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Unit. 1 Sources of Finance: 

Finance is significant for business because it cannot carry out its operations even for a single day 

without finance. It is therefore important to search the sources from where funds can be 

collected. The selection of source depends upon the amount of funds required, nature of 

business, repayment period, debt-equity mix, etc. The selection of source also depends upon the 

purposes for which funds are needed. 

Funds required for acquiring machine, land & building, etc., should be procured from such 

sources, the tenure of which must be between 5 and 10 years. Funds required for more than 1 

year but less than 5 years should be financed from medium-term sources. Funds required for 

meeting day-to-day expenses should be acquired from short-term sources. 

Sources of finance for business are equity, debt, debentures, retained earnings, term loans, 

working capital loans, letter of credit, euro issue, venture funding etc. These sources of funds are 

used in different situations. They are classified based on time period, ownership and control, and 

their source of generation. It is ideal to evaluate each source of capital before opting for it.  

A business firm can raise funds from two main sources: 

(a) Owned funds, and 

(b) Borrowed funds. 

Owned funds refer to the funds provided by the owners. In a sole proprietorship, the proprietor 

himself provides the owned fund from his personal property. In a partnership firm, the funds 

contributed by partners as capital are called owned funds. In a joint stock company, funds raised 

through the issue of shares and reinvestment or earnings are the owned funds. 

 

Borrowed funds refer to the borrowings of a business firm. In a company, borrowed funds consist 

of the finance raised from debenture holders, public deposits, financial institutions and commercial 

banks. Thus, the various sources of finance may be divided as shown in following figure 
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SHARES 

Capital of a company is split into smaller units termed as “Shares”. The investors subscribing to 

such shares are termed as “Shareholders” of the company. Shareholders are the owners of the 

company to the extent of their shareholding.  

Section 2(46) of the companies Act, 1956, defined the shares “ Shares means share in the Share 

Capital of company, and includes stock except where a distinction between stock and share is 

expressed or is implied share may or may not be represented by a sum of money; it may be in the 

form of money’s worth”. 

 

Difference Between Stocks and Shares 

STOCKS: Whenever a company plans to raise capital, it can issue stocks or it can try to borrow 

some money. They are the securities that represent a part of ownership in the corporation. Some 

stocks pay monthly, quarterly or annual dividends, which are a portion of the issuing company’s 

earnings.  

SHARES: Whenever a company issues stock, each of the units of a stock is considered a share. 

Therefore, one share of stock is equal to one unit of ownership in a given company. Shares are the 

owner of one particular company. 

• Stocks are the collection of shares of multiple companies or are a collection of shares of a 

single company. 

• Shares are the smallest unit by which the ownership of any company or anybody is 

ascertained. 
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• A stock is a collection of something or a collection of shares. Shares are a part of something 

bigger i.e. the stocks. 

• Shares represent the proportion of ownership in the company while stock is a 

simple aggregation of shares in a company. 

• Shares are issued at par, discount or at a premium. It is known as stock when the shares of 

a member are converted into one fund. It is when any company gets listed it is basically 

changing its shares into stocks. 

• For instance, let’s say Mr. Anderson has bought certificates of Apple Inc. then in this case 

we will call these certificates as shares as it can be seen that Mr. Anderson has bought 

certificates from a particular company. Now, on the other hand, if Mr. Anderson has the 

ownership of certificates from several other companies as well, it can be said that Mr. 

Anderson has certificates of stocks and not shares. 

BASIS FOR 

COMPARISON 
SHARE STOCK 

Meaning The capital of a company, is 

divided into small units, which 

are commonly known as shares. 

The conversion of the fully paid 

up shares of a member into a 

single fund is known as stock. 

Is it possible for a 

company to make original 

issue? 

Yes No 

Paid up value Shares can be partly or fully paid 

up. 

Stock can only be fully paid up. 

Definite number A share have a definite number 

known as distinctive number. 

A stock does not have such 

number. 

 

transfer Fractional  Not possible. Possible 

https://www.educba.com/sharepoint-interview-questions/
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BASIS FOR 

COMPARISON 
SHARE STOCK 

Nominal value Yes No 

Denomination Equal amounts Unequal amounts 

 

Equity Shares 

Equity shares are the ordinary shares of the company representing the part ownership of the 

shareholder in the company. 

Equity Shares are the shares that carry voting rights and the rate of dividend also fluctuate every 

year as it depends on the amount of profit available to the company. 

Equity share is a main source of finance for any company giving investors rights to vote, share 

profits and claim on assets. Various types of equity share capital are authorized, issued, subscribed, 

paid up, rights, bonus, sweat equity etc. The expression of the value of equity shares are in terms 

of face value or par value, issue price, book value, market value, intrinsic value, stock market value 

etc. 

Normally, a company is started with equity finance as its first source of capital from the owners 

or promoters of that company. After a certain level of growth, there is a requirement for more 

capital for further growth. The company then finds an investor in the form of friends, relatives, 

venture capitalists, mutual funds, or any such small group of investors and issue fresh equity shares 

to these investors. 

TYPES OF EQUITY SHARES 

There are various class of shares (equity) dependent on various things. Let’s discuss them. 

In the financial statements of a company, we place the equity shares on the liability side of the 

balance sheet. Their classification into various categories is as follows: 
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AUTHORIZED SHARE CAPITAL 

It is the maximum amount of capital which a company can issue. The companies can increase it 

from time to time. For that we need to comply with some formalities also have to pay some fees 

to the legal bodies. 

ISSUED SHARE CAPITAL 

It is that part of authorized capital which the company offers to the investors. 

SUBSCRIBED SHARE CAPITAL 

It is that part of issued capital which an investor accepts and agrees upon. 

PAID UP CAPITAL 

It is the part of the subscribed capital, which the investors pay. Normally, all companies accept 

complete money in one shot and therefore issued, subscribed and paid capital becomes one and 

the same. Conceptually, paid-up capital is the amount of money which a company actually invests 

in the business. 

RIGHTS SHARES 

These shares are those which a company issues to it’s existing shareholders. The company issues 

such kind of shares in order to protect the ownership rights of the existing investors. 

 

BONUS SHARES 

When the company issues shares to its shareholders in the form of a dividend, we shall call them 

bonus shares. There are various advantages and disadvantages of bonus shares like dividend, 

capital gain, limited liability, high risk, fluctuation in the market, etc. 

 

SWEAT EQUITY SHARE 

Sweat equity shares are issued to exceptional employees or directors of the company for their 

exceptional job in terms of providing know-how or intellectual property rights to the company. 

Apart from the above, there are other types of shares (equity) also. 
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VARIOUS PRICES OF EQUITY SHARES 

PAR OR FACE VALUE 

Par or face value is the value of shares which we record in the books of accounts. 

 

ISSUE PRICE 

This price is the price which a company actually offers to the investors. Normally, the issue price 

and face value of a share are the same in the case of new companies. 

SHARE/SECURITY PREMIUM AND SHARE AT DISCOUNT 

When issuance of shares is at a price higher than face value, we shall call this excess amount to be 

premium. Contrary to it, when the issuance of shares is at a price lower than face value, we shall 

call this deficit amount to be discount. 

BOOK VALUE 

The calculation of the book value will be: 

Paid up Capital + Reserves and Surplus – Any Loss / The total number of equity shares of the 

company 

This is the balance sheet value of shares. This is an important value in the case 

of Mergers and Acquisition. 

MARKET VALUE 

In the case of companies listed on stock exchanges, the market value of the share is the price at 

which they are currently sold in the market. It is also called stock market value. It may happen that 

stock market value and value as per fundamental principles differ. Because there are a number of 

sentiments that affect the stock market value. 

FUNDAMENTAL VALUE  

The number of times the fundamental value of the security is calculated for the purpose of the 

Merger or valuation. Its calculation is as per (i) Dividend Discount Model (ii) Price Earning Ratio 

Method (iii) Earning Capitalization Method (iii) Chop Shop method. 
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Preference Shares 

Preference shares are one of the special types of share capital having fixed rate of dividend and 

they carry preferential rights over ordinary equity shares in sharing of profits and also claims over 

assets of the firm. It is ranked between equity and debt as far as priority of repayment of capital is 

concerned 

Preference shares are a long-term source of finance for a company. They are neither completely 

similar to equity nor equivalent to debt. The law treats them as shares but they have elements of 

both equity shares and debt. For this reason, they are also called ‘hybrid financing instruments’. 

These are also known as preferred stock, preferred shares, or only preferreds in a different part of 

the world. There are various types of preference shares used as a source of finance. 

 

FEATURES OF PREFERENCE SHARES SIMILAR TO DEBT 

FIXED DIVIDENDS 

Like debt carries a fixed interest rate, preference shares have fixed dividends attached to them. 

 

But the obligation of paying a dividend is not as rigid as debt. Non-payment of a dividend would 

not amount to bankruptcy in case of preference share. 

 

PREFERENCE OVER EQUITY 

As the word preference suggests, these type of shares get preference over equity shares in sharing 

the income as well as claims on assets. Alternatively, preference share dividend has to be paid 

before any dividend payment to ordinary equity shares. Similarly, at the time of liquidation also, 

these shares would be paid before equity shares. 

NO VOTING RIGHTS 

Preference share capital is not allotted any voting rights normally. They are similar to debenture 

holders and do not have any say in the management of the company 
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NO SHARE IN EARNINGS 

Preference shareholders can only claim two things. One agreed on percentage of dividend and 

second the amount of capital invested. Equity shares are entitled  to share the residual earnings and 

residual assets in case of liquidation which preference shares are not entitled to. 

 

FIXED MATURITY 

ust like debt, preference shares also have fixed maturity date. On the date of maturity, the 

preference capital will have to be repaid to the preference shareholders. A special type of shares 

i.e. irredeemable preference shares is an exception to this. They do not have any fixed maturity. 

 

FEATURES OF PREFERENCE SHARES SIMILAR TO EQUITY SHARES 

DIVIDEND FROM PAT 

Equity share dividend is paid out of the profits left after all expenses and even taxes and same is 

the case with preference shares. The preference dividend is paid out of the divisible profits of the 

company. Out of the divisible profits, the preference dividend  would be paid first and the 

remaining profits can be utilized for paying any dividend to equity shareholders. 

MANAGEMENT DISCRETION OVER DIVIDEND PAYMENT 

The payment of preference dividend is not compulsory and is a decision of the management. Equity 

shareholders also do not have any right to ask for dividends, the dividends are paid at the discretion 

of the management of the company. Unlike debt, the nonpayment of a dividend of preference 

shares does not amount to bankruptcy. 

 

NO FIXED MATURITY 

The maturity of a special variant of preference share is not fixed just like equity shares. This variant 

is popularly known as irredeemable preference shares. 
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Debentures 

Long-term debt financing is majorly categorized into a term loan and debentures. Debentures are 

one of the common long-term sources of finance. They normally carry a fixed interest rate and a 

certain date of maturity. One has to pay interest every year and the principal on the date of maturity. 

Term loan carries a fixed interest rate and the payment is done in installments which consists of 

both principal and interest. There are several advantages and disadvantages of debentures 

explained in this article. 

 

The term loan is lent by a financial institution or a bank so the financier is the bank / financial 

institution. Whereas the debentures are issued to the general public and therefore the financier is 

the general public. This is the basic difference between these two types of long-term source of debt 

finance. 

Since both debenture and term loan is a type of debt financing, they share basic characteristics of 

debt and hence their advantages and disadvantages are also similar. Following are some benefits 

and disadvantages of debt financing (debentures or term loans) from the point of view of a 

company. 

ADVANTAGES OF DEBT FINANCING – DEBENTURES AND TERM LOANS 

BENEFIT OF TAX 

‘Benefits and Disadvantages of DebenturesDebt Financing’ or ‘Issuing of Debenture’ results in 

interest expense for the borrower which is a tax-deductible expense. A company can claim an 

interest as an expense against its profits. Whereas dividends paid to equity or preference 

shareholders are paid out of net profits after taxes. In short, debt financing such as debentures, 

term loans etc avails tax benefit to the borrower which is not there in case of equity. 

 

CHEAPER SOURCE OF FINANCE 

As discussed above, the interest cost incurred on debt financings such as debentures or term loans 

enjoys a tax shield which indirectly lowers the cost. Effective interest cost of a 12% debenture 

with current tax rate of 30% is 8.4% {12% * (1-30%)}. The underlying assumption behind the 

calculation is that the entity is making the profit at least to the tune of total interest payment. Even 

the rate of interest is lower than the cost of equity. It is because of the reason that debt financiers 
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have comparatively lower risk, so they are offered less return. Following are the reasons due to 

which investors of debenture have a comparatively lower risk. 

HomeSources Of FinanceBenefits and Disadvantages of Debentures 

 

Long-term debt financing is majorly categorized into a term loan and debentures. Debentures are 

one of the common long-term sources of finance. They normally carry a fixed interest rate and a 

certain date of maturity. One has to pay interest every year and  the principal on the date of maturity. 

Term loan carries a fixed interest rate and the payment is done in installments which consists of 

both principal and interest. There are several advantages and disadvantages of debentures 

explained in this article. 

 

The term loan is lent by a financial institution or a bank so the financier is the bank / financial 

institution. Whereas the debentures are issued to the general public and therefore the financier is 

the general public. This is the basic difference between these two types of long-term source of debt 

finance. The difference between the terms – Debentures, Bank loan, equity shares, and bond. 

 

 

Since both debenture and term loan is a type of debt financing, they share basic characteristics of 

debt and hence their advantages and disadvantages are also similar. Following are some benefits 

and disadvantages of debt financing (debentures or term loans) from the point of view of a 

company. 

 

ADVANTAGES OF DEBT FINANCING – DEBENTURES AND TERM LOANS 

BENEFIT OF TAX 

‘Benefits and Disadvantages of DebenturesDebt Financing’ or ‘Issuing of Debenture’ results in 

interest expense for the borrower which is a tax-deductible expense. A company can claim an 

interest as an expense against its profits. Whereas dividends paid to equity or preference 

shareholders are paid out of net profits after taxes. In short, debt financing such as debentures, 

term loans etc avails tax benefit to the borrower which is not there in case of equity. 
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CHEAPER SOURCE OF FINANCE 

As discussed above, the interest cost incurred on debt financings such as debentures or term loans 

enjoys a tax shield which indirectly lowers the cost. Effective interest cost of a 12% debenture 

with current tax rate of 30% is 8.4% {12% * (1-30%)}. The underlying assumption behind the 

calculation is that the entity is making the profit at least to the tune of total interest payment. Even 

the rate of interest is lower than the cost of equity. It is because of the reason that debt financiers 

have comparatively lower risk, so they are offered less return. Following are the reasons due to 

which investors of debenture have a comparatively lower risk. 

 

NO DILUTION OF CONTROL 

 

Issuing of debentures or accepting bank loan does not dilute the control of the existing shareholders 

or the owners of the company over their business. If there is a rise in the same fund using equity 

finance, there are chances of losing control of existing shareholders. 

 

 

NO DILUTION IN SHARE OF PROFITS 

Opting for debentures over the equity as a source of finance keeps intact the profit-sharing 

percentage of existing shareholders. Debenture holders or financial institutions do not share profits 

with the company. They are liable to receive the agreed amount of interest only. Therefore, the 

same number of hands share the profits before and after the new project. However, in the case of 

convertible debentures (debentures who convert into equity shares after a certain point of time), 

this may no more remain an advantage. As the debenture holders would then become equity 

shareholders receiving all the rights as of the equity shareholder’s. 

THE BENEFIT OF FINANCIAL LEVERAGE 

By involving debt in a profit-making company, the management can always maximize the wealth 

of the shareholders. For example, the internal rate of return of a company is 15% against a 12% 

rate of interest on debt funds. The shareholders share the extra 3% of earning out of the money of 

say debenture holders. Since there is a definite interest cost on the debt. Therefore the returns over 

and above the cost of interest spill over into the hands of shareholders only. This is how financial 
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leverage converts into wealth maximization. All this is true under the condition that the rate of 

return on investment on debt funds is at least greater than the percentage of interest. 

 

DISCIPLINARY EFFECT 

There is a burden of interest despite business profit or loss, operational situations, etc. This makes 

the entrepreneur all the more cautious and committed to managing the business and maintaining 

the cash flows effectively. It is because a severe punishment i.e. ‘bankruptcy’ is enclosed for 

nonpayment of debenture interest on time. It is similar to the situation of a car seat belt. One uses 

it more because of the penalties, the government authority imposes rather than for the safety 

reason. Similarly, a fixed installment of debt repayment brings in a discipline in the management 

for better management of cash flows and other operations. 

LOW ISSUE COST 

In the case of a term loan, there is a comparatively lower cost of the issuance. Whereas in the case 

of equity financing, there is a huge cost of issuance. 

 

FIXED INSTALLMENTS 

Debt financing by term loan or debentures has fixed installments/coupon payments until the 

maturity of the loan. In a rising economy with increasing inflation, the effective cost of future 

installments decreases due to a decline in the value of the currency. 

NO HARM IN COMMUNICATING CRITICAL BUSINESS SECRETS 

In the case of a term loan, the company may have to reveal a lot of information about the company 

to the financial institutions. By entering into NDA (non-disclosure agreement), the company can 

ensure its secrets remaining hidden from its competitors. 

 

CALLABLE DEBENTURES / BONDS 

There can a debenture or Bond issuance with a callable feature. If in case there is a decrease in the 

rate of interest in the market, the company can redeem existing debenture. It can do so by offering 

premium and can issue new debt financing at a lower interest rate. 
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DISADVANTAGES OF DEBT FINANCING – DEBENTURES AND TERM LOANS 

RIGID OBLIGATION 

‘Interest paid to the debenture holders’ or ‘installment and interest of term loan’ is a legal 

obligation and the business has to honor the same come what may. This feature of debt financing, 

in general, creates a problem for the business in bad times. Economic and other environmental ups 

and down are certain to come. Under those situations, a new business which is just about to take 

off cannot have such disciplined cash flows to pay the interest or installment timely. 

 

Therefore, debenture and term loans are not the right kinds of financing option for them, especially 

in their nascent stage. This fixed expense may create a big mismatch with their cash flows and the 

company may have to go into bankruptcy. A term loan can still be viable because banks provide 

moratorium or gestation period or at times adjust the obligation with the pattern of cash inflows of 

the company. Such modifications are not possible in debentures. 

 

ENLARGE LEVERAGE RATIOS 

Debt financing raises the leverage of the business. High leverage means a high risk of bankruptcy. 

Bankruptcy is not the only risk but if the rate of return of the company declines below the debenture 

interest rate at a later stage after issuing the debentures, it can bring the whole project on a toss. 

The costs of projects may increase due to market conditions but interest payment would not change 

to compensate such increase in costs. 

 

RESTRICTIVE COVENANTS 

In the trust deed formed between the company and the trustee bank or financial institution, there 

are certain restrictive covenants which restrict the hands of the management from doing business 

with liberty. There are various restrictions with respect to usage of assets, the creation of liabilities, 

cash flows, control, etc. They may stumble upon every business decision and affect the 

effectiveness of the overall decision-making process. 
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BAD FOR LOW INFLATIONARY CONDITIONS 

Although fixed interest has certain benefits like it is beneficial to high inflation environment, it 

also accompanies disadvantages. Under low inflationary conditions, the cash outflow remains 

constant but the value of the money increases. To compare it with business situations, the market 

price of the products of the company will decline in low inflationary cond itions but the interest 

payment will remain the same and hence that will create a loss-making mismatch. 

 Lease Financing, Hire Purchasing 

Hire purchase (HP) or leasing is a type of asset finance that allows firms or individuals to possess 

and control an asset during an agreed term, while paying rent or instalments covering depreciation 

of the asset, and interest to cover capital cost. 

Assets are defined as anything of monetary value that is owned by a firm or an individual. Assets 

listed on a firm’s balance sheet can include tangible items such as inventories, equipment and real 

estate, as well as intangible items such as property rights or goodwill.  

Leases differ from term lending in that the lessee does not have ownership rights to the asset. At 

the end of the lease contract, the lessee usually has a choice of extending the lease, returning the 

asset, or introducing a buyer for the asset. Some leasers are entitled to a refund of 95% of the sale 

proceeds when they introduce a buyer. The refund amount will depend on the contract between 

the original leaser and lessee. 

HP is a financing solution suitable for businesses wishing to purchase assets without paying the 

full value immediately. The customer pays an initial deposit, with the remainder of the balance 

and interest paid over a period of time. On completion, ownership of the asset transfers to the 

customer. 

It is important to note that the accounting and tax treatment of leases varies according to the type 

of lease it is. For example, as a finance lease is accounted for as a loan funding the asset, the tax 

treatment follows the legal form of the transaction which is the hiring of an asset. 

 More specifically, the treatment of capital allowances differs, and tax treatment should be taken 

into consideration when deciding how to finance an asset purchase. 
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Unit 2. Capital Structure 

Capital Structure 

Meaning of Capital Structure 

Capital Structure is referred to as the ratio of different kinds of securities raised by a firm as long-

term finance. The capital structure involves two decisions- 

 

Type of securities to be issued are equity shares, preference shares and long term borrowings 

(Debentures). 

Relative ratio of securities can be determined by process of capital gearing. On this basis, the 

companies are divided into two- 

Highly geared companies - Those companies whose proportion of equity capitalization is small. 

Low geared companies - Those companies whose equity capital dominates total capitalization. 

For instance - There are two companies A and B. Total capitalization amounts to be USD 200,000 

in each case. The ratio of equity capital to total capitalization in company A is USD 50,000, while 

in company B, ratio of equity capital is USD 150,000 to total capitalization, i.e, in Company A, 

proportion is 25% and in company B, proportion is 75%. In such cases, company A is considered 

to be a highly geared company and company B is low geared company. 

Factors Determining Capital Structure 

The factors which play a vital role in determining the capital structure are divided into two 

categories viz. Internal Factors and External Factors. 

 

A. Internal Factors: 

I. Size and Nature of Business: 

The size of business has great impact on its capital structure. Trading concerns raise capital by 

issue of equity as well as preference shares as they require more working capital. Small companies 

have limited capacity to raise funds from external sources.  Large companies possess huge 



   DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

    Subject  : Long Term Finance (506 - A)                              Class: TY BBA (2013 Pattern) 
                   

 

PROF .    SWATI BHALERAO                                                                                                           www.dacc.edu.in 

                                                                                  

investments; hence they can issue debentures by offering securities of fixed assets such as land, 

building, machinery etc. 

Such companies prefer to raise funds by issuing equity shares along with debentures. 

 

ii . Capital Gearing: 

The ratio between debt capital (fixed interest) and equity capital (variable dividend) is called 

capital gearing. It is high gearing when the proportion of debt capital is high than the equity share 

capital while it is low gearing when the proportion of debt capital is low than the equity share 

capital. In order to protect the interest of equity shareholders, the company usually uses proper mix 

of various types of securities in its capital structure. 

 

iii. Requirement of Capital: 

In the initial stages of business, a company cannot issue varieties of securities as there is 

considerable risk involved and hence, it is preferable to raise capital through equity shares. Later 

on for expansion or modernization, the company may issue other types of securities such as 

debentures, public deposits etc. 

 

iv. Adequate Earnings and Cash Position: 

Developed companies with stable earnings (stable cash flow) utilize large amount of debt capital 

in their capital structure as they can pay a fixed rate of interest. 

 Companies with unstable earnings (unpredictable cash flow) should not opt for debt in their capital 

structure as they may face difficulty in paying the fixed amount of interest. 

 

v. Future Plans and Development: 

Capital structure is designed by the management keeping in mind the future development and 

expansion plans. Equity shares can be issued in the initial stages whereas debentures and 

preference shares may be issued in future to finance developmental plans. 
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vi. Period of Finance: 

While framing capital structure, the ‘period for which finance is needed’ must also be 

considered. If funds are required on regular basis, the company should raise it through issue of 

equity shares. For a shorter period, funds can be raised through issue of debentures or preference 

shares. 

 

vii. Trading on Equity: 

The use of borrowed capital for financing a firm is known as Trading on Equity. 

If the rate of interest on debt is lower than the rate of earnings of the company, the equity 

shareholders get additional dividend. This increases the creditworthiness of the company and the 

company is able to raise further loan at a lower rate of interest. 

 

On the other hand, if the company’s earnings are not sufficient, it may lead to financial crisis as 

the interest on debt has to be paid even in case of loss. The entire earnings may exhaust in payment 

of interest. In this case, no dividend can be declared by the company. If no dividend is paid on 

equity shares, it adversely affects the creditworthiness of the company. 

 

Thus, trading on equity is double edged sword. It may increase the income of the shareholder if 

things head in a proper direction. On the other hand, it increases the risk of loss under unfavourable 

conditions. 

 

viii. Attitude of Management: 

Capital structure is influenced by the attitude of the persons in the management. If the management 

wishes to have exclusive control, they raise capital through preference shares and debt capital. 

Since the holder of such shares do not enjoy any voting rights, thereby cannot interfere in the 

management of the company. 
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ix. Growth of Business Firm: 

 

Capital requirement of a firm depends upon the stage of development. At the initial stage, the 

source of finance is mostly equity shares and short term loans. As the stage progresses, the 

requirement increases and funds are procured by issuing debentures and preference shares. 

 

B. External Factors:  

i. Market Conditions: 

 

Various methods of financing should be considered depending upon the prevailing market 

conditions. If the share market is in a declining situation, the company should raise funds by issuing 

debts. 

On the other hand, during the period of boom in the share market, the company should raise funds 

by issuing equity shares. 

 

ii. Attitude of Investors: 

Attitude of investors also plays an important role in determination of capital structure. If the 

investors prefer to take risk and expect higher returns, they invest in equity shares. If the investors 

prefer to earn safe and assured income and are not ready to take risk, they invest in preference 

shares and/or debentures. 

 

iii. Government Rules and Regulations: 

 

According to SEBI, the normal debt equity ratio is 2 : 1. However, in case of large capital intensive 

projects, the permitted ratio is 3 : 1. Government provides aid and concessions to small industrial 

projects to raise more debt capital. 
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iv. Rate of Interest: 

Capital structure depends upon the rate of interest prevailing in the market. If the rate of interest 

is higher, firms delay debt financing. Conversely, if the rate of interest is lower, firms will opt for 

debt financing. 

 

v. Competition: 

The company which faces cut‐throat competition should raise funds by issuing equity shares as 

their earnings are not certain and adequate. 

 

However, the company which has a monopoly position in the market may issue debt capital 

because of certainty of earnings. 

 

vi. Cost of Capital: 

Cost of capital is the minimum return expected by its supplier/investor. The expected return 

depends upon the degree of risk. In case of debt holder, rate of interest is fixed and the loan is 

repaid within the prescribed period. A high degree of risk is assumed by equity shareholders than 

the debt holders. In case of shareholders, rate of dividend is not fixed and their capital is repaid 

only when the company is liquidated. Thus, debt is a cheaper source of capital than equity. The 

preference share capital is also cheaper but not cheap as debt. 

 

However, the company cannot minimize cost of capital by employing only debt. As debt becomes 

more expensive beyond a particular point due to the increased risk of 

excessive debt. 

 

vii. Attitude of Financial Institutions: 

Attitude of financial institutions is to be considered while determining capital structure 
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If financial institutions prescribe high terms of lending, then the company should move to other 

source of financing. 

However, if financial institutions prescribe easy terms of lending, the company should obtain funds 

from such institutions. 

 

viii. Taxation: 

Interest paid against debt is tax deductable expenditure whereas dividend is not considered as tax 

deductable expenditure for the company. 

 

Hence, issue of debt capital is more preferable than issue of share capital. The companies with 

higher taxes employ debt capital as it is a tax deductable expense 

 

COST OF CAPITAL  

Meaning of Cost of Capital  

The required rate of return (RRR) and the cost of capital are key fundamental metrics in finance 

and investing. These measures—which vary in scope, perspective, and use—can affect critical 

investment decisions for both corporations and individual investors.  

The required rate of return is the minimum return an investor will accept for owning a company's 

stock, as compensation for a given level of risk associated with holding the stock. Corporations 

use RRR to analyze the potential profitability of capital projects. 

 

The cost of capital refers to the expected returns on securities issued by a company. Companies 

use the cost of capital metric to judge whether a project is worth the expenditure of resources. 

Investors use this metric to determine whether an investment is worth the risk compared to the 

return. 
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How Cost of Capital Works (With Example) 

Cost of capital is determined by the market and represents the degree of perceived risk by 

investors. When given the choice between two investments of equal risk, investors will determine 

the cost of capital and generally choose the one providing the higher return. 

Let's assume Company XYZ is considering whether to renovate its warehouse systems. The 

renovation will cost $50 million and is expected to save $10 million per year over the next 5 years. 

There is some risk that the renovation will not save Company XYZ a full $10 million per year. 

Alternatively, Company XYZ could use the $50 million to buy equally risky 5-year bonds in ABC 

Co., which return 12% per year. 

Because the renovation is expected to return 20% per year ($10,000,000 / $50,000,000), the 

renovation is a good use of capital, because the 20% return exceeds the 12% required return XYZ 

could have gotten by taking the same risk elsewhere. 

The return an investor receives on a company security is the cost of that security to the company 

that issued it. A company's overall cost of capital is a mixture of returns needed to compensate all 

creditors and stockholders. This is often called the weighted average cost of capital and refers to 

the weighted average costs of the company's debt and equity. 

Why Cost of Capital Matters 

Cost of capital is an important component of business valuation work. Because an investor expects 

his or her investment to grow by at least the cost of capital, cost of capital can be used as a discount 

rate to calculate the fair value of an investment's cash flows. 

 

Investors frequently borrow money to make investments, and analysts commonly make the 

mistake of equating cost of capital with the interest rate on that money. It is important to remember 

that cost of capital is not dependent upon how and where the capital was raised. Put another way, 

cost of capital is dependent on the use of funds, not the source of funds. 

TYPES OF COST OF CAPITAL 

The term cost of capital is vague in general. Does it not clarify which capital we are talking about? 

It could be equity or debt or any other source of capital. We can classify cost of capital into 

following broad classifications. 

 

https://investinganswers.com/dictionary/m/market
https://investinganswers.com/dictionary/y/year
https://investinganswers.com/dictionary/b/bond
https://investinganswers.com/dictionary/c/capital
https://investinganswers.com/dictionary/w/weighted-average
https://investinganswers.com/dictionary/d/debt
https://investinganswers.com/dictionary/e/equity
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COST OF EQUITY CAPITAL 

Cost of equity capital is the cost of using the capital of equity shareholders in the operations. This 

cost is paid in the form of dividends and capital appreciation (increase in stock price). Most 

commonly, the cost of equity is calculated using following formula: 

 

The formula for Cost of Equity Capital = Risk-Free Rate + Beta * (Market Risk Premium – Risk-

Free Rate) 

 

COST OF DEBT CAPITAL 

Cost of debt capital is the cost of using bank’s or financial institution’s money in the business. The 

banks are compensated in the form of interest on their capital. The cost of debt capital is calculated 

using following formula. 

Cost of Debt Capital = Interest Rate * (1 – Tax Rate) 

 

 

 

 

WEIGHTED AVERAGE COST OF CAPITAL (WACC) 

Most of the times, WACC is referred as a cost of capital because of its frequent and vast utilization 

especially when evaluating existing or new projects. Weighted average cost of capital, as the term 

itself suggests, is the weighted average of all types of capital present in the capital structure of a 

company.  

https://efinancemanagement.com/investment-decisions/evaluating-new-projects-with-weighted-average-cost-of-capital-wacc
https://efinancemanagement.com/investment-decisions/weighted-average-cost-of-capital-wacc
https://efinancemanagement.com/financial-leverage/capital-structure-and-its-theories
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Assuming these two types of capital in the capital structure i.e. equity and debt, the WACC can be 

calculated by following formula: 

WACC = Weight of Equity * Cost of Equity + Weight of Debt * Cost of Debt. 

 

Trading on Equity / Financial Leverage 

Financial Leverage refers to proportion of debt in the overall capital. 

To prove that owners of companies gain or earning per share is more when debt is involved in the 

capital structure we will take following example in which company is using all equity capital in 

one situation, then include some debt along with equity in second situation and then add more debt 

along with equity in third situation. 

Trading on equity occurs when a company incurs new debt (such as from bonds, loans, or preferred 

stock) to acquire assets on which it can earn a return greater than the interest cost of the debt. If a 

company generates a profit through this financing technique, its shareholders earn a greater return 

on their investments. In this case, trading on equity is successful. If the company earns less from 

the acquired assets than the cost of the debt, its shareholders instead earn a reduced return. Many 

companies use trading on equity rather than acquiring more equity capital, in an attempt to improve 

their earnings per share. 

 

Trading on equity has two primary advantages: 

 

Enhanced earnings. - It may allow an entity to earn a disproportionate amount on its assets. 

Favorable tax treatment - In many tax jurisdictions, interest expense is tax deductible, which 

reduces its net cost to the borrower. 

However, trading on equity also presents the possibility of disproportionate losses, since the related 

amount of interest expense may overwhelm the borrower if it does not earn sufficient returns to 

offset the interest expense. The concept is especially dangerous in situations where a company 

relies upon short-term borrowings to fund its operations, since a sudden spike in short-term interest 

rates may cause its interest expense to overwhelm earnings, resulting in immediate losses. 
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 This risk can be mitigated through the use of interest rate swaps, where a company swaps its 

variable interest payments for the fixed interest payments of another entity. 

 

Thus, trading on equity can earn outsized returns for shareholders, but also presents the risk of 

outright bankruptcy if cash flows fall below expectations. In short, earnings are likely to become 

more variable when a trading on equity strategy is pursued. 

 

Because of the increased variability in earnings, a side effect of trading on equity is that the 

recognized cost of stock options increases. The reason is that option holders are more likely to 

cash in their options when earnings spike, and since trading on equity leads to more variable 

earnings, the options are more likely to earn a higher return for their holders. 

 

The trading on equity concept is more likely to be employed by professional managers who do not 

own a business, since the managers are interested in increasing the value of their stock options 

with this aggressive financing technique. A family-run business is more interested in long-term 

financial stability, and so is more likely to avoid it. 

 

What is Capital Gearing 

Capital gearing is a British term that refers to the amount of debt a company has relative to its 

equity. In the United States, capital gearing is known as known as "financial leverage." Companies 

with high capital gearing will have a large amount of debt relative to their equity. The gearing ratio 

is a measure of financial risk and expresses the amount of a company's debt in terms of its equity. 

A company with a gearing ratio of 2.0 would have twice as much debt as equity. 

 

What is Leverage? 

In finance, leverage is a strategy that companies use to increase assets, cash flows, and returns, 

though it can also magnify losses. There are two main types of leverage: financial and operating. 

To increase financial leverage, a firm may borrow capital through issuing fixed-income securities 

or by borrowing money directly from a lender. Operating leverage can also be used to magnify 
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cash flows and returns, and can be attained through increasing revenues or profit margins. Both 

methods are accompanied by risk, such as insolvency, but can be very beneficial to a business. 

In short, the term ‘leverage’ is used to describe the ability of a firm to use fixed cost assets or funds 

to increase the return to its equity shareholders. In other words, leverage is the employment of 

fixed assets or funds for which a firm has to meet fixed costs or fixed rate of interest obligation—

irrespective of the level of activities attained, or the level of operating profit earned. 

 

Leverage occurs in varying degrees. The higher the degree of leverage, the higher is the risk 

involved in meeting fixed payment obligations i.e., operating fixed costs and cost of debt capital. 

But, at the same time, higher risk profile increases the possibility of higher rate of return to the 

shareholders. 

According to J. C. Van Home: 

 

“Leverage is the employment of an asset or funds for which the firm pays a fixed cost of fixed 

return.” 

Types of Leverage: 

Leverage are the three types: 

(i) Operating leverage 

(ii) Financial leverage and 

(iii) Combined leverage 

 

1. Operating Leverage: 

Operating leverage refers to the use of fixed operating costs such as depreciation, insurance of 

assets, repairs and maintenance, property taxes etc. in the operations of a firm. But it does not 

include interest on debt capital. Higher the proportion of fixed operating cost as compared to 

variable cost, higher is the operating leverage, and vice versa. 

Operating leverage may be defined as the “firm’s ability to use fixed operating cost to magnify 

effects of changes in sales on its earnings before interest and taxes.” 
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In practice, a firm will have three types of cost viz: 

(i) Variable cost that tends to vary in direct proportion to the change in the volume of activity, 

(ii) Fixed costs which tend to remain fixed irrespective of variations in the volume of activity 

within a relevant range and during a defined period of time, 

(iii) Semi-variable or Semi-fixed costs which are partly fixed and partly variable. They can be 

segregated into variable and fixed elements and included in the respective group of costs. 

 

Operating leverage occurs when a firm incurs fixed costs which are to be recovered out of sales 

revenue irrespective of the volume of business in a period. In a firm having fixed costs in the total 

cost structure, a given change in sales will result in a disproportionate change in the operating 

profit or EBIT of the firm. 

 

If there is no fixed cost in the total cost structure, then the firm will not have an operating leverage. 

In that case, the operating profit or EBIT varies in direct proportion to the changes in sales volume.  

 

Operating leverage is associated with operating risk or business risk. The higher the fixed operating 

costs, the higher the firm’s operating leverage and its operating risk. Operating risk is the degree 

of uncertainty that the firm has faced in meeting its fixed operating cost where there is variability 

of EBIT. 

 

It arises when there is volatility in earnings of a firm due to changes in demand, supply, economic 

environment, business conditions etc. The larger the magnitude of operating leverage, the larger is 

the volume of sales required to cover all fixed costs. 

2. Financial Leverage 

Financial leverage which is also known as leverage or trading on equity, refers to the use of debt 

to acquire additional assets. 

The use of financial leverage to control a greater amount of assets (by borrowing money) will 

cause the returns on the owner's cash investment to be amplified. That is, with financial leverage: 
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an increase in the value of the assets will result in a larger gain on the owner's cash, when the loan 

interest rate is less than the rate of increase in the asset's value 

a decrease in the value of the assets will result in a larger loss on the owner's cash 

Examples of Financial Leverage 

Mary uses $500,000 of her cash to purchase 40 acres of land with a total cost of $500,000. Mary 

is not using financial leverage. 

 

Sue uses $500,000 of her cash and borrows $1,000,000 to purchase 120 acres of land having a 

total cost of $1,500,000. Sue is using financial leverage to own/control $1,500,000 of property 

with only $500,000 of her own money. Let's also assume that the interest on Sue's loan is $50,000 

per year and it is paid at the beginning of each year. 

 

Effects of Using Financial Leverage 

For our examples let's assume that after one year, the land owned by Mary and the land owned by 

Sue increased in value by 20% and both Mary and Sue sold their land investments at the market 

values. As a result: 

 

Mary's land will sell for $600,000 which results in a gain of $100,000 (selling price of $600,000 

minus the land's cost of $500,000). The $100,000 gain on Mary's cash of $500,000 results in a gain 

of 20% on Mary's $100,000 

Sue's land will sell for $1,800,000 which results in a gain of $250,000 (selling price of $1,800,000 

minus $1,550,000, which is the land's cost of $1,500,000 and interest of $50,000). The $250,000 

gain on Sue's $550,000 of cash is a gain of 45% instead of a gain of 20% without the use of leverage  

Now let's assume that after one year, the land owned by Mary and and the land owned by Sue 

decreased in value by 20% and that both Mary and Sue sold their land investments at the market 

values. As a result: 

Mary's land will sell for $400,000 which means a $100,000 loss on the land's cost of $500,000. 

The $100,000 loss on Mary's cash of $500,000 results in a 20% loss on Mary's money 
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Sue's land will sell for $1,200,000 which results in a loss of $350,000 (selling price of $1,200,000 

minus the land's cost of $1,500,000 and interest of $50,000). The $350,000 loss on Sue's cash of 

$550,000 results in a 63.6% loss on Sue's money instead of a loss of 20% without the use of 

leverage 

 

3. Combined leverage 

Combined leverage is a leverage which refers to high profits due to fixed costs. It includes fixed 

operating expenses with fixed financial expenses. It indicates leverage benefits and risks which 

are in fixed quantity. Competitive firms choose high level of degree of combined leverage whereas 

conservative firms choose lower level of degree of combined leverage. Degree of combined 

leverage indicates benefits and risks involved in this particular leverage. 

The formula which is used to calculate this is as follows- 

Degree of combined leverage = Degree of operating leverage * Degree of financial leverage.  
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Unit 3 Capital Budgeting: 

Capital budgeting is made up of two words ‘capital’ and ‘budgeting.’ In this context, capital 

expenditure is the spending of funds for large expenditures like purchasing fixed assets and 

equipment, repairs to fixed assets or equipment, research and development, expansion and the 

like. Budgeting is setting targets for projects to ensure maximum profitability. 

What is Capital Budgeting? 

Capital budgeting is a process of evaluating investments and huge expenses in order to obtain the 

best returns on investment.   

 

An organization is often faced with the challenges of selecting between two projects/investments 

or the buy vs replace decision. Ideally, an organization would like to invest in all profitable 

projects but due to the limitation on the availability of capital an organization has to choose 

between different projects/investments. 

 

Capital budgeting as a concept affects our daily lives. Let’s look at an example- 

Your mobile phone has stopped working! Now, you have two choices: Either buy a new one or 

get the same mobile repaired. Here, you may conclude that the costs of repairing the mobile 

increases the life of the phone. However, there could be a possibility that the cost to buy a new 

cell phone would be lesser than its repair costs. So, you decide to replace your cell phone and 

you proceed to look at different phones that fit your budget! 

 

What are the objectives of Capital budgeting? 

Capital expenditures are huge and have a long-term effect. Therefore, while performing a capital 

budgeting analysis an organization must keep the following objectives in mind: 

1. Selecting  profitable projects 

An organization comes across various profitable projects frequently. But due to capital 

restrictions, an organization needs to select the right mix of profitable projects that will increase 

its shareholders’ wealth.   
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2. Capital expenditure control 

Selecting the most profitable investment is the main objective of capital budgeting. However, 

controlling capital costs is also an important objective. Forecasting capital expenditure 

requirements and budgeting for it, and ensuring no investment opportunities are lost is the crux 

of budgeting.   

 

3. Finding the right sources for  funds 

Determining the quantum of funds and the sources for procuring them is another important 

objective of capital budgeting. Finding the balance between the cost of borrowing and returns on 

investment is an important goal of Capital Budgeting.   

 

Capital Budgeting Techniques 

To assist the organization in selecting the best investment there are various techniques available 

based on the comparison of cash inflows and outflows.  

 

 

These techniques are: 

1. Payback period method 

In this technique, the entity calculates the time period required to earn the initial investment of 

the project or investment. The project or investment with the shortest duration is opted for. 
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2. Net Present value 

The net present value is calculated by taking the difference between the present value of cash 

inflows and the present value of cash outflows over a period of time. The investment with a 

positive NPV will be considered. In case there are multiple projects, the project with a higher 

NPV is more likely to be selected. 

3. Accounting Rate of Return 

In this technique, the total net income of the investment is divided by the initial or average 

investment to derive at the most profitable investment. 

 

4. Internal Rate of Return (IRR) 

For NPV computation a discount rate is used. IRR is the rate at which the NPV becomes zero.  

The project with higher IRR is usually selected. 

 

5. Profitability Index 

Profitability Index is the ratio of the present value of future cash flows of the project to the initial 

investment required for the project.   

Each technique comes with inherent advantages and disadvantages. An organization needs to use 

the best-suited technique to assist it in budgeting.  It can also select different techniques and 

compare the results to derive at the best profitable projects. 

 

Mutually Exclusive Proposals    

In capital budgeting, mutually-exclusive projects refer to a set of projects out of which only one 

project can be selected for investment. A decision to undertake one project from mutually 

exclusive projects excludes all other projects from consideration. 

 

Unlike independent projects, in which a decision to invest in one project has no bearing on the  
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decision to make investment in another, investment decision in case of mutually exclusive 

projects is dependent on the relative merit of the projects. 

Decision Rule 

Capital budgeting decisions are made on the basis of net present value, IRR, payback period and 

other techniques. 

 

In case of mutually exclusive projects, the project with highest net present value or the highest 

IRR or the lowest payback period is preferred and a decision to invest in that winning project 

exclused all other projects from consideration even if they individually have positive NPV or 

higher IRR than hurdle rate or shorter payback period than the reference period. 

 

On the other hand, there is no such dependence in case of independent projects. Independent (or 

non-mutually exclusive project) is favorable if the net present value is positive and/or IRR is 

higher than the hurdle rate and/or the payback period is shorter than a specific reference period. 
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Unit 4 Specialized Private Financial Institutions 

Financial sector plays an indispensable role in the overall development of a country. The most 

important constituent of this sector is the financial institutions, which act as a conduit for the 

transfer of resources from net savers to net borrowers, that is, from those who spend less than their 

earnings to those who spend more than their earnings. The financial institutions have traditionally 

been the major source of long-term funds for the economy. These institutions provide a variety of 

financial products and services to fulfil the varied needs of the commercial sector. Besides, they 

provide assistance to new enterprises, small and medium firms as well as to the industries 

established in backward areas. Thus, they have helped in reducing regional disparities by inducing 

widespread industrial development. 

The Government of India, in order to provide adequate supply of credit to various sectors of the 

economy, has evolved a well-developed structure of financial institutions in the country. These 

financial institutions can be broadly categorised into All India institutions and State level 

institutions, depending upon the geographical coverage of their operations. At the national level, 

they provide long and medium-term loans at reasonable rates of interest. They subscribe to the 

debenture issues of companies, underwrite public issue of shares, guarantee loans and deferred 

payments, etc. Though, the State level institutions are mainly concerned with the development of 

medium and small-scale enterprises, but they provide the same type of financial assistance as the 

national level institutions. 

1. Industrial Finance Corporation of India Ltd (IFCI Ltd):-  

It was the first development finance institution set up in 1948 under the IFCI Act in order to pioneer 
long-term institutional credit to medium and large industries. It aims to provide financial assistance 

to industry by way of rupee and foreign currency loans, underwrites/subscribes the issue of stocks, 
shares, bonds and debentures of industrial concerns, etc. It has also diversified its activities in the 
field of merchant banking, syndication of loans, formulation of rehabilitation programmes, 

assignments relating to amalgamations and mergers, etc. 

Industrial Finance Corporation of India (IFCI) is actually the first financial institute the 
government established after independence. The main aim of the incorporation of IFCI was to 

provide long-term finance to the manufacturing and industrial sector of the country. Let us study 
more about IFCI. 

 

 

 

https://archive.india.gov.in/business/outerwin.php?id=http://www.ifciltd.com/
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Functions of the IFCI 

▪ First, the main function of the IFCI is to provide medium and long-term loans and advances 

to industrial and manufacturing concerns. It looks into a few factors before granting any 

loans. They study the importance of the industry in our national economy, the overall cost 

of the project, and finally the quality of the product and the management of the company. 

If the above factors have satisfactory results the IFCI will grant the loan. 

▪ The Industrial Finance Corporation of India can also subscribe to the debentures that these 

companies issue in the market. 

▪ The IFCI also provides guarantees to the loans taken by such industrial companies. 

▪ When a company is issuing shares or debentures the Industrial Finance Corporation of 

India can choose to underwrite such securities. 

▪ It also guarantees deferred payments in case of loans taken from foreign banks in foreign 

currency. 

▪ There is a special department the Merchant Banking & Allied Services Department. They 

look after matters such as capital restructuring, mergers, amalgamations, loan syndication, 

etc. 

▪ It the process of promoting industrialization the Industrial Finance Corporation of India 

has also promoted three subsidiaries of its own, namely the IFCI Financial Services Ltd, 

IFCI Insurance Services Ltd and I-Fin. It looks after the functioning and regulation of these 

three companies. 

Objectives 

The main objective of IFCI is to provide medium and long-term financial assistance to large scale 

industrial undertakings, particularly when ordinary bank accommodation does not suit the 

undertaking or finance cannot be profitably raised by the concerned issue of shares. 

 

2. Industrial Development Bank of India (IDBI):-  

It was established in July 1964 as an apex financial institution for industrial development in the 

country. It caters to the diversified needs of medium and large scale industries in the form of 

financial assistance, both direct and indirect. Direct assistance is provided by way of project loans, 

underwriting of and direct subscription to industrial securities, soft loans, technical refund loans, 

etc. While, indirect assistance is in the form of refinance facilities to industrial concerns. 
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Objectives and Functions of IDBI 

Objectives 

1. The main objectives of IDBI is to serve as the apex institution for term finance for industry 

in India. Its objectives include: 

2. Co-ordination, regulation and supervision of the working of other financial institutions 

such as IFCI , ICICI, UTI, LIC, Commercial Banks and SFCs. 

3. Supplementing the resources of other financial institutions and there by widening the scope 

of their assistance. 

4. Planning, promotion and development of key industries and diversification of industrial 

growth. 

5. Devising and enforcing a system of industrial growth that conforms to national priorities. 

 

Functions 

The IDBI has been established to perform the following functions- 

1. To grant loans and advances to IFCI, SFCs or any other financial institution by way of 

refinancing of loans granted by such institutions which are repayable within 25 year. 

2. To grant loans and advances to scheduled banks or state co-operative banks by way of 

refinancing of loans granted by such institutions which are repayable in 15 years. 

3. To grant loans and advances to IFCI, SFCs, other institutions, scheduled banks, state co-

operative banks by way of refinancing of loans granted by such institution to industrial 

concerns for exports. 

4. To discount or re-discount bills of industrial concerns. 

5. To underwrite or to subscribe to shares or debentures of industrial concerns. 

6. To subscribe to or purchase stock, shares, bonds and debentures of other financial 

institutions. 

7. To grant line of credit or loans and advances to other financial institutions such as IFCI, 

SFCs, etc. 

8. To grant loans to any industrial concern. 

9. To guarantee deferred payment due from any industrial concern. 

10. To guarantee loans raised by industrial concerns in the market or from institutions. 

11. To provide consultancy and merchant banking services in or outside India. 
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12. To provide technical, legal, marketing and administrative assistance to any industrial 

concern or person for promotion, management or expansion of any industry. 

13. Planning, promoting and developing industries to fill up gaps in the industrial structure in 

India. 

14. To act as trustee for the holders of debentures or other securities. 

 

3. Industrial Credit and Investment Corporation of India  (ICICI) 

The Industrial Credit and Investment Corporation of India was registered as a private limited 

company in 1955. It was set up as a private sector development bank to assist and promote private 

industrial concerns in the country. 

 

Broad objectives of the ICICI are: 

(a) to assist in the creation, expansion and modernisation of private concerns; 

(b) to encourage the participation of internal and external capital in the private concerns; 

(c) to encourage private ownership of industrial investment. 

 

What are the functions of the ICICI? 

(i) It provides long-term and medium-term loans in rupees and foreign currencies. 

(ii) It participates in the equity capital of the industrial concerns. 

(iii) It underwrites new issues of shares and debentures. 

(iv) It guarantees loans raised by private concerns from other sources. 

(v) It provides technical,managerial and administrative assistance to industrial concerns. 
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4. State Financial Corporations (SFCs) - 

State Financial Corporations (SFCs) :- are the State-level financial institutions which play a crucial 

role in the development of small and medium enterprises in the concerned States. They provide 

financial assistance in the form of term loans, direct subscription to equity/debentures, guarantees, 

discounting of bills of exchange and seed/ special capital, etc. SFCs have been set up with the 

objective of catalysing higher investment, generating greater employment and widening the 

ownership base of industries. They have also started providing assistance to newer types of 

business activities like floriculture, tissue culture, poultry farming, commercial complexes and 

services related to engineering, marketing, etc. There are 18 State Financial Corporations (SFCs) 

in the country 

Organization and Management 

A Board of ten directors manages the State Finance Corporations. The State Government appoints 

the managing director generally in consultation with the RBI and nominates the name of three 

other directors. 

All insurance companies, scheduled banks, investment trusts, co-operative banks, and other 

financial institutions elect three directors. 

Thus, the state government and quasi-government institutions nominate the majority of the 

directors. 

Functions of State Finance Corporations 

The various important functions of State Finance Corporations are: 

(i) The SFCs provides loans mainly for the acquisition of fixed assets like land, building, plant, 

and machinery. 

(ii) The SFCs help financial assistance to industrial units whose paid -up capital and reserves do 

not exceed Rs. 3 crore (or such higher limit up to Rs. 30 crores as may be notified by the central 

government). 

(iii) The SFCs underwrite new stocks, shares, debentures etc., of industrial units. 

(iv) The SFCs grant guarantee loans raised in the capital market by scheduled banks, industrial 

concerns, and state co-operative banks to be repayable within 20 years. 
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SFC 

 Working of SFCs 

The Indian government passed the State Financial Corporation Act in 1951. It is applicable to all 

the States. 

The authorized Capital of a State Financial Corporation should be within the minimum and 

maximum limits of Rs. 50 lakhs and Rs. 5 crores which are fixed by the State government. 

It is divided into shares of equal value which were acquired by the respective State Governments, 

the Reserve Bank of India, scheduled banks, co-operative banks, other financial institutions such 

as insurance companies, investment trusts, and private parties. 

 

The State Government guarantees the shares of SFCs. The SFCs can augment its fund through 

issue and sale of bonds and debentures also, which should not exceed five times the capital and 

reserves at Rs. 10 Lakh. 

 

5. Unit Trust of India (UTI):- 

Unit Trust of India (UTI):- was set up as a body corporate under the UTI Act, 1963, with a view 

to encourage savings and investment. It mobilises savings of small investors through sale of units 

and channelises them into corporate investments mainly by way of secondary capital market  

operations. Thus, its primary objective is to stimulate and pool the savings of the middle and low 

income groups and enable them to share the benefits of the rapidly growing industrialisation in the 

country. In December 2002, the UTI Act, 1963 was repealed with the passage of Unit Trust of 

India (Transfer of Undertaking and Repeal) Act, 2002, paving the way for the bifurcation of UTI 

into 2 entities, UTI-I and UTI-II with effect from 1st February 2003. 

Unit Trust of India was first Set up in 1st February 1964 under the Unit Trust of India Act, 1963. 

It is a statutory public sector investment institution having the main objective to encourage and 

mobilize the savings of the community and canalize them into productive corporate investment. 

 

  

 



   DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

    Subject  : Long Term Finance (506 - A)                              Class: TY BBA (2013 Pattern) 
                   

 

PROF .    SWATI BHALERAO                                                                                                           www.dacc.edu.in 

                                                                                  

UTI – Unit Trust of India 

A unit trust is an investment plan in which the funds are pooled together and then invested. The 

fund which is pooled is then unitized and the investor who is one party to the unit trust is called a 

unitholder, holding a certain number of units. 

A second party i.e the manager is responsible for the day-to-day running of the trust and for 

investing the funds. 

The trustee, governed by the Trust Companies Act 1967, is the third party, and their role is to 

monitor the manager’s performance against the trust’s deed. 

The deed outlines the objectives and vital information about the trust. Also, the assets of the trust 

are held in the name of the trustee and then they are held “in trust” for the unitholders. 

Objectives of Unit Trust of India (UTI) 

 

Unit Trust of India Provides to the investor a safe return of the investment whenever they require 

funds. UTI provides daily price record and advertises it in the newspapers. 

Thus, two prices are quoted on a daily basis, the purchase price and the sale price of the units. This 

price may fluctuate daily, but the fluctuations are nominal on a monthly basis. 

The price varies between the month of July and the month of June. The purchase price of the 

various units is the lowest in the month of July. 

An investor who wants to make an investment may purchase his units at this time of the year and 

receive the lowest offer price for the units. 

The basic objective of the UTI is to offer both small and large investors the means of acquiring 

shares in the properties resulting from the steady, industrial growth of the country. 

Primary Objectives of UTI 

to promote and pool the small savings from the lower and middle-income persons who cannot have 

direct access to the stock exchange, and 

to provide them with an opportunity to share the benefits of prosperity resulting from rapid 

industrialization in India. 

 



   DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

    Subject  : Long Term Finance (506 - A)                              Class: TY BBA (2013 Pattern) 
                   

 

PROF .    SWATI BHALERAO                                                                                                           www.dacc.edu.in 

                                                                                  

Functions of UTI 

• Mobilize the saving of the relatively small investors. 

• Channelize these small savings into productive investments. 

• Distribute the large scale economies among small income groups. 

• Encourage savings of lower and middle-class people. 

• Sell nits to investors in different parts of the country. 

• Convert the small savings into industrial finance. 

• To give investors an opportunity to share the benefits and fruits of industrialization in the 

country. 

• Provide liquidity to units. 

• Accept discount, purchase or sell bills of exchange, warehouse receipt, documents of title 

to goods etc., 

• To grant loans and advances to investors. 

• To provide merchant banking and investment advisory service to investors. 

• Provide leasing and hire purchase business. 

• To extend portfolio management service to persons residing in other countries. 

• To buy or sell or deal in foreign currency. 

• Formulate a unit scheme or insurance plan in association with GIC. 

• Invest in any security floated by the RBI or foreign bank. 
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Unit 5 Dividend Decisions 

A dividend is a distribution of part of the earnings of the company to its equity shareholders. The 

board of directors of the company decides the dividend amount to be paid out to the shareholders. 

Mostly, a dividend is stated as an amount each equity share gets. It can also be stated as a 

percentage. 

What are Dividend Decisions? 

Dividend decisions, as the very name suggests, refers to the decision-making mechanism of the 

management to declare dividends. It is crucial for the top management to determine the portion of 

earnings distributable as the dividend at the end of every reporting period. A company’s ultimate 

objective is the maximization of shareholders wealth. It must, therefore, be very vigilant about its 

profit-sharing policies to retain the faith of the shareholders. Dividend payout policies derive 

enormous importance by virtue of being a bridge between the company and shareholders for profit-

sharing. Without an organized dividend policy, it would be difficult for the investors to judge the 

intentions of the management. 

 

Moreover, the dividend policies of an organization have a significant bearing on the market value 

of stocks. Dividends must be distributed in line with the industry standards. The shareholders will 

otherwise perceive this variability negatively. It casts a suspicion on the financial health and  

motives of the management (signaling effect). In aggregate, an inefficient dividend decision 

mechanism would adversely impact the valuation of the company. 

Determinants of dividend policy 

The declaration of dividends involves some legal as well as financial considerations. From the 

point of legal considerations, the basic rule is that dividend can only be paid out profits without 

the impairment of capital in any way. But the various financial considerations present a difficult 

situation to the management for coming to a decision regarding dividend distribution. 

(i) Type of Industry: 

Industries that are characterised by stability of earnings may formulate a more consistent policy as 

to dividends than those having an uneven flow of income. For example, public utilities concerns 

are in a much better position to adopt a relatively fixed dividend rate than the industrial concerns. 

(ii) Age of Corporation: 
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Newly established enterprises require most of their earning for plant improvement and expansion, 

while old companies which have attained a longer earning experience, can formulate clear cut 

dividend policies and may even be liberal in the distribution of dividends. 

 

(iii) Extent of share distribution: 

A closely held company is likely to get consent of the shareholders for the suspension of dividends 

or for following a conservative dividend policy. But a company with a large number of 

shareholders widely scattered would face a great difficulty in securing such assent. Reduction in 

dividends can be affected but not without the co-operation of shareholders. 

 

(iv) Need for additional Capital: 

The extent to which the profits are ploughed back into the business has got a considerable influence 

on the dividend policy. The income may be conserved for meeting the increased requirements of 

working capital or future expansion. 

 

(v) Business Cycles: 

During the boom, prudent corporate management creates good reserves for facing the crisis which 

follows the inflationary period. Higher rates of dividend are used as a tool for marketing the 

securities in an otherwise depressed market. 

 

(vi) Changes in Government Policies: 

Sometimes government limits the rate of dividend declared by companies in a particular industry 

or in all spheres of business activity. The Government put temporary restrictions on payment of 

dividends by companies in July 1974 by making amendment in the Indian Companies Act, 1956. 

The restrictions were removed in 1975. 
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(vii) Trends of profits: 

The past trend of the company’s profit should be thoroughly examined to find out the average 

earning position of the company. The average earnings should be subjected to the trends of general 

economic conditions. If depression is approaching, only a conservative dividend policy can be 

regarded as prudent. 

 

(viii) Taxation policy: 

Corporate taxes affect dividends directly and indirectly— directly, in as much as they reduce the 

residual profits after tax available for shareholders and indirectly, as the distribution of dividends 

beyond a certain limit is itself subject to tax. At present, the amount of dividend declared is tax 

free in the hands of shareholders. 

 

(ix) Future Requirements: 

Accumulation of profits becomes necessary to provide against contingencies (or hazards) of the 

business, to finance future- expansion of the business and to modernise or replace equipments of 

the enterprise. The conflicting claims of dividends and accumulations should be equitably settled 

by the management. 

(x) Cash Balance: 

If the working capital of the company is small liberal policy of cash dividend cannot be adopted. 

Dividend has to take the form of bonus shares issued to the members in lieu of cash payment. 

The regularity of dividend payment and the stability of its rate are the two main objectives aimed 

at by the corporate management. They are accepted as desirable for the corporation’s credit 

standing and for the welfare of shareholders. 

 

High earnings may be used to pay extra dividends but such dividend distributions should be 

designed as “Extra” and care should be taken to avoid the impression that the regular dividend is 

being increased. 
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A stable dividend policy should not be taken to mean an inflexible or rigid policy. On the other 

hand, it entails the payment of a fair rate of return, taking into account the normal growth of 

business and the gradual impact of external events. 

 

A stable dividend record makes future financing easier. It not only enhances the credit - standing 

of the company but also stabilises market values of the securities outstanding. The confidence of 

shareholders in the corporate management is also strengthened. 

 

Types of Dividend Policies 

Stable Dividend Policy 

A stable dividend policy is the easiest and most commonly used. The goal of the policy is a steady 

and predictable dividend payout each year, which is what most investors seek. Whether earnings 

are up or down, investors receive a dividend. 

 

The goal is to align the dividend policy with the long-term growth of the company rather than with 

quarterly earnings volatility. This approach gives the shareholder more certainty concerning the 

amount and timing of the dividend. 

 

Constant Dividend Policy 

The primary drawback of the stable dividend policy is that investors may not see a dividend 

increase in boom years. Under the constant dividend policy, a company pays a percentage of its 

earnings as dividends every year. In this way, investors experience the full volatility of company 

earnings. 

 

If earnings are up, investors get a larger dividend; if earnings are down, investors may not receive 

a dividend. The primary drawback to the method is the volatility of earnings and dividends. It is 

difficult to plan financially when dividend income is highly volatile. 
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Residual Dividend Policy 

Residual dividend policy is also highly volatile, but some investors see it as the only acceptable 

dividend policy. With a residual dividend policy, the company pays out what dividends remain 

after the company has paid for capital expenditures (CAPEX) and working capital. 

This approach is volatile, but it makes the most sense in terms of business operations. Investors do 

not want to invest in a company that justifies its increased debt with the need to pay dividends. 

 

DIFFERENT FORMS / TYPES OF DIVIDENDS 

There are various forms of dividends that are paid out to the shareholders: 

 

CASH DIVIDEND 

A Cash dividend is the most common form of the dividend. The shareholders are paid in cash per 

share. The board of directors announces the dividend payment on the date of declaration. The 

dividends are assigned to the shareholders on the date of record. The dividends are issued on the 

date of payment. But for distributing cash dividend, the company needs to have positive retained 

earnings and enough cash for the payment of dividends. 

 

BONUS SHARE 

Bonus share is also called as the stock dividend. Bonus shares are issued by the company when 

they have low operating cash, but still want to keep the investors happy. Each equity shareholder 

receives a certain number of additional shares depending on the number of shares originally owned 

by the shareholder. For example, if a person possesses 10 shares of Company A, and the company 

declares bonus share issue of 1 for every 2 shares, the person will get 5 additional shares in his 

account. From company’s angle, the number of shares and issued capital in the company will 

increase by 50% (1/2 shares).  

The market price, EPS, DPS etc will be adjusted accordingly. In this case company shall retain 

earning also at the same time share holder gets dividend. An investor who desires cash return, can 

sell investment in secondary market. It is also called capitalization of earning. 
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SHARE REPURCHASE 

Share repurchase occurs when a company buys back its own shares from the market and reduces 

the number of shares outstanding. This is considered as an alternative to the dividend payment as 

cash is returned to the investors through another way. 

 

PROPERTY DIVIDEND 

The company makes the payment in the form of assets in the property dividend. The asset could 

be any of this equipment, inventory, vehicle or any other asset. The value of the asset has to be 

restated at the fair value while issuing a property dividend. 

SCRIP DIVIDEND 

Scrip dividend is a promissory note to pay the shareholders later. This type of dividend is used 

when the company does not have sufficient funds for the issuance of dividends. 

LIQUIDATING DIVIDEND 

When the company returns the original capital contributed by the equity shareholders as a 

dividend, it is termed as liquidating dividend. It is often seen as a sign of closing down the 

company. 
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