


P T -k
# cont .

' o ] r

\ el 0 h
] .

¥ LR s T A SNArCNGIctlers

i S b ey TR T By el k)

*M&hﬁérnfnﬁi-:apmﬁ'ﬁﬁm iraae Lol i i gads o spaesloedt SRR
able during the life time of the company. Mistakes in estimation afﬁﬁiﬁai"" ments
or ?verenthuflam may lead to overcapitalisation resulting in lower rate of eamings anc
diwd\rg;is. Financial structure becomes inflexible. | f i
. No trading on equity. When the entire s iy IOy . i
: : hare capital is raised through equ
shares, the benefit of trading on equity is not available. e

}Wﬂstl:{- The cost of ir_.s‘uing equity shares is higher than the cost of issuing other
types ?f securities. Underwriting commission, brokerage and other issue expenses are
very high for equity capital. &

: nflexible. A company can not issue shares in excess of its authorised capital as
stated in the Memorandum of Assnciatiny
From investors’/sharcholders point of view

\ J,/l‘;:r'petumiun of control by a few. Any new issue of equity shares has to be first
offered to the existing shareholders. As a result the company comes to be managed by a
handful of persons. Ordinary and small sharcholders remain owners in name only.

_2. High risk. Equity shareholders sink or swim with the company. Dividend and
refund of capital are both uncertain. The right to declare dividend lies with the Board of
Directors. Shareholders cannot increase the rate of dividend recommended by the Board
of Directafs. Prices of shares keep on fluctuating,

3 3. Unhealthy Speculation. Very often there 1s unhealthy speculation in the prices
of equity shares. This is more so during boom when the prices are rising. Directors and
officers of the company may also indulge in speculation on the basis of inside knowledge
about the company. Innocent and ignorant investors suffer.

{ Equity Shares at a Glance

No Advantages Disadvantages

Interference in management

Source of strength |
1S Wide appeal JU]]heﬂhhy speculation |

I. No burden on earnings inx
2. Permanent capital Over-capitalisation
3. No charge on assets No trading on equity
4 High risk
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) * When the company’s earnings rise rapidly, holders Dfﬂ:l.ll::]l hares i ~

in the prosperity of the company except in case of participating pre B

v | \{/rﬂ/ Fear of being shown the door: Holders of redeemable ;{Hfﬂﬂﬂi?fafl;;w o
i 0 face yet another unpleasant prospect. The company raises Capi: h'dm -
when it is badly in need of funds. But once its purpose is served, it bids good

bye to them by paying back their money. 1

(iijy No capital appreciation: Preference shareholders ﬂﬂh not get the ]:'!'Eﬂﬂﬁl

appreciation in their investment. They do not share in the prosperity of th

company during boom period. o

{hj_,fﬂu guarantee of dividends: Payment of dividend on preﬁﬁre_nce shares 1s 1ot

/" punaranteed. Rate of dividend is generally modest. Price fluctuations of preferen .

o shares is greater than that of debentures. These shares are less easily saleabld |& Redempti

on stock exchanges than equity shares.

1

9. Convertik
PREFERENCE SHARES AT A GLANCE

No. Advantages L Disadvantages 10. Arrears
1. Appeal to caution investors Limited appeal due to uncertain returns || | 11. Order o
2. No charge on assets Fixed liability | 12. Further
3. No burden on profits Lack of voting rights sheoss
4, No interference in management Fearing of showing the door 1 3.4 BOI
5. Trading on equity Sometin
6. Flexibility | among its ;
_____ — T == oy 1 sues fully ¢
Preference shares are unpopular due to low rate of retumn, uncertainty as to its pa¥® These shar

ment and absence of a voice in the management of the company. However. prefe

ok ‘ or capitali
shares may be a useful source of capital for a company under the following conditions.
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(1) When the assets are not acceptable as sufficient collateral security for issuind
debentures, :

(2) When higher interest will have to be paid by Issuing de

_ bentures against asselt
which are already mortgaged. >

(3) Wt{nn the company’s promoters want to retain control
obligation as to payment.

(4) When the company needs funds for med; _ ] A
um-term
preference shares, m-term it can issue redeema .

Preference shares can be issued as a bonus for Increasing the sale of other shares
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without creating fixé¢




d security comprising features of by

s reference shares is nayan

o ! i ity shares, dlvldﬂﬂd onp ;‘
sh;:n ;:d dcbe;ol'lg;* Il‘ii mhn‘es, preference shares carry a fixed rate of
arc . : ‘ s

:nﬂ min? priority over equity shares but no voting rights. .
Types : Preference shares can be of the following types:

: . In the case of cypy
: _cumulative preference shares. i | my
1. Cumulative and non-ct P ed forward to g

id 1 1 Carrl

ference shares dividends not paid in a particular year arc ¢

ﬁ Such unpaid dividends go on accumulating and become pa}fal.nhj:- out g‘f the pro

Mnt years. Such arrears of dividend must be paid before dividend is paid g
other class of shares. Unless otherwise stated preference shares are cumulative.

On non-cumulative preference shares dividends do not accumulate. In case the
pany does not have sufficient profits in any year, the right to dividend in respect

year is lost for ever. The dividend claim is not carried to subsequent years. Sharel
cannot claim arrears of dividend in subsequent vears.

Thus, preference

2. Participating and non-participating preference .‘;s"mr'f-‘.ﬁ{{Pal'licipating refen
shares give the holder the right to share in the profits left after the payment of dividd
preference and equity sharcholders. Holders of participating preference shares are e
o participate in the surplus profits of the company in addition to their normal fixed
divid.cnd. On the contrary, the holders of non-participating preference shares do nd 4
the right to share in the surplus pruﬁtsfjfhcy get only the fixed dividend.

c :h-wfﬂm'erﬁb!g and non-convertible preference shares, Holders of convertiblef
ence can get such shares converted into equity shares after a fixed period: 8

other hand, preference shares which C
annot b - : : L
non-convertible preference shares. € Converted into equity shares are Ki¥

preference shares can be I‘Eﬁmdgdmm{k F”:":'ffrﬁ'ﬂ{_-f shares. The holders of red
" W ﬂ_ﬁEr the M - o " {I.I
stated in the expiry of a specified per=s

mable :
should be made clear when the Preference shares, The intention to refum
conditions for the redempt;

L EhHIE'S, N
of ﬂ‘[E co

ren
s 3 company E':E E'-hﬂf:eﬂ cannot be issued for & Eg
4MNot issye irredeemable preferé®™

Articles of Association. Only 8 %%

on-redeemable prefered® &
mpany. However. the ||-__-...!.

2. No bure
dividends are ayal
_3 No in far e
ing rights, ., PrC
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used for raising loans in
-5 Trading on eq
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ers. Preference shares a
is usually low,—

. Flexibility. In ca
when the company does
to attract investors who»
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From company’s point of view
730 e Eqmt:r‘hm is payable only at the disc ,,

ghares impose no burden on the cq

urces because the dividend on such s
management, subject to the awilah.i]jty of
obligation fo pay a fixed rate of dividend on €qu¥

ermanent capital. Equity share f:apital IS T
up of the company. Therefore, Eqmtytctalfu -
+ iability as to repayment. Even at the / capit
Ertl:ﬂhlaﬂ::]ﬁfd that tmp:- ?;'many surplus is left after meeting all other liabilities.

a 1*{7;;:“ charge on assets. Equity shares do not create any charge or mortgag

equity shares.

assets of the company. The company is free to use its property for raising loans.
“Source of strength. A company with substantial equity capital comm
tige in the investment market. Its ability to borrow 1s high due to high credit wortl
“Small nominal value, The face value of an equity share is generally Vel
As a result equity shares have a wide appeal and even persons belonging to lowi
groups can buy them. A company can mobilise savings of large sections of .,H_.

to features of limited liability, transferability and perpetual succession.

6. Unlimited source. Any amount of capital can be raised through equity sbé

From investors'/shareholders’ point of view

+ 7 Equity shareholders enjoy voting rights and controlling power over the cof

M The liability of equity shareholde
~ scribed by them.

8§, the rate of dividend o .+ For et

Hero H : . Widend can be very high. FOr*g
J}V{ Equity ﬁ:::ﬂdz:i ae dividend on equity shares in ﬂlegyﬂaf A
Y the ﬂﬂmpan}r Su hvE I-h prﬂ'ﬂmpti.\-'ﬁ rlght to subscribe to new Sl Mtk
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these shares earn capi'iﬂl "y

adequate profits. The company is ug
efunded only at the time of g
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F+Loans from Commercial Banks - Customer Advances
6. Loans from Financial Institutions e W s,

7. Instaiment Credit

Fig. 1 Long term and Short-term Sources of Finance

Both long term and short term funds can be raised from two types of sources (a) owned

funds, and (b) borrowed funds. or Loan capital. Owned funds consist of equity shares
preference shares and retained earnings. These funds belong to the owners. On the other
hand, borrowed funds belong to the creditors or lenders. Debentures public deposits,

trade credit, installment credit, loans, etc. constitute the borrowed funds. These funds are
repayable after a specified time period.

3.2. EQUITY SHARES

Issue of shares 1s the most important method of raising long term funds. Shares are the
ownership securities and share capital represents the ownership capital. Funds raised
through shares provide a financial base to the company.

The capital of a company is divided into a number of equal parts known as shares. Thus,
the term share means the interest of a shareholder in the company measured by a sum of
money. According to the companies Act, “a share is a share in the EhHIE‘ capital of a company,
and includes stock except where a distinction between stock and shares 1s express or imphied”.

Share refers to a share in the share capital of a company. It is one of tlfe units into
which the share capital of a company can be divided. It mdtlt::atﬂs the interest in the assets
and profits of a company. According to J ustice Farewell, “A share is the :?t];ar;:a::‘uf $
shareholders in the company measured by a sum of money for the purpose of liabi'ity

of interest (dividend). It also consists of other rights given by the Articles of Association”,

is 2 into which the capital of a company is divided.
L s e s confers certain rights on its holder

Each share has a distinct number a.ndl a t'ac_e: vall:le, It
as specified in the articles of association of the company.

A public company limited by shares can issue two types of shares:

1. Preference shares

2. Equity shares 55 LA ivi and
/ Shis zhjch carry no preference rights hﬂ;mﬁpnmm E;Eﬂ :E:ildt;ﬂag::l:ﬂ are
in the repayment of capital are called €quity SYS8% &1 Loy g o such shares is payable
issued prior to other securities and repaid in the 1as "givi dend. Dividend on equity shares is
only when there are prdfits and the company acies
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case of cumulative preference shares the amrears of dividend also accumulage

=

' j sadvaniages of Freterence Shares
) R e
r L) ] 4 b}
The cost of raising finance through preference shares is greater
r | ' & 1 L L A W o st = == = 7 = : A
_ hat of debentures. Preference dividend 1s not deductible for tax purposes.
- ian Inat Oof g1 % ' gl
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' ) 't burden: Dividend on preference shares has (o be paid at a fixed
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Advantage of Preference Shares
From Company’s Point of View

of profits. The cost of finance is also less,

3. No interference jn Mmanagement. Generally, preference shares do not carry vot-

ing rights. Therefore, promoters can retain exclusive control over the company by issuing
preference shares to outsiders, There is no dilution of control, -

A4 No charge on assets. Issue of preference shares does not involve any mortgage
or charge c:n_the assels of the company. The company can keep its fixed assets free to be
used for raising loans in future,

. Trading on equity. Rate of dividend on preference shares is fixed, When the

COmpany’s earnings rise, the “ompany can pay higher rates of dividend to equity sharehold-

ers. Preference shares are an economical source of finance because the rate of dividend
15 usually low, —

L .-{'I'- Fhu.‘*.‘lih ; I“ case Dfrﬂd&cmﬂ.hlﬂ‘ ]fIl'Efni‘rEn{:E Hharﬂﬂ thf-' amount can hE 'rﬂzpaid 5a m,d
when the company does not need it. Participatin g or convertible preference shares can be issued
to attract investors who want to share in the growing prosperity of the company) Preference
share capital is considered a part of networth. It therefore, increases the credit worthiness
of a company.

From Investors/Shareholders' Point of View
i) Investors get a more stable and regular dividend before payment of equity
__dividend. Rate of dividend is fixed.
i) The risk involved is comparatively less because preference share capital is
payable before equity share capital on the winding up of the company.
: gﬁf’ﬁ Preference shareholders can expect to get back their investment after a certain
time period but preference shares cannot be issued for a period of more than
Iwenty years. |
(#v) In case of cumulative preference shares the arrears of dividend also accumulate
| and are payable in future,
DiSﬂdﬂﬁllfﬂgPﬁ of Preference Shares

-From the Viewpoint of Company :
(i) Costly source: The cost of raising finance Ihlmugh prelhr?ncc shares 1s grealiter
than that of debentures. Preference dividend is not deductible for tax purposes.
(if) Permanent burden: Dividend on F'rﬂﬁr'.‘enm Shﬂfﬁ e mhbf-P;:dfat ailf::rt:
rate before any dividend is paid an equity ﬂhfare?. Wh:n t Ell;:vfdnyt'ﬂmncﬂ
loss the burden of dividend is high especially in case of cumulative pre

shares.
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