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Application of  Various Possible 
Probabilities to Cash Flows

A

 Steps

1) Multiply cash flow with the

probabilities to get expected

cash flows.

2) Use expected cash flows to

calculate NPV or IRR.

1) A situation where actual

outcome may deviate from

expected outcome, risk can be

measured by assigning

probabilities.

2) Joint probability of  two events

happening together

3) Standard deviation measures

how much the actual data

varies from expected data

Standard deviation =

(When Probability is not given)

Varying the discounting rate or 
Risk adjusted discount rate

Ch 8 – Risk Analysis in Capital Budgeting (Chart 8.1)

 Where, X is a variable
X is a mean or expected value
N is No. of  years

Standard deviation = 
(When Probability is given)

4) Square of  Standard Deviation is
called as variance.

5) Coefficient of  Variance (CV) is a
relative measure of  deviation
useful for comparison of  risk of
two projects, with different
expected NPVs.

Higher the CV, higher the relative 
  riskiness.

CV = Standard Deviation
Mean

2ÓP (X – X)

Steps-

1) Risky cash flow × certainty

equivalent factor to arrive at

riskless cash flows

2) Riskless cash flow are then

discounted at risk free rate (RF)

to get the present value.

3) NPV is then calculated as

Adjusting the Cash Flows or 
certainty equivalent approach 

(CEC)

Risky cash flow= 
    Risk less cash flow

PV of  cash inflows – PV of  cash outflows

Certainty equivalent co-efficient 

It is a graphical device that shows 
a sequence of  strategic decisions 
& expected consequence under 
each possible set of  circumstances.

Decision Tree Analysis

Event Node/ Chance Node

Decision Node

Simulation

1)Define the problem or system

intended to be simulated.

2)Formulate the model intended to

be used.

3)Test the model and compare its

behavior with the behavior of  the

actual problem environment.

4)Identify and collect the data

needed to test the model.

5)Run the simulation.

6)Analyse the results of  the

simulation and, if  desired, change

the solution that is being evaluated.

7)Return the simulation to test the

new solution.

8)Validate the simulation, i.e.

increase the chances that any

interference that may be drawn

about the real situation from

running the simulation will be

valid.
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Ch 9 – Ratio Analysis ( Chart 9.1 )

Ratio Formula

1
 

Current Ratio Current Assets
Current Liabilities

2 Quick Ratio (Also 
called as Liquid 
Ratio or Acid 
Test Ratio)  

Quick Assets

Quick Liabilities

3 Absolute Cash 
Ratio or Absolute 
Liquidity Ratio

Cash + 
Marketable 
Securities

Current liabilities

Debt to Total 
Funds Ratio (or) 
Debt Ratio 

Debt

Total Funds

Equity to total 
Funds Ratio (or) 
Equity Ratio

 

Equity

Total Funds

Debt –
 

Equity Debt

Ratio Formula

Capital Gearing 
Ratio

Preference 
capital + Debt

Equity 
Shareholders 

Funds

Proprietary Ratio
Proprietary Funds 

Total Assets  

Debt total Assets 
Ratio

Debt Funds

Total Assets

Fixed Asset to 
Long Term Fund 
Ratio

Fixed Assets
 Long Term Funds

Gross Profit 
Ratio
 Gross Profit

Sales

Operating 
Profit Ratio

Operating Profit

Sales  

Net Profit 
Ratio 

Net Profit

Sales

Contribution 
Sales Ratio 
or PV Ratio

Contribution

Sales

Raw Material 
Turnover 

Cost of Raw Material 
Consumed

 

Ratio
Average Stock of 

Raw Material

WIP  
Turnover Ratio

Factory Cost

Average Stock of WIP

Finished G
Stock Turnover

Ratio    

oods or Cost of Goods Sold
Avg. Stock of 

Finished Goods

Debtors 
Turnover 

Ratio

Credit Sales
Average Accounts 

Receivable
 

Creditors 
Turnover 

Ratio
 

Credit Purchases
Average Accounts 

Payable

Working 
Turnover Ratio 

(also called 
Operating Turnover

or Cash Turnover
Ratio)        

Capital 

Turnover

Net Working Capital

4

5

6

7
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17
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No.No.

Fixed Assets 
Turnover Ratio 

Turnover

Net Fixed Assets21
 

Ratio FormulaNo.

Ratio Equity 



Ch 9 – Ratio Analysis ( Chart 9.2 )

Term Alternative Term  Formula for Computation 

a) Debt
Borrowed funds (or) Loan 

Funds
= Debenture + Long term loans from banks, 

financial Institutions, etc. 

b) Equity

Net worth (or) Shareholders 
funds (or) Proprietors funds 
(or) Owners funds (or) Own 
funds 

= Equity Share Capital +Preference Share Capital + 
Reserves & Surplus – Miscellaneous expenditure 
(as per balance sheet) – Accumulated losses. 

c) 

Equity 
Shareholders 

 

Funds
 

= Equity as above – preference share capital, i.e.  
= Equity Share Capital + Reserves & Surplus - 
Miscellaneous expenditure (as per balance sheet) 
– Accumulated losses.

d) Total Funds
Long Term funds (or) 
Capital employed (or) 
Investment 

= Debt + Equity (i.e. a + b as above)/.. Liability 
Route

= Fixed !ssets + Net Working Capital//.. !sset 
Route

020–24466748 / 9011854340 / 9011851796                 

Item Computation

a) Number of days Average Stock of Raw Materials held 365

Raw Material T/O Ratio

b) Number of days Average Stock of WIP held

 

365

WIP T/O Ratio

c) Number of days Average stock of Finished gods held

(Or) Number of days sales in inventory or Average stock velocity

365

Finished Goods T/O Ratio

d) Average collection period (of debtors)

 

(or) Number of days sales in Receivable

 365

Debtors T/O Ratio

e) Average Payment period (of Creditors)
 

(Or) Average payment velocity

365

Creditors T/O Ratio

f) Number of days working capital held

(also called Operating Cycle or Cash cycle or Working Capital Cycle)

365

Working Capital T/O Ratio



Based on 
Concept

Based on 
Time Factor

Temporary Working Capital  

Classification 
of 

Working 
Capital

Permanent Working Capital     

  (i.e. Current Assets Less  Current Liabilities)
Net Working Capital  

Gross Working Capital     
(i.e. current assets only)

Ch 10 – Working Capital Management ( Chart 10.1 )

Operating Cycle

Raw Material Storage period + WIP holding period + Finished goods storage period + 
Debtors   collection period Creditors payment Period

Working Capital Estimation Approaches Rates of valuation of various items

Component Total Approach Cash Cost Approach

Raw Materials Purchase price net of Discount Purchase price net of Discount

Work – in 
Progress 

Raw Materials + 50% of (Direct Labour + 
Direct Expenses + All production OH)

Raw Materials + 50% of (Direct Labour + 
Direct Expenses + Production OH 
excluding depreciation)

Finished Goods Cost of Production Cost of Production Less Depreciation

Sundry Debtors Selling Price Selling Price Less Profit Margin  Less 
Depreciation

Sundry Creditors Purchase price net of Discount Purchase price net of Discount

Note –  For WIP valuation, it is assumed that materials are fully issued and conversion (i.e. Labour and 

POH) is 50% complete.  

BAUMOl Model

Optimum investment size = 

A = Annual Cash requirement

T = Transaction cost per purchase / sale of investment  

I = Interest rate per rupee per annum  

Note – Average Cash balance = ½ of optimum investment size (as computed above)

Associated costs of optimum investment size = Transaction costs p.a. + Interest costs p.a.

= [(No.  of transactions × Cost per Transaction) + (Average Cash Balance × Interest rate p.a.)]

At the optimum investment size level, Transaction costs p.a. = 
Interest cost p.a. = ½ of associated costs p.a. 

A

B

C

D

2AT
I



Ch 10 – Working Capital Management ( Chart 10.2 )

Working Capital Funding Approach 

Approach Matching Approach Conservative Approach Aggressive Approach

Long term 
funds used in 

Fixed Assets & Permanent 
Working Capital 

Fixed Assets, Permanent 
Working Capital & part of 
Temporary Working Capital

Fixed Assets & Part of 
Permanent Working Capital

Short term 
funds used in Temporary Working Capital Balance part of Temporary 

Working Capital 
Balance part of Permanent 
Working Capital & entire 
Temporary Working Capital

Effect on 
Liquidity

Well - balanced High Liquidity Low Liquidity 

Effect on 
Profitability

Comparatively Well - 
balanced

Low profitability & return on 
Assets

High return on assets but 
risky

Debtors Decision Making

The following cost benefit analysis procedure should be adopted

a) Compute Gross benefit = Contribution or profit. (Compute profit if total fixed costs are specifically

given in the question, otherwise contribution may be used)

b) Compute costs relating to debtors = Interest on average debtors + bad debts + discount allowed +

   Specific costs

i) Interest = Cost of debtors p.a. × Collection Period 

iii)  Discount allowed = Sales × Percentage of debtors availing discount × Percentage of discount, if any.

iv)  Specific collection costs should be considered only if given in the question, e.g. collection costs, etc. 

c) Compute Net benefit = Gross benefit Less Cost of Debtors = Step 1 Less Step 2.

The credit policy with the maximum Net Benefit should be selected by the firm.

× Interest Rate 

          360 

ii) Bad debts = Sales × Bad debts percentage, if any

F

E
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