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                                      Theory of Capitalisation 

 

There are two important theories to determine the amount of capitalisation: 

 

(i) The Cost Theory, and 

 

(ii) The Earnings Theory. 

 

(i) The Cost Theory of Capitalisation: 

 

 



According to this theory, the amount of capitalisation is equal to the total 

cost incurred in setting of a corporation as a going concern. Thus the 

estimation of capital requirement of a newly promoted company is based on 

the total outlays of setting of a company. The  amount of capilalisation 

determines by adding up the cost of fixed assets (like plants, machinery, 

building, etc.); working capital required for the continuous operations of the 

company; the cost of establishing the company and the promotional 

expenses.  

 

According to this theory, Amount of capitalisation: 

I) the cost of fixed assets such as land and building, plant and 

machinery, goodwill, furniture and fixture,etc 

II) the amount of regular working capital required to carry on business 

operations 

III) the expenses of promotion and  

IV) the cost of establishing the business 

 

Thus, the original outlays on all these items form the basis for determine the 

amount of capitalization. This theory is suitable for determining the financial 

requirements or the amount of capitalisation of a newly promoted 

corporation. Capitalisation is useful in case of newly-formed companies as it 

enables the promoters to know exactly the amount of funds to be raised. But, 

this theory is not totally satisfactory as it ignores the earning capacity of the 

business. The amount of capitalisation is based on a figure which will not 

change with changes in the earning capacity of the business. 

  

For instance, if some of the fixed assets of a company become obsolete, 

some remain idle and the others are under-employed, the total earning 

capacity of the company will naturally fall, but such a fall in the earning 

capacity, would not reduce the value of the investment made in the 

company’s business. 



 

Advantage of cost theory 

The cost theory of capitalization is useful for those enterprises in which the 

amount of fixed capital is more and earning are regular. 

Disadvantage of cost theory 

1. The amount of capitalisation is judged by the cost of establishing and 

starting a business, and not by its earning.  In fact the amount of 

capitalization is determined by what a firm earns and not by what has 

been invested in it. 

2. The cost basis of capitalisation is not satisfactory in the case of a 

growing concern that earning keeps on changing whereas the amount 

of capitalization remains constant. 

3. It is not useful those business in which operating cost is changing, 

earning are not regular. 

 

 

 

 

 

 

 

 

 


