
SOFT AND HARD CAPITAL RATIONING

6 days ago Capital rationing is a strategy to pick up most profitable projects to invest available funds. Types of Capital
Rationing are Hard & soft capital.

Maybe a project with a better rate of return can be found in the future or maybe the cost of capital may decline
in the future. Definition Capital rationing is a technique used in capital budgeting that helps select the most
profitable capital projects when the ability of a company to raise additional capital is limited, and a company
sets a capital budget ceiling for the budgeting period. The company finds itself in a position where it is not
able to generate external funds to finance its investments. For example, to reduce overall risk, the board of
directors may set a minimum internal rate IRR of return for capital projects. Therefore, management should
use all funds available to maximize the total net present value. Companies may want to implement capital
rationing in situations where past returns of an investment were lower than expected. After all raising capital
takes time and this may lead to a missed opportunity! Many companies are also forced to reduce spending
when they are going to raise additional capital by issuing new debt or equity. An increase in Opportunity Cost
of Capital Too much leverage in the capital structure makes the company a riskier investment. Capital
rationing affects a company's bottom line and dictates the amount it can pay out in dividends and reward
shareholders. Compare Investment Accounts. Financial Web. So far as a budget ceiling is set, capital rationing
occurs. Rather, they may want to raise capital slowly over a longer period of time and retain control.
Management Study Guide. They may prefer to raise funds slowly and over a longer period to ensure their
control of the company. This simple example illustrates how capital rationing may affect capital budgeting
decisions. For example, if a company declares paying a fixed dividend per share, any failure will be negatively
perceived by the market and will most likely result in a decrease in the stock price. Even medium sized
companies are dependent on banks and institutional investors for their capital as many of them are not listed
on the stock exchange or do not have enough credibility to sell debt to the common people. Thirdly, many
managers believe that they are taking decisions under imperfect market conditions i. October  Hard Rationing
Hard rationing, on the other hand, is the limitation on capital that is forced by factors external to the firm. The
number one goal of capital rationing is to ensure that a company does not over-invest in assets. Single Period
and Multi-Period Capital Rationing Capital rationing can be distinguished on the basis of the period of
rationing too. The board of directors of Tristan Inc. Depending on the type of capital rationing, the company
can decide on the techniques for analyzing the investments. There are two types of capital rationing. Future
Scenarios The companies follow soft rationing to be ready for the opportunities available in the future, such as
a project with a better rate of return or a decline in the cost of capital. In the real world, however, a company
cannot raise infinite funds because the capacity of the capital market is limited.


