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mﬁz Eﬂcw.m G:;T’“E “Capital structure means the type of securi s
; e amounts N S e
can be obtained from - that make up the capitalisation. Lnngtumm

; (a) owners, and (b) borrowers. Ownership funds consist of share capital, and retained
r.arr!mgs. Borrowed funds include debentures, and long term loans. The ratio between
equity (owned funds) and debt (borrowed funds) is called capital gearing or financial |
leverage. When the proportion of debt is high, it is called high gearing or Working on
thin equity. On the other hand, when equity dominates the capital structure, it is known
as low gearing or working on thick equity.

The factors affecting capital structure are given below & rb]" I QGJ'I,'G

\)Arading on Equity (Financial I.ewerugﬁ :’ﬁqmm ans the ownership funds of
a company and trading means taking advantage of. Therefore, trading on equity implies
borrowing funds at reasonable cost with the help of share capital. When a company Uses
horrowed funds in the regular conduct of business along with equity capital it is said-to be
trading on equity. When the rate of earnings of a company is highier than the rate of interest
at which funds are borrowed, equity shareholders can get higher caming per share because
the difference is distributed among tlmm{ Suppose in the above example, the amount of
kh for both the companies. The rate of interest on debentures is 12 per

earnings is X 20 la
d on preference shares is 14 percent, then the earnings per

cent and the rate of dividen
share for equity shareholders will be as follows:

When debt and preference capital is used in the capital structure, earnings per share
increase due to two reasons. First. the rate of return on investment is more than the rate
of interest and dividend payable on debt and preference capital respectively. Secondly,
interest paid on debt is deducted from profits while calculating tax.
wo main implications. F irst usé of fixed charge securities
shareholders only if rate of fixed charge is lower than the
d. use of fixed charge securities involves risk and threat of
e repaid along with interest even when the company 18
loyed by a company will depend on the degree of risk
ally, it is a trade off between return and risk.

Financial leverage has t
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I State Govemments provide special financial assistance o small scale unity in order
¢ entrepreneurshi and self employment. A sole proprietor may also buy raw
materials and finished goods on credit from the suppliers. But this facility is available

for a short period.
apital for Partnership Firm: Capital requirements as well as the capital base of

a partnership is jhigger than that of a sole trader business. The owned capital is contributed
by ﬂlt? partners is an agreed ratio. Retained profits credited to the accounts of partners also
constitute a part of owned capital. A partnership firm can also raise loans from commercial
hanks and financial institutions. Sometimes, pariners also advance loans 10 the firm. The
firm can buy machinery and equipment on instalment/hire purchase basis. It can obtain
it-from suppliers of raw materials and finished goods. |

i |
| ; M1ONS,.
; .

oy *

pital for Joint Stock Company: A joint stock company generally requires large | STt
t of capital. A public company can raise huge capital through issue of shares. In I
addition to share capital it can utilise retained profits in the form of reserves. It can raise
horrowed capital through debentures and loans. Long-term loans can be obtained from
financial institutions. Short-term loans are available from commercial banks; T |

I |

2 4 MEANING OF FINANCIAL PLANNING
( Financial planning is the process of estimating the financial requirements of an organisation
specifying the sources of funds and ensuring that enough funds are available at the right
time. Possible shortage and surplus of funds are forecast so that necessary steps are taken
in advance to meet these simatinnsj Financial planning secks to achieve the following

objectives:
(i) To ensure availab

funds needed for _
s made. The possible sources of these funds are also specified.

by putting surplus funds to the best possible

ility of funds whenever these are required. A proper estimate of
different purposes and the time at which the funds are needed

(i) To ensure that there are no idle funds

Uuse. '
Financial planning includes both short term as well as long term planmng. Short |

term planning is usually in the form of annual budgets. Long term planning takes the
form of capital budgeting. ; .
A suitable financial plan is essential for the SUCCESS of every business miterpnsa: It
should provide for (1) Accurate estimate of th'-? Fﬂm ‘:ﬂp'm? reqmremeﬁnts_ and (i) seleeon
of right methods or sources of finance for raising the estimated capital. 1
Financial planning plays a very significant role in the smooth and effective functioning
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. cost of debt is lower than that of equity. A company
—_—
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legal formalities are involved in the issue of shares and debentures. -

..Qqéuind and Purpose of Financing : For funds required for permanent investment
equity shares are the appropriate choice. Debentures and preference shares are preferable

for medium-term finance. Modernisation and expansion programmes may better be financed . |
through preference shares and dﬂbenturﬁ‘ﬁinance needed for expansion of capacity may I

be raised through fixed charge securities as expansion is likely to increase the earning 1
capacity of the company.

” Capital Market Conditions : The state of capital market influences the choice | &
of securities to be issued. During boom investors are willing to take risk and invest in A
equity shares. But in a bearish market, or down swing investors prefer safe investment. |
Therefore, preference shares and debentures carrying a fixed rate of return are likely to |
be more marketable in a depression. . f

8. Statutory Requirements . Banking companies arc prohibited from issuing any |
type of security except equity shares. Government of India has laid down norms of debt-
equity ratio and ceilings on public deposits. The Companies Act and SEBI guidelines
must be observed while raising funds from the public. Thus, state regulations regarding
the issue of securities have a bearing on capital structure.

9. Needs of Investors ! Investors’ attitudes and requirements regarding income and
risk is an important consideration in designing capital structure, A company may 1ssue
securities of different kinds and varying denominations to meet the likings of potential
investors. Enterprising investors who prefer capital gains and a say in the management
of the company can be lured by issuing equity shares. Debentures and preference shares
are issued to attract those investors who desire a regular return and safety of investment.

10. Cash Flow Position : The ability of the company to generate enough cash flows
to meet its fixed commitments also influences the capital structure. The company may be
earning sufficient profits but it may not be generating cash inflows at the time of payment
of interest and loan instalments. The company should analyse its liquidity position and I
prepare projected cash flow statements before deciding debt equity ratio. |

2.6. MEANING OF FIXED CAPITAL = |
\ Fixed capital refers to the funds required for acquisition of fixed assets. Fixed assets are
meant for generating income. These assets are used permanently for huﬂinﬂs.s operations.
o @)}-M}d&-ﬁs;ﬁ‘.ﬂ:t ard machinery, furniture and fixtures, motor vehicles, etc. are
- A -l i
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mings per Share = "N of Equity shares

Trading on equity is, however, desirable only when:
(a) The rate of earnings is higher than the ratc of interes

dividend.
(b) The company’s earnings are
debentures. |«
(¢) There are sufficient
proportion of debt and equity 1s

wealth, the capital structure may be called optimum.

J{;EIEITEE of Control : In a company, equity shareholders have voting rights an
therefore, control of the company lies in their hands. If the promoters of the |
want fo retain control in their own hands, they may not issue additional equity shares 0
the public. In such a case, more funds can be raised by issuing debentures and preferent?
shares. This factor is particularly important in closely h : i
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etc., also influence the amount of fixed capital needed for business. ’
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'"-.‘ ! | Fixed -c:ﬁ]litﬂl'.ﬂt a Glance i "
 Meaning : The capital invested in fixed assets.
Factors: (/) Nature of business (if) Size of business
(i17) Types of products (iv) Method of production
(v) Diversity of product lines (vi) Mode of acquiring fixed assets
(vi7) Intangible assets

e

9 8. MEANING OF WORKING CAPITAL ‘¥

Working capital means the capital invested in working assets or current assets such as
“tash, stock of goods, debtors and short-term investments, etc. [t represents the liquid
funds which are required for the day-to-day operations of an enterprise) According to
Shubin, “working capital is the amount of funds necessary 1o cover the cost of operating
the enterprise. Working capital in a going concern is a revolving fund. It consists of cash
receipts from sales which are used to cover the cost of current operations.”

Working capital is also known as circulating capital or revolving capital because
it keeps on circulating or revolving in business. It is invested, recovered and reinvested
repeatedly during the operating cycle of business. According to Gerstenberg, “circulating
capital means current assets of a company that are changed in the ordinary course of
business from one from to another as for example, from cash to inventories, inventories
to receivables, receivables into cash”.

In a manufacturing concern the operating cycle involves conversion of cash into
raw materials, raw materials into work in progress, work in progress into finished goods,
finished goods into receivables and receivables into cash. (Fig. 2.1)

> 1. CASH

5. RECEIVABLES 2. RAW MATERIALS
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&257. FACTORS AFFECTING FlXiED CAPITAL A

The following factors are considered for determining the amount of fixed capital of}
business enterprise. !

- Nature of Business: The amount of fixed capital varies from industry to industry
Manufacturing enterprises require heavy investment in fixed assets such as land andg
buildings and plant and machinery. Public utility undertakings like railways, city trans ot
undertakings and electricity supply concerns also require heavy investment in fixed assets
But trading concerns require less investment in fixed capital,

.~ Size of the Business: The scale of operations also determines the amount of fixe
capital. A large sized enterprise requires 2 greater amount of fixed capital than a smalf
scale firm. For example, a giant steel company such as the Tata Iron and Steel -:n—'—l'
(TISCO) needs a huge investment in fixed Capital as compared to mini steel plant. A la e
amount of fixed capital is necessary for a high volume of production | i 1
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(a) Seasonal Working Capital. It means the extra working capital required during
a particular season. Firms dealing in products of a seasonal nature (e.g.
garments, fans, umbrellas, etc.) require more working capital during the busy
season. ing to Gerstenberg, “Beyond their initial and regular circulating
capital’ most business will require at stated intervals a larger amount of current
assets to fill the demands of the seasonal busy periods”. When the busy season
begins, additional working capital is required to buy raw materials and pay extra
labour.

For example, sugarcane, wheat, cotton, etc., are 10 be purchased in bulk during
the season when these items are produced.

() Special Working Capita l.f,xlht refers to extra funds required to meet future
contingencies that may arise in business. It is advisable to set up a reserve
working capital to act as a cushion in times of emergencies) A business firm
must set aside additional funds to cope with unforeseen contingencies such as:

w{?i special operations to meet sudden spurt in demand; .
: I,Efff unusually stagnant periods or depression leading to piling up of inventory;

(iif) strikes, lockouts and natural calamities like earthquake, flood, fire, ete.

2.10 IMPORTANCE OF WORKING CAPITAL

Adequate amount of working capital provides the following advantages:
\ K. Timely Payment of Dues: An enterprise worth sufficient working capital can
pay dues to its creditors in time. Timely payment of liabilities helps to ensure short-term
solvency of business, -

2. Smooth Working: Adequate working capital enables the business to purchase
raw ma.tenals, pay wages and salaries and meet their expenses. It keeps the flow of
pmflm:tmu and distribution uninterrupted. In the absence of adequate working capital a
business will stagnate,—

3. High Credit Worthiness: A business with satisfactory working capital position

enjoys high credit standing. Such a business firm can raise loan
njoys | ‘ s from banks and financi
nstitutions easily and on more favourable terms. IR
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2.9 TYPES OF WORKING CAPITAL | &
Working capital can be classified as follows: (Fig. 2.2) 4 (b) §
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2.11 FACTORS AEFECT e depend on the following factopg S
" The working capital requirements of an enterprise ; . . G0
i' . : - Mmufa.:turmg firms rﬂquil'ﬂ Gﬂﬂﬁldﬂrﬂhlﬂ working capits “ earning
_\_/‘L’Nnture of Business: _ finished products. On the other hand, publig M
I ﬂiejfhﬁvetnhuildupstnckufmwmatenalsﬁﬂﬂ nished pr M
utihty ' qulliI'E less working l;:ﬂ]}itﬂl as they do not have to mamiain Inveniory of a bu
' undertakings , . v F
ize of Business: Firms carrying on large scale operations and undertaking high [
} volume of production require more working capital than small scale firms. For example cfmg;rtm
a departmental store needs greater amount of working capital as compared to a hawl Elstrz
Manufacturing Cycle: It means the time involved in the production of go ods. Eegon
Longer is the time gap between the purchase of raw materials and production of finished :
goods, higher is the need for working capital. W
/ Rapidity of Turnover: Turnover means the speed with which the amount off (iv)
working capital is recovered by the sale of goods. When the turnover is rapid, the amount: Scop
of 1E».mrku;g uap;ta:t reqt_urded is small. This is because working capital is locked up i’
business for a sho pﬂ'l'lﬂ ;

_ 5/ Terms of Purchase and Sale: A business

; T firm requires comparatively small
amount of working capital if it buys goods and services on credit and qe?l ; them in cash-
On the other hand, if it purchases in sells them

cash - .
capital will be required, and sells on credit, larger amount of workingJ

‘ﬁ. Credit Policy: When a libera] cre
required. On the contrary, smaller working

dit policy
capital is

18 followed, more working capital :
needed in case of a tight credit ]Jﬂﬁcf' 1
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