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INTRODUCTION

Business concern needs finance to meet their requirements in the economic world.
Any kind of business activity depends on the finance. Hence, it is called as lifeblood of
business organization. Whether the business concerns are big or small, they need finance
to fulfil their business activities.

In the modern world, all the activities are concerned with the economic activities
and very particular to earning profit through any venture or activities. The entire business
activities are directly related with making profit. (According to the economics concept of
factors of production, rent given to landlord, wage given to labour, interest given to
capital and profit given to shareholders or proprietors), a business concern needs finance
to meet all the requirements. Hence finance may be called as capital, investment, fund
etc., but each term is having different meanings and unique characters. Increasing the

profit is the main aim of any kind of economic activity.

MEANING OF FINANCE

Finance may be defined as the art and science of managing money. It includes
financial service and financial instruments. Finance also is referred as the provision of
money at the time when it is needed. Finance function is the procurement of funds and
their effective utilization in business concerns.

The concept of finance includes capital, funds, money, and amount. But each
word is having unique meaning. Studying and understanding the concept of finance

become an important part of the business concern.

DEFINITION OF FINANCE

According to Khan and Jain, “Finance is the art and science of managing money”.

According to Oxford dictionary, the word ‘finance’ connotes ‘management of money’.
Webster’s Ninth New Collegiate Dictionary defines finance as “the Science on

study of the management of funds’ and the management of fund as the system that

includes the circulation of money, the granting of credit, the making of investments, and

the provision of banking facilities.
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DEFINITION OF BUSINESS FINANCE

According to the Wheeler, “Business finance is that business activity which
concerns with the acquisition and conversation of capital funds in meeting financial needs
and overall objectives of a business enterprise”.

According to the Guthumann and Dougall, “Business finance can broadly be
defined as the activity concerned with planning, raising, controlling, administering of the
funds used in the business”.

In the words of Parhter and Wert, “Business finance deals primarily with raising,
administering and disbursing funds by privately owned business units operating in non-
financial fields of industry”.

Corporate finance is concerned with budgeting, financial forecasting, cash
management, credit administration, investment analysis and fund procurement of the
business concern and the business concern needs to adopt modern technology and
application suitable to the global environment.

According to the Encyclopedia of Social Sciences, “Corporation finance deals with
the financial problems of corporate enterprises. These problems include the financial
aspects of the promotion of new enterprises and their administration during early
development, the accounting problems connected with the distinction between capital and
income, the administrative questions created by growth and expansion, and finally, the
financial adjustments required for the bolstering up or rehabilitation of a corporation

which has come into financial difficulties”.

Finance Finance
1 1 1 1 1 1
[Individual] [Partnership] [Business] [ Central ] [ State ] [ Semi- ]
Finance Finance Finance Governmen) (Governmen) (Governmen

Fig. 1.1 Types of Finance
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TYPES OF FINANCE
Finance can be classified into two major parts:

Finance is one of the important and integral part of business concerns, hence, it plays a
major role in every part of the business activities. It is used in all the area of the activities
under the different names.

Private Finance, which includes the Individual, Firms, Business or Corporate
Financial activities to meet the requirements.

Public Finance which concerns with revenue and disbursement of Government such

as Central Government, State Government and Semi-Government Financial matters.

DEFINITION OF FINANCIAL MANAGEMENT

Financial management is an integral part of overall management. It is concerned
with the duties of the financial managers in the business firm.

The term financial management has been defined by Solomon, “It is concerned
with the efficient use of an important economic resource namely, capital funds”.

The most popular and acceptable definition of financial management as given by
S.C. Kuchal is that “Financial Management deals with procurement of funds and their
effective utilization in the business”.

Howard and Upton : Financial management “as an application of general
managerial principles to the area of financial decision-making.

Weston and Brigham : Financial management “is an area of financial decision-
making, harmonizing individual motives and enterprise goals”.

Joshep and Massie : Financial management “is the operational activity of a
business that is responsible for obtaining and effectively utilizing the funds necessary for
efficient operations.

Thus, Financial Management is mainly concerned with the effective funds
management in the business. In simple words, Financial Management as practiced by

business firms can be called as Corporation Finance or Business Finance.
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SCOPE OF FINANCIAL MANAGEMENT

Financial management is one of the important parts of overall management, which
is directly related with various functional departments like personnel, marketing and
production. Financial management covers wide area with multidimensional approaches.

The following are the important scope of financial management.

FINANCIAL MANAGEMENT AND ECONOMICS

Economic concepts like micro and macroeconomics are directly applied with the
financial management approaches. Investment decisions, micro and macro environmental
factors are closely associated with the functions of financial manager. Financial
management also uses the economic equations like money value discount factor,
economic order quantity etc. Financial economics is one of the emerging area, which

provides immense opportunities to finance, and economical areas.

FINANCIAL MANAGEMENT AND ACCOUNTING

Accounting records includes the financial information of the business concern.
Hence, we can easily understand the relationship between the financial management and
accounting. In the olden periods, both financial management and accounting are treated
as a same discipline and then it has been merged as Management Accounting because this
part is very much helpful to finance manager to take decisions. But now-a-day’s financial

management and accounting discipline are separate and interrelated.
FINANCIAL MANAGEMENT AND MATHEMATICS

Modern approaches of the financial management applied large number of
mathematical and statistical tools and techniques. They are also called as econometrics.

Economic order quantity, discount factor, time value of money, present value of money,

cost of capital, capital structure theories, dividend theories, ratio analysis and working
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capital analysis are used as mathematical and statistical tools and techniques in the field

of financial management.

FINANCIAL MANAGEMENT AND PRODUCTION MANAGEMENT

Production management is the operational part of the business concern, which
helps to multiple the money into profit. Profit of the concern depends upon the
production performance. Production performance needs finance, because production
department requires raw material, machinery, wages, operating expenses etc. These
expenditures are decided and estimated by the financial department and the finance
manager allocates the appropriate finance to production department. The financial
manager must be aware of the operational process and finance required for each process

of production activities.

FINANCIAL MANAGEMENT AND MARKETING

Produced goods are sold in the market with innovative and modern approaches.
For this, the marketing department needs finance to meet their requirements.

The financial manager or finance department is responsible to allocate the
adequate finance to the marketing department. Hence, marketing and financial

management are interrelated and depends on each other.

FINANCIAL MANAGEMENT AND HUMAN RESOURCE

Financial management is also related with human resource department, which
provides manpower to all the functional areas of the management. Financial manager
should carefully evaluate the requirement of manpower to each department and allocate
the finance to the human resource department as wages, salary, remuneration,
commission, bonus, pension and other monetary benefits to the human resource
department. Hence, financial management is directly related with human resource

management.
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OBJECTIVES OF FINANCIAL MANAGEMENT

Effective procurement and efficient use of finance lead to proper utilization of the
finance by the business concern. It is the essential part of the financial manager. Hence,
the financial manager must determine the basic objectives of the financial management.
Objectives of Financial Management may be broadly divided into two parts such as:

Profit maximization

Wealth maximization

Objectives
Profit
Wealth

Fig. 1.2 Objectives of Financial Management

Profit Maximization

Main aim of any kind of economic activity is earning profit. A business concern is
also functioning mainly for the purpose of earning profit. Profit is the measuring
techniques to understand the business efficiency of the concern. Profit maximization is
also the traditional and narrow approach, which aims at, maximizes the profit of the
concern. Profit maximization consists of the following important features.

Profit maximization is also called as cashing per share maximization. It leads to
maximize the business operation for profit maximization.

Ultimate aim of the business concern is earning profit, hence, it considers all the
possible ways to increase the profitability of the concern.

Profit is the parameter of measuring the efficiency of the business concern. So it
shows the entire position of the business concern.

Profit maximization objectives help to reduce the risk of the business.
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Favourable Arguments for Profit Maximization
The following important points are in support of the profit maximization
objectives of the business concern:
» Main aim is earning profit.
Profit is the parameter of the business operation.
Profit reduces risk of the business concern.

Profit is the main source of finance.

vV V V V

Profitability meets the social needs also.

Unfavourable Arguments for Profit Maximization
The following important points are against the objectives of profit maximization:
» Profit maximization leads to exploiting workers and consumers.
» Profit maximization creates immoral practices such as corrupt practice, unfair
trade practice, etc.
» Profit maximization objectives leads to inequalities among the sake holders such

as customers, suppliers, public shareholders, etc.

Drawbacks of Profit Maximization

Profit maximization objective consists of certain drawback also:
It is vague: In this objective, profit is not defined precisely or correctly. It creates some
unnecessary opinion regarding earning habits of the business concern.
It ignores the time value of money: Profit maximization does not consider the time
value of money or the net present value of the cash inflow. It leads certain differences
between the actual cash inflow and net present cash flow during a particular period.
It ignores risk: Profit maximization does not consider risk of the business concern. Risks
may be internal or external which will affect the overall operation of the business

concern.
Wealth Maximization

Wealth maximization is one of the modern approaches, which involves latest

innovations and improvements in the field of the business concern. The term wealth
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means shareholder wealth or the wealth of the persons those who are involved in the
business concern.
Wealth maximization is also known as value maximization or net present worth

maximization. This objective is a universally accepted concept in the field of business.

Favourable Arguments for Wealth Maximization

Wealth maximization is superior to the profit maximization because the main aim
of the business concern under this concept is to improve the value or wealth of the
shareholders.

Wealth maximization considers the comparison of the value to cost associated
with the business concern. Total value detected from the total cost incurred for the
business operation. It provides extract value of the business concern.

»  Wealth maximization considers both time and risk of the business concern.
»  Wealth maximization provides efficient allocation of resources.

> Itensures the economic interest of the society.

Unfavourable Arguments for Wealth Maximization
» Wealth maximization leads to prescriptive idea of the business concern but it may
not be suitable to present day business activities.
» Wealth maximization is nothing, it is also profit maximization, it is the indirect
name of the profit maximization.
Wealth maximization creates ownership-management controversy.
Management alone enjoys certain benefits.

The ultimate aim of the wealth maximization objectives is to maximize the profit.

YV V V V

Wealth maximization can be activated only with the help of the profitable position

of the business concern.

APPROACHES TO FINANCIAL MANAGEMENT

Financial management approach measures the scope of the financial management
in various fields, which include the essential part of the finance. Financial management is
not a revolutionary concept but an evolutionary. The definition and scope of financial

management has been changed from one period to another period and applied various
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innovations. Theoretical points of view, financial management approach may be broadly

divided into two major parts.

[ Approach }

[ Traditional Approach } [ Modern Approach }

Fig. 1.3 Approaches to Finance Management

Traditional Approach
Traditional approach is the initial stage of financial management, which was

followed, in the early part of during the year 1920 to 1950. This approach is based on the
past experience and the traditionally accepted methods. Main part of the traditional
approach is rising of funds for the business concern. Traditional approach consists of the
following important area.

» Arrangement of funds from lending body.

» Arrangement of funds through various financial instruments.

» Finding out the various sources of funds.

FUNCTIONS OF FINANCE MANAGER

Finance function is one of the major parts of business organization, which
involves the permanent, and continuous process of the business concern. Finance is one
of the interrelated functions which deal with personal function, marketing function,
production function and research and development activities of the business concern. At
present, every business concern concentrates more on the field of finance because, it is a
very emerging part which reflects the entire operational and profit ability position of the
concern. Deciding the proper financial function is the essential and ultimate goal of the
business organization.

Finance manager is one of the important role players in the field of finance
function. He must have entire knowledge in the area of accounting, finance, economics

and management. His position is highly critical and analytical to solve various problems
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related to finance. A person who deals finance related activities may be called finance
manager.

Finance manager performs the following major functions:

Forecasting Financial Requirements

It is the primary function of the Finance Manager. He is responsible to estimate
the financial requirement of the business concern. He should estimate, how much
finances required to acquire fixed assets and forecast the amount needed to meet the

working capital requirements in future.
Acquiring Necessary Capital

After deciding the financial requirement, the finance manager should concentrate
how the finance is mobilized and where it will be available. It is also highly critical in

nature.

Investment Decision

The finance manager must carefully select best investment alternatives and
consider the reasonable and stable return from the investment. He must be well versed in
the field of capital budgeting techniques to determine the effective utilization of
investment. The finance manager must concentrate to principles of safety, liquidity and
profitability while investing capital.

Cash Management
Present day’s cash management plays a major role in the area of finance because
proper cash management is not only essential for effective utilization of cash but it also

helps to meet the short-term liquidity position of the concern.

Interrelation with Other Departments
Finance manager deals with various functional departments such as marketing,
production, personel, system, research, development, etc. Finance manager should have

sound knowledge not only in finance related area but also well versed in other areas. He
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must maintain a good relationship with all the functional departments of the business

organization.

R

Department
-1

/

Forecasting |

Funds

Finance

aging

Manage

r

Investin

g Funds

Department-
I

Fig 1.4 Functions of Financial Manager

IMPORTANCE OF FINANCIAL MANAGEMENT

Finance is the lifeblood of business organization. It needs to meet the requirement
of the business concern. Each and every business concern must maintain adequate
amount of finance for their smooth running of the business concern and also maintain the
business carefully to achieve the goal of the business concern. The business goal can be
achieved only with the help of effective management of finance. We can’t neglect the
importance of finance at any time at and at any situation. Some of the importance of the

financial management is as follows:
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Financial Planning

Financial management helps to determine the financial requirement of the
business concern and leads to take financial planning of the concern. Financial planning
IS an important part of the business concern, which helps to promotion of an enterprise.
Acquisition of Funds

Financial management involves the acquisition of required finance to the business
concern. Acquiring needed funds play a major part of the financial management, which
involve possible source of finance at minimum cost.
Proper Use of Funds

Proper use and allocation of funds leads to improve the operational efficiency of
the business concern. When the finance manager uses the funds properly, they can reduce
the cost of capital and increase the value of the firm.
Financial Decision

Financial management helps to take sound financial decision in the business
concern. Financial decision will affect the entire business operation of the concern.
Because there is a direct relationship with various department functions such as
marketing, production personnel, etc.
Improve Profitability

Profitability of the concern purely depends on the effectiveness and proper
utilization of funds by the business concern. Financial management helps to improve the
profitability position of the concern with the help of strong financial control devices such

as budgetary control, ratio analysis and cost volume profit analysis.

MODEL QUESTIONS

1. What is finance? Define business finance.

2. Explain the types of finance.

3. Discuss the objectives of financial management.

4. Critically evaluate various approaches to the financial management.

5. Explain the scope of financial management.
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Time Value of Money
Concept

Time value of money shows the relation of value of money with time. Time value
of money is also value of interest which we have earned for giving money to other for
specific period. Value of Rs. 1 which you have today is more valuable than what Rs. 1
you will receive after one year because you can invest today receive Rs. 1 in any scheme
and you can earn minimum interest on it. It means today received money is important
than tomorrow receivable money. Interest rate is the cost of borrowing money as a yearly
percentage. For investors, interest rate is the rate earned on an investment as a yearly
percentage.

Time value of money results from the concept of interest. So it now time to
discuss Interest.
Simple Interest

It may be defined as Interest that is calculated as a simple percentage of the
original principal amount. The formula for calculating simple interest is
SI=PO0 (i)(n)

Future value of an account at the end of n period
FVn = PO+ SI = PO + PO(i)(n)
Compound Interest

If interest is calculated on original principal amount it is simple interest. When
interest is calculated on total of previously earned interest and the original principal it
compound interest. Naturally, the amount calculated on the basis of compound interest
rate is higher than when calculated with the simple rate.
FV =P, (1+i)"
Where,

Annual rate of interest

| = e =r/k

Number of payment periods per year

S0, FV 1 = Pg (L + r/k)"
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When compounding is done k times a year at an annual interest rate r.

Or

FVin =P, (i + FVIF) i,
Where,
Effective Rate of Interest

It is the actual equivalent annual rate of interest at which an investment grows in
value when interest is credited more often than once a year. If interest is paid m times in a
year it can be found by calculating:

Ei=(1+i/m)™-1
Present Value

Present Valuel is the current value of a —Future Amount. It can also be defined
as the amount to be invested today (Present Value) at a given rate over specified period to
equal the Future Amount.

The present value of a sum of money to be received at a future date is determined
by discounting the future value at the interest rate that the money could earn over the
period. This process is known as Discounting. The present value interest factor declines
as the interest rate rises and as the length of time increases.

Po= FV, /(1+i) "
Po=FV, (1+1) -
Where,
FVn = Future value n years hence
I = Rate of interest per annum
n = Number of years for which discounting is done.
Discount (or) Present Value Technique: -
Present value V, = Future value (V,) x DFj,
Introduction to the Concept of Return of a Single Asset
Risk and Return of the investments are interrelated covenants in the selection any

investments, which should be studied through the meaning and definition of risk and
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return and their classification of themselves in the first part of this chapter and the
relationship in between them is illustrated in the second half of the chapter.
Meaning of Return & Rate of Return

Return is the combination of both the regular income and capital appreciation of
the investments. The regular income is nothing but dividend/interest income of the
investments. The capital appreciations of the investments are nothing but the capital gains
of the investments i.e. the difference in between the closing and opening price of the

investments.

Return symbolized as follows

D1+Pt—Pt—1/Pt-1

These two categories, Earnings yield and Capital gains yield

*Earnings Yield = Earnings per share / Market price per share***
Concept and Types of Risk

The variability of the actual return from the expected return which is associated
with the investment/asset known as risk of the investment. Variability of return means
that the Deviation in between actual return and expected return which is in other words as
variance i.e., the measure of statistics. Greater the variability means that Riskier the
security/ investment. Lesser the variability means that More certain the returns, nothing
but Least risky
Interest Rate Risk

It is risk — variability in a security's return resulting from the changes in the level
of interest rates.
Market Risk

It refers to variability of returns due to fluctuations in the securities market which
is more particularly to equities market due to the effect from the wars, depressions etc.
Inflation Risk

Rise in inflation leads to Reduction in the purchasing power which influences
only few people to invest due to Interest Rate Risk which is nothing but the variability of
return of the investment due to oscillation of interest rates due to deflationary and

inflationary pressures.
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Business Risk

Business risk is nothing but Operational risk which arises only due to the presence
of the fixed cost of operations.
Financial Risk

Connected with the raising of fixed charge of funds viz Debt finance &
Preference share capital. More the application of fixed charge of financial will lead to
Greater the financial Risk which is nothing but the Trading on Equity.
Liquidity Risk

Liquidity risk reflects only due to the quality of benefits with reference to
certainty of return to receive after some period which is normally revealed in terms of

quality of benefits.

Measurement of Risk

Standard Deviation:

Greater the standard deviation - Greater the risk

Does not consider the variability of return to the expected value

This may be misleading - if they differ in the size of expected values

Coefficient of variation = S.D/ Mean

Risk and Return of the Portfolio

Portfolio is the Combination of two or more assets or investments

Portfolio Expected Return is the weighted average of the expected returns of the
securities or assets in the portfolio. Weights are the Proportion of total funds in each
security which form the portfolio Wj Kj.

Wj = funds proportion invested in the security.

Kj = expected return for security J.
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Benefits of portfolio holdings are bearing certain benefits to single assets.
Including the various types of industry securities - Diversification of assets. It is not the

simple weighted average of individual security.

Risk is studied through the correlation/co-variance of the constituting assets of the
portfolio. The Correlation among the securities should be relatively considered to

maximize the return at the given level of risk or to minimize the risk.

Correlation of the expected returns of the constituent securities in the portfolio.

It is a Statistical expression which reveals the securities earning pattern in the

portfolio together.

Diversification of the Risk of Portfolio

Diversification of the portfolio can be done through the selection of the securities
which have negative correlation among them which formed the portfolio. The return of
the risky and riskless assets is only having the possibilities to bring down the risk of the

portfolio.
The risk of the portfolio cannot be simply reduced by way adopting the principle
of correlation of returns among the securities in the portfolio. To reduce the risk of the

portfolio, the classification of the risk has to be studied, which are as follows:

The risk can be further classified into two categories viz Systematic and

Unsystematic risk of the securities

Systematic Risk: Which only requires the investors to expect additional return/

compensation to bear the
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Unsystematic Risk: The investors are not given any such additional compensation to
bear unlike the earlier. The relationship could be obviously understood through the study
of Capital Asset Pricing Model (CAPM).

» Developed by William F. Sharpe

> Explains the relationship in between the risk and expected / required return

> Behaviour of the security prices

» Extends the mechanism to assess the dominance of a security on the total risk and
return

» Highlights the importance of bearing risk through some premium
No transaction costs - No intermediation cost during the transaction
No single investor is to influence the market Risk and Return
Highest return for given level of risk Or Lowest risk for a give n level of return

YV V V V

Risk - Expected value, standard deviation

Relationship between the Risk and Return

Total Return - Risk free rate of return= Excess return (Risk premium)

Total return = Risk free return + Risk premium

Kj = Rf + bj (Km-Rf)

Bj is nothing but Beta of the security i.e., market responsiveness of the security. It is
normally expressed as a b

b = Non Diversifiable risk of asset or Portfolio/ Risk of the Market Portfolio

Risk of the portfolio = after diversification, the risk of the market portfolio is non

diversifiable

Indian Financial System Structure and Functions

Financial System is a set of institutional arrangements through which financial
surpluses in the economy are mobilised from surplus units and transferred to deficit
spenders.

The institutional arrangements include all conditions and mechanisms governing

the production, distribution, exchange and holding of financial assets or instruments of all
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kinds and the organisations as well as the manner of operations of financial markets and

institutions of all descriptions.

Thus, there are four main constituents of financial system:
(a) Financial Assets

(b) Financial Markets,

(c) Financial Institutions and

(d) Financial Services

Financial assets are subdivided under two heads:

Primary securities and secondary securities. The former are financial claims
against real-sector units, for example, bills, bonds, equities etc. They are created by real-
sector units as ultimate borrowers for raising funds to finance their deficit spending. The
secondary securities are financial claims issued by financial institutions or intermediaries
against themselves to raise funds from public. For examples, bank deposits, life insurance
policies, UTI units, IDBI bonds etc.

Functions of Financial System:
The financial system helps production, capital accumulation, and growth by
(i) encouraging savings,
(i) mobilising them, and
(iii) allocating them among alternative uses and users.
Each of these functions is important and the efficiency of a given financial system
depends on how well it performs each of these functions.

MODEL QUESTIONS

1. Explain the Time Value of Money
2. Discuss the Functions of Financial System.
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INTRODUCTION

Finance is the lifeblood of business concern, because it is interlinked with all
activities performed by the business concern. In a human body, if blood circulation is not
proper, body function will stop. Similarly, if the finance not being properly arranged, the
business system will stop. Arrangement of the required finance to each department of
business concern is highly a complex one and it needs careful decision. Quantum of
finance may be depending upon the nature and situation of the business concern. But, the
requirement of the finance may be broadly classified into two parts:

Long-term Financial Requirements or Fixed Capital Requirement

Financial requirement of the business differs from firm to firm and the nature of
the requirements on the basis of terms or period of financial requirement, it may be long
term and short-term financial requirements.

Long-term financial requirement means the finance needed to acquire land and building
for business concern, purchase of plant and machinery and other fixed expenditure. Long-
term financial requirement is also called as fixed capital requirements. Fixed capital is the
capital, which is used to purchase the fixed assets of the firms such as land and building,
furniture and fittings, plant and machinery, etc. Hence, it is also called a capital

expenditure.

Short-term Financial Requirements or Working Capital Requirement

Apart from the capital expenditure of the firms, the firms should need certain
expenditure like procurement of raw materials, payment of wages, day-to-day
expenditures, etc. This kind of expenditure is to meet with the help of short-term financial
requirements which will meet the operational expenditure of the firms. Short-term

financial requirements are popularly known as working capital.
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SOURCES OF FINANCE

Sources of finance mean the ways for mobilizing various terms of finance to the
industrial concern. Sources of finance state that, how the companies are mobilizing
finance for their requirements. The companies belong to the existing or the new which
need sum amount of finance to meet the long-term and short-term requirements such as
purchasing of fixed assets, construction of office building, purchase of raw materials and
day-to-day expenses.

Sources of finance may be classified under various categories according to the
following important heads:

Based on the Period

Sources of Finance may be classified under various categories based on the period.
Long-term sources: Finance may be mobilized by long-term or short-term. When the
finance mobilized with large amount and the repayable over the period will be more than
five years, it may be considered as long-term sources. Share capital, issue of debenture,
long-term loans from financial institutions and commercial banks come under this kind of
source of finance. Long-term source of finance needs to meet the capital expenditure of
the firms such as purchase of fixed assets, land and buildings, etc.
Long-term sources of finance include:

v Equity Shares
v" Preference Shares
v Debenture
v’ Long-term Loans
v Fixed Deposits

Short-term sources: Apart from the long-term source of finance, firms can generate
finance with the help of short-term sources like loans and advances from commercial
banks, moneylenders, etc. Short-term source of finance needs to meet the operational

expenditure of the business concern.
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Short-term source of finance include:
v Bank Credit

Customer Advances

Trade Credit

Factoring

Public Deposits

AN N NN

Money Market Instruments

Based on Ownership

Sources of Finance may be classified under various categories based on the period:
An ownership source of finance include
Shares capital, earnings

Retained earnings

Surplus and Profits

Borrowed capital include

Debenture

Bonds

Public deposits

Loans from Bank and Financial Institutions.

Based on Sources of Generation

Sources of Finance may be classified into various categories based on the period.
Internal source of finance includes

Retained earnings

Depreciation funds

Surplus

External sources of finance may be include

Share capital

Debenture

Public deposits

Loans from Banks and Financial institutions
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Based in Mode of Finance Security finance may be include
Shares capital

Debenture

Retained earnings may include

Retained earnings

Depreciation funds

Loan finance may include

Long-term loans from Financial Institutions

Short-term loans from Commercial banks.

The above classifications are based on the nature and how the finance is mobilized from
various sources. But the above sources of finance can be divided into three major
classifications:

» Security Finance

» Internal Finance

» Loans Finance

SECURITY FINANCE
If the finance is mobilized through issue of securities such as shares and
debenture, it is called as security finance. It is also called as corporate securities. This
type of finance plays a major role in the field of deciding the capital structure of the
company.
Characters of Security Finance
Security finance consists of the following important characters:
Long-term sources of finance.
It is also called as corporate securities.
Security finance includes both shares and debentures.
It plays a major role in deciding the capital structure of the company.
Repayment of finance is very limited.

It is a major part of the company’s total capitalization.
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Types of Security Finance
» Security finance may be divided into two major types:
» Ownership securities or capital stock.
» Creditor ship securities or debt capital.

Ownership Securities

The ownership securities also called as capital stock, is commonly called as shares.
Shares are the most Universal method of raising finance for the business concern.
Ownership capital consists of the following types of securities.

» Equity Shares

» Preference Shares
> No par stock
>

Deferred Shares

EQUITY SHARES

Equity Shares also known as ordinary shares, which means, other than preference
shares. Equity shareholders are the real owners of the company. They have a control over
the management of the company. Equity shareholders are eligible to get dividend if the
company earns profit. Equity share capital cannot be redeemed during the lifetime of the
company. The liability of the equity shareholders is the value of unpaid value of shares.

Features of Equity Shares

Equity shares consist of the following important features:

Maturity of the shares: Equity shares have permanent nature of capital, which has no
maturity period. It cannot be redeemed during the lifetime of the company.

Residual claim on income: Equity shareholders have the right to get income left after
paying fixed rate of dividend to preference shareholder. The earnings or the income
available to the shareholders is equal to the profit after tax minus preference dividend.
Residual claims on assets: If the company wound up, the ordinary or equity
shareholders have the right to get the claims on assets. These rights are only available to

the equity shareholders.
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Right to control: Equity shareholders are the real owners of the company. Hence, they
have power to control the management of the company and they have power to take any
decision regarding the business operation.

Voting rights: Equity shareholders have voting rights in the meeting of the company
with the help of voting right power; they can change or remove any decision of the
business concern. Equity shareholders only have voting rights in the company meeting
and also they can nominate proxy to participate and vote in the meeting instead of the
shareholder.

Pre-emptive right: Equity shareholder pre-emptive rights. The pre-emptive right is the
legal right of the existing shareholders. It is attested by the company in the first
opportunity to purchase additional equity shares in proportion to their current holding
capacity.

Limited liability: Equity shareholders are having only limited liability to the value of
shares they have purchased. If the shareholders are having fully paid up shares, they have
no liability. For example: If the shareholder purchased 100 shares with the face value of
Rs. 10 each. He paid only Rs. 900. His liability is only Rs. 100.

Total number of shares 100 Face value of shares Rs. 10
Total value of shares 100 x 10 = 1,000
Paid up value of shares 900

Unpaid value/liability 100
Liability of the shareholders is only unpaid value of the share (that is Rs. 100).
Advantages of Equity Shares
Equity shares are the most common and universally used shares to mobilize finance for
the company. It consists of the following advantages.
Permanent sources of finance: Equity share capital is belonging to long-term permanent
nature of sources of finance, hence, it can be used for long-term or fixed capital

requirement of the business concern.
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Voting rights: Equity shareholders are the real owners of the company who have voting
rights. This type of advantage is available only to the equity shareholders.

No fixed dividend: Equity shares do not create any obligation to pay a fixed rate of
dividend. If the company earns profit, equity shareholders are eligible for profit, they are
eligible to get dividend otherwise, and they cannot claim any dividend from the company.
Less cost of capital: Cost of capital is the major factor, which affects the value of the
company. If the company wants to increase the value of the company, they have to use
more share capital because, it consists of less cost of capital (K¢) while compared to other
sources of finance.

Retained earnings: When the company have more share capital, it will be suitable for
retained earnings which is the less cost sources of finance while compared to other
sources of finance.

Disadvantages of Equity Shares Irredeemable: Equity shares cannot be redeemed
during the lifetime of the business concern. It is the most dangerous thing of over
capitalization.

Obstacles in management: Equity shareholder can put obstacles in management by
manipulation and organizing themselves. Because, they have power to contrast any
decision which are against the wealth of the shareholders.

Leads to speculation: Equity shares dealings in share market lead to secularism during
prosperous periods.

Limited income to investor: The Investors who desire to invest in safe securities with a
fixed income have no attraction for equity shares.

No trading on equity: When the company raises capital only with the help of equity, the
company cannot take the advantage of trading on equity.

PREFERENCE SHARES

The parts of corporate securities are called as preference shares. It is the shares,
which have preferential right to get dividend and get back the initial investment at the
time of winding up of the company. Preference shareholders are eligible to get fixed rate
of dividend and they do not have voting rights.

Preference shares may be classified into the following major types:
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Cumulative preference shares: Cumulative preference shares have right to claim
dividends for those years which have no profits. If the company is unable to earn profit in
any one or more years, C.P. Shares are unable to get any dividend but they have right to
get the comparative dividend for the previous years if the company earned profit.
Non-cumulative preference shares: Non-cumulative preference shares have no right to
enjoy the above benefits. They are eligible to get only dividend if the company earns
profit during the years. Otherwise, they cannot claim any dividend.

Redeemable preference shares: When, the preference shares have a fixed maturity
period it becomes redeemable preference shares. It can be redeemable during the lifetime
of the company. The Company Act has provided certain restrictions on the return of the
redeemable preference shares.

Irredeemable Preference Shares

Irredeemable preference shares can be redeemed only when the company goes for
liquidator.

There is no fixed maturity period for such kind of preference shares.

Participating Preference Shares

Participating preference shareholders have right to participate extra profits after
distributing the equity shareholders.

Non-Participating Preference Shares

Non-participating preference shareholders are not having any right to participate extra
profits after distributing to the equity shareholders. Fixed rate of dividend is payable to
the type of shareholders.

Convertible Preference Shares

Convertible preference sharesholders have right to convert their holding into equity
shares after a specific period. The articles of association must authorize the right of
conversion.

Non-convertible Preference Shares

There shares, cannot be converted into equity shares from preference shares.
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Features of Preference Shares

The following are the important features of the preference shares:
Maturity period: Normally preference shares have no fixed maturity period except in
the case of redeemable preference shares. Preference shares can be redeemable only at
the time of the company liquidation.
Residual claims on income: Preferential shareholders have a residual claim on income.
Fixed rate of dividend is payable to the preference shareholders.
Residual claims on assets: The first preference is given to the preference shareholders at
the time of liquidation. If any extra Assets are available that should be distributed to
equity shareholder.
Control of Management: Preference shareholder does not have any voting rights.
Hence, they cannot have control over the management of the company.
Advantages of Preference Shares
Preference shares have the following important advantages.
Fixed dividend: The dividend rate is fixed in the case of preference shares. It is called as
fixed income security because it provides a constant rate of income to the investors.
Cumulative dividends: Preference shares have another advantage which is called
cumulative dividends. If the company does not earn any profit in any previous years, it
can be cumulative with future period dividend.
Redemption: Preference Shares can be redeemable after a specific period except in the
case of irredeemable preference shares. There is a fixed maturity period for repayment of
the initial investment.
Participation: Participative preference sharesholders can participate in the surplus profit

after distribution to the equity shareholders.

Convertibility: Convertibility preference shares can be converted into equity shares

when the articles of association provide such conversion.
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Disadvantages of Preference Shares

Expensive sources of finance: Preference shares have high expensive source of finance
while compared to equity shares.

No voting right: Generally preference shareholders do not have any voting rights. Hence
they cannot have the control over the management of the company.

Fixed dividend only: Preference shares can get only fixed rate of dividend. They may
not enjoy more profits of the company.

Permanent burden: Cumulative preference shares become a permanent burden so far as
the payment of dividend is concerned. Because the company must pay the dividend for
the unprofitable periods also.

Taxation: In the taxation point of view, preference shares dividend is not a deductible
expense while calculating tax. But, interest is a deductible expense. Hence, it has

disadvantage on the tax deduction point of view.

DEFERRED SHARES

Deferred shares also called as founder shares because these shares were normally issued
to founders. The shareholders have a preferential right to get dividend before the
preference shares and equity shares. According to Companies Act 1956 no public limited
company or which is a subsidiary of a public company can issue deferred shares.

These shares were issued to the founder at small denomination to control over the
management by the virtue of their voting rights.

NO PAR SHARES

When the shares are having no face value, it is said to be no par shares. The company
issues this kind of shares which is divided into a number of specific shares without any
specific denomination. The value of shares can be measured by dividing the real net
worth of the company with the total number of shares.

Value of number of share = Net worth / Total number of shares
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CREDITORSHIP SECURITIES

Creditorship Securities also known as debt finance which means the finance is
mobilized from the creditors. Debenture and Bonds are the two major parts of the
Creditorship Securities.

Debentures

A Debenture is a document issued by the company. It is a certificate issued by the
company under its seal acknowledging a debt.
According to the Companies Act 1956, “debenture includes debenture stock, bonds and
any other securities of a company whether constituting a charge of the assets of the

company or not.”

Types of Debentures
Debentures may be divided into the following major types:

Unsecured debentures: Unsecured debentures are not given any security on assets of the
company. It is also called simple or naked debentures. This type of debentures is treaded
as unsecured creditors at the time of winding up of the company.
Secured debentures: Secured debentures are given security on assets of the company. It
is also called as mortgaged debentures because these debentures are given against any
mortgage of the assets of the company.
Redeemable debentures: These debentures are to be redeemed on the expiry of a certain
period. The interest is paid periodically and the initial investment is returned after the
fixed maturity period.
Irredeemable debentures: These kinds of debentures cannot be redeemable during the
life time of the business concern.
Convertible debentures: Convertible debentures are the debentures whose holders have
the option to get them converted wholly or partly into shares. These debentures are
usually converted into equity shares. Conversion of the debentures may be:

v Non-convertible debentures

v Fully convertible debentures

v' Partly convertible debentures
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Other types: Debentures can also be classified into the following types. Some of the

common types of the debentures are as follows:

Collateral Debenture
Guaranteed Debenture
First Debenture

Zero Coupon Bond

AN N NN

Zero Interest Bond/Debenture

Features of Debentures

Maturity period: Debentures consist of long-term fixed maturity period. Normally,
debentures consist of 10-20 years maturity period and are repayable with the principle
investment at the end of the maturity period.

Residual claims in income: Debenture holders are eligible to get fixed rate of interest at
every end of the accounting period. Debenture holders have priority of claim in income

of the company over equity and preference shareholders.

Residual claims on asset: Debenture holders have priority of claims on Assets of the
company over equity and preference shareholders. The Debenture holders may have
either specific change on the Assets or floating change of the assets of the company.
Specific change of Debenture holders are treated as secured creditors and floating change
of Debenture holders are treated as unsecured creditors.

No voting rights: Debenture holders are considered as creditors of the company. Hence
they have no voting rights. Debenture holders cannot have the control over the

performance of the business concern.

Fixed rate of interest: Debentures yield fixed rate of interest till the maturity period.
Hence the business will not affect the yield of the debenture.
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Advantages of Debenture

Debenture is one of the major parts of the long-term sources of finance which of
consists the following important advantages:
Long-term sources: Debenture is one of the long-term sources of finance to the
company. Normally the maturity period is longer than the other sources of finance.
Fixed rate of interest: Fixed rate of interest is payable to debenture holders, hence it is
most suitable of the companies earn higher profit. Generally, the rate of interest is lower
than the other sources of long-term finance.
Trade on equity: A company can trade on equity by mixing debentures in its capital
structure and thereby increase its earning per share. When the company applies the trade
on equity concept, cost of capital will reduce and value of the company will increase.
Income tax deduction: Interest payable to debentures can be deducted from the total
profit of the company. So it helps to reduce the tax burden of the company.
Protection: Various provisions of the debenture trust deed and the guidelines issued by

the SEB1 protect the interest of debenture holders.

Disadvantages of Debenture

Debenture finance consists of the following major disadvantages:
Fixed rate of interest: Debenture consists of fixed rate of interest payable to securities.
Even though the company is unable to earn profit, they have to pay the fixed rate of
interest to debenture holders, hence, it is not suitable to those company earnings which
fluctuate considerably.
No voting rights: Debenture holders do not have any voting rights. Hence, they cannot
have the control over the management of the company.
Creditors of the company: Debenture holders are merely creditors and not the owners
of the company. They do not have any claim in the surplus profits of the company.
High risk: Every additional issue of debentures becomes more risky and costly on
account of higher expectation of debenture holders. This enhanced financial risk
increases the cost of equity capital and the cost of raising finance through debentures

which is also high because of high stamp duty.
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Restrictions of further issues: The Company cannot raise further finance through
debentures as the debentures are under the part of security of the assets already

mortgaged to debenture holders.

INTERNAL FINANCE

A company can mobilize finance through external and internal sources. A new
company may not raise internal sources of finance and they can raise finance only
external sources such as shares, debentures and loans but an existing company can raise
both internal and external sources of finance for their financial requirements. Internal
finance is also one of the important sources of finance and it consists of cost of capital
while compared to other sources of finance.
Internal source of finance may be broadly classified into two categories:

» Depreciation Funds

> Retained earnings
Depreciation Funds

Depreciation funds are the major part of internal sources of finance, which is used
to meet the working capital requirements of the business concern. Depreciation means
decrease in the value of asset due to wear and tear, lapse of time, obsolescence,
exhaustion and accident. Generally depreciation is changed against fixed assets of the
company at fixed rate for every year. The purpose of depreciation is replacement of the
assets after the expired period. It is one kind of provision of fund, which is needed to
reduce the tax burden and overall profitability of the company.

Retained Earnings

Retained earnings are another method of internal sources of finance. Actually is
not a method of raising finance, but it is called as accumulation of profits by a company
for its expansion and diversification activities.

Retained earnings are called under different names such as; self-finance, inter
finance, and plugging back of profits. According to the Companies Act 1956 certain
percentage, as prescribed by the central government (not exceeding 10%) of the net
profits after tax of a financial year have to be compulsorily transferred to reserve by a

company before declaring dividends for the year.
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Under the retained earnings sources of finance, a part of the total profits is
transferred to various reserves such as general reserve, replacement fund, reserve for

repairs and renewals, reserve funds and secrete reserves, etc.

Advantages of Retained Earnings

Retained earnings consist of the following important advantages:

Useful for expansion and diversification: Retained earnings are most useful to
expansion and diversification of the business activities.

Economical sources of finance: Retained earnings are one of the least costly sources of
finance since it does not involve any floatation cost as in the case of raising of funds by
issuing different types of securities.

No fixed obligation: If the companies use equity finance they have to pay dividend and
if the companies use debt finance, they have to pay interest. But if the company uses
retained earnings as sources of finance, they need not pay any fixed obligation regarding
the payment of dividend or interest.

Flexible sources: Retained earnings allow the financial structure to remain completely
flexible. The company need not raise loans for further requirements, if it has retained
earnings.

Increase the share value: When the company uses the retained earnings as the sources
of finance for their financial requirements, the cost of capital is very cheaper than the
other sources of finance; Hence the value of the share will increase.

Avoid excessive tax: Retained earnings provide opportunities for evasion of excessive
tax in a company when it has small number of shareholders.

Increase earning capacity: Retained earnings consist of least cost of capital and also it

is most suitable to those companies which go for diversification and expansion.
Disadvantages of Retained Earnings

Retained earnings also have certain disadvantages:
Misuses: The management by manipulating the value of the shares in the stock market

can misuse the retained earnings.

39 DKR23



MS UNIVERSITY FINANCIAL MANAGEMENT DD & CE

Leads to monopolies: Excessive use of retained earnings leads to monopolistic attitude
of the company.

Over capitalization: Retained earnings lead to over capitalization, because if the
company uses more and more retained earnings, it leads to insufficient source of finance.
Tax evasion: Retained earnings lead to tax evasion. Since, the company reduces tax
burden through the retained earnings.

Dissatisfaction: If the company uses retained earnings as sources of finance, the
shareholder can’t get more dividends. So, the shareholder does not like to use the retained

earnings as source of finance in all situations.

LOAN FINANCING
Loan financing is the important mode of finance raised by the company. Loan
finance may be divided into two types:
» Long-Term Sources

> Short-Term Sources

Loan finance can be raised through the following important institutions.

Loan
Financing
Commercial Development Specialist
Banks Banks Institutions

1 1 1 1 1 1
Short-term Long-term Direct Finance Indirect Domestic Foreign
Advance Loans Finance Finance Finance

Fig. 3.1 Loan Financing

Financial Institutions

With the effect of the industrial revaluation, the government established
nationwide and state wise financial industries to provide long-term financial assistance to
industrial concerns in the country. Financial institutions play a key role in the field of

industrial development and they are meeting the financial requirements of the business
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concern. IFCI, ICICI, IDBI, SFC, EXIM Bank, ECGC are the famous financial
institutions in the country.
Commercial Banks

Commercial Banks normally provide short-term finance which is repayable
within a year.
The major finance of commercial banks is as follows:
Short-term advance: Commercial banks provide advance to their customers with or
without securities. It is one of the most common and widely used short-term sources of
finance, which are needed to meet the working capital requirement of the company.
It is a cheap source of finance, which is in the form of pledge, mortgage, and
hypothecation and bills discounted and rediscounted.
Short-term Loans
Commercial banks also provide loans to the business concern to meet the short-term
financial requirements. When a bank makes an advance in lump sum against some
security it is termed as loan. Loan may be in the following form:
Cash credit: A cash credit is an arrangement by which a bank allows his customer to
borrow money up to certain limit against the security of the commaodity.
Overdraft: Overdraft is an arrangement with a bank by which a current account holder is
allowed to withdraw more than the balance to his credit up to a certain limit without any
securities.
Development Banks

Development banks were established mainly for the purpose of promotion and
development the industrial sector in the country. Presently, large numbers of
development banks are functioning with multidimensional activities. Development banks
are also called as financial institutions or statutory financial institutions or statutory non-
banking institutions. Development banks provide two important types of finance:

» Direct Finance
» Indirect Finance/Refinance

Presently the commercial banks are providing all kinds of financial services including

development-banking services. And also nowadays development banks and specialisted
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financial institutions are providing all kinds of financial services including commercial
banking services. Diversified and global financial services are unavoidable to the present
day economics. Hence, we can classify the financial institutions only by the structure and
set up and not by the services provided by them.

MODEL QUESTIONS
1. Explain the various sources of financing.
. What is meant by security financing?
. What is debt financing?
. Critically examine the advantages and disadvantages of equity shares.
. Discuss the features of equity shares.
. What are the merits of the deferred shares?

. Explain the merits and demerits of preference shares?

o N oo o B~ w0

. List out the types of debentures.
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LESSON

CAPITAL STRUCTURE

- INTRODUCTION OF CAPITAL STRUCTURE
- OPTIMUM CAPITAL STRUCTURE

- CAPITAL STRUCTURE THEORIES
-MODEL QUESTIONS
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Introduction of capital structure

Capital is the major part of all kinds of business activities, which are decided by
the size, and nature of the business concern. Capital may be raised with the help of
various sources. If the company maintains proper and adequate level of capital, it will

earn high profit and they can provide more dividends to its shareholders.

Meaning of Capital Structure

Capital structure refers to the kinds of securities and the proportionate amounts
that make up capitalization. It is the mix of different sources of long-term sources such as
equity shares, preference shares, debentures, long-term loans and retained earnings.

The term capital structure refers to the relationship between the various long-term
source financing such as equity capital, preference share capital and debt capital.
Deciding the suitable capital structure is the important decision of the financial
management because it is closely related to the value of the firm.

Capital structure is the permanent financing of the company represented primarily

by long-term debt and equity.

Definition of Capital Structure

The following definitions clearly initiate the meaning and objective of the capital
structures.
According to the definition of Gerestenbeg, “Capital Structure of a company refers to the
composition or make up of its capitalization and it includes all long-term capital
resources’.
According to the definition of James C. Van Horne, “The mix of a firm’s permanent
long-term financing represented by debt, preferred stock, and common stock equity”.
According to the definition of Presana Chandra, “The composition of a firm’s financing

consists of equity, preference, and debt”.
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The term financial structure is different from the capital structure. Financial

structure shows the pattern total financing. It measures the extent to which total funds are

available to finance the total assets of the business.

Financial Structure = Total liabilities
Or

Financial Structure = Capital Structure + Current liabilities.

The following points indicate the difference between the financial structure and capital

structure.

Financial Structures

Capital Structures

‘of funds

‘sheet.

‘capital.

the

value of the firm.

It includes both long-term and short-term sources1

It means the entire liabilities side of the balance2

Financial structures consist of all sources of

It will not be more important while determining4

and

sources

" determinations of

It includes only the long-term

of funds.

It means only the long-term
liabilities

of the company.

It consist of equity, preference

retained earning capital.

It is one of the major

the value of the firm.
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Example
From the following information, calculate the capitalization, capital structure and
financial structures.

Balance Sheet

Liabilities Assets
Equity share capital 50,000 Fixed assets 25,000
Preference share capital 5,000 Good will 10,000
Debentures 6,000 Stock 15,000
Retained earnings 4,000 Bills receivable 5,000
Bills payable 2,000 Debtors 5,000
Creditors 3,000 Cash and bank 10,000
70,000 70,000
(i) Calculation of Capitalization
S. No. Sources Amount
1. Equity share capital 50,000
2. Preference share capital 5,000
3. Debentures 6,000
Capitalization 61,000
(i) Calculation of Capital Structures
S. No. | Sources Amount | Proportion
1. Equity share capital 50,000 | 76.92
2 Preference share capital | 5,000 7.69
3. Debentures 6,000 9.23
4 Retained earnings 4,000 6.16
65,000 | 100%
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(iii) Calculation of Financial Structure

S. No. | Sources Amount | Proportion

1. Equity share capital 50,000 |71.42

2 Preference share capital | 5,000 7.14

3 Debentures 6,000 8.58

4. Retained earnings 4,000 5.72

5 Bills payable 2,000 2.85

6 Creditors 3,000 4.29
70,000 | 100%

OPTIMUM CAPITAL STRUCTURE

Optimum capital structure is the capital structure at which the weighted average
cost of capital is minimum and thereby the value of the firm is maximum.
Optimum capital structure may be defined as the capital structure or combination of debt

and equity, that leads to the maximum value of the firm.
Objectives of Capital Structure
Decision of capital structure aims at the following two important objectives:

» Maximize the value of the firm.

» Minimize the overall cost of capital.

Forms of Capital Structure

Capital structure pattern varies from company to company and the availability of
finance.
Normally the following forms of capital structure are popular in practice.
» Equity shares only.
» Equity and preference shares only.
» Equity and Debentures only.
» Equity shares, preference shares and debentures.

47 DKR23



MS UNIVERSITY FINANCIAL MANAGEMENT DD & CE

FACTORS DETERMINING CAPITAL STRUCTURE

The following factors are considered while deciding the capital structure of the
firm.
Leverage

It is the basic and important factor, which affect the capital structure. It uses the
fixed cost financing such as debt, equity and preference share capital. It is closely related

to the overall cost of capital.
Cost of Capital

Cost of capital constitutes the major part for deciding the capital structure of a
firm. Normally long- term finance such as equity and debt consist of fixed cost while
mobilization. When the cost of capital increases, value of the firm will also decrease.
Hence the firm must take careful steps to reduce the cost of capital.

Nature of the business: Use of fixed interest/dividend bearing finance depends upon the
nature of the business. If the business consists of long period of operation, it will apply
for equity than debt, and it will reduce the cost of capital.

Size of the company: It also affects the capital structure of a firm. If the firm belongs to
large scale, it can manage the financial requirements with the help of internal sources.
But if it is small size, they will go for external finance. It consists of high cost of capital.
Legal requirements: Legal requirements are also one of the considerations while
dividing the capital structure of a firm. For example, banking companies are restricted to
raise funds from some sources.

Requirement of investors: In order to collect funds from different type of investors, it
will be appropriate for the companies to issue different sources of securities.
Government policy

Promoter contribution is fixed by the company Act. It restricts to mobilize large, long-
term funds from external sources. Hence the company must consider government policy

regarding the capital structure.
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CAPITAL STRUCTURE THEORIES

Capital structure is the major part of the firm’s financial decision which affects
the value of the firm and it leads to change EBIT and market value of the shares. There is
a relationship among the capital structure, cost of capital and value of the firm. The aim
of effective capital structure is to maximize the value of the firm and to reduce the cost of
capital.

There are two major theories explaining the relationship between capital structure,

cost of capital and value of the firm.

[ Capital Structure Theories ]

| | | |
Modern Approach [ Traditional Approach ]

Net Income Approach Net Operating Income Modigliani Miller Approach
Approach

Fig. 4.1 Capital Structure Theories

Traditional Approach

It is the mix of Net Income approach and Net Operating Income approach. Hence,
it is also called as intermediate approach. According to the traditional approach, mix of
debt and equity capital can increase the value of the firm by reducing overall cost of
capital up to certain level of debt. Traditional approach states that the K, decreases only
within the responsible limit of financial leverage and when reaching the minimum level,

it starts increasing with financial leverage.
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Assumptions

Capital structure theories are based on certain assumption to analysis in a single

and convenient manner:

» There are only two sources of funds used by a firm; debt and shares.
The firm pays 100% of its earning as dividend.
The total assets are given and do not change.
The total finance remains constant.
The operating profits (EBIT) are not expected to grow.
The business risk remains constant.

The firm has a perpetual life.

YV V.V V V V V

The investors behave rationally.

Exercise 1

ABC Ltd., needs Rs. 30,00,000 for the installation of a new factory. The new
factory expects to yield annual earnings before interest and tax (EBIT) of Rs.5,00,000. In
choosing a financial plan, ABC Ltd., has an objective of maximizing earnings per share
(EPS). The company proposes to issuing ordinary shares and raising debit of Rs. 3,00,000
and Rs. 10,00,000 of Rs. 15,00,000. The current market price per share is Rs. 250 and is
expected to drop to Rs. 200 if the funds are borrowed in excess of Rs. 12,00,000. Funds
can be raised at the following rates.
up to Rs. 3,00,000 at 8%

—over Rs. 3,00,000 to Rs. 15,000,00 at 10%
—over Rs. 15,00,000 at 15%
Assuming a tax rate of 50% advise the company.
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Earnings Before Interest and Tax (BIT) less Interest Earnings Before Tax less:

Tax@50%.
Alternatives
I I 11
(Rs. 3,00,000 debt) Rs. 10,00,000 debt) (Rs. 15,00,000 debt)
5,00,000 5,00,000 5,00,000
24,000 1,00,000 225,000
476,000 4 00,000 275,000
2,38,000 2,00,000 1,37,500
2,38,000 2 00,000 1,37,500
27,00,000 20,00,000 15,00,000
250 250 200
10800 3,000 7,500
2,38,000 2 00,000 1,37,500
No. of shares 10,800 8,000 7,500
Earnings per share 22.03 25 18.33

The secure alternative which gives the highest earnings per share is the best.
Therefore the company is advised to revise Rs. 10,00,000 through debt amount Rs.
20,00,000 through ordinary shares.
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Exercise 2

Compute the market value of the firm, value of shares and the average cost of

capital from the following information.

Net operating income Rs. 1,00,000

Total investment Rs. 5,00,000

Equity capitalization Rate:
If the firm uses no debt 10%
If the firm uses Rs. 25,000 debentures 11%
If the firm uses Rs. 4,00,000 debentures 13%

Assume that Rs. 5,00,000 debentures can be raised at 6% rate of interest whereas Rs.
4,00,000 debentures can be raised at 7% rate of interest.

Solution

Computation of market value of firm value of shares and the average cost of capital.

Particulars (@) No Debt (b)Rs. 2,50,000 c) Rs. 4,00,000
6% debentures 7% debentures

Net operating system 1,00,000 1,00,000 1,00,000
(-) Interest (i.e.)
Cost of debt _ 15,000 28,000
Earnings available to
Equity shareholders 1,00,000 85,000 72,000
Equity Capitalization
Rate 10% 11% 13%

10 100 100
Market value of shares 10,000 x 100 85,000 x 11 | 72,000x 13

Rs. 10,00,000/- Rs.772727/- Rs.553846/-
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Market Value of firm 10,00,000 10,22,727 9,53,846
1,00,000 1,00,000 1,00,000
1,00,000 1, 00, 000 1, 00, 000
Average cost of capital %100  x1000  x100
10,00,000 10, 22, 727 9,53, 846
Earnings
Value of the firm
EBIT
=10% =9.78% =10.48%
Vv
Comments

From the above data, if debt of Rs. 2,50,000 is used, the value of the firm

increases and the overall cost of capital decreases. But, if more debt is used to finance in

place of equity i.e., Rs. 4,00,000 debentures, the value of the firm decreases and the

overall cost of capital increases.

Net Income (NI) Approach

Net income approach suggested by the Durand. According to this approach, the

capital structure decision is relevant to the valuation of the firm. In other words, a change

in the capital structure leads to a corresponding change in the overall cost of capital as

well as the total value of the firm.

According to this approach, use more debt finance to reduce the overall cost of

capital and increase the value of firm.

Net income approach is based on the following three important assumptions:

> There are no corporate taxes.

» The cost debt is less than the cost of equity.
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The use of debt does not change the risk perception of the investor.
where

V =S5+B

V = Value of firm

S = Market value of equity

B = Market value of debt

Market value of the equity can be ascertained by the following formula:
NI

S=

where

NI = Earnings available to equity shareholder

K. = Cost of equity/equity capitalization rate

Format for calculating value of the firm on the basis of NI approach.

Particulars Amount
Net operating income (EBIT) XXX
Less: interest on debenture (i) XXX

Earnings available to equity holder (NI)  [XXX

Equity capitalization rate (K¢) XXX
Market value of equity (S) XXX
Market value of debt (B) XXX
Total value of the firm (S+B) XXX

Overall cost of capital = K, = EBIT/V(%) XXX%

Exercise 3

A Company expects a net income of Rs. 1,00,000. It has Rs. 2,50,000, 8%
debentures. The equality capitalization rate of the company is 10%. Calculate the value of
the firm and overall capitalization rate according to the net income approach (ignoring

income tax).
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If the debenture debts are increased to Rs. 4,00,000. What shall be the value

of the firm and the overall capitalization rate?

Solution
(a) Capitalization of the value of the firm

1,00,000

Rs.
Net income 1,00,000
Less: Interest on 8% Debentures of Rs. 2,50,000 20,000
Earnings available to equality shareholders 80,000
Equity capitalization rate 10%
80,000
= x 100
10
Market value of equity = 8,00,000
Market value of debentures = 2,50,000
Value of the firm =10,50,000
Calculation of overall capitalization rate
EBI
Earnings T
Overall cost of capital (K,) = Value of the
firm \/
10,50,000 "%
9.52%
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Calculation of value of the firm if debenture debt is raised to Rs. 3,00,000.

Rs.
Net income 1,00,000
Less: Interest on 8% Debentures of Rs. 4,00,000 32,000
Equity Capitalization rate 68,000
10%
100
Market value of equity = 68,000 x 10 = 6,80,000
= 6,80,000
Market value of Debentures = 4,00,000
Value of firm = 10,80,000
1,00,000
Overall cost of capital = 10,80,000%10

=9.26%

Thus, it is evident that with the increase in debt financing, the value of the firm

has increased and the overall cost of capital has increased.
Net Operating Income (NOI) Approach

Another modern theory of capital structure, suggested by Durand. This is just the
opposite to the Net Income approach. According to this approach, Capital Structure

decision is irrelevant to the valuation of the firm. The market value of the firm is not at

all affected by the capital structure changes.
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According to this approach, the change in capital structure will not lead to any
change in the total value of the firm and market price of shares as well as the overall cost
of capital.

NI approach is based on the following important assumptions;

The overall cost of capital remains constant;
There are no corporate taxes;
The market capitalizes the value of the firm as a whole;
Value of the firm (V) can be calculated with the help of the following formula
V =EBIT /K,
Where,
V = Value of the firm
EBIT = Earnings before interest and tax
K, = Overall cost of capital
Exercise 4
XYZ expects a net operating income of Rs. 2,00,000. It has 8,00,000, 6%
debentures. The overall capitalization rate is 10%. Calculate the value of the firm and the
equity capitalization rate (Cost of Equity) according to the net operating income

approach.

If the debentures debt is increased to Rs. 10,00,000. What will be the effect on

volume of the firm and the equity capitalization rate?
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Solution

Net operating income = Rs. 2,00,000

Overall cost of capital = 10%

Market value of the firm (V)

EBIT
Ko
100
= 2,00,000% 10 =Rs. 20,00,000
Market value of the firm = Rs. 20,00,000
Less: market value of Debentures = RsT8;00;00012;00,000

Equity capitalization rate (or) cost of equity (K)

EBIT -1

Where, V = value of the firm

D = value of the debt capital

=2,00,000 — 48,000/ 12.67% * 100

If the debentures debt is increased to Rs. 10,00,000, the value of the firm shall remain

changed to Rs. 20,00,000. The equity capitalization rate will increase as follows:

EBIT — I
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=2,00,000 — 60,000 / 100000 * 100
=14%

Exercise 5

Abinaya company Ltd. expresses a net operating income of Rs. 2,00,000. It has Rs.
8,00,000 to 7% debentures. The overall capitalization rate is 10%.

Calculate the value of the firm and the equity captialization rate (or) cost of equity
according to the net operating income approach.

If the debenture debt is increasesd to Rs. 12,00,000. What will be the effect on the value

of the firm, the equity capitalization rate?

Solution

Net operating income = Rs. 2,00,000 Overall cost of capital = 10%

Market value of the firm (V)

NOI(EBIT)

Overall cost of capital (OK)

= 2,00,000x100/10

= Rs. 20,00,000
Market value of firm = Rs. 20,00,000
Less Market value of debentures = Rs. 8,00,000
Total marketing value of equity = Rs. 12,00,000
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Equity capitalization rate (or) cost of equity (K)

=EBIT-1/V-D

= 200000 -56000 / 2000000-800000 * 100
= 144000 / 1200000 * 100

= 12%.

Where | = Interest of debt
V = Value of the firm
D = Value of debt capital

| = 8,00,000%7%=56,000
V =20,00,000
D =8,00,000

If the debenture debt is increased at Rs. 12,00,000, the value of the firm shall change to
Rs. 20,00,000.
Equity Capitalization Rate (K)

=EBIT-1/V-D
= 200000 — 81000 / 2000000 — 1200000
=14.5%

Modigliani and Miller Approach

Modigliani and Miller approach states that the financing decision of a firm does
not affect the market value of a firm in a perfect capital market. In other words MM
approach maintains that the average cost of capital does not change with change in the
debt weighted equity mix or capital structures of the firm.
Modigliani and Miller approach is based on the following important assumptions:

There is a perfect capital market.
» There are no retained earnings.

> There are no corporate taxes.
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» The investors act rationally.
» The dividend payout ratio is 100%.
» The business consists of the same level of business risk.

Value of the firm can be calculated with the help of the following formula:
EBIT

= (=1
Ko
Where
EBIT = Earnings before interest and tax
K, = Overall cost of capital
t = Tax rate

Exercise 6

There are two firms ‘A’ and ‘B’ which are exactly identical except that A does not use
any debt in its financing, while B has Rs. 2,50,000, 6% Debentures in its financing. Both
the firms have earnings before interest and tax of Rs. 75,000 and the equity capitalization
rate is 10%. Assuming the corporation tax is 50%; calculate the value of the firm.
Solution

The market value of firm A which does not use any debt.

wu= EBIT

Ko -
Rs. 7,50,000

= 75000 * 100 / 10

= Rs.750000

The market value of firm B which uses debt financing of Rs. 2,50,000 V; =V, +t
V, =7,50,000, t = 50% of Rs. 2,50,000

=7,50,000 + 1,25,000

= Rs. 8,75,000
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MODEL QUESTIONS
1. Define capital structure.
2. Differentiate the capital structure and financial structure.
3. What is optimum capital structure?
4. Discuss the various factors affecting the capital structure.

5. Explain the capital structure theories.
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COST OF CAPITAL
INTRODUCTION

Cost of capital is an integral part of investment decision as it is used to measure
the worth of investment proposal provided by the business concern. It is used as a
discount rate in determining the present value of future cash flows associated with capital
projects. Cost of capital is also called as cut-off rate, target rate, hurdle rate and required
rate of return. When the firms are using different sources of finance, the finance manager
must take careful decision with regard to the cost of capital; because it is closely

associated with the value of the firm and the earning capacity of the firm.

Meaning of Cost of Capital

Cost of capital is the rate of return that a firm must earn on its project investments

to maintain its market value and attract funds.

Cost of capital is the required rate of return on its investments which belongs to
equity, debt and retained earnings. If a firm fails to earn return at the expected rate, the
market value of the shares will fall and it will result in the reduction of overall wealth of

the shareholders.

Definitions

The following important definitions are commonly used to understand the

meaning and concept of the cost of capital.
According to the definition of John J. Hampton “ Cost of capital is the rate of return

the firm required from investment in order to increase the value of the firm in the market

place”.
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According to the definition of Solomon Ezra, “Cost of capital is the minimum required

rate of earnings or the cut-off rate of capital expenditure”.
Assumption of Cost of Capital

Cost of capital is based on certain assumptions which are closely associated while
calculating and measuring the cost of capital. It is to be considered that there are three
basic concepts:

It is not a cost as such. It is merely a hurdle rate.

It is the minimum rate of return.

It consis of three important risks such as zero risk level, business risk and
financial risk. Cost of capital can be measured with the help of the following equation.
K=rj+b+f.

Where,

K = Cost of capital.
r; = The riskless cost of the particular type of finance.
b = The business risk premium.

f = The financial risk premium.
CLASSIFICATION OF COST OF CAPITAL

Cost of capital may be classified into the following types on the basis of nature and
usage:

»  Explicit and Implicit Cost.

» Average and Marginal Cost.

» Historical and Future Cost.

»  Specific and Combined Cost.
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Explicit and Implicit Cost

The cost of capital may be explicit or implicit cost on the basis of the computation of cost

of capital.
Explicit cost is the rate that the firm pays to procure financing. This may be
calculated with the help of the following equation;
CO

Clo=Yi1¢ ot —

Where,

Cl, = initial cash inflow

C = outflow in the period concerned
N = duration for which the funds are provided

T = tax rate

Implicit cost is the rate of return associated with the best investment opportunity for
the firm and its shareholders that will be forgone if the projects presently under
consideration by the firm were accepted.
Average and Marginal Cost
Average cost of capital is the weighted average cost of each component of capital

employed by the company. It considers weighted average cost of all kinds of financing

such as equity, debt, retained earnings etc.
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Marginal cost is the weighted average cost of new finance raised by the company. It

is the additional cost of capital when the company goes for further raising of finance.

Historical and Future Cost

Historical cost is the cost which as already been incurred for financing a particular

project.

It is based on the actual cost incurred in the previous project.

Future cost is the expected cost of financing in the proposed project. Expected cost is
calculated on the basis of previous experience.

Specific and Combine Cost

The cost of each sources of capital such as equity, debt, retained earnings and loans is
called as specific cost of capital. It is very useful to determine the each and every specific

source of capital.

The composite or combined cost of capital is the combination of all sources of
capital. It is also called as overall cost of capital. It is used to understand the total cost

associated with the total finance of the firm.

IMPORTANCE OF COST OF CAPITAL

Computation of cost of capital is a very important part of the financial

management to decide the capital structure of the business concern.
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Importance to Capital Budgeting Decision

Capital budget decision largely depends on the cost of capital of each source.
According to net present value method, present value of cash inflow must be more than
the present value of cash outflow. Hence, cost of capital is used to capital budgeting

decision.

Importance to Structure Decision

Capital structure is the mix or proportion of the different kinds of long term
securities. A firm uses particular type of sources if the cost of capital is suitable. Hence,

cost of capital helps to take decision regarding structure.

Importance to Evolution of Financial Performance

Cost of capital is one of the important determine which affects the capital
budgeting, capital structure and value of the firm. Hence, it helps to evaluate the financial

performance of the firm.

Importance to Other Financial Decisions

Apart from the above points, cost of capital is also used in some other areas such

as, market value of share, earning capacity of securities etc. hence, it plays a major part in

the financial management.

COMPUTATION OF COST OF CAPITAL

Computation of cost of capital consists of two important parts:

» Measurement of specific costs

» Measurement of overall cost of capital
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Measurement of Cost of Capital

It refers to the cost of each specific sources of finance like:
»  Cost of equity
» Cost of debt
»  Cost of preference share
>

Cost of retained earnings
Cost of Equity

Cost of equity capital is the rate at which investors discount the expected dividends of the

firm to determine its share value.

Conceptually the cost of equity capital (K¢) defined as the “Minimum rate of return
that a firm must earn on the equity financed portion of an investment project in order to

leave unchanged the market price of the shares”.

Cost of equity can be calculated from the following approach:
Dividend price (D/P) approach
Dividend price plus growth (D/P + g) approach
Earning price (E/P) approach
Realized yield approach.

Dividend Price Approach
The cost of equity capital will be that rate of expected dividend which will
maintain the present market price of equity shares.

Dividend price approach can be measured with the help of the following formula:

~ |10

€ Np
Where,
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Ke = Cost of equity capital

D = Dividend per equity share

Np = Net proceeds of an equity share

Exercise 1

A company issues 10,000 equity shares of Rs. 100 each at a premium of 10%. The
company has been paying 25% dividend to equity shareholders for the past five years and
expects to maintain the same in the future also. Compute the cost of equity capital. Will it

make any difference if the market price of equity share is Rs. 175?

Solution
D
Ke = np —
%100
100
22.72%

If the market price of a equity share is Rs. 175.

Kol P
Np

25 % 100
175

14.28%
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Dividend Price Plus Growth Approach

The cost of equity is calculated on the basis of the expected dividend rate per

share plus growth in dividend. It can be measured with the help of the following formula:

Kell Piig
N

p
Where,

Ke = Cost of equity capital

D = Dividend per equity share
= Growth in expected dividend N, = Net proceeds of an equity share

Exercise 2

A company plans to issue 10000 new shares of Rs. 100 each at a par. The
floatation costs are expected to be 4% of the share price. The company pays a dividend of
Rs. 12 per share initially and growth in dividends is expected to be 5%. Compute the cost

of new issue of equity shares.

If the current market price of an equity share is Rs. 120. Calculate the cost of existing

equity share capital

Solution
D +g
(@) Ke=
Np
12 +5=17.5%
= 100-4
D +9
(b) Ke=
Np
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12
= +5%=15%
120

Exercise 3
The current market price of the shares of A Ltd. is Rs. 95. The floatation costs are Rs. 5
per share amounts to Rs. 4.50 and is expected to grow at a rate of 7%. You are required to
calculate the cost of equity share capital.
Solution
Market price Rs. 95

Dividend Rs. 4.50

Growth 7%.

Ke:Np +g -

4.50
95 X 100 + 7%

4.73% + 7% = 11.73%
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Cost of equity determines the market price of the shares. It is based on the future

earning prospects of the equity. The formula for calculating the cost of equity according

to this approach is as follows.

Where,
K. = Cost of equity capital

E = Earning per share
Np = Net proceeds of an equity share

Exercise 4

A firm is considering an expenditure of Rs. 75 lakhs for expanding its operations.

The relevant information is as follows :

Number of existing equity shares =10 lakhs

Market  value of =Rs.100

existing share

Net earnings

73

=Rs.100 lakhs
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Compute the cost of existing equity share capital and of new equity capital
assuming that new shares will be issued at a price of Rs. 92 per share and the costs of
new issue will be Rs. 2 per share.

Solution

Cost of existing equity share capital:

100lakhs
Earnings Per Share(EPS) =  =Rs.10
10lakhs
Ke = 15o0% 10

=10%

Cost of Equity Capital

x 100

92-2

=11.11%
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Realized Yield Approach

It is the easy method for calculating cost of equity capital. Under this method,
cost of equity is calculated on the basis of return actually realized by the investor in a

company on their equity capital.

Where,
K. = Cost of equity capital.
PV f = Present value of discount factor.

D = Dividend per share.

Measurement of Overall Cost of Capital

It is also called as weighted average cost of capital and composite cost of
capital. Weighted average cost of capital is the expected average future cost of funds
over the long run found by weighting the cost of each specific type of capital by its

proportion in the firms capital structure.

The computation of the overall cost of capital (K,) involves the following steps.
Assigning weights to specific costs.
Multiplying the cost of each of the sources by the appropriate weights.
Dividing the total weighted cost by the total weights.
The overall cost of capital can be calculated with the help of the following formula;
Ko = Kg Wy + Ky W, + Ke We + Ky W,
Where,
K, = Overall cost of capital
K4 = Cost of debt
K, = Cost of preference share
K. = Cost of equity
K: = Cost of retained earnings

W= Percentage of debt of total capital
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W,, = Percentage of preference share to total capital
e = Percentage of equity to total capital

W, = Percentage of retained earnings

Weighted average cost of capital is calculated in the following formula also:

. XA
K——=2AVY

v W

Where,
Kw = Weighted average cost of capital
X = Cost of specific sources of finance
W = Weight, proportion of specific sources of finance.
Exercise
A firm has the following capital structure and after-tax costs for the different
sources of funds used :

Amou

Source of Funds nt Proportion After-tax cost
Rs. 0% %

Debt 12,000 20 4

Preference Shares 15,000 25 8

Equity Shares 18,000 30 12

Retained Earnings 15,000 25 11

Total 60,000 100

You are required to compute the weighted average cost of capital.
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A company has on its books the following amounts and specific costs of each

type of capital.

Type of Capital Book Value Market Value Specific Costs (%)
Rs. Rs.

Debt 1,00,000 3,80,000 5

Preference 1,00,000 1,10,000 8

Equity 6,00,000 9,00,000 15

Retained Earnings [2,00,000 3,00,000 13
13,00,000 16,90,000

Determine the weighted average cost of capital using:

Book value weights, and

Market value weights.

How are they different? Can you think of a situation where the weighted average cost of

capital would be the same using either of the weights?

Solution

Computation of Weighted Average Cost of Capital

A. Book Value
Source of Funds  |[Amount Cost % (X) Weighted Cost
Proportion X Cost (XW)

Debt 1,00,000 5 20,000

Preference Shares [1,00,000 3 8,000

Equity Shares 6,00,000 15 90,000

Retained Earnings [2,00,000 13 26,000

P’W = 13,00,000 D XW =1,44,000
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