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 CA – IPC : FM FORMULAS 

1. Capital Budgeting 
Methods of evaluating Capital Budgeting: 
 1. Pay back period method 
 2. Annual Rate of Return / Accounting rate of return 
 3. Discounted cash flow 
  a. Net Present value ( NPV)    b. Internal Rate of Return (IRR) 

c. Profitability Index (PI) (or) Benefit cost Ratio  d. Equated Annuity Cost 

(EAC) (or) 

e. Equated Annuity Benefit (EAB)  f. Discounted pay back (or) Time adjusted 

BEP 

 Expressed 
in  

Bench mark 
(Basis of 
selection) 

Formula When to use 

Pay Back Period Years Shortest Recovery time of 
investment 

When no cost of 
capital is given 

Annual Rate of 
Return 

% Highest 1) Avg PAT/A.I When no cost of 
capital is given 
 

NPV Rs. Greatest Value Discounted C.I. 
- Discounted C.O. 

When two projects 
are same in all 
aspects i.e. No 
disparity. 

IRR % Highest  At this rate 
Discounted CI = 
Discounted CO 
and NPV =0, PI=1 

Rarely used in 
finding Cost of 
Capital, (It gives 
actual rate of return) 

Profitability Index 
(PI) 

Points  Highest Discounted CI ÷ 
Discounted CO 

Size Disparity/ 
Capital rationing/ 
Divisible projects. 

EAC (or) EAB 
When to apply under 
life disparity 

Rs. EAC = Lowest 
EAB = Highest 

EAC = Discounted 
CO ÷ Annuity 
Factor EAB = 

1.  

2.  

Life Disparity  

Discounted Pay Back Years Shortest Recovery time of 
Investment 

Break even time 

  Where: - A.I = Average Investment  CI = P.V. of cash inflow 
       A.F. = Annuity Factor     CO = P.V. of cash Outflow 

      I.I – Initial Investment 
 
 
 
 
 

Capital Budgeting 

Problems 

Mutually 

  Exclusive

  

Mutually 

       Inclusive

 

  

Size  

Disparity 

Life  

Disparity 
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Internal Rate of Return (IRR):- 
 IRR otherwise called as yield on investment, Marginal efficiency of capital, Marginal 
Productivity of capital, Rate of Return, Time adjusted rate of return. 

 IRR = Li +  × Difference in discount factor. 

 
 

2. Leverages 

1. Operating Leverage =  

 Interpretation  
 Fixed Cost   Operating Leverage  Business Risk 
 
  
     Degree of operating Leverage (DOL) 

 DOL =  

 % of changes in  EBIT =   × 100 

2. Financial Leverage: 

 Financial Leverage -  

 Interpretation 
 Interest & Preferential dividend  Financial Leverage   Financial Risk 
  
  
 
Financial Break even point: 

 FBEP = Int +   Degree of  Financial Leverage  DFL  =  

Combined Leverage: 
 CL = Operating Leverage × Financial Leverage (or) 

   =  

Degree of combined Leverage  

   

3. Capital Structure Planning 
1. Interest coverage Ratio =                             I = Interest amount, T = Tax Rate 

2. Point of indifference                                           Pd = Preferential dividend Amount 

   =                   N1 = No. of equity shares according to alternative 

(1) 

3. Return on capital employed =     N2 = No. of equity shares according to 

alternative (2) 

4. Debt Equity Ratio =  

4. Capital Structure Theories 
A.  Net income Approach 
 1. a) V = S+D,   b) S = V - D   c) D = V – S  
 assumption:- Ke & Kd are constant. 
     V = value of firm, S = Market value of equity, D = Market value of debt. 

 2. a) S =    b) ke =       c) EBT = ke  xs d) Ko =  
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B. Traditional approach : Ko = kd    + ke   

C.  Net operating income approach  
 Assumption :- Ko & Kd are constant 

 a) ko =     b) V =      c) D =     d) I = Dxkd   

 I = interest,  D= Debt, Kd = cost of debt 
D. MM approach 

 Without tax:  VU =    VL = VU  

 With tax: VU =  ,  VL = VU+(DT) 

 Ke = ko +{ko –kd} D/E 
 Vu = Value of unlevered firm, D = debt, T = tax rate, VL = Value of levered firm 

5. Working Capital 

STATEMENT SHOWING COMPUTATION OF OPERATING CYCLE PERIOD 
PARTICULARS       Days  
Raw Material Conversion Period        xxx 
WIP conversion period        xxx 
Finished Goods Conversion Period      xxx 
Debtors Conversion / Receivable Conversion Period     xxx 
GROSS OPERATING CYCLE       xxx 
Less  - Creditors conversion period      xxx 
NET OPERATING CYCLE        xxx 
 
VARIOUS CONVERSION PERIODS MAY BE CALCULATED AS FOLLOWS 

1. RMCP =  

2. WIP Conversion period =  

3. Finished Goods Conversion Period =  

4. Debtors Conversion Period =  

5. Credit Conversion Period =  

6. No. of operating cycles in a year =  
 

MAXIMUM PERMISABLE BANK BORROWINGS 
According to TonDon Committee norms 
METHOD I 75% of Working Capital 
METHOD II 75% of Current Assets – Current Liabilities 
METHOD III 75% of (Current Assets – Core Current Assets) – Current Liabilities 

6. Debtors Management 

1.  Effective discount rate p.a. =  ×  × 100 

 Where n = No. of days saved 
2. Effective Cost / Rate of Commercial Paper 

  

7. Cash Management 

BAUMOL’S MODEL: C =  

C = Cash required each time to restore bal to minimum cash, 
F = Total funds required during the year, 
T = Cost of each transaction b/w cash & marketable securities. 
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R = Rate of interest on marketable securities. 

MILLER – ORR Cash model: R = 3  

T= Transaction cost of conversion  
V = Variance of daily cost flows 
i = Daily % of  int rate on investment. 
Under this model, spread = Upper limit – Lower limit (or) 3 × R 

 

8. Fund Flow Statement 
Rules for preparing schedule of changes in working capital: - 
Increase in current asset, result in increase in working capital – so Add 
Decrease in current asset, results in decrease in working capital – so Decrease 
Increase in current liability, results in decrease in working capital – so Decrease 
Decrease in current liability results in increase in working capital – so Add 
 

STEPS FOR PREPARING A FUNDS FLOW STATEMENT 

 Prepare separate A/c’s for all non operating items 

 Statement of changes in Working capital 

 Calculate funds from operations 

 Finally prepare funds flow statements 

Funds from operations – Format  - indirect method 

Particulars  Rs. Rs. 

Net Profit   *** 

Add: Non current or Non operating items debited in p&l 
a/c  
        Depreciation  
        Goodwill written off 
        Preliminary Exp. Written off 
        Discount on share written off 
        Transfer to General Reserve 
        Provision for Taxation 
        Provision for Dividend 
        Loss on Sale of asset 
        Intrim dividend 

*** 
*** 
*** 
*** 
*** 
*** 
*** 
*** 
*** 

 
 
 
 
 
 
 
 
*** 

  *** 

Less: Non current or Non operating items credited in p&l 
a/c 
          Profit on sale of asset 
          Income from investments  
          Tax refund 
          Other non operating incomes 

*** 
*** 

 
*** 

       Funds from operation   *** 

Funds from operations – Format  - direct method 

Particulars  Rs. Rs. 

Funds Inflows from operating activities   

Cash sales  
Credit sales 
Other operating Inflows 

*** 
*** 
*** 

 
 
*** 

Funds Outflows from operating activities   

Cash purchases 
Credit purchases 

*** 
*** 

 
 

http://www.ramusirtaxclasses.com/


CA-IPC FM FORMULAE M.V.RAMACHANDRA RAO’S CA CLASSES 
 

WWW.RAMUSIRTAXCLASSES.COM                                  9966004686 5 of  9 

 

Wages & salaries 
Total General Expenditure 
Other operating outflows 

*** 
*** 
*** 

 
 
*** 

Funds from operation   *** 
 

Fund Flow Statement 

Particulars  Rs. 

Source of funds :- 
        Issue of shares 
        Issue of Debentures 
        Long term borrowings 
        Sale of fixed assets 
        Operation profit 

*** 
*** 
*** 
*** 
*** 
*** 

   Total Sources *** 

Application of funds : - 
        Redemption of Redeemable preference Shares 
        Redemption of Debentures 
        Payment of other long terms loans 
        Purchase of Fixed assets 
        Operating Loss 
        Payment of dividends, tax etc. 

 
*** 
*** 
*** 
*** 
*** 
*** 

Total Uses *** 

Net Increase / Decrease in working capital  
      (Total Sources – Total uses) 

 
*** 

 

9. Ratio Analysis 
A. Cash Position Ratio: - 

 1. Absolute Cash Ratio =     

 2. Cash position to Total asset Ratio =    ×100 

       (Measure liquid layer of assets) 

 3. Interval measure =     

  (ability of cash reservoir to meet cash expenses) (Answer in days) 
  
    Notes: 
 Cash Reservoir = Cash in hand + Bank + Marketable Non Trade investment at market value. 
 Current liabilities = Creditors + Bills payable + outstanding Expenses + Provision for tax (Net  of advance 
tax) + Proposed dividend + Other provisions. 
 Total assets = Total in asset side – Miscellaneous expenses – Preliminary expenses + Any  increase in value of 
marketable non trading investments. 
 Average cash expenses = Total expenses in debit side of P & L a/c – Non cash item such as  depreciation, 
goodwill, preliminary expenses written off, loss on sale of investments, fixed  assets written off + advance tax 
(ignore provision  for tax). The net amount is divided by 365  to arrive average expenses. 

 
B. Liquidity Ratio: - 

 1. Current ratio =     2. Quick ratio or Acid Test Ratio =     

 Notes: 
 Quick Asset = Current Asset – stock  

 Quick liability = Current liability – cash credit, Bank borrowings, OD & other Short term Borrowings. 

 Secured loan is a current liability and also come under cash credit. 

 Sundry debtors considered doubtful should not be taken as quick asset. 

 Creditors for capital WIP is to be excluded from current liability. 
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 Current asset can include only marketable securities. 

 Loans to employees in asset side are long term in nature and are not part of current assets. 

 Provision for gratuity is not a current liability. 

 Gratuity fund investment is not a part of marketable securities. 

 Trade investments are not part of marketable securities. 

Remarks:  

 Higher the current ratios before the liquidity position. 

C. Capital structure ratios: 

 1.   =     (or)     (or)     

 2.  Proprietary ratio =    (or)  (or)   (or)  

 3.  Total Liability to Net worth ratio =  

 4.  Capital gearing ratio =  

Notes: 
 Share holders fund (or) Equity (or) Proprietary fund (or) Owners fund (or) Net worth = Equity share + Preference 

share + Reserves and surplus – P & L a/c Debit balance – Preliminary Expenses. 

 Debt (or) Long term liability (or) Long term loan fund = Secured loan (Excluding cash credit) + unsecured 

loan + Debentures. 

 Total asset = Total assets as per Balance sheet – Preliminary expenses. 

 Total liability = Long term liability + Current liability (or) Short term liability 

 Long term fund = Total asset – Current liability = Share holders fund + Long term loan fund. 

Remarks: 
 In debt equity ratio higher the debt fund used in capital structure, greater is the risk. 

 In debt equity ratio, operates favourable when if rate of interest is lower than the return on capital employed. 

 In total liability to Net worth Ratio = Lower the ratio, better is solvency position of business, Higher the ratio 

lower is its solvency position. 

 If debt equity ratio is comparatively higher than the financial strength is better. 

D. Profitability Ratio:- 

 1. Gross profit Ratio =   × 100 

 2. Net Profit Ratio =  × 100 

 3. Operating Profit Ratio =  × 100 

 4. Return to shareholders =  

 5. Return on Net worth =  × 100 

 6. Return on capital employed (or) Return on investment =  /  

            (Without Tax)      (With Tax) 
 7. Expenses Ratios: 
  a) Direct Expenses Ratios:- 

  i)  × 100    ii)  × 100     iii)  × 100 

  b) Indirect expenses ratio:- 

  i)  × 100  ii)  × 100       iii)  × 

100 

  iv)  × 100 

 Notes: - 
 Gross Profit = Sales – Cost of goods sold 

 Operating profit = Sales – Cost of sales  

       = Profit after operating expenses but before interest and tax. 
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 Operating Expenses = Administration Expenses + Selling & distribution expenses, interest on short term loans etc. 

 Return = Earning before interest and Tax 

            = Operating Profit 
            = Net profit + Non operating expenses – Non operating income 

 Capital employed = Share holders fund + Long term borrowings  

                                         = Fixed assets + Working capital  

 If  opening and closing balance is given then average capital employed can be substituted in case of capital 

employed which is  

                      

E.  Debt service coverage ratios =   

Notes:- Profit available for debt servicing = Net profit after tax provision + Depreciation + Other 
non cash charges + Interest on debt. 
Remarks:- Higher the debt servicing ratio is an indicator of better credit rating o the company. It is 
an indicator of the ability  of a business enterprise to pay off current installments and interest out 
of profits. 
F. Turnover Ratios:- 

 1. Assets turnover =   

 2. Fixed assets turnover =  [ Number of times fixed assets has turned In to sales] 

 3. Working capital turnover =  

 4. Inventory turnover =  

  (for finished goods) 

 5. Debtors turnover (or) Average collection period =  (in ratio) 

   (or) =  × 365 days 

 6. Creditors turnover (or) Average payment period =   (in ratio) 

   (or) =  × 365 days (in days) 

 7. Inventory Turnover (for WIP) =  

 8. Inventory Turnover (for Raw Material) =   

 9. Inventory Holding Period =  

 10. Capital Turnover ratio =  

Note: - 

 Working capital = Current asset – Current liability 

 Accounts Receivable = Debtors + Bills receivable  

 Accounts payable = Creditors + Bills payable  

Remarks:- 

 If assets turnover ratio is more than 1, then profitability based on capital employed is 

profitability based on sales. 

 Higher inventory turnover is an indicator of efficient inventory movement. It is an indicator 

of inventory management policies. 

 Low inventory holding period lower working capital locking, but too low is not safe.  

 Higher the debtors turnover, lower the credit period offered to customers. It is an indicator 

of credit management policies 

 Higher the creditors turnover, lower the credit period offered by suppliers. 

G. Other Ratios:- 
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 1. Operating profit ratio = Net profit ratio + Non operating loss/ sales ratio. 
 2. Gross profit ratio = Operating profit ratio + Indirect expenses ratio 
 3. Cost of goods sold/ Sales ratio – 100%  - Gross profit ratio 

 4. Earnings per share =  

 5. Price earning ratio =   

 6. Pay out ratio =  × 100 

 7. Dividend yield ratio =  × 100 

 8. Fixed charges coverage ratio =  

 9.  Interest coverage ratio =  

 10. Fixed dividend coverage ratio =  

 11. Over all profitability ratio =  × 100 

 12. Productivity of assets employed =  

 13.  Retained earning ratio =  × 100 

 14. Book value per share =  

10. COST OF CAPITAL  
Cost of debt = kd 
Debt is two types; i.e. irredeemable debt & redeemable debt. 
Cost of irredeemable Debt 

 Cost of debt before tax      = Kd =  =                                 

Cost of debt after tax   = Kd =  =    T = Tax Rate  

Redeemable debt 

 Cost of debt after tax. Kd =   

Calculation of cost of preferred stock = kp 

Irredeemable preference share = Kp =         RV = Redemption value, n= No. of years left to 

maturity 

Redeemable preference share = Kp =    

        Kd = cost of debt, T = Tax rates, NP= Net 
proceedings 
Computation of Net proceedings 
(i) Only IP was given  
 NP = IP  
(ii) Only MP was given  
 NP = MP 
(iii) IP & F.C was given  
 NP = IP-F.C  
(iv) MP & FC was given  
 NP= MP-F.C 
(v) IP & MP & FC was given   
 NP = IP-FC 
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Where  IP= Issue price, MP = Market price, FC = Floating cost/ charges = issue expenses = 
preliminary Expenses 
Tax shield / Tax benefit / Tax Advantage on interest 
Tax shield on interest = Interest Amount × Tax rate  
Net Interest Amount = Interest Amount – Tax shield (or) Interest (I - T) 
Computation of growth Rate (g)  

1. If continuous years dividend amount was given  g =  × 100 

2. If continuous years dividend amount was not given g=  -1 

3. Computation of dn   dn = do(1+g)n    

4. Mpn =  ( If dividend is growing at constant growth rate)                                                                                

 
Cost of Equity = Ke 

1. Dividend yield method = Ke =   

2. Dividend yield plus Growth model  = ke =  + g     

Note: If dividend tax was given, which is added to dividend . Dividend Tax = Dividend × Dividend Tax 
Rate. 

3.  Dividend net worth method   = ke =  

  Average net  Worth =  

4. Price Earning Approach = ke =  =  =  

  PER =  

5. Price earning plus growth model = ke =  +g 

  g = growth rate in EPS 
6. Capital Asset pricing Model (CAPM) = ke = Rf +β (Rm +Rf) 
 Where Rf = Risk free rate of return 
    = Beta factor which measures systematic risk 
   Rm = Return on market portfolio 
   Rp = Rm – Rf  = Risk premium 

Cost of Retaining Earnings   (Opportunity cost approach) 

 Kr = ke =  +g  provided there is no F.C 

 Kr < Ke   Provided there is a F.C    kr =  +g 
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