
CORPORATE FINANCE
Module 1

Corporate Finance- Objectives, functions, separation of ownership and 
management. Profit Maximisation vs. Wealth Maximisation. Financial 

instruments: equity, preference shares, debt, and derivatives.



Introduction
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Concept of Corporate Finance

• What is corporation?

• What is finance?



Concept of Corporate Finance

What is corporate finance?

To start any business we require
• Idea

• Skills

• Money



Meaning of Corporate Finance

• Planning and controlling the financial resources of the company

• An activity of raising and administering finances for commercial 
purposes

• Study of financial and investment decision making



I.M. Pandey defined “Financial Management is that managerial activity which 
is concerned with the planning and controlling of the firm’s financial resources”

Authman and Dongall defined “The activity concerned with the planning, 
raising, controlling and administering of funds used in the business”.

Defintions



Finance Function

Broadly the finance functions are categories into two categories:

• Traditional Approach

• Modern Approach.



Traditional Approach



Investment Decision

Financing Decision

Dividend Decisions

Modern Approach



Investment Decision

Purchase of fixed asset or long term investment.

Allocate funds in those assets and investments where yield or 
return is maximum.

It is also called as capital budgeting decision.

Risk and uncertainty must be considered while analysing 
returns on a potential investment. 

It is compulsory to consider both rate of return and risk 
while making investment decision. 

Create value for its shareholders 

Dismantle depreciated assets



Following characteristics can be found in 
investment decisions

• The exchange of present funds for unanticipated future benefits

• Irreversible or reversible at major loss

• Commitment of enormous or massive funds

• Have a long-term impact on the company's growth

• Have an impact on the firm's risk



Factors influence Investment Decision

•Cash flow of the venture

•Profit

•Investment Criteria



Financing Decisions

• Arrangement of funds in order to maintain the debt equity 
ratio in the company.

• Choose a financing mix that brings down over all cost of 
capital.

• Raise money at cheaper rates don’t go for expensive ones



Factors influence Financing Decisions

• Cost

• Risk

• Cash flow

• Control

• Condition of stock market



Dividend Decision

• Reward the firm's owners

• Dealing with earnings.
• Distribute profit 

• Retained earnings 

• Optimal dividend policy



Importance of corporate finance

• It helps in decision making

• It helps in raising capital for a project/ or business

• It helps in the smooth running of the business firm

• Bring co-ordination between various activities

• Promotes expansion and diversification

• Managing risk

• Replacement of old assets

• Dividend and interest payment

• Taxes or fees payment



"Success is usually judged by value: The secret of success in 
finance is to increase value." 



Objective of Corporate Finance

• Wealth maximisation
• Value maximization or net present-worth maximizationIncrease net present 

value

• Increases value and return of shares

• Capital formation

• Company's shares is directly proportional to its performance



Other objectives 

• Survival of business

• Income margin or profit maximisation

• Sales and promotion

• Financial reporting system



Finance Manager

• A financial manager is responsible for making the decisions to bring 
effective utilisation of the funds in the organization. 

• The decisions taken by finance manager should be gainful for the 
shareholders as well as for the company. 



Role of Finance Manager

• Analysing and evaluating the investment activities

• Estimation of capital requirements

• Determination of capital composition

• Management of profit
• Dividend Decision

• Retained earnings

• Financial control

• Management of cash

• Understanding Capital Market



Profit Maximisation

• Maximise the possible return 

• Maximise short and long-term earnings



Features of Profit maximization

• Profit maximisation leads to the optimization of business operations 
in order to maximise profits.

• The ultimate goal of a business organization is to make money.

• Profit is the parameter of assessing the efficiency of the business 
firm. 

• The profit maximisation goal aids in the reduction of business risk



Points against Profit Maximization

• Leads to labour and customer exploitation

• Leads to unethical actions 

•Customers and other stakeholders suffer as a result 
of profit maximisation goals. 



Drawbacks of Profit Maximization

• Ambiguous

• Ignores time value of money

• Risk averse

• Ignore the role of growth





Wealth Maximisation

• Increase the value of a business.

• Net worth value maximization or value maximization

• Increase net present value

• Increasing value and return of shares

• Market value of the company’s shares is directly proportional to the 
earnings of the company.





Difference

Profit maximisation

• Traditional approach

• Its main objective is to earn 
large amount of profits

• It emphasises short term

• It ignores time value of money

• It ignores risk and uncertainty

• It focuses return for 
shareholders

Wealth maximisation

• Modern approach

• Its main objective is to achieve 
highest market value of common 
stock

• It emphasises long term

• It considers time value of money

• It recognises risk and uncertainty

• It focuses expansion of business 
operations and market value of 
shares





Separation of ownership and management

• Owners of the company include initial founders, shareholders, and 
other corporation. 

• Corporate firm appoints the professionals for functioning or 
managing the work in the company. 

• Shareholders elect directors, who designate managers in 
corporations. 

• Managerial decisions can be reviewed on a regular basis.



Features 

• Professional Managerial Skills

• Easier Performance Appraisals

• Capital Utilization

• Checks and Balances



Agency problem



Agency problem

• Agency problem is the chances that managers may place personal 
goals ahead of the goals of the owners. 

• It leads to agency cost

• Normally agency problem arises when the interest of managers does 
not match with the interest of the debt lenders and equity investors.

• This is one of the most important concepts of modern finance.



Financial Instruments

A financial instrument is defined as a contract between 
individuals/parties that holds a monetary value”. 



Financial Instruments

Any asset which holds capital and can be buy and sell in the market



Types of Financial Instruments

• Money market instruments 

• Capital market instruments.



Money market

• Short term securities are bought and sold. 

• Maturity period one year or less than one year

• Close substitute of money

• Highly liquid

• Less return

• Trade in big denomination



Money market instruments

• Commercial bills, 

• treasury bills

• certificates of deposit

• bankers’ acceptances, etc



Capital Market

• Company can raise money or funds 

• Securities market 

• Company issue share

• Investors buy shares



Capital Market instruments

• Equity

• Debt

• Preference Shares 

• Derivatives.



Module 2 – Source of 
Finance

Equity Financing, Debt Financing

Financial Market: primary market, private placement, IPO

Secondary Market – BSE, NSE and Commodity Market, listing and trading in 
stock markets.

Financial Intermediaries

SEBI Guide line



Sources of finance

• Business finance is the funds required to establish, operate business
activities, and expand in the future.

• Funds are specifically required to purchase tangible assets such as
furniture, machinery, buildings, offices, factories, or intangible assets
like patents, technical expertise, and trademarks, etc.

• other things that require funding are the day-to-day operational
activities of a business. This activity includes purchasing raw
materials, paying salaries, bills, collecting money from clients, etc.

• It is essential to have sufficient amount of money to survive and grow
the business.



Sources of finance

• Sources of capital are the most explorable area especially for the
entrepreneurs who are about to start a new business.

• It is perhaps the toughest part of all the efforts.



Sources of finance

• Knowing who to approach for finance can help you find the best 
finance option for your business.

• Two of the main types of finance available are:
• Debt finance – money provided by an external lender, such as a bank, 

building society or credit union.

• Equity finance – means someone is putting money or assets into the 
business in exchange for some percentage of ownership.





Equity Financing

• Represents the personal investment of the owner(s) in the business.

• Is called risk capital because investors assume the risk of losing their
money if the business fails.

• Does not have to be repaid with interest like a loan does.

• Equity financing involves the issue of shares of stock of the company
to investors to raise funds.

• The shares symbolize the unit of ownership of the company.

• The company issuing the shares pays a dividend at their discretion
only.



Equity Financing

•The businesses favour equity financing because
they are not lawfully accountable to repay the
money. Investors prefer equity because the price of
the stock can rise considerably, giving a good return
on their investments.



Sources of Equity Financing

• Personal Saving

• Individual private investors - Friends and Family

• Angel investors

• Partners

• Venture Capital Companies

• Public stock sale ‘going public’ or public offering



Angel investors

• Wealthy individuals who invest in emerging entrepreneurial 
companies in exchange for equity )ownership) stakes.

• They are willing to invest in the early stages of a business. 



Partners

• Giving up personal control 

• Diluting ownership 

• Sharing profits 



Debt Financing 

• When the business borrows money from the lenders at a fixed or 
floating rate of interest and for a fixed span of time, it is termed debt 
financing.

• Debt financing occurs when a firm raises money for working 
capital or capital expenditures by selling debt instruments to 
individuals and/or institutional investors.

• In return for lending the money, the individuals or institutions 
become creditors and receive a promise that the principal and 
interest on the debt will be repaid.



Sources / Types of Debt Financing

• Commercial Bank Loan

• Trade Credit

• Asset Base borrowing

• Instalment Purchase

• Bonds

• Factoring

• Debentures



Financial Market 

• Financial Market is a market for creation and exchange of financial 
assets. It helps in mobilisation and channelising the savings into most 
productive uses. 

• Financial markets also helps in price discovery and provide liquidity 
to financial assets. 



Financial market

• Efficient transfer of resources from those having idle resources to 
others who have a pressing need for them is achieved through 
financial markets. 

• Financial markets provide channels for allocation of savings to 
investment. These provide a variety of assets to savers as well as 
various forms in which the investors can raise funds and thereby 
decouple the acts of saving and investment.



Components of financial market

• Money Market 

• Capital Market



Money Market

• The Money market refers to the market where borrowers and lenders 
exchange short term funds to solve their liquidity needs. 

• Money market instruments are generally financial claims that have 
low default risk, maturities under one year and high marketability



Capital Market

• The Capital market is a market for financial investments that are 
direct or indirect claims to capital. 

• It comprises the complex of institutions and mechanisms through 
which intermediate term funds and long-term funds are pooled and 
made available to business, government and individuals. 



Segment of Capital Market 

• Primary (new issue) Market

• Secondary (Stock) Market



Primary Market

• The Primary market provides the channel for sale of new securities.

• The issuer of securities sells the securities in the primary market to raise funds 
for investment and/or to discharge some obligation.

• The issuer may be a new company or an existing company. 





IPO

• Initial public offering involves a number of agencies.

• The rules and regulations, the changing scenario of the capital
market necessitated the company to seek for the support of many
agencies to make the public issue a success.

• The number of agencies involved and their respective role in the
public issue.
• The manager to the issue, registrars to the issue, underwriters, bankers,

advertising agencies, financial institutions and government /statutory
agencies.



Why IPO

• Expansion

• Payment of debt

• Exit to previous investors



IPO Process

1. Hire Investment Bank / lead manager

2. Due Diligence and Fillings

3. Pricing

4. Distribution

5. Application Process

6. Share Allotment

7. Listing on Stock Exchange



IPO Process

1. Hire Investment Bank / lead manager/ manager to issue
• Reputation and track record

• Quality of research

• Distribution expertise 

• Prior Relationship



Managers to the Issue

• Lead managers are appointed by the company to manage the initial 
public offering campaign. 

• Their main duties are: 
• Drafting of prospectus 

• Preparing the budget of expenses related to the issue 

• Suggesting the appropriate timings of the public issue 

• Assisting in marketing the public issue successfully 

• Advising the company in the appointment of registrars to the issue, 
underwriters, brokers, bankers to the issue, advertising agents etc. 

• Directing the various agencies involved in the public issue.

• Issue Managers are required to be registered with SEBI.



IPO Process

2. Due Diligence and Fillings
2.1 Underwriters

• Firm Commitment
• Best Effort Commitment
• Syndicate underwriting

2.2 Red Herring Prospectus (details of the business)
2.3 Compliance and fillings

3. Pricing
• Valuation

• Comparables (P/E, P/B,etc)
• Discounted cash flow 

• Type of issue
• Fixed Price Issue
• Book Building process

4. Distribution

5. Application Process

6. Share Allotment

7. Listing on Stock Exchange



IPO Advantages

• Ability to raise large amounts of capital 

• Improved corporate image

• Improved access to future financing 

• Attracting and retaining key employees 

• Using stock for acquisitions

• Listing on a stock exchange 



IPO disadvantages

• Dilution of founder’s ownership 

• Loss of control 

• Loss of privacy 

• Filing expenses

• Accountability to shareholders 

• Pressure for short-term performance 



Private Placement

• In this method the issue is placed with a small number of financial 
institutions, corporate bodies and high net worth individuals.

• The financial intermediaries purchase the shares and sell them to 
investors at a later date at a suitable price.

• The special feature of the private placement is that the issues are 
negotiated between the issuing company and the purchasing 
intermediaries.

• Listed public limited company as well as closely held private limited 
company can access the public through the private placement 
method.



Right Issue

• According to Sec 81 of the Companies Act 1956, if a public company
wants to increase its subscribed capital by allotment of further shares
after two years from the date of its formation or one year from the
date of its first allotment, which ever is earlier should offer share at
first to the existing share holders in proportion to the shares held by
them at the time of offer.

• The shareholders have no legal binding to accept the offer and they
have the right to renounce the offer in favour of any person. Shares
of this type are called right shares.



Secondary (Stock) Market

• Secondary market deals in securities previously issued.

• The market for long-term securities like bonds, equity stocks and
preferred stocks is divided into primary market and secondary
market.

• The secondary market enables those who hold securities to adjust
their holdings in response to charges in their assessment of risk and
return. They also sell securities for cash to meet their liquidity needs.

• Well regulated and active stock market promotes capital formation.

• Growth of the primary market depends on the secondary market.

• The health of the economy is reflected by the growth of the stock
market.



Difference 



NSE

• The National Stock Exchange is the latest, most modern and 
technology exchange.

• It was incorporate in 1992 recognized as stock exchange in 1992.

• Trading in equities, debt and derivatives.

• Set up fully automated screen based trading system.

• Leading financial market, banks, insurance companies



Commodity Market 

• A commodity market is a marketplace for buying, selling, and trading 
raw materials or primary products.

• Commodities are often split into two broad categories: 
• Hard commodities include natural resources that must be mined or 

extracted—such as gold, rubber, and oil.

• soft commodities are agricultural products or livestock—such as corn, wheat, 
coffee, sugar, soybeans and etc



Types of Commodity Markets

• Spot markets are also referred to as “physical markets” or “cash 
markets” where buyers and sellers exchange physical commodities 
for immediate delivery.

• Derivatives markets involve forwards, futures, and options.

• MCX  stands for Multi Commodity Exchange.



Financial Intermediaries

• Primary Market
• Registrar

• Merchant bankers

• Underwriters

• Secondary Market
• Brokers

• Depository

• Bank

• Clearing Corporation



Stock Broker

• Stock brokers are direct links between you and markets and they are
the ones who facilitate trade in secondary markets, you can place an
order with any SEBI registered broker such as Paytm Money, Grow,
zerodha etc because you cannot directly place an order in the
market.

• You need to transfer money to your broker in order to buy or sell
shares, and the broker ensures that the trade is executed and you
receive the said shares.



Depository

• Depository holds all the records and share certificates of every
investor having a demat account.

• Every listed entity has to become a member of a depository where
they can maintain all records of shares issued by them.

• India has two depositories – NSDL (National Securities Depository
Ltd) and CDSL (Central Depository Services Ltd)

• Depositories are regulated by SEBI and depositories ensure that the
regulator has information about all shareholders of listed companies.



Banks

• Investor transfer funds from bank to broker incase of purchasing.

• Investor receive funds from broker in bank  incase of selling.



Clearing Corporation

• Clearing Corporation in equities ensures that the trade is executed
successfully and the investors’ Demat account is credited or debited
with shares.

• Clearing Corporation guarantees the delivery of shares and ensures
total transparency in buying and selling shares.

• There are three clearing corporation in India.
• National Security Clearing Corporation Ltd. or NSCCL

• Indian Clearing Corporation Ltd or ICCL

• Multi Commodity Exchange Clearing Corporation Ltd. MCXCCL



Regulation of Capital Market

• In Indian scenario, the securities market is regulated by various agencies
such as department of economic affairs, department of company affairs, and
the reserve bank of India.

• The capital markets and protection of investor's interest is now primarily the
responsibility of the Securities and Exchange Board of India (SEBI), which is
located in Bombay.

• The activities of these agencies are coordinated by high level committee on
capital and financial market.
• The high level coordinated committee for financial market discusses various policy

level issues which require inter regularity coordination between the regulators in
financial market such as RBI, SEBI, insurance, regulatory and development
authority (IRDA) and pension regulatory and development authority.

• The committee is chaired by Governor, RBI, secretary minister of finance,
chairman SEBI, chairman IRDA, and chairman.

• The capital market is market of equity and debt securities is regulated by
Securities and Exchange Board of India (SEBI).



Capital Market

• Capital market is controlled by financial supervisors and their own
governance organization.

• Major grounds of regulation is to keep investors away from scam and
deception.

• Financial regulatory organisations are providing licenses to financial
service providers, and executing applicable regulations.



SEBI

• The Securities and Exchange Board of India (SEBI) is the regulatory
body for securities and commodity market in India under
the ownership of Ministry of Finance , Government of India.

• It was established on 12 April 1988 and given Statutory Powers on 30
January 1992 through the SEBI Act, 1992.

• The objective is to protect the interest of investors and regulate and
promote securities market in India.

• Securities and Exchange Board of India (SEBI) has full autonomy and
authority to regulate and develop capital market. The government
has framed rules under securities controls act, the SEBI act and
depositories act.



SEBI is managed by its members

• The chairman is nominated by the Union Government of India.

• Two members, i.e., Officers from the Union Finance Ministry.

• One member from the Reserve Bank of India.

• The remaining five members are nominated by the Union 
Government of India, out of them at least three shall be whole-time 
members.



SEBI Functions

• SEBI is primarily set up to protect the interests of investors in the 
securities market.

• It promotes the development of the securities market and regulates 
the business.

• SEBI provides a platform for stockbrokers, sub-brokers, portfolio 
managers, investment advisers, share transfer agents, bankers, 
merchant bankers, trustees of trust deeds, registrars, underwriters, 
and other associated people to register and regulate work.

• It regulates the operations of depositories, participants, custodians of 
securities, foreign portfolio investors, and credit rating agencies.



SEBI Functions

• It prohibits insider trading, i.e. fraudulent and unfair trade practices 
related to the securities market.

• It ensures that investors are educated on the intermediaries of 
securities markets.

• It monitors substantial acquisitions of shares and take-over of 
companies.

• SEBI takes care of research and development to ensure the securities 
market is efficient at all times.



Module 3: Time Value of Money, 
bond and stock valuation





“A rupee today is more valuable than a year later.” 



Factors Affecting Value of Money

Inflation Consumption
Risk and 

Uncertainty
Investment 

opportunities



Valuation 

• Valuation establishes the preference to receive money at present 
than a future point of time. 

A person should pay more in future for a rupee received today.

A Person may accept less today for a rupee received in future.



Techniques for time value of money

1. Compounding Techniques

2. Discounting Techniques



Compounding Technique 

• Future value of money

• For example, a person gets an option to receive Rs. 100 
today or to receive ₹ 100 after one year. 

• What he will do?

• He will prefer to take today

• or  Rs.110 after one year 



Compounding Technique

Future value at the end of the period one can be calculated by the 
simple formula 

Vi = V0 (1+i)

Vi = future value at the period 1

V0 = value of money at time 0. Original sum of money

i = interest rate 



Example

Value of ₹ 100 after one year at 10% rate of interest

Vi = 100 (1+.10)

= ₹ 110



Compounding Technique - Future value for 
longer period

Formula for future value for longer period

𝑉𝑛 = 𝑉0(1 + 10)𝑛

Vn = future value at period n

V0 = Original sum of money

i = interest rate 

n = no. of years



Example - Future value for longer period

Calculate the future value of ₹100 after 5years at 10% rate of interest.

𝑉𝑛 = 100(1 + 10)5

= 100(1.1)5

= 100 𝑥 1.61

𝑽𝒏 = ₹ 𝟏𝟔𝟏



Compounding Technique - Future value for longer 
period (using compound factor table)

Formula
𝑉𝑛 = 𝑉0(𝐶 𝐹𝑖,𝑛)

Mr. Star has invested ₹ 1,000 in fixed deposit offering interest rate of 
8% for 10 years. Calculate the compound value of money to be 
received after 10 years. 



Example - Future value for longer period (using 
compound factor table)

Mr. Star has invested ₹ 1,000 in fixed deposit offering interest rate of 
8% for 10 years. Calculate the compound value of money to be 
received after 10 years. 

𝑉10 = 𝑉0(𝐶 𝐹𝑖,𝑛)

𝑉10 = 1000 𝑥 2.16

= ₹ 2160



Multiple compounding periods

There are cases where interest are compounded half yearly, quarterly 
or monthly, which is more than once a year.

𝑉𝑛 = 𝑉0(1 +
𝑖

𝑚
)𝑚𝑥𝑛

𝑉𝑛 = Future value of money after n years

𝑉0 = original sum of money

i =  rate of interest

m = frequency of compounding per year



Multiple compounding periods

Calculate the compound value of ₹ 2,000 at the end of 5 years at 8% 
rate of interest when interest is calculated (i) yearly and (ii) half yearly 
basis.

i. When the interest is compounded yearly

𝑉𝑛 = 𝑉0(𝐶 𝐹𝑖,𝑛)

= = 2000 𝑥 1.47

= ₹ 2940



Multiple compounding periods

Calculate the compound value of ₹ 2,000 at the end of 5 years at 
8% rate of interest when interest is calculated (i) yearly and (ii) half 
yearly basis.

ii When the interest is compounded half-yearly



Future value of series of payments

Formula for calculating future value of series of payments

𝑽𝒏 = 𝑰𝟏(𝟏 + 𝒊)𝒏−𝟏 + 𝑰𝟐(𝟏 + 𝒊)𝒏−𝟐+… . 𝑰𝒏−𝟏 (𝟏 + 𝒊)+𝑰𝒏

𝑉𝑛 = Future value at period n

𝑰1 = payment after period 1

𝑰2 = payment after period 2

𝑰𝑛 = payment after period n

𝑖 = Rate of interest



Example- Future value of series of payments

Calculate the future value at the end of 6 years of the following series 
of payments at 10% rate of interest.

𝑰1 = ₹ 2,000 at the end of first year

𝑰2 = ₹ 1,000 at the end of 2nd year

𝑰3 = ₹ 2,500 at the end of 3rd year

𝑰4 = ₹ 1,500 at the end of 4th year

𝑰5 = ₹ 2,000 at the end of 5th year

𝑰6 = ₹ 1,800 at the end of 6th year



Compound value of annuity

• An annuity is a series of equal payments lasting for some specified 

duration. Like premium paid for life insurance

• Deferred annuity – cash flow at the end of the year.

• Annuity due – cash flow at the beginning of the year. 



Example- Deferred Annuity

Formula

𝑉𝑛 = 𝐼(1 + 𝑖)𝑛−1 + 𝐼(1 + 𝑖)𝑛−2+𝐼(1 + 𝑖)1+ 𝐼 or

𝑉𝑛 = 𝐼[(1 + 𝑖)𝑛−1 + (1 + 𝑖)𝑛−2+(1 + 𝑖)1+1]

𝑉𝑛 = Future value at period n

𝐼= payment at the end of each year

𝑖 = Rate of interest

n = no. of years



Calculation  of future value of deferred 
annuity

• Mr Arvind deposits ₹ 2,000 at the end of every year for 5 years and 
the deposit earns a compound interest at 10% p.a. Calculate the 
amount of money he will receive at the end of 5 years. 



Compound value of an annuity due 

Formula (using compound factor table)

𝑉𝑛 = 𝐼(1 + 𝑖)𝑛 + (1 + 𝑖)𝑛−1+⋯𝐼(1 + 𝑖)1

Formula (using annuity compound factor )

𝑉𝑛 = 𝐼 𝐴𝐶𝐹𝑖,𝑛 (1 + 𝑖)



Example – annuity Due

Mr Anand is depositing ₹ 10,000 in a bank at the beginning of each year for 
5 years. The bank offers interest at 8% p.a. Calculate how much money Mr. 
Anand will get at the end of 5 years.



Discount or present value Technique

Present value shows today’s value of money which is to be received in future.

The formula

Vi = V0 (1+i)

Vi = 
𝑉𝑛

(1+𝑖)𝑛

Vi = future cash flow 

V0 = Present value

i = interest rate 



Example

• Calculate the present value of ₹ 1000 to be received after ooe year at 
10% time preference.

Formula

Vi = 
𝑉𝑛

(1+𝑖)𝑛

𝑉𝑛 = ₹1,000

i = 10%

Vi =?

Vi = 
1,000

(1.1)1

= ₹909



Present value or discount factor 

Formula for calculating present value:

V0= Vn x DFi,n

V0 = Present Value 

Vn = Future cash flow

DFi,n= discount factor at i that is rate of interest for n years



Example

Mr moon has to receive ₹ 10,000 after 5 years from now. His time 
preference for money is 10% p.a. calculate the present value.

Formula

V0= Vn x DFi,n

V0= 10,000 x 0.621

= ₹ 6,210



Present value of series of cash flows

Formula

𝑉0 =
𝐼1

(1 + 𝑖)
+

𝐼2
(1 + 𝑖)2

+⋯…
𝐼𝑛−1

1 + 𝑖 𝑛−1 +
𝐼𝑛−2

(1 + 𝑖)𝑛−2

V0 = present value

𝐼 = instalments

i = interest rate 



Example

Calculate present value of the series of payment to be received 
assuming as discount rate of 8%.

Year 1 2 3 4 5

Cash flows ₹ 6,000 15,000 12,000 3,000 5,000



Present value of annuity

An annuity is a series of equal payments lasting for some specific 

period.

Formula

V0= 𝐼 x ADFi,n

V0 = present value

𝐼 = instalments

ADFi,n = annuity discount factor value for i interest and n years.



Annuity discount factor table



Example - Present value of annuity

Mr. Rahul has to receive ₹5,000 per year for 6 years. Calculate the 
present value of the annuity assuming that he can earn interest on his 
investment at 10% p.a.

Formula 

V0= I x ADFi,n

V0= 5,000 x 3.3553

= ₹16,775



Present value of annuity due

Annuity due that is the cash flow occur at the beginning of the each 
year.

Formula

V0= I x [ADFi,n (1+i)]



Example - Present value of annuity due

Mr. Mehra has to receive ₹5,000 at the beginning of year for 6 
years. Calculate the present value of the annuity due assuming 
rate of interest is 8% p.a.

Formula 

V0= I x [ADFi,n (1+i)]

I = ₹5,000

ADFi,n= 4.6229



Example - Present value of annuity due

Mr. Mehra has to receive ₹5,000 at the beginning of year for 6 years. Calculate 
the present value of the annuity due assuming rate of interest is 8% p.a.

Formula 

V0= I x [ADFi,n (1+i)]

V0= 5,000 x [4.2669 (1.1)]

V0= 5,000 x 5.08519

Present value = ₹25425.95



Present value of an infinite annuity

Formula

V0= I x ADFi,α

or

𝑉0 =
𝐼

𝑖



Example

Calculate the present value of ₹5,000 received in perpetuity for an 
infinite period, taking discount rate of 10%.

Formula

𝑉0 =
𝐼

𝑖
I = ₹5,000 

i= 10%

𝑉0 =
5,000

.10

= ₹50,000 





Situation 1

A company has ₹5,00,000 6% debentures redeemable after 6 years.
The company establishes sinking fund for redemption. The sinking fund
earns interest @ 8% p.a. the investment are made to end of each year.
Calculate the amount of instalment the company should make to
ensure that ₹5,00,000 is available on redemption date.



Situation 2

From the following information of Anand ltd. Calculate compound rate of 
growth in profits.

Years 2017 2018 2019 2020 2021 2022

Profit lakh 57 60 64 69 78 92



Situation 1- Capital recovery

A company has raised loan of ₹5,00,000 from a financial institution at 7%
p.a. rate of interest. The amount has to be paid back in 6 equal
instalments. Calculate the size of instalments that company should pay to
discharge from loan.



Situation 2 - Interest rate problem

A company offers to pay you ₹ 5,012 annually for 5 years if you deposit ₹
20,000 initially with the company. Calculate the interest rate earn on
deposit.



Valuation of securities

• Valuation of can be taken by the company or even as an investors

also valuing of securities is useful to make profitable investment

decision.



Need for the Valuation of Securities

• For Merger and acquisitions

• For liquidation purpose

• For using security as collateral

• For sale of security

• For listing on stock exchange

• For insurance and tax purpose 

• For selling branch or subsidiary



Bond Valuation



Valuation of Bond

• A bond is a debt instrument issued by or government or company. 

Bonds are issued at par, premium or discount. 

• Amount borrowed, maturity period and interest rate is mention on 

bond.

• Bond is considered as less risky.



Bonds Valuation

• Valuation of bonds with maturity period 

• Valuation of bonds in perpetuity



Valuation of Bonds with a maturity period

𝑉𝑑 =
𝑅1

(1 + 𝐾𝑑)
1
+

𝑅2
(1 + 𝐾𝑑)

2
+⋯…

𝑅𝑛
1 + 𝐾𝑑

𝑛
+

𝑀𝑛

(1 + 𝐾𝑑)
𝑛

෍

𝑡=1

𝑛

=
𝑅𝑡

1 + 𝐾𝑑
𝑡
+

𝑀𝑛

(1 + 𝐾𝑑)
𝑛

Where 

𝑉𝑑 = Value of bond or debt

𝑅1, 𝑅1… . = Annual interest (₹) in period 1,2,….and so on

𝐾𝑑 = required rate of return

M = Maturity value of bond

n= number of years to maturity

OR

𝑉𝑑 = 𝑅 𝐴𝐷𝐹𝑖,𝑛 +𝑀 𝐷𝐹𝑖,𝑛



Example – Bond Valuation

• An investor is preferring to purchase 9% ₹ 6,000 bond redeemable 
after 5 years at par. The required rate of return is 10%, calculate at 
what price the investor is willing to purchase bond.



Example – Bond Valuation (another way)

An investor is preferring to purchase 8% ₹ 7,000 bond redeemable 
after 5 years at par. The required rate of return is 10%, calculate at 
what price the investor is willing to purchase bond.

𝑉𝑑 = 𝑅 𝐴𝐷𝐹𝑖,𝑛 +𝑀 𝐷𝐹𝑖,𝑛



Bond in Perpetuity

The bonds which do not have maturity period is known as perpetuity 
bonds.

𝑉𝑑 =
𝑅1

(1 + 𝐾𝑑)
1
+

𝑅2
(1 + 𝐾𝑑)

2
+⋯

𝑀𝑛

(1 + 𝐾𝑑)
∞

෍

𝑡=1

∞

=
𝑅𝑡

1 + 𝐾𝑑
𝑡

𝑉𝑑 =
𝑅

𝐾𝑑

𝑉𝑑 = Value of bond or debt

𝑅 = Annual interest 

𝐾𝑑 = required rate of return 



Example – Perpetuity Bond

• Mr Neeraj has invested in bond of face value of ₹ 9,000 with no 
maturity. He receives annual interest of ₹ 720. Calculate the value of 
bond if the required rate of return is 10%.



Relationship between the required rate of 
return and coupon interest rate 

• If the coupon rate of bond or debenture is higher than the investors 
required rate of return, the value of bond or debenture shall be more 
than the face value of its.

• If the coupon rate is lower than the investors required rate of return 
of bond or debenture, the value of debt or bond shall be less than its 
face value. 

• If the coupon rate is equal to investors required rate of return of 
bond or debenture, the value of debt or bond shall be equal to its 
face value. 



Equity Valuation
• One period Valuation

• Two period valuation

• N period valuation

𝑃𝑜 =
𝑑1

1 + 𝐾𝑒
+

𝑃1
1 + 𝐾𝑒

Po = Current value of the share

d = expected dividend

P1 = expected price of share at the end of year one

Ke = required rate of return on equity share

𝑃0 = 𝐷 𝑥 𝐴𝐷𝐹𝑖,𝑛 + 𝑃𝑛 𝑥 𝐷𝐹𝑖,𝑛

Or



Equity Valuation

• Mr. Mohan is interested to purchase equity share of Wipro ltd., hold 
for a year and then sell it. Mr. Mohan is expecting the dividend ₹ 5 
per share at the end of year one and also expecting that the price will 
be ₹ 500 at the end of year one. Calculate the value of share if he 
assume rate of return 15%.

• Mr. Mohan is interested to purchase equity share of Wipro ltd., hold 
for two years and then sell it. Mr. Mohan is expecting the dividend ₹ 
5 per share at the end of year one and ₹ 7 at the end of year 2, he is 
also expecting that the price will be ₹ 500 at the end of year two. 
Calculate the value of share if he assume rate of return 15%.

• An investor plans to invest in Mazagon Dock ltd. For 10 years. He is 
expecting dividend ₹ 5 per year for 10 years and also expecting the 
price reach to 800 after 10 years. Calculate the value of share if the 
required rate of return is ₹12%.



Module 4: cost of Capital & 
Capital structure



Meaning and definition of cost of capital
• Cost of capital is the rate that must be earned from the proceedings 

of the project.

• In case the company is not able to get minimum expected rate of 
return the value of the shares will decline. 



Definition of cost of capital

The projects’s Cost of Capital is the minimum required rate of return on

funds committed to the project, which depends on the riskiness of its cash

flow.

I M Pandey

Cost of Capital is the rate of return the firm requires from investment in
order to increase the value of the firm in the market place.

Hampton, John J



Importance of cost of capital

• Cost of capital in capital budgeting

• Cost of capital in determination of capital structure

• Cost of capital and financial performance of the firm

• Cost of capital and financial decisions

• Cost of capital and external users



Components of cost of capital

• Components of Cost

• Components of Capital



Components of Capital

• Debentures

• Preference share

• Equity Share

• Retained Earnings





Debentures 

• Debentures are considered as debt financing so it is one of the 
source of external financing in our organization. 

• Debentures can be issued at par, premium and discount.

• Tax deductible 



Cost of irredeemable debentures before tax

Formula

Kdb= cost of debt before tax

I = Interest

NP = Net proceeds 



Calculation of net Proceeds

In case debentures are issue at par

NP = Face value - floatation cost/issue expense

In case debentures are issue at discount

NP = Face value – discount - floatation cost

In case debentures are issue at premium

NP = Face value + Premium - floatation cost



Cost of irredeemable debentures after tax

Formula

or

t = tax rate



Cost of irredeemable debentures - Example

• ABC Ltd., issues 9% debentures for ₹ 50,000 at par. The tax rate is 
50%. Calculate the cost of debt.



Example - Debentures issue at premium

Power Ltd., issues 9% debentures for ₹50,000 at 10% premium. The tax 
rate is 40%. Calculate the cost of debt.



Example - Debentures issue at discount

Union Ltd. issues 9% debentures for ₹ 1,00,000 at 5% discount par. The 
tax rate is 50%. Calculate the cost of debt.



Example – Cost of Debentures

IOCL Ltd., issues 8% debentures for ₹ 50,000 at 10% premium. The 
floatation cost is 2% and tax rate is 50%. Calculate the cost of debt.



Cost of Redeemable debentures before tax

The debentures which matured after certain period of time.

Formula

where

Kdb = Cost of debt before tax

I = Interest

n = Maturity period

NP = Net proceeds 

RV = Redeemable value of debt

redeemable debentures



Cost of Redeemable debentures after tax

Formula

Kda = Cost of debt after tax

I = Interest

n = Maturity period

NP = Net proceeds 

RV = Redeemable value of debt



Example - Cost of Redeemable debentures 
before tax 

• A company issues ₹ 8,00,000 12% redeemable debentures. Floatation 
cost is ₹50,000. The debentures will be redeemed after 5 years at 
10% premium. Calculate cost of debt if tax rate is 50%.



Example - Cost of Redeemable debentures 
before tax 

• A company issue 1,00,000 8% debenture of ₹ 100 at 5% discount. The 
issue expenses is ₹ 80,000. The debenture will redeem after 10 years 
at 10% premium. Calculate the cost of debenture if tax rate is 40%.



Preference Shares

• Preference shares are considered as a source of equity financing.

• The company pays a fixed rate of dividend to preference 
shareholders.

• Preference dividend is not tax deductible.

• Preference shares are also issued at par premium or discount. 



Types of Preference Shares 

• Redeemable Preference Shares 

• Irredeemable Preference Shares 



Company can issue…

• Redeemable Preference shares

• As per companies amendment act 1988, now irredeemable 
preference shares or not issued.



Cost of redeemable preference shares

Formula

Kp= Cost of redeemable preference share

D = Annual preference dividend

n = Maturity period

NP = Net proceeds 

MV = Maturity value of preference shares



Computation of cost of redeemable 
preference shares - Numerical

A company issues 10,000 12% preference shares of ₹ 100 each 
redeemable after 10 years at par. Cost of issue is ₹ 2 per share. Calculate 
cost of preference share if these shares are

a. issued at par

b. issued at 5% discount



Computation of cost of redeemable 
preference shares - Numerical

• A company issues 50,000 8% preference shares of ₹100 each 
redeemable after 8 years at 10% premium. Cost of issue is ₹50,000. 
Calculate cost of preference share if these shares are issued at
• 5% discount 

• par

• 5% premium 



cost of equity capital

• Company pay dividend to the equity shareholders. 

• Paying dividend to equity shareholders is discretion of management 
and legally not compulsory to pay.

• Dividend becomes cost of equity capital for the company. 



method for computing the cost of equity 
capital

• Dividend yield or dividend price method

• Dividend  price plus growth method 

• Earning price method 

• Realised method 

• Cost of equity under CAPM



Dividend yield or dividend price method 

• The cost of equity is calculated on the basis expected return paid as
future dividend to equity shareholders in order to maintain the
present market price.



Dividend yield or dividend price method 

Formula

In case of New Issue

𝑘𝑒 =
𝐷1

𝑁𝑃

Where, 

ke= cost of equity

D1 = expected dividend per share 

NP = net proceeds per share 



Dividend yield or dividend price method 

Formula

In case of New Issue

𝑘𝑒 =
𝐷1

𝑀𝑃

Where, 

ke= cost of equity

D1 = expected dividend per share 

MP = Market Price per share



Dividend yield or dividend price method -
Example

ABC ltd issued 20,000 equity shares of ₹100 each at a premium of 5%.
Since five year company is paying 10% dividend to equity shareholders
and expecting same to be paid in this year. Calculate cost of equity
capital. And if the market price of equity share is ₹160 what will be
cost of equity capital?



Dividend price plus growth method 

• The cost of equity is calculated on the basis of expected dividend rate 
plus growth rate in dividend. 

• The growth rate of dividend is assumed to be equal to the growth 
rate in earnings per share as well as market price per share.



Dividend price plus growth method 

Cost of equity in case of new shares

𝑘𝑒=
𝐷1

𝑁𝑃
+g

ke= cost of equity

D1 = expected dividend per share

NP = Net proceeds

g = growth rate in dividend



Dividend price plus growth method 

Cost of equity in case of existing shares

𝑘𝑒=
𝐷1

𝑀𝑃
+g

ke= cost of equity

D1 = expected dividend per share

MP = Market price

g = growth rate in dividend



Dividend price plus growth method - example

ABC Ltd issued 50,000 new equity shares of ₹ 10 each. The issuing
expenses made by the company is 10%. The company declares
dividend as ₹1. per share and expected 5% as growth rate in dividends.
Calculate the cost of issuing new shares. Calculate the cost of existing
equity share capital if the current market price of the share is ₹ 16.



Earning/Price method

Earnings of company is correlated with market price of the shares.

If an investor is preferring to invest in the firm which have 20% rate of
earnings and the offered share price is ₹ 100. So the constructed cost
of equity is 20%. Suppose the firm earn 30% rate of earnings than
investor may purchase the share for ₹ 150. (30/20*100)



Earning/Price method

Cost of equity in case of new shares

𝑘𝑒=
𝐸𝑃𝑆

𝑁𝑃

ke= cost of equity

EPS = Earnings per share

NP = Net Proceeds 



Earning/Price method

Cost of equity in case of existing shares

𝑘𝑒=
𝐸𝑃𝑆

𝑀𝑃

ke= cost of equity

EPS = Earnings per share

MP = Market price per share 



Earning/Price method - assumptions

• The EPS is expected to remain constant.

• The payout is 100%.

• The firm does not use any debt 



Earning/Price method - Example

ABC ltd decides to expand its operations and for this investment is
required for 15 lakhs. Company decided to raise funds by issuing
1,50,000 equity shares for ₹ 10 per share. company having existing
2,00,000 equity shareholders. Calculate the cost of equity for existing
and new equity capital. If the market price per share is ₹15 per share
and net earnings is ₹ 6,00,000.



Realised yield Method

• Realized yield method takes into consideration the actual rate of 
return realized in the past. 

• It is assumed that passed pattern will repeat in future



Cost of equity under- CAPM

• Cost of equity which considered risk that is known as CAPM.

• Capital Asset pricing model

• Calculating the cost of equity by using the mechanism of risk-return 
trade 



Total Risk

• Diversifiable risk which is also called as unsystematic risk

• Non-diversifiable risk which is also called as systematic risk



CAPM

• Formula

Ke = Rf + β (Rm - Rf)

Rf = risk free rate of return

Β = beta 

Ke = cost of equity capital

Rm = market return



CAPM - Example

• Risk free rate of return is 10%. Beta, co-efficient of the firm is 1.2. 
Calculate the cost of equity capital using CAPM model assuming a 
market return is 15%. What will be the cost of equity is beta rises to 
1.55.



Retained Earnings

• The profit which is retained by the company is considered as retained 
earnings. 

• Retained earnings carries opportunity cost of dividends which is 
foregone by the investors. 



Retained Earnings – adjustment 

• Adjustment for Income tax 

• Adjustment for brokerage 



Cost of retained earnings

Formula 

Kr = Ke (l-t) (l-b)

Ke =cost of equity

t  = tax rate

b = brokerage 

Kr =cost of retained earnings



Cost of retained earnings - Example

A firm's cost of equity is 18%. The average income tax rate of
shareholders is 30% and brokerage cost is expected to be 2% while
investing dividends. Calculate the cost of retained earnings.



Weighted Average Cost of Capital

• It means average cost of all various sources of capital.

• Weighted average cost of capital can be calculated by putting weights 
to the specific source of funds

• Weights can be given either by using book value or market value 



Weighted Average Cost of Capital 

Formula 

𝑘𝑤 =
σ𝑥𝑤

σ𝑤

Kw = weighted average cost of capital 

w = weights (proportions of specific sources of finance in the total) 

x = cost of specific source of finance 



Weighted Average Cost of Capital - Example

Sources of funds ₹ After tax cost

Debentures 3,00,000 .5

Preference shares 1,00,000 .12

Retained earnings 1,50,000 .14

Equity capital 4,50,000 .15



Module 5
Dividend policy



Dividend 

• The term dividend refers to that part of profit of a company which is 
distributed by the company among the shareholders.



Determinants of dividend

• Cost of capital

• Availability of funds

• Capital structure

• Stock price

• Investment opportunities in hand

• Expectation of shareholders

• Trends of industry

• Age of the company

• Trend of earnings

• taxation



Form of dividend

• Cash dividend

• Stock dividend

• Scrip dividend

• Property dividend



Advantages

• Bird-in-hand

• Investor preference

• Stability

• Gains, Without Selling

• Temporary extra money

• Information signalling



Disadvantages

• Decrease retained earnings

• Limits Company’s growth



Dividend Policy

• A dividend policy can be defined as the dividend distribution 
guidelines provided by the board of directors of a company. It sets 
the parameter for delivering returns to the equity shareholders, on 
the capital invested by them in the business. 

• While taking such decisions, the company has to maintain a proper 
balance between its debt and equity composition.



Types of Dividend policy

• Regular dividend policy

• Stable dividend policy
• Constant dividend per share

• Constant payout ratio

• Irregular dividend policy

• No dividend policy


