their 
cash credit accounts and, therefore, the contention of the Dehejia Committee may, in a way, be said to be quite 
correct, even if only in essence and spirit. Therefore, the practice of the bifurcation of the aggregate working 
capital limit into CCC and WCDL is a right step in the right direction, with a view to enforcing the financial 
discipline among the borrowers of the banks.

BIFURCATION OF APPROVED BANK FINANCE (ABF) OF ` 2 CRORE AND ABOVE BUT BELOW 
RUPEES 10 CRORE

Since November 1996, the borrowers, availing of the fund-based working capital limit of ` 2 crore and above, 
but less than ` 10 crore, have also been given the option to avail of WCDL, but in the ratio of 50 : 50, with the 
option to increase the proportion of WCDL component, and with the corresponding decrease in the CCC, but 
not vice versa.

Exemptions

Export Finance
It may, however, be mentioned here that the entire export finance facilities (both pre-shipment finance, also 
known as packing credit, and post-shipment finance, i.e. purchase/discount of (export) demand and time bills, 
are exempt from such a bifurcation. That is, the entire credit limit of export finance: Export Packing Credit 
(EPC) and Foreign Bills Discounted (FBD) could be availed of by the borrowers by way of CCC alone.

Thus, the bifurcation of working capital limit into WCDL and CCC (as stated earlier) has to be given effect to,
only after excluding export credit limits.
That is why, the interchange of the limits of export finance and domestic finance has, ordinarily, not been 

permitted (except in some deserving cases, depending upon the merit of each case, authorised by a competent
controlling authority).
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Bills Limit
Further, the bills limit for inland sales (including purchase of third party cheques/bank drafts) is allowed to 
be fully availed of as CCC. But then, the interchange between CCC and bills limit is generally not permitted 
(except in some deserving cases, depending upon the merit of each case, authorised by the competent controlling 
authority).

The mechanism of computation of CCC and WCDL components, in the case of a borrower, enjoying an export 
credit limit as also bills limit, can be well understood with the help of an illustrative example.

Example 2
Surya Metals Ltd is enjoying an aggregate working capital limit of ` 100 crore made up of as under:

 (i) Export Packing Credit (EPC) – ` 40 crore
 (ii) Inland Bills Purchase limit – ` 20 crore
 (iii) Other Working Capital limit – ` 40 crore
 (iv) Total limit – ` 100 crore

Required

Compute the quantum of CCC and WCDL components in this case.

Solution
 (i) Export Finance – ` 40 crore (A) [Fully as Cash Credit Component]
  Cash Credit Component – ` 12 crore (B)
    [20 per cent of (` 100 crore less ` 40 crore) i.e. 20 per cent of ` 60 crore]
 (ii) Inland
  Bills/Cheques
  Purchase Limit – ` 20 crore (C) [Fully as Cash Credit Component]
 (iii) WCDL – ` 28 crore (D)
   [(80 per cent of ` 60 crore) less ` 20 crore = ` 48 crore – ` 20 crore)].

    CCC = A + B + C = 40 + 12 + 20 = ` 72 crore
   WCDL = D = ` 28 crore
Thus, A + B + C + D = 40 + 12 + 20 + 28 = ` 100 crore.

Disbursement of WCDL
Since November 1996, the number of WCDL has been restricted to a maximum of seven accounts. However, 
under exceptional circumstances, the number could be reasonably increased, in case of large borrowers. Further, 
in each WCDL account, only one withdrawal is permitted.

Roll Over
Since November 1996, WCDL has been permitted to be rolled over, at the request of the borrower. The term 
‘rollover’ means that the due date of repayment of WCDL can be extended by another forty-five days/three 
months/six months [provided, of course, the conduct of the borrower’s cash credit account is regular, or is only 
temporarily irregular (overdrawn)]. But, in all the cases, where the cash credit account is irregular (i.e. where 
the account continues to be irregular for quite some time) and the drawings thereon have been restricted, 
with a view to gradually regularising the position, no fresh WCDL should be created by allowing any further 
withdrawals, even within the WCDL limit. However, in the case of the current WCDL, part payment and roll-
over facility may be extended, as usual. The borrower may also choose to repay the WCDL on the due date and 
withdraw it again on a later date. Partpayment of WCDL can also be accepted and the balance amount will 
be rolled over. But, such roll-over will constitute one account (out of the maximum seven accounts permitted 
in a year).



 WORKING CAPITAL FINANCE BY BANKS 315

But, in the case of non-payment, and in the event of non-receipt of the request for roll-over of the WCDL 
from the borrower, on or before the due date, the bank will, at its own discretion, roll-over the loan. In all such 
cases, the repayment of the loan will have to be made latest by the next due date.

Prepayment
WCDL can also be repaid well before the due date, but a penalty at 1.5 per cent per annum is imposed on the 
prepaid amount, for the entire unexpired period of the WCDL.

Example 3
Suppose a WCDL for ` 100 crore, due for payment on 31 December, 2009, is partly paid on the 5 October, 

2009, to the extent of ` 60 crore. Thus, the penal interest at 1.5 per cent per annum will be charged on ` 60 
crore for the unexpired period of WCDL, i.e. 2 months and 26 days. Also, if the entire loan of ` 100 crore would 
have been prepaid on 5 October, 2009, the interest at 1.5 per cent per annum would have been charged for the 
remaining period (two months twenty-six days) on the entire amount of ` 100 crore.

Ad hoc Limit
Ad hoc (additional) working capital limit can be granted to the borrowers to meet their temporary financial 
requirements, but only after both the duly sanctioned CCC and WCDL components of the limit are fully availed of.

Concessional Rate of Interest on WCDL Component
The rate of interest applicable on WCDL component of the working capital finance is quoted at 0.25 per cent 
lower than that applicable on the CCC, but only in the cases of the borrowers enjoying an aggregate working 
capital finance of ̀  2 crore and above, but upto ̀ 10 crore only, of the ABF (Assessed Bank Finance). In all other 
cases (i.e. in the cases of the borrowers enjoying ABF above ` 10 crore), the same rate of interest is applicable 
on both the CCC and WCDL components.

Lein for Irregular Portion on the Account
To cover any shortfall in the Drawing Power (DP) on the CCC, in relation to the outstandings on the account, 
a suitable lein should be noted in the borrower’s other account(s) maintained at the branch, and having some 
credit balance(s) therein, so as to cover the irregular portion of the account to the maximum possible extent.

Renewal
Working capital finance is a short-term finance, ‘repayable on demand (or on the due date, in the case of WCDL) 
and to be renewed annually, if necessary’. Therefore, the aggregate working capital finance must be reviewed 
annually, as and when due for renewal, and the reassessed limits should be put in place in time.

ASSESSMENT OF WORKING CAPITAL REQUIREMENTS OF SSI SECTOR 
(AS PER NAYAK COMMITTEE, W.E.F. JUNE 1993)

Eligibility
All the units, falling under the SSI Sector, comprising small scale industries, village and cottage industries, 
and tiny sector units – both existing and new – having an aggregate fund-based working capital limit upto ` 5 
crore from the banking systems may be provided working capital limits to the extent of minimum 20 per cent 
of their Projected Yearly Turnover [PYT] (i.e. ‘total gross sales’, including Excise Duty). Also, 5 per cent of PYT 
will be the Owner’s Equity (Margin). Thus, the total working capital requirement of the unit will be 25 per cent 
(20 per cent + 5 per cent) of the PYT.

Let us now understand the provisions with the help of some illustrative examples.

Example 4
Suppose, Sunrise Industries, a small-scale industrial unit, manufacturing nuts and bolts, has a Projected 

Yearly Turnover of ̀  25 crore. In this case, the minimum fund-based working capital limit would be computed at 
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20 per cent of ` 25 crore, which comes to ` 5 crore. Thus, this unit is eligible for a fund-based working capital 
limit of ` 5 crore, whereas its total working capital requirement would be estimated at ` 6.25 crore (i.e. 25 
per cent of the projected annual turnover estimated at ` 25 crore). The proportion of the bank finance and the 
owners’ stake (margin money) would be as follows:
 (i) The SSI unit would be required to bring in 5 per cent of the projected annual turnover (` 25 crore), i.e. 

` 1.25 crore as margin money; and
 (ii) The bank will sanction a fund-based working capital limit of ` 5.00 crore, i.e. 20 per cent of the projected 

annual turnover.
That is to say, the margin money and the bank finance will be in the ratio of 1 : 4, i.e. the margin stipulated 

for such advance would be 25 per cent of ` 5 crore, i.e. ` 1.25 crore, the bank finance will be ` 5 crore, and the 
total working capital requirement will be ` 1.25 case + ` 5 crore = ` 6.25 crore (i.e. 25% of PYT of ` 25 crore.

Thus, the Current Ratios 
Current Assets

Current Liabilities
will be









 =6 25
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.
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Let us now re-enforce and clarify the aforesaid points with the help of another illustrative example.

Example 5
Stars and Moon (Private) Limited, a small-scale industrial (SSI) unit, manufacturing readymade garments 

for children and ladies, has a projected yearly turnover (PYT) estimated at ` 16 crore.
Thus, its total fund-based working capital requirement would be 25 per cent of ` 16 crore = ` 4 crore. This 

amount will be met by way of (Table 15.4):

TABLE 15.4 Total Fund-based Working Capital

Sl. No. Descriptions Amount (`)

(i) The (fund-based) working capital limit (by the bank) to the extent of 80% 
of ` 4 crore, or 20% of ` 16 crore, i.e.

` 3.2 crore

(ii) Margin money to be brought in by the owner(s) to the extent of 20% of 
`  4 crore, or 5% of ` 16 crore, i.e.

` 0.8 crore

Total ` 4.0 crore

The Current Ratio in this case also comes to 1.25 : 1.00 (i.e. 4.00 ÷ 3.20 = 1.25).
The aforesaid relaxation is available only to the units in the SSI sector with the requirement of fund-based 

working capital limit to the extent of ̀  5 crore or below. Thus, in the case of even SSI units, having an aggregate 
fund-based working capital limit from the banks in excess of ` 5 crore, the working capital requirement will be 
assessed on the basis of the Projected Balance Sheet (PBS) Method.

It is, however, very pertinent to mention here that the bank executives should be careful and prudent 
enough to ensure that the projected yearly turnover is reasonable and achievable by the unit, and that even 
the estimated growth, if any, in the sales turnover [in relation to the previous year(s)] is realistic.

For this purpose, the returns filed by the unit with the sales tax/revenue authorities may very well serve as 
useful guiding documents. Besides, the borrowers must be informed that they should deposit the sale proceeds 
of their entire sales in their account with the bank, which may as well serve as the documentary evidence of the 
annual gross sales, available with the branch of the bank itself. Regular periodical performance monitoring of 
the units, and the scrutiny of the stock statements and verification of the physical stocks charged to the bank, 
and the timely realisation of the trade bills, may ensure satisfactory conduct of the units’ business and their 
bank accounts, on a regular and ongoing basis.

The other broad parameters of the bank’s present appraisal system would remain unchanged. These are 
the following.
 (i) Basic credit decision, based on the financial health and prospects of the unit; and
 (ii) Fixing up the quantum of limit, based on the working capital requirement.
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Seasonal Industries
In the case of seasonal industries, however, the peak season and off season turnover (instead of the annual 
turnover) may be considered separately, to determine the respective 20 per cent levels.

Sundry Creditors and Advance Payments
These comprise the supplies received on credit, and the advance money received, for the goods to be supplied, 
and/or the services to be rendered. As these payments are themselves sources of funds (other than the bank 
finance), they should be subtracted from the credit limit to be fixed by the banks, with a view to avoiding double 
financing.

Borrower’s Margin
As we have already seen earlier, the ratio of margin and working capital loan should be 1 : 4, though the 
proportion of margin and bank finance may be even higher than 1 : 4.

Fixing of Sub-limits
Banks are free to fix sub-limits for the various components of inventories, viz. raw materials and finished goods, 
as also for trade/supply bills.

Non-fund Based Limits (L/Cs & B/Gs)
Non-fund based working capital limits, i.e. for letters of credit and bank guarantees, would be assessed separately, 
over and above the fund-based working capital limit in the usual manner, as hitherto.

Final Assessment of Working Capital Limit in the SSI Sector
The term ‘minimum’ working capital limit obviously suggests that there is the possibility of some higher working 
capital limit being sanctioned to a particular unit, though any lower limit than 20 per cent of the projected 
annual turnover is completely ruled out.

That is to say, the assessment of the working capital limit has got to be done both as per the
 (i) Projected yearly turnover basis; as also the
 (ii) Traditional/projected balance sheet (PBS) method.

Further, if the credit requirements, based on the production/processing cycle/projected balance sheet method 
happens to be higher than the one assessed on the basis of the projected yearly turnover, the former quantum 
of limit would be sanctioned, as the 20 per cent of the projected yearly turnover is the minimum (not the 
maximum) credit requirement.

As against this, if the assessment of credit requirements, based on the PBS Method happens to be far 
short of the one assessed on the basis of the projected annual turnover, the credit assessment will have to be 
thoroughly re-examined and properly re-assessed with more than ordinary care, and a realistic working capital 
limit may be sanctioned. Such a situation may usually arise mostly in the cases of ancillary units, which have 
the assured supply of raw materials, as also the off-take of the finished goods. Similarly, where the working 
capital operating cycle happens to be shorter than even 3 months, the working capital requirement would, 
naturally, be less than 25 per cent of the projected annual turnover and, consequently, the limit may be lower 
than 20  per cent of the projected annual turnover.

A lower working capital limit can as well be sanctioned if the liquid surplus available with the borrower 
happens to be more than 5 per cent of the projected yearly turnover, as the banks are supposed to meet only 
the need-based financial requirements of each borrower.

It would, however, be desirable to discuss the matter with each borrower separately and individually, whereby 
he may be convinced that his actual credit requirement is much lower and, therefore, he should not borrow 
more funds than required, as in that case he may stand to lose by way of avoidably extra cash outflow in the 
form of interest payable on the borrowed funds from the bank.
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 SUMMARY
Since October 1997, the ‘Suggestive Norms for Inventories and Receivables’, and also the ‘Second Method of
Lending’, based on the Tandon Committee Recommendations, have remained as recommendatory and 
guiding
principles, and not obligatory and regulatory. RBI has, therefore, counselled all banks to evolve their own 
norms and
methods of assessing the quantum and quality of working capital loans.
1. Assessment of Working Capital Requirements by Banks

 (i) Projected Balance Sheet (PBS) Method: It has replaced the erstwhile Maximum Permissible Bank 
Finance (MPBF) Method, and is based on the following:

 (a) Projected Balance Sheet;
 (b) Funds flow planned for the current year and the next year, and
 (c) Profitability and other financial parameters.
 (ii) Cash Budget (CB) Method: Here, the financial needs are assessed on the basis of the Projected Cash 

Flow (as against the value of Assets and Liabilities, done under PBS Method). This method is used 
mainly for the following:

 (a) Seasonal Industries and
 (b) Construction Work.
  Some other financial parameters looked into are projected profitability, liquidity, gearing, funds flow, 

and so on.
 (iii) Projected Yearly Turnover (PYT): It is for assessing the working capital requirements of Small 

Scale Industries, upto ` 4 crore (raised from ` 2 crore). Under this method, the total working capital 
requirement of SSI units is computed at 25 per cent of the PYT, out of which,

 (a) 5 per cent of the PYT is stipulated as margin or Owners’ Equity (OE); and
 (b) 20 per cent as the Bank’s Finance.
  That is, if PYT is ̀  100, total working capital requirement will be assessed at ̀  25, out of which margin 

(OE) will be ` 5, and the bank finance will be ` 20. Thus, the current ratio will invariably be 25/20 = 
1.25  : 1.

Norm to Assess Working Capital Requirements for Non-SSI Sector
 (i) Limit of over ` 2 lakh but under ` 25 lakh-Simple Assessment Method
 (ii) Limit of ` 25 lakh and over, but up to ` 4 crore-PBS Method
 (iii) Limit of over ` 4 crore-PBS Method

Different application forms, as also appraisal forms, are required:
 (i) For different categories of borrowers, and
 (ii) For different levels of working capital limits.

Financial Follow-Up Reports (FFRs)
QIS-I, QIS-II, and QIS-III (prescribed under Tandon Committee and Chore Committee Recommendations) 
are replaced by newly designed forms by different banks under different names. In SBI these are FFR I 
and FFR II, which apply to all working capital advances of ` 1 crore and above.
FFR I: To be submitted by the borrowers quarterly, and within 6 weeks of the close of the quarter. This 
form is a simplified version of the erstwhile QIS-II, with some additional information.
FFR II: To be submitted by the borrowers half-yearly, and within eight weeks of the close of the half year. 
It is a modified version of the erstwhile QIS-III.
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Some Modifications in CAs and CLs
Under PBS Method, CAs include the following:

 (i) Term Deposit Receipts (TDRs) with banks, government securities, and other trust securities,
 (ii) All Short-Term Investments like MMMF, CPs, CDs etc. and
 (iii) Margin Money, deposited against Letters of Credit and Bank Guarantees.
  Non-CAs include company’s other short-term investments, like in ICDs, Investments in shares and 

debentures (including in Subsidiaries and Associates).
  CLs include Inter-Corporate Deposits (ICDs) accepted by the company.

Commitment Charge
Commitment charge of 1 per cent is levied on unutilised portion of the fund-based working capital limit, 
but only in the following:

 (i) Working Capital Limits of ` 20 crore and above, and
 (ii) Term Loans of ` 5 crore and above.

Rate of Commitment Charges
 (i) This charge will be levied on the entire portion of the unutilised Working Capital limit, at 0.75 

per cent per annum, for half-years ending September and March each year; but only if the limit is 
utilized upto 60 per cent or below, i.e. if the limit is utilised even slightly above 60 per cent, no such 
charge will be levied.

 (ii) Term Loan: This charge is levied at 1 per cent per annum on the amount undrawn from the stated dates 
of withdrawal, with a grace period of one month.

Assessment of Working Capital Advances
Under PBS Method, the Projected Levels of Inventories, Receivables and Sundry Creditors are examined 
and verified, with the trend of the past (historical data, i.e. intra-firm data) as also with the inter-firm data, 
as was the case under the erstwhile MPBF Method. Similarly, the banks no longer insist on the current 
ratio to be minimum 1.33 (as per the Second Method of Lending, propounded by the Tandon Committee). As 
against the old MPBF, the ABF (Assessed Bank Finance) is being computed on the basis of the following:

 (i) The Nature and Duration of the Operating Cycle;
 (ii) Projected Levels of Operations;
 (iii) Nature of Build-up of CAs and CLs;
 (iv) Profitability;
 (v) Liquidity, and so on.

Bifurcation of working capital limit of ` 10 crore and above into:
 (i) Cash Credit Components (CCC); and
 (ii) Working Capital Demand Loans (WCDL); in the ratio of 20 : 80, since October 1997.
  It is definitely quite rational and reasonable, as the WCDL components get compulsorily repaid on a 

regular and continuous basis.
Exemptions

 (i) Export Finance: The entire export finance [both pre-shipment and post-shipment finance (against 
the purchase/ discount of demand/time bills)] is exempt from such bifurcation, and accordingly, may 
be availed of by way of Cash Credit Components (CCC) only. Thus, the 20 : 80 ratio is to be worked 
out only after excluding the export finance component.

 (ii) Bills Limit: Similarly, the entire inland bills limit can also be availed of by way of Cash Credit 
Components (CCC) only.

 (iii) In the case of working capital limits of above ` 2 crore but below ` 10 crore, the bifurcation could be 
permitted in the ratio of 50 : 50, or the WCDL component could be even higher than 50 per cent, but 
not below 50 per cent, in any case.
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Roll Over of WCDL: Roll over is permitted in all cases of WCDL, but with a maximum of seven accounts 
in a year, (one roll over constituting one account).
Renewal: To be reviewed and renewed annually.
Assessment of Working Capital Requirements of SSI Units
For units under SSI Sectors (i.e. SSIs, Village and Cottage Industries and Tiny Sector Units) having fund-
based working capital need of upto ` 5 crore, from the banking sector, the fund-based working capital 
limit will be assessed simply at 20 per cent of the Projected Yearly Turnover (PYT) (Comprising Total 
Gross Sales, Including Excise Duty). The bank finance and OE portion (i.e. Margin) will be in the ratio of 
80 : 20. Thus, if PYT is ` 25 crore, working capital limit by bank will be ` 5 crore and the OE Component 
(i.e. Margin) will be ` 1.25 crore. Thus the level of CA will be (` 5 + ` 1.25) ` 6.25 crore and CR will be 
(` 5 + ` 1.25) ÷ 5 = 1.25 : 1.00. The RBI has suggested this level as the minimum bank finance. Thus, if 
any SSI unit requires a higher working capital limit, the assessment will have to be done on the basis of 
PBS Method, and a suitably higher limit may be sanctioned. But, the amount of sundry creditors will be 
subtracted from the total working capital requirements, to avoid double financing. Again, if the borrower 
can bring in more funds, the working capital limit will be reduced accordingly.

 REVIEW QUESTIONS
 1. Distinguish between the following:
 (i) Projected Balance Sheet (PBS) Method and Cash Budget (CB) Method;
 (ii) Projected Balance Sheet (PBS) Method and Projected Yearly Turnover (PYT) Method.
 2. Under the PBS Method, the criteria for classification of current assets and current liabilities have undergone 

slight modifications. What are these modifications?
 3. While ICDs (Inter-Corporate Deposits) accepted by own company are treated as Current Liabilities, the 

investments by the company in some other companies are not treated as current assets, but as non-current 
assets, instead.

  What is the rationale behind such discriminatory classification? Give reasons for your answer.
 4. (i) What is the percentage of bifurcation of Working Capital Component, advanced by banks, between Working 

Capital Demand Loan (WCDL) and Cash Credit Component (CCC) in the following cases?
 (a) Working capital advance of ` 10 crore and above;
 (b) Working capital advance of ` 15 crore and above;
 (c) Working capital advance of ` 20 crore and above; and
 (d) Working capital advance of ` 2 crore and above.
 (ii) What is the rationale behind such bifurcation between Rs 10 crore and above, and below Rs 10 crore? Give 

reasons for your answer.
 5. (i) How many accounts comprising WCDL components can be opened by a company, during the period of one 

year?
 (ii) (a) What do you mean by the term ‘Roll Over’ of the WCDL component of an account?
  (b) Is such ‘roll over’ treated as only one account or more than one account?
 6. Distinguish between the following:
 (i) Demand Loan and Overdraft,
 (ii) Overdraft and Cash Credit,
 (iii) Cash Credit and Demand Loan, and
 (iv) Demand Loan and Working Capital Demand Loan (WCDL)
  Cite suitable illustrative examples in each case.
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 PRACTISE PROBLEMS
 1. Aditya Chemicals is enjoying an aggregate working capital limit of ` 200 crore, made up as following:
 (i) Export Packing Credit (EPC) limit: ` 75 crore;
 (ii) Inland Bills Purchase limit: ` 40 crore; and
 (iii) Other Working Capital limit: ` 85 crore.
  Compute the quantum of Cash Credit Component (CCC) and Working Capital Demand Loan (WCDL) component 

in each case.
 2. (i) The total Projected Yearly Turnover (PYT) of Friends Fridge and Fans Limited, a small-scale industrial 

unit, is ` 24 crore, made up as follows:
 (a) Cash Sales – ` 4 Crore; and
 (b) Credit Sales – ` 20 Crore.
   Compute,
 (a) The total Working Capital Requirement of the unit (to be assessed by the bank, as prescribed by the 

Reserve Bank of India (RBI), as per the Nayak Committee recommendations.
 (b) The total fund-based working capital limit to be sanctioned by the bank, and
 (c) The quantum of margin money required to be brought in by the company, from the OE (Owner’s Equity).
 (ii) Would the position be any different if the Projected Yearly Turnover (PYT) of the unit would have been 

` 30 crore, instead of ` 24 crore? Give reasons for your answer.
 3. (i) Tirupati Telecom Limited, a small-scale unit, has an annual sales of ` 20 crore, excluding ` 5 crore excise 

duty, paid thereon, at 25 per cent. Compute the following:
 (a) Total working capital requirement of the unit,
 (b) Total working capital limit that will be sanctioned by the bank, and
 (c) The quantum of margin money to be brought in by the unit out of the Owner’s Equity (OE).
  (ii) (a) Would the position be any different if the annual sales of the unit were ` 20 crore, including the excise 

duty of ` 5 crore? Give reasons for your answer.
 (b) Compute all the three [i.e. (i) (a), (b) and (c) above] again under the changed condition.
 4. Tirupati Textiles Limited, manufacturing woollen textiles, has been granted Working Capital Finance to the 

tune of ` 22 crores by the State Bank of India, Lucknow Main Branch.
  (i) What will be the quantum (in Rupees) of the
 (a) Cash Credit Component (CCC); and
 (b) Working Capital Demand Loan (WCDL) Component?
  (ii) If the bank is charging interest at 15 per cent per annum on the Working Capital Demand Loan, at what 

rate will it be charging interest on the Cash Credit Component of the finance?
 5. Pushkar Industries (P) Limited, a small-scale industrial unit, has an annual sales turnover of ` 1000 lakh, 

out of which ` 440 lakh is on cash basis and the balance ` 560 lakh is on credit basis, and on these sales the 
excise duty, too, has been paid aggregating ` 600 lakh.

  (i) What will be the maximum quantum of Working Capital Requirement (in Rupees) of the Company, as 
assessed by a Commercial Bank?

  (ii) What will be the quantum of minimum amount of Working Capital Finance (in Rupees) to be provided by 
the Bank to the company?

  (iii) What will be the minimum quantum of margin (borrower’s stake) (in Rupees) stipulated in this case?
  (iv) Calculate the Current Ratio, presuming that there is no Current Liabilities, other than the bank finance, 

in the present case.
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APPENDIX 15.1

FINANCIAL FOLLOW-UP REPORT (FFR-I) REPORT FOR THE QUARTER ENDING: ...... 
PERIOD [NUMBER OF MONTHS] COVERED BY THE REPORT: (......) MONTHS 

[THIS REPORT REPLACES QIS FORM-II]

Name of the Borrower: __________________________________________

A. Performance

Activity Annual Plan 
(Current Year) 

…………….

Actuals (cumulative) 
upto quarter ending 

…………..

% of Achievements

1 2 3

 (i) Production (Quantity)
(ii) Net Sales (` rounded off in lakh)
  (a) Domestic
  (b) Exports

B. Status of Working Capital Funds
(` rounded off in lakh)

Particulars At the end of the 
last year 

(31.03.____)

At the Quarter 
ending 

___/___/____

Change during the 
current year 
(12 months) 

(+) or (–)

Estimates at the end 
of the current year 

(31.03.____)

1 2 3 4

Current Assets (CAs)
(a) Inventories
(b) Sundry Debtors
(c) Other CAs
(d) Total CAs
Current Liabilities (CLs)
(e) Bank Borrowings 

    [for Working Capital]
(f) Sundry Creditors
(g) Other CLs
(h) Total CLs
(i) NWC (d – h)
(j) Current Ratio (d/h)
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C. Current Assets – How Financed?
(In percentage)

Particulars At the end of the 
last year (31.03.____)

At the quarter ending 
__/__/____

Estimates at the end of 
the current year 

(31.03.____)

1 2 3

 (k) Bank Borrowings (e/d%)
 (l) Sundry Creditors (f/d%)
 (m) Other CLs (g/d%)
 (n) NWC (i/d%)

Total 100 100 100

D. Levels of Inventories/Sundry Debtors/Sundry Creditors
(No. of days)

Particulars At the end of the 
last year (31.03.____)

At the quarter ending 
__/__/____

Estimates at the end of 
the current year 

(31.03.____)

1 2 3

 (o) Inventories
 (p) Sundry Debtors
 (q) Sundry Creditors

Total

NOTES
 1. This report is required to be submitted by the borrowers within six weeks from the close of each quarter.
 2. Classification of Current Assets and Current Liabilities should be the same as in the assessment of working capital 

limits.
  [Deposits/Instalments of Term Loans, Deferred Payment Guarantees (DPGs), Debentures, etc., due within twelve 

months from the end of the quarter, should be included in the Other Current Liabilities (OCLs)].
 3. The information should be furnished for each line of activity/division/unit separately, as also for the company, as a 

whole.
 4. In section D, the levels (in days) should be computed for each column as follows:
  For Inventory    : (Value × 365) divided by Net Sales
  For Receivables   : (Value × 365) divided by Gross (Credit) Sales
  For Sundry Creditors  : (Value × 365) divided by (Credit) Purchases
  (For the above computation, under column 2, sales/purchases for the part of a year is to be analysed).
 5. This format is applicable for traders and merchant exporters, too.



 324 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

APPENDIX 15.2

FINANCIAL FOLLOW-UP REPORT (FFR-II)

(THIS REPORT REPLACES QIS FORM-III)

HALF-YEARLY OPERATING STATEMENT

PART-A

Name of the Borrower: __________________________________________

A. Half Yearly Operating Statement
(` rounded off in lakh)

Activity Last Year 
(Actuals)

Current Year 
(Estimates)

Half Year Ended 
____ (Actuals)

1 2 3

 1. Gross Sales (Net of Returns)

 (i) Domestic

 (ii) Exports

  Total

 2. Less: Excise Duty

 3. Net Sales (Item 1 – Item 2)

 4. Cost of Goods Sold

 (i) Raw materials consumption (including consumable stores 
and spares used in the process of manufacture)

 (ii) Other spares

 (iii) Power and fuel

 (iv) Direct labour (factory wages and salaries)

 (v) Other manufacturing expenses, including depreciation

  Sub-Total

  Add: Opening stocks-in-process and finished goods

  Sub-Total
  Deduct: Closing stock-in-process and finished goods

 5. Total cost of goods sold

 6. Selling, general and administrative expenses

 7. Interest

 8. Sub-Total (5 + 6 + 7)

 9. Operating Profit/Loss (3 – 8)

 10. Other non-operating income/expenses – Net (+/–)

 11. Profit Before Tax/Loss (9 + 10)
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APPENDIX 15.3

FINANCIAL FOLLOW-UP REPORT (FFR-II)

(THIS REPORT REPLACES QIS FORM-III)

HALF-YEARLY OPERATING STATEMENT

PART-B

Name of the Borrower: __________________________________________

A. Half Yearly Funds Statement
(` rounded off in lakh)

Activity Last Year Actuals) 
(Audited/

Provisions)

Current 
Year 

(Estimates)

Half Year 
Ended 

____ (Actuals)

1 2 3

 1. SOURCES
 (i) Profit Before Tax
 (ii) Depreciation
 (iii) Increase in term liabilities
 (iv) Increase in term liabilities
 (v) Decrease in
 (a) Fixed Assets
 (b) Other non-current assets
 (vi) Others
 (vii) Total (A)

 2. USES
 (i) Net Loss
 (ii) Dividend payments
 (iii) Taxes
 (iv) Decrease in temr liabilities (including public deposits)
 (v) Increase in
 (a) Fixed Assets
 (b) ICDs Placed
 (c) Investments in associates/subsidiaries
 (d) Other non-current assets
 (vi) Others
 (vii) Total (B)

 3. Long term surplus (+)/Deficit (–) (A – B)
 4. Changes in current assets Increase (+)/Decrease (–)
 5. Changes in other current liabilities (other than bank 

borrowings) 
Increase (+)/Decrease (–)

(Contd.)
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 6. Changes in WC Gap Increase (+)/Decrease (–) (4 – 5)
 7. Net surplus (+)/Deficit (–) (Difference between 3 and 6)
 8. Changes in bank borrowings Increase (+)/Decrease (–)

NOTES
 1. This report is required to be submitted by the borrower within eight weeks from the close of each half year.

 2. Information should be furnished for each line of activity/unit separately, as also for the company as a whole.

 3. Valuation of current assets and current liabilities and recording of income and expenses should be on the 
same bases as have been adopted for the statutory balance sheets, and these should be applied as such, 
consistently.

 4. Classification of current assets/current liabilities for the purpose of funds flow should be the same as in the 
case of the assessment of working capital limits and the relevant FFR-I.

 5. In respect of traders and merchant exporters, a suitably modified format for Part A and Part B should be used 
(vide Appendices 15.4 and 15.5).

(Contd.)
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APPENDIX 15.4

FINANCIAL FOLLOW-UP REPORT (FFR-II) [TME]

HALF-YEARLY OPERATING STATEMENT

(THIS REPORT REPLACES QIS FORM-III FOR TRADERS and MERCHANT EXPORTERS)

PART-A

NAME OF THE BORROWER: ____________________________________________

A. Half-Yearly Operating Statement
(` rounded off in lakh)

Activity Last Year 
(Actuals)

Current Year
(Budgeted)

Half Year Ended ____
(Actuals)

1 2 3

 1. (i) Gross Income (Net of Returns)
 (a) Domestic Sales
 (b) Exports
 (c) Sub-Total (a + b)
  (ii) Other Income
 (a) Duty Draw Back
 (b) Cash Assistance
 (c) Commission and Brokerage Received
 (d) Sub-Total (a + b + c)
  (iii) Total (i) + (ii)

 2. Cost of Sales
 (a) Purchases
 (b) Other Trading Expenses
 (c) Sub-Total (a + b)
 (d) Add: Opening Stock
 (e) Sub-Total (c + d)
 (f) Less: Closing Stock
 (g) Total Cost of Sales (e – f)

 3. Selling, General and Administrative Expenses, 
including Bonus Payments

 4. Interest
 5. Depreciation
 6. Operating Profit/Loss (Item 1 minus total of Items 

2, 3, 4, and 5)
 7. Other non-operating Income/Expenses – Net (+/–)
 8. Profit Before Tax/Loss (Item 6 plus 7)



 328 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

APPENDIX 15.5
FINANCIAL FOLLOW-UP REPORT (FFR-II) [TME]

HALF-YEARLY OPERATING STATEMENT
(THIS REPORT REPLACES QIS FORM-III FOR TRADERS and MERCHANT EXPORTERS)

PART-B

NAME OF THE BORROWER: ____________________________________________

A. Half Yearly Funds Flow Statement
(` rounded off in lakh)

Activity Last Year 
(Actuals)
(Audited/ 

Provisions)

Current 
Year

(Estimates)

Half Year 
Ended ____
(Actuals)

1 2 3

 1. SOURCES:
  (i) Profit Before Tax
  (ii) Depreciation
  (iii) Increase in Capital
  (iv) Increase in Term Liabilities
  (v) Decrease in
 (a) Fixed Assets
 (b) Other non-current Assets
  (vi) Others
  (vii) TOTAL (A)

 2. USES:
  (i) Net Loss
  (ii) Dividend Payments
  (iii) Taxes Paid
  (iv) Decrease in term liabilities (including public deposits)
  (v) Increase in
  (a) Fixed Assets
 (b) ICDs
 (c) Investments in Associates/Subsidiaries
  (vi) Others
  (vii) TOTAL (B)
 3. Long term Surplus (+)/Deficit (–) (A – B)
 4. Changes in Current Assets Increase (+)/Decrease (–)
 5. Changes in other current liabilities (other than bank borrowings) 

Increase (+)/Decrease (–)
 6. Changes in WC Gap Increase (+)/Decrease (–) (4 – 5)
 7. Net Surplus (+)/Deficit (–) (Difference between 3 and 6)
 8. Changes in bank borrowings Increase (+)/Decrease (–)

NOTES:
 1. This report should be submitted by the borrower within eight weeks from the close of each half-year.

 2. Information should be furnished for each line of activity/unit separately, as also for the company as a whole.
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 3. The valuation of current assets or current liabilities and recording of income and expenses should be on the same 
bases as have been adopted for the statutory balance sheets, and these should be applied as such, consistently.

 4. Classification of current assets/current liabilities for the purpose of funds flow should be the same as in the case of 
the assessment of the working capital limits and the relevant FFR-I.
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APPENDIX 15.6

SUGGESTED NORMS FOR INVENTORIES AND RECEIVABLES AS PER THE TANDON COMMITTEE

Sl. 
No.

Industry Raw materials 
(including stores and 

other items used in the 
process of manufacture) 

in months

Stocks-in-
process (in 

months)

Finished Goods 
(in months)

Bills 
receivable, bills  
purchased and 
discounted (in 

months)

1 2 3 4 5

1. Cotton and synthetic 
textiles

i. Cotton
2, Mumbai and Ahmedabad 
areas; 3, Eastern Areas
(Bihar, Orissa, West Bengal 
and Assam); 2.5, (Other than 
the above areas)
ii. Other raw materials
2, (All over India)

0.75
(Composite textile 
mills) 0.5, Other 
mills

2.25 2.25

2. Man-made Fibre 1.5 0.5 1.75 1.75

3. Jute Textiles 2.5 0.25 i. 1 (for domestic 
sales
ii. 1.5 (for exports)

1.50

4. Rubber products 2 0.25 1.75 1.75

5. Fertilisers

i. For nitrogeneous plants
ii. For phosphatic plants

0.75 (units near refinery)
1.50 (units away from 
refinery)

2 (units in port areas)
3 (units away from port 
areas)

Negligible

Negligible

1 (where stocks are 
in plant site)
1.5 (where stocks 
a r e  a l s o  i n  u p 
country centres)
1 (where stocks are 
in plant site)
1.5 (where stocks are 
also in upcountry 
centres)

1.25

1.25

6. Pharmaceuticals 2.75 0.5 2 1.25

7. Dyes and Dyestuffs 2.25 1 0.75 2.25

8. Basic industrial chemicals 2.75 0.25 1 1.75

9. Vegetable and hydroge-
nated Oils

1 Negligible 0.75 0.75

10. Paper 2-6 Bamboo and wood (to 
be built up in stages (from 
November to May, and 
thereafter, to be brought 
down) 2.25 Chemicals

Negligible 1 (for controlled 
sales) and 0.25 (for 
free sales)

0.75

(Contd.)
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11. Cement 1.25 Gypsum,
1.25 Limestone
0.75 Coal
1.5 Packing materials

0.5 1 1

12. Engineering automobiles 
and ancillaries

2.25 0.75 2.5 2.5

13. Engineering (consumer 
durables)

2 0.75 2.5 2.5

14. Engineering ancillaries 
(other than automobile 
ancillaries) and component 
suppliers

2 0.75 2.5 2.5

15. Engineering machinery 
manufacturers and other 
capital equipment sup-
pliers (other than heavy 
engineering)**

2.75 1.25 3.5 3.5

16. Silk and Art silk mills
(i) Weaving Mills
(ii) Processing mills
(including composite mills 
and others); (not applicable 
for job work units)

1. (Synthetic yarn) 0.5 (Cloth 
processing mills)
2. (Other Raw materials, 
vide note 1)

0.5

2.5

1.5

2.5

17. Woollen mills 3 (Raw wool, rags and waste)
1 (Synthetic fibre yarn)
2 (Other materials, vide 
note 1)

1.25 [Apr–Sep] 
(o f f  4  season) 
[Oct–Mar] (busy 
season)

18. Bulbs, fluorescent tubes 
and dry cell batteries

4* 2.5** 0.5 3

19. Storage batteries 4* 2.5** 1 3

20. Fans 3* 1** 0.5 4 @

21. Transformers 2* 0.5** 2, 1.5 2 @@

22. Switch gears 2* 0.5** 0.5, 1, 5 2 @@

* Imported **Indigenous @ In off-seasons @ @ during seasons

NOTES
 1. Raw materials are expressed in terms of ‘so many months of consumption’ and include stores and other items used 

in the process of manufacture.
 2. (i) Stocks-in-process are expressed in term of ‘so many months of cost of production’.
  (ii) In individual cases, however, the bank may deviate from the norm for the stocks-in-process, if it is satisfied that 

the actual process time involved in any particular unit, say, in view of the nature of production, past experience 
and technology employed, is more than the suggested norm.

 3. (i) Finished goods and receivables are expressed in terms of so many months of ‘cost of sales’, and ‘sales’, respectively. 
These figures represent only the average levels. Individual items of finished goods and receivables, for different 
periods, however, could exceed the indicated norms, so long as the overall average levels of finished goods and 
receivables do not exceed the amounts, as determined in terms of the norm.

  (ii) The norm prescribed for receivables relates only to inland sales, on short-term basis (i.e. excluding receivables 
arising out of deferred payment sales and exports).

 4. Stocks of spares are not included for the norms, since, in financial terms, they are not significant in many industries. 
Banks will, therefore, ascertain the requirements of spares for individual units. They should, however, keep a 
watchful eye if the level of spares exceeds 5 per cent of the total inventories.

(Contd.)
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APPENDIX 15.7
TANDON COMMITTEE LENDING NORMS: THREE ALTERNATIVE METHODS

First Method
Under the first method of lending norms, the difference between the acceptable level of current assets and the 
anticipated quantum of other current liabilities (i.e. other than bank finance, viz. largely comprising sundry 
creditors) will be calculated, and this will be termed as the ‘Working Capital Gap’ (WCG). Also, the net working 
capital (NWC) [or the margin, or the Owner’s Equity (OE)], should be a minimum of 25 per cent of the working 
capital gap. Thus, under this method, the banker will finance maximum upto 75 per cent of the working capital 
gap.

Second Method
Under the second method, the net working capital (NWC) should be a minimum of 25 per cent of the total value 
of the acceptable level of current assets. The remaining 75 per cent will first have to be financed by the other 
current liabilities (mainly sundry creditors) and the banker may finance the balance amount of the working 
capital requirements.

Third Method
The third method is quite similar to the second method, except that the composition of the acceptable current 
assets is slightly changed. In other words, under this method, the acceptable current assets would mean the total 
current assets (as commonly understood by us) less the value of the core assets. The core assets, according to 
the Tandon Committee, constitute ‘the absolute minimum level of the raw materials, goods-in-process, finished 
goods and stores, which are in the pipeline, so to speak, to ensure a continuity of production’.

These three methods of lending can easily be understood when computed in the following manner:
Given

[` in lakh]
Acceptable current assets 160.00
Anticipated current liabilities other than bank 60.00
finance (i.e. mainly sundry creditors)
Core assets 20.00

First Method

Current assets 160.00
Less: Other current liabilities (–) 60.00
Working capital gap 100.00
Less: Minimum NWC (margin) @ 25% (–) 25.00

Maximum permissible bank finance (MPBF) 75.00

Second Method

Current assets 160.00
Less: NWC @ 25% (Margin) (–) 40.00
Working capital gap 120.00
Less: Other current liabilities (–) 60.00

Maximum permissible bank finance (MPBF) 60.00
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Third Method

Current assets 160.00
Less: Core assets (–) 20.00

140.00
Less: NWC 25% (margin) (–) 35.00
Working capital gap 105.00
Less: Other current liabilities (–) 60.00

Maximum permissible bank finance (MPBF) 45.00

The maximum permissible bank finance (MPBF) and the minimum level of net working capital (NWC) under 
the three methods, in the above example, would thus, be as follows:

           [` in lakh]
 Bank Finance 75.00 60.00 45.00
 NWC 25.00 40.00 55.00
Thus, the customer will get the largest quantum of bank finance under the first method and the least in the 

third method.
However, it may be pertinent to mention here that the third method of lending had not been implemented, 

as it would have resulted in curtailing the bank’s finance for working capital quite considerably. Besides, the 
determination of the value of core assets would also have posed innumerable practical difficulties.

Let us now compute the Current Ratios (CR), i.e. 
Current Assets

Current Liabilities
 under the three methods separately.

 First Method Second Method Third Method
Current Assests 160 160 160
Current Liabilities 135 120 105
 (i.e. 60 + 75) (i.e. 60 + 60) (60 + 45)
Current Ratio = 1.18 : 1 (1.33 : 1) 1.52 : 1

We thus observe that the current assets figure is the same in all the three cases. Further, the current 
liabilities, in all the three cases comprises the amount of ‘other current liabilities (mostly sundry creditors) 
plus the amount of the MPBF’.





Management of Credit Risks by Banks

You can’t run a business without taking risks.
– Millard Drexler

In the final analysis, the only quality that all 
successful people have is the ability to take on 
responsibility.

– Michael Korda
The secret of business is to know something that 

nobody else knows.
– Aristotle

Chapter 16
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Methodology of Assessment of Working Capital Requirements by Banks
 • Concept and Models of Credit Risk Assessment (CRA) System, covering Financial Risks (Quantitative and 

Qualitative Assessments), Industrial Risks, and Managerial Risks Assessments
 • Overall Credit Risks Assessment and a Suggested Pattern of Overall Score and the Mechanism of Pricing 

of (or stipulation of interest rate on) Advances
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INTRODUCTION

The art and skill of managing credit risks is of utmost importance and interest to the commercial banks and 
financial institutions. With this end in view, some of the premier banks and financial institutions have, of late, 
evolved some scientific and mathematical tools to ascertain and assess the credit risks (creditworthiness) of 
the borrowers (both present and prospective). These tools are primarily based upon the rich experiences and 
excellent expertise of the bank officers.

HISTORICAL PERSPECTIVE

Most of the commercial banks had, sometime in the year 1992, evolved certain Credit Rating Systems (CRS), with 
a view to assessing the level of creditworthiness of their borrowers (both present and prospective), based upon 
certain objective parameters and a somewhat scientific scoring pattern, as per the range of creditworthiness and 
financial strength and stability, as revealed by their past performance (in the cases  of the present borrowers) 
and the prospects and potentials (in respect of the potential borrowers of the future).

A brief description of the various parameters and range of the scoring pattern of CRS, as was prevalent in 
some of the commercial banks earlier, has been given in Table 16.1.

Such scoring pattern for credit rating had been used by the banks w.e.f. 1 January, 1992. But it needs to 
be clarified that this has been done by the various banks on their own choice and initiative, and not under the 
RBI directive, whatsoever.

Table 16.1 Bank’s Credit Rating Systems [CRS]: Parameters and Range of Scoring 
Pattern and Rates of Interest

Rate of interest goes up usually at 0.50 percentage points each, as the credit rating goes down.

Rating* (Total) Score Rate of interest (only illustrative)

I X% (Prime Lending Rate) [PLR]

II X + 0.50%

III X + 1.00%

IV X + 1.50%

V X + 2.00%

VI X + 2.50%

VII X + 3.00%

VIII X + 3.50%

*[Various banks have, of course, used different terminologies to describe different categories, for the purpose of rating.]

Parameters Range Score

[Only Minimum/Maximum Ranges and Scores have been indicated here]

1 Current Ratio
[Actual/not projected figure]

1.34 and Above
Below 1.00

15
0

2. Debt (Total
Outside liability):
Equity ratio (Actual)

2.5 and Below

5.01 and Above

15

0

(Contd.)



 MANAGEMENT OF CREDIT RISKS BY BANKS 337

3. QIS and Renewal Data Timely submission
Non-submission [for
over 1 month for QIS
and over 3 months for renewal data]

5

0

4. Negative (–ve) Variance
In net sales
(Higher of the two, i.e. QIS and CMA)
[Quarterly information
systems and credit
monitoring arrangement]

Upto 10%
Over 25%

5
0

5. Non-compliance
of Inventory norms
[Including 20% deviation
allowed by the RBI]

Generally Complied with
[i.e. upto 20%]

Over 50%

5

0

6. Instalment on
[Deferred payment
Guarantee / Term loan]

Timely repaid
3 or more instalments
overdue

5

0

7. Compliance with
covenants and other
terms and conditions

Promptly
Non-responsive
(wegarding dividends)

5

0

8. Irregularity, including
not meeting
Letters of Credit (L/C)
commitments over

Regular for 1 year
or irregular upto 2
occasions, not
15 days on
each occasion
(occasion here means month)
Irregular on more than
4 occasions or over 60 days

5

0

9. Average utilisation 
of limit, based on
weekly outstandings

Above 85%

Less than 70%

5

1

Parameters for Negative Scores

Parameters Range Score

[Only Maximum and Minimum ranges and scores have been given here]

1. Fall in current ratio
due to diversion of
funds

(i) From above 1.33
to below 1.33
(ii) From below 1.33
to upto 1.30]
1.15 and below

–1

–5

2. Non-fund/ancillary
business transacted
through non-consortium banks

–5

–5

(Contd.)

(Contd.)
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3. Delayed submission of
stock statements (by more
than 15 days)

Upto 2 occasions
More than 4
occasions

–1
–5

4. If credit facility released and
documentation pending for
over 30 days

–5

5. Merchant banking business going 
past the bank (or consortium banks, 
if consortium advance is involved)

–5

Penal Rate of Interest
 1. Delayed submission of QIS Forms I, II, and III even by one day 1.25%
 2. Delayed submission of stock statements (say, by 15 days) 1.25%
 3. Delayed submission of renewal data (say, by 1 month) 1.25%

Maximum penal rate of interest to be charged on the account would, however, not exceed 2.25 per cent (even 
if all the 3 defaults were involved).

But, if the account is irregular on more than two occasions in the last twelve months (one occasion means 
during one month, even for one day or for all the days in the month), an additional penal rate of interest at 
1.25 per cent will be charged, over and above the ceiling rate of 2.25 per cent [i.e. 2.25 per cent + 1.25 per cent = 
3.50 per cent maximum].

But again, during the course of the application of the CRS and the experiences gained therefrom, it was 
found that the CRS was not serving the full purpose of assessing and managing credit risks on all the related 
parameters.

It (CRS) could, at best, classify the borrowers under different categories of credit risks ((1 to 9), as has been 
indicated in Table 16.1).

For example, the CRS did not take sufficient care to look into some very relevant and vital aspects for an 
appropriate assessment and management of credit risks, like the following:
 (i) Profitability;
 (ii) Repayment capacity;
 (iii) Effectiveness and efficiency of the management

Besides, the CRS did not take into account a comparative study of the historical data of the unit and/or the 
industry (i.e. the intra-firm and inter-firm comparisons), qualitative aspects of the management and the specific 
characteristics and benchmark of a particular industry. With a view to revamping the credit risk assessment 
and management process, some of the commercial banks and financial institutions have evolved and introduced 
a more comprehensive and scientific system of credit risk assessment (hereafter referred to as CRA), since the 
year 1996.

CREDIT RISK ASSESSMENT (CRA) SYSTEM

With a view to taking all the relevant factors and parameters into account, in order to arrive at a comprehensive 
opinion about a borrowal unit, the CRA system enlists:
 (i) The rationale
 (ii) The various parameters to be considered
 (iii) The scoring methodology

Broadly speaking, the CRA is applicable to all the segments of advances, viz. large-scale industrial (LSI) 
segment, small-scale industrial (SSI) segment, and Agricultural (Agrl) segment, as also the trade advances. 
The only difference, however, lies in fixing the minimum and the extent of rigour of Credit Risk Assessment 
(CRA) parameters and scoring patterns.

(Contd.)
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CONCEPT OF CREDIT RISK ASSESSMENT (CRA)

As per the CRA system, at the first stage, the risk rating has to be compiled. But at the second stage of the 
credit process, an assessment has to be made on the industry and management factors, and a judgemental 
scoring has to be given. Both these scorings must conform with each other.

Extra care, however, should be taken to ensure that each borrower scores at least the minimum permissible 
score, under both the industry and management factors, to be eligible to be granted new advance or even to 
continue the current credit facilities. Thus, a proposal for fresh credit facilities, which does not score even the 
minimum permissible grades, will not be entertained. But then, if an existing borrowal unit, already on the 
bank’s books, happens to score such a low grade, any proposal for enhancement of the working capital limit 
will not be entertained. The management of the unit should, however, be counselled to improve upon certain 
parameters and that too, within a stipulated time schedule. Care should, at the same time, be taken that the 
methodology of rating and the weightage allotted on different ranges of score are not disclosed to the units.

CREDIT RISK ASSESSMENT (CRA) MODEL

The various factors which go into appraising the credit risks, associated with any loan, have broadly been 
classified under three main categories, viz.
 • Financial risks
 • Industrial risks
 • Managerial risks

All these categories have to be first rated separately, and thereafter, each of these are to be duly weighted 
and then aggregated to arrive at a single point indicator of the risks, associated with a particular credit decision.

FINANCIAL RISKS ASSESSMENT

The assessment of financial risks involves the following:
 • Quantitative Assessments
 • Qualitative Assessments

Quantitative Assessment
The quantitative assessment comprises the appraisal of the financial strengths of the company, based upon its 
past performance and various other financial indicators. The standard measures of financial strength mainly 
are the following:
 (i) Liquidity ratios
 (ii) Profitability ratios
 (iii) Gearing ratios
 (iv) Turnover ratios

Further, while analyzing the ratios, both the
 (a) Intra-firm comparisons of the same company (i.e. the performance of the unit itself this year, as compared 

to the previous years), and
 (b) Inter-firm comparisons (i.e. to appraise as to how the company, under appraisal, is performing in 

comparison to some other companies in the same or similar lines of business and with a similar scale of 
operation, should be taken into account.

Here, both the positive and negative factors are to be taken into account.

Qualitative Assessments
Besides such quantitative appraisal and assessment, certain qualitative factors are also assessed and analyzed, 
to form a comprehensive opinion about the company. These factors have been discussed as follows.
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 (i) Accounting policies
 (ii) Policy and provision for bad debts
 (iii) Arrears of depreciation
 (iv) Contingent liabilities and claims
 (v) Auditor’s remarks, as contained in the annual report of the company (specially any qualifying remarks)

OVERALL FINANCIAL RISKS ASSESSMENT

The overall financial risk assessment comprises four parts, viz.
 • Quantitative (Static) – Parameters like ratio analysis
 • Quantitative (dynamic) – Historical comparison (i.e. intra-firm comparison)
 • Quantitative (dynamic) – Industry comparison (i.e. inter-firm comparison)
 • Qualitative financial factors

Quantitative Parameters (Static): Ratio Analyses [maximum aggregate score 50]
Under this category, six financial ratios are analysed on the basis of the latest audited financial statements of 
the borrowers. Based on the figure of the various ratios arrived at, specific scores are assigned to each of the 
ratios, depending upon the specific scoring rate (fixed on the predetermined range of the ratios), which may 
generally range on a five point scale, i.e. minimum 0 and maximum 4. But we should not stop here. Instead, we 
should also allot a specific weightage to each of these six ratios, depending upon the degree of the importance 
and ramifications of each ratio.

The six ratios are the following:
 (i) Current ratio;
 (ii) TOL/TNW (Total Outside Liabilities to Tangible Net Worth),
 (iii) Inv. + BR ÷ Sales (days)
  [Inventory + Bills receivable to sales]
 (iv) PBITD ÷ Interest (Times)
  [Profit before interest, tax and depreciation to interest]
 (v) PAT ÷ Net sales [Profit after tax to net sales]
 (vi) ROCE [Return on capital employed] (%).

When we look at these six ratios, we observe from our experience that the first two ratios (i) and (ii) are of the 
highest importance, deserving the highest weightage, followed by the third one (iii). Out of all these, the last 
three (iv), (v) and (vi) deserve the lowest weightage. We may, therefore, summarize the scores and weightage, 
based upon our personal experience, as given in Table 16.2.

Thus, we see that, while the liquidity ratio and debt equity ratio should attract the highest weightage, 
immediately and closely followed by the extent of blockage of funds in inventory and sundry debtors, the 
profitability ratios need to be given the lowest weightage.

TABLE 16.2 Scores and Weightage

Sl. No. Ratios Score Maximum Score

Minimum Maximum Weightage Aggregate

(i) Current Ratio 0 5 5 25

(ii) TOL/TNW 0 5 5 25

(iii) [(Inv. + BR) × 365] ÷ Sales (days) 0 5 4 20

(iv) PBITD ÷ Interest [Times] 0 5 2 10

(v) PAT ÷ NET SALES (%) 0 5 2 10

(vi) ROCE (%) 0 5 2 10

Total 100
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Further, the parameter of ratios being of great ramifications, these may be given the 50 per cent of the 
aggregate overall scores. Thus, the total scores arrived at, as above, should be divided by two.

Quantitative (Dynamic): Historical Comparison (Intra-Firm Comparison)  
[Maximum Aggregate Score 8]
Under this category, the undernoted four of the aforesaid ratios may be compared for the last 3 to 5 years, based 
upon the figures of the latest available audited financial statements of the company (Table 16.3).

Quantitative (Dynamic) Industry Comparison [Inter-Firm Comparison]

TABLE 16.3 Audited financial statements

Sl. No. Ratios to be Compared Basis of Comparison Scores Awarded

Minimum Maximum

(i) Current Ratio [Latest ratios compared with those 
for the last 3 to 5 years (average)].

0 2

(ii) TOL ÷ TNW ” 0 2

(iii) PAT ÷ Net Sales ” 0 2

(iv) (Inv. + BR) ÷ Sales ” 0 2

Total 0 8

Here too, the same four ratios are considered and compared, taking into account the latest available audited 
financial statements of the borrower, vis-à-vis such ratios of similar industries.

To put these in a tabular form, the position will look as presented in Table 16.4.

TABLE 16.4 Ratio Comparison

Sl. No. Ratios to be Compared Basis of Comparison Scores Awarded

Minimum Maximum

(i) Current Ratio [Latest ratios compared to the 
Industry Ratios]

0 2

(ii) TOL/TNW ” 0 2

(iii) PAT/Net Sales ” 0 2

(iv) (Inv. + BR)/Sales ” 0 2

Total 0 8

Qualitative Financial Factors (Negative Features Only)
Under this category, only negative scores are awarded, depending upon the extent of the various unfavourable 
factors and the negative impacts and ramifications expected to be felt by the company in the near future. Thus, 
depending upon the quantum of adverse impact expected, a company may be accorded a negative score, ranging 
from 1 to 10, denoting little (or almost nil) risk to very high risk and the extent of its adverse impact on the 
company’s performance and prospects.
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Take, for instance, the adverse factors such as the extent of losses suffered year after year, having an adverse 
impact on Tangible Net Worth (TNW). Depending upon the extent and quantum of the damage, the scores may 
be awarded, which may range from 1 to 10, as aforesaid. Then, if the score awarded is 1, no negative marks 
would be awarded, whereas if the score is as high as 10, the highest possible negative marks (i.e. 10) would 
be accorded. That is to say that, if the adverse impact on TNW is to the extent of 10 per cent this year, and if 
there is about 50 per cent possibility of its recurrance, the highest negative marks of 10 may be given. But, as 
against this, if only 10 per cent adverse impact is expected on the company’s TNW, no negative marks need 
be allotted. But, it must be well understood that all these assessments and quantifications (in terms of scores) 
are only judgemental, depending upon the prudence and expertise of the decision-making authority concerned.

Parameters
The various parameters on the basis of which such judgemental decisions may be taken are the following:
 (i) Contingent liabilities under excise duty/tax disputes, bank guarantees being given by the company
 (ii) Auditor’s qualifying remarks
 (iii) Accounting Policies, e.g. in regard to the valuation of inventories (like FIFO, LIFO or weighted average), 

capitalization, depreciation, revaluation of fixed assets
Such qualitative risks have two distinct factors, viz. industrial risks and management risks.

INDUSTRIAL RISKS

Different industries have different factors of risks and in varying degrees. These parameters are also taken 
into account in the Credit Risk Assessment (CRA) exercise.

Industry risks may broadly be classified as follows:
 (i) Market competition
 (ii) Pattern of cycle of industry
 (iii) Regulatory risks
 (iv) Technology and obsolescence risk
 (v) Availability of raw materials and other inputs and their pricing
 (vi) Substitute risks of finished goods

Under each of the above parameters, the risks may be assessed on a five point scale, ranging from zero to 
four, and the scores given accordingly. In case of multi-product companies, like Reliance Industries Ltd., L&T, 
Kesoram Industries, the various industry risks could be separately analyzed and the figures could be aggregated, 
at the end, with due weightage, depending upon:
 (i) Turnover
 (ii) Funds employed, in each industry

MANAGERIAL RISKS

One may argue that the management risk need not be assessed separately, as the level of financial efficiency, 
stability and profitability themselves, may be good indicators of managerial efficiency or otherwise. But then, 
they may not be quite right in taking such a stand. As we all know, with the news of the withdrawal of Choksys 
from Asian Paints, the profitability and prospects of the company had been assessed to be on the downward 
trend, which had resulted in the marked slide in the company’s share price in the stock exchanges. Though we 
may admit that this is one of the extreme examples, it, at least, serves the purpose of bringing home the point 
of imperative need of assessing management risks separately.

Let us first clarify as to the meaning of the term ‘management’. Management is said to comprise promoters, 
directors, partners and the key functionaries of the unit. The traits and characteristics of one set of management 
can be different from the other, and the profitability and prospects of a company largely depend on these factors.

Here again, the risk could be computed on a five-point scale, ranging for zero to 4, as in the case of assessing 
industry risks. The various parameters for assessing the managerial risks are:
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 (i) Integrity and honesty,
 (ii) Track record,
 (iii) Organizational structure and system,
 (iv) Expertise, competence and level of commitment, and
 (v) Perception in the capital market.

It would augur well for the credit-granting institutions (commercial banks and other financial institutions) 
to formulate and compute their own list of some value statements, based upon their own specific experience 
and organisational culture, as also the risk-taking pattern and capacity. A few illustrative (not exhaustive) 
value statements, for assessing industrial and management risks, have been given in Appendices 16.1 and 
16.2, respectively, at the end of the Chapter.

OVERALL CREDIT RISKS ASSESSMENT (CRA)

As we may observe, the old Credit Rating System (CRS) adopted by most of the commercial banks had been 
based mainly on a quantitative and mathematical (and, therefore, somewhat objective) model. But the current 
shift to the present Credit Risk Assessment (CRA) system is a combination of both quantitative and qualitative, 
objective and subjective (or judgemental or value based) system. We must, however, take care that the element 
of objectivity in the credit appraisal system should not disappear or even get indirectly diluted. To this end in 
view, it will augur well if the factors/parameters of objective and subjective evaluations are combined in the 
ratio of 2 : 1. That is to say, out of the total score of 100, while the qualitative dimension should be allotted 2/3 
or 66.6 per cent or say, 66 or 67 marks, the judgemental factors must be allotted only 1/3 or 33.33 per cent or 
say, 33 or 34 marks only.

This is so because, in the case of the existing companies, several historical data are available to form an 
opinion on an objective basis.

But in the case of new companies (that is, the newly-established companies) approaching the bank for credit, 
there is no background or historical data available to rely upon. Thus, the whole judgemental process depends 
upon the estimates of projected production, sales and profitability, making the subjectivity and intuition the 
primary basis of all evaluations and assessments.

The allotments of marks have been summarized in Tables 16.5 and 16.6, respectively.

TABLE 16.5 Working Capital Advances to the Existing Units

 (A) Financial risks  66 (minimum 25)
 (a) Static ratios 50
 (b) (i) Historical trends 8
  (ii) Industry trends 8

   (a + b) 66

 (B) Industry risk 24 (Minimum 10)
 (C) Management risk 10 (Minimum 5)

   Total: (A + B + C) 100

 (D) Qualitative only (–10)

TABLE 16.6 In the Cases of Granting Working Capital Advances to New Companies and 
Term Loans to All Units (i.e. Both Existing and New)

Financial risks 25 (Minimum 10)

Industry risk 50* (Minimum 20)

Management risk 25* (Minimum 12.5)
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(*or any variations thereof, as aforesaid, like 49/26, 48/27, 47/28, 46/29, 45/30). However, the minimum scores may be 
leftundisturbed, so as to avoid confusions and complicated calculations.)

OVERALL SCORE (A SUGGESTED PATTERN)

The overall aggregate score of the all risks may be further rated on an 8, 9 or 10 point scales. And, such ratings 
say, on a 9-point scale, may be categorised as follows (Table 16.7).

TABLE 16.7 Overall Aggregate Score

Score Range Working Capital Loans Term Loans

90 and above WC1 TL1

80–89  WC2 TL2

70–79  WC3 TL3

60–69  WC4 TL4

50–59 WC5 TL5

40–49 WC6 TL6

30–39  WC7 TL7

20–29 WC8 TL8

10–19 WC9 TL9

PRICING MECHANISM OF ADVANCES

The CRA ratings, besides assessing the credit risks, also serve as a reasonable basis for pricing each category of 
advances. And, all such pricing policies are determined on the basic principle of ‘higher risk, higher price’. Thus, 
if the prime lending rate of a commercial bank happens to be say 15 per cent per annum, and the aggregate 
spread is restricted to say 3.5 percentage points, the rate of interest to be made applicable on various grades 
(categories) of advances, may be presented (only illustratively, and not necessarily specifically) as in Table 16.8, 
just for the purpose of understanding the mechanism a little better.

TABLE 16.8 Pricing Mechanism of Advances

WC1 and TL1 PLR (presumed to be say, 15%)

WC2 and TL2 PLR + 0.50 (percentage point) (= 15.5%)

WC3 and TL3 PLR + 1.00 (percentage point) (= 16.0%)

WC4 and TL4 PLR + 1.50 (percentage point) (= 16.5%)

WC5 and TL5 PLR + 2.00 percentage point) (= 17.0%)

WC6 and TL6 PLR + 2.50 (percentage point) (= 17.5%)

WC7 and TL7 PLR + 3.50 (percentage point) (= 18.5%)

and below

[As the provision of interest tax (i.e. income tax surcharge at 2 per cent on the income of the bank, earned 
by way of interest charged (on loans and advances) has since been removed, with effect from the financial year 
2000-1, such factors have not been taken into account].
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Minimum Cut-Off Point

It may be further decided by the banks, administratively, as to what should be the minimum range of eligible 
score (minimum pass marks) below which no advance proposal should be entertained, as it may be said to be 
falling ‘below the medium risk range’ and bordering on the high risk category. And, this is a very vital decision 
to be made by the CEO, of course, in consultation with the other Top Executives.

In my view, minimum forty marks may be said to be a reasonable cut off point or the minimum hurdle rate. 
Thus, the units scoring an overall rating of minimum WC6 and/or TL6 only should be entertained, below which 
the proposal must be tactfully declined, unless some extra financial and strategically compelling circumstances 
exist, but only at the sole discretion of the CEO or, at least, one of the top executives of the bank. However, in 
the case of the existing borrowal units, scoring an overall rating of below WC6 and/or TL6, nothing can be done, 
except exercising more than ordinary care and closer supervision and follow-up in the cases of such advances, 
on an ever-alert basis. But, in such cases, the working capital limit should not be enhanced, nor any proposal of 
fresh term loans should be entertained, unless some other compelling and convincing reasons exist, as already 
mentioned earlier.

 SUMMARY
In 1992, banks had their own Credit Rating System (CRS) to assess the extent of creditworthiness and 
financialstability of the borrowers, and to quote the rate of interest, i.e. so much percentage point higher 
than the PrimeLending Rate (PLR).
But CRS could only classify the borrowers under different categories of credit risks, but could not facilitate 
management of credit risks, as the following vital parameters were missing in the CRS:

 (i) Profitability
 (ii) Repaying Capacity
 (iii) Managerial effectiveness and efficiency (of the borrowal companies)
 (iv) Inter-firm and intra-firm comparisons and analyses, based upon historical data, specially pertaining 

to the qualitative aspects (of management and prospects), based upon some acceptable and reasonable 
benchmarks.

  Thus, emerged the ‘Credit Risk Assessment’ (CRA) System, a better and comprehensive system of 
analytical assessments (both quantitatively and qualitatively) of the borrowers, both present and 
prospective. This system, however, supplements and does not replace the earlier parameters, pertaining 
to the Credit Rating System (CRS).

Two steps of Credit Risk Assessment (CRA) System:
Step 1: Risk Rating is computed, and
Step 2: Assessment is based on (a) industry and (b) management factors. Further, judgmental (not 
mechanical) scoring is given to both these aspects, separately. Moreover, the two must match, too.
Besides, minimum permissible score has also been laid down for both the parameters, for any company to be 
eligible for fresh advances and even for the renewal of the existing loans, or at least, for any enhancement 
of the credit limits, with regard to both the working capital and term loan facilities. Different parameters 
and their different ranges of scores have also been given different weightage.
Such methodology is not shared with the borrowers, though the various parameters of assessment are 
made known to them. Besides, they are, from time to time, counselled to improve upon certain parameter 
(wherever they may be lacking/lagging) within a given time frame. Besides fixing the minimum overall 
eligibility ratings, the banks have also allotted some minimum eligibility rating and standards, to the 
following three main categories, both individually and collectively:

 (i) Financial Risks (pertaining to the company)
 (ii) Industrial Risks (pertaining the industry, itself)
 (iii) Managerial Risks (relating to the effectiveness of the company’s management)
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These three are
 (i) First rated separately on credit risk dimensions, and then
 (ii) Duly weighted
 (iii) Then, all the weighted scores are totalled
 (iv) Further, single point risk indicator is arrived at
 (v) Lastly, final credit decision is taken.

(The methodologies and parameters, as also the rating patterns, vary from bank to bank, but the underlying 
principles may remain almost the same.)
Financial Risks Assessment: It involves the following:

 (i) Quantitative Aspects (Parameters): These are based on the analysis and interpretation (both intra-
firm, and inter-firm comparisons) of the following ratios:

 (a) Liquidity Ratios
 (b) Profitability Ratios
 (c) Gearing Ratios
 (d) Turnover Ratios, by taking into account both the positive and negative aspects
 (ii) Qualitative Aspects (Parameters): These comprize an analytical study of the following:
 (a) Accounting Policies
 (b) Bad Debts (Policy and Provisions);
 (c) Arrears of Depreciation;
 (d) Contingent Liabilities and Claims; and
 (e) Auditor’s (Adverse) Remarks, if any, in the Annual Report, specially qualifying (adverse) remarks, 

if any.
 (iii) Overall Financial Risk Management: This comprises the following parts:
 (a) Quantitative (Static) Aspects, i.e. Ratio Analysis
 (b) Quantitative (Dynamic) Aspects, i.e.
 • Historical (or Intra-Firm) Comparison
 • Industry (or Inter-Firm) Comparison
 (c) Qualitative Area comprising Qualitative Financial Parameters, viz. Contingent Liabilities under 

Excise Duty/Tax Disputes, Guarantees given by the Company; and the Accounting Policies, 
regarding,

 (i) Valuation of Inventories (e.g. LIFO, FIFO and Weighted Average)
 (ii) Capitalization
 (iii) Depreciation
 (iv) Revaluation of Fixed Assets

Such Qualitative Risks, however, are assessed only on negative parameters, and are allotted negative 
scores only, ranging from zero to ten (0–10).
Under the Quantitative Aspects, the following six ratios are studied (comprizing both intra-firm 
and inter-firm comparisons). Further, these are given different weightage (in percentage terms) as per 
the suggested norms. The maximum marks allotted to these aspects (being most vital and of utmost 
ramifications) are 50 per cent, out of the total of 100 per cent.
The six ratios are the following

 (i) Current Ratio
 (ii) TOL ÷ TNW
 (iii) [(Inventory + BR) × 365] ÷ Sales (in terms of number of days)
 (iv) PBITD ÷ Interest (Times)
 (v) PAT ÷ NET Sales (%)
 (vi) ROCE (%)
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While all the six (6) ratios are assessed in the range of minimum zero (0) and maximum five (5), the 
weightage given to them vary, depending upon their respective impact and influence on the overall 
financial strength of the company.
That is, while the first two, i.e. (i) and (ii) above, are given the weightage of 5 each, the last three, i.e. 
(iv)  to (vi)are given the weightage of only 2 each.
The third one, however, is given the weightage of 4.
Thus, in the aggregate, these comprise (suggestively only);
(5 × 5) × 2 = 50
(5 × 2) × 3 = 30
(5 × 4) × 1 = 20
Total    = 100
Overall proportion allotted to these ratios being 50, total score here will be 50 only.
The two Dynamic Aspects in the Quantitative Area (i.e. intra-firm and inter-firm comparisons) are given, 
say, the total score of 8 each (8 × 2 = 16). Here, however, only 4, out of the 6 ratios, noted above, are taken 
into account, (i.e. PBITD ÷ Interest, and ROCE are excluded). These four ratios may be given score of 2 
each which means (2 × 4) × 2 = 16.
The Qualitative Risks comprize two distinct features, viz.

 (i) Industrial Risks
 (a) Market Competitions
 (b) Regulatory Risks
 (c) Technological Obsolescence Risks
 (d) Scarcity of Raw Materials
 (e) Substitute Risks of Finished Goods
 (ii) Managerial Risks
 (a) Integrity and Honesty;
 (b) Track Record;
 (c) Organizational Structure and System;
 (d) Competence and Commitments of the Personnel (of the company); and
 (e) Perception (of the company) in the Capital Market, etc.

Overall Credit Risks Assessment: These comprise (i) Quantitative (or objective) Aspects; and (ii) 
Qualitative (or Subjective) Aspects. These may, therefore, better be given a weightage in the ratio of 2 : 
1(or 2/3 and 1/3), i.e. 66 and 34, 65 and 35, 67 and 33 and so on. These could be divided into (50 + 8 + 8) 
+ (10 + 24), and so on.
The scores pertaining to the Ratio Analysis (50), could be allocated somewhat in the following pattern:

 (a) Inter-firm and Intra-firm Comparisons 8 each, aggregating (16)
 (b) Industry Risk (24)
 (c) Management Risk (10)

 REVIEW QUESTIONS
 1. In what ways is the Credit Risks Assessment (CRA) system a marked improvement over the earlier Credit 

Ratings System (CRS)? Discusses.
 2. Under the Credit Risks Assessment (CRA) model, the appraisal of Credit Risks, associated with any loan, has 

been classified into the following three main categories:
 (i) Financial Risks;
 (ii) Industrial Risks; and
 (iii) Managerial Risks.
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  Which one of the following pattern of percentage distribution should generally be adopted among these three?
 (i) 50 : 25 : 25
 (ii) 33.3 : 33.3 : 33.3
 (iii) 66 : 24 : 10
 (iv) 65 : 25 : 10
 (v) 60 : 30 : 10
  Give reasons for your answer.
 3. Financial Risks Assessment must be divided under two broad heads, viz.
 (i) Quantitative Assessment, and
 (ii) Qualitative Assessment.
  What overall weightage should be given to each of these parameters?
 4. What are the main six ratios considered under the quantitative (static) parameters?
 5. What weightage should be allotted to the undernoted three dimensions of the overall Financial Risks Assessment 

(Out of the total 100 points)?
 (i) Quantitative (Static) Parameters like Ratio Analysis;
 (ii) (a) Quantitative (Dynamic) [intra-firm comparison] of the company; and
  (b) Quantitative (Dynamic) [inter-firm comparison] of the industry.
 6. What are the main parameters/factors, on the basis of which the qualitative (judgemental) decisions must be 

taken, for assessing and awarding (negative) scores?
 7. What are the main factors/parameters to be considered under the following heads?
 (i) Industrial Risks; and
 (ii) Managerial Risks.
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APPENDIX 16.1

VALUE STATEMENTS OF INDUSTRY RISKS 
[An Illustrative (Not Exhaustive) List]

VALUE STATEMENTS
 SL. DESCRIPTIONS
 NO.
 1. COMPETITION AND MARKET RISK
 A. • Monopoly or Oligopoly situation
 • High entry barriers into the industry
 • Company is one of the lead players or has an exclusive niche market or brand equity
 • Has a market share, which is growing faster than the industry
 • Does not depend on one or few buyers
 • Has a range of products
 B. • Few large players in the market
 • There are some barriers to entry
 • Company is one of the top three players
 • Has an established brand which is well received in the market
 • Has a share which is steadily growing, apace with the industry growth rate
 • Has a large area of operation
 • Has adequate orders on hand
 C. • Competition heating up but, by and large, the demand still exceeds supply
 • Virtually no entry barriers
 • Company is one of the average players
 • Its products are reasonably well-received and have some image
 • Company’s market share is steady, though there is recession in the market
 • Depends on one or few buyers
 D. • Supply exceeds demand but regional/product niches still exist for exploitation
 • Specialized niche-oriented firms making an entry
 • Company is a minor player but has some regional brand equity, the market share is declining
 • Insufficient orders in hand
 • Recession in the market
 E. • The industry has a problem of oversupply and/or low capacity utilization
 • The company is an insignificant player with no distinguished product
 • Market share is insignificant

 2. INDUSTRY CYCLICALITY

 A. • Long-term prospects of the industry are excellent
  • Fairly stable industry cycles
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 B. • Long-term industry
  • Outlook stable
  • Modest industry cyclicality
 C. • Long-term outlook stable, but for some critical factors
  • Industry cycle on the upswing
 D. • Susceptible to unfavourable changes in the economy
  • High degree of cyclicality
  • Cycle on the downswing
 E. • Industry in the startup or declining phase
  • Long-term outlook uncertain

 3. REGULATORY RISK (INCORPORATING ASPECTS OF LABOUR AND ENVIRONMENT)

 A. • Business not affected by the regulatory framework
 • Operations are not hampered by lack of skilled labour
 • Harmonious labour relations and no stoppages due to labour unrest
 • All environment/pollution related clearances have been obtained
 B. • Regulatory and legislative issues create some vulnerability but potential impact on the company 

not significant
 • The issues can be tackled appropriately
 • There have been no stoppages on account of labour unrest
 C. • Demanding environment, labour and regulatory scenario
 • Can be problematic, if the company does not take care
 • Profitability has not been affected so far
 D. • Legal, labour or regulatory environment may create a difficult and problematic situation
 • Frequent stoppages on account of labour unrest
 • Can deliver shocks, affecting the viability of the company
 E. • The company/firm/unit is unable to cope with the Labour/Regulatory/Legal scenario

 4. TECHNOLOGY AND QUALITY CONTROL
 A. • World-class technology or tie-up with a World-Class Major; there is no problem relating to transfer 

of technology
 • Adequate measures for quality control are in place
 • Maintenance of Plant and Machinery is in good condition
 • Premises are suitable for current production and immediate expansion plans
 • Capacity utilization is high
 B. • Technology proven. Not subject to any vast changes in the medium term
 • No change in the product line is expected in the medium term
 • Maintenance of Plant and Machinery is satisfactory; breakdowns have not affected production 

schedules
 C. • Technology is likely to undergo changes which could affect the company/firm
 • Product has substitutes and the unit is finding it difficult to manage in the face of competition
 • Quality control measures require to be tightened
 • Capacity utilisation is satisfactory
 D. • Technology could face severe competition from the improved versions of global players
 • Tie-up is essential
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 • Product innovations are changing the face of the industry
 • Substitutes emerging
 • Plant and machinery require frequent repairs
 E. • Outdated technology or technology subject to very fast obsolescence or, technology as yet untried 

and untested
 • Severe threat of substitute products
 • Frequent breakdowns in plant and machinery leading to stoppages over long periods

 5. USER PROFILE
 A. • Engineering/industrial product of wide acceptance/usage
 • The product is distinctive
 • There are no complaints about rejection of the company’s products
 • The company’s products are protected by patents
 • There is a wide area of operation
 B. • There is a large number of buyers for whom the input is critical
 • The users of the product have no substitutes
 • The company is able to adhere to the delivery schedules
 C. • The user industry is increasingly going for backward integration in order to maintain their 

spreads; therefore, the demand for the unit’s products is falling
 • The user industry is employing alternate inputs to be able to compete
 • The company is struggling to meet the delivery schedules
 • Off-take dependent on government spending
 D. • Packaging, after-sales service, etc., are material to the sale of the product and the company is 

unable to meet customers’ requirements regarding the quality of packaging
 • Company is falling behind in meeting delivery schedules
 • Frequent rejections of the company’s products
 E. • Sale is seasonal
 • Consumer product heavily dependent on promotion, back-up, image, tastes, styles and perceptions 

of the buyers
 • Product is custom-made to specifications and has no alternate use
 • Company is unable to meet the delivery schedules

 6. INPUTS PROFILE
 A. • Raw materials – easily available
 • Steady price
 • No risk of sourcing by alternate users or more profitable usages elsewhere
 • Substitutes inputs available
 • There is no risk in sourcing the imported raw materials
 • Appropriate price escalations clauses have been provided
 B. • Raw material – generally available
 • Price more or less steady
 • Has few other usages but supply is adequate
 C. • Raw material availability ensured by tie-ups with suppliers
 • There are no substitute inputs
 • There is difficulty in ensuring that customers agree to price escalations
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 D. • Timely availability is critical and there have been slippages on account of inadequate supplies
 • Needs large stocking levels and planning needed to prevent stock-outs
 • Industry highly dependent on critical raw materials
 • Price variations are not fully passed on to the consumers (Price escalation clause is inadequate)
 E. • Availability extremely seasonal
 • There are extreme price fluctuations
 • Production loss has occurred on account of scarcity of raw materials
 • Input prices controlled
 • Alternate uses for the raw materials exist
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APPENDIX 16.2

VALUE STATEMENTS OF MANAGEMENT RISK 
[An Illustrative (Not Exhaustive) List]

VALUE STATEMENTS
 SL. DESCRIPTIONS
 NO.

 1. INTEGRITY``````````
 A. • No fraudulent deals/connections.
 • On no occasion has any unsatisfactory feature of the management come to light.
 • The integrity and character of the management is beyond reproach.
 B. • The full history of the management not available but the management is reportedly reliable and 

is of good integrity.
 • Features revealed by reports on the conduct of Accounts/Stock Audit/Inspector’s remarks do not 

indicate doubtful integrity.
 C. • There are apparently no adverse reports about the integrity of the management/promoters.
 D. • Features revealed by reports on the conduct of Accounts/Stock Audit/Inspector’s remarks, could 

be pointers to doubtful integrity.
 • There are reasons to doubt the integrity of the promoters/management.
 E. • Could be dubious.
 • History indicates antecedents of being involved in civil/criminal suits and questionable deals.

 2. EXPERTISE, COMPETENCE/COMMITMENT
 A. • Highly qualified professionals working as a team.
 • Record of timely execution of projects.
 • The management has a well-defined strategy for the future.
 • The line of succession is well established.
 B. • The company has professionals in the key areas under the overall control of owners, who function 

independently.
 • The projects undertaken are well executed and in time.
 • Promoters/management have the relevant experience.
 C. • The company has very few professionals (less than 25 per cent of the top management or owners); 

however, the management is satisfactory.
 • The line of succession is unclear for the present but there are appropriate plans on the anvil.
 D. • Projects are delayed for various factors, which reveal inadequate planning process.
 • Diversification based on ad-hoc decisions, revealing no clear game plan or strategy.
 E. • The management centres around one or two people only. Projects are inordinately delayed.
 • There is an unrelated diversification planned by the management at an extremely fast pace.
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 3. TRACK RECORD
 A. • Achieves sales projections, maintains financial discipline.
 • No irregularities/devolvement of Letter of Credit (L/C) in the account.
 • Record of meeting commitments to tender and creditors is excellent.
 • No defaults in group companies.
 • Credit summations are adequate.
 • Management have adequate measures for warding off takeover threats.
 B. • Achieves sales projections except for unexpected external factors.
 • Accounts are regular.
 • Repayment of loans are some times delayed.
 • Some group companies are not doing well but the management is cooperating in reviving/ settling 

them.
 C. • Sales projections have fallen short but this is a short-term phenomenon.
 • The accounts are satisfactory.
 • Repayments delayed but account continues to be a standard asset.
 • Overall group/associate company record is average.
 D. • Accounts maintained mostly irregular but remain standard. Loans rescheduled and running 

regular.
 • Instances of returned bills constitute more than 25 per cent of the total bills.
 • Delayed submission of reports/statements.
 • Sales projections are not achieved.
 E. • Not amenable to financial discipline, like submission of statements, adherence to covenants, and 

so on.
 • Diversion of sale proceeds through other banks on record. Cash liquidity management problems.
 • Accounts are frequently irregular aggregating more than four months in a year.
 • A few group companies have been/are in default; their loans are doubtful.

 4. STRUCTURE AND SYSTEMS
 A. • Adequate delegation has taken place, sound budgeting/MIS/reporting/costing systems are in 

place.
 • Statutory requirements are met.
 B. • Key positions are owner driven but, by and large, the top and senior management take independent 

decisions.
 • Well-laid down systems of reporting.
 C. • Systems relating to budgeting, costing are in place but usually, are not strictly adhered to.
 D. • Management has a lot of other interests and bestows only limited control/interests in the unit.
 • No adequate second line of command.
 • Some system areas are inadequate, e.g., costing, receivables/invoice follow-up
 E. • All decisions are dependent on one person. Reporting system non-existent.

 5. CAPITAL MARKET PERCEPTION
 A. • The company/management/group has successfully tapped the capital market in the past three 

years and the subsequent performance shows achievement of the plans given to the market.
 • The company is improving its Earning Per Share (EPS); has a good record of dividend payments 

and is not in default with FIs/Banks/Stock Exchanges.
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 B. • The company/management/group has successfully tapped the capital market in the past.
 • The track record vis-à-vis plans is not yet known. However, the project is on schedule and there 

are no adverse features.
 C. • The company/management/group has been able to tap the market in the past.
 • Their recent performance, sales/ profits/EPS, has not been entirely as per the projections, but 

the outlook still remains positive.
 D. • The company/management/group are approaching the capital market for the first time.
 • Their track record and other features carry indications of some adverse features, which could 

affect the market perception.
 E. • The company/management/group have not been able to adhere to their plans in the past.
 • Their accounts have run into default and their ability to be able to reach the market is in 

doubt.





Disbursement and Follow-up of 
Working Capital Finance by Banks

Good bankers, like hot tea, can only be appreciated 
when they are in hot water.

– Jaffar Hussein
Money in the bank is like toothpaste in a tube. 

Easy to take out, hard to put back.
– Earl Wilson

Chapter 17
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Seven significant steps and strategies to ensure success and security of bank advances, viz.
 • Project Appraisal
 • Assessment of Working Capital Requirements
 • Phased Disbursement of Loans
 • Supervision and Followup of Advances and Performance Monitoring
 • Timely Detection of Early Symptoms of Sickness in Companies
 • Supervision and Control of Irregularities in Advances (obtaining at the Banks’ Branches) by the Controlling 

Authority
 • Rehabilitation of Viable Sick Units by Banks and closure of Non-viable ones
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INTRODUCTION

The main factors that must be taken care of by the commercial banks and financial institutions in regard 
to the management of credit risks comprize the realistic assessment of the credit needs, sanction and 
phased disbursement of the loans, and effective post-disbursement supervision and follow up of advances. 
Thus, the efficiency and effectiveness of the credit risks management largely depends on the following 
seven factors:
 1. Prompt and realistic appraisal of the projects on receipt of the loan applications along with the project 

reports.
 2. Prompt and realistic assessment of the credit requirements, both short-term (working capital) and long-

term (term loan).
 3. Phased disbursement of loans to ensure proper end-use of funds.
 4. Effective supervision and followup of advances and periodical performance monitoring of the companies 

through intelligent scrutiny of their books of accounts, stock statements and financial statements, coupled 
with personal dialogues with the owners and/or managers of the companies.

 5. Timely detection of early symptoms of any sickness at the incipient stage itself, and prompt and effective 
implementation of suitable remedial measures to put the companies back to health.

 6. Effective supervision and control of irregularities in advances by the bank’s branches as also by the 
controlling office.

 7. Prompt decision and action in regard to the rehabilitation of viable sick units or calling up of the advances 
of non-viable sick units.

In this exercise they must, inter alia, consider the following four facets connected with the issue, namely:
 (i) The objectives (rationale) behind each of the instructions/systems and procedures laid down by the banks;
 (ii) The actual practices obtaining at most of the branches of the banks; and
 (iii) The main reasons for flaws/gaps, if any, between the banks’ instructions/laid down systems and procedures, 

and the actual practices being followed at most of the branches of the banks, and
 (iv) The strategic steps that could be taken with a view to bridging such gaps, if any, effectively and 

fruitfully.

PROJECT APPRAISAL

Objectives
Project appraisal comprizes a critical examination and analytical evaluation of a loan proposal for a project 
with a view to seeing whether the loan amount, and interest thereon, can be repaid out of the profit generated, 
within a reasonable time. It provides the analytical base for the decision-making process.

The main objectives of project appraisal are the following:
 (i) To assess whether the entrepreneurs are well equipped, technically and managerially, to execute the 

project, and whether their antecedents, such as character, creditworthiness and integrity are satisfactory.
 (ii) To examine the technical feasibility of the process of manufacturing the product and the availability of 

the infrastructural facilities, and raw materials
 (iii) To realistically determine the market demand for the proposed product and the achievability of the 

projected sales.
 (iv) To estimate the quantum of bank finance required.
 (v) To assess the profitability of the project on a realistic basis, and the adequacy of the cash surplus for 

repayment of the loan within a reasonable time.

Flaws Observed in the Banks’ Project Appraisal
Instead of making independent and realistic estimates of the projected sales and profitability, keeping in view 
the technical competence of the entrepreneurs and the quantum of demand for the products, and the extent 
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of competition and most of the members of the operating staff at the banks’ branches have been found to be 
largely guided by the estimates of the entrepreneurs, as incorporated in the project reports. These initial lapses 
at the project appraisal stage itself had, naturally, led to the steady deterioration of the financial health in 
most of the units, as has been revealed in several empirical studies on the subject. Such units had ultimately 
fallen sick beyond rehabilitation, as they were facing serious marketing problems, and could not surmount 
such difficulties, even at a later stage.

Flaws Generally Observed in the Project Appraisal by the Bank Officers
The sales of some of the units had fallen short of the projected levels estimated in the project reports due to 
stiff competition in the market. The extent of competition and the level of achievable sales were not thoroughly 
examined by the bank officers independently, on a realistic basis, at the project appraisal stage. Some other 
units also initially faced some competition in the market, but the entrepreneurs concerned strived hard and 
ultimately succeeded in establishing themselves in the market by adopting suitable marketing strategies and/
or by improving the quality of their products.

The products of some units could not establish themselves in the market due to their poor quality, ultimately 
resulting in the sickness of these units. As the entrepreneurs concerned could not improve upon the quality of 
their products, even at a later stage, their units became non-viable and the loans were called up by the bank. 
The bank officers had thus, failed to properly assess the technical competence of the entrepreneurs at the 
project appraisal stage.

The bank officers did not forewarn the entrepreneurs at the project appraisal stage, regarding the pitfalls of 
overdependence on one or a few bulk buyers, viz. government departments or large-scale industries. They could 
have counselled the entrepreneurs to explore an alternative broad-based clientele in the open market as well.

Some units, which were initially dependent on government departments or a large-scale industry, and had 
fallen sick, due to change in the government policy or the failure of the parent unit, could be rehabilitated by 
the bank, as the entrepreneurs could subsequently find some alternative buyers to establish themselves in the 
open market. Some units, however, steadily grew and prospered, as these were selling their products to the 
government departments as also in the open market, right from the beginning.

ASSESSMENT OF WORKING CAPITAL REQUIREMENTS

Objectives
It is imperative and crucial for the banks to assess the working capital requirements of the borrowers promptly 
on a realistic basis. Although over-financing may lead to diversion of funds and avoidable interest burden, 
underfinancing, too, may cause financial constraints and avoidable hardships to the unit.

It has been usually observed that whenever a borrowal unit has been granted a higher amount of loan than 
actually required, most of the borrowers have tended to avail of the entire loan amount and divert the surplus 
funds for renovation/repair of their residential buildings or for purchase of car or such other consumer durables, 
making the conduct of the account irregular ab initio.

However, the act of under-financing (though not desirable) may, after all, turn out to be a much lesser evil, 
as the borrower would soon start feeling the brunt of shortage of funds, and, therefore, may have to come back 
to the bank for some more financial help. In such a case, the bank officer would do well to reassess the credit 
needs, based upon the actual performance and the actual level of the activities of the unit, on the basis of its 
past experience, though brief.

Bank’s Systems and Procedures for Assessment of Working Capital Requirement
In most of the banks, the instructions are clear and detailed, covering all the relevant factors, for consideration 

by the operating staff, while assessing the total working capital requirements. Banks also prescribe separate 
detailed loan application forms for the purpose, for different levels of such financial requirements.

Further, the bank officers are required to consider the various factors for the assessment of the total working 
capital requirements, as per the pro forma given in Table 17.1.
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TABLE 17.1 Factors to be Considered by the Bank Officers for the Assessment 
of the Total Working Capital Requirements

A. Anticipated monthly sales `

B. Cost of raw materials per month `

C. Total expenses per month `

D. Cost of production per month `

Sl. No. Item Period of 
Stocking/

Realization of 
Payment

Working  
apital 

Requirement 
`

Margin % Value 
(of 

margin) 
`

Permissible
Limit 

(3 – 5) `

1 2 3 4 5 6

(a) Imported raw materials -month(s) - - - -

(b) Indigenous raw materials -month(s) - - -

(c) Stock-in-process -week(s) - - - -

(d) Finished goods -month(s) - - - -

(e) Bills receivable -month(s) - - - -

(f) Expenses -month(s) - 100 - nil

Total - - -

Flaws Generally Observed in the Assessment of Working Capital Requirements by the Bank Officers
A proper assessment of the working capital requirements by the banks depends on the realistic assessment of 
two main factors, viz.
 (i) Anticipated monthly sales
 (ii) Period of stocking of the various components of inventories, and the terms of credit sales

On perusal of the records of some of the banks, it was observed that, in most of the cases, the level of 
estimated sales was taken on an over-ambitious basis, as projected in the relative project reports, resulting in 
over-financing and extra interest burden and even diversion of funds, ultimately resulting in the deterioration 
of the financial health of the units. The bank officers did not make their own independent estimates of sales 
on a realistic basis at the project appraisal stage itself, keeping in view the installed capacity, the demand for 
the product, the extent of competition in the market, and so on.

It was further observed that the bank officers usually arrive at the total working capital requirements on 
an ad-hoc basis, and thereafter compute the period of stocking/payments and/or realization of sundry debtors, 
so as to conform to such figures. In some cases even this exercise is not done and only the total working capital 
requirement is put in the assessment form.

Main Reasons for such Flaws in the Assessment of Working Capital Requirements by the Bank Officers
Personal interviews with the bank officers have revealed that the system of realistic assessment of working 
capital requirements, though meticulously laid down by the banks, was not being followed at the branch level, 
mainly due to:
 (i) Lack of job knowledge and skills in these areas on the part of the operating staff at the branches; and
 (ii) Ever-increasing workload at the branches, not commensurate with the staff strength.
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Suggestions
It is, therefore, suggested that the operating staff, lacking in such job knowledge and skills, should be imparted 
the required institutional training in these areas in the banks’ staff colleges and staff training centres, more 
with practical and pragmatic approaches, mainly based on some practical exercises and live case studies.

Moreover, the banks would do well to come out with some sort of handbook, by updating and consolidating 
the instructions, wherever necessary. They should print sufficient number of copies thereof, so that each and 
every officer of the bank, dealing with industrial advances, may have a personal copy for his guidance and 
reference purposes. A sufficient number of extra copies should also be kept in stock to be promptly supplied to 
other officers, as and when they get inducted into the work connected with industrial financing.

PHASED DISBURSEMENT OF LOANS

Objectives
With a view to ensuring proper end-use of funds, banks should disburse the amount of the sanctioned loans in 
aphased manner, in accordance with the gradual increase in the scale of operations of the units and the levels 
of their stocks of inventory and book debts. Further, term loans are also required to be disbursed in instalments, 
commensurate with the progress made in the implementation of the project.

Flaws Observed in the Disbursement of Loans by the Bank Officers
It has been observed that, in most of the cases, the bank officers had allowed the entrepreneurs to withdraw 

the entireamount of the working capital loans soon after these were sanctioned to them, resulting in an avoidable 
extra interest burden on them. Further, most of them had resorted to diversion of funds, i.e. applying short-
term sources of funds (working capital loan) for long-term uses, e.g. for acquiring fixed assets or for unplanned 
expansion/diversification.

This had led to the problem of paucity of working fund, adversely affecting the operating cycle, coupled 
with the other ramifications, ultimately resulting in the steady deterioration in their financial health, beyond 
rehabilitation. In some cases, it was observed that, though the entrepreneurs had stated in the application form 
that the required quantum of own fund (equity) would be invested by them in the venture, they actually did not 
do so in full measure, or else, they later gradually withdrew their own fund from the business. In some cases, the 
bank officers even end up advancing against raw materials supplied on credit, amounting to double financing.

Suggestions
 (i) It is, therefore, suggested that the bank officers should allow drawings in the working capital loan 

accounts in a phased manner, commensurate with the gradual increase in the scale of operations of the 
new units and the levels of their stocks of inventory and book debts. This way, they would be able to 
ensure the end-use of funds and guard against the risk of diversion of funds by the entrepreneurs.

 (ii) Further, the bank officers should get the required margin money for working capital loans deposited in 
cash with the bank in the accounts of the units, before releasing the loan amount to them. The margin 
money so deposited by the entrepreneurs should also be reflected in their books of accounts.

 (iii) Besides, while encashing cheques, specially those drawn in favour of the entrepreneurs and/or in round 
thousands, the bank officers would do well to satisfy themselves, beyond doubt, that the amount was 
being withdrawn for genuine business transactions, and not for the purpose of siphoning off of the 
entrepreneurs’ own fund from the business.

 (iv) Due care must be taken by the bank officers to avoid double financing against the materials supplied to 
the units on credit. This can very well be done by perusal of the relative invoices for the goods purchased 
on cash payment basis, or already paid for, when due. Better still, if such bills are routed through the 
bank. The perusal of the books of accounts of the company may as well clarify the position.

 (v) Term loans, of course, should be disbursed in instalments, commensurate with the stages of progress in 
the implementation of the project. Payments should preferably be made directly to the suppliers of the 
machinery. Proportionate amount of margin for term loans should be deposited with the bank before 
disbursement of each instalment of the loan amount.
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SUPERVISION AND FOLLOW-UP OF ADVANCES AND PERFORMANCE MONITORING OF UNITS

Objectives
The objectives of post-sanction supervision and followup of advances are the following:
 (i) To check the end-use of funds.
 (ii) To verify the quantity and quality of assets charged to the bank, and also to ensure that the outstandings 

in the accounts are fully covered by the securities of adequate value.
 (iii) To regularly monitor and assess the financial health of the unit, and to take timely preventive or corrective 

measures, wherever called for.

Types of Supervision and Follow-up
Post-sanction supervision and followup can be broadly classified under two categories, viz.
 1. Quantitative or Security-Oriented
 2. Qualitative or Activity-Oriented

1. Quantitative or Security-Oriented Supervision and Followup

Such a step helps the bank officers to ensure that:
 (i) The condition of the factory premises, machinery and equipment financed by the bank, is in order
 (ii) The machinery is intact and in good working condition
 (iii) The stocks of inventory charged to the bank are adequate to cover the outstandings in the account
 (iv) The insurance cover is adequate

The stocks of inventory charged to the bank are to be verified with the latest stock statements, which should, 
in turn, be reconciled with the figures in the company’s books and records, as on the date of inspection.

2. Qualitative or Activity-Oriented Supervision and Followup

It is heartening to note that the banks have since commenced activity-based supervision and followup, in addition 
to mere physical verification of assets, to monitor the performance and prospects of companies.

The key indicators of performance are the levels of activity (production and sales) and profitability of the units.
Some banks have, therefore, laid down the following guidelines for the inspecting officers:

 (i) The books of accounts, like cash book, sales, purchase and stock registers, should be maintained by the 
companies/firms properly and kept up-to-date. Invoices may be checked by the inspecting officers at 
random, to know the mode of purchase (on credit or cash basis), and terms of purchase and payment.

 (ii) Stocks should be regularly turned over. If there is any accumulation of slow-moving/non-moving items of 
finished goods, semi-finished goods and raw materials, reasons for such a condition should be enquired 
into, and remedial measures suggested and implemented.

CASE STUDY–I
A company, manufacturing aluminium fittings for supply to the State Electricity Board, had a number of items, 
which had not been taken delivery of for a long time. It later transpired that these were the items rejected by 
the State Electricity Board, as they were not up to the desired specifications. The company, however, continued 
to avail of the Drawing Power (DP) against such rejected stocks also, at their full value, though these were now 
worth scraps only. Fortunately, a branch of another bank was later opened in the vicinity of the unit’s factory, 
and the former bank most willingly and readily transferred the account of the company to the other bank, the 
day such a request was made by the company.

This example is cited only to highlight and stress the point that, if some stocks are not moving at all for 
long or are slow-moving items, there must undoubtedly be something wrong somewhere, worth enquiring into.
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CASE STUDY–II
A cycle manufacturing unit had huge stocks of some non-moving items of bicycle parts like hubs, chain, wheels 
and spokes. On enquiry, however, the Managing Director of the company confided with the bank officer that 
these were the high value and scarce imported items and so these were being used very sparingly. But when 
he was asked to show an ‘imported’ bicycle assembled with these non-moving items, he had to confess that 
these constituted only the few odd parts of the erstwhile imported bicycle, and as such these were of no value, 
whatsoever. Thus, sometimes it pays if the pleas advanced by the borrowers are not taken at their face value. 
Instead, a cross-examination may help us to get some hidden facts and facets revealed, to the advantage of 
the bankers and other creditors.
 (iii) Where the number of items charged to the bank is large, the inspecting officers may check such items 

on the principle of ‘ABC Analysis’, whereby all A class (high value) items may be checked thoroughly 
during each visit. Only a certain percentage of B and C class items, however, may be checked during each 
visit so that all such items may be covered within, say, six months. Goods should be stocked according 
to sizes, weights, lots and groups, to facilitate easy inspection.

CASE STUDY–III
While verifying the stocks, at one of the godowns, a bank officer got more than 10 lakh pieces of pocket combs 
physically counted and detected a shortage of some 4,000 pieces. He pointed this shortage to the borrower with 
a ‘victorious’ smile on his face, despite the fact that the entire shortage accounted for hardly ` 400, at ` 100 per 
thousand pieces. The borrower naturally felt sorry and belittled but instantaneously brought back a big box 
full of such pocket combs containing roughly more than a lakh pieces.

Such low value ‘C category items’ should have better been verified with eye estimates, rather than wasting 
the valuable time on counting of such lowest of the low value items, piece by piece.

Similarly, it will augur well if the bank officers could acquire the skill and expertise to find out an approximate 
weight, in cases of heavy-weight items (like iron ores and ingots, stocked in heaps of, say, 5 ton each, or steel 
strips of varied thickness and width stocked in coils just through an eye-estimate. Adopting a very time-
consuming and expensive process of getting the entire stocks physically weighed each time, may prove to be 
very impractical and even imprudent. Such expertise may be acquired by the bank officers through constant 
practice and experience. Inspecting officers of companies, too, may adopt such techniques while verifying the 
company’s stocks of inventories and stores, periodically.
 (iv) Stocks-in-process should be in proportion to the time required for conversion of raw materials into finished 

goods.
 (v) Activity level may be assessed from the order book, daily production register, general tempo of activity 

in the unit and number of shifts
 (vi) Outstandings in loan accounts should be related to the activity level, and actual activity levels should 

be compared with the projected levels. Reasons for major adverse variance, if any, should be enquired 
into.

  Debit and credit summations on the accounts are also good indicators of the levels of production and 
sales of the units.

 (vii) When there is a decline in sales, production and/or profitability, the reasons must be ascertained, and 
remedial measures taken promptly.

 (viii) Idle machinery, rejected items, and additions or disposal of fixed assets, should also be checked.
 (ix) A unit’s accounts should be scrutinized periodically, and where the accounts are irregular due to 

nonpayment of instalments or excess drawings, the entrepreneurs should be promptly advised to regularize 
the position.

 (x) An enquiry of bills outstanding in Cash Credit (Bills) account beyond a reasonable period (depending 
upon the lead time and transit time) needs to be conducted.



 364 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

 (xi) Sales through associate or sister concerns, and the bills drawn on them for the purpose, should be 
monitored with extra care.

 (xii) The reasons for the return of bills or undue delay in their payments, should be enquired into.
 (xiii) Bills outstanding in the bank’s book should be compared and cross checked with the unit’s bills receivable 

register.
 (xiv) The position of orders pending, being executed and anticipated, should be enquired into and matched 

with the production and sales. This should be followed up in subsequent inspections.
 (xv) The inspecting officers should discuss with the company’s management the general trend in the market, 

the unit’s problems regarding supply of raw materials, labour and infrastructural facilities, performance 
of the unit’s competitors, future plans and share their own experiences of other similar units. This would 
give them a clue to the imminent problems of the unit, if any.

 (xvi) Surplus cash generated and its utilization, and the management of cash and working capital, should be 
monitored.

 (xvii) Where goods are stored in different places, inspection of all the godowns should be conducted 
simultaneously, on the same day.

CASE STUDY–IV
While taking over the charge of an industrial finance branch of the State Bank of India in Kanpur, the bank 
officer had inspected one of the godowns of a borrowal unit and wanted to verify the stocks stored in the other 
godown too the same evening. The Managing Director of the company, however, suggested to him to defer the 
inspection to the next morning, as it was already quite late in the evening.

The bank officer had agreed, reluctantly though. The very next morning, he inspected the stocks stored in 
the other godown of the same borrower and immediately thereafter proceeded to inspect the first godown again, 
though he had already verified the stocks stored therein only last evening. His suspicion came true – the entire 
stocks of the first godown had been shifted to the second one, overnight.
 (xviii) Market enquiries may also be made about the unit.
 (xix) Inspection card/register should be filled in after each inspection.
 (xx) Godown cards should also be properly placed in the godowns, duly tied or pressed, to avoid their loss or 

destruction.

CASE STUDY–V
One of the borrowers of the State Bank of India (SBI) had fraudulently taken concurrent borrowings from 
another bank also, on the security of pledge of the same stocks stored in the same godown, having two 
entry doors on the opposite sides of the godown. One day, when the godown-keeper of State Bank of India 
(SBI) had gone to effect the delivery of some stocks from the godown, he, to his utter surprise, happened to see 
the godown-keeper of another bank. On enquiry, he found that the same stocks were pledged with the other 
bank too. Being a smart and intelligent person, he immediately rushed to his branch office, took the required 
number of locks, engraved with the name of the bank thereon, and locked all the entrances to the godown from 
outside, even over and above the locks of the other bank, wherever found. Besides, all the doors were locked 
from inside too, which could be used as an incontrovertible evidence as to which of the two banks actually had 
the entry into the godown. Further, as per the practice of State Bank of India (SBI), the godown card was also 
kept inside the godown, wherein the entries, matching with the entries in the godown register, appeared on a 
day-to-day basis.

Thus, in the Court of law, the State Bank of India (SBI) could prove, beyond doubt, that the officials of State 
Bank of India (SBI) alone had the entry inside the godown, and that the other bank apparently and obviously 
had put on its lock later, and that, too, only from outside, as there was no documentary (or even circumstantial) 
evidence to prove that its officials had ever gone inside the godown.
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It is, therefore, suggested that the bank officers must invariably make a thorough inspection of the godowns 
(in a completely empty state) wherein the goods are proposed to be stocked and stored, and ultimately pledged 
to the bank, so that all the entries into the godown from outside can be thoroughly checked. Further, all the 
doors and locking arrangements should be verified to be strong enough to prevent any easy unauthorised entry 
into the godown.

As a matter of abundant precaution, all the entry doors and windows of the godown should be locked from 
inside also, to prevent any unauthorised entry from outside. Further, all the locks affixed therein must bear 
the bank’s name prominently engraved thereon, so as to constitute as a public notice that the stocks stored 
therein are already pledged to the bank. A prominently-painted sign board should also be distinctly displayed 
at the main entrance to the godown, as also on the other side walls
 (xxi) All units should be advised to maintain an inspection register at the place of business, and the inspecting 

officers should note down the irregularities observed during the inspections. On return to the bank, the 
entrepreneurs should be advised, in writing, about the irregularities observed, with a request to set right 
the position immediately. During their next visit, attention should be paid to check the progress made 
in regard to the rectification of the irregularities observed, during the previous visits.

The above instructions of the bank, regarding periodical supervision and followup of advances, are considered 
to be sufficiently detailed, clear and effective, with a view to ensuring the safety of the bank’s advances and 
the health of the units, on an on-going basis. The banks have also been reasonable in stipulating that such 
detailed supervision and followup were required to be done by the inspecting officers in cases of advances of 
higher value, like over ` 5 lakh or so.

Frequency of Inspection
The frequency of inspections, for different quantum of advances, may be fixed by the banks somewhat on the 
following lines, as presented in Table 17.2:

TABLE 17.2 Frequency of Inspections for Different Quantum of Advances

Sl. No. Quantum of Advances Frequency of Inspection

1. Loans, say, upto ` 5 lakh Once in 3 months by Field Officers

2. Loans, say, above ` 5 lakh and upto ` 10 lakh Once in 2 months by Field Officers

3. Loans, say, above ` 10 lakh Monthly by Field Officers

Branch managers may, however, be required to inspect the units with loans above ̀  10 lakh once in 6 months. 
For the first four months of disbursement of the loan, however, the inspection should be carried out by the 
Field Officers on a monthly basis in all the cases, as more than ordinary care needs to be exercised to monitor 
the activities of new units, and to rectify the initial difficulties, if any.

In the cases of unsatisfactory accounts, the inspection is required to be carried out at shorter intervals, 
irrespective of the loan amounts, till the units are nursed back to health or the loans are called up and recovered.

The branch manger is required to verify the inspection register each month so as to find out the units not 
inspected during the previous month, and to ensure that such units are inspected during the current month.

TIMELY DETECTION OF EARLY SYMPTOMS OF SICKNESS

Objectives
The strategy of timely detection of early symptoms of sickness by the bank officers, as also by the industries, 
mayaugur well for taking timely corrective measures, in close coordination with each other, so as to remedy 
the malady at the incipient stage itself.

The Reserve Bank of India, in their circular letter dated 3 January, 1987, had rightly advised all the banks 
that ‘a culture of identifying the sickness symptoms of assisted units and rendering possible assistance with 
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speed has to be enforced to prevent increasing sickness due to delays and consequent burden to the borrowers 
and losses to the bank’.

Symptoms of Sickness
Symptoms of sickness can be detected in the following areas:

1. Conduct of the Bank Accounts by the Units
 (i) Non-routing of the sale proceeds through the account, i.e. credit summations in the account are not 

commensurate with the total sales.
 (ii) Frequent requests for excess drawings.
 (iii) Non-payment of term loan instalments.
 (iv) Non-payment of interest applied periodically, on cash credit account.
 (v) Irregular or non-submission or delayed submission of stock statements and/or financial statements.
 (vi) Frequent removal of bills from the cover.
 (vii) Frequent dishonour of bills or cheques.
 (viii) Raising of accommodation bills or cheques.
 (ix) Progressive decline in the number and amount of bills lodged with the bank.
 (x) Repetition of the same items in the stock statements or in the list of sundry debtors, indicating 

nonmovement of stocks and poor recovery of sundry debtors, respectively.

2. Levels of Activities of the Units
A. Production
 (i) Low capacity utilization (of both men and machines).
 (ii) Frequent closure of the units.
 (iii) Fluctuations in the capacity utilisation in off-season.
 (iv) High internal rate of rejection of products.
 (v) Inadequate maintenance of machinery, resulting in frequent breakdowns.
B. Sales
 (i) Decrease in sales turnover.
 (ii) Inability to meet delivery schedule.
 (iii) Frequent customer complaints.
 (iv) High external rate of rejection of products.
 (v) Non-moving/non-usable stocks.

3. Financial Indicators
 (i) Negative liquid surplus (i.e. current ratio less than one).
 (ii) Increase in sundry creditors and sundry debtors.
 (iii) Increase in debt/equity ratio.
 (iv) Decrease in net profit to sales ratio.
 (v) External borrowings at exorbitant rates of interest.
 (vi) Excessive drawings by the promoters or directors.
 (vii) Changing pattern of cash sales to credit sales.
 (viii) Non-payment of statutory dues.
 (ix) Sale of fixed assets.

Reasons for Non-Detection of Early Symptoms of Sickness by the Bank Officers
It has, however, been observed that the branch field staff usually avoid recording and referring such unsatisfactory 
features to the higher authorities, as it involves more work for them by way of closer performance monitoring 
of such units, failing which they could be held personally responsible by the bank.
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The entrepreneurs, however, usually complain that, instead of discussing their genuine problems and 
financial difficulties with the bank officers freely and frankly, they preferred to conceal them at the initial 
stages, apprehending that the bank may adopt a strict and unhelpful attitude towards them.

In the process, the small maladies, not tackled and remedied at the incipient stage, keep on accumulating 
and ultimately the units usually become non-viable, beyond rehabilitation, to the mutual detriment of interests 
of both the banks and the borrowers.

Suggestions
 (i) It is, therefore, suggested that the bank officers should work in close coordination with the entrepreneurs 

in an atmosphere of mutual trust and confidence, and with the positive attitude of timely and sustained 
help and cooperation towards each other, based on the genuineness of the problem and sincerity of 
purpose. The bank officers may, however, bear in mind that the symptoms of sickness, discussed earlier, 
are sometimes found even in healthy units. They may, therefore, take suitable action, based on the merit 
of each case.

 (ii) Further, the cases of dereliction of duty on the part of the operating staff, in regard to detection of early 
symptoms of sickness and initiation of suitable remedial measures in time, should be severely dealt with 
by the banks.

SUPERVISION AND CONTROL OF THE IRREGULARITIES IN THE ADVANCES (OBTAINING AT THE 
BRANCHES) BY THE CONTROLLING AUTHORITY

Objectives
The objectives of the system of reporting the irregularities in the advances, by the branches to the controlling 
authority, at periodical intervals, are the following:
 (i) To provide the controlling authority with the total picture of the position regarding the irregular accounts 

at the branches, for control and monitoring purposes.
 (ii) To enable the controlling authority to help and guide the branches in taking some further suitable corrective 

measures, in addition to those already initiated by the branch staff, to regularize the position of the accounts, 
and to keep the interest of the bank, as also that of the borrowers, safeguarded at all times.

Suggestions
It has, however, been gathered that the controlling office, in its over-anxiety to exercise rather absolute control 
over the advances at the branches, ends up by controlling almost nothing. We must, instead, realize that the 
system of control, prevalent in the sixties and seventies, may not necessarily prove as much effective in the 
new millennium. The circumstances have changed. The delegation of power of the bank officers has recently been 
suitably revised upward to cope with the ever-increasing quantum of advances. The level of trust reposed in the 
bank officers also needs to go up correspondingly. Consequently, the extent of control over the branches by the 
controlling office may be reduced suitably, on a selective basis, somewhat based on the principles of the ABC analysis.

REHABILITATION OF VIABLE SICK UNITS BY THE BANK

Objectives
The objective of the bank’s rehabilitation programme is to bring the viable sick units back to health by restoring 
their capacity to generate internal surplus. It has been mostly observed and widely accepted that, in most of 
the cases, the commercial banks take an unduly long time in identifying and declaring a borrowal unit as sick, 
to the mutual disadvantage of the bank and the borrowers. By the time the unit is declared sick, its ailments 
turn into terminal cancer, and that too, mostly of the last stage.*

*For a more detailed discussion on this topic please refer to Sickness in Small Scale Sector: Causes and Cures (1999) by Dr 
Satish B. Mathur, Concept Publishing Company, New Delhi.
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Suggestions
All things considered, the term lending institutions should as well realize that, unless the working capital will 
be well managed by the units, they (the units) wouldn’t be able to earn sufficient profit, to repay the periodical 
instalments on their own terms loans, either. Accordingly, we may finally conclude that, with the full and 
continued coordination, cooperation and support, with mutual trust and interdependence, amongst the three 
main parties, viz. the Banks (B), the Entrepreneurs (E) and the Term-lending Institutions (T), one could safely “B 
E T” that the incidence of industrial sickness can well be mitigated and controlled, if not eliminated altogether.

 SUMMARY

Three Main Features of Credit Risk Management by Banks and Industries are:
 (i) Realistic Assessment and Speedy Sanction of Credit Needs
 (ii) Phased Disbursement of Loans
 (iii) Post-disbursement Supervision and Followup of Advances

The following series of seven steps ensure success:
 (i) Prompt and realistic project appraisal (including the economic viability and technical feasibility)
 (ii) Prompt and realistic appraisal of credit needs
 (iii) Phased disbursement of loans, ensuring proper end-use of funds
 (iv) Effective supervision and followup of advances (i.e. periodical performance monitoring of the units 

[both
 (a) Security based, and
 (b) Activity based] i.e. in quantitative and qualitative terms
 (v) Timely detection of early signals/symptoms of sickness, at the incipient stage itself, and taking prompt 

remedial measures for rehabilitation
 (vi) Effective supervision of irregularities in advances at the branches and by the controlling office
 (vii) Prompt decision regarding viability or otherwise of the sick units, and speedy initiation of the 

rehabilitation measures or recovery proceedings, accordingly
For effective implementation of each of these seven steps, the banks and the industrial units would do 
well to fully understand and appreciate the following main factors:

 (i) Objectives
 (ii) Rationale behind such laid down systems and procedures by the banks
 (iii) Presently prevailing positions in the branches of the banks
 (iv) Flaws observed in (iii) above
 (v) Reasons for such flaws
 (vi) Pragmatic remedial measures, in realistic terms.

Banks and industries must be well aware of the various early signals and symptoms of sickness, and 
must take early and effective steps, in full cooperation and coordination with each other, to remedy the 
situation at the earliest, to save the unit from falling seriously, chronically and terminally sick, beyond 
rehabilitation and recovery.
The term-lending institutions should as well realize that unless the working capital will be well managed 
by the units, the units would not be able to earn sufficient profit, to repay the periodical instalments on 
their own term loans, either.
We may finally conclude that, with the full and continued coordination, cooperation and support, with 
mutual trust and interdependence, amongst the three main parties, viz. the Banks (B), the Entrepreneurs 
(E) and the Termlending Institutions (T), one could safely ‘B E T’ that the incidence of industrial sickness 
can well be mitigated and controlled, if not eliminated altogether.
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 REVIEW QUESTIONS
 1. What are the main seven significant parameters/factors on which the effective ‘Credit Risks Management’ by 

the banks and financial institutions largely depends?
 2. What are the various rationales behind each of the following seven factors, for ensuring an effective Credit 

Risks Assessment (CRA) by the banks:
 (a) Prompt and realistic appraisal of the projects, on receipt of the loan applications, along with the project 

reports.
 (b) Prompt and realistic assessment of the credit requirements, both short-term (working capital) and long-

term (term loan).
 (c) Phased disbursement of loans to ensure the proper end-use of funds.
 (d) Effective supervision and followup of the advances, and the periodical monitoring of the companies’ 

financial performance through intelligent scrutiny of their books of accounts, stock statements and financial 
statements, coupled with personal dialogues with the owners and/or managers of the companies.

 (e) Timely detection of early symptoms of sickness at the incipient stage itself, and prompt and effective 
implementation of suitable remedial measures to put the companies back to health.

 (f) Effective supervision and control of the irregularities in the advances by the branches as also by the 
controlling authority.

 (g) Prompt decision and action with regard to the rehabilitation of viable sick units, or else, for calling up of 
the advances of non-viable sick units.

 (i) What are the flaws generally observed in the actual implementation/execution of each of them in the 
present practices, prevailing in most of the branches of the banks, specially in the public sector banks

 (ii) What are your own pragmatic suggestions for mitigation (if not complete elimination) of the flaws, 
pertaining to each of the aforesaid seven areas?

 3. (i) Bring out the salient features connected with the following:
 (a) Quantitative (or security-oriented) supervision and followup; and
 (b) Qualitative (or activity-oriented) supervision and followup, of advances.
  (ii) Which one of these two, in your own considered view, is more important and valuable? Give reasons for 

your answer.
 4. What is the rationale behind the phased disbursement of working capital loans? Elucidate, by citing suitable 

illustrative examples
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Letters of Credit

Creditors have better memories than debtors.
– Benjamin Franklin

Literature is analysis after the event.
– Dorris Lessing

Chapter 18
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 •	 Rationale	behind	terming	the	Letters	of	Credit	(L/Cs)	and	Bank	Guarantees	(B/Gs)	as	non-fund	based	finance
 • Procedure for issuance of L/C and making Amendment(s) thereto
 • Legal Implications of ‘Payment Under Reserve’
 • Deposit of Margin Money against L/C
 • Management of Credit Risks pertaining to L/C
 • Types of Bills of Exchange, and Stamp Duty Exigible on Usance (Time) Bills
 •	 Method	of	Calculation	of	Due	Date	of	a	Bill	of	Exchange	Made	Payable	after	the	Specified	Number	of	Days	

or Months
 • Mode of Presentation of the Time Bills for Acceptance and Payment, and the Mode of their Acceptance
 • Types of L/C
 • Case Law, and Case Study with a Suggested Approach
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INTRODUCTION

Non-fund based working capital financing comprises:
 (i) Letters of Credit (L/Cs); and
 (ii)  Bank Guarantees (B/Gs).

WHY NON-FUND BASED FINANCING?

One may ask as to why the letters of credit and bank guarantees are called non-fund based credit facilities? 
The answer is not far to seek.

These documents are called the non-fund based credit facilities (or quasi-credit facilities) because, at the time 
of the opening of the letter of credit (L/C) or bank guarantee (B/G), no amount, as such, becomes payable. But 
these facilities do involve some financial commitment on the part of the bank all the same and, accordingly, 
the bank is required to pay the amount of the bill (drawn under the L/C, of course, in meticulous compliance 
of all the terms and conditions stipulated therein) even if the applicant (borrower) backs out, or is unable to 
honour the bill on presentation, at the material time.

The bank, however, is within its rights to proceed legally against the applicant (borrower) on the basis of 
the letter of request (counter-guarantee and indemnity) executed by the applicant on a stamp paper, required 
for a simple agreement.

Similarly, no amount becomes payable by the bank at the time of the execution of the bank guarantee, 
either. But then, as per the undertaking (commitment) given by the bank, under the bank guarantee issued, 
the bank will have to make the payment of the amount, covered under the bank guarantee, if it is invoked by 
the beneficiary concerned.

The bank may make the required payment by debit to the applicant’s account, even if sufficient balance 
may not be available therein, at the material time. The amount so overdrawn may have to be deposited by the 
applicant in his bank account, in due course, failing which the bank may prefer to file a civil suit against the 
applicant, to recover the amount, on the basis of the counter-guarantee, executed by the applicant, on a stamp 
paper, required for a simple agreement.

It is, therefore, for the aforesaid reasons that the letters of credit and bank guarantees are referred to 
as non-fund based working capital financing. Accordingly, one should not have any misconception that the 
letters of credit and bank guarantees do not involve any financial commitments, and that a zero financial risk 
is involved therewith. For the same reasons, these facilities (L/C and bank guarantee) are also referred to as 
quasi (or semi) credit facilities.

Further, as these facilities do involve certain financial risks, the quantum and the terms and conditions of 
the L/C and bank guarantee are also determined by the bank on the basis of all the precautions taken, as is 
done at the time of granting fund-based credit facilities (like stock cash credit and/or working capital demand 
loan), whereby the borrower gets the right to withdraw the amount immediately after the sanction of the limit, 
of course, within the overall credit limit sanctioned and the drawing power (DP) available, at the material time.

Accordingly, the limits for L/C and bank guarantee were earlier being stipulated well within the Maximum 
Permissible Bank Finance (MPBF). But now the limits of L/C and bank guarantee are sanctioned separately, 
and are independent of the Assessed Bank Finance (ABF).

WHY LETTERS OF CREDIT?

As we may well visualize, in the absence of mutual trust and confidence, the buyer would naturally prefer to 
first receive the goods to be purchased by him, and only after satisfying himself of the quality and quantity of 
the goods supplied, he would like to make the payment to the supplier. As against this, the seller may usually 
prefer to first receive the full payment of the goods to be supplied, and only thereafter he would like to deliver 
the goods. If such mutual distrust continues, the business transaction may not take place.
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It is here that the facilitating role of the banking system comes to serve as a bridge (a common link) between 
the buyer and the seller, as both of them may have full faith in the banking system, as also in the bank(s) 
concerned.

The mechanism used by the banker in this regard is known as the Letter of Credit (L/C).

WHAT IS LETTER OF CREDIT (L/C)?

A Letter of Credit (L/C) is a written document issued by the buyers’ banker (BBk), at the request of the buyer 
(B), in favour of the seller (S), whereby the buyer’s banker (BBk) gives an undertaking to the seller (S) that in 
the event of the seller submitting the Bill of Exchange to the buyer’s banker (BBk) [through the seller’s banker 
(SBk)], along with all the required documents, in strict conformity with all the terms and conditions stipulated 
in the Letter of Credit, the entire amount of the bill will be paid to the seller (S) by the buyer’s banker (BBk), 
through the seller’s banker (SBk) immediately, on behalf of the buyer (B).

HOW ARE LETTERS OF CREDIT ISSUED?

The L/C is usually issued by the buyer’s banker in quadruplicate. The buyer’s banker sends them to the 
respective parties involved, as under:
 (i) The original L/C is sent to the seller’s banker (SBk)
 (ii) One copy is sent to the seller (S), through his (seller’s) banker (SBk), for his information and further 

necessary action
 (iii) One copy is sent to the buyer (B) for his information
 (iv) One (office) copy is retained by the issuing (buyer’s) banker (BBk) for his office records and reference, 

whenever the documents drawn under the L/C are received for payment, or for issuance of amendments 
thereto

While the original L/C is duly stamped as per the Indian Stamp Act, the other copies are not stamped. They 
are just marked as copies meant for buyer, seller and the office copy.

The original L/C is sent to the seller’s banker, authorizing him to make the full payment of the bill of exchange 
to the seller, provided all the documents tendered by the seller are in strict conformity with the terms and 
conditions stipulated in the L/C. In the event of any of the terms and conditions, howsoever minor or apparently 
insignificant, being at variance with those stipulated in the L/C, the seller’s banker should decline to make any 
payment to the seller against the documents tendered under the L/C in question.

The paying banker (seller’s banker) should, instead, point out the deficiency/deficiencies found in the 
documents to the seller, and must suggest to him either:
 (i) To rectify the irregularities pointed out, or else
 (ii) To contact the buyer, to approach his (buyer’s) banker and arrange for the necessary amendments to 

the L/C, so that the paying (seller’s) banker could honour and make payment against the bill(s) drawn 
under the L/C

AMENDMENTS TO THE L/C

If so requested by the buyer, the buyer’s banker may issue the required amendment, which can well be done by 
means of a simple letter, on the letterhead of the bank (non-stamped). Such an amendment letter is also sent 
by the buyer’s banker to all the involved parties, as is usually done in the case of the issuance of the L/C, viz.
 (i) Original letter is sent to the seller’s banker
 (ii) One copy is sent to the seller’s banker for onward transmission to the seller for his information and 

necessary action
 (iii) One copy is sent to the buyer
 (iv) One copy is retained by the issuing (buyer’s) banker for office records
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PAYMENT UNDER RESERVE

Under certain special circumstances, if so requested by the seller (preferably in writing, and that too, supported 
by the execution of a duly stamped indemnity bond), the paying (seller’s) banker may make the payment to the 
seller in full, but ‘under reserve’. That is to say, in case the payment is refused by the buyer on the plea that 
some specific terms and conditions stipulated in the L/C were not fulfilled, the seller’s banker will have the 
right to recover the amount (paid earlier ‘under reserve’) immediately, after coming to know of such a refusal 
of the payment by the buyer.

The point may well be understood, with certainty, by citing a live case law in this regard.

CASE STUDY–I

JAPSON INTERNATIONAL vs STATE BANK OF INDIA*
Riyadh House Establishment, Riyadh, Saudi Arabia (Buyer),
Japson International, Ambala Cantt, India (Seller),
National Commercial Bank, Riyadh (Issuing banker, who had issued the L/C at the request of the buyer).
State Bank of India (Paying banker or seller’s banker).

The buyer’s banker (BBk) had sent the L/C to State Bank of India, Overseas Branch, Mumbai, who, in 
turn, had sent the L/C to the State Bank of India, Ambala Cantt, for onwards transmission to the seller (the 
beneficiary of the L/C).

The seller opened a current account with the State Bank of India, Ambala Cantt branch, and sent his first 
consignment of goods to the buyer at Riyadh.

But when he (seller) handed over the documents drawn under the L/C, the Chief Manager, State Bank of 
India, Ambala Cantt, pointed out the various discrepancies therein, which were not in strict conformity with 
the terms and conditions laid down in the L/C. The Chief Manager, therefore, rightfully declined to negotiate 
the bills and documents drawn under the L/C.

Thereupon, the seller submitted a letter of request to the bank to the effect that the bank may negotiate the 
documents at his (seller’s) risk and responsibility, despite the discrepancies.

Besides the letter of request, the seller had executed an indemnity bond, too, duly stamped. Thus, the bank 
negotiated the documents ‘under reserve’ and credited the seller’s account. The seller later sent the second, 
third and fourth consignments also, and in each case the banker had pointed out the discrepancies and each 
time he had negotiated the documents ‘under reserve’, on the basis of the letter of request and the indemnity 
bond executed by the seller, in each case.

But when the consignments reached Riyadh, the buyer refused to take delivery of the goods and honour 
the documents. The Chief Manager, State Bank of India, Ambala Cantt, in turn, informed the seller about the 
dishonour of the documents and requested him to pay back the entire amount paid ‘under reserve’ as aforesaid, 
along with the incidental changes. But the seller refused to do so.

Therefore, the bank, after notice, filed a civil suit for recovery of the amount with interest. The bank also 
filed an application to the Court, praying for an injunction, restraining the partners of the seller firm from 
withdrawing the amount lying to their credit with the bank, in the form of term deposits and current accounts 
in their personal names. The trial court, finding the balance of convenience in favour of the bank, granted the 
ad interim injunction.

The seller-firm, in turn, filed a revision petition against the grant of injunction and contended that the L/C 
was irrevocable, and imposed upon the banker an absolute obligation to pay.

*[Source: State Bank of India Monthly Review vol. 31, no. 5, May, 1992]
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Judgement of the High Court
The Court held that it is evident from the fact that as and when each of the four invoices and the bills of lading 
was brought for negotiation by the seller, through the State Bank of India, the bank pointed out discrepancies 
which existed in the description of goods as mentioned in the documents, in comparison to those given in the L/C. 
It was on realization of this position that the seller made a request every time, to the effect that the documents 
should be negotiated at his risk and responsibility in case of any discrepancy therein and further supported the 
same by an indemnity bond. Yet again, the payment was made by the State Bank of India ‘Under Reserve’, at 
the risk of the seller, by crediting the amount to his current account.

Prima facie, in such a situation, when the bank was not in a position to realize the proceeds of the documents 
negotiated from the Riyadh Bank, it could fall back upon the above undertaking and indemnity of the seller and 
recall the payment made by it ‘Under Reserve’. The balance of convenience clearly lay in allowing the normal 
banking transaction to go on and upheld the lower Court’s order of injunction, restraining the seller from alienating 
fixed deposits and other amounts standing to the credit of the partners of the seller firm with the bank.

In this case, the Court had relied on the Supreme Court ruling in United Commercial Bank vs Bank of 
India [(1982) 52 Company Case 186], wherein the Supreme Court had held that a payment ‘Under Reserve’ is 
understood, in banking transactions, to mean that the recipient of money may not deem it as his own but must 
be prepared to return it on demand.

The above cited case also strikes a point of caution for the paying banker to release the payment, even ‘Under
Reserve’:

 (i) As a very special case
 (ii) Invariably after getting a duly stamped indemnity bond executed each time afresh
 (iii) As a matter of abundant precaution, while crediting the amount so paid ‘Under Reserve’, a suitable lien 

for such an amount should be noted in the account of the seller, whereby the amount so paid, through 
credit to the account, may not be released unless a confirmation has been received by the paying (seller’s) 
banker, through the issuing (buyer’s) banker, to the effect that the bill has been duly honoured (paid) 
by the buyer concerned, despite the involved discrepancy(ies). No relaxation should be permitted in 
such cases, under any circumstances, unless the seller concerned is a very valuable, creditworthy and 
trustworthy client of the bank

PROCEDURE FOR ISSUANCE OF LETTER OF CREDIT (L/C)

We may well understand and appreciate the system and procedure involved in the issuance of an L/C (step by 
step), with the help of a schematic presentation, as given in Fig. 18.1.

As has been indicated in Fig. 18.1, at the request of the buyer the BBk issues the L/C favouring the seller 
and sends the original L/C to SBk, and (through SBk) a copy is sent to the seller(s) for his information and 
necessary action.

But first, at the very outset, the letter of request has to be submitted by the buyer to BBk, written on a 
prescribed printed application form, duly stamped, which reads somewhat as under:

Seller (S) Buyer (B)

Seller's bank
(SBK)

Buyer's bank
(BBK)

End point Starting point

Fig. 18.1 Issuance of a Letter of Credit
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‘In consideration of your having agreed, at our request, to issue an L/C in favour of (the name and address 
of the seller) as per the text given as follows:’

The full text of the required L/C is already printed in the pro forma; only the terms and conditions and such 
other specific details are to be incorporated therein, at the appropriate places meant for the purpose.

On the basis of such a request, the BBk issues the L/C in the required form, which also is on a pre-printed 
pro forma. The original L/C is required to be stamped as well.

It may be mentioned here that the letter of request, executed by the buyer, on a duly stamped paper, in 
effect, constitutes a ‘Counter-Guarantee cum Indemnity’, an undertaking by the buyer, to indemnify the bank 
of any loss or losses suffered or to be suffered by it (the bank) in this regard.

Now, let us understand, with the help of yet another schematic presentation, as indicated in Fig. 18.2, the 
entire procedure (step by step) involved at the time of payment of the amount of the bills of exchange, drawn 
under the L/C, immediately on presentation, along with the other relative required documents, in strict 
compliance of all the terms and conditions stipulated in the L/C.

Step 1

Seller (S) Buyer (B)

Seller's bank
(SBK)

Buyer's bank
(BBK)

Starting point End point

Fig. 18.2 Payment Made Under the Letter of Credit

The seller (S) draws the Bill of Exchange (Superscribed as ‘Drawn under Letter of Credit No. _________ Dated 
_________’) and submits the same, along with all the required documents/papers, to the SBk.

Step 2
The SBk, thereupon, scrutinizes all the documents carefully and meticulously, so as to satisfy itself that all 

the terms and conditions stipulated in the L/C have been fully and meticulously complied with.
Only on being fully satisfied to this effect, the SBk releases the full payment of the bill to the seller (S) by 

crediting the amount to the account of the seller (S) maintained with SBk. Immediately thereafter, SBk sends 
all the documents/ papers to BBk for reimbursement of the entire amount to the SBk (including all the charges 
of the SBk). Thus, on receipt of the full payment, the seller (S) is out of the picture.

Step 3
The BBk, on its turn, again meticulously scrutinizes all the documents/papers, and on being fully satisfied 

to the effect that all the terms and conditions, stipulated in the L/C, have been strictly complied with, debits 
the account of the buyer (B) and remits the amount to the SBk. Thus, SBk and BBk too come out of the picture.

Step 4
The relative documents are then sent by the BBk to the buyer (B) along with the advice that the account of 

the buyer (B) has been debited with the amount of the bill.
Thus, the BBk has also been able to realize the full payment from the buyer (B) and ultimately the buyer 

(B) has made the payment for the goods purchased and all the relative documents received.
However, if the BBk detects some descrepancy in the documents/papers (howsoever small or minor) it will 

first bring it to the notice of the buyer (B) and if the buyer (B) would agree to honour (i.e. pay the amount of) 
the bill in question, the payment will be effected, as aforesaid.

[Here, it must be clarified that a reference may be made to the buyer (B) only if some discrepancy is observed. 
That is, if everything is found to be in perfect order, the account of the buyer (B) will be debited with the 
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amount of the bill, without any prior reference made to the buyer (B). In the event of sufficient amount being 
not available in the buyer’s (B’s) account at the material time, the account will be debited with the full amount, 
all the same. However, the irregularity (of over-drawings) so caused in the account will have to be adjusted and 
the position regularised by the buyer (B) in due course of time, failing which the BBk may prefer to file a civil 
suit against the buyer (B), for the recovery of the (balance) amount (with interest) on the basis of the stamped 
letter of request submitted by the buyer (B) at the time of requesting for the opening for the L/C.

MARGIN MONEY AGAINST LETTER OF CREDIT

For the reasons mentioned above, the buyer’s bank (BBk) insists on retention of some margin money to the 
extent of a certain percentage of the amount of the L/C (i.e. 100 per cent, 50 per cent, 25 per cent, 10 per cent 
or even nil), depending upon the level of the creditworthiness of the specific (borrower) buyer (B).

Example
Let us take an illustrative example.

If an L/C is to be issued on behalf of some very valued constituents like ONGC, FCI, IOC, TISCO, L&T, RIL, 
and so on, the banks may decide to retain ‘nil’ margin, as all the aforenamed companies enjoy very high ratings 
in the eyes of the bankers, in terms of their creditworthiness and trustworthiness.

As against this, the bank may prefer to retain 100 per cent margin for the issuance of a letter of credit, if 
the applicant is not considered to be sufficiently creditworthy (and trustworthy). But in the very first place, 
usually the bank may decide not to entertain such a request from such parties at all.

Usually, an L/C is opened only at the request of the parties who are already enjoying some credit facilities 
with the bank. Further, no bank will grant any credit facility to a person or company, if the creditworthiness 
and, above all, the honesty and integrity of the party are doubtful.

It may further be safely stated that usually the banks do not retain margin money more than the percentage 
of margin retained on the stock cash credit account (i.e. the advance granted against pledge or hypothecation 
of stocks of inventories) which again, does not, generally speaking, exceed 25 per cent. As a general practice, 
however, the percentage of margin money varies from 10 per cent to 15 per cent to 20 per cent and maximum 
25 per cent. Further, in case of import L/C (under which some scarce goods are being imported), a lower margin 
of, say, only 10 per cent may be retained, as the possibility of the buyer not retiring and honouring the relative 
bill (under the L/C) is remote, as some premium goods are involved.

For that matter, any of the sellers can afford to demand an issuance of an L/C only if such a party is operating 
in the sellers’ market and, therefore, the possibility of honouring and retirement of such bill by the buyer is 
very high. But, a word of caution here may be very pertinent.

I know of a party, who had an L/C issued by a bank in favour of one of its own associate firms, and thereby 
had defrauded the bank with a handsome amount.

The fraud connected with the L/C issued by the State Bank of India in favour of a company of the Middle 
East, for the supply of urea, is also a case in point.

Deposit of Margin Money
The applicant (buyer) usually deposits the margin money with the bank in the term deposit (and not in the 
current account, as it does not earn any interest). It would, however, be an even better proposition if the margin 
money is deposited in the cash credit account of the company, allowing a lien to be noted thereon, for the full 
amount of the margin money, so as to save the maximum possible amount by way of interest on the amount 
of the margin money.

[For a detailed discussion on the mechanism and procedure, pertaining to the noting of the lien on the cash 
credit account, please refer to the Case Study One, titled ‘TDR is not the Best’, given at the end of Chapter 11 of 
the book, along with a suggested approach].

Thus, though the business of L/C is a very lucrative and profitable activity, with a very small degree of risks, 
it does involve some risks, requiring the bank to be always alert and watchful.

Further, though the activity of L/C is considered to be a non-fund based working capital credit facility (or 
quasicredit facility), it should not be misunderstood as not involving any fund or money, whatsoever. It is 
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known as nonfund based credit facility only because the funds are not to be released immediately (as is done 
in the case of working capital demand loan and working capital cash credit) but only at a much later date, 
when the bills and documents, drawn under the L/C, are received for payment. Further, if all the documents/
papers received under the L/C are in perfect order, the bank has no option but to pay the amount to the seller, 
through the seller’s banker, as aforesaid. Also, if the bank fails to realize/recover the amount from the buyer, 
it will have to sustain the losses, in full or in part, as the case may be.

The bank may, however, file a civil suit against the buyer on the basis of the stamped application form 
executed by the buyer at the time of the issuance of the L/C, whereby the buyer had undertaken to indemnify 
the bank for any loss that may be incurred by it (bank). But, if the buyer can successfully prove that there had 
been some discrepancy in the relative documents/papers, and if the issuing (buyer’s) banker had already paid 
the amount to the seller, through the seller’s bank, the issuing bank will have no recourse to law left, and will 
have to sustain the entire loss all alone. The amount so (wrongfully) debited to the buyer’s account, in that 
event, will have to be credited back to his account.

MANAGEMENT OF CREDIT RISKS PERTAINING TO L/C

With a view to covering the credit risks pertaining to the issuance of L/C, the banks usually take the following 
precautionary steps, while issuing such a document:
 (i) A letter of credit is generally issued at the request of only genuine borrowers of the bank, who are, by 

and large, found to be conforming to the bank’s laid down financial discipline, and who conduct their 
Working Capital Demand Loan (WCDL) and cash credit accounts in a satisfactory manner

 (ii) A suitable L/C limit is sanctioned in favour of the borrower, while sanctioning the overall working capital 
finance, taking into consideration the genuine requirements of the party concerned, based upon its scale 
of operation, and the level of its creditworthiness

 (iii) With a view to assessing and estimating the possibility that the party (buyer) will be able to generate 
sufficient cash, so as to have sufficient funds at the time of the receipt of the documents, drawn under 
the L/C for payment, the banks undertake the following exercises:

 (a) Preparation of a cash budget
 (b) Preparation and study of cash/funds flow statement of the company
 (iv) A suitable amount of margin money is insisted upon by the banks to be deposited usually by way of TDR 

(or even by way of noting a lien in the cash credit account, but, of course, in the cases of very valued 
parties only)

  In fact, when the documents negotiated under the L/C will be received at the branch, the relative goods 
covered thereunder will ultimately be charged to the bank as a security against the loan, and a suitable 
drawing power (DP) will be allocated in the account. Thus, the borrower may be required to deposit only 
that much of the amount in the account which constitutes the stipulated percentage of margin on the 
cash credit account, because, in the event of pledge or hypothecation of the goods received under the 
L/C, this would ultimately go to suitably enhance the Drawing Power (DP) and thereby the position of 
the account would automatically become regular.

 (v) That is why, while ascertaining the quantum of L/C limit, as also the amount of each L/C, the bankers 
take into consideration the genuine requirements of the goods involved (commensurate with the scale of 
operation) and the expected cash position of the company at the material time, by means of cash budget 
exercise

 (vi) By way of an abundant precaution, the bankers usually insist on some collateral (additional) security 
too [in addition to the primary security obtained by way of:

 (a) the pledge/hypothecation of the goods covered under the L/C
 (b) the execution of the duly stamped counter guarantee agreement by the applicant (buyer) at the time 

of issuing the L/C]
 (vii) The collateral (additional) security is obtained by way of:
 (a) Equitable mortgage of some landed property (like land and building; and plant and machinery 

embedded to earth) and/or
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 (b) Third-party guarantee of the partners/directors of the firm/company in their personal capacity, or 
even from their friends and relatives

Equitable mortgage is preferred by the banks as an additional security (as against the registered mortgage), 
as the stamp duty exigible on such a document is only as much as is exigible on a simple agreement, prevalent in 
the respective States. Besides, the equitable mortgage created by a company gets registered with the Registrar 
of Companies concerned, whereby a public notice is deemed to have been served about the charge of mortgage 
created on the specific property. In case of firms (proprietary firm or partnership firm), however, such a facility 
of public notice by way of registration is not available.

However, the bankers insist on equitable mortgage of immovable properties, by way of deposit of title deeds, 
even in the case of firms, because:
 (a) It is just a collateral security, in addition to the primary security; and
 (b) The fact of creation of an equitable mortgage may have some psychological pressure on the applicant 

(buyer), whatever may be the legal position and validity of such equitable mortgage.
[Here, it may be pertinent to mention that, while in the USA the term ‘Collateral’ stands for both primary 

and additional securities, in the Indian context, the term ‘Collateral’ signifies only the additional security taken, 
over and above the primary security. These two are, thus, different in the Indian context].
 (viii) Above all, the bankers invariably ensure that the applicant of the L/C is not only capable of honouring 

the documents drawn thereunder, but is also willing to pay and has always had good intentions to honour 
the documents. That is why, the bank does not open an L/C (or even entertain the request for granting 
any credit facilities, for that matter) in the cases of parties, who are habitual litigants or of even slightly 
doubtful integrity.

TYPES OF BILLS OF EXCHANGE

On the basis of different parameters, letters of credit may be divided into various categories, as has been 
discussed later in this chapter. But before doing that, let us first understand the distinguishing features of 
demand bills of exchange and time bills of exchange.

Demand and Time Bills of Exchange
Bills of exchange, broadly speaking, are of two types:
 (i) Demand bills of exchange
 (ii) Time (usance) bills of exchange

The demand bills of exchange are those bills which are made payable on demand. These are also known 
as sight bills. The time bills of exchange (also known as usance bills) are, instead, drawn payable after some 
specified days or months from the date of the bill, or from the date of acceptance of the bill.

A specimen each of the demand bill and time bill are given in Figs 18.3 and 18.4, respectively.
In the case of ‘after date’ the due date will be counted from the date of the bill of exchange, while in the case 

of ‘after acceptance’ (or ‘after sight’), it will be calculated from the date of acceptance of the bill of exchange.

Date __________

On Deman** Pay to State Bank of India or Bearer/Order
a sum of Rupees One Lakh only, for value received.
` 1,00,000

To,
Messers XYZ Company Limited, For ABC Company Limited
5/55, Hazratganj, Signature
Lucknow-226001 DIRECTOR
** In some of the demand bills, the terms ‘At Sight’ or ‘On Presentation’ are used, instead.

Fig. 18.3 Specimen of Demand Bill of Exchange
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Date __________

60
2

Days
months

 after 
Date

Sight Accep ce
/

/ tan

Pay to State Bank of India a sum of Rupees One lakh only, for value received.
` 1,00,000

To,
Messers XYZ Company Limited, For ABC Company Limited
5/55, Hazratganj, Signature
Lucknow-226001 DIRECTOR

Fig. 18.4 Specimen of Time (Usance) Bill of Exchange

EXHIBIT 18.1

Definitions of Bill of Exchange, Cheque, Bank Demand Draft (and Promissory Note) as per the Negotiable 
Instruments Act, 1881 (NI Act, for Short):

Section 5: Bill of Exchange
‘A “Bill of Exchange” is an instrument in writing containing an unconditional order, signed by the maker, 
directing a certain person to pay a certain sum of money only to, or to the order of, a certain person or to the 
bearer of the instrument.’

Section 6: Cheque
‘A “Cheque” is a bill of exchange drawn on a specified banker and not expressed to be payable otherwise than 
on demand’ and it includes the electronic image of a truncated cheque and a cheque in the electronic form.’

Section 4: Promissory Note
‘A “Promissory Note” is an instrument in writing (not being a bank note or a currency note) containing an 
unconditional undertaking, signed by the maker, to pay a certain sum of money only to, or to the order of, a 
certain person, or to the bearer of the instrument.’

Section 85 A: Draft Drawn on One Branch of a Bank on Another, Payable to Order

‘Where any draft, that is an order to pay money, drawn on one office of a bank upon another office of the same 
bank, for a sum of money payable to order on demand, purports to be endorsed by or on behalf of the payee, 
the bank is discharged by payment in due course.’

Thus, we see that a bill of exchange has the following three parties:
 (i) The drawer, usually the seller (in the specimen stated as ABC Company Limited), who draws the bill or 

orders the drawee to pay the amount to the payee mentioned therein.
 (ii) The payee (i.e. State Bank of India in the specimen) whose name appears in the bill of exchange and to 

whom the amount specified in the bill of exchange is required to be paid.
 (iii) The drawee (usually the buyer, i.e. XYZ Company Limited in the specimen) to whom the drawer of the 

bill of exchange (usually seller) has ordered to pay the specified amount to the payee.
The bill of exchange can be drawn as either order or bearer.
Incidentally, it may be mentioned here that a cheque is also a bill of exchange, but it is invariably a demand 

bill of exchange only, wherein the drawee is always a bank and the drawer is the account holder of the same 
branch of the bank.
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A bank draft is also a bill of exchange, invariably a demand bill of exchange, wherein both the drawer and 
the drawee are the two branches of the same bank or of two different banks, e.g.
 (i) A bank draft issued by the State Bank of India, Lucknow, on the State Bank of India, Bangalore, or else
 (ii) By the State Bank of Hyderabad on State Bank of India, Bhopal; or by Grindlays Bank, New Delhi, on 

State Bank of India, Sitapur (by an special arrangement between the two different banks)
It must also be borne in mind that, while cheques may be drawn as either order or bearer, the Bank 

Draft, as per law, has necessarily to be drawn payable on order only (and never in the form of a bearer 
draft). Why?

The reason being, in that event, the bank draft could as well be used as a currency note, as the title to 
a bearer bill of exchange gets transferred merely by delivery and no endorsement, whatsoever, is required. 
Thus, in the case of (an order) bank draft, the title cannot get transferred merely by delivery (as is done in the 
case of the currency notes issued by the Reserve Bank of India, i.e. currency notes of Rupees Two and above 
[and not Rupee One Notes, which are issued under the signature of the Union Finance Secretary, instead]. 
The currency notes are issued in the form of a promissory note, under the signature of the Governor, Reserve 
Bank of India (RBI).

Incidentally, it may be mentioned here that, in the case of promisory notes (both demand and time), there 
are only two parties (instead of three, as in the case of Bills of Exchange). They are the drawer and the payee 
only (no drawee being involved). Also, in the case of Reserve Bank of India currency notes, the drawer of the 
note is the Reserve Bank of India and the payee is the bearer of the currency note. That is why a currency 
note is invariably drawn in the form of a Demand Promissory Note (DP Note) payable to the bearer, wherein 
it reads as under:

‘I promise to pay the bearer the sum of * rupees’ [*Here the amount of the respective denomination of the 
currency note is specified].

 Signature
 Governor

Section 22: Days of Grace
‘Every promissory note or bill of exchange, which is not expressed to be payable on demand, at sight or on 
presentment, is at maturity on the third day after the day on which it is expressed to be payable.’

Calculating Maturity of Bill or Note Payable So Many Months after Date or Sight

Section 22
‘In calculating the date at which a promissory note or bill of exchange, made payable at stated number of 
months after date or after sight, or after a certain event, is at maturity, the period stated shall be held to 
terminate on the day of the month which corresponds with the day on which the instrument is dated, or 
presented for acceptance or sight, or noted for non-acceptance, or protested for non-acceptance, or the event 
happens, or, where the instrument is a bill of exchange made payable a stated number of months after 
sight and has been accepted for honour, with the day on which it was so accepted. If the month in which 
the period would terminate has no corresponding day, the period shall be held to terminate on the last day 
of such a month.’

Illustrations
 (a) A negotiable instrument, dated 29 January, 1878, is made payable at one month after date. The instrument 

is at maturity on the third day after 28 February, 1878.
 (b) A negotiable instrument, dated 30 August, 1878, is made payable three months after date. The instrument 

is at maturity on 3 December, 1878.
 (c) A promissory note or bill of exchange, dated 31 August, 1878, is made payable three months after date. 

The instrument is at maturity on 3 December, 1878.
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Calculating Maturity of Bill or Note Payable So Many Days After Date or Sight

Section 24
‘In calculating the date at which a promissory note or bill of exchange made payable a certain number of 
days after date or after sight or after a certain event is at maturity, the day of the date, or of presentment for 
acceptance or sight, or of protest for nonacceptance, or on which the event happens, shall be excluded’.

When Day of Maturity is a Public Holiday

Section 25
‘When the day on which a promissory note or bill of exchange is at maturity is a public holiday, the instrument 
shall be deemed to be due on the next preceding business day.’

Explanation: ‘The expression “Public Holiday” includes Sundays and any other day declared by the Central 
Government, by notification in the Official Gazette, to be a public holiday.

It may be pertinent to mention here that the time bills of exchange invariably have to be presented to the 
drawee for acceptance purposes, to hold the drawee liable for dishonour of the bill of exchange for non-acceptance 
and/or for non-payment. Also, if the bill is refused to be accepted by the drawee, it would be deemed to have 
been ‘dishonoured for non-acceptance’ instead. In such cases, the bill may have to be noted (or protested, if no 
notary public is available in the area of the drawee’s place of business) to proceed further against the drawee 
in the Court of law.

STAMP DUTY EXIGIBLE ON TIME (USANCE) BILLS

Though the demand bills are expected to be paid immediately on demand, usually some specified period, say, 
of thirty days or forty-five days, are granted by the drawer to the drawee to make the payment by that time, 
whereafter some overdue interest may become payable at the specified rate.

Further, the demand bills of exchange do not attract any stamp duty. As against this, stamp duty is invariably 
exigible on all the time bills of exchange, which varies in terms of the amount and the period after which the 
amount is made payable, as per the Indian Stamp Act, i.e. the stamp duty is exigible at the same rate all over 
India. (The rate of stamp duty payable under State stamp acts, however, vary from State to State. For example, 
stamp duties payable on agreements and pledge documents)

The table of stamp duty, exigible on Time (Usance) Bills of Exchange, as per the Indian Stamp Act, is given in
Table 18.1.

Table 18.1: Stamp Duty Exigible on Time (Usance) Bills of Exchange 
[Vide Section 13 of Indian Stamp Act]

Sl. No. Description `

6(b) Where payable otherwise than on demand:

(i) Where payable not more than three months after date or sight:
if the amount of the bill or note does not exceed ` 500;
if it exceeds ` 500 but does not exceed ` 1,000;
and for every additional ` 1,000 or part thereof in excess of ` 1,000.

` One
` Two
` Two

(ii) Where payable more than three months but not more than six months after date or sight:
if the amount of the bill or note does not exceed ` 500;
if it exceeds ` 500 but does not exceed ` 1,000;
and for every additional ` 1,000 or part thereof in excess of ` 1,000;

` Two
` Five
` Five

(Contd.)
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(iii) Where payable more than six months but not more than nine months after date or sight:
if the amount of the bill or note does not exceed ` 500;
if it exceeds ` 500 but does not exceed ` 1,000;
and for every additional ` 1,000 or part thereof in excess of ` 1,000;

` Three
` Seven
` Seven

(iv) Where payable more than nine months but not more than one year after date or sight:
if the amount of the bill or note does not exceed ` 500;
if it exceeds ` 500 but does not exceed ` 1,000;
and for every additional ` 1,000 or part thereof in excess of ` 1,000;

` Five
` Ten
` Ten

(c) Where payable at more than one year after date or sight:
if the amount of the bill or note does not exceed ` 500;
if it exceed ` 500 but does not exceed ` 1,000;
and for every additional ` 1,000 or part thereof in excess of ` 1,000;

` Ten
` Twenty
` Twenty

The mode of calculation of the due dates of time bills of exchange, as laid down in the Negotiable Instruments 
Act, is discussed hereafter.

CALCULATION OF DUE DATE OF A BILL OF EXCHANGE MADE PAYABLE AFTER THE SPECIFIED 
NUMBER OF DAYS OR MONTHS

Example 1
A time bill of exchange is dated 15 February, 2009, and is made payable sixty days after date and has been 
acceptedon 20 February, 2009.

Calculation of Due Date
Now, let us calculate the due date of the bill, in the instant case, step by step.

Step 1
Find out the starting point. In the instant case, it is given as 15 February, 2009 (being the date of the bill of 
exchange)

Step 2
Exclude the starting point, i.e. 15 February, and count the days now remaining in the month of February, i.e. 
28 days less 15 days = 13 days {Since the year 2009 is not a leap year. [A full century should be divisible by 400 
(and not only 4), and, accordingly, the month of February in 3000 will have only twenty-eight days (and not 
twenty-nine days). In 2008 and 4000, however, the month of February will have twenty-nine days.}

Step 3
Now, add thirty-one days of March to the balance thirteen days of February, i.e. 13 + 31 = 44 days.

Step 4
Now, how many more day(s) need to be added from the next month (i.e. April) to make it a complete sixty days 
period?

That is 60 – 44 = 16 days

Step 5
That is, by now the due date comes to 44 + 16 = 60 days, i.e. 16 April, 2009.

(Contd.)
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Days of Grace
But, the matter does not end here. One more step remains to be completed, and that is, granting of three 

days of grace.
The reason being, as per the NI Act, three days of grace have invariably to be granted while calculating the 

due date of a time bill of exchange.

Step 6
Thus, finally the three days of grace have to be granted, and accordingly added to the due date calculated 

earlier, i.e. 16 April, 2009 + 3 days = 19 April, 2009.
Now, the due date comes to be 19 April, 2009, in the instant case.
But, the exercise has not ended up even here; because one more step still remains.

Step 7
As a final measure, if the due date finally calculated, including the three days of grace, happens to be a public 
holiday, what shall be the due date, under such circumstances?

The NI Act provides that the bill of exchange, in such a case, will fall due on ‘the next preceding business 
day’. Here, the terms ‘next’ and ‘preceding’ are of great significance. That is to say, if 19 April, 2009 happens 
to be a public holiday, the due date will be the next (i.e. immediately) preceding (and not succeeding) business 
day, i.e. 18 April, 2009. [The term ‘next preceding’ day should not be confused with the term ‘next’ day, which 
means the next succeeding day]. The term used in the NI Act is ‘the next preceding business day’, which means 
that if 18 April, 2009 also happens to be a public holiday, the due date will be 17 April, 2009, instead. Again, 
if 17 April, 2009 also happens to be a public holiday, the due date will be deemed to have fallen on 16 April, 
2009, and so on. [In the case of the Bank’s Term Deposit Receipts (TDRs), however, if the due date falls on, 
say, 19 April, 2009, and this happens to be a bank holiday, it will be deemed to have matured for payment on 
the next succeeding business day, instead, i.e. on 20 April, 2009, and so on.]

Example 2
Now, let us take another example where the bill is made payable so many months after acceptance.

Suppose that the bill is drawn payable 4 months after acceptance, and is dated 14 February, 2009 and has 
been accepted for payment on 15 February, 2009.

Calculation of Due Date

Step 1
The starting point will be, in this case, the date of acceptance of the bill, i.e. 15 February, 2009. (If the bill was 
drawn four months after date, the starting point would have, instead, been 14 February, 2009.]

Step 2
Add four months to the starting point, i.e. 15 February, 2009 + 4 months = 15 June 2009.

Step 3
Add three days of grace, i.e. 15 June 2009 + 3 days = 18 June, 2009.

Step 4
If 18 June, 2009 happens to be a public holiday, then 17 June, 2009 (i.e. the next preceding business day) 

will be the due date, and so on, as has been discussed in Example 1 earlier.
Relevant sections extracted from the Negotiable Instruments Act, 1881 have been given in Appendix 18.1 

in the preceding pages of this chapter.
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PRESENTATION OF TIME BILLS FOR ACCEPTANCE AND PAYMENT

The time bill should be presented for acceptance (and payment) at the usual place of business of the drawee 
during the usual business hours, or else, at a mutually-agreed upon reasonable place and at a reasonable time 
(i.e. not at the burning ground or graveyard at 12 o’ clock in the night, and the like).

MODE OF ACCEPTANCE OF THE TIME BILL

Supposing the bill is accepted for payment in the following manner:
[Accepted
For XYZ Company Limited

 Signature
 Director
 15.10.2009]
In such a case, the bill will have to be presented again for payment on the due date at the usual place of 

business  of the drawee, and the payment collected there itself, which may have to be brought back to the branch 
of the bank, at the risk of the bank.

With a view to avoiding such a situation, it would be preferable to get the time bill accepted for payment at 
the specific branch of the bank concerned. For example;

[Accepted for payment at State Bank of India, Hazaratganj, Lucknow.
For XYZ Company Limited
 Signature
 Director
 15.10.2009]
In such a case, the drawee will have to come to the branch of the bank on the due date and make the payment 

of the bill, in full, at the bank’s branch office.
It must also be ensured that the time bill, while being accepted, also clearly bears the date of its acceptance, 

whether the bill is made payable so many days or months after date or after acceptance of the bill. This is a 
legal requirement, perhaps, to stand as an evidence that the bill was accepted for payment on the specific date

Where should the Acceptance of the Bill be Written on the Bill?
The acceptance of the time bill must be stated on the face of the bill and not on the reverse of the bill.

TYPES OF LETTERS OF CREDIT

(A) Demand Letter of Credit and Time Letter of Credit
We have already discussed the distinguishing features of ‘Demand’ and ‘Time’ (Usance) Bills of Exchange, earlier.

The L/Cs accompanied by demand bills of exchange are known as demand letters of credit, while those 
accompanied by time (usance) bills of exchange are called time (usance) letters of credit.

(B) ‘DA’ Bills Letter of Credit and ‘DP’ Bills Letter of Credit
As per the instructions of the drawer, the documents to the title to goods (like railway receipt, lorry receipt, 
bill of lading and airway bill pertaining to the time bills, may be required to be delivered against acceptance of 
the bill of exchange (i.e. delivery against acceptance; DA for short) or delivery against payment of the amount 
of the bill of exchange (DP for short). These are, thus, known as DA Bills or DP Bills, respectively, and the 
relative letter of credit is also termed accordingly.
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What is a Bill of Lading (B/L)?
A Bill of Lading (B/L) is a document to the title to goods, as are the Railway Receipt and the Truck/Lorry Receipt. 
The B/L is a legal document, which is a written undertaking, given on behalf of the shipping company, to the 
following effects:
 (i) It is a written acknowledgement of the goods, duly packed, in the specified quantity, volume, value, 

packets and drums, as specifically mentioned in the document.
 (ii) It is an undertaking to ship the entire consignment to the desired destination, as mentioned therein
 (iii) It is also an undertaking to the effect that the goods so carried will be delivered only to the consignee(s), 

as specifically mentioned in the document (B/L) or to his/her order, on production of the Original Bill of 
Lading, marked ‘Original Negotiable’ copy.

Clean vs Qualified Bill of Lading
A B/L containing some qualifying/adverse remarks (like, received twenty drums, two drums leaking; or received 
ten bales duly packed and tightened with steel strips, except one loosely packed; or received five wooden boxes 
out of which one is damaged on two sides is known as a qualified (not clean) B/L. Accordingly, the B/L free of 
any of such qualifying remarks, incorporated on the body of the document, is known as a ‘Clean Bill of Lading’.

Thus, if one of the conditions, contained in the L/C, stipulated that a clean B/L should be one of the documents 
mentioned therein, the bill of exchange may not be accepted by the bank for negotiation under the L/C, if a 
qualified B/L is submitted therewith, instead.

(C) Documentary Letter of Credit and Clean Letter of Credit
A documentary L/C is accompanied by the relative title to goods (as aforesaid) which may have to be delivered 
against Acceptance or payment of the bill, as required by the drawer. But usually, time bills are made DA, i.e. 
Delivery against acceptance, so that, on the acceptance of the bill, the relative documents to the title to goods 
could be delivered to the drawees, duly endorsed in their favour. This way, the drawees will be able to get the 
delivery of the goods, well before making the payment of the amount of the bill. Thus, they (drawees) would 
be able to sell the entire goods or a large quantity of them, well before the due date for payment. Such sale 
proceeds, thus, could well be used by the drawees to make the payment of the bill on the due date.

Banks Not Responsible For the Quality of Goods
Here it must be clarified that the bank’s responsibility is only to the extent of ensuring that the documents 

to the title to goods are genuine (i.e. that the goods have actually been transported/shipped/or air-lifted). But 
the bank cannot be held responsible for the quality (or even quantity) of the goods so dispatched. Accordingly, if 
the buyer prefers to get the quality and quantity of the goods inspected and verified before dispatch, he should 
make his own arrangements to have his own representatives to do the prior inspection of the goods (or he may 
have some arrangement made with some agencies undertaking such jobs, on agency basis, to save on the travel 
expenses, specially in the case of an Import L/C).

In such cases, however, one of the terms and conditions, stipulated in the relative L/C will be that the 
documents should also accompany an inspection note, certifying the quantity and quality of the goods dispatched, 
duly signed by the officer/agent authorized by the applicant (buyer) on this behalf.

As against this, a clean letter of credit is the one which is not accompanied by any documents to the title to 
goods [like railway receipt, lorry receipt and Airway bill. B/L That means that such documents have already 
been sent to the drawee concerned directly by the drawer of the bill. Such cases, however, may be rather rare, 
i.e. only where the drawer (seller) considers the drawee (buyer) to be highly creditworthy. The bank, in turn, 
should also have full faith in the integrity and honesty of the drawer (seller), while discounting such time bills.

Further, it may as well be possible, under such cases, where the product of the drawer concerned enjoys a 
very high demand in the market and, therefore, no drawee will ever like to dishonour the bill, lest he may be 
blacklisted by the drawer, and his agency/dealership arrangement may get cancelled for ever. Nirma Industries 
(manufacturing detergent powders and soaps) may be one of several such examples. Similar may be the case 
when DA (documents against acceptance) term is stipulated in the L/C.
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(D) Inland (Domestic) Letter of Credit and Foreign Letter of Credit
Inland (also known as domestic) L/C is one wherein both the drawers (sellers) and the drawees (buyers) are of 
one and the same country, say, India. For example, a letter of credit opened on behalf of Shekhar Iron Company 
Limited, Lucknow, in favour of SAIL, Salem, both the parties being Indians companies, and located in India.

As against this, in the case of a foreign L/C, the drawers and the drawees belong to two different countries.

For Example
 (i) An L/C issued on behalf of ABC Company Limited, Lucknow (India) in favour of General Motors (USA).
 (ii) An L/C issued at the request of a UK company located in London (UK), in favour of an Indian company 

located in Varanasi (India), for supply of woollen carpets.
  Both these cases are the examples of foreign L/Cs.
  Thus, there may be two types of foreign L/Cs, too. That is;
 (i) Import L/C; and
 (ii) Export L/C.

That is, when the Indian party is the buyer (applicant for the L/C) and foreign party is the seller (beneficiary 
of the L/C), it is known as the import L/C, as an import of certain goods in India is involved, as is the case in the 
example (i) above. As against this, in the example number (ii) above, the applicant (buyer) is a UK company, 
and the beneficiary (seller) is an Indian company whereby export of carpets (from India to the United Kingdom) 
is involved. It is, thus, known as the export L/C.

(E) Revocable Letter of Credit and Irrevocable Letter of Credit
A revocable L/C, as the name itself suggests, is one which can be revoked (cancelled) by the issuing banker, 
any time after it is issued. In such a case, the L/C may not serve much of a useful purpose. As against this, an 
irrevocable L/C cannot be revoked by the issuing banker, once it has been issued and delivered/communicated 
to the beneficiary concerned. Such an L/C stands as an irrevocable undertaking by the issuing banker to make 
the full payment to the beneficiary of the L/C (the seller), of course, provided all the terms and conditions 
stipulated in the relative L/C have been fully complied with.

Thus, it will be always beneficial for the beneficiary of the L/C to ensure that the L/C is irrevocable and not 
revocable.

(F) With Recourse to Drawer(s) Letter of Credit, and Without Recourse to Drawer(s) Letter of Credit
In the case of a ‘With Recourse to Drawer’ L/C, after the amount of the bill drawn under the L/C has been paid 
to the drawer (seller) of the bill, he or she is still under the liability to refund the payment so made earlier, if 
the drawee (buyer) [for some valid reason(s) or even otherwise] refuses to honour (pay the amount of) the bill. 
Such an L/C, thus, does not serve much of a useful purpose to ensure a guaranteed payment to the seller.

But, in the case of an L/C ‘Without Recourse to the Drawer’, once the payment has been made to the beneficiary 
(seller), he is finally out of the picture and can, under no circumstances, be asked to refund the amount so paid 
earlier even for some valid reasons or otherwise.

Of course, the position will be certainly different, if the payment has been released ‘under reserve’, as has 
already been discussed in detail in this chapter, under the heading: ‘Case Law’.

Thus, the beneficiary will do well to invariably ensure that the L/C issued in his favour is specifically mentioned 
to be ‘Irrevocable, Without Recourse to the Drawer’ (and NOT ‘Revocable’, with ‘Recourse to the Drawer’).

Let us bring home the point, a little further, with the help of a case study given hereafter:
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CASE STUDY–II

BEWARE, BE WARY
Mr Pankaj received a big export order, backed by a foreign L/C. His wife, Ms Prasannata, however, was not 
so thrilled. But then, she, at the same time, did not want to break the heart of her husband. Therefore, she 
instantaneously, joined him in the rejoicing for some time.

After a couple of hours, she wanted to examine the contents of the L/C. But Pankaj tried to convince her that 
there was nothing unusual in it (L/C) as the terms and conditions stipulated in the L/C were the usual ones, 
as commonly found in most of the export L/Cs.

For Example
 A. The documents, negotiated under the L/C must include:
 (i) Demand bill of exchange
 (ii) Bill of lading
 (iii) Certificate of origin
 (iv) Insurance policy covering fire and pilferage risks for full value of the goods shipped
 (v) Inspection note duly signed by an authorized officer on behalf of the importer company.
 B. Some other conditions stipulated in the L/C included:
 (i) Trans-shipment not permitted
 (ii) Part-shipment permitted
 C. Further, the heading of the L/C, too, was the usual one, as it read as ‘Revocable L/C with recourse to the 

drawer(s) –
Pankaj reiterated quite convincingly.
Happy receiving the order Pankaj emphatically added that as the issuing bank of the importer’s country was 

not known for financial strength and standing, the L/C was duly confirmed by the State Bank of India, Lucknow.
Ms Prasannata patiently and attentively heard Pankaj all through. At the end, however, she counselled him 

to immediately send an e-mail to the importer concerned, requesting him to make some material amendments 
to the L/C in question.

Now, it was the turn of Pankaj to be convinced, and he immediately sent the e-mail to the foreign importer, 
as suggested.

Issues to be Discussed
What did Prasannata explain to Pankaj so convincingly? Guess and explain, in detail, clearly and convincingly, 
bringing out the distinctive features and the ramifications of the suggested amendments to the L/C.

A SUGGESTED APPROACH

Thus, we see that everything was in order in the relative letter of credit issued in favour of Pankaj, except 
that it was ‘Revocable and With Recourse to Drawer’, which does not serve any useful purpose of guaranteed 
payment of the bill drawn under the relative L/C. Thus, Prasannta must have advised Pankaj to get the L/C 
amended to read as ‘Irrevocable, Without Recourse to Drawer’, instead.

(G) Confirmed Letter of Credit and Unconfirmed Letter of Credit
A confirmed L/C is one, which has been confirmed by yet another banker, in addition to the issuing banker (of 
the buyer). This may become necessary when the seller does not have faith in the financial standing and stability 
of the issuing banker of another country. So he insists that some other banker, preferably of his own country, 
confirms the L/C, thereby undertaking that the issuing banker is financially sound. In the event of the issuing 
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banker somehow failing to honour the commitment to pay the bill, the confirming banker [of his country, in 
whom the seller (beneficiary of the L/C) has faith] will make good the payment. In such cases, the buyer will 
have to bear the costs of commissions and bank charges of both the issuing banker and the confirming banker.

It may be recalled that way back in 1970s, in some cases, though rare, the L/C issued even by the State 
Bank of India was required to be confirmed by a local banker of repute of the exporter (seller) country, as its 
authorised capital, at the material time, was only ̀  20 crore, and the issued, subscribed and paid-up capital was 
just ` 5.625 crore and the Reserves and Surplus aggregated around ` 20 crore [not-so-strong a financial base, 
by any standards]. Therefore, the State Bank of India brought in substantial amount from its secret reserves 
to the general reserves, at an average rate of, say, ` 20 crore per year, by way of a well thought of strategy, so 
as to strengthen its financial position revealed in its Balance Sheet. Later, in the year 1993, it came out with 
a mega (huge) public issue of ` 1,000 crore at a premium of ` 90 [(i.e. ` 10 (face value) shares were issued at 
a price of ` 100)], when its ` 100 (face value) shares were being quoted in the stock market at around ` 2,500, 
i.e. much above the average issue price). The mega issue was, accordingly, over-subscribed (two times) and the 
bank’s equity base rose further. With the issue of ADR/GDR, its equity capital has, by now, gone up dramatically.

The share capital of the State Bank of India, as on 31 March, 2000, was a substantial and respectful ̀  526.30 
crore, a quantum jump from ̀  5.625 crore as in the 1970s. And with a ‘rights issue’ of its equity shares recently, 
its capital base has gone up still further.

Reserves and Surplus
The reserves and surplus of the State Bank of India gradually increased to ` 11,621 crore, as on 31 March, 
2000, from ` 7,450.90 crore as on 31 March, 1997, ` 9,081.90 crore as on 31 March, 1998, and ` 9,876 crore as 
on 31 March, 1999.

Thus, we see that, while the share capital of the State Bank of India has gone up with the recent ‘righs issue’, 
the reserves and surplus are also/its steadily increasing, which are very healthy signs, indeed.

It is, therefore, natural that in the case of State Bank of India, the L/C are no longer required to be confirmed 
by any other foreign bank of a higher financial standing. As such, the L/Cs which are not confirmed (or let 
us say, which are not necessarily required to be confirmed) are known as unconfirmed L/Cs. The seller must, 
therefore, ensure that the unconfirmed L/C should be accepted only if it is issued by a bank of an undisputedly 
sound and stable financial standing, like the State Bank of India.

But in case the financial standing of some other bank, say in India, is considered to be somewhat weak and 
unstable, the seller must insist that it should be confirmed either by the State Bank of India or any other bank 
in the country of the seller (exporter).

Revolving Letter of Credit
Now, let us discuss about the salient features of a revolving L/C.

A revolving L/C is one which rolls over, i.e. under which any number of bills could be negotiated a number 
of times, within a specified period, but only upto a specified aggregate amount, and with the further condition 
that the aggregate amount of the bills, outstanding at any one time, should not exceed the stipulated amount.

Let us understand the aforesaid statement with the help of an illustrative example.

Example
A revolving L/C has been issued on 1 January, 2009, for a period of one year, for an aggregate amount of ` 10 
lakh, with the condition that the aggregate amount of the outstanding bills negotiated under the L/C should 
not exceed ` 1 lakh at any one point of time. Thus, the next bill will be usually negotiated under the revolving 
L/C only after the earlier bill has been paid, and the payment advice has been received from the paying branch 
of the bank (buyer’s bank) and the outstanding, as on date, is well below ` 1 lakh.

Further, the L/C will expire:
 (a) After one year from the date of issue of the revolving L/C (if the validity period of the revolving L/C has 

been stipulated by the issuing bank as one year only)
 (b) On negotiation of bills upto the full amount of the limit of the revolving L/C, as stipulated by the issuing 

bank; whichever of the two is earlier
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Let us restate the example in a simpler (tabular) form, when we get the undernoted conditions, stipulated 
(and implied) in the revolving L/C (Table 18.2).

Let us now attempt to solve a practical problem to understand the mechanism of the systems and procedures, 
adopted by the banks, in this regard.

Problem
Lucky Iron Works (Private) Limited (LIW) wants to procure raw materials from SAIL, Salem, to the tune 
of ` 10 lakh, to meet its annual requirements. SAIL, in turn, asks LIW to open a letter of credit for ` 10 lakh 
in its favour, valid for a period of one year, to enable it to dispatch the goods to LIW in the required quantity, 
from time to time, within the overall limit of ` 10 lakh. LIW, accordingly, approaches the bank, say, State 
Bank of India (SBI), Lucknow, with a request to open L/C for an amount of ` 10 lakh for a period of one year 
in favour of SAIL, Salem.

TABLE 18.2 Conditions Stipulated in the Revolving L/C

Sl. No. Descriptions Valid For (Period/Amount)

1. Validity of the period of the L/C Upto 31 December, 2009 (One year from 1 January, 
2009, being the date of issue of the letter of credit)

2. Aggregate amount of bills that could be negotiated 
under the L/C

` 10 lakh

3. Total amount of bills, negotiated under the L/C, 
outstanding at any one time

` 1 lakh

4. Total number of bills that could be negotiated under 
the L/C

Unlimited

5. Total occasions on which such bills could be 
negotiated under the L/C

Unlimited

The State Bank of India, on its own objective estimation and appraisal, does not find LIW creditworthy 
enough for a big sum of ` 10 lakh. So, the Chief Manager, State Bank of India, Lucknow, suggests to LIW to 
get a revolving L/C instead, for ` 10 lakh for a period of one year, only with an added stipulation that the total 
value of outstanding bills, negotiated under the L/C, should not exceed ` 1 lakh on any one time. LIW readily 
agreed, as it did not ever require to get the supplies for more than ` 1 lakh, on any one occasion, because the 
stocks of one month consumption of the raw materials were considered to be sufficient enough. Moreover, the 
amount of commission payable on the revolving L/C and the usual L/C also remained the same.

[Thus, we see that, it is under such circumstances that the revolving L/C proves to be handy.]
Soon after the opening of the revolving L/C, the following transactions have taken place between LIW and 

SAIL, during the period 1 January, 2009 to 30 April, 2009 (Table 18.3).
How would these transactions [of negotiation of bills under the revolving letters of credit, on different dates 

by the State Bank of India, Salem, and the respective payment advices, received from the State Bank of India, 
Lucknow at the State Bank of India, Salem] appear in the books of the bank at its Salem branch [Table 18.4].

A solution has been attempted in Table 18.5.

TABLE 18.3 Negotiation of Bills under the Revolving Letter of Credit

Sl. No. Date Amount (` in Thousands)

1. 10 January, 2009 50

2. 15 January, 2009 40

3. 20 January, 2009 30

(Contd.)
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4. 05 February, 2009 50

5. 25 February, 2009 35

6. 06 March, 2009 70

7. 29 March, 2009 55

8. 30 March, 2009 60

9. 15 April, 2009 55

10. 30 April, 2009 70

TABLE 18.4 Receipt of Payment Advices at State Bank of India, Salem 
from State Bank of India, Lucknow

Sl. No. Date Amount (` in Thousands)

1. 18 January ,2009 50

2. 25 January, 2009 40

3. 07 February, 2009 30

4. 19 February 2009 50

5. 16 March, 2009 35

6. 27 March, 2009 70

7. 15 April, 2009 55

8. 20 April, 2009 60

9. 30 April, 2009 55

TABLE 18.5 Negotiation of Bills Under Letter of Credit and Receipt of Payment Advices, as Recorded in 
the Books of the Bank: Revolving letter of Credit limit ` 1 lakh at any one time, overall limit ` 10 lakh

Sl. No. Date Debit Credit Balance Available on L/C account, and 
Remarks, If Any (` in Thousand)

Balance 100 (+) 100

1. 10 January, 2009 50 50

2. 15 January, 2009 40 10

3. 18 January, 2009 50 60

4. 20 January, 2009 30 30

5. 25 January, 2009 40 70

6. 05 February, 2009 50 20

7. 07 February, 2009 30 50

8. 19 February, 2009 50 100

9. 25 February, 2009 35 65

(Contd.)

(Contd.)
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10. 06 March, 2009 70  (Lien 5) (–) 5

11. 16 March, 2009 35 (Lien Lifted) 30

12. 27 March, 2009 70 100

13. 29 March, 2009 55 45

14. 30 March, 2009 60 (Lien 15) (–) 15

15. 15 April, 2009 55 (Lien Lifted) 40

16. 15 April, 2009 55 (Lien 15) (–) 15

17. 20 April, 2009 60 (Lien Lifted) 45

18. 30 April, 2009 70 (Lien 25) (–) 25

19. 30 April, 2009 55 (Lien Lifted) 30

Total 515 545

As already stated eariler, this revolving letter of credit will lapse:
 (a) As at the close of business on 31.12.2009 (the date of issue being 1.1.2009; and the validity of the L/C 

being one year only from the date of its issue)
 (b) When the bills aggregating ` 10 lakh have been negotiated under the L/C.

In the instant case, the firm (LIW) can still negotiate the bills under the revolving letter of credit upto the 
amount of ` 4,85,000 [` 10,00,000 (revolving letter of credit limit) (less) ` 5,15,000 (the amount of the L/C limit 
so far availed of).

Further, it can continue to negotiate the bills under this revolving letter of credit only upto 31.12.2009, where-
after the L/C will expire, as its validity is upto 31.12.2009 only (one year from the date of its issue, 1.1.2009).

But then, if the firm had negotiated the bills under this revolving letter of credit upto the full amount of 
` 10 lakh; by 31.10.2009 itself; in that case also it cannot negotiate any further bill under this revolving letter 
of credit, as the limit of ` 10 lakh has been fully utilized well before the expiry date of this revolving letter of 
credit, i.e. 31.12.2009.

And, if the firm had negotiated the bills under this revolving letter of credit upto ̀  9 lakh only, as on 31.12.2009; 
in that case also it cannot negotiate any further bill under this revolving letter of credit, as the validity of the 
revolving L/C has already expired on 31.12.2009.

 SUMMARY 
Though L/Cs and B/Gs also involve financial commitments, funds are not required to be paid immediately, 
on the opening or issuance of the L/C and B/G, but only at a later date, i.e.

 (i) When the bill, drawn under L/C, is received at the issuing bank
 (ii) If and when the B/G is invoked

Buyers usually prefer to receive the goods in good order, first, before making the payment. But, sellers 
insist on getting advance payment, to avoid any risk of non-payment and bad debts. Thus, bank comes as 
an intermediary and issues L/C, at the request of the buyer, in favour of the seller, through the seller’s 
banker.
Letter of credit is a letter (of undertaking) issued by a bank, undertaking to make payment of the bills, 
drawn against the L/C, on first demand, provided all the terms and conditions stipulated in the L/C are 
complied with, fully and completely, without even a small and minor deviation.

(Contd.)
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The necessary amendments to the terms and conditions of L/C can be made by the issuing banker, but only 
at the request of the buyer. Therefore, the seller has to approach the buyer concerned, to get the needful 
done, before the bills could be presented to the seller’s banker for payment. Such amendments could be 
done just by exchange of letters on a plane letterhead of the issuing banker (not stamped).
L/Cs are usually issued in Quadruplicate.

 (i) Original L/C, along with its one copy, is sent to the seller’s banker for retention of the original with him, 
and passing on the copy to the seller (the beneficiary) for information and record.

 (ii) One copy is given to the buyer (the applicant).
 (iii) One copy is retained by the issuing banker for its record.

Payment under Reserve: Under special circumstances, at the request of the sellers, and on their specific 
undertaking (preferably on stamped paper), to the effect that the bills drawn under the latter of credit may 
be negotiated (paid) under the L/C, though some minor points are at variance with its terms and conditions, 
on their (sellers’) specific undertaking that such payment be made only with the specific provision of 
‘under reserve’. That is, if the buyer refuses to pay the amount of the bill, due to such deviation from the 
terms and conditions of the L/C, the seller undertakes to refund the amount, paid to him ‘under reserve’, 
immediately, on demand made by the bank.
Banks insist on some margin money to be deposited by the buyer, which may range from ‘nil’ to cent per 
cent. However, usually the margin stipulated on the working capital loan of the applicant is stipulated 
in the case of L/C, too. The margin money deposited by way of the lien, noted on the cash credit account, 
has proved to be more economical and gainful for the buyers, in comparison to the Bank’s Term Deposit 
Receipts.

Managing Credit Risks by Banks
Besides margin money, bank also takes the following precautions to safeguard its interest, viz.

 (i) The party should be enjoying the working capital loan facility from the bank, and must be conducting 
its account, in a satisfactory manner, and following the bank’s financial discipline.

 (ii) A suitable L/C limit is allocated, along with the requirement of the fund-based working capital limit, 
based on its scale of operation and creditworthiness.

 (iii) (a) Preparation of cash budget, and
 (b) Study of the cash flow position, to ensure that the buyer will have sufficient funds to honour the 

bill, negotiated under the letter of credit, when it is expected to arrive at the branch for payment.
 (iv) Obtaining some collateral (additional) security by way of:
 (a) Third party guarantee and/or
 (b) Equitable mortgage of immovable properties and immovable items of machinery.

Types of L/C
 1. Demand and Time: [It depends upon whether the accompanying bill of exchange drawn is made 

payable on demand or after the stipulated days or month(s)]. [Time bills, however, attract some stamp 
duty (as per the Indian Stamp Act) and also involve calculation of due date (as per the Negotiable 
Instruments Act). Time bills are also required to be accepted by the drawees on the face of the bill 
preferably stating ‘accepted payable at ABC Branch of XYZ Bank’, so that the payment is to be made 
by the drawee at the banks’ counter only].

 2. Documentary and Clean, i.e. whether the documents pertaining to the letter of credit include some 
documents to title to goods (viz. Railway Receipt, Truck Receipt, Bill of Lading or Airway Bill). Banks, 
however, do not take responsibility about the quality of the goods. For this, the buyers have to make 
their own arrangements and insist on ‘Inspection Notes’ as one of the documents required.

 3. Delivery against Acceptance (DA) and Delivery against Payments (DP), i.e. whether the 
documents are to be delivered just after acceptance of the time bill or against its full payment (on or 
before the due date).
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 4. Inland (Domestic) and Foreign If both the seller and the buyer are of the same country, it would 
be the case of an inland or a domestic L/C. But, if one of them were of some other country, it would 
be the case of a foreign letter of credit. Further, foreign L/C may be an import L/C, if the buyer is an 
Indian and the seller is of some other country. It would be an export letter of credit if the seller is an 
Indian and the buyer is of some other country.

 5. Revocable and Irrevocable, i.e. whether the L/C can be revoked (cancelled) at any time, at the 
discretion of the issuing banker, or it cannot be revoked (cancelled), at any later date, once it has been 
issued and delivered by the bank.

 6. With Recourse and Without Resource to the Drawer, i.e. whether the amount of the bill negotiated 
under the L/C and paid to the seller can be recovered from him at a later date. That is, whether the 
bank will still have the resource and remedy open to the drawer of the bill (seller). Thus, for obvious 
reasons, the seller, to be on the safe side all through, invariably insists on the issuance of an ‘Irrevocable 
L/C, without Recourse to the Drawer’.

 7. Confirmed and Unconfirmed, i.e. whether the L/C has been confirmed by a well-known bank, too, 
in addition to the issuing banker. Confirmation by an other banker is insisted upon, especially in the 
case of a foreign letter of credit, when the issuing banker is not a well-known and stable banker, and 
the seller insists for the confirmation of the L/C by another banker, preferably of his (seller’s) choice. 
Such other bank, of course, charges some commission for the service, in addition to the commission 
recovered by the issuing banker.

Revolving Letters of Credit: Suppose an industry in Lucknow wants to get the supplies of raw materials 
from a company, which insists on opening of an L/C by the buyer. The annual requirement of the material 
of the buyer company, is say, ̀  12 lakh. But the bank does not consider the buyer to be worth the amount. 
Thus, as the average monthly requirement of the buyer, in the instant case, may be ` one lakh, the bank, 
instead of issuing one L/C for ` 12 lakh, may prefer to issue a revolving L/C with the following terms and 
conditions:
 Date of Issue – Say, 01 November, 2008
 Validity Period – One Year
 i.e. Valid up to – 31 October, 2009
 Negotiation of Bills Outstanding – Maximum ` 1 lakh at any one time
 The Aggregate amount to – Maximum ` 12 lakh

 be negotiated under the L/C

Thus, the next bill will be usually negotiated only when the earlier bill has been paid and the outstanding, 
as on date, is well below ` 1 lakh.
The letter of credit will lapse,

 (i) As at the close of business on 31 October, 2009 (the date of issue being 01 November, 2008), or else,
 (ii) When the bills aggregating ` 12 lakh have been negotiated under the L/C, whichever of the two is 

earlier.

 REVIEW QUESTIONS
 1. (i) Why are the Letters of Credit (L/Cs) known as non-fund based working capital finance?
  (ii) Will it be right to suggest that the L/Cs do not involve any financial obligation or risk, on the part of the 

issuing banker?
 2. What is the main idea/purpose behind the evolution of the instrument like the L/C?
 3. What are the main commitments of the issuing banker in the case of issuing an L/C?
 4. Distinguish between the following types of Letters of Credit (L/Cs):
 (i) Demand and Time,
 (ii) Documentary and Clean,
 (iii) Delivery Against Acceptance (DA) and Delivery Against Payment (DP),



	 LETTERS	OF	CREDIT 397

 (iv) Inland and Foreign,
 (v) Revocable and Irrevocable,
 (vi) ‘With Recourse to the Drawers’ and ‘Without Recourse to the Drawers’, and
 (vii) Confirmed and Unconfirmed.
  Give illustrative examples in each case.
 5. (i) It is said that the margin money against the L/Cs must be deposited with the issuing banker by way of 

the bank’s Term Deposit Receipt (TDR), instead of in the company’s current account. Do you agree? Give 
reasons for your answer.

  (ii) Can you think of even a better and more gainful way, than the bank’s TDR, for the deposit of the required 
margin money? Explain, in detail, as to how and why, do you consider your suggestion to be a better 
business sense?

 6. What special precautions should be taken by the bank to cover itself of the financial risks connected with the 
issuance of the L/Cs? Give reasons for your answer, citing suitable examples to illustrate your points.

 7. Banks usually insist that the drawee(s) of the bill must accept the time (usance) bills of exchange preferably 
in the following form:

  ‘Accepted payable at _______________ at its _________________branch’
 (name of the bank) (name of the branch)
  Is it a reasonable and rational stand on the part of the bank? Give reasons for your answer.
 8. What are the salient features/provisions/procedures pertaining to the Revolving Letter of Credit? Explain, by 

citing suitable illustrative examples, wherever possible.
 9. The L/Cs can be amended only at the request of the buyer and not the seller. Do you agree? Give reasons for 

your answer.
 10. What do you understand by the term: payment made ‘Under Reserve’? Explain, by giving suitable illustrative 

example.
 11. (i) The banks invariably take the stand that they would not be responsible for the quality of the goods, covered 

under the L/C, opened by them. Do you think that the bank’s such a stand is reasonable enough? Give 
reasons for your answer.

  (ii) Keeping in view the aforesaid stand of the bank, what precautionary measures would you suggest to the 
buyer company, so as to ensure the quality of the goods, dispatched under the L/C? Give reasons for your 
answer.

 PRACTISE PROBLEMS
 1. The terms and conditions of the Letter of Credit (L/C) usually require that the relative documents should 

comprise, inter alia, a clean bill of lading. But accidentally one of the drums got damaged whereby the liquid 
material contained in the drum had started leaking, though very mildly. Thus, a special mention to this effect 
was made in the Bill of Lading. Based on this very trifle reason, the seller’s banker refused to negotiate the bill 
under the L/C, unless a proper amendment to the L/C to this effect was duly received by him, from the issuing 
banker, inasmuch as the L/C had specified a Clean Bill of Lading, as one of the accompanying documents.

  The CMD of the exporting company had, however, personally met the Chief Manager of the seller’s bank and 
assured him that he had a telephonic conversation with the buyer, and he had agreed to honour the bill, despite 
the Bill of Lading being conditional and qualified, as aforesaid. At this, the banker in good faith negotiated 
the bill drawn under the L/C and duly paid the amount, of course, by credit to the exporter’s current account.

  But ultimately, the export bill, negotiated under the L/C, came back unpaid, as the importer had refused to 
honour the bill, inasmuch as the Bill of Lading was not clean, as required under one of the specific conditions.

 (i) What, in your opinion, will be the liabilities of the various undernamed parties involved, in the present 
case?

 (a) Buyer (Importer),
 (b) Buyers’ banker,
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 (c) Seller’s banker, and
 (d) Seller (Exporter).
 (ii) What specific precautions, if at all, the seller’s banker should have taken, in the instant case, to safeguard 

its interest?
  Give specific reasons for your answer.
 2. A Bill of Exchange for ` 55,873 has been drawn payable after ten months from the date of its acceptance and 

is, therefore, required to be duly stamped, as per the Indian Stamp Act? How much stamp duty will be exigible 
in the instant case and why?

 3. A Bill of Exchange for ` 3,55,497.50p has been drawn and made payable at sight.
 (i) What shall be the stamp duty exigible on such instrument?
 (ii) Whether the provisions of the Indian Stamp Act or State Stamp Act will be applicable in the instant case?
 4. A Bill of Exchange dated 24 December, 2008 for ` 6,389 has been made payable 60 days after acceptance, and 

it has been duly accepted (for payment) on 29 December, 2008.
 (i) When will the bill actually fall due for payment? Give reasons for your answer.
 (ii) When will the bill fall due for payment, if it is made payable ninety days after date (other particulars 

remaining the same)? Given reasons for your answer.
 (iii) What amount of stamp duty will be exigible on the Bills of Exchange mentioned at 4 (i) and 4 (ii) in the 

following cases?
 (a) If the Bill is drawn in Calcutta and is payable in Lucknow, and
 (b) If the Bill is drawn in Mumbai and is payable in Chennai.
 5. A Bill of Exchange dated 14 October, 2009, made payable two months after date, has been duly accepted for 

payment on 24 October, 2009. What will be its actual due date of payment? Give reasons for your answer.
 6. A Bill of Exchange has fallen due for payment on 2 November, 2005. But the banks in Lucknow are closed on 

1, 2 and 4 November, 2009, on account of these dates being declared as public holidays. When will this bill 
actually fall due for payment? Give reasons for your answer



Bank Guarantees

Credit is a system whereby a person who  cannot 
pay gets another person who cannot pay to 
guarantee that he can pay.

– Charles Dickens
To guarantee success, act as if it were impossible 

to fail.
– Dorothea Brande

Chapter 19
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Types of Bank Guarantees:
 (i) Financial and
 (ii) Performance Bank Guarantees
 • Purposes of Financial Bank Guarantees
 • Restrictions Imposed by the Reserve Bank of India (RBI) on the Issuance of Performance Bank Guarantees
 • Calculating Validity Period of the Bank Guarantees
 • Legal Implications/Ramifications of Bank Guarantees
 • Case Studies, with Suggested Approaches
 (i) Carpets and Crafts Commission
 (ii) May Pay or Must Pay
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INTRODUCTION

Bank Guarantee (B/G), like Letter of Credit (L/C), is yet another form of non-fund based financing by banks.

WHAT IS A BANK GUARANTEE?

A Bank Guarantee is a legal document, executed by the bank, at the request of the applicant (its client 
borrower), undertaking to remit the specified amount to the beneficiary, in consideration of his accepting the 
Bank Guarantee, in lieu of the applicant’s depositing the required amount in cash, or for releasing the withheld 
payment to the applicant, in the event of any default committed by the applicant.

Types of Bank Guarantees
Bank guarantees (B/Gs) can broadly be classified under two categories:
	 •	 Long-term bank guarantees [also known as Deferred Payment Guarantees (DPGs)].
	 •	 Short-term bank guarantees (which are usually issued for a period of one year and, say, up to three years).

Long-term Bank Gurantees (B/Gs)
The long-term bank guarantees contain the undertaking given by the bank to the effect that the amount of 
instalments, stipulated by the term lending institutions, for repayment of the term loans, sanctioned to the 
applicant borrower, would be paid by the borrower concerned on the due dates on time, failing which the bank 
itself will make the payment of the instalment on the due date.

Here however, we will confine ourselves to the discussion on the short-term bank guarantees only.

Short-term Bank Guarantees (B/Gs)
Short-term bank guarantees, again may be broadly classified under two categories:
	 •	 Financial bank guarantees
	 •	 Performance bank guarantees

Financial bank guarantees are issued in lieu of depositing the required amount in cash, like the earnest 
money to file a tender, or for facilitating the release of some withheld payments, to be paid after satisfactory 
performance of the machine supplied.

Performance bank guarantees are issued, guaranteeing the timely performance of a job/task, and that, too, 
of the required standard and quality, to the entire satisfaction of the beneficiary of such bank guarantee, as 
has been mutually agreed upon.

Thus, the performance bank guarantees involve much higher risks and commitment on the part of the 
banks. That is why, under instructions from the Reserve Bank of India (RBI), such guarantees are required to 
be issued, usually on the prescribed pro forma (specially designed for the purpose) and against much stricter 
conditions, and retention of a much higher percentage of the amount of the guarantee (even up to cent per cent, 
in some cases) by way of margin money, and that, too, on behalf of very valued constituents of high integrity 
and undisputed financial stability and standing.

Let us first discuss about the various types of financial bank guarantees.

PURPOSES OF FINANCIAL BANK GUARANTEES

1. In Lieu of Earnest Money
While submitting a tender, say, for supplying some items such as furniture, electric fittings, or for undertaking 
some job, like construction of a building or installation of a sprinkler system for lawns, the applicants are 
invariably required to deposit some amount in cash or by way of bank Term Deposit Receipts (TDRs), on the 
condition that in the event of the tender of a particular person/company being accepted and the person/company 
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eventually backing out, the amount so deposited would be forfeited. This strategy ensures that only such parties, 
who are serious and sincere enough about rendering the required supply and/or services, must file the tenders, 
quoting some reasonable terms and conditions.

In such cases, some persons/companies may prefer to offer a bank guarantee, instead, stipulating the 
undertaking given by the bank, on behalf of the person/company, that in the event of their tender being passed 
and accepted, and they, in turn, preferring to back out from the compliance of the terms and conditions of the 
tender, the bank would pay the amount of the required earnest money, as stated in the bank guarantee. Such 
bank guarantees can, however, be invoked by the beneficiaries, only if it is established that:
 • The tender concerned was accepted, and
 • The relative party had since backed out.

2. In Lieu of Security Deposit
The Food Corporation of India (FCI), for example, usually issues stocks of paddy to the rice mills registered with 
them, so that they may process the paddy and return the rice to FCI. But, as the stocks of paddy of high value 
are generally issued, the FCI may insist that some security money to the extent of, say, 10 per cent or 20 per 
cent of the value of the paddy, to be supplied on any one occasion, from time to time, could be deposited with 
the FCI, so that the party may give back the rice of the required value, and any shortage could be recovered 
from such security deposits. But making such a huge deposit even by way of bank’s Term Deposit Receipts 
(TDRs) may result in some loss of interest and paucity of funds. They may, therefore, prefer to furnish a bank 
guarantee for the amount, instead of depositing the required cash or the TDR, in the form of security deposit.

3. Advance for Supply of Raw Materials
Some companies insist on advance payment in cash or by way of a bank draft, towards the cost of the goods to 
be supplied. For example, in the early 1970s, TISCO insisted on advance payment of the full amount involved in 
cash or by way of a bank draft. This, naturally, results in some loss of interest on the amount so paid in advance, 
and/or would involve the opportunity cost, besides blockage of funds. So, the buyers prudently prefer to give 
the bank guarantees, instead. Such bank guarantees are issued by the bank on retention of only a percentage 
of the cost of goods required to be supplied as the margin money, as against the full cost thereof. In terms of 
such bank guarantees, the banks undertake to make the required payment to the supplier company, in case 
the buyer company fails to honour the bill. Thus, the financial implications come, and do come, in the cases of 
financial bank guarantees too, but only in the event of the default, if any, on the part of the buyer company.

4. To Release Part-Payments for the Jobs Half-done
Bank guarantees may be issued to enable the organizations to make part-payment against some jobs only half 
done. Most of the organizations would be cautious enough, about not releasing any part-payments if the job is 
only half done. For example, if some of the items of furniture being manufactured by a contractor be in the work-
in-process stage, and if the contractor gets some other lucrative offer, he may leave the job halfway through, 
making it all the more difficult for the organization to get the job completed through some other contractor, which 
may, possibly, prove to be even more expensive, besides being bothersome. Thus, in such an eventuality, the 
interest of the beneficiary of the bank guarantee would be fully protected as he can invoke the bank guarantee 
and get the amount, stipulated therein, by way of compensation for the resultant extra cost and botheration.

5. Release of 10 per cent Payment Withheld, Pending Testing of the Performance/Quality of the Items 
of Machinery/Goods Supplied

As per the usual practice, when some items of machinery are supplied, the buyer companies release only 90 
per cent of the amount of the cost of the relative goods supplied. The retained 10 per cent amount is usually 
released after, say, six months, and only after the relative machines have been commissioned and found to be 
performing satisfactorily. But, in case of high value supplies, running into crores of rupees, even 10 per cent of 
the cost thereof may mean quite a substantial amount, involving heavy losses by way of interest or opportunity 
cost, e.g. BHEL supplying huge turbines to the state electricity boards. The supplier company may, therefore, 
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request its banker to issue a bank guarantee for the required amount. Thus, the buyer company may not hesitate 
to release the amount withheld earlier, as its interests are fully protected by the bank guarantee.

6. Bank Guarantee in Lieu of Deposit of Cash with the Court
In the early 1970s, there was a legal dispute pending with the Court (between the excise department and the 
sugar industries) regarding some amount of excise duty payable by the sugar industries. The Court, however, 
ordered that, pending disposal of the case, the sugar industries must deposit the amount in question with the 
Court in cash or by way of bank term deposits, so that the amount could be paid to the excise department or 
refunded to the sugar industries, depending upon the final verdict of the Court. But, in that event, the sugar 
industries would have lost a handsome amount by way of interest.

Therefore, the sugar industries offered to deposit bank guarantees of the said amount, instead. The Court 
agreed to the proposal and accepted the bank guarantees issued in its favour, to the effect that in the event of 
the sugar industries losing the case, the amount, specified in the bank guarantee, would immediately be paid 
to the Court by the bank on first demand, on invocation of the bank guarantee by the Court. Also, as there were 
50–50 chances of the sugar industries winning the case, the banks had noted a lien on the cash credit accounts 
of the sugar industries to the extent of the full amount, for which the bank guarantees had been issued. This 
way, the company could save a lot of amount by way of interest, and the Court also got the surety that, in the 
event of the sugar industries losing the case, the full amount would be paid by the bank, for onward payment 
to the excise department.

7. Bank Guarantee to Honour Credit Notes of a Particular Party
The Food Corporation of India (FCI) usually has to transport huge stocks of food grains (mostly full goods-train 
load of stocks) from one place to another. This, of course, involves huge payments by way of freight charges, 
payable to the railway authorities.

The railway authorities, however, did not seem to be willing to accept the cheques from the FCI for such a 
heavy amount, so frequently, almost all round the year. Therefore, FCI requested its bankers to issue a bank 
guarantee to the effect that on presentation of the credit notes, issued by the officer(s) of the FCI, authorized on 
this behalf, the bank would make the payment of the amount specifically mentioned in the credit note, within 
a maximum period of, say, fifteen days from the date of the presentation of the credit notes, of course, upto a 
maximum aggregate amount, as stipulated in the bank guarantee, issued to this effect.

Such bank guarantees may be issued by one of the branches of a bank for an aggregate amount of, say, ̀  500 
crore say, by the State Bank of India, New Delhi main branch. This may, however, be fragmented into a number 
of bank guarantees for specific amounts, of course, within an overall limit of ̀  500 crore, valid for payment of the 
credit notes at various important stations like Hyderabad, Chennai, Mumbai, Bangalore, Kolkata, Guwahati, 
Bhubaneshwar, say, for ` 40 crore each, aggregating (` 40 crore × 7) ` 280 crore, and the balance amount 
of ` 220 crore, being available for payment of the credit notes at its New Delhi main branch.

PERFORMANCE BANK GUARANTEES

Let us first try to understand the main distinguishing features between the two types of bank guarantees, viz. 
financial bank guarantee and performance bank guarantee.

As we have already seen, in all the different cases of financial guarantees, the bank undertakes to immediately 
pay the specified amount to the beneficiary of the bank guarantee, in the event of some failure or lapse on the 
part of the applicant, e.g. the applicant may submit a tender and in case his tender has been accepted but he 
himself backs out from taking up the job, the earnest money, if deposited in cash, would have been forfeited. 
Now that a financial bank guarantee has been issued, instead of the deposit of earnest money in cash, the bank 
guarantee would be invoked on the default of the applicant, and the bank will have to make the payment of the 
entire specified amount (of the earnest money) to the beneficiary of the bank guarantee.

But in all such cases, some lapse or fault must take place on the part of the applicant or in the quality and 
performance of the goods and machines, supplied. Thus, in the case of financial bank guarantee, the alleged 
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lapse or failure on the part of the applicant must take place, and that it must also be established that it has 
actually taken place.

As against this, in the case of the performance bank guarantees, the payment has to be made and that too, 
on the first demand and without any demur (i.e. no questions can be asked or any plea advanced), as also at 
the sole discretion and judgement of the beneficiary that the performance has fallen short of the stipulated and 
agreed terms and conditions, about the quantity, quality and timely supply of goods and also at the specified 
place. In such cases, the beneficiary does not have to establish, beyond doubt, that some breach of one or 
more terms and conditions have actually taken place. Thus, we see that, as per the terms and conditions of 
the performance bank guarantee, in the event of invocation of the bank guarantee, the contention and stand 
taken by the beneficiary that the applicant had failed to fulfil one or more of the conditions stipulated for the 
performance of the job or for the supply of goods of the required quality and quantity, on time, is considered 
good enough, and no further probing and proving of the lapse is called for at all. However, only in some rare 
cases if, in the sole judgement of the judge, there seemed to be a prima faci case of some fraud, corruption and/
or vigilance involved in a particular case, the Court may prefer to pass an injunction order as a special case. 
In other cases, however, no such injunction order would any longer be passed by any Court of law. Thus, we 
see that the risk factors involved in the case of performance bank guarantees (as against the financial bank 
guarantees) are various and varied, and above all, of a much higher order.
 (i) In the case of a financial bank guarantee, a stipulated sum of money will be payable by the bank, and 

that too, in the event of some failure on the part of the applicant, to comply with the condition, such as 
honouring an accepted tender, completing some unfinished work, rectifying defects in (or replacing) the 
items of machinery.

  In the case of a performance bank guarantee, it is not only a financial undertaking but also a sort of 
certification on behalf of the applicant, that the entrusted job will be executed professionally, with due 
skill and dexterity, as per the given specifications, regarding quantity, quality and within the given time 
frame.

 (ii) In the case of financial guarantee, the bank’s liability to pay the specified amount exists, but only after 
some defaults/failings on the part of the applicant have been duly established.

But in the case of a performance bank guarantee, if the beneficiary is dissatisfied and contends that the job 
has not been done satisfactorily [in terms of the specifications, quality, quantity, and within the given time 
frame or any one or more of such violations], the bank (as per the undertaking given in the bank guarantee) has 
to pay the amount, in the case of invocation of the bank guarantee, on the very first demand (i.e. immediately 
on receipt of the invocation letter) without demur (i.e. without asking any questions or pleading verification of 
the beneficiary’s contention), and even without reference to the applicant.

Thus, we clearly observe that the banks’ responsibilities and liabilities in the cases of performance bank 
guarantees are far greater, as against those in the cases of financial bank guarantees.

That is why, it has been so very pertinent and pragmatic on the part of the Reserve Bank of India to have 
stipulated the undernoted strict and stringent conditions on the banks, in respect of issuance of performance 
bank guarantees, right from the 1960s.

RESTRICTIONS IMPOSED BY THE RESERVE BANK OF INDIA (RBI) ON ISSUANCE OF PERFORMANCE 
BANK GUARANTEES

 1. RBI has advised all the banks to, as a norm, avoid issuance of performance bank guarantees.
 2. Also, such bank guarantees may be issued only under some special circumstances, on behalf of very 

valuable constituents, whose creditworthiness, honesty and integrity are of very high order.
 3. Such bank guarantees must be issued only as per the prescribed pro forma issued by the Reserve Bank 

of India (RBI) to all banks.
  Some minor variations/amendments may, however, be allowed in some special cases (usually in the cases 

of PSUs) but only after fully ensuring that the proposed changes do not, in any way, adversely affect any 
of the interests of the bank. In such rare cases, it should further be ensured that the spirit contained in 
the text of such amended bank guarantees remains unchanged.
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 4. Moreover, such amendments must be duly approved by the bank’s controlling authorities concerned, as 
the branches have not been entrusted with any discretionary powers to allow any changes in the bank 
guarantee pro forma.

 5. Any performance bank guarantee, involving high risk factors, must usually be issued in the cases of 
valued constituents only, and that too, mostly on retention of the full amount of the bank guarantee as 
the margin money.

VALIDITY PERIOD OF BANK GUARANTEES

Bank guarantees (both financial and performance bank guarantees) are usually issued for a period of one year. 
A bank guarantee issued on 1 January, 2009 for twelve months would be held valid till the close of the bank’s 
business hours on 31 December, 2009. Therefore, any cause of complaint, arising during the aforesaid period 
only, will be covered under the respective bank guarantees. If the cause for complaint arises on 1 January, 
2010, such complaint will not be deemed to be covered under the bank guarantee.

But, as per the Indian Limitation Act, the bank guarantee can be invoked (of course, for the complaints 
arising within the validity period of the bank guarantee) upto a period of three years from the date of the expiry 
of the bank guarantee, i.e. upto 31 December, 2012. In the case of government departments (of both the central 
and the state governments) the limitation period, as provided by law, is thirty years (instead of the usual three 
years). The law, however, provides that the usual stipulated limitation period of three years (or thirty years) 
can be reduced to a much shorter period, as a mutual agreement, between both the concerned parties. Taking 
advantage of such legal provisions, the banks invariably stipulate, in all the bank guarantees, that the claim, 
if any, arising out of the bank guarantee, during its validity period, can be made to the bank within a period of, 
say, three months (or six months) from the date of the expiry of the bank guarantee, i.e. upto 31 March, 2010 
or 30 June, 2010, respectively. Such provisions like the period (three months/six months) and the specific date 
(31 March, 2010/30 June, 2010) are specifically and clearly stipulated invariably in all the bank guarantees. 
The Supreme Court of India, in ‘State of Maharashtra vs. Dr M.N. Kaul’ (AIR 1967, SC 1634), held that it 
was impossible to ignore the time limit which was the integral part of the guarantee, and upheld the bank’s 
contention that the guarantee was no longer enforceable after the expiry of the time period, as was specifically 
stipulated in the bank guarantee concerned. These views have again been subsequently endorsed in ‘Kerala 
Electric and Allied Engineering Company Limited vs. Canara Bank’, (AIR 1980 Kerala 151).

But now, under the provisions of Section 28 of the Indian Contract Act [inserted later by the Indian Contract 
Amendment Act 1996, (w.e.f. 8.1.1997)], ‘An agreement which provides for forfeiture of any rights arising from 
a contract, if suit is not brought within a specified period without regard to the time allowed by the Limitation 
Act’, would be held as void. Accordingly, an agreement, even in writing, to reduce the period of limitation, 
from the usual three years to say, six months, one year, and so on (i.e. well within three years), will as well be 
considered as void, inasmuch as it would also, in effect, defeat the provisions of the Limitation Act.

However, as afore mentioned, prior to such amendment, the banks were usually taking especial care to include 
a clause in the bank guarantees, issued by them, to the effect that the invocation of the bank guarantee will be 
valid for say, six months only from the date of expiry thereof. Such specific date of validity, so calculated, was 
also usually specified in the guarantee document itself, so as to avoid any confusion in this regard at a later 
date. But now, since the amendment of the Section 28, the beneficiaries of the bank guarantees, may no longer 
be required to invoke the bank guarantee well within such specific date, and instead, they will continue to enjoy 
the legal right to claim the benefits under the guarantee, as per the Limitation Act [i.e. for three years in the 
case of private parties, and for thirty years in the case of the government departments and government (public) 
undertakings]. That is, the stipulation in the bank guarantee, reducing the limitation period, will be held void.

Exception
But then, an exception has been made in this regard by the Courts, in respect of a clause, which is usually 
incorporated in the insurance policies, which stipulates that the company shall not be liable if no legal suit is 
filed within twelve months from the date of the occurrence of the loss. Such clause has been held to be valid 
(and outside the provision of Section 28 of the Indian Contract Act) by the Court on the ground that with the 
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passing of unreasonably long time, after the loss has actually occurred, the evidence gradually starts fading 
out, and, thus, it may become increasingly difficult to estimate and accurately compute the actual loss suffered 
under the policy, and pass the claim accordingly. [Ghosh vs. Reliance Insurance, 11 rang 475; and others]

The banks, too, may, therefore, prefer to take the same plea, and continue with the earlier practice (of 
stipulating a reduced period of limitation, like six months etc. in their bank guarantees) for whatever worth it 
may be. They may be well advised to consult their legal experts on this specific point.

The bank guarantees are usually renewed [but only at the request of the applicant (borrower)] for a further 
period of one year, at a time, on payment of the usual bank charges, provided the financial position and standing 
of the applicant have not deteriorated, in the meantime.

Amount
The amount guaranteed under each bank guarantee is specifically and clearly mentioned therein, in each case.

Return of Cancelled Bank Guarantees
By way of an abundant precaution, banks insist that the bank guarantee, after the expiry of its validity period, 
must be surrendered to the bank by the beneficiary, duly cancelled, for records at the branch. This is so because, 
in that event, the bank will be doubly sure to the effect that no claim would be filed with the bank by invoking 
the respective bank guarantee.

Many beneficiary companies, however, prefer to retain the bank guarantee with them, even after the expiry 
of its validity period, on the plea that just-in-case it may, somehow, prove to be of some use, though such a 
likelihood is almost ‘nil’.

I, on my part, do not want to interfere with the aforesaid prevalent practices (unnecessary and hence avoidable, 
notwithstanding) on the part of the beneficiary companies (as also the banks). But, I would definitely like to 
counsel them (beneficiary companies) to keep such expired (and so, worthless) bank guarantees under separate 
files or in a separate cupboards, so that there is no mix up between valid and current bank guarantees and 
the expired ones.

Authorization of Bank Guarantee
Further, some of the beneficiary companies have been found to insist that in the bank guarantee, the bank 
officer(s) signing the bank guarantee, should specifically state and certify to the effect that ‘I/we am/are authorized 
to sign the bank guarantee on behalf of the bank’, under full signature(s).

This does not seem to make much of a sense except that, in most of the organizations, the officers/employees 
are required to declare, at the end of their TA Bills, that all the expenses claimed in the TA Bills have actually 
been incurred. The only idea behind such a declaration is that, at the time of signing such a declaration, the 
person may think twice whether it would be proper and correct for him to do so, whereby his or her honesty 
and integrity could be doubly checked and ensured.

LEGAL IMPLICATIONS/RAMIFICATIONS OF PERFORMANCE BANK GUARANTEES

As we all know, the main purpose of issuing a performance bank guarantee is that the bank hereby undertakes 
to pay, on demand, a certain sum of money, specified therein, to the beneficiary concerned, immediately, and on 
the very ‘first demand’ of the beneficiary, ‘without any protest or demur’, and even without any reference to the 
applicant, on whose behalf such a bank guarantee had been issued. Most of the performance bank guarantees 
include a clause to the effect that a demand notice of the beneficiary, certifying and contending that a default 
(by way of nonperformance or unsatisfactory performance of a job) has occurred, would in itself be considered 
as a ‘conclusive evidence’ that a default has occurred and justify the invocation of the bank guarantee. Also, 
such clause has been upheld by the courts as valid.

It may be pertinent to share a live experience of the Chief Manager of one of the banks in Kanpur (UP). One 
day, he received a registered letter from a government undertaking, invoking a bank guarantee, which had 
been issued by him only a couple of months back. Naturally, he was quite worried. So, he immediately sent for 
the applicant concerned. The applicant, however, counselled him not to take the matter so seriously and, at the 
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same time, assured him that the same day, latest by 4 pm, he would come back with an injunction order, issued 
by a competent Court. To the most pleasant surprise of the Bank Manager, he was back in his office by around 
3 pm, with a valid injunction order. But he just could not believe this. He, in fact, wanted to get the signature 
of the judge verified by a local branch of the State Bank of India so that he could be fully satisfied about the 
veracity of the injunction order. Therefore, he got the judge’s signature duly verified by the Branch Manager 
of a local branch of the State Bank of India dealing with the government business, and thus, also paying the 
salary bills of all the judges every month.

But the verification was done only in pencil, which could be easily erased if the injunction order was required 
to be submitted in the Court. This is important because the very act of getting the signature of the judge (and 
the seal of the Court) verified may amount to contempt of Court.

The Bank Manager therefore, immediately sent a copy of the injunction order to the beneficiary concerned 
and the matter ended there.

But then, this event took place in the year 1972, and the Bank Manager was also a little fortunate. Nowadays, 
the Courts, in their judgements, have clearly indicated that the banks are obliged to make the payment of the 
guaranteed amount to the beneficiary when he prefers to invoke the bank guarantee, unless the bank has a 
notice of a clear fraud.

The extracts of a portion of the Court judgement in the case of Howe Richardson Scale Company Limited 
vs. Plimex-Cekop and National Westminister Bank, reported in 1978, I Lloyd’s Law Reports 161, clarifies the 
point beyond any possible doubt and dispute.

‘The bank in principle, is in a position not identical with but very similar to the position of a bank which 
has opened a confirmed irrevocable L/C. Whether the obligation arises under an L/C or under a guarantee, the 
obligation of the bank is to perform that which it is required to perform by that particular contract, and that 
obligation does not, in the ordinary way, depend on the correct resolution of a dispute as to the sufficiency of 
performance by the seller to the buyer or by the buyer to the seller, as the case may be, under the sale and 
purchase contract’.

Further, the bank guarantee is independent of the primary contract of sale between the buyer and the 
seller. It was decided by the Calcutta High Court, in the case, ‘Texmaco Limited vs. State Bank of India’ (AIR 
1979 Calcutta 44) that, as the obligation was undertaken by the bank to pay the amount on ‘First Demand’, 
and ‘Without protest, demur and without questioning the legal relationship subsisting between the STC and 
Texmaco’, the bank was liable to make the payment to the beneficiary, irrespective of any disputes between 
the parties. Therefore, the Court did not issue an injunction order in this case.

Further, in ‘Centex India Limited vs. Vinmar Impex Inc. and Others’ [1987, (61), CC697], the Supreme Court 
of India laid down that the guarantee must be allowed to be honoured free from interference by the Courts and 
the bank is liable to honour it, regardless of the controversy between the buyer and the seller.

It would, therefore, augur well for the banks to insist on getting a clause incorporated in the counter-guarantee 
and indemnity, executed by the applicant (on the basis of which the bank guarantee is issued), to the effect 
that notwithstanding any dispute between the applicant (customer of the bank) and the beneficiary of the bank 
guarantee, the reasonableness, propriety or validity of any payment, made by the bank to the beneficiary, in 
terms of the bank guarantee, shall not be questioned by the applicant (bank’s customer).

But, if the bank guarantee specifically stipulates that it will be enforceable on proof of the breach of the 
primary contract between the applicant and the beneficiary, the beneficiary will have to prove the actual damage 
or loss, suffered by him, and the onus (burden) of proof will also lie with the beneficiary. We, thus, observed 
that the Courts have always decided the cases, keeping in view the words used and the terms stipulated in 
the impugned bank guarantees.

In fact, generally speaking, there are two types of bank guarantees.
 (i) The bank guarantee, which is absolute and, thus, is encashable on the very first demand made by the 

beneficiary, which itself is conclusive in terms of the bank guarantee, whereby the beneficiary himself is 
the sole judge as to whether there has been any breach of the primary contract on the part of the other 
parties, as also as to how much amount falls due for payment to him.



 BANK GUARANTEES 407

 (ii) The other type of bank guarantee is one whereby it is not encashable without proof of breach of the 
primary contract between the two parties (the applicant and the beneficiary to the bank guarantee).

It may, however, be pertinent to mention here that there is only one exception to the absolute right of the 
beneficiary in the first type of bank guarantee stated earlier, enunciated by the Supreme Court of India in the 
case ‘United Commercial Bank vs. Bank of Baroda’ as quoted here.

‘Except possibly in clear cases of fraud, of which the banks have notice, the Courts will leave the merchants 
to settle their disputes under the contract by litigation or arbitration as available to them or as stipulated in 
the contracts’. Such fraud must, however, have direct connection with the contract of guarantee and not the 
primary contract. Since in that case, even the absolute bank guarantee (Type 1) will get reduced to the status 
of conditional bank guarantee (Type 2).

A Word of Caution
It will augur well for all the beneficiaries of the bank guarantees never to part with the original bank guarantee 
to the bank, lest the bank officers, in order to save their skin, may destroy the original bank guarantee and ask 
for the same to enable them to honour the commitment, if any. It would, however, be out of place to argue that 
the banks are not supposed to act so irresponsibly and dishonestly, because there are some live cases where the 
bank officers (and not the banks, as such) had destroyed the original bank guarantee, whereby a lot of valuable 
time (and the amount of interest therewith) was lost in pressurizing the bank to honour the bank guarantee, 
as per the office copy thereof, which, as a regular practice, must be on record at the branch.

CASE STUDIES

Let us now try to understand and appreciate some legal aspects, with the help of some live Case Studies given 
hereafter, with suggested solutions to each of them, separately.

CASE STUDY–I

CARPETS AND CRAFTS COMMISSION*

Ms Puja Bhatnagar had just taken over as the Managing Director of Carpets and Crafts Commission (a public 
sector undertaking). When the file, pertaining to the refusal to renew any of the ten bank guarantees by the 
Rashtriya Bank (a public sector bank) was put up to her in the usual course of business, she became intrigued 
at the whole affair and wanted to study the file most carefully, so as to get to the root of all the maladies and 
mistakes on the part of all the authorities, employees and officers concerned, both of the bank and the commission.

Copies of some of the relevant letters, exchanged between the New Delhi Regional Office of the Commission 
and the New Delhi branch of Rashtriya Bank, are placed at Exhibits 19.1 to 19.5. During the course of the 
perusal of the file, Ms Puja Bhatnagar had observed the following facts mentioned at some place or the other 
in the file.

On 25 June, 2009, three senior officers from the corporate office of the Rashtriya Bank, from New Delhi, 
had called on the Regional Manager, Carpets and Crafts Commission, New Delhi, to enquire about the bank 
guarantees issued in their favour by their New Delhi branch.

Ms Bhatnagar further found that, on receipt of the letter dated 1 July, 2009, sent by the Corporate Office 
of the bank, refusing to pay or renew any of the ten bank guarantees, for the reasons stated therein, the New 
Delhi Regional Office of the Carpets and Crafts Commission had taken the following actions, immediately and 
promptly:

*It is quite possible that some of the students may find it rather difficult to fully comprehend the Case Study, as the 
Exhibits (1 to 6), and the enclosures thereto, tend to make the Case Study rather complicated.
For their convenience, a simplified version of this Case Study has also been provided at the end of the chapter. The Suggested 
Approach to the Case Study, however, will remain the same (unchanged).
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 (i) They had sent a fax to their corporate office on 3 July, 2009, advising them the full facts and the contents 
of the bank’s aforesaid letter dated 1 July, 2009. (Exhibit 19.6)

 (ii) They had, at the same time, intimated all the depots in the entire region, in and around New Delhi on 
6 July, 2009, narrating the full facts of the case, and instructing them to exercise more than ordinary 
care, while dealing with all the three associate firms in question, vide Enclosure to Exhibit 19.1.

 (iii) They were further given specific and strict instructions to promptly discontinue all the transactions, viz. 
the issuance of stocks of wool for the purpose of weaving the carpets, in regard to all the three firms.

 (iv) Moreover, all the payments to these three parties were impounded at all the different depots in the region 
with immediate effect, soon thereafter.

Examine
 1. The accountability and responsibility of the various parties concerned, viz.
 (i) The Bank Officers, viz.
 (a) The Branch Manager at the Bank’s New Delhi Branch; and
 (b) The officers at the bank’s Corporate Office, New Delhi.
 (ii) The officers of the Carpets and Crafts Commission, viz.
 (a) The officers at the Regional Manager’s Office, New Delhi; and
 (b) The officers at the various depots in and around New Delhi.
 2. The stands taken by the Corporate Office of the bank, for refusing to honour and renew any of the ten 

bank guarantees, on some valid grounds, as stated in Exhibit 19.6.
 3. The actions initiated by the officers of the commission at the Regional Office, New Delhi, at the various 

points in time, and at the different offices/depots in and around New Delhi.
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EXHIBIT 19.1

REGISTERED A/D

CARPETS AND CRAFTS COMMISSION
10, BARAKHAMBA ROAD, NEW DELHI 110 001

Harsh Vardhan Dated: 6 January, 2009
Regional Manager
Mr Duryodhan Desai,
Branch Manager,
Rashtriya Bank,
16, Kasturba Gandhi Marg,
New Delhi 110 001.

Dear Mr Desai,
Bank Guarantees

We send herewith seven banks guarantees, in original, aggregating ` 85 lakh, as per details enclosed, for 
your confirmation on the following points:
 (i) That all these seven bank guarantees have been issued from your branch;
 (ii) That your signatures appearing on all these bank guarantees are genuine; and
 (iii) That you are authorized to sign these bank guarantees.

Please arrange to return all the original bank guarantees to us, along with you aforesaid confirmations, for 
our record and action.

Thanking you,
Yours truly
 Sd
(Harsh Vardhan)
09/01/09
Encl. 7 Bank Guarantees, in original, along with their detailed particulars.
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ENCLOSURE TO EXHIBIT 19.1

Vivek & Sons

Sl. No. Date of Issue Value of Bank Guarantees
(` in lakh)

Validity Period

1. 25.05.2008 45.00 24.05.2009

2. 25.05.2008 1.00 24.05.2009

Vikas & Brothers

Sl. No. Date of Issue Value of Bank Guarantees
(` in lakh)

Validity Period

1. 30.12.2008 25.00 29.06.2009

2. 30.12.2008 1.00 29.06.2009

Vidushi Sisters

Sl. No. Date of Issue Value of Bank Guarantees
(` in lakh)

Validity Period

1. 30.12.2008 7.00 29.06.2009

2. 25.11.2008 5.00 24.05.2009

3. 25.11.2008 1.00 24.05.2009

Total 85.00
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EXHIBIT 19.2

REGISTERED A/D

CARPETS AND CRAFTS COMMISSION
10, BARAKHAMBA ROAD, NEW DELHI, 110 001

Harsh Vardhan Dated: 6 January, 2009
Regional Manager

Mr Duryodhan Desai,
Branch Manager,
Rashtriya Bank,
16, Kasturba Gandhi Marg,
New Delhi 110 001

Dear Mr Desai,
Bank Guarantees

We send herewith seven banks guarantees, in original, aggregating ` 85 lakh, as per details enclosed, for 
your confirmationon the following points:
 (i) That all these seven bank guarantees have been issued from your branch
 (ii) That your signatures appearing on all these bank guarantees are genuine
 (iii) That you are authorized to sign these bank guarantees

Please arrange to return all the original bank guarantees to us along with you aforesaid confirmations, for 
our record.

Thanking you,
Yours truly
Sd
(Harsh Vardhan)
9/1/09
Encl. 7 Bank Guarantees, in original, along with their detailed particulars.

RIO (Returned in original)
With the remarks that

all the seven bank guarantees
have been issued from our branch

and my signatures appearing on each of them are genuine.
And, I am authorized to issue such bank guarantees.

All the seven bank guarantees, in original, are returned herewith.
For Rashtriya Bank

Sd – (Duryodhan Desai)

Branch Manager 10/1/2009
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EXHIBIT 19.3

REGISTERED A/D

CARPETS AND CRAFTS COMMISSION
10, BARAKHAMBA ROAD, NEW DELHI

Harsh Vardhan Dated: 23 May, 2009
Regional Manager

Mr. Duryodhan Desai,
Branch Manager,
Rashtriya Bank,
16, Kasturba Gandhi Marg,
New Delhi 110 001

Dear Mr Desai,
Bank Guarantees

We send herewith ten banks guarantees, in original, aggregating ̀  140 lakh, as per details enclosed, for your 
confirmation on the following points:
 (i) That all these ten bank guarantees have been issued from your branch;
 (ii) That your signatures appearing on all these bank guarantees are genuine; and
 (iii) That you are authorized to sign these bank guarantees.

Please arrange to return all the original bank guarantees to us along with you aforesaid confirmations, for 
our record.

Thanking you,
Yours truly
Sd
(Harsh Vardhan)
25-5-09
Encl. 10 Bank Guarantees, in original, along with their detailed particulars.
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ENCLOSURE TO EXHIBIT 19.3

Vivek & Sons

Sl. No. Date of Issue Value of Bank Guarantees
(` in lakh)

Validity Period

1. 25.05.2008 45.00 24.05.2009

2. 25.05.2008 1.00 24.05.2009

3. 23.05.2009 35.00 22.11.2009

Total ` 81.00 Lakh

Vikas & Brothers

Sl. No. Date of Issue Value of Bank Guarantees
(` in lakh)

Validity Period

1. 30.12.2008 25.00 29.06.2009

2. 30.12.2008 1.00 29.06.2009

3. 23.05.2009 10.00 22.11.2009

Total ` 36.00 Lakh

Vidushi Sisters

Sl. No. Date of Issue Value of Bank Guarantees 
(` in lakh)

Validity Period

1. 30.12.2008 7.00 29.06.2009

2. 25.11.2008 5.00 24.05.2009

3. 25.11.2008 1.00 24.05.2009

4. 23.05.2009 10.00 22.11.2009

Total ` 23.00 Lakh

Grand Total ` 140 Lakh
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EXHIBIT 19.4

REGISTERED A/D

CARPETS AND CRAFTS COMMISSION
10, BARAKHAMBA ROAD, NEW DELHI

Harsh Vardhan Dated: 23 May, 2009
Regional Manager

Mr Duryodhan Desai,
Branch Manager,
Rashtriya Bank,
16, Kasturba Gandhi Marg,
New Delhi 110 001

Dear Mr Desai
Bank Guarantees

We send herewith ten banks guarantees, in original, aggregating ̀  140 lakh, as per details enclosed, for your 
confirmation on the following points:
 (i) That all these ten bank guarantees have been issued from your branch.
 (ii) That your signatures appearing on all these bank guarantees are genuine; and
 (iii) That you are authorized to sign these bank guarantees.

Please arrange to return all the original bank guarantees to us along with you aforesaid confirmations, for 
our record.

Thanking You,
Yours truly
Sd (Harsh Vardhan)
25-5-09
Encl. 10 Bank Guarantees, in original, along with their detailed particulars.

RIO (Returned in original)
With the remark that

all the ten bank guarantees
have been issued from one branch

and my signatures appearing
on each of them are genuine.

All the ten term deposit receipts, in original, are returned herewith.
For Rashtriya Bank

Sd – (Duryodhan Desai)
Branch Manager 26.05.09
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EXHIBIT 19.5

REGISTERED A/D

CARPETS AND CRAFTS COMMISSION
10, BARAKHAMBA ROAD, NEW DELHI-110 001

Harsh Vardhan Dated: 28 June, 2009
Regional Manager

Mr Duryodhan Desai,
Branch Manager,
Rashtriya Bank,
16, Kasturba Gandhi Marg,
New Delhi 110001

Dear Mr Desai,
Renewal of Bank Guarantees

We send herewith ten bank guarantees, in original, as per details enclosed, issued from your branch, with 
a request to please renew these for a further period of one year from the dates of their expiry.

Thanking you in anticipation,

Yours faithfully
(Harsh Vardhan)
28/06/09

Enclosures: as above
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ENCLOSURE TO EXHIBIT 19.5

Vivek & Sons

Sl. No. Date of Issue Value of Bank Guarantee 
(` in lakh)

Validity Period Extended Date

1. 25.05.2008 45.00 24.05.2009 23.11.2009

2. 25.05.2008 1.00 24.05.2009 23.11.2009

3. 23.05.2009 35.00 22.11.2009 –

Total: 81.00 Lakh

Vikas & Brothers

Sl. No. Date of Issue Value of Bank Guarantees 
(` in lakh)

Validity Period Extended Date

1. 30.12.2008 25.00 29.06.2009 —

2. 30.12.2008 1.00 29.06.2009 —

3. 23.05.2009 10.00 22.11.2009 —

Total: 36.00 Lakh

Vidushi Sisters

Sl. No. Date of Issue Value of Bank Guarantee 
(` in lakh)

Validity Period Extended Date

1. 30.12.2008 7.00 29.06.2009 28.12.2009

2. 25.11.2008 5.00 24.05.2009 23.11.2009

3. 25.11.2008 1.00 24.05.2009 —

4. 23.05.2009 10.00 22.11.2009 —

Total: 23.00 Lakh

Grand Total: 140.00 Lakh
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EXHIBIT 19.6

REGISTERED A/D

RASHTRIYA BANK
CORPORATE OFFICE: 15, CONNAUGHT PLACE, NEW DELHI – 110001

Anamika Agrawal Date: 1 July, 2009
General Manager

Mr Harsh Vardhan,
Regional Manager,
Carpets and Crafts Commission,
10, Barakhamba Road,
New Delhi 1100 01

Dear Sir,
Bank Guarantees

This is in reference to your letter dated 28 June, 2009, requesting our Kasturba Gandhi Marg (New Delhi) 
branch to renew the ten bank guarantees, purported to have been issued by our forenamed branch under the 
signature of Mr Duryodhan Desai, Branch Manager.

In this connection, we may inform you that we are not obliged to renew these bank guarantees as requested 
by you in your letter under reference. Besides, the office copies of none of these bank guarantees are available 
in the branch records.

Further, we hasten to advise you that we are not obliged to even honour any of the ten bank guarantees for 
the following valid and legal reasons:
 (i) Shri Duryodhan Desai, Branch Manager, was not authorized to issue the bank guarantees for such large 

amounts. He had acted beyond his discretionary powers, delegated to him and, therefore, the bank could 
not be held responsible.

 (ii) As per the practice of the bank, all the bank guarantees are required to be signed jointly by the Branch 
Manager and the Branch Accountant, whereas all these were signed by the Branch Manager, alone. This 
should have given rise to some genuine and natural doubts in your mind.

 (iii) You, being the beneficiary of the bank guarantees, should have assessed the creditworthiness of the 
respective three associate firms, before accepting and acting upon the bank guarantees of such large 
amounts.

Accordingly, all the ten bank guarantees, in original, are returned herewith, without being renewed.

Enclosure: as above

Yours faithfully
Sd/-
(Anamika Agrawal)
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Carpets and Crafts Commission (A Suggested Approach)*

The Branch Manager of the Bank (Lapses of)
 (i) The branch manager of the bank had acted in an unauthorized manner by issuing the bank guarantees, 

exceeding his discretionary powers.
 (ii) He, apparently, did not make a proper assessment of the financial position and standing of the three 

sister concerns, while issuing the bank guarantees for such large amounts, well beyond their estimated 
financial means and credibility.

 (iii) The genuine lurking doubt of some wilful and pre-planned foul play on the part of the branch manager, 
perhaps, in connivance with the three sister concerns, gets further strengthened by the very fact that 
the office copies of all these bank guarantees were not available in the records at the branch of the bank.

The aforesaid lapses on the part of the branch manager provide sufficient and valid circumstantial evidences 
to initiate departmental proceedings against him, and to take suitable deterrent disciplinary action against 
him, so that even the other officers of the bank may refrain themselves from indulging in such acts of gross 
indiscipline and misconduct. The case merits thorough investigation from the vigilance angle, too.

It has, however, not been understood as to how did the branch manager return all the seven and ten bank 
guarantees, when these were sent to him for some confirmation, not once but twice over, all in original, on two 
different occasions, despite the fact that some mala fide intentions were involved, apparently, on the part of 
the branch manager as well.

Officers of the Commission at the Regional Manager’s Office (Lapses of)
 (i) It has not been understood, as to what useful purpose would have been served by obtaining the required 

confirmation about the validity and genuineness, or otherwise, of the bank guarantees, if obtained from 
the same person, who had executed and issued all these bank guarantees. Instead, the Commission should 
have obtained such confirmation from some independent authorities other than the Branch Manager 
himself, preferably from his controlling office.

 (ii) Besides, the officers of the Carpets and Crafts Commission ought to have sent, on both the occasions, only 
the photocopies of the bank guarantees, instead of the originals. This is so, because, if the branch manager 
had destroyed all the original bank guarantees, and would have feigned non-receipt of the documents, 
the Commission would have got involved in some further avoidable trouble and complications, involving 
loss of time and energy.

 (iii) The letter dated 6 January, 2009, requiring reconfirmation of the validity of the bank guarantees, instead 
of being signed and sent the same day, was signed after three days, as if it was just one of the usual 
routine letters. The officer concerned should have personally taken the letter to the regional manager 
and got it signed by him, on an urgent basis, and must have initiated further necessary action, on top 
priority basis.

 (iv) Immediately after the bank authorities had disowned their obligation, and had categorically refused to 
renew the bank guarantees, the Commission should have invoked all the ten bank guarantees at once. 
This way, the renewal of the bank guarantees would have naturally become in-fructuous. Besides, all the 
ten bank guarantees would have remained in full force, as these would have been invoked, well within 
their validity period, as also the limitation period.

Under such special circumstances, it would be quite unnecessary and imprudent to waste some valuable time 
and energy, in ascertaining whether there had actually been some lapse(s) on the part of the three associate 
firms, justifying the invocation. In fact, the invocation has, instead, been forced on the Commission by the 
bank itself, by disowning and declining the renewal of the bank guarantees. The justifiability or otherwise of 

*One of the approaches to the case study, as suggested by the author.
Please note that there is no single approach/solution to a case study.
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the beneficiaries, resorting to such invocation, is quite out of relevance here. Besides, the renewal of the bank 
guarantees is at the bank’s sole discretion, and no one can demand it as a matter of right. Further, only the 
applicant of the bank guarantees can request the bank for the renewal of the bank guarantees, and not the 
Commission (the beneficiary). Thus, with a view to keeping the interest of the Commission safeguarded at all 
times, the Commission should have just invoked all the ten bank guarantees in one go. Such invocations are 
valid even if filed after the expiry of the validity period of the bank guarantees but, of course, well within the 
stipulated limitation period.

When we look at the enclosure to Appendix 19.5, we find that as on 28 June, 2009, (the date of the Commission’s 
letter to the bank, requesting for the renewal of the bank guarantees), one bank guarantee dated 25 November, 
2008, for ` 1 lakh had already expired on 24 May, 2009. Further, the other two bank guarantees, both dated 
30 December, 2008, for ` 25 lakh and ` 1 lakh, respectively, were due to expire the very next day, i.e. on 29 
June, 2009.

As we already know, usually a period of three months or six months are specially mentioned in the bank 
guarantees within which (even after the expiry of the validity period of the bank guarantees), the claim can be 
filed by invoking the bank guarantees.

Here, it may be pertinent to stress that the cause for default must, of course, take place within the validity 
period of the bank guarantees. Therefore, the Commission should have taken the stand that the cause for default, 
warranting the invocation of the bank guarantees, had taken place well within the validity period of the bank 
guarantees, i.e. on or before 24 May, 2009. Now, whether the claim will be tenable or not, will be decided in the 
Court of law. But, at the same time, the problem of refusal of the bank to renew the bank guarantees would 
have well been taken care of, just by sending a small letter, invoking the bank guarantees.

Bank’s Officers at the Corporate Office (Lapses of)
The stands and pleas taken by the bank for dishonouring the bank guarantees are unreasonable and untenable 
in the Court of law or arbitration, for various following reasons:
 (i) The contention that Mr Duryodhan Desai, the Branch Manager, was not authorized to issue the bank 

guarantees for such large amounts will not be acceptable on the principle of ‘Indoor Management’, as the 
general public is not supposed to know the internal administrative arrangements, like the discretionary 
and/ or financial powers of the various officers of any organization, whatsoever. In fact, it is for the 
officers concerned within the organization to know their specific discretionary powers, and they must 
themselves guard against exceeding these. In the case of any default on the part of the officer, suitable 
disciplinary action should be taken against such a delinquent officer. But so far as the general public is 
concerned, the authorities of the organization (the bank, in the instant case) are bound to honour the 
actions and decisions taken by its officers, acting as their agents, as per the Law of Agency, contained in 
the Indian Contract Act, which stipulates that the agent’s actions bind the principal, unless due public 
notice is given to the effect that the agency rights have since been withdrawn from such an officer. Thus, 
the bank is bound to honour the bank guarantees issued by Mr Duryodhan Desai, while he was enjoying 
full agency rights on behalf the bank, in the eyes of the general public.

  We may bring home the principles of law, pertaining to the Agency Arrangement, with the help of a 
common life example. Suppose, you have a domestic servant who frequently goes to a grocer’s shop to 
buy various household items and you make the payment to the shopkeeper say, aggregating ` 10,000 
(approximately), per month, at the end of each month. Now, if your servant purchases some goods on 
credit, purporting to be on your behalf, worth, say, ` 5,000, and goes away to his ancestral village with 
the goods so obtained, leaving the job with you, you alone would be liable under the law to make the 
payment, in full, to the shopkeeper, if you had failed to give due prior notice to the shopkeeper to the 
effect that the domestic help is no longer in your service.

 (ii) The other stand taken by the bank that the bank guarantees were required to be signed by both the 
Branch Manager and the Branch Accountant jointly, is also untenable in the eyes of the law, on the 
principle of ‘Caveat Emptor’, which means ‘buyer beware’. That is, only if, in the printed pro forma of 
the bank guarantees, some two separate specific spaces were provided, meant for the two signatures, 
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i.e. one for the Branch Manager and the other for the Branch Accountant, the members of the general 
public would have been expected to know that the documents required two signatures. Obviously, in the 
bank guarantee in question, no such specific spaces were provided; otherwise the space meant for the 
signature of the branch accountant would have remained blank and unsigned. If such would have been 
the case, the bank would have taken such specific plea, instead of the general plea, in vague terms, as 
indicated in its letter dated 1 July, 2009.

  Let us elucidate this point a little further.
  As we must have observed, the bank drafts issued at the Teller’s counter, specifically state that ‘the Draft 

will not be valid unless signed by the Teller’.
  This is so because, with a view to facilitating and hastening the process of the issuance of the bank draft, 

a bunch of blank bank draft forms is given to the Teller, duly signed by the authorized officer, well in 
advance, in the morning hours.

  Similarly, in the cases of some dividend warrants and interest warrants, it is stated that ‘two signatures 
are required if the amount exceeds ` 5,000’. Or, that Manual signature is also required, if the amount 
exceeds ` 50,000’, and, so on.

  Further, some companies, like Lakme (now Trent), issue and dispatch Dividend Warrants well in advance, 
bearing earlier dates, but it is specially stated thereon reading as ‘Not payable before 1 December, 2009’. 
Similar is the case in regard to the salary cheques issued by the defence departments, also.

 (iii) The third and last contention of the bank, that the Commission should have independently assessed 
and ascertained the financial position and standing of all the three associate firms is not tenable at all 
as, if the beneficiary itself would be certain and assured of the financial standing and stability of the 
firms, there may hardly be any need for the issuance of the bank guarantees. The very fact that the 
Commission insisted on the issuance of the bank guarantees, and their renewal, goes to indicate that 
the Commission wanted the guarantee from the side of a reliable party like a bank, as none of the three 
firms were considered to be financially extra sound, well beyond doubt. If such would have been the case, 
the bank guarantees would not have been insisted upon, in the very first place.

In fact, it is the sole duty and responsibility of the bank officers to assess and ascertain the financial strength 
and stability and the standard of creditworthiness of the parties, on whose behalf the bank guarantees are 
required to be issued. The bank is, therefore, grossly mistaken in shirking its sole responsibility by contending 
that the Commission should have ascertained the creditworthiness of the firms before acting upon the bank 
guarantees. Such contention, in fact, amounts to nullifying the value and credibility of the bank guarantees, 
issued by the responsible officers of the issuing Bank.

‘Prompt’ Action on the Part of the Officers at the Regional Manager’s Office
The actions taken by the officers of the regional manager’s office were, not at all ‘prompt’, by any standard, 
keeping in view the urgency and seriousness of the matter. As the interest of the Commission was in great 
jeopardy, a very swift action was warranted.

It is surprising to find that, though the bank’s letter dated 1 July, 2009, was received the same day, the 
Commission’s corporate office was informed after a lapse of full two days, and that, too, just by fax. Instead, a 
senior officer from the regional office must have been deputed by the regional manager to go to the corporate 
office and discuss the matter personally, in greater detail, with the officers and legal experts thereat. Also, 
he must have come back the same day or the very next day (by air/train) with full brief and sound strategies 
chalked out at the corporate office.

Besides, all the depots in the region were advised after full five days to exercise more than ordinary care 
while dealing with all the three associate firms in question. Further, even the practice of issuance of stocks of 
raw wool was discontinued much later.

The issuance of all the cheques to these parties were also stopped, but after some undue delay. In fact, 
serious and swift action must have been taken to instruct the branch of the bank concerned to urgently stop 
the payments of all the cheques, if already issued earlier, in favour of all the three firms.
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The aforesaid delays, on the part of the officials of the Commission, seem to be rather deliberate and 
intentional, with some fraudulent intentions, and these also smack of some connivance with the three associate 
firms. It occurs to us that an unduly long time had wilfully been allowed to the various depots, such that all the 
pending stocks of raw wool could be issued to the firms, and all the pending cheques meant for them, be issued 
and encashed too, well before the official instructions and directions, for initiating the aforesaid preventive 
measures, be communicated to them, in writing, and be placed on record.

Accordingly, the cases leave sufficient scope for initiating even vigilance enquiry, along with conducting the 
usual departmental enquires, against all the delinquent employees and officers of the Commission.
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Carpets and Crafts Commission (A Simplified Version of Case Study-I)

Ms Puja Bhatnagar had just taken over as the Managing Director of Carpets and Crafts Commission (a public 
sector undertaking). When the file, pertaining to the refusal to renew any of the ten Bank Guarantees, issued 
in its favour, by Rashtriya Bank (a public sector bank) was put up to her, in the usual course of business, she 
got intrigued at the whole affairs, and wanted to study the file most carefully, so as to get at the root of all the 
maladies and mistakes on the part of all the authorities, employees and officers concerned, both of the Bank 
and the Commission.

During the course of the perusal of the file, Ms Puja Bhatnagar had observed the following facts mentioned 
at some place or the other in the file:
 1. She had observed that on the 9 January, 2009, the Regional Manager of the Commission had signed a 

letter dated 6 January, 2009, and had sent it to the Branch Manager, Rashtriya Bank, New Delhi branch, 
sending therewith seven Banks Guarantees, in original, aggregating `. 85 lakh (as per details given in 
Exhibit 19.7), for his confirmation on the following points:

 (i) That all these seven Bank Guarantees had been issued from his Branch.
 (ii) That his signatures appearing on all these Bank Guarantees were genuine, and
 (iii) That he was authorized to sign these Bank Guarantees.
 2. On the 10 January, 2009, the Branch Manager, Rashtriya Bank, New Delhi branch, had returned the 

letter in original (along with all the seven Bank Guarantees, in original), confirming thereon itself all 
the points mentioned therein.

 3. Yet again, on the 23 May, 2009, the Regional Manager of the Commission had sent a letter to the Branch 
Manager, Rashtriya Bank, New Delhi branch, on identical lines, sending therewith all the ten Bank 
Guarantees, in original, this time aggregating ̀ . 140 lakh (as per details given in Appendix 19.8), for his 
confirmation on the same points.

 4. The Branch Manager, Rashtriya Bank, New Delhi branch, also had again returned the letter, in original 
(along with all the ten Bank Guarantees, in original) confirming thereon itself, all the points mentioned 
therein.

 5. Later on, on the 28 June, 2009, the Regional Manager of the Commission had sent a letter to the Branch 
Manager, Rashtriya Bank, New Delhi branch, all the ten Bank Guarantees, in original, aggregation `. 
140 lakh (as per details given in Exhibit 19.8) with a request to renew them for a further period of one 
year from the dates of their expiry.

 6. This time also the Branch Manager, Rashtriya Bank, New Delhi branch, again returned all the ten Bank 
Guarantees, in original, renewing some of the Bank Guarantees, as per details given in Exhibit 19.9.

 7. On the 25 June, 2009, three senior officers from the Corporate Office of the Rashtriya Bank, located in 
New Delhi, had called on the Regional Manager, Carpets and Crafts Commission, New Delhi, to enquire 
about the bank guarantees issued in their favour by their New Delhi branch.

 8. Soon thereafter, a letter dated the 1 July, 2009, sent by the Corporate Office of the bank, was received 
at the Regional Office the same day, refusing to renew any of the ten Bank Guarantees, for the reasons 
stated therein, as follows:

 (a) That, we are not obliged to renew any of these Bank Guarantees, as requested by you in your letter 
dated 28 June, 2009.

 (b) That, the office copies of none of these Bank Guarantees are available in the branch records.
 (c) That, we are not obliged, to even honour any of ten Bank Guarantees, for the following, valid and 

legal reasons:
 (i) That, the Branch Manager, New Delhi branch, was not authorized to issue the bank guarantees 

for such large amounts. He had acted beyond his discretionary powers, delegated to him and, 
therefore, the bank could not be held responsible for the act of the Branch Manager, New Delhi 
branch.
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 (ii) That, as per the practice of the bank, all the bank guarantees are required to be signed jointly by 
the Branch Manager and the Branch Accountant, whereas all these were signed by the Branch 
Manager, alone. This should have given rise to some genuine and natural doubts in your mind; 
you being the beneficiary of the bank guarantees.

 (iii) That, you being the beneficiary of the bank guarantees, should have assessed the credit-worthiness 
of the respective three associate firms, before accepting and acting upon the bank guarantees of 
such large amounts.

Accordingly, all the ten Bank Guarantees, in original, are returned herewith, without being renewed. She 
(Ms Puja Bhatnagar) further found that, on receipt (on 1 July, 2009) of the letter dated the 1 July, 2009, 
sent by the Corporate Office of the bank, refusing to honour any of the ten Bank Guarantees, for the reasons 
aforementioned, the New Delhi Regional Office of the Carpets and Crafts Commission had taken the following 
actions, immediately and promptly enough:
 (i) They had sent a fax to their Corporate Office on the 3 July, 2009, advising them the full facts and the 

contents of the bank’s aforesaid letter dated the 1 July, 2009.
 (ii) They had, at the same time, intimated all the Deposits in the entire Region, in and around New Delhi, on 

the 6 July, 2009, narrating the full facts of the case, and instructing them to exercise more than ordinary 
care, while dealing with all the three associate firms in question.

 (iii) They were further given specific and strict instructions to promptly discontinue all the transactions, viz. 
the issuance of stocks of wool for the purpose of weaving the carpets.

 (iv) Moreover, all the payments to these three parties were impounded at all the different depots in the region 
with immediate effect, soon therafter.

Examine
 1. The accountability and responsibility of the various parties concerned, viz.
 (a) The Bank Officers, viz.
 (i) The Branch Manager at the Bank’s New Delhi Branch;
 (ii) The Officers at the Bank’s Corporate Office, New Delhi.
 (b) The officers of the Carpets and Crafts Commission, viz.
 (i) The Officers at the Regional Manager’s Office, New Delhi, and
 (ii) The officers at the various Depots.
 2. The stands taken by the Corporate Office of the Bank, for refusing to renew any of the ten bank guarantees, 

on the valid grounds, as aforementioned.
 3. The actions initiated by the Officers of the Commission, at the various points in time, and at the different 

Offices/Depots.
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EXHIBIT 19.7

Vivek & Sons

Sl. No. Date of Issue Value of Bank Guarantees
(` in Lakh)

Validity Period

1. 25.05.2008 45.00 24.05.2009

2. 25.05.2008 1.00 24.05.2009

Vikas & Brothers

Sl. No. Date of Issue Value of Bank Guarantees
(` in Lakh)

Validity Period

1. 30.12.2008 25.00 29.06.2009

2. 30.12.2008 1.00 29.06.2009

Vidushi Sisters

Sl.No. Date of Issue Value of Bank Guarantees
(` in Lakh)

Validity Period

1. 30.12.2008 7.00 29.06.2009

2. 25.11.2008 5.00 24.05.2009

3. 25.11.2008 1.00 24.05.2009

Total 85.00
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EXHIBIT 19.8

Vivek & Sons

Sl. No. Date of Issue Value of Bank Guarantee
(` in lakh)

Validity Period

1. 25.05.2008 45.00 24.05.2009

2. 25.05.2008 1.00 24.05.2009

3. 23.05.2009 35.00 22.11.2009

Total ` 81.00 Lakh

Vikas & Brothers

Sl. No. Date of Issue Value of Bank Guarantee
(` in lakh)

Validity Period

1. 30.12.2008 25.00 29.06.2009

2. 30.12.2008 1.00 29.06.2009

3. 23.05.2009 10.00  22.11.2009

Total ` 36.00 Lakh

Vidushi Sisters

Sl.No. Date of Issue Value of Bank Guarantees
(` in lakh)

Validity Period

1. 30.12.2008 7.00 29.06.2009

2. 25.11.2008 5.00 24.05.2009

3. 25.11.2008 1.00 24.05.2009

4. 23.05.2009 10.00 22.11.2009

Total ` 23.00 Lakh

Grand Total ` 140 Lakh
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EXHIBIT 19.9

Vivek & Sons

Sl. No. Date of Issue Value of Bank 
Guarantee (` in Lakh)

Validity Period Extended Date

1. 25.05.2008 45.00 24.05.2009 23.11.2009

2. 25.05.2008 1.00  24.05.2009 23.11.2009

3. 23.05.2009 35.00 22.11.2009 –

Total ` 81.00 Lakh

Vikas & Brothers

Sl. No. Date of Issue Value of Bank 
Guarantee (` in Lakh)

Validity Period Extended Date

1. 30.12.2008 25.00 29.06.2009 –

2. 30.12.2008 1.00 29.06.2009 –

3. 23.05.2009 10.00 22.11.2009 –

Total ` 36.00 Lakh

Vidushi Sisters

Sl. No. Date of Issue Value of Bank 
Guarantee (` in Lakh)

Validity Period Extended Date

1. 30.12.2008 7.00 29.06.2009 28.12.2009

2. 25.11.2008 5.00  24.05.2009 23.11.2009

3. 25.11.2008 1.00  24.05.2009 -

4. 23.05.2009 10.00 22.11.2009 -

Total ` 23.00 lakh

Grand Total ` 140.00 lakh



 BANK GUARANTEES 427

CASE STUDY–II

MAY PAY OR MUST PAY (A CASE STUDY ON INVOCATION OF A 
PERFORMANCE BANK GUARANTEE)

Jai Vijay Electrifications Limited (JVEL) was executing a government contract for electrification in some remote 
rural areas of Assam. Sunrise Steel Limited (SSL), manufacturing tubular poles, had received a large order 
from JVEL, for the supply of tubular poles of different sizes and thickness and some other such specifications.

To satisfy one of the laid-down preconditions of the contract, SSL had furnished a ‘Performance Bank 
Guarantee’ for ` 20 lakh, issued by a nationalized bank, to the effect that ‘the applicant (SSL) will deliver 
the specified number of different sizes of the tubular poles, as per the required specifications, at the site of 
the electrification work, failing which the beneficiary (JVEL) had the absolute right, in its role discretion, to 
invoke the bank guarantee, and the bank would make the payment of the full guaranteed amount to JVEL 
immediately, on first demand, without any demur or protest, and without any prior reference to the applicant’.

To the utter surprize of the Branch Manager of the bank, one day, he received a registered letter from JVEL, 
invoking the bank guarantee (which, too, was enclosed, in original) stating that SSL had failed to supply the 
goods as per the terms of the order and contract.

However, as SSL was an old and valued client of the bank, the Branch Manager informed them about 
the invocation of the bank guarantee. He had further stated in the letter that in case the bank did not hear 
from them anything in this regard, within a week, the payment would be made to the beneficiaries (JVEL). 
Accordingly, the bank made the payment to JVEL, by debit to the cash credit account of SSL, immediately and 
exactly after a week.

Upon this, SSL preferred to file a civil suit in the Court of law, challenging the payment made by the bank, 
terming it as wrongful, illegal and arbitrary, and prayed that the bank should be instructed to credit the 
amount back into their account.

Examine the following issues involved:
 (i) Do you think that SSL has any chance of winning the court case?
  Give sound reasons in support of your considered views.
 (ii) Do you consider that, after having written a letter to SSL, the bank should have waited for    

the confirmation from them, before making the payment under the bank guarantee? 
  Give reasons in support of your views.
 (iii) Are you of the opinion that, on receipt of the letter from the bank, SSL should have immediately approached 

the Court of law and got an injunction order issued, on the plea that there was no breach of contract and 
the goods were supplied at the site, strictly as per the terms of the order and the contract?

  Give reasons in support of your stand.
 (iv) JVEL was naturally immensely happy to receive the claimed amount from the bank against the bank 

guarantee. But they had realized that they had, unwittingly though, committed a blunder so much so 
that it could have jeopardized their interest and claim against the bank guarantee itself. They were just 
lucky enough that nothing untoward happened.

What, in your opinion, would have been that small but significant blunder? Give sound reasons for your 
opinion.

May Pay or Must Pay (A Suggested Approach)*

 (i) There does not seem to be even a remote chance of the Sunrise Steel Limited (SSL) winning the case, as 
it has been specifically mentioned in the guarantee document as under:

*One of the approaches to the case study, as suggested by the author.
Please note that there is no single approach/solution to a case study.
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  ‘. . . failing which, the beneficiary (JVEL) had the absolute right, in its sole discretion, to invoke the bank 
guarantee, and the bank would make the payment of the full guaranteed amount to JVEL immediately, 
on first demand, without any demur or protest’.

  There are several case laws where the learned judges have held that the bank guarantee is, though not 
the same, but quite similar to the irrevocable letter of credit, and, therefore, the bank should comply 
with its undertakings, as stipulated in the bank guarantee document, i.e. to pay the full amount to the 
beneficiary on the first demand, without any demur or protest, as specifically stated, in very clear terms, 
in the guarantee document.

 (ii) We do not agree at all, as it was, in fact, unnecessary for the bank to have even referred the matter to 
the applicant (its customer). As the learned judge in a legal case ‘Alliance Mills (Lessees) Private Limited 
vs. Union of India and others, [(1986) 59, Comp Cas 194 (Cal)], has observed, and we quote as under:

  ‘It is surprizing that although it was specifically mentioned in the bank guarantee that before making 
the payment, no reference would be made to the petitioner company (SSL in the instant case), the Bank, 
for the reasons best known to them, without encashing the bank guarantee, intimated the petitioner 
company (SSL) about the demand made by the Government Company’, the beneficiary (i.e. JVEL in the 
instant case).

  It has, however, been found that usually the banks issue bank guarantees on behalf of the customers
  (borrowers) and, therefore, with a view to maintaining good relations with them, the bank managers 

usually inform the applicant in this regard, so that if they were to prefer any legal action, they may proceed 
accordingly. But, in fact, it is not proper to do so in such cases of absolute bank guarantees. Sometimes, 
the bank managers seek instructions from the controlling office before making the payment, which too, 
results in some avoidable loss of time, which is not proper, either, in the eyes of the law. Therefore, as a 
prudent act, the bank manager may contact the applicants (bank’s customers), but only over the telephone, 
or else, in person, with a view to alerting them in this regard, and thereby maintaining good relations 
with them, and, at the same time, without inviting any adverse remarks from the learned judges in the 
court cases.

 (iii) It may not be considered as a prudent act to file a suit in the Court of law to seek an injunction order, 
because there are several case laws to support the view that the Courts should not issue injunction order 
in such cases of ‘absolute’ bank guarantees, which means that such bank guarantees stand on their own, 
independent of whatever be the terms and conditions in the primary contract entered into between the 
applicant and the beneficiary of the bank guarantee. The court will decide only on the basis of the terms 
and conditions of the bank guarantee in question, which clearly state in unequivocal terms, that ‘the 
beneficiary has the absolute right, in its own discretion, to invoke the bank guarantee’ and ask the bank 
to pay the full amount without any protest or demur. This would be so because, if the Courts would issue 
injunction order in such cases of absolute bank guarantee (which is held by the Courts, in several cases, 
being similar to, if not identical with, the irrevocable letter of credit), the bank guarantee will cease to 
be even worth its name, and may have to be referred to, by the aggrieved parties, at least, as a bank 
non-guarantee, instead.

  It may, however, be mentioned here that the banks will be within their right in refraining from making 
the payment to the beneficiary, ‘possibly in clear cases of fraud, of which the banks have notice’. In such 
cases, the Courts will leave the merchants to settle their disputes under the contract, by litigation or 
arbitration, as available to them, or as stipulated in the contract, as has been held by the Supreme Court 
of India in the case ‘United Commercial Bank vs. Bank of Baroda’.

  Further, the banks need not go into the question whether there had been some breach of the conditions 
contained in the primary contract between the applicant and the beneficiary of the bank guarantee, in 
such cases of absolute bank guarantees.

  The bank is, in fact, required to look into such disputes only in the cases where the terms and conditions 
of the bank guarantee specifically mention that ‘its encashment is subject to proof of performance of the 
underlying contract’ (i.e. the primary contract, which has given rise to the issuance of the bank guarantee). 
[Banwari Lal Radhey Mohan vs. Punjab State Cooperative Supply and Marketing Federation Limited 
(1955) 58 Comp Cas 210 (Delhi)].
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 (iv) The blunder committed by the officers of the beneficiary company (JVEL) was that they had sent the 
original bank guarantee to the bank at the time of its invocation, as it was fraught with grave risk of its 
being destroyed by some ‘over-smart’ bank officer(s), and thereby causing a lot of avoidable delay (and 
the consequent loss of interest) and long drawn out correspondence and dispute.

  The Case Study titled ‘May Pay or Must Pay’ has been primarily based on a live case, wherein the applicant 
of the Performance Bank Guarantee, the borrower of Allahabad Bank, has preferred to file a civil suit 
against his banker (Allahabad Bank), to replenish his account with the amount of the Performance Bank 
Guarantee, wrongly debited to his account by the Bank. Accordingly, it will the most pertinent to share 
some of the relevant facts from the case and the operative parts from the relative judgement.

  One of the clauses of the guarantee in this case was that the government company (beneficiary), in 
whose favour the guarantee was given by the Allahabad Bank, shall have the right to demand payment 
under the said bank guarantee at any time in its discretion, and the Allahabad Bank had undertaken to 
pay to the government company the guaranteed amount, without raising any objection, or making any 
reference to the petitioner, on whose behalf the guarantee was issued by the Allahabad Bank.

  The bank was required not to raise any question on a demand being made by the company, and to pay 
forthwith, on demand, the guaranteed amount. The government company was entitled to invoke the 
bank guarantee in the event of any default by the petitioner, either in the quantity to be supplied, or in 
the delivery period, or in the event of any defect in the quality of the goods agreed to be supplied by the 
petitioner to the company, under the supply contract.

  On the petitioner making a default in supplying the goods, as per the contract, the government company 
invoked the guarantee and demanded the money, thereunder, but the bank, instead of making the 
payment, wrote a letter to the petitioner that it (the bank) had received a letter from the beneficiary of 
the guarantee, stating that the petitioner had failed to supply the goods as per the terms of the order, 
and that the beneficiary had lodged its claim with the bank against the guarantee. The bank requested 
the petitioner to advise the bank or issue instructions/comments and, if nothing was heard regarding 
the encashment of the bank guarantee within a week, it would pay the guaranteed amount and honour 
its commitment.

  After the bank had paid the amount covered under the bank guarantee, after a week, the applicant 
company filed a suit in the High Court, praying for an injunction to restrain the bank from making the 
payment. The High Court Judge, however, dismissed the case and held that the government company 
was entitled to invoke the bank guarantee in terms of the contract, and, accordingly, the invocation of 
the guarantee was not wrongful, illegal or arbitrary.

  On the point of the Allahabad Bank’s letter to the petitioner, the learned judge observed: ‘It is surprizing 
that, although it was specially mentioned in the bank guarantee that before making the payment, no 
reference would be made to the petitioner company, the Allahabad Bank, for the reasons best known to 
them, without encashing the bank guarantee, intimated the petitioner company about the demand made 
by the government company.’

  In view of the aforesaid observations made in the judgement, the banks would do well to restrain 
themselves from advising their valued clients, in writing, about the invocation of a performance guarantee. 
However, if considered desirable and absolutely necessary, they may do so, but only verbally, over the 
telephone or in person, but not in writing, under any circumstances, whatsoever.

 SUMMARY

Two Types of Bank Guarantees
 (i) Short-term Bank Guarantees
 (ii) Long-term Bank Guarantee (or Deferred Payment Guarantee).
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Short-Term Bank Guarantees are again of two types
 (i) Financial Bank Guarantees are issued for the following purposes.
 (a) In lieu of the earnest money, while submitting tenders for undertaking some job work.
 (b) In lieu of security deposit, say, with the FCI, for obtaining stocks of paddy (by rice mills) for milling 

and return.
 (c) In lieu of advance payment for supply of raw materials, e.g. when bank guarantee was 

insisted upon by
  TISCO (now Tata Steel), for supplying materials in the early 1970s, when iron and steel products 

of TISCO were in short supply and in high demand.
 (d) To release part-payment for jobs only half-completed, e.g. by the contractor for construction 

of the factory premises, or some items of furniture only partly completed.
 (e) For releasing 10 per cent payment withheld, pending satisfactory commissioning and 

performance of the items of machinery supplied.
 (f) In lieu of cash deposit in the Court, e.g. in the early 1970s, B/Gs were given to the Court on 

behalf of the sugar mills, in the case filed by the Excise Department.
 (g) To assure the payment of ‘credit notes’ of a particular party, e.g. B/G issued on behalf of the 

Food Corporation of India (FCI) by SBI, in favour of the Indian Railways, for payment of freight 
charges for the transport of food grains.

 (ii) Performance Bank Guarantees are more risky as hereunder the bank guarantees the timely 
performance [of the specific task/supply by the supplier (bank’s party)] on due time, as per the 
specifications, with regard to the quality and quantity, at the specified place, and above all, to the 
entire satisfaction of the beneficiary, and at his/her sole discretion and judgement. The bank further 
usually undertakes that it will make the payment, on the very first demand, by the beneficiary, 
without any demur (or asking any questions) and without any reference to the applicant concerned. 
Accordingly, such bank guarantees are known as ‘Absolute’ Bank Guarantees, and the primary 
contract (between the buyer and the seller) does not form part thereto. Further, as such B/Gs involve 
high risk factor, the RBI has stipulated certain safety measures like the following:

 (a) Such B/Gs must be issued by the bank in the case of only first class borrowers, preferably on 
deposit of cent per cent or very high margin money, and on the lines of the pro forma prescribed 
by the RBI.

 (b) If some valued parties insist on some different bank guarantee pro forma, specially designed by 
them, it must be approved by the bank’s controlling office, who must, in turn, take special care to 
see that no provision in the proposed pro forma is against the interest of the bank.

  There are two types of Performance Bank Guarantees.
 (i) Absolute Bank Guarantee wherein the primary contact between the buyer and the seller is not to 

be taken into account.
 (ii) Conditional Bank Guarantee, where such contract is taken into account.

Validity Period: The B/Gs are usually issued for a period of one year and the expiry date so arrived 
at is also specifically mentioned thereon. The time frame (like three months/six months) is also stated 
in the bank guarantee, within which period, the claim, if any, must be filed by the beneficiary with the 
bank, and thereafter the B/Gs may be time barred, under the Limitation Act. Thus, the provision of the 
Limitation Act, of the validity period of three years in general and thirty years in the case of government; 
gets reduced, as per the mutual agreement, as was earlier permitted by the Contract Act. However, the 
legal position has since changed.
But, the cause for complaint, for invocation of the B/Gs, must occur within its currency (validity period), as 
specified therein, though the claim may be filed, by the beneficiary, within the stipulated time period, i.e. 
the reduced limitation period of three or six months, from the date of expiry of the B/G. But the validity of 
such reduced limitation period has become doubtful with the recent amendment in the Indian Contract Act.
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The banks also insist that the bank guarantees, if not invoked, should be returned to the bank, duly 
cancelled by the beneficiary. Some beneficiaries, however, prefer to keep it with them, though of no 
value. Accordingly, if retained, it should be kept away from the valuable documents like the valid bank 
guarantees, to avoid any mix-up.
Further, as a matter of abundant precaution, the beneficiaries of the bank guarantee should never send 
the original B/G (but only a Xerox Copy thereof), lest some bank official may feign as if the original B/Gs, 
said to have been sent by the beneficiary, had not been received by them, causing avoidable delay and 
correspondence.

 REVIEW QUESTIONS
 1. Distinguish between the following:
 (i) Financial Bank Guarantees, and
 (ii) Performance Bank Guarantees.
 2. (i) What guarantees do the banks give while issuing the Bank Guarantees for the following specific purposes?
  (ii) Under what specific circumstances are each of such Bank Guarantees issued?
 (a) In lieu of Earnest Money
 (b) In lieu of Security Deposit
 (c) In lieu of Advance Payment for supply of goods
 (d) To release the part payment towards jobs, only half done
 (e) To release the 10 per cent of the full payment withheld
 (f) In lieu of the cash deposit for the required amount, in a Court of law, and
 (g) To honour Credit Notes issued by a certain company in favour of another
  (iii) Explain the aforesaid types of Bank Guarantees, by giving suitable illustrative examples in each case.
 3. Why are the Bank Guarantees known as one of the non-fund based working capital financing?
 4. (i) What are the special salient features of the Performance Bank Guarantees, as against the Financial Bank 

Guarantees?
  (ii) In what ways are the Performance Bank Guarantees considered being a far greater financial risk for the 

issuing banker?
  (iii) What are the special safety measures and safeguards prescribed by the Reserve Bank of India (RBI), to 

safeguard the interest of the banks, issuing the Performance Bank Guarantees?
 5. (i) Why is it that the banks invariably insist on recording, on the body of the Bank Guarantees, the specific 

time frame (beyond the specified validity period), within which the Bank Guarantees must be invoked 
and claims filed, if at all, with the issuing banker?

  (ii) Are they justified in doing so, in the eyes of the law? Give reasons for your answer.
 6. The issuing banks insist that the Bank Guarantees, after the expiry date, must be returned to the bank, by 

the beneficiaries, duly cancelled. But, most of the beneficiaries, prefer to retain them.
 (i) What is the possible rationale behind the aforesaid stance taken,
 (a) By the bank, and the
 (b) Usual response/reaction of the beneficiaries, to such request by the bank.
 (ii) What sincere piece of advice will you like to give to the beneficiaries of the Bank Guarantees, who invariably 

prefer to retain all the expired Bank Guarantees, for quite some time, which keep getting piled up, over 
a period of time?

 7. It is generally suggested that, while invoking the Bank Guarantees, the beneficiaries should take care not to 
send the Bank Guarantees, in original, to the issuing banker, for the purpose.

  Do you agree with such a contention? Give reasons for your answer.
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 PRACTISE PROBLEMS
 1. Lucknow Commercial Bank had issued a Performance Bank Guarantee for ` 5 lakh on behalf of Karuna 

Chemicals Limited, Lucknow, in favour of Manorama Medicals, Ujjain, on 5 June, 2009, for a period of one 
year. The documents had further specified, in clear terms, that the claim, if any, pertaining to the Bank 
Guarantee, should be filed within six months from the date of the expiry of the Bank Guarantee. Accordingly, 
the beneficiary had preferred to invoke the Bank Guarantee, but as late as on 1 December, 2010, claiming 
that the goods supplied by the applicant, as on 30 October, 2009, did not conform to the specifications agreed 
upon between the two. The Bank Guarantee was in the nature of an absolute Bank Guarantee and the bank 
had undertaken, inter alia, to make the payment, immediately on timely invocation of the Bank Guarantee, on 
first demand, without demur and without making any reference to the applicant Company to this effect. But, 
the Bank Manager had, all the same, made a reference to the applicant, who, in turn, had asked the Bank not 
to make any payment against the Bank Guarantee, inasmuch as speedy arrangements were urgently being 
made to obtain an injunction order, in this regard, from a competent Court of law. Accordingly, the bank had 
refused to make the required payment to the beneficiary of the Bank Guarantee, on receipt of the injunction 
order, and that too, after getting the signature of the respective Judge, duly verified, in ink and under the bank’s 
rubber stamp, by a competent officer of the local branch of the bank, transacting the government business.

  Thereupon, the beneficiary of the Bank Guarantee had preferred to file a civil suit in a competent Court of 
law.

 (i) For the vacation of the injunction order, as also
 (ii) For the recovery of the amount of the Bank Guarantee from the bank.
 (a) What are the chances of the beneficiary’s winning the case?
  Give reasons for your answer.
 (b) What are the various counts, if any, where the bank seems to have faulted?
 2. The Himachal Bank, Shimla, had refused to renew the Bank Guarantee, issued by it earlier, in favour of Vimal 

& Company, on behalf of Yashwant & Sons, at the specific written request of Vimal & Company, despite their 
repeated written requests in this connection.

 (i) Is the bank justified in such inaction? Give reasons for your answer.
 (ii) Had the position been any different, if Yashwant & Sons would have made such request? Give reasons 

for your answer.
 (iii) Is the Bank under any obligation to necessarily renew the Bank Guarantee, if so required by Yashwant 

& Sons? Give reasons for your answer.
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Export Finance (Short-Term)

Money indeed is the most important thing in the 
world, and all sound and successful personal and 
national morality should have this fact for its basis.

– George Bernard Shaw

Chapter 20
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Concept and Components of Export Financing
 • Assessment of the Financial Requirement of Export Finance: Pre-shipment Finance (Packing Credit) Post-

shipment Finance, and their Repayments
 • Advance against Export Bills sent for Collection
 • Export Finance in Foreign Currency
 • Advance against Duty Drawback and Cash Subsidy 
 • Types of Insurance Policies issued by the Export Credit Guarantee Corporation
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INTRODUCTION

This chapter tells you about Export Financing. How to assess the financial requirements of export Finance. 
It tells us about shipment stage the post shipment Finance; how a person can repay pre-ship-ment finance. It 
discusses many other topics related to it, with the help of specimen’s of Bills of Exchange.

WHAT IS EXPORT FINANCING?

Export financing is almost like the usual working capital financing. But the main, and most significant, 
difference is that the goods, so produced, are not meant for domestic sales. These are, instead, meant only and 
exclusively for export purposes. Accordingly, the banks treat both these credit facilities as two distinct ones, 
because in India, some financial concessions and incentives are allowed on the entire amount of export finance.

For Example:
 (i) A concessional rate of interest is charged on the entire export finance, i.e. at 100 basis points (1 per cent) 

below the prime lending rate (PLR). Thus, if the PLR stipulated by a bank is 13.5 per cent per annum, 
the rate of interest applicable on the export finance to the company will be 12.5 per cent per annum, 
even if the usual rate of interest, chargeable on the cash credit account of the company, is 15 per cent 
per annum or even more.

 (ii) Besides, even a lower percentage of margin is required to be retained in such accounts.
 (iii) Some other financial assistance and incentives are also available in such cases, so as to encourage exports, 

e.g.
 (i) Duty Drawback
 (ii) Cash Subsidy
 (iii) Issue of Import License
 (iv) Facility of Repo.

Such financial concessions have been allowed since, in the highly competitive global economy and market, 
the exporters may usually have to sell their products in the international markets at a much cheaper rate, as 
compared to the price they could easily get in their homeland. But then, with a view to maintaining a favourable 
balance of payment position, our exports have to be more than the imports.

Accordingly, banks insist that the stocks of raw materials, goods-in-process, and even the lots of finished 
goods, must be kept separately and well segregated from the other such stocks of inventories, charged to the 
bank against the domestic working capital finance.

ASSESSMENT OF FINANCIAL REQUIREMENTS OF EXPORT FINANCE

A. Basis of Assessment
The basis of assessment is the very starting point for the purpose [that is, to assess the working capital 
requirement, which is the quantum of sales, both in terms of volume (quantity) and value].

In the case of export finance, the documentary evidences of such sales value are available by way of:
 (i) Letter of credit (the most popular basis for export financing); and
 (ii) Firm Export Order [that is, a firm supply order, on the company’s letterhead, from some well-known 

foreign company of repute, like Glaxo (UK), Unilever (UK), General Motors (USA), Sony (Japan), LG 
(Korea)]. This is so, because a reputed company, with a view to maintaining its reputation, is not expected 
to go back on its supply order, though it may be on its letterhead only, and not on a duly stamped legal 
document (like the L/C), having recourse to the Court of law. But then, it naturally does have some 
elements of risk, all the same. Therefore, the bankers would do well to ascertain the antecedents and 
background, financial position and reputation of the company, and must safeguard its interest against 
all possible risks, even if an iota of doubt comes to their mind.
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B. Mechanism of Assessment
Let us take an illustrative example. Suppose an L/C has been issued for ̀  2 lakh for the supply of woollen carpets 
from Varanasi. Thus, the sale value to the tune of ` 2 lakh is assured. Hereafter, we proceed to ascertain the 
quantum of the required raw materials and other consumable items, like colours, chemicals, and so on, and 
above all, the labour charges. Suppose, all told, the cost of goods to be sold (exported) is estimated at ̀  1.5  lakh. 
Thus, after retaining a margin of, say, 20 per cent, an export finance limit of ` 1,20,000 (` 1.5  lakh 
less ` 30,000) may be sanctioned by the bank.

But then, it will augur well, both for the bank and the borrower (exporter), if the entire loan amount is not 
disbursed in one go. It must, instead, be disbursed in phases, and gradually, commensurate with the stages 
and level of the production, with a view to ensuring the proper end-use of funds.

C. Post-disbursement Supervision and Followup of Advances
The post-disbursement supervision and followup of advances, both in (i) quantitative, and (ii) qualitative terms, 
are of great importance.

[A detailed discussion on this aspect of financing, appears in Chapter 17, Subsection 17.4 of the book.]

Pre-Shipment Finance (Packing Credit)
When the loan is sanctioned and disbursed, the exporting unit starts the manufacturing process, after the 
purchase of the stocks of raw materials and consumable stores, like colours, chemicals, and so on. The goods-
in-process, as also the stocks of finished goods, as and when these keep getting ready, are stored and stacked 
separately, segregated from the stocks of such inventories meant for domestic sales.

After the finished goods are finally ready for export, these are first securely packed, so that the packing 
may withstand the stress and strain of the long journey abroad, by the ship or by air or, maybe, even by road, 
depending upon the destination country, and the approach and route.

If the stocks are to be exported by ship (which is mostly the case), the goods have first to be transported by 
truck and/or train, up to the porttown, whereafter they are put on board the ship. On receipt of such goods, the 
exporter is first issued a ‘Mate’s Receipt’, which is a Kachcha acknowledgement of the goods on board.

Then, after the consignment is thoroughly inspected and checked by the officials of the ship and are found 
to be in proper order, free of any apparent packing defects, a document, known as the Bill of Lading (B/L) is 
issued under the signature of the captain of the ship.

What is a Bill of Lading (B/L)?
As discussed earlier in Chapter 18, a bill of lading (B/L) is a document to the title to goods, as are the railway 
receipt and the truck/lorry receipt. The B/L is a legal document, which is a written undertaking, given on behalf 
of the shipping company, to the following effects:
 (i) It is a written acknowledgement of the goods, duly packed in the specified quantity, volume, value, 

packets, drums as specifically mentioned in the document;
 (ii) It is an undertaking to ship the entire consignment to the desired destination, as mentioned therein; 

and
 (iii) It is also an undertaking to the effect that the goods so carried will be delivered only to the consignee(s), 

as specifically mentioned in the document (B/L), or to his/her order, on production of the original bill of 
lading, marked ‘Original Negotiable’ copy.

Clean vs Qualified Bill of Lading
A B/L, containing some qualifying/adverse remarks (like received twenty drums, two drums leaking; or received 
ten bales duly packed and tightened with steel strips, except one loosely packed; or received five wooden boxes 
out of which one is damaged on two slides, and so on) is known as a qualified (not clean) B/L.
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Accordingly, the B/L, free of any of such qualifying remarks, incorporated on the body of the document, is 
known as a ‘clean bill of lading’.

Thus, if one of the conditions contained in the L/C stipulates that a clean B/L should be one of the documents 
mentioned therein, the bill of exchange may not be accepted by the bank for negotiation under the L/C, if a 
qualified B/L is submitted therewith, instead, unless a suitable amendment to the respective L/C is received 
from the buyer’s banker.

SHIPMENT STAGE

When the raw materials are processed and finally produced in the form of finished goods, ready for export, and 
these are duly packed, transported to the port town, and put on board the ship, and the B/L is issued, the pre-
shipment finance stage (i.e. the first stage of the export finance) is complete and comes to an end. Accordingly, 
from now on, begins the post-shipment finance stage.

POST-SHIPMENT FINANCE

The post-shipment finance, as the name itself suggests, starts after shipment and the issuing of the B/L.
At this stage, the bill of exchange is drawn by the exporter (seller/drawer) on the importer (buyer/drawee), 

and the same is submitted to the bank for payment.
Such payment, to be effected by the bank, may be classified under two categories, viz.

 (i) Negotiation of the bill and
 (ii) Collection of the bill
 (i) Under this category of negotiation of the bill of exchange [i.e. purchase or discount of the demand 

and time (usance) bills of exchange, respectively], the payment of the bill amount is immediately and 
instantaneously made by the bank on submission of such a bill by credit to the (pre-shipment) account 
of the exporter, maintained with it. The amount of bank charges (as also the amount of discount, in the 
case of discounting of the time bills), however, is usually recovered from the exporter. In some cases, 
these charges may have to be recovered from the importer, in which case, such bank charges are added 
to the net amount of the bill of exchange, and the aggregate amount is to be recovered from the drawee 
of the bill.

  The bills, however, are usually negotiated by the banks, as aforesaid, in all the cases where such bills 
are drawn under an L/C. In such cases, the bill of exchange is superscribed reading as: ‘Drawn under 
Letter of Credit No.__________ dated _____________; issued by _________________ Bank’.

  Samples of demand and time bills of exchange appear at Appendices 20.1 and 20.2, respectively.
 (ii) Export finance can be granted against an L/C or even against a firm export order, as stated earlier (of 

course, only in the cases of companies of undisputed reputation and of sound financial standing).
  In such cases, normally, the banks prefer to send the bill on collection basis, and only after the bill has 

actually been paid by the drawee, the bank may release the relative payment to the drawer (exporter), 
on receipt of an authenticated payment advice from the paying banker concerned. This may, of course, 
take some ten to fifteen days, or even more.

  But then, if the drawer of the bill (the exporter) is also a very renowned party, of high creditworthiness 
and financial standing and stability (like Reliance Industries Ltd, Bombay Dyeing, L&T, Infosys, ONGC, 
IOC, GAIL, and so on), the bank may prefer to negotiate even such bills (though not drawn under any L/C), 
as the bank is doubly sure that the amount so paid to the drawer (exporter) may well be recovered from 
the exporter in case the drawee (importer), somehow, fails to honour the bill, i.e. to make the payment 
of the bill, when required to do so.
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HOW IS PRE-SHIPMENT FINANCE REPAID?

On presentation of the bill of exchange pertaining to the goods exported, the bank may purchase or discount 
the demand or time bill, as the case may be, and make immediate payment of the bill (if drawn under an L/C) 
or may prefer to make the payment of the bill only on receipt of the payment advice, as aforesaid.

Whatever be the case, such payment is not released by the banker directly to the exporter in cash. Instead, 
it is routed through the pre-shipment (also known as packing credit) account. This way, the entire outstanding 
on the account, up to date, comprising the principal amount advanced by way of the export finance earlier, plus 
the amount of interest accrued thereon, as also the banker’s charges like commission, discount, and so on, get 
repaid and wiped of, and the net balance so remaining now, becomes available for the exporter to withdraw 
from the account.

This may well be explained and understood by way of an illustrative example.
An exporter company, Decor India Limited, Varanasi, has received an L/C for ` 2 lakh for export of carpets 
to Paris. The bank has granted it an export finance, by way of packing credit, or pre-shipment finance, of ̀  1, 
50,000. The company, in due course of time, manufactures the required goods and ships these to Paris, and 
thereafter, comes to the bank with a demand bill of exchange, drawn on the French importer, for ` 2 lakh 
and submits it, along with the relative B/L and all the other required documents to the bank, for negotiation. 
The bank scrutinises the documents and on finding these to be in strict conformity with all the terms and 
conditions stipulated in the respective L/C, negotiates the demand bill and credits the entire proceeds of 
the bill of exchange, so drawn, to the ‘Company’s Preshipment Account’. Suppose, the current outstanding, 
including the amount of interest for the period (say, ` 10,000) and all other bank charges, up to date (say, 
aggregating ` 5,000), stand at ` 1,65,000. Thus, on credit of the amount of ` 2 lakh in the account, the debit 
balance of ` 1,65,000, on the account, now gets converted into a net credit balance of ` 35,000 (` 2,00,000 
less ` 1,65,000). The exporter company can now withdraw the net credit balance of ` 35, 000 only, any time, 
as this entire balance amount belongs to it and, at its exclusive disposal. Further, now, the bank’s entire 
amount of the advance (principal, plus interest and all other bank charges aggregating ` 1, 65,000) is paid 
back to the bank in full.

That is why, it is said that the pre-shipment finance automatically gets repaid out of the post-shipment 
finance. That is why, the banks insist that both the pre-shipment finance and post-shipment finance must be 
obtained by the exporter from the same bank and, preferably, at the same branch.

The transactions/entries that take place in the books of the bank, in the example, may well be explained and 
demonstrated clearly with the help of Table 20.1:

ADVANCE AGAINST EXPORT BILLS SENT FOR COLLECTION

Banks advance a certain percentage (say, 75 per cent) of the amount of the export bills sent for collection. But 
then, this amount of advance is also credited to the packing credit account of the borrower and is utilized for 
the liquidation or reduction of the outstandings already existing on the account. Now, if some credit balance 
may still be available on the account, such an amount can very well be withdrawn by the borrower. But then, 
when the entire sale proceeds of the bill are credited to the account, on receipt of the relative payment advice, 
the entire credit balance get placed at the disposal of the borrower, and the drawing power (to the extent of a 
certain percentage, say, 75 per cent, as aforesaid) allotted on the account earlier, is subsequently cancelled. 
But, if such a bill is returned unpaid, the amount earlier advanced to the borrower is recovered from him, 
with interest. Further, by way of taking an extra precaution, the banker usually prefers to exercise more than 
ordinary care at the time of deciding whether to advance any amount against the export bill(s) of such party, 
being sent for collection.
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TABLE 20.1 Decor India Limited: A/C Export Finance [Pre-shipment Finance (Packing Credit)]
Limit : ` 1,50,000

Drawing Power : ` 1,50,000

(Amount in `)

Particulars Debit Credit Balance

B/F 1,50,000 (1,50,000) (Debit)

To amount of interest 10,000 (1,60,000) (Debit)

By proceeds of export bill of exchange 2,00,000 40,000 (Credit)

Bank charges (exchange and

commission, postage, etc.) 5,000 35,000 (Credit)

Total 1,65,000 2,00,000

EXPORT FINANCE IN FOREIGN CURRENCY

Since 1993, the banks have been permitted by the Reserve Bank of India to grant the pre-shipment finance 
even in the foreign currency, if so desired by the exporter. In such cases, the banker may have to borrow the 
required foreign currency in the euro-market, and may, in turn, lend it to the exporter, but with a spread (profit 
margin) not exceeding 2 per cent of its own borrowing cost.

The exporter may, sometimes, prefer to go in for foreign currency export finance, provided it is cheaper, 
taking into account the rate of interest prevailing in the euro-market as also the amount of premia on the 
foreign currency ruling at the material time. This loan, however, has got to be repaid and liquidated out of the 
sale proceeds (as is done in all the cases of the pre-shipment finance) but only in the Indian currency.

Further, of late, even the post-shipment finance can be granted in any foreign currency of the choice of the 
exporter, which need not necessarily be the same currency in which the invoice/bill has been drawn.

This way, the exporter has been given ample opportunity to make use of his experience and expertise and 
make some speculative profit, by virtue of taking some intelligent foreign exchange risks. But, the borrowers 
will do well if they will prefer to resist from the temptation of becoming greedy and taking more than fair 
business risks.

ADVANCE AGAINST DUTY DRAWBACK AND CASH SUBSIDY

With a view to giving a boost to our exports, the Government of India gives some cash incentives to the exporters 
by way of:
 (i) Cash Subsidy (to compensate for selling the goods in the foreign market at a lower rate than the rate 

prevailing in the domestic market, due to global competition); and
 (ii) Duty Drawback (that is, giving some concessions/discounts in the amount of import duty, payable by the 

exporter concerned) and such other facilities/concessions.
But then, some valuable time may be involved in the issuance of the relative cheque for the amount by the 

government departments concerned. Thus, with a view to tiding over the financial difficulties of the exporter, 
the bank may even pay him such an amount (of cash subsidy and duty drawback) by way of an advance, pending 
receipt of the cheque for the amount. But in such cases, the banks prefer to play safe and, accordingly, insist 
that such eligible export bills should be routed through the bank concerned. This way, the bank may know, 
for sure, as to the amount of the cash subsidy, duty-drawback, that would become payable to the exporter in 
due course. Besides, an undertaking is executed by the exporter (borrower) in favour of the bank to the effect 
that the amount of the cheque/ payment so received by him from the government department concerned, will 
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immediately be deposited in his account, towards repayment of the advance. Such an advance is granted by the 
bank for a very short period of, say, 180 days, by when the cheque/payment is expected to be received.

The pre-shipment finance, also granted for the purpose of production and export of the goods, is usually 
granted for a period of 180 days, though in some special cases, it may be allowed to be repaid even in 270 days, 
taking into consideration the time usually taken in the production of the goods to be exported and receipt of 
the payment of the export bills.

EXPORT CREDIT GUARANTEE CORPORATION (ECGC)

The Export Credit Guarantee Corporation (ECGC), is a Government of India undertaking. It has been set up 
under the Ministry of Commerce, with a view to providing insurance covers to the Indian exporters of goods 
and services, against the risks of non-payment of bills.

The ECGC usually covers the following two types of risks:
	 •	 Commercial risks
	 •	 Political risks

(i) Commercial Risks Insurance
When an exporter procures a commercial risks insurance policy from the ECGC, he is assured that the 
corporation will make the payment of the bill to the extent of 90 per cent of the amount of the bill, in case the 
foreign importer fails to honour and pay the amount of the export bill.

(ii) Political Risks Insurance
The commercial risks policy, however, does not cover the political risks, for which a separate (political risks) 
policy has to be obtained. Such a policy, as the name itself suggests, covers the risks emanating from, or caused 
by, some political upheaval and turmoil.

For example, some payments involving large amounts, pertaining to the UP Bridge Corporation, Lucknow, 
was impounded by the Government of Iraq, during the Iraq-Kuwait War. Now, as the UP Bridge Corporation 
had obtained both the commercial and political risks policies from the ECGC, it recovered a major portion of 
the losses, so sustained, well compensated by the ECGC, of course, after making great efforts and sustained 
pursuance and follow-up.

EXHIBIT 20.1
SPECIMEN OF DEMAND BILL OF EXCHANGE

Date ____________
On Demand* Pay State Bank of India or Bearer/Order a sum of Rupees One Lakh only for value received.
` 1,00,000

To,
Messers XYZ Company Limited, For ABC Company Limited
5/55, Hazratganj, Signature
Lucknow-226001 DIRECTOR

*In some of the Demand Bills, the terms ‘At Sight’ or ‘On Presentation’ are used, instead.
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EXHIBIT 20.2
SPECIMEN OF TIME(USANCE) BILL OF EXCHANGE

Date ____________
 60 Days after Date

 2 months after Sight (or Acceptance)

Pay State Bank of India a sum of Rupees One Lakh only for value received.
` 1,00,000

To,
M/S XYZ Company Limited, For ABC Company Limited
5/55, Hazratganj, Signature
Lucknow-226010 DIRECTOR

 SUMMARY

 1. Export Finance is basically working capital finance, granted only and exclusively for export purposes, 
and not for sale in the domestic market.

 2. Hence, it is treated and transacted as an exclusive credit facility, because some special financial 
concessions/ facilities are granted in such cases, by way of some incentives for export promotion, e.g.

 (a) A concessional rate of interest, i.e. 100 basis points (1 per cent) below even the Prime Lending Rate 
(PLR),

 (b) A lower percentage of margins, and
 (c) Some other financial incentives, such as the following:
 (i) Duty draw back
 (ii) Cash subsidy
 (iii) Issue of import license, and
 (iv) Facility of Repo.
  (These facilities are given so as to compensate the exporters for the loss suffered by them, because of 

the sale of their goods below the domestic price, due to the global competition).
 3. Assessment of Export Financing Requirements
 (i) Basis of Assessment:
 (a) Letter of Credit; or
 (b) Firm Export Order.
 (ii) Mechanism of Assessment is Cost of Sales (less) Margin
 4. Post-disbursement supervision and followup.
 5. Pre-shipment Finance (Packing Credit)
 (i) For the purchase of raw materials and consumable stores and spares, for manufacturing goods for 

export;
 (ii) For transportation and other expenses incurred upto the stage of shipment, and the issue of the 

bill of lading (B/L).
 6. What is a bill of lading (B/L)?
 (i) Acknowledgement of goods, duly packed
 (ii) Undertaking to ship it upto the desired destination; and



 EXPORT FINANCE (SHORT-TERM) 443

 (iii) To deliver these to the consignee, or to some other person/party according to his/her specific written 
order, but on the production of the original negotiable copy of the B/L.

  Types of Bill of Lading (B/L)
 (i) Clean or unqualified B/L, wherein no defect, whatsoever, has been mentioned therein.
 (ii) Qualified B/L, wherein some defects in the goods/packaging received for shipment, have been 

mentioned.
 7. Shipment Stage
  This stage is the mid-point. Here the pre-shipment stage ends, and the post-shipment stage begins.
 8. Post-shipment Finance
 (i) Negotiation or Discount of Demand or Time Bill of Exchange, respectively, or
 (ii) Advance to the extent of a certain percentage of the amount of the Bill of Exchange, sent for 

collection, (instead of being purchased or discounted, as the case may be).
 9. The pre-shipment finance gets automatically repaid out of the sale proceeds of the bills of exchange, 

pertaining to the actual export of goods. These proceeds are credited to the pre-shipment finance account 
of the exporter, and thereby, the entire outstandings in the account (comprising the principal loan 
amount, plus interest and all other bank charges, up-to-date), get automatically repaid to the bank.

 10. Export Finance in Foreign Currency
  Since 1993, the export finance (pre-shipment finance) can as well be granted in any foreign currency of 

the choice of the exporters. In such cases, the bank is allowed to charge a spread of just 2 per cent, over 
its actual cost of borrowing the desired foreign currency. The repayment of the pre-shipment finance, 
however, has got to be made only in the Indian currency. But, the post-shipment finance can be given 
in any foreign currency, even other than the one appearing in the bill of exchange.

 11. Advance against,
 (i) Duty drawback
 (ii) Cash subsidy are granted on the following conditions.
 (a) The relative eligible export bills must be routed through the bank.
 (b) An undertaking has to be given by the exporter borrower to the effect that the cheques, when 

received from the respective government department(s), will be immediately deposited for the 
credit of the loan account with the bank. Such advance is usually granted for a period of 180 
days, and in some special cases, upto 270 days (maximum).

 12. Export Credit Guarantee Corporation (ECGC) issues insurance policies generally covering the following 
two types of risks:

 (i) Commercial Risks: Hereunder, in case the importer fails to make the required payment, the ECGC 
undertakes to pay upto 90 per cent of the bill amount.

 (ii) Political Risks: Hereunder, it undertakes to make good the losses incurred due to non-payment of 
the amount of the bill, due to some political upheaval, turmoil, etc.

 REVIEW QUESTIONS
 1. What do you mean by Export (pre-shipment) finance? How does it differ from the usual short-term (working 

capital) finance by the banks?
 2. What are the various concessions available to the exporter in the case of export finance, viz. in terms of the 

rate of interest and the quantum of margin?
 3. Write short notes on the following:
 (i) Duty drawback, and
 (ii) Cash subsidy
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 4. The banks insist that the stocks of inventories (raw-materials, work-in-process and finished goods), pertaining 
to the export finance must be stored and stacked separately, well away from those pertaining to the usual 
working capital finance.

  What, in your opinion, could be the rationale behind such stipulations?
 5. On what basis is the quantum of export (pre-shipment) finance assessed by a banker?
 6. What is a bill of lading? What are the various stipulations/undertaking contained in it?
 7. Distinguish between ‘qualified bill of lading’ and ‘unqualified (clean) bill of lading’. Elucidate your point by 

citing some illustrative examples.
 8. It is said that the pre-shipment finance automatically gets repaid by the post-shipment finance. Discuss, by 

citing some illustrative examples, wherever applicable.
 9. Distinguish between the following:
 (i) Negotiation and discount of a bill of exchange
 (ii) Negotiation and collection of a bill of exchange.
 10. (i) ‘Export (pre-shipment) finance cannot be granted in foreign currency.’ Do you agree? Give reasons for your 

answer.
  (ii) ‘Post-shipment finance cannot be granted in any foreign currency.’ Do you agree? Give reasons for your 

answer.
 11. Export Credit Guarantee Corporation (ECGC), mainly gives insurance covers for only two types of risks.
 (i) What are these?
 (ii) What type of risks does each of them cover?
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INTRODUCTION

The software industry has always been the driving force in the Information Technology (IT) industry, especially 
so in India. It has, therefore, been rightly termed as the ‘growth sector of the millennium’. This sector requires 
highly skilled manpower, and it is heartening to note that in India, the sector has grown almost 50 per cent 
during the short span of just five years, i.e. from the year 1992 to 1997.

The government and the Reserve Bank of India are, therefore, earnestly endeavouring to encourage and 
facilitate easy and adequate financing of the software activities, as this sector inter alia will make a major 
contribution in the export earnings of the country, both in the short and medium terms.

SALIENT FEATURES OF SOFTWARE INDUSTRIES

(i) Manpower Intensive
As has been stated earlier, the software industry is highly manpower intensive, and that too, requiring proficient 
and skilled professionals. Thus, the availability and cost of such manpower, and the productivity and turnover 
of the unit, are most critical for the success of a software venture.

Further, the following are the most sought after personnel for the sector:
 (i) Programmers (65 per cent to 70 per cent);
 (ii) Data-based analysts (25 per cent to 30 per cent);
 (iii) MIS professionals (15 per cent to 20 per cent); and

 (iv) Coders (around 15 per cent).

The productivity and performance of these professionals require high intensity and immense concentration, 
coupled with continued long hours of work, with flexible work schedules.

Also, the scarcity of competent and skilled professionals seems to be the main impediment to the growth 
and success of the software units. Thus, as the supply is far short of the demand, it is no wonder that the 
price (market value) of software engineers and experts has, of late, rocketed sky high. But then, the terrorists’ 
attack on the Twin Towers of the World Trade Centre, and other landmarks in the US on the 11 September, 
2001, seems to have had a great dampening effect on this sector, in particular. This downward trend, however, 
proved to be shortlived and soon picked up the usual pace of progress and prosperity. In fact, the uptrend has 
now started showing up.

(ii) High Capital Output Ratio
Besides being a highly skilled manpower intensive sector, the critical inputs and assets of the software industry 
are highly intangible in nature. Consequently, the assessment of their creditworthiness, chances of success and 
prosperity, and even the credit needs, becomes rather subjective and judgemental, instead of being objective 
and analytical, as is the case in respect of the conventional industries. Further, as the units, engage in the 
business of assembly of hardware, or consultancy assignments, or even rendering programming services, require 
a relatively smaller quantum of capital investment and outlay, it has resulted in an uninterrupted growth 
of such units. But then, only the innovative and dynamic units, like Infosys, Wipro, TCS, HCL-HP, to name 
only a few, could flourish and generate high cash inflows and cash surpluses, in relatively much lesser span of 
time. Such cases are rarer than the rule. Thus, it is, in fact, in these special areas that lies the real skill and 
acumen, experience, and expertise of financial risk assessment and management on the part of the bankers 
and the other financial institutions.

(iii) Fast Changing Technology and Shorter Lifespan of Products
In the modern age and era of rapidly-changing technology like DOS, Windows, and so on, most of the software 
products become obsolete and outdated fast enough. Thus, the market share of a product may be gained and 
lost overnight. This sector has, therefore, been rightly termed as the ‘high-risk-high-reward’ sector.
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(iv) Project Appraisal
The assessment and appraisal of the technical feasibility and economic viability of a software project is very 
tough and tricky, as it involves more intuitional and judgemental skills (the sixth sense, rather than the usual 
business sense) on the part of the (traditional and conventional) bankers and other creditors.

INDIAN ADVANTAGES AND DISADVANTAGES

The Indian Advantages
 1. A World Bank Study of the US companies pertaining to country preferences for outsourcing softwares 

has ranked India as the first choice.
 2. In the year 1997 alone, 131 of the Fortune 500 companies outsourced their software requirements from 

India, and by now, the credibility and capability of the Indian software has been well established the 
world over. Besides, as many as 25 of the Fortune 500 companies comprise the regular client list of 
Infosys alone.

 3. These figures are rather natural, as on a cost-quality coordinates grid, India occupies a unique position 
in the ‘High Quality, Low Cost’ quadrant (as against Ireland, Singapore, and Israel in the ‘High Quality, 
High Cost’ quadrant, and the countries like China, Philippines and Hungary in the ‘Low Quality, Low 
Cost’ quadrant).

 4. The major Indian companies have started successfully executing large projects, involving more than 
200-300 man years.

 5. Over sixty Indian companies have ISO 9000 series certification, out of which as many as forty-one 
companies export to the tune of US $3 million annually.

 6. India can rightly boast of the availability of large manpower resources of English-speaking and technically 
proficient personnel, recognized globally as having high mathematical and logical expertise and, above 
all, at a rather competitive salary.

 7. The twelve-hour time zone difference between India and the US (US being the largest software market in 
the world today and a net importer to the tune of over US $40 billion per annum) has been successfully 
leveraged by the bigger Indian companies into offshore software project work. The work is carried out from 
India through high speed data communication satellite links on US client mainframes on US downtime 
(night-time), thereby creating extended ‘virtual’ software arms for the client companies, equipped to even 
troubleshoot overnight and deliver solutions without loss of daytime working hours for the US company.

The Indian Disadvantages
 1. The rising manpower cost/wage structure, coupled with stiff competition from countries like Ireland and 

Israel, Singapore and China, Taiwan and Philippines, have, of late, been creating some problems for the 
sector.

 2. Besides, the low market share at the higher ends of the value addition chain has given rise to a greater 
vulnerability and lower level of consolidation in the industry.

 3. Lower rate of technology/enterprise return to the home country by the expatriate entrepreneurs, as 
compared to Taiwan, Korea and Singapore (i.e. lower ‘re-export’ of talent and capital) is yet another 
disadvantage that India is faced with.

CRITICAL SUCCESS FACTORS IN SOFTWARE INDUSTRY

The CEO and the Team of Professionals
The team of software engineers and professionals, in general, and the Chief Executive Officer (CEO) in particular, 
are very critical and crucial factors for the success, progress and prosperity of the rapidly-changing, highly-
competitive, and manpower-intensive software industry.
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Most of the Chief Executive Officers (CEOs) of the software companies have generally been found to be 
technopreneurs and/or highly empowered persons, inspiring team leaders as also all the other persons, with 
vision and mission, drive and urge, to prove, progress and prosper. Above all, all the professionals in the 
organization keep working as a well-knit team, complementing and supplementing the efforts and achievements 
of each other, as they fully realize that in the software industry, in particular, they all are destined to sail or 
sink together, sell or fail en block. The organizational structure of the units in this sector is relatively flat (and 
not hierarchical) and is conspicuously characterized by a youthful workforce of 30s and 40s, with an egalitarian 
approach, attitude, and work culture.

Recruitment and Retention of the Human Resources
The success, especially of a software company, to a large extent, depends on its ability to recruit, enable, empower 
and, above all, retain its employees. Work demands in the industry are uniquely creative and stressful, too, 
requiring round-the-clock work schedules, so as to meet the deadlines and time-bound programmes. Successful 
companies, therefore, have to always resort to some innovative and attractive retention strategies, all the time.

Of late, the Employee Stock Option Plans (ESOPs), initially introduced by Microsoft et al. have become 
popular enough, and have given rise to several variations like stock option build up over time, with additional 
options extended after additional years of service, and so on. Finally, as is well known, many of the Infosys 
employees have, by now, become millionaires, mainly through their Employee Stock Option Plans (ESOPs).

What is the Employee Stock Option Plan (ESOP)
Under the Employee Stock Option Plan (ESOP), a company grants option to its employees to apply for and 
obtain a certain number of its own shares at a price, usually lower than the prevailing market price in the stock 
exchanges. Recently, the State Bank of India (SBI), National Thermal Power Corporation (NTPC), to name 
only a few, had given such options to their employees at the time of their Initial Public Offer (IPO). Further, 
the company also specifies the lock-in-period for such shares. Moreover, the employee does not have any right 
as a shareholder of the company till the shares are issued to him on his exercising the option. Such shares, 
however, are issued in accordance with the SEBI guidelines.

KEY RISK FACTORS

The software industry is characterized by higher-than-average financial risks. The key components of financial 
risks are given as follows:

(i) Intangible Current Assets
There is, in fact, no tangible current assets like inventories (raw materials, work-in-process, and finished goods) 
in this sector. The current assets of software companies, instead, comprise mostly intangibles, as their raw 
materials, workin- process and finished goods comprise nothing but the intellectual capital or property. The 
other current assets (OCAs) are also those that are not generally considered as very significant components of 
the operating cycle, viz. prepaid expenses, rent advances and employee-related advances.

(ii) Obsolescence
Besides, the most important fixed assets of software companies, viz. the computer hardware, depreciate fast 
enough, a fact which tends to make the financial institutions both wary and worried. The fixed assets, other 
than land and buildings, comprise the auxiliary equipments, like the generators; uninterrupted power system 
(UPS); furniture and fixtures.

Further, as the risk of obsolescence of software techniques is rather too high, it calls for the scarce virtue of 
very quick adaptability, as also the zeal and preparedness to learn, and remain most up-to-date, all the time.

(iii) Low Initial Capital Investment
Low initial capital requirements of the software sector is more a vice than virtue, as it gives rise to a low entry 
barrier, leading to a mushroom growth of small and medium units, which, in turn, makes it difficult to assess 
the risks and predict the success. The uncomfortably high rate of mortality of the software firms says it all.
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(iv) Long Gestation Period
Besides, the jobs at the higher end of the value chain (i.e. software products) have rather long gestation periods, 
carrying very high developmental costs (and that, too, mostly intangible in nature). So, the risk and threat, that 
the end-product being developed, may itself become a non-marketable product at the end of the long gestation 
period, is very real and repetitive. The stiff and cut-throat competition in this sector is an added disadvantage, 
filled with high financial risks.

(v) Marketing
It has been observed, over a period of time, that though some companies had developed high quality products, 
their marketing had called for a higher degree of dexterity of product commercialization, especially in the overseas 
markets, full of fierce competition. The lack of a well-developed domestic market is yet another constraint for 
the industry to attain the required depth, even on the home front.

(vi) Some Other Risk/Threat Factors
 (a) Fierce competition, resulting in erosion of margins, may, in turn, inhibit the ability of the Indian 

softwarecompanies to invest for growth and upgradation.
 (b) Ever-rising cost of manpower (comprising highly qualified, skilled professionals).
 (c) Ever-increasing preference of the users, in the Western markets, for packaged, standard software products, 

rather than for the customised software development.
[ ].

FACILITATING FACTORS FOR FRESH EXPOSURES

Some facilitating factors which have encouraged the banks and the other financial institutions to go in for fresh 
financing and exposure to the software sector, may be summarized as follows:
 (i) The software industry in India has, by now, become well stabilized and strengthened.
 (ii) Threats of failure of software industries in India have shown a marked decline since the early 1990s.
 (iii) The skill and expertise of the Indian software engineers and professionals have gained high recognition 

the world over, as being both of high quality and cost competitive.
 (iv) The STPs have dramatically facilitated and improved satellite-based telecommunication facilities in 

India, enabling online work-access to the clients and thereby expanding the business opportunities.
 (v) Besides, the rapid growth and development of foreign markets have given rise to outsourcing, wherein 

India has emerged as the country of the very first choice. It is evident from the fact that way back in 
1997, 131 Fortune 500 companies had outsourced softwares from India.

 (vi) Moreover, with the improvements in the client profiles, the financial risks like delayed payments, or 
even non-payments of bills, have since substantially reduced.

 (vii) The Indian software industry has attained perfection and quality, whereby the risk of rejection is rather 
remote.

 (viii) Further, the continued exposure to the global markets has given several Indian software units a rigorous 
commercial education and expertise, relevant for the international marketplace. Accordingly, their 
business perspective has broadened and their goals and strategies have stabilized.

 (ix) Distinct hierarchies have since emerged among the Indian software units, which have facilitated the 
benchmarking, as also a much better credit risk appraisal and assessment.

 (x) Besides, the margin of profit of the Indian software industry has also increased, which has given added 
financial strengths to the units and has brightened up their prospects and profitability.
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WORKING CAPITAL FINANCE FOR INFORMATION TECHNOLOGY AND SOFTWARE INDUSTRIES 
[RESERVE BANK OF INDIA (RBI) GUIDELINES]

Financing of the Four Segments of the Information Technology (IT) and Software Industries
The various segments of the information technology and software industries can broadly be classified under 
the following four categories.

(i) Software Service
(That is, staffing services and programming services).

These software services, also known as the manpower exports, involve deputation of professionals for 
delivering programming services at the customers’ locations within the country, as also abroad, under different 
types of contracts.

The working capital requirements for these services would, therefore, be in the form of initial travel costs and 
living expenses of the personnel deputed for executing the orders. The party may, in some cases, receive some 
amount by way of advance payment from the clients, which is usually specifically mentioned in the contract. 
The contract would also indicate the mode of payment, i.e. whether by way of monthly/periodical payments, or 
payment in lumpsum, after the execution of the contract.

Thus, the working capital requirements of the company would inter alia depend upon the gap in the inflows 
of cash.

(ii) Project Services
Project services may usually have the following three categories:
 (a) Customized Software Development: Customized software development services provide solutions to 

the specific problems of a customer, to be utilized by the corporate mainframe and the mini-computer 
users. These services could be rendered either at the customer’s location or may be delivered on physical 
magnetic media (like floppies and diskettes) or even through satellite communication network. This 
service is normally offered under special contracts, which provide for ‘milestone’ payments.

  In these cases, as well, the working capital requirements would be for meeting the gaps, as would be 
revealed by the company’s cash flow statements.

 (b) Systems Solution and Integration: Systems solution and integration involve providing a complete business 
solution, using information technology. Here, the integrator addresses a business problem of the client 
and offers an IT-based business solution. The work involves programming, testing, and documenting 
customized software solution for clients, and integration of this programme with the client’s existing IT 
system, as also with the systems of the client’s parties and associates.

  Working capital requirements in such cases, however, would arise mainly on account of the expenditure 
on professionals, and purchase of software packages and tools.

 (c) Maintenance of Software: In the category of maintenance of software, the party takes up the assignment 
for maintenance of the client’s software. Typically, it takes on the complete responsibility for maintaining 
a suit of software of the client. These contracts cover troubleshooting operations and, at times, even 
updating of the software.

  Working capital for this activity would be needed mainly for meeting the expenditure on the professionals.

(iii) Software Products and Packages
These products and packages comprise the following:
 (a) Systems software, viz. operating system software, conversion of programmes and utilities, which enhance 

the computer’s capabilities; and
 (b) Application software, which lets the computer perform specific functions. The packages, like the word 

processing, graphic design, financial analysis, and so on, come under this category.
These software products are prepared to meet the standard requirements of the end-users, and are sold as 

packaged units, comprising software manual and other user aids (tutorials). The development of these products 
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involves fairly large-scale investment, the return on which can be realized only after the product is fully 
developed and sufficient demand is generated. By and large, no payments (by the buyers) would be involved at 
any stage of the development, and the developer would be receiving payments only when the interested buyers 
purchase the products.

In such a case, working capital requirements would be mainly to meet the expenditure like salaries and 
expenses of the professionals associated with the development of the products. The period required for the 
development would, of course, vary and, in some cases, it may extend even upto twenty-four months (or even 
more).

As regards the financing of the working capital requirements of this category, it would have to be funded as 
a venture financing, which naturally involves considerable financial risks.

(iv) Information Technology Related Services (IT-Services)
IT services, such as call centres, monitoring, tele-conferencing, tele-medicine, and so on, result from the use of 
any IT software, over a system of IT products, for realizing the value additions.

Working capital requirements, under this segment, may arise for meeting the expenditure incurred in respect 
of providing these services. However, these may not be of a significant scale.

OPERATIONAL GUIDELINES FOR EXTENDING WORKING CAPITAL FINANCE TO IT AND SOFTWARE 
INDUSTRIES

Eligibility
Banks may consider the sanction of the working capital finance, irrespective of the business age of the borrower 
unit, and/or the quantum of turnover achieved by it, in the previous year(s), in respect of its business activities.

While considering the applications for credit facilities, they may be guided by the track record of the promoters, 
their group affiliations, the management team, academic/professional qualifications and work experience, 
particularly in the software writing/development/marketing, besides the infrastructure available with the unit.

Methodology for Assessment of Working Capital Requirements
The monthly cash budget system has been considered by the banks to be ideal for arriving at the permissible 
bank finance. A specimen of the pro forma statement has been circulated by the Reserve Bank of India (RBI) to 
the banks, for obtaining the cash budget from the borrowing units. The financing banks may, however, adopt 
the pro forma, with suitable changes, to suit their specific requirements.

The working capital needs of the borrowers may be assessed on the basis of 20 per cent of the projected turnover 
for those units, which may be having working capital limits of up to ` 2 crore. The assessment of Permissible 
Bank Finance (PBF) on cash budget basis may be followed in regard to the borrowers having working capital 
requirement of over ` 2 crore. Further, while the peak deficit in the cash budget would determine the PBF, 
credit would be made available on the basis of the deficits shown at the relevant points in time. Cash budgets 
may, however, be reviewed, if the underlying presumptions undergo some significant change(s), and accordingly, 
the credit limits may also have to be modified/revised.

Working capital credit needs of the borrowers, with credit limits up to ` 2 crore, may as well be assessed 
on cash budget system, if they would so desire. Further, software products and packages, which are normally 
financed out of equity, seed money and venture capital may be considered for finance, on a case to case basis.

Documents to be Submitted for Credit Appraisal Purposes
To enable the banks to appraise the credit requirements of the units, the following documents are obtained by 
them, from the borrowers:
 (a) (i) Operating Statement, and the
  (ii) Note on the assumptions, underlying the operating statement.
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 (b) Balance Sheet
 (c) Cash Budget
  This form, however, is required only in the cases where the working capital gap is to be financed on the 

basis of the cash budget
 (d) Statement of Economics

Every proposal for financial assistance must be accompanied by a detailed project report and a business plan. 
Besides, the documents must clearly and specifically describe the short-term and long-term goals of the unit, 
the strategies proposed to develop and market the softwares, the stage-wise financial outlays and the revenue/
cost projections. The basis for seeking the proposed limits from the bank also needs to be clearly spelt out.

As the activity involved in such cases is different from the conventional activities (which a banker is quite 
familiar with), a detailed plan needs to be drawn up for evaluation of the progress made by the unit. The plan 
may provide for the milestones to be delineated, which could then be appraised.

Nature of Credit Facilities
In respect of credit facilities of below ` 10 crore, the banks have the freedom to sanction the credit facilities by 
way of cash credit facility or overdraft. However, in respect of credit facilities of ̀  10 crore and above, the banks 
would be required to restrict the Cash Credit Component (CCC) to 20 per cent of the aggregate credit limit after, 
of course, excluding the export credit component. The balance 80 per cent, however, will be disbursed by way 
of a Working Capital Demand Loan (WCDL) component. The borrower could as well be sanctioned appropriate 
credit facility by way of bills purchased/discounted and the invoices drawn.

In the case of specific orders received from abroad, the credit provided will amount to export finance; 
preshipment or post-shipment finance, as the case may be.

Margin
It is open to the banks to stipulate a reasonable promoter’s contribution, which would serve as the margin.

Security
The process of development of software does not generate tangible goods, as is the case in respect of the other 
manufacturing activities. Also, the value of the end-product depends upon its acceptability to the client users. 
Further, as the success of the activity depends largely upon the skills of the professionals/promoters, the banks 
will have to carefully evaluate the promotors’ track record, their competence, their stake in the business, 
marketing strategies, etc. It is also open to the banks to obtain some collateral (additional) security, wherever 
available. The first or second charge on the current assets, if available, may as well be obtained.

Rate of Interest
 (a) In respect of pre-shipment and post-shipment credits, extended for the financing of the exports, the 

concessional rate(s), as applicable for such credits, could be charged, provided all the conditions stipulated 
for such concessional credit are complied with.

 (b) For all other types of advance, the rate will be as prescribed by the Reserve Bank of India (RBI), for the 
general category of borrowers, and, accordingly, no concession will be available.

Periodical Reporting System
In order to verify whether the actual cash flows are in conformity with the projected ones, the banks may 
periodically, say, once in a quarter, obtain from the borrowers, the statement of actual cash flows, so that the 
mid-course corrections can be made in respect of the further cash budgets, if necessary. However, in respect of 
the borrowers, where cash budget is not the basis for the sanction of the limit, the banks may devise a suitable 
reporting system, as considered necessary.
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Followup
Considering the risks associated with this activity, and the fact that the banks would, naturally, take some 
more time to gain the necessary insights into the intricacies involved in financing the same, additional attention 
has to be paid to these advances, and tailor-made followup systems may have to be evolved by the banks for 
this purpose.

Administrative Arrangements
As the banks are already aware, the Indian software industry is essentially export-oriented, and, accordingly, 
these contribute substantially to the country’s foreign exchange earnings. It is, therefore, necessary that the 
efforts of the industry are supplemented by providing timely and adequate quantum of credit. The banks may, 
therefore, have to streamline their administrative arrangements accordingly. They must identify the centres 
where the IT software and services units are sufficiently large in number, and create IT-financing cells in the 
identified branches at these centres. Banks may also consider constituting appropriate screening committees 
for appraisal of the credit proposals as also for monitoring the progress/performance of the units.

As regards the training (of the bank executives) as an input, the banks may arrange for a requisite in-house 
training programmes on the IT and software industries. It may augur well to depute the bank staff and officers 
to the seminars/workshops conducted by the Industry Associations and/or such other agencies.

 SUMMARY
There has been a tremendous growth in the Information Technology (IT) sector in India, especially during 
the last few years. This sector, being a large foreign exchange earner, enjoys some special concessional 
credit facilities from the banks. The terrorist attack in the US on 11 September, 2001, however, had proved 
to be a major jolt for the industry. The position has gradually become normal.
The software industry requires highly skilled manpower like the Programmers, Data base Analysts, MIS 
Professionals and Coders. Further, the capital output ratio in this sector is rather too high, and most of 
the inputs and assets are in the nature of intangibles, like the human capital, which comprises highly 
skilled and high-value professionals.
Accordingly, the assessment of the credit needs, as also the prospects, potentials and profitability of an IT 
unit, becomes rather too technical and mostly judgmental. Besides, the phenomena of the mushroom growth 
in this sector, (as it involves quite low capital investments), and the episode of massive failures attached 
therewith, make the problem still worse. Further, the fast changing technology in this sector makes the 
task of Project Appraisal of IT Units highly risk-prone. But then, despite the aforesaid fluid situation and 
risk factors, Indian professionals have been having a marked edge on the other suppliers of softwares, 
because of its unique position in the ‘High Quality, Low Cost’ quadrant. However, the unique features of 
long gestation period, stiff competition, and ever-changing technology, pose their own special problems.
Reserve Bank of India has, accordingly, issued some guidelines to the banks for granting working capital 
loans to the IT and Software Industries, especially for,

 (i) Software Services or Manpower exports,
 (ii) Project Services, comprising:
 (a) Customized Software Development
 (b) System Solution and Integration
 (c) Maintenance of software.
 (iii) Software products and packages comprising:
 (a) System Software and
 (b) Application Software
 (iv) IT-related Services.

The eligibility criteria, the methodology for assessment of working capital loans and the documents/statements 
and some further details required for credit appraisal have also been incorporated in the RBI guidelines.
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 REVIEW QUESTIONS
 1. Bring out the salient features of software industries.
 2. What are the main advantageous and disadvantageous features attached with the progress and growth of the 

software industries in India?
 3. What are the various critical success factors and the main risk factors connected with the bank advances to 

the software industries in India?
 4. What are the various facilitating factors, which have encouraged the banks and other financial institutions 

to venture into fresh financial exposure to the software industries in India?
 5. Discuss the various guiding principles stipulated by the Reserve Bank of India in regard to the financing of 

the software industry in India.



Part VI
PROFITABILITY AND COST CONTROL

PART PREVIEW

 22. Contribution Analysis and Break-Even Point (BEP) or Cost-Volume-Profit (CVP) 
Analysis

 23. Cost Management and Control – Steps and Strategies





Contribution Analysis and Break-Even Point 
(BEP) or Cost-Volume-Profit (CVP) Analysis

The productivity of work is not the responsibility 
of the worker but of the manager.

– Peter F. Drucker
Price is what you pay. Value is what you get. 

We get paid for bringing value to the marketplace.
– Jim Rohn

Chapter 22

LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Components of Fixed Costs and Variable Costs
 • Algebraic Presentation of Break-Even Point (BEP)
 • Arithmetical Presentation of BEP
 • Various Expressions of BEP: In terms of (i) Volume of Production, (ii) Sales Revenue, (iii) Plant Capacity 

Percentage, (and the concept of ‘Margin of Safety’), (iv) Selling Price, (v) Make or Buy Decisions, (vi) Profit 
Projection, (vii) Selling Efforts, (viii) Sales Incentive Plan, and (ix) Product Pricing Decisions

 • Some other uses of Contribution Analysis
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INTRODUCTION

This chapter discusses the components of fixed and variable costs; Break-even profit (BEP) and its algebraic, 
Arithmetical presentations and its Expressions. Contribution Analysis ant its other uses.

FIXED COSTS AND VARIABLE COSTS

‘Break-even Point’ is that specific stage where the income just breaks even with expenditure, i.e. where income 
just equals cost. It is, thus, the point of ‘No Profit No Loss’.

For the purpose of this analysis, the total cost is divided into the following two parts:
 (i) Fixed Cost (FC)
 (ii) Variable Cost (VC)

Fixed Cost is that part of the total cost which remains constant; that is, which does not vary with the 
fluctuations in the volume of production. Even if the volume of production is high, low, or even ‘nil’, the fixed 
cost is, necessarily and unavoidably, incurred and, at the same fixed level, e.g. rent and taxes, depreciation, 
salary and wages (as also interest on capital, expense on research and development, advertisement, which 
usually fluctuate, too, but not necessarily in the proportion of the volume change).

The interest component on term loans for plant and machinery, land and building, and depreciation thereon 
(except on land), have to be incurred, whether there is full (to the capacity) production, or lesser production, 
or even no production. Such is the case with the salary and wages paid to the members of the staff, who are 
on the establishment of the unit. It has to be paid whether there is production at the level of 100 per cent of 
the plant capacity or 50 per cent of the capacity, or even at the zero level. These costs are fixed and they are 
incurred, definitely and necessarily, and hence are called ‘Fixed Costs’.

Variable Cost, on the other hand, is that part of the cost which varies in direct proportion to the volume of 
production. For example, raw materials, consumable stores and spares, electricity charges for factory, fuel, 
packing materials.

Let us assume that the bodies of 100 numbers of fountain pens consume 100 g of plastic granules. If we were 
to produce 1,000 units, the raw material consumed would be 1,000 g or 1 kg. If we produce 500 numbers, the 
raw material consumed will be 500 g or ½ kg. Similarly, if we decide not to produce pen bodies (say today), the 
raw material consumed would be ‘nil’.

There, however, may be such costs, which are in the nature of being partly fixed and partly variable also. 
Accordingly, such costs are referred to as semi-variable costs.

ALGEBRAIC PRESENTATION OF BREAK-EVEN-POINT

Let us now understand the concept algebraically.
At Break-even Point (BEP)
     Total income = Total expenditure

or Total sales (Revenue) = Total cost
or Total sales (Revenue) = Fixed cost + Variable cost
or           Q × S = F + (Q × V)
where     Q = Total sales quantity

      S = Unit selling price
       F = Fixed cost, and
      V = Unit variable cost
Thus,      QS = F + QV

or     F = QS – QV
or      F = Q (S – V)
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or at BEP
     Q (S – V) = F

or       Q = F
S V−

or      Q = F
C

where C stands for Contribution. Contribution here represents the selling price per unit (less) variable cost per 
unit. That is, S – V is also known as the Contribution.

Thus, the difference between the selling price per unit and the variable cost per unit first goes to meet the fixed 
cost. When the fixed cost is fully met, out of the contribution so generated, we are deemed to have reached the 
BEP. Further, the sale of the unit(s) hereafter, and only hereafter, constitutes the profit. Not earlier; because, 
it entirely goes to meet the fixed cost. Some people tend to confuse ‘Contribution’ with ‘Profit’, and land up in 
trouble, after starting the unit.

Example 1:
A person approached a banker with a proposal for a loan of ` 2 lakh to purchase a car to ply it as a taxi. He was 
visibly over-excited about the proposal, as it had appeared to him to be so fantastically profitable.

He went on to say:
‘Look, one litre of petrol today costs ` 40, and presuming that in one litre petrol, the brand new car gives 

20  km., the cost comes to ` 2 per km. But I would charge ` 4 per km. Thus, I would earn a profit of ` 2 per km. 
In other words, a profit of ` 2 on every investment of ` 2. A cent per cent profit indeed! How wonderful! Isn’t 
it?’, he asked.

‘No, sorry. It is not so’, the banker told him politely, knowing fully well that this statement will definitely 
upset him.

The banker further explained ‘The ` 2 that you are deeming to be profit, is not really profit. It is only 
contribution, instead. First, it has to go to meet the fixed cost, which you have not at all taken into account. 
Then, the quantum of contribution, if left after meeting the fixed cost in full, will only qualify to be computed 
as profit, and not any earlier’.

‘To understand the concept of ‘fixed cost’ and ‘contribution’ more clearly, let us visualize the fixed cost as the 
depth and volume of a ditch. The contribution per unit has to be first dumped in this ditch. When the ditch is 
full to the brim, then alone it will mean that the fixed cost is fully met’.

‘The very next unit contribution will constitute profit. The more you will operate your taxi hereafter; the 
quantum of your profit will continue to increase, proportionately’. ‘Now, let us see what would be the quantum 
of fixed cost in your case. That is, even when you do not ply the taxi a single km, this is the cost that you will 
have to incur, on an annual basis.

‘Let us, for example, presume the following fixed costs:
   `

 (i) Interest on term loan, say, for ` 2 lakh at 12 per cent per annum. 24,000
 (ii) Depreciation on the car as per the Straight linear method at 10 per cent. 20,000
 (iii) Rent for a garage at ` 100 per month. 1,200
 (iv) Salary to the Driver at ` 10,000 per annum. 10,000
 (v) Registration and Insurance charges 4,000
 (vi) Servicing charges and minor repairs 800

  Total fixed costs 60,000

‘Thus, if you ply the taxi for 30,000 km only, you just break even, i.e.. you arrive at the ‘no loss no gain’ position. 
If you do not get sufficient business to ply even 30,000 km, and you get business for doing only 15,000  km, 
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instead, you incur a loss of ` 30,000 (i.e. ` 60,000 – ` 30,000). If you are, however, able to push the business 
upto 32,000 km. you earn a profit of a mere ` 4,000 only (` 64,000 less ` 60,000).

‘Then, if you want to earn a minimum profit of ` 20,000 per year, you must book the business of minimum 
40,000 km. Also, if you find that you would not be able to book the business for so much, this proposal of yours 
would be a losing one, or at least, not so profitable.

‘In that case, I am sure, you would like to reconsider the proposal. If, for example, you prefer to purchase 
an old car, instead of the new one, say, for ` 25,000, the fixed cost may go down substantially and you may be 
able to break even much earlier, i.e. at a much lower level of operation’.

Let us work out an example.

Example 2:
A company, engaged in the manufacture of pens, sells the pens at ̀  20 per unit. The variable cost per unit comes 
to ` 12 and the fixed cost is computed at ` 10,000. Calculate the BEP in terms of:
 (i) Number of units to be sold, and
 (ii) Total value of sales.

Solution

 (i) BEP = F
S V−

=
−

=10 000
20 12

10 000
8

, ,

  (S – V = Contribution)
 (ii) Total value of sale = 1250 units × ` 20 = 25,000

ARITHMETICAL PRESENTATION OF BEP

S is the selling price per unit
V is the variable cost per unit
F is the fixed cost

Thus, the BEP is reached either at the sale level of 1,250 units, or when the volume of sales (in terms of 
value) reaches ` 25,000 (125 × ` 20 = ` 25,000).

Let us now try to understand the concept by means of a simple arithmetical calculation, as has been computed 
hereunder:
  F C Profit/(Loss)
  (Fixed Cost) (Contribution)
 If only one unit would have been produced – 10,000 + 8 = – 9992
 and sold, the result will be F – (S – V) or F – C
 If 100 units are sold – 10,000 + 800 = – 9,200 loss
 If 1,000 units are sold – 10,000 + 8,000 = – 2,000 loss
 If 1,250 units are sold – 10,000 + 10,000 = – + ‘Nil’ No profit
       or loss
       BEP No profit
       or loss
 If 1,500 units are sold – 10,000 + 12,000 = + 2,000 Profit
 If 2,500 units are sold – 10,000 + 20,000 = + 10,000 Profit

The aforesaid concept can as well be presented in the form of a diagram appearing in Fig. 22.1.
As can be seen in Fig. 22.1 below, at the Stages 1 and 2, the black dots represent the quantum of contribution 

(sales revenue less variable cost) generated (this has gone to fill only a portion of the ditch of the fixed costs). 
Accordingly, the white portion represents the quantum of loss still remaining, which indicates the portion of 
the fixed costs still lying uncovered.



 CONTRIBUTION ANALYSIS AND BREAK-EVEN POINT (BEP) OR COST-VOLUME-PROFIT (CVP) ANALYSIS 461

Stage 1 Stage 2 Stage 3

   Fig. 22.1 BEP Presentations

Further, it is only at the Stage 3 that the entire ditch of the fixed costs has been completely filled up. This 
goes to indicate that at this point, the entire fixed costs have been recovered in full, and, accordingly this is the 
point where the company is neither making any loss, nor any gain or profit. This is the point of ‘No Profit-No 
Loss’, which as we all know, has rightly been termed as the ‘Break-Even Point’. From this stage onwards, any 
and every quantum of the ‘Contribution’ will go to make, and add on and on, to the quantum of profit of the 
company, but not earlier.

VARIOUS EXPRESSIONS OF BEP

BEP can well be expressed in various ways. For example, in terms of:
 (i) Volume of production
 (ii) Sales revenue
 (iii) Plant capacity
 (iv) Selling price
 (v) Make or buy decision
 (vi) Profit projection
 (vii) Selling efforts
 (viii) Sales incentive plans
 (ix) Product pricing decision

Let us take an example where the installed capacity of a plant is 25,000 units per year.

Example 3:
Fixed cost       = ` 30,000 per year

Selling price  = ` 10 per unit

Variable cost = ` 7 per unit

 (i) BEP in terms of Volume of Production will be:

      
F

S V−
 or 30,000

10 7−
 or 30 000

3
,  = 10,000

 (ii) In terms of Sales Revenue, BEP will be:
     10,000 × ` 10 (Selling Price) = ` 1 lakh
 (iii) In terms of Plant Capacity percentage:

(Given: At the level of production at 25,000 units, the plant capacity utilisation is 100 per cent)

∴ At the level of production of 1 unit, the plant capacity utilisation will be 
100

25 000,

∴ At the level of production at 10,000 units, the plant capacity utilisation will be 100 10 000
25 000
× ,
,

That is to say that the BEP is reached at 40 per cent of the plant capacity. As the zone of profit starts 
only after reaching the break-even point, we may as well say that there is still some scope for profit to the 
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extent of 60 per cent of the installed capacity remaining unutilized [Total plant capacity – BEP (in terms 
of capacity)].

Margin of Safety
If the BEP is reached at an earlier level (say, at 30 per cent) of the installed capacity, the additional scope of 
profit becomes greater (70 per cent). If the BEP is reached at much higher level (say, at 70 per cent), the scope 
for profit diminishes (i.e. 30 per cent). Thus, we may fairly conclude that lower the BEP, greater is the ‘Margin 
of Safety’. That is, even if the sales (and the resultant production) were to go lower and lower, the units at lower 
BEP would not run the risk of incurring losses till that point. Also, even if the production and sales were very 
low, the chances of the unit incurring losses will be smaller. Reverse will be the case if the BEP were to be at 
higher level, i.e. in terms of plant installed capacity.

Example 4:
To bring home the idea of ‘Margin of Safety’ more clearly, let us take the case of two companies A and B, with 
different margins of safety as under:
  Company A Company B
 Total installed capacity 1,00,000 60,000
 Break-even sales 50,000 50,000
 Break-even point is reached at per cent capacity 50% 83.33%
 Margin of safety, therefore, is 50% 16.67%

Thus, company A is in a better position, or we can say, in a safer position, because even at 60 per cent level 
of production and sales, company A will earn some profit, but company B will incur heavy losses. In fact, the 
process of incurring losses in the case of company B will set in, the moment the production and sales go below 
the level of 83.33 per cent, whereas in the case of company A, this eventuality will arise much later, i.e.., when 
the production and sales drop below 50 per cent, and not earlier.

(iv) Selling Price
Break-even point (BEP) can also serve as a tool to fix the minimum acceptable selling price at a particular level 
of sales (and production). Let us Consider Example 2.
 (a) If the company decides to produce and sell 15,000 units,

          
F QV

No. of units
+

 = Price (at the BEP)

     
30 000 15 000

15 000
30 000 1 05 000

15 000
1 35 000
15 0

, ( , )
,

, , ,
,

, ,
,

+ × = + =7
000

 = ` 9

 (b) If the level of sales (and production) is 20,000, the minimum acceptable selling price would be ` 8.50 
only.

     30 000 20 000 7
20 000

30 000 1 40 000
20 000

1 70 000
20 0

, ( , )
,

, , ,
,

, ,
,

+ × = + =
000

 = ` 8.50

But, remember. The price so fixed is at the break-even point.
If we want to fix the selling price so as to result in a gross profit of say, ` 50,000 per year, at the level of 

production of 20,000 units, the price should be fixed at ` 11, computed as following:

          
F QV + Profit

No. of units
+

 = Price

    
30 000 15 000 7 50 000

20 000
30 000 1 40 000 50 0000

20 0
, ( , ) ,

,
, , , ,

,
+ × + = + +

000

       
2 20 000
20 000
, ,

,
 = ` 11
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But then, if we cannot increase the price due to competitive market beyond say, ` 10, and we also wish to 
retain our annual profit at ` 50,000 per annum, we may as well do so by increasing our production and sales:

  
F QV + P (Profit)

Price per unit
+

 = No. of units

Let the number of units be X

∴   
30 000 50 000

10
, ( ) ,+ × +V X

 = X

or        
30 000 7 50 000

10
, ,+ +X

 = X

or              10X = 30,000 + 7X + 50,000
or     3X = 30,000 + 50,000

or      X = 80 000
3
,  = 26,667 units

(i.e. 26,666.6 units converted into the next integer or whole number)
But the installed capacity is only 25,000 units. Therefore, either the company will have to remain satisfied 

with a profit of ` 45,000 (instead of ` 50,000) or will try to reduce the variable cost or fixed cost at the planning 
and project stage itself. But then, the production at a level, which is higher than the installed capacity by say, 
5 per cent to 7 per cent or even up to 10 per cent, is generally considered rather normal.

Example 5:
A small scale unit in Meerut, manufacturing nuts and bolts, had installed the plants and machinery worth 
` 2 lakh purchased from Ludhiana. Most of the processes of production were automatic. But the minimum price 
at the break Contribution even point itself was ` 50 per unit. But the other manufacturers of Ludhiana were 
able to sell the nuts and bolts of the same size and specifications even at Meerut at a much lower unit price 
of ` 40. It was, in fact, possible for the Ludhiana manufacturers to do so only because they had not installed 
expensive automatic machines but the much cheaper hand-operated ones. Thus, the fixed cost was of a much 
lower order. Therefore, the BEP was reached much earlier, leaving a wide range of the margin of safety. As the 
Meerut unit had not done the BEP analysis at the project formulation stage itself, it had to pay a very heavy 
price for this. This unit had to close down and sell away the machines, etc., at a throw away price. At the end, 
it ended up with a net loss of ` 2 lakh.

As there are many variables in the study and computation of BEP, e.g. FC, VC, Selling Price, Plant Capacity, 
Quantum of Profit, Volume of Sales and Production, we may vary one variable and then witness the changes 
that take place in respect of the other variables, as also the end results.

We may even programme the computer suitably and get the results quickly, by varying one variable after 
the other. Such a study could serve as a very valuable managerial tool for taking vital decisions in the matters 
of pricing policy, launching a project, deciding about the level of production, among other things.

(v) Make or Buy Decision
BEP also helps us to decide whether a particular component of a product, or a particular processing in the chain 
of production process, could be got done from outside (on a job-work basis) or it should also be manufactured 
in-house, by the firm itself.

This is popularly known as ‘Make or Buy’ decision.

(vi) Profit Projection
Contribution analysis is an important tool to project the quantum of profits at different levels of activity. 
Consider the following data:
 (a) No. of units sold, say, :  100
  Sales @ ` 10 each :  ` 1,000
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  Variable costs at ` 6 each : ` 600
  Contribution per unit ` 4 (10 – 6) : ` 400
  Fixed costs say, : ` 300

  Profit : ` 100

 (b) If the company increases sales by 20 per cent, the profit would be as under:
  No. of units sold :  120
  Sales : ` 1,200
  Variable costs : ` 720
  Contribution : ` 480
  Fixed costs : ` 300

  Profit : ` 180

It would, thus, be observed that an increase in the turnover by just 20 per cent, has resulted in an increase 
in profit by as much as 80 per cent.

(vii) Selling Efforts
Contribution analysis can also help the management in identifying the directions in which the selling efforts 
should be augmented.

Consider the following data in regard to the two products manufactured by a concern.
  Product A Product B
 Selling price ` 10 ` 15
 Variable costs ` 4 ` 10
 Contribution ` 6 ` 5
 Fixed costs (per unit) ` 5 ` 3.50
 Profit ` 1 ` 1.50
 Profit as a percentage of selling price 10% 10%
 P/V ratio 60% 33.3%

(i.e., Contribution ÷ Selling Price)
Thus, we may observe that without any contribution analysis, the tendency would usually have been to push 

up the sales of product B, which gives a higher rupee profit per unit and the same percentage in relation to 
turnover. However, the management will not be deceived into augmenting the sales of product B, but would 
direct its efforts to sell product A much more, instead, as it generates a higher contribution percentage to cover 
fixed costs. The rate at which contribution is generated by Product A (at 60 per cent) is almost twice as large 
as is the case in respect of Product B (at 33.3 per cent).

(viii) Sales Incentive Plan
In the above example, consider the impact of sales incentive linked to the selling price and contribution.

  Salesman X Salesman Y
  Product A – 30 Units Product B – 20 Units

 Sales turnover ` 300 ` 300
 Contribution generated ` 180 ` 100
 Incentive at 1% of sales ` 3.00 ` 3.00
 Contribution (%) ` 1.80 ` 1.00

Thus, we see that if the objective is to generate maximum contribution, the incentive must as well be linked 
to contribution, and not to the sales turnover.
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(ix) Product Pricing Decisions
Since the variable costs of a product are directly identifiable with the specific product, and would not be incurred 
without the receipt of supply order, these decisions constitute the floor price, below which no businessman 
would be willing to go. The contribution analysis thus, helps in arriving at the pricing decisions and enables 
the management to sell even below the ‘full costs’ (or total costs) by compensating it, with the higher volume of 
sales. Consider the following data where two companies are competing for the sale of the same product:

  Company A Company B
 Fixed costs 4.00 2.00
 Variable costs 6.00 8.00
 Full cost 10.00 10.00

The contribution would vary, depending upon the price quoted. Take the following price range:

 Contribution Company A Company B
 At selling price ` 10 ` 4.00 ` 2.00
 At selling price ` 9 ` 3.00 ` 1.00
 At selling price ` 8 ` 2.00 Nil
 At selling price ` 7 ` 1.00 (Loss)

Thus, both the companies can afford to sell at ` 10 and ` 9, because the sales at these levels still generate 
some contribution for each of them. However, at ̀  10, the Company B must effect twice as much sale to generate 
the same volume of profit as is generated by Company A. At the selling price of ` 7, Company B is priced out of 
competition, in that its contribution becomes negative. If Company B accepts the order at ̀  7, it will place itself 
into liquidation by incurring cash losses. The higher the sales, the higher would be its quantum of losses, too.

Under the given circumstances, Company A will stand to gain some amount, at least, if the selling price is 
fixed at a reasonably higher level than the variable cost, say, at ` 6.50 or ` 6.25 or so. But such a statement 
may be true only when the following conditions have been fulfilled:
 (a) Fixed costs have already been realized, in full, earlier; and
 (b) No other product has to be manufactured by the company, and thus, the balance installed capacity of 

the plant and machinery may go unutilized.

SOME OTHER USES OF CONTRIBUTION ANALYSIS

Contribution analysis helps the management in taking decisions which may lead to improvements in the profit 
structure. In more specific terms, the analysis may help in answering some of the following questions:
 (i) How should the product-mix change to increase the profitability?
 (ii) What is the most profitable product line?
 (iii) Which one of the products, in each product line, is most profitable?
 (iv) How much should the sales volume increase, so as to offset the cost of additional capital expenditure?
 (v) What additional volume of sales is necessary to justify the opening of a new sales office, or appointment 

of an additional sales representative?
 (vi) What savings in direct cost/material cost will justify buying another machine?
 (vii) How should product-mix change, and/or sales increase, to offset a wage increase?
 (viii) How should the products be priced for optimum profit – even below the ‘full cost’?
 (ix) How much should the price be increased to compensate for the cost increase?
 (x) At what additional level of sales could a given return on capital be expected?
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 SUMMARY
Break-Even Point is that specific stage where income just breaks even with expenditure, i.e. where 
income just equals cost. It is thus the point of ‘No Profit No Loss’.
Fixed Cost is that part of the total cost which does not vary with the fluctuations in the volume of 
production, whether it is high, low, or even ‘nil’, e.g., rent and taxes, depreciation, salary and wages (as 
also interest on capital, expense on research and development, advertisement, which usually fluctuate, 
too, but not necessarily in proportion of the volume change).
Variable Cost, on the other hand, is that part of the cost which varies, in direct proportion to the volume 
of production. For example, raw materials, consumable stores and spares, electricity charges for factory, 
fuel, packing materials.

Algebraic Presentation of BEP: Q = 
F

S V−
 or Q = 

F
C

Contribution (C) represents the selling price per unit ‘S’ (less) variable cost per unit ‘V’.
That is, S – V is also known as Contribution.
BEP could well be expressed in various ways. For example, in terms of:

 (i) Volume of Production, i.e. Q = 
F

S V−
 or Q= F

C

 (ii) Sales Revenue, i.e.      = (Number of Units) × (Selling Price per Unit)

 (iii) Plant Capacity, i.e.        = 
100 × Current level of production

Plant Capacity

Margin of Safety: If the BEP is reached at an earlier level (say, at 30 per cent) of the installed capacity, the 
additional scope of profit becomes greater (70 per cent). If the BEP is reached at much higher level (say, 
at 70 per cent) the scope for profit diminishes (i.e. 30 per cent). Thus, we may fairly conclude that lower 
the BEP, greater is the ‘Margin of Safety’. That is, even if the sales (and the resultant production) were 
to go lower and lower, the units at lower BEP would not run the risk of incurring losses till that point. 
Further, even if the production and sales were very low, the chances of the unit incurring losses will be 
smaller. Reverse will be the case if the BEP were to be at higher level, in terms of plant installed capacity.

 (iv) (a) Selling Price: Minimum acceptable selling price at a particular level of sales (and production), i.e.

        (F + VQ)
Number or Units

 = Price (at the BEP)

 (b) Further, to fix the selling price so as to result in a desired net profit per year, at a given level of 

production: (F + VQ + Profit)
Number or Units

 = Selling Price

  But, if we cannot increase the price, due to competitive market, and we also want to retain our annual 
profit at the desired level, we may increase our production and sales by applying the formula:

      (F + VQ + P)
Price per Units

 = Number of Units to be produced and sold.

 (v) ‘Make or Buy’ decision, i.e. whether a particular component of a product, or a particular processing, 
in the chain of production process, could be arranged from outside (on job-work basis) or manufactured 
(in-house), by the firm itself.

 (vi) Profit projection, i.e. the quantum of profits at different levels of activity.
 (vii) Selling efforts: Without contribution analysis, the tendency would usually be to push up the sales 

of the product, which gives a higher rupee profit per unit and the same percentage in relation to 
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turnover. However, the management will not be deceived into augmenting the sales of such product 
but would direct efforts to sell the product, which generates higher contribution percentage to cover 
the fixed costs. Thus, if the objective is to generate maximum contribution, the sales incentive must 
be well linked to contribution, and not to the sales turnover.

 (viii) Sales incentive plans
 (ix) Product pricing decision

As there are many variables in the study and computation of BEP, e.g. FC, VC, Selling Price, Plant 
Capacity, Quantum of Profit, Volume of Sales and Production, etc., we may vary one variable and then 
see the changes that take place in respect of the other variables, and watch the end-results. We may even 
programme the computer suitably and get the results quickly, by varying one variable after the other. 
Such a study could serve as a very valuable managerial tool for taking vital decisions in the matters of 
pricing policy, launching a project, deciding about the level of production.
For some other uses of contribution analysis, please refer to page 429, Section 22.5.

 REVIEW QUESTIONS
 1. (a) What do you understand by the term ‘Break-Even Point’?
 (b) Explain the terms ‘Fixed Cost’ and ‘Variable Cost’ by citing some suitable illustrative examples in each 

case.
 2. The terms ‘Contribution’ and ‘Profit’ can well be used interchangeably. Do you agree? Give reasons for your 

answer by citing suitable illustrative examples.
 3. BEP can be used in many ways like in terms of:
 (i) Volume of production
 (ii) Sales revenue
 (iii) Plant capacity
 (iv) Minimum selling price
 (v) Make or buy decision
 (vi) Profit projection
 (vii) Product pricing decision
  Explain these, by citing some suitable illustrative examples in each case.
 4. What do you understand by the term ‘Margin of safety’? Explain, by citing some suitable illustrative examples.
 5. Contribution analysis helps the management in taking a decision regarding enhancing the selling efforts of the 

product say, X or Y? Do you agree? Support your specific view, by citing some suitable illustrative examples.
 6. What types of problems/questions could be solved with the help of the Cost-Volume-Profit analysis?
 7. What types of assumptions are made in regard to the Cost-Volume-Profit analysis?
 8. Write down the formula used in the computation of:
 (i) Break-even Quantity, and
 (ii) Break-even Sales, in terms of rupees?
 9. There are various limitations pertaining to the Cost-Volume-Profit (or Break-Even) analysis? Please discuss.
 10.  It hardly makes any prudent business sense to operate at the Break-Even Point’. Thus, the BEP analysis can 

hardly serve any useful purpose in terms of any managerial decision. Do you agree? Give reasons for your 
answer.

 11. An international pharmaceutical company is selling its Product ‘A’ in India at a price of ` 100 per unit. It 
has now received an order for the supply of 100 million units of this product from the Government of France. 
But the price offered is just ` 20 per unit. The variable cost of the product, however, is ` 15 per unit, and the 
fixed cost (though fully realized over the years by now) stands at hefty ` 100 million. The company is already 
operating at 70 per cent of its installed capacity, whereby it is meeting all the current demands for the product 
as of today. Should the company accept the offer, or decline it on the ground of a terribly low price? Give specific 
and convincing recommendations to the company.
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 PRACTISE PROBLEMS
 1. A company engaged in the manufacture of soft toys sells these at ` 30 per unit. The Variable Cost per unit 

comes to ` 18 and the Fixed Cost is computed at ` 15,000. Calculate the BEP in terms of:
 (i) Number of units to be sold, and
 (ii) Total value of sales
 2. A company manufactures 12,000 units of pens, all of which get sold off fast enough at the selling price of ` 50 

per unit.
  The variable cost per unit is ` 30. Profit Before Interest and Tax (PBIT) is ` 40,000. Calculate the Fixed Cost.
 3. Sunshine Instruments sells hospital equipments at a per unit price of ` 1,500 and its variable cost is ` 900. 

The fixed cost is ` 3 lakh.
 (i) Compute the Break-even Point (BEP) in terms of:
 (a) Number of units to be sold, and
 (b) Sales volume in terms of rupees.
 (ii) What will be the BEP if the selling price goes down to ` 1,400 per unit, instead, presuming that there is 

no change in the fixed cost?
 (iii) What will be the BEP if the fixed cost goes down to ` 1,00,000, if the company would have planned to go 

in for hand-operated machines, instead of the fully automatic ones?
 4. Compute the Break-even Point (BEP) in terms of both the value and volumes of sales (that is, in terms of both 

the number of units sold, and the total sales revenue generated), with the following data:
  Selling price per unit ` 150
  Variable Cost ` 90
  Fixed Cost ` 50,000
 5. What will be the minimum acceptable price at which the company can afford to sell its specific product, under 

the following circumstances:
  Variable Cost ` 10
  Fixed Cost ` 50,000
  Level of production and sales, in terms of units, being different, given as follows:
 (i) 20,000
 (ii) 18,000
 (iii) 15,000
 (iv) 12,000
 (v) 10,000
 6. The installed capacity of the plant of Aditya Chemicals is 50,000 units per year.
  The other available data are as follows:
  Fixed Cost = ` 60,000 per year
  Selling Price = ` 20 per unit
  Variable Cost = ` 14 per unit
  Calculate the BEP in terms of installed capacity.
 7. The relevant figures of the two companies A and B, are given as follows:
  Company A Company B
 Total installed capacity 2,00,000 1,20,000
 Break-even sales 1,00,000 1,00,000
 (i) Calculate the Break-even point reached in terms of per cent (%) capacity, as also the margin of safety.
 (ii) Which of the two companies, in your opinion, may be said to be better placed, in the competitive market 

in India, which is known to be very cost-conscious?
  Give convincing reasons for your specific answer.
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 8. Consider the following data in regard to the two products (per unit), manufactured by the HI-FI Company 
Limited:

  Product A Product B
 Selling Price ` 15 ` 20
 Variable Costs ` 6 ` 12
 Fixed Costs ` 6 ` 4
 (i) Calculate the Contribution, as a percentage of Selling Price, and the P/V Ratio, i.e. Contribution ÷ Selling 

Price.
 (ii) Which of the two products the company must try to push up more vigorously and why? Give specific reasons 

for your recommendations to the company.
 9. Consider the following data where two companies are competing for the sale of the same product:
  Company A Company B
 Fixed Costs ` 6.00 ` 3.00
 Variable Costs ` 9.00 ` 12.00
  With a view to capturing higher percentage of the market share, both the companies are racing with each 

other in the area of price reduction, knowing full well that the total costs in both the companies is the same 
at ` 15, the entire fixed costs have already been realized in full, and the balance installed capacity in both the 
cases is going unutilized.

 (i) What will be the position of the two companies when they are forced to reduce their selling price, due to 
the market forces operating at the material time, as under:

 (a) At selling price ` 15
 (b) At selling price ` 14
 (c) At selling price ` 13
 (d) At selling price ` 12
 (e) At selling price ` 11
 (f) At selling price ` 10
 (ii) State the conditions, if any, which are required to be fulfilled, for your recommendations to be ultimately 

profitable to the company.





Cost Management and Control 
– Steps and Strategies

More business is lost every year through neglect 
than through any other cause.

– Jim Cathcart
Drive your business; let not your business drive 

you.
– Benjamin Franklin

Business is like a wheelbarrow – it stands still 
until someone pushes it.

– Source Unknown

Chapter 23

LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Cost Control Drivers
 • Value Chain
 • Total Cost Management (TCM) and Business Process Re-engineering (BPR)
 • Total Cost Management (TCM) and Total Quality Management (TQM)
 • Steps and Strategies for Cost Control, viz. Valuing the Vendors, Endeavouring to Compare  and Compete 

with the Best, Adopting Flexible Manufacturing System, Aiming at Just in Time (JIT) and Shedding Just in 
Case (JIC) Approach in Inventory Management, Preferring Brand Extension to Launching New Brands, Cutting 
Costs on Advertisement, Distribution and Servicing Channels, Extensively Using Information Technology (IT), 
Cutting Non-Manufacturing Overheads and Resorting to Innovative Cost Saving Strategies

 • Advantages of adopting Activity-Based Costing Selectively
 • Some key factors for success in Cost Control
 • Total Cost Management in India
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INTRODUCTION

Total cost management and control, like the quality control, is of great importance and essence in the area of 
strategic financial management and control. It would, therefore, augur well for all the business organizations 
to understand and appreciate the various steps and strategies involved in the effective and efficient total cost 
management and control.

COST CONTROL DRIVERS

We should understand and identify the various drivers (causal factors) of cost – both structural and executional, 
as has well been bifurcated by the cost management guru, Daniel Riley.

Structural vs Executional Cost Drivers
According to Riley, the structural drivers of cost emanate from the scale of operation (the volume of production 
and sales), the scope of operation, i.e. the extent of vertical integration, the extent of employment of technology, 
and the variety of products and services offered by the company, by way of its strategic policy decisions.

The executional cost drivers, however, pertain to the effectiveness and efficiency of production and performance 
of the company, by virtue of the involvement of the labourers and workers, supervisors and officers, total quality 
management (TQM) and control, fuller capacity utilization, efficiency of the layout of the plants and machinery, 
configuration of products, and the value chain linkages and management.

VALUE CHAIN

The cost control strategy must pay attention to the value chain in its entirety, and not just in parts and segments 
of the business activities of the organization. With a view to saving the costs, the organization must work hand 
in hand with both the suppliers and the customers. They should be treated as a part of the organization, and 
not apart from it. As John K Shank and Vijay Govindarajan, in their book: ‘Strategic Cost Management’ argue 
convincingly that a firm’s competitive edge critically depends upon its ability to manage its entire value chain 
in comparison to that of its competitors.

TOTAL COST MANAGEMENT (TCM) AND BUSINESS PROCESS RE-ENGINEERING (BPR)

As James Champy and Michael Hammer put it, Business Process Re-engineering (BPR) is ‘the fundamental 
rethinking and radical redesign of business to achieve dramatic improvements in contemporary measures 
of performance such as cost, quality, service and speed’. BPR also logically pertains to the TCM (Total Cost 
Management). Thus, BPR cannot succeed unless the TCM is already in place.

TCM AND TQM

‘The very essence of Total Quality Management is the process of getting it right the first time, every time, 
by designing a quality chain that uses the customer’s needs to produce exactly what he/she needs at a price 
that he/she is willing to pay, and in a way that enables the company to do this without rejection, rework and 
redundancy’, as Nanda Mazumdar and Rakhi Mazumdar put it. True. If a job is done right the very first time, 
all the time, the incidence of rejection and rework, scrap and wastages, cost of inspection for quality, and 
customers’ dissatisfaction and the resultant loss of market reputation, will be minimal. Thus, the end-result 
will naturally be cost savings and the higher profitability that goes therewith.

COST CONTROL

It has been empirically established that around 80 per cent of the costs are incurred at the designing and 
developmental stages itself. Further, these costs are in the nature of hidden costs, which no customer is ready 
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to pay for. That is why, at the Daewoo Anchor Electronics, all the products are developed as per the customers’ 
needs, and the superfluous frills, involving avoidable costs, are eliminated. It would, therefore, augur well if 
the companies prefer to invest sufficient funds to have a market survey conducted, and the consumers’ needs 
and preferences identified, preferably through personal interviews, well before designing and developing any 
new product.

VALUING THE VENDORS

‘The heart of supply chain management is the supplier-vendor relationship. The closer and more dependent 
they are on each other, the better is the outcome. Despite the apprehension, single vendor relationships have 
proved fruitful’, so says SV Subramanian. Maruti Udyog Limited, understandably, has made enough efforts 
to train their vendors in the area of management of costs, so that they can supply the items at a cheaper rate 
and, thereby, drastically bring down the cost of the final product (components of the car), so as to sustain the 
recent stiff competition in the car segment.

COMPARE AND COMPETE WITH THE BEST

It will augur well if the companies would undertake some inter-firm comparisons and would try to come up 
to the high standards of the best performing companies, even in the area of cost reduction and control. Such 
steps may facilitate them in assessing their own gaps and shortcomings, enforcing better discipline among the 
work force, and exploring the areas of improvement, and finally, to achieve and reach the same high standards.

FLEXIBLE MANUFACTURING SYSTEM

In the current era of stiff global competition, it will augur well for the companies to switch over to the flexible 
manufacturing, by developing suitable machineries, production process, workflows and worker skills, so as to 
facilitate the processes of switching over from one product line to the other, with ease and speed, of course, 
without disturbing or losing on the economies of scale. Such a strategy will definitely have a positive impact 
and effect in the area of cost reduction and control. Similarly, by introducing the use of the standard make of 
the components and parts, the company will also reduce cost, as these may be purchased outright at a much 
lower cost, as compared to the in-house manufacturing or even outsourcing made-to-order items of non-standard 
specifications.

Just in Time (JIT) vs Just in Case (JIC)
As we all know, inventory-carrying costs by themselves account for around 25 per cent of the total costs of the 
raw materials and finished goods. Therefore, the basic principle of cost management and control of inventory-
carrying costs is to hold the minimal stocks of the various items of inventories. That is, we should slowly but 
steadily progress and march towards achieving the benchmark of just-in-time (JIT) technique of inventory 
management that was first introduced in Japan by Taichi Okno. But then, the JIT system presupposes that 
the suppliers of the various items and machine parts will supply the required items just-in-time, failing which 
the whole excellent system may tend to collapse. But, in India we can hardly afford to take such a reckless risk, 
when we know for sure that most of the venders and suppliers may not be serious enough about keeping their 
promise of delivering the components and materials just on time.

We should, therefore, move towards the achievement of the full JIT system of inventory management in 
the long run. In the meantime, we should effectively use the ABC technique of inventory management (of high 
value, medium value, and low value items). This technique has been put to use most effectively by the Bajaj 
Auto and Ashok Leyland, to their great advantage and substantial cost savings.

(A detailed discussion on the topic of ABC technique or VED technique appears in Chapter 13 of the book).

Brand Extension
Launching an altogether new brand is a very expensive proposition, though it may be expected to increase 
the sales and facilitate the entry into the new market segments and also attract new customers. But, a surer 
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and rather cheaper alternative could be the expansion and extension of the already existing brands, whereby 
we are able to encash on the existing brand equity of the parent company. Besides, it involves much lesser 
advertisement and promotional activities and expenses. For example, the ‘classic light’ brand of usual Classic 
cigarettes for ladies, or the Red and White Premium brand by way of an extension of the existing Red and 
White label of Godfrey Phillips India. The same may be true of Horlicks or Boost Brands of biscuits, launched 
by Glaxo Smithkline Beechem, or Vicks Vaporub, Vicks inhaler, Vicks cough drops, Vicks syrup, besides Dettol 
soap and shaving cream, and so on.

Advertisement Expenses
In the present era, highlighted by the stiff global competition and the vast network of TV channels and the 
media, the need for aggressive advertisement has been very high, and so is the heavy expenditure attached 
therewith. Thus, a viable option could be to advertise one or two of the key products and thereafter to encash 
on the well-received popular and household brand names. Yet another cost saving strategy could be to initially 
screen a full sixty-second advertisement on the TV for a week or two, and thereafter, to thirty seconds or even 
to ten to fifteen seconds, displaying only the key portion of the advertisement which contains the punch line. 
Amir Khan’s advertisement on Coca cola like ‘Thanda Matlab Coca cola’, or ‘Panch Matlab Chhota Coke’, or 
‘yeh dil mange more’ of Pepsi or just ‘Barhiyan Hai’ of Asian Paints, say it all.

Alternatively, it may augur well if a cheaper mode and media could be engaged for the purpose. Further, 
buying the media time from one single ad agency could facilitate better bargaining power and discount, resulting 
in a substantial savings on the total advertisement cost.

DISTRIBUTION AND SERVICING CHANNEL

It has been estimated that around 40 per cent of the selling price of most of the consumer products comprises 
the distribution cost itself. The review and analysis of such costs, therefore, has got to be undertaken from time 
to time, and suitable cost-effective measures promptly taken, e.g.
	 •	 Choosing	the	cheapest	distribution	channel
	 •	 Minimizing	the	delivery	time
	 •	 Streamlining	the	sales
	 •	 Customizing	offerings
	 •	 Outsourcing	their	services

USE OF INFOTECH AND IT

According to Anjan Mukherjee ‘Organizations can use InfoTech to apply Total Cost Management across the 
entire value chain’, in the current age of high-tech and advanced information technology (IT). These technologies 
can be best used for process improvements and information-enriched transactions. With the present high speed 
means of communication and electronic network, the interaction with the individual buyer, as also the supplier, 
has become simpler and faster. This way, the supplies could be obtained at the cheapest possible rates, and the 
sales could be given a boost too, and all these at a relatively lower cost.

CUTTING NON-MANUFACTURING OVERHEADS

While we have some tools and techniques in place for managing and controlling manufacturing costs, there has 
been no such laid down norms pertaining to the non-manufacturing expenses, like rental of office premises, 
travelling costs of top executives (including executive class airfare and deluxe five star hotel comforts) and the 
various perks and frills.

It will augur well if the organizations would resort to some economy drives and cost-effectiveness programmes 
to save on avoidable costs, and thereby increasing its profitability. Some such measures, just by way of illustrative 
examples, are given as follows.
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 (i) Move the office premises away from the expensive market places in metropolis, to some comparatively 
cheaper locations, in some well-connected cities and towns. Of late, such effective steps have already 
been taken by some companies which have moved away from Mumbai to Navi Mumbai or even Pune, as 
also from New Delhi to Gurgaon, Noida and Faridabad, and so on.

 (ii) With a view to cutting on travel expenses, more and more use of video and audio conferencing can be 
resorted to.

 (iii) If travelling becomes necessary, the senior executives could be requested to fly by economy class and 
stay in not-so-expensive super five star hotels.

 (iv) Some high-expenses items like STD calls and air-conditioning could as well be controlled and curtailed.
 (v) The culture of using car pools should be encouraged.
 (vi) Extensive use of email could substantially cut the costs of paper and postages.

ADOPT SOME INNOVATIVE STRATEGIES

We will now discuss some innovative strategies to cut costs in various cases.
 (i) Designing a product that can be manufactured at a much lower cost. For example, replacing copper wire 

with strengthened aluminium wire, replacing costly iron components with sturdy plastic parts, replacing 
custom-made parts and components by standard ones, available over the shelf in the open market.

 (ii) Eliminating or containing the incidence and quantum of wastages (both of materials and man-hours), and 
delays in the production process, e.g. rational location of different plants and machinery on a systemic 
basis, after undertaking the time and motion study and value engineering study.

 (iii) Wastages can as well be eliminated by changing the designing and cutting process. In a company, a huge 
quantity of wastages of steel strips could be saved just by ordering for the strips of the specific length, 
width and thickness, and by slightly changing the design and process of its cutting to the required size 
and shape.

The simple but significant strategy may well be appreciated with the help of the two diagrams given 
in Fig. 23.1.

Thus, we see that in the diagram (i) there is the shaded part representing the wastage, which could be 
completely eliminated by getting the steel strip of the required length and cutting one (larger) piece into two, 
whereby it could produce two pieces of the required size and shape with one single strip, resulting in tremendous 
savings of materials as also man-hour.

    

a c

d

(i)

(ii)

Extent of wastage
quantum of wastage
of the material
(iron strip)
has been represented
by the triangle abc.

Nil wastage

       Figure 23.1

CUT COST OF HUMAN CAPITAL

Too many wrong and redundant people also escalate costs. Downsizing, therefore, is being resorted to by many 
companies in India also, especially in the private sector. Besides, sincere efforts must be made to identify the 
skill-gaps and to appoint the right type of people for the right job. Accordingly, the activity of training people 
on a regular basis could be considered as a gainful investment in the people (the human capital) so as to avoid 
the expenses involved in hiring experts from outside.
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Companies should also take timely initiative for succession planning, so that no vacuum may get created, 
which may prove to be most detrimental to the organization.

In the recent past, when Dhirubhai Ambani was ill, it created a sort of panic in the stock market. But then, 
the Reliance Industries group had taken special care to build and develop the two worthy sons of Dhirubhai, 
Mukesh and Anil, with the result that, after the sad demise of the industrial tycoon, on 06 July, 2002, what 
ensured was one of the smoother succession in the entire Reliance group. The recent dispute between the two 
brothers has also been finally settled amicably.

Besides, ‘offering competitive remuneration packages, motivating people through empowerment, and linking 
compensation to performance’, could be the right strategy towards managing and controlling costs, at all fronts 
and functions.

ADOPT ACTIVITY-BASED COSTING (ABC)

It will augur well for the companies to adopt the activity-based costing technique most judicially, especially in 
such units where the percentage of indirect costs (overheads) constitute a much larger percentage, as compared 
to the direct materials and labour costs.

Finally, as Prasanna Chandra aptly puts it, ‘In today’s environment, marked by high indirect costs, greater 
complexity in product offerings, and heightened competition, there is a strong case for switching to the activity-
based costing, which is more refined and accurate than the traditional system of costing.’ But then, care should 
be taken that hair-splitting of overheads (especially in-not-so complex and high-tech units, producing lesser 
varieties of products), should be avoided at all times.

SOME KEY FACTORS FOR SUCCESS

 (i) All the functionaries of the company, from top to bottom, must be alert at all times and conscious of 
controlling and mitigating total costs in all the ways.

 (ii) There must be some objective yardstick and method of measuring the total cost.
 (iii) There must be a well-defined responsibility area and responsible person for controlling costs.
 (iv) Above all, there must be a strong will on the part of the management and the employees towards the 

total cost improvement and all-round cost effectiveness.
In fact, the main secret of success of Japanese goods the word over, lies in their successful efforts in minimizing 

cost of production by way of the cost reduction techniques, like just-in-time (JIT), Total Quality Control (TQM), 
Kaizen and Kanban. Thus, they could sell high quality goods at a much lower price than those of their Western 
counterparts.

TOTAL COST MANAGEMENT IN INDIA

It is a matter of grave concern that in India this aspect of financial management and control does not seem to 
have been given as much importance and attention as it richly deserves. This seems to have happened mainly 
due to the following factors:
 (i) Till recently, our economy had been largely protected and sheltered, whereby the inefficient units were 

being given somewhat preferential treatment in the name of the role and importance of the small and 
tiny sector units in our national economy.

 (ii) The ‘cost plus’ pricing policy condition did not require any sincere effort on the part of the management, 
to control cost, as in all the conditions, the ‘plus factor’ meant profit, and thereby, the inefficiency seemed 
to be going at a premium.

*as quoted by Prasanna Chandra in his book Finance Sense, Tata McGraw-Hill, 2000, New Delhi.
*For a detailed discussion on ‘Activity Based Costing’ (ABC), readers may like to refer to Chapter 20 in the book Accounting 
for Management, by Dr Satish B. Mathur, Tata McGraw Hill, 2010, New Delhi.
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 (iii) Besides, due to the rather excessive restrictions imposed on imports, there was almost no competition 
in India worth the name, as it was almost insulated from the global competition.

But then, with our changed economic policy since the mid 1990s, and the opening of our market to the 
international players in various industrial and service sectors, the extent of competition has gone up drastically. 
Thus, under such changed economic conditions, the cost factor has become a question of life and death, phenomena 
of the survival of the fittest, of the cheapest and the best.

 SUMMARY
Effective Total Cost Management (TCM), like the Total Quality Management (TQM) is of essence to 
optimize proficiency, profitability and prospects. There are various drivers (causal factors) of cost – both 
structural and executional – given as follows:

 (i) The structural drivers of cost emanate from the scale of operation (the volume of production and 
sales), the scope of operation (that is, the extent of vertical integration), the extent of employment of 
technology, and the variety of products and services offered by the company, by way of its strategic 
policy decisions.

 (ii) The executional cost drivers, however, pertain to the effectiveness and efficiency of production and 
performance of the company, by virtue of the involvement of the labourers and workers, supervisors  and 
officers, total quality management (TQM) and control, fuller capacity utilization, efficiency of the layout 
of the plants and machinery, configuration of products, and the value chain linkages and management.

Organizations must practise effective value chain management, and therefore, must work in close 
coordination with the suppliers and customers. We must train our vendors in management of costs, even at 
our own costs, so that they could supply us the items/parts at a cheaper rate, resulting in reduced overall 
costs, and higher sales and profitability.
Business Process Re-engineering (BPR), which involves the fundamental rethinking and radical redesign 
of business to achieve dramatic improvements in costs, quality, and service and speed, can succeed only 
if the Total Cost Management (TCM) is in place.
Besides, we should ensure the process of getting it right the first time and every time, by designing a 
quality chain that uses the customers’ needs to produce exactly what they need at a price they are willing 
to pay, and in a way that enables the company to do this without rejection, rework and redundancy.
Superfluous frills, involving avoidable costs, must be eliminated. A market survey should identify the 
consumers’ needs and preferences, preferably through personal interviews, well before designing and 
developing any new product.
Further, inter-firm comparisons may help to meet the high standards of the best performing companies, 
even in the area of cost reduction and control.
Companies should better switch over to flexible manufacturing, by developing suitable machineries,  production 
process, workflows, and worker skills, so as to facilitate the processes of switching over from one product 
line to the other, with ease and speed, without disturbing or losing on the economies of scale. Similarly, 
the introduction of the use of the standard makes of the components and parts will also reduce costs.
We should hold the minimal stocks of the various items of inventories and must achieve the benchmark of 
just-in-time (JIT) technique, which also includes just-in-time supply. We should effectively use the ABC 
or VED technique of inventory management.
As the launching of an altogether new brand is expensive, the expansion and extension of the already 
existing brands may encash on the existing brand equity. To reduce advertisement cost on TV, a viable 
option could be to advertise one or two of the key products and thereafter to encash on the well received 
popular and household brand names. Moreover, after initially putting a full sixty-second advertisement 
piece on the TV for a week or two, it could be shortened to thirty seconds or even to ten to fifteen seconds, 
displaying only the key portion of the advertisement. Further, buying the media time from one single ad 
agency could facilitate better bargaining power and discount.
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A periodical review and analysis of distribution cost may suggest some suitable cost-effective measures for 
cheap distribution channels, minimizing the delivery time, streamlining the sales, customizing offerings 
and outsourcing their services. Companies could use Info-Tech to apply TCM across the entire value chain, 
for process improvements and information-enriched transactions.
To cut down non-manufacturing overheads, like rental charges of office premises, travelling costs 
of top executives (including executive class airfare and deluxe five-star hotel comforts) and the various 
perks and frills, we should resort to some economy drives, like the following:

 (i) Move the office premises away from the costly posh markets in metro cities, to some comparatively 
cheaper locations in some well-connected cities and towns.

 (ii) More and more use of video and audio conferencing could be resorted to.
 (iii) Senior executives may fly by economy class and stay in not-so-expensive hotels.
 (iv) STD calls and air-conditioning can be controlled.
 (v) The culture of using car pools could be encouraged.
 (vi) Extensive use of e-mail to cut down paper and postage charges can be implemented.

Design a product that can be manufactured at a much lower cost. For example,
 (a) Replacing copper wire with strengthened aluminium wire, replacing costly iron components with 

sturdy plastic parts, replacing custom-made parts and components by standard ones.
 (b) Eliminating or containing the incidence and quantum of wastages and delays in the production process, 

e.g. rational location of different plants and machinery, based on the time and motion study and value 
engineering study.

 (c) By changing the designing and cutting process.
The strategy of downsizing (or better call it ‘right-sizing’), and appointing right person for the right job 
could be adopted. Further, we should identify the skill-gaps in the personnel at regular periodical intervals, 
and train them suitably on a regular basis. Timely initiative for succession planning is a must, so that no 
vacuum may get created to the detriment of the organization. Besides, offering competitive remuneration 
packages, motivating people through empowerment, and linking compensation to performance, could be 
the right strategies towards managing and controlling costs, on all fronts.
Adoption of the activity-based costing technique, most judicially, especially in such units where the 
percentage of indirect costs (overheads) constitutes a much larger percentage (as compared to the direct 
materials and labour costs), will result in valuable savings.
Some Key Factors for Success

 (i) All functionaries must be always alert and conscious of controlling total costs.
 (ii) There must be some objective yardstick and method of measuring the total cost.
 (iii) Well-defined responsibility area and responsible person be in place for cost control.
 (iv) Above all, there must be a strong will on the part of the management and the employees towards the 

total cost improvement and all-round cost effectiveness.
Total Cost Management does not seem to have picked up in India, because of the following 
factors:

 (i) Our largely protected and sheltered economy, whereby inefficiency was at a premium.
 (ii) The ‘cost plus’ pricing policy condition did not call for any effort to control cost.
 (iii) Due to excessive restrictions imposed on imports, our economy was almost insulated from the global 

competition.
But then, with our changed economic policy since the mid-1990s, and the opening of our market to 
international players in various industrial and service sectors, the extent of competition has gone up 
drastically, whereby the cost factor can no longer be overlooked.
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 REVIEW QUESTIONS
 1. Discuss the various steps and strategies involved in the effective and efficient total cost management and 

control.
 2. Distinguish between ‘Structural’ and ‘Executional’ Cost Drivers with illustrative examples.
 3. ‘We should treat the suppliers and customers as a part of the organization, and not apart from it.’ Discuss.
 4. ‘Business Process Re-engineering (BPR) cannot succeed unless the Total Cost Management (TCM) is 

already in place’. Discuss.
 5. Write brief comments on the following statements:
 (i) We should compare and compete with the best.
 (ii) It augurs well to have a flexible manufacturing system in place.
 (iii) We should switch over from Just-in-Case (JIC) strategy to Just-in-Time (JIT) strategy; sooner the 

better.
 (iv) Expansion and extension of the already existing brands is preferable to the launching of an altogether 

new brand.
 (v) We should adopt suitable strategies to cut and control advertisement expenses.
 (vi) Organizations should use Info-Tech to apply Total Cost Management across the entire value chain.
 (vii) It is not enough to cut only the manufacturing costs; we should cut the non-manufacturing overheads, 

too.
 6. ‘It will augur well for the companies to adopt the activity based costing technique, most judicially’. Do you 

agree? Give reasons for your answer.
 7. (i) What are the key factors for the success of even the best cost control strategies? Give convincing 

reasons for your answer.
  (ii) ‘Total Cost Management in India is far from satisfactory.’ Do you agree? Give reasons for your answer, 

and suggest some ways and means so as to improve upon the present position.
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Corporate Planning, Budgeting and Control

Well done, is better than well said.
– Benjamin Franklin

Let your performance do the thinking.
– H. Jakson Brown Jr.

Man is a goal-seeking animal. His life only has 
meaning if he is reaching out and striving for his 
goal.

– Aristotle

Chapter 24

LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • Long Range Planning vs. short range planning
 • Steps and stages involved in Performance Budgeting Exercise
 • Methods of Budgeting in Manufacturing Companies, viz.,
 (i) Per cent of Sales Method
 (ii) Budgeting Method
 (iii) Combination Method
 • Method of Preparing Proforma Balance Sheet and Pro forma Profit and Loss Account
 • Budgeting Process in a Manufacturing Company
 • Concept and Procedure of Zero-Based Budgeting
 • Periodical Monitoring and Review of Performance
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INTRODUCTION

This chapter tells us about long range planning and short range planning, performance budgeting, its quantitative 
and qualitiative aspects, the steps and strategies involved in it, the various methods of budgeting and so on.

LONG RANGE PLAN (LRP) VS SHORT RANGE PLAN (SRP)

Planning may be broadly classified under two heads:
 (i) Long Range Planning (LRP)
 (ii) Short-Range Planning (SRP)

Long range plan is also referred to as a perspective plan, visualizing the organization, spread over a period 
of five years, ten years, or even twenty years.

A short range plan usually pertains to the organizational activities envisaged to be taken up during the next, 
say, twelve months. The Performance Budgeting exercise pertains to the latter category.

PERFORMANCE BUDGETING

Performance Budget is a formal statement of the management plan and policies of its activities during the next 
say, twelve months, both in Quantitative and Qualitative terms.

Qualitative vs. Quantitative
The budget proposals, stating that the production would be increased by, say, 20 per cent, as compared to the 
last year, or export would go up by say, 15 per cent, may well be said to be the budgeting in quantitative terms. 
As against this, the qualitative budgeting would state the determined decision to increase the level of quality 
control and customer satisfaction, and/or decrease the incidence of customer complaint, and the like.

STEPS AND STAGES INVOLVED IN THE PERFORMANCE BUDGETING EXERCISE

We will now discuss the various steps and actions taken at different stages of the performance budgeting exercise.

Step 1: Policy Guidelines
The entire budgetary process starts with the formulation of the policy guidelines by the Chief Executive Officer 
(CEO), with the aid and advice of the experts in their respective areas, relevant for the business activities of 
the organization. These task heads study and scan the various sources of the relevant data and information, 
like the government policies, annual budget proposals and plan outlays, Reserve Bank of India credit policies, 
both for the busy and slack seasons, Government of India development plans, import and export policies, the 
expected industrial and agricultural growth rates, and so on. All these factors taken together may be termed 
as the Environmental Scanning.

After considering all the relevant factors, facts and figures, having the bearings on the organization, both 
directly and indirectly, a forecast for the demand of the company’s products, as also its expected market share, 
is carefully computed. Based upon the estimated market share, the expected quantum of sales of its products are 
estimated and the level of production therewith. Then again, depending upon the estimated level of production, 
the quantity and value of the various required inputs like the raw materials, direct and indirect labour, and 
other overheads are estimated, product-wise and department-wise.

Initially, a Draft Policy Guideline is formulated, which is thoroughly discussed by the Chief Executive 
Officers with the top executives and task heads of the organization. These officers, only second-in-command, 
are encouraged to give their free and frank opinion and ideas, comments and suggestions, on the draft policy 
guideline. Thereafter, a Final Policy Guideline is formulated and circulated down the line, i.e. from the Corporate 
Office it goes down to the Zonal Office, and then to the Regional Office, and finally to the various production units.
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The steps and the strategies involved in the formulation and implementation of the performance budget 
are quite similar in principle, nature and approach, for manufacturing and service organizations. We shall, 
however, discuss in detail the budgetary exercise, pertaining to the manufacturing organizations.

It will augur well if the CEO will bear in mind that the policy guidelines should be brief and to the point, in 
clear and concrete terms, so as to command the focused attention of all concerned, for action and implementation, 
and achievement of the budgeted levels, both in quantitative and qualitative terms.

Step 2: Draft Budgets
Based upon the policy guidelines, the various departments and units prepare their own draft budgets, and 
submit these to their respective controlling authorities who, in turn, compile the figures of all the departments 
and sections under their supervision and control.

It is suggested that all the functionaries must be associated in the exercise of the preparation of the draft 
budget in such a way that it may be the budget of the unit and not only of the unit head. This will ensure a 
feeling of involvement and a sense of belonging to the organization. This way, all the performers, at all levels, 
high and low, will feel that it is their own budget, prepared by themselves, and that it has not been thrust nor 
imposed upon them. The most productive fall out of such a strategy may be that all of them may join hands 
and make concerted efforts to achieve the budgeted levels, all set by themselves.

Step 3: Budget Settlement
On a careful study of the compiled draft budget, the controlling authority will discuss the budget proposals 
in regard to the various activities and levels of production, submitted by the departmental heads in the 
draft budget proposals, and thereafter the mutually agreed upon estimates may be finally settled. With a 
view to ensuring that the budget discussions take place on some fruitful and meaningful lines, it may augur 
well if both the sides will do the necessary homework and preparation, and appreciate each other’s points of 
view. Besides, the discussion should take place in an atmosphere of mutual trust and confidence, and in an 
amicable and friendly atmosphere, so that the juniors may feel free and safe to put forth their points of view, 
for a reasonable consideration by the authorities with an open mind. Otherwise, the juniors may well be left 
with the feeling that their points of view had not been taken into account, and that the budgeted levels were 
just imposed upon them, per force. This will, in fact, set in a very unhealthy trend, whereby the essence and 
spirit of the whole budgetary exercise may ultimately turn out to be just a farce formality, a routine ritual, 
sans any purpose.

Step 4: Final Budget
After the budget proposals have been discussed and finalized, each unit is required to submit its final budget, 
which, in turn, is compiled and sent to the next higher authorities for further compilations. At the end, it 
culminates in the consolidated budget of the company as a whole.

Step 5: Corporate Budget
Such consolidated and finally compiled budget is then put up to the Board of Directors, and on its approval, it 
becomes the Corporate Budget, also known as the Master Budget.

BUDGETING IN A MANUFACTURING COMPANY

In a manufacturing company, the starting point is obviously the forecast or estimates of sales, as the level 
of production and, in turn, the quantum of raw materials and other required inputs are to be determined 
accordingly. Therefore, the crucial importance of careful estimation of the levels of sales of different products 
can hardly be overemphasized. Once the quantum and value of sales are estimated with near accuracy, further 
calculations in terms of percentage of sales becomes quite simple and easy. This method is known as the ‘Per 
cent of Sales’ method.
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PER CENT OF SALES METHOD

The per cent of sales method is based on the assumption that the ratio and relationship among the various 
elements of costs of sales will remain the same, as these had been so far in the past. That is to say, the historical 
data and trends have been presumed to be remaining unchanged (though, in reality, it may not be the case, 
more often than not). However, with a view to mitigating the element of error, averages of the past two/three 
years are taken into account, so as to make the position more realistic.

By application of this method, a pro forma Profit and Loss Account, as also a pro forma Balance Sheet, is 
prepared.

We will now proceed to understand and appreciate the actual methodology adopted in this regard, step by 
step, with the help of an illustrative example.

In Table 24.1, the historical data of Snowhite Washing Machines Limited are given for the last two years, 
under various relevant heads, under columns 2 and 3. Further, the average percentage of sales ratio [in 
terms of the average figures of Colums 2 and 3 of item 1, i.e. (1,560 + 1,665) ÷ 2 = 1,612.50] applicable to the 
various items, are also calculated and noted thereagainst in column 4. The basic assumptions and estimate of 
the value of sales are given on the basis of which the pro forma Profit and Loss Account has been calculated, 
as shown in column 5. But then, as we all know, the appropriation of the net profit (profit after tax), into 
dividend paid and retained earnings, is not a mechanical but a major managerial decision. Accordingly, these 
two items have not been calculated mechanically, but have, instead, been left as the items pertaining to the 
managerial decisions.

TABLE 24.1 Pro forma Profit and Loss Account of Snowhite Washing Machines Limited for the 
Year ending 31 March 2010 (based on Per cent of Sales Method)

 Particulars Historical Data for the Pro forma Profit and
  years ended 31 March Loss Account for the year
    ending 31st March 2010
   (Assuming Sales of 1,800)
   2008 2009 Average per
     cent of sales 

  (1) (2) (3) (4) (5)

 1. Net sales 1,560 1,665 100.0 1,800.0
 2. Cost of goods sold 1,000 1,090 64.8 1,166.4
 3. Gross profit (1 – 2) 560 575 35.2 633.6
 4. Selling expenses 32 35 2.1 37.8
 5. General and administration Expenses 69 70 4.3 77.4
 6. Depreciation 97 104 6.2 111.6
 7. Operating profit [3 – (4+5+6)] 362 366 22.6 406.8
 8. Non-operating surplus (Deficit) 39 41 2.5 45.0
 9. Profit before interest and tax (PBIT) (7+8) 40  407 25.1 451.8
 10. Interest on bank borrowings 78 84 5.0 90.0
 11. Interest on debentures 85 78 5.1 91.8
 12. Profit before tax [9 – (10 + 11)] 238 245 15.0 270.0
 13. Tax 106 110 6.7 120.6
 14. Profit after tax (12 – 13) 132 135 8.3 149.4
 15. Dividends 78 82

 16. Retained earnings (14 – 15) 54 53
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But then, we see that, though the calculation under the Per Cent Sales Method is simple enough, it is too 
simplistic and mechanical and, hence, may not be said to be dependable enough for the decision-making process, 
because the costs of various items may not necessarily be in the same proportion as had been the case in the 
previous years.

Accordingly, yet another method, known as the Budgeted Expenses Method has been propounded, whereby 
the various items are estimated purely by way of managerial judgement and decision, taking into account 
all the relevant facts and expected developments. But, in that case, this method may obviously call for a 
stupendous and tedious, and above all, a very time-consuming task, to be performed by the CEO and the 
other top executives.

A Combination Method has, therefore, been evolved, which is a hybrid of the aforesaid two methods.

COMBINATION METHOD

In the combination method, such items, which, by and large, have somewhat uniform and stable relationship 
with sales, are computed as per the Per Cent Sales Method. Accordingly, only for the remaining items, the 
budgeted expense method may have to be used, whereby the burden of the work involved on the part of the 
CEO and the top executives may get reduced to the minimal possible extent.

This system may well be said to be the most practical and pragmatic one, in that it is neither too simplistic 
and mechanical (like the Per Cent Sales Method), nor too tedious and time consuming (like the Budget 
Expenses Method). For example, while the items like the cost of goods sold, the selling expenses, the interest 
on bank borrowings, and so on, may be computed on the basis of the per cent sales method; the other items, like 
depreciation and interest payable on debentures, and so on, may be worked out on the basis of the Budgeted 
Expenses Method.

An illustrative example of the combination method is given in Table 24.2.

TABLE 24.2 Pro forma Profit and Loss Account of Snowhite Washing Machines Limited, for the 
year ending 31 March, 2010 (Based on the Combination Method)

Particulars Historical Data for the 
years ended 31 March

Average 
per cent 

Sales

Pro forma Profit and 
Loss Account for the 

year ending 31 March 
2010, (Assuming sales 

of 1,800)
2008 2009

(1) (2) (3) (4) (5)

  1. Net sales 1,560 1,665 100.0 1,800.0

  2. Cost of goods sold 1,000 1,090 64.8 1,166.4

  3. Gross profit (1 – 2) 560 575 35.2 633.6

  4. Selling expenses 32 35 2.1 37.8

  5. General and administration expenses 69 70 Budgeted 73.0

  6. Depreciation 97 104 Budgeted 110.5

  7. Operating profit [3 – (4 + 5 + 6)] 362 366 * 412.3

  8. Non-operating Surplus (Deficit) 39 41 2.5 45.0

  9. Profit before interest and tax (7 + 8) 401 407 * 457.3
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10. Interest on bank borrowings 78 84 5.0 90.0

11. Interest on debentures 85 78 Budgeted 84.0

12. Profit before tax [9 – (10 + 11)] 238 245 * 283.3

13. Tax 106 110 Budget 117.0

14. Profit after tax (12 – 13) 132 135 * 166.3

15. Dividends 78 82 Budgeted 90.0

16. Retained earnings (14 – 15) 54 53 * 76.3

PRO FORMA BALANCE SHEET

After having understood the mechanism and procedures, step by step, to prepare a pro forma Profit and Loss 
Account, we will now proceed to understand and appreciate the procedure of computing a pro forma Balance 
Sheet.

The estimated projections of various items may be done in this case, based on the varying principles for 
different items. Accordingly, the per cent sales method may well be used for estimating the various assets 
except, for the items like ‘investments’ and ‘miscellaneous expenses and losses’, as these may not necessarily 
have to be proportionate to the sales. Instead, these are the items to be better decided based on the principle of 
the managerial decision and discretion. Similarly, the per cent of sales method can well be used for estimating 
the items like the ‘current liabilities and provisions’ as also for the level of ‘bank borrowings’ (both secured and 
unsecured) to finance the working capital requirements.

Further, the estimated value of ‘reserves and surplus’ can well be computed by adding the projected amount 
of retained earnings (as per the pro forma Profit and Loss Account), and the actual figure of reserves and 
surplus of the preceding year. Similarly, the projected value of the ‘equity and preference shares’ can be easily 
calculated quite accurately, depending upon the decision already taken by the management in this regard.

Correspondingly, the value of ‘term loan’ and ‘debentures’ can be computed based on the proposed projects, 
even at its conceptual or preliminary stage. Thus, the levels of the term loan or debentures, to be incorporated 
in the pro forma Balance Sheet, will be equal to the fresh term loans to be raised and debentures to be issued 
less, of course, the amount of instalments payable during the next year as also the amount of the current 
debentures to be redeemed during the current year.

In the end comes the turn of the ‘Balancing Item’, so as to balance the two sides, of assets and liabilities 
of the company, i.e. if the total of the assets side exceeds the total of the liabilities side, the balancing item 
will show the amount of the external borrowings required. As against this, if the liabilities happen to exceed 
the assets, the balancing item will represent the surplus funds available, which may have to be invested and 
utilised gainfully.

Illustrative Example: An illustrative example of the pro forma Balance Sheets (using the example of Snowhite 
Washing Machines Limited) as on 31 March, 2008, 2009 and 2010 has been placed at Table 24.3.

As may be observed from Table 24.3, the various items in the pro forma Balance Sheet have been derived 
on the lines, indicated in Table 24.4.

*These items are obtained using the accounting identities (i.e., these figures are obtained by adding or subtracting the 
items from the respective figures).
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TABLE 24.3 Pro forma Balance Sheet of Snowhite Washing Machines Limited for 
31 March, 2008, 2009, and 2010 (Projected)

Particulars Historical Data as on 31 March Projection for 
the year ending 
31 March 2010 
(based on the 

budgeted sales of 
1,800)

2008 2009 Average of per cent 
sales or some other 

basis

(1) (2) (3) (4) (5)

Net sales
ASSETS

1,560 1,665 100.00 1,800.0

Fixed assets (net) 1,040 1,105 66.5 1,197.0

Investments 39 39 No change 39.0

Current assets, loans and advances
•  Cash-in-hand and with banks
•  Bills receivable
•  Inventories
•  Prepaid expenses

33
260
488
65

37
275
494
72

2.2
16.6
30.4
4.2

39.6
298.8
547.2

75.6

Miscellaneous expenditures and losses (if any) 25 25 No change 25.0

Total 1,950 2,047 2,222.2

LIABILITIES

Share capital
•  Equity shares
•  Preference shares

325
65

325
65

No change
No change

325.0
65.0

Reserves and surplus
(325 + 53) and (378 + 76.3)@

325* 378 As per the Proforma 
Profit and Loss account

454.3

Secured loans
•  Debentures
•  Bank borrowings

520
390

520
397

No change
24.4

520.0
439.2

Unsecured loans

•  Bank borrowings 130 155 8.8 158.4

Current liabilities and provisions

•  Sundry creditors 130 146 8.5 153.0

•  Provisions 65 61 3.9 70.2

Sub-Total 2185.1

37.1External Funds Requirement
 (2,222.2 less 2,185.1) = 37.1

Balancing figure

Total 1,950 2,047 2,222.2

* Presumed that accumulated resained earnings upto the previous year were at 271. Thus, the retained earnings for this 
year (i.e. as on 31.3.2008) will be. 325, i.e., 271 + 54 (retained earnings for this year). [vide Table 24.2].
@ These relative figures appear at colums 3 and 5, respectively, in Table 24.2.
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Problem of Circularity
In view of the fact that both the pro forma Profit and Loss Account statement and the pro forma Balance Sheet 
are intensely inter-related, the problem of circularity is sure to arise, while preparing the aforesaid two pro 
forma financial statements.

This is so because, we cannot prepare the pro forma Balance Sheet unless the figure of the retained earnings 
is known as per the pro forma Profit and Loss Account statement. Also, we cannot prepare the pro forma Profit 
and Loss Account statement either, unless the amount of external borrowings (and the amount of interest 
payable thereon) is known, as from the pro forma Balance Sheet.

TABLE 24.4 Items in the pro forma Balance Sheet

Items Projections/Estimates based on

Current assets Per cent of sales method [Proportions based on the average 
for the last two years]

Fixed assets —Do—

Investments ‘No Change’ has been assumed

Miscellaneous expenses and losses —Do—

Current liabilities and provisions Per cent of sales method [Proportions based on the average for the 
last two years]

Bank borrowings (for meeting the working capital
requirements)

—Do—

Equity and preference share capital ‘No Change’ has been presumed.

Reserves and surplus Computed on the basis of the figures arrived at in the pro forma 
Profit and Loss Account

Term loans ‘No Change’ has been assumed

Debenture capital —Do—

External funds required This represents the balancing item in the instant illus trative 
example.

But then, this problem of circularity can well be circumvented and solved by proper approximations and 
allowing for some minor adjustments as, in any case, the whole exercise itself is that of approximation and 
estimation, and not of exactness and certainty.

BUDGETING PROCESS IN A MANUFACTURING COMPANY

The operating budget or the performance budget, prepared on the lines of the Pro forma Profit and Loss Account 
statement, is the cornerstone of the whole budgetary system and exercise.

The estimates, or budgeting of the various items, are computed on the following lines and steps.

Sales Budget (or Sales Forecast)
As we have seen, while discussing the preparation of the pro forma income statement, the value and volume of 
sales is the starting point. The same is the case here too, as the levels of production and, in turn, the quantum 
of raw materials and consumable stores and spares, labour, etc. are related and dependent upon the level of the 
estimated sales itself. Therefore, it is most crucial and important on the part of the CEO and the top executives, 
to make every sincere and rational effort to develop a sales budget, which, in the considered opinion of the top 
management, is found to be quite reasonable and achievable. This is of crucial importance, as almost all the 
other budget estimates will be arrived at, based upon the volume and value of the sales budget.
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Achievable but Challenging Budget
It may, however, be mentioned here that the level of budgetary estimates should be achievable, and also 
challenging. That is to say, it must be neither too low so as to be achieved with the least efforts, nor it should 
be too high such that the operating staff may not even make an attempt to achieve and accomplish it.

It must, instead, be such that it can well be achieved but not the easy way. Some serious, sincere and strenuous 
efforts may have to be made to make things happen, and the budgeted level achieved and even slightly exceeded. 
This concept may well be brought home with the help of an illustrative example.

Supposing Saurabh, as of now, can jump, say, four feet high. If he is given a target of jumping five feet during 
the course of one full year, he may achieve this feat quite easily and with great ease and least effort. As against 
this, if he is given the goal of jumping ten feet during the course of one year, the chances are that he may not 
make even an attempt in this direction, because jumping ten feet within a time frame of one year may seem to 
him to be a rather too tall an order, even to merit any effort for achieving it. But then, if he were to be given 
the goal of jumping six feet (instead of five feet) during the course of one full year, he will make strenuous and 
continuous efforts so as to accomplish the feat. May be, he may end up scaling a height of just five feet ten 
inches. But then, such minor shortfall can well be condoned and his sincere efforts and perseverance may well 
be appreciated and rewarded.

Estimation of Level of Sales
While formulating and developing the sales budget, the following factors must always be borne in mind:
 (i) At the very outset, the position and prospects of the company (national and global) in general, and the 

industry in particular, must be carefully studied and assessed.
 (ii) Then, as a second step, we should look into the historical data of the company. That is to say, the level of 

sales for the last two/three years must be looked into and the trend of the percentage increase/decrease 
in the sales must be computed, and the factors responsible for the same must be analyzed and studied, 
so as to be able to reasonably forecast the level of sales in the coming year.

 (iii) Then comes the turn to study such of the government regulations and control that may affect the industry 
directly, and even indirectly.

 (iv) Further, as the customer is the king, as our business (sales revenue) depends upon him, the customer’s 
(changing) tastes and preferences, attitude and dispositions, must be carefully studied and analyzed, 
and a conclusion drawn, so as to position our products accordingly. It will augur well if some market 
scanning (somewhat short of the detailed market survey) is undertaken, so as to make our analysis and 
decision all the more data based and hence more accurate and reliable.

 (v) In the present situation of stiff competition, it becomes imperative for us to undertake the exercise of 
studying the extent of competition prevailing, as of now, and even expected to come up in the near future. 
The recent phenomena of the stiff competition in the automobile industry (especially in the car segment, 
and that too, for the luxury and high value vehicles) due to the opening of this segment to the foreign car 
manufacturing companies (like Ford, Hyundai, and so on) has eased out even the Maruti Udyog Limited 
(MUL) from the sellers’ market to the buyers’ market. Accordingly, MUL, Premier Motors, Tatas and 
such other Indian car manufacturing companies had to pull up their socks and think of some suitable 
market strategies, or even consider scaling down the level of their sales, depending upon the loss of their 
market share to the several other foreign players in the field.

 (vi) In a fiercely-competitive scenario, the importance of formulation and implementation of some suitable 
marketing strategies and sales promotion efforts and endeavours can hardly be over-emphasized. 
Accordingly, marketing and advertisement expenses may as well have to be estimated and budgeted for.

Production Budget
After estimating the projected level of sales, as per the sales budget, a matching production budget is prepared, 
accordingly, with a view to ensuring that the production is planned in an economic manner, commensurate with 
the volume of sales. Doing so will augur well for the profitability and prospects of the organization, to produce 
only around as much as could be sold off.
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Further, while preparing the production budget, the following factors must be kept in view:
 (i) Volume of sales and the timings thereof,
 (ii) The quantity of inventories of the required raw materials and consumable stores and spares, and, above all,
 (iii) The installed (and licensed) capacity of production.

The production of the various items must be planned, commensurate with the volume and timings of the 
sales of each item, so as to avoid any uneconomic piling up of the finished goods, and the carrying costs attached 
therewith. At the same time, due care must be taken to see to it that we may not lose our customers for want 
of the goods in our ready stocks.

But then, at times, it may not be quite economical to have the production plan in strict conformity with the 
volume and timings of the sales. For example, in the case of goods, such as fans and coolers, air-conditioners 
and refrigerators, heaters and geysers, there may be very low demand for the products in the off season, but 
then, it may be quite economical to let the production activity continue, so as to put the fixed assets to their 
optimal use.

As against this, in some other cases, like the sugar industry, the production activity has to be completed 
well before the onset of the peak summer season, because, due to high temperature, the recovery percentage 
of sugar may get adversely affected. But the sale of sugar takes place all the year round.

All things considered, the production plan should be formulated, keeping all the relevant factors in view, so 
as to result in the optimal productivity and the financial gains that go therewith.

Preparation of Production Budget
The formulation of a production budget involves the following steps:
 (i) At the very outset, the production capacity of the company must be assessed in realistic terms.
 (ii) Further, the company’s inventory policy, especially in regard to the finished goods, must be specifically 

stated and be known to all the functionaries, concerned with the production activities.
 (iii) Besides, the aggregate quantity of each and every item to be produced, during the entire budget period, 

must be estimated, based on the twin factors of (a) the estimated volume and pattern of sales as also 
(b) the finished goods inventory policy of the company.

 (iv) Keeping all these factors in view, a comprehensive production schedule must be prepared for the entire 
budget period.

Materials and Purchase Budget
After the production budget has been formulated, the necessary raw materials and consumable stores and 
spares will be required to commence the production activity. For this purpose, a materials budget will have 
to be prepared. To procure these materials, an estimate of purchases will have to be computed, as also the 
purchase schedule.

With these ends in view, the following types of budget will have to be prepared:
Materials Budget: The materials to be used for production activities are broadly classified under the following 

two categories:
 (i) Direct materials, which comprise such items which can be categorically identified with the manufacturing 

of a specific product. For example, the iron and steel strips, which are used exclusively for manufacturing 
cupboards and steel trunks.

 (ii) Indirect Materials: Manufacturing Overheads Budget: Indirect materials, however, are such materials 
which cannot be identified exclusively with any single product. For example, the salary of the foreman, 
who supervises the manufacturing activities of steel cupboards and trunks as also of various other items 
like, plastic moulded chairs and tables, wooden sofa sets and dining tables, and so on. Accordingly, the 
estimates of these two materials must be computed in two distinct budgets.

The ‘materials budget’ generally pertains to the direct materials. This budget must show not only the quantity 
of the materials planned to be purchased, but preferably their purchase price, too. Also, the indirect materials and 
supplies have to be budgeted for, separately. Such estimates are known as ‘Manufacturing Overheads Budget’.
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Purchase Budget: The purchase budget must, inter alia, contain the following:
 (i) Quantities required
 (ii) Purchase schedule
 (iii) Estimated purchase price

All these three data must be prepared individually for each item of the raw materials and supplies to be 
purchased. While computing the purchase budget, the following facts and figures must be carefully considered:
 (i) The quantities of each item of the raw materials planned to be purchased, as per the materials budget.
 (ii) The re-order level of each item of the raw materials, taking into account the relative factors like, the 

leadtime, safety stock, anticipated scarcity, expected price change (both increase and decrease), risk of 
obsolescence, government restrictions, and so on.

 (iii) Economic Order Qualities (EOQ), as also the Optimal Order Quantities (OOQ), (where bulk purchase 
discount is available), for each item of raw materials, separately.

These budgets must also contain the following data:
 (i) The level of raw materials at various points in time, during the budget period; and
 (ii) The estimated cost of raw materials to be consumed in the production process.

These two budgets are respectively known as:
 (a) Materials inventory budget
 (b) Cost of raw materials used budget

Labour Cost Budget
Labour cost is broadly classified under two heads:
 (i) Direct labour cost
 (ii) Indirect labour cost

Direct labour cost comprises the payment of wages to such labours who are engaged in the manufacturing 
activities directly.

Indirect labour costs, however, represent such labour costs which are not involved directly in the manufacturing 
activities. For example, salaries paid to the supervisory staff, storekeepers, maintenance workers, and so on.

The labour cost budget usually takes into account the cost of direct labour alone, and the cost of indirect 
labour is taken into account in the manufacturing overheads budget.

How to prepare the Labour Cost Budget?
The labour cost budget can be prepared on the following lines:
 (i) (a) First, compute the standard direct labour hour, required of each unit of production.
 (b) Multiply this [at (a)] by the average rate per hour.
 (c) The resultant figure will represent the estimated labour cost per unit of production.
 (d) Now, multiply this figure [at (c)] by the number of units of finished goods budgeted to be produced.
 (e) The resultant figure will represent the labour cost budget.
 (ii) Alternatively, the labour cost may well be estimated on the basis of its relationship with the material 

cost, or such other measures and parameters.
 (iii) In the cases where the aforementioned approaches may not be used, the labour cost budget can be 

prepared on the basis of the following data:
 (a) The permanent labour force directly employed in the manufacturing activities, and the rate of their 

wages, plus
 (b) The estimated amount that may become payable to these permanent labour by way of overtime, plus
 (c) The temporary/casual labour that may be required, from time to time, and the rate of wages payable 

to them.
The aggregate figure of items (a), (b), and (c) will constitute the labour cost budget.
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Manufacturing Overheads Budget
The factory cost, other than the direct material cost and the direct labour cost, constitute the manufacturing 
overheads. These comprise such costs that cannot be identified with, or allocated to, any particular product or job.

For example:
 (i) Indirect materials
 (ii) Indirect labour
 (iii) Miscellaneous items of factory expenses, like depreciation, utilities, supplies, repairs, maintenance, 

insurance, rent, taxes, and so on

How to Prepare the Manufacturing Overhead Budget?
For the purpose of preparing the manufacturing overheads budget, the expenditure budget of all the departments 
in the factory, both the production and services departments, must be computed and added up together. Further, 
the volume of work of each department must be estimated appropriately, on the basis of the relevant measures 
of the activity.

Such measures of activities, relating to some of the departments, are given as follows:
 (i) For Production Department:
 (a) Units of production
 (b) Direct labour hours
 (c) Direct machine hours
 (ii) For Services Department
 (a) Repair and maintenance, in terms of direct repair hour, or in terms of number of machines, which 

are required to be maintained
 (b) For purchase department, in terms of total value of purchases (in terms of rupees), or in terms of 

number of purchase orders required to be placed
 (c) For general factory administration, in terms of the number of employees in the plant, or in terms of 

the total direct labour hours
Based on the levels of activity of each department, computed on some suitable measures, as discussed above, 

the departmental budgets are prepared.
These budgets are required to be prepared, in terms of both the (a) variable cost and the (b) fixed cost. While 

the variable cost components are prepared in relation to the planned level of activity, the fixed cost components 
are estimated independently, by way of managerial decision and discretion.

Non-Manufacturing Cost Budget
The components of non-manufacturing cost budget are:
 (i) Selling and distribution expenses
 (ii) General administration
 (iii) Research and Development (R&D)
 (iv) Financing

How is the Non-Manufacturing Cost Budget Prepared?
This budget is also prepared on similar lines, as in the case of computing the overhead cost budget. This, too, 
must be prepared in two segments, viz. in terms of fixed cost and variable cost. The variable cost in this budget 
must be computed on the basis of some relevant and meaningful indicators/index of activities. The fixed cost 
component should be computed, based on the managerial decision and discretion.

Division of Annual Budget
The year-end budget figures must be divided into quarterly and also monthly levels of performance, taking into 
account the various relevant factors, like the peak-season and off-season, and such other factors, instead of just 
mechanically dividing the annual level into equal and uniform monthly and quarterly levels.
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Further, while giving the reasons and rationale for the variance (both favourable and unfavourable), the 
comments must be in realistic and meaningful terms, like change in the consumers’ taste, increase in the number 
of players in the field and the resultant loss of market share, and the like. As against this, the statements like, 
the ‘Sales have fallen short of the budgeted level because there had been lesser volume of sales’, sounds quite 
meaningless and will not carry us anywhere. Such comments must be avoided.

On the perusal and scrutiny of the performance reports of some of the service industries, like banks and other 
financial institutions, it has been found that some of the bank branches had stated in their monthly performance 
reports that ‘The deposit level has gone down due to more withdrawals, owing to the marriage season’.

Such reasons go to indicate that this factor, well-known even at the time of the formulation of the budget, 
had not been duly considered and taken into account at the time of the formulation and finalization of the 
budget itself. Such crucial omissions must be avoided, to make the budget more realistic and reasonable, and 
of practical use and guidance. Such unhealthy trend must be arrested and reversed, sooner the better.

Programme Budget and Responsibility Budget
The Programme Budget is prepared, in terms of the goods to be produced, and the resultant sales revenue and 
the cost of the products, involving costs of inventories, materials, manpower and such other items. This may 
prove to be a good indicator of the profitability of different products as also as to how and where to enhance 
the revenue and reduce the cost.

But then, it is not enough to plan and budget the products alone. It may augur well for the company to prepare 
a Responsibility Budget, too, whereby some specific areas of responsibility may be assigned to the different 
departments and the departmental heads, in specific and clear terms.

The responsibility budget may, thus, go a long way in the actualization and achievement of the various 
budgeted levels. The fixing of the responsibility is, in fact, the essence of the planning and budgeting exercise, 
in the absence of which the budget document may remain merely on paper and may not be of much productive 
and practical value.

INCREMENTAL BUDGETING VS ZERO BASE BUDGETING (ZBB)

As per the usual practice, while preparing the performance budget, the historical data for the last two/three 
years are taken into account, whereafter these are analyzed and some percentage increase and/or decrease 
are planned in the areas of sales and revenue, and reduction in costs in different areas of activity, by adopting 
various cost-effectiveness measures and cost-reduction techniques. But such incremental method, though 
seemingly simple and logical, may suffer from a grave lacunae whereby the whole budget preparation may prove 
to be a futile exercise. This may happen in the cases where the fundamental base (the historical datum), in 
itself, may be sub-optimal and under-estimated, and acted upon. Thus, the follies of the past keep on repeating 
themselves, year after year.

To obviate such defects and deficiencies attached with the usual incremental budget exercise, a new budgeting 
technique was evolved under the name of Zero Base Budgeting (ZBB).

What is Zero Base Budgeting (ZBB)?
The Zero Base Budgeting (ZBB) technique was first used in the Texas Instruments Limited, USA. As the term 
itself suggests, the starting point in this exercise is not the data of the past years (historical data). In fact, 
there is no database to base the exercise upon. It is like starting from the scratch, as if writing on a clean slate.

INTER-DEPARTMENTAL COORDINATION

The budget exercise in any organization may be meaningful and successful only if there is full cooperation and 
coordination amongst the various departments and sections. All the personnel, working in any department or 
section, must be made to realize the essence and importance of working as a well-knit team, so as to generate 
the required synergy, and thereby achieve the optimal end-results, for the benefit of the organization as a 
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whole. As against this, the narrow departmental and sectional outlook and mindset, approach and attitude, 
may result in a sub-optimal profit for the organization, if not a net loss.

Let us understand the concept with the help of an illustrative example.
Suppose the production division achieves the budgeted level of production by manufacturing a particular 

mix of products which, somehow, do not match well with the market conditions and product demand prevailing 
at the material time. Such products may not find a market and, thus, the level of the sales revenue may get 
adversely affected. Besides, there may be a piling up of the slow-moving and/or non-moving items of the finished 
goods under such conditions. It will be quite naïve on the part of the production department to feel happy and 
satisfied with their performance by achieving the budgeted level of production, as at the end of the day, it is 
their own organization which has to suffer the losses or the reduced profit.

As against this, if the production schedules were to be suitably changed, in conformity with the changed 
market conditions and demands, in regular consultation and coordination with the marketing people, the 
organization will be the ultimate gainer, even if, in such an event, the production level may fall somewhat 
short of the budgeted level. These special features must as well be appreciated and well understood by the 
top executives, and, in such a case, the production and marketing departments should get a pat on the back, 
despite being unable to attain the budgeted levels of production and sales.

Similarly, being over-cautious and conscious to keep the collection period at the minimum level, the marketing 
people may deliberately decide to play extra-safe and prefer to sell the goods, on credit, only to the top and 
safest chunk of the buyers. This way, they may end up losing a sufficient amount of sales, and the profitability 
that goes therewith. Taking some fair business risks, instead, should make a better sense.

These two illustrative examples sufficiently go to indicate that the evaluation of the performance should not 
be based merely on the quantitative aspects of the budget. The overall performance must be judged and given 
the deserved credit in terms of the achievement of the qualitative aspects of the budget, and above all, on the 
basis of the level of the inter-departmental cooperation and coordination, so as to avoid sub-optimization, at 
all the levels.

It must also be well understood by the top executives that the budgeted levels should be arrived at in 
consultation with the performers, and that it should not be imposed upon them from the above. Further, unless 
the budgeted levels are realistic, taking into account the ground realities, such as the market conditions and such 
other relevant factors, the performers may not feel motivated and zealous enough to work hard for achieving 
the budgeted levels to the maximum possible extent.

Yet another fallout of imposing the budget from the top may be that the people may end up playing some 
budget games. In other words, they may ultimately prefer to budget for a lower level of sales than it could well 
be achieved, of course, with some extra efforts. Similarly, they might budget for higher levels of cash, average 
collection period and bad debts, so as to be able to avoid the unfavourable variances at all times, and that too, 
rather effortlessly and with ease. The top executives must, therefore, be vigilant and alert enough so as to see 
through the budget games ever attempted to be played by any of the departments or sections.

PERFORMANCE MONITORING AND REVIEW

The meticulous preparation of a challenging but achievable budget, with a realistic database and pragmatic 
approach, is of great importance. But then, far more important is the fact that the budget should be effectively 
implemented, with a view to achieving the budgeted levels, failing which the excellent plan document may 
remain on paper only, and just on record, sans results.

With this purpose in view, the periodical performance review meetings must take place, usually at regular 
monthly intervals. It would augur well if such meetings take place both at the zonal and corporate levels, 
each to be chaired by the zonal and corporate heads, respectively. In such meetings, the budgeted levels and 
the actual performance and the favourable and unfavourable variances must be discussed, and the respective 
factors, responsible for the same must be analyzed, and suitable remedial measures taken, promptly. In other 
words, in the cases of unfavourable variances, the various causal factors must be eliminated and guarded 
against, so as to avoid or mitigate such unfavourable variances in the coming months. Similarly, in the cases of 
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favourable variances, the causal factors must be consolidated and continued, so as to achieve the optimal levels 
of performance, exploiting the full potentials of the company, and the opportunities available in the market.

Favourable and Unfavourable Variances
It may be quite pertinent here to draw a distinction between the following:
 (i) Favourable and unfavourable variances
 (ii) Positive and negative variances

Let us first understand as to what is actually meant by the term ‘Variance’. This term ‘Variance’ (V) is used 
to denote the net difference between the ‘Actual’ (A) and the ‘Budgeted’ (B) levels, i.e., actual performance less 
budgeted levels or A – B = V.

At the very outset, it must be clearly understood that all the positive variances may not necessarily be 
considered to be a good performance. Similarly, all the negative variances may not necessarily have to be 
termed as a not-so-welldone jobs.

Let us understand this concept by way of some illustrative examples. If the actual sales are ̀  120, as against 
the budgeted level of ` 100 only, the positive variance will be ` 20. This may well be treated as a job well done. 
Similarly, if the actual sales were ` 90 only, the resultant negative variance will be ` 10, which may not be 
treated as good. True.

But then, if we take another example, relating to cash-in-hand and with the bank, being at the actual level 
of ` 120, as against the budgeted level of ` 100, it will be a case of positive variance of ` 20, but not a good 
performance by any standard. If it were to be at the actual level of ` 90, resulting into a negative variance 
of ` 10, it may be considered as a job well done.

It is, therefore, from this point of view that the use of the terms ‘favourable’ and ‘unfavourable’ variances, 
instead, may prove to be more appropriate and easily understood.

Performance Review Meetings
The periodical (usually monthly) performance review meetings must be conducted in a very cordial and conducive 
atmosphere, where the CEO, in the chair and aided by the top executives, must listen to the points of view 
of the performers, with an open mind, with a view to appreciating the favourable and unfavourable factors 
affecting the actual performance. It will augur well if the performers concerned are advised and counselled, 
after a thorough and open-minded discussion, to adopt some mutually-agreed upon strategies, so as to project 
some improved performance in the coming months. If some necessary help and assistance is required, it may 
as well be provided in an appropriate measure, whereever possible.

This point has been well brought out in the book, ‘One Minute Manager’ by K Blanchard and Johnson Spencer, 
where the case of the managerial styles of the CEO of an organization has been discussed, on different parameters.

This top executive is said to be always free all the weekdays, except on Wednesdays, between 9 to 11 am, 
when he sits through the weekly performance review meetings. But then, he hardly speaks in the meeting. All 
the talking is, instead, done by the respective six task heads. But then the CEO lends all his ears to all that 
they say, throughout the meeting.

So, what do the respective task heads speak like? They say something like ‘this is the actual performance 
of the previous week, as against the budgeted level for the week, and the unfavourable variance is because of 
these specific factors’. The remedial measures are also suggested by him or her alone. If the person says that 
he or she can achieve the budgeted level during the current and subsequent weeks, provided two more persons 
are given to him, some other task head may offer to depute one person from his department for two weeks; the 
task head concerned may agree to achieve a certain level of performance in the subsequent weeks.

Such meetings are invariably conducted in a cordial atmosphere, free of fear of any kind. This goes a long 
way in facilitating the discussions, motivating the performers and, in turn, improving the performance.

But unfortunately, in most of the organizations in India, the performance review meetings tend to become 
more like a leg-pulling and condemning session, so much so that sometimes the CEO may even go to the extent 
of usingsome condemning terms like ‘heads may roll’ and so on, if the budgeted levels are not achieved within 
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a month or two. But then, even such CEOs know it well, that there are not far too many heads available which 
he could afford to roll, one after the other. Also, the performers also know it equally well. In fact, I have heard 
some of the top and senior executives sharing with me, in confidence, that they go to attend such performance 
review meetings well repared – not for having any meaningful discussions, but just to hear such harsh words, 
and that, too, by using both their ears, for two different purposes, that is: one ear to let the unpleasant words 
go in, and the other to let it go out, soon enough. This may well be said to be a rather exaggerated narration, 
but then it does have some grains of truth, all the same. Such unhealthy practice, if at all found present in any 
of the organizations, must be rooted out; sooner the better.

 SUMMARY
Planning and budgeting is a blue print of the business activities in an organization. There may be ‘Long 
Range Planning (LRP)’ and ‘Short Range Planning (SRP)’.
Long Range Plan is also referred to as a perspective plan, visualizing the dream of the organization, spread 
over a period of five years, ten years, or even twenty years. But, Short Range Plan, like the ‘Performance 
Budgeting’ usually pertains to the organizational activities for the next twelve months.
Performance Budget is a formal statement of the management plan and policies of its activities during 
the next twelve months, both in quantitative and qualitative terms.
Steps and Stages

 1. The starting point is the policy guidelines, prepared by the Chief Executive Officer (CEO), with the aid 
and advice of the experts. Initially, a draft policy guideline is thoroughly discussed by the CEO with the 
top executives and task heads. These officers are encouraged to give their free and frank opinion and 
suggestions. Thereafter, a final policy guideline is formulated and circulated down the line. The policy 
guidelines should be brief and to the point, in clear and concrete terms, so as to command the focused 
attention of all concerned, for action, implementation, and achievement of the budgeted levels, both in 
the quantitative and qualitative terms.

 2. Based upon the policy guidelines, the various departments and units prepare their own Draft Budgets 
and submit these to their respective controlling authorities, who, in turn, compile the figures of all the 
departments and sections under their supervision and control. It is suggested that all the functionaries 
must be associated in the preparation of the draft budget, such that it may be the budget of the unit 
and not only of the unit head alone.

 3. On a careful study of the compiled draft budget, the controlling authority discusses the budget proposals, 
with regard to the various activities and levels of production, submitted by the departmental heads in 
the draft budget proposals, and thereafter the mutually agreed upon estimates are Finally Settled, 
compiled and sent to the next higher authorities for further compilations, and finally, it becomes the 
consolidated budget of the company itself.

 4. Such consolidated and finally compiled budget is then put up to the Board of Directors, and on its 
approval, it becomes the Corporate Budget, also known as the Master Budget.

In a manufacturing company, the starting point is the projected sales, whereupon the level of production 
and requirement of raw materials and other inputs depend. This method is known as the ‘Per Cent of 
Sales’ method. It assumes that the ratio and relationship among the various elements of costs of sales 
will remain the same, as in the past. Accordingly, a pro forma Profit and Loss Account and a pro forma 
Balance Sheet are prepared. But then, it is too simplistic and mechanical and hence, may not be dependable 
enough for the decision making process.
Therefore, the ‘Budgeted Expenses’ method has been propounded, whereby the various items are estimated 
purely by way of managerial judgement and decision, taking into account all the relevant facts and the 
expected developments. But, this method is too tedious and time consuming.
A ‘combination method’ has, therefore, been evolveds, which is a hybrid of the aforesaid two methods. In 
this method, such items, which have somewhat uniform and stable in relationship with sales, are computed 
as per the Per Cent Sales Method. The remaining items follow the budgeted expenses method.
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Budgeting Process in a Manufacturing Company
The Operating Budget or Performance Budget, prepared on the lines of the pro forma Profit and Loss 
Account statement, is the cornerstone of the whole budgetary system. The level of budgetary estimates 
should be achievable, but challenging. The estimates or budgeting of the various items, under different 
segments/heads, are computed on the following lines and steps:

 (i) Sales Budget (or Sales Forecast) is prepared, based on the position and prospects of the company, 
its historical data, the government regulations and control that may affect the industry directly or 
indirectly.

  Customers’ (changing) tastes and preferences, attitude and dispositions, are carefully studied and 
analyzed, and a conclusion drawn, so as to position the products accordingly, coupled with suitable 
marketing and sales promotion strategies.

 (ii) Based on the Sales Budget, a matching Production Budget is prepared and the production is planned 
in an economic manner, commensurate with the volume of sales.

This budget takes the following factors into account:
 (a) Volume of sales and its timings;
 (b) Quantity of inventories of the required raw materials and the consumable stores and spares; and 

above all.
 (c) Installed (and licensed) capacity of production.
 (iii) After the production budget, a ‘Materials Budget’ and a ‘Purchase Budget’ are prepared for procuring 

the required (direct and indirect) materials, together with the purchase schedule. The purchase budget 
must, inter alia, contain the quantities required, purchase schedule, and estimated purchase price. 
Economic Order Qualities (EOQ) as also the Optimal Order Quantities (OOQ) (where bulk purchase 
discount is available), must be computed for each item of the raw materials, separately.

 (iv) ‘Labour Cost Budget’ usually takes into account the cost of direct labour alone. The cost of indirect 
labour is taken into account in the Manufacturing Overheads Budget.

 (v) The factory cost, other than the direct material cost and the direct labour cost, constitute the 
‘manufacturing overheads’. These comprise such costs that cannot be allocated to any particular 
product or job. For example: indirect materials, indirect labour, and miscellaneous items of factory 
expenses, like depreciation, utilities, supplies, repairs, maintenance, insurance, rent, taxes, and so 
on.

 (vi) ‘Non-Manufacturing Cost Budget’ incorporates selling and distribution expenses, general administration, 
Research and Development, and financing expenses. It must be prepared in two segments, viz., in 
terms of fixed cost and variable cost.

The year-end budget figures must be divided into quarterly and also monthly levels of performance, taking 
into account the various relevant factors, like the peak-season and off-season, and such other factors, 
instead of just mechanically dividing the annual level into equal and uniform monthly and quarterly levels.
In addition to the ‘programme budget’, the ‘responsibility budget’ must also be formulated, specifying the 
areas of responsibility of different departments and departmental heads, in specific and clear terms, to 
achieve the budgeted levels.
While preparing the performance budget, the average of the historical data for the last two/three years 
are taken into account. But, such incremental method may suffer from a grave lacuna, in the cases where 
the fundamental base in itself may be sub-optimal and underestimated. To avoid repeating the follies of 
the past, a new budgeting technique was evolved under the name of ‘Zero Base Budgeting’ (ZBB). In ZBB 
there is no database; it is like starting from scratch, as if writing on a clean slate. It may , however, be 
used only judiciously, in selective cases.
The budget exercise may be meaningful and successful only if there is full cooperation and coordination 
amongst the various departments and sections. Further, unless the budgeted levels are realistic, taking 
into account the ground realities, like the market conditions and such other relevant factors, the performers 
may not feel motivated and zealous enough to work hard for achieving the budgeted levels. They may 
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even start playing some budget games. Far more important is its effective implementation to achieve the 
budgeted levels. Therefore, periodical performance review meetings must take place, usually at regular 
monthly intervals, both at the zonal and corporate levels. In such meetings, the budgeted levels and the 
actual performance, and the favourable and unfavourable variances, must be discussed, and the respective 
factors, responsible for the same, must be analyzed, and suitable remedial measures taken promptly.
While doing the variance analysis, we should appreciate the distinction between ‘Favourable and 
Unfavourable Variances’, and ‘Positive and Negative Variances’.
While the negative variance (short of the budgeted level) in respect of costs will be a favourable variance, 
it would be an unfavourable variance with respect to sales and profitability. The opposite will be the case 
with regard to the positive variances.

 REVIEW QUESTIONS
 1. (i) What is corporate budgeting?
  (ii) What are main points of difference between the ‘Long Range Plan’ (LRP) and. ‘Short Range Plan’ (SRP)?
 2. (i) What are the specific items included in the ‘Qualitative Performance Budgeting’ and ‘Quantitative 

Performance Budgeting’?
  (ii) Do you think that both these aspects must be covered in the performance budgeting exercise? Give reasons 

for your answer.
 3. (i) Discuss the various steps and actions taken at different stages of the performance budgeting exercise.
  (ii) What precautionary measures would you suggest with a view to ensure that people do not play the usual 

budget games?
 4. (i) Discuss the following methods of budgeting:
 (a) Per cent of sales method,
 (b) Budgeted expenses method,
 (c) Combination method.
  (ii) Which of the above three methods do you think is the most practical and pragmatic one? Give reasons for 

your answer.
 5. (i) How and in what context does the problem of circularity arise?
  (ii) In what manner can this problem be managed and with what accuracy?
 6.  ‘The level of budgetary estimates should be achievable, but challenging.’ Do you agree with this point of view? 

Give reasons for your answer, by citing suitable illustrative examples.
 7. Bring out the main distinguishing features between the ‘Programme Budget’ and ‘Responsibility Budget’, by 

quoting apt examples in each case.
 8. ‘The budget exercise in any organization may be meaningful and successful only if there is full cooperation 

and coordination amongst the various departments and sections’. Do you agree with this stand? Give reasons 
for your answer.

 9. ‘For a meaningful performance monitoring and review, through the variance analysis technique, it would 
be better if the favourable and unfavourable variances are taken into account, and not just the positive and 
negative variances.’ Elaborate on this point, by citing suitable illustrative examples.

 10. ‘The year-end budget figures must be divided into quarterly and also monthly levels of performance, but not just 
mechanically but judiciously, taking into account the various relevant factors’. Explain, by citing appropriate 
examples.

 11.  ‘Performance monitoring and review, at regular periodical intervals, is most crucial for the success of even 
the excellent plan document’. Discuss, and bring out the salient features of the required strategy and steps to 
be adopted in this regard.
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 PRACTISE PROBLEMS
 1. In Tables P.1 and P.2, the historical data of Sunshine Geysers Limited have been given for the last two years, 

2008 and 2009, under the relevant heads, under the respective columns.
  Required
 (i) Compute the average percentage of sales ratio applicable to each item.
 (ii) Prepare the Pro forma Profit and Loss Account of Sunshine Geysers Limited for the year ending 31 

December, 2010 (based on Per Cent of Sales Method) by assuming the projected sales for the year ending 
31 December, 2010 at 2,000 units.

 (iii) (a) Again, by taking the figures given in Tables P.1 and P.2, prepare the Pro forma Profit and Loss Account 
of Sunshine Geysers Limited for the year ending 31 December, 2010, as als its Pro forma Balance 
Sheet as on 31 December, 2010 (this time based on Combination Method) by assuming the projected 
sales for the year ending 31 December, 2010 at 2,000 units.

 (b) Further, you may take the figures under the following heads on the budgeted basis;
  •  General and Administration Expenses
  •  Depreciation
  •  Interest on Debentures
  •  Tax
  •  Dividends
 (c) You may also take the figures under the following heads as unchanged:
  •  Investments
  •  Miscellaneous expenditures and losses
  •  Equity shares
  •  Preference shares
  •  Debentures

TABLE 1 Profit and Loss Accounts of Sunshine Geysers Limited for the years ended 
31 December, 2008 and 31 December, 2009

2008 2009

  1. Net Sales 1,710 1,840

  2. Cost of Goods Sold 1,090 1,200

  3. Gross Profit (1 – 2) 620 640

  4. Selling Expenses 35 39

  5. General and Administration Expenses 76 78

  6. Depreciation 106 115

  7. Operating Profit [3 – (4 + 5 + 6)] 403 408

  8. Non-operating Surplus (Deficit) 43 46

  9. Profit Before Interest and Tax (PBIT) [7 + 8] 446 454

10. Interest on Bank Borrowings 86 93

11. Interest on Debentures 94 87

12. Profit Before Tax [9 – (10 + 11)] 266 274

13. Tax 117 120

14. Profit After Tax (12 – 13) 149 154

15. Dividends 86 92

16. Retained Earnings (14 –15) 63 62
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TABLE 2: Balance Sheets of Sunshine Geysers Limited as on 31 December, 2008 and 31 December, 2009

2008 2009

Net Sales 1710 1840

ASSETS

Fixed Assets (net) 1150 1215

Investments 44 44

Current Assets, Loans and Advances
•  Cash-in-hand and with Banks
•  Bills Receivable
•  Inventories
•  Pre-paid Expenses

36
286
538
72

41
305
548
80

Miscellaneous Expenditures and Losses 28 28

Total 2,154 2,261

LIABILITIES

Share Capital
•  Equity Shares
•  Preference Shares

360
70

360
70

Reserves and Surplus *(360 + 62) 360@ 422*

Secured Loans
•  Debentures
•  Bank Borrowings

570
430

570
438

Unsecured Loans
•  Bank Borrowings 145 170

Current Liabilities and Provisions
•  Sundry Creditors
•  Provisions

140
79

160
71

External Funds Requirement ? ? ?

Total 2,154 2,261

*Presumed that the accumulated retained earnings upto the preding years were at ` 297 (297 + 63 = ` 360).
? to be computed by you.
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Time Value of Money

Our main business is not to see what lies dimly 
at a distance, but to do what clearly lies at hand.

– Thomas Carlyle
Thought, not money, is the real business capital.

– Harvey S Firestone

Chapter 25

LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
	 • The Concept and Method of Computing:
 (a) Net Present Value (NPV) of Money
 (b) Future and Present Values of an Annuity
 (c) Compounding and Discounting of less than one year period
 (d) Continuous Compounding and Discounting
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INTRODUCTION

This chapter tells us about the timevalue of money, net present value of money, future and present values of 
annuity and various other discounting methods.

TIME VALUE OF MONEY

The concept of Time Value of Money signifies that a rupee has more value today, as compared to its value a 
few years later. This is so, because of several following factors:
 (i) In an inflationary economy, a rupee today has much more real value – the purchasing power – in 

comparison to a year from now.
 (ii) This factor of inflation is taken care of by the rate of interest, applicable on deposits today, to be withdrawn 

for consumption, at a later date, say, after a year or more.
 (iii) Besides, a rupee received today is more valuable in the sense that, as and when it is invested (by way 

of bank deposit or investment in shares and/or debentures, or whatever) it starts growing (giving or 
yielding the return on the investment) from that very day.

Let us understand and appreciate this point by way of an illustrative example of the computation of the 
future value of a simple unit of money say, ` 1,000, for the sake of simplicity in calculation of interest at 10 per 
cent per annum, compounded annually.

Example
Let us invest a sum of ` 1,000 for a period of three years at the prevailing interest rate of 10 per cent per 
annum, and, reinvest the amount of interest; so received annually, which, in technical terms, is known as the 
compounding of interest, at yearly intervals. The amount will, thus grow, year after year, in the manner as 
shown in Table 25.1.

TABLE 25.1 Future Value of Money

Year Amount of principal
at the beginning of

the year (`)
(a)

Amount of interest paid
@ 10% p.a. (though 

reinvested
at the end of the year (`)

(b)

Amount of initial principal +
interest for one year re-

invested, s principal, 
for the next year

(a + b) (`)

1 1,000 100 1,100

2 1,100 110 1,210

3 1,210 121 1.331

This means that the future value of the amount of ̀  1,000, with interest at 10 per cent per annum, compounded 
annually, comes to ` 1,331 at the end of the third year. Conversely speaking, the Net Present Value (NPV) of 
` 1,331, to be received on completion of full three years from now, as of today is only ` 1,000. These factors, in 
the finance jargon, are known as the compounding and discounting processes, respectively.

This assumes great importance because, in our business ventures, we do receive payments, comprising cash 
inflows, at different points in time. Further, we have already seen that the value of money keeps on changing, 
with the passage of time. Therefore, it becomes absolutely necessary for us to compute the real present value 
of money, at any one point in time, so as to be able to accurately evaluate any project or business decisions, 
involving comparison and aggregation. This, however, is made possible by means of the technique of compounding 
and discounting.
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Formula
As we have already seen, the process of investing a certain sum of money and, at the same time, reinvesting 
the entire amount of interest so earned thereon, as and when due, is called ‘compounding’. This way, the 
compounded value, or future value of money, of an investment, after a certain number of years, at a given rate 
of interest, can be easily computed with the help of the following formula:

    FVn = PV (1 + r)n

Where:
 FVn = stands for the future value of an investment, after ‘n’ years
   PV = stands for the present value
     R = stands for the rate of interest, and
      n = stands for the number of years.
In the above equation, the term (1 + r)n is called the ‘future value interest factor’, or simply the ‘future value 

factor’.
For computing the future value of any amount, we must first find out the ‘future value factor’. Thus, we can 

calculate the future value of `. 1,000, in the example cited above, by just multiplying (1 + r) by itself, ‘n’ times; 
that is (1 + 0.10) by itself, three times. Thus, (1 + 0.10) × (1 + 0.10) × (1 + 0.10) will be equal to 1,331. This way, 
the future value of ` 1,000 will be: ` 1000 × 1.331 = ` 1,331.

The task of computation may become still simpler and easy if we take the help of Table 1 given at the end 
of the book. The respective Table is known as the ‘Future Value Interest Factor’ (FVIF). This Table shows the 
future value factor for several combinations of periods and rates of interest.

In the case of simple interest, the amount of interest is not automatically reinvested, as against the compound 
interest, where the amount of interest earned is instantaneously reinvested. Instead, the amount of interest may 
well be received and consumed. In such case of simple interest, the amount of ` 1,000, at the simple interest of 
10 per cent per annum after three years, will just become ` 1,000 + ` (1,000 × 0.10) × 3 = ` 1,000 + ` 300 = 
` 1,300 only, as against ` 1,331, at the compound rate of interest.

Doubling Period – The Rules of 72 and 69
Usually, we want to know the time it will take for a certain sum of money to get doubled at a given rate of 
interest. The thumb rule is that when the number 72 is divided by the given rate of interest, the resultant 
figure will be the period by when the amount will get doubled. Similarly, if 72 is divided by the number of 
years, the resultant figure will represent the rate of interest per annum during the given period of time when 
the principal will be doubled. For example, the amount will get doubled in nine years when the given rate of 
interest is 8 per cent per annum

(i.e. 72 ÷ 8 = 9). Similarly, the amount will get doubled at the given rate of interest at 12 per cent in just six 
years (i.e. 72 ÷ 12 = 6). Again, the amount will get doubled after just four years, if the rate of interest is 18 per 
cent (72 ÷ 18 = 4); or after three years if the rate of interest is 24 per cent (72 ÷ 24 = 3).

But a more accurate rule of the thumb is the rule of 69, according to which the doubling period is equal to:

    0.35 + 
69

Rate of Interest
Now let us calculate the doubling period at three different rates of interest, viz. 23 per cent, 15 per cent and 

10 per cent.

Rate of interest is Doubling period

23 per cent per annum. 0.35 + (69 ÷ 23) = 3.35 years, or (0.35 + 3.00) = 3.35 years.

15 per cent per annum. 0.35 + (69 ÷ 15) = 4.95 years, or (0.35 + 4.60) = 4.95 years.

10 per cent per annum. 0.35 + (69 ÷ 10) = 7.25 years, or (0.35 + 6.90) = 7.25 years.
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Rate of Growth
We may use the formula for computing the future value of money, for various other purposes, too. Let us take 
an example.
Example: Tirupati Cables currently employs 1,000 persons and the number is expected to grow at 10 per cent 
per annum. Find out total number of employees at the end of three years from now.

Solution
The company, after three years will have
   1,000 (1.01)3 = 1,331 employees on its roll.

NET PRESENT VALUE (NPV)

What is Net Present Value (NPA)?
The term ‘Net Present Value (NPA)’ of money suggests that the real value (actual purchasing power) of money, 
at the present moment (today), is more than what its real value will remain at a future date say, after a month, 
quarter or year, and so on. This is so because of the factors of inflation, and the amount of interest involved 
for the period at the available rate of interest, as already stated in the very beginning of the chapter. Further, 
we have also seen in the example above that a sum of ` 1,000 at a compound rate of interest at 10 per cent, 
compounded annually, becomes ` 1,331 at the end of three years. Alternatively speaking, a sum of ` 1,331, 
receivable after a lapse of three years from today, in the foregoing conditions, will be ` 1,000 only today. This 
very phenomena, in the financial jargon, is referred to as ‘the net present value’ (NPV).

Let us try to understand the concept more clearly with the help of the following problem and the solution 
thereto.

Example
Find out the net present value of ` 1,000 that you may expect to receive three years hence, if the prevailing 
rate of interest is 10 per cent per annum?

Solution
We may find out the present value of ` 1,000 by discounting it to the present point in time, by applying the 
process of discounting.

Now, what is the process of discounting? It is just the inverse of the process of compounding, which is used 
for calculating the future value.

Therefore, we can easily get the formula for discounting by simply manipulating and modifying the formula 
of compounding which is: FVn = PV (1 + r)n.

Now, by dividing both the sides of the equation by (1 + rn), we get 
FV PV
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Here, the factor 1 ÷ (1 + r)n is called the discounting factor, or the present value interest factor (PVIFr.n). 
Table 3, given at the end of the book, gives the value of PVIF for several combinations of r (rate of interest) 
and n (number of years).

Example
Now, by computing the respective value in the formula,

The present value will be:

   ` 1000 
1

1 0 10

3

+








.

 = ` 751.315.



 TIME VALUE OF MONEY 509

FUTURE VALUE OF AN ANNUITY

What is an Annuity?
An annuity is a stream of constant cash flow (receipts or payments – inflows or out flows), which occurs at regular 
intervals, like monthly, quarterly, half yearly, or yearly, as it happens in the case of payment of premium on 
a life insurance policy.

Example
Ramesh deposits a sum of ` 1,000 annually in the State Bank of India, Lucknow Main Branch, for four years, 
where the deposit earns a compound rate of interest at 10 per cent per annum. Calculate the amount of the 
series of deposits (an annuity) at the end of four years.
Here, we assume that the amount is deposited at the end of each year.

Solution
The future value of this deposit will be:

    = ` 1,000 (1.10)3 + ` 1,000 (1.10)2 + ` 1,000 (1.10) + ` 1,000 (1.10)0
    = ` 1,000 (1.331) + ` 1,000 (1.21) + ` 1,000 (1.10) + ` 1,000 (1)
    = ` 1,331 + ` 1,210 + ` 1,100 + ` 1,000 = ` 4,641.
The annuity can, however, be easily computed with the help of the formula given hereunder:
FVAn = A (1 + r)n – 1 + A (1 + r)n – -2 + A (1 + r)n – 3 … + A (1 + r)n – n, or A
[The expression A (1 + r)n – n = A (1 + r)0 = A × 1 = A]

or A [(1 + r)n – 1] ÷ r.

or FVAn = A 
( )1 1+ −











r
r

n

Where  FVAn = Future value of an annuity with a duration of n periods
      A = constant periodical flow
       r = rate of interest per period
       n = duration of the annuity
The term [(1 + r)n – 1] ÷ r] is called the future value interest factor of an annuity (FVIFAr, n). The value of 

this factor, with several combinations of r and n, is given in Table 2 at the end of the book.

Applications
The future value annuity concept and formula can be applied in various conditions and contexts. Some such 
contexts have been given as follows:

(A) (i) Accumulated Amount in Your PPF Account

Example: If you decide to deposit `. 70,000 per annum in your Public Provident Fund (PPF) account for fifteen 
years, what will be the accumulated amount in your PPF account at the end of fifteen years, if the rate of 
interest is 9 per cent per annum?

Solution
The accumulated sum will be:
` 70,00 (FVIFA, 9 per cent, 15 years)

    = ` 70,000 
( . )

.
1 09 1

0 09

15 −











    = ` 70,000 [29.361]
    = ` 20,55,270.
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(A) (ii) To Buy a House at a Future Date

Example: Suppose you want to buy a house after say, ten years, when it is expected to cost you a sum of ` 10 
lakh. How much should you save annually so as to accumulate the required sum, if the prevailing compound 
rate of interest is 9 per cent per annum?

Solution
The future value interest factor for ten years annuity at a compound rate of interest at 9 per cent per annum 

will be
       FVIFAn = n = 10 yrs, r = 9%

    = ( . )
.

1 0 09 1
0 09

10+ −

Therefore, the annual saving has to be:

    ` 10 00 000
15 193

, ,
.

 = ` 65,819.79

(B) Annual Deposit in the Capital Redemption Reserves (CRRs)

Example
Lakshmi Electricals needs to redeem its non-convertible debentures (NCDs) of ` 10 lakh after five years from 
now. What amount should the company deposit in the sinking fund account for the purpose, every year, if the 
interest payable by the company on these NCDs is at 15 per cent per annum, compounded annually?

    FVIFA = 
( . )

.
1 0 15 1

0 15

5+ −
 = 6.742

    = ` 
10 00 000

6 742
, ,
.

    = ` 1,48,323.94

(C) How to Find Out the Rate of Interest?

Example: If a finance company pays a lump sum amount of ` 12,000 at the end of five years to the person who 
makes a deposit of ` 2,000 per annum for five years, what is the effective rate of interest, inherent in this deal?
Solution. This calculation is to be done in two steps.

Step 1
The FVIFAr6 for the agreement will be:
        ̀  12,000 = ` 2000 × FVIFA r,5

     FVIFAr,5 
`

`

12 000
2 000

,
,

 = 6

Step 2
Now, let us look at the FVIFArn Table at the end of the book and locate the row corresponding to five years, 

which is close to six. Thus, we find that 5.985 is close to 6, which appears in the row for the interest at 9 per 
cent. Thus, in the present case, the rate of interest will be slightly higher than 9 per cent per annum.

PRESENT VALUE OF AN ANNUITY

If you were to receive ̀  10,000 annually for three years, and the amount was receivable at the end of each year, 
what will be the present value of such receipts at the discount rate of 10 per cent per annum?
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Solution. The present value of such receipts will just be the aggregate of the present value of all the inflows of 
the annuity, which can be computed as folows:

  ` 10,000 
1

1 10.






 + ` 10,000 
1

1 10

2

.






 + ` 10,000 
1

1 10

3

.






  = ` 10, 000 × (0.9091) + ` 10, 000 × 0.8264 + ` 10,000 × (0.7513) = ` 24,868.
The formula for such computation is:

    PVAn = 
A

(1 )
A A A
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+
+ +

+
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Where PVAn = Present value of an annuity having the duration of n periods
      A = Constant periodical flow
    r = discount rate
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 is reffered to as the present value interest factor for an annuity (PVIFAr, n).

Table 4, given at the end of the book, gives the value of PVIFA for several combination of r (rate of interest) 
and n (number of years).

Present Value of a Perpetuity
What is meant by a perpetuity?

Perpetuity is an annuity of an infinite duration (period). Therefore, the present value of the perpetuity may 
be expressed as follows:

    P  ∞ = A × PVIFA r, ∞	d
Where P ∞ = Present value of a perpetuity
     A = Constant annual payment
PVIFAr, ∞    = Present value interest factor for a perpetuity (i.e., an annuity of an infinite duration)
Thus, the value of PVIFAr, ∞ will be equal to:

   
t

tr r=

∞

∑ +
=

1

1
1

1
( )

In simple terms, the present value interest factor (PVIF) of a perpetuity is just 1 divided by the rate of interest, 
expressed in decimal form. That is, the present value of a perpetuity is nothing but equal to the constant annual 
payment, divided by the rate of interest.

Let us take an illustrative example.
Example: Compute the present value of a perpetuity of ` 1,00,000 with the rate of interest at 10 per cent per 
annum.
Solution. It will come to:

   1 00 000
0 10

, ,
.

 = ` 10,00,000

That is to say that, at the interest rate of 10 per cent per annum, the annual yield on the initial sum of 
`  10,00,000 will be 10,00,000 × 0.10 = ` 1,00,000.
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But, at the rate of interest at 12.5 per cent per annum, the annual yield by way of interest to the tune 
`  1,00,000 will accrue on the initial investment of ` 8,00,000 only, instead of ` 10,00,000.

\    ` 8,00,000 × 0.125 = ` 1,00,000.
This means that if you want to get an annual return of ` 1 lakh perpetually, that is for all times to come 

(without any interruption), and, at the same time, without involving any reduction in the principal amount 
invested, at the rate of 12.5 per cent per annum and 10 per cent per annum, respectively, you are required to 
make an actual investment of ` 8 lakh and ` 10 lakh respectively.

COMPOUNDING FOR LESS THAN ONE YEAR PERIOD

We have so far seen as to what happens when the compounding is done annually. We will now proceed to see 
the results, when the compounding is done more frequently than just annually, say, half-yearly, quarterly, 
monthly, etc.
Example: Suppose that you deposit a sum of ` 10,000 with a bank, which pays you interest at 10 per cent per 
annum and the interest is paid every half year. And, you have dicided to invest the interest so paid, half-yearly, 
with the bank instantaneously, without drawing it.
Solution. Thus, your deposit will grow as follows:
 First six months Principal at the beginning ` 10,000
  Interest for six months ` 500
  (` 10, 000 × 0.10 ÷ 2)
  Principal at the end of the first 6 months ` 10,500
 Second six months Principal at the beginning of the next 6 months ` 10,500
  Interest for 6 months on ` 10,500 ` 525
  (` 10, 500 × 0.10 ÷ 2)
  Principal at the end of the second half year ` 11,025

But then, if the compounding would have been done annually instead, the principal at the end of the full one 
year would have been just ` 11,000 and not ` 11,025.

Thus, the difference between ` 11,025 under the half-yearly compounding, and ` 11,000 under yearly 
compounding, comes to ` 11,025 less ` 11,000 = `. 25. This amount of ` 25 represents the amount of interest 
received on the amount of interest for the first half year (i.e., ` 500) reinvested for the next six months (which 
works out as

     ` (500 × 0.10) ÷ 2 = ` 25.
Here, we may also say that, as the sum of ` 10,000 grows to ` 11,025, the effective rate of interest will be 

(11,025 – 10,000) ÷ 10,000 = 1025 ÷ 10,000 = 0.1025 or 10.25 per cent per annum. In the instant case, the 
nominal rate of interest will be only at 10 per cent per annum, instead.

The formula for the future value of single cash amount, where the compounding is done more frequently 
than yearly, is

       FVn = PV 1 +





r
m

mxn

Where
 FVn = Future value after n years
  PV = Present value (cash today)
     r = nominal rate of interest per annum
   m = number of times the compounding is done during the period of one year
  n = number of years for which compounding is done

Example: Compute the value of a deposit of `. 10,000 at the end of five years, if the nominal rate of interest is 
10 per cent per annum and the compounding is done quarterly; that is, four times per year.
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Solution. The amount will be

 ` 10,000 1
0 10

4

4 5

+





. ×

 = ` 10,000 (1.025)20

    = ` 10, 000 (1.6386) = ` 16,386.

DISCOUNTING FOR LESS THAN ONE YEAR PERIOD

We have seen earlier that in the case of intra-year compounding, shorter compounding period (like monthly, 
quarterly, half yearly) is involved. This, in fact, implies two things:
 (i) The number of period goes up (increases), and
 (ii) The compounding rate, applicable per period, goes down (decreases).
  And, exactly the similar things happen in the case of the shorter discounting period, too. That is,
 (iii) The number of period increases and
 (iv) The rate of discounting per period decreases.

The formula for computing the present value, in the cases of the discounting, where the discounting period 
is shorter than one year, is given as follows:

                  PV = FVn 
1

1 +



















r
m

mn

Where
 PV = present value
  FVn = cash flow after n years
       m = number of times the discounting is done, per year
    r = annual rate of discount

Example: Suppose that you are expecting to receive a sum of ` 1 lakh at the end of five years. And, you want to 
compute the present value of such periodical receipts when the discount rate is 10 per cent (i.e., r = 0.10) and 
the compounding period is quarterly (i.e., m = 4).
Solution. By applying the above formula we get:

           PV = FVn 1

1 +

















r
m

mn

    = ` 1,00,000 
1

1 0 10
4

4

+

















.

× 5

    ` 1,00,000 
1

1 025

20

.






    = ` 1,00,000 (0.610271) = ` 61,027.10

CONTINUOUS COMPOUNDING AND DISCOUNTING

Continuous Compounding means that the interest is paid on the investment on a daily compounding basis. 
In other words, in such cases, the interest is being paid, not on a yearly, quarterly or monthly basis, but on a 
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daily basis, instead, and that too, not at the simple but compound rate of interest, being compounded on daily 
basis. That is why, continuous compounding is also rightly referred to as Daily Compounding.

Mathematically represented, the continuous compounding function can be reduced to the following formula 
(equation):

    Fn = P × ei × n = P × ex

Where x = interest rate ‘i’, multiplied by the number of years ‘n’, and e is mathematically defined as equal 
to 2.7183.

(The values of continuous compounding have been given in Table 5 at the end of the book). A Scientific 
calculator may as well be used for the purpose.

Let us take an illustrative example.
Example: Calculate the compound value of ` 1,000, whereon interest is being paid at 12 per cent per annum, 
compounded continuously (that is, on daily basis), for two years.
Solution

     F2 = ` 1,000 × e(0.12) (2)

        = ` 1,000 × e0.24
       = ` 1,000 × (2.7183)0.24 = ` 1,000 × 1.2712 = ` 1,271.20.
Let us take another illustrative example.

Example: Calculate the compound value of `. 5,000, whereon interest is being paid at 14 per cent per annum, 
compounded continuously (that is, on daily basis) for three years.
Solution

     F3 = ` 5,000 e(0.14) (3)
       = ` 5,000 e0.42
       = ` 5,000 × (2.7183)0.42 = ` 5,000 × 1.5220 = ` 7,610 .
The above formula, i.e., Fn = Pe(i) (n) can be transformed into the following mathematical formula (equation) 

for calculating the net present value (NPV) of money, on a continuous discounting basis:

    P = F

e
n

i n( ) ( )
 = Fn × e–(i) (ii)

(The values of continuous discounting have also been given in the Table 5 at the end of the book).
Thus, conversely speaking, if ` 1,271.20 is becoming due for payment after two years and the discount rate 

is 12 per cent per annum, the net present value (NPV) of this amount will be ` 1000, as is shown as follows.

    P = 
1 271 2
1 2712
, .
.

 = ` 1,000

Similarly, conversely speaking, for the second illustrative example given above, if ` 7,610 is becoming due 
for payment after three years and the discount rate is 14 per cent per annum, the net present value (NPV) of  
his amount will be ` 5000, as is shown as follows:

    P = 7 610
1 522
,
.

 = ` 5,000

       @ Fn = P × ei × n

 SUMMARY
Time Value of Money signifies that, because of the inflationary factor, a rupee has more value today, as 
compared to its value a few years later. A sum of ` 1,000, invested for three years, with interest at 10 per 
cent per annum, compounded annually, becomes ` 1,331 at the end of three years. Conversely, a sum of 
` 1,331, to be received three years hence, will have the value of ` 1,000 only as of today, referred to as 



 TIME VALUE OF MONEY 515

the Net Present Value (NPV), and the factors are known as the compounding and discounting factors, 
respectively. The present value of money needs to be ascertained to accurately evaluate any project or 
business decisions, involving comparison and aggregation.
The formula for computing the compounded value, or future value of money, or an investment, after a 
certain number of years, at a given rate of interest, is as follows:
FVn = PV (1 + r)n . The term (1 + r)n is called the ‘future value interest factor’, or simply the ‘future value 
factor’.

Net Present Value (NPV)
We may find out the net present value of any sum by applying the process of discounting – the reverse of 
the process of compounding. Accordingly, the formula for discounting is as follows:

   PV = FVn 

1
1( )+











r n

 or PV = FVn 

1
1( )+











r n

n

Here, the factor 1 ÷ (1 + r)n is called the discounting factor, or the present value interest factor (PVIFr.n).

Future Value of an Annuity
An annuity is a stream of constant cash flow (receipts or payments – inflows or out flows), which occurs 
at regular intervals, like monthly, quarterly, half-yearly, or yearly, like payment of premium on a life 
insurance policy. Here we assume that the amount is deposited at the end of each year.
The annuity can, however, be easily computed with the help of the following formula.
   FVAn = A(1 + r)n – 1 + A(1 + r)n – 2 + A(1 + r)n – 3 … + A(1 + r)n – n

The term [(1 + r)n – 1] ÷ r is called the future value interest factor of an annuity (FVIFA).
The future value annuity concept and formula can be applied in finding out the following:

 (i) Accumulated amount in your PPF account,
 (ii) To buy a house at a future date,
 (iii) Annual Deposit in the Capital Redemption Reserves (CRRs)

Present Value of an Annuity
If you were to receive ` 10, 000 annually for three years, and the amount was receivable at the end of 
each year, what will be the present value of such receipts at the discount rate of 10 per cent per annum? 
The present value of such receipts will just be the aggregate of the present value of all the inflows of the 
annuity, which can be computed as follows:

  ` 10,000 
1

1 10.






 + ` 10,000 
1

1 10

2

.






 + ` 10,000 1
1 10

3

.






  = ` 10,000 × 0.9091 + `.10, 000 × 0.8264 + `.10,000 (0.7513) = ` 24,868.
The formula for such computation is:

   PVAn = A
(1 + )

A A
(1 + )r

A
r r rn n+

+
+ +

+
+−( )

...
( )1 12 1

Present Value of a Perpetuity
Perpetuity is an annuity of an infinite duration (period). Therefore, the present value of the perpetuity 
may be expressed as follows:
    P = A × PVIFA r, ∞
Thus the value of PVIFAr  ∞ will be

    
t

tr r=

∞

∑ +
=

1

1
1

1
( )
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In simple terms, the present value interest factor (PVIF) of a perpetuity is just one, divided by the rate 
of interest, expressed in decimal terms. That is, the present value of a perpetuity is nothing but equal to 
the constant annual payment divided by the rate of interest.
The formula for the future value of single cash amount, where the compounding is done more frequently 
than yearly, is given as follows:

    FVn = PV 1 +





r
m

mxn

The formula for computing the present value, in the cases of the discounting, where the discounting period 
is shorter than one year, is given as follows:

     PV = FVn 
1

1 +

















r
m

mn

 REVIEW QUESTIONS
 1. ‘A rupee has more value today, as compared to its value a few years later’. Do you agree? Give reasons for your 

answer, with some illustrative examples.
 2. Explain the rules of 72 and 69 for calculating the doubling period, with the help of some examples.
 3. What do you understand by the term ‘Net Present Value (NPV)’

 PRACTISE PROBLEMS
 1. Krishna Krafts currently employs 2,500 persons and the number is expected to grow at 12 per cent per annum. 

Find out as to how many employees will the company have three years hence?
 2. What will be the present value of ` 5, 000 six years hence, if the prevailing rate of interest is 9 per cent per 

anum?
 3. What is the present value of ̀  7,000 receivable five years hence, if the rate of discount is 12 per cent per annum?
 4. Sujata deposits a sum of ̀  3,000 annually in Corporation Bank, Gomti Nagar Branch, Lucknow, for five years, 

where the deposit earns a compound rate of interest at 7 per cent per annum. Calculate the amount of the 
series of deposits (an annuity) at the end of the period of five years. Assume that the amount is deposited at 
the begining of each year.

 5. If you deposit `. 50,000 per annum in your Public Provident Fund (PPF) account for fifteen years, what will 
be the accumulated amount in your PPF account at the end of fifteen years, if the rate of interest is 8 per cent 
per annum?

 6. If you were to buy a house after say, nine years, when it is expected to cost you a sum of ` 25 lakh, how much 
amount should you save annually, so as to accumulate the required sum, if the prevailing compound rate of 
interest is 7 per cent per annum?

 7. Goodluck Granites is required to redeem its non-convertible debentures (NCDs) of ` 25 lakh after six years 
from now. What amount should the company deposit in the sinking fund account for the purpose, every year, 
if the interest payable by the company on these NCDs is at 11 per cent per annum, compounded annually?

 8. A finance company offers to pay a lump sum amount of ` 36,000 at the end of fifteen years to the person who 
makes a deposit of ` 6,000 per annum for five years. Compute the effective rate of interest, inherent in this 
deal.

 9. If you were to receive ` 20,000 annually for five years, and the amount was receivable at the end of each year, 
what will be the present value of such receipts at the discount rate of 7.5 per cent per annum?

 10. Compute the present value of perpetuity of ` 2,00,000 with the rate of interest at 7.5 per cent per annum.
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 11. Piyush deposits a sum of ̀ . 25,000 with a bank, which pays him interest at 7 per cent every half-year. And, the 
interest so paid, half-yearly, he invests with the bank instantaneously, without drawing it. In what manner 
will his deposit grow?

 12. (a) Amit deposits a sum of ` 15,000 with a bank, which pays him interest at 6.5 per cent per annum every 
quarter. And, the interest so paid, quarterly, he invests with the bank instantaneously, without drawing 
it. In what manner will his deposit grow?

 (b) If Amit were to be paid the interest each month, instead, would the position be any different? Explain.
 13. Compute the value of a deposit of ` 40,000 at the end of seven years, if the nominal rate of interest is 8 per 

cent per annum and the compounding is done:
 (i) quarterly,
 (ii) monthly,
 (iii) half-yearly, and
 (iv) yearly.
 14. Ramesh is expecting to receive a sum of ` 5 lakh at the end of six years. Compute the present value of such 

periodical receipts when the discount rate is 6.5 per cent per annum and the compounding period is:
 (i) quarterly,
 (ii) monthly,
 (iii) half-yearly, and
 (iv) Yearly.





Capital Budgeting 
(Capital Investment Decisions)

Make measurable progress in reasonable time.
– Jim Rohn

You read a book from beginning to end. You run 
the business the opposite way.

You start with the end, and then you do every-
thing you must to reach it.

– Harold Geneen
Good business leaders create a vision, articulate 

the vision, passionately own the vision, and 
relentlessly drive it to completion.

– John Welch

Chapter 26

LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
	 • Concept and Importance of Capital Budgeting
 • Phases of Capital Budgeting Process
 • Measures for Avoiding Time-Overruns and Cost-Overruns
 • Performance Review and Cost-Benefit Analysis
 • Some General Guiding Principles
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INTRODUCTION

This chapter tells us about Capital Budgeting, why is it considered so important what are its different phases. 
The various project classifications and how are investments evaluated an so on.

WHAT IS CAPITAL BUDGETING?

Capital budgeting is a business tool for making capital expenditure decisions. It may, however, be better to 
use the term ‘capital investments’, rather than ‘capital expenditures’, as the technique involves the outlays of 
funds, which yield the desired benefits and gains in the near future (say, in three to five years or even more), 
and that too, in a phased manner. While the raising and management of short-term funds (working capital 
decisions) and long-term funds (investment decisions) are important financial decisions, the most critical and 
crucial aspect of the business management pertains to the steps and strategies concerning the allocation of its 
capital, referred to as the capital budgeting decisions. It is for this specific reason that the capital budgeting 
decision is also referred to as the strategic asset allocation decision.

CAPITAL BUDGETING: WHY CONSIDERED SO IMPORTANT?

Capital Budgeting exercise is considered to be so crucial because, it involves high value investments and also 
has far-reaching long-term ramifications, and once the project gets started, any reverting back becomes too 
difficult and damaging, expensive and a loss-making proposition.

Therefore, ‘think and re-think, plan and re-plan’, seems to be of essence in the capital budgeting exercise. 
Accordingly, it should necessarily involve the top executives and the engineers as also the technical and finance 
experts, plus the people from the purchase, production and marketing divisions, with a view to jointly evaluating 
and assessing the capital investment proposals. Conversely speaking, such decisions should not be left to the 
finance manager alone.

PHASES OF CAPITAL BUDGETING PROCESS

We will now discuss the various steps and phases involved in the capital budgeting exercise.

Step 1
First, the Potential Investment Opportunities should be identified. Immediately thereafter, we should form a 
Top Planning Committee, which is referred to as the Business Organization Development Committee (BODC). 
This committee prepares the estimate for the future ‘sales’, which, in turn, becomes the base for the estimates 
of the various items involved in capital budgeting. For example, the estimates for the ‘Production’ of goods and/
or services, and the various resources and materials required for the purpose.

Step 2
Hereafter, comes the turn of the estimates for plant and machinery, men and materials, and so on. The future 
investments may be estimated in the following steps and phases:
 1. We must scan and monitor the external environment, so as to sense and detect the investment 

opportunities.
 2. Then, we must go on to formulate a Corporate Strategy based on SWOT (Strength, Weakness, 

Opportunities, Threats) Analysis.
 3. Such a corporate strategy must then be shared among all the members of the top planning committee, 

as also among the other officers involved in the budgeting and implementation process.
 4. It will augur well if the employees are urged and motivated to make some suggestions, by giving them 

the impression and feeling that these are greatly valued by the top management.
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 5. Then, on receipt of the suggestions, they must be properly evaluated, accepted, modified, or rejected, as 
the case may be.

 6. Now comes the turn for the integration of the budget estimates, prepared by different departments and 
functional areas. Such proposals are examined by various functionaries, before their submission to the 
capital budgeting committee, so that it gets thoroughly scrutinized from different angles and points of 
view. Here, the creation of a climate of coordination and cooperation, interdependence and mutual help, 
and in effect, building an effective team, and sustaining the team spirit all through, is of essence.

Step 3
Here, the stage is finally set for the commencement of the decision-making process. Here, it must be emphasized 
that the decisions pertaining to high value expenditures should be cleared by the top planning committee. The 
officers at different lower levels, however, must be delegated some discretionary financial powers, commensurate 
with their role and responsibility, and their position in the hierarchy, so that they may take prompt and on-
the-spot decisions, up to a certain extent, without waiting for clearance from the top planning committee.

Step 4
Now starts the exercise for preparation of the capital budget and the appropriation or allocation of funds. Here 
again, the projects, involving smaller investments, could well be decided by the executives of different lower levels, 
according to their seniority and position, to ensure prompt action and implementation. The projects, involving 
high value investments should, however, necessarily require the seal of approval and clearance from the top 
planning committee, which, in turn, must ensure that the company has sufficient and satisfactory financial 
resources. Only thereafter, the appropriation order must be issued, and that too, well before undertaking the 
respective projects.

Step 5
Before the project implementation stage begins, the various investment proposals need to be converted into 
concrete and specific projects, which, in fact, is a crucial and complex, risk-prone and time consuming process.
It must always be borne in mind that any kind of delay, at any stage, may necessarily lead to cost overruns, 
which, in turn, may mostly upset the whole capital budgeting exercise, and may even put the project itself in 
jeopardy. We should, therefore, always remember the adage that ‘Time is Money’, and especially so in money 
matters.

HOW TO AVOID TIME OVERRUNS?

Time overruns could be avoided by adopting the following helpful measures:
 (i) Adequate Project Formulation
  It is most important and vital that the project must be formulated with great care and consideration of 

the various facets and factors involved.

 (ii) Responsibility Accounting
  Besides, care should be taken to adequately define and fix the responsibilities on the respective task 

heads, with a view to completing the assigned tasks on time, well within the allotted resources and funds, 
and by adopting all possible cost-effective strategies.

 (iii) Network Techniques
  The network techniques like, Programme Evaluation Review Technique (PERT) and Critical Path Method 

(CPM), should be put to most fruitful and effective use, so as to facilitate the periodical monitoring of 
the progress at regular intervals.
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PERFORMANCE REVIEW

Periodical performance review of the progress and performance, as per the schedule, must invariably and 
meticulously take place, so as to compare the actual performance with the projected levels, and to critically 
analyse the facilitating and hindering factors, responsible for the favourable or unfavourable variances (and 
not necessary the positive or negative variances) in the various areas of work and performance. For example, a 
positive variance in income may be termed as favourable, but a positive variance in cost or time overruns may 
be termed as unfavourable, and vice versa.

CLASSIFICATION OF PROJECTS

Project appraisal and analysis involve a lot of time and effort. But then, all projects may not deserve the same 
intensity and attention. In fact, it would be prudent to vary the extent of such efforts, in accordance with the cost 
and complexity of the project, based on the principle of costs and resultant benefits. Based upon the aforesaid 
considerations, the projects are generally classified by most of the companies under the following categories:
 (i) Mandatory Investments: There are certain investments, which have to be undertaken, to meet the 

statutory requirements, like in the pollution-control equipments, medical dispensaries, fire-fighting 
equipments, crèche within factory premises, and so on. But, such investments hardly generate any 
revenue. Accordingly, our main focus for such endeavours should necessarily be to fulfil our statutory 
requirements in the most cost-effective manner.

 (ii) Projects for Replacements: It makes prudent business sense to replace the old and obsolete equipments 
with the modern and sophisticated ones, regularly and timely, so as to substantially save the cost of labour, 
raw materials and power, as also to improve upon the productivity of the company and the quality of its 
products. We must distinguish between the economic life and the running life of our assets, and act wise 
and fast. Such investments could be evaluated in a rather straightforward manner, though sometimes 
even a detailed analysis and appraisal may be required.

 (iii) Projects for Expansion: Such projects involve increasing the installed capacity and/or expansion of the 
distribution network. In such cases, a clear forecast of the expansion of the market and the growth in the 
demand of the products is most crucial. Thus, such projects involve a lot of risks and therefore, deserve 
close and detailed enquiries and evaluations. Accordingly, it would augur well if such projects are decided 
upon, and cleared by, the top management.

 (iv) Projects for Diversification: Diversification involves production of new products and services, and/or 
entering into new geographical areas. Such projects involve high risks, and huge investments, and 
accordingly, deserve personal attention, concerted efforts, and thorough evaluation, on the part of the 
top executives, both in quantitative and qualitative terms. Such projects call for an active involvement 
of the board of directors also.

 (v) Projects for Research and Development: Till recently, Indian companies were not investing significant 
amounts and efforts in the R&D area, though its importance for the growth of the company, as also 
for the development of the national economy, can hardly be overemphasized. Accordingly, the Indian 
government, with a view to boosting the R&D efforts, has provided several tax incentives. Of late, the 
position is changing significantly and quickly. For example, the R&D efforts of Ranbaxy Laboratories 
has started paying rich dividends to the company, in that several of its pharmaceutical products have 
been patented and have got the approval of various developed countries like the USA, UK, Germany, 
and so on. Such projects are full of uncertainties and high risks, and involve sequential decision-making. 
Accordingly, in such cases, the quantitative decision-making techniques, like the discounted cash flow 
(DCF) and so on, are not applied. Instead, these are decided through executive discretion and judgement. 
Some companies, however, apply quantitative techniques, like the decision tree analysis, or option analysis 
approach, for evaluating such projects.

 (vi) Miscellaneous Project: This category of projects includes all the other projects not specifically categorized 
as one. These, even include interior decoration, landsscaping and gardening. As there is no specific 
decision-making technique, designed for such projects, the individual preferences of the top executives 
play a crucial role in deciding any such projects.
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CRITERIA OF INVESTMENT EVALUATION

The investment decision rules are also referred to as the capital budgeting techniques, or the investment criteria, 
for measuring the economic worth of the investment in the proposed project. The basic aim of such decision is 
to maximise the worth of the shareholders.

The evaluation of any investment generally comprises the following three steps:
 (i) Estimating the cash flows,
 (ii) Estimating the required rate of return, and
 (iii) Applying the decision rules for making the right choice.
  The capital budgeting techniques may broadly be classified under the following two categories:
 (a) Discounted Cash Flow (DCF) Criteria, and
 (b) Non-discounted Cash Flow (Non-DCF) Criteria.

Further, the Discounted Cash Flow (DCF) Criteria comprise:
 (i) Net Present Value (NPV) [of money],
 (ii) Internal Rate of Return (IRR),
 (iii) Benefit Cost Ratio (BCR), Profitability Index (PI), and
 (iv) Discounted Payback (PB) Period.

The Non-discounted Cash Flow (Non-DCF) Criteria comprise:
 (i) Payback (PB) Period, and
 (ii) Accounting Rate of Return (ARR) or Return on Investment (ROI) Technique:

The investment criteria can be summarized as is shown in Fig. 26.1.
In this connection, it may be pertinent to mention here that the Net Present Value (NPV) criterion (amongst 

a wide range of criteria to judge the worthwhileness of investment), has been found to be the most acceptable 
and valid technique, for reliably evaluating the proposed investment project, with a view to meeting the prime 
objective of maximizing the worth of the shareholders. The important investment criteria, classified into two 
broad categories – discounting criteria and non-discounting criteria – have been presented in Fig. 26.1.

Investment
criteria

Discounting
criteria

Non-discounting
criteria

NPV

IRR

BCR

Discounted
PB period

(Non-discounted
PB period)

ARR or ROI

= (Net present value)

= (Internal rate of return)

= (Benefit cost ratio)

= (Discounted payback period)

= (Non-discounted payback period)

= (Accounting pate of return
of return on investment)

   
 Figure 26.1 Investment 

Criteria

We will now proceed to discuss these techniques, one after the other.

(i) Net Present Value (NPV) Technique
The Net Present Value (NPV) technique is one of the Discounted Cash Flow (DCF) techniques, which takes 
into account the principles of time value of money. That is, it validly recognizes that the cash inflows, arising at 
different points in time, differ in their real value, and become comparable only after their equivalent (present) 
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values have been determined. Thus, the NPV must be computed by subtracting the present value of cash outflows 
from the present value of cash inflows, and the project should be accepted only when the resultant NPV comes 
out to be a positive figure, i.e. when the NPV is greater than zero. Accordingly, when the NPV comes out to be 
in the negative, the proposed project must be declined outright. But then, if it comes out to be exactly zero or 
equal, the management may use its discrete business sense to decide whether at all to go for it or not.

Let us take an illustrative example.

Example 1
Project Victory costs ` 2,500 now, and has the following stream of year-end cash inflows for the years one to 
five (Table 26.1).

TABLE 26.1 Year-end Cash Inflows

Year Cash Inflows

1 ` 900

2 ` 800

3 ` 700

4 ` 600

5 ` 500

The opportunity cost of capital is 10 per cent. Compute the NPV for the project.

Solution

     NPV = 
` ` ` ` `900

1 0 10
800

1 0 10
700

1 0 10
600

1 0 10
50

2 3 4( . ) ( . ) ( . ) ( . )+
+

+
+

+
+

+
+ 00

1 0 10 5( . )+
 (less) ` 2,500

For Present Value Interest Factor, or simply Present Value Factor (PVF) for the years one to five, as shown 
below in short as PVF1, PVF2, PVF3, PVF4 and PVF5, respectively,

    = ` 900 ( PVF1, 0.10) + ` 800 (PVF 2,0.10) + ` 700 (PVF 3,0.10)
     + `. 600 (PVF 4,0.10) + ` 500 ( PVF 5,0.10) (less ) ` 2,500
    = (` 900 × 0.909) + (` 800 × 0.826) + (` 700 × 0.751)
     + `. 600 × 0.683 ) + (` 500 × 0.621) (less ) ` 2, 500
    = ` 818.10 + ` 660.80 + ` 525.70 + ` 409.80 + ` 310.50 (less) ` 2,500
    = ` 2,724.90 (less) ` 2,500
    = (+) ` 224.90 (a positive figure)
(A detailed discussion on the Net Present Value (NPV) technique appears in chapters 25 of the book.)
(The NPV of the project can also be found out just by referring to Table 26.3 given at the end of the book.)
We may, thus, observe that the present value of cash inflows is ̀  2,724.90, which is greater than the present 

value of cash outflows at ` 2,500, by ` 224.90 (i.e. ` 2,724.90 less ` 2,500 = ` 224.90).
Thus, the project generates a positive NPV of ` 224.90, which goes to suggest that it will add to the worth 

(or wealth) of the shareholders. The obvious decision, therefore, will be to accept the proposed project.

(ii) Internal Rate of Return (IRR) Technique
The Internal Rate of Return (IRR) of a project is the discount rate at which its NPV is equal to zero. That is, it 
is the discount rate, which equates the present value of the future cash flows with the initial investment. We 
may thus, observe that, while in the case of the NPV method, we assume that the discount rate (cost of capital) 
is known, and then we proceed to compute the NPV, in the IRR method, we first set the NPV at zero and then 
go to determine the discount rate, which satisfies this condition.

Let us take an illustrative example.



 CAPITAL BUDGETING (CAPITAL INVESTMENT DECISIONS) 525

Example 2
The cash inflow of the Project Vijai has been given in Table 26.2.

TABLE 26.2 Cash Inflow of Project Vijai

Year Cash Inflows
0 ` 100

1 ` 30

2 ` 30

3 ` 40

4 ` 45

Compute the IRR for the project.

Solution
The IRR would be the value of ‘r’ (rate of interest), which should satisfy the following equation:

      100 = 
30

1 0 15
30

1 0 15
40

1 0 15
45

1 0 151 2 3 4( . ) ( . ) ( . ) ( . )+
+

+
+

+
+

+
The value of ‘r’ (rate of interest) is to be found out by trial and error method. Here, we may have to try 

different levels of ‘r’ (rate of interest), till we are able to find out that the right hand side of the above equation 
is equal to ` 100. Let us first take the ‘r’ (rate of interest) to be 15 per cent. At this rate, the right-hand side of 
the above equation comes to ` 100.807, as follows:

     
30

1 0 15
30

1 0 15
40

1 0 15
45

1 0 151 2 3 4( . ) ( . ) ( . ) ( . )+
+

+
+

+
+

+

    = 
30

1 15
30

1 15
40

1 15
45

1 151 2 3 4( . ) ( . ) ( . ) ( . )
+ + +  = ` 100.807.

    = 30
1 150

30
1 322

40
1 521

45
1 749. . . .

+ + +

    = 26.087 + 22.693 + 26.298 + 25.729 = ` 100.807.
As this value is a little higher than our projected (expected) value (i.e. ` 100), we may make another attempt 

by slightly raising the value of ‘r’ (rate of interest) say, at 16 per cent.
This is so because, a higher ‘r’ lowers the value of the right-hand side and conversely, a lower ‘r’ increases 

the value of the right-hand side.
The computation has been shown as follows:

     
30

1 0 16
30

1 0 16
40

1 0 16
45

1 0 161 3 3 4( . . ) ( . . ) ( . ) ( . )
+ +

+
+

+

     
30

1 0 16
30

1 0 16
40

1 0 16
45

1 0 161 3 3 4( . . ) ( . . ) ( . ) ( . )
+ +

+
+

+
 = ` 98.623

    = 
30

1 160
30

1 346
40

1 561
45

1 811. . . .
+ + +

    = 25.862 + 22.288 + 25.625 + 24.848 = ` 98.623.
Now, the right-hand side has come to ̀  98. 623 instead, whereby the present value has become less than ̀  100.
We may thus, safely conclude that the value of ‘r’ (rate of interest) lies somewhere between 15 per cent and 

16 per cent. However, for all our practical purposes, this much of estimation should be good enough to serve 
the desired purpose.

But then, if we are interested in somewhat refined and quite close approximation, we may follow the following 
steps.
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 1. Determine the NPV of the two closest possible rates of return, i.e. (100.807 – 1) and (98.623 – 100 = 
1.377). [These figures have been worked out in absolute terms, and not in terms of (+) or (–)], (say, 15 
per cent and 16 per cent), as has been shown above, which has come to 0.807 and 1.377, respectively.

 2. Now, add up these two absolute values, which comes to 0.807 + 1.377 = 2.184.
 3. Compute the ratio of the NPV of the smaller discount rate (vide Step 1) and the sum obtained in Step 2 

above. That is 0.807 ÷ 2.184, which comes to 0.37. [.807 + 1.377 = 2.184].
 4. Add the number, so obtained in Step 3, to the smaller of the two discount rates, that is 15+0.37 = 15.37 

per cent.
This way, we have been able to find out that, if calculated at the level of ‘r’ (rate of interest) at 15.37 per 

cent, the resultant IRR would be nearest approximation of our estimates.
The rule for making a decision pertaining to IRR is as follows:
Accept: If the IRR is greater than the cost of capital.
Reject: If the IRR is less than the cost of capital.

(iii) Benefit-Cost Ratio (BCR) or Profitability Index (PI) Technique:
The benefit-cost ratio (BCR) represents the ratio of the present value the benefits (cash inflows), at the required 
rate of return, to the initial investment (cash outflow). It may be either gross or net, i.e. gross minus one.

The formula for calculating the Benefit-Cost Ratio (BCR) or the Profitability Index (PI) is: 

      PI = PV of benefis (or cash inflows)
Initial investments (or cash outlay)

Accordingly, Net Benefit Cash Ratio (NBCR) = 
PV of Benefis ( ) Initial Investment

Initial investments
−

 or BCR – 1.

Let us take an illustrative example.

Example 3
The initial cash outlay of project Vivek is ` 100, and it is expected to generate cash inflows of `.40, ` 30, ` 50, 
and ` 20 in the years 1, 2, 3,and 4 respectively. The rate of discount is 10 per cent. Compute the Profitability 
Index (PI).

Solution

             BCR or PI = 
40

1 10
30

1 10
50

1 10
20

1 102 3 4( . ) ( . ) ( . ) ( . )
+ + +






  ÷ 100

or        BCR = [` 40 (PVF 1,0.10) + ` 30 (PVF 2,0.10)
     + ` 50 (PVF 3,0.10) + ` 20 (PVF4,0.10)] ÷ 100
    = [(` 40 × 0.909) + (` 30 ×0.826) + (` 50 × 0.751) + (` 20 × 0.683)] ÷ 100
(As per Table 3 given at the end of the book).
    = (36.36 + 24.78 + 37.55 + 13.66) ÷ 100 = [` 112.35 ÷ 100] = 1.1235
Therefore, NBCR = 1.1235 – 1 = 0.1235.
The rules of acceptance in such cases are as follows:
Accept, when BCR is greater than one; and reject, if it is less than one. But, if it is equal to one, the management 

could accept or reject it, at its own discretion.
Similarly: Accept when NBCR is greater than zero; and reject when it is less than zero. But if it is equal is 

zero, the management could accept or reject it, at its own discretion.

(iv) Discounted Payback Period Technique
To facilitate the understanding of this technique, we propose to first discuss the Payback (PB) Period Technique, 
which is much simpler and easy to understand and calculate, though it suffers from some inherent weaknesses, 
due to the fact that it does not take into account the most vital factor, like the time value of money.
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(v) Payback (PB) Period Technique
The Payback (PB) has been defined as the number of years required, for recovering the original cash outlay, 
invested in a project. In the cases where the projects generate constant annual cash flows, the payback period 
can be calculated by simply dividing the cash outlay by the annual cash flow.

Let us take an illustrative example.

Example 4
The project Vishal envisages an outlay of  ` 1,00,000 and generates an annual cash inflow of ` 20, 000 for six 
years. Compute the Payback (PB) period for the project.

Solution

The Payback (PB) period will be 
1 00 000
20 000
, ,

,
 = 5 years.

In the case of unequal (non-uniform) cash inflows, however, the payback (PB) period can be arrived at by 
adding up the cash inflows, till the stage the total becomes equal to the initial cash outlay.

Let us take an illustrative example.

Example 5
The project Vikas envisages a cash outlay of ` 50,000 and generates cash inflows of ` 10,000, ` 14,000, ` 20,000 
and ` 24,000 during the next four years. Compute the Payback (PB) period for the project.

Solution
When we add up the entire cash inflows, expected during the next four years, we find that at the end of the 
fourth year, the total cash inflows come to ` 68,000, which is in excess of the initial investment of ` 50,000 by 
` 18,000. But, by the end of the third year, it comes to ` 44,000 only, which is short of the initial investment 
of ` 50,000, by just ` 6,000. In case the cash inflows during every full one-year period is uniformly spread, the 
remaining ` 6,000 would get generated at the end of the third month of the fourth year as has been computed 
hereunder:

    
( , )

,
6 000 12

24 000
×

 3 months.

Thus, the Payback (PB) period comes to 3 years and 3 months, or 3¼ years.
 The Payback (PB) Period technique can be used both as the basis for accepting or rejecting a project (based 

on the benchmark set by the top management), as also for the ranking of more than one mutually exclusive 
projects, (based on the principle of shorter the pay back period, the better).

But then, there are some projects, which give a substantial cash return, but only towards the later part of 
its operation.

Let us take an illustrative example (Table 26.3).

Example 6
TABLE 26.3 Cash Flows

Year Cash flows (Project A) Cash flows (Project B)
0 (100) (100)

1 50 20

2 30 20

3 20 20

4 10 40

5 10 50

6 — 60
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Solution
In the case of Project A, the payback period is 3 years, while in the case of Project B it is 4 years. But then, 
in the year five and six, it is as high as 50 and 60 respectively. In the circumstances, the Project B should be 
considered to be more beneficial, and not the Project A, though having a shorter payback period.

Now, let us come back to discuss the ‘Discounted Period Technique’, referred to at item (iv) earlier at page 485.
As we have seen above, the Payback (PB) Period technique is too simplistic, in that it does not discount the 

cash flows for calculating the payback period. As a result, our calculations tend to become too unrealistic. The 
discounted payback period technique has, therefore, been evolved, which takes even the missing discounting 
factor into account. But then, even this refined technique fails to consider cash flows taking place after the 
payback period.

Let us take an illustrative example.

Example 7
The two Projects Ganesh and Kartik envisage the identical outlays of ` 400 each. The cost of capital is 10 per 
cent. The cash flows in rupees for both the Projects are as stated in the solution part in respect of both. Compute 
the discounted payback period.

Solution
The cash flows of the projects, and their respective discounted payback periods, are given in Table 26.4.

TABLE 26.4 Cash Flow

Cash Flows in Rupees

Yr. 0 Yr. 1 Yr. 2 Yr. 3 Yr. 4 Simple 
payback 
period

Discounted 
payback 
period

NPV at 
10 per 
cent

Projects Ganesh – 400 300 100 00 00 2yrs — —

PV of Cash Flows – 400 272.7 82.6 75.1 68.3 — 2.6 yrs* + 98.7$

Projects Kartik – 400 0 400 100 200 2yrs — —

PV of Cash Flows – 400 0 330.4 75.1 136.6 — 2.9 yrs@ + 142.1$

[For $, *, and @ – please refer to page 487 ]

$ [272.7 + 82.6 + 75.1 + 68.3 = 498.7 (less 400) = 98.7].
$ [330.4 + 75.1 + 136.6 = 542.1 (less) 400 = 142.1].
* [(272.7 + 82.6 = 355.3). This amount is short by 44.7 of 400, by the end of the second years. This balance 

amount will be realized in some fractional part of the third year), in the next 0.6 years (44.7 ÷ 75.1 = 0.6 years). 
Thus, 2 years + 0.6 years = 2.6 years].

@ [330.4 + 75.1 = 405.5). This amount is in excess of 400 by 5.5. Thus, 400 will be realised a little earlier than 
3 years by a fraction of a year, i.e. 0.1 year earlier than full 3 years, i.e. 3 years (less) 0.1 years = in 2.9 years.

As may be observed from Table 26.4, the simple payback method goes to suggest that both the projects are 
equally desirable, inasmuch as each of them indicate the same payback period of two years. But then, the 
discounted payback method suggests that the Projects Ganesh is preferable as its payback period of two years 
and six months is shorter than that of the Projects Kartik at two year and nine months. But finally, when we 
take into account the entire series of cash inflows, and apply the NPV rule, the Project Kartik appears to be 
decidedly a better choice, as it has a higher NPV at (+) 142.1 (as against the NPV of Projects Ganesh at (+) 98.7 
only), though its discounted payback period is higher.
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(vi) Accounting Rate of Return (ARR) or Return on Investment (ROI) Technique
The Accounting Rate of Return (ARR), also referred to as the Return on Investment (ROI), and also called the 
Average Rate of Return (ARR), is computed by dividing the average post-tax profit (net profit) by the amount 
of average investment. That is,

    ARR = 
Average Profit After Tax (PAT)

Average Investment

Alternatively, it may be found out by dividing the Profit After Tax (PAT) by the Book Value of the investment. 
That is,

    ARR = 
Profit After Tax (PAT)

Book Value of Investment

The numerator of this ratio indicates the average annual post-tax profit over the life of the investment, and 
the denominator indicates the average book value of the fixed assets committed to the project.

Let us take the following data pertaining to a project Table 26.5:

TABLE 26.5 Data Pertaining to a Project

Year Book value of the fixed investment (`) Profit after tax (`)

1 1,00,000 21,000

2 90,000 22,000

3 80,000 23,000

4 70,000 24,000

5 60,000 25,000

Total 4,00,000 1,15,000

Average (Total ÷ 5) 80,000 23,000

(By dividing the totals by 5, we get)

    ARR = 
Average profit after tax

Average Investment
= 23 000

80 000
,
,

 = 28.75%

The deciding principle in such cases is: higher the ARR, the better is the project. In fact, the top management 
should first stipulate and specify the expected and acceptable cut-off rate of return, and thus, the projects, 
which are equal to or greater than this cut-off point, will be accepted, and those with lower cut-off points should 
be rejected. Usually, such cut-off points, stipulated by most of the companies, have been found to be ranging 
between 15 per cent to 30 per cent.

The Accounting Rate of Return (ARR) method has the following advantages:
 (i) It is easy and simple to compute.
 (ii) The data are easily and readily available from the financial statements of the company, which are quite 

familiar to the business executives.
 (iii) It takes into account the benefits spread over the entire life of the project.

But then, it has the following inherent weaknesses, also:
 (i) It takes into consideration the accounting profit, and not the cash flow.
 (ii) Above all, it does not take into account the time value of money.
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SOME GENERAL GUIDING PRINCIPLES

 (i) The proposed project should be complementary to the existing activities of the company. We should, 
therefore, consider the resultant impact and effect of the respective activities, connected with the project, 
on the organisation as a whole, i.e. on its current and present activities. Care should, therefore, be taken 
that the new (proposed) activity is complementary to the existing activities of the organisation, and that 
it may not become competitive to some of its own activities, and thereby eat into its own profitability. We 
should, therefore, carefully see whether the new project is going to supplement and enhance the present 
activity of the company, and hence, its profitability (say, by way of backward integration), or otherwise. 
The example of the activities of competitive nature may be a parallel airline, competing with the parent 
airline itself, with respect to the common market share and the resultant profitability.

 (ii) Only opportunity cost should be taken into account and not the sunk costs (past or historical costs), which 
are quite irrelevant for the decision-making process with respect to projects.

 (iii) In a project appraisal exercise, however, only the incremental over-head costs need to be taken into 
account. That is, the cash flow should be measured on the basis of the incremental principle, whereby 
the changes in the cash flows, pertaining exclusively to the project in question alone, must be taken into 
account.

 (iv) As we all know, the investments of capital nature must always and invariably be financed from long-term 
sources of funds, like equity and term loans, inasmuch as any portion of short-term funds, invested in 
long term projects, amounts to diversion of funds, which, in turn, is viewed with great disfavour by the 
banks and other short-term lenders. The case of JK Synthetics is an illustrative case in point.

 (v) We should also effectively use the tool and technique of Project Scheduling and Monitoring (PRISM) 
System.

 SUMMARY
Capital Budgeting is a business tool for making capital investments decisions (or the strategic asset 
allocation decision). It is crucial because, it involves high value investments, an has far-reaching long-
term ramifications; and once the Project gets started, reverting becomes a rather difficult and loss-making 
proposition. It should necessarily involve top executives and the engineers as also the technical and finance 
experts, plus the people from the purchases, production and marketing divisions, to jointly evaluate the 
capital investment proposals.
Steps and Phases Involved in the Capital Budgeting Exercise

 1. After identifying Potential Investment Opportunities, a Top Planning Committee should be formed to 
prepare the estimates for the future level of ‘sales’, to serve as the base for estimates of various items 
involved, like the estimates for the ‘Production’ of goods and/or services, and the various resources 
and materials required.

 2. The estimates for plant and machinery, men and materials, must be prepared by scanning the external 
environment, to sense investment opportunities.

 3. A Corporate Strategy should be formulated, based on Strength, Weakness, Opportunities, Threats 
(SWOT) Analysis, which must then be shared among all the members of the top planning committee, 
as also among the other officers involved in the process.

 4. Employees must be encouraged to make suggestions; which must be greatly valued, too. These must 
be properly evaluated, and may be accepted, modified, or even rejected.

 5. The budget estimates of different departments must be integrated and thoroughly examined by various 
functionaries, before their submission to the capital budgeting committee. A climate of coordination 
and cooperation, interdependence and mutual help, and building an effective team, and sustaining 
the team sprit all through, is a must.
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 6. While the decisions, pertaining to the high value expenditures, should be cleared by the top planning 
committee, the officers at different lower levels must be delegated some financial discretionary powers 
upto a certain amount.

 7. The capital budget should then be prepared and the exercise of appropriation or allocation of funds 
should begin. The projects, involving high-value investments, should necessarily be approved and 
cleared by the top planning committee, which, in turn, must ensure that the company has sufficient 
and satisfactory financial resources.

 8. Before the Project Implementation stage begins, the various investment proposals need to be converted 
into concrete and specific projects. Any delay, at any stage, may necessarily lead to cost over runs, 
which may mostly upset the whole capital budgeting exercise.

How the Time Overrruns could be Avoided?
 (i) Project must be formulated with great care, considering the various factors involved.
 (ii) Defining and fixing specific responsibilities on the respective task heads, to ensure completion of the 

assigned tasks on time, well within the allotted resources and funds, and by adopting all possible 
cost-effective strategies.

 (iii) The network techniques like Programme Evaluation Review Technique (PERT) and Critical Path 
Method (CPM), should be effectively used, to facilitate the periodical monitoring of the progress. 
Periodical performance review of the progress, as per schedule, must take place to critically analyse 
the facilitating and hindering factors, responsible for the favourable or unfavourable variances in 
various areas of performance.

Classification of Project
 (i) Mandatory Investments: to meet the statutory requirements, like in the pollution control equipments, 

medical dispensaries, fire fighting equipments, and so on. As such investments hardly generate any 
revenue, all possible cost-effective measures must be taken

 (ii) Projects for Replacements: Old and obsolete equipments must be replaced with modern ones, 
regularly and timely, to save cost of labour, raw materials and power, as also to improve upon the 
productivity of the company, and the quality of its products.

 (iii) Projects for Expansion: Such projects involve increasing the installed capacity and/or expansion of 
the distribution network. In such cases, clear forecast of the expansion of the market, and growth in 
the demand of the products, is most crucial.

 (iv) Projects for Diversification: Diversification involves production of new products and services, and/
or entering into new geographical areas. Such projects involve high risks, and huge investments, and 
accordingly, deserve personal attention, concerted efforts, and thorough evaluation, on the parts of 
the top executives, as also of the board of directors, both in quantitative and qualitative terms.

 (v) Projects for Research and Development: Till recently, Indian companies were not investing 
significant amount in the R&D efforts. Accordingly, government has provided several tax incentives. 
Here, quantitative decision-making techniques, like discounted cash flow (DCF) are not applied. These 
are decided by executive discretion and judgement. Some companies apply the quantitative techniques, 
like the decision tree analysis, or option analysis approach, for evaluating such projects.

 (vi) Miscellaneous Projects: This category includes all other projects not specifically categorized, like 
interior decoration, landscaping, and gardening. There being no decision-making technique for these, 
individual preferences of the top executives will prevail.

 (vii) Criteria of Investment Evaluation: It comprises the following three steps: Estimating the cash 
flows, Estimating required rate of return, and Applying the decision rules to make right choices.

Capital budgeting techniques may broadly be classified under two categories: Discounted Cash Flow (DCF) 
Criteria, and Non-discounted Cash Flow (Non-DCF) Criteria.
Further, the Discounted Cash Flow (DCF) Criteria comprise:

 (i) Net Present Value (NPV),
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 (ii) Internal Rate of Return (IRR),
 (iii) Benefit Cost Ratio (BCR), Profitability Index (PI) and
 (iv) Discounted payback period.

Further, the Non-discounted Cash Flow (Non-DCF) Criteria comprise:
 (i) Payback (PB) Period, and
 (ii) Accounting Rate of Return (ARR) or Return on Investment (ROI) Technique
 (i) The Net Present Value (NPV) criterion is the most acceptable evaluation technique, to meet the prime 

objective of maximizing shareholders’ wealth. It is one of the Discounted Cash Flow (DCF) techniques, 
which takes into account the principle of time value of money. That is, it validly recognizes that the 
cash inflows, arising at different points in time, differ in their real value, and become comparable 
only after their equivalent (present) values have been determined. Thus, NPV must be computed by 
subtracting the present value of cash outflows from the present value of cash inflows, and the project 
should be accepted only when the resultant NPV comes out to be a positive figure, i.e., when the NPV 
is greater than zero.

 (ii) Internal Rate of Return (IRR) Technique: The IRR of a project is the discount rate at which its 
NPV is equal to zero. That is, it is the discount rate, which equates the present value of the future 
cash flows with the initial investment. In the case of the NPV method, we assume that the discount 
rate (cost of capital) is known, and then we proceed to compute the NPV. In the IRR method, we first 
set the NPV at zero and then go to determine the discount rate, which satisfies this condition.

 (iii) Benefit-Cost Ratio (BCR) or Profitability Index (PI) Technique: It represents the ratio of the 
present value of the benefits (cash inflows), at the required rate of return, to the initial investment 
(cash outflow). It may be either gross or net, i.e. gross minus one. The formula for calculating the 
Benefit-Cost ratio (BCR) or the Profitability Index (PI) is

          PI = PV of benefits (cash inflows)
Initial investment (cash outlay)

  Accordingly, the Net Befit cost ratio (NBCR) = PV of benefits Initial Investment
Initial investment

−

The rules of acceptance in such cases are: Accept, when BCR is greater than one; reject, if it is less than one.
If it is equal to one, the management could either accept or reject it.

 (iv) Discounted Payback Period Technique: Simple (Non-discounted) payback period technique is too 
simplistic, in that it does not discount the cash flows for calculating the payback period. Thus, our 
calculations tend to become too unrealistic. The discounted payback period technique has, therefore, 
been evolved which takes even the missing discounting factor into account. But then, even this refined 
technique fails to consider cash flows taking place after the payback period.

 (v) Payback (PB) Period Technique: It is defined as the number of years required, for recovering the 
original cash outlay, invested in a project. In the cases, where the projects generate constant annual 
cash flows, the payback period can be calculated by simply dividing the cash outlay by the annual 
cash flow. In the case of non-uniform cash inflows, however, the payback (PB) period can be arrived 
at by adding up the cash inflows, till the stage the total becomes equal to the initial cash outlay. This 
technique can be used both as the basis for accepting or rejecting a project (based on the benchmark 
set by the top management), as also for the ranking of more than one mutually exclusive projects 
(based on the principle of shorter the payback period, the better). But then, this contention may not 
hold good in the cases of the projects, which give a substantial cash return, only towards the later 
part of its operation.

 (vi) Accounting Rate of Return (ARR) or Return on Investment (ROI) Technique: It is computed 
by dividing the average post-tax profit (net profit) by the amount of average investment.
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     That is, ARR = Average Profit after tax
Average investment

Alternatively, it may be found out by dividing the Profit After Tax (PAT) by the book value of the investment.

   That is, ARR = Profit after tax
Book value of the investment

Here, the numerator indicates the average annual post-tax profit over the life span of the investment, and 
the denominator indicates the average book value of the fixed assets committed to the project.
The deciding principle in such cases is: Higher the ARR, the better is the project. In fact, the top management 
should first stipulate and specify the expected and acceptable cut-off rate of return, and thus, only such 
projects, which are equal to or greater than this cut-off point, will be accepted.
This method is easy and simple to compute, the data are easily and readily available from the financial 
statements of the company (quite familiar to the business executives), and it takes into account the benefits, 
spread over the entire life of the project. But then, it takes into consideration the accounting profit, and 
not the cash flow, and above all, it does not take into account the time value of money.
Some General Guiding Principles

 (i) The proposed project should be complementary to the existing activities of the company.
 (ii) Only opportunity cost should be taken into account and not the sunk costs (past or historical costs), 

which are quite irrelevant for decision-making process, in this context.
 (iii) In a project appraisal exercise, only the Incremental over-head costs need to be taken into account. That 

is, the cash flow should be measured on the basis of the incremental principle, whereby the changes 
in the cash flows, pertaining exclusively to the project in question alone, must be taken into  account.

 (iv) The investments of capital nature must always be financed from long-term sources of funds, like 
equity, and term loans, as any portion of short-term funds, invested in long-term projects, amounts to 
diversion of funds, which is viewed with great disfavour by the banks and other short-term lenders.

 (v) We should also effectively use the tool and technique of Project Scheduling and Monitoring System 
(PRISM).

 REVIEW QUESTIONS
 1. (i) What is Capital Budgeting?
 (ii) Why is it considered so important?
 (iii) It may be better to use the term ‘capital investments’, rather than ‘capital expenditures. Do you agree? 

Give reasons for your answer.
 2. Describe the various steps and phases involved in the Capital Budgeting Process.
 3. (i) What specific purpose does actually get served by holding the regular periodical performance review of 

the progress and performance of the capital investments, in each project separately?
 (ii) What steps and strategies should be adopted, with a view to avoiding the time overruns?
 4. ‘For a meaningful performance monitoring and review, through the variance analysis technique, it would 

be better if the favourable and unfavourable variances are taken into account, and not just the positive and 
negative variances’. Elaborate on this point, by citing suitable illustrative examples.

 5. What is the rationale behind classifying the projects under the following categories? Give reasons for your 
answer justifying the classification in each case separately, by giving examples in each case.

 (i) Mandatory Investments
 (ii) Projects for Replacements
 (iii) Projects for Expansion
 (iv) Projects for Diversification
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 (v) Projects for Research and Development
 (vi) Miscellaneous Projects.
 6. Explains the main points worth consideration in the following two techniques of capital budgeting:
 (i) Discounted Cash Flow (DCF) Criteria, and
 (ii) Non-discounted Cash Flow (Non-DCF) Criteria.
 7. Write short notes on the following terms:
 (i) Net Present Value (NPV),
 (ii) Internal Rate of Return (IRR),
 (iii) Benefit Cost Ratio (BCR) or Profitability Index (PI)
 (iv) Discounted payback period,
 (v) Payback (PB) Period, and
 (vi) Accounting Rate of Return (ARR) or Return on Investment (ROI).



Leasing, Hire-Purchase, and Project Financing

Man is a tool-using animal. Without tools he is 
nothing, with tools he is all.

– Thomas Carlyle
Men are more important than tools.

– John J Bernet
Successful Project Management: Plan, Execute, 

Evaluate.
– Source Unknown

Chapter 27
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INTRODUCTION TO LEASING

The term ‘leasing’ has been quite familiar with us, as it has commonly been used in connection with land (being 
leasehold or free-hold), and building (being leased, i.e. given out on rent, by execution of a lease deed). Similarly, 
the leasing of the items of machinery and the other fixed assets, like cars and computers, has also become very 
common. It, however, is quite a recent development, especially so in the Indian context, by way of an alternative 
means of financing of the fixed assets, and capital goods, in addition to the term loans, debentures, and such 
other long-term sources of finance.

Thus, the act of leasing, and the execution of lease deed in connection therewith, is an agreement and 
a contractual arrangement, under which the right to use the asset (usually fixed assets like the industrial 
equipments), has been granted by a person or company to another person or company, in consideration of the 
return by way of periodical payments of the lease rent. The person who so gives the asset on lease is known 
as the ‘lessor’, and the person, to whom it has been given, with the right to use the same, is called the ‘lessee’.

PAYMENT SCHEDULE OF LEASE RENTALS

The lessee may be required to pay the lease rental, suitably spread over a period of time. It may be made payable 
at monthly, quarterly, half-yearly or yearly intervals. It may, however, be most reasonable and rational to fix 
the amount of rental, and the periodicity of its payment, in such a way that it may be commensurate with the 
profitability and the cash in-flow of the lessee company.

Thus, the lease rental payment schedule may vary, from case to case. Accordingly, there may broadly be two 
types of leases, based on the nature of the payment schedule, viz.

 (i) Up-frontal lease, in which case a larger sum of rental becomes payable in the earlier years, and a lesser 
amount is charged in the later part of the lease contract.

 (ii) Back-ended lease, however, the reverse is the case.
At the end of the period of the lease contract, the leased asset reverts to the lessor, by virtue of he being the 

legal owner of the asset. Accordingly, as the depreciation on the fixed asset can be charged only by the owner 
thereof, the lessor (owner) alone can claim the rebate in income-tax by way of depreciation, and not the lessee. 
However, in the case of a long-term lease contract, the lessee is usually granted the option to buy or renew 
the lease. In some cases, the lease contract is sub-divided into two distinct parts, on the basis of the pattern of 
payment of the lease rental. These are the following:
 (i) Primary lease
 (ii) Secondary lease

In respect of the primary lease, the lease rental is fixed in a manner such that the cost of the asset leased, 
plus the amount of reasonable profit, may get recovered within a period of say, four to five years. It is only 
thereafter that the secondary lease portion may become operational, whereunder just a nominal amount of 
lease rental may become payable, but perpetually, for the entire period of the lease agreement.

TYPES OF LEASE

There are different types of lease, categorized on the basis of the following distinguishing features:
 (i) Quantum and extent to which the risks and rewards of ownership are transferred
 (ii) Number of parties/persons involved in the transactions
 (iii) Docile of the manufacturers of the equipment, and the lessor and the lessee

Based on the aforementioned criteria, the following broad classifications of leasing can be made:
 (i) Finance Lease and Operating Lease
 (ii) Sale and Lease Back, and Direct Lease
 (iii) Single Investor Lease and Leveraged Lease
 (iv) Domestic Lease and International Lease
 (v) Full Service Lease and Net Lease
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Finance Lease and Operating Lease

(a) Finance Lease
Finance Lease (also referred to as Capital Lease or Full-Pay-Out Lease), as the name itself suggests, is a 
means and source of financing on a medium or long-term basis. The salient features of a Finance Lease can be 
summarized as under:
 (i) It is granted for a medium or long-term (period), and such an arrangement cannot be cancelled or revoked 

during the initial lease period (also known as the primary lease period). This (initial) period usually 
ranges from three to five years or even up to eight years.

 (ii) The lease, by and large, is fully amortized during the primary or initial lease period itself. That is to say 
that the lessor is able to get back (realize) the entire amount of his capital investment in the industrial 
equipment in question, plus a reasonable and acceptable rate of return, by way of realization of the 
periodical rental regularly.

 (iii) In such cases, the lessee (and not the lessor) is responsible for the periodical maintenance as also for the 
payment of the insurance instalments and taxes.

 (iv) Besides, here the lessee has been given the option to get the lease renewed for a future period, and this 
time usually at a much lesser rental charges.

(b) Operating Lease
Any lease, other than the finance lease, can well be called an operating lease (or Non-finance Lease).

The salient features of an operating lease can be summarized as follows:
 (i) The term (period) of operating lease is substantially less than the economic life of the industrial equipment.

Economic Life vs Running Life
Let us first try to understand the distinguishing features of ‘economic life’ and ‘running life’ of an equipment.

A car may be said to be having an economic life of say, only five to six years, though it may well be kept in 
a running condition, for a much longer period, say, for twenty to twenty-five years, or even more, and also as a 
prized and prestigious possession by way of a vintage car. But, it may not be found to be economical enough to 
keep such an old car for daily use, inasmuch as it may involve far higher running cost (by way of consumption 
of petrol/diesel and engine oil) as also the expenses involved in its maintenance, and frequent breakdowns and 
repairs.

Thus, the economic life of an equipment, in simpler terms, can be said to be the period upto which its operating/
running cost is well within the range, based on the basic principle of cost and benefit.
 (ii) The lessee is well within his legal rights to terminate the lease at a short notice without incurring any 

risk of a significant penalty.
 (iii) Besides, the lessor is usually expected to provide the necessary know-how to operate the equipment, and 

all the other required and related services.

Wet Lease vs Dry Lease
Operating Lease may be further classified under the following two broad heads:
 (a) ‘Wet Lease’, where the lessor is responsible for maintenance and insurance of the equipment so leased.
 (b) ‘Dry Lease’, where these responsibilities lie with the lessee, instead.

It may thus, be observed that the operating lease involves far greater risk on the part of the lessor. The lessee, 
however, may stand to be at an advantageous position. The lessor may, therefore, have to take some extra 
care to see to it that he may have ample opportunity to lease the equipment to a multiple number of clientele 
(persons or companies) such that on termination of one lease arrangement, he may lease the equipment to some 
other party relatively easily and fast enough. Alternatively, there must be sufficient scope and market for the 
resale of the equipment, on termination of the earlier lease, at a reasonable resale price.

These two available alternatives must be properly assessed and evaluated, so as to ensure that the total 
investment cost of the equipment gets recovered within its economic life, and the lessor is also able to get 
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a reasonable rate of return thereon. The lessor, therefore, must have full knowledge about the equipment 
concerned, and the extent of the prevalent demand for its lease (for quick re-lease) from one party to the other. 
He must also assess the prevalent resale market of the equipment (for its quick resale) as also its resale value, 
so as to be sure of recovering his total investment in the equipment (principal investment plus interest and 
other costs) and getting a reasonable rate of return (ROI) (that is, the element of profit at a reasonable rate).

But, it is a known fact that the resale market of second-hand (used) capital equipments in India is low. 
Accordingly, the operating lease has not gained much popularity in India. It may, however, be mentioned here 
that sincere attempts are being made to carve out and create sufficient market for the operating lease, especially 
pertaining to cars and computers.

Sale-and-Lease Back, and Direct Lease

(a) Sale-and-Lease Back
As the term, ‘Sale and Lease Back’ itself suggests, under such an arrangement, a company, which already 
owns an asset, sells it off to a leasing company, with the understanding that the asset will again, in turn, be 
leased back to the selling company itself. Such arrangements provide substantial tax benefits. Let us consider 
an example.

ABC Company purchases and owns a machine for a sum of ` 10 lakh, which has resulted in a cash out-flow 
of ` 10 lakh. But then, it sells the machine off to a leasing company, for say, the same ` 10 lakh, resulting in 
a cash in-flow of ` 10 lakh. Thus, not a single rupee of the company is blocked in the item of the machinery. 
Now, the leasing company, who has purchased the machine from ABC Company for the full value thereof in 
cash, leases it back to ABC Company, on a reasonable periodical leasing rental basis, so as to recover the total 
capital cost and earn a satisfactory return on such investment (ROI).

This way, ABC Company enjoys the use of the asset, in an uninterrupted manner, without blocking its funds 
in the fixed asset concerned. It, instead, is required to pay only the periodical lease rent, which may well be 
compared to the amount of depreciation that the ABC Company would have accounted for each year.

As the amount of depreciation is accounted for in the Profit and Loss Account, it reduces the quantum of 
taxable income of the company. Thus, it results in the avoidance of the payment of any income tax thereon. In 
the same way, the amount of periodical lease rent, paid to the leasing company, during the accounting year, 
gets deducted from the ABC company’s taxable income (as an expense), and hence no income tax needs to be 
paid thereon, either.

The sale and lease back arrangement can be made by way of a ‘finance lease’ or ‘operating lease’, as 
mutually agreed upon between the lessor and the lessee. It has usually been found that the sale and lease 
back arrangements are entered into mostly by the manufacturing companies, with a view to get the funds 
released, instead of getting blocked in the items of the fixed assets, like the factory building, and so on. Thus, 
this arrangement amply suits the manufacturing company.

But then, for the leasing company, such arrangement does pose a fair amount of business risks. Therefore, 
the leasing company has to take due care to assess and ensure that the asset in question has been bought at a 
reasonable price, and more importantly, there is a sufficiently broad and wide market for the asset, whereby it 
could be sold off as an used (second hand) machine, at a reasonable price, and with sufficient ease and without 
much delay.

Besides, the leasing company, in such a case, is not a great gainer with regard to the savings by way of 
avoidance of sufficient amount of income tax, in that, under such an arrangement, the leasing company is allowed 
only as much tax rebate as the manufacturing company itself would have got, by way of annual depreciation, 
as per the extant provisions of the Income Tax Act. Thus, the actual price paid by the lessor company for the 
asset to the seller (and, in turn, the user lessee company) is considered irrelevant. It seems to be reasonable 
too, because otherwise, there may be umpteen cases of the resale price of the asset being unreasonably jacked 
up, so as to avail of the tax benefits.

Under the circumstances, the lessor company may have to charge a correspondingly higher lease rent, such 
that the transaction may prove to be financially viable for it (leasing company), too.
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(b) Direct Lease
In the case of a direct lease, the leasing company purchases the equipment on its own, directly from the 
manufacturers, or their selling agents, and not from the prospective lessee company, as is the case in the ‘sale 
and lease back’ arrangement.

Bipartite Lease and Tripartite Lease There are usually, two types of direct lease, viz.
 (i) Bipartite Lease
 (ii) Tripartite Lease

A bipartite lease involves two parties, viz. (a) the supplier-cum-lessor of the equipment and (b) the lessee. 
Such lease can be arranged either as a financial lease or even as an operating lease. However, there may exist 
an in-built provision of some facilities, such as an up-gradation of the equipment (known as upgrade lease) or 
some additions in the configuration of the original equipment itself.

In a tripartite lease, however, there are three parties involved, viz. (a) the supplier (seller) of the equipment, 
(b) the lessor and (c) the lessee. It has, however, been observed that most of the lease transactions involving 
equipments are in the form of a tripartite lease, and are mostly entered into by way of finance lease (and not 
operating lease).

(iii) Single Investor Lease and Leveraged Lease

(a) Single Investor Lease
In a Single Investor Lease arrangement, the leasing company raises sufficient long-term funds, by way of a 
suitable mix of equity and debt, to acquire the required fixed asset (industrial equipment) to be leased. But, in 
such an arrangement, the loan fund (the debt raised by the lessor company) is without recourse to the lessee. 
That is to say that, in the event of the lessor company failing to make regular payments against the instalments, 
with interest due, on due dates, the creditors (lenders) of the lessor company cannot demand payment of the 
instalments and interest due against the lessor company, from the lessee company or person.

(b) Leveraged Lease
As against the single investor lease, under the leveraged lease arrangement, the lender also joins hands with 
the leasing company, in the business of leasing and financing the respective fixed assets, to be leased by the 
leasing company to its clients. That is, in such a transaction, the leasing company brings in its own funds 
(equity), and the lender, usually the large financial institution, brings in its finance (loan fund), too. And, both 
these put together constitute the funds, which go for the purchase of the fixed asset. To put in clearer terms, 
in such a case, the lender agrees to get its loan repaid out of the proceeds of the periodical lease rentals, paid 
by the lessee company, from time to time.

Further, such payments are bifurcated into the following two distinct parts:
 (a) One of its parts constitutes the debt service charge on the loan, i.e. the portion of the amount of the lease 

rental earmarked for payment towards the loan instalments with interest, payable entirely to the lender.
 (b) On the second part, the balance amount becomes payable to the leasing company–the lessor.

Here, the leasing company is known as the ‘equity participant’ and the lender is known as the ‘loan participant’.
The loan participant advances the money usually by way of a fixed rate loan, as also without resource to 

the lessor. Thus, while the loan, provided by the loan participant, is secured by way of the first charge on the 
periodical rentals, payable by the lessee from time to limit, there exists a fixed charge (by way of equitable 
mortgage) on the asset that has been leased to the lessee company. Accordingly, in the event of the lessee 
company failing to make regular periodical payments of the lease rentals, the lender (loan participant) can 
prefer to take charge of the leased asset in question.

It may, however, be noted that, under such an arrangement (leveraged lease) the ownership belongs to the 
leasing company, though it might have made an investment to the extent of only 20 per cent of the cost of the 
asset, and the balance 80 per cent of the cost must have been financed by the lender, usually the large financial 
institution. This way, the leasing company alone stands to derive the tax benefits on the amount of depreciation.

The other advantage (to the leasing company) under such transaction is that, it comprises highly non-recourse 
debt, made available to the leasing company. This is so because, the entire loan amount is to be recovered only 
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out of the proceeds of the lease rental and, in the event of the failure on the part of the lesee to pay the lease 
rentals, the lending company can take charge of the fixed asset so leased, and recover its dues of the amount of 
the principal and interest. The balance amount, if any, will be passed on to the leasing company, towards the 
payment of its equity amount and other service charges and a reasonable ROI (Return on Investment). This 
way, the return and reward of the lessor company (the equity holder) gets augmented. Further, in the event of 
the lessee company failing to meet its obligation for regular payment of the lease rentals, the lessor company 
may lose but only to the extent of its equity (which usually is as low as around 20 per cent). Therefore, the 
lessor company must take due care to assess and evaluate the financial strength and capability and, above all, 
the honest intentions, of the lessee company, to honour its commitment of paying the lease rentals periodically, 
regularly, and on time.

By virtue of the aforesaid advantageous features, attached with the leveraged lease, it has gained much 
acceptability in India, and is most popularly being resorted to in the cases of high-value industrial equipments, 
with long economic life of say, twenty years or even more. In the cases of large infra-structure projects, leveraged 
lease has been found to be one of the most popular and prevalent financing arrangements.

(iv) Domestic Lease and International Lease
A lease transaction usually comprises three parties, viz.
 (i) Supplier of the asset
 (ii) Lessor company
 (iii) Lessee company

(a) Domestic Lease
A lease transaction, wherein all the three parties are domiciled in one and the same country, is known as the 
Domestic Lease.

(b) International Lease
As against this, where even one or more of the forenamed three parties, happen to be domiciled in different 
countries, the transaction is classified as an ‘International Lease’. Such a classification has been considered 
important and vital for two main reasons, viz. (i) Country risks and (ii) Currency risks, because, both these 
risks are inherently involved in the international lease only (and not in the domestic lease).
 (i) Country Risks: Thus, while entering into an international lease transaction, due care must be taken 

to well understand and appreciate, assess and evaluate, the economic and political situation and 
conditions prevailing in all the countries concerned, so as to guard against the imminent risks in the 
future. Besides, a fairly good knowledge of the law of taxation and the other related legal framework, 
governing and regulating such lease transactions, prevalent in all the countries involved, is also a 
must.

 (ii) Currency Risks: Further, as the payments to the different parties, domiciled in different countries, may 
have to be made in the currencies of their choice, the management of the currency risk, by way of forward 
contract or the like, may have to be considered and entered into. The currency risk management is crucial 
both for the lessor and lessee companies.

(v) Full Service Lease and Net Lease

(a) Full Service Lease
When the lease agreement provides that the lessor will be responsible for the insurance and maintenance of 
the leased assets (like cars, computers or office equipments), such lease is known as the ‘full-service lease’.

(b) Net Lease
As against this, where the lessee is responsible for the insurance and maintenance of the leased asset, such 
lease is known as the ‘net lease’.
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RATIONALE BEHIND LEASING

 (i) Convenience: Suppose you have gone for a holiday for a couple of months during the summer vacation, 
to Bangalore, and you want to have a car for just these two months. In such a case, the best alternative 
is to hire or take a car on rent, that is on lease. It is because, if you were to buy a car, you may have to 
choose one and invest a lot of money. Further, after two months you may have to look for a prospective 
buyer, also at a reasonable re-sale price. Leasing a car saves you from all these troubles. Similarly, it may 
mean a lot of prudent business sense for a company to take a machine or equipment on lease, instead of 
buying it outright, especially when the asset is required for just a short period. Naturally, such a lease 
will be in the nature of an ‘Operating Lease’.

 (ii) Tax Benefits: There may be many firms who may not be earning sufficient profits so as to reap the fullest 
tax benefits of depreciation on the assets, at the highest slab of the tax rates. Such companies may do 
well to take the equipment on lease, with the understanding with the leasing company to suitably reduce 
the rate of the lease rental, in exchange of the full tax benefits that may accrue to the leasing company, 
provided it falls under the highest tax slab category.

 (iii) Fewer Restrictive Covenants: In the case of term loans, the banks and the financial institutions 
usually stipulate a large number of restrictive and inconvenient covenants, like restrictions on fresh 
investments and new loans, managerial appointments and dividend payments, provision of guarantees 
and appointment of their own nominee director(s) on the board of the borrowal company, and so on. Such 
inconvenient and restrictive clauses and conditions are not stipulated in the lease deeds.

 (iv) Obsolescence Risks: As we have observed, in the case of an operating lease, it can be terminated at the 
sweet will of the lessee company, any time. Under such circumstances, the risk of obsolescence squarely 
rests with the lessor. But then, the lessor company naturally enhances the quantum of the lease rental, 
so as to suitably cover this specific risk, too. Thus, we may say that, though the lessee company does not 
bear the risk of obsolescence, it definitely is made to bear and pay for the cost of the obsolescence risk, 
instead.

 (v) Quick Deal: Banks and financial institutions are known for taking too long a time (ranging from three 
to six months, or even more) in the actual disbursement of the term loan, which involves various steps 
and stages, like the preparation and submission of the projects, its appraisal and sanction and phased 
disbursements. As against this, the lease financing can well be finalized far more expeditiously, say, 
within a month’s time.

 (vi) Rational Pay-back Schedule: It has been observed that some of the banks and financial institutions 
have, till recently, been most unrealistic, and even irrational, in insisting upon the repayment of their 
term loans in equal periodical instatements with interest, within the stipulated period, usually starting 
immediately after the expiry of six months from the date of disbursement, without taking into account the 
normal gestation period, trial runs prior to the commencement of commercial production, and generation 
of sufficient profits and cash surplus, to service the loan. In the process, most of the companies have 
been, unjustifiably and unrealistically, been declared defaulters due to non-payment of three consecutive 
instalments on the loan, even though their commercial production, or even trial runs, have not been 
undertaken, leave alone the generation of sufficient profits and cash surplus, to service the loan.

A live case (number four), titled ‘An Innocent Victim’, cited in Chapter 14 under sub-section 14.7 on term 
loans may bring home the point quite succinctly.

The leasing companies, however, have been found to be most considerate and rational in fixing both the 
quantum and periodicity of payment of the lease rental, commensurate with the specific and special circumstances 
and pattern of production of each lessee company, on its specific merit, varying from case to case.

With a view to match the payment of the lease rental to the cash flow position of the lessee company, they 
follow the most suitable of the undernoted three patterns for the payment of the lease rentals. They are:
 (i) Seasonable patterns may be found to be most suitable in the case of seasonal industries like those engaged 

in the manufacturing of woollens and woollen garments, room-heaters and geysers, refrigerators and 
airconditioners, and so on. In such cases, while the quantum of the lease rental may be sufficiently higher 
during the peak season, it may be stipulated at a sufficiently lower level during the off-season.
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 (ii) Stepped-up Pattern may suit such companies most, who are expected to gradually operate at a higher 
level, resulting in the gradual increase in their profitability and cash inflow position. In such cases, the 
quantum of the lease rental may be stipulated in a manner whereby it may be suitably stepped up with 
the gradual upward swing in the production, sales, and profitability of the lessee company.

 (iii) Deferred Payment Pattern on the other hand, may suit such companies, where the gestation period is 
usually long enough; but then, once it goes into commercial production on a large scale, it may generate 
sufficiently high cash surplus to pay back its entire outstandings by way of the lease rental say, in just a 
couple of years, though only towards the end of the lease period. Thus, in such cases, the lessee company 
may not, initially, pay a single rupee for the first two to two and a half years, and may pay only say, 10 
per cent of the total lease rental by the end of the third year. But then, during the fourth and fifth years, 
it may be able to pay the remaining 40 per cent and 50 per cent of the total lease rental due. In these 
cases, such repayment arrangements immensely suit both the lessor and the lessee companies. Besides, 
the lease rentals may as well be stipulated in such a manner so as to result in the optimal tax benefits 
to the lessee company concerned.

SOME UNREAL RATIONALE OF LEASING

 (i) Some may argue that, under the lease financing arrangement, the lessee company gets to use the assets 
without owning it and thus, without investing and blocking any of its funds, and consequently, as if for 
free. But then, in fact, it is far from the real position, in the sense that the amount of the periodical lease 
rental payable is quite comparable and commensurate with the amount of the periodical instalments 
together with the amount of interest, payable on the term loan raised from the bank or financial institution, 
for buying and owning the assets, and claiming depreciation thereon. Thus, both the ‘leasing option’ and 
the ‘borrowing-cum-buying option’, in essence, make equally sane business sense, and there is nothing 
special about leasing, except that it (leasing finance) may be made available even to some small firms 
and that, too, with sufficient ease, as compared to their being able to obtain the term the loans from 
banks and financial institutions.

 (ii) Avoiding Rigour of Capital Budgeting It has been observed that the system and procedures for the 
preparation and approval of a Capital Budget is very rigorous, tiring, and time consuming. Therefore, 
most of the executives prefer to treat the leasing arrangement as an operating decision, which need 
not pass through the strenuous and rigorous procedure of capital budgeting. But, as has been argued 
earlier, the borrowing, buying and owning an asset (after passing through the detailed procedure of 
capital budgeting), as also the leasing of the asset, in essence, are the same. Therefore, instead of trying 
to circumvent the rigour of capital budgeting procedure, the economics of leasing arrangement must 
be compared with the former, and preferred only when found to be cost-effective and profitable for the 
company as a whole, in its totality and not otherwise.

 (iii) Favourable Debt/Equity Ratio Earlier, in India, the leasing arrangements (both finance and operating) 
were being treated as the off-balance-sheet sources of funds. Accordingly, the leased assets, and the 
corresponding liabilities, were not required to be shown in the Balance Sheet of the lessee company. 
This way, the debt/ equity ratio of the company turned out to be most favourable, and thereby inducing 
the company to go in for the leasing arrangements, in preference to the term loan borrowing, i.e. buying 
and owning the assets.

  But, such condition is no longer prevalent in India, inasmuch as the recent accounting standards of the 
Institute of Chartered Accountants in India, now require that the finance lease (though not the operating 
lease), must be shown in the books of the lessee company and, accordingly, it must appear in its Balance 
Sheet, too.

LEGAL ASPECTS OF LEASING

The term ‘lease’, as defined in the Transfer of Property Act, 1882, and the Indian Registration Act, 1899, pertains 
only to the lease of the immovable properties, and not to that of the movable properties, including the movable 
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items of machinery and equipments. Further, while the immovable properties need to be mortgaged, the movable 
properties are required to be pledged or hypothecated, by way of fixed and floating charges, respectively.

It may be pertinent to mention here that, the activity of leasing an equipment (being in the nature of creating 
a fixed charge), may be considered as the bailment of the asset concerned, as per Section 148 of the Indian 
Contract Act, and not its pledge. This is so because, in the case of lease, the asset has just been delivered for an 
agreed specific purpose on payment of some lease rental, and it has not been delivered or bailed as a security 
against any loan or advance, to constitute a pledge, as per Section 172 of the Indian Contract Act.

For a detailed discussion on these points, please refer to chapter 14, Section 14.7, dealing with pledge, 
hypothecation, and mortgage, together with Sections 148 and 172 of the Indian Contract Act.

RESPONSIBILITIES OF THE LESSEE

Section 151 of the Indian Contract Act provides that the bailee must ‘take as much care of the goods bailed 
to him as a man of ordinary prudence would, under similar circumstances, take in the case of his own goods of 
the same bulk, quality and value as the goods bailed’.

Thus, the lessee (being the bailee, in the case of a lease), must get the equipments insured for the full value 
thereof, and must also ensure its proper periodical maintenance and up-keep. In short, the lessor and lessee, like 
the bailor and bailee, must fulfil their respective responsibilities and obligations, as per law, unless otherwise 
specifically provided for, in the lease deed. The lessee also has the legal obligation to pay the mutually agreed 
and stipulated lease rentals regularly on the due dates. He is also expected to protect the title to the goods 
remaining with the lessor. It is thus, the responsibility and duty of the lessor (bailor) to deliver the assets to 
the lessee, as also to duly and legally authorise him to use the assets. The lessor must leave the assets in the 
peaceful (that is, uninterrupted, undisputed and, above all, un-interfered) possession and use by the lessee 
(bailee) during the entire period of the lease contract.

BRIEF CONTENTS OF A LEASE AGREEMENT

In view of the foregoing, the lease agreement (lease deed) usually specifies the rights and duties of both the 
lessor and the lessee, as provided under the law of the land. That is why, the lease deeds (lease agreements) 
usually contain the following main and typical terms and conditions:
 1. The description of the lessor, lessee, and the equipment being leased.
 2. Amount, time, and place of payment of the lease rentals.
 3. Time and place of delivery of the equipment.
 4. Lessee’s responsibility for taking delivery and possession of the leased equipment.
 5. Lessee’s responsibility for maintenance, repair and registration and the lessor’s rights in the case of 

default by the lessee.
 6. Lessee’s rights to enjoy the benefits of the warranties provided by the manufacturer/supplier of the 

equipment.
 7. Insurance policies to be taken by the lessee on behalf of the lessor.
 8. Variation of the lease rentals in the event of some changes in some external factors, like the interest 

rates of the banks, the rate of depreciation, and fiscal incentives.
 9. Option of the renewal of the lease by the lessee.
 10. Return of the equipment on the expiry of the period of the lease.
 11. Arbitration procedure in the event of any dispute.

Procedures Involved
A lease arrangement usually involves the following steps:
 (i) The lessee selects the equipment, keeping in view its specifications and price, the reputation of the 

suppliers, the terms and conditions of the warranties and guarantees, the delivery period, installation 
and service.
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 (ii) The lessee approaches the lessor, submits a formal application, and negotiates the terms and conditions 
of the lease.

 (iii) The lessee and the lessor execute the lease agreement.
 (iv) The lessee assigns the purchase rights to the lessor, and in turn, the lessor purchases the equipment 

and delivers the same to the lessee. The assignable guarantees and the terms of service, too, are passed 
on to the lessee.

 (v) The lessee is required to get the equipment insured and endorse the relative insurance policy in favour of 
the lessor. Thus, while the insurance premia are required to be paid by the lessee, the insurance claims 
become payable to the lessor, inasmuch as he alone continues to be the owner of the assets.

PROVISIONS OF SALES TAX PERTAINING TO LEASE

Some of the major provisions of sales tax, pertaining to lease, have been given as follows:
 (i) The lessor is not entitled to the concessional rate of central sales tax, because the assets purchased, for 

the purpose of leasing, is neither meant for resale nor for any manufacturing activities (which entitle 
the person or company to such concessions).

 (ii) As per the 46th Amendment Act, the lease transactions have been brought under the purview of ‘sale’ 
and, accordingly, has empowered the central and state governments to levy the sales tax on all the lease 
transactions. However, while the Central Sales Tax Act has not so far been amended in this regard, 
several state governments have already amended their sales tax laws, so as to impose the sales tax on 
lease transactions.

SOME RELEVANT PROVISIONS OF INCOME TAX

The following provisions are applicable both to the finance and operating leases:

(i) With regard to Depreciation
As per the Income Tax Act, it is the lessor, and not the lessee, who is entitled to claim the tax deduction by 
way of depreciation of the fixed assets in question. This is so because the owner of the assets alone can claim 
the depreciation. In the case of the lease, the lessor continues to be the owner of the assets. The lessee, who 
has the possession of the assets, happens to be only the user of the assets, and not their owner. The ownership 
continues to remain with the lessor alone.

(ii) With regard to Lease Rentals
 (a) As regards the periodical rental, received by the lessor, it is taxed in the hands of the lessor, under the 

head ‘profit and gains from business’: it constituting a portion of his taxable income.
 (b) On similar logic, the amount of the periodical rentals, paid by the lessee, is treated as the tax-deductible 

expense of the lessee.
This way, both the lessor and the lessee stand to gain by way of the legally permissible avoidance (and not 

evasion) of the income tax, as per the extant laws.

ACCOUNTING ASPECTS OF LEASING IN INDIA

(i) Pertaining to Operating Leases
 (a) Operating Leases are capitalized in the books of the lessor and accordingly, the assets concerned are 

treated as fixed assets and these appear as such in its Balance Sheet.
 (b) The receipts of the periodical lease rentals by the lessor are treated as his income, and are taxable in his 

hands, accordingly.
 (c) The payment of such lease rentals are treated as expenses in the books of the lessee, and are accordingly, 

taxdeductible, too.
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 (d) The depreciation is to be applied on the assets in the books of the lessor company, and the basis (percentage) 
of depreciation of the leased assets must be consistent with the basis, as applied in the cases of its (lessor 
company’s) other fixed assets, as per its normal depreciation policy. (This is based on the accounting 
principle of consistency).

(ii) Pertaining to Finance Leases
Earlier, even the finance leases were being capitalized in the books of the lessor company. However, the 
position has since been reversed, as per the Accounting Standards of the Institute of Chartered Accountants of 
India. Thus, under the present accounting principles, in line with the international accounting principles and 
practices, the leased equipments, in the cases of the finance lease, are required to be capitalized in the books 
of the lessee company (and not in those of the lessor company, as is the case in respect of the operating lease).

Accordingly, as per the present arrangements:
 (a) Right from the beginning, the leased assets are shown as the fixed assets in the Balance Sheet of the 

lessee.
 (b) It is valued at the present value of the committed lease rentals, payable from time to time, in the future. 

That is to say that, we should commute and accumulate the net present value (NPV) of the various 
amounts of the periodical lease rentals payable in the future by the lessee to the lessor, and arrive at its 
value, to be recorded in the books and the Balance Sheet of the lessee company.

Further, as the fixed asset so leased (and not purchased) by the lessor company has been shown as an asset 
in the books of the lessee company, it has to open another corresponding liability account also, termed as the 
‘Lease Payable Account’. Thus, the amount of the leased asset, shown as an asset in the books of the lessee 
company, must have an equal and matching liability side, too, by way of the aforesaid ‘Lease Payable Account’.

The lease payments are again bifurcated into the following two distinct parts, viz.:
 (i) Finance charge
 (ii) Principal amount

Further, the finance charge is treated as an expense incurred during the current financial year itself, and, 
accordingly, is debited to the lessee company’s Profit and Loss Account. The principal amount, however, is 
deducted from the liability side item, i.e. ‘Lease Payable Account’. The leased asset is depreciated, too, in the 
books of the lessee company, in accordance with its own depreciation policy, applicable to its other fixed assets.

It may, thus, be observed that, in the case of the finance lease, there is a marked difference in regard to the 
treatment of depreciation, in terms of:
 (i) Income tax provisions
 (ii) Accounting principles

This is so because, though the amount of depreciation is to be accounted for in the books of the lessee company, 
as aforesaid, the respective income tax benefits can be availed of by the lessor company, instead.

Leasing vs Buying
If you require a car just for a couple of days or weeks, it may be prudent to rent it or lease it, in the nature of 
operating lease. But then, if you were to need the car for your daily use, for a few years or so, it may make a 
better business sense to buy it, instead. There may, however, be some other conditions under which the ‘buy 
or lease’ decision may not remain as simple as that. In such cases, we may have to compare the annual costs 
of buying (ownership) together with the operating cost, with the quantum of the annual rental payable in case 
the car is taken on the operating lease basis. Accordingly, in case the post-tax equivalent costs of buying and 
operating the car happens to be less than the best available post-tax total annual lease rental payable to the 
lessor of the car, it will make a better financial decision to go for the buying decision. Similarly, in the reverse 
situation, taking the car on operating lease may prove to be far more beneficial. That is, as sightly stated by 
Brealey Myers*,‘Buy it, if you can and “rent to yourself” cheaper, than you can rent it from others’.

*(Brealey and Myers’ book Principles of corporate Finance, Tata McGraw Hill, New Delhi, 1 997).
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Here we must bear in mind that, while computing the quantum of the lease rentals, the lessor company will 
naturally take into account the following inherent costs, too:
 (i) Cost of negotiation and administration of the lease,
 (ii) Revenue loss while the assets may remain lying idle, and so on.

But, in the case of buying the assets for own use, such costs do not get involved. Accordingly, when the assets 
are required for a long-term use, it may usually prove to be cost effective to go in for a buy out decision.

In certain cases, however, it may prove to be beneficial to go in for the leasing decision instead, even when 
the asset is required for a long-term use, mainly for the following reasons.
 (i) The lessor company, by virtue of being in the business of leasing of the industrial equipments in question, 

is expected to have gained sufficient experience and expertise, so as to be able to buy the best available 
items and even to maintain it better, in comparison to the lessee.

 (ii) Further, such companies may usually make some bulk purchases, and avail of the bulk discounts, besides 
being in a better position to bargain for a much lower price from the manufacturers / suppliers.

 (iii) Moreover, it may maintain and operate the equipment in a better and cost-effective manner.
 (iv) Besides, it may be able to obtain a much higher salvage value or resale value of the used equipments.

Such benefits may not be available to a user company requiring only a smaller number of fixed assets 
(equipment) for its own use. Accordingly, all considered, the leasing option may finally prove to be a cheaper, 
and hence a better, financial decision, even when the asset may be required for a relatively longer period.

Let us take another case. A leasing company offers the following options in the case of an operating lease:
 (i) A one-year lease for ` 55 lakh
 (ii) A five-year lease for ̀  59 lakh per annum, but with the option of cancelling the operating lease any time, 

but after expiry of at least one year
In the above example, we find that the second option is costlier by 4 lakh per annum. But then, the option of 

cancellation of the lease, after at least one year, has some added advantage in that, in the event of an increase 
in the lease rental the next year, or even afterwards, the lessee company may be able to continue the lease for 
a further period at the same old lower rental. Similarly, if the lease rental were to go down subsequently, the 
lessee company may decide to cancel the old lease arrangement and enter into a fresh one at a lower rental, 
to its advantage.

In the instant case, we may fairly conclude that the quantum of the additional cost, quoted in the second 
option is, in a way, in the nature of payment of an insurance premium by the lessee company to cover the risk 
of changes in the lease rentals, both upwards and downwards.

Leasing vs Borrowing
While in the case of an operating lease, we have to choose between ‘leasing and buying’, in the case of finance 
lease, the choice lies between ‘leasing and borrowing’, instead. This is so because, the finance lease is nothing 
but yet another source or means of borrowing funds to pay for the required assets. Accordingly, the payment 
of the periodical lease rental (in the case of the lease) is nothing but like the payment of the periodical interest 
on the respective term loan. And, the element of depreciation, chargeable for tax benefits, by the borrowal 
owner company, may be said to be taking care of the periodical payment of the amount of instalments on the 
principal amount of the loan.

HIRE PURCHASE

Introduction
As against leasing, hire purchase involves the purchase (and not renting out) of an asset, on the understanding 

that the buyer (known as the hirer) will pay for the assets so purchased, but in periodical instalments, spread 
over a specific period of time, and not as an outright purchase on full payment basis. Thus, we see that both 
the leasing and hire purchase arrangements are in the nature of the means of providing the long-term sources 
of finance like the term loans, and so on. But, the basic difference between the two (leasing and hire purchase) 
lies in the fact that, while the former comprises renting out of the asset, the latter involves a purchase of the 
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asset, instead, but only on an initial part-payment basis, and the balance amount to be paid periodically, in 
instalments. Here it may be mentioned that the mechanizm of hire purchase is quite popular in India, especially 
in the automobile sector.

SALIENT FEATURES OF HIRE PURCHASE

Some salient features of hire purchase transactions are as follows:
 (i) The hiree (the counterpart of the lessor) purchases the asset and, in turn, gives it on hire to the hirer 

(the counterpart of the lessee), on the understanding that the hirer will regularly pay to the hiree the 
periodical hire purchase instalments, spread over a specified period of time. The hiree may either be a 
finance company or the manufacturer himself.

 (ii) Such hire purchase instalments comprise the repayment both of (a) the interest part as also (b) the 
principal part (being the amount of its total cost to the hiree).

 (iii) Further, on payment of the last instalment of the hire purchase, constituting the full and final payment 
of the hired asset, the title of the asset gets transferred from the hiree to the hirer. It also signifies that, 
till the time even a single instalment, in full or in part, remains due for payment by the hirer, the title 
of the asset continues to rest with the hiree only. Further, the hiree has the legal right to take back the 
hired asset in case of default, that is, non-payment, of the hire purchase instalments due.

 (iv) The hirer has the option of terminating the hire purchase agreement any time, but prior to the transfer 
of the ownership and title to the asset. Thus, for the hirer, the hire purchase arrangement seems to be 
more like a cancellable lease (like the operating lease) with the right to buy the asset in question.

 (v) The amount of interest is charged by the hiree on a flat basis, and not on a diminishing balance basis. 
That is to say that, if an asset costs ` 12,000, the interest is chargeable at 12 per cent per annum, and 
the hire purchase arrangement is for two years only, the total amount of interest payable for the entire 
period of the currency of the hire purchase (two years) will come to ` 2,880. Further, if the instalment 
is payable every month, the monthly instalment will be fixed at ` 620.

      
[ , , ]` 12 000 2 880

24
+

 = ` 620

  The above amount of ` 620 has two components, viz. towards payment of the principal (` 500), and 
towards payment of the interest (` 120), total ̀  620 per month for 24 months. This way, the total amount 
recovered from the hirer comes to ` 14,880, which goes to meet the full cost of the asset along with the 
amount of interest for the entire period of two years. This arrangement, however, proves to be rather 
costlier for the hirer in that he is required to pay the monthly interest on the full amount of the principal 
for the entire period of two years, though he continues to pay a portion of the principal at ` 500 every 
month. Had the interest been chargeable on the reduced balance basis, he would have been required to 
pay the interest as much (i.e. ` 5) less each month.*

 (vi) Further, the total amount of interest so received by the hiree is allocated by him by spreading it over 
several years, usually based on the ‘sum-of-the-year-digit’ (SYD) method.

Bifurcation of the hire purchase instalment
The amount of instalment payable on a hire purchase transaction has two distinct parts:

*The instalment of ` 500 is being paid each month towards the part-payment of the principal amount of ` 12,000. Thus, in 
the first month the interest will be payable at 12 per cent per annum on the full prinicipal amount of ` 12,000. But, as ` 
500 will be paid in the first month, being the part-payment towards the principal amount of ` 12,000, it will get reduced to 
` 11,500 (` 12,000 – ` 500 = ` 11,500). Thus, for the next month, the interest should be payable on the reduced balance of ` 
11,500, and not on the full amount of ` 12,000. Now, the interest for the next month on ` 11,500 at 12 per cent per annum 

wil come to ` 115 
` 11 500 0 12

24
, .×





 and not ` 120.
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 • Interest part, and
 • Principal repayment part.

Let us take an illustrative example.
Example 1 Akash Appliances Limited is planning to acquire an equipment costing ` one lakh on hire purchase 
basis. Zenith Financers have offered a hire purchase arrangement payable in three years time at a flat interest 
rate of 12 per cent per annum. Let us now compute the amount of interest payable by the hirer, and the quantum 
of hire purchase instalment.
Solution
 (i) The total amount of interest payable at a flat rate of 12 per cent per annum comes to (` 1,00,000 × 0.12) 

× 3 = ` 36,000.
 (ii) (a) The amount of hire purchase instalment will come to (` 1,00,000 + ̀  36,000) ÷ 36 = ̀  3,777.77 or say, 

` 3,778 per month, or
 (b) (` 1,00,000 + ` 36,000) ÷ 3 = ` 45, 333 per annum.

To find out the bifurcation of the amount of instalment, payable on the hire purchase transaction, into two 
distinct parts (interest part, and principal repayment part), we must first allocate the total interest burden of

` 36,000, spread over a three year period, as per the ‘sum-of-the-year-digit’ (SYD) method. Accordingly, the 
proportion of interest, allocated to three-years period, respectively, will be computed as follows:
 Year Proportion

 Year 1 36 35 34 25
36 35 34 1

+ + + +
+ + +

...
...

 or 366 ÷ 666

 Year 2 
24 23 22 13

36 35 34 1
+ + + +

+ + +
...

...
 or 222 ÷ 666

 Year 3 
12 11 10 1
36 35 34 1

+ + + +
+ + +

...
...

 or 78 ÷ 666
Now, we will allocate the amount of interest payable, on the basis of the above proportion as follows:
 Year 1 (366 ÷ 666) × ` 36,000 = ` 19,784
 Year 2 (222 ÷ 666) × ` 36,000 = ` 12,000
 Year 3   (78 ÷ 666) × ` 36,000 = ` 4,216
 Total   ` 36,000
Thus, on the basis of the above annual allocations of the total interest burden of ` 36,000 proportionately, 

the annual hire purchase instalment will be split into the respective two portions, viz. hire purchase instalment 
part, and the interest part, made up as follows (Table 27.1).

Further, in the second month the balance amount of ` 11,500 will get further reduced to ` 11,000 on payment of the 
next part-payment of ` 500 towards the principal amount. Thus, the interest payable in the second month will come to 

` 11 00 0 12
12

, .×
 = ` 110, i.e. ` 5 lesser than ` 115. The same process will continue till the last and final payment of the 

instalment towards the principal amount of ` 500 only remaining outstanding. Thus, the amount of interest payable now 

will come to 
` 500 0 12

12
× .

 = ` 5 only.

Thus, the amount of monthly interest payable for every subsequent month gets reduced at ` 5 per month.
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TABLE 27.1 Annual hire purchase instalment

Year Hire purchase 
Repayment (Instalment)

Interest Principal

` ` `

1 45, 333 19,784 25,549

2 45, 333 12,000 33,333

3 45, 334 4,216 41,118

Total 1,36,000 36,000 1,00,000

LEASING AND HIRE PURCHASE – A COMPARISON

From the points of view of the lessee and the hirer, respectively
 1. As the lessee is not the owner of the asset, he is not entitled to the tax benefits on account of depreciation, 

and rightly so.
  As against this, the hirer can claim all the income tax benefits related to depreciation. This is so because, 

right from the very beginning of the hire purchase arrangement, his intention had all through been to 
finally buy and own the asset after, and by virtue of, paying the last instalment.

 2. The aggregate lease rental (comprising both the principal and interest components), is tax-deductible 
expense for the lessee.

  In the hire purchase arrangement, however, only the interest component of the instalment is tax-
deductible expense for the hirer. This is so because, the depreciation, claimed by the hirer, takes care 
of the repayment of the principal component of the hire purchase instalment, which, in fact, is in the 
nature of the payment towards the cost of the asset, of course, in parts (instalment).

 3. The lessee does not enjoy the salvage value of the asset, inasmuch as he is not its owner.
  The hirer, however, enjoys the salvage value of the asset, by virtue of being its virtual or deemed owner, 

as aforesaid.

Advance Deposit by the Hirer
As per the usual practice, the finance companies, offering the hire purchase arrangement, insist on some 
deposit by the hirer towards meeting a portion of the cost of the asset, to be purchased. Such deposit, being in 
the nature of advance payment, usually ranges from 20 to 25 per cent of the total cost of the asset. The hiree, 
however, pays the interest to the hirer on such deposit, periodically, and it is repaid to him (hirer) in full, on 
completion of the hire purchase period.

INSTALMENT SALE AND HIRE PURCHASE – A COMPARISON

Instalment sale and hire purchase transactions are almost similar in nature, except in regard to the timing and 
stage when the transfer of the ownership of the asset gets completed. In the case of sale of the asset on instalment 
basis, the transaction is based on the mutually agreed condition that there will be no cash down payment in 
full, at the time of the purchase of the asset. Instead, only a part of the cost of the asset will be paid initially (at 
the time of the purchase), and the balance amount will be payable in a specified number of instalments, at the 
mutually agreed amount and periodicity. The ownership of the asset, however, gets transferred from the seller 
to the buyer immediately on the execution of the relative document and the payment of the very first instalment 
by the buyer. However, the balance amount due is considered by the seller as a credit sale and a secured loan.

Further, now that the buyer has bought the asset on instalment basis and accordingly, has become the owner 
of the asset, he gets entitled to the tax benefits, too, pertaining to depreciation. The amount of interest paid by 
him also becomes tax-deductible. Besides, he is also entitled to the salvage value of the asset.
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Thus, we see that, while in the case of a hire purchase arrangement, the ownership of the asset gets transferred 
to the hirer only after the payment of the last instalment due, in the case of an instalment sale, the ownership 
of the asset gets transferred to the buyer immediately after the payment of the very first instalment.

PROJECT FINANCING

Introduction
Large infrastructure projects involve huge investments, long gestation period, and specific domestic market. 
That is why, perhaps, the private sector was not showing much interest in such ventures. Accordingly, the 
government had to undertake such projects in the best socio-economic interests. But, of late, the trend has 
undergone a paradigm shift in that many of the private companies are now undertaking such projects with 
great zeal and optimism.

In the evaluation of such projects, the adequate return on investment (ROI) on equity is of essence and prime 
importance. Therefore, the rates of toll and taxes have to be arrived at in such a manner that, after recovering 
the operating cost, there may be sufficient surplus left to meet the cost of capital, comprising repayment of the 
loan with interest, as also to provide an adequate return on equity (own investment in the venture). But then, 
what percentage of return could be considered to be adequate may vary from company to company. However, 
the main features to be considered in this regard would usually be the elements and quantum of risks involved 
in the cash flow from the projects, as also the financial structure, that is the proportion of the own fund (equity) 
and the loan fund (term loans).

Before proceeding to evaluate the return on equity and the financial structure, it would augur well if we 
understood the various arrangements of mitigating risks involved in such ventures. But, we will first look into 
some of the salient features of project financing.

SALIENT FEATURES OF PROJECT FINANCING

With a view to ensure an objective credit appraisal of the project, and the assessment of the quantum of the 
term loan to be granted to the company, its assets and contracts, the involved economics and the expected 
cash flows, are analyzed and estimated, independent of its promoters and sponsors. In the case of the project, 
its assets are treated as the primary security (termed as the collateral, in the US parlance), for the respective 
term loan, and the expected cash flows of the project are treated as the source of repayment of the periodical 
instalments of the loan with interest accrued thereon.

Under the aforesaid circumstances, the project financing can well be perceived as a ‘non-recourse’, or at least 
as a ‘limited recourse’ financing in respect of the promoters and sponsors. According to P.K. Nevitt,* Project 
financing is a scheme of “financing of a particular economic unit in which a lender is satisfied in looking at the 
cash flows and the earnings of that economic unit as a source of funds, from which a loan can be repaid, and 
to the assets of the economic unit as a collateral for the loan.”

Earlier, the project financing was resorted to mostly the areas of oil exploration and other minerals extractions, 
usually through joint ventures with some foreign companies. But, in the recent years, the mechanism of project 
financing has been used in the areas of creating infrastructures, especially in the power and telecommunication 
projects.

In project financing, the elements of risks are suitably subdivided among the various involved parties, taking 
into account a combination of their undertakings and the different kinds of their guarantees. Thus, no party 
remains singly and solely responsible for the project, involving large investments and stakes. Therefore, the 
lender bankers appraise and assess the credit risks by reviewing and evaluating the combined undertakings 
and guarantees, provided by the respective parties involved, like the suppliers, government, customers and 
sponsors, by treating all these as one complete and composite unit and entity. But then, the significance and 
importance of the extent and quantum of the stake of the promoters or sponsors can hardly be over-emphasized. 
Accordingly, this factor seems to be of the primary consideration for the lending bankers in the entire process 
of their assessment and evaluation of the economic viability and technical feasibility of the project.

*P.K. Nevitt’s book Project Finacing, Euromoney Publications, 1983
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PROJECT FINANCING MECHANISMS

Besides granting the usual term loans for the projects, various other, and rather more complex, types of lending 
mechanisms have since been adopted in this regard. These are:
 (i) Build-Own-Operate-Transfer Arrangement (BOOT)
 (ii) Build-Own-Operate Arrangement (BOO)
 (iii) Build-Lease-Transfer Arrangement (BLT)

(i) Build-Own-Operate-Transfer Arrangement (BOOT)
Under such an arrangement, a private company builds (i.e. constructs and completes) a project, owns, and 
operates it for a reasonable period of time, so as to earn a reasonable return on its investments (ROI), and 
thereafter transfer the project to the host government or its agency. As has been observed in the World Bank’s 
‘World Development Report’, 1994, such arrangements have usually been found to be more economical and 
efficient, as compared to the direct government investment alone, mainly due to the involvement and interest 
of the private companies in the venture.

There are gsssenerally two types of BOOT arrangements:
 (i) Solicited
 (ii) Unsolicited

Under the solicited arrangement, the project is first conceived and identified, developed and formulated, 
by the government, and it is only thereafter that some company in the private sector is invited to submit the 
proposal for participation in the venture.

In the case of the unsolicited arrangement, however, a private sector company or a group of companies, on 
their own, prepare and submit a project proposal to the government for its acceptance and participation. Such 
private companies usually comprise international construction contractors, heavy equipment suppliers, plant 
and system operators, and the local partners and participants. BOOT arrangement has been found to be very 
popular in the developing countries, especially in the power and road sectors. This arrangement has as well 
been adopted in the other sectors, like ports, rails, and mass transit.

(ii) Build-Own-Operate Arrangement (BOO)
Under the BOOT arrangement, whether under operation or construction, the dates of transfer are far distant 
and, accordingly, do not seem to be of much material significance. It is also likely that the capital stocks, under 
the BOOT arrangement, may run down with the date of transfer coming nearer and nearer. This may happen 
despite the legal agreements being in place, including, inter alia, the detailed inspection plans and such other 
safety and safeguard measures. Above all, as the project was initially planned and executed in the private 
sector, the provision of it being transferred back to the government, though much later, does not seem to be 
quite rational. But then, inasmuch as the international operators may very well like to get out of the project, 
so as to be able to undertake some other more profitable projects, one other reasonable option available could 
be that they may offload the foreign shareholdings in the stock market, fully or partly, up to a certain mutually 
agreed percentage when the stipulated time period may conclude. Such an arrangement thus, may not involve 
the element of transfer at any stage. Accordingly, such arrangement is known as BOO (Build-Own-Operate) 
arrangement, wherein the element of transfer is absent, as against the BOOT arrangement. Thus, under such 
arrangement, the ownership of the project rests with the sponsors all through. BOO arrangement, thus, naturally 
does not provide for any sovereign guarantee and, accordingly, it is in the nature of limited recourse financing.

(iii) Build-Lease-Transfer Arrangement (BLT)
Under the BLT arrangement, the shareholders (the owners of the project), retain the complete ownership 
throughout. They only transfer the control and operation to the lessee, under a lease agreement. The host 
government, however, agrees to buy the output (the end product), like the electricity in a power project, or 
the services, like in the cases of the flyovers and so on, from the respective lessee. The sponsors, by virtue of 
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being the lessor, is entitled to receive the periodical lease rentals, the regular and timely payment whereof is 
guaranteed by the host government.

MANAGING FINANCIAL RISKS AND THEIR ALLOCATIONS

The main risks from the points of view of the prospective investors, comprise:
 (i) Project completion risks
 (ii) Market risks
 (iii) Foreign currency risks
 (iv) Input supply risks

All such risks are assigned and allocated to the various respective parties, who are in the best position 
to control the specific risks, with a view to reducing the ‘moral hazard’ problems and minimizing the cost of 
sharing the risks.

(i) Project Completion Risks
Project completion risk is usually the most crucial and major risk in most of the projects, pertaining to the 
infrastructure sector. This risk is usually covered by a ‘fixed price, firm date, turn key construction’ contract, 
providing for the liquidated damages for any delay, and is also supported by a performance bond. Besides, the 
contract also provides for the specific performance parameters, as also for the warranty periods for defects, if 
any. The lenders, however, insist on a guarantee from the sponsor company for any cost overruns. Further, 
they may as well prefer to have some standby credit facility in place.

(ii) Market Risks
This risk is covered by way of a long-term agreement, pertaining to the quantity to be purchased at an 
agreed price. Thus, in case of a power project, the host government undertakes to make certain payments for 
the production of electricity, or for the production capacity made available to the government’s distribution 
agencies, irrespective of the actual quantum of the off-take. This is considered reasonable, too, inasmuch as 
once the electricity has been produced, it cannot be stored or preserved. It, instead, has got to be consumed by 
distribution and use. Such agreement is known as the ‘take or pay’ power purchase agreement (PPA). Under 
such arrangement, the power tariff is determined on ‘cost plus’ terms, based on the standard costs. By way of 
an additional safeguard, in addition to the PPA agreement, the sponsoring company usually insists that such 
payment must be made by the host government to a trustee, which usually is an international bank, with whom 
such payments are to be made in an escrow account maintained for the purpose.

In some cases, the power project company may enter into long-term agreements (PPAs) with several private 
sector purchasers, instead of one single purchaser like the host government. The Chilean BOO power project 
is an illustrative example.

In the cases of transport projects, like the Delhi – NOIDA toll bridge, the tolls are required to be collected 
from the general public, using the facility, instead of from the government or any government agency. Thus, 
such projects involve much higher market risks, inasmuch as the purchase (that is the use of the facility), is not 
assured (as is the case in respect of the power projects). Accordingly, both the project company and the lender 
banks resort to various other measures to manage and mitigate the quantum of risks, by way of adjustments 
in the revenue sharing percentage, increase in the rate of the toll to be collected, and a suitable enhancement 
in the concession period. But then, in most of the cases, a provision is usually made, by inserting a suitable 
automatic escalation clause in the toll agreement to take care of the element of inflation.

(iii) Foreign Currency Risks
The foreign financiers, making investments in infrastructure projects, in developing countries, are naturally 
highly concerned about the foreign exchange risks, and more so in the cases of the projects, which generate 
revenues in the local currency. Incidentally, most of the projects, except some telecommunications and port 
projects, fall under such category.
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The foreign currency risks are usually covered by two separate mechanisms:
 (a) Under the macroeconomic convertibility arrangement the project has the access to the foreign exchange to 

cover the debt-service and equity payments. These arrangements generally do require some guarantees 
by the host government.

 (b) Under the ‘tariff adjustments for the currency depreciation’ arrangement there is an inbuilt mechanism 
whereby it is ensured that the foreign exchange equivalent of the revenue, received by the project in the 
local currency, may be sufficient enough to service the foreign currency loans and the equity. Accordingly, 
in several BOOT arrangements, a sufficient provision is usually made to the effect that a suitable tariff 
escalation will be allowed so as to compensate for the depreciation in the local currency, such that no 
loss or shortfall may take place in the level of returns to the investors, in terms of foreign currency. Such 
protective mechanisms have been resorted to in the power projects in India.

(iv) Input Supply Risks
The supply of inputs of good quality, and in the desired quantity, and above all, on time, as per the supply 
schedule, to match the production schedule, is of crucial importance.

For example, in the case of power projects, a reliable and timely supply of good quality of the required fuel is 
of essence. With a view to ensuring such regular and quality supply of the required fuel, a contract is entered 
into with the company/agency supplying the fuel. Further, the risk of increase in the price of the inputs is 
usually covered by way of the provision that any such increase will be passed on to the consumers, by charging 
a suitably higher tariff from them. But then, such provision make it all the more imperative on the part of the 
consumers (for example, the government or the electricity boards, in the case of a power project), to monitor 
and control the price of the required inputs like fuel, and so on. This is so because, as the project company is 
fully compensated for any increase in the cost of the inputs, it may be least interested in controlling their costs.

 SUMMARY
Leasing, like term loans nd debentures, is another way of financing fixed assets. The person giving the 
asset on lease is known as the ‘lessor’, and the person, who receives it with the right to use it, is called 
the ‘lessee’.
Payment Schedule: The lessee is required to pay the lease rental at monthly, quarterly, half-yearly, or 
yearly intervals, commensurate with its profitability and the cash inflows. In the case of upfrontal lease, 
a larger sum of rental becomes payable in the earlier years, and a lesser amount is charged in the later 
part of the lease contract. In back-ended lease, however, the reverse is the case. Further, the lessor (owner) 
alone can claim the depreciation and not the lessee.

Types of Leases

Finance Lease
(Finance Lease (Capital Lease or Full-Pay-Out Lease) is granted for a medium or long-term (period), 
which cannot be cancelled or revoked during the initial (primary) lease period ranging from three to five 
years, or even up to eight years. During this period, the lessor is able to get back the entire amount of his 
capital investment in the industrial equipment in question, plus a reasonable and acceptable rate of return 
by way of the periodical rental. Further, the lessee (and not the lessor) is responsible for the periodical 
maintenance as also for the payment of the insurance premia and taxes. He, however, can get the lease 
renewed for a future period, usually at a much lesser rental charges. All other leases are operating (or non-
finance) leases, whose term (period) is substantially less than the economic life of the industrial equipment.

Operating Lease

Two Types of Operating Lease:

 (a) ‘Wet Lease’ where the lessor is responsible for the maintenance and insurance of the equipment, and
 (b) ‘Dry Lease’ where these responsibilities lie with the lessee.
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Sale-and-Lease Back, and Direct Lease
Under ‘Sale and Lease Back’ arrangement, a company, which already owns an asset, sells it off to a leasing 
company, with the understanding that the asset will again be leased back to the selling company itself. 
Such arrangements provide substantial tax benefits. In the case of a direct lease, the leasing company 
purchases the equipment, not from the prospective lessee company, but directly from the manufacturers 
or their selling agents.
There are two types of Direct Lease, viz. Bipartite Lease and Tripartite Lease.
A bipartite lease involves two parties, viz. (i) the supplier-cum-lessor and (ii) the lessee.
In a tripartite lease, however, there are three parties involved viz. (i) supplier (seller) of the equipment, 
(ii) the lessor, and (iii) the lessee. Most of the lease transactions, involving equipments, are in the form of 
a tripartite lease, and are mostly entered into by way of finance lease (and not operating lease).

Single Investor Lease and Leveraged Lease
In a Single Investor Lease, the leasing company raises sufficient longterm funds, in a suitable mix of 
equity and debt, to acquire the required industrial equipment to be leased. But, in the event of the lessee 
company failing to make regular payments of the instalments, with interest due, on due dates, the creditors 
(lenders) of the leasing (lessor) company cannot demand payment of the instalments and interest (due 
from the leasing (lessor) company, from the lessee company or person.
In the leveraged lease arrangement, however, the lender agrees to get its loan instalments repaid out of 
the proceeds of the periodical lease rentals. The leasing company is known as the ‘equity participant’, and 
the lender is known as the ‘loan participant’.
In the event of the lessee company failing to make regular periodical payments of the lease rentals, the 
lender (loan participant) can prefer to take charge of the leased asset in question. Further, under the 
leveraged lease, the ownership belongs to the leasing company. Accordingly, the leasing company alone 
stands to derive the tax benefits on the amount of depreciation. By virtue of the various advantageous 
features, attached with the leveraged lease, it has gained much acceptability, especially in infrastructure 
projects.

Domestic Lease and International Lease
A lease transaction, where all the three parties, viz. Supplier, Lessor Company, and Lessee Company, are 
domiciled in one and the same country, is known as the Domestic Lease. Correspondingly, where even 
one or more of the forenamed three parties happen to be domiciled in different countries, it is classified 
as an ‘International Lease’. Further, the international lease alone inherently involves country risks (like 
the economic and political risks, legal and taxation implications), and currency risks, which necessitates 
entering into some forward contract or the like.

Full Service Lease and Net Lease
When the lease agreement provides that the lessor will be responsible for the insurance and maintenance 
of the leased assets, such lease is known as the ‘full-service lease’. Where the lessee is responsible for the 
insurance and maintenance of the leased asset, such a lease is known as the ‘net lease’.

Rationale Behind Leasing
 (i) Convenience, especially when the asset is required for a short period
 (ii) Tax benefits, especially when a not-so-profitable company takes the asset on lease and allows the 

lessee company to avail the tax benefits on account of depreciation and pass on a part of it to the lessee 
company, by way of reduced lease rentals

 (iii) There are no restrictive and inconvenient covenants, like in the bank’s term loans
 (iv) As an operating lease can be terminated at the free will of the lessee company, it can save itself of the 

obsolescence risks, though it may have to pay a rather higher lease rent
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 (v) Leasing arrangements take far shorter time, as compared to the bank’s term loans
 (vi) In the case of leasing companies, the payback schedule is far more rational than the mechanical 

calculation of the repayment programme by some of the banks. They have various repayment patterns, 
like seasonal, stepped-up, and deferred payment patterns, as may be applicable to the seasonal 
industries, slow-growth industries, and long-gestation period industries, respectively

Some Unreal Rationale for Leasing
 (a) Not that the lessee company uses the assets without investing and blocking any funds, as the amount 

of the periodical lease rental is quite comparable to the amount of periodical instalments and interest 
payable on the term loan.

 (b) Not that the leasing option avoids the rigour of the capital budget, because it also must be preferred 
only when found to be cost-effective and profitable.

 (c) Now that the recent accounting standards require the finance lease (though not the operating lease), 
to be shown in the books and the Balance Sheet of the lessee company, it now makes no difference 
in the debt/ equity ratio of the company, as it is no longer an off-balance sheet item.

Responsibilities of the Lessee and the Lessor
The lessee, like the bailee, must take as much care of the goods leased to him as a man of ordinary prudence 
will, under similar circumstances, take of his own goods, of the same bulk, quality and value. Thus, the 
lessee must get the equipment duly insured for the full value thereof, and must ensure its proper periodical 
maintenance and up-keep, besides paying the stipulated lease rentals regularly on the due dates. The 
lessor, in turn, must deliver the assets to the lessee, and legally authorize him to use the assets in an 
uninterrupted, undisputed and, uninterfering manner, during the entire lease period.

Some Relevant Provisions of the Income Tax
The lessor, and not the lessee, is entitled to claim tax deduction by way of deprecation on the fixed assets, 
by virtue of his alone continuing to be its owner. Further, while the income by way of periodical rentals is 
taxable in the hands of the lessor, the amount of the periodical rentals paid is treated as a tax-deductible 
expense of the lessee. This way, both the lessor and the lessee stand to gain by way of avoidance of the 
income tax.

Hire Purchase
As against leasing, hire purchase involves the purchase (and not renting out) of an asset, on the 
understanding that the buyer (known as the hirer) will pay for the assets so purchased, but in periodical 
instalments, spread over a specific period of time, and not as an outright purchase on full payment basis. 
Further, on payment of the last instalment of the hire purchase, constituting the full and final payment 
of the hired asset, the title of the asset gets transferred from the hiree to the hirer. Further, till even a 
single instalment, in full or in part, remains due for payment by the hirer, the title of the asset continues 
to rest with the hiree, who also has the legal right to take back the hired asset, in case of default.
The hirer has the option of terminating the hire purchase agreement any time, but prior to the transfer of 
the ownership and title to the asset. Thus, for the hirer, the hire purchase is more like a cancellable lease 
(like the operating lease) with the right to buy the asset in question. The amount of interest is payable on 
flat, and not on reducing balance basis.

Leasing and Hire Purchase – A Comparison
 (i) As the lessee is not the owner of the asset, he is not entitled to the tax benefits on account of depreciation. 

But, the hirer can claim all the income tax benefits related to depreciation. Because, in the hire purchase 
arrangement, the intention of the hirer had all through been to finally buy and own the asset, after 
paying the last instalment.
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 (ii) The aggregate lease rental is tax-deductible for the lessee. In the hire purchase arrangement, however, 
only the interest component of the instalment is tax-deductible expense for the hirer. Because, the 
depreciation, claimed by the hirer, takes care of the repayment of the principal component of the hire 
purchase instalment, which, in fact, is in the nature of the payment towards the cost of the asset, of 
course, in parts (instalments).

 (iii) The lessee does not enjoy the salvage value of the asset, inasmuch as he is not its owner. The hirer, 
however, enjoys it, being its virtual or deemed owner.

As per the usual practice, the finance companies, offering the hire purchase arrangement, insist on some 
deposit by the hirer towards meeting a portion of the cost of the asset.

Instalment Sale
While in the case of a hire purchase arrangement, the ownership of the asset gets transferred to the hirer 
only after the payment of the last instalment due, in the case of an instalment sale the ownership of the 
asset gets transferred to the buyer immediately after the payment of the very first instalment.

Project Financing
Large infrastructure projects involve huge investments, long gestation period, and specific domestic 
market. Therefore, in the evaluation of such projects, adequate return on investment (ROI) on equity is of 
essence. Therefore, the rates of toll and taxes have to be arrived at in such a manner that, after recovering 
the operating cost, there may be sufficient surplus left to meet the cost of capital, comprising repayment 
of the loan with interest, as also to provide an adequate return on equity. To ensure an objective credit 
appraisal of the project, and the assessment of the quantum of the term loan to be granted to the company, 
its assets and contracts, the involved economics and the expected cash flows are analyzed and estimated, 
independent of its promoters and sponsors.
In project financing, the elements of risks, involving large investments and stakes, are suitably sub-
divided among the various involved parties, taking into account a combination of their undertakings and 
the different kinds of their guarantees.

Project Financing Mechanisms
Build-Own-Operate-Transfer Arrangement BOOT Under such an arrangement, a private company 
builds (i.e. constructs and completes) a project, owns and operates it for a reasonable period of time, so 
as to earn a reasonable return on its investment (ROI), and thereafter, transfer, the project to the host 
government or its agency.
Two types of BOOT Arrangements In the Solicited ones, the project is first conceived and identified, 
developed and formulated, by the government, and thereafter, some company in the private sector is 
invited to submit the proposal to participate in the venture. In the case of Unsolicited ones, a private sector 
company or group of companies, on their own, prepare and submit a project proposal to the government 
for its acceptance and participation.
Build-Own-Operate Arrangement (BOO) Under such an arrangement, the element of transfer (T) is 
absent, and the ownership of the project rests with the sponsors all through. BOO arrangement, thus, 
naturally does not provide for any sovereign guarantee and, accordingly, it is in the nature of limited 
recourse financing.
Build-Lease-Transfer Arrangement (BLT) Under the BLT arrangement, the shareholders (the owners 
of the project), retain the complete ownership throughout. They only transfer the control and operation 
to the lessee, under a lease agreement. The host government, however, agrees to buy the output (the end-
product), like the electricity in a power project, or the services like in the cases of the flyovers and so on, 
from the respective lessor. The sponsors, as the lessor, is entitled to receive the periodical lease rentals, 
the regular and timely payment whereof is guaranteed by the host government.
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Managing Financial Risks and their Allocations
The following various risks are allocated to the respective parties, who are in the best position to control 
the specific risks, to reduce the ‘moral hazard’ problems, and minimize the cost of sharing the risks.

 (i) Project Completion Risks It is usually covered by a ‘fixed price, firm date, turn key construction’ 
contract, providing for the liquidated damages for any delay, and is also supported by a performance 
bond. Besides, the contract also provides for the specific performance parameters, as also for the 
warranty periods for defects, if any.

 (ii) Market Risks This risk is covered by way of a long-term agreement, pertaining to the quantity to 
be purchased at an agreed price. Thus, in case of a power project, the host government undertakes to 
make certain payments for the production of electricity, or for the production capacity made available 
to the government’s distribution agencies, irrespective of the actual quantum of the off-take. Under 
such arrangement, the power tariff is determined on ‘cost plus’ terms, based on the standard costs. In 
some cases, the power project company may enter into longterm power purchase agreements (PPAs) 
with several private sector purchasers, instead of one single purchaser like the host government. 
The Chilean BOO power project is an illustrative example. In the cases of transport projects, like the 
Delhi-NOIDA toll bridge, the tolls are required to be collected from the general public, instead of from 
the government or any government agency. Thus, such projects involve much higher market risks, as 
the purchase is not assured. Accordingly, both the project company and the lenders resort to various 
other measures to manage and mitigate the quantum of risks.

 (iii) Foreign Currency Risks The foreign financiers, making investments in infrastructure projects, in 
developing countries, are naturally highly concerned about the foreign exchange risks, and more so 
in the cases of the projects, which generate revenues in the local currency. These risks are usually 
covered by the following two separate mechanisms.

 (a) Under the macro-economic convertibility arrangement, the project has access to foreign exchange to 
cover the debt-service and equity payments. These arrangements generally require some guarantee 
by the host government.

 (b) Under the ‘tariff adjustments for the currency depreciation’ arrangement, there is an inbuilt 
mechanism ensuring that the foreign exchange equivalent of the revenue, received by the project 
in the local currency, may be sufficient enough to service the foreign currency loans and the equity.

 (iv) Input Supply Risks To ensure timely and quality supply of the required materials, a contract is 
entered into with the respective companies/agencies supplying the various inputs. The risk of increase 
in the price of the inputs is usually covered by providing that it will be passed on to the consumers, 
by charging a suitably higher tariff from them.

 REVIEW QUESTIONS
Leasing
 1. Distinguish between the following pairs of terms:
 (i) Up-frontal lease and Back-ended lease
 (ii) Primary lease and Secondary lease
 iii) Finance lease and operating lease
 (iv) Sale and lease back, and direct lease
 (v) Single investor lease and leveraged lease
 (vi) Domestic lease and international lease
 (vii) Economic life and running life
 (viii) Wet lease and dry lease
 (ix) Bipartite lease and tripartite lease
 (x) Equity participant and loan participant.



 558 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

 (xi) Country risks and currency risks
 (xii) Full service lease and net lease
 (xiii) Leasing and borrowing
 (xiv) Leasing and hire-purchase
 2. (i) It is said that the operating lease involves far greater risks on the part of the lessor. Do you agree? Give 

reasons for your answer.
 (ii) It you agree, what precautions will you suggest to the lessor, with a view to safeguard his position?
 (iii) There are some misconceived and unreal rationales of leasing, too. Discuss.
 3. What are the relative advantages for which the companies prefer to have leasing arrangements rather than 

going in for the project financing by way of term loans by banks and other financial institutions?
 4. The banks, financial institutions and lessors must stipulate the repayment schedule based on some realistic 

and rational features and factors, in each case. Explain these, with the help of some illustrative examples.
 5. What are the salient features of the following repayment arrangements in regards to the leasing transaction?
 (i) (a) Seasonable pattern
 (b) Stepped-up pattern
 (c) Deferred payment pattern
 (ii) Under what specific conditions should one of these repayment arrangements immensely suit both the 

lessor and the lessee companies
 6. Discuss in brief:
 (i) The legal aspects pertaining to leasing, and
 (ii) The various responsibilities of the lessee company.
 7. Discuss, in brief, the relevant provisions of:
 (i) Sales Tax, pertaining to the lease; and
 (ii) Income Tax, pertaining to the lease:
 (a) In regard to depreciation; and
 (b) In regard to lease rental.
 8. Discuss, in brief, the relevant aspects of accounting practices, in regard to leasing in India:
 (i) Pertaining to Operating Leases; and
 (ii) Pertaining to Financial Leases.

Hire Purchase
 9. Bring out, in brief, the salient features of hire purchase transactions.
 10. Distinguish between Instalment Sale and Hire Purchase transactions.

Project Financing
 11. Bring out, in brief, the salient features of Project Financing.
 12. Write short notes on the following arrangements:
 (i) Build-Own-Operate-Transfer Arrangement (BOOT),
 (ii) Build-Own-Operate Arrangement (BOO), and
 (iii) Build-Lease-Transfer Arrangement (BLT).
 13. Distinguish between Solicited and Unsolicited BOOT arrangements.
 14. What strategies would you adopt to manage and contain the following risks from the points of view of the 

prospective investors?
 (i) Project completion risks;
 (ii) Market risks;
 (iii) Foreign currency risks; and
 (iv) Input supply risks.
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 15. An equipment, leased by way of a finance lease, gets completely destroyed by fire after seven months of the 
initial lease period of one year. Further, either party has not insured the machine against fire.

 (i) What will be the responsibility of the lessor and lessee in the case of a ‘dry lease’?
 (ii) Will the position be any different in the case of a ‘wet lease’?

 PRACTISE PROBLEMS
 1. A leasing company offers the following options in the case of an operating lease:
 (i) A one-year lease for ` 45 lakh, or
 (ii) A five-year lease for ` 51 lakh per annum, but with the option of cancelling the lease any time, but after 

expiry of at least one year.
  Finding the second option to be costlier by ` 6 lakh per annum, Shiva and Sons prefers to go for the first 

option. But then, you suggest to the company to opt for the second one, instead.
  What will be convincing line of argument in favour of your suggestion?
 2. Ramachandran Builders is planning to acquire an equipment, costing ` 2.5 lakh, on hire purchase basis. 

Sanjay Financiers have offered a hire purchase arrangement payable in four years at a flat interest rate of 11 
per cent per annum. Compute the amount of interest payable by the hirer, and the quantum of hire purchase 
instalment.
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Dividend Policy and Firm Value

Do you know the only thing that gives me pleasure? 
It’s to see my dividends coming in.

– John D. Rockefeller
Doing things for others always pays dividends...

– Claude M. Bristol
Luck is a dividend of sweat. The more you sweat, 

the luckier you get.
– Ray Kroc

Chapter 28
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • The dividend decision, as to what portion of the year-end earnings must be retained in the business, and 

what portion of it should be paid out as dividend
 • What happens if the capital budgeting decision of a company is dependent or independent of its dividend 

policy?
 • As the main objective of a company’s financial management is to maximize the market value of its equity 

shares, what is the relationship between the company’s dividend policy and the market price(value) of its 
equity shares in the stock markets?

 • Models in which investment and dividend decisions are interrelated, for example:
 (i) The Walter Model
 (ii) The Gordon Model, with their respective valuation formulas, and their implications
 • Traditional position, holding that the stock market places considerably more emphasis and weight on dividend 

rather than on the retained earnings
 • The empirical evidence given by the protagonists of the traditional position, and the criticisms against their 

empirical evidence
 • Miller and Modigliani (MM) position, who have advocated that the value of a company solely depends on its 

earning capacity, and is not affected by the manner in which its earnings are divided between dividend and 
retained earnings. Their position and assumptions, and the criticisms against them, on various parameters

 • Reconciliation of the practitioners’ views (that the dividends very much matter) and the academic (MM) views 
(that dividends do not matter) as attempted by the rational expectations hypothesis of John F. Muth, as also 
of Merton H. Miller

 • Radical, position and argument that the companies should pay as little dividend as they can afford to get 
away with, and the criticism against their view

 • The broad classification of the diverse views under two schools of thought, viz.
 (a) The ‘perfect market’ school and (b) the ‘imperfect market’ school.
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INTRODUCTION
The decision taken by the management, as to what portion of the earnings of the company, i.e. its profit after 
tax (PAT), should be paid to its shareholders by way of dividends, and what portion of its earnings (PAT) must 
be retained and ploughed back in its business, for reinvestment purposes, is referred to as the ‘Dividend Policy’. 
In case the capital budgeting decision of a company is independent of its dividend policy, a higher dividend 
paid by the company will involve a greater dependence on external borrowings, involving higher pay our by 
way of interest on the borrowed funds. Thus, the dividend policy has a direct effect on the choice of the sources 
of financing.

However, here we should not forget that the amount of interest paid on the external borrowings is tax-
deductible, whereas the portion of the earnings (PAT) retained and ploughed back by the company in its business, 
for reinvestment purposes, is not tax-deductible. Further, equity shared, issued at a substantial premium, 
costs much less to the company. For example, if the State Bank of India (SBI) pays 50 per cent dividend on its 
shares of ` 10 face value, issued at a premium of ` 90 (issue price being ` 100), it costs SBI only 5 per cent (on 
the shares of ` 10 face value, issued at a price of ` 100).

As against this, in case the capital budgeting decision of a company is dependent on its dividend policy and 
decision, a higher dividend paid by the company will involve contraction (reduction, tightening) of its capital 
budget, and vice versa. Thus, in such cases, the dividend policy has a direct effect (bearing) on the company’s 
capital budgeting decision.

Thus, we see that a company’s dividend pay out ratio apparently (obviously) depends on the fact, as to in what 
manner the earning of a company is calculated (measured). For the sake of simplicity, we take into account the 
accounting measure of the earnings of the company. However, we are quite aware of the fact that, the accounting 
measure of the earnings of the company often differ (deviate or diverge) from the economic measures of earnings.

Accordingly, the accounting measure of the earnings of a company do not truly reveal (reflect) the capacity 
of a company to pay the dividends.

Further, as the main objectives of a company’s financial management is to maximize the market value of 
its equity shares (i.e. the price of its shares in the stock exchanges), our primary concern is to ascertain, as 
to what is the relationship between the company’s dividend policy and the market price (value) of its equity 
shares in the stock markets.

But then, this is one of the most controversial, and yet unresolved, question confronting the corporate finance. 
We will now discuss the various stands and views (positions) taken by the experts in the corporate finance area, 
on this issue, in different sections of this chapter, one after the other.

MODELS IN WHICH INVESTMENT AND DIVIDEND DECISIONS ARE RELATED

Most of the corporate finance experts, in their discussions and deliberations on dividend policy and the value 
of a company, assume that the investment decision of a company is independent of its dividend decision. 
But then, there are some models which, instead, assume that the investment decision of a company and its 
dividend decision are interrelated. We will now discuss two such models (i.e. the models which assume that 
the investment decision of a company and its dividend decision are interrelated and the other models, which 
assume that the investment decision of a company and its dividend decision are independent, and not inter-
related). These are the following:
 (i) The Walter Model
 (ii) The Gordon Model

(i) Walter Model
James Walter [in his paper titled ‘Dividend Policy: Its Influence on the Value of the Firm’, Journal of Finance 
(May, 1963), 280 – 291] has proposed a model of valuation of shares*, which supports the view that the dividend 
policy of a company has an effect (bearing) on the valuation of shares.

*James Walter’s paper titled ‘Dividend Policy: Its Influence on the Values of the Firm’, Journal of Finance May 1963, 
280 – 291.



 DIVIDEND POLICY AND FIRM VALUE 565

His model makes the following assumptions:
 (i) That the company is entirely financed by its equity shares. That is, it is fully financed by its own funds, 

and no owed (borrowed) funds, from any external sources, have been invested in the venture. In other 
words, it relies only on its retained earnings to finance its future investments for expansion or whatever. 
This goes to suggest that the investment decision is squarely dependent on the dividend decision.

 (ii) Further, that the rate of return on investment is fixed (unchanged, constant).
 (iii) And, that the company has an infinite life.

Valuation Formula
Based on the aforementioned assumptions, Walter has presented the following valuation formula:

        P = 
D (E D)r/k

k
+ −

Where:
          P = price per equity share
        D = dividend per share
           E = earning per share
           (E – D) = retained earning per share
        r = rate of return on investment, and
            k = cost of capital.
Thus, as per the aforementioned equation, i.e.

         P = D (E D)r/k
k

+ −
,

the price per share is the total of the two components of the above equation, i.e.

          P = D
k

(E D)r/k
k

+ −

Here, the first component of the equation (D/k) represents the present value of infinite streams of dividend.
That is:

      
D

1 + k
D

(1 + k)
D
k2+ + + =...

And, the second component of the equation represents the present value of infinite streams of the return from 
the retained earnings. The second component has been derived as follows: The return from the first retained 
earnings (E – D), would be:

         Time = 0, 1, 2, 3, 4, 5,
    (E – D)r, (E – D)r, (E – D)r, (E – D)r,
(Here, please note that the retained earnings at time 1 earns return from time 2 onwards).
The present value of this stream of returns from the second retained earnings would be:
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Similarly, the present value of the stream of returns from the third retained earnings would be:

    
( )

( )
E D

k
−
+

r

r1 3

and, so on.
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By adding the present value of the streams of returns from all the retained earnings, we get:
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Thus, the total would be equal to:

    

( ) /E D
k

− r k

Implications
Thus, as per the Walter model, we find the following implications:
 (i) That, when the rate of return is greater than the cost of capital (r > k), the price per share increases, as 

the dividend payout ratio decreases.
 (ii) That, when the rate of return is equal to the cost of capital (r = k), the price per share does not change 

(increase or decrease) with any change in the dividend payout ratio.
 (iii) That, when the rate of return is lesser than the cost of capital (r < k), the price per share decreases, as 

the dividend payout ratio increases.
Thus, the Walter model implies the following:

 (i) That, the optimal payout ratio for a growth company (r > k) is ‘nil’.
 (ii) That, the optimal payout ratio for a normal company (r = k) is irrelevant.
 (iii) That, the optimal payout ratio for a declining company (r < k) is cent per cent (100 percent).

It is now amply clear that these policy implications lead us to the very extreme courses of action, which 
make very limited sense in the real world situations. But all said and done, despite such simplicity or naivete, 
the Walter model is a useful tool, nonetheless, to demonstrate the effect of dividend policy under the various 
different profitability assumptions.

(ii) Gordon Model
Myron J. Gordon* presented a model of stock valuation, by using the dividend capitalization approach.

His model makes the following assumptions:
 (i) That, the retained earning is the only and exclusive source of financing for the company. Thus, to this 

extent, just like the Walter model, the Gordon model also combines the two decisions, i.e. the investment 
decision and the dividend decision.

 (ii) That, the rate of return on the investment of the company remains fixed (unchanged; constant).
 (iii) That, the rate of growth of the company is the product of its retention ratio and its rate of return. In fact, 

this third assumption follows the first two assumptions.
 (iv) That, the cost of capital for the company remains fixed (unchanged; constant), and also that it is greater 

than the rate of growth of the company.
 (v) That, the company has an infinite (perpetual) life, just as the Walter model also assumes.
 (vi) That, no tax is imposed on the company, because no tax exists there.

Valuation Formula
Gordon’s valuation formula is given hereunder:

       P0 = 
E

k
1 1( )−

−
b

br
Where:
         P0 = price per share at the end of the year 0 (zero).

*The Investment Financing and Valuation of the Corporation, Homewood, III, Richard Irwin, 1962
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        E1 = earnings per share at the end of the year 1.
         b = portion of earnings that the company ploughs back in business.
    (1 – b) = the portion of earnings that the company distributes by way of dividends.
         k = the rate of return required by the shareholders.
        r = the rate of return earned on the investments made by the company.
        br = rate of growth of the earnings and the dividends.

Implications
According to the basic Gordon model, we find the following implications:
 (i) That, when the rate of return is greater than the discount rate (r > k), the price per share increases, as 

the dividend payout ratio decreases.
 (ii) That, when the rate of return is equal to the discount rate (r = k), the price per share does not change 

(increase or decrease) with any change in the dividend payout ratio.
 (iii) That, when the rate of return is lesser than the discount rate (r < k), the price per share decreases, as 

the dividend payout ratio increases.
Thus, we see that the basic Gordon model also leads us to the dividend policy implications, like those in the 

Walter model. That is to say that, both the models imply the following:
 (i) That, the optimal payout ratio for a growth company (r > k) is ‘nil’ (zero).
 (ii) That, the optimal payout ratio for a normal company (r = k) is irrelevant.
 (iii) That, the optimal payout ratio for a declining company (r < k) is cent per cent (100 per cent).

TRADITIONAL POSITION

As per the traditional position, so eloquently and succinctly propounded by B. Graham and D.L. Dodd, the 
stock market places considerably more emphasis and weight on dividend rather than on the retained earnings, 
despite the fact that the retained earnings also belong only and exclusively to the shareholders themselves, 
and to none else.

‘Security Analysis: Principles and Technique’, (3rd edition,) According to B. Graham and D.L. Dodd,*... the 
stock market is overwhelmingly in favour of liberal dividend as against niggardly dividends’.

Their views may be expressed in quantitative terms in the following valuation model propounded by them:

       P = m D
E+



3

Where:
      P = market price per share
       D = dividend per share
       E = earning per share
        M = a multiplier
According to this model, during the course of the valuation of the shares, before the weight attached to 

dividends is equal to four times the weight attached to the retained earnings. This is evidently clear from the 
following version of the aforementioned equation in which E is replaced by (D + R).

Thus we come to the following formula, instead:

         P = m D
D + R

3
+





( )

We may, however, say that the weight provided by Graham and Dodd are based on their subjective judgements, 
and these are not derived from any objective and empirical analysis. But then, despite the element of subjectivity 

* B. Graham and D.L. dodd’s book McGraw-Hill, New York, 1951, p.432)’
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being inherent in these weights, the major contention of the traditional position is that a liberal dividend payout 
policy has a favourable impact on the price of the company’s shares in the stock market.

Empirical Evidence
The finance experts, who advocate the traditional position, quote the results of the cross-section regression 
analysis, as is given hereunder:

    PRICE = a + b DIVIDEND + c RETAINED EARNINGS
Naturally, in such a regression analysis, the dividend coefficient, ‘b’, is much higher than the retained 

earning coefficient, ‘c’. Thus, the advocates of traditional position claim that their hypothesis is proved to be 
empirically correct (vindicated).

But then, when we have a closer look at the aforementioned regression, we fined that it suggests that the 
conclusion arrived at by the traditionalists is not justified. We say so for the following reasons:
 (i) The aforementioned equation (i.e. PRICE = a + b DIVIDEND + c RETAINED EARNINGS), is mis – 

specified because, inter alia, it does not take into account the ‘risk’ factor, which is considered to be quite 
an important determinant of the market price of the shares.

  Let us take a recent example to strengthen the point. Till a couple of years back, Sensex at the Bombay 
Stock Exchange (BSE) was hovering above 20,00/21,000 points. But since late 2008, it had started coming 
down steadily, so much so that it had fallen to 8,160.40 points, its lowest in the past three and a half 
years, on Monday, the 9th March, 2009. (Source: The Hindustan Times, Lucknow edition, dated the 
10th March, 2009, in the first column, on the front page).

  Accordingly, an improved specified regression equation should be as under:
     PRICE = a + b DIVIDEND + c RETAINED EARNING + d RISK
  In this equation, ‘b’ and ‘c’ are expected to be positive (+ve), while ‘d’ is expected to be negative (–ve). This 

is so because, the risk and dividend are inversely correlated. That is to say that, the higher the level of 
risk, the smaller will be the dividend, and vice versa. Thus, the dividend variable in the aforementioned 
equation (i.e. PRICE = a + b DIVIDEND + c RETAINED EARNINGS + d RISK), will capture the risk 
factor, too. Therefore, the exclusion of the risk factor will convey an upward bias to ‘b’, coefficient of 
dividend.

 (ii) As we know, any error in measurement distorts the results. We also know that the measurement of 
earnings is almost invariably subject to error. The dividend figure, however, is given exactly, in precise 
figures. This way, the error in measurement of earnings gets entirely transmitted to the retained earnings, 
which are just earnings (less) dividends. In regression analysis, when a variable (in our instant case 
the retained earnings), is subjected to some error in its measurement, its coefficient is naturally biased 
downward.

To summarize the aforementioned facts, we may say that the exclusion (omission) of the risk factor imparts 
an upward bias to ‘b’, the coefficient of dividend, and the error of measurement, characterizing the retained 
earnings, imparts a down bias to ‘c’, the coefficient of the retained earnings. Therefore, the claim of the 
traditionalists that b > c implies that a higher payout (dividend payout) ratio increases the value of the stocks 
of shares, cannot be justified (vindicated).

MILLER AND MODIGLIANI (MM) POSITION: ‘DIVIDEND IRRELEVANCE’ THEOREM

M.H. Miller and F. Modigliani (MM, for short) have advocated that the value of a company solely depends on 
its earning capacity, and it not affected by the manner in which its earnings are divided between dividend 
and retained earnings. This view has been referred to as the MM ‘dividend irrelevance’ theorem* Their this 
theorem has been presented in their famous article titled ‘Dividend Policy, Growth and the Valuation of Shares’, 
published in the Journal of Business, vol. 34 (October 1961), p. 411 – 433. Here MM has constructed their 
argument, based on the following assumptions:

* M.M. Miller and F. Modigliani (MM for short) have advocated–MM ‘dividend irrelevance’ theorem in their famous article 
‘Dividend Poliy, Growth and valuation of shares’, Journal of Business, vol 34 (outober 1996), p. 411 – 433.
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 (i) Capital markets are perfect and the investors are rational. Further, that the information is freely available, 
the transactions (on the stock exchanges) are instantaneous and costless, securities are divisible, and no 
investor can influence the market prices of shares.

 (ii) The floatation costs are ‘nil’.
 (iii) There are no taxes.
 (iv) The investment opportunities and future profits of the company are known with certainty. (However, 

MM had subsequently dropped this assumption.)
 (v) The investment and dividend decisions are independent.

In a summarized manner, we may present the aforementioned arguments of MM in the following manner:
In case a company retains its entire earnings, and does not pay out any potion of its year-end earnings as 

dividends, the shareholders will enjoy the capital appreciation, which will be equal to the amount of the retained 
earnings of the company. As against this, if a company distributes its entire earnings, by way of dividends 
among the shareholders, instead of retaining it (its retained earnings), the shareholders of the company will 
enjoy the dividends, which will be equal in value to the amount of the entire earnings of the company, by which 
amount his capital would have appreciated, i.e. the shareholders would have been benefited by way of capital 
gains (had the company preferred to retain its entire earnings). They, therefore, argue that the division of the 
earnings of a company between dividends and retained earnings is irrelevant from the point of view of the 
shareholders of the company.

To prove their aforementioned arguments, MM begin with the simple valuation model given below:

    Po = 
1

1( )+ p
 (D1 + P1)

Where:
    Po = market price per share at time 0 (zero)
             D1 = dividends per share at time 1
          P1 = market price per share at time 1
      p = discount rate applicable to the risk class to which the company belongs
      (this rate is assumed to remain unchanged).

Criticisms of MM Position
The critics of MM agree that, under the assumptions made by MM, the dividends are irrelevant. But then, they 
dispute the validity of the ‘dividend irrelevance’ theorem itself by challenging the assumptions themselves, as 
used by MM. According to the critics, dividends do matter, because of the uncertainty, which characterizes the 
future, the imperfections in the capital market, and the existence of taxes. The implications of these features 
have been discussed below.

Information about the Prospects of a Company
As we know and have been seeing, the share market is absolutely uncertain. We have recently observed that 
till a couple of years back, the Sensex at the Bombay Stock Exchange (BSE) was hovering above 20,000/21,000 
points. But since late 2008, it had started coming down steadily, so much so that it had fallen to 8,160.40 points, 
its lowest in the past three and a half years, on Monday, the 9th March, 2009. (Source: The Hindustan Times, 
Lucknow edition, dated the 10th March, 2009, in the first column, on the front page).

Therefore, in such a world, full of uncertainty, the dividends paid by the company, in its own managerial 
judgment, including about the future prospects of the company, gives out different massages to the shareholders 
of the company about the future prospects of the company, under different circumstances, i.e. when higher, 
lower, or ‘nil’ dividends are paid out by the company.

That is, a higher dividend payout ratio may go to suggest to the shareholders that the future prospects of the 
company, in the considered view and judgement of the management of the company, are quite promising. As 
against this, a lower dividend payout ratio may go to suggest to the shareholders that the future prospects of 
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the company, in the considered view and judgement of the management of the company, are quite uncertain, to 
say the least. This view has been so succinctly and eloquently expressed by Gordon. Further, a similar argument 
advanced against the validity of the ‘dividend irrelevance’ theorem of MM is that the amount of dividends paid 
to the shareholders goes to reduce the element of uncertainty, as perceived by the investors (shareholders). 
This argument goes to amply and convincingly establish the view that the investors (shareholders) give much 
higher preference to dividends, as compared to capital gains.

MM, however, do not dispute the information content of dividends. Instead, they maintain that the dividends 
merely serve as a proxy for the expected future earnings of the company, which really goes to determine the 
value. They, thus, continue to argue that the dividend policy, per se, is irrelevant.

Uncertainty and Fluctuation
Due to the element of uncertainty prevalent in the stock market, the market prices of many shares keep on 
fluctuating, sometimes comparatively very widely. In the situations, when the share prices keep on fluctuating, 
the investors (shareholders) may not consider such a situation as satisfactory and favourable for conversion 
of their current income into capital value, and vice versa. Some of the investors, who prefer to enjoy more of 
current income, may be quite reluctant to sell even a portion of their holdings of shares in a fluctuating market. 
Such investors would, naturally prefer, and value more, a higher payout ratio. As against this, some of the 
investors, who prefer to get less current income, may be quite reluctant to buy shares in a fluctuating market. 
Such investors would, naturally prefer, and value more, a lower payout ratio.

Offering of Additional Equity Shares at a Lower Price
MM has assumed that a company can issue (sell) additional shares at the currently prevailing market price. 
But, we have seen that almost all the companies, on the considered advice and suggestions of their merchant 
bankers, offer their additional equity shares, both on rights basis and in public issues, at a lower price, as 
compared to the currently prevailing market price of their shares.

Examples
For example, the State Bank of India, in their recent mega issue, had offered their equity shares of the face 
value of ̀  10 each, at the issue price of ̀  100 per share (i.e. at a premium of ̀  90 only), when its ̀  100 face value 
shares were being quoted in the market at around ` 2,200/` 2,300. At such prevailing market rate of its shares 
of ` 100 face value, the ` 10 face value shares could have very well been issued at the comparable market price 
of ` 220 / ` 230. But then, SBI had preferred to issue its additional equity shares of ` 10 face value at a much 
lower price of ` 100 only. And no wonder that the issue had been over-subscribed two times, despite the fact 
that it was a very huge (mega) issue.

Similarly, Ranbaxy Laboratories, in the past few years, had issued, on rights basis, to their existing 
shareholders as on a specified record date, some partly convertible debentures of ` 200 each, out of which 
` 100 was to be compulsorily converted after two years into two equity shares, i.e. at a price of ` 50 each. And, 
at the material time, the company’s shares were being quoted in the stock markets at around ` 750. Further, 
the second part of ` 100 was in the form of non-convertible debenture with ‘nil’ coupon rate, i.e. no interest was 
payable on this portion, and it was to be paid in two eqal instalments after two and three years. The issue was 
highly oversubscribe, as the shareholders were going to be enormously benefited from the conversion of their 
` 100 part of fully convertible debenture, into equity shares at such a low price of ` 50 only; ‘nil’ coupon rate 
being there on the non-convertible portion of the debenture, notwithstanding.

Examples of Some Unscrupulous Companies
However, there are cases of some unscrupulous companies, like Usha Rectifier (now changed to Usha India), who 
had artificially managed to jack up the market price of their shares from as low as ` 20 to as high as around ` 
250 per share, immediately before coming out with the public issue of their equity shares. But the enlightened 
investors had been wise and alert enough not to subscribe to the issue. As a natural result thereof, the issue was 
highly undersubscribed, well below the minimum 90 per cent of the issued capital, as was clearly prescribed by 
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the SEBI. But then, the company was smart enough in that they had not mentioned in their application to the 
SEBI, or in their prospectus, that the invested funds will be returned to the investors if the subscription was 
not upto 90 per cent of the total face value of the issued capital. And, on this very ground, they had refused to 
return the application money to the investors. But then, even the not-so-alert and prudent investors, who had 
invested their hard earned funds in the issue, had preferred to let their shares being forfeited by the company, 
and they did not pay any amount by way of call money, despite repeated reminders from the company. Whether 
any action was taken by the SEBI against the negligent and defaulting officer is beside the point of discussion 
in the present context.

Now we come back to the point of issuing the new equity shares by the companies at a price lower than 
the currently prevailing market price of their shares. This current practice of issuing (selling) the shares at 
a price, lower that the currently prevailing market rate (policy of under pricing of sares), is mostly due to the 
market compulsions, ceteris paribus, which makes a rupee of retained earnings more valuable than a rupee of 
dividends. This is because of the following chain of reasons, discussed hereunder, step by step:
 • Higher dividend payout; which results in
 • Greater volume of underpriced issue of equity shares, to finance a given level of investment, which, in 

turn, results in
 • Greater dilution of the value of the equity.

Issue Cost
The MM irrelevance proposition is based on the principle (premise) that a rupee of dividend can be replaced 
exactly by a rupee of external financing. This is possible, but only under the condition that no issue cost is 
involved. But then, in actual practice, the issue cost is invariably involved, and has got to be incurred. Under 
such real world situation, the amount of external financing has got to be greater than the amount of dividend 
paid. Accordingly, other things remaining unchanged, it will be advantageous to retain the earnings, instead 
of paying the dividends, and thereafter resorting to external borrowings.

Transaction Cost
In case there is no transaction cost involved, the current income (i.e. by way of dividend) and the capital gains 
will remain the same (equal). That is to say that, a rupee of capital value can be converted into a rupee of current 
income (dividend), and vice versa. Under such circumstance, if a shareholder wants the current income from the 
holdings of his shares, more than the amount of dividend received, he may sell a portion of the holdings of his 
shares, equal to the amount of the current income desired. In the same way, if he wants to enjoy the current 
income less than the dividends paid, he may buy some additional shares equal to the amount of the difference 
between dividends received and the current income desired.

But then, in the actual practice, the transaction costs have got to be incurred. Accordingly, we may say that 
the capital value cannot be converted into an equal current income, and vice versa.

Let us take an example to illustrate the point.

Example 1
Let us presume that the transactions cost is 1 per cent. Thus, if a shareholder will sell his shares worth ` 100, 
he may get a net amount of ` 99, after paying the transactions cost of ` 1 (` 100 – ` 1 = ` 99). But when he 
will desire to buy a share worth ̀  100, he will have to pay an amount of ̀  101, inclusive of the transactions cost 
(` 100 + ` 1 = ` 101). Therefore, because of the transaction costs, the shareholders, who have a preference for 
the current income, would prefer a higher payout ratio. As against this, the shareholders who have a preference 
for the future (deferred) income, would prefer a lower payout ratio.

Example 2
 1. Let us take a recent example, in the Indian context. We give hereunder the relevant portion of the profit 

and Loss Appropriation Account for the year ended 30 September, 2008, from the Annual Report of 
Siemens. (Indian Rupees in thousands):
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2008 2007

Amount available for appropriation 59,33,266 59,65,402

Appropriations

(a) Propose dividend

(b) Tax on propose dividend
(c) Net deficit on account of Amalgamation of 

erstwhile Siemens industrial
Turbo-machinery Service
Private Ltd.

(d) Transfer to General Reserve

10,11,481 8,09,184

1,71,901 1,37,521

1,72,640
45,77,244

–
50,18,697

Total amount appropriated 59,33,266 59,65,402

Differential Rate of Taxes
One of the assumptions of MM is that the investors are quite indifferent between a rupee of dividend and a 
rupee of capital gains. This assumption may hold true only when the taxation rate for the current income and 
for the capital gains will be the same. But in actual practice, the effective rate of tax on capital gains is always 
lower than that on the current income by way of dividend.

In India also, such taxation rates were prevalent till the recent past. However, now the amount of dividend, 
upto an unlimited extent, is free of any income tax in the hands of the shareholders. But then, the company, 
paying the dividend, has to pay a dividend distribution tax at the rate of 16.995 per cent (15.0 per cent + 
surcharge + cess), on the amount of dividends declared and paid to shareholders. This involves an effective 
indirect tax of 16.995 per cent on the dividend income by the shareholders, too.

Further, as regards the taxation by way of capital gains, no tax is payable in the hands of the shareholders 
on longterm capital gains; that is when they have retained the share of a company or of companies for one 
full year or more. Such shareholders are referred to as investors (as against the traders, who trade in their 
shareholdings more frequently and do not prefer to retain the shares of any company for one full year or more). 
Thus, it is only in the case of the traders in shares, who trade in the shares on frequent basis and sell the shares 
well within one year of their purchase, that income tax becomes payable by them on their (short-term) capital 
gains. In such cases also the (short-term) capital gains are taxed at the rate of 10 per cent only. Under such 
differential treatment of tax factor, per se, the shareholder prefers a meager (niggardly) payout ratio.

Some other Example from the Indian Context
 1. In early 90s, Kesoram Industries Limited had incurred losses during a particular financial year. In 

spite of incurring losses, the company had declared and paid dividends to its shareholders, out of their 
general reserves, at the rate of 10 per cent; though a much lesser amount, as compared to the previous 
years. They had, most probably, adopted this strategy, keeping in their mind, that whenever they will 
come with some public issue, in the near future, they could very well mention in their prospectus that 
the company had been paying dividends for all the past years in a row; lesser amount in a particular 
year, notwithstanding.

 2. Another Indian Company, Arch Pharma Labs Limited (though not a large and promising one at that), 
which had earned a net profit (PAT) of ` 130.87 lakh, during the financial year ended 31st March, 2008, 
had not paid any dividend to the shareholders and had transferred the entire amount of its earnings to 
their Balance Sheet (reserves and surplus).

The Directors, in their reports had stated as under:
‘Your Directors don’t recommend any dividend on Equity Shares, in view of the need to conserve financial 

resources for the planned capex. [Capex stands for Capital Expenditure].



 DIVIDEND POLICY AND FIRM VALUE 573

However, a dividend is recommended by the Board at the rate of 7.50% on the Redeemable Preference Shares 
for part of the year ended 31st March, 2008’.

Unwise Investments
MM presumes that the companies are rational enough. Therefore, they will not invest beyond the point where 
the rate of return is equal to the cost of capital. But then, in actual practice, many of the companies tend to 
investment even in sub-marginal projects, mainly because of the easy availability of the internally generated 
funds, i.e. by way of retained earnings. In the cases where a company has the aforementioned tendency, its 
dividend policy very well matters. In such cases, the shareholders of these companies will stand to benefit more 
if dividends are paid liberally, i.e. when higher portion of the net profit (PAT) of the company is paid out as 
dividends. As against this, the shareholders of these companies will stand to lose more if too little dividends 
are paid to them, i.e. when a very small portion of the net profit (PAT) of the company is paid out as dividends.

The main points stressed in the aforementioned criticisms of the MM model is that the dividend policy of a 
company matters a lot. The criticisms further suggest that a liberal payout ratio would have favourable effect 
on the valuation. As against this, the preferential treatment of tax in respect of capital gains, the lower cost of 
retained earnings vis-à-vis the external financing (due to the underpricing of new issues of equity shares), and 
wise capital investments, go to indicate that a lower payout ratio would promote and enhance the interests of 
the shareholders.

Reconciliation of the Practitioners’ Views and the Academic (MM) Views:

The Rational Expectations Hypothesis
John F. muth’s contribution* has been recognized as one of the most influential contribution in the area of 

economics in the last few decades. This is so because, it challenges the intellectual foundation of the traditional 
macroeconomic theories propounded by Keynesians as also by monetarists.

The main argument of the rational expectations hypothesis, in very simple terms, is that what matters 
in economics is not what actually happens, but the difference between what actually happens and what was 
supposed or expected to happen. Therefore, only the surprises in the policy will have the kind of effects that 
the policy makers are striving to achieve.

We will now look at the implications of the rational expectations hypothesis for the dividend policy of a 
company. If the dividend announced by the company is equal to what the market had expected, there would be 
no change in the market price of the share, even if the dividends were higher (or even lower), as compared to 
the previous (earlier) years. On the other hand, if the market was expecting the dividend to be higher, it had 
already discounted it. In other words, the higher expectation was already reflected in the market price of the 
share. Therefore, the announcement of a higher dividend would not have any impact or effect on the market price.

Let us now see as to what will happen in the case when the dividend announced is higher than the expectations 
of the market. In that case, the market will start revising its assessment for the earnings of the company in the 
future years. This reassessment and reappraisal will lead to an upward price movement of the shares of the 
company. Similarly, when the dividend announced is lower than the expectations of the market, the market 
will start revising its assessment for the earnings of the company in the future years, rather unfavourably. 
Such reassessment and reappraisal will lead to a downward price movement of the shares of the company.

To summarise the aforementioned statements, in a world of rational expectations, unexpected announcements 
of dividends, would go to covey the massages regarding the changes in the earnings potentials of the company, 
which were not taken into account, in the market price, earlier.

The reassessment and reappraisal that takes place as a result of these signals, leads to the movements of 
the price of the shares – upwards or downwards – which may appear to be like the responses to the dividends 
themselves, though, they are, in fact, caused by an underlying revision of the estimate of the earning potentials 
of the companies. The aforementioned analysis may be helpful in reconciling the following two different view-
points:

*John F. Muth’s paper titled Ratinal expectations and the theory of price movement (pulelished in 1961).
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 (i) The practitioners’ view that the dividends very much matter, and
 (ii) The academic view that dividends do not matter.

As Merton H. Miller has so succinctly put it in his paper*1 Both views are correct in their own ways. The 
academic is thinking of the expected dividend; the practitioner of the unexpected’.

RADICAL POSITION

Either directly or indirectly, the dividends are generally taxed more heavily than the capital gains. Therefore, 
the radicals argue that the companies should pay as little dividend as they can afford to get away with, so that 
the investors may earn more by way of capital gains (and much less by dividends). As the capital gains are 
usually taxed more lightly, as compared to the dividends, the investors would accept a lower pre-tax rate of 
return from stocks of shares, which gives them the returns by way of capital gains, as compared to the dividends.

A Typical Example
It reminds me of a typical case of ‘Berkshire Hathway’, a US investment company of Warren Buffet, which has 
not paid any amount by way of dividend to its shareholders right from the year of its inception. But its shares 
were being quoted at a whopping $ 40,000 per share. The market price of its shares kept on appreciating, as 
the company’s investment portfolio was considered among the most impressive, with the blue chip companies 
like Gillette, Coca- Cola, and Washington Post, in its bag, And, its shareholders were very much satisfied about 
this strategy of the company throughout, because of the fact that they had realized over the years that the 
company can earn much more on their 100 rupees, than what they themselves would be able to earn on that 
amount of money, if it were paid to them by way of dividends*2.

The law of taxation is somehow more favourably inclined in favour of capital gains in one more way. The 
taxes on dividends are payable immediately, whereas the taxes on capital gains become payable only after 
the shares are sold out and the capital gains are actually realized, and not earlier. Further, the longer period 
for which the shares are held, the smaller would be the present value of the capital gains liability. Thus, the 
effective rate of tax on the capital gains decreases, when the period of holding increases. And, in case of long-
term capital gains (i.e. when the shares are sold out after retaining them for one year or more), the tax liability 
will become ‘nil’, as long-term capital gains are tax-free.

CONCLUDING REMARKS

In the foregoing pages, we have examined various diverse opinions, arguments and views of a large number of 
experts in the finance area, on the relationship between the dividend policy and the valuation of shares. These 
points of views may broadly be classified under the following two schools of thought:
 (A) The first school of thought, viz. the ‘perfect market’ school, to which MM belong, hold:
 (i) That, the dividend policy of a company is quite irrelevant, because of the fact that the investment 

and financing decisions are independent;
 (ii) That, the costs of internal and external financing are equal; and
 (iii) That, both the investors as also the companies are rational.
 (B) The second school of thought, viz. the ‘imperfect market’ school, presenting the other four points of view, 

as discussed in the foregoing pages, argues the following points:
 (i) That, the dividend policy of the company influences and affects the value of the shares; though there 

are sharp differences even within this school on the point as to how the dividend decision influences 
the valuation of shares;

*1 Merton H. Miller’s paper titled ‘Do dividends Really matter?’, Seclected Paper No. 57, Graduate School of Business, 
University of Chicago.

*2 The Economic times, Mumbai. (this news item has appeared in two different issues of the paper with sifficient gaps).
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 (ii) This school keeps on stressing the point of imperfections, which are actually prevalent in the real 
world, like:

 (a) The preference of the investors for the current dividends;
 (b) The interdependency between the dividends and the investment decisions;
 (c) The existence of floatation and transaction costs;
 (d) The irrational behaviour of the investors as also of the companies;
 (e) The differential tax rates applicable to dividends and capital gains; and
 (f)  The under-pricing of the issues of equity shares.

On the aforementioned bases, they argue that the relationship between the dividend policy and the share 
price depends on the mutual (combined) effect of the aforementioned factors.

 SUMMARY
	 • The ‘Dividend Policy’ pertains to the managerial decision, as to what portion of the earnings of the 

company, i.e. its profit after tax (PAT), should be paid as dividends, and what portion of its earnings 
must be retained and ploughed back in its business, for reinvestment purposes.

 • If the capital budgeting decision of a company is independent of its dividend policy, a higher dividend 
paid will involve a greater dependence on external borrowings. Thus, the dividend policy has a direct 
effect on the choice of the sources of financing. As against this, in case the capital budgeting decision 
is dependent on its dividend policy and decision, a higher dividend paid will involve contraction of its 
capital budget, and vice versa.

	 • Further, as the main objective of a company’s financial management is to maximize the market value of 
its equity shares, our primary concern is as to what is the relationship between the company’s dividend 
policy and the market price (value) of its equity shares. But then, this is one of the most controversial, 
and yet unresolved, question confronting the corporate finance.

 • Various stands and views taken by experts

Models in which Investment and Dividend Decisions are Related

Walter Model
Based on the following assumptions, James Walter has proposed a model of valuation of shares, which 
supports the view that the dividend policy of a company has an effect (bearing) on the valuation of shares:

 (i) That the company is entirely financed by its equity shares.
 (ii) Further, that the rate of return on investment is fixed.
 (iii) And, that the company has an infinite life.

Implications of the Walter Model
 (i) That, when the rate of return is greater than the cost of capital (r > k), the price per share increases 

as the dividend payout ratio decreases.
 (ii) That, when the rate of return is equal to the cost of capital (r = k), the price per share does not change 

(increase or decrease) with any change in the dividend payout ratio.
 (iii) That, when the rate of return is lesser than the cost of capital (r < k), the price per share decreases 

as the dividend payout ratio increases.

Thus the Walter model implies the following:
 (i) That, the optimal payout ratio for a growth company (r > k) is ‘nil’.
 (ii) That, the optimal payout ratio for a normal company (r = k) is irrelevant.
 (iii) That, the optimal payout ratio for a declining company (r < k) is cent per cent (100 per cent).
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Gordon Model
Gordon Model makes the following assumptions

 (i) That, the retained earning is the only and exclusive source of financing for the company.
 (ii) That, the rate of return on the investment of the company remains fixed.
 (iii) That, the rate of growth of the company is the product of its retention ratio and its rate of return. (In 

fact, this third assumption follows the first two assumptions.)
 (iv) That, the cost of capital for the company remains fixed, and also that it is greater than the rate of 

growth of the company.
 (v) That, the company has an infinite (perpetual) life, just as the Walter model also assumes.
 (vi) That, no tax is imposed on the company, because no tax exists there.

Implications
 (i) That, when the rate of return is greater than the discount rate (r > k), the price per share increases, 

as the dividend payout ratio decreases.
 (ii) That, when the rate of return is equal to the discount rate (r = k), the price per share does not change 

with any change in the dividend payout ratio.
 (iii) That, when the rate of return is lesser than the discount rate (r < k), the price per share decreases, 

as the dividend payout ratio increases.
Thus, the basic Gordon model also leads us to the dividend policy implications, like that to the Walter model.
That is to say that, both the models imply the following:

 (i) That the optimal payout ratio for a growth company (r > k) is ‘nil’.
 (ii) That the optimal payout ratio for a normal company (r = k) is irrelevant.
 (iii) That the optimal payout ratio for a declining company (r < k) is cent per cent (100 per cent).

Traditional Position
As per the traditional position, propounded by Graham and Dodd, the stock market places considerably 
more emphasis and weight on dividend rather than on the retained earnings, despite the fact that the 
retained earnings also belong only and exclusively to the shareholders themselves. They hold that the 
stock market is overwhelmingly in favour of liberal dividend, as against niggardly dividends. According 
to this model, during the course of the valuation of the shares, the weight attached to dividends is equal 
to four times the weight attached to the retained earnings.
But then, the weights provided by Graham and Dodd are based on their subjective judgements, and these 
are not derived from any objective and empirical analysis. But then, despite the element of subjectivity 
being inherent in these weights, the major contention of the traditional position is that a liberal dividend 
payout policy has a favourable impact on the price of the company’s shares in the stock market.

Miller and Modigliani (MM) Position
Miller and Modigliani (MM, for short) have advocated that the value of a company solely depends on its 
earning capacity, and is not affected by the manner in which its earnings are divided between dividend 
and retained earnings. This view has been referred to as the MM ‘dividend irrelevance’ theorem. The MM 
model assumes the following:

 (i) Capital markets are perfect and the investors are rational. Further, that the information is freely 
available, the transactions (on the stock exchanges) are instantaneous and costless, securities are 
divisible, and no investor can influence the market price of shares.

 (ii) The floatation costs are ‘nil’.
 (iii) There are no taxes.
 (iv) The investment opportunities and future profits of the company are known
 (v) The investment and dividend decision are independent.
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In a summarized manner, MM hold the following:
In case a company retains its entire earnings, and does not pay out any portion of its retained earnings as 
dividends, the shareholders will enjoy the capital appreciation, which will be equal to the amount of the 
retained earnings of the company. As against this, if a company distributes its entire earnings by way of 
dividend, the shareholder will enjoy the dividends, which will be equal in value to the amount of the entire 
earnings of the company, by which amount their capital would have appreciated. They, therefore, argue 
that the division of the earnings of a company between dividends and retained earnings is irrelevant from 
the point of view of the shareholders.

Criticisms of MM Position
The critics of MM agree that, under the assumptions made by MM, the dividends are irrelevant. But 
then, they dispute the validity of the ‘dividend irrelevance’ theorem itself by challenging the assumptions 
themselves, as used by MM. According to the critics, dividends do matter, because of the uncertainty, 
which characterizes the future, the imperfections in the capital market, and the existence of taxes.

Information about the Prospects of a Company
The share market is absolutely uncertain. Therefore, the dividends paid by the company, gives out different 
messages to the shareholders of the company about the future prospects of the company, under different 
circumstances, i.e. when higher, lower, or ‘nil’ dividends are paid out by the company.
That is, higher dividend payout ratio may go to suggest to the shareholders that the future prospects of 
the company, are quite promising. As against this, a lower dividend payout ratio may go to suggest to the 
shareholders that the future prospects of the company are quite uncertain. Further, criticism against the 
validity of the ‘dividend irrelevance’ theorem of MM is that the amount of dividends paid to the shareholders 
goes to reduce the element of uncertainty, as perceived by the investors. This means that the shareholders 
give much higher preference to dividends, as compared to capital gains.

Uncertainty and Fluctuation
Due to the element of uncertainty prevalent in the stock market, the market prices of many shares keep on 
fluctuating, sometimes comparatively very widely. The shareholders may not consider such a fluctuating 
situation as satisfactory and favourable for conversion of their current income into capital value, and vice 
versa. Some of the investors, who prefer to enjoy more of current income, may be quite reluctant to sell 
even a portion of their holdings of shares in a fluctuating market. Such investors would, naturally prefer, 
and value more, a higher payout ratio. As against this, some of the investors, who prefer to get less current 
income, may be quite reluctant to buy shares in a fluctuating market. Such investors would, naturally 
prefer, and value more, a lower payout ratio.

Offering of Additional Equity Shares at a Lower Price
MM has assumed that a company can issue (sell) its additional shares at the currently prevailing market 
price. But then, the companies usually offer their additional equity shares, both on rights basis and in 
public issues, at a lower price, as compared to the currently prevailing market price of their shares.
This current practice is mostly due to the market compulsions, which makes a rupee of retained earnings 
more valuable than a rupee of dividends. This is because of the following chain of reasons, discussed 
hereunder, step by setp:

 • Higher dividend payout; which results in
 • Greater volume of underpriced issue of equity shares, to finance a given level of investment, which, in 

turn, results in
	 • Greater dilution of the value of equity.

Issue Cost
The MM irrelevance proposition is based on the premise that a rupee of dividend can be replaced exactly 
by a rupee of external financing. This is possible, but only under the condition that no issue cost is 
involved. But then, in actual practice, the issue cost is invariably involved. Therefore, the amount of 
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external financing will be greater than the amount of dividend paid. Accordingly, other things remaining 
unchanged, it will be advantageous to retain the earnings, instead of paying the dividends, and thereafter 
resorting to external borrowings.

Transaction Cost
In case there is no transaction cost involved, the current income (dividend) and the capital gains will 
remain the same. That is to say that, a rupee of capital value can be converted into a rupee of current 
income (dividend), and vice versa. Under such circumstances, if a shareholder wants the current income 
from the holdings of his shares, more than the amount of dividend received, he may sell a portion of the 
holdings of his shares, equal to the amount of the current income desired. In the same way, if he wants to 
enjoy the current incomes less than the dividends paid, he may buy some additional shares, equal to the 
amount of the difference between dividends received and the current income desired.
But, as in actual practice, the transaction costs have got to be incurred, the capital value cannot be 
converted into an equal current income (dividends), and vice versa.

Differential Rate of Taxes
MM assume that the investors are quite indifferent between a rupee of dividend and a rupee of capital 
gains. This assumption may hold true only when the taxation rate for the current income and for the 
capital gains will be the same. But in actual practice, the effective rate of tax on capital gains is always 
lower than that on the current income by way of dividend.

Unwise Investments
MM presumes that the companies, being rational enough, will not invest beyond the point where the rate 
of return is equal to the cost of capital. But then, in actual practice, may of the companies tend to invest 
even in sub-marginal projects, mainly because of the easy availability of the internally generated funds, i.e. 
by way of retained earnings. In the cases where a company has the aforementioned tendency, its dividend 
policy very well matters. In such cases, the shareholders of these companies will stand to benefit more if 
dividends are paid liberally. As against this, the shareholders of these companies will stand to lose more 
if too little dividends are paid to them.
The critics of MM model, thus, try to establish that the dividend policy of a company matters a lot. The 
criticisms further suggest that a liberal payout ratio would have favourable effect on the valuation. As 
against this, the preferential treatment of tax in respect of capital gains, the lower cost of retained earnings 
vis-à-vis the external financing (due to the underpricing of new issues of the equity shares), and wise 
capital investments, go to indicate that a lower payout ratio would promote and enhance the interests of 
the shareholders.

Reconciliation of the Practitioners’ Views and the Academic (MM) Views:

The Rational Expectations Hypothesis
John F. Muth has challenged the intellectual foundation of the traditional macroeconomic theories 
propounded by Keynesians as also by monetarists.
The main argument of the rational expectations hypothesis, in very simple terms, is that what matters 
in economics is not what actually happens, but the difference between what was supposed or expected 
to happen. Therefore, only the surprises in the policy will have the kind of effects that the policy makers 
are striving to achieve.

Implications of rational expectations hypothesis for the dividend policy of a company
If the dividend is equal to what the market had expected, there would be no change in the market price 
of the share. But, if the market was expecting the dividend to be higher, it had already discounted it. 
Therefore, the announcement of the higher dividend would not have any impact or effect on the market 
price.
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In case the dividend announced is higher than the expectation of the market, the market will start revising 
its assessment for the earnings of the company in the future years. This reassessment and reappraisal will 
lead to an upward price movement of the shares of the company. Similarly, when the dividend announced 
is lower than the expections of the market, the market will start revising its assessment for the earnings 
of the company in the future years, rather unfavourably. Such reassessment and reappraisal will lead to 
a downward price movement of the shares of the company.
To summarize the aforementioned statement, unexpected announcement of dividends, would go to covey 
the messages regarding the changes in the earnings potentials of the company, which were not taken into 
account, in the market price, earlier.
The reassessment and reappraisal that takes place, as a result of these signals, leads to the movements of 
the price of the shares – upwards or downwards – which may appear to be like responses to the dividends 
themselves, though, they are, caused by an underlying revision of the estimate of the earning potentials 
of the companies.
As Merton H. Miller has so succinctly put it, ‘both views are correct in their own ways. The academic is 
thinking of the expected dividend; the practitioner of the unexpected’.

Radical Position
Either directly or indirectly, the dividends are generally taxed more heavily than the capital gains. 
Therefore, the radicals argue that the companies should pay as little dividend as they can afford to get 
away with, so that the investors may earn more by way of capital gains.
Further, taxes on dividends are payable immediately, whereas the taxes on capital gains become payable 
only after the shares are sold out and the capital gains are actually realized. Further, the longer period 
for which the shares are held, the smaller would be the present value of the capital gains liability. Thus, 
the effective rate of tax on the capital gains decreases, when the period of holding increases. And, in case 
of long-term capital gains (i.e. when the shares are sold out after retaining them for one year or more), 
the tax liability will become ‘nil’, as long-term capital gains are tax-free.
The aforementioned points of views my broadly be classified under the following two schools of thought:

 (A) The first school of thought, viz. the ‘perfect market’ school, to which MM belong, hold that the dividend 
policy of a company is quite irrelevant, because of the fact that the investment and financing decisions 
are independent; and the cost of internal and external financing are equal; and both the investors as 
also the companies are rational.

 (B) The second school of thought, viz. the ‘imperfect market’ school, argues that the dividend policy of 
the company influences and affects the value of the shares (though there are sharp difference even 
within this school on the point as to how the dividend decision influences the valuation of shares). This 
school keeps on stressing the point of imperfections, which are actually prevalent in the real world, 
like: the preference of the investors for the current dividends; interdependency between the dividends 
and the investment decisions; existence of floatation and transaction costs; irrational behaviour of the 
investors as also of the companies; differential tax rates applicable to dividends and capital gains; and 
under–pricing of the issues of equity shares.

On the aforementioned bases, they argue that the relationship between the dividend policy and the shares 
price depends on the mutual (combined) effect of the aforementioned factors.

 REVIEW QUESTIONS
 1. What do you understand by the term ‘Dividend Policy’? Explain.
 2. What will happen if the capital budgeting decision of a company
 (a) is independent of its dividend policy, and
 (b) is dependent on its dividend policy?
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 3. (a) Discuss the following two models in which investment and dividend decisions are interrelated:
 (i) The Walter Model and
 (ii) The Gordon Model.
 (b) Discuss the valuation formulas of each of them, and the implications of each formula, separately.
 4. As per the traditional position, propounded by B. Graham and D.L. Dodd, ‘the stock market places considerably 

more emphasis and weight on dividend rather than on the retained earnings, and is overwhelmingly in favour 
of liberal dividend as against niggardly dividend’. Do you agree with their views? Give reasons for your answer, 
by citing their valuation model in quantitative terms.

 5. The advocates of the traditional position quote the results of the cross-section regression analysis (as is given 
hereunder), with a view to advancing the empirical evidence to prove their points of views:

  PRICE = a + b DIVIDEND + c RETAINED EARNINGS.
  Do you agree with their view? Give reasons for your answer.
 6. Some of the finance experts argue that the conclusion arrived at by the traditionalists is not justified, because 

in the equation given by them, they have not taken into account at least one of the most vital factors, which 
is considered to be quite an important determinant of the market price of the shares.

  What is that one of the most vital factors? Name it, and discuss as to in what ways that missing vital factor 
is so important.

 7. (a) Miller and Modigliani, in their MM ‘dividend irrelevance’ theorem, maintain that the value of a company 
solely depends on its earning capacity, and is not affected by the manner in which its earnings are divided 
between dividend and retained earnings. Do you agree with their such contentions? Give reasons for you 
answer.

 (b) To establish their points of view, they have made some assumptions, which all have met with vehement 
criticisms on various parameters.

 (i) What are those various assumptions of Miller and Modigliani?
 (ii) What are the vehement criticisms on their various assumptions on the various different parameters? 

Explain each of them separately.

 PROBLEMS SOLVED

Problem 1
The following information about Shalini Silk Company is given:
 (i) Earnings per share: ` 5
 (ii) Rate of return on investments: 24 per cent
 (iii) Rate of return required by the shareholders: 16 per cent
  Compute the price per share, based on the Walter model, in case the payout ratio is:
 (i) 50 per cent;
 (ii) 60 per cent; and
 (iii) 70 per cent.
  As per the Walter model formula,

 P = 
D E D+ −( ) /r k

kWhere:
 P = price per equity share
 D = dividend per share
 E = earning per share
 (E – D) = retained earning per share
 r = rate of return on investment, and
 k = cost of capital.
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Solution 1
 Given E = ` 5, r = 0.24, and k = 0.16
Further, the values of P for the three different payout ratios are given as follows:
 (i) 50 per cent;
 (ii) 60 per cent; and
 (iii) 70 per cent.
Therefore, the price per share (P), when the payout ratio is 50 percent, 60 percent, and 70 percent, will be :

 (i) At 50 per cent 
2 50 2 50 0 24 0 16

0 16
. ( . )( . / . )

.
+

 = ` 39.0625

 (ii) At 60 per cent 
3 00 2 00 0 24 0 16

0 16
. ( . )( . / . )

.
+

 = ` 37.5000 (or ` 37.50)

 (iii) At 70 per cent 
3 50 1 50 0 24 0 16

0 16
. ( . )( . / . )

.
+

 = ` 35.9375.

Problem 2
The following information about Om Garments is given:
 (i) Earnings per share: ` 5
 (ii) Rate of return required by the shareholders:16 per cent
  According to the Gordon valuation model, what rate of return should be earned on the investments to 

ensure that the market price of the share is ` 50, when the dividend payout is 40 per cent?

Solution 2
The Gordon valuation model formula is as follows:

 P0 = E b
k br
1 1( )−

−
Now, by inserting the various values given in the problem, we will get:

 P0 = 
5 0 1 0 6
0 16 0 6
. ( . )
. .

−
− r

Thus, by solving this equation for ‘r’, we get
 r = 0.20 = 20 per cent
How?
The detailed calculations, step by step, are given as follows:

 50 = 5 0 1 0 6
0 16 0 6
. ( . )
. .

−
− r

Now, by cross multiplication, we get
 50 (0.16) – 50 (0.6r) = 5.0 (1 – 0.6)
Or 8 – 30r = 2
Now, by reversing the sides we get
 8 – 2 = 30r
Or 30r = 6
Therefore, r = 6/30 = 0.20 = 20 per cent.
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 PRACTISE PROBLEMS

Problem 1
The following information about Risha Diamond Company is given:
 (i) Earning per share: ` 8
 (ii) Internal rate of return: 16 per cent
 (iii) Cost of capital 12 per cent
  Compute the price per share, based on the Walter’s valuation model formula, in case the dividend payout ratio 

is 60 per cent, 70 per cent and 90 per cent.

Problem 2
The following information about Drona Diamond Company is given:
 (i) Earning per share: ` 6
 (ii) Internal rate of return: 12 per cent
 (iii) Cost of capital: 10 per cent
  Compute the price per share, based on the Gordon’s basic valuation formula, in case the dividend payout ratio 

is 40 per cent, 60 per cent, and 100 per cent.



Dividend Decision

Decision-making is the specific executive task.
– Peter F. Drucker

Nothing is more difficult, and therefore more 
precious, than to be able to decide.

– Napoleon Bonaparte
Indecision and delays are the parents of failure.

– George Canning

Chapter 29
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
 • The key dimensions of the dividend policy, and the factors and considerations that are relevant for the purpose 

of formulating the dividend policy
 • The policy pertaining to the issue of bonus shares and splitting of shares
 • The behaviour of the corporate management pertaining to the issue of declaration of dividends
 • The legal and procedural aspects of dividends
 • The issue connected with the buy back of the company’s own shares
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INTRODUCTION
In the previous chapter we have observed that, in the real world situations of imperfections and uncertainty, 
prevailing in actual market place, no company can usually afford to treat its dividend policy as being irrelevant. 
While deliberating on its dividend policy, it has to carefully appraise and evaluate its own position and the 
circumstances at the material time, as also the environment prevailing in the market, in which it has to operate. 
In fact, in actual practice, usually almost all the companies have been found to be attaching very high priority 
and importance to their dividend decisions. The dividend policy, and more importantly the bonus policy, are 
debated and deliberated upon in greater detail, and at a great length, in this chapter. However, sometimes, 
some companies have been observed to have made some minor shift in their dividend policy. In fact, one of 
the commentators has observed that the ‘shareholders bother a great deal about the dividend policy, financial 
economists consider the dividend policy as irrelevant, and corporate managements treat the dividend policy 
merely as an after thought’.

All said and done, the dividend policy assumes very high importance and significance in the area of corporate 
financial management. We will now discuss the key dimensions of the dividend policy, and the factors and 
considerations that are relevant for the purpose of formulating the dividend policy (as also the policy pertaining 
to the issue of bonus shares and splitting of shares). We will also deliberate upon the behaviour of the corporate 
management, pertaining to the issue of declaration of dividends. The legal and procedural aspects of dividends, 
as also the issue connected with the buy back of the company’s own shares, will also be discussed in this chapter.

WHY DO THE COMPANIES PAY THE DIVIDENDS?

The tax disadvantage, connected with the payment of dividends, and the costs involved in the under priced 
issue of fresh equity shares, notwithstanding, the companies usually prefer to pay the dividends, and they also 
usually perceive such payments rather positively.

There are various reasons for paying the dividends. But then, while some of the reasons are reasonable 
(believable), some others look even doubtful and unconvincing.

Reasonable Reasons for Paying Dividends
The following are some of the reasonable reasons for paying dividends:

Preference of the Investors for Dividends
Dividends and capital appreciations (receipts) may be mutually substitutable, only if the taxes and the 
transaction costs were ‘nil’. But, in actual practice, it is not the case. Despite such features, there appears to 
be a strong preference and demand amongst the shareholders to receive a higher percentage of the retained 
earnings by way of dividends on their shares, as compared to the element of capital gains and appreciation of 
the value (market price) of their shareholdings. According to Hersh Shefrin and Meir Statman, the reason for 
such a factual situation is based on the principles of self-control and aversion to regret. They argue that the 
investors have a preference for dividends because of the behavioural reasons. Therefore, the dividends and 
capital appreciations (receipts) cannot be said to be perfectly mutually substitutable.

Self-Control and Dividends
Most of us, more often than not, lack in self-control in respect of avoidable spending and purchases. Therefore, 
they prefer to rely more on the rules and programmes, which check their such temptation. In the area of their own 
financial management, such people would prefer to protect their amount of the principal, from their spendthrift 
(compulsive shoppers) tendencies and nature. Therefore, they find the payment of dividends as a better and 
simpler way whereby they can limit their spending upto the amount of their earning by way of dividends, paid 
periodically. This way, their capital (i.e. principal) amount will always remain intact and safe. This strategy 
seems to be the most suitable one for those people who are spendthrift (compulsive shoppers) by nature, and 
have great difficulty in exercising the much needed self-control in regard to avoidable purchases and spending.

Aversion to Regret and Dividends
Let us take an illustrative example to clarify the point.
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Suppose that you intend to buy a three-piece suit for yourself, priced at ` 10, 000. You may do so in the 
following two ways:
 (i) You may buy it for ` 10,000, by the amount of dividends that you have been receiving periodically.
 (ii) Alternatively, you may sell out a portion of your shareholdings worth ` 10,000 and go in for the suit.

But then, soon you find that after you had sold out a portion of your shareholdings for ` 10,000, the market 
price of those shares had subsequently gone upwards sharply. You will naturally regret for having sold out the 
shares in haste, instead of waiting for a little while more, in which case you would have been able to sell those 
shares at a higher price and thereby must have earned much more. But we will now like to examine in which 
of the following two different situations, you would tend to regret more:
 (i) If you would have bought the suit for ̀  10,000, out of the amount of dividends that you had been receiving 

periodically, or
 (ii) If you would have bought the suit for ` 10,000, out of the amount received after selling out a portion of 

your shareholdings worth ` 10,000.
Empirical evidences have shown that most of the people feel more regret when they sell out the shareholdings, 

in the aforementioned circumstance. This is so because; they can soon feel the pinch and pain of the after-effects 
of their action of selling their shares. Therefore, Hersh Shefrin and Meir Statman hold that the persons who 
have an aversion to regret, prefer the dividend income to capital receipt (gains) despite the fact that both the 
two [dividend income and capital receipt (gains)] are perfect substitutes in the finance theory (i.e. when the 
taxes and the cost of transactions are presumed to be non-existent). Therefore, they try to establish that there 
is more demand for the receipt of dividend, in comparison to the ultimate capital receipt (gains).
Information Signalling
The corporate management mostly have with them very crucial and significant pieces of information about 
the prospects of their company. But, in their own judgement, mostly all the companies do not, or prefer not to, 
share these pieces of information freely with the shareholders. Such prevalent information gap between the 
management and the shareholders usually results in the prices of the stocks of their shares to be less than what 
they would have been under the circumstances, in case such pieces of vital, crucial and significant information 
were mutually shared between the management and the shareholders.

Now, let us examine as to how can the company convey to its shareholders to the effect that the future prospects 
of the company is bright, and that too, in an authentic and credible manner. As per the signalling theory, the 
companies, which have, in fact, bright prospects, must take such actions, which may not be easily imitated 
and initiated, to its own disadvantage, by their competitor companies, which do not have any such promising 
and progressive projects. One of such actions could be the strategy of paying higher dividends. Such action (of 
paying higher dividends) will give a positive signal to the market and the shareholders (both the present and 
the prospective), to the effect that the company is sure and confident of the prospects of its earnings, which 
will enable it to maintain the payment of higher dividends even in the future. This will, definitely prove to be 
a positive signal to the market, as also to the shareholders (both the present and the prospective). And, this 
will, naturally, have a bouncy effect on the prices of the shares of such companies.

As against this, a decrease in the quantum of dividends paid, will give to the market and the shareholders, 
a negative signal, which will lead to a decline in the price of the shares of the company in the stock market.

By and large, even the empirical evidences have shown that, the reaction of the market to the increase and 
decrease in the quantum of dividends, follows the same lines as aforementioned.

Clientele Effect
In fact, the preferences of various investors are found to be quite different and diverse. That is, while some 
types of shareholders prefer to have more income by way of dividends, the other categories of them give more 
preference to the capital gains, instead. There is a third category of investors, too, who prefer a mix of both the 
dividend income as also the capital gains. It has, however, been observed that, over a period of time, most of 
the investors naturally get attracted towards such companies which have their dividend policy that coincides 
(matches) with their personal preferences. And, the concentration of the investors in the companies, which 
have their dividend policies that match with the personal preferences of the respective investors, is referred 
to as the Clientele Effect.
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The implications of the existence of the ‘clientele effect’ are the following:
 (i) The companies get the investors they deserve; and
 (ii) It will be difficult for a company to change its well established dividend policy.

Doubtful (Unconvincing) Reasons for Paying Dividends
There are the following two most commonly seen doubtful (unconvincing) reasons for paying dividends:
 (i) The ‘bird in hand’ fallacy
 (ii) The existence of temporary surplus cash

Let us now discuss both of them one after the other.
The ‘bird in hand’ fallacy
Some people argue that it is better to have an income by way of dividends, because it is certain and paid in the 
present, rather than to wait for the capital gains which may (or even may not) accrue in the future, which is 
quite uncertain. But then, such arguments are not valid but erroneous and misplaced. This is so because, here 
and now, what we are discussing does not pertain to a choice between the dividends today, and the uncertain 
capital gains at some point in time in the uncertain future. In fact, we are here trying to make a choice between 
the dividend today and the same (equal) amount of capital gains, and that too, in terms of today, and not at a 
future date (when the element of ‘time value of money’ will also set in).

Temporary Surplus Cash
It has been observed that some of the companies sometimes prefer to pay a higher dividend in the cases when 
they have some surplus (extra) cash. While one may argue that this is a right decision on the part of the company, 
on the ground that the shareholders must be duly rewarded under such fortunate conditions. But then, they 
seem to forget the point that a company must have a long-term perspective, and accordingly, must always 
bear in mind that it may require sufficient fund to finance their projects in the near future, for its expansion 
of business, and its prospects and market image that go therewith. Even in the cases, where such surplus 
cash has got generated by way of some nonrecurring windfall gains, or the income by way of sale of some of its 
property or other assets, they must keep these funds in the business, for financing some projects or such other 
long-term investments. If the surplus cash will be distributed out to the shareholders, the company, when in 
the urgent need of sufficient funds for investment purposes, may have to borrow money from external sources, 
which will involve huge amount of expenses by way of interest outgo. Alternatively, it may have to issue fresh 
equity shares, which will involve under-pricing of the shares, and various other related expenses connected with 
the fresh issue of shares. This way, the policy of having sufficient funds for future use in the form of retained 
earnings, which involves no cost, whatsoever, makes a much better business sense.

Let us take an example. Burrows Wellcome had suffered huge losses in its project for manufacturing sports 
items; so much so that it could not pay any dividends for some consecutive years. But then, it had been allowed 
to sell some of its property and assets, whereby a windfall cash inflow took place in one of the years. Thereafter, 
the company resumed payment of dividends, but at the usual rates only. The company even then did not pay a 
very high dividend, but, instead, preferred to issue bonus shares to the shareholders in the ratio of 1:1, to their 
benefit, which they richly deserved. But then, this way, only the amount of the share capital of the company got 
doubled, and the amount of its reserves, correspondingly, got reduced by an equal amount. Thus the windfall 
inflow of cash remained with the company itself for application in the future.

DIMENSIONS OF DIVIDEND POLICY

There are the following two different dimensions which pertain to the dividend policy of a company:
 (i) What should be the average payout ratio? and
 (ii) How stable the dividends should be over a period of time.

In fact, these two dimensions of the dividend policy of a company are conceptually quite distinct and different 
from each other. In fact, the average dividend payout ratio may be high or low, irrespective of the fact whether 
the steam of the dividends is stable or it keeps fluctuating over the years.

We will first discuss the considerations, which pertain to determining the payout ratio, and thereafter the 
other dimension, viz. the dimension of stability.
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DIVIDEND POLICY: PAYOUT RATIO

Requirements of Funds
The requirement of funds by the company, in the near (foreseeable) future, is the key (prime) factor, which has 
got to be taken into account by the company, at the time of taking the payout ratio decision. Such requirement 
of funds may well be assessed by the company, with the help of the financial forecasts prepared by the company, 
at the time of formulating its long-range planning. Usually, the companies, which have considerable investment 
opportunities and, accordingly, are in urgent need of substantial amount of funds, will always prefer to keep 
their payout ratio rather sufficiently low, so as to conserve the much needed resources for its growth, expansion 
and development. The dividend policy of the Reliance Industries Limited (RIL), for example, is to always keep 
its payout ratio sufficiently low, as it keeps on expanding at a rather fast pace. As against this, the companies, 
which have rather limited avenues of investment and growth, may generally prefer to adopt a more liberal 
and generous payout policy.

Liquidity
As the amount of dividends has got to be paid in cash instantaneously, by way of dividend warrants issued 
by the company, it naturally adversely affects the liquidity position of a company. Therefore, this factor has 
also got to be borne in mind by the companies, while deciding on its payout ratio. Therefore, the companies, 
who do not have a satisfactory and sufficient liquidity position, may naturally prefer to keep the payout ratio 
rather low, even if they would have rather liked to please its shareholders and the market, by paying a higher, 
or at least equal, amount by way of dividends. This usually happens in the cases of such companies which, 
though highly profitable, already have a plan of growth and expansion at a rather faster pace, whereby they 
are always in the urgent need of substantial amount of long-term funds for investment and even for some 
other purposes.

Availability of External Sources of Financing
The companies, which have rather easy availability of external funds, by virtue of their strong and stable 
financial position and standing, and very high credibility in the market, may, accordingly, feel less constrained 
and restricted. Therefore, they may prefer to have a rather higher payout ratio. This is so because, in a way, 
its dividend decision is somewhat independent of its investment decisions as also of its liquidity position. Thus, 
such companies may be favourably inclined to be rather liberal in paying the dividends at a rather higher level 
and thus, may have a higher payout ratio. As against this, a company, which has some genuine difficulties 
in raising the required funds from external sources, to meet its planned investments for development and 
expansion, and such other long-term commitments, may have to, under the compulsion of such circumstances, 
depend largely on its internally generated funds. Accordingly, it will have to prefer somewhat conservative 
dividend policy, and correspondingly, to have its payout ratio also rather low.

Preference of the Shareholders
Preference of the shareholders may as well influence the company’s decision, while determining its dividend 
payout ratio. That is, if the company finds that its shareholders have a greater preference for the current 
income by way of payment of the dividend, rather than waiting for the capital gains, which may (or may not) 
accrue in the uncertain future, it may prefer a liberal dividend policy, and, accordingly, will tend to keep 
the dividend payout ratio also on the higher side. As against this, if the company finds that its shareholders 
have a greater preference for the capital gains, which are likely to accrue even in the uncertain future; it may 
prefer a conservative dividend policy, instead. Accordingly, it will tend to keep a larger portion of its internally 
generated funds in the form of its retained earnings, ploughed back in its business, and will keep its dividend 
payout ratio, correspondingly, on the lower side.

The preference of the company’s preference shareholders may as well influence its decision, while determining 
its dividend payout ratio. It has, however, been observed that the dividend policy of the company itself seemed 
to be having a rather greater impact and influence in attracting the right type of shareholders, who found its 
dividend policy, and its consequent dividend payout ratio, quite acceptable to them.
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Based on such observations, we may safely conclude that each and every company is likely to draw to itself, 
a type of shareholders (clientele) which may find its payout ratio, and the dividend policy that goes therewith, 
rather attractive enough.

Difference between Cost of External Equity and Retained Earnings
It is rather obvious and natural that the retained earnings will prove to be comparatively quite cheaper and 
easier, as compared to the costs involved in raising the required funds by issue of fresh equity shares to the 
public. The position will, however, be somewhat different in the case of the issue of the additional equity shares 
on rights basis, in terms of their issuing cost, as no underwriting, vigorous advertising etc will be involved in 
the case of the issuance of the additional shares on the rights basis.

The following two main factors are responsible for the cost difference between the ‘retained earnings’ and 
the ‘issue of fresh equity shares’ to the general public:

(a) Under-pricing of the additional equity shares
The additional public issue of equity shares will have to be under-priced, i.e. it will have to be priced at a lower 
level, as compared to the market price of its equity shares prevailing in the share market at the material time; and

(b) Cost of issuing fresh equity shares
Incidentally, the cost of issuing fresh equity shares, at present, comes to around 10 per cent.
But then, the quantum (magnitude) of the difference, in the costs of retained earnings and the issue of fresh 
public issue of equity shares, has an impact on the relative proportions of these two sources of funds viz the 
external equity and the retained earnings, that the company resorts to. And, this proportion, in turn, goes to 
have a material influence on the dividend policy of the company.

Control
External financing, by way of issue of additional equity shares to the members of the general public, is fraught 
with the imminent risk of dilution of the control of the company (except in the case of the rights issue of 
its equity shares to the existing shareholders only). That is, in the case of the public issue of the additional 
equity shares, it will mean that the present shareholders (in effect, a small number of persons or the group 
of persons) will have to share the control of the company along with the new equity shareholders, who will 
subscribe to the fresh public issue. As against this, the retained earnings do not have any risk of dilution of 
control of the present shareholders (in effect, a small number of persons or the group of persons), as it does not 
involve the entry of any additional new shareholders. Accordingly, if the management of the company, as also 
its shareholders, do not want any dilution of control of the company to take place, the company must adopt 
a conscious policy of its reliance more on its retained earnings, and, accordingly, must plough back a larger 
portion of its internally generated sources of funds in its business, and, consequently, must keep the dividend 
payout ratio at a sufficiently lower level.

Taxes
As of now, the entire amount of dividends in the hands of the shareholders is totally exempt from income tax. 
But then, the company, which pays the dividends to its shareholders, has to pay a dividend tax on the amount 
it proposes to pay out as dividends to its shareholders at the rate of 16.995 per cent (i.e. 15 per cent + surcharge 
+ cess). Thus, there is an indirect tax of 16.995 per cent on the dividend income. But then, the long-term capital 
gains are also totally exempt from income tax, like the dividends in the hands of the shareholders. Keeping 
in view the aforementioned differential tax treatment, the tax factor, per se, goes in favour of a much lower 
(niggardly) dividend payout ratio.

DIVIDEND POLICY: STABILITY

Irrespective of the company, following a certain long-term policy, pertaining to the dividend payout ratio, the 
variations (fluctuations) in the year-after-year quantum or proportion of dividends may be determined mainly 
on the basis of one of the following guidelines: 
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Stable dividend payout ratio
According to the policy of keeping dividend payout ratio rather stable, the percentage of earnings paid out as 
dividends remains unchanged (constant). Accordingly, any fluctuation in the dividend that takes place is in 
accordance with (in the line of) the quantum of the earnings of the company in that particular year. But then, 
such a dividend policy results in the communication of the inconsistency in the company’s dividend policy, 
which depends on the fluctuation in the company’s earnings in a particular financial year. Therefore, such a 
dividend policy is rarely adopted by any company.

Stable dividends or steadily changing (or rising) dividends
According to this policy, the rupee level of dividends remains stable or mostly gradually increases (or rarely 
decreases). It has been observed that such a dividend policy is adopted and followed by most of the companies.

Rationale behind Dividend Stability
Several considerations, for which the companies prefer to have a policy of stable dividends payment, or even 
gradually increasing the level of payment of dividends, are discussed hereafter.
 (i) There are several individual investors who largely depend on the income, earned by way of dividends, 

for meeting a large portion of their day-to-day expenses for their living. As these expenses usually 
remain stable, or even gradually increase over a period of time, especially in an inflationary economy, 
they naturally prefer a similar behaviour in the pattern of payment of dividends, too. Thus, in the case 
of a sharp decline in the amount of their income by way of dividends, they are usually compelled to 
sell their shares at the prevailing market rate, sometimes even at a loss, so as to meet their minimal 
living expenses. As against this, in the case of a sharp increase in the amount of their income by way of 
dividends, they are usually inclined to make some more investments in the shares, out of their surplus 
income by way of higher amount of dividends received. But then, in both the aforementioned conditions, 
they are required to pay the transaction costs involved, and also have to face some inconvenience in the 
process. But then, they do not have to face such problems, in case the quantum of dividend payments is 
stable and well known in advance. This way, they can very well plan their family budget.

 (ii) The dividend decision of a company is considered as one of the most important means of conveying the 
information (message) by the management, in regard to the prospects of the company. That is to say that, 
an increase in the quantum of dividends paid, conveys the message to the investors that the company 
has bright prospects of its earnings. As against this, a decrease in the quantum of dividends paid, goes 
to convey the message to the investors, as if the company’s prospects of earnings are going to be lower 
than it had so far been in the previous years. Accordingly, by keeping the level of payment of dividend 
as unchanged, the management coveys the message that the prospects of the earnings of the company 
are also going to remain unchanged. In other words, a policy of stable dividends payment by a company 
leaves no room of uncertainty in the minds of the investors.

  Further, if the company were to increase or decrease the quantum of dividend payment steeply, even on 
the basis of some temporary (short-lived) factors, it will give the message to the shareholders, as also 
to the prospective investors, to the effect that the dividend policy of the company will keep on changing 
frequently, whereby there would always be some kind of uncertainty, coupled with the resultant anxiety, 
in their minds. That is why, it has been observed that most of the companies change the quantum of 
their dividend payments, only gradually, and that, too, in view of some long-term prospects (and never 
on some temporary or short-lived factors).

 (iii) It has further been observed that the institutional investors, more often than not, consider the stable 
dividend payment policy of the companies as the most desirable feature. Accordingly, they would usually 
prefer to make their investments in the shares and debentures of such companies only.

DIVIDEND AS A RESIDUAL PAYMENT

In view of the fact that the retained earnings (which may as well be referred to as the ‘internal equity’), are found 
to be much cheaper, and safe too, as compared to the external equity, most of the finance experts advocate a 



 590 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

‘residual policy’ to the dividends. In other words, they suggest that the profit after tax (PAT), which may as well 
be referred to as the ‘internal equity’ earnings of the firm (as these belong mainly to the equity shareholders, 
after payment of the fixed dividends to the preference shareholders), should first be applied to meet the funds, 
required for their investment plans. And only thereafter, if some surplus fund still remains, then alone it could 
be paid to the shareholders, as dividends. Thus, we see that, as per the ‘residual policy principle’, the payment 
of dividend is considered to be merely as a residual payment, only after the financial requirements, to meet 
the investment plan of the company, are fully met.

The companies, who may prefer to adopt the residual payment policy, may adopt one of the following   approaches:
 (i) Pure residual payment policy approach; or else
 (ii) Fixed dividend pay out approach.

But then, these two extreme approaches have their own disadvantages connected therewith. Such 
disadvantages have been discussed hereafter.
 (i) The ‘pure residual payment policy approach’ results in highly fluctuating dividends. This is so because, 

the inconsistency (changeability) of the equity earnings and investment budget (given a certain debt 
equity ratio), gets passed on to the dividends.

  Indeed, when the changes in the equity earnings and the investment budget identically correspond with 
each ther, every year, the dividends may be stabilized. But then, this is quite a rare phenomenon, on the 
verge of impossibility.

 (ii) Similarly, the ‘fixed dividend pay out approach’ gives rise to an ever fluctuating (changing) divided, year 
after year. This is so because, the inconsistency (changeability) of the equity earnings gets passed on 
to the dividends. But then, as the investors generally do not like the fluctuating dividends for various 
reasons, the ‘fixed dividend pay out approach’ may not be considered desirable, either.

  Thus, we find that both the (i) pure residual payment policy approach; as also the (ii) fixed dividend pay 
out approach, do not find favour with the investors (as these lead to fluctuating dividends). Accordingly, 
under the aforementioned circumstances, the adoption of any of these two dividend policies may not prove 
to be a prudent business sense. Therefore, a third middle-of-the-road dividend policy has been evolved, 
which is referred to as the ‘smoothed residual payment approach’.

 (iii) Smoothed (flat or even) Residual Payment Approach
  According to this approach, the quantum of dividend is changed, but only gradually, and that too, in a 

phased manner, over a period of time. In such cases, the level of dividends is determined in such a way 
that, in the long run, the total dividends paid, year after year, are equal to the total earnings (less) the 
equity finance, required to fully meet the investment plans of the company.

Thus, we see that, this approach will often be found to be the most appropriate and sensible approach, 
especially because it involves a stable and steadily increasing dividend, year after year.

CORPORATE DIVIDEND BEHAVIOUR

John Lintner’s* survey of corporate dividend behaviour gives us an idea that:
 (i) Companies set long-run target payout ratios.
 (ii) Managers are concerned more about the change in the dividend, than in the absolute level.
 (iii) Dividends tend to follow earnings, but dividends follow a smoother path than earnings.
 (iv) Dividends are sticky in nature because, managers have reluctance to effect dividend changes that may 

have to be reversed.
The empirical work of Lintner provides substantial support for his model. Based on the extensive empirical 

testing of the adequacy and reliability of his model, he concludes: ‘On the evidence so far available, it appears 
that our basic model incorporates the dominant determinants of corporate dividend decisions, that these have 

* John Lintner’s ‘Distribution of Incomes of Corporations among Dividend, Retained Earnings and Taxes’, American 
Economic Review, vol. 46 (May1956), 97 – 113.
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been introduced properly, and the resulting parameters are reasonably stable over long periods involving 
substantial changes in many external conditions’.

Besides, a very careful and thorough study by Fama and Babiak*1 also bears out the model of Lintner.
John A. Brittain*2, who undertook an extensive study of corporate dividend behaviour, tested Lintner’s basic 

model along with two modifications.
In his first modification (referred to as the ‘cash flow model’), he substituted cash flow for profits. And, in 

his second modification, (referred to as the ‘explicit depreciation model’), he divided the cash flow into its two 
components, viz., profit and depreciation. Brittain found substantial support for the Lintner’s arguments, 
particularly in the modified forms.

Some Indian finance experts also seem to support the Lintner’s model, based on their own empirical studies. 
For example, Purnanandam,*3 in his extensive study, found the Lintner’s model, adequate to explain the 
corporate dividend behaviour, even in India. Some other empirical studies as well testify to the correctness of 
the basic Lintner’s model.

John Lintner has expressed the ‘Corporate Dividend Behaviour’ in the form of the following model:
       Dt = cr EPSt + (1 – c) Dt-1
Where
       Dt = Dividend per share for the year t
         c = Adjustment rate
          r = Target payout rate
      EPSt = Earnings per share for the year t
      Dt – 1 = Dividend per share for the year t – 1
Let us take an illustrative example to further elucidate (clarify) the point.

Example 1: The earnings per share of Rahul Readymade Garments Limited for the year ‘t’ is ` 6. It had paid 
dividend per share for the year t–1 at ̀  2. 25. We have assumed that the target payout ratio, and the adjustment 
rate, for this company are 0.9 and 0. 75, respectively. Compute the dividend per share for Rahul Readymade 
Garments Limited for the year ‘t’, by applying the Lintner model.
Solution

Lintner model is as follows:
      Dt = cr EPSt + (1 – c) Dt-1
By inserting the respective values, given in the example, in the Lintner model, we get
     (0.75 × 0.9 × ` 6.00) + (0.75 × ` 2.25)
    = ` 4.05 + ` 1.6875 = ` 5.7375.
Therefore, as per the Lintner model, the dividend per share for Rahul Readymade Garments Limited for 

the year ‘t’ will be ` 5.7375.

LEGAL AND PROCEDURAL ASPECTS

Legal Aspects
The Companies Act, 1956, stipulates the amount of dividend that can be legally paid by the companies. These 
stipulations have also been endorsed by the judgements delivered (by the Courts) in some leading case laws. 
Further, as per the provisions in the Income Tax Act, certain rebates and, even penalties, depend upon certain 
appropriations from profits and the amount of dividend.

*1 Eugene Fama and H. Babiak, ‘Dividend Policy: An Empirical Analysis’, Journal of the American Statistical Association, 
vol. 63, (December 1968), 1132 – 1161.
*2 John A. Brittain, Corporate Dividend Policy, Washington D.C.: The Brookings Institution, 1966.
*3 J. Purnanandam, ‘Dividends in Large Indian Companies: 1946 – 63’. Unpublished doctoral dissertation, submitted to 

the Department of Industrial Management, Indian Institute of Science, Bangalore, 1969.
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The important provisions of the Companies Act, 1956, pertaining to the payment of dividends, are the following:
 (a) The companies can pay dividends in cash only (with the exception of bonus shares). However, the payment 

of the dividend by cheques or dividend warrants amounts to the payment of the dividend in cash.
 (b) The companies can pay dividends only out of the profits earned during the current financial year concerned, 

and that too, after providing for depreciation, as also after transferring to the reserves such percentage 
of the profits, earned during the current financial year, as prescribed under the Companies Act, 1956.

As provided in the Companies (Transfer of Reserves) Rules, 1975, before declaring dividend, a specified 
percentage of profit, earned during the current financial year, is required to be transferred to the reserves of 
the company, as has been presented in Table 24.1.

TABLE 29.1 Basis of Transfers to Reserves

Sl. No. Where the proposed Dividend on 
Paid-up Capital Exceeds

Transfer to the Reserves as the  percentage of the 
current Year’s Profit After Tax (PAT) not less than

1. 10% but not 12.5% 2.5%

2. 12.5% but not 15% 5%

3. 15% but not 20% 7.5%

4. 20% 10%

 (c) Further, in case there is an inadequate profit, or even no profit during any current financial year, the 
companies may pay the dividend out of the accumulated profits of the previous years. Some companies 
have been found to have even created a ‘Dividend Equalization Reserve’, so as to pay the dividend at the 
same levels, as in the previous years.

For example, Kesoram Industries, in the early 1990s, had declared a nominal dividend of 10 per cent to its 
shareholders, though it had incurred losses during the respective financial year.

In this connection, however, the following conditions, as provided in the Companies (Declaration of Dividend 
out of Reserves) Rules, 1975, are required to be followed by the companies:
 (i) The rate of dividend declared should not exceed the average of the rates at which the dividend was 

declared by the company during the last five years, immediately preceding that year, or 10 per cent of 
the paid-up capital of the company, whichever is less;

 (ii) The total amount to be withdrawn from the accumulate profits, earned in the previous years, and 
transferred to the reserves, should not exceed an amount equal to 1/10th of the total of its paid-up capital 
and free reserves; and the amount so drawn should first be utilised to setoff the losses incurred in that 
financial year, before any dividend, in respect of the preference shares or equity shares could be declared; 
and

 (iii) The balance of reserves, after such withdrawal should not fall below 15 per cent of the paid-up capital.
 (d) Dividends cannot be declared for the past years, for which the annual accounts of the company have 

already been closed.

Procedural Aspects
The following are the important events and dates, in regard to the procedure for the payment of the dividend:

(a) Board Resolution
The dividend decision is the prerogative of the board of directors of the company. Accordingly, the Board of 
Directors of the company should, in a formal meeting of the Board of Directors, pass a resolution regarding the 
payment of the dividend.

(b) Shareholders’ Approval
The resolution of the board of directors, to pay the dividend, is required to be approved by the Shareholders, 
in the Annual General Meeting (AGM) of the company.
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That is why, in the Annual Reports of all the companies, the Directors do not declare the dividend, but only 
propose or recommend the amount of the dividend, subject to the approval by the Shareholders, in the Annual 
General Meeting (AGM) of the company.

For example, in the Annual Report of Edelweiss Capital Limited, for the year ended 31, March, 2009, the 
Directors’ Report, presented at page 20, reads as follows:

‘Dividend
Your Directors recommend a dividend of ` 3 per share on 74,933,155 equity shares of the face value of ` 5 each, 
aggregating ` 224,799,465 for the year ended 31 March, 2009.

The register of members and the share transfer books will remain closed from July 24, 2009 to July 31, 2009, 
both days inclusive. The Annual General Meeting of the Company is scheduled to be held on 31 July , 2009’.

(c) Record Date
The dividend is payable only to such shareholders, whose names appear in the Register of Members of the 
company, as on the record date. That is why, in the stock exchanges, the shares are quoted at the cum-dividend 
rate, prior to the record date, and, similarly, at the ex-dividend rate, after the record date, announced, in 
advance, by the companies concerned.

(d) Dividend Payment
Once a declaration of the dividend has been made, of course, after its approval by the shareholders, in the 
Annual General Meeting (AGM) of the company, the dividend warrants must be posted by the company 
concerned within 42 days of such declaration. Further, within a period of seven days, after the expiry of the 
42 days, as aforementioned, the amount of unpaid dividends must be transferred to a special account, opened 
with a scheduled bank.

Interim Dividends
According to the Companies (Amendment) Act, 2000, the Board of Directors may declare interim dividends. An 
interim dividend is that dividend which is declared by the Board of Directors at any time, in-between the two 
AGMs. However, the Directors should seek the opinion of the Auditors before declaring any interim dividend. 
This is so because, it must be paid out of the profits of the company; otherwise, it may amount to the payment 
of dividend out of the capital, which is prohibited under law.

BONUS SHARES AND STOCK SPLITS

Bonus Shares
Bonus Shares are the shares which are issued to the existing shareholders, by way of the capitalization of the 
reserves of the company.
 (a) In the event of the issue of the bonus shares, the proportional ownership of the shareholders remains 

unchanged.
 (b) But then, the book value per share, as also the earnings per share, and the market price per share 

decreases, correspondingly, as the number of shares increases.
Let us explain, with the help of an illustrative example, as to how the proportional ownership of the 

shareholders [i.e. the amount of (equity) share capital, reserves and surplus (CRS), which all are owned 
exclusively by the equity

shareholders), remains unchanged.
Let us first understand the concept of book value, so as to understand the point clearly.

Book Value
Book value of the shares is the total value of all the shares, plus the aggregate amount of the entire Reserves 
and Surpluses, as per the books of the company, as all these belong exclusively to the equity shareholders, 
alone. Thus, the book value of each share, in percentage terms, would be equal to:
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(Fully Paid-up) Equity Share Capital + Reserves + Surpluses

AAggregate face value of such Shares
 × 100

 (A) Position of the Capital, Reserves and Surplus (CRS) before the issuance of the bonus shares 
in the ratio of 1 : 1.

 (a) Fully Paid-up Equity Shares of XYZ Company – ` 400 crore
 (b) Reserves and Surplus – ` 1,000 crore
 (c) Aggregate Face Value of these shares will be

 equal to (a) + (b), which comes to – ` 1,400.

Therefore, the Book Value per Share = 4000 crore + 1,000 crore
4000 crore

 × 100

      = 
1 400
400
, crore

crore
 × 100

      = 350%
      = 3.5 Times (the face value)
Thus, if the face value of each equity share is ` 10, its book value will be ` 35, and if it be ` 100 or ` 2, it 

would be ` 350 or ` 7 and so on.
Now let us presume that the company has issued bonus shares in the ratio of 1:1, i.e. one share against one 

fully paid equity share on the record date.
Now let us see as to how does the position of the amount of (equity) share capital, reserves and surplus (CRS), 

change after the issuance of the bonus shares.
 (B) Effects of the issuance of the bonus shares in the ratio of 1 : 1, on the Capital, Reserves and 

Surplus (CRS)
 (a) Fully Paid-up Equity Shares of XYZ Company – ` 800 crore
  will now become 800 crore (400 + 400 = 800).
 (b) Reserves and Surplus will now get reduced to
  600 crore (1,000 less 400 = 600), as the
  amount of bonus has been paid out of the
  reserves and surplus only – ` 600 crore
  Total (a + b) – ` 1,400 crore
 (c) Thus, we see that the Aggregate Face Value of
  these shares, even after the issuance of the bonus
  shares, remain unchanged at the same level,
  as (a) + (b), in this case also comes to ` 1,400.

Therefore, now the Book Value per Share = 
800 crore + 600 crore

800 crore
 × 100

          = 
1 400
800
, crore

crore
 × 100

          = 175 %
          = 1.75 Times (the face value)
Thus, we observe that,

 (a) In the event of the issue of the bonus shares, the proportional ownership of the shareholders remains 
unchanged.

 (b) But then, the book value per share, as also the earnings per share, and the market price per share 
decreases, correspondingly, as the number of shares increases.
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Our Comments on the decline of the market price per share after the issue of bonus shares
It is true that the market price per share declines after the issue of bonus shares. But then, this usually has 
been observed to be temporary phenomena, instead. As the public memory has been said to be short enough, the 
investors usually forget the fact that the present price of the share is after the company had issued bonus shares. 
Thus, though the market price per share declines soon after the issue of bonus shares, rather proportionately, 
after lapse of some reasonable time, it starts picking up over again and goes on increasing even upto a very 
high level again.

Let us take a rather recent live illustrative example
Reliance Industries Limited (RIL) had issued bonus shares in the year 2000, in the ratio of 1:1 (i.e. one share 
against every share held by the shareholder on the record date). After the announcement of the issuance of the 
bonus shares by the company, its cum-bonus price per share had touched over ` 440 per share. And, soon after 
the issue of the bonus shares, after the record date had passed, the market price of its share had gone down to 
` 220 each, and some time later, to ` 200 or even ` 180 per share.

But, after lapse of sufficient time, the price of its shares had again started picking up so much so that, as 
on the 19 June, 2009, its 52 weeks high and low had been ` 2490 (high) and ` 930 (low), in the Bombay Stock 
Exchange (BSE), and ` 2535 (high) and ` 930 (low), in the National Stock Exchange (NSE). And, the price of 
its shares, as on 19 June, 2009, was being quoted in the Bombay Stock Exchange (BSE) at ` 2039.60 per share, 
and in the National Stock Exchange (NSE) at ` 2041.50 per share.*

Here it may be pertinent to mention the share price of RIL had slid down on both BSE and NSE mainly 
because, Mukesh Ambani’s Company RIL had lost the case filed by his younger brother Anil Ambani in the 
Supreme Court, regarding supply of gas to the Anil’s company at the same old agreed price, which was far 
lower than the prevailing market price of gas at the material time. Earlier, as on 12 June, 2009, the price of its 
(RIL) share was being quoted in the National Stock Exchange (NSE) at ̀  2362.10 per share and in the Bombay 
Stock Exchange (BSE) at ` 2356.80 per share.

Reasons for Issuing Bonus Shares
From the aforementioned discussions, it may appear, as if the issue of bonus shares is merely a financial publicity 
stunt (gimmick or trick), and nothing beyond this, in real financial terms, as it does not result in any welfare or 
financial benefits to the equity shareholders. Despite all these, the companies continue to issue bonus shares, 
and even the equity shareholders earnestly look forward to the issue of bonus shares.

The main reasons for such a state of affairs are the following:
 (i) The issue of bonus shares tends to bring the market price of one share of the company within a more 

popular range, as many small investors may now afford to purchase the shares of the company, as these 
are now being quoted at a lower price per share.

 (ii) The issue of bonus shares increases the number of shares available in the stock markets for sales and 
purchases. Thus, it goes to promote an active trading in these shares. It also increases the volume and 
value of transactions of these shares in the stock exchanges.

 (iii) But the nominal rate of dividend may naturally tend to decrease. This may dispel the impression of 
profiteering.

 (iv) The share capital base of the company goes up, and thus, the company may achieve a more respectable 
size in the eyes of the investing public.

 (v) Further, the shareholders consider a bonus issue as a strong indication that the prospects of the company 
have since further brightened up, and, accordingly, they may reasonably look forward for an increase in 
the total dividend payout.

 (vi) Besides, it improves the prospects of the company to borrow further funds by way of fresh public issues 
of their equity shares or debentures. It has been observed, in the recent times, that many companies 
have issued bonus shares immediately before the issue of their convertible debentures, or some other 
financing instruments.

* The Economic Times, 20 June, 2009.
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Regulation of Bonus Issues
The following are the main regulatory provisions, governing the issue of bonus shares:
 (i) The bonus shares can be issued only out of the free reserves, built out of the genuine profits of the 

company, or share premium, collected by it, but only in cash.
 (ii) Further, remaining (residual) free reserves, after the proposed capitalisation of the free reserves, by way 

of issuance of the bonus shares, should be at least 40 per cent of the increase paid-up capital (increased 
due to the issuance of the bonus shares).

 (iii) Moreover, 30 per cent of the average profits of the company, before tax, for the last three years, should 
yield a rate of dividend on the increased capital base of the company at 10 per cent.

Determining the Maximum Bonus Ratio
When we take into account the aforementioned regulations, in regard to the bonus issue, we find that the legal 
restrictions that are likely to be decisive (significant) in most of the situations are the following:
 (i) That, the resultant requirements of the reserves (i.e. the reserves after the proposed capitalisation of 

the reserves, by way of the issuance of the proposed bonus shares), should be at least 40 per cent of the 
increased paid-up capital), and

 (ii) The profitability requirement is that 30 per cent of the average amount of the pre-tax profits of the 
company in the previous three years, should yield a return of at least 10 per cent on the increased capital. 
That is to say that, the maximum ratio of bonus that a company can legally declare is the value of ‘b’, 
which may satisfy the following legal requirements (conditions), as aforementioned:

 (i) Residual Reserve Requirement: (R – Sb) ≥ (1 + b) 0.4 (1 + b), and
 (ii) Profitability Requirement: 0.3 PBT ≥ 0.1S (1+ b).

Where
  R = reserves before the proposed bonus shares,
   S = paid-up share capital before the proposed bonus shares,
   b = bonus ratio, and
      PBT = average profit of the company before tax in the past three years.
Let us take an illustrative example to elucidate (clarify) the point.

Example
The following data are available for XPO Carpets Ltd.:
Paid-up share capital before the proposed bonus shares (S): ` 20 lakh
Reserves before the proposed bonus shares (R): ` 30 lakh
Average profit of the company before tax in the past three years: ` 16 lakh
By inserting the figures given in the example in the expressions for the (i) residual reserve requirement and 

the (ii) profitability requirement, we get
 (i)  30 – 20b ≥ 0.4 × 20 (1 + b)
  Or 30 – 20b ≥ 0.4 × [20 (1) + 20 (b)]
  Or 30 – 20b ≥ (0.4 × 20) + (0.4 × 20 b)
  Or 30 – 20b ≥ 8 + 8b
  Or 30 – 8 ≥ 20b + 8b
  Or 22 ≥ 28b
  Or 28b ≥ 22
  Therefore, b ≥ 22/28; or 11/14; or 0. 7857; or say, 0.786.
 (ii)  0.3 × 16 ≥ 0.1 × 20 (1 + b)
  Or 4.8 ≥ [0.1 × [(20 × 1) + (20 × b)
  Or 4.8 ≥ 0.1 × (20 + 20b)
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  Or 4.8 ≥ (0.1 × 20) + (0.1 × 20b)
  Or 4.8 ≥ 2 + 2b
  Or 4.8 – 2 ≥ 2b
  Or 2.8 ≥ 2b
  Or 2b ≥ 2.8
  Therefore, b ≥ 1.4.

Thus, we find that 1.4 is greater than 0.7857.
Therefore, the maximum bonus ratio comes to 11/14; or 0.7857 (or say, 0.786)
Now that the paid-up capital of the company is ` 20 lakh, the maximum bonus that it can pay would be 

` 20 lakh × 0.7857 = ` 15.714 lakh
We may check our above resultant figure as follows:
When the bonus ratio is 11/14, or 0.7857,

 (i) The paid-up share capital, after the proposed bonus issue will be ` 20 lakh + ` 15.714 lakh = ` 35.714 
lakh.

 (ii) The reserves after the proposed bonus issue will be ` 30 lakh – ` 15.714 lakh = ` 14.286 lakh
  And, (ii)/(i), i.e. ` 14.286 lakh / ` 35.714 lakh = 0.40 or 40 per cent, exactly.
  This shows that our aforementioned calculations are correct.

Stock Splits
In the case of a stock split the face value (par value) per share of the company is reduced and, consequently, 
the number of shares of the company is increased proportionately (the total value of the its fully paid-up shares 
remaining unchanged).

Let us understand the point with the help of an illustrative example.
Effect of a Stock Split on the Equity Portion of the Balance Sheet of the company concerned

Position 1: Position of the Equity Potion Before the Stock Split

Paid-up Share Capital  ` 10, 00,000

(1, 00,000 Shares of ` 10 Each Fully Paid)

Reserves and Surplus  ` 20, 00,000

Total ` 30, 00,000

Position 2: Position of the Equity Potion After the Stock Split in the ratio of 2:1

Paid-up Share Capital ` 10, 00,000

(2, 00,000 Shares of ` 5 Each Fully Paid)

Reserves and Surplus ` 20, 00,000

Total ` 30, 00,000

Thus, we see that, there is no change in the Balance Sheet of the company concerned in its Paid-up Share 
Capital at ` 10, 00,000, as also in its Reserves and Surplus at ` 20, 00,000. But then, the number of shares of 
the company has gone up by two times, i.e. from 1, 00,000 Shares (of ` 10 each Fully Paid) to 2, 00,000 Shares 
(of ` 5 each Fully Paid), due to the split of the shares in the ratio of 2:1, i.e. the face value of its shares has been 
reduced from ` 10 to ` 5.

Let us take some illustrative examples of some companies, who have split their shares in and around the 
year 2005, in the ratios noted against their names.
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Larsen and Tubro (L&T), The face value of the shares of the company has recently been reduced from ` 10 
to ` 2, after the demerger of its cement sector to Ultratek. That is to say that the 
shares of the company have been split in the ratio of 1:5; that is one share of the 
face value of ` 10 has been split into five shares of ` 2 each.

Tata Steel (formerly TISCO), The shares of these two companies have also been split in the ratio and Gammon 
India of 1:5; that is one share of the face value of ̀  10 has been split into five shares 
of ` 2 each.

Infosis  The shares of the company have been split in the ratio of 1:2; that is one share of 
the face value of ` 10 has been split into two shares of ` 5 each.

Bonus Issue and Stock Split: A Comparison

Bonus Issue Stock Split

1. The par value (face value) of the shares remains 
unchanged.

1. The par value (face value) of the shares is reduced.

2. A part of the reserves is capitalized. 2. There is no capitalization of the reserves.

3. The shareholders’ proportional ownership remains 
unchanged.

3. The shareholders’ proportional ownership remains 
unchanged in this case also.

4. The book value per share, the earnings per share, and the 
market price per share decline.

4. The book value per share, the earnings per share, and the 
market price per share decline in this case also.

5. The market price per share comes within a popular trading 
range, whereby even small investors can participate in 
these shares.

5. The market price per share comes within a popular trading 
range, in this case as well, whereby even small investors 
can participate in these shares.

SHARE BUYBACKS

Share buybacks were not permitted in India under law till the year 1998. But these have since been permitted 
under law, with certain restrictions. Share buybacks are referred to in the US. as ‘equity repurchases’ or ‘stock 
repurchases’. Several companies, like the Reliance Industries Limited (RIL), Bajaj Auto Limited, and Ashok 
Leyland Limited, are some of the companies who had resorted to the share buyback strategy in India. Now, many 
more companies are likely to resort to the programme of share buybacks. In the US., hundreds of companies 
have an active and vigorous equity repurchase programme. It is expected that in India also this activity will 
gain the desired momentum in due course of time.

The companies in India usually prefer to buy back their own shares by the tender method, or by the open 
market purchase method. According to the tender method, a company offers to buy back its own shares at a 
specific price, and during a specific period, which is generally one month. As against this method, under the 
open market purchase method, a company buys its own shares from the stock exchanges (i.e. from the secondary 
market) over a period of one year, subject to a maximum price fixed by the management. However, these days 
the companies appear to be having a conspicuously distinct preference for the open market purchase method, 
because, it gives them much more flexibility in regard to the time (of one year, as against one month allowed 
in the case of the tender method). This method has proved to be a much more beneficial proposition for the 
companies, in view of the fact that the share prices in the stock exchanges keep fluctuating, and this way they 
may prefer to purchase the shares of its own company, whenever these are being quoted in the stock exchanges 
at a relatively lower price.

Effects of Buyback of Shares
Let us understand the effect of the buyback of shares, with the help of an illustrative example.

Xtra Power Ltd. is expecting to earn a sum of ` 44 lakh during the current year, and it has planned to give 
out 50 per cent of this earning (` 22 lakh) to its shareholders by way of dividends. There are 11 lakh outstanding 
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shares of the company, and the market price of these shares is ` 20 per share. The company hopes that it can 
pay a cash dividend of 2.0 per share, or, instead, buyback 1 lakh shares through a tender offer of ̀  22 per share.

The effects of such buyback strategy on the Earning Per Share (EPS) and the market price per share of the 
balance (remaining) shares, after the buyback operation have been analysed as follows:

         Current EPS = 
Total Earning

Number of Shares

        = 
`

`

44 lakh
1 lakh1

 = ` 4.

          Price / Earning (PE) ratio = 
`

`

20
4

 = ` 5.

     EPS after buyback of 1 lakh shares = 
`

`

44
10

crore
crore

 = ` 4.4

And, the Expected market price per share after buyback (repurchase) = (P/E) (EPS) = (` 5) (4.4) = ` 22.
Thus, we observe that the shareholders would receive a pre-tax gain of ̀  2 per share in any case. Such benefit 

may be by way of cash dividend (of ` 2 per share) or by way of the increase in the market price of the share [of 
` 22 (less) ` 20 = ` 2 per share).

In this case, we have assumed that the shares could be bought back at ` 22 and the P/E ratio would remain 
unchanged at 5. But then, if the shares are bought back at less than ` 22, the shareholders who have not sold 
their shares will benefit at the cost of the shareholders who have sold their shares. As against this, if the shares 
were to be bought back at more than ` 22, the shareholders who have sold their shares will benefit at the cost 
of the shareholders who have not sold their shares.

However, the P/E ratio may as well change as a result of the buyback action. The P/E ratio may rise, if the 
investors will view the buyback strategy positively, or else, it may fall, if the investors will view the buyback 
strategy negatively, instead.

Rationale for Buyback of Shares
The various rationales behind the buyback of the own shares by the companies (motivational and justifying 
factors) have been briefly discussed as follows:

Efficient Allocation of Resources
The buyback of the own shares by the companies has generally been found to be a gainful and worthwhile 
investment proposition by the companies.

In the words of Warren Buffett ‘When companies purchase their own stock, they often find it easy to get 
$2 of present value of $1. Corporate acquisition programmes almost never do as well and, in a discouragingly 
large number of cases, fail to get anything close to $1 of value for each $1 expended’.

The opportunity to buyback its own shares by the companies can go a long way in checking the extravagant 
(wasteful) managerial tendencies. This is so because, the companies, having sufficient surplus fund (cash) may 
tend to expand or diversify in an uneconomic and sub-optimal manner. To quote Louis Lowenstein ‘Cash sitting 
around for any length of time can be unbearable, even if it is your own. We all will like to create a notable 
business or product; we would all like to head a large company rather than a small.’ Intelligent and professional 
managements are well aware of this fact, and they even try to withhold their inclination to misuse their cash. 
For example, Exxon Mobil has a plan not to ‘stockpile’ dollars. Accordingly, it pays dividends and repurchases 
its own stock to discipline itself. Besides, the stock market welcomes corporate decisions to buyback their own 
shares.

Positive Signal
A decision to buyback its own shares is usually motivated by the belief of the management that the shares of 
the company are undervalued. Accordingly, the stock market welcomes the corporate decisions to repurchase 
their own stock. Many empirical studies in the US have found that the repurchases of their own shares by the 
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companies, go to enhance the value of its shareholders. Thus, the management of the companies, through their 
buyback strategy, make it obvious that they are committed to enhance the value of their shareholders, instead 
of expanding their own empires.

For example, when the shares of the Reliance group of companies were being quoted at a much lower price 
in the stock markets – as a fall out of the long drawn out family dispute between the two brothers, Mukesh 
Ambani and Anil Ambani – the Reliance Industries Limited (RIL) had announced to buyback its own shares 
at a specified price, which was higher than the prevailing market rates in the various stock exchanges. The 
stock markets had welcomed such announcement, and, consequently, the market price of the shares of Reliance 
Industries Limited (RIL) – as also of the other companies of the group – had gradually started picnicking up 
in the various stock exchanges.

Price Stability
It has been observed that the prices of the shares in the stock markets keep on fluctuating to a great extent in 
response to the corresponding changes in the sentiments of the stock market (i.e. the attitude and approach 
of the shareholders and the prospective investors), which rotate between the elements of greed and fear, and 
the interconnected and interdependent scenarios of bear and bull operations. In the cases where a company 
repurchases its own shares, when, in view of the management of that company, the price of its shares seem to 
be rather low in the stock markets, the action of buyback its own shares, usually has a buoying tendency in 
the stock market, which usually shifts (changes) from the bearish to the bullish phase. The stock market give 
considerable weightage to the well-informed opinion of the management of the company (that the price of its 
shares is rather depressed in the stock markets), because the management of the company, most probably, is 
best placed and well informed and equipped to assess the actual value of its own company’s shares.

As against this, when, in view of the management of a company, the price of its shares seem to be rather 
overpriced in the stock markets, they may change the strategy. That is, instead of adopting the strategy of 
buying back of its own shares, they may adopt the strategy of re-issuing their treasury stock (i.e. the shares of 
own company bought back earlier). This may have a moderating (sobering) effect on the prices of the shares 
of the companies. Thus the strategies of buying back and reissuing their shares, on the whole, has a sobering 
effect on the fluctuation of the prices of these shares, which, at times, have been found to be rather excessive.

[But then, the prevailing law in India stipulates that the shares, which have been bought back by the company, 
have to be extinguished, and that they cannot be reissued. An alternative strategy, in such circumstances, that 
these companies could adopt, may be that they may come out with a fresh public issue of their equity shares, 
at a rather higher premium than may otherwise be justified].

Tax Advantage
As of now, the payment of dividends is tax-free in the hands of the shareholders, to an unlimited extent. But, in 
effect, these are not tax-free, in real terms, even to the shareholders. This is so because, instead, the company, 
which pays the dividends to its shareholders, has to pay a dividend tax on the amount it proposes to pay out 
as dividends to its shareholders, at the rate of 16.995 per cent (i.e. 15 per cent + surcharge + cess), which has 
the indirect effect on the shareholders’ funds in the form of profit after tax (PAT), which goes to the reserves 
and surplus accounts of the company, and all these also belong exclusively to the equity shareholders. Thus, 
there is an indirect tax of 16.995 per cent on the dividend income. But then, the long-term capital gains are also 
totally exempt from income tax, like the dividends in the hands of the shareholders. Accordingly, the long-term 
capital gains tax, payable by the shareholders, who participate in the share buyback operation, is also ‘nil’. 
Keeping in view the aforementioned (differential) tax treatment, a share buyback, which results in long-term 
capital gains, is more advantageous, as compared to a dividend payment.

Control
The control of the insiders of a company can be increased by adopting the strategy of buyback of its own shares. 
But then, the insiders of a company do not participate (tender their shares) in the buyback of shares. Accordingly, 
they keep holding a larger percentage (proportion) of the reduced equity shares of the company. This way, they 
end up in having a much greater control on the affairs of the company, as compared to the pre-buyback position.
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Voluntary Character
In case a company pays out dividends, the shareholders do not have any option, but to receive the divided. 
But then, in the cases, where the company announces the buyback of its own shares, the shareholders have 
the option to sell their shares to the company, or else to retain them with themselves. In view of the voluntary 
character of the share buyback programme, the company is required to pay cash only to such shareholders who 
prefer to sell their shares to the company, instead.

No Implied Commitment
As against the payment of dividends regularly, which, in fact, is an implied moral (though optional) commitment 
(to keep paying dividends to its shareholders, regularly, year after year), there is no such compulsion or 
commitment in regard to the buyback of its own shares. The share buyback is, in fact, a one time operation.

Capital Structure Undergoes a Change
In the case of a share buyback operation, the owners’ equity (net worth) of the company gets reduced, in relation 
to its debt. Consequently, the debt: equity ratio of the company goes up. Therefore, the strategy of buyback of its 
own shares can facilitate the strategy of bringing out the desired changes in the capital structure of the company.

Objections to Buyback of Shares
There are the following three main objections to the strategy of the buyback of shares:

 (i) When a buyback of shares takes place, there is an unfair advantage.
 (ii) The insiders of the company may resort to some manipulation activities.
 (iii) Excessive Payment

We will now examine these three objections to the strategy of the buyback of shares, one after the other.

Unfair Advantage
The main argument of the critics of the buyback of shares is that when a company buys back its own shares, it 
may make a bargain purchase, which may give an unfair advantage to the shareholders who prefer not to sell 
their shares, and instead, to retain them with themselves. This is exactly what the insiders of the company 
almost invariably do. The underlying presumption (premise) is that the programme of the buyback of shares 
is a zero-sum game. That is, it is a game in which one of the groups (the non-selling group) gains at the cost of 
the other group (the selling group). By advancing such argument, the critics of the share buyback programme 
seem to have forgotten to take into account the ground reality, that all the shareholders of company do not 
have the same identical goals, approach and attitude, towards purchasing, or selling, or retaining their share 
holdings. However, the fact is that individual shareholders of a company have quite different goals, approach 
and attitude, in regard to the selling of their shares or retaining them with themselves. At one extreme position, 
some of the shareholders are found to be prone to having some speculative gains in the short term, while, on 
the other extreme, some other shareholders are interested in the return on their investments in the long term. 
Thus, we see that, in view of the fact that different shareholders have different attitude and orientation towards 
retaining or selling their shares of a company, a buyback programme is not a zero-sum game, as argued by the 
critics of the share buyback programme. Instead, it (share buyback programme) may benefit all the shareholders, 
depending upon their individual approach and strategy. Above all, there is no element of compulsion to sell the 
share; because of the voluntary character of this programme, as aforementioned.

Manipulation
Many critics of the programme believe that if the companies are allowed to buyback their own shares and reissue 
these shares, the management may, most likely, resort to some manipulations to suit their own interests. That 
is, they may resort to some collusive trading, and thereby deliberately bring down the price of their shares in 
the stock markets. This way, they may create an element of anxiety amongst the shareholders of the company, 
and at the same time, by making some apparently attractive offer to buyback their own shares at a higher price 
than the prevailing depressed market price, they may rather force or tempt their shareholders to hasten to 
sell their shares to the company. By indulging in such activity, the energy of the company concerned may get 
diverted from their main line of business to such manipulative tactical games in the stock markets. Besides, 
this may hurt and harm many of their own innocent (gullible) shareholders, too.
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But then, they do not seem to take into account the fact that, the prevailing law in India stipulates that the 
shares, which have been bought back by the company, have to be extinguished, and that they cannot be reissued.

Excessive Payment
The critics of the share buyback programme further argue that a company may tend to repurchase their own 
shares by paying an unreasonably higher amount than a justifiable price, so that the promoters of the company 
may raise their own stake in the company (by increasing the percentage of the total shares of the company 
held by them, in the post-buyback condition). They may adopt such strategy, despite knowing well that it 
may adversely affect the interest of the remaining (non-promoter) shareholders. This way, the resources of 
the company – which belong to all the shareholders, including the small investors – get used for the personal 
advantage of the promoters, for having a firm and stronger control over the company by them (promoters), at 
the cost of the non-promoter shareholders.

Reasons for Equity Repurchase
A survey of the equity repurchases in the US, conducted by Badrinath, and Nikhil Varaiya, suggested the 

following five basic reasons for the repurchases of the equity:
1. To boost the price of the equity shares.
2. To rationalise the capital structure of the company.
3. To substitute for cash dividends.
4. To prevent dilution from stock market grants.
5. To give excessive cash back to the shareholders.

Regulation of Buybacks of Shares
As per Companies Act, 1956
The main provisions pertaining to the regulation of the buyback of shares, as stipulated in the Companies Act, 
1956,are as follows:
 (i) A company can buyback 10 per cent of its own shares annually (per year) by passing a resolution by its 

board. But then, for the buyback of its own shares in excess of 10 per cent in a year, a special resolution 
is required to be passed by its shareholders.

 (ii) The post-buyback debt-equity ratio of the company should not exceed 2:1.
 (iii) The buyback should not exceed 25 per cent of the total paid-up capital and free reserves of the company.
 (iv) After completion of a buyback programme, a company should not make a further issue of its equity shares 

within a period of six months, except by way of a bonus issue, or in discharge of a subsisting obligation 
(like of warrants debentures, or preference shares into equity shares, or under the stock option scheme, 
or sweat equity scheme).

 (v) The buyback may be funded out of the following resources of the company:
 (a) Free reserves and share premium account,
 (b) Cash generated from the disposal of the company’s capital (fixed) assets,
 (c) A public equity issue made exclusively for the purpose of the buyback of its own shares, and
 (d) A debenture issue.

SEBI Guidelines
The main provisions pertaining to the regulation of the buyback of shares, as stipulated in the SEBI guidelines 
are as follows:
 (i) The share buyback can be done through an open offer rout, Dutch option rout, reverse book building, 

reverse rights, or through stock market purchases. Promoters, however, are barred from offering their 
own shares, if the stock market purchases are made.

 (ii) The share buyback cannot be done through negotiation deals (where a block of shares is picked up from 
a single/a few investors, spot deals, and private placement).
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 (iii) The share buyback process has to be handled by merchant banker(s), duly appointed by the company. 
The merchant banker(s) will be held responsible for due diligence, pro-rata acceptance of shares, and so.

DIVIDEND POLICIES IN PRACTICE: SOME TYPICAL TYPES OF POLICIES

Prasanna Chandra* mentions that, with a view to find out the dividend policies of the business companies, 
he had asked the chief finance executives of 20 large-sized business undertakings, representing a wide cross-
section of industries, as to what was their dividend policy. From their various responses (quoted in the book), 
he has found that most of the companies pursue mainly the following three types of policies:

Generous Dividend and Bonus Policy
The companies which follow this policy reward their shareholders generously by stepping up the total dividend 
payment over a period of time. Typically, these companies maintain the dividend rate at a certain level (15 
to 25 per cent), and issue bonus shares when the reserves position and the earning potential of the company 
permit. Such companies, naturally, have a strong shareholder orientation.

More or Less Fixed Dividend Policy
Some companies have a target dividend rate, which is usually in the range of 10 per cent to 20 per cent, which 
they consider as a reasonable compensation to the equity shareholders. Such companies normally do not issue 
bonus shares. Infrequently, maybe once in a few years, the rate of dividend may be raised slightly, to provide 
somewhat higher compensation to the equity shareholders, to match the higher returns from other forms of 
investment.

Erratic Dividend Policy
The companies which follow such dividend policy seem to be indifferent to the welfare of their equity shareholders. 
Dividends are paid erratically whenever the management believes that it will not strain its resources.

 SUMMARY

1. Why do the Companies Pay the Dividends?
The tax disadvantage, connected with the payment of dividends, and the costs involved in the under-priced 
issue of fresh equity shares, notwithstanding, the companies usually prefer to pay the dividends, and they 
also usually perceive such payments rather positively.

(a) Reasonable Reasons For Paying Dividends
 (i) Preference of the Investors for Dividends: There appears to be a strong preference amongst the 

shareholders to receive a higher percentage of the retained earnings by way of dividends on their 
shares, as compared to the element of capital gains and appreciation of the value (market price) of 
their shareholdings.

 (ii) Self-Control and Dividends: Most of us find the payment of dividends as a better and simpler way 
whereby they can limit their spending upto the amount of their earning by way of dividends, paid 
periodically. This way, their capital (i.e. principal) amount will always remain intact and safe. This 
strategy seems to be the most suitable one for those people who are spendthrift (compulsive shoppers) 
by nature, and have great difficulty in exercising the much needed self-control in regard to avoidable 
purchases and spending.

* Prasanna Chandra book ‘Financial Management: Theory and Practice’, 7th edition, 577–580, Tata McGraw Hill, New 
Delhi, 2008
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 (iii) Aversion to Regret and Dividends: Most of the people feel more regret when they sell out the 
shareholdings, and thereafter the market price of these share moves upwards. Therefore, the persons 
who have an aversion to regret, prefer the dividend income to capital receipt (gains) despite the fact 
that both the two [dividend income and capital receipt (gains)] are perfect substitutes in the finance 
theory (i.e. when the taxes and the cost of transactions are presumed to be non-existent). Therefore, 
there is more demand for the receipt of dividend, in comparison to the ultimate capital receipt (gains).

 (iv) Information Signalling: The action of paying higher dividends gives a positive signal to the market 
and the shareholders (both the present and the prospective), to the effect that the company is confident 
of the prospects of its earnings, which will enable it to maintain the payment of higher dividends even 
in the future. This gives a positive signal to the market, as also to the shareholders, which, in turn, 
has a bouncy effect on the prices of the shares of such companies.

 (v) Clientele Effect: In fact, while some types of shareholders prefer to have more income by way of 
dividends, the other categories of them give more preference to the capital gains, instead. There is a 
third category of investors, too, who prefer a mix of both the dividend income as also the capital gains. 
Thus, over a period of time, most of the investors naturally get attracted towards such companies 
which have their dividend policy that coincides (matches) with their personal preferences. And, the 
concentration of the investors in the companies, which have their dividend policies that match with 
the personal preferences of the respective investors, is referred to as the ‘Clientele Effect’.

  The implications of the existence of the ‘clientele effect’ are the following:
 (i) The companies get the investors they deserve; and
 (ii) It will be difficult for a company to change its well established dividend policy.

(b) Doubtful (Unconvincing) Reasons For Paying Dividends
 (i) The ‘bird in hand’ fallacy: Some people argue that it is better to have an income by way of dividends, 

because it is certain and paid in the present, rather than to wait for the capital gains which may (or 
even may not) accrue in the future, which is quite uncertain. But then, here and now, what we are 
discussing does not pertain to a choice between the dividends today, and the uncertain capital gains 
at some point in time in the uncertain future. In fact, we are here trying to make a choice between 
the dividend today and the same (equal) amount of capital gains, and that too, in terms of today, and 
not at a future date (when the element of ‘time value of money’ will also set in).

 (ii) Temporary Surplus Cash: One may argue that paying a higher dividend in the cases when the 
company has some surplus (extra) cash is a right decision on the part of the company, on the ground 
that the shareholders must be duly rewarded under such fortunate conditions. But then, a company 
must have a long-term perspective, and accordingly, it may require sufficient fund to finance their 
projects in the near future, for its expansion of business. If the surplus cash will be distributed out to 
the shareholders, the company, when in the urgent need of sufficient funds for investment purposes, 
may have to borrow money from external sources, which will involve huge amount of expenses by way 
of interest outgo. Alternatively, it may have to issue fresh equity shares, which will involve under-
pricing of the shares, and various other related expenses connected with the fresh issue of shares. 
This way, the policy of having sufficient funds for future use in the form of retained earnings, which 
involves no cost, whatsoever, makes a much better business sense.

2. Dimensions of Dividend Policy
 (i) What should be the average payout ratio? and
 (ii) How stable the dividends should be over a period of time.

In fact, these two dimensions of the dividend policy of a company are conceptually quite distinct and 
different from each other. In fact, the average dividend payout ratio may be high or low, irrespective of 
the fact whether the steam of the dividends is stable or it keeps fluctuating over the years.
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We will first discuss the considerations, which pertain to determining the payout ratio, and thereafter the 
other dimension, viz. the dimension of stability.

3. Dividend Policy: Payout Ratio
 (i) Requirements of Funds: The requirement of funds by the company, in the near future, is the key 

factor, to be taken into account by the company, at the time of taking the payout ratio decision. Usually, 
the companies, which have considerable investment opportunities and, accordingly, are in urgent need 
of substantial amount of funds, will always prefer to keep their payout ratio rather sufficiently low, so 
as to conserve the much needed resources for its growth, expansion and development. As against this, 
the companies, which have rather limited avenues of investment and growth, may generally prefer to 
adopt a more liberal and generous payout policy.

 (ii) Liquidity: As the amount of dividends has got to be paid in cash instantaneously, by way of dividend 
warrants issued by the company, it naturally adversely affects the liquidity position of a company. 
Therefore, the companies, who do not have a satisfactory and sufficient liquidity position, may naturally 
prefer to keep the payout ratio rather low. This usually happens in the cases of such companies which, 
though highly profitable, already have a plan of growth and expansion at a rather faster pace, whereby 
they are always in the urgent need of substantial amount of long-term funds for investment and even 
for some other purposes.

 (iii) Availability of External Sources of Financing: The companies, which have rather easy availability 
of external funds, by virtue of their strong and stable financial position and standing, and very high 
credibility in the market, may, accordingly, feel less constrained and restricted. Therefore, they may 
prefer to have a rather higher payout ratio. As against this, a company, which has some genuine 
difficulties in raising the required funds from external sources, to meet its planned investments for 
development and expansion, and such other long-term commitments, may have to depend largely on 
its internally generated funds. Accordingly, it will have to prefer somewhat conservative dividend 
policy, and correspondingly, to have its payout ratio also rather low.

 (iv) Preference of the Shareholders: If the company finds that its shareholders have a greater preference 
for the current income by way of payment of the dividend, rather than waiting for the capital gains, 
which may (or may not) accrue in the uncertain future, it may prefer a liberal dividend policy, and, 
accordingly, will tend to keep the dividend payout ratio also on the higher side. As against this, if the 
company finds that its shareholders have a greater preference for the capital gains, which are likely 
to accrue even in the uncertain future; it may prefer a conservative dividend policy, instead.

 (v) Difference between Cost of External Equity and Retained Earnings: The retained earnings 
prove to be comparatively quite cheaper and easier, as compared to the costs involved in raising the 
required funds by issue of fresh equity shares to the public. The position will, however, be somewhat 
different in the case of the issue of the additional equity shares on rights basis, in terms of their issuing 
cost, as no underwriting, vigorous advertising, etc., will be involved in the case of the issuance of the 
additional shares on the rights basis.

  The following two main factors are responsible for the cost difference between the ‘retained earnings’ 
and the ‘issue of fresh equity shares’ to the general public:

 (a) Under-pricing of the additional equity shares
  The additional public issue of equity shares will have to be under-priced, and
 (b) Cost of issuing fresh equity shares
  The quantum of the difference, in the costs of retained earnings and the issue of fresh public issue 

of equity shares, has an impact on the relative proportions of these two sources of funds, viz. the 
external equity and the retained earnings, that the company resorts to. And, this proportion, in 
turn, goes to have a material influence on the dividend policy of the company.

 (vi) Control: External financing, by way of issue of additional equity shares to the members of the general 
public, is fraught with the imminent risk of dilution of the control of the company (except in the case 
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of the rights issue of its equity shares to the existing shareholders only). As against this, the retained 
earnings do not have any risk of dilution of control of the present shareholders (in effect, a small 
number of persons or the group of persons), as it does not involve the entry of any additional new 
shareholders. Accordingly, to avoid the risk of dilution of control over the affairs of the company, it 
must keep the dividend payout ratio at a sufficiently lower level.

 (vii) Taxes: As of now, the entire amount of dividends in the hands of the shareholders is totally exempt 
from income tax. But then, the company, which pays the dividends to its shareholders, has to pay a 
dividend tax on the amount it proposes to pay out as dividends to its shareholders at the rate of 16.995 
per cent (i.e. 15 per cent +surcharge + cess). Thus, there is an indirect tax of 16.995 per cent on the 
dividend income. But then, the long-term capital gains are also totally exempt from income tax, like 
the dividends in the hands of the shareholders. Keeping in view the aforementioned differential tax 
treatment, the tax factor, per se, goes in favour of a much lower (niggardly) dividend payout ratio.

4. Dividend Policy: Stability
 (i) Stable Dividend Payout Ratio: By keeping the dividend payout ratio, changing every year, with 

the quantum of the earnings of the company in that particular year, results in an inconsistency in the 
company’s dividend policy. Therefore, such a dividend policy is rarely adopted by any company.

 (ii) Stable Dividends or Steadily Changing (or rising) dividends: According to this policy, the rupee 
level of dividends remains stable or mostly gradually increases (or rarely decreases). Accordingly, such 
a dividend policy is adopted and followed by most of the companies.

  Rationale behind Dividend Stability
 (i) Several individual investors largely depend on the income, earned by way of dividends, for meeting 

a large portion of their day-to-day expenses for their living. As these expenses usually remain 
stable, or even gradually increase over a period of time, they naturally prefer a similar behaviour 
in the pattern of payment of dividends, too. This way, they can very well plan their family budget.

 (ii) An increase in the quantum of dividends paid, conveys the message to the investors that the 
company has bright prospects of its earnings. A reverse message goes in the case of a decrease 
in the quantum of dividends paid. Accordingly, the stability in the payment of dividends leaves 
no room of uncertainty about the prospects of the company, in the minds of the investors. That 
is why, most of the companies change the quantum of their dividend payments, only gradually, 
and that, too, in view of some long-term prospects (and never on some temporary or short-lived 
factors).

 (iii) The institutional investors consider the stable dividend payment policy of the companies as the 
most desirable feature. Accordingly, they would usually prefer to make their investments in the 
shares and debentures of such companies only.

5. Dividend as a Residual Payment
Most of the finance experts advocate a ‘residual policy’ to the dividends. They suggest that the profit after 
tax (PAT), which may as well be referred to as the ‘internal equity’ earnings of the firm (as these belong 
mainly to the equity shareholders, after payment of the fixed dividends to the preference shareholders), 
should first be applied to meet the funds, required for their investment plans. And only thereafter, if 
some surplus fund still remains, then alone it could be paid to the shareholders, as dividends. Thus, we 
see that, as per the ‘residual policy principle’, the payment of dividend is considered to be merely as a 
residual payment, only after the financial requirements, to meet the investment plan of the company, are 
fully met. Residual payment policy, has the following two optional approaches to choose one out of them:

 (i) Pure residual payment policy approach: The ‘pure residual payment policy approach’ results in 
highly fluctuating dividends, because, the inconsistency of the equity earnings and investment budget 
(given a certain debt equity ratio), gets passed on to the dividends.



 DIVIDEND DECISION 607

 (ii) fixed dividend pay out approach: Similarly, the ‘fixed dividend pay out approach’ gives rise to an 
ever fluctuating dividend, year after year. This is so because, the inconsistency of the equity earnings 
gets passed on to the dividends. But then, as the investors generally do not like the fluctuating dividends 
for various reasons, the ‘fixed dividend pay out approach’ may not be considered desirable, either.

  Thus, we find that both the (i) pure residual payment policy approach; as also the (ii) fixed dividend pay 
out approach, do not find favour with the investors (as these lead to fluctuating dividends). Therefore, 
a third middle-of-the-road dividend policy has been evolved, which is referred to as the ‘smoothed 
residual payment approach’.

 (iii) Smoothed (flat or even) Residual Payment Approach: According to this approach, the quantum 
of dividend is changed, but only gradually, and that too, in a phased manner, over a period of time. In 
such cases, the level of dividends is determined in such a way that, in the long run, the total dividends 
paid, year after year, are equal to the total earnings (less) the equity finance, required to fully meet 
the investment plans of the company.

Thus, this approach is often found to be the most appropriate and sensible approach, especially because 
it involves a stable and steadily increasing dividend, year after year.

6. Corporate Dividend Behaviour
John Lintner’s survey of corporate dividend behaviour gives us an idea that:

 (i) Companies set long-run target payout ratios.
 (ii) Managers are concerned more about the change in the dividend, than in the absolute level.
 (iii) Dividends tend to follow earnings, but dividends follow a smoother path than earnings.
 (iv) Dividends are sticky in nature because, managers have reluctance to effect dividend changes that 

may have to be reversed.
John A. Brittain, who undertook an extensive study of corporate dividend behaviour, tested Lintner’s 
basic model along with two modifications. In his first modification (referred to as the ‘cash flow model’), he 
substituted cash flow for profits. And, in his second modification (referred to as the ‘explicit depreciation 
model’), he divided the cash flow into its two components, viz. profit and depreciation. Brittain found 
substantial support for the Lintner’s arguments, particularly in the modified forms.
Some Indian finance experts also seem to support the Lintner’s model, based on their own empirical studies. 
For example, Purnanandam, in his extensive study, found the Lintner’s model, adequate to explain the 
corporate dividend behaviour, even in India. Some other empirical studies as well testify to the correctness 
of the basic Lintner’s model.

7. Legal and Procedural Aspects
Legal Aspects
The important provisions of the Companies Act, 1956, pertaining to the payment of dividends, are the 
following:

 (a) The companies can pay dividends in cash only (with the exception of bonus shares). However, the 
payment of the dividend by cheques or dividend warrants amounts to the payment of the dividend in 
cash.

 (b) The companies can pay dividends only out of the profits earned during the current financial year 
concerned, and that too, after providing for depreciation, as also after transferring to the reserves such 
percentage of the profits, earned during the current financial year, as prescribed under the Companies 
Act, 1956.

As provided in the Companies (Transfer of Reserves) Rules, 1975, before declaring dividend, a specified 
percentage of profit, earned during the current financial year, is required to be transferred to the reserves 
of the company, as has been presented in the following Table:
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Basis of Transfers to Reserves

Sl. No. Where the proposed Dividend on 
Paid-up Capital Exceeds

Transfer to the Reserves as the 
percentage of the current Year’s Profit 

After Tax (PAT) not less than

1. 10% but not 12.5% 2.5%

2. 12.5% but not 15% 5%

3. 15% but not 20%1 7.5%

4. 20% 10%

 (c) Further, in case there is an inadequate profit, or even no profit during any current financial year, the 
companies may pay the dividend out of the accumulated profits of the previous years. Some companies 
have been found to have even created a ‘Dividend Equalization Reserve’, so as to pay the dividend 
at the same levels, as in the previous years. In this connection, however, the following conditions, as 
provided in the Companies (Declaration of Dividend out of Reserves) Rules, 1975, are required to be 
followed by the companies:

 (i) The rate of dividend declared should not exceed the average of the rates at which the dividend 
was declared by the company during the last five years, immediately preceding that year, or 10 
per cent of the paid-up capital of the company, whichever is less;

 (ii) The total amount to be withdrawn from the accumulate profits, earned in the previous years, and 
transferred to the reserves, should not exceed an amount equal to 1/10th of the total of its paid-up 
capital and free reserves; and the amount so drawn should first be utilized to setoff the losses 
incurred in that financial year, before any dividend, in respect of the preference shares or equity 
shares could be declared; and

 (iii) The balance of reserves, after such withdrawal should not fall below 15 per cent of the paid-
upcapital.

 (d) Dividends cannot be declared for the past years, for which the annual accounts of the company have 
already been closed.

Procedural Aspects
The following are the important events and dates, in regard to the procedure for the payment of the dividend:

 (a) Board Resolution: The Board of Directors of the company should, in a formal meeting of the Board 
of Directors, pass a resolution regarding the payment of the dividend.

 (b) Shareholders’ Approval: The resolution of the board of directors, to pay the dividend, is required 
to be approved by the Shareholders, in the Annual General Meeting (AGM) of the company.

That is why, in the Annual Reports of all the companies, the Directors do not declare the dividend, but 
only propose the dividend, subject to the approval by the Shareholders, in the Annual General Meeting 
(AGM) of the company.

 (c) Record Date: The dividend is payable only to such shareholders, whose names appear in the Register 
of Members of the company, as on the record dateed.

 (d) Dividend Payment: Once a declaration of the dividend has been made, of course, after its approval by 
the Shareholders, in the Annual General Meeting (AGM) of the company, the dividend warrants must 
be posted by the company concerned within 42 days of such declaration. Further, within a period of 
seven days, after the expiry of the 42 days, as aforementioned, the amount of unpaid dividends must 
be transferred to a special account, opened with a scheduled bank.
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Interim Dividends
According to the Companies (Amendment) Act, 2000, the Board of Directors may declare interim dividends. 
An interim dividend is that dividend which is declared by the Board of Directors at any time, in-between 
the two AGMs. However, the Directors should seek the opinion of the Auditors before declaring any interim 
dividend. This is so because, it must be paid out of the profits of the company; otherwise, it may amount 
to the payment of dividend out of the capital, which is prohibited under law.

8. Bonus Shares and Stock Splits
 (i) Bonus Shares are the shares which are issued to the existing shareholders, by way of the capitalization 

of the reserves of the company.
 (a) In the event of the issue of the bonus shares, the proportional ownership of the shareholders 

remains unchanged.
 (b) But then, the book value per share, as also the earnings per share, and the market price per share 

decreases, correspondingly, as the number of shares increases.

Reasons for Issuing Bonus Shares
 (i) The issue of bonus shares tends to bring the market price of one share of the company within a more 

popular range, as many small investors may now afford to purchase the shares of the company, as 
these are now being quoted at a lower price per share.

 (ii) The issue of bonus shares increases the number of shares available in the stock markets for sales and 
purchases. Thus, it goes to promote an active trading in these shares. It also increases the volume and 
value of transactions of these shares in the stock exchanges.

 (iii) But the nominal rate of dividend may naturally tend to decrease. This may dispel the impression of 
profiteering.

 (iv) The share capital base of the company goes up, and thus, the company may achieve a more respectable 
size in the eyes of the investing public.

 (v) Further, the shareholders consider a bonus issue as a strong indication that the prospects of the 
company have since further brightened up, and, accordingly, they may reasonably look forward for 
an increase in the total dividend payout.

 (vi) Besides, it improves the prospects of the company to borrow further funds by way of fresh public issues 
of their equity shares or debentures.

Regulation of Bonus Issues
 (i) The bonus shares can be issued only out of the free reserves, built out of the genuine profits of the 

company, or share premium, collected by it, but only in cash.
 (ii) Further, remaining (residual) free reserves, after the proposed capitalisation of the free reserves, by 

way of issuance of the bonus shares, should be at least 40 per cent of the increase paid-up capital 
(increased due to the issuance of the bonus shares).

 (iii) Moreover, 30 per cent of the average profits of the company, before tax, for the last three years, should 
yield a rate of dividend on the increased capital base of the company at 10 per cent.

Stock Splits
In the case of a stock split the face value (par value) per share of the company is reduced and, consequently, 
the number of shares of the company is increased proportionately (the total value of the its fully paid-up 
shares remaining unchanged).
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Bonus Issue and Stock Split: A Comparison

Bonus Issue Stock Split

1. The par value (face value) of the shares remains 
unchanged.

1. The par value (face value) of the shares is reduced.

2. A part of the reserves is capitalized. 2. There is no capitalisation of the reserves.

3. The shareholders’ proportional ownership remains 
unchanged.

3. The shareholders’ proportional ownership remains 
unchanged in this case also.

4. The book value per share, the earnings per share, 
and the market price per share decline.

4. The book value per share, the earnings per share, and 
the market price per share decline in this case also.

5. The market price per share comes within a popular 
trading range, whereby even small investors can 
participate in these shares.

5. The market price per share comes within a popular 
trading range, in this case as well, whereby even 
small investors can participate in these shares.

9. Share Buybacks
Share buybacks were not permitted in India under law till the year 1998. But these have since been 
permitted with certain restrictions. Share buybacks are referred to in the US. as ‘equity repurchases’ or 
‘stock repurchases’. Several companies like the Reliance Industries Limited (RIL), Bajaj Auto Limited, 
and Ashok Leyland Limited, are some of the companies who had resorted to the share buyback strategy 
in India. Now, many more companies are likely to resort to the programme of share buybacks. In the US, 
hundreds of companies have an active and vigorous equity repurchase programme. It is expected that in 
India also this activity will gain the desired momentum in due course of time.

The companies in India usually prefer to buy back their own shares by the tender method, or by the open 
market purchase method.

According to the tender method, a company offers to buy back its own shares at a specific price, and during 
a specific period, which is generally one month. As against this method, under the open market purchase 
method, a company buys its own shares from the stock exchanges (i.e. from the secondary market) over a 
period of one year, subject to a maximum price fixed by the management. However, these days the companies 
appear to be having a conspicuously distinct preference for the open market purchase method, because, 
it gives them much more flexibility in regard to the time (of one year, as against one month allowed in 
the case of the tender method). This method has proved to be a much more beneficial proposition for the 
companies, in view of the fact that the share prices in the stock exchanges keep fluctuating, and this way 
they may prefer to purchase the shares of its own company, whenever these are being quoted in the stock 
exchanges at a relatively lower price.

Rationale for Buyback of Shares
 (i) Efficient Allocation of Resources: The buyback of the own shares by the companies has generally 

been found to be a gainful and worthwhile investment proposition by the companies. The opportunity 
to buyback its own shares by the companies can go a long way in checking the extravagant (wasteful) 
managerial tendencies.

 (ii) Positive Signal: A decision to buyback its own shares is usually motivated by the belief of the 
management that the shares of the company are undervalued. Accordingly, the stock market welcomes 
the corporate decisions to repurchase their own stock. The management of the companies, through their 
buyback strategy, make it obvious that they are committed to enhance the value of their shareholders, 
instead of expanding their own empires.
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 (iii) Price Stability: It has been observed that the prices of the shares in the stock markets keep on 
fluctuating to a great extent in response to the corresponding changes in the sentiments of the stock 
market (i.e. the attitude and approach of the shareholders and the prospective investors), which rotate 
between the elements of greed and fear, and the interconnected and interdependent scenarios of bear 
and bull operations. In the cases where a company repurchases its own shares, when, in view of the 
management of that company, the price of its shares seem to be rather low in the stock markets, the 
action of buyback its own shares, usually has a buoying tendency in the stock market, which usually 
shifts from the bearish to the bullish phase. The stock market give considerable weightage to the well-
informed opinion of the management of the company (that the price of its shares is rather depressed 
in the stock markets), because the management of the company, most probably, is best placed and 
well informed and equipped to assess the actual value of its own company’s shares.

  As against this, when, in view of the management of a company, the price of its shares seem to be 
rather overpriced in the stock markets, they may change the strategy. That is, instead of adopting 
the strategy of buying back of its own shares, they may adopt the strategy of re-issuing their treasury 
stock (i.e. the shares of own company bought back earlier). This may have a moderating (sobering) 
effect on the prices of the shares of the companies. Thus the strategies of buying back and reissuing 
their shares, on the whole, has a sobering effect on the fluctuation of the prices of these shares, which, 
at times, have been found to be rather excessive.

  [But then, the prevailing law in India stipulates that the shares, which have been bought back by the 
company, have to be extinguished, and that they cannot be reissued. An alternative strategy, in such 
circumstances, that these companies could adopt, may be that they may come out with a fresh public 
issue of their equity shares, at a rather higher premium than may otherwise be justified].

 (iv) Tax Advantage: As of now, the payment of dividends is tax-free in the hands of the shareholders, 
to an unlimited extent. But, in effect, these are not tax-free, in real terms, even to the shareholders. 
This is so because, instead, the company, which pays the dividends to its shareholders, has to pay 
a dividend tax on the amount it proposes to pay out as dividends to its shareholders, at the rate of 
16.995 per cent (i.e. 15 per cent + surcharge + cess), which has the indirect effect on the shareholders’ 
funds in the form of profit after tax (PAT), which goes to the reserves and surplus accounts of the 
company, and all these also belong exclusively to the equity shareholders. Thus, there is an indirect 
tax of 16.995 per cent on the dividend income. But then, the long-term capital gains are also totally 
exempt from income tax, like the dividends in the hands of the shareholders. Accordingly, the long-
term capital gains tax, payable by the shareholders, who participate in the share buyback operation, 
is also ‘nil’. Keeping in view the aforementioned (differential) tax treatment, a share buyback, which 
results in long-term capital gains, is more advantageous, as compared to a dividend payment.

 (v) Control: The control of the insiders of a company can be increased by adopting the strategy of buyback 
of its own shares. But then, the insiders of a company do not participate (tender their shares) in the 
buyback of shares. Accordingly, they keep holding a larger percentage (proportion) of the reduced 
equity shares of the company. This way, they end up in having a much greater control on the affairs 
of the company, as compared to the pre-buyback position.

 (vi) Voluntary Character: In case a company pays out dividends, the shareholders do not have any 
option, but to receive the divided. But then, in the cases, where the company announces the buyback 
of its own shares, the shareholders have the option to sell their shares to the company, or else to retain 
them with themselves.

 (vii) No Implied Commitment: As against the payment of dividends regularly, which, in fact, is an implied 
moral (though optional) commitment (to keep paying dividends to its shareholders, regularly, year 
after year), there is no such compulsion or commitment in regard to the buyback of its own shares. 
The share buyback is, in fact, a one time operation.

 (viii) Capital Structure Undergoes a Change: In the case of a share buyback operation, the owners’ 
equity (net worth) of the company gets reduced, in relation to its debt. Consequently, the debt: equity 
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ratio of the company goes up. Therefore, the strategy of buyback of its own shares can facilitate the 
strategy of bringing out the desired changes in the capital structure of the company.

Objections to Buyback of Shares
 (i) Unfair Advantage: When a company buys back its own shares, it may make a bargain purchase, 

which may give an unfair advantage to the shareholders who prefer not to sell their shares. This is 
exactly what the insiders of the company almost invariably do. Thus, it is a zero-sum game where 
one of the groups (the non-selling group) gains at the cost of the other group (the selling group). But 
then, all the shareholders of company do not have the same identical goals, towards purchasing, or 
selling, their share holdings. Thus, it (share buyback programme) may benefit all the shareholders, 
depending upon their individual approach and strategy. Above all, there is no element of compulsion 
to sell the share; because of the voluntary character of this programme.

 (ii) Manipulation: Many critics of the programme believe that if the companies are allowed to buyback 
their own shares and reissue these shares, the management may, most likely, resort to some 
manipulations by resorting to some collusive trading, and thereby deliberately bring down the price 
of their shares in the stock markets. Further, by indulging in such activity, the energy of the company 
concerned may get diverted from their main line of business to such manipulative tactical games in the 
stock markets. Besides, this may hurt and harm many of their own innocent (gullible) shareholders, 
too.

  But then, the prevailing law in India stipulates that the shares, which have been bought back by the 
company, have to be extinguished, and that they cannot be reissued.

 (iii) Excessive Payment: The critics further argue that a company may tend to repurchase their own 
shares by paying an unreasonably higher amount than a justifiable price, so that the promoters of the 
company may raise their own stake in the company (by increasing the percentage of the total shares of 
the company held by them, in the post-buyback condition). They do so, rather knowingly, that it may 
adversely affect the interest of the remaining (non-promoter) shareholders. This way, the resources 
of the company – which belong to all the shareholders, including the small investors - get used for 
the personal advantage of the promoters, for having a firm and stronger control over the company by 
them (promoters), at the cost of the non-promoter shareholders.

Reasons for Equity Repurchase
A survey of the equity repurchases in the US, conducted by S.G. Badrinath, and Nikhil Varaiya, suggested 
the following five basic reasons for the repurchases of the equity:

 1. To boost the price of the equity shares;
 2. To rationalise the capital structure of the company.
 3. To substitute for cash dividends;
 4. To prevent dilution from stock market grants; and
 5. To give excessive cash back to the shareholders.

Regulation of Buybacks of Shares
 (a) The main provisions, pertaining to the regulation of the buyback of shares, as stipulated in 

the Companies Act, 1956, are as follows:
 (i) A company can buyback 10 per cent of its own shares annually (per year) by passing a resolution 

by its board. But then, for the buyback of its own shares in excess of 10 per cent in a year, a special 
resolution is required to be passed by its shareholders.

 (ii) The post-buyback debt-equity ratio of the company should not exceed 2:1.
 (iii) The buyback should not exceed 25 per cent of the total paid-up capital and free reserves of the 

company.
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 (iv) After completion of a buyback programme, a company should not make a further issue of its equity 
shares within a period of six months, except by way of a bonus issue, or in discharge of a subsisting 
obligation (like conversion of warrants, debentures, or preference shares into equity shares, or 
under the stock option scheme, or sweat equity scheme).

 (v) The buyback may be funded out of the following resources of the company:
 (a) Free reserves and share premium account,
 (b) Cash generated from the disposal of the company’s capital (fixed) assets,
 (c) A public equity issue made exclusively for the purpose of the buyback of its own shares, and
 (d) A debenture issue.
 (b) SEBI Guidelines
 (i) The share buyback can be done through an open offer rout, Dutch option rout, reverse book building, 

reverse rights, or through stock market purchases. Promoters, however, are barred from offering their 
own shares, if the stock market purchases are made.

 (ii) The share buyback cannot be done through negotiation deals (where a block of shares is picked up 
from a single/a few investors), spot deals, and private placement).

 (iii) The share buyback process has to be handled by merchant banker(s), duly appointed by the company. 
The merchant banker(s) will be held responsible for due diligence, pro-rata acceptance of shares, and 
so on.

Dividend Policies in Practice: Some Typical Types of Policies
As found by Prasanna Chandra, the companies in India pursue mainly the following three types of policies:

 (i) Some companies, having a strong shareholder orientation, follow a generous dividend and bonus 
policy, and reward their shareholders by stepping up the total dividend payment over a period of time. 
Typically, these companies maintain the dividend rate at a certain level (15 to 25 per cent), and issue 
bonus shares when the reserves position and the earning potential of the company permit.

 (ii) Some other companies, which follow more or less fixed dividend policy, have a target dividend rate, which 
is usually in the range of 10 per cent to 20 per cent, which they consider as a reasonable compensation to 
the equity shareholders. Such companies normally do not issue bonus shares. Infrequently, maybe once 
in a few years, the rate of dividend may be raised slightly, to provide somewhat higher compensation 
to the equity shareholders, to match the higher returns from other forms of investment.

 (iii) Further, there are some companies, who seem to be rather indifferent to the welfare of their equity 
shareholders, and follow an erratic dividend policy, i.e. they pay dividends erratically, whenever the 
management believes that it will not strain its resources.

 REVIEW QUESTIONS
 1. (a) What are the main reasons for which the companies pay the dividends?
 (b) What are the various reasonable reasons for paying dividends? Explain all of them.
 (c) What are the various doubtful (or unconvincing) reasons for paying dividends? Explain all of them.
 2. (a) What are the various factors/dimensions that a company should take into account at the time of taking 

the decision as to what should be the average payout ratio? Give reasons for your answer in each case.
 (b) What are the various rationale/considerations, for which the companies prefer to have a policy of stable 

dividends payment, or even gradually increasing the level of payment of dividends? Give reasons for your 
answer in each case.

 3. As the retained earnings (internal equity), are found to be much cheaper, and safe too, as compared to the 
external equity, most of the finance experts advocate a ‘residual policy’ to the dividends.

 (a) What is meant by the term ‘residual policy principle’?
 (b) Do you agree that the companies should better adopt the ‘residual policy principle’, while taking the 

decision in the matter of payment of dividends? Give reasons for your answer.
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 4. The companies, who may prefer to adopt the residual payment policy, may adopt one of the following approaches:
 (i) Pure residual payment policy approach; or else
 (ii) Fixed dividend pay out approach.
 (a) Explain the salient features of each of them separately.
 (b) What are the main disadvantages connected these two extreme approaches? Discuss.
 5. (a) Explain the salient features of the ‘smoothed residual payment approach’.
 (b) Do you think that, this approach is the most appropriate and sensible approach, as compared to the two 

extreme approaches in regard to payment of dividends, viz. (i) Pure residual payment policy approach; 
and (ii) Fixed dividend pay out approach?

 6. (a) What are the main ideas that John Lintner’s survey of corporate dividend behaviour gives to us?
 (b) John A. Brittain had undertaken an extensive study of corporate dividend behaviour, and had tested 

Lintner’s basic model along with two modifications.
 (i) What are these two modifications that Brittain had made?
 (ii) What are these two separate modifications made by Brittain referred to as?
 (iii) What are the findings of Brittain’s extensive study of corporate dividend behaviour?
 7. (a) Before declaring dividend, what specified percentage of profit, earned during the current financial year, 

is required to be transferred to the reserves of the company, as provided in the Companies (Transfer of 
Reserves) Rules, 1975?

 (b) What are the other important provisions of the Companies Act, pertaining to the payment of dividends? 
Discuss.

 8. (a) In case there is an inadequate profit, or even no profit during any current financial year, can the companies 
pay the dividend out of the accumulated profits of the previous years? Write ‘Yes’ or ‘No’ as your answer.

 (b) In case your answer to the item (a) above is ‘Yes’, what are the various conditions, that are required to 
be followed by the companies, as per the provisions laid down in the Companies (Declaration of Dividend 
Rules, 1975?

 9. What are the various procedures that are required to be followed (like the important events and dates, 
resolutions and approvals, and so on), in regard to the payment of the dividend?

 10. (a) Can the Board of Directors of a company declare interim dividends, at any time, in-between the two AGMs?
 (b) Why is it required that the Directors of a company should seek the opinion of the Auditors before declaring 

any interim dividend?
 11. (a) What do you mean by the terms ‘Bonus Shares’? Explain, with the help of some illustrative examples.
 (b) What are the main reasons for issuing bonus shares?
 (c) What are the various regulations stipulated in regard to the issue of bonus shares?
 12. (a) What is meant by the terms ‘Stock Splits’? Explain, with the help of some illustrative examples.
 (b) What are the main similarities and the distinguishing features of the following:
 (i) Bonus Issue, and
 (ii) Split Shares?
 13. (a) What is meant by the term ‘buyback of shares’? Explain with the help of some illustrative examples.
 (b) What are the various effects of buyback of shares? Explain with the help of some illustrative examples.
 14. (a) What are the various Rationales (i.e. motivational and justifying factors) for Buyback of Shares?
 (b) What are the various objections raised against the programme of Buyback of Shares? Do you agree with 

those objections? Give reasons for your answer.
 15. What are the various regulation in regard to the buybacks of shares?
 (a) As per Companies Act, 1956, and
 (b) As per the SEBI Guidelines
 16. What are the main three types of policies found by Prasanna Chandra that most of the companies in India 

pursue? Discuss.



 DIVIDEND DECISION 615

 SOLVED PROBLEMS
Problem 1
The following data are available for Art and Crafts Limited:

Paid-up share capital before the proposed bonus shares (S):  ` 50 lakh
Reserves before the proposed bonus shares (R):   ` 80 lakh
Average profit of the company before tax in the past three years: ` 60 lakh
What is the maximum ratio of bonus shares that the company may issue, as per the extant legal regulations, in 

regard to bonus issue?

Solution
The following are the extant legal regulations, in regard to bonus issue:
 (i) That, the resultant requirements of the reserves should be at least 40 per cent of the increased paid-up capital, 

and
 (ii) That, the profitability requirement is that 30 per cent of the average amount of the pre-tax profits of the 

company in the previous three years, should yield a return of at least 10 per cent on the increased capital. 
That is to say that, the maximum ratio of bonus that a company can legally declare is the value of ‘b’, which 
may satisfy the following legal requirements (conditions), as aforementioned:

 (i) Residual Reserve Requirement: (R – Sb) ≥ (1 + b) 0.4 (1 + b), and
 (ii) Profitability Requirement:  0.3 PBT ≥ 0.1S (1 + b).
Where
       R = reserves before the proposed bonus shares,
       S = paid-up share capital before the proposed bonus shares,
       b = bonus ratio, and
      PBT = average profit of the company before tax in the past three years.

By inserting the figures given in the example in the expressions for the (i) residual reserve requirement and (ii) 
the profitability requirement, we get
 (i)   80 – 50b ≥ 0.4 × 50 (1 + b)
  Or 80 – 50b ≥ 0.4 × [50 (1) + 50 (b)]
  Or 80 – 50b ≥ 0.4 × [50 (1) + 50 (b)]
  Or 80 – 50b ≥ (0.4 × 50) + (0.4 × 50 b)
  Or 80 – 50b ≥ 20 + 20b
  Or   80 – 20 ≥ 20b + 50b
  Or      60 ≥ 70b
  Or   70b ≥ 60
  Therefore, b ≥ 60/70; or 6/7; or 0.8571; or say, 0. 0.857.
 (ii)       0.3 × 60 ≥ 0.1 × 50 (1 + b)
  Or       18 ≥ [0.1 × (50 × 1) + (50 × b)
  Or      18 ≥ 0.1 × (50 + 50b)
  Or      18 ≥ (0.1 × 50) + (0.1 × 50b)
  Or      18 ≥ 5 + 5b
  Or   18 – 5 ≥ 5b
  Or      3 ≥ 5b
  Or     5b ≥ 13
  Therefore, b ≥ 13/5 = 2.6
  Thus, we find that 2.6 is greater than 0. 0.8571.
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  Therefore, the maximum bonus ratio comes to 11/14; or 0. 0.8571 (or say, 0.857)
  Now that the paid-up capital of the company is ` 50 lakh, the maximum bonus that it can pay would be ` 50 

lakh × 0. 0.8571 = ` 42.855 lakh
  We may check our above resultant figure as follows:
  When the bonus ratio is 6/7, or 0.8571,
 (i) The paid-up share capital, after the proposed bonus issue will be ` 50 lakh + ` 42.855 lakh
  = ` 92.855 lakh
 (ii) The reserves after the proposed bonus issue will be ` 80 lakh – ` 42.855 lakh = ` 37.145 lakh And, (ii) / 

(i), i.e. ` 37.145 lakh / ` 92. 855 lakh
  = 0.40 or 40 per cent, exactly.
  This shows that our aforementioned calculations are correct.

Problem 2
The following data are available for Choose and Pick Limited:
  Earnings per share (EPS) for the year 2009 = ` 4
  Dividend per share (DPS) for the year 2008 = ` 1.6
  Target payout ratio = 0.8
  Adjustment rate = 0.9
  Compute the dividend per share for Choose and Pick Limited for the year 2009, by applying the Lintner model.

Solution 2
  Lintner model is as follows:
    Dt = cr EPSt + (1 - c) Dt-1
Where   Dt = Dividend per share for the year t
       c = Adjustment rate
       r = Target payout rate
       EPSt = Earnings per share for the year t
      Dt – 1 = Dividend per share for the year t – 1
  By inserting the respective values, given in the Problem, in the Lintner model, we get
  (0.9 × 0.8 × 4) + (1 – 0.9) 1.6
       = 2.88 + 0.16 = 3.04
  Therefore, as per the Lintner model, the dividend per share for Choose and Pick Limited for the year 2009 

will be ` 3.04.

 PRACTISE PROBLEMS

Problem 1
  The following data are available for Raja Refrigerators Limited:
  Paid-up share capital before the proposed bonus shares (S): ` 75 lakh
  Reserves before the proposed bonus shares (R): ` 120 lakh
  Average profit of the company before tax in the past three years: ` 90 lakh
  What is the maximum ratio of bonus shares that the company may issue, as per the extant legal regulations, 

in regard to bonus issue?

Problem 2
  The following data are available for Pearson Reprographics Limited:
  Earnings per share (EPS) for the year 2009 = ` 5
  Dividend per share (DPS) for the year 2008 = ` 2
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  Target payout ratio = 0.7
  Adjustment rate = 0.8
  Compute the dividend per share for Pearson Reprographics Limited for the year 2009, by applying the Lintner 

model.

Problem 3
  Prakash Lights Limited is expecting that its profit after tax (PAT) and capital expenditures over the next five 

years will be as follows:

Year Net Income (`) Capital Expenditure (`)

1 14,000 10,000

2 16,000 9,000

3 12,000 15,000

4 18,000 11,000

5 20,000 14,000

  As of now, the company has 7,000 outstanding shares, whereon it pays a dividend of ` 1.50 per share. It has 
a target debt – equity of 1 : 1.

 (i) What will be the dividend per share, in case the company were to follow a pure residual policy?
 (ii) What amount of external borrowings the company will require in case it plans to raise the dividend by 12 

per cent every alternate year (i.e. every two years)?
 (iii) What will be the dividend per share, and the amount of the external borrowings, in case the company 

were to follow a policy of a constant 70 per cent payout ratio?

Problem 4
  Iyer Instruments Limited has conducted an informal market scanning of its shareholders. It has found that, as 

of now, its shareholders put a higher preference on dividends, as against on retained earnings (the respective 
weightage are 1.5 for dividends and 1.0 for retained earnings).

  The following information is available for Iyer Instruments Limited:
  Current earnings per share : ` 2.25
  Last earnings per share : ` 2.25
  Last dividend per share : ` 1.25
  Market price per share : ` 11
  Number of outstanding shares : 60 lakh
  The management of the company has put the following two conditions on the payment of dividend:
 (a) It should not be less than the last year; and
 (b) The dividend payout ratio should not exceed 75 per cent.
  The company has a substantial requirement of investments. Accordingly, an increase in the dividend per share, 

from the earlier level, will require the company to come out with an additional public issue of its equity shares. 
In the estimate of the finance manager of the company, the net price realised per share would be ` 9.75, due 
to the under-pricing of the shares of the face value of ` 10, and the cost connected with the public issue of its 
equity shares. What would be the dividend payout of the company? Give reasons for your answer.

  NOTE: You may make suitable assumptions, wherever required.
  Also specify all such assumptions that you have made.
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Management is doing things right; leadership is 
doing right things.

– Peter F Drucker
If you don’t drive your business, you will be driven 

out of business.
– B C Fobes

The superior doctor prevents sickness; the 
mediocre doctor attends to impending sickness; the 
inferior doctor treats actual sickness.

– Chinese Proverb
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INTRODUCTION
Merger, acquisition and restructuring have, of late, become the major financial strategy and economic force, 
a dominant global business theme. The weapon of ‘take over’ (to use the word of David Sinclair) seems to be 
the most popular and frequently used mechanism in the business world, all over the world; and India is no 
exception. Corporate restructuring has been resorted to in many top business firms like Tata Motors, L&T, 
SBI and NOCIL, to name just a few.

Mergers and acquisitions involve various types of transactions, like merger itself, or the purchase of a division, 
or take overs, or joint ventures, and so on. Corporate restructuring, however, comprises portfolio restructuring, 
financial restructuring, and organizational restructuring.

RATIONALE BEHIND MERGERS

A merger involves a combination of two companies together: the one merging with the other, and a new 
company emerging therefrom. It may, however, take place in two ways: one involving ‘absorption’, and the other 
involving ‘consolidation’. In the case of an ‘absorption’, one company acquires the other, that is to say that it 
absorbs the other company. Thus, it may well be said that the Ashok Leyland Limited had absorbed (that is, 
acquired) Ductron Castings Limited. In a consolidation transaction, on the other hand, two or more companies 
may combine themselves together so as to form a new company. For example, HCL Limited had been formed 
with the combination of four companies, viz. Hindustan Computers Limited, Hindustan Instruments Limited, 
Indian Software Company Limited, and Indian Reprographics Limited.

It may be noted here that, in the legal parlance in India, the mergers are referred to as ‘amalgamations’, 
and are generally in the nature of absorption.

Further, the acquiring company is also referred to as the amalgamated company or the merged company, 
and the acquired company is referred to as the amalgamating company, or the merging company, or even as 
the target company.

In a merger transaction, the acquiring company acquires both the assets and liabilities of the acquired 
company.

Moreover, the shareholders of the acquired company receive the shares of the acquiring company in exchange 
of their shares of the acquired company.

There may be various types of mergers. These are:
 (i) Horizontal
 (ii) Vertical
 (iii) Conglomerate
 (a) A horizontal merger comprises the merger of the companies which are engaged in the same line of 

business.
 (b) In the case of a vertical merger, however, the firms, engaged in different stages of the production of 

a similar product, amalgamate to form a new company.
 (c) As against the horizontal and vertical integrations, the conglomerate merger involves the merger of 

the companies, which are engaged in quite unrelated lines of activities.
  The main and most significant rationale behind any merger deal is that the value of the new emerging 

company, after the merger of the two or more companies, is expected to be greater than the sum total of 
the value of all the merging companies, individually, taken together.

Some other rationales involved in favour of mergers are:
 (i) Growth
 (ii) Diversification
 (iii) Economies of scale
 (iv) Managerial effectiveness
 (v) Utilization of tax shields
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 (vi) Lower costs of financing
 (vii) Strategic advantages, etc.

But then, on a closer look and analysis, some of the rationale may sound reasonable in terms of creation 
of some value, while some others may seem to be rather doubtful, in that they may not be creating sufficient 
value, worth the name.

SOME REASONABLE REASONS FOR MERGERS

Economies of Scale
With the merger of two or more companies, the emerging company involves operations on a much larger scale, 
which, in turn, results in the economies of large scale production, and the other related business activities. The 
resultant advantages pertain to more intensive and effective utilization of the installed capacity of the plants 
and machinery, distribution channels, engineering services, data processing systems, research and development 
(R&D) facilities, etc. It may, however, be noted here that the economies of scale are more pronounced and visible 
in the cases of horizontal mergers (as against the vertical mergers), in as much as in such cases the scope and 
opportunity of effective and intense utilization of the resources are much greater, by virtue of the fact that the 
line of business of all the amalgamated companies happens to be the same or, at least, quite similar to each 
other. It, however, should not give the impression that vertical integrations do not result in any significant 
benefits and advantages. In fact, these are present even in the cases of vertical mergers, though these are of 
some different type and nature. For example,
 (a) It results in an improved coordination of the different levels of production activities,
 (b) It facilitates working with a relatively lower level of inventories, and thereby results in a substantial 

savings in the form of lower overall inventory carrying costs.
 (c) The combined entity, emerging out of the vertically integrated companies, commands a much higher 

power and position in the market.
Further, in the cases of conglomerate mergers, too, the inherent advantages comprise the elimination or, at 

least, some reduction, in respect of certain overhead expenses.
But then, if the sub-optional operations are usually found to be uneconomical, even an oversized company 

may generally prove to be so. Therefore, due care must be taken to ensure that the resultant company, 
emerging out of such merger, does not become highly oversized to ultimately prove to be rather uneconomical 
and disadvantageous.

Accordingly, the resultant size should emerge and must be retained at the optimal level, that is, it should 
be neither too small nor too large (and hence unwieldy), but just about right, whereby the unit cost could be 
kept at the minimal level.

Strategic Advantages
Instead of resorting to the strategy of expansion, on an internal basis, it may prove to be advantageous 
(strategically, that is) if other company or companies, engaged in the similar business activity are acquired, 
along with their existing production facilities and marketing network, that go therewith. Some of such strategic 
edges and advantages are listed hereunder:
 (a) It may result in the lack of or, at least, ease of competition, that would have otherwise arisen, if the 

acquired company, too, would have expanded internally and, thereby offered an increased quantum of 
competition and acquiring the additional market share.

 (b) The merger option also results in a lot of saving of time, as such transactions enable the companies to 
skip the various stages involved in the usual internal expansion process.

 (c) Such merger arrangements usually result in the cutting down of both the risks and cost factors, at the 
same time.
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 (d) And, more importantly, in a saturated market condition, where the scope of sustaining the expanded 
capacity is rather doubtful and full of risks, the strategy of merger seems to be undoubtedly the more 
advantageous option, inasmuch as it amounts to the expansion and replacement, both at the same time.

Synergy of Resources
There may be situations where the two companies in question may be found to be quite complementary and 
supplementary to each other. For example, a small unit may be having, or may be developing, some new 
innovative products and designs, but may be lacking the required technical and engineering capabilities, and 
even the market reach and network, of a large scale industry. Under such circumstances, the strategy of merger 
may well be found to be most suitable, so as to reap immense advantages of synergy of the complementary 
resources of the two separate economic units. In the process, the resultant joint production and profitability 
may prove to be far greater than the sum total of the total production and profitability of the two companies, 
working as two separate industrial units.

Advantages of Taxation
As we all know, a company may not carry forward its accumulated losses and/or unabsorbed depreciation for an 
indefinitely long period, with a view to deriving the advantages of tax concessions. But then, if such a company 
prefers to merge with a profit making company, its accumulated losses, and/or unabsorbed depreciation, get 
absorbed, automatically and immediately, in the quantum of the gross profit of the profit-making company. 
When the loss and unabsorbed depreciation get set off against the total income of the profit-making company, 
the resultant taxable income automatically goes down, and the tax liability, too, that goes therewith.

Gainful Investment of Surplus Funds
Some of the more profitable and cash rich companies somehow do not prefer to invest the surplus cash in some 
gainful sources of investment. They, instead, may resort to disbursement of dividends at a generously high 
rate, or else, may adopt the strategy of buying back of their own shares. But, as has been observed in some 
cases, the management of such companies prefer to make the investments for internal expansion, irrespective 
of whether such a strategy will ultimately prove to be profitable and accordingly wise, or otherwise. Under 
such a situation, it may prove to be much more sensible and desirable for the company to adopt the strategy 
of merging with another firm, which may involve some payment of cash, and thus, a better and more grainful 
employment of the surplus funds, available with such company.

Effective and Efficient Management
As has been revealed by several empirical studies, lack of managerial competence and control have been found 
to be one of the most common and valid causes of industrial sickness, both in the large, medium, and even 
small-scale sectors. Thus, it may augur well for a company, burdened with an inefficient and ineffective team 
of managers, to merge with another well-managed company, so as to reap the inherent advantages of effective 
management and control in respect of its affairs, too, in the post-merger situation. Besides, by way of a related 
benefit, such merger may result in a much greater congruence and compatibility between the managers and 
the shareholders.

It has often been found that a company, which is not being managed effectively, and hence not performing 
well, often becomes the easy target for acquisition. Thus, in the post-merger stage, the officers and executives 
of the acquired company, too, may pull up their socks and begin to perform at the peak of their knowledge, skill 
and efficiency, so as to retain their post and position in the new venture.

SOME UNREASONABLE REASONS FOR MERGERS

We will now go on to look into some of the arguments, which, in reality, may not be found to be adding and 
enhancing any value for the companies, though these may appear, on the face of it, to be rather plausible and 
convincing.
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Diversification
The process of diversification may result in some substantial reduction in the risk elements between the two 
merging companies, but only where there may exist a negative correlation between the earnings of such two 
companies. As against this, the existence of a positive correlation between the earnings of the two merging 
companies may result in a much lesser reduction of risks.

Moreover, even the investors do not derive any benefit from the merger of such two companies with the 
objective of reduction of the risks, due to the diversification, inasmuch as they may, on their own, reduce the 
elements of risks by going in for purchase of the shares of the two companies (which are proposing to merge) 
from the stock market, in a suitable proportion. Besides, such self-made diversification may give them a much 
greater flexibility, in that they may buy the shares of these two companies in suitable proportions, and at the 
same time, they may have the option of changing its portfolio the way they may like, and whenever they may 
like, depending upon the changing circumstances and the stock market behaviour. As against this, they may 
get confronted and stuck with a fixed proportion of shares they may get in the event of the merger.

But such flexible option may not be available to the existing shareholders of the two merging companies, if 
the shares of both these companies, or even of one of them, are not quoted and traded in the stock market. Thus, 
under such conditions, the only flexible alternative seems to be by way of corporate diversification, especially 
under the circumstances where one of such merging companies is confronted with such problems, which may 
jeopardize its very existence. Thus, its merger with the other stronger company, may well save it from the 
imminent bankruptcy and getting wiped off from the economic and industrial scene.

Lower Financial Costs
It is generally believed that, by virtue of merger, the cost of borrowing may go down for the following main 
reasons:
 (a) The merger will give rise to increase in the (joint) size of the new company, and its greater power of 

earnings, and the financial stability that goes therewith.
 (b) The equity base of the (joint) emerging company will naturally go up, as it will be the combined stocks 

of the two or more merging companies.
 (c) And, based on the aforesaid favourable factors, the creditors (both the banks and the sundry creditors) 

of the merged company, may feel more safe and secured and, therefore, may prefer to quote a somewhat 
favourable rate of interest and terms of credit sales, respectively.

But then, from the investors’ (shareholders’) point of view, the resultant increase in the level of equity, goes 
on to correspondingly enhance their own risk burden, related to their own funds, as against the loan or borrowed 
funds. Thus, on an ultimate analysis, the investors (shareholders) of the merging firms do not stand to gain much 
out the resultant mergers, in that the advantages of lower borrowing cost, if made available to the company, 
gets offset by the corresponding increased burden and risk of the own fund (equity) of the shareholders.

Growth in Income
There seems to be a general misconception and illusion that merger necessarily results in the growth in the 
income of the shareholders, which, in turn, may lead to a suitable increase in the market pricing of the shares 
of the companies, so merged. But this is not true, inasmuch as, in the event of a merger, the share holders 
of the merging company get the share of the merged company in proportion to their asset valuation and the 
prevailing market price.

For example, when the Reliance Petroleum Limited (RPL) had merged with the Reliance Industries Limited 
(RIL), the shareholders of the RPL had got the shares of RIL in the ratio of 1:11; that is one share of RIL in 
exchange of 11 shares of RPL. And, the resultant fractional shareholdings were duly compensated by way of 
payment of the sale proceeds of the consolidated shares of such franctional holdings.

It has, however, been observed that in some cases the market price of the post-merger company goes up 
initially (though falsely) but finally, after some time, it gets stabilised at the realistic level, showing no increase, 
whatsoever.
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STEPS AND PROCEDURES OF MERGER

A merger transaction involves three main considerations. These are:
	 • Legal provisions and procedures
	 • Provisions of taxation
	 • Accounting systems and procedures

Legal Provisions and Procedures
The legal procedure for a merger transaction involves the following steps and stages:
 (i) Examination of the Object Clauses: As the very first step, the Memorandum of Association of both the 

merging companies must be referred to see:
 (a) Whether the power to merge exists in both the cases, and
 (b) Whether the object clause of the transferee (merged or amalgamated) company permits it to carry 

on the business of the transferor (merging or amalgamating) company. In the absence of such a 
clause, this clause has got to be incorporated in the Memorandum of Association, with the required 
approval of the shareholders, the board of directors, and the Company Law Board, as per the laid 
down procedures in law.

	 (ii) Intimation to the Stock Exchange(s): It is imperative that all the stock exchanges, wherein the shares of 
the merging and merged companies are listed, are duly informed about the proposed merger. Besides, 
the stock exchanges concerned must also be kept informed of the developments, from time to time, by 
sending the copies of all the documents, like the notices, resolutions, and orders, passed by the respective 
companies.

 (iii) Approval of the Draft Merger Proposal by the Respective Boards: The respective Boards of Directors of 
the two companies must approve the draft merger proposal, and should also pass the resolution to the 
effect that the directors/executives are authorized to pursue the matter further.

 (iv) Application to the High Court: The next step involves that each company must move an application to 
the High Court to seek the permission to convene a meeting of the shareholders and creditors for the 
purpose of passing and approving the merger proposal.

 (v) Despatch of Notices to the Shareholders and the Creditors: Now comes the turn for sending, by each 
company, by post, the notices (along with the explanatory statements) for convening the separate meetings 
of the shareholders and the creditors, as approved by the High Court. It must, however, be ensured that 
the shareholders and the creditors of each company duly receive such notice at least twentyone days 
before the scheduled respective dates of such meetings. Besides, such notices need to be published in at 
least two daily newspapers (one of English and the other of vernacular). Further, an affidavit, too, should 
be filed in the Court to the effect that:

 (a) The notices have been despatched to the shareholders and the creditors, and
 (b) These have been published in two newspapers (one in English and the other in vernacular).
 (vi) Separate Meetings of the Shareholders and Creditors:  Two separate meetings, of the shareholders and the 

creditors of each of the companies involved, should be held whenever the scheme of merger is required 
to be approved and passed by at least 75 per cent (in value) of the shareholders, in each class, and by 
the same at least 75 per cent (in value) of the creditors, who vote either in person or by proxy.

 (vii) Petition to the Court: After the scheme of merger has been passed in the meetings of the shareholders and 
the creditors, separately, and in the cases of each of the companies involved, as aforesaid, the involved 
companies are required to file a petition in the Court of law for confirmation of the scheme of merger. 
Thereafter, the Court fixes up a date for the hearing. A notice about the date so fixed by the Court should 
be published in at least two newspapers, as aforesaid. Besides, the notice is also required to be served 
to the Regional Director, Company Law Board.

  After hearing the points presented by all the parties concerned, and satisfying that the scheme of merger 
is fair and reasonable enough, the Court will go on to pass an order sanctioning the merger. It thus, 
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goes to imply that the Court is within its powers even to modify the scheme of merger and, pass orders, 
accordingly.

 (viii) Filing of the Order with the Registrar of Companies
 (ix) Certified copies of such Court order must be obtained and filed with the Registrar of Companies within the 

time period specified by the Court.
 (x) Transfer of Assets and Liabilities: After the passing of the final order(s) by the Court, the entire assets as 

also the liabilities of all the merging companies concerned, are to be transferred to the merged company, 
with effect from the appointed date.

 (xi) Lastly, after all the provisions of law have been fully fulfilled and duly completed, comes the turn of the 
issuance of the appropriate number of shares and debentures by the merged companies, which may later 
be listed on the stock exchange(s). However, in some cases, cash payments may have to be arranged.

Provisions of Taxation

 (i) Depreciation: For the purpose of taxation, the depreciation, to be charged by the merged (amalgamated) 
company is required to be computed on the basis of the ‘written-down-value’ of the assets, prior to the 
merger. But then, for the accounting (company law) proposes, it may be computed on the basis of the 
consideration (price) paid for the assets.

 (ii) Accumulated Losses and Unabsorbed Depreciation: The accumulated losses and unabsorbed depreciation of 
the amalgamating (merging) company may be considered to be the loss/depreciation of the amalgamated 
(merged) company for the preceding year in which the amalgamation has been made effective, provided 
the following conditions are satisfied:

 (a) The amalgamating company owes an industrial unit or a ship.
 (b) The amalgamated company continues to hold at least 75 per cent of the assets (in value) of the 

amalgamating company, which has been acquired in the process of amalgamation, at least for five 
years from the effective date of the amalgamation.

 (c) The amalgamated company continues to be in the business of the amalgamating company for at least 
five years, and

 (d) The amalgamated company satisfies such other conditions, too, as may be prescribed to ensure the 
revival of the business of the amalgamating company, or to ensure that the amalgamation is for 
genuine business purposes.

In the event of the aforesaid specified conditions not being fulfilled, that part of the carry forward of the 
accumulated losses and the unabsorbed depreciation, remaining to be utilized by the amalgamated company, 
will be treated as the income in the year in which the failure to fulfil such conditions takes place.
 (iii) Capital Gains Tax: No capital gains tax applies to the amalgamating company or its shareholders, if they 

get the shares in the amalgamated company.
 (iv) Other Related Provisions of Taxes
  These are given hereunder as follows:
 (a) The amalgamated company is required to pay the taxes, due from the amalgamated company.
 (b) (i) Expenses of amalgamation are not treated as tax-deductible expenses.
  (ii) However, the taxes on the income of the amalgamated company, paid or even payable, as also 

the income tax litigation expenses, are treated as tax-deductible expenses for the amalgamated 
company.

 (c) Bad debts, arising out of the debts of the amalgamating company, which were taken over by the 
amalgamated company, however, are not treated as tax-deductible.

 (d) Any refund of taxes, paid by the amalgamating company, will be refunded to the amalgamated 
company.

 (e) Any carried forward long-term capital losses, incurred by the amalgamating company, do not get 
carried forward by the amalgamated company.
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Accounting Systems and Procedures
As per the Accounting Standard 14 (AS14) pertaining to the amalgamation (issued by the Institute of Chartered 
Accountants of India), an amalgamation may be either in the nature of:
 (a) Uniting for interest (or merger), or (b) Acquisition.

Cash vs Stock Compensation
While taking a decision as to whether the payment of the resultant compensation should be made in cash or in 
stocks (shares of the amalgamated company) to the shareholders of the amalgamating company, the following 
three main factors must be considered and weighed:
 (i) Overvaluation: In case the stocks of the acquiring company happen to be overvalued, in comparison to 

the stocks of the acquired company, it will make a better business sense to pay the compensation in the 
form of stocks (shares) of the acquiring company, instead of in cash, which may naturally prove to be a 
cheaper and hence a more profitable proposition.

 (ii) Tax benefits: While the cash compensation, paid to the shareholders of the acquired company, becomes 
taxable in their hands, the compensation paid in the form of stocks (shares) is treated as non-taxable. 
Therefore, it may be beneficial for the shareholders of the acquired company to prefer the compensation 
in the form of stocks (shares), rather than in cash.

 (iii) Risk and Reward Sharing: In the case of payment of the compensation in cash, the shareholders of the 
acquired company automatically get absolved of all the risks but, at the same time, they get deprived of 
the rewards of the merger, too. As against this, if the compensation was to be paid in the form of stocks 
(shares), the shareholders of the acquired company continue to share all the risks as also the rewards 
connected with the merger.

TAKEOVERS

What Constitutes a Takeover?
A takeover usually comprises acquiring the effective control over the affairs of the company by virtue of holding 
a substantial amount of value and volume of the shares of the target company. Theoretically speaking, for the 
purpose of takeovers, the taking over company must acquire at least 51 per cent of the fully paid up equity 
shares of the target company. But, in actual practice, even from 40 per cent to as little as 20 per cent, or even a 
lesser percentage, may be found to be quite sufficient to serve the purpose. The aborted attempt, on the part of 
the Reliance Industries Limited (RIL), to acquire a certain percentage of the fully paid up shares of L&T from 
the open market, through some indirect channel, is a case in point.

This is so because, most of the small investors (shareholders) are scattered and unorganized, whereby they 
just do not have an effective voice and actual voting to thwart any adverse attempt or to change some vital 
decision of the board of directors of the company, in the general body meeting, called for the purpose. Some of 
the companies (e.g. RIL) even prefer to strategically hold such general body meetings, or even annual general 
meetings, in some remote villages located in rather difficult locations, so as to discourage the participation of 
most of the shareholders, especially those who may be expected to raise some points of objection and differences. 
However, the pro-management shareholders are facilitated to reach the venue in time, or even well in advance.

Takeovers, however, of late, have gained much popularity in the Indian corporate world. Some prominent 
cases of recent takeovers are as follows:

 Chhabrias : Shaw Wallace
 Goenkas : Calcutta Electric Supply Company (CESCO)
 Hindujas : Ashok Leyland
 Hindalco : Indal
Mcleod Russel : Union Carbide (Renamed as Eveready India)
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Reasons (for and against) Take Overs
Opinions are widely divided amongst the academia and the professionals about the advantages, or otherwise, 
of the process of takeovers. It is generally agreed that the takeovers usually lead to a marked improvement, 
in forward and backward integrations, and the beneficial synergetic effects. Likewise, it has been argued that 
the imminent dangers of take overs may induce and activate the management to be always on its toes, so as to 
avoid and avert any such attempt. In fact, T. Boone Pickens, Jr., vehemently argues in favour of take overs and 
goes to the extent of saying that it is an effective device to punish the weak management, and thereby to protect 
the interest of the small investors (shareholders). But, on the other hand, Warren Law incisively criticises and 
challenges the arguments of Pickens, Jr., and holds that the extant management looks after the interest of the 
company and its shareholders in a much better manner, in comparison to the raiders (or predators), who have 
generally been seen to take over the companies with a view to making a fast buck, or to serve its own interest 
at the cost of the other. Peter F Drucker is also opposed to the strategy of take overs, as he feels that it usually 
adversely affects the morale of the employees, as also the activities of the company. He further strengthens 
his arguments against take overs by saying that it is only in some 30 per cent cases that some improvements 
in the performance have been observed. Thus, in a majority of 70 per cent cases, the take overs have failed to 
bring in any improvement in the efficacy of the management.

But then, there are sufficient evidences even in support of take overs, as have been revealed by several 
empirical studies. Michael Jensen and Richard* have concluded: ‘In brief, the evidence seems to indicate that 
corporate take overs generate positive gains, that target shareholders benefit and the bidding firm’s shareholders 
do not lose…. Finally, it is difficult to find managerial actions related to corporate control that harm shareholders’.

Rules and Regulations of Take Overs
The take overs, to be considered as legal and legitimate, must confirm to the following laid down rules and 
regulations: 
 (i) Transparency in the Process of Take overs: The process of take overs involves the varied interests of 

various parties and persons, like the shareholders, employees, customers, suppliers, creditors, the various 
acquirers, and so on. Hence, it has been provided that the whole process of the take over should be, and 
should also be perceived to be, open and above board, transparent and clear, such that all the involved 
parties may feel satisfied that their interest is not jeopardized in any manner, and at any stage.

 (ii) Safeguarding the Interest of the Small Investors: It has been observed that in the take over process, the 
‘controlling block’ of the shares (which usually ranges between 20 to 40 per cent or so), is acquired from 
one single party at a negotiated price which, naturally, is higher than the prevailing market price. 
Implicitly, the single party concerned must have purchased these shares from the open market (stock 
exchanges) from various parties, largely involving the small shareholders, at the prevailing market price, 
which is definitely lower than the negotiated (selling) price that the single purchaser must have charged 
from the acquirer firm. Thus, in the process, the small shareholders stand to lose, if they are not in the 
know of the deal. Under the aforesaid circumstances, the code of conduct in the process of take overs, 
should also stipulate that the other shareholders, specially the smaller ones, are not likely to be put at 
any disadvantageous situation.

 (iii) Realisation of Economic Gains: The main economic rationale, lying behind any take over, has been stated 
to be a marked improvement in the efficiency and efficacy of the operations, and a better utilization of the 
resources. To enable the acquirer to realise such objectives, he must be allowed sufficient flexibility and 
freedom in the areas of restructuring of the operations, widening the range of the products, deployment 
of the available resources, etc. Besides, in the cases of take overs of some sick units, with a view to 
rehabilitating them, the acquirer company must be given some fiscal incentives and concessions, to 
popularize and accelerate the process of such take overs.

* Michael Jensen and Richard S. Ruback in their empirical research paper titled: ‘The Market for Corporate Control – The 
Scientific Evidence’, Journal of Financial Economics, vol.11, no.1, pp. 5 – 50,
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 (iv) Avoidance of Over-concentration of Market Power: Further, due care must be taken to ensure that, as a 
result of the take over, the acquirer company may not start enjoying the unduly strong and concentrated 
power in the market, which has the inherent danger of becoming detrimental to the interest of the 
customers and others.

 (v) Financial Support: It has also been suggested that some competent persons, with proven managerial 
abilities, efficiency and good track records, must be given suitable financial assistance by way of loans 
from the banking system, or be allowed to approach the investors through capital market, so as to enable 
them to participate in the take over deal and process, such that it may not remain an exclusive domain 
of the financially strong and stable companies alone.

GUIDELINES STIPULATED BY SECURITIES AND EXCHANGE BOARD OF INDIA (SEBI)

The main guidelines, stipulated and issued by the SEBI, pertaining the acquisition of a substantial portion of 
the shares of a listed company, are discussed hereunder:
 (i) Notification: The moment the holding of the acquirer company touches five per cent of the voting share 

capital of the target company, it is required to immediately inform the target company, as also all the 
stock exchanges on which the shares are listed and traded.

 (ii) Public Offer: When such holding of the acquirer exceeds 15 per cent of the voting share capital of the 
target company, it is required to make a general offer for the purchase of a minimum of 20 per cent of 
the voting share capital from the remaining share holders, after making a public announcement to this 
effect.

 (iii) Offer Price: The offer price can, in no case, be less than the highest of the following:
 (a) Negotiated price,
 (b) Average price paid by the acquirer,
 (c) Preferential offer price, if made during the last twelve months,
 (d) Average of the weekly high and low [quoted prices in the stock exchange(s)] for the last twenty-six 

weeks.
 (iv) Public Announcement: The public announcement must, inter alia, contain the following information:
 (a) Number of shares to be acquired.
 (b) Minimum offer price.
 (c) Objective of the take over.
 (d) Date by which the letter of offer is to be posted.
 (e) Opening and closing dates of such offer.

Rationale Behind the SEBI Guidelines
The rationale behind the SEBI guidelines may be said to be as follows:
 (i) To provide greater transparency to the deals of the take over.
 (ii) To ensure that the disclosures, required to be made, in the public announcements and the letter of offer 

issued in this regard, are sufficient and adequate, greater and wider.
 (iii) To safeguard the interests, specially of the small investors (shareholders).

ANTI-TAKEOVER DEFENCES IN INDIA

With a view to averting an attempt of a takeover, the Indian companies may invoke one or more of the following 
anti-takeover defences:
 (i) Make Preferential Allotments: With a view to enhancing its equity stake, the promoter group may 

be allotted the required number of the equity shares or convertible securities (like fully convertible 
debentures) on a preferential basis.
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 (ii) Resort to Creeping Enhancement: SEBI guidelines have provided that the promoter group, can enhance 
its holding of the equity shares by way of creeping enhancements, within the prescribed limits, without 
being required to make an offer in the open market.

 (iii) Amalgamation of Group Companies: A much larger company may be formed by way of amalgamation 
of two or more of the companies, promoted by the same group(s). This way, the take over may become 
rather far more difficult, inasmuch as, a larger company is far less vulnerable to the risks of take over, 
as compared to the smaller ones.

 (iv) Sale of the Crown Jewel: It has often been found that some particular and valuable assets or assets of the 
company may attract some other companies to take it over. In such an eventually, the target company 
prefers to sell off its asset or assets to another company, so as to make it far less attractive in the eyes 
of the raiders, and thereby avert the attempt of the take over.

  Help from a White Knight: A company, under the threat and danger of its takeover, may call for help and 
support from its friends and supporters. That is to say that, it may request the white knight to help it 
and save it from the clutches of the raider. The term ‘white knight’ has been described in the Chambers 
twenty-first century dictionary, as ‘someone who rescues a company financially, especially from an 
unwanted take-over bid’.

ROLE OF FINANCIAL INSTITUTIONS

By virtue of holding a substantial portion of the equity shares of large scale industries, the financial institutions 
command the balance of power, in that no takeover may take place without their consent. Accordingly, they are 
expected to play a crucial role in averting any undesirable takeover attempt. It has been found that, while in 
some cases the financial institution play the role in an objective and responsible manner, in some other cases 
they seem to play their role in a somewhat arbitrary and undesirable way. It will, therefore, be much desirable 
if some general guidelines are issued, so as to direct the action and role of the financial institutes in the desired 
manner, and more importantly, in the larger public interest. Accordingly, they should ensure that:
 (i) The take over process is transparent.
 (ii) The prospective acquirer companies are allowed to play on an even field.
 (iii) The likely outcome of the take over should be the improved performance and profitability of the company 

concerned.
 (iv) The interests of the shareholders, as also those of the other stakeholders and interested parties, stand 

protected.
 (v) The take over may not give rise to any undue concentration of market power.

JOINT VENTURES

Joint ventures, or strategic alliances as these are usually referred to, involve a partnership between two or 
more independent companies, which may join together with common and mutually advantageous purposes. It 
is usually established as a newly constituted company, though the partners concerned may prefer some other 
form of the organisation. The establishment of P&G Godrej Limited, a joint venture of Godrej Soap Limited, 
and Procter and Gamble India Limited, is an apt example in point. In almost all the cases of joint ventures, the 
partners participate in its equity share capital. They also contribute the resources in the form of technology, 
facilities channels and network of distribution, brand equity, key manpower, etc. Thus, they jointly manage 
and control the affairs of the joint venture.

Rationale behind Joint Ventures
In India, the formation of joint ventures, especially between some Indian and foreign company, has, of late, 
been gaining ground.
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The rationales behind such joint enterprises are the following:
 (i) To become complementary and supplementary to each others, by pooling together their specific resources 

for the common purpose.
 (ii) To get an access to the supply of raw materials and/or gain grounds in the fresh markets.
 (iii) To diversify the components of risks.
 (iv) To reap the benefits of the economy of scale.
 (v) To ensure cost reduction.
 (vi) To enhance the scope of tax concessions and rebate.

But it has also been found (vide the studies conducted by McKinsey & Company, and Cooper & Lybrand), 
that in most of the cases the joint venture have failed to succeed mainly due to the following reasons:
 (i) Inadequate pre-planning.
 (ii) Failure in developing the expected technology.
 (iii) Differences in the strategy, approach and vision of the partners.
 (iv) Reluctance and refusal on the part of the partners to share the control of the management of the company.
 (v) Inability to arrive at an agreement in respect of some difficult but vital issues.

It will, therefore auger well if due care is taken to avoid the aforesaid dangers and pitfalls, before attempting 
to go in for a joint venture company.

PORTFOLIO RESTRUCTURING

While the mergers, acquisitions, and takeovers are based on the principle of synergy, which may be represented 
figuratively as 2 + 2 = 5, the portfolio restructuring or demerger can well be termed as 5 – 3 = 3, or on the principle 
of ‘anergy’. These two may as well be said to contain the elements of expansion and contraction, respectively.

Divestitures (Dis-investments)
Divestiture involves the sale, not of the whole but only a part (a division, a plant or a unit) of one company to 
another. It thus, amounts to expansion and contraction from the respective points of view of the buyer and the 
seller companies. We may also say that divestiture is the reverse or opposite of purchase. The sale of its cement 
division by the Coromandel Fertilisers Limited to the India Cements Limited is a case in point. Further, the 
sale of the cement segment by L & T to Ultratech Cement is a mor recent example.

Rationale behind Divestitures
Some of the rationales, lying behind adopting the strategy of divestitures, are discussed hereunder:
 (i) Raising Capital: Companies, confronted with the problems of cash crunch or lack of liquidity, usually 

resort to the strategy of divestiture, whereby the inflow of cash could be used for repayments of the debts 
and settlements of the dues, and the production of the remaining products could be concentrated upon.

CEAT had sold out its nylon tyre chord plant at Gwalior to SRF, for a consideration of ` 325 crore, to meet 
its aforesaid objectives, and to concentrate on the activities of production of tyres.
 (ii) Reduction of Losses: When a unit of a company seems to be incurring losses, or even some sub-optimal 

rate of return, it may make a better business sense to sell this division or unit to some other interested 
party, so as to cut its losses, and thereby enhance its prospects to earn a relatively better profit.

 (iii) Strategic Realignment: There may be cases where some unit or units of a company may not gel well with its 
other lines of activities, which in turn, may take a lot of its managerial time and energy, incommensurate 
with the revenue and profit generated thereby. Under such circumstances, the company may prefer to 
sell such unit or units to some other interested buyer, so as to concentrate on its main and corelated 
lines of business for a better overall results.

  The case of ICI is a good illustrative example in point. ICI had sold its fibre division to Terene Fibres 
India, its fertiliser division to Chand Chhap Fertilisers and Chemicals, and its seeds division to Hysum 
India, mainly for the aforesaid strategic reasons. This had helped the ICI to concentrate on its main 
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activities of production of paints and industrial chemicals, which is very much in line with its parent’s 
line of business and global presence.

 (iv) Enhancement of Efficiency: It makes a prudent business sense to divest, when the division, plant or unit 
of the firm is expected to enhance the efficiency, and hence the value, of the part so divested, when it 
becomes a part of the other company, or else, as an independent (stand-alone) business entity. This may 
happen when the ‘anergy’ (also known as the reverse synergy) takes place. This may be said to be a 
situation where the value of the parts becomes greater than the value of the whole, or else, figuratively 
speaking, when 5 – 3 = 3 (and not just 2). As against divestitures, the cases of mergers, result in synergy, 
where the whole is expected to be of a greater value than the sum of the parts. This, when represented 
figuratively, may be stated as 2 + 2 = 5 or 2 + 3 = 6.

FINANCIAL RESTRUCTURING

Financial restructuring, as the name itself suggests, essentially involves a major change in the overall financial 
structure (composition, base, or source) of a company, and/or the pattern of its ownership and control. It may take 
place in several ways. But, the main two types of financial restructuring have been discussed here. These are:
 • Financial restructuring, with a view to bringing some relief from the debt burden
 • Financial restructuring, with a view to concentrating the ownership of the equity shares of the company 

(and the management and control therewith) in a few hands only, with the financial help from the outside 
by way of debt, instead of equity.

Relief from Debt Burden
The companies, confronted with some financial difficulties, or those which are already sick or are about to be 
declared sick, endeavour to significantly and substantially reduce the quantum and extent of the burden in 
the form of debt, in one or more of the following ways:
 (i) They request their creditors (lenders) to convert the entire portion, or a substantial portion, of the debt 

into equity, whereby the burden of ever increasing payment of interest on account of debt, could be 
avoided. As we all know, as against the legal obligation, on the part of the company, to regularly make 
the payment of the amount of periodical interest on debt or debentures, there is no compulsion on its 
part to pay any dividend on its equity shares.

 (ii) They may as well request the creditors for the writing off of a substantial portion, or the entire quantum 
of interest, accumulated over a period of time.

 (iii) The third strategy that they may adopt is to make a request for the provision of a suitable moratorium 
on the repayment schedule of the loans, both short-term and long-term.

 (iv) They may also request for a suitable reduction in the rate of interest being charged from them on their 
loan accounts.

 (v) Further, they may as well request for the concessions to the following effects:
 (a) That, the accumulated quantum of interest may be made payable by them in suitable instalments, 

commensurate with their income generation, as from now, and
 (b) That, they may not be required to pay any interest on the amount of the entire accumulated interest.

CONCENTRATED EQUITY WITH DEBT COMPONENTS (ALSO KNOWN AS LEVERAGED BUYOUT)

The idea behind keeping the entire equity shares of the company within a very limited number of shareholders 
is to keep the management and overall control of the company in rather personal pockets. To this end, the 
balance amount of the finance required, being of a very high percentage, usually in the range of 80 to 85 per 
cent, is met by the outside sources, but only by way of debts, and not as equity. This strategy serves the twin 
purposes, of keeping the management and control of the company exclusively in very limited hands and, at the 
same time, keeping the owners’ stake in the business to a limited extent.
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Besides, the very fact that a very large portion of such venture is financed by way of a debt, it may go a 
long way in strengthening and streamlining the management of the company in an efficient and professional 
manner, so as to service the debt in due time. This brooks no mistake on the part of the management, which 
is required to be on its toes all the time. As G. Bennett Stewart III, Succinefly puts: Equity is soft, debt hard. 
Equity is forgiving, debt insistent; equity is a pillow, debt a sword. Equity and debt are the yin and yang of 
corporate finance.

[Yin and Yang, in the Chinese language, stand for feminine and masculine elements, force and energy]
Such arrangement, in the parlance and jargon of financial management, is referred to as ‘Leveraged Buyouts’. 

Usually, such leveraged buyouts pertain to the acquisition of a division or unit of a company, and rarely by way 
of the purchase of the company, as a whole. The steps and strategies, involved in a leveraged buyout transaction, 
may be better understood and comprehended with the help of an illustrative example.

Example
Sunrise Industries Limited has five divisions, viz. plastic, paper, printing, leather bags, and home-appliances 
divisions. The company does not seem to be doing very well in its printing division. Accordingly, it is contemplating 
to sell this division out. But, unfortunately, it is expected to fetch only ` 100 lakh on liquidation, though its 
replacement cost has been estimated at ` 175 lakh. But, the company seems to be inclined to sell the division 
just for ` 120 lakh. Five key personnel in the printing division are reported to be inclined to purchase the 
printing division for ` 120 lakh, on a leverage buyout basis. But, they are prepared to invest ` 10 lakh only; 
all of the five persons contributing ` 2 lakh each. They now go to the financial institution for grant of a term 
loan to finance the project. On appraisal of the project report, submitted by the five executives, the financial 
institution has to come to the conclusion that the new company, run on an independent basis, by the five key 
personnel of the erstwhile printing division, may be able to generate sufficient cash surplus to support a total 
outlay of ` 120 lakh. But, the financial institution has assessed the quantum of term loan at ` 100 lakh only. 
This still leaves a gap of ` 10 lakh. Now the new proposed company contacts a private investor, who is willing 
to invest a sum of ` 10 lakh in the company by way of its equity shares. Thus finally, the printing division of 
the company gets incorporated under the name of ‘Popular Printing Press’ as an independent company, with 
the capital base detailed as follows:

(i) Equity shares of ` 2 lakh each by the five key personnel of the erstwhile 
printing division of the Sunrise Industries Limited

` 10 lakh

(ii) Equity shares of an outsider (the private investor) ` 10 lakh

(iii) Term loan by the Financial Institution ` 100 lakh

Total ` 120 lakh

Thus, the loan fund is ` 100 lakh, and the equity base is ` 20 lakh only, in the ratio of 5:1, or say, 83 per cent 
and 17 per cent (approximately).

A Success Story
Kohlberg Kravis Robert & Co. (KKRC), has acquired a major portion of the equity shares in a large number of 
companies, like RJR (the tobacco giant), Safeway (a large chain of grocery shops), Owen-Illinois (the largest 
glass manufacturing company in the USA), and Duracell (a reputed company manufacturing batteries), to name 
only a few. Thus, we see that all the forenamed companies, acquired by KKRC, are entirely unrelated to each 
other. Further, the company had paid quite a high premium for such deals. The company, however, has been 
reported to have had a mixed record of success, and some failures, too.

It may, therefore, augur well for the business world to learn a lesson or two from the facilitating factors, 
the steps and strategies, that have gone to improve and enhance the productivity and profitability of the 

* G. Bennett Stewart, III’ book ‘The Quest for Value’, (Harper Business, New York, 1991)
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majority of the companies, after these had been acquired by KKRC. Some of such outstanding success factors 
are discussed hereafter.

Decentralized Structure
The company has taken a strategic stand in favour of having a thoroughly decentralized organizational structure, 
in the truest sense of the term. Accordingly, all the companies have a minimal number of staff. It does not 
have the usual bureaucratic managerial culture in the organisations. There is no setting of corporate goals of 
productivity and overheads, nor holding of any corporate meetings. Above all, the company has realised that 
its people are its most important asset. Therefore, KKRC manages people, not by mandate, but by motivation. 
It works, and works well. Because, as we all know, we may force people to work, but cannot force people to 
work well. You can only motivate them to work well, as the motivated people work, not because they have to, 
but because they love to.

Aggressive Use of Debt
Though KKRC largely depends on the debt component in its capital structure, all its borrowings are also 
completely decentralised. Besides, the loans are obtained, managed and served by the subsidiary companies 
independently, and effectively. To put it in the words of G. Bennett Stewart III ‘Much like a boat whose hull 
is divided into separate chambers; compartmentalising debt and equity ensures that a leak in any one unit 
cannot sink the equity in any of the other unit’.

(Source: ‘The Quest for Value’, Harper Business, New York, 1991).

Prompt Repayment of Debts
KKRC believes in the principle of repaying the amount of instalments, with interest, as soon as possible, and 
preferably, even much earlier than the stipulated due dates, as per the repayment schedule. It thus, saves a 
substantial amount of interest payable on the loans. Further, by virtue of such earlier repayment practices, 
the credit-worthiness and financial stability and viability of the company go further higher up in the eyes of 
the banks and the other creditors. This way, the company’s borrowing capacity and credibility gets greatly 
enhanced which, in turn, facilitates the sanction and disbursement of further chains of loans to the company 
by the banks and the other creditors. Finally, the company may as well gradually enhance its ownership stake 
in the business, and reduce its dependability on debts.

ORGANISATIONAL RESTRUCTURING

In the present era of globalization, and the resultant ever-increasing competition, most of the companies have 
now preferred to adopt the strategy of organizational restructuring. Some of the main and common elements 
and strategies involved in the organizational restructuring have been discussed hereafter.

Regrouping
This strategy involves the regrouping of a bigger number of scattered groups into a smaller number of groups; 
comprising strategically compact business units. Such groups/units are usually known as ‘profit centres’. Based 
on such strategic principle, the renowned consulting firm McKinsey had recommended to Larsen and Toubro 
(L&T) to regroup its twelve business units into just five compact units or divisions. State Bank of India, too, 
on the advice of McKinsey, had created just four focused business groups, viz. Corporate, National Banking, 
International Banking, and Associates and Subsidiaries.

Decentralization
De-centralization and delayering gives extensive and enhanced discretionary powers to the executives, go a 
long way in facilitating much quicker decision-making process, and the financial gains that go therewith. This 
strategy empowers people and enhances their level of motivation, zeal and commitment. McKensey had made 
such suggestions to the State Bank of India, which has resulted in perceptible change in the pace and speed in 
the decision-making process. Hindustan Lever Limited, too, has reduced its managerial layers from nine to five.

[The name of Hindustan Lever Limited has since been changed to Unilever India Limited].
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Downsizing
Downsizing, since being more elegantly and respectfully referred to as rightsizing instead, involves reducing the 
size of the workforce, both at the clerical (and worker’s) and officers’ levels, so as to keep the amount of payment 
of salary and wages at the minimal possible extent, with a view to cutting down the surplus manpower upto 
an optimal level. The strategy of introducing and implementing the Voluntary Retirement Scheme (VRS) has 
been found to be most popular in the recent times. Accordingly, the Tata Iron and Steel Company (now Tata 
Steel) had resorted to the downsizing strategy in a big way in the late 1990s, and so had been the case with 
the State Bank of India (SBI) in 2001 – 2002.

Outsourcing
Outsourcing means that the non-value adding activities may better be done from some outside sources, instead 
of doing it in-house. It also involves sub-contracting. Such strategies keep the fixed costs at a very low level, 
and the break-even point too, therewith. Thus, the entire cost of outsourcing and sub-contracting comprises 
just the variable cost. It is with such beneficial fallouts that the Tata Engineering and Locomotive Company 
(now Tata Motors) preferred to procure around 75 per cent of the parts and components for its Indica car by 
way of outsourcing and/or sub-contracting.

Business Process Re-engineering (BPR)
According to Joe Peppard and Philip Rowland, the Business Process Re-engineering (BPR) ‘aims to achieve 
improvement in performance by re-designing the process, through which an organisation operates, maximizing 
their value-added content and maximizing everything else. This approach can be applied to an individual process 
level, or to the whole organization’. A very handy example of BPR is the case of re-engineering of Ford Motor 
Company’s accounts payable (sundry debtors) department, which had resulted in the manpower reduction to 
a substantial extent, that is, up to 75 per cent.

Computerized Management Information System (MIS)
In the present age of high-tech and computerization of business activities, the traditional MIS is gradually being 
replaced with the computer-based MIS, whereby, instead of fragmented and departmentalised MIS, the whole 
enterprise-wide computerized and integrated MIS has been evolved. This mechanization helps the management 
to quickly perceive and foresee the overall effect and ramifications that a change in one segment or division 
may have on the performance and activities of the entire organization. This is one of the several beneficial 
uses of the advancement in the Information Technology (IT) in the area of planning, management and control. 
The computerbased MIS is popularly referred to as the comprehensive enterprise resource planning system. 
Mahindra and Mahindra (M&M) is one of the companies, which has introduced such system in its organization.

Total Quality Management (TQM)

Total Quality Management (TQM) has proved to be a very effective instrument of quality control which, in turn, 
goes a long way in reducing the cost, enhancing the customer satisfaction as also the loyalty to the product, 
and the productivity and profitability of the company that go therewith. Accordingly, the obtention of quality 
certificates and registrations like ISO 9000, ISO 9002, and so on, are gradually gaining popularity in the various 
industrial and commercial segments in India. Such certifications and registrations have been found to be a 
great motivating factor for the much-desired zeal to improve upon the quality of the products on an on-going 
basis. The introduction and implementation of a very ambitious Six Sigma Total Quality Management (TQM) 
drive by WIPRO is a recent case in point.

FINANCIAL EVALUATION OF DIVESTITURE

In the event of the sale of a unit (a division or a plant) by one company to another, both the assets and liabilities 
of the unit get transferred to the buyer company, of course, with the consent of the creditors concerned. That is to 
say that, the selling company (hereafter referred to as the parent company) essentially transfers its ownership 
rights and portion in that specific unit so divested.
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It, therefore, means a prudent business sense to first evaluate whether such proposed and planned divestiture 
will be financially gainful and therefore, desirable. While undertaking such excercise of the financial evaluation, 
the following steps and procedures must be adopted, as has been discussed seriatim hereafter.

Estimate the Post-tax Cash Flow of the Unit (or Division or Plant)
Such estimate essentially aims at evaluating as to what may happen, in regard to the post-tax cash flow of the 
parent company in the following two cases:
 (i) With the unit (or division), and
 (ii) Without the unit (or division).

Thus, the difference between the two will represent the post-tax cash flow that may be attributed to the unit 
(or division) being so divested.

Compute the Discount Rate of the Unit (or the Division)
The discount rate applicable to the post-tax cash flow of the unit (or the division) must represent the risk of 
such unit (or division) as a separate business entity (a stand alone business unit). How to go about computing 
it? One of the approaches, suggested in such cases, is to first find out the cost of capital of some company (or 
a group of companies) which are solely or substantially engaged in the same line of business, and which are 
operating on almost the same scale and size. Thereafter, by proxy, use this as the estimated cost of capital of 
the unit (or the division).

Compute the Present Value of the Unit (Division)
Use the discount rate, estimated in Step 2 above, and compute the present value of the post-tax cash flow 
estimated in step 1 above. This will represent the current worth or the present value of the capability of the 
unit (or division) to generate the cash flow.

Estimate the Market Value of the Liabilities Pertaining Exclusively to the Unit (Division) being so Divested.
The market value of the unit (division) being divested is nothing but the present value of the obligations 
pertaining to the liabilities of such unit or division. It must, however, be noted that the market value of the 
liabilities, exclusively of the unit or division, will be quite different from its book value, if the contracted rates 
of interest on such liabilities are different from the current rates of interest.

Find out the Value of the Position of Ownership of the Parent Company in this Unit (or Division)
The value of the ownership position (VOP) of the parent company can well be computed in the following manner: 
Present value of the cash flow of the unit or division (vide Step 3 above) [less] the market value of the unit 
specific (or division specific) liabilities.

Compare the Value of the Ownership Position (VOP) with the Divestiture Proceeds (DP)
Now comes the final stage, when the decision has to be taken for or against the adoption of the strategy of 
divestiture. Here, the rule of the decision is simple enough. That is:
 (a) If the divestiture proceeds (DP) are greater than the value of the ownership position (VOP) of the parent 

company, the natural decision will be go for the sale of the unit or division.
 (b) As against this, if DP is less than the VOP, one must not sell the unit (or division) but retain it, instead.
 (c) If both DP and VOP happen to be equal (or almost equal) the decision could be taken either way.

GUIDELINES FOR MANAGING DIVESTMENTS

It will augur well for the corporate world to develop and follow some basic guidelines and ground rules for 
taking the strategic decision of disinvestments (divestitures).

* Leonard Vignola Jr., in his book ‘Strategic Divestment’ (Amacom, New York: 1974).
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Normal Part of the Business Life
As rightly puts it, ‘a company lives by expanding and contracting, by growing and changing, by acquiring and 
divesting. These are the actions of a healthy, vital company, not a sick, dying company’. Thus, the process of 
disinvestments must be treated as a normal process of change and growth. As we know, the various business 
and industrial activities have their own life cycles of ups and downs. A business activity, considered most 
appealing and attractive today, may take a back seat tomorrow, and vice versa. Sometimes we may tend to take 
some wrong decisions, unwittingly. Therefore, there is no harm in rectifying such mistakes at a later stage, 
sooner the better.

Only One Out of Many Responses
In case a business or division starts showing some signs of under-performance, a large number of options and 
strategies are available to us to face such adverse situations. We may prefer to wait and watch for sometime 
and allow the activity to continue for some more time. Or else, we may keep it closed down for some time, till the 
business conditions improve favourably, and for the better. The third option could be to add some new product 
lines to make the venture viable. The strategy of taking effective and aggressive measures to control the cost, 
so as to sell the product(s) at a comparatively lower price could as well be a prudent and paying strategy. The 
expansion and strengthening of the manufacturing, marketing and/or distribution activities could also resolve 
the problem to a great extent. Further, when none of the aforesaid steps and strategies seems to be working 
to give the desired results, the strategy of disinvestments needs to be considered and reconsidered with great 
seriousness.

Positive Approach
The main management mantra in the business world is that the event of disinvestments must be viewed most 
positively – as an opportunity and not as a malady or catastrophe. We must always bear in mind the words 
of Leonard Vignola Jr., as he rightly says ‘Difficulties abound and optimum divestment is not overly easy to 
accomplish. Yet divestment ought to be viewed as a chance to turn a less than favourable situation into a future 
benefit to the divesting company’.

DEMERGERS

A demerger involves the transfer by a company of one or more of its undertakings to another company. The 
company whose undertaking is so transferred is known as the ‘demerged’ company, while the company or 
companies to whom the undertaking is so transferred is called the ‘resulting’ company.

A demerger may take place in the forms of a (i) spin-off or else a (ii) split-up. In the case of a spin-off, the 
undertaking or the division of a company gets spun-off and takes the form of an independent company. This 
way, after the spin-off, the parent company and the spun off company become separate corporate entities in 
the eyes of law. The spin-off of the Information Technology Division of WIPRO Limited in the late 1980s is an 
example in point (However, in the late 1990s, it was again merged back with the parent company.)

As against the spin-off, in the case of a split-up, the company gets divided (split) into two or even more 
independent and separate corporate entities. Thus, in the process, the parent company disappears, giving rise 
to the emergence of the two or more independent legal entities. The split-up of the Ahmedabad Advance Mills 
into two separate companies, viz. (i) the New Ahmedabad Advance Mills and (ii) the Tata Metal Strips, is an 
illustrative example. But then, we must remember that, though the process of spin off and split-up is different 
in form, they have one and the same economic and financial implications.

Rationale Behind Demergers
The main rationale and the motivating factors for resorting to the strategy of spinoffs and/or split-ups are that 
these steps enhance the corporate values with the resultant increased efficiency, performance and profitability. 
This so happens due to the following main factors:
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(i) Focused Attention
By removing and discarding the weaker link in the chain of activities of the company, it is naturally enabled 
to pay the much desired focused attention on its remaining activities from the point and position of strength. 
The strategy adopted by Itek Corporation, USA, by spinning off of its ‘Vision’ products division, facilitated and 
strengthened its high-tech position and enabled it to dedicate and concentrate its resources and efforts in the 
areas where it had been enjoying the expertise and leadership.

(ii) Higher Incentives and Accountability
Another beneficial fall out of a spin-off is the stronger incentives and motivation felt on the part of the managerial 
staff. This way, their sense of responsibility and accountability also show a marked improvement. The beneficial 
effects of Peabody’s International spin-off of GEO International is most aptly and succinctly summarized by its 
President in the 1980 Annual Report of Peabody’s International in these words: ‘Managers in both companies 
now feel that their individual efforts can make a significant difference in bottom line results’. [Bottom line 
means Profit After Tax (PAT)].

TAX BENEFITS OF DEMERGERS

 (i) The tax benefits and concessions available to any undertaking will now be available to the resulting 
undertaking, too.

 (ii) Accumulated losses and unabsorbed depreciation are allowed to be carried over from the demerged 
company to the resulting company.

 (iii) The companies and the shareholders are exempt from the payment of capital-gains tax.
 (iv) All the expenses, incurred solely and exclusively in the process, and for the purpose of the demerger, 

become tax-deductible in five equal annual instalments, i.e. to the extent of 20 per cent per annum.
It must, however, be noted that the aforesaid tax benefits will not be available to the company in the event 

of another demerger of the resulting company taking place within a period of ten years from the date of the 
earlier demerger.

 SUMMARY
Merger and acquisition involve merger itself, or the purchase of a division, or take overs, or joint 
ventures. Corporate restructuring, however, comprises portfolio restructuring, financial restructuring and 
organisational restructuring. Merger involves a combination of two companies together: the one merging 
with the other, and a new company emerging.
Ways of ‘Mergers’

 (i) The two ways of merging involve, ‘absorption’, and ‘consolidation’, that is one company acquiring the 
other, and

 (ii) two or more companies combining themselves together so as to form a new company. In India, however, 
the mergers or ‘amalgamations’ are mostly in the nature of absorption.

Further, the acquiring company is also referred to as the amalgamated company or the merged company, 
and the acquired company is referred to as the amalgamating company, or the merging company, or even 
as the target company. In a merger transaction, the acquiring company acquires both the assets and 
liabilities of the acquired company. Further, the shareholders of the acquired company receive the shares 
of the acquiring company in exchange of their shares of the acquired company.
Types of Mergers

 (i) Horizontal: Merger of the companies engaged in the same line of business.
 (ii) Vertical: Amalgamation of the firms, engaged in different stages of production of the same product.
 (iii) Conglomerate: Merger of companies engaged in unrelated lines of activities.
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It is expected that the value of the new emerging company, after the merger of the two or more companies, 
will be greater than the sum total of the value of all the merging companies, taken together, individually. 
Some o ther rationale behind mergers are growth, diversification, economies of scale, managerial 
effectiveness, utilization of tax shields, lower costs of financing, synergy of resources, strategic advantages, 
and so on. Its other beneficial fallouts are advantages of taxation, gainful investment of surplus funds, 
effective and efficient management.
Legal procedure for a merger transaction are as follows:

 (i) Examination of object clauses
 (ii) Intimation to stock exchange(s)
 (iii) Approval of the draft merger proposal by the respective Boards
 (iv) Application to High Court
 (v) Despatch of notices to shareholders and creditors
 (vi) Separate meetings of shareholders and creditors
 (vii) Petition to Court
 (viii) Filing of the order with the Registrar of Companies
 (ix) Transfer of assets and liabilities
 (x) Issuance of the appropriate number of shares and debentures by the merged companies, which may 

later be listed on the stock exchange(s). However, in some cases, cash payments may be arranged.
 (xi) Lastly, after all the provisions of laws have been fully fulfilled and duly completed, comes the turn 

of the issuance of appropriate number of shares and debentures by the merged companies, which 
may later be listed on the stock exchange(s). However, in some cases cash payments may have to be 
arranged.

Provisions of Taxation
These pertain to depreciation, accumulated losses, and unabsorbed depreciation, with certain conditions 
and restrictions. Further, no capital gains tax applies to the amalgamating company or its shareholders, if 
they get the shares in the amalgamated company. Other related provisions of taxes include the following:

 (i) The amalgamated company has to pay the taxes due from the amalgamated company.
 (ii) (a) Expenses of amalgamation are not treated as tax-deductible expenses.
  (b) However, the taxes on the income of the amalgamated company, paid or even payable, as also 

the income tax litigation expenses are treated as tax-deductible expenses for the amalgamated 
company.

 (iii) Bad debts, arising out of the debts of the amalgamating company, which were taken over by the 
amalgamated company, are not treated as tax deductible.

 (iv) Any refund of taxes, paid by the amalgamating company, will be refunded to the amalgamated company.
 (v) Any carried forward long-term capital losses, incurred by the amalgamating company, do not get 

carried forward by the amalgamated company.
As per the Accounting Standard 14 (AS14), an amalgamation may be either in the nature of (a) Uniting 
for interest (or merger), or (b) Acquisition.
While taking a decision as to whether the payment of the resultant compensation should be made in cash 
or in stocks (shares of the amalgamated company) to the shareholders of the amalgamating company, 
three main factors, viz. overvaluation, tax benefits, and risk and reward sharing, must be considered.
Take overs
A take over usually comprises acquiring effective control over the affairs of the company by virtue of holding 
a substantial amount of value and volume of the shares of the target company. Theoretically speaking, 
the taking over company must acquire at least 51 per cent of the fully paid up equity shares of the target 
company. But, in actual practice, even 40 per cent to 20 per cent, or even lesser percentage, serve the 
purpose, because most of the small investors (shareholders) are scattered and unorganized.
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Take overs are usually expected to make a marked improvement, forward and backward integration, along 
with beneficial synergetic effects. Further, the imminent dangers of take overs may induce and activate 
the management to be always on its toes, so as to avoid and avert any such attempt. But then, it usually 
adversely affects the morale of the employees as also the activities of the company. In a majority of cases 
(around 70 per cent cases), the take overs have failed to bring in any improvement in managerial efficacy. 
The take overs, to be considered as legal and legitimate, must confirm to the following rules and regulations:

 (i) Transparency in the process of the take over
 (ii) Safeguarding the interests of the small investors
 (iii) Realization of economic gains
 (iv) Avoidance of over-concentration of market power
 (v) Financial support from the banking system or through capital market, so as to enable them to participate 

in the take over deal and process.
The main guidelines, stipulated and issued by the SEBI, pertaining to the acquisition of a substantial 
portion of the shares of a listed company include:

 (a) Notification
 (b) Public Offer
 (c) Offer Price
 (d) Public Announcement

The offer price cannot be less than the highest of the negotiated price, average price paid by the acquirer, 
preferential offer price if made during the last twelve months, and average of the weekly high and low 
[quoted price in the stock exchange(s)] for the last twenty-six weeks. The public announcement must, 
inter alia, contain the information like number of shares to be acquired, minimum offer price, objective 
of the takeover, date by which the letter of offer is to be posted, opening and closing dates of such offer.
The rationale behind the SEBI guideline are as follows:

 (i) To provide greater transparency to the deals of the take over.
 (ii) To ensure that the disclosures, required to be made, in the public announcements and the letter of 

offer issued in this regard, are sufficient and adequate, greater and wider.
 (iii) To safeguard the interests, specially of the small investors (shareholders).

With a view to averting an attempt of a take over, the Indian companies may invoke one or more of the 
following anti-take over defences:

 (i) Make preferential allotments
 (ii) Resort to creeping enhancement
 (iii) Amalgamation of group companies
 (iv) Sale of the crown jewel.

A company, under the danger of its takeover, may call for help and support from its friends and supporters. 
Further, by virtue of holding a substantial portion of the equity shares of the large-scale industries, the 
financial institutions command the balance of power, in that no takeover may take place without their 
consent. Accordingly, they are expected to play a crucial role in averting any undesirable takeover attempt.
With this end in view, they should ensure the following:

 (i) The take over process is transparent.
 (ii) The prospective acquirer companies are allowed to play on an ‘even field’.
 (iii) The likely outcome of the take over should be the improved performance and profitability of the company 

concerned.
 (iv) The interests of the shareholders, as also those of the other stakeholders and interested parties, stand 

protected.
 (v) The take over may not give rise to any undue concentration of market power.
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Joint Ventures
Joint ventures, or strategic alliances, involve a partnership between two or more independent companies, 
joining together with common and mutually advantageous purposes. Here, the partners participate in 
its equity share capital. They also contribute the resources in the form of technology, facilities channels 
and network of distribution, brand equity, key manpower, and so on. Further, they jointly manage and 
control the affairs of the joint venture.

Rationales Behind Joint Enterprises
 (i) To become complementary and supplementary to each other, by pooling together their specific resources 

for the common purpose.
 (ii) To get access to the supply of raw materials and/or gain grounds in fresh markets.
 (iii) To diversify the components of risks.
 (iv) To reap the benefits of the economy of scale.
 (v) To ensure cost reduction.
 (vi) To enhance the scope of tax concessions and rebate.

But, in most of the cases, the joint venture have failed mainly because of:
 (i) Inadequate pre-planning.
 (ii) Failure in developing the expected technology.
 (iii) Differences in the strategy, approach and vision of the partners. Reluctance and refusal on the part 

of the partners to share managerial control of the company.
 (iv) Inability to arrive at an agreement in respect of some difficult but vital issues.

Due care must be taken to avoid such dangers and pitfalls well in advance.

Portfolio Restructuring
While the mergers, acquisitions and takeovers are based on the principle of synergy, which may be 
represented figuratively as 2 + 2 = 5, the portfolio restructuring or demerger can well be termed as 5 – 3 
= 3, or on the principle of ‘anergy’, involving expansion and contraction, respectively.
Divestiture: It involves the sale, not of the whole but only a part (a division, a plant or a unit) of one 
company to another. It thus, amounts to expansion and contraction from the points of view of the buyer 
and seller companies. It is the reverse of purchase. The objectives are, raising capital, reducing losses, 
strategic realignment and enhancing efficiency.
Financial Restructuring: It involves a major change in the overall financial structure (composition, 
base, or source) of a company, and/or the pattern of its ownership and control. The financial restructuring 
generally takes place with a view to:

 (i) Bringing some relief from the debt burden, and
 (ii) Concentrating the ownership of the equity shares of the company (and the management and control 

therewith) in a few hands only, with the financial help from outside by way of debt, instead of equity.
Companies, confronted with financial difficulties, or which are already sick or are about to be declared 
sick, endeavour to substantially reduce the quantum of their debt burden in the following ways.

 (i) They request their creditors (lenders) to convert the entire portion, or a substantial portion, of the 
debt into equity,

 (ii) They may as well request the creditors for writing off a substantial portion, or the entire quantum, of 
the accumulated interest,

 (iii) They may request for a suitable moratorium on the repayment schedule of loans, both short-term and 
longterm.

 (iv) They may also request for a suitable reduction in the rate of interest charged.
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 (v) Further, they may as well request for the concessions to the effect,
 (a) That, the accumulated quantum of interest may be made payable in suitable instalments, 

commensurate with their income generation, as from now.
 (b) That, they may not be required to pay any interest on the amount of the entire accumulated 

interest.
Concentrated Equity with Debt Components (or Leveraged Buyout): To keep the entire equity 
shares of the company within a very limited number of shareholders, so as to keep the management and 
overall control of the company in rather personal pockets. The balance amount of the finance required, 
being very high, usually 80 to 85 per cent, is met by the outside sources, but only by way of debts. This 
way, the management and control of the company remains in limited hands, and, the owners’ stake also 
remains limited.
Such arrangement, in the financial management parlance is referred to as ‘Leveraged Buyouts’. Usually 
these pertain to the acquisition of a division or unit of a company, and rarely by way of the purchase of 
the company as a whole.
Organizational Restructuring
Its main and common elements and strategies involve the following:

 (i) Regrouping of scattered groups into a smaller number strategically compact business units, known 
as ‘profit centres’.

 (ii) Decentralization and delayering, gives extensive and enhanced discretionary powers, to facilitate 
quicker decision-making process.

 (iii) Downsizing (or rightsizing), involves reducing the size of the workforce, at the clerical (and workers’) 
and at the officers’ levels, so as to keep the payment of salary and wages at the minimal possible 
level, to cut down the surplus manpower upto an optimal level. Many companies have implemented 
Voluntary Retirement Scheme (VRS).

 (iv) Outsourcing means that the non-value adding activities may better be done from some outside sources, 
instead of doing it in-house. It also involves sub-contracting. Such strategies keep the fixed costs at a 
very low level as also the break-even point. Thus, the entire costs of outsourcing and sub-contracting 
comprise just the variable costs.

 (v) Business Process Re-engineering (BPR) aims to achieve improvements in the performance, by 
redesigning the process, through which an organization operates, maximizing their value-added 
content and maximising everything else. This approach can be applied to an individual process level 
or to the whole organization.

 (vi) In this high-tech and computerized era, the traditional Management Information System (MIS) 
is gradually being replaced with the computer-based MIS, whereby, instead of fragmented and 
departmentalized MIS, the whole enterprise-wide computerized and integrated MIS has been evolved. 
This mechanization helps the management to quickly perceive and foresee the overall effect and 
ramifications that any change, effected in just one segment or division, may have on the performance 
and activities of the entire organization.

 (vii) Total Quality Management (TQM) goes a long way in reducing the cost and enhancing the customer 
satisfaction and loyalty to the product.

In the event of the sale of a unit (a division or a plant) by one company to another, both the assets and 
liabilities of the unit get transferred to the buyer company, of course, with the consent of the creditors 
concerned. That is, the selling company (hereafter, referred to as the parent company) essentially transfers 
its ownership rights and portion in that specific unit so divested. Therefore, we should first evaluate 
whether such proposed divestiture will be financially gainful and desirable. For this, the following steps 
and procedures must be adopted.

 (i) Estimate the post-tax cash flow of the unit (or division or plant) (a) With the unit (or division), and (b) 
Without the unit (or division). The difference between the two will represent the post-tax cash flow  
that may be attributed to the unit (or division) being so divested.
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 (ii) Compute the discount rate of the unit (or the division).
 (iii) Compute the Present Value of the Division.
 (iv) Estimate the market value of the liabilities of the unit (division) being so divested.
 (v) Estimate the value of ownership of the parent company in this unit (division).
 (vi) Compare the value of ownership position (VOP) with the Divestiture Proceeds (DP). If the divestiture 

proceeds (DP) are greater than the value of ownership position (VOP) of the parent company, the 
natural decision will be to go for the sale of the unit or division, and not otherwise. If both DP and 
VOP happen to be equal (or almost equal), the decision could be taken either way.

Demerger
It involves the transfer of one or more of a company’s undertakings to another company. The company 
whose undertaking is so transferred is known as the ‘demerged’ company, while the company or companies 
to whom the undertaking is so transferred is called the ‘resulting’ company.A demerger may take place 
in the forms of a (i) spinoff or a (ii) split-up. In the case of a spin-off, the undertaking or the division of 
a company gets spun-off and takes the form of an independent company. In the case of a split-up, the 
company gets divided (split) into two or even more independent and separate corporate entities. In the 
process, the parent company disappears, giving rise to the two or more independent legal entities. The 
main rationale is that it enhances the corporate values with the increased efficiency, performance and 
profitability, due to (i) focused attention, and (ii) higher incentives and accountability.

Tax Benefits of Demergers
 (i) The tax benefits and concessions available to the demerged company will now be available to the 

resulting undertaking, too.
 (ii) Accumulated losses and unabsorbed depreciation are allowed to be carried over from the demerged 

company to the resulting company.
 (iii) Companies and shareholders are exempt from payment of capital-gains tax.
 (iv) All expenses, incurred solely and exclusively, in the process and purpose of demerger, become tax- 

deductible in five equal annual instalments, at 20 per cent each.
The aforesaid tax benefits, however, will not be available to the company in the event of another demerger 
of the resulting company taking place within a period of ten years from the date of the earlier demerger.

 REVIEW QUESTIONS
 1. What are the various reasonable and unreasonable rationales involved in mergers? Explain each of them 

separately.
 2. What are the various types of mergers? Explain each of them separately.
 3. Merger transactions involve three main considerations, viz. legal procedures, tax provisions, and accounting 

systems and procedures. Explain each of them separately.
 4. Discuss the salient features of a takeover.
 5. Opinions are widely divided in the academic and the professional world about the advantages, or otherwise, 

of the process of takeovers. Elucidate.
 6. (i) What are the main guidelines stipulated and issued by the Securities and Exchange Board of India (SEBI), 

pertaining to the acquisition of a substantial portion of the shares of a listed company?
  (ii) What is the rationale behind each of the SEBI guidelines?
 7. What are the salient features of Joint Ventures? What is the rationales behind such joint enterprises?
 8. While mergers, acquisitions, and takeovers are based on the principle of synergy, the demergers are based on 

the principle of ‘anergy’. Elucidate.
 9. What are the main elements and strategies involved in the organizational restructuring?
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The propensity to truck, barter and exchange one 
thing for another is common to all m en, and to be 
found in no other race of animals.

– Adam Smith
Our business in life is not to get ahead of others, 

but to get ahead of ourselves – to break our own 
records, to outstrip our yesterday by our today.

– Stewart B Johnson

Chapter 31
LEARNING OBJECTIVES

After reading this chapter you should be able to understand the
	 • The World Monetary System, Foreign Markets and Rates
	 • The Concept and Computation of International Parity Relationships:
 (i) Interest Rate Parity (IRP)
 (ii) Purchasing Power Parity (PPP)
 (iii) Forward Rate and Future Spot Rate Parity
 (iv) International Fisher Effect (IFE)
	 • Mechanism of Hedging Foreign Exchange Risks, viz. Forward Contract, Foreign Currency Options and Money 

Market Operation
	 • Different Means and Methods of Raising Foreign Currency Finance, viz. Foreign Currency Term Loan, Export 

Credit Schemes, External Commercial Borrowing (ECB), Euro Issues and Issues in Foreign Domestic Markets
	 • Principles and Procedures of Export Financing (Pre-Shipment and Post-Shipment Financing)
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INTRODUCTION
The basic principles of financial management are one and the same in both the national (domestic) and 
international companies (or even in the multinational companies, for that matter). But then, the very fact that 
the international and multinational companies have significant operations in different foreign countries, too, 
they have to take into account the following additional factors, which, of course, are not involved in the financial 
management in the domestic companies, which operate within one country.

The additional factors involved in international or multinational companies are the following:
 (i) Foreign exchange rates, pertaining to different currencies of different countries involved; and to the 

fluctuations therein;
 (ii) Variations in the interest rates as also in the inflation rates, obtaining in such different countries;
 (iii) Different tax rates and tax laws;
 (iv) Different and complex accounting methods, and the various restrictions imposed on the free financial 

flows, and so on, prevalent in the different involved countries; and above all,
 (v) The extent and rigour of interventions of the governments of different countries, from time to time.

Accordingly, the international companies have to take extra precautions in regard to the foregoing additional 
factors, and the several related issues and the ramifications thereof.

In the current era of globalization, the world has shrunk into a global village. The Indian companies have, 
of late, started procuring finance from foreign sources, and exporting goods and services abroad. The present 
trend of the ever-increasing overseas involvement of the Indian companies is expected to continue, inasmuch 
as, a large number of Indian companies are setting up their projects in foreign land, especially in the African, 
South Asian and Middle East countries.

In the foregoing circumstances, the understanding and appreciation of the principles and techniques of 
international financial management, has, of late, assumed far greater importance, as of now; and especially 
so, when some fast and frequent changes are continuously taking place in this area, particularly in the recent 
times. Such changes have been induced mainly due to the following factors and forces:
 (i) The international monetary system has undergone a significant change from a fairly predictable system 

of exchange to a quite flexible and even volatile system of exchange.
 (ii) Some new institutions and markets have recently emerged, especially the euro-currency markets, and 

a much greater need has been felt for intermediation in the area of international finance.
 (iii) The involvement of the governments in various countries, too, has been on the increase in the areas of 

control and regulations, and even interventions in the markets – both national and international.

WORLD MONETARY SYSTEM

After the World War II in 1945, and till February 1973, the International Monetary Fund (IMF) was administering 
an adjustable exchange rate system; where-under the US dollar, linked to gold ($35 per ounce), was being used 
as the base currency. Accordingly, all the other currencies were being expressed in terms of the US dollar. Based 
upon such standard, the exchange rates were being determined between the various other currencies. It may, 
however, be noted here that a close control was being exercised over the exchange rates between the various 
other currencies and the US dollar, such that a fluctuation of ± 1 per cent only may be allowed around the fixed 
exchange rate. This objective was being achieved through a mechanism where-under the central banks of the 
various countries [like the Reserve Bank of India (RBI) in India], actively participated in the exchange market, 
with a view to keeping the extent of fluctuation within the desired limit of just ± 1 per cent.

Accordingly, in the event of the Indian rupee (INR) falling, as against the other currencies, due to the forces 
of demand and supply in the international money and capital markets, the RBI would buy the Indian rupees in 
exchange for gold or some foreign currencies, whereby the exchange rate of INR may go upwards. Similarly, when 
the INR exchange rate were to start going up, beyond the aforesaid limit of ± 1 per cent, the RBI will sell INR.

But sometimes, the central banks of some countries may find it rather extremely difficult to contain the 
fluctuations within the aforesaid range, in respect of both the rise and fall of the exchange rates of the home 
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currencies. Under such circumstances, the country concerned could devalue or revalue its currency, in the event 
of the fall or rise, respectively, in its exchange rate. But the country concerned could adopt any of the suitable 
strategies (either of devaluation or revaluation) only with the approval of the IMF, and not otherwise.

Now, let us examine as to how do the aforesaid strategies of devaluation and revaluation start the process 
of stabilising the exchange rate of a currency, well within the permissible range of fluctuations. First, let us 
examine as to what does actually happen when a country, say India, chooses to devalue its currency.

In such an event, the goods and services of this country (India) becomes cheaper in the foreign market, as 
the foreign buyer could get the same goods and services at a much cheaper rate, inasmuch as, they will now get 
more INR in exchange of their own home currency. Under such circumstances, the export of the country may 
go up, because, when the prices of the Indian goods and services would be much lower, in comparison to the 
goods and services of the other countries, their demand will naturally go up in the competitive international 
market. Further, at the same time, again for the aforesaid reasons, the import becomes much costlier in India, 
because the Indian buyers now, after the devaluation, will have to pay more INR is exchange of the goods and 
services of the other countries. Therefore, the level of imports in India goes down. Thus, with the joint effect of 
higher exports and lower imports, the balance of payment position of the country (India) improves.

Similarly, in the event of revaluation of a currency, the opposite resultant effects will take place. This is 
what had happened, at least initially, when India had devalued its currency in 1966, with a view to rectifying 
its continued unfavourable balance of payment position. Similarly, when Germany was having a continued 
favourable balance of payment position, it had, with the approval of IMF, revalued its currency (Duesch Mark) 
in 1969.

Present System of Floating Exchange Rates
In the year 1971, however, the US dollar was delinked from gold. Accordingly, the system of fixed exchange rate, 
with the control and corrective mechanism of devaluations and revaluations, came to a close and got replaced 
by the system of floating exchange rates. Under such a system, the relative prices of the different currencies 
were left to be determined by the market forces of demand and supply, without any attempt or intervention on 
the part of any authority to exercise any sort of control in the process of the freely fluctuating exchange rates of 
different foreign currencies. However, as a matter of fact, a truly and fully free float rate situation may not be 
there in actual practice. In fact, the government of almost all the countries continue to influence and control the 
movement of their own currency, either by way of a direct intervention in the exchange market, or else, through 
a mix of fiscal and monetary policies. Such float, therefore, is referred to as a ‘managed float’ or a ‘dirty float’.

Some countries adopt the strategy of allowing their currencies to float with varying degrees and modes 
of intervention, while some others prefer to tie up their currencies with a major convertible currency. Some 
countries, however, resort to the strategy of tying it up with a known basket of currencies, instead. But the 
underlying principle is that, no country should try to manipulate its exchange rate, which may be detrimental 
to the international trade and payments.

The exchange rate mechanism in India has changed over a period of time, and has been showing a distinct 
trend of moving in the direction of flexible and less rigid regime of exchange control and current account 
convertibility. In India, the exchange rate of the INR is managed and controlled by its central bank, that is, the 
RBI. However, of late, the RBI has been heavily intervening in the exchange market, with the clear objective of 
holding the rupee-dollar rate within the rigid boundary, whereas the rates of the INR with the other currencies 
fluctuated, as the US dollar fluctuated against them. These changes in the exchange rate regime have been 
arrived at by way of a series of measures, so as to relax the exchange control and liberalise the foreign trade.

Foreign Exchange Market in India
The salient features of the foreign exchange market in India, which, in fact, is rather too small, are given 
hereunder:
 (i) The RBI, the banks, and the business undertakings, are the major players/participants in the market.
 (ii) It is a controlled market, controlled and regulated by the RBI, which plays the key role in setting the 

day-to-day rates.
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 (iii) The business undertakings in India are not allowed to enter into any speculative trade or activity. 
Accordingly, they have been allowed to participate in the foreign exchange market with only a need-
based approach. That is, they have been allowed only to cover their foreign exchange transactions and 
exposures, that may arise out of the merchant (export/import) transactions, or by way of any borrowings 
in the foreign currency.

 (iv) The banks have been allowed to have a net over-bought or over-sold positions in foreign currency, but 
only to a very limited extent, well within the stipulated range and extent, modified by the RBI through 
its Exchange Control Circulars, issued from time to time.

FOREIGN EXCHANGE MARKETS AND RATES

Let us take some illustrative examples. Larsen & Toubro (L & T) wants to import some heavy machines from a 
company in the United Kingdom for two million UK pound Sterling. The UK firm will naturally like to receive 
the payment in UK pounds. But L & T has the Indian rupee to buy. Now comes the issue of conversion of one 
currency (Indian rupee) into another (UK pound). Similar will be the situation in the event of a company in 
Varanasi (India) exporting carpets to a merchant in London (UK), but in the reverse order.

Here comes the real role and operation of a foreign exchange (forex, for short) market.

What is a Foreign Exchange Market?
It is a market wherein the currency of one specific country is exchanged with the currency of another specific 
country. Mostly such currency transactions are routed through the world-wide inter-bank market.

What is an Inter-bank Market?
It is a wholesale market, wherein the major banks of the world enter into trades and transactions among each 
other, in various currencies. Such foreign exchange transactions take place among the various participants of 
the foreign exchange market, through an informal network of telephone, telex, facsimile, satellite and computer 
communications, like email. They are mainly the major banks, foreign exchange dealers, as also arbitrageurs 
and speculators, who operate with their own different aims and objectives.

Arbitrageurs and Speculators
The arbitrageurs prefer to book some profits, on a no-risk basis, just by taking the advantage of the differences, 
prevailing in the exchange rates among the currencies of the different countries.
For example, they may exchange the Indian rupees with French francs and, in turn, exchange the French francs 
with the German duetschmarks (DMs), and again get the DMs converted into Indian rupees, and in the end, they 
may make some profit due to the margin obtaining in the exchange rates of French Francs and German DMs, in 
comparison to the Indian rupees. But then, the speculators operate solely with the motive of booking profits by 
way of speculating, that the international value of some foreign currency may rise or fall, and accordingly, they 
enter into a purchase or sale transactions to be finally rounded off and settled. Such speculative transactions 
may be compared with the persons or stock brokers, who operate in the stock exchanges, purely on speculative 
basis, and thereby take great risks, inasmuch as, they may end up booking huge profits, or may even incur 
heavy losses, if their assumptions go wrong.

What is a Foreign Exchange Rate?
Foreign exchange rate is the price at which one currency is quoted in terms of another currency. Such rates 
could be quoted in the following two ways:
 (i) Direct quote
 (ii) Indirect quote

Thus, if the Indian rupee is quoted per US dollar, it is known as the direct quote. Conversely, if the US dollar 
is quoted per Indian rupee, it is known as an indirect quote. Thus, if the price of one Indian rupee is quoted at 
US $ 0.02538 (usually represented as US $ 0.02538/INR), it is known as the direct quote. But, if the price of 
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one US $ is quoted in terms of one Indian rupee (usually represented as INR 39.40/US $), it is referred to as 
the indirect quote.

Cross Rates
A cross rate is the exchange rate between the currencies of two countries, which are not quoted directly in terms 
of each other, but are, instead, quoted in terms of one common currency.

This is so because, the currencies of several countries are not freely traded in the foreign exchange market. 
However, most of the currencies are quoted in terms of the US dollar. Therefore, the cross rates of the currencies, 
that are not quoted in terms of each other, can be quoted in terms of US dollar, whereby the mutual exchange 
rate between the currencies of such two countries could be computed.

Let us understand the mechanism by way of an illustrative example:
Example 1. The exchange rates of two countries, viz. Thailand baht and Indian rupee, in terms of US dollar, 
are given hereunder:
 (i) US dollar – Thai baht exchange rate is US $ 0.02339/baht, and
 (ii) US dollar – Indian rupee exchange rate is US $ 0.02538/INR

Further, suppose that the exchange rate of INR is not quoted in terms of Thai baht.
Compute the INR/Baht exchange rate.

Solution:
Because one INR costs US $ 0.02538, and one Thai Baht costs US $ 0.02339.

∴    One INR costs 
0 02538
0 02339

.

.
 = Baht 1.085

How? Let us see the detailed calculation as follows:

   
US $ 0.025

INR
US $ 0.02339

Baht
38 ÷

or   
US $ 0.025

INR
×

Baht
US $ 0.02339

38

or By cross multiplication, INR × Baht = US $ 0.02538 × US $ 0.02339 (respectively).

∴     INR = 
US $ 0.02538
US $ 0.02339

     That is, One INR = 1.085 Baht.
Example 2. The selling rate of German DM is $0.63, and the buying rate of French Franc (FF) is $0.18. You are 
now required to compute the DM/FF cross rate.
Solution:

       US $ 0.63
DM

×
FF

US $ 0.18
= 0 63

0 18
.
.

 = 3.50

That is, one DM = FF 3.50.

Spot Exchange Rate
Spot exchange rate is the rate at which a foreign currency can be bought or sold on the condition of making 
an immediate delivery. The term ‘immediate delivery’ means delivery within two business days, after the deal 
has been finalised.

The information regarding the quotation of the exchange rates are reported in the Economic Times and such 
other financial papers. The exchange rate [Indian rupee (INR) per unit of foreign currency] is presented in 
Table 31.1. The cross currency rates are given in Table 31.2.
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TABLE 31.1 Exchange Rate [Indian Rupee (INR) Per Unit of Foreign Currencies]

Currency INR per Per INR Currency INR per Per INR

Australian Dollar 32.2037 0.0311 New Zealand Dollar 30.3453 0.0330

Brazilian Real 15.7864 0.0633 Norwegian Krone 6.7187 0.1488

British Pound 82.5861 0.0121 Singapore Dollar 27.1633 0.0368

Canadian Dollar 35.5573 0.0281 South Korean Won 0.0401 24.9271

Chinese Yuan 5.5505 0.1802 Swedish Krona 6.1937 0.1615

Euro 56.2879 0.0178 Swiss Franc 36.4473 0.0274

Hong Kong Dollar 5.8908 0.1698 Thai Baht 1.1117 0.8996

Japanese Yen 0.4191 2.3863 US Dollar 45.9400 0.0218

Maxican Peso 3.9605 0.2525

Indian Ruppe as on Tuesday September 14, 2004, 19:05 EDT.
Source: http:// w.w.w.uta.fil/~ktmatu/rate-inr/html

Earlier, the inter-bank foreign exchange market in India had been using the system of indirect quotes. 
However, since August 1993, it has adopted the system of direct quotes, whereby the exchange rates are now 
being quoted as number of Indian Rupees (INR) per unit [or per 100 (one hundred) units in some cases], of the 
foreign currency.

Further, the Internatioal Standards Organisation has developed three-letter codes for all currencies that 
are used by the SWIFT network, which effects inter-bank fund transfer. The codes allotted to some selected 
currencies are as follows:

 USD : US Dollar JPY : Japanese Yen
 AUD : Australian Dollar SGD : Singapore Dollar
 GBP : British Pound CHF : Swiss Franc
 CAD : Canadian Dollar AED : UAE Dhirham
 INR : Indian Rupee EUR : Euroland Euro
The exchange rates, reported in the Economic Times* are presented in Table 31.2. The columns provide the 

direct quotes (also referred to as American terms) and the rows provide the indirect quotes (also referred to as 
European terms).

TABLE 31.2 Cross-currency Rates

Country INR USD AUD GBP CAD JPY SGD CHF AED EUR

India — 0.0215 2.8418 0.0114 0.0242 2.4940 3.3864 0.0266 — 0.0168

US 46.4700 — 1.3205 0.5318 1.1235 115.9000 1.5738 1.2371 3.6734 0.7817

Australia 35.1871 0.7573 — 0.4027 0.8507 87.7625 1.1916 0.9369 2.7817 0.5920

Britain 87.3798 1.8804 2.4827 — 2.1122 217.9300 2.9588 2.3261 6.9060 1.4700

Canada 41.3655 0.8903 1.1754 0.4734 — 103.1600 1.4009 1.1011 — 0.6957

Japan 0.4009 0.8628 1.1393 0.4589 0.9693 — 1.3578 1.0674 3.1696 0.6745

*1 The Economic times, 19 Auguest, 2006.

(Contd.)
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Singapore 29.5301 0.6356 0.8386 0.3380 0.7139 73.6473 — 0.7861 — 0.4970

Switzerland 37.5621 0.8086 1.0674 0.4299 0.9082 93.6975 1.2723 — 2.9695 06320

UAE 12.6502 0.2723 0.3595 — — 31.5532 0.4284 — — 0.2129

Euroland 59.4374 1.2791 1.6891 0.6803 1.4369 148.2500 2.0130 1.5823 4.6983 —

Rates as of 6PM 1ST Friday, 18 August, 2006.

If you were to buy pound sterlings and US dollars, and the bank is ready to sell one (British) pound for INR 
66.6400 and one US dollar for INR 39.9000.

As against this, if you want to sell these two currencies, the bank will buy one (British) pound sterling for 
INR 65.9900 and one US dollar for INR 39.5100. But, we must remember that these rates are the wholesale 
rates for transactions among the usual dealers in the inter-bank market. Accordingly, the bank will be able 
to buy or sell the currencies by including their own margin of profit (spread). But then, due to competition, 
different banks may quote somewhat different rates, depending upon the margin of profit they may prefer. It 
would, therefore, make a better business sense to make enquiries about the rates (buying or selling rates, as 
and when required) so as to take a decision to transact with the bank, which gives you the best possible rates.

Bid-Ask Spread
The banks quote different rates for sale and purchase of foreign currencies. This is known as the bid-ask price. 
The buying rate is known as the ‘bid’ rate price and the selling rate is known as the ‘ask’ price. And, the difference 
between these two rates is referred to as the spread or margin of profit for the bank, or for any other foreign 
exchange operator/dealer. The bid-ask spread is the cost of the transaction in the foreign exchange market. 
The bid-ask spread, however, depends upon the breadth and depth of the market for the specific currency and 
its volatility, too. The bid-ask spread can be computed as has been shown hereunder:

   Bid ask spread = 
Ask Rate (less) Bid Rate

Ask Rate

Forward Exchange Rates
As against the spot exchange rates, forward exchange rates relate to the transactions wherein the desired 
currency is required to be delivered, not immediately (that is, within two business days), but at a future date 
say, after 30 days, 60 days, 90 days or 180 days, as the case may be. Such forward rates, for different periods, 
but for only a few foreign currencies, are quoted in the foreign exchange markets.

Forward Premium or Discount
A forward rate of a currency can be quoted at a premium or at a discount, depending upon the expected upward 
or downward movement of the currency in question. Thus, while for a hard currency, like the US dollar or 
pound sterling, the forward rate may usually be quoted at a premium; for a softer currency, however, it may be 
available at a discount. The forward rates, both at a premium or discount, are quoted by way of an annualised 
percentage difference, as compared to the spot rate. Let us take an example.

Illustrative Example
Let US$ and INR spot exchange rate be US$ 0.025063/INR. Further, presume that, a six-month forward rate 
is at a premium, at US$0.024390/INR. It is said to be available at a premium because, the forward rate of 
dollar is lower than the spot rate. That is, in the case of delivery after six months, we will get a lesser amount 
in dollar, as compared to the spot purchase.

Calculation of Forward Rates
The annualised forward premium or discount can be calculated for direct quote and indirect quote, as has been 
shown hereunder:

(Contd.)
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Direct Quote

    Forward premium = 
Spot Rate (less) Forward Rate

Forward Rate
×

360
Number of days forwardd

Thus, for a six month (180 days) forward, the annualised forward premium will be:

   0.025063 (less) 0 024390
0 024390

360
180

.
.







×  = 0.055 or 5.5 per cent.

This means that the forward US$ is available at a premium of 5.5 per cent, in exchange of the Indian rupee.

Indirect Quote
For an indirect quote, the forward discount can be calculated as follows:

    Forward Discount = 
Forward Rate (less) Spot Rate

Spot rate
360

No. of days
×

        = 0.055 = 5.5 per cent
This will mean that the forward Indian rupee is selling at a discount of 5.5 per cent, in relation to the US 

dollar. The forward contract terms, however, can be negotiated between the two involved parties, depending 
upon the currency in point, and its volume (amount), premium or discount, or such other related issues.

INTERNATIONAL PARITY RELATIONSHIPS

A foreign exchange market may be said to be efficient if it has the competence and capacity to imbibe and take 
into account all the relevant pieces of information, and the other related factors, almost instantaneously. The 
main factors and information that may have the bearings on the fluctuations and settlements of the foreign 
exchange rates are:
 • Rates of interest
 • Rates of inflation

It may be pertinent to mention here that the rate of inflation largely affects the rate of interest. It may be 
well supported by the fact that since the rate of inflation in India has taken an upward trend, the rates of 
interest (on both deposits and advances), have followed suit, too.

Further, when all such relevant information will be available, to a large number of operators in the foreign 
exchange market, with the minimal cost, coupled with the facility to take into account all these factors, to 
arrive at the resultant exchange rates of the various currencies, the element of uncertainty will dwindle down 
drastically, and hardly anything may be left to chances or speculation. Besides, the chances of disparity between 
exchange rates will be minimal, too. Further, the natural and logical fall out of such an environment will be 
that there will be hardly any opportunity or scope left for any speculative and arbitrage activities. Moreover, 
the exchange adjusted price of similar goods and assets will be equal in all the countries, the world over. Such 
economic behaviour is known as the ‘law of one price’. Under such economic environment, both the spot and 
forward exchange rates will be significantly affected by the current events taking place today, whereby one 
can foresee today, with almost certainly and complete accuracy. In an efficient foreign exchange market, the 
change in the interest differential get quickly reflected in both the spot and forward exchange rates. That is 
to say that, in an efficient foreign exchange market, the inflation rates, interest rates, and exchange rates, all 
these three, will have mutual relationships in equilibrium.

Thus, under such situations of equilibrium, the following four main international parity relationships may 
be present:
 (i) Interest Rate Parity (IRP)
 (ii) Purchasing Power Parity (PPP)
 (iii) Forward Rates and Future Spot Rates Parity
 (iv) International Fisher Effect (IFE)
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Interest Rate Parity (IRP)
Interest Rate Parity (IRP) represents the relationship between interest rates and exchange rates of the 
two involved countries. That is to say that, the currency of a high-interest-rate country will be at a forward 
premium, in comparison to the currency of a low-interest-rate country, and vice-versa. Thus, by way of a logical 
implication, it may be said that the exchange rate (both spot and forward rates) differential will be equal to 
the interest rate differential between the two countries. That is to say that, these two differentials of the rates 
of exchange and interest will mutually trade off each other. Accordingly, the transactions entered into in any 
of the two currencies, will be equally good, inasmuch as, none of the two currencies will have any interest 
advantage or disadvantage in the ultimate result. The point may be brought home more clearly with the help 
of an illustrative example.
Example 1: Let us presume that the interest payable on a one-year bond, issued in Indian rupee (INR) 
denomination in India, is at the rate of 14 per cent per annum, while a similar bond issued in France in French 
francs (FF) is issued at a lower interest rate of 9 per cent per annum. While the spot rate of French Francs (FF) 
is FF 0.1522/INR, the one year forward rate is FF 0.1455/INR.

Under the aforesaid circumstances, which of the two investments would prove to be better, that is, more 
gainful?
Solution:

We see that the INR is trading at a forward discount and, correspondingly, FF is trading at a forward 
premium in relation to INR.

Now, let us presume that we have invested 100 FF in France in the bonds with one year maturity. Thus, at 
the end of one year, we will get FF 100 + (FF 100 × 0.09)

     = FF 100 + FF 9 = FF 109
But now, let us see what will happen if we first get our FF 100 converted into Indian rupees (INR) and, in 

turn, we invest the proceeds in India in the one-year bond at an interest rate of 14 per cent per annum?
The FF 100, on conversion at the spot rate, will give us FF100/0.1522 = INR 657.03. By investing INR 657.03 

at 14 per cent for one year, we will finally get INR (657.03 × 1.14) = INR 749.014, on maturity.
We may, however, sell the INR forward and instantaneously get FF as computed hereunder:
    INR 749.014 × 0.1455 = FF 108.98
or say, FF 109.
Thus, we see that whether the investment of FF 100 is made in terms of INR or FF, in both the cases the 

resultant yield is almost the same. This is so because, what we gain by way of the interest rate differential, 
we lose on account of the exchange rate differential. This is exactly what we call interest rate parity, which 
represents the parity between the interest rates and the exchange rates.

To put the above example in simple terms, we may say that:
 (i) 1.14 ÷ 1.09 = 1.04587 or 1.046, and
 (ii) 0.1522 ÷ 0.1455 = 1.046

Thus, we see that both i. and ii. above are almost equal.
We may also say that:
Interest rate differential = Exchange rate (forward and spot) differential

i.e.     
( )1 + =r

r
F

D

F/D

F/D(1 + )
F
S

where:
  rF is the rate of interest in the foreign country (F),
  rD is the rate of interest in the domestic country (D),
      SF/D is the spot exchange rate between the two countries F and D; and
    FF/D is the forward rate between the two countries F and D.
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In view of what we have seen so far, we may very well conclude that the higher interest rate on a currency 
is offset by the forward discount rate, pertaining to that currency. Similarly, the lower interest rate gets offset 
by the forward premium rate applicable to that currency.

This is what we mean by the terms ‘Interest Rate Parity’.
Example 2: Let us now take yet another example.

In example number 1 above, let us take the one-year forward exchange rate at FF 0.1512, instead of FF 
0.1455. Thus, on the sale of INR 100 forward, we will get FF at INR 749.014 × 0.1512 = FF 113.251, instead of 
FF109 only, which we were getting in the earlier example number 1, where the forward exchange rate of FF 
was 0.1455 (instead of 0.1512, as has now been given in Example 2).

Thus, we see that, as per the exchange rate given in the Example 2, computed above, it is more profitable 
for us to invest in India, instead of in France.

We may adopt yet another business strategy gainfully. That is, we may first borrow FF, and thereafter get 
it converted into INR at the spot rate, and finally invest the proceeds in India.
Example 3: Let us presume that we have borrowed FF100 for one year, and have invested the amount in India. 
We will now see the various financial implications and ramifications of these deals.
Solution:
 (i) As we have borrowed FF 100 at 9 per cent for one year, we will be required to pay FF 109 after the 

oneyear period.
 (ii) But, on conversion of FF 109 into INR at the spot rate, we will receive FF 109 ÷ 0.1522 = INR 716.16294
 (iii) Now, we may invest INR 716.16294 in India at 14 per cent for one year. Thus, on the expiry of the one 

year period, we will get INR 716.16294 × 1.14 = INR 816.42575.
 (iv) Then, on the sale of INR 816.42575 at one year forward rate of FF 0.1512, we will surely receive, after 

one year, a sum of INR 816.42575 × 0.1512 = FF 123.44357.
 (v) We will now have to repay the debt of FF 100 + FF 9 (the amount of interest), i.e. FF 109 only. This way 

we will be left with a surplus (profit or gain) of FF 123.44357 (less) FF 109 = FF 14.44357.
This chain of transactions, in the technical jargon, is known as the ‘arbitrage profit’ which, in essence, 

is without any risk involved in the deal. The activity, as per the aforesaid financial strategy, is known as the 
‘arbitrage’ activity.

We will now enlist some of the main effects that may usually result from the arbitrage activity. These are:
 (i) The rate of interest in France will tend to go up, as the arbitrageurs will borrow more and more Francs.
 (ii) The spot rate of INR against FF will tend to appreciate as the arbitrageurs will demand more and more 

INR, in exchange of FF.
 (iii) The rate of interest in India will tend to fall as the arbitrageurs will be investing more and more INR in 

India.
 (iv) The forward rate of INR against FF will, in turn, tend to depreciate, as the arbitrageurs will sell INR 

against FF.
All such changes will take place on the basis of the simple economic principle of demand and supply, which 

stipulates that:
 (i) When the demand goes up, and the supply remains unchanged, the price will go up; and
 (ii) When the supply goes up, with the demand remaining the same, the price will go down,

When the fourfold processes, as discussed above, set in full swing, the possibility of making such arbitrage 
profit will go on dwindling down gradually, and will finally get eliminated, fast enough. Finally, equilibrium 
will get stabilized in terms of interest parity. That is, the differential of interest rate will become equal to the 
differential of the exchange rates.

We must also remember that the international capital markets, with unrestricted and fully free flow of 
funds from one country to another, coupled with the uniform taxation rules and negotiations, provide the most 
conducive environment for interest parity to work most smoothly, efficiently and effectively.
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Euro-currency markets are such international capital markets, with the minimal restrictions and controls. 
Accordingly, therein the rates of interest are determined purely by the market forces.

Purchasing Power Parity (PPP)
Purchasing Power Parity (PPP) signifies that the exchange rates between the currencies of the two countries 
are equal to the proportionate prices of goods and services in these countries. Further, the exchange rates must 
respond and adjust to the changes in the prices of the goods and services in the two countries. Further, as we 
know, the prices of the goods and services change with the changes in the inflation rates in the two countries. 
That is to say that, the expected inflation rate differential must be equal to the current spot rate and the 
expected spot rate differential.

That is, the inflation rate = current spot rate and expected spot rate differential. That is,

     
( )
( )
1
1

+
+

=i
i
F

D

F/D

F/D

E(S )
(S )

*

where:
  iD is the rate of inflation in country D,
  i F is the rate of inflation in country F,
     SF/D is the spot exchange rate between the contries D and F, and
    E (SF/D) is the expected spot exchange rate between the countries D and F, in the future.
Let us understand the concept of Purchasing Power Parity (PPP) with the help of some illustrative examples.

Example 1: Let us presume that the price of 10 grams of standard gold in France is FF 761. Thus, on the principle 
of PPP, it should cost just as much INR as is equal to FF 761 only.

Now, suppose it costs INR 5,000 per 10 grams in India. Thus, for the prices to be equal, the present spot 
exchange rate between FF and INR should be:

[We have presumed that the present spot exchange rate is INR = FF 0.1522].

      FF 761/INR 5000 = 
FF 0.1522

INR

   Alternatively speaking, 
FF 761

FF 0.1522
 = INR 5,000

This is known as the PPP, in absolute terms.
Now, let us presume that the inflation rate in India is expected to be 8 per cent, while in France it is expected 

to be only 5 per cent. Thus, the price of 10 grams of standard gold in France is expected go up by 5 per cent, i.e. 
761 + (761 × 0.05) = 761 + (38.05) = 799.05 or say, FF 799. But then, the inflation rate in India at 8 per cent is 
higher by 3 per cent, as compared to in France at 5 per cent. Thus, in India, the price of 10 grams of standard 
gold will go up by 8 per cent, i.e. from ` 5,000 to [` 5,000 + (5,000 × 0.08)] = ` 5,000 + 400 = INR 5,400.

Now, how to arrive at the PPP?
We see that the proportionate inflation rates in India and France are:
   (1.08 ÷ 1.05) – 1 = 0.02857, or say, 2.857 per cent.
Thus, by taking into account, the differential percentage in the inflation rate, the spot exchange rate of FF 

in terms of INR will be:
    FF/INR = 0.1522 ÷ (1.02857) = 0.14797, or say, 0.1479

* The Purchasing Power Parity (PPP) condition can alternatively be written as follows:

( )
( )
1
1

+
+

=i
i
D

F

D/F

D/F

E(S )
(S )
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FF 0.1479/INR
Thus,   INR 5,400 × 0.1479 = FF 798.66

Or     = FF 799 (approximately).
This is known as the Purchasing Power Parity (PPP).

Example 2. Let us take another example. The inflation rates in Thailand and South Korea are 5 and 7 per cent, 
respectively. If the current spot exchange rate is Won 18.50/Baht, what should be the exchange rate of these 
two currencies after one year, based on the principle of PPP, and by taking into account the rates of inflations 
in these two countries?

Solution

      1.05
1.07 Baht

= 18 5.

Now, by cross multiplication we get
      (Baht) (1.05) = (18.5) (1.07)

or      Baht = 
18 50 1 07

1 05
19 795

1 05
. .

.
.
.

× = = 18.85.

That is, the spot exchange rate of these two currencies, after one year, will be Won/18.85Baht.

Expectation Theory and Forward Exchange Rates
Let us presume that an Indian exporter is expecting to receive the payment in US dollars some time at a future 
date. Such exporter has the following two alternative strategies available to him:
 (i) He may wait till such time that he actually receives the payment in the US dollars, and only thereafter 

he gets the dollars converted into INR. But then, in such a case, he runs the risk of facing some adverse 
fluctuations in the exchange rates of these two currencies. That is, the dollar may depreciate in relation 
to INR. Thus, he may get lesser amount in INR.

 (ii) Alternatively, he may enter into a forward sale transaction, and get the expected dollars exchanged today 
itself, at a specific agreed future (forward) price (exchange rate). This way, he may avoid the inherent 
risk involved in the event of the possible fall in the value of the US dollars.

Similarly, an Indian importer, who is required to make the payment in the US dollar at some future date, 
may also have the two options, as aforesaid.

But, with one difference, in that the importer has to enter into a transaction pertaining to forward purchase, 
instead of forward sale, of the US dollar, so as to avoid the imminent risk involved in the possible appreciation 
in the value of the US dollars. Because, in such an event, without covering the risk of possible appreciation of 
the US dollar, he may have to pay much more US dollars, and thereby stand a loser.

Thus, if the number of both such exporters and importers are sufficiently large, the forward exchange 
rate of US dollars, in relation to INR, will be very close to the expected future spot rate. This is known as the 
‘expectation theory of exchange rates’.

Generally speaking, when the forward exchange rate of any currency happens to be higher than the 
expectations and predictions of the participants in the foreign exchange market, in regard to the future spot rate, 
they will tend to sell the foreign currency forward. This strategy, based on the principle of demand and supply, 
tend to cause a fall in the forward rate, until it comes to the level of the expected future spot rate. Similarly, in 
the event of the forward rate being lower than the expected future spot rate, those parties, participating in the 
foreign exchange market, will tend to buy the foreign currency forward, whereby, the forward rate will tend to 
rise, till it reaches the level of the expected future spot rate.

We may, thus, say that the expectation theory of forward exchange rate postulates that the forward exchange 
rate provides the best unbiased forecast of the expected future spot rate. In other worlds, it means that the 
differential of the forward exchange rate and the current rate must be equal to the differential of the expected 
spot rate and the current spot rate. Thus:
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Forward and Current spot rates differential = Expected and Current spot rates differential.
That is:

     
fD/F

D/F

D/F

D/FS
E(S )

S
= *1

where:
E (SD/F) is the expected future exchange rate (unit of domestic currency per unit of foreign currency) and fD/F 

is the forward rate. To put it in simple terms, the forward rate must be equal to the expected future spot rate. 
Thus:

     Forward Rate = Expected future spot rate. That is, fD/F = E (SD/F).
But, in practice, the expectation theory of exchange rate does not work exactly in the expected and stipulated 

manner, but only on an average basis. This is so, because, the actual future spot rates have been found to differ 
from the forward rates of the earlier periods. Thus, it is rather difficult to actually and precisely predict the 
exchange rate. But then, all said and done, the forward rate seems to be the best possible forecast measure and 
mechanism to foresee the expected future spot rates.

International Fisher Effect
As we know, the nominal rate of interest is made up of the combination of the real rate of interest and the 
expected rate of inflation. Accordingly, the nominal rate of interest also changes, corresponding to the expected 
change in the rate of inflation. Thus, the nominal rate of interest will be higher when the expected inflation 
rate is expected to be higher. Similarly, it will be lower when the expected inflation rate is expected to be lower. 
This is known as the Fisher Effect.

That is why, when the rate of inflation in India had slipped down from two digits to just one digit, and had 
been hovering around as low as 2 to 3 per cent in the recent past, for most of the time, the rate of interest in 
the Indian market had been showing a gradual and steady declining trend, both in the rates of interest on 
lending, as also, correspondingly, in the rates of interest on deposits.*2

The Fisher Effect may be represented in the following terms:
 (1 + nominal interest rate) = (1 + real interest rate) (1 + inflation rate)

or       (1 + rn) = (1 + rr) (1 + i) or [(1 + rr) (1) + (1 + rr) (i)]
or       (1 + rn) = 1 + rr + i + [rr × i]
or          rn = rr + i + rri (by subtracting 1 from both sides)
where:

  rn is the nominal rate of interest
   rr is the real rate of interest, and
    i is the rate of inflation.
It may, however, be observed that, in the above equation, representing the nominal rate of interest (rn) 

also includes a cross product term (rr i). In practice, however, this term is ignored. Thus, in simple term, the 
equation will be:

     rn = ( rr + i) [ignoring rri]

*1 The formula can also be alternatively put as follows:

fF/D

F/D

D/F

F/DS
E(S )

S
=

*2  But, for the week ended 6, June, 2009, the wholesale-price-based rate of inflation had turned into negative at (–) 1.61 per 
cent, for the first time in more than three decades, as against 11.66 per cent in the corresponding period last year. Further, 
it was 0.13 per cent in the previous week. However, despite the fact that the inflation rate is in the negative (at – 1.61 per 
cent), the retail market price of food grains and other essential commodities are still on the rise, or are, at least, not showing 
any corresponding declining trend. This is so because, the inflation rate index reflects the wholesale-price-based rate of 
inflation, and further, it assigns only 22 weightage to food grains and other essential commodities.
(Source: Business Standard dated 19, June, 2009).
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Thus, the International Fisher Effect stipulates that the nominal interest rate differential must be equal to 
the expected inflation rate differential in the two countries.

Thus, Nominal interest differential = Expected inflation rate differential.

or     
( )
( )
1
1

+
+

=r
r

E(1 + i )
E(1 + i )

h

o

h

o

Where io = rate of inflation in France (Other country) in nominal terms
  ih = rate of inflation in India. (Home country) in nominal terms
  E = Expected
Let us now take an illustrative example.

Example 3: Suppose that in France the interest rate is 11 per cent and the expected inflation rate is 5 per cent. 
In India, however, the interest rate is 9 per cent. Compute the expected inflation rate in India, presuming that 
the purchasing power parity holds good.

Solution
The inflation rate in India will be: 3.1 per cent.
The detailed calculation is as follows:

   1 11
1 09

1 05
1 1

.

.
.=
+ i

 (where iI = Inflation rate in India).

or [by cross multification] (1 + iI) (1.11) = (1.09) (1.05)

or     1 + iI = 
( . ) ( . )

.
1 09 1 05

1 11

or     1 + iI = 1.031
∴         iI = 1.031 – 1
         = 0.031 or 3.1 per cent.
We many verify the above result (1.031) in the following manner:

i.e.       
1 11
1 09

.

.






 = 1.018, and also

         1 05
1 031

.
.






 = 1.018.

Let us now examine as to how does the mechanism operate?
If the real rate of return is higher in the country ‘A’, as against the other country ‘B’, the capital will start 

following from country B to country A. This will offer an opportunity for making some risk-free arbitrage profit.
Thus, the arbitrage activity will continue till the equilibrium is established in respect of the expected real 

returns in both the countries A and B. In such an event, in accordance with the Fisher Effect, the nominal rates 
of interest in both the countries A and B will adjust exactly for the change in the inflation rates.

The international Fisher Effect, in essence, implies that the expected future spot rate of a currency, with a 
higher rate of interest, will tend to fall in value in the long run. Correspondingly, the expected future spot rate 
of a currency with a lower rate of interest will tend to rise in value in the long run. Thus, the differential of the 
nominal rates of interest between the two countries should provide an objective and reasonable forecast of the 
future change in the spot rate. That is,
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Further, as the forward rate is an objective predictor of the future spot rate, the above equation gets converted 
into interest rate parity. That is, the International Fisher Effect follows from:



 INTERNATIONAL FINANCIAL MANAGEMENT 661

 (i) the interest rate parity,
 (ii) the purchasing power parity, and
 (iii) the expectation theory of forward exchange rate.

Thus, the formula is as follows:

    ( )
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Let us take an example.
Example 4: Let us presume that in Sweden the rate of interest is 5 per cent per annum, and the expected rate of 

inflation is 2 percent. The expected rate of inflation in France, however, is 6 per cent. The current spot exchange 

rate of SK (Swedish Krona) is SK1 = FF 1.063, or FF1 = SK 0.9407 
1

1 063
0 9407

.
.=




 Compute the following:

 (i) spot rate expected in one year, and
 (ii) one year forward rate.

As per the International Fisher Effect, the interest rate differential must be equal to the inflation rate 
differential. Further, the interest rate differential provides a forecast of the expected future spot rate. If the 
expectation theory is presumed to be holding good, the forward rate should be equal to the expected future 
spot rate.

Thus:
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Thus:
 (i) The interest rate on French Franc (FF) is 9.1 per cent,
 (ii) The expected future spot rate and the forward rate are:

* Accordingly, the alternative formula will be as follows:
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 1.05
1 + rF

 has been shown in the second line as 
1.05
1.091

 That is, 1 + rF has been taken as equal to 1.091. How?

 As per International Fisher Effect 
1.05

1 + Fr
 should be equal to 

1 02
1 06

.

.
, or

1.05
1 + Fr

 should be equal to 
0 9623

1
.

, or 1 + rF (0.9623) 
= 1.05

 Therefore, 1 + rF = 
1 05

0 9623
.

.
 = 1.0911.

 Similarly, by cross multiplication, of the second and third items in line one we get
 E(SS/F) (1.06) = (1.02) (0.9407)

 Therefore, E(SS/F) = 
1 02 0 9407
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. .
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.
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× =  = 0.9052. 
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 has been shown in the second line as 
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1 091

.
.

 That is, 1 + 

rf has been taken as equal to 1.091. How? As per International Fisher Effect 
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 [Here, 1.05 has been divided by 1.0911 (rounded off to four decimal degits instead of three)].
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   SK 0.9052/FF, or FF 1.1047/SK i e. .
.

1
0 9052







 = 1.1047.

i.e.    FF 1.1047/SK
or    SK 0.9052/FF

HEDGING OF FOREIGN EXCHANGE RISKS

All persons and companies, exporters or importers, who have to receive or make payments in some foreign 
currency, run the risk of foreign exchange fluctuations – upwards or downwards – and in the process, they stand 
to gain or lose, depending upon whether the fluctuations on the exchange rates of the specific currencies are 
favourable or unfavourable. If you were to take chances, it may amount to speculative activities, which most 
of the business units may prefer to avoid. They would, instead, opt for adopting some measures/strategies so 
as to cover the risk of exchange rate fluctuations, of course, by paying a price for hedging (covering) the risk.

There are the following three different mechanisms available to cover (hedge) the foreign exchange risks:
 (i) Forward contract,
 (ii) Foreign currency option, and
 (iii) Money market operations.

The hedging techniques at numbers (ii) and (iii) above, however, are not available to the companies in most 
of the countries, and especially so in the developing countries, India being one of them. But the mechanism 
of forward contract is rather freely available to a large number of companies in a majority of the countries, 
whereby they can cover their risks arising out of their foreign exchange exposure.

Forward Contract
While entering into a forward contract, the company may enter into a contract with a bank to buy the required 
foreign currency in the required quantity (amount) forward, at a pre-agreed exchange rate, which, of course, 
will be suitably higher, so as to take into account the elements of risks, coupled with the amount of interest 
for the period involved.

Suppose that the Reliance Industries Limited (RIL) has to purchase some plants and machinery from France 
worth Rs 1 crore, and is required to make the payment after six months, when the machines are expected to 
arrive in India. Thus, the RIL would prefer to enter into a forward contract with a bank for INR 1 crore, at six 
months forward rate of INR 6.77/FF. That means that RIL would get FF at the aforesaid forward exchange 
rate six months hence, irrespective of the actual prevailing exchange rate at the material time. This way, the 
executives and managers of RIL will be able to concentrate on their key business activities, without bothering 
about the rise and fall of the exchange rate of FF, favourably or unfavourably.

The cost of forward contract is the difference between the forward rate and the expected spot rate (not the 
current spot rate) available at the time, when the actual cash payment or receipt takes place.

Thus, the one-year forward contract is:
Cost of forward contract (annualised). For direct quote (i.e. unit of foreign currency per unit of domestic 

currency), the formula is
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For indirect quote (i.e. unit of domestic currency per unit of foreign currency), accordingly, is as follows:
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Foreign Currency Option
Foreign currency option is the right [although not an obligation) to buy or sell a foreign currency at a mutually 
agreed rate of exchange (known as the exercise price)] on or before a mutually agreed period of maturity. The 
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right to buy is called the ‘call option’, and the right of sell is called the ‘put option’. The essential part of such 
an agreement is that the foreign currency holder has the option, rested with him or her alone, either to enforce 
the agreement or not, as per his or her own choice, depending upon whether it is going to be advantageous to 
him or her.

Suppose that Larsen & Toubro (L&T) wants to purchase a six month put option on Indian rupee for purchase 
of some machinery from France, and has to make the payment in French Francs (FF). Let us presume that the 
put option exercise rate is INR 6.70 per FF. As in the instant case, two currencies viz. INR and FF are involved, 
the put option on INR can as well be called a ‘call option’ on FF. But then, in such a deal the foreign currency 
option holder is required to pay a premium for purchasing the option. Thus, if it is 5 per cent of the value of 
the put option, it will come to INR 6.70 × 0.05 = 0.335. Accordingly, the final cost of FF, under this deal, will 
be INR 6.70 + 0.335 = INR 7.035.

Now, let us presume that at the end of the six-month period, the exchange rate stands at INR 6.80/FF. 
Under such circumstance, the L & T will prefer to exercise its put option inasmuch as, in that case, it will 
get one FF for INR 6.70 only (this being the exercise price) as against the current exchange rate of INR 6.80. 
But then, if the INR were to appreciate in the mean time and, at the end of the six-month period, it stands at 
INR 6.35/FF, it will mean far more beneficial for the L & T not to exercise its option, inasmuch as in the open 
market it can get one FF for INR 6.35 only, as against the INR 6.70, being the exercise price. But then, the 
options premium at 5 per cent has already been paid. Therefore, the actual (final) cost of FF in this case will 
be INR 6.35 + INR 0.335 = INR 6.685. By applying the formula for calculating the cost of forward contract, on 
an annualised basis, we get
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= × =  = 0.0294, or 2.94 per cent.

To sum up, we may say that, under the foreign currency option transaction, the only cost is the amount of 
the option premium that is payable by the company, to be able to exercise the put option or call option, at its 
own choice, depending upon which step or strategy is going to prove beneficial to it. That is, you can avoid any 
possible loss, due to depreciation of your home currency, by exercising the option and, by the same logic, you 
may stand to gain, if the home currency appreciates, by preferring not to exercise the option.

Money Market Operations
Money market operation is yet another hedging technique. Under such transactions, the L & T may borrow FF 
100 now, and get it converted into INR at the current exchange rate, and thereafter invest the proceeds in the 
Indian money market for a period of six months. Thus, if the interest rate parity were to hold good, the difference 
in the forward rate and the spot rate will reflect the differences in the interest rates in the two countries, viz. 
France and India. Thus, L & T will be able to hedge against any possible change in the exchange rate.

But then, the main problem with the money market alternative is that all the markets are not open all the 
time, and that all the currencies are not fully convertible, either. And, as a matter of fact, the Indian rupee, 
as of now, is not fully convertible, and accordingly, these are restrictions on the free flow of INR out of India.

RAISING FOREIGN CURRENCY FINANCE

The following major sources of foreign currency finance are available to the Indian companies
 (i) Foreign currency term loans from financial institutions
 (ii) Export credit schemes
 (iii) External commercial borrowings
 (iv) Euro currency loan
 (v) Issues in foreign domestic markets.

Now, let us discuss all these five sources of foreign currency finance, one after the other.
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Foreign Currency Term Loans from Financial Institutions
Foreign currency terms loans are given by the financial institutions, for meeting the requirements of foreign 
currency, mainly for the purpose of importing plants, machinery and equipments, as also for the payment of 
the fees for importing the technical know-how. The payments of the periodical instalments of the amounts of 
the principal and interest are required to be made in the respective foreign currency, or in the currencies of 
the loans. These, however, are required to be converted/translated into the Indian rupees at the prevailing 
exchange rates of the respective currencies.

Export Credit Schemes
With a view to financing the exports of capital goods and the related technical services, the governments of 
major industrially developed countries have established export credit agencies. These special agencies have 
laid down certain guidelines for supporting the exports, formulated with the consensus arrived at under a 
convention known as the ‘Berne Unioní’. Under the guidelines, the rate of interest chargeable for financing 
of export credits to the Indian companies, for different periods of maturity of the term loan, are also regulated.

The following two types of export credits are made available:
	 • Buyer’s credit
	 • Supplier’s credit
	 • Buyer’s Credit

When credit is provided directly to an Indian buyer company, for the purchase of capital goods and/or technical 
services, from the foreign exporter, it is known as the ‘Buyer’s Credit’.

The operation of such arrangement are detailed hereunder:
 (i) A contract is negotiated between the Indian buyer and the foreign seller (exporter).
 (ii) Thereafter, the Indian company formally applies to the foreign export credit agency of the exporter 

country, to avail of the buyer’s credit facility, along with the following relative details and particulars:
 (a) Types of goods and/or services required to be exported.
 (b) Approximate value of the contract.
 (c) Terms of payments.
 (d) Projected shipment schedule for the goods or provision of services, required to be exported.
 (e) Percentage of the total capital expenditure required to be financed, and so on.
 (iii) On appraisal of the project details, the export credit agency of the exporter country may approve and 

sanction the buyer’s credit facility.
 (iv) Finally, some legal loan documents, detailing the various terms and conditions of such buyer’s credit, 

are negotiated between the foreign exporter’s bank, the Indian borrower company, as also the Indian 
guarantor, if any.

  Supplier’s Credit: This credit facility, in essence, is an indirect credit facility, provided to the Indian buyer, 
not directly, but through the foreign exporter who, in turn, makes such credit available to the Indian 
buyer company by way of a medium term loan.

  The operations of the supplier’s credit are detailed hereunder:
 (i) The foreign exporter approaches his bank, as also the export credit agency, and informs them of the 

potential export order of an Indian buyer company, who also requires the medium term loan for the 
purpose.

 (ii) The export credit agency, thereupon, conveys its willingness to the bank concerned, that it is agreeable 
to provide the required credit facility.

 (iii) The terms and conditions of the required credit facility are incorporated in the relative legal 
documents,pertaining to the contract to be entered into between the overseas exporter and the Indian 
buyer.

 (iv) Finally, both the parties concerned execute such agreements, and the supplier’s credit is made 
available to the Indian buyer company.
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External Commercial Borrowings
Indian companies are allowed by the Government of India, to raise external commercial borrowings for the 
purpose of importing plant and machinery but, of course, under certain terms and conditions.

The scheme involves the following main steps and procedures:
 (i) The permission, for the purpose, has to be obtained from the Capital Goods Committee/Project Approval 

Board.
 (ii) An offer has to be obtained from the bank concerned.
 (iii) The approval of the Department of Economic Affairs (DEA), Union Ministry of Finance, has to be obtained.
 (iv) The detailed terms and conditions, to be incorporated in the relative legal agreement documents, are to 

be ascertained, and thereafter, the documents are to be executed by both the parties concerned.
 (v) The approval of the Reserve Bank of India (RBI) is also required to be obtained.
 (vi) The loan documents are required to be deposited with the DEA.
 (vii) Finally, the loan under the External Commercial Borrowing Scheme can now be drawn and availed of.

Euro-Currency Loan

 (i) What is Meant by the Term ‘Euro-Currency’? A deposit in the domestic currency in a bank outside its own 
country, i.e. outside the country of the currency involved, is known as the ‘Euro-currency’. For example, 
the deposit of US dollars outside the USA, say, in Germany, is known as a euro-dollar. Similarly, the 
deposit of the British pounds outside the UK, say, in Switzerland, is known as the europound. Similarly, 
where the Japanese yen will be deposited outside Japan, say, in Germany, it will be known as the euro-
yen.

 (ii) How does a Euro-currency Deposit Arise? This can be better explained with the help of an illustrative 
example. Suppose that a British oil company purchases oil from Iran and pays the amount in US dollars, 
by way of a cheque drawn on the City Bank. The Iranian company deposits this cheque in its account 
maintained with a German Bank in Germany.

  Thus, the amount in US dollars, deposited outside the USA (the country whose currency is the dollars), 
is known as the euro-dollar deposits. Further, the German bank can use this deposit for granting the 
euro-dollar loans. Such loan, in turn, is known as the ‘Euro-Currency Loan’.

Salient Features of Euro-Currency Loans

Syndication: Euro-currency loans are usually granted by way of a syndicated loan, wherein more than one creditor 
(usually the banks) participate jointly in the lending process, though only one single loan agreement is required 
to be executed. And, among the group of the banks, one leader is identified. Such leader bank is known as the 
lead bank who, in turn, represents the group (or syndicate) of the lending banks.

Syndication Charges The borrower is required to pay the syndication fee to the lead bank, which usually 
ranges from 0.5 per cent to 2 percent. This is a front-end payment. It comprises the management fee payable 
to the lead bank, the participation (syndication) fees payable to the other banks in the group, and the other 
related charges.

Floating Rate of Interest The interest on euro-currency loans is charged on a floating rate of interest basis, 
rising and falling with the stipulated rate linked to London Inter-Bank Offer Rate (LIBOR) or Singapore Inter-
Bank Offer Rate (SIBOR). The spread over the LIBOR or SIBOR rate depends upon the credit-worthiness of 
the borrowers concerned, as also on the volume of loan involved.

For example, way back in the year 1982, the Air India International had obtained an euro-dollar loan for 
US$ 88 million at an interest rate of 3/8 per cent above the LIBOR.

Further, while the rate of interest is determined at the beginning of each interest period, the interest becomes 
payable only at the end of the respective period.

Period of Interest: Depending upon the preference of the borrower concerned, the period of interest may be 
fixed at the duration of three, six, nine or even twelve months.
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Option of Foreign Currency Usually, the borrowers are allowed multi-currency options of their own choice. 
This way, they are able to dominate and determine the rate of interest, and the principal amount of the loan 
in the currency opted for. Further, the borrowers can exercise such options at the end of each interest period.

Re-payment and Pre-payment of the Loan The euro-currency loans are usually granted by way of term loans, 
and are made payable, usually in equal instalments, spread over a period of time, as agreed upon between the 
bank and the borrower. The borrower is also allowed to prepay the loan (that is, to repay the loan even prior to 
the due date), but, only after giving due notice to the lead bank to this effect. But, such prepayments are usually 
allowed at some stipulated premium. At the same time, even the lender banks reserve the right to recall the 
outstandings on the loan well before the due date, under certain circumstances.

In the recent years, however, the Government of India has stipulated certain restrictions, like the systems 
of queue and quota. That is, the government controls the access to the syndicate loan market by means of a 
queue system, and that, too, within the overall annual ceiling of total borrowings, as specified. Further, the 
borrowings of maturities of less than three years are rather out of question. But then, some sectors, like the 
power projects, are given preference over the other projects, in the matters of raising such loans.

Issues in Foreign Domestic Markets With the initiation of the economic reforms and liberalization in India 
in early 1990s, the Indian companies began to explore the foreign markets for raising external funds from the 
sources other than the syndicated euro-currency loans, referred to earlier. Such alternative avenues comprise 
foreign currency bonds and euro-equities, which together are known as ‘Euro-issues’.

The two main mechanisms for the purpose, as used by the Indian companies, are:
	 • Depository Receipt mechanism, and
	 • Euro-convertible issues

The depository receipts mechanism represents the indirect equity investments, while the euro-convertible 
issues represent the debt, with an option to get it converted into equity shares.

Under the depository receipt mechanism, the company issues the shares, which are held by a depository, 
usually a large international bank. Such bank receives the dividends on the shares as also the various reports 
etc. and it issues the claims against these shares. Such claims are referred to as the ‘Depository Receipts’, and 
each such receipt represents the claim on a specified number of shares. Such shares are known as the ‘Depository 
Shares’. These depository receipts are issued in the denominations of a convertible currency – usually in US 
dollars. Such depository receipts may be listed, quoted and traded, on major stock exchanges, or even in the over 
the counter (OTC) market. The companies, issuing such documents, pay the dividends in the home currency 
which, in turn, may be converted by the depository concerned into the US dollars, and may be disbursed to 
the respective holders of the depository receipts. This arrangement enables the issuing company to avoid the 
payment of listing fees, as also the requirements of onerous disclosures and reporting that go therewith. These, 
however, would have been obligatory, on the part of the issuing company, if it would have preferred to get its 
shares directly listed on the respective stock exchange(s).

This mechanism was first got initiated in the US and, therefore, the receipts so issued were referred to as the 
American Depository Receipts (ADRs). But, in the later years, the other forms of such mechanism also emerged, 
like the European Depository Receipts (EDRs) and Global Depository Receipts (GDRs). Such mechanism could 
be used for raising funds from multiple markets, but with one single instrument. The holders of such depository 
receipts could get these converted into the underlying shares by surrendering the receipts to the depository 
concerned. It may, however, be noted here that, in the cases of the GDRs, issued by the Indian companies, the 
reverse conversion (that is, from shares to the GDRs) are not permissible.

While planning to issue the GDRs, the company is required to obtain the approval from the Union Ministry of 
Finance, as also from the foreign investment promotion board (FIPB). This is so, inasmuch as, the GDR issues 
are considered to be in the nature of foreign direct investment (FDI). Besides, the government also issues the 
necessary

regulatory guidelines, from time to time, in regard to the GDR issues. Such guidelines provide:
 (i) Certain stipulated criteria that a potential issuer company must satisfy,
 (ii) The permissible uses of the funds so raised, and
 (iii) The manner in which the funds are to be invested and deployed till the issuing company is ready to use 

them for the desired purpose.



 INTERNATIONAL FINANCIAL MANAGEMENT 667

Further, in such cases, the custodian has to be necessarily an Indian institution. Besides, the prevailing 
provisions, pertaining to the capital gains tax (both in respect of short-term and long-term capital gains, as the 
case may be) will be applicable.

It has been reported that, during the period May, 1992 to July, 1994, more than thirty companies had been 
able to raise about $ 3 billion through the GDR mechanism alone.

Some Indian companies have adopted the bond issue route, too, and in most of such cases, the issues had been 
by way of euro-convertible issues. Initially, some of the Indian companies have been able to raise substantial 
funds from the route. But then, of late, the government has become rather cautious in allowing such route of 
raising the foreign debts, in view of the fact that there is already a substantially large volume of outstandings in 
the external debt. This is so because, the government regards the convertible debt as a pure debt, till the stage 
it is got converted into equity. By way of further safeguard, usually the borrowings are not allowed for a period 
of maturity less than three years. But, the power projects, and such other priority areas for the infrastructure 
development, are being given preference. But then, most of the experts feel that, under the prevailing market 
conditions, the foreign investors may prefer the Indian debt issues to the equity issues.

EXPORT FINANCING

Export financing [also known as the pre-shipment finance (or the packing credit) and post-shipment finance] 
are, by and large, in the nature of short-term financing (like the working capital financing), but only and 
exclusively for the purposes of exports, as against the sale in the domestic market. Accordingly, this topic has 
been discussed, in detail, in chapter 20, in Part Five, on short-term financing.

EXHIBIT 31.1
INTERNATIONAL CAPITAL INVESTMENT ANALYSIS

The basic principles, as applicable to the domestic capital investment decisions, are generally applicable in the 
cases of international capital investment decisions also. For example:
 (i) The incremental cash flow of the investment is required to be discounted at the opportunity cost of capital, 

commensurate with the risk of investment.
 (ii) The investment is to be accepted, and gone ahead with, only if the net present value (NPV) comes out to 

be positive.
 (iii) However, because of the very fact that, in the case of the international capital investments (like in the 

international projects), the cash flows are earned in the foreign currency, this primary distinguishing 
feature and factor, and their farreaching ramifications, must be carefully considered and accounted for, in 
the cases of international project appraisals and international capital investment exercise and decisions.

 SUMMARY
The basic principles of financial management are one and the same, in both national (domestic) and 
international companies (including multinational companies), except that here the operations are in 
different foreign countries, involving the following additional risk factors:

 (i) Foreign exchange rates, pertaining to different currencies;
 (ii) Variations in the interest rates and inflation rates, in different countries;
 (iii) Different tax rates and tax laws;
 (iv) Different and complex accounting methods, and restrictions on free financial flows
 (v) The extent and rigour of interventions of the governments of different countries.

World Monetary System
In 1971, US dollar was de-linked from gold. Accordingly, the system of fixed exchange rate, with the 
control and corrective mechanism of devaluations and revaluations, came to a close, and was replaced by 



 668 FINANCIAL MANAGEMENT: THEORY AND PRACTICE

the system of floating exchange rates, whereby the relative prices of different currencies were left to be 
determined by the market forces of demand and supply, without the intervention of any authority. But often, 
the governments continue to influence and control the movement of their own currency, either by way of 
a direct intervention in the exchange market, or else, through a mix of fiscal and monetary policies. Such 
float, therefore, is referred to as a ‘managed float’ or a ‘dirty float’. The exchange rate mechanism in India 
is evolving towards a flexible and less rigid regime of exchange control and current account convertibility.

Salient Features of Foreign Exchange Market in India
 (i) The RBI, banks, and business undertakings are the major players.
 (ii) It is a controlled market – controlled and regulated by the RBI.
 (iii) Speculative trade or activity is prohibited. Only a need-based approach is allowed, that is, to cover 

the foreign exchange transactions and exposures that may arise out of the merchant (export/import) 
transactions, or by way of borrowings in a foreign currency.

 (iv) Banks are allowed to have a net over-bought or over-sold position in foreign currency, but well within 
the stipulated range and extent.

Foreign Exchange Markets and Rates
In a foreign exchange market, the currency of one specific country is exchanged with the currency of another 
specific country. In an inter-bank market and a wholesale market, major banks of the world enter into 
trades and transactions in different currencies. The arbitrageurs prefer to book some profits, on a no-risk 
basis, by taking advantage of the differences in the exchange rates amongst the currencies of different 
countries. But speculators operate solely to book some profit by speculating that the international value 
of some foreign currency may rise or fall, and accordingly, they enter into purchase or sale transactions, to 
be finally rounded off and settled. Such speculative transactions are like persons/stockbrokers operating 
in the stock exchanges, purely on high speculative risks.
Foreign exchange rate is the price, at which one currency is quoted in terms of another currency. Such 
rates could be quoted in two ways: ‘Direct Quote’, and ‘Indirect Quote’.
If the Indian rupee is quoted per US dollar, it is known as the direct quote. If the US dollar is quoted per 
Indian rupee, it is known as an indirect quote. A ‘cross rate’ is the exchange rate between the currencies 
of two countries, which are not quoted directly in terms of each other, but are, instead, quoted in terms 
of one common currency, because the currencies of several countries are not freely traded in the foreign 
exchange market.
Spot exchange rate is the rate, at which a foreign currency can be bought or sold, on the condition of 
making an immediate delivery, which means delivery within two business days, after the deal is finalised.
Bid-Ask Spread: The banks quote different rates for sale and purchase of foreign currencies. This is known 
as the bid-ask price. The buying rate is known as the ‘bid’ rate price, and the selling rate is known as 
the ‘ask’ price. Difference between these two rates is the spread or margin of profit.

Thus, Bid-Ask Spread = Ask Rate (less) Bid Rate
Ask Rate

Forward exchange rates relate to the transactions, wherein the desired currency is required to be 
delivered, not immediately, but at a future date, say, after 30 days, 60 days, 90 days or 180 days. Such 
forward rates, for different periods, but for only a few foreign currencies, are quoted in the foreign exchange 
markets. Forward rates are quoted at a premium or discount (by way of an annualised percentage 
difference, as compared to the spot rate), depending upon the expected upward or downward movement 
of the currency in question.
In Direct Quote:

Forward premium = 
Spot Rate (less) Forward Rate

Forward Rate Number of days forwar
× 360

dd
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In Indirect quote:

Forward Discount = 
Forward Rate (less) Spot Rate

Spot Rate Number of days forward
× 360

Forward contract terms can be negotiated between two involved parties, based on currency in point, its 
volume (amount), premium or discount, or such other related issues.

Please refer to the text for the following:
 1. (a) Interest Rate Parity,
 (b) Purchasing Power Parity,
 (c) Forward Rates, and Future Spot Rates Parity,
 (d) International Fisher Effect.
 2. (a) Forward Contract,
 (b) Foreign Currency Option,
 (c) Money Market Operations.
 3. Raising Foreign Currency Finance.
 4. Export Financing (vide Essence of Chapter 20 at a Glance).

 REVIEW QUESTIONS
 1. Discuss the various forces, mainly responsible for bringing in the rapid and significant changes in the area of 

international financial management.
 2. What is the current system of floating exchange rates? Explain.
 3. ‘The current exchange rate regime of the Indian rupee has gradually evolved over a period of time.’ Explain.
 4. Discuss the salient features of the Indian foreign exchange market.
 5. ‘The financial management of a domestic company differs from that of an international company on different 

factors and parameters’. Discuss.
 6. Distinguish between the spot exchange rate, and the forward exchange rate, by citing suitable illustrative 

examples.
 7. How are the forward premium and discount calculated? Elucidate, with the help of illustrative examples.
 8. The exchange rates of the currencies of two countries A and B are regularly quoted in the foreign exchange 

market. But the exchange rate of a third country C is quoted only in respect of the currency of the country B. 
How would you calculate the exchange rate of the currency of the country C in respect of that of the country 
A? Explain, with the help of an illustrative example.

 9. Briefly explain each of the following international parity conditions:
 (i) Interest rate parity,
 (ii) Purchasing power parity,
 (iii) Forward rates and future spot rates parity
 (iv) International Fisher effect.
 10. What do you mean by the term ‘Interest Rate Parity’? Explain the mechanism of its working, by citing illustrative 

examples.
 11. Discuss, in brief, the salient features and mechanism of the Fisher Effect. How can the principle of the Fisher 

Effect be applied in the international financial management?
 12. ‘Forward rate must be the possible and objective forecast of an expected future spot rate’. Do you agree? Give 

reasons for your answer.
 13. ‘The International Fisher Effect reflects the interest rate parity, purchasing power parity, and the expectation 

theory of forward rates.’ Do you agree? Give reasons for your answer, with the help of some illustrative examples.
 14. Explain, with the help of some illustrative examples, the various foreign exchange risks. What are the 

ramifications, if the exchange rates are (i) fully covered, (ii) partly covered, and (iii) fully uncovered?
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 15. What do you mean by the term ‘Forward Cover’? In what ways does it cover the foreign exchange risks?
 16. In what way does the “foreign exchange option” technique cover the foreign exchange risks? Explain the pros 

and cons of such hedging strategy.
 17. ‘Money market operations provide sufficient cover against the foreign exchange risks’. Do you agree? Give 

reasons for your answer, with the help of an illustrative example, elucidating its operation mechanism.
 18. In what various ways are the international capital investment decisions similar and/or different from the 

domestic capital investment decisions?
 19. There are various sources and methods of financing international operations and investments. Explain any 

three of them, by bringing out the salient features connected with each of them.
 20. What do you understand by the term ‘Euro-Currency Market’? Explain.
 21. Distinguish between the Euro-Currency loans and Euro-bonds.
 22. Distinguish between the Global Depository Receipt (GDR) and the American Depository Receipt (ADR).
 23. Explain the operation of the Depository Receipt method of raising funds.

 SOLVED PROBLEMS

Problem 1
The spot rate of the US dollar is ̀  48.00/USD and the four-month forward rate is ̀  49.00/USD. What is the annualized 
premium?

Solution 1
The annualised premium is:

   
Forward Rate Spot Rate

Spot Rate Forward contract period in mont
− × 12

hhs

     49 00 48 00
48

12
4

. ( ) .− ×  = 0.0625 or 6.25 per cent.

Problem 2
The 90-day interest rate is 2 per cent in the US and 1.75 per cent in the UK, and the current spot exchange rate is 
$1.6/£. What will be the 90-day forward rate?

Solution 2

     Forward rate
Spot rate

=
1 + Domestic interest rate
1 + Foreign interestt rate

    Forwar rate (F)
$1.6

or
F

$1.6
= +

+
=1 0 2

1 0 175
1 02

1 0175
.

.
.

.

∴          F =  
1 02 1 6

1 075
. $ .

.
×

 = $ 1.6039.

Problem 3
The current spot rate of INR for the US dollar is ` 50. The expected inflation rate is 7 per cent in India, and 3 per 
cent in the US. What should be the expected spot rate of the US dollar after one year?

Solution 3

     Expected spot rate after one year
Current spot rate

1 + expected infl= aation rate in home country
1 + expected inflation rate in foreign counntry
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or     
Expected spot after one year

50`
 = 

1 0 07
1 0 03

1 07
1 03

+
+

=.
.

.

.
or

E(US Dollar)
50`

Accordingly, the expected spot rate of the US dollar after one year = EQUATION = 51.9417.

Problem 4
The nominal interest rate for one year in the US is 6 per cent per annum, and in India it is 11 per cent per annum. 
The current spot rate is ` 48. What should be the expected spot rate after one year?

Solution 4

Thus,        
Expected spot rate

48
= +

+
=1 0 11

1 0 06
1 11
1 06

.

.
.
.

  Accordingly, the expected spot rate = 
48 1 11

1 06
× .
.

 = ` 50.26.

Problem 5
The rate of interest on a one-year loan in India is 15 per cent, and the expected rate of inflation is 7 per cent. The 
expected rate of inflation in Thailand, however, is 9 per cent. Calculate the rate of interest on a one-year loan in 
Thailand.

Solution 5
The differences in the rates of interest should be equal to the expected rates of inflation.
  That is, by inserting the relative values in the following formula: 

     
E(1 +

E(1 +
D

F

i

i
r
r

p

p

)

)
= +

+
1
1

, we get 
1 07
1 09

1 15
1

.

.
.=
+ rT

  or, by cross multiplication, we get:

  (1 + rF) (1.07) = (1.15) (1.09) or 1 + rF = 
( . ) ( . )

.
1 15 1 09

1 07

or          rF = 
( . ) ( . )

.
1 15 1 09

1 07
(–) 1

        = 
1 2535
1 07
.

.
 (–) 1

        = 1.1715 (–) 1 = 0.1715 or 17.15 per cent

Problem 6
The current spot rate between the US dollar and the Indian rupees is US$ 48.00/INR and the one-year forward rate is 
US$ 50.50/INR. The expected inflation rate in India is 6.5 per cent. Compute the expected rate of inflation in the US.

Solution 6
The expected difference between the forward rate and the spot rate should be equal to the difference in the expected 
rates of inflation.
  That is, by inserting the relative values in the following formula:

      F i
i

INR/S
S INR/S

E INR

S
= +

+
( )1
1

we get,      50 50
48 00

1 065
1

.

.
.=
+ iS

or       (1 + i$) (50.50) = (1.065) (48.00)

or       (1 + i$) = 
( . ) ( . )

.
1 065 48 00

50 50
  or 1 + i$ = 

51 12
50 50

.

.
 (–) 1 = 1.0123 (–) 1 = 0.0123 or 1.23 per cent.
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Problem 7
If the Euro French Franc rate is 10 per cent, and the Euro DM rate is 13 per cent, compute the forward discount on 
the Euro DM.

Solution 7
The solution to this problem lies in the Interest Rate Parity principle.

That is:
  (1.13) (1 – discount) = 1.10

or          (1 – discount) = 
1 10
1 13
.
.

or         (1 – discount) = 0.9735
or       1 – 0.9735 = discount [by reversing the sides (–) discount becomes (+) discount]
or         0.0265 = discount
or         2.65% = discount, i.e. discount = 2.65 per cent.

 PRACTISE PROBLEMS

 1. The current spot rate of the US dollar is ` 45.00/US$, and the three-month forward rate is ` 46.00/US$. What 
is the annualised forward premium?

 2. The current spot rate of the British pound against the US dollar is U K £ 1.5774/US$, and the 90-day forward 
rate is UK £ 1.5489. What will be the annualised forward premium or discount for the US dollar?

 3. The 90-day forward rate of the Indian rupee against the US$ is ` 41.55/US$. The current spot rate is ` 40.35/
US$. Is the INR at a premium or discount? Calculate the annual percentage.

 4. The current spot rate of the US dollar is ̀  47.50/US$, and the four-month forward rate is ̀  48.60/US$. Compute 
the annualised forward premium.

 5. The US$ and INR spot exchange rate is US$ 0.04563/INR. The six month forward rate is at a premium, at 
US $0.04392/ INR.

  Calculate the annualised forward premium or discount, for direct quote and indirect quote.
 6. The 120-day interest rate is 2.50 per cent in the US and 2.25 per cent in the UK, and the current spot exchange 

rate is $1.7/ UK £. What will be the 120-day forward rate?
 7. The 60-day interest rate is 1.75 per cent in the US and 2.75 per cent in the UK, and the current spot rate is 

$1.8/UK £. Compute the 60-day forward rate.
 8. The current spot rate for the U S dollar is ` 46. The expected inflation rate is 6 per cent in India, and 2.5 per 

cent in the US. What should be the expected spot rate of the US dollar after one year?
 9. The expected inflation rate in India is 5.6 per cent. The current spot rate between INR and the South Korean 

Won is Won 1.2455/INR, and the one-year forward rate is Won 1. 2675/INR. What should be the expected 
inflation rate in South Korea?

 10. The one-year Thai baht and the US dollar forward rate is Baht 45.65/US$. The expected inflation rate is 7.5 
per cent in Thailand, and 3.5 per cent in the US. Calculate the current spot rate of exchange.

 11. The expected inflation rate is 5.6 per cent in France, and 7.5 per cent in Italy. The one-year loan in France 
gives a return of 9 per cent. What should be return on one-year loan in Italy?

 12. The current spot rate for the UK Pound is ` 75.50. The inflation rate is 6.75 per cent in India, and 3.90 per 
cent in the UK. Compute the expected spot rate of the UK Pound after one year.

 13. The current spot rate for the US dollar is ` 45.50. The expected inflation rate is 5.75 per cent in India, and 
2.70 per cent in the US. Compute the expected spot rate of the US dollar after one year.

 14. The interest rate in France is 10 per cent, and the expected inflation rate is 4.5 per cent. However, in India, 
the interest rate is 8 per cent.

  Compute the expected inflation rate in India, presuming that the purchasing power parity holds good.
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 15. In Sweden the rate of interest is 5.5 per cent per annum, and the expected rate of inflation is 2.6 per cent. The 
expected rate of inflation in France, however, is 6.4 per cent. The current spot exchange rate of SK (Swedish 
Krona) is SK1 = FF 1.064.

 (i) Compute the spot rate expected in one year.
 (ii) Compute the one-year forward rate.
 16. The price of 10 grams of the standard gold in France is FF 763. It, however, costs INR 5,000 per 10 grams.
  Calculate the purchasing power parity (PPP), in absolute terms.
 17. The inflation rates in Thailand and South Korea are 6 and 8 per cent, respectively. If the current spot exchange 

rate is Won 18.55/Baht, what should be the exchange rate of these two currencies after one year, based on the 
principle of Purchasing

  Power Parity (PPP), and by taking into account the rates of inflations in these two countries?
 18. The nominal interest rate in the US is 5.5 per cent per annum, and in India it is 7.5 per cent per annum. The 

current spot rate is ` 46. What should be the expected spot rate after one year?
  The nominal interest rate in the US is 5.75 per cent per annum, and in India it is 8.25 per cent per annum. 

The current spot rate is ` 45. Compute the expected spot rate after one year.
 20. The expected inflation rate is 3.75 per cent per annum in the UK, and 1.20 per cent per annum in Japan. The 

current spot rate is 175 Yen/£, Compute the expected spot rate of the UK Pound after two years.
 21. An American company has to pay £ 50,000 against the credit purchases from a British company, which is 

payable after 120 days. The 120-day money market rates in the US and UK are 2 per cent for lending and 2.5 
per cent on borrowing.

  What business strategy should the US company adopt in respect of a money market hedge?
 22. In case, an American company (in the previous example no. 21) were to receive £ 75,000 against the credit 

sales to a British company, instead, which is falling due for payment after sixty days, what suitable business 
strategy should the US company adopt in respect of a money market hedge?

 23. Let us assume that India and the US are producing only one single item, viz. paper, and the price of paper 
per unit in India is ` 18,000 and in the US it is 360 US dollars.

 (i) Calculate the US $/INR spot exchange rate, in accordance with the law of one price.
 (ii) If the price of paper per unit were to go up in India to ̀  20,000, and to 400 US dollars in America, the very 

next year, compute the one-year US $/INR forward rate.
 24. The French Franc-Japanese Yen exchange rate is Y 106.50/FF. The French Franc-Indian Rupee exchange 

rate is INR 6.90/ FF. Calculate the Japanese Yen-Indian Rupee exchange rate.
 25. The exchange rates of two currencies, viz. Thailand Baht and Indian rupee, in terms of US dollar, are given 

as follows:
 (i) US dollar-Thai Baht exchange rate is US $ 0.02343/Baht, and
 (ii) US dollar-Indian rupee exchange rate is US $ 0.02539/INR
  But, the exchange rate of INR is not quoted in terms of Thai Baht. Compute the INR/Baht exchange rate.
 26. The selling rate of German DM is $0.63, and the buying rate of French Franc (FF) is $0.18. Compute the DM/

FF cross rate.
 27. The interest payable on a one-year bond, issued in Indian Rupee (INR) denomination in India, is at 11 per cent 

per annum, while a similar bond issued in France in French Francs (FF) is issued at a lower interest rate of 
7 per cent per annum. While the spot rate of French Francs (FF) is FF 0.1521/INR, the one year forward rate 
is FF 0.1454/INR. Which one of these two investments would be more gainful, and why?
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TABLE 1 Future Value Interest Factor (FVIF)

Period n 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 11% 12% 13%
0. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
1. 1.010 1.020 1.030 1.040 1.050 1.060 1.070 1.080 1.090 1.100 1.110 1.120 1.130
2. 1.020 1.040 1.061 1.082 1.102 1.124 1.145 1.166 1.188 1.210 1.232 1.254 1.277
3. 1.030 1.061 1.093 1.125 1.158 1.191 1.225 1.260 1.295 1.331 1.368 1.405 1.443
4. 1.041 1.082 1.1-26 1.170 1.216 1.262 1.311 1.360 1.412 1.464 1.518 1.574 1.630
5. 1.051 1.104 1.159 1.217 1.276 1.338 1.403 1469 1.539 1.611 1.685 1.762 1.842
6. 1.062 1.126 1.194 1.265 13.40 1.419 1.501 1.587 1.677 1.772 1.870 1.974 2.082
7. 1.072 1.149 1.230 1.316 1.407 1.504 1.606 1.714 1.828 1.949 2.076 2.211 2.353
8. 1.083 1.172 1.267 1.369 1.477 1.594 1.718 1.851 1.993 2.144 2.305 2.476 2.658
9. 1.094 1.195 1.305 1.423 1.551 1.689 1.838 1.999 2.172 2.358 2.558 2.773 3.004

10. 1.105 1.219 1.344 1.480 1.629 1.791 1.967 2.159 2.367 2.594 2.839 3.106 3.395
11. 1.116 1243 1.384 1.539 1.710 1.898 2.105 2.332 2.580 2.853 3.152 3.479 3.836
12. 1.127 1.268 1.426 1.601 1.796 2.012 2.252 2.518 2.813 3.138 3.498 3.896 4.335
13. 1.138 1.294 1.469 1.665 1.886 2.133 2.410 2.720 3.066 3.452 3.883 4.363 4.898
14. 1.149 1.319 1.513 1.732 1.980 2.261 2.579 2.937 3.342 3.797 4.310 4.887 5.535
15. 1.161 1.346 1.558 1.801 2.079 2.397 2.759 3.172 3.642 4.177 4.785 5.474 6.254
16. 1.173 1.373 1.605 1.873 2.1S3 2.540 2.952 3.426 3.970 4.595 5.311 6.130 7.067
17. 1.184 1.400 1.653 1.948 2.292 2.693 3.159 3.700 4.328 5.054 5.895 6.866 7.986
18. 1.196 1.428 1.702 2.026 2.407 2.854 3.380 3.996 4.717 5.560 6.544 7.690 9.024
19. 1.208 1.457 1.754 2.107 2.527 3.026 3.617 4.316 5.142 6.116 7.263 8.613 10.197
20. 1.220 1.486 1.806 2.191 2.653 3.207 3.870 4.661 5.604 6.728 8.062 9.646 11.523
25. 1.282 1.641 2.094 2.666 3.386 4.292 5.427 6.848 8.623 10.835 13.585 17.000 21.231
30. 1.348 1.811 2.427 3.243 4.322 5.743 7.612 10.063 13.268 17.449 22.892 29.960 39.116

(Contd.)

Period 
n 14% 15% 16% 17% 18% 19% 20% 24% 28% 32% 36% 40%

0. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
1. 1.140 1.150 1.160 1.170 1.180 1.190 1.200 1.240 1.280 1.320 1.360 1.400
2. 1.300 1.322 1.346 1.369 1.392 1.416 1.440 1.538 1.638 1.742 1.850 1.960
3. 1.482 1.521 1.561 1.602 1.643 1.685 1.728 1.907 2.097 2.300 2.515 2.744
4. 1.689 1.749 1.811 1.874 1.939 2.005 2.074 2.364 2.684 3.036 3.421 3.842
5. 1.925 2.011 2.100 2.192 2.288 2.386 2.488 2.392 3.436 4.007 4.653 5.378
6. 2.195 2.313 2.436 2.565 2.700 2.840 2.986 3.635 4.398 5.290 6.328 7.530
7. 2.502 2.660 2.826 3.001 3.185 3.379 3.583 4.508 5.629 6.983 8.605 10.541
8. 2.853 3.059 3.278 3.511 3.759 4.021 4.300 5.590 7.206 9.217 11.703 14.758
9. 3.252 3.518 3.803 4.108 4.435 4.785 5.160 6.931 9.223 12.166 15.917 20.661

10. 3.707 4.046 4.411 4.807 5.234 5.695 6.192 8.549 11.806 16.060 21.647 28.925
11. 4.226 4.652 5.117 5.624 6.176 6.777 7.430 10.657 15.112 21.199 29.439 40.496
12. 4.818 5.350 5.936 6.580 7.288 8.064 8.916 13.215 19.343 27.983 40.037 56.694
13. 5.492 6.153 6.886 7.699 8.599 9.596 10.699 16.386 24.759 36.937 54.451 79.372
14. 6.261 7.076 7.988 9.007 10.147 11.420 12.839 20.319 31.961 48.757 74.053 111.120
15. 7.138 8.137 9.266 10.539 11.974 13.590 15.407 25.196 40.565 64.359 100.712 155.568
16. 8.137 9.358 10.748 12.330 14.129 16.172 18.488 31.243 51.923 84.954 136.969 217.795
17. 9.276 10.761 12.468 14.426 16.672 19.244 22.186 38.741 66.461 112.139 186.278 304.914
18. 10.575 12.375 14.463 16.879 19.673 22.901 26.623 48.039 85.071 148.023 253.388 426.879

Tables
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19. 12.056 14.263 16.777 19.748 23.214 27.252 31.948 59.568 108.890 195.391 344.540 597.630
20. 13.743 16.367 19.461 23.106 27.393 32.429 38.338 73.864 139.380 257.916 468.574 836.683
25. 26.462 32.919 40.874 50.658 62.669 77.388 95.396 216.542 478.905 1033.590 2180.081 4499.880
30. 50.950 66.212 85.850 111.065 143.371 184.675 237.376 634.820 1645.504 4142.075 10143.019 24201.432

TABLE 2 Future Value Interest Factor for an Annuity (FVIFA)

Period
n

1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 11% 12% 13%

1. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
2. 2.010 2.020 2.030 2.040 2.050 2.060 2.070 2.080 2.090 2.100 2.110 2.120 2.130
3. 3.030 3.060 3.091 3.122 3.152 3.184 3.215 3.246 3.278 3.310 3.342 3.374 3.407
4. 4.060 4.122 4.184 4.246 4.310 4.375 4.440 4.506 4.573 4.641 4.710 4.779 4.850
5. 5.101 5.204 5.309 5.416 5.526 5.637 5.751 5.867 5.985 6.105 6.228 6.353 6.480
6. 6.152 6.308 6.468 6.633 6.802 6.975 7.153 7.336 7.523 7.716 7.913 8.115 8.323
7. 7.214 7.434 7.662 7.898 8.142 8.394 8.654 8.923 9.200 9.487 9.783 10.089 10.405
8. 8.286 8.583 8.892 9.214 9.549 9.897 10.260 10.637 11.028 11.436 11.859 12.300 12.757
9. 9.369 9.755 10.159 10.583 11.027 11.491 11.978 12.488 13.021 13.579 14.164 14.776 15.416
10. 10.462 10.950 11.464 12.006 12.578 13.181 13.816 14.487 15.193 15.937 16.722 17.549 18.420
11. 11.567 12.169 12.808 13.486 14.207 14.972 15.784 16.645 17.560 18.531 19.561 20.655 21.814
12. 12.683 13.412 14.192 15.026 15.917 16.870 17.888 18.977 20.141 21.384 22.713 24.133 25.650
13. 13.809 14.680 15.618 16.627 17.713 18.882 20.141 21.495 22.953 24.523 26.212 28.029 29.985
14. 14.947 15.974 17.086 18.292 19.599 21.015 22.550 24.215 26.019 27.975 30.095 32.393 34.883
15. 16.097 17.293 18.599 20.024 21.579 23.276 25.129 27.152 29.361 31.772 34.405 37.280 40.417
16. 17.258 18.639 20.157 21.825 23.657 25.673 27.888 30.324 33.003 35.950 39.190 42.753 46.672
17. 18.430 20.012 21.762 23.698 25.840 28.813 30.840 33.750 36.974 40.545 44.501 48.884 53.729
18. 19.615 21.412 23.414 25.645 28.132 30.906 .33.999 37.450 41.301 45.599 50.396 55.750 61.725
19. 20.811 22.841 25.117 27.671 30.539 33.760 37.379 41.446 46.018 51.159 56.939 63.440 70.749
20. 22.019 24.297 26.870 29.778 33.066 36.786 40.995 45.762 51.160 57.275 64.203 72.052 80.947
25. 28.243 32.030 36.459 41.646 47.727 54.865 63.249 73.106 84.701 98.347 114.413 133.334 155.620
30. 34.785 40.568 47.575 56.805 66.439 79.058 94.461 113.283 136.308 164.494 199.021 241.333 293.199

(Contd.)

Period 
n 14% 15% 16% 17% 18% 19% 20% 24% 28% 32% 36% 40%

1. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1 000 1.000 1.000
2. 2.140 2.150 2.160 2.170 2.180 2.190 2.200 2.240 2.280 2.320 2.360 2.400
3. 3.440 3.473 3.506 3.539 3.572 3.606 3.640 3.778 3.918 4.062 4.210 4.360
4. 4.921 4.993 5.066 5.141 5.215 5.291 5.368 5.684 6.016 6.362 6.725 7.104
5. 6.610 6.742 6.877 7.014 7.154 7.297 7.442 8.048 8.700 9.398 10.146 10.946
6. 8.536 8.754 8.977 9.207 9.442 9.683 9.930 10.980 12.136 13.406 14.799 16.324
7. 10.730 11.067 11.414 11.772 12.142 12.523 12.916 14.615 16.534 18.696 21.126 23.853
8. 13.233 13.727 14.240 14.773 15.327 15.902 16.499 19.123 22.163 25.678 29.732 34.395
9. 16.085 16.786 17.518 18.285 19.086 19.923 20.799 24.712 29.369 34.895 41.435 49.153

10. 19.337 20.304 21.321 22.393 23.521 24.709 25.959 31.643 38.592 47.062 57.352 69.814
11. 23.044 24.349 25.733 27.200 28.755 30.404 32.150 40.238 50.399 63.122 78.998 98.739
12. 27.271 29.002 30.850 32.824 34.931 37.180 39.580 50.985 65.510 84.320 108.437 139.235
13. 32.089 34.352 36.786 39.404 42.219 45.244 48.497 64.110 84.853 112.303 148.475 195.929
14. 37.518 40.505 43.672 47.103 50.818 54.841 59.196 80.496 109.612 149.240 202.926 275.300
15. 43.842 47.580 51.660 56.110 60.965 66.261 72.035 100.815 141.303 197.997 276.979 386.420
16. 50.980 55.717 60.925 66.649 72.939 79.850 87.442 126.011 181.868 262.356 377.692 541.988
17. 59.118 65.075 71.673 78.979 87.068 96.022 105.931 157.253 233.791 347.310 514.661 759.784
18. 68.394 75.836 84.141 93.406 103.740 115.266 128.117 195.994 300.252 459.449 700.939 1064.697
19. 78.969 88.212 98.603 110.285 123.414 138.166 154.740 244.033 385.323 607.472 954.277 1491.576
20. 91.025 102.440 115.380 130.033 146.628 165.418 186.688 303.601 494.213 802.863 1298.817 2089.206
25. 181.871 212.793 249.214 292.105 342.603 402.042 471.981 898.0921 706.803 3226.844 6053.004 11247.199
30. 356.787 434.745 530.321 647.439 790.948 966.712 1181.882 2640.916 5873.231 12940.859 28172.276 60501.081
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TABLE 3 Present Value Interest Factor (PVIF)

Period
n

1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 11% 12% 13%

0. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
1. 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909 0.901 0.893 0.885
2. 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826 0.812 0.797 0.783
3. 0.971 0.924 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751 0.731 0.712 0.693
4. 0.961 0.924 0.889 0.855 0.823 0.792 0.763 0.735 0.708 0.683 0.659 0.636 0.613
5. 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621 0.593 0.567 0.543 
6. 0.942 0.888 0.838 0.790 0.746 0.705 0.666 0.630 0.596 0.564 0.535 0.507 0.480
7. 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513 0.482 0.452 0.425
8. 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467 0.434 0.404 0.376
9. 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424 0.391 0.361 0.333
10. 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386 0.352 0.322 0.295
11. 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350 0.317 0.287 0.261
12. 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319 0.286 0.257 0.231
13. 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290 0.258 0.229 0.204
14. 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263 0.232 0.205 0.181
15. 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239 0.209 0.183 0.160
16. 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0.218 0.188 0.163 0.141
17. 0.844 0.714 0.605 0.513 0.436 0.377 0.311 0.270 0.231 0.198 0.170 0.146 0.125
18. 0.830 0.700 0.587 0.494 0.416 0.350 0.296 0.250 0.212 0.180 0.153 0.130 0.111
19. 0.828 0.686 0.570 0.475 0.396 0.331 0.276 0.232 0.194 0.164 0.138 0.116 0.098
20. 0.820 0.673 0.554 0.456 0.377 0.312 0.258 0.215 0.178 0.149 0.124 0.104 0.087
25. 0.780 0.610 0.478 0.375 0.295 0.233 0.184 0.146 0.116 0.092 0.074 0.059 0.047

30. 0.742 0.552 0.412 0.308 0.231 0.174 0.131 0.099 0.075 0.057 0.044 0.033 0.026

(Contd.)

Period
n

14% 15% 16% 17% 18% 19% 20% 24% 28% 32% 36% 40%

0. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
1. 0.877 0.870 0.862 0.855 0.847 0.840 0.833 0.806 0.781 0.758 0.735 0.714
2. 0.769 0.756 0.743 0.731 0.718 0.705 0.694 0.650 0.610 0.574 0.541 0.510
3. 0.675 0.658 0.641 0.624 0.609 0.593 0.579 0.524 0.477 0.435 0.398 0.364
4. 0.592 0.572 0.552 0.534 0.516 0.499 0.482 0.423 0.373 0.329 0.292 0.260
5. 0.519 0.497 0.476 0.456 0.437 0.419 0.402 0.341 0.291 0.250 0.215 0.186
6. 0.456 0.432 0.410 0.390 0.370 0.352 0.335 0.275 0.227 0.189 0.158 0.133
7. 0.400 0.376 0.354 0.333 0.314 0.296 0.279 0.222 0.178 0.143 0.116 0.095
8. 0.351 0.327 0.305 0.285 0.266 0.249 0.233 0.179 0.139 0.108 0.085 0.068
9. 0.308 0.284 0.263 0.243 0.226 0.209 0.194 0.144 0.108 0.082 0.063 0.048
10. 0.270 0.247 0.227 0.208 0.191 0.176 0.162 0.116 0.085 0.062 0.046 0.035
11. 0.237 0.215 0.195 0.178 0.162 0.148 0.135 0.094 0.066 0.047 0.034 0.025
12. 0.208 0.187 0.168 0.152 0.137 0.124 0.112 0.076 0.052 0.036 0.025 0.618
13. 0.182 0.163 0.145 0.130 0.116 0.104 0.093 0.061 0.040 0.027 0.018 0.013
14. 0.160 0.141 0.12,5 0.111 0.099 0.088 0.078 0.049 0.032 0.021 0.014 0.009
15. 0.140 0.123 0.108 0.095 0.084 0.074 0.065 0.040 0.025 0.016 0.010 0.006
16. 0.123 0.107 0.093 0.081 0.071 0.062 0.054 0.032 0.019 0.012 0.007 0.005
17. 0.108 0.093 0.080 0.069 0.060 0.052 0.045 0.026 0.015 0.009 0.005 0.003
18. 0.095 0.081 0.069 0.059 0.051 0.044 0.038 0.021 0.012 0.007 0.004 0002
19. 0.083 0.070 0.060 0.051 0.043 0.037 0.031 0.017 0 009 0.005 0.003 0.002
20. 0.073 0.061 0.051 0.043 0.037 0.031 0.026 0.014 0.007 0.004 0.002 0.001
25. 0.038 0.030 0.024 0.020 0.016 0.013 0.010 0.005 0.002 0.001 0.000 0.000
30. 0.020 0.015 0.012 0.009 0.007 0.005 0.004 0.002 0.001 0.000 0.000 0.000
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TABLE 4 Present Value Interest Factor for an Annuity (PVIFA)

Period
n

1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 11% 12% 13%

0. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
1. 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909 0.901 0.893 0.885
2. 1.970 1.942 1.913 1.886 1.859 1.833 1.808 1.783 1.759 1.736 1.713 1.690 1.668
3. 2.941 2.884 2.829 2.775 2.723 2.673 2.624 2.577 2.531 2.487 2.444 2.402 2.361
4. 3.902 3.808 3.717 3.630 3.546 3.465 3.387 3.312 3.240 3.170 3.102 3.037 2.974
5. 4.853 4.713 4.580 4.452 4.329 4212 4.100 3.993 3.890 3.791 3.696 3.605 3.517
6. 5.795 5.601 5.417 5.242 5.076 4.917 4.766 4.623 4.486 4.355 4.231 4.111 3.998
7. 6.728 6.472 6.230 6.002 5.786 5.582 5.389 5.206 5.033 4.868 4.712 4.564 4.423
8. 7.652 7.325 7.020 6.733 6.463 6.210 5.971 5.747 5.535 5.335 5.146 4.968 4.799
9. 8.566 8.162 7.786 7.435 7.108 6.802 6.515 6.247 5.995 5.759 5.537 5.328 5.132

10. 9.471 8.983 8.530 8.111 7.722 7.360 7.024 6.710 6.418 6.145 5.889 5.650 5.426
11. 10.368 9.787 9.253 8.760 8.306 7.887 7.499 7.139 6.805 6.495 6.207 5.938 5.687
12. 11.255 10.575 9.945 9.385 8.863 8.384 7.943 7.536 7.161 6.814 6.492 6.194 5.918
13. 12.134 11.348 10.635 9.986 9.394 8.853 8.358 7.904 7.487 7.103 6.750 6.424 6.122
14. 13.004 12.106 11.296 10.563 9.899 9.295 8.745 8.244 7.786 7.367 6.982 6.628 6.302
15. 13.865 12.849 11.938 11.118 10.380 9.712 9.108 8.559 8.060 7.606 7.191 6.811 6.462
16. 14.718 13.578 12.561 11.652 10.838 10.106 9.447 8.851 8.312 7.824 7.370 6.974 6.604
17. 15.562 14.292 13.166 12.166 11.274 10.477 9.763 9.122 8.544 8.022 7.549 7.120 6.729
18. 16.398 14.992 13.754 12.659 11.690 10.828 10.059 9.372 8.756 8.201 7.702 7.250 6.840
19. 17.226 15.678 14.324 13.134 12.085 11.158 10.336 9.604 8.950 8.365 7.839 7.366 6.938
20. 18.046 16.351 14.877 13.590 12.462 11.470 10.594 9.818 9.128 8.514 7.963 7.469 7.025
25. 22.023 19.523 17.413 15.622 14.094 12.783 11.654 10.675 9.823 9.077 8.422 7.843 7.330

30. 25.808 22.397 19.600 17.292 15.373 13.765 12.409 11.258 10.274 9.427 8.694 8.055 7.496

(Contd.)

Period
n

14% 15% 16% 17% 18% 19% 20% 24% 28% 32% 36% 40%

0. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
1. 0.877 0.870 0.862 0.855 0.847 0.840 0.833 0.806 0.781 0.758 0.735 0.714
2. 1.647 1.626 1.605 1.585 1.566 1.547 1.528 1.457 1.392 1.332 1.276 1.224
3. 2.322 2.283 2.246 2.210 2.174 2.140 2.106 1.981 1.868 1.766 1.674 1.589
4. 2.914 2.855 2.798 2.743 2.690 2.639 2.589 2.404 2.241 2.096 1.966 1.849
5. 3.433 3.352 3.274 3.199 3.127 3.058 2.991 2.745 2.532 2.345 2.181 2.035
6. 3.889 3.784 3.685 3.589 3.498 3.410 3.326 3.020 2.759 2.534 2.339 2.168
7. 4.288 4.160 4.039 3.922 3.812 3.706 3.605 3.242 2.937 2.678 2.455 2.263
8. 4.639 4.487 4.344 4.207 4.078 3.954 3.837 3.421 3.076 2.786 2.540 2.331
9. 4.946 4.772 4.607 4.451 4.303 4.163 4.031 3.566 3.184 2.868 2.603 2.379
10. 5.216 5.019 4.883 4.659 4.494 4.339 4.193 3.682 3.269 2.930 2.650 2.414
11. 5.453 5.234 5.029 4.836 4.656 4.486 4.327 3.776 3.335 2.978 2.683 2.438
12. 5.660 5.421 5.197 4.988 4.793 4.611 4.439 3.851 3.387 3.013 2.708 2.456
13. 5.842 5.583 5.342 5.118 4.910 4.715 4.533 3.912 3.427 3.040 2.727 2.469
14. 6.002 5.724 5.468 5.229 5.008 4.802 4.611 3.962 3.459 3.061 2.740 2.478
15. 6.142 5.847 5.575 5.324 5.092 4.876 4.675 4.001 3.483 3.076 2.750 2.484
16. 6.265 5.954 5.669 5.405 5.162 4.938 4.730 4.033 3.503 3.088 2.758 2.489
17. 6.373 6.047 5.749 5.475 5.222 4.990 4.775 4.059 3.518 3.097 2.763 2.492
18. 6.647 6.128 5.818 5.534 5.273 5.033 4.812 4.080 3.529 3.104 2.767 2.494
19. 6.550 6.198 5.877 5.584 5.316 5.970 4.844 4.097 3.539 3.109 2.770 2.496
20. 6.623 6.259 5.929 5.628 5.353 5.101 4.870 4.110 3.546 3.113 2.772 2.497
25. 6.873 6.464 6.097 5.766 5.467 5.195 4.948 4.147 3.564 3.122 2.776 2.499

30. 7.003 6.566 6.177 5.829 5.517 5.235 4.979 4.160 3.569 3.124 2.778 2.500
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TABLE 5 Continuous Compounding of Re 1e and Continuous Discounting of ` 1e

x
ex

Value
 e–x

Value
x

e–x

Value
ex

Value
x

ex

Value
e–x

Value
0.00 1.0000 1.00000 0.45 1.5683 .63763 0.90 2.4596 .40657
0.01 1.0110 0.46 1.5841 .63128 0.91 2.4843 .40252
0.02 1.0202 .98020 0.47 1.6000 .62500 0.92 2.5093 .39852
0.03 1.0305 .97045 0.48 1.6161 .61878 0.93 2.5354 .39455
0.04 1.0408 .06079 0.49 1.6323 .61263 0.94 2.5600 .39063
0.05 1.0513 .95123 0.50 1.6487 .60653 0.95 2.5857 .38674
0.06 1.0618 .94176 0.51 1.6653 .60050 0.96 2.6117 .38298
0.07 1.0725 .93239 0.52 1.6820 .59452 0.97 2.6379 .37908
0.08 1.0833 .92312 0.53 1.6989 .58860 0.98 2.6645 .37531
0.09 1.0942 .91393 0.54 1.7160 .58275 0.99 2.6912 .37158
0.10 1.1052 .90484 0.55 1.7333 .57695 1.00 2.7183 .36788
0.11 1.1163 .89583 0.56 1.7507 .57121 1.20 3.3201 .30119
0.12 1.1275 .88692 0.57 1.7683 .56553 1.30 3.6693 .27253
0.13 1.1388 .87809 0.58 1.7860 .55990 1.40 4.0552 .24660
0.14 1.1503 .86936 0.59 1.8040 .55433 1.50 4.4817 .22313
0.15 1.1618 .86071 0.60 1.8221 .54881 1.60 4.9530 .20190
0.16 1.1735 .85214 0.61 1.8404 .54335 1.70 5.4739 .18268
0.17 1.1853 .84366 0.62 1.8589 .53794 1.80 6.0496 .16530
0.18 1.1972 .83527 0.63 1.8776 .53259 1.90 6.6859 .14957
0.19 1.2092 .82696 0.64 1.8965 .52729 2.00 7.3891 .13534
0.20 1.2214 .81873 0.65 1.9155 .52205 3.00 20.086 .04979
0.21 1.2337 .81058 0.66 1.9348 .51885 4.00 54.598 .01832
0.22 1.2461 .80252 0.67 1.9542 .51171 5.00 148.41 .00674
0.23 1.2586 .79453 0.68 1.9739 .50662 6.00 403.43 .00248
0.24 1.2712 .78663 0.69 1.9937 .50158 7.00 1096.6 .00091
0.25 1.2840 .77880 0.70 2.0138 .49659 8.00 2981.0 .00034
0.26 1.2969 .77105 0.71 2.0340 .49164 9.00 8103.1 .00012
0.27 1.3100 .76338 0.72 2.0544 .48675 10.00 22026.5 .00005
0.28 1.3231 .75578 0.73 2.0751 .48191
0.29 1.3364 .74826 0.74 2.0959 .47711
0.30 1.3499 .74082 0.75 2.1170 .47237
0.31 1.3634 .73345 0.76 2.1383 .46767
0.32 1.3771 .72615 0.77 2.1598 .46301
0.33 1.3910 .71892 0.78 2.1815 .45841
0.34 1.4049 .71177 0.79 2.2034 .45384
0.35 1.4191 .70569 0.80 2.2255 .44933
0.36 1.4333 .69768 0.81 2.2479 .44486
0.37 1.4477 .69073 0.82 2.2705 .44043
0.38 1.4623 .68386 0.83 2.2933 .43605
0.39 1.4770 .677–7 0.84 2.3164 .43171
0.40 1.4918 .67032 0.85 2.3396 .42741
0.41 1.5068 .66365 0.86 2.3632 .42316
0.42 1.5220 .65705 0.87 2.3869 .41895
0.43 1.5373 .65051 0.88 2.4109 .41478
0.44 1.5527 .64404 0.89 2.4351 .41066
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A
Accounting period concept,  18
Accrual concept,  19
Accruals,  282
Acquisitions,  617
Activity-oriented supervision,  362
Allocation of funds,  7
Annual reports,  218
Annuity,  509
Anti-takeover defences,  630
Arbitrageurs,  650
Auditor’s report,  14
Authorized capital,  28
Average collection period,  81

B
Back-ended lease,  536
Badla financing,  184
Balance sheet,  14
Bank enquiries,  218
Bank guarantees,  399
Baumol model,  186
Bid-ask spread,  653
Bill of lading,  437
Bills limit,  314
Bills of exchange,  381
‘Bird in hand’ fallacy,  586
Block capital turnover ratio,  80
Bonus shares,  593
Book value,  31

Break-even point,  457
Budget settlement,  485
Build-lease-transfer arrangement,  551
Build-own-operate arrangement,  551
Build-own-operate-transfer arrangement,  551
Bulk discount,  256
Business entity concept,  16
Buy decision,  463

C
Capital budgeting,  7, 519
Capital finance,  305
Capital policies,  133
Carrying costs,  245
Cash budgeting,  168
Cash credit,  310
Cash cycle,  149
Cash discount,  213
Cash forecasting,  172
Cash profit,  65
Centralized payments,  178
Certificate of deposits,  180
Clientele effect,  585
Collection float,  178
Combination method,  487
Commercial papers,  181
Commercial risks insurance,  441
Commitment charges,  309
Conservatism concept,  17
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Continuous compounding,  513
Corporate budget,  485
Corporate planning,  483
Cost concept,  17
Cost-volume-profit,  457
Coverage ratios,  82
Credit account,  175
Credit management,  205
Credit policy,  206, 217, 220
Credit risk assessment,  338
Credit risks,  335
Creditworthiness,  230
Criticality,  133
Cross rates,  651
Cross-section analysis,  150
Current account,  175
Current assets,  49
Current liabilities,  47, 308
Current ratio,  80

D
Daily cash report,  173
Daily treasury report,  173
Debenture capital,  41
Debenture redemption reserve,  43
Decentralization,  174
Decision-making,  217
Deep discount bonds,  44
Demand loan,  310
Demergers,  638
Direct lease,  539
Directors’ report,  15
Direct quote,  654
Discounted payback period technique,  526
Discounting,  513
Disintermediation,  8
Diversification,  625
Divestitures,  622
Divestments,  637
Dividend cover,  96
Dividend decision,  583
Dividend policy,  64, 563
Domestic lease,  540

Doubling period,  507
Draft budgets,  485
Dry lease,  537
Dual aspect concept,  18

E
Economic order quantity,  244
Employee stock option plan,  448
Equity,  81
Equity share,  28
Euro-currency loan,  665
Expectation theory,  658
Expected scarcity,  259
Export credit guarantee corporation,  441
Export finance,  313, 435
Export financing,  667

F
Face value,  31
Factoring,  285
Fast changing technology,  446
Final budget,  485
Finance lease,  537
Financial bank guarantees,  400
Financial management,  3
Financial performance,  75
Financial restructuring,  633
Financial risks assessment,  339
Financial statements,  13
Fixed charge,  291
Fixed assets,  48
Fixed costs,  458
Flexibility,  132, 270
Floating charge,  291
Floating exchange rates,  649
Fluctuating prices,  259
Foreign currency risks,  552
Forfeiting,  287
Forward contract,  662
Forward exchange rates,  653, 658
Forward premium,  653
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Term loans,  40, 289
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Time value of money,  506
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Traditional position,  567
Transaction cost,  571
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Unwise investments,  573
Up-frontal lease,  536
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Variable costs,  458
VED analysis,  260
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Walter model,  564
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Working capital leverage,  162
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