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                      Earnings Theory of Capitalization 

 

According to this theory the real worth of a business enterprise is determined by:- 

        a. its earning capacity                            b.its annual earnings 

As the basic objective of an enterprise is to earn profit, the amount of capitalization 

should be in accordance with its earnings. The value of capitalization of a company is 

equal to the value of its estimated earnings. Thus, the process of capitalization begins 

with the estimation of future earnings of the company. Now for determining the amount 

of capitalization, the rate of earnings in similar companies is applied to the estimated 

annual earnings of the company. The amount of capitalization of a company can be 

computed by using the following formula: 

Amount of Capitalization= Estimated Annual Earnings * Rate of   capitalization                                                                           

Thus for determining the amount of capitalization according to the earning theory, it is 

necessary to estimate both (a)the annual earnings of the company (b)the rate of 

capitalization. 

a. Estimating Annual Earnings 

The probable earning of an established company is estimated on the basis of average of 

earnings during the past years. Reliable estimates of possible future earnings may be had 

by considering the various internal and external factors affecting the annual earnings of a 

company. 

b. Determining Rate of Capitalization 

This is necessary for determining the amount of capitalization of a company. The annual 

net earnings of a company are capitalized at the rate of capitalization. It may be 

determine by studying the rate of return in similar companies in the same industry. It 

should reflect adequate return to the investors for the use of their funds and the risk they 

undertake. 

 It may be calculated with the help of average price earning ratio, which is computed on 

the basis of income and market value of share of other firms in the industry. However, 

determination of capitalization by price-earning ratio is considered suitable only when the 

entire capital is raised by issuing shares. 

Price Earning Ratio= Price Per Share (Equity Share) 

                                   Earning Per Share (Equity Share) 



                       

 According to this theory, the capitalization of a company depends upon its earnings and 

the expected fair rate of return on its capital invested. Thus, the value of capitalization is 

equal to the capitalized value of the estimated earnings. 

For example, if a company is making net profit Rs.2.00,000 per annum and the fair rate 

of return is 10%. The capitalization of the company will be (2,00,000 × 100/10) = 

Rs.20,00,000.  

Earnings theory of capitalization correlates the value of a firm or the amount of 

capitalization directly with its earning capacity. However, this theory can only be applied 

when the firm’s expected income and capitalizations rate can precisely be estimated. 

It is very difficult to estimate correctly the future earnings as well as to determine the 

capitalization rate. The future earnings of a firm depend upon a number of factors such as 

demand for its products, general price level, efficiency of management and productivity 

of labour, etc., which are beyond the control of an organization and may vary with the 

changed circumstances. 

In the same way, it is very difficult to determine the capitalization rate which depends 

mainly on the expectations of the investors and the degree of risk in a particular 

enterprise. In view of these difficulties, newly established firms prefer cost theory of 

capitalisation. However, earnings theory may provide a better basis for capitalisation of 

an existing concern. 


