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What is Finance? 

 Finance is defined as the management of money and includes activities such 

as investing, borrowing, lending, budgeting, saving, and forecasting.

 Finance is defined as the provision of money at the time when it is required. 

Every enterprise, whether big, medium, small, needs finance to carry on its 

operations and to achieve its target

 According to Guttmann and Doug all: “Business finance can be broadly 

defined as the activity concerned with the planning, raising controlling and 

administrating the funds used in the business.”



Financial Management

 Financial management is the art of planning; organizing, directing and 

controlling of the procurement and utilization of the funds and safe disposal 

of profits to the end those individual,  organizational and social objectives are 

accomplished.

 Financial management deals with procurement of funds and their effective 

utilization in the business.



Accounting and Finance

 Finance begins where accounting ends

 Differences 

 Treatments of Funds

 Ex. Total sales of a trader during the year amounted to Rs. 10,00,000 while 

the cost of sales was Rs. 8,00,000. At the end of the year, it has yet to collect 

Rs. 8,00,000 from the customers.

Accounting View –

Income Statement

Amount Rs. Financial Views – Cash 

Flow Statement

Amount Rs.

Sales 10,00,000 Cash Inflows 2,00,000

Less :- Cost of Sales 8,00,000 Less :- Cash Outflow

(Cost of Sales)

8,00,000

Net Profits 2,00,000 Net Cash Outflows 6,00,000



Objectives of Financial Management

1.  Profit Maximization-

 Profit is difference between Revenue and Cost.

 Limitations to Profit Maximization –

 Ambiguity/ Vague Concept

 Timing of Benefits

 Quality of Benefits

2. Wealth Maximization 

 It is ability of a company to increase the market value of its common stock over 
time.

 Wealth maximization means maximizing the net present value of a course of 
action.



Timing of Benefits (Time value of 

Money)

 Ex. 

 Time Patterns of Benefits (Profits)

Rs. In Lakhs

Time Alternative  A Alternative  B

Period  I 50 -

Period II 100 100

Period III 50 100

Total 200 200



Quality of Benefits

 Uncertainty about Expected Benefits

 Profits in Crores

State of Economy Alternatives  A Alternatives  B

Period I – Recession 9 -

Period II – Normal 10 10

Period III – Boom 11 20

Total 30 30



KEY DECISIONS OF FINANCIAL MANAGEMENT 

Financial 
Management

1. Investment

Decisions

A. Capital Budgeting

B. Working Capital Management

2. Financing 
Decisions

A. Cost of Capital

B. Capital Structure Decisions

C. Leverage

3. Dividend 
Decision

A. Dividend Policy

B. Retained - Earnings

Video - https://www.youtube.com/watch?v=AUrK0WterQg

https://www.youtube.com/watch?v=AUrK0WterQg


Role of finance manager

 1. Estimating the Amount of Capital Required:

 This is the foremost function of the financial manager. Business firms require 

capital for:

 (i) purchase of fixed assets,

 (ii) meeting working capital requirements, and

 (iii) modernisation and expansion of business.

 The financial manager makes estimates of funds required for both short-term 

and long-term.



 2. Determining Capital Structure:

 Once the requirement of capital funds has been determined, a decision 

regarding the kind and proportion of various sources of funds has to be taken. 

For this, financial manager has to determine the proper mix of equity and 

debt and short-term and long-term debt ratio. This is done to achieve 

minimum cost of capital and maximise shareholders wealth.

 3. Choice of Sources of Funds:

 Before the actual procurement of funds, the finance manager has to decide 

the sources from which the funds are to be raised. The management can raise 

finance from various sources like equity shareholders, preference 

shareholders, debenture- holders, banks and other financial institutions, 

public deposits, etc.



 4. Procurement of Funds:

 The financial manager takes steps to procure the funds required for the 

business. It might require negotiation with creditors and financial institutions, 

issue of prospectus, etc. The procurement of funds is dependent not only 

upon cost of raising funds but also on other factors like general market 

conditions, choice of investors, government policy, etc.

 5. Utilisation of Funds:

 The funds procured by the financial manager are to be prudently invested in 

various assets so as to maximise the return on investment: While taking 

investment decisions, management should be guided by three important 

principles, viz., safety, profitability, and liquidity.



6. Disposal of Profits or Surplus:

 The financial manager has to decide how much to retain for ploughing back 

and how much to distribute as dividend to shareholders out of the profits of 

the company. The factors which influence these decisions include the trend of 

earnings of the company, the trend of the market price of its shares, the 

requirements of funds for self- financing the future programmes and so on.

7. Management of Cash:

 Management of cash and other current assets is an important task of financial 

manager. It involves forecasting the cash inflows and outflows to ensure that 

there is neither shortage nor surplus of cash with the firm. Sufficient funds 

must be available for purchase of materials, payment of wages and meeting 

day-to-day expenses.



 Financial Control:

 Evaluation of financial performance is also an important function of financial 

manager. The overall measure of evaluation is Return on Investment (ROI). 

The other techniques of financial control and evaluation include budgetary 

control, cost control, internal audit, break-even analysis and ratio analysis. 

The financial manager must lay emphasis on financial planning as well.
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Syllabus

 External Sources 

 Shares, Debentures, Public Deposits, Borrowings from Banks – Meaning, Types, 

Advantages and Disadvantages

 Internal Sources

 Reserves and Surplus, Bonus Shares and Retained Earning



External Finance

 The term ‘External Source of Finance / Capital’ itself suggests the very 

nature of finance/ capital. External sources of finance are equity capital, 

preferred stock, debentures, term loans, venture capital, leasing, hire 

purchase, trade credit, bank overdraft etc. By external sources, we mean the 

capital arranged from outside the business, unlike retained earnings which 

are internally generated out of the activity of a business.

 External sources of finance are those sources of finance which come from 

outside the business. For example, retained earnings are an internal source of 

finance whereas bank loan is an external source of finance. We can segregate 

external sources of funds between long-term sources of finance and short-

term sources of finance.



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”. 





Types of Share – Equity and Preference 

Shares

 Equity Share

 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.

 Preference Share

 Preference shares are the shares that carry preferential rights on the matters of 

payment of dividend and repayment of capital.

 Preference Shares are the shares that do not carry voting rights in the company as 

well as the amount of dividend is also fixed



BASIS FOR COMPARISON EQUITY SHARES PREFERENCE SHARES

Meaning Equity shares are the 

ordinary shares of the 

company representing the 

part ownership of the 

shareholder in the 

company.

Preference shares are the 

shares that carry 

preferential rights on the 

matters of payment of 

dividend and repayment 

of capital.

Payment of dividend The dividend is paid after 

the payment of all 

liabilities.

Priority in payment of 

dividend over equity 

shareholders.

Repayment of capital In the event of winding up 

of the company, equity 

shares are repaid at the 

end.

In the event of winding up 

of the company, 

preference shares are 

repaid before equity 

shares.



Rate of dividend Fluctuating Fixed

Redemption No Yes

Voting rights Equity shares carry voting 

rights.

Normally, preference 

shares do not carry voting 

rights. However, in special 

circumstances, they get 

voting rights.

Convertibility Equity shares can never 

be converted.

Preference shares can be 

converted into equity 

shares.

Arrears of Dividend Equity shareholders have 

no rights to get arrears of 

the dividend for the 

previous years.

Preference shareholders 

generally get the arrears 

of dividend along with the 

present year's dividend, if 

not paid in the last 

previous year, except in 

the case of non-

cumulative preference 



Debentures

 A debenture is a type of debt instrument that is not secured by collateral and 

usually has a term greater than 10 years.

 a debenture is a medium- to long-term debt instrument used by large 

companies to borrow money, at a fixed rate of interest

 Debentures are backed only by the creditworthiness and reputation of the 

issuer.

 Both corporations and governments frequently issue debentures to raise 

capital or funds.





BONDS DEBENTURES

Bonds are secure in nature.
Debentures can be secure as well 
unsecured.

One can have bonds of corporation, 
government agencies or it can be of any 
financial institution.

On the other hand debentures are issued 
by private companies.

Bonds are less risky comparatively. Whereas debentures are at high risk.

Talking about liquidity bonds are at the 
first priority.

Whereas in case of debentures liquidity 
can only be done after the bondholders 
are paid.

Bonds gives you low interest, but it 
depends on the issuing body totally.

Whereas debentures give you high 
interest.



Public Deposits:

 Public deposits refer to the unsecured deposits invited by companies from the 

public mainly to finance working capital needs. A company wishing to invite 

public deposits makes an advertisement in the newspapers.

 Any member of the public can fill up the prescribed form and deposit the 

money with the company. The company in return issues a deposit receipt. 

This receipt is an acknowledgement of debt by the company. The terms and 

conditions of the deposit are printed on the back of the receipt.

 The public prefers to deposit money with well-established companies because 

the rate of interest on public deposits is higher than on bank deposits. Now 

public sector companies also invite public deposits. Public deposits have 

become a popular source of industrial finance in India.



Borrowings from Banks

 Short term loan, Medium term loan and long term loan

 Short Term Loan – Bank Overdraft and Short term loan – not more than 3 years

 Medium term Loan – (3 years to 10 years) , Interest rate is variable and 

floating rate of interest based on MCLR (Marginal ‘Cost of funds’ Lending 

Rates) decided by the Bank from time to time.

 Long term Loan – May be granted for the acquisitions of fixed assets against 

the collateral securities. Some factors are taken into consideration on PARTS –

(Purpose, Amount, Repayment, Term, Security)



Term Loan

 Term Loan are loans procured for the acquisition of fixed assets and working 

capital margin and are repayable over a long period of time, ranging between 

one year and ten years.

 Term loans differ from short term bank loans also known as ‘Working Capital 

Finance’ which are sanctioned by Banks to meet day to day business 

requirements like Purchase of raw materials, work-in-progress and finished 

goods etc.



Internal Sources of Finance

 Internal sources of finance are funds that come from inside the 

organization. Examples include cash from sales, the sale of surplus assets and 

profits you hold back to finance growth and expansion



Retained Earnings

 The phenomenon is also known as ‘Ploughing Back of Profits’. Retained profits 

can be defined as the profit left after paying a dividend to 

the shareholders or drawings by the capital owners.

 Retained Profits / Retained Earnings = Net Profits – Dividend / Drawings

 Features of Retained Earnings:

1. Cost of Financing: no cost to the company.

2. Floatation Cost -Unlike other sources of financing, the use of retained 

earnings helps avoid issue- related costs.

3. Legal Formalities - Use of retained earnings does not require compliance of 

any legal formalities. It just requires a resolution to be passed in the annual 

general meeting of the company.



Reserves and Surplus

 Reserve is an amount set aside out of the profit and other surplus to strengthen the financial position of 
the business to meet future contingencies and losses.

 Reserves are profits that are earmarked for particular purpose that a company plans to utilize in near 
future like 

 for example to buy fixed assets, 

 to pay bonus, 

 payment for any repairs, 

 pay for any legal settlement or 

 payment of any debts and so on whereas 

 Surplus reflects an amount of the retained earnings or say profit which is recorded on the balance sheet 
of an entity which happens to be good as it shows that an entity has excess of resources available with it 
which can be utilized in future like for example for the payment of dividends



Bonus Share

 Sometimes a company cannot pay dividend in cash due to shortage of liquid 

funds, viz., cash, in spite of earning a large amount of profit for a particular 

period. Under the circumstances, the company issues new shares to the 

existing shareholders in lieu of paying dividend in cash.

 These shares are known as ‘Bonus Shares’. Such bonus shares are to be 

offered to the existing shareholders in proportion to the shareholdings and 

dividend rights. Generally, the company issues bonus shares out of profits 

and/ or reserve to the existing shareholders.



Unit 3.  Capital 

Structure
Principles of Finance



Syllabus

 Meaning,

 Criteria for determining capital structure

 Factors affecting capital structure

 Capitalization – Meaning, Over Capitalization and Under Capitalization –

Meaning, causes, consequences, remedies



Meaning and Definitions of Capital 

Structure

 Accounting to Gerstenbeg – “Capital structure of a company refers to the 

composition or make-up of its Capitalization and it includes all long-term 

capital resources for example shares, bonds, loans and reserves.”

 Accounting to Prasanna Chandra, “The composition of firm’s financing consists 

of equity, preference and debts”.





Components of Capital Structure/ 

Sources of Finance

Components 
of Capital 
Structure

Owners’ 
Capital

Equity Shares

Preference 
Share

Retained 
Earnings

Borrowed 
Capital

Debentures

Term Loans



Concepts of Capital Structure

 High Gear Capital

 When Company has issued more debentures and preference shares than its equity 

share capital, then it is called as High Gear Capital

 Low Gear Capital

 When Company has issued more equity share capital than debentures and 

preference shares, then it is called as Low Gear Capital.



Concept of Capitalization

 It is a quantitative aspect of financial planning of an organization. It means 

total amount of securities issued by a company.

 Capital structure is concerned with qualitative aspects of the financial 

planning of an organization.

 It refers to the kinds of securities and the proportionate amounts that make 

up capitalization.

 It is the permanent financing of the company represented by long term debts 

and shareholders’ funds but excluding all short term credit.



Concept of Financial Structure

 Financial structure refers to the way the firm’s assets are financed. 

 In the other words, it includes both, long-term as well as short-term sources 

of funds. 

 Financial structure means the entire liabilities side of the balance sheet



Concept of Capitalization, Capital Structure 

and Financial Structure Can be explained 

with the help of followings example -

Particulars Amount Rs.

Equity Share Capital 1,00,000

Preference Share Capital 1,00,000

Debentures 50,000

Retained Earnings 1,50,000

Current Liabilities 1,00,000

Total 5,00,000



Capitalization – Total amount of 

securities issued by the company

Particulars Amount Rs.

Equity Share Capital 1,00,000

Preference Share Capital 1,00,000

Debentures 50,000

Capitalization 2,50,000



Capital Structure – It is the proportionate 

amount that makes up Capitalization.

Particulars Amount Rs. % of Mix

Equity Share Capital 1,00,000 40%

Preference Share Capital 1,00,000 40%

Debentures 50,000 20%

Capitalization 2,50,000 100%



Financial Structure – It deals with all financial 

resources, i.e. Short term and Long term.

Particulars Amount Rs. % of Mix

Equity Share Capital 1,00,000 20%

Preference Share Capital 1,00,000 20%

Debentures 50,000 10%

Retained Earnings 1,50,000 30%

Current Liabilities 1,00,000 20%

Total 5,00,000 100%



Types of Capital Structure

Types of 
Capital 

Structure

Simple 
Capital 

Structure

Compound 
Capital 

structure

Complex 
Capital 

structure



 In other words, capital structure represents the proportion of debt capital and equity capital in 

the capital structure. What kind of capital structure is best for a firm is very difficult to define. 

The capital structure should be such which increases the value of equity share or maximizes the 

wealth of equity shareholders.

 Debt and equity differ in cost and risk. As debt involves less cost but it is very risky securities 

whereas equity is expensive securities but these are safe securities from companies’ point of 

view.

 Debt is risky because payment of regular interest on debt is a legal obligation of the business. In 

case they fail to pay debt security holders can claim over the assets of the company and if firm 

fails to meet return of principal amount it can even go to liquidation and stage of insolvency.

 Equity securities are safe securities from company’s point of view as company has no legal 

obligation to pay dividend to equity shareholders if it is running in loss but these are expensive 

securities.



Factors Determining Capital Structure

1. 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.





Situation I:

 Total Capital = Rs 50 Lakhs

 Equity Capital = Rs 50 Lakhs (5, 00,000 shares @ Rs 10 each)

 Debt = Nil

 Tax rate = 30% p.a.

 Earnings before interest and tax (EBIT) = Rs 7, 00,000



Situation II:

 Total Capital = Rs 50 Lakhs

 Equity Capital = Rs 40 Lakhs (4, 00,000 shares @ Rs 10 each)

 Debt = Rs 10 Lakhs

 Tax rate = 30% p.a.

 Interest on debt = 10%

 Earnings before interest and tax (EBIT) = Rs 7, 00,000



Situation III:

 Total Capital= Rs 50 Lakhs

 Equity Capital = Rs 30 Lakhs (3, 00,000 shares @ Rs 10 each)

 Debt= Rs 20 Lakhs

 Tax rate = 30% p.a.

 Interest on debt = 10%

 Earnings before interest and tax (EBIT) = Rs 7, 00,000



Particulars

Situation I Situation II Situation III

EBIT

(Earnings Before Interest 
and Tax) Less: Interest

7,00,000

0
7,00,000

-1,00,000
(10% of 10 lakhs)

7,00,000

-2,00,000
(10% of 20 lakhs)

EBT

(Earnings Before Tax) 
Less: Tax (30% of EBT)

7,00,000

-2,10,000
(30% of 7 lakhs)

6,00,000

-1,80,000
(30% of 6 lakhs)

5,00,000

-1,50,000
(30% of 5 lakhs)

EAT

(Earning After Tax)

4,90,000 4,20,000 3,50,000

EPS

(EAT / No. of Equity 
Shares)

0.98

[4,90,000/ 
5,00,000]

1.05

[4,20,000/ 4,00,000]
1.16

[3,50,000/3,00,000]



 If we compare the above table we can see that in situation III equity shareholders get maximum 

return followed by II situation and least earning in I situation. Hence it is proof that more debt 

brings more income for owners in the capital structure.

 Condition – ROI > Rate of Interest

 But this statement holds true only till rate of earning of capital, i.e., return on investment of 

the company is more than the rate of interest charged on debt. As we can see return on 

investment in this example,

 EBIT/ Total Investment x 100 = 7, 00,000 / 50, 00,000 x 100

 = 14% which is more than rate of interest.

 Return of investment is 14% and rate of interest is 10%

 14% > 10% i.e., ROI > Rate of Interest



 If return on investment is less than the rate of interest (ROI < Rate of Interest) then equity 

shareholders lose by including more debt. Then more of equity is beneficial for owners of 

company to prove this. Let us take an example where return on investment is less than rate of 

interest.

 Situation I:

 Total Capital= 50, 00,000

 Equity Capital= 50, 00,000 (5, 00,000 shares @ Rs 10 each)

 Debt= Nil

 Tax Rate= 30% p.a.

 Interest Rate= 10% p.a.

 Earnings before Interest and Tax = Rs 3, 00,000

 ROI= 3, 00,000/50, 00,000×100=6%



 Situation II:

 Total Capital=50, 00,000

 Equity Capital= 40, 00,000 (4, 00,000 shares @ Rs 10 each)

 Debt=10, 00,000

 Tax Rate=30% p.a.

 Interest Rate= 10% P.a.

 Earnings before Interest and Tax = Rs 3, 00,000

 ROI = 3, 00,000 / 50, 00,000 x 100 = 6%



 Situation III:

 Total Capital = 50, 00,000

 Equity Capital = 30, 00,000 (3, 00,000 shares @ Rs 10 each)

 Debt = 20, 00,000

 Tax Rate=30% p.a.

 Interest Rate= 10% P.a.

 Earnings before Interest and Tax = Rs 3, 00,000

 ROI = 3, 00,000 / 50, 00,000 x 100 = 6%



Situation I Situation II Situation III

EBIT

(Earnings Before Interest 
and Tax)
Less: Interest

3,00,000

0
3,00,000

– 1,00,000
(10% of 10 lakhs)

3,00,000

– 2,00,000
(10% of 20 lakhs)

EBT

(Earnings Before Tax) Less: 
Tax
(30% of EBT)

3,00,000

– 90,000
(30% of 3 lakhs)

2,00,000

– 60,000
(30% of 2 lakhs)

1,00,000

– 30,000
(30% of 1 lakh)

EAT

(Earning After Tax)

2,10,000 1,40,000 70,000

EPS

(EAT/ No. of Equity Shares)
0.42

[2,10,000/ 5,00,000 ]
0.35

[1,40,000/4,00, 000]
0.23

[70,000/3,00,000]



 Hence proved that in case return of investment is less than rate of interest 

the equity shareholders get less earning when debt is included in the capital 

structure.



Factors Determining Capital Structure

2.Cash Flow Position –

Enough Cash Flows – More debt Securities in Composition of Capital structure

Shortage of Cash – More Equity Capital in Composition of Capital structure.

3.Interest Coverage Ratio (ICR) – EBIT / Interest

High ICR – More Borrowed Fund Securities

Lower ICR – Less Borrowed Fund

4. Debt Service Coverage Ratio (DSCR) –

High DSCR – More Debt Securities

Low DSCR – Less Debt Securities 



4. Return on Investment –

Return on Investment ratio is more than rate of Interest then Co. should prefer debt in its 

Capital Structure and otherwise rely on Equity Capital.

5. Cost of Debt –

If firm can arrange borrowed fund at low rate of interest then it will prefer more of debt as 

compared to equity.

6. Tax Rate – High tax rate makes debt cheaper as interest paid to debt security holders is 

subtracted from income before calculating tax whereas companies have to pay tax on dividend paid 

to shareholders. So high end tax rate means prefer debt whereas at low tax rate we can prefer 

equity in capital structure.



7. Floatation Costs –

Floatation cost is the cost involved in the issue of shares or debentures. These costs include 

the cost of advertisement, underwriting statutory fees etc. It is a major consideration for small 

companies but even large companies cannot ignore this factor because along with cost there are 

many legal formalities to be completed before entering into capital market. Issue of shares, 

debentures requires more formalities as well as more floatation cost. Whereas there is less cost 

involved in raising capital by loans or advances.



8. Risk Consideration:

 Financial risk refers to a position when a company is unable to meet its fixed financial charges 

such as interest, preference dividend, payment to creditors etc. Apart from financial risk 

business has some operating risk also. It depends upon operating cost; higher operating cost 

means higher business risk. The total risk depends upon both financial as well as business risk.

 If firm’s business risk is low then it can raise more capital by issue of debt securities whereas at 

the time of high business risk it should depend upon equity.



9. Regulatory Framework:

 Issues of shares and debentures have to be done within the SEBI guidelines and for taking loans. 

Companies have to follow the regulations of monetary policies. If SEBI guidelines are easy then 

companies may prefer issue of securities for additional capital whereas if monetary policies are 

more flexible then they may go for more of loans.



Over - Capitalization

 A company is said to be overcapitalized when the aggregate of the par value of its shares and 

debentures exceeds the true value of its fixed assets.

Balance Sheet

In this case the fixed liabilities (Share Capital plus Debenture) is more than the fixed assets is 

(2,00,000 Rs. – 1,00,000 Rs.) = Rs. 1,00,000. Therefore, the firm is over-capitalized with Rs. 

1,00,000.

Liabilities Rs. Assets Rs.

Share Capital 1,00,000 Fixed Assets 1,00,000

Debentures 1,00,000 Current Assets 2,00,000

Bills Payable 50,000

Creditors 50,000

Total 3,00,000 Total 3,00,000



 It is the capitalization under which the actual profits of the company are not sufficient to pay 

interest on debentures and borrowings and a fair rate of dividend to shareholders over a period 

of time. In other words, a company is said to be over-capitalised when it is not able to pay 

interest on debentures and loans and ensure a fair return to the shareholders.

 We can illustrate over-capitalisation with the help of an example. Suppose a company earns a 

profit of Rs. 3 lakhs. With the expected earnings of 15%, the capitalisation of the company 

should be Rs. 20 lakhs. But if the actual capitalisation of the company is Rs. 30 lakhs, it will be 

over-capitalised to the extent of Rs. 10 lakhs. The actual rate of return in this case will go down 

to 10%. Since the rate of interest on debentures is fixed, the equity shareholders will get lower 

dividend in the long-run.



Under- Capitalization

This is the reverse situation to over-capitalization. A company is said to be undercapitalized when 

the aggregate of the par value of its shares and debentures are less than the true value of its fixed 

assets.

2. Balance Sheet

In this case the Fixed Assets is more than fixed liabilities is (Rs. 2,50,000 – Rs. 2,00,000 = Rs. 

50,000). Therefore, the firm is under-capitalised with Rs. 50,000.

Liabilities Rs. Assets Rs.

Share Capital 1,00,000 Fixed Assets 2,50,000

Debentures 1,00,000 Current Assets 50,000

Bills Payable 50,000

Creditors 50,000

Total 3,00,000 Total 3,00,000



 A company is said to be under-capitalised when it is earning exceptionally 

higher profits as compared to other companies 

 or 

 the value of its assets is significantly higher than the capital raised.

 For instance, the capitalisation of a company is Rs. 20 lakhs and the average 

rate of return of the industry is 15%. But if the company is earning 30% on the 

capital investment, it is a case of under-capitalisation.



 The assets acquired with the existing capitalisation facilitate the 

generation of higher profits. It so happens when:

 (i) The assets have been acquired at lower rates, or

 (ii) The company has generated secret reserves by paying lower dividends to 

the shareholders over a number of years.



Unit 3.  Capital 

Structure
Principles of Finance



Syllabus

 Meaning,

 Criteria for determining capital structure

 Factors affecting capital structure

 Capitalization – Meaning, Over Capitalization and Under Capitalization –

Meaning, causes, consequences, remedies



Meaning and Definitions of Capital 

Structure

 Accounting to Gerstenbeg – “Capital structure of a company refers to the 

composition or make-up of its Capitalization and it includes all long-term 

capital resources for example shares, bonds, loans and reserves.”

 Accounting to Prasanna Chandra, “The composition of firm’s financing consists 

of equity, preference and debts”.





Components of Capital Structure/ 

Sources of Finance

Components 
of Capital 
Structure

Owners’ 
Capital

Equity Shares

Preference 
Share

Retained 
Earnings

Borrowed 
Capital

Debentures

Term Loans



Concepts of Capital Structure

 High Gear Capital

 When Company has issued more debentures and preference shares than its equity 

share capital, then it is called as High Gear Capital

 Low Gear Capital

 When Company has issued more equity share capital than debentures and 

preference shares, then it is called as Low Gear Capital.



Concept of Capitalization

 It is a quantitative aspect of financial planning of an organization. It means 

total amount of securities issued by a company.

 Capital structure is concerned with qualitative aspects of the financial 

planning of an organization.

 It refers to the kinds of securities and the proportionate amounts that make 

up capitalization.

 It is the permanent financing of the company represented by long term debts 

and shareholders’ funds but excluding all short term credit.



Concept of Financial Structure

 Financial structure refers to the way the firm’s assets are financed. 

 In the other words, it includes both, long-term as well as short-term sources 

of funds. 

 Financial structure means the entire liabilities side of the balance sheet



Concept of Capitalization, Capital Structure 

and Financial Structure Can be explained 

with the help of followings example -

Particulars Amount Rs.

Equity Share Capital 1,00,000

Preference Share Capital 1,00,000

Debentures 50,000

Retained Earnings 1,50,000

Current Liabilities 1,00,000

Total 5,00,000



Capitalization – Total amount of 

securities issued by the company

Particulars Amount Rs.

Equity Share Capital 1,00,000

Preference Share Capital 1,00,000

Debentures 50,000

Capitalization 2,50,000



Capital Structure – It is the proportionate 

amount that makes up Capitalization.

Particulars Amount Rs. % of Mix

Equity Share Capital 1,00,000 40%

Preference Share Capital 1,00,000 40%

Debentures 50,000 20%

Capitalization 2,50,000 100%



Financial Structure – It deals with all financial 

resources, i.e. Short term and Long term.

Particulars Amount Rs. % of Mix

Equity Share Capital 1,00,000 20%

Preference Share Capital 1,00,000 20%

Debentures 50,000 10%

Retained Earnings 1,50,000 30%

Current Liabilities 1,00,000 20%

Total 5,00,000 100%



Types of Capital Structure

Types of 
Capital 

Structure

Simple 
Capital 

Structure

Compound 
Capital 

structure

Complex 
Capital 

structure



 In other words, capital structure represents the proportion of debt capital and equity capital in 

the capital structure. What kind of capital structure is best for a firm is very difficult to define. 

The capital structure should be such which increases the value of equity share or maximizes the 

wealth of equity shareholders.

 Debt and equity differ in cost and risk. As debt involves less cost but it is very risky securities 

whereas equity is expensive securities but these are safe securities from companies’ point of 

view.

 Debt is risky because payment of regular interest on debt is a legal obligation of the business. In 

case they fail to pay debt security holders can claim over the assets of the company and if firm 

fails to meet return of principal amount it can even go to liquidation and stage of insolvency.

 Equity securities are safe securities from company’s point of view as company has no legal 

obligation to pay dividend to equity shareholders if it is running in loss but these are expensive 

securities.



Factors Determining Capital Structure

1. 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.





Situation I:

 Total Capital = Rs 50 Lakhs

 Equity Capital = Rs 50 Lakhs (5, 00,000 shares @ Rs 10 each)

 Debt = Nil

 Tax rate = 30% p.a.

 Earnings before interest and tax (EBIT) = Rs 7, 00,000



Situation II:

 Total Capital = Rs 50 Lakhs

 Equity Capital = Rs 40 Lakhs (4, 00,000 shares @ Rs 10 each)

 Debt = Rs 10 Lakhs

 Tax rate = 30% p.a.

 Interest on debt = 10%

 Earnings before interest and tax (EBIT) = Rs 7, 00,000



Situation III:

 Total Capital= Rs 50 Lakhs

 Equity Capital = Rs 30 Lakhs (3, 00,000 shares @ Rs 10 each)

 Debt= Rs 20 Lakhs

 Tax rate = 30% p.a.

 Interest on debt = 10%

 Earnings before interest and tax (EBIT) = Rs 7, 00,000



Particulars

Situation I Situation II Situation III

EBIT

(Earnings Before Interest 
and Tax) Less: Interest

7,00,000

0
7,00,000

-1,00,000
(10% of 10 lakhs)

7,00,000

-2,00,000
(10% of 20 lakhs)

EBT

(Earnings Before Tax) 
Less: Tax (30% of EBT)

7,00,000

-2,10,000
(30% of 7 lakhs)

6,00,000

-1,80,000
(30% of 6 lakhs)

5,00,000

-1,50,000
(30% of 5 lakhs)

EAT

(Earning After Tax)

4,90,000 4,20,000 3,50,000

EPS

(EAT / No. of Equity 
Shares)

0.98

[4,90,000/ 
5,00,000]

1.05

[4,20,000/ 4,00,000]
1.16

[3,50,000/3,00,000]



 If we compare the above table we can see that in situation III equity shareholders get maximum 

return followed by II situation and least earning in I situation. Hence it is proof that more debt 

brings more income for owners in the capital structure.

 Condition – ROI > Rate of Interest

 But this statement holds true only till rate of earning of capital, i.e., return on investment of 

the company is more than the rate of interest charged on debt. As we can see return on 

investment in this example,

 EBIT/ Total Investment x 100 = 7, 00,000 / 50, 00,000 x 100

 = 14% which is more than rate of interest.

 Return of investment is 14% and rate of interest is 10%

 14% > 10% i.e., ROI > Rate of Interest



 If return on investment is less than the rate of interest (ROI < Rate of Interest) then equity 

shareholders lose by including more debt. Then more of equity is beneficial for owners of 

company to prove this. Let us take an example where return on investment is less than rate of 

interest.

 Situation I:

 Total Capital= 50, 00,000

 Equity Capital= 50, 00,000 (5, 00,000 shares @ Rs 10 each)

 Debt= Nil

 Tax Rate= 30% p.a.

 Interest Rate= 10% p.a.

 Earnings before Interest and Tax = Rs 3, 00,000

 ROI= 3, 00,000/50, 00,000×100=6%



 Situation II:

 Total Capital=50, 00,000

 Equity Capital= 40, 00,000 (4, 00,000 shares @ Rs 10 each)

 Debt=10, 00,000

 Tax Rate=30% p.a.

 Interest Rate= 10% P.a.

 Earnings before Interest and Tax = Rs 3, 00,000

 ROI = 3, 00,000 / 50, 00,000 x 100 = 6%



 Situation III:

 Total Capital = 50, 00,000

 Equity Capital = 30, 00,000 (3, 00,000 shares @ Rs 10 each)

 Debt = 20, 00,000

 Tax Rate=30% p.a.

 Interest Rate= 10% P.a.

 Earnings before Interest and Tax = Rs 3, 00,000

 ROI = 3, 00,000 / 50, 00,000 x 100 = 6%



Situation I Situation II Situation III

EBIT

(Earnings Before Interest 
and Tax)
Less: Interest

3,00,000

0
3,00,000

– 1,00,000
(10% of 10 lakhs)

3,00,000

– 2,00,000
(10% of 20 lakhs)

EBT

(Earnings Before Tax) Less: 
Tax
(30% of EBT)

3,00,000

– 90,000
(30% of 3 lakhs)

2,00,000

– 60,000
(30% of 2 lakhs)

1,00,000

– 30,000
(30% of 1 lakh)

EAT

(Earning After Tax)

2,10,000 1,40,000 70,000

EPS

(EAT/ No. of Equity Shares)
0.42

[2,10,000/ 5,00,000 ]
0.35

[1,40,000/4,00, 000]
0.23

[70,000/3,00,000]



 Hence proved that in case return of investment is less than rate of interest 

the equity shareholders get less earning when debt is included in the capital 

structure.



Factors Determining Capital Structure

2.Cash Flow Position –

Enough Cash Flows – More debt Securities in Composition of Capital structure

Shortage of Cash – More Equity Capital in Composition of Capital structure.

3.Interest Coverage Ratio (ICR) – EBIT / Interest

High ICR – More Borrowed Fund Securities

Lower ICR – Less Borrowed Fund

4. Debt Service Coverage Ratio (DSCR) –

High DSCR – More Debt Securities

Low DSCR – Less Debt Securities 



4. Return on Investment –

Return on Investment ratio is more than rate of Interest then Co. should prefer debt in its 

Capital Structure and otherwise rely on Equity Capital.

5. Cost of Debt –

If firm can arrange borrowed fund at low rate of interest then it will prefer more of debt as 

compared to equity.

6. Tax Rate – High tax rate makes debt cheaper as interest paid to debt security holders is 

subtracted from income before calculating tax whereas companies have to pay tax on dividend paid 

to shareholders. So high end tax rate means prefer debt whereas at low tax rate we can prefer 

equity in capital structure.



7. Floatation Costs –

Floatation cost is the cost involved in the issue of shares or debentures. These costs include 

the cost of advertisement, underwriting statutory fees etc. It is a major consideration for small 

companies but even large companies cannot ignore this factor because along with cost there are 

many legal formalities to be completed before entering into capital market. Issue of shares, 

debentures requires more formalities as well as more floatation cost. Whereas there is less cost 

involved in raising capital by loans or advances.



8. Risk Consideration:

 Financial risk refers to a position when a company is unable to meet its fixed financial charges 

such as interest, preference dividend, payment to creditors etc. Apart from financial risk 

business has some operating risk also. It depends upon operating cost; higher operating cost 

means higher business risk. The total risk depends upon both financial as well as business risk.

 If firm’s business risk is low then it can raise more capital by issue of debt securities whereas at 

the time of high business risk it should depend upon equity.



9. Regulatory Framework:

 Issues of shares and debentures have to be done within the SEBI guidelines and for taking loans. 

Companies have to follow the regulations of monetary policies. If SEBI guidelines are easy then 

companies may prefer issue of securities for additional capital whereas if monetary policies are 

more flexible then they may go for more of loans.



Over - Capitalization

 A company is said to be overcapitalized when the aggregate of the par value of its shares and 

debentures exceeds the true value of its fixed assets.

Balance Sheet

In this case the fixed liabilities (Share Capital plus Debenture) is more than the fixed assets is 

(2,00,000 Rs. – 1,00,000 Rs.) = Rs. 1,00,000. Therefore, the firm is over-capitalized with Rs. 

1,00,000.

Liabilities Rs. Assets Rs.

Share Capital 1,00,000 Fixed Assets 1,00,000

Debentures 1,00,000 Current Assets 2,00,000

Bills Payable 50,000

Creditors 50,000

Total 3,00,000 Total 3,00,000



 It is the capitalization under which the actual profits of the company are not sufficient to pay 

interest on debentures and borrowings and a fair rate of dividend to shareholders over a period 

of time. In other words, a company is said to be over-capitalised when it is not able to pay 

interest on debentures and loans and ensure a fair return to the shareholders.

 We can illustrate over-capitalisation with the help of an example. Suppose a company earns a 

profit of Rs. 3 lakhs. With the expected earnings of 15%, the capitalisation of the company 

should be Rs. 20 lakhs. But if the actual capitalisation of the company is Rs. 30 lakhs, it will be 

over-capitalised to the extent of Rs. 10 lakhs. The actual rate of return in this case will go down 

to 10%. Since the rate of interest on debentures is fixed, the equity shareholders will get lower 

dividend in the long-run.



Consequences / Effects of Over-

Capitalization. (Continued…)

3. Effects on Society

a) Loss to Consumers: Such concerns may increase the price on there goods and services 
to makeup for their inefficiency. They may also cut down the quality, causing further 
loss to the society.

b) Loss to workers : Such companies may also reduce the wages and other benefits 
payable to the workers. This is done to reduce the loses. However, such measures 
lower the morals and efficiency  of the labour.

c) Under utilization and Mis-utilisation of the resources : Such companies mis utilize or 
underutilize their resource, which is harmful for the society.

d) Gambling in shares : The fluctuation in the prices of such shares leads to speculative 
trading like gambling.

e) Recession : over – capitalization leads to bigger losses, lower quality of goods and 
poor working condition for the employee. These factors affect the entire country and 
may cause recession. 



Under- Capitalization

This is the reverse situation to over-capitalization. A company is said to be undercapitalized when 

the aggregate of the par value of its shares and debentures are less than the true value of its fixed 

assets.

2. Balance Sheet

In this case the Fixed Assets is more than fixed liabilities is (Rs. 2,50,000 – Rs. 2,00,000 = Rs. 

50,000). Therefore, the firm is under-capitalised with Rs. 50,000.

Liabilities Rs. Assets Rs.

Share Capital 1,00,000 Fixed Assets 2,50,000

Debentures 1,00,000 Current Assets 50,000

Bills Payable 50,000

Creditors 50,000

Total 3,00,000 Total 3,00,000



 A company is said to be under-capitalised when it is earning exceptionally 

higher profits as compared to other companies 

 or 

 the value of its assets is significantly higher than the capital raised.

 For instance, the capitalisation of a company is Rs. 20 lakhs and the average 

rate of return of the industry is 15%. But if the company is earning 30% on the 

capital investment, it is a case of under-capitalisation.



 The assets acquired with the existing capitalisation facilitate the 

generation of higher profits. It so happens when:

 (i) The assets have been acquired at lower rates, or

 (ii) The company has generated secret reserves by paying lower dividends to 

the shareholders over a number of years.




