Bachelor of Commerce
(B.COM)

BCO 12
Fundamentals of Financial Management

Block 02: Sources of Finance and Cost of Capital
UNIT 04: Sources of Finance
UNIT 05: Cost of Capital
UNIT 06: Leverage

BACHELOR OF COMMERCE

BCO 12
Fundamentals of Financial Management
Course Writer
Dr. Durga Madhab Mahapatra
Assistant Professor, PG Department of Commerce
Fakir Mohan Autonomous College, Balasore
Course Editor
Prof (Dr.) S.Teki
Department of Commerce & Management Studies
Adikavi Nannaya University, Rajahmundry
MATERIAL PRODUCTION
Prof (Dr.) Manas Ranjan Pujari
Registrar
Odisha State Open University
(cc) OSOU, 2020. Sources of Finance & Cost of Capital is
made available under a Creative Commons Attribution-ShareAlike 4.0 http: Creative commons.org/ licences/by-sa/4.0

UNIT 04

SOURCES OF FINANCE

Structure
4.0
Learning Objectives
4.1
Introduction
4.2
Concept of Fixed and Working Capital
4.3
Meaning and Characteristics of Finance
4.4
Significance of Finance
4.5
Factors Influencing Choice of finance
4.6
Sources of Finance
4.7
Sources of Short Term Finance
4.8
Sources of Medium Term Finance
4.9
Sources of Long Term Finance
4.10 Features of Bond and its Types
4.11 Difference Between Preference Share and Equity Share
4.12 Difference Between Shares and Debenture
4.13 Innovative Financial Instruments are the Source of Finance
4.14 Let us sum up
4.15 Key Terms
4.16 Self–Assessment Questions
4.17 Further Readings
4.18 Model Questions
4.19 Self–Assessment Questions and Answers

4.0

LEARNING OBJECTIVES

After reading this unit you will be able to






4.1

Understand the sources of Finance.
State the Meaning, Nature and Importance of sources of Finance
Classification of the Various Sources of Finance
Evaluate merits and Limitations of various sources of Finance
Identify the factors that affect the choice of appropriate sources of finance.

INTRODUCTION

To better understand the term “Finance” it is necessary to know the meaning of the term
'Business'. Business in a broad sense is considered as a system that combines commerce,
occupations & organizations to produce and distribute such products that create value for
consumers in particular and society in general. Business means those activities which are

performed to earn profit. These activities include industrial production, agriculture, fisheries,
natural resources and services.
“Finance is the lifeblood of any business.” No business enterprise can function without
finance. Finance is also referred to as "Funds" or "Capital" when referring to the financial
needs of a corporate body. The term "Finance" in our simple understanding is perceived as
“Money and money equivalent "Finance is the management of money and other valuables,
which can be easily converted into cash." Finance as a source of funding activity. Further,
business enterprises need finance for the fixed and working capital requirements.
Generally, the term of finance has been perceived differently by common people, academicians
and practitioners. It is very important here to first understand their perception. “Common
people perceive finance as Cash” whereas “Academicians and practitioners perceive it as
funds”. Cash includes 'cash on hand and demand deposits with banks' whereas a fund is a sum
of money either saved or made available for a particular purpose. Further, financial resources
encompass financial assets in the various forms of securities that entities own or another form
of receivables like money (in cash or the bank account), gold etc. An asset that derives value
from a contractual claim is known as a “Financial Asset”.
According to the International Financial Reporting Standards, a Financial asset is defined
as “Cash or cash equivalent; equity securities of another entity; contractual right to receive
cash; another financial asset from another entity; and contract that will or may be settled in
the entity's equity instruments and is either a non-derivative or a derivative".
4.2

CONCEPT OF FIXED AND WORKING CAPITAL

The Capital may be divided in two ways such as; “Fixed Capital” means it is meant for
long-term investment of the business concern. For example, (a) purchase of permanent assets
e.g. land, buildings, plant & machinery, furniture etc. Normally it consists of non-recurring.
“Working Capital” is another part of the capital which is needed for meeting day to day
requirements of the business concern. For example, (a) payment to creditors, (b) salary paid
to workers, (c) purchase of raw materials etc., normally it consists of recurring in nature. It
is also easily converted into cash. Further, it is also known as “Short-term Capital”.
Fixed capital is the capital, which is needed for meeting the permanent or long-term
purpose of the business concern. Fixed capital is required mainly to meet the capital
expenditure of the business concern and it is used over a long period. It is the amount invested
in various fixed or permanent assets, which are necessary for a business concern.
The Requirement of Fixed and Working Capital
Fixed capital requirements include the purchase of plant, machinery, furniture, fixtures,
vehicles, and so on, while working capital requirements include the purchase of raw materials,
payment of salary and wages, incurring operating expenses like telephone bills, carriage inward
and outward, electricity charges, premium, stationery, etc.

Definition of Fixed Capital
According to the definition of Hoagland, “Fixed capital is comparatively easily defined to
include land, building, machinery and other assets relatively having a long term and or
permanent existence”.
Characteristics of Fixed Capital
 Fixed capital is used to acquire the fixed assets of the business concern.
 Fixed capital meets the capital expenditure of the business concern.
 Fixed capital normally consists of a long period.
 Fixed capital expenditure is nonrecurring.
 Fixed capital can be raised only with the help of long-term sources of finance.
Working Capital
The capital is needed to meet the day-to-day transaction of the business concern. It may cross
working capital and net working capital. Normally working capital consists of various
compositions of current assets such as inventories, bills, receivable, debtors, cash, and bank
balance and prepaid expenses. According to the definition of Bonneville, “any acquisition of
funds which increases the current assets increase the Working Capital also for they are the
same”.
Purpose of Working Capital:
(i)
“Purchase of raw material”,
(ii)
“Payment of wages to workers”,
(iii) “Payment of day-to-day expenses”,
(iv)
“Maintenance expenditure” etc.
4.3

MEANING AND CHARACTERISTICS OF FINANCE

Meaning of Finance
“Business Finance is mainly concerned with the arrangement of cash and credit for the
business enterprises to carry out their day to day operations smoothly”. Every Business
Enterprise, needs finance to carry out its operations and to achieve its targets.
Finance is so important today that it is the right approach present that it is the life blood
of business enterprise. Without proper and adequate finances, no enterprise can accomplish the
objectives. Every business needs funds for two purposes-for its establishment and to carry
out its day-to-day operations. Long-term funds are required to create production facilities
through purchases of fixed assets such as plant, machinery, land, building, furniture, etc.
Investments in these assets represent that part of the firm's capital that is blocked on a
permanent or fixed basis and is called “fixed capital”. Funds are also needed for short-term
purposes for the purchase of raw materials, payment of wages and other day-to-day expenses,
etc. These funds are known as “working capital”.

SHORT – TERM
1.
2.
3.
4.
5.
6.
7.
8.

FINANCIAL REQUIREMENTS
MEDIUM – TERM
LONG – TERM

Bank credit.
Customer Advances.
Trade Credit
Factoring
Accruals
Deferred Incomes
Commercial Paper
Instalment credit

1. Issue of Debentures
2. Issue of Preference
Share
3. Bank Loan
4. Public Deposit/Fixed
Deposits
5. Loans from Financial
Institutions

1. Issue of Shares
2. Issue of Debentures
3. Ploughing-Back of
Profits.
4. Loans
from
Specialized financial
Institutions

Definition of Finance
According to R.C. Osborn “The finance function is the process of acquiring and utilizing
funds by a business.”
According to George, A. Christy and Peyton Foster Roden, “Finance may be generally
defined as the study of money, its nature, certain behaviour regulation and problems. It may
deal with how businessmen, investors, government, financial institutions and families handle
their money. An understanding of what money is and does is the foundation of financial
knowledge."
According to B.O. Wheeler “Finance is that business activity which is concerned with the
acquisition and conservation of capital fund in meeting the financial needs and overall
objectives of business enterprises.”
According to john. J. Hampton, “Finance can be defined as the management of the flow of
money through an organization, whether it be a corporation, school, bank, or government
agency. Finance concerns itself with the actual flow of money, as well as any claims against
money.'
Characteristics of Finance
Finance is such a powerful source that it performs an important role to operate and coordinating
the various economic activities of the business.



Business Finance also comprises of all types of funds namely Short, Medium and Long
term used in business enterprise.
According to nature and size, the volume of business finance required varies from one
business enterprise to another.






Further, small and medium enterprises require a relatively lower level of business
finance as compared to large scale enterprises.
It also differs from one period to another for fund requirements.
In other words, the requirement of business finance is heavy during the peak season
while it is at a low level during the dull season.
As per the scale of operations of business enterprises, the requirement of finance can
be determined.
Different Types of Finance:
Finance

Public Finance
Central
State
Local Bodies
Government Government Finance
Finance
Finance

Personal
Finance

Private Finance
Non-profit
Business
Organisations Finance
Finance

Types of Finance
A. Public Finance: Its main components are a budgetary system of the government and
public debt. This finance means government finance under which the principles and
practices relating to the procurement and management of funds for the Central
Government, State Government and Local bodies are covered. Public finance
encompasses the facets of sources of income of the public authorities and their
expenditure.
B. Private Finance: It means the procurement and management of funds by individuals
and private institutions. Private finance can be sub-divided into the following
categories:
1. Personal Finance: It includes the analysis of principles and practices related to
management of day to day funds of an individual.
2. Finance of Non-profit Organisations: It covers the study of financial problems,
processes and practices of charitable, religious, educational institutions, etc.
3. Business Finance: The term business finance denotes the economic resources
employed in business enterprises. This term includes money and credit employed
in the business.

4.4

SIGNIFICANCE OF FINANCE

The firm or Business enterprise cannot expand their business without finance. Thus, the firm
always depends upon mobilises and disbursement of credit to a larger extent. The followings
are the significance of finance.







4.5

Adequate finance is required to start the business.
To purchase raw materials from the supplier as well as easy to produce goods the
finance is essential.
To meet the financial liabilities such as prompt payment of wages, salary, expenses,
etc., in time with the help of sound financial support.
To meet any unexpected or uncertain risks which are arising from the business
environment such as the economic slowdown, business cycles, intensive and severe
competition, change/shift in consumer preference, taste and habits etc.
To empower the firm/ enterprise to attract talented human resources as well as the use
of the latest technology.
FACTORS INFLUENCING CHOICE OF FINANCE

These factors are briefly discussed below:
Based on Ownership:
Business finance can be divided into two categories based on ownership of funds.
1. Owner’s Funds: “The Owner’s funds mean funds which are provided by the owner of the
enterprises who may be an individual or partners or shareholders of a company. The profits can
be reinvested in the business (Ploughing Back of Profit or Retained Earnings) which may come
under the owner’s funds. These funds are not required to be refunded during the lifetime of a
business enterprise. Thus, it provides the owner with the right to control the management of
the enterprise”.
2. Borrowed Funds: “The term ‘borrowed funds’ means the raising from outsiders through
loans or borrowings. Thus, examples such as (a) debentures, (b) loans from banks and financial
institutions, public deposits, trade credit, lease financing, commercial papers, factoring, etc.
represent borrowed funds”.
Based on Generation of Fund:
The sources of funds can be grouped into two categories based on generation.
1. Internal Sources: “This includes all those sources generated from within the business
enterprises. For example as (a) retained earnings, (b) collection from receivables (trade debtors
and bills receivable), (c) surplus from the disposal of old assets and so on. These sources can
meet only limited needs of business enterprise”.

2. External Sources: “External sources of funds include all those sources which generate funds
from outside the business enterprise. For example, (a) issue of shares and debentures, (b)
borrowings from banks and financial institutions, (c) public deposits, (b) factoring,(c)
leasing,(d) hire purchase, etc.”
Various factors are influencing the choice of source of business finance. These factors
are briefly discussed below:
1. Cost: The Business enterprises have to analyse the cost of mobilising and utilizing the funds.
For example, analysis is required regarding the interest rate, which is relatively lower in public
deposits, debentures, term loans etc.
2. Financial Capacity of the Firm: Financially sound enterprises can pay interest promptly
and return the capital at the stipulated time. Such enterprises can go for borrowed sources. On
the other hand, if the firm is not financially stable, it has to depend on owned sources of funds.
3. Forms of Organisation: The choice of source of the fund depends on the form of
organisation. Sole proprietor and partnership firms cannot issue shares and debentures. They
have to depend on short term sources like bank finance, leasing, hire purchase, factoring, etc.
On the other hand Companies, Government organisations and Cooperative organisations
mobilise funds both from long term sources like shares, debentures, public deposits etc. and
from short term sources.
4. Period: The time factor is one of the important factors that determine the suitable source.
For instance, where funds are required for a shorter period, bank finance like overdraft, cash
credit, bill discounting, mortgage, pledge, leasing, hire purchase, factoring and so on, are
suitable sources. Funds required for a longer period can be tapped from the issue of shares,
debentures, bonds, term loans and the like.
5. Risk Factor: Owned funds do not invite any risk while using borrowed funds entails a lot
of risks. The probable default in paying interest and capital may lead to the liquidation of
business enterprises besides damaging the reputation of the business concern in the business
world.
6. Control: The Equity shareholders are the real/ original owners of corporate firms/
enterprises. They exercise their power to complete control over the management of the
company. If the existing shareholders do not like to lose their control, they must not issue more
equity shares to supplement the financial resources. Contrarily borrowed sources of funds will
not disturb the control exercised by the company management. Hence borrowed source is
suitable for maintaining the administrative control of the company.

7. Development of different stages: The development of different stages of the firm is indeed
to have requirement of finance. Thus, it is the requirement of funds at the first or primary stages.
When the business enterprise has established itself in the business world, it can tap borrowed
sources of funds and offer its assets as security there for.
8. Credit Worthiness of Firms: The sources of funds like debentures and creditors require the
business firms to mortgage the assets. This hurts the credit worthiness of the business concern
in the financial market. Contrarily business concerns do not have to mortgage their assets when
they mobilise funds through sources like share capital, retained earnings, unsecured loans, etc.
and thereby maintaining a good image in the financial market.
4.6

SOURCES OF FINANCE

Finance is classified into three types concerning period i.e. Long term finance (more
than 5 years), Medium-term finance (above 1 year but below 5 years) and Short term finance
(within one year) for carrying on business operations.
“Long term Finance” can be mobilized by the issue of shares and debentures, term
loans from commercial banks and financial institutions, and retained earnings.
“Medium-Term Finance” can be mobilized by public deposits, leasing, medium-term
loans from banks and financial institutions.
“Short Term Fiancé” can be raised through public deposits, trade credit, customer
advance, hypothecation, cash credit, bank overdraft, pledge, mortgage etc.
The various sources of raising long-term funds include the issue of shares, debentures,
ploughing back of profits and loans from financial institutions, etc. The short-term
requirements of funds can be met from commercial banks, trade credit, instalment credit,
advances, factoring or receivable credit, accruals, deferred incomes, and commercial paper,
etc.
The various sources of finance have been classified in many ways, such as:
1. According to Period
(a) Short-term sources, viz; bank credit, customer advances, trade credit, factoring,
accruals, commercial paper, etc.
(b) Medium-term sources, viz; the issue of preference shares, debentures, bank loans,
public deposits/fixed deposits, etc.
(c) Long term sources, viz; the issue of shares, debentures, ploughing back of profits,
loans from specialised financial institutions, etc.
2. According to Ownership
(a) Owned capital, viz., share capital, retained earnings, profits and surpluses, etc.
(b) Borrowed capital such as debentures, bonds, public deposits, loans, etc.
3. According to Source of Finance

(a) Internal sources such as ploughing back of profits, retained earnings, profits,
surpluses and depreciation funds, etc.
(b) External sources, viz; shares, debentures, public deposits, loans, etc.
4. According to Mode of Financing
(a) Security financing or External financing; i.e., financing through the raising of
corporate securities such as shares, debentures, etc.
(b) Internal financing, i.e., financing through retained earnings, capitalisation of
profits and depreciation of funds, etc.
(c) Loan financing through raising of long-term and short term loans.

4.7

SOURCES OF SHORT TERM FINANCE

Based on Period:
The different sources of finance can be further grouped into three categories based on period
1) Short term finance 2) Medium-term finance 3) Long term finance
Short term funds are those sources that are required by the business firms for a period of within
one year. Some of the important sources of short term finance are briefly explained below.
1. Loans and Advances: This may be secured or unsecured. The Loans and advances are
usually sanctioned by the pledge of specific assets like Fixed Deposit Receipts, Documents of
Title to the Goods, Shares, Debentures, etc. The Loan is a direct advance made in a lump sum
that is credited to a separate loan account in the name of the borrower. The borrower can
withdraw the entire amount in cash immediately. It can be repaid in one or more instalments.
But the interest on loans and advances is calculated on the whole of the amount borrowed right
from the date of sanction.
2. Bank Overdraft: It is referred to an arrangement or permission whereby the bank allows its
credible customers to overdraw/withdraw the required amount from its current deposit account
within a stipulated or specified limit. Further, the Interest is charged only on the amount
overdrawn/ withdrawn.
3. Discounting Bills of Exchange: When goods are sold on credit, the suppliers generally
draw bills of exchange upon customers who are required to accept them. The duration of such
bills of exchange may be ranging from 15 days to 180 days. Instead of holding the bills till the
date of maturity, borrowers generally prefer to get them discounted with the bank. Discounting
bills of exchange refers to an act of selling a bill to obtain payment for it before its maturity.
4. Trade Credit: Trade credit is a very convenient method of raising short term finance. There
is no formality/complications are not involved in availing this facility. There is no need to give
any security for trade credit. It is more economical than bank loans. Trade credit is the credit
extended by one trader to another to purchase goods and services. Purchaser need not pay

money immediately after the purchase. Such credit such as Trade Creditors, or Accounts
Payable.
5. Pledge: A customer transfers the possession of an article with the creditor (banker) and
receives a loan. Till the repayment of the loan, the article is under the custody of the borrower.
If the debtor fails to refund the loan, the creditor (banker) will auction the article pawned and
adjust the outstanding loan from the sale proceeds.
6. Hypothecation: It is a loan taken on the security of a movable asset. This is a loan taken by
depositing a document of title to the property with the banker. Of course, the physical
possession of asset property is with the borrower. If the borrower fails to repay the loan amount,
the article hypothecated will be sold in auction by the banker concerned. Business people
hypothecate goods or equipment to get this type of loan.
7. Mortgage: This is a type of loan taken from the bank by lodging with the banker title deeds
of immovable assets like land and building. The Business people raise loans by depositing the
title deeds of the properties with the bank.
8. Securities Avenues against loans: The Banks also accept the many types of securities
such as fixed deposit receipt, book debts, insurance policies, supply bills, shares debentures,
bonds of the company, a document of title to the goods like railway receipt, bill of lading, trust
receipt, warehouse keeper’s receipt, book debt, and so on, and provides loan based on the
aforesaid securities.
9. Loan: The Banks also provide loans without security or with due personal security, to the
certain customer who is outstanding credit worthiness based on their character, capacity and
capability.
10. Commercial Paper (CP): This is an unsecured money market instrument in the form of a
promissory note. It is issued by a firm to raise funds for a short period. . It can be issued for
maturities between a minimum of 7 days and a maximum of up to one year from the date of
issue. The Corporates, Primary Dealers (PD), and All India Financial Institutions are eligible
to issue Commercial Paper. It was introduced in India in 1990 under Section 45W of the
Reserve Bank of India Act.
11. Hire Purchase Finance: Small scale firms can acquire industrial machinery, office
equipment, vehicles etc., without making full payment through hire purchase. With the help
of assets acquired through hire purchase, they can produce and sell. From the earnings,
payments can easily be made in instalments. Ultimately the ownership of assets can be
acquired.

12. Factoring: Factoring is one of the methods of raising business finance through the sale or
mortgage of book debts. It is a financial service whereby the factor is responsible for all credit
control and debt collection from the buyer and provides protection against any bad-debt losses
to the firm. There are two methods of “factoring recourse and non-recourse factoring”.
4.8.

SOURCES OF MEDIUM-TERM FINANCE

1. Loans from Banks: This is the one way to accept loans from the banks. When the bank
lends for a period ranging from more than one year to less than five years, it is called a mediumterm loan.
2. Loan from Financial Institutions: This type of loan ranges from one year to less than five
years. It is called a medium-term loan.
3. Lease Financing: Leasing here refers to the owning of an asset by any individual or a
corporate body that will be given for use to another needy business enterprise on a rental basis.
The firm which owns the asset is called “Lessor” and the business enterprise which hires the
asset is called ‘Lessee’. The contract is called “Lease”. The lessee pays a fixed rent on an
agreed basis to the lessor for the use of the asset. The terms and conditions like lease period,
rent fixed, mode of payment and allocation of maintenance, are mentioned in the lease contract.
At the end of the lease period, the asset goes back to the lessor. The Lease financing denotes
procurement of assets through the lease. Alternatively, the lessee can own the asset taken on
lease by paying the balance of the price of the asset concerned to the lessor. Hence, lease
finance is a popular method of medium-term business finance.
Table: Centre’s holding in PSBs (Govt. Stake in %) as of December’ 2017.
Sl. No
Bank
Govt. Stake in %
01
United Bank of India
86.81
02
Indian Overseas
82.41
03
Central Bank of India
81.91
04
Indian Bank
81.87
05
UCO Bank
80.5
06
Punjab and Sind Bank
79.62
07
IDBI Bank
77.79
08
Bank of Maharashtra
75.54
09
Bank of India
75.12
10
Corporation Bank
70.76
11
Andhra Bank
69.77
12
Allahabad Bank
68.32
13
Canara Bank
66.03
14
Syndicate Bank
63.34
15
Vijaya Bank
63.03
16
Dena Bank
61.53

17
Bank of Baroda
58.07
18
Oriental Bank of Commerce
58.38
19
State Bank of India
57.46
20
Punjab National Bank
57.04
21
Union Bank of India
55.52
th
(Source: BSE, Business Standard, 26 February 2018, p.1)
4.9.

LONG TERM FINANCE

This type of finance provision is more than five years. The examples such as Share capital,
Debenture, long-term loans from Commercial Banks and financial institutions come under this
kind of source of finance. The Long-term source of finance needs to meet the capital
expenditure of the firms such as the purchase of fixed assets, land and buildings, etc. The
various sources of long term business finance are briefly explained below.
1. Shares: Corporate enterprises generally obtain capital mainly from share capital which is
divided into small units called shares. Each share has a nominal value. The person holding a
share is called a shareholder who has an interest in the assets and profit of the company. There
are two types of shares namely Equity shares and Preference shares.
The term ownership securities, also known as ‘Capital Stock’ represents shares. Shares
are the most universal form of raising long-term funds from the market. Every company, except
a company limited by guarantee, has a statutory right to issue shares. The capital of a company
is divided into several equal parts known as shares.
Security Finance: If the finance is mobilized through the issue of securities such as shares and
debenture, it is called security finance. It is also called corporate securities. This type of
finance plays a major role in the field of deciding the capital structure of the company.
Characters of Security Finance Security finance consists of the following important
characters:







This is a Long-term type of source of finance.
It is also called corporate securities.
This Security finance includes both shares and debentures.
It is a role in deciding the capital structure of the company.
The Repayment type of finance is very limited.
It is a major part of the company’s total capitalization.

Types of Security Finance Security finance may be divided into two major types:
1. Ownership Securities or Capital Stock.
2. Creditorship Securities or Debt Capital.

Ownership Securities: The ownership securities are also called Capital Stock, which is
commonly called Shares. The Ownership capital consists of the following types of securities.
(i)

Equity Shares, (ii) Preference Shares, (iii) No par stock, (IV) Deferred Shares.

(i)

CLASSIFICATION OF CORPORATE SECURITIES
Ownership securities or
(ii)
Creditorship Securities or Debt
Capital Stock.
Capital

According to Farewell, J., a share is, “the interest of a shareholder in the company,
measured by a sum of money, for liability in the first place, and of interest in the second,
but also consisting a series of mutual consent entered into by all the shareholder's interest.”
Section 2(46) of the companies Act, 1956 defines it as “a share in the share capital of a
company, and includes stock except where a distinction between stock and shares is
expressed or implied”.
a) Equity Shares: “The fund raised by issuing equity shares is termed as equity share
capital. Equity share is the most important source of raising long term capital by a
company. These shares do not carry any special or preferential rights in the matter of
payment of annual dividend and repayment of capital at the time of winding up. Equity
shareholder enjoys more voting rights in proportion to several shares held by them.
Thus they take part in the management of the company”.
“Equity shares were earlier known as ordinary shares. The holders of these
shares are the real owners of the company. They have a voting right in the meetings of
holders of the company. They have control over the working of the company. Equity
shareholders are paid dividends after paying them to the preference shareholders. The
rate of dividend on these shares depends upon the profits of the company. They may be
paid a higher rate of dividend or they may not get anything. These shareholders take
more risk as compared to preference shareholders. Equity capital is paid after meeting
all other claims including that of preference shareholders. They take risks both
regarding dividend and return of capital. Equity share capital cannot be redeemed
during the lifetime of the company”.
Features of Equity Shares
Equity shares have the following features:
(i) Permanently Structure: Equity share capital remains permanently with the company.
It is returned only when the company is wound up.
(ii) Maturity period: Normally preference shares have no fixed maturity period except in
the case of redeemable preference shares. Preference shares can be redeemable only at
the time of the company liquidation.

(iii)Residual claims on income: Preferential Shareholders have a residual claim on
income. Fixed-rate of dividend is payable to the preference shareholders.
(iv) Residual claims on assets: The first preference is given to the preference shareholders
at the time of liquidation. If any extra Assets are available they should be distributed
to equity shareholders.
(v) Control of Management: Preference shareholder does not have any voting rights.
Hence, they cannot have control over the management of the company.
(vi) Voting Right: Equity shareholders have voting rights and elect the management of the
company.
(vii)
Dividend Rate: The rate of dividend on equity capital depends upon the
availability of surplus funds. There is no fixed rate of dividend on equity capital
b) Preference Shares: The raising of the fund by the issue of preference shares is called
preference share capital. The Preference shares are those shares that enjoy priority/ first
regarding payment of dividends at a fixed rate out of the net profits of the company. They will
also be entitled to get their dividend every year before any dividend is paid to equity
shareholders. They will have a right to get their settlement before the claims of equity
shareholders are settled at the time of liquidation of the company. However, they do not have
voting rights.
Features of Preference Shares
(i)
The Preference shares are getting priority over payment of dividend and repayment
of capital.
(ii)
The issue of the rate of dividend on preference shares is fixed. Only in the case of
participating preference shares, additional dividends may be paid if profits remain
after paying equity dividends.
(iii) The Preference shares do not create any charge over the assets of the company.
(iv)
The Preference shareholders do not hold voting rights.
(v)
The Redeemable preference shares can be paid off if the company has surplus funds.
(vi)
The Dividend on cumulative preference shares is carried forward to the next year if
the company does not have sufficient profits in the current year.
Classification of Equity Shares
The popular type of classification is as follows:
a) Blue-chip Shares: Shares of well-known and established companies are called Blue
Chip Shares. They must show consistent growth over the years. These shares have
bright prospects and they are expected to contribute to sustained growth in the future
also.
b) Active Shares: Active shares are those in which there are frequent and day-to-day
dealings. They must be bought and sold at least three times a week. Investors can buy
or sell these shares quite easily in the market.
c) Defensive Shares: These shares tend to fall less in a bear market when compared with
other shares and they provide a safe return for the investors’ money. In other words,

d)

e)

f)

g)

these shares are more stable than other shares. Naturally, Blue Chips fall under this
category also.
Turnaround Shares: Turnaround shares are those which either rise or fall all of a
sudden due to turnaround situations prevailing in companies. They offer opportunities
to investors to pick up the shares when their price is low.
Cyclical vs. Non-cyclical Shares: Cyclical shares are those which rise and fall in price
with the state of the national economy of the industries to which they belong like
construction, automobiles, cement, engineering, etc. They also are affected by the
international economy of industries such as shipping, aviation and tourism. They also
include shares that are affected by natural phenomena like fertilisers, tea, etc. If the
shares are not affected by such cyclical changes either due to the state of the national
economy or the international economy, they are called non-cyclical shares. Shares of
drug companies, insurance companies and basic foodstuffs of many consumer products
companies come under this category.
Alpha shares: Alpha shares are those which are most frequently traded in the market.
They are also called specified shares or cleared securities. They are included under
Group A shares while listing on a stock exchange.
Sweat shares: Sweat shares refer to those shares which are issued to employees or
workers who contribute to the development of a company by providing necessary
know-how using their intellectual property. There must be a valuable addition to the
company because of their active involvement in the company and they contribute their
might for the progress of the company. Sweat shares are indeed a reward for hard, active
and dedicated work for the development of a company.

Classification of Preference shares:
h) Cumulative Preference Shares. These shares have a right to claim dividends for those
years also for which there were no profits. Whenever there are divisible profits,
cumulative preference shares are paid a dividend for all the previous years in which
dividends could not be declared.
i) Non Cumulating Preference Shares. The holders of these shares have no claim for
the arrears of dividend. They are paid a dividend if there are sufficient profits. They
cannot claim arrears of dividends in subsequent years.
j) Redeemable Preference Shares. Normally the capital of a company is repaid only at
the time of liquidation, neither the company can return the share capital nor the
shareholders can demand its repayment.
k) Irredeemable Preference Shares. The shares cannot be redeemed unless the
company is liquidated are known as irredeemable preference shares.
l) Participating Preference Shares. The holders of these shares participate in the surplus
profits of the company. They are firstly paid a fixed rate of dividend and then a
reasonable rate of dividend is paid on equity shares. If some profits remain after paying
both these dividends, then preference shareholders participate in the surplus
profits. The mode for dividing surplus profits between preference and equity
shareholders is given in the articles of association.

m) Non-Participating Preference Shares. The shares on which only a fixed rate of
dividend is paid are known as non- participating preference shares. The shares do not
carry the additional right of sharing of profits of the company.
n) Convertible Preference Shares. The holders of these shares may be given a right to
convert their holdings into equity shares after a specified period. These are called
convertible preference shares. The right of conversion must be authorised by the articles
of association.
o) Non-Convertible Preference Shares. The shares which cannot be converted into
equity shares are known as non- convertible preference shares.
II) Debentures: are an important instrument for raising long term debt capital. A company
can raise funds through the issue of debentures which bear a fixed rate of interest. The
individual or person subscribing to debentures is called a debenture holder. An entity raising
funds through debenture has to pay interest at the stipulated date whether it earns profit or loss.
Failure to pay interest leads to liquidation of the company. Debenture holders do not have
voting rights.
According to the Companies Act, the term debentures includes debenture stock, bonds
and many other securities of a company whether contributing a charge on the assets of
the company or not.
A company may raise long-term finance through public borrowings. These loans are raised by
the issue of debentures. A debenture is an acknowledgement of a debt.
“A debenture is a document under the company's seal which provides for the payment of a
principal sum and interest thereon at regular intervals, which is usually secured by a fixed or
floating charge on the company's property or undertaking and which acknowledges a loan to
the company”.
- Thomas EvelyiiFeatures of Debenture
 A debenture or a bond is an acknowledgement of a debt.
 In India, no distinction is made between debentures and bonds.
 A debenture holder is a creditor of the company.
 A fixed-rate of interest is paid on debentures.
 The interest on debentures is charged on the profit and loss account of the company.
 The debentures are generally given a floating charge over the assets of the company.
 When the debentures are secured, they are paid on priority in comparison to all other
creditors.

Types of Debentures
(a) Simple, Naked or Unsecured Debentures: “This type of debentures is not given any
security on assets. They are also treated along with unsecured creditors at the time of
winding up of the company. Thus, they are just called unsecured creditors”.
(b) Secured or Mortgaged Debentures: “These debentures are given security on assets
of the company. In case of default in the payment of interest or principal amount,
debenture holders can sell the assets to satisfy their claims. The debentures may be
given a floating charge over all assets of the company. In this case, debentures are paid
in priority to unsecured creditors. The sale proceeds of assets are first applied to pay
debentures with a floating charge”.
(c) Bearer Debentures: “These debentures are easily transferable. They are just like
negotiable instruments. The debentures are handed over to the purchaser without any
registration deed. Anybody purchasing them with consideration and in good faith
becomes the lawful owner of the debentures. The coupons for interest are attached to
the debentures. The bearer can get interested from the company's bank when it becomes
due”.
(d) Registered Debentures: “As compared to bearer debentures which are transferred by
mere delivery, registered debentures require a procedure to be followed for their
transfer. Both the transferor and the transferee are expected to sign a transfer voucher.
The form is sent to the company along with the registration fees. The name of the
purchaser is entered in the register. The coupons for interest are sent only to the persons
in whose names the debentures are registered”.
(e) Redeemable Debentures. These debentures are to be redeemed in the stipulated
period. The interest on the debentures is paid periodically but the principal amount is
returned after a fixed period. The time for redeeming the debentures is fixed at the time
of their issue.
(f) Irredeemable Debentures. These types of debentures are not redeemable during the
lifetime of the company. They are payable either on the winding up of the company or
at the time of any default on the part of the company. The company can retain the right
to redeem these debentures after giving due notice to the debenture holders.
(g) Convertible Debentures. The debenture holders are given an option to exchange the
debentures into equity shares after the lapse of a specified period. However, debentures
issued at a discount can be converted either into the equivalent number of shares
(representing the nominal amount of debentures) credited as paid up in proportion to
the cash originally paid on the nominal value of debentures or into proportionately”
reduced number of fully paid up shares.
III) Retained Earnings: Retained earnings refer to the process of retaining a part of net profit
year after year and reinvesting them in the business. It is also termed as ploughing back of
profit. An individual would like to save a portion of his/her income for meeting the
contingencies and growth needs. Similarly, a profit-making company would retain a portion of
the net profit to finance its growth and expansion in near future. It is described to be the most
convenient and economical method of finance.

IV) Public Deposits: It is one type of invitation through public through advertisement in the
media. It offers deposit schemes for a longer tenure. The person interested in making a public
deposit has to undergo a simple formality. The interest rates offered by companies on public
deposits are relatively higher than the bank.
SANCHAR is the name of the Public Deposit scheme offered by LIC Housing Finance
Limited. The company started accepting deposits in May 2007.
Features:
1. SANCHAR is the name of the Public Deposit scheme offered by LIC Housing
Finance Limited. The company started accepting deposits in May 2007.
2. The minimum amount of investment is Rs. 10,000/-.
3. The deposit can be placed by Resident Individuals, HUF, Limited, Private Limited
Companies, NRI, Co-operative Societies, and Association of Persons.
4. Deposits can be placed under both Cumulative and Non-Cumulative Options.
5. Deposits can be placed for the duration of 1year, 18 months, 2 years, 3 years and 5
years. However, the maximum term of deposit allowed for NRI is 3 years.
6. Deposits are accepted in joint names not exceeding three in number.
7. The interest is paid /compounded on annual basis.
V) Long Term Loan from Commercial Banks: Commercial banks are important sources of
raising business finance for various purposes as well as for different periods. The long-tenured
loans for a period beyond 5 years also. The long term loan taken from banks can be repaid
either in instalment or in one lump sum. The Banks provide long term loans on the security of
assets of the business firms.
vi) Loan from Financial Institutions: The Central and State Governments have established
various financial institutions in India to provide finance to business enterprises for a longer
period. These institutions aim at promoting the industrial development of a country.
ADVANTAGES AND DISADVANTAGES OF EQUITY SHARES
Advantages of Equity Shares
1. Long term sources of finance: Equity share capital is belonging to the long-term
permanent nature of sources of finance, hence, it can be used for long-term or fixed
capital requirements of the business concern.
2. No Obligation for Dividend: Equity shares do not create any obligation to pay a fixed
rate of dividend.
3. No Security: Equity shares can be issued without creating any charge over the
company.
4. Source of Funds: It is a permanent source of capital and the company has
to repay it except under liquidation
5. Voting Rights: Equity shareholders are the real owners of the company who have the
assets of the voting rights.

6. Less cost of capital: Cost of capital is the major factor, which affects the value of the
company. If the company wants to increase the value of the company, they have to use
more share capital because it consists of less cost of capital (Ke) while compared to
other sources of finance.
7. Retained Earnings: When the company have more share capital, it will be suitable
for retained earnings which are the fewer cost sources of finance while compared to
other sources of finance.
8. Real Gainers: In the case of profits, equity shareholders are the real gainers by way
of increased dividends and appreciation in the value of shares.
Disadvantages of Equity Shares
1. Trading on Equity: If only equity shares are issued, the company cannot take the
advantage of equity trading.
2. Irredeemable: Equity shares cannot be redeemed during the lifetime of the business
concern. It is the most dangerous thing of over capitalization.
3. The danger of Over Capitalisation: As equity capital cannot be redeemed, there is
the danger of over capitalisation.
4. Obstacles for Management: Equity shareholders can put obstacles for management
by manipulating and organising themselves.
5. Speculation: During prosperous periods higher dividends have to be paid
leading to an increase in the value of shares in the market and it leads to speculation,
6. Safe Investors: Investors who desire to invest in safe securities with a fixed income
have no attraction for such shares.
7. No trading on equity: When the company raises capital only with the help of equity,
the company cannot take the advantage of equity trading.
8. Leads to speculation: Equity shares dealings in the share market lead to secularism
during prosperous periods

ADVANTAGES AND DISADVANTAGES OF PREFERENCE SHARES
Advantages or Merits of Preference Shares
Preference shares provide several advantages both to the company as well as
investors or shareholders.
(I)
Company's Point of View. The company has the following advantages by issuing
the preference shares:
a) No legal obligation: There is no legal obligation to pay a dividend on preference shares.
Preference dividend is payable only out of distributable profits at the discretion of the
management. Hence, a company does not face a financial burden or legal action if it
does not pay a dividend.
b) Long term Capital: Preference shares provide long-term capital for the company.
c) No Liability: There is no liability of the company to redeem preference shares during
the lifetime of the company. Even in the case of redeemable preference shares, they

d)
e)
f)
g)

h)
i)
j)

have to be redeemed either out of accumulated profits or out of the proceeds of a fresh
issue of shares. Further, there are no significant penalties for delaying the redemption
of preference shares.
Participation: Participative preference shareholders can participate in the surplus
profit after distribution to the equity shareholders.
Convertibility: Convertibility preference shares can be converted into equity shares
when the articles of association provide such conversion.
Repayment of Capital: Redeemable preference shares have the added advantage of
repayment of capital whenever there are surplus funds with the company.
Dividend Payment: As a fixed rate of dividend is payable on preference shares, these
enable a company to adopt trading on equity I e. to increase the rate of earnings on
equity shares after paying a lower rate of fixed dividend on preference shares.
Credit Worthiness: As preference share capital is generally regarded as part of a
company's net worth, it enhances the credit worthiness of a firm.
Voting right: Preference shares do not carry voting rights under normal circumstances
and hence there is no dilution of control.
No pledge: As no specific assets are pledged against the preferred stock, the mortgage
able assets of the company are conserved.

Investor's/Shareholder's Point of View. Investors in preference shares enjoy the
following advantages:
a) Dividend Payment: It earns a fixed rate of dividend.
b) Cumulative dividends: Preference shares have another advantage which is called
cumulative dividends. If the company does not earn any profit in any previous years,
it can be cumulative with a future period dividend.
c) Security: It is superior security over equity shares.
d) Liquidation: It provides preferential rights regarding payment of dividends and
repayment of capital at the time of liquidation of the company. Hence, such investors
who prefer the safety of their capital and want to earn income with greater certainty
always prefer to invest in preference shares.
e) Voting Right: Preference shares although carry no voting rights, but the holders of
such shares can vote on matters directly affecting their rights as well as on all
resolutions if the dividend due on their shares is remaining unpaid.
f) Participation: Participative preference shareholders can participate in the surplus
profit after distribution to the equity shareholders.
Disadvantages of Preference Shares
Despite many advantages, preference shares suffer from many shortcomings:
(A) Company's Point of view. The following are the main disadvantages of preference
shares from the company's point of view :
(i) Expensive source: It is an expensive source of finance as compared to debt because
generally the investor's expect a higher rate of dividend on preference shares as

compared to the rate of interest on debentures. This is so because of a high-risk factor
as compared to debt.
(ii)
Payment of Dividend: Cumulative preference shares become a permanent burden
so far as the payment of the dividend is concerned.
(iii) Legal Obligation: Although there is no legal obligation of a company to pay a
dividend on preference shares, frequent delays or non-payment adversely affect the
credit worthiness of the firm.
(iv)
Tax point of view: Preference share dividend is not a deductible expense while
calculating tax while interest is a deductible expense. Thus, there is a tax
disadvantage to the company.
(v)
Voting right: In some cases, preference shares carry even the voting right and
hence the control and management of the company may be diluted.
(B) Shareholder's Point of View. Investors suffer from the following demerits of
preference shares :
(i) The mercy of Management: As the preference shareholders, ordinarily, do not have
any voting rights, they remain at the mercy of the management for the payment of
dividends and redemption of their capital.
(ii)
Rate of Dividend: The rate of dividend on preference shares is usually lower as
compared to equity shares.
(iii) Charge: Preference shareholders do not have any charge on the assets of the
company while debentures, usually, provide a charge on all the assets of the
company.
(iv)
Market Price: The market prices of preference shares fluctuate much more than
that of debentures.
DEFERRED SHARES

NO PAR SHARES

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

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

These shares were issued to the founder at a Value of no. per share =
small denomination to control the The real net worth /Total no. of shares
management by the virtue of their voting
rights.

4.10.

FEATURES OF BONDS AND THEIR TYPES

Every bond has certain features which describe it. Some common features of a bond are given
below:
1. Face Value or Par Value: The bond has some basic denomination based on which
interest (or coupon) is paid. The issue price of the bond may be the same as its face
value of different from its face value. When the issue price is higher than the face value
of the bond, it is said to be issued “at a premium”. When the issue price of the bond is
lower than its face value then it is said to be issued “at discount”. However, interest (or
coupon) on the bond is always calculated on the par value of the bond irrespective of
its issue price.
2. Coupon Rate: The coupon rate is the rate of interest paid to the bondholder on the face
value of the bond. It is fixed in advance and is specified in the bond agreement. Thus,
the coupon rate specifies the fixed return which the bondholder will get at fixed
intervals (say every year) from the date of issue till maturity.
3. Maturity Period: The Bonds have long term maturity such as 10 years or 15 years or
short term maturity say 1 year or 3 years etc. It is a time horizon for which a bond is
issued to the bondholder. The issuer of the bond is required to pay interest on the bond
during this period and redeem bonds at the end of this period.
4. Collateral: Bonds may be secured by some asset or security. Collateral is the asset or
security against which bonds are issued. When a company defaults in the payment of
interest or repayment of bond value, the bond trustee can dispose of this asset or security
to recover the amount for bondholders.
5. Less Volatile: The bond market is generally less volatile than an equity market and is
more suitable for investors with lower risk tolerance.
6. Redemption Value: It is the value of the bond paid by the company to the bondholder
at the time of maturity. The redemption value can be higher than, lower than or equal
to the face value of the bond. If redemption value is higher than bond face value it is
termed as redemption at a premium. If redemption value is lower than the bond face
value, it is referred to as redemption at discount. When redemption value is equal to the
face value of the bond, it is termed redemption at par. The redemption value of the bond
is also specified in the bond agreement.
7. Bondholder: It refers to all those terms and conditions agreed upon by the issuer of the
bond and bondholder. It is a contract between the issuing corporation and the
bondholder. It covers several items specifying all the features of the bond such as
coupon rate, mode and frequency of interest payments, redemption price, maturity date,
collateral, sinking fund, the priority of payment in times of liquidation etc. There are
three parties to a bond indenture- the issuing corporation, the bond trustee and the
bondholder.
8. No Voting Rights: The Bondholders of a company do not have any formal voting
rights in normal circumstances. Bondholders are creditors of a company and hence in
special cases, they may have some representation on the board of management of the
company.

9. Liquidation: The claims of bondholders are settled first and then the claims of
preference shareholders and equity shareholders are settled.
TYPES OF BONDS
‘Bond’ is a generic term that signifies fixed-income security. It must be noted here that in India,
bonds and debentures terms are used interchangeably. It can classify bonds into various
categories.
1. Secured and Unsecured Bonds: Secured bonds are the bonds for which the issuer
company provides some asset (e.g., land, building etc.) as security or mortgage with the
bond trustee. If the company fails to pay interest or repay the principal amount, then
the asset is sold to recover such amount. In the case of unsecured bonds, no such asset
is kept as security or mortgage. Therefore, unsecured bonds are riskier than secured
bonds. In case of liquidation, secured bonds get priority payments over unsecured
bonds.
2. Redeemable and Irredeemable Bonds: These deem able bonds are the bonds that are
to be redeemed by the issuing company after the expiry of a specified period known as
the maturity period. The redemption can be done at a premium, par or discount.
Irredeemable bonds, on the other hand, have an infinite time horizon is no maturity
period is specified in this case. Such bonds are not redeemed by the company during its
life. The bondholder continues to get interest income on irredeemable bonds throughout
the life of the company or till the time company decides to redeem the bonds.
Irredeemable bonds are also referred to as Perpetual Bonds. In real practice,
irredeemable bonds are a rare phenomenon.
3. Convertible and Non-Convertible Bonds (or Debentures): Fully convertible bonds
(debentures) are the bonds that are fully converted into equity shares after a specified
period. The Partly convertible bonds (or debentures) are those bonds for which a part
of the face value of the bond is converted into equity shares after a specified time and
the balance remains as pure bonds to be redeemed as per the terms and conditions of
the bond agreement.
The Convertible or Convertible at the option of the bondholder/issuing
company. Some companies in India have also issued multi-option convertible
debentures, where the debenture holder is given different options regarding conversion
type, mode and timing of conversion. Non-convertible bonds (or Debentures) are
those bonds that have no conversion clause i.e. they are not to be converted into equity
shares after a specified period. These bonds are redeemed at maturity. These bonds may
be redeemed at par, at a premium or discount.
4. Callable and Puttable Bonds: The peculiar feature of these bonds is that the bond
indenture has a 'call option' (in case of callable bond) or a 'put option' (in case of puttable
bond). A call option is the right of the issuer company to call off or redeem bonds after
a specified period but before maturity. Generally, the company exercises its right to
redeem or call option' if the market interest rate declines and becomes less than In that
case it makes sense for the issuer company to redeem early the high coupon rate bearing

bonds and issue a new series of bonds with a lower coupon rate. Since these bonds are
callable at the option of the issuer company, the bondholders are exposed to an
additional source of risk i.e. call risk. Hence other things being equal a call able bond
is available at a lower price in the market than a normal bond. ICICI Ltd. issued a series
of Callable bonds in the year 2003 with a call option after 3 years.
Puttable bonds, on the other hand, have a “put option". A put option is the right
of the bondholder to ask for redemption after a specified period but before maturity.
The company is obliged to redeem the bonds on which put option is exercised by the
bondholders. Generally, bondholders exercise their put option, when the market interest
rate goes up and becomes significantly higher than the coupon rate. In such a case it
makes sense for the bondholder to get the existing bond carrying a lower coupon rate
redeemed and instead buy a new series of bonds having a higher coupon rate. Since
these bonds are redeemable at the option of the bondholder, the bondholder has a
privileged position. Hence other things being equal a puttable bond is available at a
higher price in the market than a normal bond.
5. Zero-Coupon Bonds or Zero Interest Fully Convertible Debentures (ZIFCD):
These debentures are also issued at discount and for the intervening period the
debenture holder does not receive any interest income. At maturity, these debentures
are convertible into equity shares and hence the net gain or loss to the debenture holder
depends upon the market price of the share at the time of conversion/maturity. The zerocoupon bonds do not carry any coupon rate and hence no interest is paid/received on
such bonds. These bonds are issued at discount and redeemed at par. Zero Interest Fully
Convertible Debentures (ZIFCD) are those zero coupon debentures that are
compulsorily fully convertible into equity shares at the expiry of a specified period (not
exceeding three years) from the date of issue as per SEBI guidelines.
6. Deep Discount Bonds (DDBs): A DDB is a non- convertible zero-coupon bond issued
at a heavy discount and redeemable at par after a specified period. The return on a DDB
is calculated as the difference between the redemption price (and face value) and the
discounted issue price.
7. Tax-Free Bonds: Another popular type of bond especially issued by infrastructure
companies in India, is tax-free bonds. Interest income on tax-free bonds is exempt from
income tax and hence such bonds become a lucrative investment option for investors in
the higher tax brackets. Tax-free bonds are generally available for a maturity period of
10 years, 15 years and 20 years.
8. Junk Bonds: Junk bonds are bonds that have high default risk. Due to high risk, these
bonds have high coupon rates and trade at higher yields. Junk bonds are the bonds of
companies having very low credit ratings and hence should be avoided by an investor.
Due to high risk and high yield, these bonds are generally subscribed by speculators.
9. Municipal Bonds: Bonds issued by state and local governments are termed municipal
bonds. These bonds are not very popular in India due to high risk. Further, not many
local governments issue these bonds in India.

10. Floating Rate Bonds: This is an innovation in the bond market. Floating rate bonds
do not have a fixed coupon rate. In this case, the coupon rate is linked to another base
interest rate such as Repo rate or MIBOR (Mumbai Inter-Bank Offer Rate). A change
in Repo rate (or MIBOR) will cause a change in coupon rate hence interest income from
this bond will be fluctuating rather than be fixed and constant.
11. Inverse Floaters Bonds: Inverse floaters bonds are those floating rate bonds, the
coupon rate of which move in the opposite direction of the linked base rate.
12. Treasury Bonds and Corporate Bonds: The Bonds issued by the central government
of a country are often referred to as sovereign bonds or treasury bonds. Treasury bonds
do not have any call or put option. The Treasury bonds are in the form of Zero-coupon
bonds i.e. they do not have any explicit coupon rate. Thus, bonds issued by a company
are termed corporate bonds. They generally have a call option or put option.
13. International Bonds: There are two categories of international bonds as foreign bonds
and Euro bonds. The Foreign bonds are issued by a borrower from a country other than
the one in which the bond is sold. These bonds are denominated in the currency of the
country in which it is marketed.
4.11.

DIFFERENCE BETWEEN PREFERENCE SHARE AND EQUITY SHARE

The distinction between Preference and Equity Shares
Basis
Preference Shares
Equity Shares
Preference
Preference in payment of No preference for dividend and capital.
dividend and return of capital Dividend paid only after paying it to
on winding up of the company. preference shareholders.
They are not the real owners of They are the owners of the company and
Ownership
the company.
participate in electing the Board of
Directors.
No voting right is given to They have full voting rights and
Voting Rights
preference
shareholders, participate in electing management.
however, they can vote if their
interests are affected.
The rate of dividend is fixed. It The rate of dividend depends upon the
Dividend
sometimes accumulates if availability of profits. There will be no
sufficient profits are not dividend if profits are not there.
available.
One category of preference Equity shares cannot be redeemed
Redemption
shares can be redeemed at the during the lifetime of the company.
discretion of the company.

4.12.

DIFFERENCE BETWEEN SHARES AND DEBENTURE

The distinction between Shares and Debentures
Basis
Shares
Meaning
A share is a part of owned capital.
Payment
Policy

Charge

Debentures
A debenture is an acknowledgement
of a debt.
Shareholders are paid a dividend on the Debenture holders are paid interest on
shares held by them.
debentures.
The rate of dividend depends upon the A fixed-rate of interest is paid on
number of divisible profits and the debentures irrespective of profit or
policy of the Board of Directors.
loss.

A dividend on shares is a charge against
the Profit and Loss Appropriation
account.
Voting right Shareholders have voting rights. They
have control over the management of the
company. They are the owners of the
company.
Redeemable Shares are not redeemable (except
redeemable preference shares) during
the life of the company.
Liquidation

Interest on debentures is a charge
against the Profit and Loss account.
Debenture holders are only creditors
of the company. They have no say in
the company.
Debentures can be redeemed after a
certain period.

At the time of liquidation of the Debentures are payable in priority
company, share capital is payable after over share capital.
meeting all outside liabilities.

Importance of Debentures as a Source of Finance
Debentures or bonds have a great significance in the financial plan of a company. The use of
such creditorship securities along with ownership securities in the financing of a company
generally tends to reduce the cost of capital and consequently helps to improve the earnings of
the shareholder. The importance of debentures or bonds as a source of corporate finance can
be evaluated from the following advantages and limitations.
Advantages of Debentures
Debentures offer several advantages both to the company as well as investors. These are
discussed as below:
(a) Advantages to the Company. The company has the following main advantages of
using debentures and bonds as a source of finance
i.
Source: Debentures provide long-term funds to a company.
ii. Interest: The rate of interest payable on debentures is, usually, lower than the rate
of dividend paid on shares.
iii. Tax: The interest on debentures is a tax-deductible expense and hence the effective
cost

of debentures (debt-capital) is lower as compared to ownership securities where the
dividend is not a tax-deductible expense.
iv.
Voting Right: Debt financing does not result in dilution of control because
debenture holders do not have any voting rights.
v. Structure: A company can trade on equity by mixing debentures in its capital
structure and thereby increasing its earnings per share.
vi.
Interest: Many companies prefer the issue of debentures because of the fixed rate
of
interest
attached to them irrespective of the changes in price levels.
vii.
Structure: Debentures provide flexibility in the capital structure of a company as
the same can be redeemed as and when the company has surplus funds and desires
to do so.
viii. Even during the depression, when stock market sentiment is very low, a company
may
be able to raise funds through the issue of debentures or bonds because of certainty
of income and low risk to investors.
(b) Advantages to Investors. It is not only the company but also the investors who are
benefited by investing in debentures or bonds. The following are the main advantages
from the point of view of investors:
i.
Source: Debentures provide a fixed, regular and stable source of income to their
investors.
ii. Safe Investment: It is comparatively a safer investment because debenture holders
have either a specific or a floating charge on all the assets of the company and enjoy
the status of a superior creditor in the event of liquidation of the company.
iii. Maturity: Many investors prefer debentures because of a definite maturity period.
iv.
Mortgage: A debenture is a usually more liquid investment and an investor can sell
or mortgage his instrument to obtain loans from financial institutions.
v. Guidelines applicable: The interest of debenture holders is protected by various
provisions of the debenture trust deed and the guidelines issued by the Securities
and Exchange Board of India in this regard.
Table: Resources Mobilisation through public issue of Corporate Bonds
during 2010-11 to 2020-21
Amount
(Rs
Period
No. of Issues
crore)
2010-11
6
2495.4
2011-12
14
26984.2
2012-13
21
17241.8
2013-14
24
28734.6
2014-15
24
9413.4
2015-16
21
34111.9
2016-17
14
29093.1
2017-18
8
5172.6

2018-19
25
36679.4
2019-20
34
14984.0
2020-21$
10
3871.1
# As of December 31, 2019, Note: the issue is categorised based on their
respective closing dates
Source: SEBI
Disadvantages of Debentures
Despite many advantages, debenture financing suffers from certain limitations. The following
are the major disadvantages of debentures:
(a) From the Point of View of Company. Accompany suffers from the disadvantages of
debt-financing :
i. The fixed interest charges and repayment of principal amount on maturity are legal
obligations of the company. These have to be paid even when there are no profits.
Hence, it is a permanent burden on the company. Default in these payments adversely
affected the creditworthiness of the firm and even may lead to the winding up of the
company.
ii. The Charge on the assets of the company and other protective measures provided to
investors by the issue of debentures usually restrict a company from using this source
of finance. A company cannot raise further loans against the security of assets already
mortgaged to debenture holders.
iii. The use of debt financing usually increases the risk perception of investors in the firm.
This enhanced financial risk increases the cost of equity capital.
iv.
The Cost of raising finance through debentures is also high because of the high stamp
duty.
v. A company who’s expected future earnings are not stable or who deals in products with
highly elastic demand or who does not have sufficient fixed assets to offer as security
to debenture holders cannot use this source of raising funds to its benefit.
(b) From the Point of View of Investors. Many investors do not find debentures or bonds
as an attractive investment because of the following:
i.
Debentures do not carry any voting rights and hence its holders do not have any
controlling power over the management of the company.
ii.
Debenture holders are merely creditors and not the owners of the company. They
do not have any claim on the surplus assets and profit of the company beyond the
fixed interest and their principal amount.
iii.
Interest on debentures is fully taxable while shareholders may avoid tax by way of
stock dividend (bonus shares) in place of a cash dividend.
iv.
The prices of debentures in the market fluctuate with the changes in the interest
rates.
v.
Uncertainly about redemption also restricts certain investors from investing in
such securities.
The Debt Market in India consists of mainly two categories: the corporate bond market and the
government securities (G-sec) market comprising central government and state government

securities. Financial institutions (FI), public sector units (PSU) and the non-financial private
sector raise debt capital in the corporate bond market (also known as the non-G-sec market) by
issuing bonds/debentures. To finance its fiscal deficit, the government floats fixed income
instruments and borrows money by issuing G-secs, which are sovereign securities issued by
the Reserve Bank of India (RBI) on behalf of the Government of India. The G-sec market forms
the major part of the debt market in terms of outstanding issues, market capitalisation and
trading value. It sets a benchmark for the rest of the market. The market for debt derivatives
has not yet developed appreciably, although a market for over-the-counter (OTC) derivatives
in interest rate products exist.
INTERNAL SOURCE FINANCE
The firm/enterprise can mobilize finance through external and internal sources. The new
firm/company may not raise internal sources of funds/finance and they can raise funds/ finance
only through external sources such as shares, debentures and loans but the existing firm/
company can raise both internal and external sources of finance as per their financial
requirements. Internal sources of finance may be broadly classified into two categories: (A).
Depreciation Funds (B). Retained earnings
INTERNAL SOURCE OF FINANCE
(A). Depreciation Funds
(B). Retained earnings
(A) Depreciation Funds: Depreciation funds are the major part of internal sources of
finance, which is used to meet the working capital requirements of the business concern.
Depreciation means a decrease in the value of the asset due to wear and tear, lapse of
time, obsolescence, exhaustion and accident. Generally, depreciation is changed against
fixed assets of the company at a fixed rate for every year. The purpose of depreciation
is the replacement of the assets after the expired period. It is one kind of provision of
the fund, which is needed to reduce the tax burden and overall profitability of the
company.
(B). Retained Earnings: Retained earnings are another method of internal sources of finance.
Is not a method of raising finance, but it is called an accumulation of profits by a company for
its expansion and diversification activities. Retained earnings are called under different names
such as; self-finance, inter finance, and plugging back of profits.
According to the Companies Act 1956 certain percentage, as prescribed by the central
government (not exceeding 10%) of the net profits after tax of a financial year have to be
compulsorily transferred to reserve by a company before declaring dividends for the year.
Under the retained earnings sources of finance, a part of the total profits is transferred to various
reserves such as general reserve, replacement fund, reserve for repairs and renewals, reserve
funds and secrete reserves, etc.

Advantages of Retained Earnings
Retained earnings consist of the following important advantages:
 Useful for Expansion and Diversification: Retained earnings are most useful to the
expansion and diversification of business activities.
 Economical Sources of Finance: Retained earnings are one of the least costly sources
of finance since it does not involve any floatation cost as in the case of raising funds by
issuing different types of securities.
 No Fixed Obligation: If the companies use equity finance they have to pay a dividend
and if the companies use debt finance, they have to pay interest. But if the company
uses retained earnings as sources of finance, they need not pay any fixed obligation
regarding the payment of dividends or interest.
 Flexible Sources: Retained earnings allow the financial structure to remain completely
flexible. The company need not raise loans for further requirements if it has retained
earnings.
 Increase the Share Value: When the company uses the retained earnings as the source
of finance for their financial requirements, the cost of capital is very cheaper than the
other sources of finance; hence the value of the share will increase.
 Avoid Excessive Tax: Retained earnings provide opportunities for evasion of excessive
tax in a company when it has a small number of shareholders.
 Increase Earning Capacity: Retained earnings consist of the least cost of capital and
also it is most suitable to those companies which go for diversification and expansion.
Disadvantages of Retained Earnings
Retained earnings also have certain disadvantages:
 Misuses: The management by manipulating the value of the shares in the stock market
can misuse the retained earnings.
 Leads to Monopolies: Excessive use of retained earnings leads to a monopolistic
attitude of the company.
 Over Capitalization: Retained earnings lead to over capitalization because if the
company uses more and more retained earnings, it leads to an insufficient source of
finance.
 Tax Evasion: Retained earnings lead to tax evasion. Since the company reduces tax
burden through the retained earnings.
 Dissatisfaction: If the company uses retained earnings as a source of finance, the
shareholder can’t get more dividends. So, the shareholder does not like to use the
retained earnings as a source of finance in all situations.

4.13.
INNOVATIVE FINANCIAL INSTRUMENTS ARE THE SOURCE OF
FINANCE
Many innovative financial instruments have come into the financial market in recent times.
Some of them have been briefly discussed here under:
(i)
Commercial Paper: Commercial paper is a short-term negotiable money market
instrument. It is also an unsecured promissory note with a fixed maturity of 3 to 6
months. This can also banking and non-banking companies which issue this for
raising their short-term debt. It also carries an attractive rate of interest. The
Commercial papers are sold at a discount from their face value and redeemed at
their face value. Since its denomination is very high, it is suitable only for
institutional investors and companies.
(ii)
Treasury bill: The Treasury bill is a money market instrument issued by the Central
Government. This can also issue at a discount and redeemed at par. Further, the
Government has come out with short-term treasury bills of 182days bills and 364 days bills.
(iii) Certificates of Deposit: This is also a short term investment avenue. The scheduled
commercial banks have been permitted to issue a certificate of deposit without any
regulation on interest rates. This is also a money market instrument and unlike a
fixed deposit receipt, it is a negotiable instrument and hence it offers maximum
liquidity. As such, it has a secondary market too. Since the denomination is very
high, it is suitable mainly for institutional investors and companies.
(iv)
Inter-Bank Participations (IBPs): “The scheme of inter-bank participation is
confined to scheduled banks only for a period ranging between91 days and 180
days. This may be 'with risk' participation or 'without risk' participation. However,
only a few banks have so far issued IBPs carrying an interest rate ranging between
14 and 17 per cent per annum. This is also a money market instrument”.
(v)
Zero-interest convertible debenture/bonds: The instruments carry no interest till
the time of conversion. These instruments are converted into equity shares after
some time.
(vi)
Deep discount bonds: There will be no interest payments in the case of deep
discount bonds also. Hence, they are sold at a large discount to their nominal value.
(vii) Index-linked Gilt bonds: These are instruments having a fixed maturity. Their
maturity value is linked to the index prevailing as on the date of maturity. Hence,
they are inflation-free instruments. “The Indian bond market has grown by leaps
and bounds after liberalisation. With many foreign investors holding a certain
proportion of fixed-income instruments in their portfolios, the Indian bond market
has witnessed strong inflows of foreign capital in the past few decades. The primary
role of a bond market is to help the government and large private entities access
long term capital”.
(viii) Option bonds: “These bonds may be cumulative or non-cumulative as per the
option of the holder of the bonds. In the case of cumulative bonds, interest is
accumulated and is payable only on maturity. But, in the case of a non-cumulative

bond, the interest is paid periodically. This option has to be exercised by the
prospective investor at the time of investment”.
(ix)
Secured premium notes: These are instruments that carry no interest for three
years. In other words, their interest will be paid only after 3 years, and hence,
companies with high capital-intensive investments can resort to this type of
financing
(x)
Medium-term Debentures: Generally, debentures are after a long period. But,
these debentures have a medium-term maturity. Since they are secured and
negotiable, they are highly liquid. These types of debt instruments are very popular
in Germany.
(xi)
Variable-rate Debentures: Variable rate debentures are debt instruments. They
carry a compound rate of interest, but this rate of interest is not a fixed one. It varies
from time to time by some pre-determined formula as we adopt in the case of
Dearness Allowance calculations.
(xii) Non-convertible debentures with equity warrants: Generally, debentures are
redeemed on the date of maturity. But, these debentures are redeemed in full at a
premium in instalments as in the case of anticipated insurance policies. The
instalments may be paid at the end of the 5th, 6th, 7th and8thyear from the date of
allotment.
(xiii) Debentures with ‘Call’ and ‘Put’ feature: Sometimes, debentures may be issued
with the 'Call' and 'Put' features. In the case of debentures with the 'Call feature', the
issuing company has the option to redeem the debentures at a certain price before
the maturity date. In the case of debentures with the 'Put feature', the company gives
the holder the right to seek redemption at specified times at predetermined prices.
(xiv) Easy Exit bond: As the name indicates, this bond enables the small investors to
encash the bond at any time after 18 months of its issue and thereby paving a way
for an easy exit. It has a maturity period of 10 years with a call option any time after
5 years.
(xv) Retirement bond: “This type of bond enables an investor to get an assured monthly
income for a fixed period after the expiry of the 'wait period' chosen by him. No
payment will be made during the 'wait period.' The longer the waiting period, the
higher will be the monthly income. Besides these, the investor will also get a lump
sum amount on maturity”.
(xvi) Regular income bond: This bond offers an attractive rate of interest payable halfyearly with the facility of early redemption. The investor is assured of regular and
fixed income.
(xvii) Infrastructure bond: It is a kind of debt instrument issued with a view of giving
tax shelter to investors. The resources raised through this bond will be used for
promoting investment in the field of certain infrastructure industries.
(xviii) Carrot and stick bonds: The Carrot bonds have a low conversion premium to
encourage early conversion, and sticks allow the issuer to call the bond at a specified
premium if the common stock is trading at a specified percentage above the strike
price.

(xix)

Convertible bonds with a premium put: These are bonds issued at face value with
a put, which means that the bondholder can redeem the bonds for more than their
face value.
(xx) Debt with equity warrant: The bonds are issued with warrants for the purchase of
shares. These warrants are separately tradable.
(xxi) Dual currency bonds: Bonds that are denominated and pay interest in one currency
and are redeemable in another currency come under this category. They facilitate
interest rate arbitrage between two markets.
(xxii) ECU Bonds (European Currency Unit Bonds): These bonds are denominated in
a basket of currencies of the 10 countries that constitute the European community.
They pay principal and interest in ECUs or any of the10 currencies at the option of
the holder.
(xxiii) Yankee bonds: If bonds are raised in the USA, they are called Yankee bonds and
if they are raised in Japan, they are called Samurai Bonds.
(xxiv) Flip-flop notes: It is a kind of debt instrument that permits investors to switch
between two types of securities e.g., to switch over from a long-term bond to a
short-term fixed-rate note.
(xxv) Floating Rate Notes (FRNs): These are debt instruments that facilitate periodic
interest rate adjustments.
(xxvi) Loyalty coupons: These are entitlements to the holder of debt for two to three years
to exchange into equity shares at discount prices. To get this facility, the original
subscriber must hold the debt instruments for the said period.
(xxvii) Green Bonds: These types of bonds concerned with eco-friendly projects are called
green bonds. In other words, those bonds are issued to raise funds for a 'green'
project like climate change, renewable energy, sustainable water, waste
management, clean transport, etc.
A circular from SEBI on perpetual bonds in the second week of March set off tensions
between the Finance Ministry and the market regulator and sent debt mutual fund investors
into a tizzy once again. While the circular intended the changes to take effect from April 1,
2021, SEBI is now said to be doing a rethink.
What is it?
Perpetual bonds are fundraising instruments that do not carry any maturity date as bonds
usually do. Instead, they offer to pay their buyers a coupon or interest at a fixed date for
perpetuity. While a variety of entities may issue perpetual bonds, the most common ones in
India are issued by banks to meet their Basel III capital norms and are called Additional Tier
1 or AT1 bonds. In the case of bank AT1 bonds, banks can write off the principal in addition
to not paying interest if they run short of capital or face bankruptcy. For an investor, this
feature and the eternal nature of these bonds add to the risk; but they usually fetch higher
yields than other debt instruments. While the principal amount in such bonds is never really
due for repayment, issuers do attach a call option. So, at the end of a specific term, say five
or 10 years from the issue date, the issuers can buy back the bonds from the investors.
Investors can also use the secondary market as a means of exit in the case of traded perpetual
bonds. Given the higher risk appetite required for such instruments, SEBI has restricted the

purchase of such bonds to institutions. Debt mutual funds with retail investors in them
however own such bonds. After the recent write-off of AT1 bonds of YES Bank and its
consequent effect on debt mutual funds, SEBI, in March, decided to further protect retail
investors in debt funds by setting a10 per cent limit for debt funds to invest in such bonds. It
also laid down those funds need to value these bonds as if they were
100-year bonds and, if illiquid, to reflect their true risk.
Why is it important?
Bonds are valued by discounting the future interest receipts and principal repayments to
present value. Today, fund houses value perpetual bonds assuming that their issuers will
exercise their call options five or 10 years from the issue date. But SEBI wants fund houses
to value them as if the principal will be returned only 100 years later. Following this tweak
in norms, perpetual bonds not traded frequently may see a sharp fall in value. Not only will
this change in valuation norm lead to significant volatility in the NAVs of several debt
schemes, but the calculation can itself be cumbersome. Take the case of nontraded or thinly
traded perpetual bonds.
SEBI classifies debt securities with a trading volume of less than ₹5crore in a calendar month
as thinly traded. Perpetual bonds that fall into this category may need to build a riskfree
benchmark and identifying a 100yearbenchmark can be tough. The Finance Ministry appears
worried about the circular because, with stiffer valuation norms and the 10per cent limit on
debt scheme exposures, public sector banks may find it tougher to raise capital through this
route.
Why should I care?
While the fund houses have their work cut out, investors in debt schemes may have their
troubles too if they own schemes with large perpetual bond exposures as their returns may
get more volatile. Prices of perpetual bonds in the market have already tanked sharply in the
last couple of weeks after the SEBI circular. Since the circular mandates the valuation to be
updated by April 1, debt schemes that have higher exposure to thinly traded perpetual bonds
may need to wind down this exposure or revalue these bonds causing NAV blips. A CRISIL
Research report has found that 36debt schemes from 13 fund houses held more than the SEBI
mandated limit of 10 per cent in perpetual bonds. The bottom line is their name may be bond,
but perpetual instruments are almost as risky as stocks.
Source: Business Line, 23rd March 2021, p.5.
VENTURE CAPITAL
Meaning of Venture Capital
The term ‘venture capital’ represents a financial investment in a highly risky project to earn a
high rate of return. While the concept of venture capital is very old, the recent liberalisation
policy of the government appears to have given a fillip to the venture capital movement in
India. In the real sense, venture capital financing is one of the most recent entrants in the Indian
capital market.

There is significant scope for venture capital companies in our country because of the
increasing
emergence
of
technocrat
entrepreneurs
who
lack
capital
to be risked. These venture capital companies provide the necessary risk capital to the
entrepreneurs to meet the promoters' contribution as required by the financial institutions. In
addition to providing capital, these VCFs (venture capital firms) take an active interest in
guiding the assisted firms.
A young, high tech company that is in the early stage of financing and is not yet ready to make
a public offer of securities may seek venture capital. Such high-risk capital is provided by
venture capital funds in the "form of long-term equity finance with the hope of earning a high
rate of return primarily in the form of capital gain. The venture capitalist acts as a partner with
the entrepreneur.
Features of Venture Capital
The main features of venture capital can be summarised as follows:
a)
High Degrees of Risk. Venture capital represents a financial investment in a highly
risky project to earn a high rate of return.
b)
Equity Participation. Venture capital financing is, invariably, actual or potential
equity participation wherein the objective of a venture capitalist is to make a capital
gain by selling the shares once the firm becomes profitable.
c)
Long Term Investment. Venture capital financing is a long term investment. It
generally takes a long period to encash the investment in securities made by venture
capitalists.
d)
Participation in Management. In addition to providing capital, venture capital
funds take an active interest in the management of the assisted firms. Thus, the
approach of venture capital firms is different from that of a traditional lender or
banker. It is also different from that of an ordinary stock market investor who
merely trades in the shares of a company without participating in their management.
It has been rightly saying, “venture capital combines the qualities of banker, stock
market investor and entrepreneur in one.
Venture capital financing involves a high degree of risk. Moreover, the guidelines issued
by the government for the setting up of venture capital companies are too restrictive and
unrealistic and have come in the way of their growth. In addition to the venture capital
companies, the Government of India has been instrumental in setting up several new financial
agencies to serve the increasing needs of the entrepreneurs in the area of venture
capital. These include:
i.
Venture Capital Scheme of IDBI.
ii.
Venture Capital Scheme of ICICI.
iii.
Risk Capital and Technology Corporation Ltd. (RCTC).
iv.
Infrastructure Leasing and Financial Services Ltd. (LI and FS).
v.
Stock Holding Corporation of India Ltd. (SHCEL) to provide help in the transfer of
shares and debentures.

vi.

vii.

The Credit Rating Information Services of India Ltd. (CRSIL) undertake the rating
of fixed deposit schemes, debentures/bonds, and provide credit assessment of
companies.
The National Venture Fund for Software and IT industry (NVFSIT) launched in the
year 1999-2000.

LEASE FINANCING
Introduction
In addition to debt and equity financing, leasing has emerged as a third important source
of intermediate and long-term financing of corporate enterprises during the recent time. It is
widely used in western countries to finance investments. Before 1950, leasing was primarily
concerned with real estate, i.e. land and buildings. But today, almost all types of fixed assets
can be leased. In India, leasing is a recent development and equipment leasing was introduced
by First Leasing Company of India Limited in 1973 only. Since then, several media to largesized companies has entered the field of leasing. “In Feb. 1994, the RBI allowed banks to
directly enter leasing. So long, only bank subsidiaries were allowed to engage in leasing
operations, which was regarded by the RBI as a non-banking activity. However, the 1994
Notification saw an essential thread of similarity between financial leasing and traditional
lending”.
Meaning
Leasing is an arrangement that provides a firm with the use and control over assets without
buying and owning the same. It is a form of renting assets. “Lease” is a contract between the
owner of the asset (lessor) and the user of the asset called the lessee, whereby the lessor gives
the right to use the asset to the lessee over an agreed period for a consideration called the
“Lease Rental”.
The “Lease Contract” is regulated by the terms and conditions of the agreement. The
lessee pays the lease rent periodically to the lessor as regular fixed payments over some time.
“The Rentals may be payable at the beginning or end of a month quarter, halfyear or year. The lease rentals can also be agreed both in terms of amount and timing as
per the profits and cash flow position of the lessee”. At the expiry of the lease period, the
asset reverts to the lessor who is the legal owner of the asset. However, in long-term lease
contracts, the lessee is generally given an option to buy or renew the lease.
In the words of Miller, M.H. and C.W. Uptron. “Leasing separates ownership and use
as two economic activities, and facilitates asset use without ownership”.

“Leasing activity was initiated in India in 1973. The first leasing company of India, named
First Leasing Company of India Ltd. was set up in that year by Farouk Irani, with
industrialist A-C Muthia.”
TYPES OF LEASING
A. Operating or Service Lease

B. Financial Lease

TYPES OF LEASING
(A). Operating or Service Lease: An operating lease is usually characterised by the
following features:
i.
Short-Term: This is a “short-term lease” on a “period to period basis”. The
lease period in such a contract is less than the useful life of the asset.
ii.
Short Notice: The lease is usually cancellable at short notice by the lessee.
iii.
Investment: As the period of an operating lease is less than the useful life of
the asset, it does not necessarily amortize the original cost of the asset. The
lessor has to make further leases or sell the asset to recover his cost of
investment and expected rate of return.
iv.
Expiry of Period: The lessee usually has the option of renewing the lease after
the expiry of the lease period.
v.
Maintenance: The lessor is also responsible for maintenance, insurance and as
well as taxes of the asset. He may also provide other services to the lessee.
vi.
Risk: it implies a higher risk to the lessor but higher lease rentals to the lessee.
Thus, it is a short-term cancellable lease, it implies a higher risk to the lessor
but higher lease rentals to the lessee.
Operating or service leasing is common to the equipment which requires expert
technical staff for maintenance and is exposed to technological developments, e.g.;
computers, vehicles, data processing equipment, communication systems, etc.
A. Financial Lease
A lease is classified as a finance lease if it ensures the lessor for amortisation of the
entire cost of investment plus the expected return on capital outlay during the term of
the lease. Such a lease is usually for a longer period and “non-cancellable”. As a source
of funds, the financial lease is an alternative similar to debt-financing. Most of the
leases in India are financial leases that are commonly used for leasing land, building,
machinery and fixed equipment, etc.
A financial lease is usually characterised by the following features:
i.
Period: The present value of the total lease rentals payable during the period of
the lease exceeds or is equal to substantially the whole of the fair value of the
leased asset. It implies that within the lease period, the lessor recovers his
investment in the asset.

ii.
iii.
iv.

v.

Return: As compared to an operating lease, a financial lease is for a longer
period. Along with an acceptable rate of return.
Date: It is usually non-cancellable by the lessee before its expiration date.
Maintenance: The lessee is generally responsible for the maintenance,
insurance and service of the asset. However, the terms of the lease agreement,
in some cases, may require the lessor to maintain and service the asset. Such an
arrangement is called ‘maintenance or gross lease’. But usually, in an operating
lease, it is the lessee who has to pay for maintenance and service costs and such
a lease is known as 'net lease'.
Renewal: A financial lease usually provides the lessee with an option of
renewing the lease for a further period at a nominal rent.

Forms of Financial Lease
The following are the important kinds of financial lease arrangements:
i.
Sale and Leaseback: The sale and leaseback arrangement involves the sale of an
asset already owned by a firm (vendor) and the leasing of the same asset back to the
vendor from the buyer. This form of lease arrangement enables a firm to receive
cash from the sale of the asset and also retain the economic use of the asset in
consideration of periodic lease payments. Further, the sale and leaseback
arrangement is very useful for firms facing a shortage of working capital funds. The
lessors engaged in the sale and lease back include insurance companies, leasing
companies, pension funds, private finance companies and financial institutions.
ii.
Direct Leasing: “The direct leasing a firm acquires the use of an asset that it does
not already own. A direct lease may be arranged either from the manufacturer
supplier directly or through the leasing company. In the first case, the
manufacturer/supplier himself acts as the lessor while in the second case the lessee
firm arranges the purchase of the asset for the leasing company (lessor) from the
manufacturer or the supplier and also enters into an agreement with the lessor for
the lease of the asset”.
iii.
Leveraged Lease: “The leveraged lease is an arrangement under which the lessor
borrows funds, for purchasing the asset, from a third party called lender which is
usually a bank or a finance company. The loan is usually secured by the mortgage
of the asset and the lease rentals to be received from the lessee. The loan which is
paid back out of the lease rentals may be directed by the lessee by paying only the
excess amounts to the lessor. The lessor acts as the owner as well as the borrower
and the lender is usually a bank, insurance company, financial institution or a
private financing company”.
iv.
Straight Lease and Modified Lease: The Straight lease requires the lessee firm to
pay lease rentals over the expected service life of the asset and does not provide for
any modifications to the terms and conditions of the basic lease. The Modified lease,
on the other hand, provides several options to the lessee during the lease period.
v.
Primary and Secondary Lease (Front-ended and Back-ended Lease): The
primary and secondary lease, the lease rentals are charged in such a manner that the

lesser recovers the cost of the asset and acceptable profit during the initial period of
the lease and then a secondary lease is provided at nominal rentals.
In simple words, the rentals charged in the primary period are much more than
that of the second period. This form of lease arrangement is also known as a frontended and back-ended lease.
4.14.

INTERNATIONAL FINANCING: THE SOURCE OF FUNDRAISING

In addition to the sources discussed above, there are various avenues for organisations
to raise funds internationally. With the opening up of an economy and the operations of the
business organisations becoming global, Indian companies have access to funds in the global
capital market.
Various international sources from where funds may be generated include:
Commercial Banks: Commercial banks all over the world extend foreign currency loans for
business purposes. They are an important source of financing non-trade international
operations. The types of loans and services provided by banks vary from country to country.
The foreign banks were originally called “Exchange Banks”. Foreign banks have been
operating in India since the 1860s when Comptoird ’Escompte de Paris (which later combined
with three other banks to form BNP Paribas) set up a branch in Kolkata. Standard Chartered
started its Indian operations by opening its first branch in Kolkata in April 1858. Hong Kong
and Shanghai Banking Corporation Ltd. (HSBC) has been in India since 1853 and ABN Amro
Holding NV came to India in 1920. Citi Bank NA and JP Morgan entered India in 1902.
In February 2005, the RBI released a Roadmap for the Presence of Foreign Banks in
India along with guidelines on ownership and governance in private sector banks. The period
from 2005 to 2009 was to be utilised to strengthen the domestic banking sector. The modes of
operation of foreign banks are: (i) maintaining a correspondence office; (ii) representative
office; (iii) affiliate bank; (iv) joint venture; (v) banking subsidiary and (vi) foreign bank
branch.
Table: Leading Banks wallets launched
SL
Company
Wallet Launched
1
Paytm
2014
2
Mobikwik
2012
3
Citrus
2014
4
HDFC Bank
Mobile banking 2012 App
5
HDFC
Chillr 2015
6
HDFC
Payzapp 2015
7
Axis Bank
Axis Mobile App 2012
8
Axis Bank
Ping Pay
9
ICICI Bank
IMobile banking App 2008
10
ICICI Bank
Pockets 2015

(Source: Das, Gautam. and Adhikari, Anand. (2016) “New-Turf War”, Business Today,
Vol.25, No.3, Feb 1-4, 2016, pp.42-52)
International Agencies and Development Banks: The number of international agencies and
development banks have emerged over the years to finance international trade and business.
These bodies provide long and medium-term loans and grants to promote the development of
economically backward areas in the world. These bodies were set up by the Governments of
developed countries of the world at national, regional and international levels for funding
various projects. The more notable among them include International Finance Corporation
(IFC), EXIM Bank and Asian Development Bank.
International Capital Markets: Modern organisations including multinational companies
depend upon sizeable borrowings in rupees as well as in foreign currency. Prominent financial
instruments used for this purpose are:
(a) Global Depository Receipts (GDR): The local currency shares of a company are
delivered to the depository bank. The depository bank issues depository receipts against these
shares. Such depository receipts denominated in US dollars are known as Global Depository
Receipts (GDR). GDR is a negotiable instrument and can be traded freely like any other
security. In the Indian context, a GDR is an instrument issued abroad by an Indian company to
raise funds in some foreign currency and is listed and traded on a foreign stock exchange. A
holder of GDR can at any time convert it into the number of shares it represents. The holders
of GDRs do not carry any voting rights but only dividends and capital appreciation.
(b) American Depository Receipts (ADRs): The depository receipts issued by a
company in the USA are known as American Depository Receipts. ADRs are bought and sold
in American markets, like regular stocks. It is similar to a GDR except that it can be issued
only to American citizens and can be listed and traded on a stock exchange of the USA
. (c) Indian Depository Receipt (IDRs): An Indian Depository Receipt is a financial
instrument denominated in Indian Rupees in the form of a Depository Receipt. It is created by
an Indian Depository to enable a foreign company to raise funds from the Indian securities
market. The IDR is the specific Indian version of similar global depository receipts. The foreign
company issuing IDR deposits shares to an Indian Depository (custodian of securities
registered with the Securities and Exchange Board of India). In turn, the depository issues
receipts to investors in India against these shares. The benefits of the underlying shares (like a
bonus, dividends, etc.) accrue to the IDR holders in India. According to SEBI guidelines, IDRs
are issued to Indian residents in the same way as domestic shares are issued. The issuer
company makes a public offer in India, and residents can bid in the same format and method
as they bid for Indian shares. ‘Standard Chartered PLC’ was the first company that issued
Indian Depository Receipt in the Indian securities market in June 2010.
(d) Foreign Currency Convertible Bonds (FCCBs): Foreign currency convertible
bonds are equity-linked debt securities that are to be converted into equity or depository
receipts after a specific period. Thus, a holder of FCCB has the option of either converting
them into equity shares at a predetermined price or exchange rate or retaining the bonds. The
FCCB’s are issued in a foreign currency and carry a fixed interest rate which is lower than the
rate of any other similar nonconvertible debt instrument. FCCB’s are listed and traded in
foreign stock exchanges. FCCB’s are very similar to the convertible debentures issued in India.

BITCOIN: A NEW DIGITAL CURRENCY
Bitcoin creation in 2009, the world’s most popular Crypto currency, has been in the
limelight. The creator of Bitcoin, a mystery as a person whose pen-name was “Satoshi
Nakamoto” developed an ingenious method of ensuing privacy. Economics like Japan and
Russia move to legalize the use of crypto currencies like Bitcoin. Each Bitcoin is a unique
string of Computer codes, It has no Physical existence. Bitcoins are created (or minded) by
solving mathematical puzzles using Computers. The Coins are held in digital wallets, which
means that strings of Unique Code (Bitcoins) are each associated with digital wallets. Bitcoin
Wallets are free and Can be downloaded anonymously. Every transaction is recorded in an
open transaction Ledger i.e. block chain. Every transaction Can be independently verified
by anybody who downloads a Block chain is constantly updated as new transactions are
entered. Block chain is a digital Ledger Technologies.
FEATURES OF BITCOIN
(1) Each Bitcoin is a unique stirring of Computer code.
(2) It has no physical existence.
(3) It is created or minded by solving mathematical puzzles using Computers.
(4) Digital currencies have proliferated as many managers invested in blockchain
technology used to verify and record Crypto currency transactions.
(5) Bitcoin is a digital Currency, described as a peer-to-peer version of electronic Cash,
Which would allow online payments to be sent directly from are party to another
without going through a financial intermediary.
(6) In Bitcoin, the transacted costs are negligible to Zoo.
(7) The price is determined by demand and supplies exchanges. A user has to install a bit
coin “Wallet” on his Computer or mobile phone. The Bit coin wallet generates “an
address” on which bitcoins can be paid in, or paid out. All transactions are included
in a “block chain” whose integrity and Chronological order are protected by
Cryptography.
(8) Block chain is a digital ledger of transactions.
(9) No single user can Contents it, only intended users can view the data, and if there is
any one attempt to tamper with a data, it is immediately apparent.

4.15.

LET US SUM UP

The term "Finance" in our simple understanding is perceived as equivalent to 'Money' "Finance
is the management of money and other valuables, which can be easily converted into cash."
finance is a source of funding activity. In this respect providing or securing finance by itself is
a distinct activity or function, which results in Financial Management, Financial Services and
Financial Institutions. Finance, therefore, represents the resources by way of funds needed for
a particular activity. Thus 'finance' is only referred to as a proposed activity. Finance goes with
commerce, business, banking etc. The financial requirement of the business differs from firm

to firm and the nature of the requirements is based on terms or period of financial requirement,
it may be long term and short-term financial requirements.
4.16.





















KEY TERMS
Fixed Capital: The capital which is used to the acquisition or purchases the fixed assets
of the firms. Thus it is called capital expenditure. The examples such as(a) land and
building,(b) furniture and fittings, (c) plant and machinery, etc.
Unsecured Debentures: Unsecured debentures are not given any security on the assets
of the company. It is also called simple or naked debentures. These types of debentures
are treaded as unsecured creditors at the time of winding up of the company.
Secured Debentures: Secured Debentures are also called mortgaged debentures,
which are given security on assets of the company. This is because these debentures are
given against any mortgage of the assets of the company.
Redeemable Debentures: These debentures are to be redeemed on the expiry of a
certain period. The interest is paid periodically and the initial investment is returned
after the fixed maturity period.
Irredeemable Debentures: These are the debentures that cannot be redeemable during
the lifetime of the business/ firm concern.
Convertible Debentures: This type of Debentures are easily converted to equity
shares. Those are the debentures whose holders have the option to get them converted
wholly or partly into shares.
Cumulative Preference Shares: The Cumulative preference shares have the right to
claim dividends for those years which have no profits.
Non-Cumulative Preference Shares: The Non-Cumulative preference shares are
eligible to get only dividends if the company earns profit during the years. Further, the
Non-Cumulative preference shares have no right to enjoy the above benefits.
Otherwise, they cannot claim any dividend.
Redeemable Preference Shares: This can be redeemable during the lifetime of the
company. When the preference shares have a fixed maturity period it becomes
redeemable preference shares.
Irredeemable Preference: The Irredeemable preference shares can be redeemed only
when the company goes for the liquidator. There is no fixed maturity period for such
kind of preference shares.
Participating Preference Shares: The Participating preference shareholders have the
right to participate in extra profits after distributing the equity shareholders.
Non-Participating Preference Shares Non-participating preference shareholders are
not having any right to participate in extra profits after distributing to the equity
shareholders. The fixed rate of dividend is payable to the type of shareholders.

4.17.

SELF-ASSESSMENT QUESTIONS

1) State the Definition of Finance & give a detailed meaning of Finance?
2) Explain the detailed classifications of Finance?
3) What are the Advantages and Disadvantages of Equity share and Preference Share?
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SELF-ASSESSMENT QUESTIONS AND ANSWER

Q1. Discuss the various sources of finance?
Finance is classified into three types concerning period i.e. Long term finance (more
than 5 years), Medium-term finance (above 1 year but below 5 years) and Short term finance
(within one year) for carrying on business operations.
“Long term Finance” can be mobilized by the issue of shares and debentures, term
loans from commercial banks and financial institutions, and retained earnings. The various
sources of raising long-term funds include the issue of shares, debentures, ploughing back of
profits and loans from financial institutions, etc.
“Medium-Term Finance” can be mobilized by public deposits, leasing, medium-term
loans from banks and financial institutions.
“Short Term Fiancé” can be raised through public deposits, trade credit, customer
advance, hypothecation, cash credit, bank overdraft, pledge, mortgage etc. The short-term
requirements of funds can be met from commercial banks, trade credit, instalment credit,
advances, factoring or receivable credit, accruals, deferred incomes, and commercial paper,
etc.
The various sources of finance have been classified in many ways, such as :
According to Period
(d) Short-term sources, viz; bank credit, customer advances, trade credit, factoring,
accruals, commercial paper, etc.

(e) Medium-term sources, viz; the issue of preference shares, debentures, bank loans,
public deposits/fixed deposits, etc.
(f) Long term sources, viz; the issue of shares, debentures, ploughing back of profits,
loans from specialised financial institutions, etc.
According to Ownership
(c) Owned capital, viz., share capital, retained earnings, profits and surpluses, etc.
(d) Borrowed capital such as debentures, bonds, public deposits, loans, etc.
According to Source of Finance
(c) Internal sources such as ploughing back of profits, retained earnings, profits,
surpluses and depreciation funds, etc.
(d) External sources, viz; shares, debentures, public deposits, loans, etc.
According to Mode of Financing
(d) Security financing or External financing; i.e., financing through the raising of
corporate securities such as shares, debentures, etc.
(e) Internal financing, i.e., financing through retained earnings, capitalisation of
profits and depreciation of funds, etc.
(f) Loan financing through raising of long-term and short term loans.
Q2. The distinction between Shares and Debentures
Basis
Shares
Meaning
A share is a part of owned capital.
Payment
Policy

Charge

Ownership

Debentures
A debenture is an acknowledgement
of a debt.
Shareholders are paid the dividend on Debenture holders are paid interest on
the shares held by them.
debentures.
The rate of dividend depends upon the A fixed-rate of interest is paid on
number of divisible profits and the debentures irrespective of profit or
policy of the Board of Directors.
loss.
A dividend on shares is a charge Interest on debentures is a charge
against the Profit and Loss against the Profit and Loss account.
Appropriation account.
They are the owners of the company. They are not the owner of the
company.

Voting right

Shareholders have voting rights. They Debenture holders are only creditors
have control over the management of of the company.
the company.

Redeemable

Shares are not redeemable (except Debentures can be redeemed after a
redeemable preference shares) during certain period.
the life of the company.

Liquidation

At the time of liquidation of the Debentures are payable in priority
company, share capital is payable after over share capital.
meeting all outside liabilities.

Table: Resources Mobilisation through public issue of Corporate Bonds
Period
No. of Issues
Amount (Rs crore)
2010-11
6
2495.4
2011-12
14
26984.2
2012-13
21
17241.8
2013-14
24
28734.6
2014-15
24
9413.4
2015-16
21
34111.9
2016-17
14
29093.1
2017-18
8
5172.6
2018-19
25
36679.4
2019-20
34
14984.0
2020-21#
10
3871.1
# as of December 31, 2019, Note: the issue is categorised based on their respective closing
dates. Source: SEBI
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5.0

LEARNING OBJECTIVES

After reading this unit you will:
 Understand the Cost of Capital.
 State the Meaning, Nature and Importance of Cost of Capital.
 Classification of the Leverages as a Decision Making.
 Evaluate the EBIT-EPS analysis.
 Identify Indifference Point / Break-Even Point analysis.

5.1

INTRODUCTION

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

5.2

MEANING AND DEFINITION OF COST OF CAPITAL

The cost of capital of a firm is the minimum rate of return expected by its investors.
It is the weighted average cost of various sources of finance used by a firm. The capital
used by a firm may be in the form of debt, preference capital, retained earnings and equity
shares.
The concept of Cost of Capital is very important in financial management. A decision
to invest in a particular project depends upon the cost of capital of the firm or the cut off rate
which is the minimum rate of return expected by the investors. In case a firm is not able to
achieve even the cut off rate, the market value of its shares will fall. Cost of capital is the
minimum ratio f return expected by its investors which will maintain the market value of shares
at its present level. Hence, to achieve the objective of wealth maximisation, a firm must earn a
rate of return more than its cost of capital.
However, Capital Structure refers to the kinds of securities and the proportionate
amounts that make up capitalization. It is the mix of different sources of long-term sources
such as equity shares, preference shares, debentures, long-term loans and retained earnings.
The term capital structure refers to the relationship between the various long-term
source financing such as equity capital, preference share capital and debt capital. Deciding on
a suitable capital structure is an important decision of financial management because it is
closely related to the value of the firm. Capital structure is the permanent financing of the
company represented primarily by long-term debt and equity. The cost of capital for a firm
may be defined as the cost of obtaining funds, i.e., the average rate of return that the investors
in a firm would expect for supplying funds to the firm.
James C. Van Horne defines the cost of capital as, “a cut-off rate for the allocation of
capital to investments projects. It is the rate of return on a project that will leave unchanged
the market price of the stock.”
According to Solomon Ezra, “Cost of capital is the minimum required rate of earnings or
the cut-off rate of capital expenditures."
According to the definition of William and Donaldson, “Cost of capital may be defined
as the rate that must be earned on the net proceeds to provide the cost elements of the
burden at the time they are due”.
Hampton, John J. defines the cost of capital as, “the rate of return the firm requires from
investment to increase the value of the firm in the marketplace”.
Thus, we can say that cost of capital is the minimum rate of return that a firm, must and, is
expected to earn on its investments to maintain the market value of its shares.
From the definitions given above we can conclude three basic aspects of the concept of cost
of capital:
(i)
Cost of capital is not a cost as such. It is the rate of return that a firm requires to
earn from its projects.
(ii)
It is the minimum rate of return.
(iii) The cost of capital of a firm is the minimum rate of return which will at least
maintain the market value of the shares.

(iv)

5.3

It comprises three components. As there is always some business and financial risk
in investing funds in a firm.

COMPONENTS OF COST OF CAPITAL
The cost of capital comprises three components:
(a) The expected normal rate of return at Zero Risk level, say the rate of interest allowed
by banks;
(b) The premium for Business Risk; and
(c) The premium for Financial Risk on account o the pattern of capital structure.

Symbolically Cost of Capital may be represented as:
Where,
K=r0+b+f
K=Cost of Capital
r0=Normal Rate of Return at Zero Risk Level
b=Premium for Business Risk.
f=Premium for Financial Risk.
“Risk implies future uncertainty about deviation from expected earnings or expected
outcome”. Risk measures the uncertainty that an investor is willing to take to realize a gain
from an investment. Risks are of different types and originate from different situations. We
have liquidity risk, sovereign risk, insurance risk, business risk, default risk, etc. Various risks
originate due to the uncertainty arising out of various factors that influence an investment or a
situation.
5.4

SIGNIFICANCE OF THE COST OF CAPITAL

The concept of cost of capital is very important in financial management. It plays a crucial role
in both capital budgeting as well as decisions relating to the planning of capital structure. The
cost of capital concept can also be used as a basis for evaluating the performance of a firm and
it further helps management in taking so many other financial decisions.
1. Financial Decisions. The cost of capital is also used in making other financial
decisions such as dividend policy, capitalisation of profits, making the rights issue and
working capital.
2. Evaluating the Financial Performance. In the words of S.K. Bhattacharya the
concept of cost of capital can be used to 'evaluate the financial performance of top
management'. The actual profitability of the project is compared to the projected overall
cost of capital and the actual cost of capital of funds raised to finance the project If the
actual the projected profitability of the project is more than the projected and the actual
cost of capital, the performance may be said to be satisfactory.
3. Acceptance Criterion in Capital budgeting. Capital budgeting decisions can be made
by considering the cost of capital. According to the present value method of capital
budgeting, if the present value of expected returns from investment is greater than or

equal
to
the
cost
of
investment,
the
project
may
be
accepted, otherwise; the project may be rejected,
“The present value of expected returns is calculated by discounting the expected
cash inflows at a cut-off rate (which is the cost of capital). Hence, the concept of cost
of capital is very useful in capital budgeting decision”.
In the words of James T.S. Porterfield, "the concept of cost of capital has
assumed growing importance largely because of the need to devise a rational
mechanism for making the investment decisions of the firm”.
5.5

CLASSIFICATION OF COST

Cost of capital may be classified into the following types based on nature and usage:
A. Historical Cost and Future Cost. Historical costs are book costs that are related to the
past. Future costs are estimated costs for the future. In financial decisions, future costs
are more relevant than historical costs. However, historical costs act as a guide for the
estimation of future costs.
B. Specific Cost and Composite Cost. Specific cost refers to the cost of a specific source
of capital while composite cost is the combined cost of various sources of capital. It is
the weighted average cost of capital. In case more than one form of capital is used in
the business, it is the composite cost that should be considered for decision-making and
not the specific cost.
But where only one type of capital is employed the specific cost of
that type of capital may be considered. In capital structure decisions, it is the weighted
average cost of capital that should be given consideration.
C. Explicit Cost and Implicit Cost. An explicit cost is the discount rate which equates
the present value of cash inflows with the present value of cash outflows. In other
words, it is the internal rate of return. Implicit cost is also known as the opportunity
cost is the cost of the opportunity foregone to take up a particular project. For example,
the implicit cost of retained earnings is the rate of return available to shareholders by
investing the funds elsewhere.
D. Average Cost and Marginal Cost. An average cost refers to the combined cost of
various sources of capital such as debentures, preference shares and equity shares. It is
the weighted average cost of the costs of various sources of finance. The marginal cost
of capital refers to the average cost of capital that has to be incurred to obtain additional
funds required by a firm. In investment decisions, it is the marginal cost that should be
taken into consideration.

5.6

DETERMINATION OF COST OF CAPITAL
It has already been stated that the cost of capital plays a crucial role in the decisions relating
to financial management. However, the determination of the cost of capital of a firm is not
an easy task because of both conceptual problems as well as uncertainties of proposed
investments and the pattern of financing. The major problems concerning the determination
of cost of capital are discussed as below:
Problems in Determination of Cost of Capital
1. Historic cost and future cost. Another problem in the determination of the cost of
capital arises on account of the difference of opinion as regards the concept of cost
itself. It is argued that historic costs are book estimated costs are more relevant for
decision-making. In the same manner, arguments are given in favour of costs that are
related to the past and are irrelevant in the decision-making process. In their opinion,
future specific cost and composite cost as well as explicit cost and implicit cost and the
marginal cost.
2. Problems in the computation of cost of equity. The computation of the cost of equity
capital depends on the expected rate of return by its investors. But the quantification of
the expectations of equity shareholders is a very difficult task because many factors
influence their valuation of a firm.
3. Problems in the computation of cost of retained earnings. It is sometimes argued
that retained earnings do not involve any cost. But in reality, it is the opportunity cost
of dividends foregone by its shareholders. Since different shareholders may have
different opportunities for investing their dividends, it becomes very difficult to
compute the cost of retained earnings.
4. Problems in assigning weights. For determining the weighted average cost of capital,
weights have to be assigned to the specific cost of individual sources of finance. The
choice of using the book value of the source or the market value of the source poses
another problem in the determination of the cost of capital.
5. Conceptual controversies regarding the relationship between the cost of capital
and the capital structure. Different theories have been propounded by different
authors explaining the relationship between capital structure, cost of capital and the
value of the firm. This has resulted in various conceptual difficulties. According to the
Net Income Approach and the traditional theories, both the cost of capital as well the
value of the firm have a direct relationship with the method and level of financing. In
their opinion, a firm can minimise the weighted average cost of capital and increase the
value of the firm by using debt financing. On the other hand, Net Operating Income and
Modigliani and Miller Approach prove that the cost of capital is not affected by changes
in the capital structure or say that debt-equity mix is irrelevant in the determination of
cost of capital and the value of a firm. However, the M and M approach is based upon
certain unrealistic assumptions such as there is a perfect market or the expected earnings
of all the firms have identical risk characteristics, etc.

5.7

COMPUTATION OF COST OF CAPITAL

Computation of overall cost of capital of a firm involves:
A. Computation of cost of a specific source of finance, and
B. Computation of weighted average cost of capital.
A. COMPUTATION OF SPECIFIC SOURCES OF FINANCE
Computation of each specific source of finance, such as follows:
1. Debt,
2. Preference share capital;
3. Equity share capital;
4. Retained Earnings;
1. COST OF DEBT.
The cost of debt is the after-tax cost of long-term funds through borrowing. Debt may
be issued at par, at premium or discount and also it may be perpetual or redeemable.
The cost of debt is the rate of interest payable on debt.
For example, a company issues Rs. 1, 00,000 10%debentures at par; the before-tax
cost of this debt issue will also be 10%.
By way of a formula, the before-tax-cost of debt may be calculated as follows:
1

(i) Kdb=𝑝
where Kdb = Before-tax cost of debt
I = Interest
andP = Principal
In case the debt is raised at a premium or discount, we should consider P as the
number of net proceeds received from the issue and not the face value of securities. The
formula may be changed to
1

(ii)Kdb= 𝑁𝑃(where, NP= Net Proceeds)
Further, when debt is used as a source of finance, the firm saves a considerable
amount in payment of taxes interest is allowed as a deductable expense in the
computation of tax. Hence, the effective cost of debt is reduced.

The After-tax cost of debt may be calculated with the help of the following formula
(iii)

1

Kda= Kdb (1-t) = 𝑁𝑃(1-t)

Where,
Kda = After-tax cost of debt
t = Rate of tax.
Cost of Redeemable Debt

Usually, the debt is issued to be redeemed after a certain period during the lifetime of a
firm. Such a debt issue is known as Redeemable debt. The cost of redeemable debt
capital may be computed as:
(iv)
The before-tax cost of debt,
Kdb=

(v)
(vi)

1
𝑛

1+ (𝑃−𝑁𝑃)
1
(𝑃+𝑁𝑃)
2

Where,
I= Interest
N=Number of years in which debt is to be redeemed
P=Proceeds at par
NP=Net proceeds
The after-tax cost of debt,
Kdb= Kdb(1-t)
Where,
1

(𝑃−𝑁𝑃)

Kdb=𝑛1
2

(𝑃+𝑁𝑃)

Example
A company issues Rs. 10, 00,000 10% redeemable debentures at a discount of 5%. The costs
of floatation amount to Rs. 30,000. The debentures are redeemable after 5 years. Calculate
before-tax and after-tax cost of debt assuming a tax rate of 50%.
The before-tax cost of debt,
1
(𝑃−𝑁𝑃)
𝑛
db 1
(𝑃+𝑁𝑃)
2
1
1,00,000+ (10,00,000−9,20,000)
5
1
(10,00,000+9,20,000)
2

K =
=

[NP=Rs. 10,00,000-50,000(discount)- 30,000 cost of floatation]
1,00,000+16,000

=

9,60,000

1,16,000

+ 9,60,000 = 12.09%

After-tax cost of debt,
Kda=Kdb (1-0.5)
=12.09(1-0.5)
=12.09×0.5=6.045%

Cost of Debt Redeemable at Premium
Sometimes debentures are to be redeemed at a premium; i.e.; at more than the face value after
the expiry of a certain period. The cost of such debt redeemable at a premium can be
computed as below:
(i)
Before Tax Cost of Debt,
Kbd=

1
𝑛

1+ (𝑅𝑉−𝑁𝑃)
1
(𝑅𝑉+𝑁𝑃)
2

Where,
I=Interest

N=Number of years in which debt is to be redeemed
RV=Redeemable Value of debt
NP=Net Proceeds.
(ii)
After-Tax Cost Debt,
Kda= Kdb(1-t)
Where,
t=Tax Rate
Kdb= Same as in (i) above.
Example
A 5 year Rs. 100 debenture of a firm can be sold for a net price of Rs. 96.50. The coupon rate
of interest is 14 per cent annum, and the debenture will be redeemed at a 5 per cent premium
on maturity. The firm’s tax rate is 40 per cent. Compute the after-tax cost of the debenture.
The before-tax cost of debt-redeemable at premium,
Kdb=
=

1
𝑛

1+ (𝑅𝑉−𝑁𝑃)
1
(𝑅𝑉+𝑁𝑃)
2

1
5

1+ (105−96.50)
1
(105+96.50)
2

15.70

= 100.75 = 15.58%

After tax cost of debt,
Kdb= Kdb(1-t)
= 15.58(1-0.4)=15.58×0.6= 9.35%

Cost of Debt Redeemable in instalments
Financial institutions generally require the principal to be amortised in instalments. A company
may also issue a bond or debenture to be redeemed periodically. In such a case, the principal
amount is repaid each period instead of a lump sum at maturity and hence cash outflows each
period include interest and principal. The amount of interest goes on decreasing each period as
it is calculated on the outstanding amount of debt. The before-tax cost of such a debt can be
calculated as below:
𝐼𝑡+𝑃𝑡

Vd= ∑𝑛𝑡=1 (1+𝐾𝑑)
Where Vd= present value of bond or debt.
I1,I2…,In = annual interest (Rs.) in period 1,2,…. And so on
P1, P2…, Pn = periodic payment of principal in period 1,1…, and so on
n = number of years to maturity
Kd= cost of debt or required rate of return.
Cost of Existing Debt
If a firm wants to compute the current cost of its existing debt, the current market yield of the
debt should be taken into consideration. Suppose a firm has 10% debentures of Rs. 100 each
outstanding on January 1, 1994, to be redeemed on December 31, 2000, and the new debentures
could be issued at a net realizable price of Rs. 90 at the beginning of 1996, the current cost of
existing debt will be computed as:

Kdb =

1
5

10+ (100−90)
1
(100−90)
2

=

12
95

= 12.63%

Further, if the firm’s tax is 40%, the after-tax cost of debt will be:
Kda = Kdb(1-t)
= 12.63(1-0.4)
=7.58%
PRACTICE YOUR SELF
(a) A Ltd. issues Rs. 10, 00,000, 8% debentures at par. The tax rate applicable to the
company is 50%. Compute the cost of debt capital.
(b) B Ltd. issues Rs. 1, 00,000, 8% debentures at a premium of 10%. The tax rate applicable
to the company is 60%. Compute the cost of debt capital.
(c) A Ltd. issues Rs. 1, 00,000, 8% debentures at a discount of 5%. The tax rate is 60%,
compute the cost of debt capital.
(d) B Ltd. issues Rs. 10, 00,000, 9% debentures at a premium of 10%. The costs of floatation
are 2%. The tax rate applicable is 50%.
Compute the cost of debt-capital. In all cases, we have computed the after-tax cost of debt as
the firm saves on account of tax by using debt as a source of finance.
2. COST OF PREFERENCE CAPITAL
A fixed-rate dividend is payable on preference shares. Though dividend is payable at the
discretion of the Board of directors and there is no legal binding to pay a dividend, yet it does
not mean that preference capital is cost-free.
The cost of preference capital is a function of the dividend expected by its investors, i.e.,
its stated dividend. In case dividends are not paid to preference shareholders, it will affect the
fundraising capacity of the firm.
Hence, dividends are usually paid regularly on preference shares except when there are no
profits to pay dividends. The cost of preference capital which is perpetual can be calculated as:
𝐷

where Kp= 𝑃

K = Cost of Preference Capital
D = Annual Preference Dividend
P= Preference Share Capital (Proceeds.)
Further, if preference shares are issued at Premium or Discount or when costs of floatation are
incurred to issue preference shares, the nominal or par value of preference share capital has to
be adjusted to find out the net proceeds from the issue of preference shares. In such a case, the
cost of preference capital can be computed with the following formula:
𝐷

Kp = 𝑁𝑃
It may be noted that as dividends are not allowed to be deducted in the computation of tax, no
adjustment is required for taxes.

Sometimes Redeemable Preference Shares are issued which can be redeemed or cancelled on
the maturity date. The cost of redeemable preference share capital can be calculated as :
𝐷+

Kpr = 1
2

𝑀𝑉−𝑁𝑃
𝑁

(𝑀𝑉=𝑁𝑃)

Where,
Kpr= cost of redeemable preference shares
D = annual preference dividend.
MV = maturity value of preference shares
NP = net proceeds of preference shares.
3. COST OF EQUITY SHARE CAPITAL
The cost of equity is the ‘maximum rate of return that the company must earn on an equityfinanced portion of its investments to leave unchanged the market price of its stock.' The cost
of equity capital is a function of the expected return by its investors. The cost of equity is not
the out-of-pocket cost of using equity capital as the equity shareholders are not paid a dividend
at a fixed rate every year. Moreover, payment of the dividend is not legally binding. It may or
may not be paid. But it does not mean that equity share capitalises a cost-free capital.
Shareholders invest money in equity shares on the expectation of getting dividends and the
company must earn this minimum rate so that the market price of the shares remains
unchanged. Whenever a company wants to raise additional funds by the issue of new equity
shares, the expectations of the shareholders have to be evaluated. The cost of equity share
capital can be computed in the following ways:
(A) Dividend Yield Method or Dividend/Price Ratio Method. According to this method,
the cost of equity capital is the ‘discount rate that equates the present value of expected
future dividends per share with the net proceeds (or current market price) of a share'.
Symbolically.
𝐷

𝐷

Ke= 𝑀𝑃 𝑜𝑟 𝑀𝑃
where,
Ke = Cost of Equity Capital
D= Expected dividend per share
NP = Net proceeds per share
and
MP = Market Price per share.
The basic assumptions underlying this method are that the investors give prime
importance to dividends and risk in the firm remains unchanged. The dividend price
ratio method does not seem to consider the dividend growth, (i) it does not consider
future earnings or retained earnings, and (ii) it does not take into account the capital
gains. This method of computing the cost of equity capital is suitable only when the
company has stable earnings and a stable dividend policy over some time.

Example
A company issues 1000 equity shares of Rs. 100 each at a premium of 10%. The
company has been paying 20% dividends to equity shareholders for the past five years
and expects to maintain the same in the future also. Compute the cost of equity capital.
Will it make any difference if the market price of equity share is Rs. 160?
Solution:
𝐷

Ke= 𝑀𝑃
20

= 110 × 100 = 18.18%
If the market price of an equity share is Rs. 160.
𝐷

Ke=𝑀𝑃
20

=110 × 100 = 12.5%
(B) Dividend yield plus growth in dividend method. When the dividends of the firm
are expected to grow at a constant rate and the dividend-pay-out ratio is constant this
method may be used to compute the cost of equity capital. According to this method,
the cost of equity capital is based on the dividends and the growth rate.
𝐷1

Ke= 𝑁𝑃 + 𝐺 =

𝐷0(1+𝑔)
𝑁𝑃

+ 𝐺

Where,
K = Cost of equity capital,
D = Expected Dividend per share at the end of the year
NP = Net proceeds per share
G = Rate of growth in dividend
Do = Previous year's dividend.
Further, in case the cost of existing equity share capital is to be calculated, the NP
should be changed with MP (market price per share) in the above equation.
𝐷1

Ke = 𝑀𝑃 + 𝐺
Solution
𝐷1

(a) Ke = 𝑁𝑃 + 𝐺
10

= 100−5 + 5% = 15.53%
𝐷1

(b) Ke = 𝑀𝑃 + 𝐺
10

=150 + 5% = 11.67%
(C) Realised Yield Method. One of the serious limitations of using the dividend yield
method or earnings yield method is the problem of estimating the expectations of the
investors regarding future dividends and earnings. It is not possible to estimate future
dividends and earnings correctly, both of these depend upon so many uncertain factors.
To remove this drawback, realised yield method, which takes into account the actual
average rate of return realised in the past, may be applied to compute the cost of equity
share capital.

To calculate the average rate of return realised, the dividend received in the past
along with the gain realised at the time of sale of shares should be considered. The cost
of equity capital is said to be the realised rate of return by the shareholders. This method
of computing the cost of equity share capital is based upon the following assumptions.
(a) The firm will remain in the same risk class over the period ;
(b) The shareholders' expectations are based upon the past realised yield ;
(c) The investors get the same rate of return as the realised yield even if they invest
elsewhere;
(d) The market price of shares does not change significantly.
4. COST OF RETAINED EARNINGS
It is sometimes argued that retained earnings do not involve any cost because a firm is not
required to pay dividends on retained earnings. However, the shareholders expect a return
on retained profits. Retained earnings accrue to a firm only because of some sacrifice made
by the shareholders in not receiving the dividends out of the available profits.
The cost of retained earnings may be considered as the rate of return which the existing
shareholders can obtain by investing the after-tax dividends in an alternative opportunity
of equal qualities. It is, thus, the opportunity cost of dividends foregone by the shareholders.
The cost of retained earnings can be computed with the help of the following formula:
𝑫

Kr = 𝑵𝑷 + 𝑮
Where,
Kr= Cost of retained earnings
D = Expected dividend
NP = Net proceeds of the share issue
G=Rate of growth.
Further, it is important to note that shareholders, usually, cannot obtain the entire amount
of retained profits by way of dividends even if there is a 100 per cent pay-out ratio. It is so
because the shareholders are required to pay tax on their dividend income. So, some
adjustment has to be made for tax. However, tax adjustment in determining the cost of
retained earnings is a difficult problem because all shareholders do fall under the same tax
bracket. Moreover, if the shareholders wish to invest their after-tax dividend income
in alternative securities, they may have to incur some costs of purchasing the securities,
such as brokerage once, the effective rate of return realised by the shareholders from the
new investment will be somewhat lesser than their present return from the firm. To adjust
the cost of retained earnings for tax and costs of purchasing new securities, the following
formula may be adopted:
𝐷

Kr = (𝑁𝑃 + 𝐺) × (1 − 𝑡) × (1 − 𝑏)
Where
Kr = Ke (1-t) (1-b)
Kr = Cost of retained earnings
D = Expected dividend
G Growth Rate

NP = Net Proceeds of Equity Issue
t =Tax rate
b = Cost of purchasing new securities, or brokerage costs
Rate of return available to shareholders.
Ke= Rate of return available to shareholders.
Example
A firm's K, (return available to shareholders) is 15%, the average tax rate of shareholders
is 40% and it is expected that 2% is brokerage cost that shareholders will have to pay while
investing their dividends in alternative securities. What is the cost of retained earnings?
Solution:
Cost of Retained Earnings,
Kr = Ke (1-t) (1-b)
where
K = Rate of return available to shareholders
t = Tax rate
b= Brokerage cost
So,
K = 15% (1-.4)(1-.02)
=15% x 0.6 x 0.98 = 8.82%

Super Normal Growth
It dividends of a firm are expected to grow at a supernormal growth rate during the periods
when it is experiencing very high demand for its products and then, the dividends grow at
a normal rate when the demand reaches the normal level, the constant growth equation.
P0 = ∑𝑛𝑡−1

𝐷0(1+𝑔𝑠)𝑡
(1+𝐾𝑒)𝑡

+ ∑∝𝑡=𝑛+1

𝐷𝑛(1+𝑔𝑛)𝑡−𝑛
(1+𝐾𝑒)𝑡

Example
The equity share of a company is currently selling at Rs. 305.08 and it is currently paying
a dividend of Rs. 4.24 per share. The dividend is expected to grow at an 18 per cent
annual rate for five years and then at 12 per cent forever. Calculate the cost of equity
capital.
P0 = ∑𝑛𝑡−1

𝐷0(1+𝑔𝑠)𝑡
(1+𝐾𝑒)𝑡

+ ∑∝𝑡=𝑛+1

𝐷𝑛(1+𝑔𝑛)𝑡−𝑛
(1+𝐾𝑒)𝑡

By trial error method using present value tables, we find that Ke= 14%.(1)
(1) At 14% discount rate, the equation becomes:
305.8=5 (0.877) + 5.90 (0.769) + 6.96 (0.675) + 8.21 (0.592) + 9.69(0.519) +
10.85
0.02

(0.519)

Or, 305.8= 4.39+4.54+4.70+4.86+5.03+281.56
Or, 305.8=305.8

5.8

COMPUTATION OF WEIGHTED AVERAGE COST OF CAPITAL

The weighted average cost of capital is the average cost of the costs of various sources of
financing. The weighted average cost of capital is also known as composite cost of capital, the
overall cost of capital or the average cost of capital.
Once the specific cost of individual sources of finance is determined, we can compute the
weighted average cost of capital by putting weights to the specific costs of capital in the
proportion of the various sources of funds to the total.
The weights may be given either by using the book value of the source or the market value
of the source. If there is a difference between market value and book value weights, the
weighted average cost of capital would also differ. The market value-weighted average cost
would be overstated if the market value of the share is higher than the book value and viceversa. The market value weights are sometimes preferred to the book value weights because
the market value represents the true value of the investors. However, the market value weights
suffer from the following limitations:
(i)
It is very difficult to determine the market values because of frequent fluctuations.
(ii)
With the use of market value weights, equity capital gets greater importance.
For the above limitations, it is better to use readily available book value. The weighted
average cost of capital can be computed as follows:
Kw =

∑ 𝑋𝑊
∑𝑊

where,
K = Weighted average cost of capital
X = Cost of a specific source of finance
W=Weight, the proportion of specific source of finance
Example:
A firm has the following capital structure and after-tax costs for the different sources of
funds used:
Sources of funds
Amount Rs. Proportion
After-tax cost
%
Debt
15,00,000
25
5
Preference Shares
12,00,000
20
10
Equity Shares
18,00,000
30
12
Retained Earnings
15,00,000
25
11
60,00,000

100

Total
You are required to compute the weighted average cost of capital.

Solution
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Computation of weighted average cost of capital
Sources of funds
Proportion % Cost % (X)
(W)

Weighted cost %
proportion cost

Debt
25
5
Preference shares
20
10
Equity shares
30
12
Retained earnings 25
11
The weighted average cost of capital

(XW) %
1.25
2.00
3.60
2.75
9.60%

MARGINAL COST OF CAPITAL

Sometimes, we may be required to calculate the cost of additional funds to be raised, called the
marginal cost of capital. The marginal cost of capital is the weighted average cost of new capital
calculated by using the marginal weights.
The marginal weights represent the proportion of various sources of funds to be
employed in raising additional funds. In case, a firm employs the existing proportion of capital
structure and the component costs remain the same the marginal cost of capital shall be equal
to the weighted average cost of capital.
But in practice, the proportion and/or the component costs may change for additional
funds to be raised. Under this situation, the marginal cost of capital shall not be equal to the
weighted average cost of capital. However, the marginal cost of capital concept ignores the
long-term implications of the new financing plans, and thus, the weighted average cost of
capital should be preferred for the maximisation of shareholders' wealth in the long run.
Example: A firm has the following capital structure and after-tax costs for the different sources
of funds used:
Amount
Proportion (%)
After-tax cost (%)
Source of Funds
(Rs.)
Debt
4,50,000
30
7
Preference capital
3,75,000
25
10
Equity capital
6,75,000
45
15
15,00,000
100
(a) Calculate the weighted average cost of capital using book value weights.
(b) The firm wishes to rise further Rs. 6,00,000 for the expansion of the project as below
Debt
3,00,000
Preference capital
1,50,000
Equity capital
1,50,000
Assuming that specific costs do not change the weighted marginal cost of capital.

Solution:
Computation of weighted average cost of capital(WACC)
Sources of funds
Proportion
After tax cost
(%)
(%)
Debt
30
7
Preference capital
25
10
Equity capital
45
15
the weighted average cost of capital(WACC)

Weighted
cost%(XW)%
2.10
2.50
6.75
11.35%

Computation of weighted marginal cost of capital(WMCC)
Sources of funds

Marginal
weighted
proportion %
(W)
Debt
50
Preference capital
25
Equity capital
25
the weighted marginal cost of capital
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After tax cost
(%) (X)

Weighted marginal
cost (%)

7
10
15

3.50
2.50
3.75
9.75%

COST OF EQUITY USING CAPITAL ASSET PRICING MODEL (CAPM)

According to this approach, the return on any security (it can be equity shares) depends on the
amount of risk inherited in it. If more risk is inherited in it, it shall provide more return and if
it is inherited with less risk, it shall provide less return. There are two types of risks associated
with any equity share
(i)
Systematic risk
(ii)
Unsystematic risk
Systematic risk arises due to systematic factors such as a change in government policy, change
in trade policy, political issues etc. We may say it covers the macro-environment in which the
company is operating. The measure of systematic risk is given by “B” “(beta)”. It measures
the change in the market value of the equity shares relative to the change in the market index.
Unsystematic risk arises due to factors related to the company itself. For example, there may
be a change in the management of the company, a strike in the company, and discontinuance
of operations due to fire, flood etc.
Thus, when any change takes place in the market price of the share of any company, it occurs
due to a combination of both systematic and unsystematic factors. The equity shares having a
higher value of ß are perceived to be riskier than the ones having a lower value of the beta, 𝛽.
Under the CAPM approach, the cost of equity capital is given as
Ke = Kf+𝛽(Km – Kf)
Where,

Ke = Cost of equity capital
If = Cost of any risk-free asset
𝛽 = Coefficient of systematic risk
Km = Cost of the market portfolio
The value of an equity share is a function of cash inflows expected by the investors and the risk
associated with the cash inflows. It is calculated by discounting the future stream of dividends
at the required rate of return called the capitalisation rate.
The required rate of return depends upon the element of risk associated with an investment
in shares. It will be equal to the risk-free rate of interest plus the premium for risk. Thus, the
required rate of return, Ke, for a share is
Ke = Risk-free Rate of Interest + Premium for Risk
According to CAPM, the premium for risk is the difference between the market
return from a diversified portfolio and the risk-free rate of return. It is indicated in
terms of beta co-efficient (Bi); i.e.
Risk-Premium = (Market Return of a diversified portfolio-Risk free return) x Bi: = Bi
(Rm-Rf)
Thus, the cost of equity, according to CAPM, can be calculated as below:
Ke = Rf + Bi (Rm-Rf)
Where, Ke = Cost of equity capital
Rf= Risk-free rate of return
Rm = Market return of a diversified portfolio
Bi = Beta co-efficient of the firm's portfolio
Example
You are given the following facts about a firm:
(i)
The risk-free rate of return is 11%.
(ii)
Beta coefficient, Bi of the firm is 1.25.
Compute the cost of equity capital using the Capital Asset Pricing Model (CAPM)
assuming a market return of 15 per cent next year. What would be the cost of
equity if Bi rises to 1.75?
Solution:
Ke = Pr+ Bi (Rm-Rf)
When Bi = 1.25, Ke= 11%+1.25(15%-11%)
=11%+5%
=16%
When Bi = 1.75, Ke=11%+1.75(15%-11%)
=11%+7%
=18%

UNDERSTAND YOURSELF
**Retained earnings have no explicit cost but they have implicit cost"
Generally, it is believed that retained earnings have no cost or zero cost to the company.
However, this is a misconception as retained earnings do not have explicit cost but they have
implicit cost i.e., opportunity cost. It has already been explained earlier while discussing the
concept of implicit cost that retained earnings have no explicit cost but it has an implicit cost.
The implicit cost of the retained earnings can be measured through the opportunity cost in
terms of dividends forgone by the shareholders and through external yield criteria. When a
company prefers to retain its earnings instead of paying it in form of dividends, the
shareholders forgoes their return from the company. Had the dividend been paid to the
shareholders, they would have invested the funds in some other proposal and could have
generated the return but due to the decision taken by the company, they had to forgo this
opportunity. Because of this, it becomes obligatory on the part of the company to generate
enough return on the retained earning so that the shareholders shall not feel that their funds
have not been properly utilized by the company.
From this, we conclude that retained earnings have costs for the company. The company is
implicitly required to earn to compensate the return which could have been generated by the
shareholders on the reinvestment of dividends received by them. Thus, the cost of retained
earnings
may
be
defined
as
the
opportunity
cost
in
terms
of
dividends are forgone by the equity shareholders.
The cost of retained earnings can also be assessed from the external yield criteria. According
to this approach, the firm evaluates the return which can be offered from some external
investment opportunity instead of investment of funds in the firm's project. However, while
examining such an opportunity, it shall be ensured that the external opportunity involves a
similar degree of risk. For example, the firm expects to earn12% return from its project and
the firm is available with another external opportunity of investment offering 13% having
the same degree of risk. Then, the firm shall presume the cost of retained earnings as 13%
because the rate of return which could be earned on such investment constitutes the
opportunity cost of retained earnings.
*Cost of equity is greater than the cost of retained earnings"
Some people argue that the cost of retained earnings and the cost of equity capital shall be
the same as both the funds belong to the shareholders and both the funds lie with the same
company. However, in actual practice, the cost of retained earnings is always less than the
cost of equity capital. This is due to the presence of brokerage costs and the tax paid on
dividend income.
Consider a company A Ltd., having equity capital of Rs. 1,000 and retained earnings of Rs.
500. Now if the shareholders expect a 20% return on the equity share capital then they should
expect a return lower than 20% on the retained earnings. Let us suppose the company
distributes Rs. 500 in form of dividends to the shareholder. The shareholder would be
required to pay a certain amount of tax on this income of Rs. 500. Let us say the shareholder
pays tax at the rate of 10%. Now the balance left with shareholders for investment is (500 -

10% of 500) ie., Rs.450. When these Rs. 450 would be invested, certain brokerage costs
would be incurred.
Let us say the brokerage amount is Rs. 50. Finally, the shareholders would be left just Rs.
400which are invested at the rate of 20%, which would yield Rs. 80 to the shareholders which
means if the shareholders would have received Rs. 80 on their retained earnings of Rs.500,
apparently they have earned the return of 20% but Rs. 80 on Rs. 500 amounts to 16% return.
This means that either the company provides a return of 16% on the retained earnings of the
shareholders or the shareholders themselves generate a return of20% (after meeting tax
payment and brokerage cost), the fate of the shareholders would be the same in both the
cases.
Therefore, symbolically the cost of retained earnings is given as
Kr = Ke (1 - T) (1 – B)
where
Kr = cost of retained earnings
Ke = cost of equity capital
T = Tax rate applicable to the shareholders
B = Brokerage cost.
Nowadays, the dividend received from the domestic company is not taxable in the hands of
shareholders therefore tax payment on dividend income would arise only in case of
dividends received from foreign companies.

5.11

OVERALL COST OF CAPITAL

In the introductory part of this chapter, while explaining the term cost of capital, the specific
cost of each component of cost of capital and the overall cost of capital has been explained. It
has been shown that the overall cost of capital is calculated by aggregating the product of the
weight of each kind of source of fund and its respective specific cost. That is why something
overall cost of capital and weighted cost of capital is used interchangeably. The process of
computing the overall cost of capital, therefore, involves three steps
(a) Find out the specific cost of each source of funds.
(b) Find out the weight of each source of fund in the given capital structure.
(c) Find out the product of the specific cost and weight of the respective source and add
them.
The computation of specific costs has already been explained in our previous discussion. The
next issue is the assignment of weights. The assignment of weights can be broadly divided into
two types:
 Historical Weights
 Marginal Weights
Measurement of Overall Cost of Capital
It is also called the weighted average cost of capital and composite cost of capital. The
weighted average cost of capital is the expected average future cost of funds over the long

run found by weighting the cost of each specific type of capital by its proportion in the
firm’s capital structure.
The computation of the overall cost of capital (Ko) involves the following steps.
(a) Assigning weights to specific costs.
(b) Multiplying the cost of each of the sources by the appropriate weights.
(c) Dividing the total weighted cost by the total weights.
The overall cost of capital can be calculated with the help of the following formula;
Ko =K d Wd + KpWp + Ke We + Kr Wr
Where, Ko = Overall cost of capital
Kd = Cost of debt
Kp = Cost of preference share
Ke = Cost of equity
Kr = Cost of retained earnings
Wd= Percentage of debt of total capital
Wp = Percentage of preference share to total capital
We = Percentage of equity to total capital
Wr = Percentage of retained earnings
The weighted average cost of capital is calculated in the following formula also:
Kw =

∑ 𝑋𝑊
∑𝑊

Where, Kw = Weighted average cost of capital
X = Cost of specific sources of finance
W = Weight, the proportion of specific sources of finance.
TRY YOURSELF
A company has on its books the following amount and specific costs of each type of capital.
Type of capital
Book value Rs.
Market value Rs.
Specific costs (%)
Debt
4,00,000
3,80,000
5
Preference
1,00,000
1,10,000
8
Equity
6,00,000
9,00,000
15
Retained earning
2,00,000
3,00,000
13
Total
13,00,000
16,90,000

Computation of weighted average cost of capital
A. Book value
Source of funds

Amount

Cost%(X)

Debt
Preferences shares
Equity shares

4,00,000
1,00,000
6,00,000

5
8
15

Weighted cost
proportion X
cost(XW)
20,000
8,000
90,000

Retained Earnings

Kw=

2,00,000
∑W= 13,00,000

13

26,000
∑XW= 1,44,000

∑𝑋𝑊
∑𝑊

1,44,000

Kw = 13,00,000 × 100 = 11.1%
Computation of weighted average cost of capital
B. Market value
Source of funds

Amount

Cost%(X)

Debt
Preferences shares
Equity shares
Retained Earnings

3,80,000
1,10,000
9,00,000
3,00,000
∑W= 16,90,000

5
8
15
13

Kw=

Weighted cost
proportion X
cost(XW)
19,000
8,800
13,500
39,000
∑XW= 2,01,800

∑𝑋𝑊
∑𝑊

1,44,000

Kw = 13,00,000 × 100 = 11.1%
HISTORICAL WEIGHTS METHOD
Under this method, it is presumed that the existing form of capital structure is optimum and
whenever a firm raises fresh capital, it should be raised in the same pattern of the existing
capital structure. Weight under historical method can be (i) Book value or (ii) Market value.
The use of market value is considered more logical because of the following reasons
(i)
The market value of securities closely approximates the actual amount to be
received from the sale of such securities.
(ii)
The cost of each specific source is calculated according to the prevailing market
However, the market value suffers from the following limitations also
(i)
Since the market value of the securities fluctuates considerably, it may affect the
the preciseness of calculations.
(ii)
Sometimes current market value is not available whereas book value is readily
available from the published record of the firm.
Despite the above limitations of the market value, it is considered a better indicator of the firm's
cost of capital.

MARGINAL WEIGHTS METHOD
As already explained in the previous example, the marginal weight refers to the proportions in
which the firm wants or intends to raise funds from different sources without any reference to
the proportion of funds in the existing capital structure of the company.
This method of evaluating the cost of capital is used when further funds are to be raised by
the firm. The basis of assigning relative weights is new and hence marginal weights. In actual
practice, the marginal weights system of financing is more justified because of its following
features:
(a) In the past, the firm may be using some source of finance that may not be available to
the firm under the current situation therefore there is no relevance in including it in the
proposed capital structure for financing new projects.
(b) The firm does not have control over the arrangement of funds.
(c) The financial manager will have more freedom in making an optimum mix of capital
for financing new projects.
(d) Despite these advantages, the marginal weight system suffers from certain limitations.
One of the major limitations of this system is that it ignores the long term implication
of the firm's current financing.
WEIGHTED MARGINAL COST OF CAPITAL
As the name itself signifies, the marginal cost of capital is the cost of capital for raising
additional funds over and above the existing capital for financing new projects or investments
of a firm. A firm already in operation may require some more additional capital for its
expansion or modernization of the existing project. In such a scenario, a firm may either finance
it using its internally generated funds (i.e. retained earnings) or may access new capital from
outside sources.
The WACC (Weighted average cost of capital)is such a case is called Weighted Marginal
cost of capital (WMCC).
The WMCC may result in a change in the overall cost of capital of the firm if the firm follows
a marginal weight system (already explained in the previous section) for raising new funds. If
a large proportion of new capital is raised through debt, the overall cost of capital may decrease
but the financial risk of the firm increases. Whereas, if the large proportion of new capital is
raised through equity or retained earnings, the overall capital of the firm increases and may
even lead to rejection of new proposals on account of financial non-viability. Thus, WMCC
becomes an important variable for any firm considering new proposals.
Calculation of WMCC: To calculate WMCC, the following steps shall be followed:
i)
Calculate the proportion of different components of capital being used for
raising new funds.
ii)
Using market value weights as the same would provide more practical and
realistic state of affairs.
The following examples would further clarify the calculation of the Marginal cost of
capital:

Situation 1: When only retained earnings are used as a source for financing new projects.
WMCC = Cost of retained earnings
Example: A firm intends to undertake a new project involving a cash outlay of Rs 5 lakhs. The
firm has enough retained earnings (cost of retained earning = 15%) to finance the project
In this case, WMCC = 15%
Situation 2: When external sources are used but the proportion of capital is kept the same as
in the past capital structure (i.e. historical weight method, explained earlier).
WMCC = Same as existing WACC (provided the cost of various components of capital also
remain the same.)
Example: A firm intends to undertake a new project involving a cash outlay of Rs 5 lakhs. The
firm has in the past used equity and debt in the ratio of 4:1 for financing its entire capital. The
cost of equity for the firm is 15% and the after-tax cost of debt is8%.
In this case existing WACC = 80% x 15% + 20% x 8% = 12% + 1.6% = 13.6%
WMCC = ( 4/5) x 15% + (1/5) x 8% = 13.6%
Situation 3: When external sources are used but the proportion of capital is different from the
past capital structure (i.e. marginal weight method, explained earlier).
WMCC = based on new cost of various components of capital and their respective cost.
Example: A firm intends to undertake a new project involving a cash outlay of Rs5 lakhs. The
firm has in the past used equity and debt in the ratio of 4:1 for financing entire capital. But, for
the new project, the firm plans to use 40% of capital in the form of debt and the remaining 60%
in the form of equity. The cost of equity for the firm is 15% and the after-tax cost of debt is
8%.
In this case existing WACC = 80% x 15% + 20% x 8% = 12% + 1.6% = 13.6%
WMCC = (3/5) x 15% + (2/5) x 8% = 9% + 3.2% = 12.2%
For calculating, new WACC, we shall know the amount of previous debt and equity as well.
Let us assume that amount of previous debt and equity was Rs 2 lacs and Rs 8 lacs respectively.
The new WACC would be calculated as under
Source
Amount
Cost(K)
Debt
200000
8%
Equity
800000
15%
New debt
200000
8%
New equity
300000
15%
1500000
New WACC =
13.13%

Weight(w)
0.133333
0.533333
0.133333
0.2

(K x w)
0.010667
0.08
0.010667
0.03
0.131333

BREAKS IN SPECIFIC COST OF CAPITAL
Weighed Marginal cost of capital applies to every next rupee of the total new financing.
The weighted average cost of capital (WACC) may change over time due to changes in the
volume of financing. This occurs because when the volume of financing increases, the financial
risk increases of a firm increases and providers of funds require a higher return on the funds
that they make available. As a result of this, the WACC of the next round of financing of the
total financing may be different from the WACC of the previous round of the total financing.
For example, the first 10 lakhs of funds cost a firm 12% whereas the next Rs 10 lakhs may cost
14%.
To find a breakpoint for a particular financing source, we need to take the number of funds
available from the financing source at a given cost and divide it by the capital structure weight
for the financing source.
Breakpoint =Maximum funds are available from the financing source/capital structure weight.
Example: A company has a capital structure comprising 30% debt and 70%equity. The detail
of available capital (in the form of equity and debt) along with their respective costs are given
below:
Equity
Cost of equity
Debt
Cost of Debt
(after tax)
Up to Rs 50 lakhs
14%
Up to Rs 50 lakhs
8%
Above 50 lakhs and
16%
upto100 lakhs
Above 50 lakhs and
10%
upto100 lakhs
Above 100 lakhs and
18%
upto200 lakhs
Above 100 lakhs and
12%
upto200 lakhs
Find the breakpoints in debt and equity funding if the same capital structure is to be followed.
Breakpoint in debt funding
1. Maximum debt funding available at 8% is Rs 50 lakhs
Break point = 50, 00,000/ 30% = 16666667
2. Maximum debt funding available at 10% is Rs100 lakhs
Break point = 100, 00,000/ 30% = 33333333
3. Maximum debt funding available at 12% is Rs200 lakhs
Break point = 200,00,000/ 30% = 66666666
Breakpoint in equity funding
1. Maximum equity funding available at 14% is Rs 50 lakhs
Break point = 50,00,000/ 70% = 7142857

2. Maximum debt funding available at 16% is Rs100 lakhs
Break point = 100,00,000/ 70% = 14285714
3. Maximum debt funding available at 18% is Rs200 lakhs
Break point = 200,00,000/ 70% = 28571429
5.12

LET SUM UP

Cost of capital is also called as cut-off rate, target rate, hurdle rate and required rate of
return. When the firms are using different sources of finance, the finance manager must make
careful decisions about the cost of capital; because it is closely associated with the value of the
firm and the earning capacity of the firm. The computation of each specific source of finance,
such as follows: (a) Debt, (b) Preference Share Capital (c) Equity Share Capital; (d) Retained
Earnings;
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KEY TERMS
Cost: are the necessary expenditures that must be made to run a business.
Capital: The term capital refers to the total investment of the company in terms of
money and assets. It is also called as total wealth of the company.
Fixed Capital is the capital, which is needed for meeting the permanent or long-term
purpose of the business concern. Fixed capital is required mainly to meet the capital
expenditure of the business concern and it is used over a long period.
Working Capital is the capital that is needed to meet the day-to-day transaction of the
business concern. It may be Gross working capital and net working capital. Normally
working capital consists of various compositions of current assets such as inventories,
bills, receivable, debtors, cash, and bank balance and prepaid expenses.
Cost of Capital: is a percentage that represents the interest rate the company would
pay for the funds being raised. Each capital component of debt, equity, and retained
earnings has its own cost.
Cost of Equity Capital: is the rate at which investors discount the expected dividends
of the firm to determine its share value.
Cost of Retained Earnings: is the same as the cost of an equivalent fully subscripted
issue of additional shares, which is measured by the cost of equity capital.
The average cost of Capital: is the weighted average cost of each component of
capital employed by the company. It considers the weighted average cost of all kinds
of financing such as equity, debt, retained earnings etc.
SELF-ASSESSMENT QUESTIONS

Q1. What is the cost of capital? Discuss the Cost of Capital computation based on certain
assumptions?
Q2. Mention the importance of the Cost of Capital? Explain the Classification of Cost
associated with Cost of Capital?

Q3. Mention the importance of the Cost of Capital? Explain the computation of specific sources
of Cost of Capital?
Q4. How overall Cost of Capital is calculated?
Q5. Explain various Approaches for calculation of Cost of Equity?
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SELF-ASSESSMENT QUESTIONS AND ANSWERS

Question: 02
ABC ltd. has the following capital structure.
Equity (expected dividend 12%)
10, 00,000
10% preference
5, 00,000
8% loan
15, 00,000
You are required to calculate the weighted average cost capital, assuming 50% as the rate of
income-tax, before and after-tax.
Solution
Solution showing the weighted average cost of capital:
Particulars
Rs.
After
weights
cost
Equity
10,00,000
12%
33.33%
3.99
Preference
5,00,000
10%
16.67
1.67
8% loan
15,00,000
4%
50.00
2.00
7.66%
Weight average cost of capital=7.66%

The India Cost of Capital Survey 2021
The EY-NSE report encapsulates views of around 200 respondents from corporate India,
spread across different sectors and company sizes. The survey concludes that in line with the
falling interest rates, the average cost of equity in India has decreased since EY's last cost of
a capital survey in 2017.
The aim is to understand the cost of capital that companies use for capital allocation and
strategic decision-making. Some of the key findings of the survey are enlisted below: India’s
average cost of equity is -14%. This has declined by -100 basis points since our last cost of
capital survey, over a period in which interest rates have declined by -50basis points. The
sectors like Real estate, healthcare (including pharmaceuticals and life sciences) and
renewables command the highest cost of equity, whereas chemicals, media and
entertainment and FMCG are at the lowest.
The survey focussed, the industry segments also included asset Reconstruction Companies
(ARCs) and start-ups or internet-age companies have been analyzed separately due to their
distinct nature of business. These segments recorded a higher cost of equity on average than
all the other sectors. If ARCs and start-ups are excluded, then the average cost of equity
drops further to -13.5%. Given the impact that Covid-19 has had on the economy and
businesses in the last year, a couple of specific questions to understand businesses’ response
to the pandemic and its impact on their decision making.
Source: The Cost of Capital Survey India Insights 2021, Ernst & Young Merchant
Banking Services LLP and NSE
TRY YOURSELF
A firm has the following capital structure and after-tax costs for the different sources of funds
used:
Source of funds
Amount Rs.
Proportion %
After-tax cost
Debt
12,000
20
4
Preference shares
15,000
25
8
Equity shares
18,000
30
12
Retained earnings
15,000
25
11
Total
60,000
You are required to compute the weighted average cost of capital.
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LEVERAGE ANALYSIS
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6.0

LEARNING OBJECTIVES

After reading this unit you will understand:
 Understand the Leverage.
 State the Meaning, Nature and Importance of Leverage
 Classification of the Leverages as a Decision Making.
 Evaluate the EBIT-EPS analysis.
 Identify Indifference Point / Break-Even Point analysis.
6.1

INTRODUCTION

As already discussed, one of the very important issues in financial management is the raising
of funds. While raising the funds for any investment proposal, the firm has to decide how much
to raise and how to raise. It means that the firm has to first evaluate its requirement of funds
and thereafter it has to decide about the components of the capital such as debt, equity etc. The
two important techniques which help a firm in deciding the optimum mix of debt and equity
are (a) Leverage Analysis; (b) EBIT-EPS analysis.

6.2

MEANING AND DEFINITION OF LEVERAGE ANALYSIS

The term leverage means the relationship between two interrelated variables. It may be defined
as the % change in one variable corresponding to the % change in another variable. Normally,
when there is a direct relationship between two variables, then the percentage change in one
variable shall be equal to the % change in the other variable. Therefore, if we take the ratio of
these changes, it should be one i.e., if one variable increases or decreases by 50% the other
variable shall also increase or decrease by the same percentage. But, in the case of leverage, it
is not so. The percentage change in one variable causes a proportionately higher percentage
change in the other variable i.e., if one variable changes by 50%, the other would change by
more than 50%. This magnifying impact arises due to the presence of fixed costs.

Leverage

Operating
leverage

Financial
leverage

Composite leverage

Definition of Leverage
According to James Horne has defined leverage as, “the employment of an asset or fund for
which the firm pays a fixed cost or fixed return”.
6.3

FEATURES OF LEVERAGES







Capital structure is one of the significant things for the management since it influences
the debt-equity mix of the business concern, which affects the shareholder’s return and
risk.
Hence, deciding the debt-equity mix plays a major role in the part of the value of the
company and market value of the shares.
The debt-equity mix of the company can be examined with the help of leverage.
The company may use finance or leverage or operating leverage, to increase the EBIT
and EPS.
Operating leverage can be determined with the help of a break-even analysis.

6.4

TYPES OF LEVERAGES

The term leverage, in general, refers to the relationship between two interrelated variables.
The term leverage is defined as the ability of the firm to use fixed expenses in such a way to
magnify the effect of change in one variable due to change in another variable.
Particulars
Amount (Rs.)
Sales :
Less: Variable Costs
Contribution
Less: Fixed Costs
Operating Profit/ Earnings Before Interest &
Tax (EBIT)
Less: Interest
Earnings Before Tax (EBT) :

Xxxxx
Xxxxx
Xxxxx
Xxxxx
Xxxxx
Xxxxx
Xxxxx

There are three types of leverages:
A. Operating Leverage
B. Financial Leverage
C. Combined Leverage
(A) Operating Leverage:
It is caused due to fixed operating expenses in the company. Operating leverage consists
of two important costs viz., fixed cost and variable cost. Operating leverage can be determined
with the help of a break-even analysis.
Operating leverage is defined as the firm's ability to use fixed manufacturing expenses
in such a manner to have a magnifying impact on the EBIT (earnings before interest and taxes)
due to any change in sales.
Operating leverage consists of two important costs viz., “Fixed Cost and Variable
Cost”. When the company is said to have a high degree of operating leverage if it employs a
great amount of fixed cost and a smaller amount of variable cost. Thus, the degree of operating
leverage depends upon the number of various cost structures. Operating leverage can be
determined with the help of a break-even analysis.
“The Increase or Decrease in operating leverage is impacted due to Existence of fixed
operating cost.”
“The firm will have higher operating leverage if it has high fixed costs & vice versa. Higher
operating leverage will result in lower EBIT & vice versa.”
The operating leverage is said to exist if DOL > 1
Degree of Operating Leverage

The degree of operating leverage may be defined as a percentage change in the profits resulting
from a percentage change in sales. It can be calculated with the help of the following formula:
DOL = (Percentage change in Profits)/ (Percentage change in Sales)
Degree of Operating Leverage = (% age change in EBIT) (% age change in Sales)
DOL = (Sales - Variable Cost) / EBIT
Uses of Operating Leverage







Operating leverage is one of the techniques to measure the impact of changes in sales
which lead to change in the profits of the company.
If any change in the sales, it will lead to corresponding changes in profit. Operating
leverage helps to identify the position of fixed cost and variable cost.
Operating leverage measures the relationship between the sales and revenue of the
company during a particular period.
Operating leverage helps to understand the level of fixed cost which is invested in the
operating expenses of business activities.
Operating leverage describes the overall position of the fixed operating cost.
Leverage activities with operating activities are called Operating leverage

(B) Financial Leverage:
Financial leverage is defined as the firm's ability to use fixed financial expenses i.e., interest in
such a manner that any change in EBIT has a magnifying impact on the EPS.
The financial leverage is said to exist if DFL > 1.
Degree of Financial Leverage = (%age change in EPS) (%age change in EBIT)
Also,
DFL = EBIT / (EBIT – 1
Degree of Financial Leverage= EBITEBIT – (Interest Charge +Preference Dividend1tax rate)
“Financial leverage measures financial risks”
“Increase or decrease in operating leverage is impacted due to Existence of Interest
Expenses.”
“The firm will have higher financial leverage if it has high Finance cost (interest expenses)
& vice versa”
Uses of Financial Leverage
1) Financial leverage helps to examine the relationship between EBIT and EPS.
2) Financial leverage measures the percentage of change in taxable income to the
percentage change in EBIT.
3) Financial leverage locates the correct profitable financial decision regarding the capital
structure of the company.
4) Financial leverage is one of the important devices which is used to measure the fixed
cost proportion with the total capital of the company.

5) If the firm acquires fixed cost funds at a higher cost, then the earnings from those assets,
the earning per share and return on equity capital will decrease.
6) The impact of financial leverage can be understood with the help of the following
exercise.
7) The financial leverage arises due to the presence of fixed financial costs to the firm.
Example: 2: A Company has the following capital structure. Rs. Equity share capital 1, 00,000
10% Prof. share capital 1, 00,000 8% Debentures 1, 25,000. The present EBIT is Rs. 50,000.
Calculate the financial leverage assuring that the company is in the 50% tax bracket.
Solution:
Statement of Profit

Rs.

Earnings Before Interest and Tax (EBIT)
(or) Operating Profit.

50,000

Interest on Debenture 1,25,000 × 8 × 100

10,000

Earnings before Tax (EBT)
40,000
Income Tax
20,000
Financial leverage =
50,000/ 40,000 =1.25
Operating Profit(OP) /
Profit Before
Tax(PBT)

(C) Combined Leverage:
Combined leverage measures total risk i.e. Business risk & financial risk. Combined Leverage
is the ratio of Contribution and Earning before tax. (EBT) increase or decrease in combined
leverage is impacted due to the existence of Total Fixed Costs/Expenses (Operating Fixed
Costs & Interest Expenses.
The degree of combined leverage is given by the product of the degree of operating
leverage and the degree of financial leverage. Symbolically, it can be written as
DCL = DOL * DFL
DCL=DCL =(% change in EBIT)(% change in sales) × (% change in EBIT)
DCL = (% age change in EPS) / (% age change in sales)
DCL = (Sales - Variable cost) / (EBIT - 1)
It 'reflects the total risk of the firm.
The utility of the degree of combined leverage can be realized by comparing the reduction in
one of the leverages at the cost of the increase in other. For example, if a firm increases the
degree of operating leverage then the firm can accordingly decrease financial leverage to keep
the degree of combined leverage constant.

Since the degree of combined leverage reflects the total risk associated with the firm,
the firm can change operating risk and financial risk in such a manner that the total risk
associated with the firm remains constant.
RISK AND LEVERAGE ANALYSIS
Leverage
Risk
Operating
Business Risk
Leverage
Financial
Financial Risk
Leverage
Combined
Both the Business Risk and Financial
Leverage
Risk
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Cost
Fixed cost
Fixed Financial Cost
Total Cost

UNDERSTANDING THE OPERATING LEVERAGE

The operating leverage arises due to the presence of fixed manufacturing costs. The use of the
operating leverage can be understood from the example given below:
Suppose, there is firm manufacturing and selling 1000 units of any product. Let the sale price
per unit be Rs 10, variable cost per unit be Rs 3 and fixed cost be Rs 2000. Now let us evaluate
the operating profit of the firm in two scenarios as shown below:
Particular
Case-I
Case-II
Case III (when sales
(When sales decreased
increased by 50%)
by 50%)
Number of units 500
1,000
1,500
sold
Sales Revenue
5,000
10,000
15,000
Less: Variable cost 1,500
3,000
4,500
Contribution
3,500
7,000
10,500
Change
-50%
+50%
Less: Fixed Cost
2,000
2,000
2,000
Earnings before
1,500
5,000
8,500
Interest and Tax
(Decreased by 70%)
(Increased by 70%)
As can be observed from the above figures, when the sales have changed by +/-50%, earnings
before interest and taxes have changed by + / -70%, when we ignore fixed cost and take into
account only the variable cost, we would see (shown in the fifth row) that the percentage change
in operating profits is equivalent to the percentage exchange in sales. This shows that the effect
of leverage has arisen due to the presence of fixed costs.
The degree of operative leverage in this case would be given as
DOL = (% change in operating profit) / (% change in sales)
DOL = 70% / 50% = 1.40.

The operating leverage is said to exist only if the degree of operating leverage is greater than
one. Therefore, in this case, the operating leverage exists. Further, it should be remembered
that the higher the value of the degree of operating leverage, the higher would be the operating
risk of the firm. For example, there are two firms - A and B having degrees of operating
leverage of 2 and 3 respectively. In this case, Firm B is considered riskier than firm A because
of a change in sales by Re I would cause a change in operating profits of firm B by Rs. 3 and
in the case of firm A by Rs. 2. Thus, variation in sales causes the corresponding variation in
operating profit by higher amplitude in the case of firm B than infirm A. Therefore, operating
risk in the case of firm B is higher than that of firm A.
6.6

UNDERSTANDING THE FINANCIAL LEVERAGE

The financial leverage arises due to the presence of fixed financial costs to the firm i.e., interest.
The use of the operating leverage can be understood from the example given below:
If the Debt is in the Company:
Let us evaluate the financial profit of the firm in two scenarios as shown below, Further,
evaluate the change in EPS corresponding to the change in the level of EBIT. Suppose, there
is a firm having an EBIT of Rs 1, 00,000. The capital structure of the firm comprises equity
capital of Rs 2, 50,000 (carrying 25,000 shares of Rs. 10 paid-up value) and debt of Rs. 2,
00,000 borrowed at the rate of 10%. Let the corporate taxes by 50%.
Particular
Case I
Case II Case III
1,00,000 1, 50,000(increased by
Earnings before interest and 50,000
(Decreased
by
50%)
Tax (EBIT)
50%)
20,000
20,000
20,000
Less: Interest
30,000
80,000
1,30,000
Earnings before Tax
15,000
40,000
65,000
Tax (@50%)
15,000
40,000
65,000
Earnings after Tax
0.6
1.6
2.6
Earnings per Share
by
(Increased by 62.50%)
Earnings after Tax/Number of (Decreased
62.50%)
Shares
As can be observed from above, when the EBIT has changed by 50%, earning per share has
changed by 62.50%. The change in the EPS is different from the corresponding change in the
EBIT because of the fixed financial cost i.e., interest. Had there been no interest cost, the
change in the EPS would have been the same relative to the change in the EBIT as can be seen
from the calculations shown below:
If the Debt is Nil in the Company:
Let us evaluate the financial profit of the firm in two scenarios as shown below, Further,
evaluate the change in EPS corresponding to the change in the level of EBIT. Suppose, there
is a firm having an EBIT of Rs 1, 00,000. The capital structure of the firm comprises of equity

capital of Rs 2, 50,000 (carrying 25,000 shares of Rs. 10 paid-up value) and debt is nil. Let the
corporate taxes by 50%.
Particular
Case I
Earnings before interest and tax 50,000
(Decreased
(EBIT)
50%)
Nil
Less: interest
50,000
Earnings before tax
25,000
Tax (@50%)
25,000
Earnings after tax
1
Earnings per share
Earning after-tax/Number of (Decreased
50%)
shares

Case II Case III
1,00,000 1, 50,000 (increased by
by
50%)
Nil
1,00,000
50,000
50,000
2
by

Nil
1,50,000
75,000
75,000
3
(Increased by 50%)

From the above, it is concluded that the financial leverage arises due to the presence of debt in
the capital structure as a result of which the firm is exposed to the fixed financial cost.
In the above case, the degree of financial leverage would be given as:
Degree of Financial Leverage = (%age change in EPS)/ (%age change in EBIT)
Degree of Financial Leverage = 62.50% / 50%
Degree of Financial Leverage = 1.25
Financial leverage is said to exist only if the degree of financial leverage is greater than one.
The higher the value of the degree of financial leverage, the higher would be the financial risk
of the firm.
Example 1:
An Income statement of SRK LTD is shown below: It is based on an output (Sales) level of
80,000 units.
Particulars (Rs.)
Sales : 9,60,000
Variable Cost : 5,60,000
Revenue before Fixed Costs : 4,00,000
Fixed Costs: 2,40,000
Earnings Before Interest and Tax (EBIT): 1,60,000
Interest: 60,000
Earnings before tax (EBT) : 1,00,000
Tax: 50,000
Net Income (Earning After Tax) : 50,000
Calculate the degree of (i) operating leverage (i) financial leverage and (iii) the combined

Solution:
i)
Operating leverage: Contribution / EBIT(Operating Profit)
4, 00,000 / 1, 60,000 =2.5: 1
ii)
Financial leverage: Operating Profit / PBT
1, 60,000 / 1, 00,000=1.6: 1
iii)
Combined leverage: Contribution / PBT
4, 00,000 / 1, 00,000 =4:1
TEST YOUR KNOWLEDGE
Why must the finance Manager keep in mind the degree of financial Leverage in
evaluating various financing plans? When does financial leverage become
favourable?
------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------6.7
DIFFERENCE BETWEEN OPERATING LEVERAGE AND FINANCIAL
LEVERAGE
Basis
Meaning

Causes

Activities

Operating Leverage
Operating leverage is defined as the
firm's ability to use fixed
manufacturing expenses in such a
manner to have a magnifying impact
on the EBIT (earnings before interest
and taxes) due to any change in sales.
It arises due to the presence of fixed
manufacturing costs.

Operating leverage is associated with
the investment activities of the
company.
Risk
It measures the Business Risk
(operating risk) of a firm.
Relationship Since it relates to EBIT and Sales, itis
is also called first stage leverage.
Variable
In this case, Sales is the independent
variable and EBIT is the dependent
variable.

Financial Leverage
Financial leverage is defined as the
firm's ability to use fixed financial
expenses i.e., interest in such a
manner that any change in EBIT has
a magnifying impact on the EPS.
It arises due to the presence of fixed
financial cost i.e. interest on
debt/loan.
Financial leverage is associated with
the financing activities of the
company.
It measures the financial risk of a
firm.
Since it relates to EPS and EBIT, it is
also called second stage leverage.
In this case, EBIT is an independent
variable
and
EPS or EBT is the dependent
variable.

Formula
Result

Effect

OL= (Sales-Variable Cost)EBIT
The Operating Leverage is said to
exist if DOL > 1
Higher Operating Leverage will
result in lower EBIT & vice versa

Degree of It is measured using the following
Leverage
formula DOL=
Percentage change in EBIT/
Percentage change in Sales
Tax
The tax rate will not affect the
operating leverage.
Trading on Trading on Equity is not possible
Equity
while the company is operating
leverage.
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FL= (EBIT)(EBIT - Interest)
The Financial Leverage is said to
exist if DFL > 1.
The firm will have higher Financial
Leverage if it has high Finance costs
(interest expenses) & vice versa.
It is measured using the following
formula DFL=
Percentage change in EPS/
Percentage change in EBIT
Financial leverage will change due to
tax rate and interest rate.
Trading on Equity is possible only
when the company uses financial
leverage.

CONCEPT OF TRADING ON EQUITY

The financial leverage is said to be favourable when the firm can earn more on its investment
than what it pays to the debenture in form of fixed interest. This is because the surplus is
distributed among the equity shareholders. But if the firm earns a return less than the rate at
which it is paying interest to the debenture holder then the firm has to use the profit entitled for
equity shareholders towards payment of interest cost. In such cases, it is said that the financial
leverage is unfavourable to the firm. Because of this, financial leverage is also known as
"Trading on Equity".
The concept of equity trading would become clearer from the following example:
Suppose there is a firm having total capital employed It's 10, 00,000 including debt of Rs. 5,
00,000 borrowed at the rate of 10%. Now to understand the mechanics of trading on equity,
Now to understand the mechanics of equity trading, let us assume three cases such as:
Cases (i) when the firm earns 15% on its capital employed (i.e., more than the rate of
interest being paid to the debenture holders), interest is paid to the debenture holders)
Case (ii) when the firm earns 5% on its capital employed (i.e., less than the rate of its
capital employed (i.e. more than the rate of interest being paid to the debenture holders).
Case (iii) when the firm earns 20%on its capital employed (i.e., less than the rate of its
capital employed (i.e. more than the rate of interest being paid to the debenture holders).
Let us now work out the earning available to the equity shareholders in these situations.
Particular
EBIT
Less: interest
EBT

Case I
1,50,000
50,000
1,00,000

Case II
50,000
50,000
Nil

Case III
2,00,000
50,000
1,50,000

Tax

(@:

50%) 50,000

Nil

75,000

Earning
shareholders

for 50,000

Nil

75,000

It can be observed from the above calculations that the greater the value of the rate of return on
capital employed relative to the rate of interest paid to the debenture holders, the higher would
be the benefit for the shareholders. This is known as trading on equity. The excess return which
the firm generates on its capital employed after meeting the interest cost is distributed among
the shareholders.
Equity trading suffers from certain limitations which are given below:
a. It is operational only in those companies where the return on capital employed is greater
than the rate of interest at which the firm has borrowed debt funds.
b. It is beneficial only for those companies which have stability in their earnings and
whose earnings are enough to cover the interest payment to debenture holder and the
dividend to the preference shareholders
c. When a firm borrows more to further enjoy the benefit of financial leverage, the cost
of debt for the firm increases because with every increase of rupee in debt, the financial
risk of the firm increases. The lender in that case demands higher costs while lending
to the firm. Therefore, a stage may reach where the rate of interest charged by the lender
of funds may even exceed the rate of return which the firm earns on capital employed.
At that point, the firm may have to stop the further increase in debt. Thus, the benefit
of equity trading is available only up to a certain point.
TEST YOUR KNOWLEDGE
“Trading on Equity” is resorted to decreasing earning per equity share?
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EBIT-EPS ANALYSIS

The EBIT-EPS analysis method helps in studying the change in the value of the firm
corresponding
to
different
financing
proposals.EBIT‐
EPSanalysisgivesascientificbasisforcomparisonamongvariousfinancialplansandshowswaysto
maximizeEPS.Hence
EBIT‐EP S analysis may be is defined as “a tool of financial planning that evaluates
various alternatives of financing a project under varying levels of EBIT and suggests the
best alternative having highest EPS and determines the most profitable level of EBIT”.










The EBIT‐EBT analysis is the comparing alternative methods of financing at different
levels of EBIT.
EBIT‐EPS analysis examines the effect of financial leverage on the EPS with varying
levels of EBIT or under alternative financial plans.
It examines the effect of financial leverage on the behavior of EPS under different
financing alternatives and with varying levels of EBIT.
EBIT‐EPS analysis is used for choosing the combination and of the various sources.
It helps select the alternative that yields the highest EPS.
In such a case a firm can finance its investment from various sources such as borrowed
capital or equity capital.
The proportion of various sources may also be different under various financial plans.
In every financing plan, the firm’s objectives lie in maximizing EPS.
The EBIT‐EPS analysis examines the effect of financial leverage on the behaviour of
EPS under various financing plans with varying levels of EBIT.

Advantages of EBIT‐EPS Analysis:
Various advantages of EBIT‐EPS analysis are enumerated as below:
1) Financial Planning: Use of EBIT‐EPS analysis is indispensable for determining
sources of funds. In the case of financial planning, the objective of the firm lies in
maximizing EPS. EBIT‐EPS analysis evaluates the alternatives and finds the level of
EBIT that maximizes EPS.
2) Comparative Analysis: EBIT‐EPS analysis is useful in evaluating the relative
efficiency of departments, product lines and markets. It identifies the EBIT earned by
these different departments, product lines and from various markets, which helps
financial planners rank them according to profitability and also assess them are
associated with each.
3) Performance Evaluation: This analysis is useful in the comparative evaluation of
performances of various sources of funds. It evaluates whether a fund obtained from
a source is used in a project that produces a rate of return that is higher than its cost.
4) Determining Optimum Mix: EBIT‐EPS analysis is advantageous in selecting the
optimum mix of debt and equity. By emphasizing the relative value of EPS, this
analysis determines the optimum mix of debt and equity in the capital structure. It
helps determine the alternative that gives the highest value of EPS as the most
profitable financing plan or the most profitable level of EBIT as the case may be.
5) Objectives of Financial Management: The objective of financial management is the
maximization of shareholders wealth, the decision which would maximize the value
of the firm would be chosen for financing the project.

Limitations of EBIT‐EPS Analysis:
EBIT‐EPS analysis also suffers from certain limitations, as described below
a) No Consideration for Risk: Leverage increases the level of risk, but this technique
ignores the risk factor. When a corporation, on its borrowed capital, earns more than
the interest it has to pay on debt, any financial planning can be accepted irrespective
of risk. But in times of poor business there verse of this situation arises which attract
a high degree of risk. This aspect is not dealt with in EBIT‐EPS analysis.
b) Contradictory Results: It gives a contradictory result where under different
alternative financing plans new equity shares are not taken into consideration. Even
the comparison becomes difficult if the number of alternatives increases and
sometimes it also gives erroneous results under such situations.
c) Additional Capital Employed: This analysis does not determine the state of excess
capitalization of a firm. Beyond a certain point, additional capital cannot be employed
to produce are turn more than the payments that must be made for its use. But this
aspect is ignored in EBIT‐EPS analysis.
Example 1: X Ltd. is contemplating raising an additional fund of Rs. 10, 00,000 for setting up
a project. The company expects an EBIT of Rs. 4, 00,000 from the project. The company has
the following alternatives for raising the funds:
i.
To raise Rs. 10, 00,000 by way of equity share of Rs. 10/- each.
ii. To raise Rs. 5,00,000 by way of equity shares and Rs. 5,00,000 by way of debt@
10%.
iii. To raise Rs. 3, 00,000 by way of equity and Rs. 7, 00,000 by way of preference
shares 14%.
iv.
To raise Rs. 3, 00,000 by equity shares, Rs. 3, 00,000 by debt @10% and Rs.4,
00,000 by way of preference shares @ 14%.
The company is in the 50% tax bracket. Which option is best?
Solution: Find EPS under all the given alternatives.
Option I Option II
EBIT
4,00,000 4,00,000
Less: interest
0
50,000
EBT
4,00,000 3,50,000
Less: tax
2,00,000 1,75,000
ETA
2,00,000 1,75,000
Less: dividend of pref. share
0
0
Earnings available for equity share 2,00,000 1,75,000
holders
Number of equity shares
1,00,000 50,000
EPS
2
3.5

Option III
4,00,000
0
4,00,000
2,00,000
2,00,000
98,000
1,02,000

Option IV
4,00,000
30,000
37,00,000
1,85,000
1,85,000
56,000
1,29,000

30,000
3.4

30,000
4.3

Option IV is best as EPS is maximum in this case.
Example:
A Ltd. Has a share capital of Rs .1, 00,000 divided into shares of Rs. 10 each. It has a major
expansion program requiring an investment of another Rs. 50,000. The Management is
considering the following alternatives for raising this amount:
Alternate 1: Issue of 5,000 equity shares of Rs. 10 each
Alternate 1I: Issue of 5000, 12% preference shares of Rs. 10. Alternate 1II: Issue of 10%
debentures of Rs. 50,000
The company’s present Earnings before Interest and Tax (EBIT) are Rs. 40,000 per annum
subject to tax @ 50%. You are required to calculate the effect of the above financial plan on
the earnings per share presuming:
(a)
EBIT continues to be the same even after expansion
(b)
EBIT increases by Rs. 10,000
Answer:
WhenEBITisRs.40, 000 per Annum
PLAN I
EBIT
Rs. 40000
‐Interest
‐‐‐‐‐‐
Profit before Tax
40,000
‐Tax @ 50%
20,000
Profit for Tax
20,000
‐Pref. Dividend
‐‐‐‐‐
Profit for Equity
20,000
Number of Equity
15,000
shares
EPS (Rs)
1.33

PLAN II
Rs. 40,000
‐‐‐‐‐‐‐
40,000
20,000
20,000
6,000
14,000
10,000

PLAN III
Rs. 40,000
5,000
35,000
17,000
17,000
‐‐‐‐‐‐
17,000
10,000

1.40

1.75

When EBIT is expected to increase by Rs.10, 000:

EBIT
‐Interest
Profit before Tax
‐Tax@50%
Profit for Tax
‐Pref. Dividend
Profit for Equity

PLAN I
Rs.50,000
‐‐‐‐‐‐
50,000
25,000
25,000
‐‐‐‐‐
25,000

PLAN II
Rs.50,000
‐‐‐‐‐‐‐
50,000
25,000
25,000
6,000
19,000

PLAN III
Rs.50,000
5,000
45,000
22,000
22,000
‐‐‐‐‐‐
22,000

Number of Equity
shares
EPS (Rs)

15,000

10,000

10,000

1.67

1.90

2.25

So, under both assumptions of EBIT, the EPS would be highest in Plan III.
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INDIFFERENCE POINT / BREAK-EVEN POINT ANALYSIS

The EBIT level at which the EPS is the same for different financing plans is referred to as
indifference point. It may also be defined as that level of EBIT beyond which the benefits of
leverage begin to operate concerning EPS or MPS.
The “Indifference Point”, often called a “Breakeven Point”, is highly important in
financial planning because, at EBIT amounts over the EBIT indifference level, the more
heavily levered financing plan will generate a higher EPS. On the other hand, at EBIT amounts
below the EBIT indifference points, the financing plan involving less leverage will generate a
higher EPS.
Indifference points refer to the EBIT level at which the EPS is the same for two alternative
financial plans.
According to J. C. Van Home, “Indifference point refers to that EBIT level at which EPS
remains the same irrespective of the debt-equity mix”. The management is indifferent in
choosing any of the alternative financial plans at this level because all the financial plans are
equally desirable.
RELATIONSHIP
OF
REVENUE
AND
COST:
BEP

The indifference point is the cut-off level of EBIT below which financial leverage is
disadvantageous. Beyond the indifference point level of EBIT, the benefit of financial leverage
concerning EPS starts operating. The indifference level of EBIT is significant because the
financial planner may decide to take the debt advantage if the expected EBIT crosses this level.

Beyond this level of EBIT, the firm will be able to magnify the effect of an increase in EBIT
on the EPS.
In other words, Financial Leverage will be favourable beyond the indifference level of EBIT
and will lead to an increase in the EPS. If the expected EBIT is less than the indifference point
then the financial planners will opt for equity for financing projects, because below this level,
EPS will be more for the less levered firm.
Financial Breakeven Point:
In general, the term Breakeven Point (BEP) refers to the point where the total cost line and
sales line intersect. It indicates the level of production and sales where there is no profit and no
loss because here the contribution just equals the fixed costs.
Similarly, Financial Breakeven Point is the level of EBIT at which after paying interest, tax
and preference dividend, nothing remains for the equity shareholders.
In other words, Financial Breakeven Point refers to that level of EBIT at which the firm can
satisfy all fixed financial charges. EBIT less than this level will result in negative EPS.
Therefore EPS is zero at this level of EBIT. Thus financial breakeven point refers to the level
of EBIT at which financial profit is nil.
PRACTICE YOURSELF
Calculate the degree of operating leverage, degree of financial leverage and the degree of
combined leverage for the following firms and interpret the results:
Firm
Output(units)
Fixed costs(Rs.)

Amit
60,000
7,200

Babu
15,000
14,000

Chandu
1,00,000
1,500

Variable cost per unit (Rs.)

0.20

1.50

0.02

Interest on borrowed
capital(Rs.)

4,000

8,000

Nil

Selling price per unit(Rs.)

0.60

5.00

0.10

Answer:
Firm

Amit

Babu

Chandu

Selling Price per unit

60,000
Rs.
0.60

15,000
Rs.
5.00

1,00,000
Rs.
0.10

Variable cost per unit
Contribution per unit
Total Contribution
Less: Fixed costs
EBIT or Operating Profit

0.20
0.40
24,000
7,000
17,000

1.50
3.50
52,500
14,000
38,500

0.02
0.08
8,000
1,500
6,500

Output(Units)

Less: Interest
Profit before tax (P.B.T.)
Degree of Operating
Leverage
Contribution / EBIT
=
Degree of Financial
Leverage
E.B.I.T / P.B.T
=
Degree of Combined
Leverage
Contribution /P.B.T
=

4,000
13,000
24,000

8,000
30,500
52,500

Nil
6,500
8,000

17,000
=1.41

38,500
=1.36

6,500
=1.23

17,000

38,500

6,500

13,000
=1.31

30,500
=1.26

6,500
=1.00

24,000

52,500

8,000

13,000
=1.85

30,500
=1.72

6,500
=1.23

Comments: Since the firm, Chandu has a low fixed cost and no interest, it constitutes an ideal
situation. P/V ratio also is the highest which is 80%. Low Operating leverage combined with
low financial leverage will constitute an ideal situation; whereas high operating leverage
combined with high financial leverage will constitute a risky situation.
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LET US SUM UP

The term leverage, in general, refers to the relationship between two interrelated variables.
The word Leverage means using borrowed funds for investment in the business to maximize
the profits of the owners/Shareholders. Financial Leverage measures business risk. The
Operating Leverage is the ratio of contribution and earnings before interest & tax (EBIT). The
increase or decrease in operating leverage is impacted due to the existence of fixed operating
costs. Financial leverage measures financial risks. Financial Leverage is the ratio of Earning
before interest and tax (EBIT) & Earning before Tax (EBT). The increase or decrease in
operating leverage is impacted due to the Existence of Interest Expenses. The Combined
leverage measures total risk. I.e. business risk & financial risk. Combined Leverage is the ratio
of Contribution and Earning before tax. (EBT). Increase or decrease in combined leverage is
impacted due to the existence of Total Fixed Costs/Expenses (Operating Fixed Costs & Interest
Expenses.
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KEY TERMS
Leverage: The term leverage, in general, refers to the relationship between two
interrelated variables. The term leverage is defined as the ability of the firm to use fixed
expenses in such a way to magnify the effect of change in one variable due to change
in another variable.
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Operating Leverage: operating leverage may be defined as the company’s ability to
use fixed operating costs to magnify the effects of changes in sales on its earnings
before interest and taxes.
Financial Leverage: Financial leverage is defined as “the ability of a firm to use fixed
financial charges to magnify the effects of changes in EBIT on the earnings per share.
Combined Leverage: It is a combination of Operating and Financial Leverage.
Trading on Equity: Financial leverage is also known as "Trading on Equity"
Financial Breakeven Point (BEP): It is the level of EBIT which covers all fixed
financing costs of the company. It is the level of EBIT at which EPS is zero.
Indifference Point: It is the point at which different sets of debt ratios (percentage of
debt to total capital employed in the company) give the same EPS.
SELF-ASSESSMENT QUESTIONS

Q1. Difference between Operating Leverage and Financial Leverage?
Q2. Discuss the Different types of Leverage for decision making?
Q3. What is meant by “Trading on Equity”. Explain and discuss its /limitations?
Q4. What is EBIT-EPS Analysis?
Q5. What is Financial Indifference Point and Financial Break-Even Point?
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SELF-ASSESSMENT QUESTIONS AND ANSWERS

Q1. Difference between Operating Leverage and Financial Leverage?
Basis
Operating Leverage
Financial Leverage
Meaning
Operating leverage is defined as the Financial leverage is defined as the
firm's ability to use fixed firm's ability to use fixed financial
manufacturing expenses in such a expenses i.e., interest in such a

Causes

manner to have a magnifying impact
on the EBIT (earnings before interest
and taxes) due to any change in sales.
It arises due to the presence of fixed
manufacturing costs.

Activities

Operating leverage is associated with
the investment activities of the
company.
Risk
It measures the Business Risk
(operating risk) of a firm.
Relationship Since it relates to EBIT and Sales, itis
is also called first stage leverage.
Variable
In this case, Sales is the independent
variable and EBIT is the dependent
variable.

Formula
Result

Effect

OL= (Sales-Variable Cost)EBIT
The Operating Leverage is said to
exist if DOL > 1
Higher Operating Leverage will
result in lower EBIT & vice versa

Degree of It is measured using the following
Leverage
formula DOL=
Percentage change in EBIT/
Percentage change in Sales
Tax
The tax rate will not affect the
operating leverage.
Trading on Trading on Equity is not possible
Equity
while the company is operating
leverage.

manner that any change in EBIT has
a magnifying impact on the EPS.
It arises due to the presence of fixed
financial cost i.e. interest on
debt/loan.
Financial leverage is associated with
the financing activities of the
company.
It measures the financial risk of a
firm.
Since it relates to EPS and EBIT, it is
also called second stage leverage.
In this case, EBIT is an independent
variable
and
EPS or EBT is the dependent
variable.
FL= (EBIT)(EBIT - Interest)
The Financial Leverage is said to
exist if DFL > 1.
The firm will have higher Financial
Leverage if it has high Finance costs
(interest expenses) & vice versa.
It is measured using the following
formula DFL=
Percentage change in EPS/
Percentage change in EBIT
Financial leverage will change due to
tax rate and interest rate.
Trading on Equity is possible only
when the company uses financial
leverage.

Q2. Evaluate the “Trading on Equity”?
The financial leverage is said to be favourable when the firm can earn more on its investment
than what it pays to the debenture in form of fixed interest. This is because the surplus is
distributed among the equity shareholders.
When the firm earns a return less than the rate at which it is paying interest to the
debenture holder then the firm has to use the profit entitled for equity shareholders towards
payment of interest cost. In such cases, it is said that the financial leverage is unfavourable to
the firm. Because of this, “Financial Leverage” is also known as "Trading on Equity".
The concept of equity trading would become clearer from the following example:

Suppose there is a firm having total capital employed It's 10, 00,000 including debt of
Rs. 5, 00,000 borrowed at the rate of 10%.
Now to understand the mechanics of equity trading, let us assume three cases such as:
Cases (i) when the firm earns 15% on its capital employed (i.e., more than the rate of
interest being paid to the debenture holders), interest is paid to the debenture holders)
Case (ii) when the firm earns 5% on its capital employed (i.e., less than the rate of on
its capital employed (i.e. more than the rate of interest being paid to the debenture holders).
Case (iii) when the firm earns 20%on its capital employed (i.e., less than the rate of on
its capital employed (i.e. more than the rate of interest being paid to the debenture holders).
Let us now work out the earning available to the equity shareholders in these situations.
Particular
EBIT
Less: interest
EBT
Tax (@: 50%)

Case I
1,50,000
50,000
1,00,000
50,000

Case II
50,000
50,000
Nil
Nil

Case III
2,00,000
50,000
1,50,000
75,000

Earning for shareholders

50,000

Nil

75,000

It can be observed from the above calculations that the greater the value of the rate of
return on capital employed relative to the rate of interest paid to the debenture holders, the
higher would be the benefit for the shareholders. This is known as trading on equity. The
excess return which the firm generates on its capital employed after meeting the interest cost
is distributed among the shareholders.
Equity trading suffers from certain limitations which are given below:
 It is operational only in those companies where the return on capital employed is greater
than the rate of interest at which the firm has borrowed debt funds.
 It is beneficial only for those companies which have stability in their earnings and
whose earnings are enough to cover the interest payment to debenture holder and the
dividend to the preference shareholders
 When a firm borrows more to further enjoy the benefit of financial leverage, the cost
of debt for the firm increases because with every increase of rupee in debt, the financial
risk of the firm increases. The lender in that case demands higher costs while lending
to the firm. Therefore, a stage may reach where the rate of interest charged by the lender
of funds may even exceed the rate of return which the firm earns on capital employed.
At that point, the firm may have to stop further increases in debt. Thus, the benefit of
equity trading is available only up to a certain point.

