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(i) Simple, Naked or Unsecured Debentures : When no asset is pledged under mortgage to
raise loan by issuing a debenture paper, it is called the simple or naked or unsecured
debenture. They have no priority as compared to other creditors. They are treated as the
ordinary creditors at the time of winding up of the company.

(B) On the basis of redemption :
On the basis of redemption, debentures may be classified under two heads :

(/) Redeemable Debentures : Redeemable debentures are those on which the repayment of the
principal is to be made on a specific date or in installments either at the company’s option
or at fixed intervals as long as the company is a going concern. The time and mode for
redeeming the debentures are fixed at the time of their issue.

(i7) Irredeemable Debentures : Irredeemable debentures or perpetual debentures are those in
respect of which no time is fixed within which the company is bound to pay, although it may
pay back at any time it chooses. So, generally, it is not paid back during the life time of the
company. The debentureholders cannot demand payment as long as the company is a going
concern and does not default in the payment of interest. But all debentures, whether
redeemable or irredeemable, becomes payable if the company goes into liquidation.

(C) On the basis of priority of redemption

Under this category also debentures are classified under two heads :

(i) First Mortgage Debentures : The debenture that should be redeemed first on priority basis
at the time of liquidation is called the first mortgage debenture. Such a situation arises when
a single asset is mortgaged to raise loans more than once.

(i) Second Mortgage Debentures : These debentures are redeemed only after the redemption
of the first mortgage debenture. These debentures are also called as ordinary debentures.

(D) On the basis of transferability :

On the basis of transferability, the debentures are classified under two heads :

(i) Registered Debentures : If the names and addresses of debentureholders and the serial
numbers of debenture papers are recorded in the register book of the company, such
debentures are called registered debentures. These debentures are not transferable by
delivery. They can be transferred by a regular transfer deed and the transfer must be
registered with the company. Only the registered holders are entitled to receive interest and
repayment of principal sum on maturity.

(i) Unregistered/ Bearer Debentures : If no records of the names and addresses of
debentureholders are maintained in the register of the company such debentures are known
as bearer debentures or unregistered debentures. Bearer debentures are just like bearer
cheques and currency notes. Interest coupons are attached to these debentures and interest
is paid to a person who holds the debenture at the time of payment. Refund of money at the
time of redemption is also made to the bearer of debenture paper, whether the bearer is the
actual owner or not. No stipulated formalities are to be obtained for transfer of suck
debentures.

(E) On the basis of convertibility :
On the basis of convertibility, the classification of debentures are :

(i) Convertible Debentures : Convertible debentures are those in which an option is given |
the debentureholders to exchange their debentures for shares in the company under certa
conditions and hmlt'\tlons imposed regarding the period during which the option may |

===t and the terms are mentioned in the Articles of Associatic
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3.4. Internal Sources

Other than the external sources of capital there are also some internal sources of capital. Exp:
even diversification of production capacity is carried out by the established companies
through internal resources such as retained profit or ploughing back of profits, pro
depreciation, proposed dividend etc. But a new company can raise funds only throug
sources, such as shares, debentures, loans, public deposits etc.

3.4.1. Retained Earnings / Ploughing Back of Profit

As already mentioned, retained earnings or ploughing back or reinvestment of a part of t
an ideal method of financing expansions and improvements. Every growing concern req
for extension and improvement. The concept of ploughing back of profits is a mana
under which the entire profits are not distributed among the owners of capital but

earned profits is ‘ploughed back’ or retained to be utilised in future. It is also called ‘s
‘inter-financing’ or ‘financing from internal resources’. This is the only internal sourcs
financing. A company may before the declaration of any dividend in any financial yea
percentage of profits for that financial year as it may consider appropriate to the
company as per section 123(1) of the Companies Act, 2013.

Other than expansion and improvements, retained earnings can be utilised for the long
such as purchase or construction of assets, modernisation, repayment of loan, redempt
share capital or debentures, meeting the long-term working capital etc. This is the ¢
L financing and also strengthens the financial position of the company.

The practice of ploughing back of profits is influenced by many factors, such as -

(1) Net profit : Ploughing back of profits depends largely upon the amount of
company earned in a particular year. If a company has earned huge profi
( capacity to retain profits will be higher.

(2) Dividend policy : Dividend policy of the company determines the extent to
retained for ploughing back:

r (3) Taxation policy : Taxation policy of the Government also affects ploughi

retention is available only from the profit after tax.

(4) Statutory requirement: According to section 123(1) of the Companies Act,’
transfer such percentage of profits as it may consider appropriate to the res
before the declaration of dividend in any financial year.

( (5) Future Financial Requirement : Future financial requirement of the

retention. If there are highly profitable investment opportunities in the f
go for more retention.

) Desires of shareholders : Retention also depends on the sharcholders’
- ~ have a regular income they may desire maximum distribution of profi
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fl’iss;ze of Bouus Shnrcs- is not in fact an issue of shares to raise further capital. Through bonus issue a
capitalises a portion of accumulated profits and reserves. So, it involves transfer of money from
reserves 'and surplus to equity share capital. Bonus shares are issued to the existin g shareholders by
the existing company without any consideration, ie., free of cost. These shares are also issued in a
fixed proportion only to the fully paid equity shareholders. The bonus issue is not made to the partly
Ppaid shares until they are fully paid up.
There are different sources from where issue of bonus shares can be made. They are :
(7) accumulated profits, (i) general reserve, (iii) capital reserve (reserve created out of revaluation of
fixed assets can not be utilised), (iv) capital redemption reserve u/s 55(2) of the Companies Act, 2013,
(?) Security premium u/s 52(2) etc.

— _
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The total amount of bonus shares issued out of free reserves shall not exceed the total amount of paid
up capital. The issue of bonus shares have to be made according to the guidelines issued by SEBI
(Securities and Exchange Board of India). These shares cannot be issued in lieu of cash dividend.

As a result of bonus issue, earnings per equity share comes down as the same amount of profit has to

be distributed among the increased number of equity shares. If eamnings do not increase after the
issue of shares, future earnings per share is affected.

Other than the issue of equity shares to the public, a company can issue same class of equity shares
among its employees or directors to ensure their loyalty and participation. According to section 54 of
the Companies Act, 2013, a company can issue equity shares to its employees or directors at a
discount or for consideration other than cash for providing know-how or making available rights in
the nature of intellectual property rights or value additions, by whatever name called. These equity
shares are called as Sweat Equity. The issue of these shares should be authorised by a special
resolution passed by the company in general meeting. The company cannot issue these shares within
a period of one year from the date on which the company is entitled to commence business.

» Features of Equity Share :

Equity shares have a number of features which distinguishes them from other shares and securities.

These shares have some special features in terms of rights and claims of their holders. Some of the
basic characteristics of equity shares may be summarised as follows :

i

(@) Claim on income : The equity shareholders have residual claim on the income of the company.
The earnings of a company after deduction of interest, tax and preference dividend are the
earnings of the equity shareholders. The rate of dividend on these shares are not fixed, it
depends upon the earnings of the company. For this reason, equity shares are also known as
“variable income security’. Again, equity shareholders may not get the full amount of residual
earnings as the company may retain a portion of it for future developments. The payment of
dividends to the equity shareholders depends on the discretion of the management.

(b)

Claim on assets : The claim of the equity shareholders on the assets of the company is also
residual and is relevant only when the firm is being liquidated. Other claimants, i.e., creditors,
preference shareholders, etc. are paid first in the event of liquidation and after satisfying their

claims if anything is left, it belongs to the equity shareholders. If the value of the assets is
insufficient, their claims may remain unpaid.

(c)

Right to control : As equity shareholders are the real owners of the company, they have the right
to control the operations of the company. But they have indirect control over the affairs of the
company. The major policies and decisions are taken by the board of directors.

(d) Voting rights : Ordinary shareholders have voting rights in the meeting of the company.

An ordinary shareholder has votes equal to the number of shares held by him. They exercise
their right to control through voting. They are required to vote on a number of important matters
which include election of directors, changes in the memorandum of association etc. Though the
members of the board are elected by the holders of the majority of ordinary shares, the

proportionate voting system enables the minority shareholders to have some representation on
the board.

(e) Pre-emptive right : The ordinary shareholders of a company enjoy pre-emptive right which

gives them the first opportunity to subscribe to the issue of additional shares (right shares)
offered by the company on pro rata basis. To safeguard the interest of equity shareholders and
enable them maintain their proportional ownership, the law grants shareholders the right to
purchase new shares in the same proportion as their current ownership. Shares so offered to
existing shareholders are called right shares and their prior right to such shares is known as
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pre-emptive right. This right protects ordinary shareholders by ensuring that management
cannot issue additional shares to strengthen its control by selling them to persons of their choice. |

(/ Limited liability : This is another important feature of equity shares. Although ordinary
shareholders are the true owners of the company, their liability is limited to the value of shares
they have subscribed. In the event of liquidation they are liable to pay only the issue price of
shares purchased. If a shareholder has already paid the full price of shares purchased, he cannot
be held liable to contribute anything more in the event of a financial distress or liquidation. Thus,
the equity shareholders enjoy the ownership without taking the risk of unlimited liability. This
feature encourages unwilling investors to invest in the company and helps companies to raise

funds.
(g) Maturity: Equity share do not have any maturity date. Equity share capital ?s a permanent form
of capital and it is not repayable during the life time of the company. Equity sha'reht')lders are
aid back only at the time of liquidation of a company after meeting all other claims mclud%ng
the claim of preference shareholders. But the company can buy back its own shares as per Section
68, 69 and 70 of the Companies Act. 2013. .
(1) Rules for issue: The issue of equity shares should be made strictly according to the Companies

1 ; ithi imit of authorised
d SEBI guidelines. The issue of these shares should be made within the limit o
s & d in the memorandum of association of the company. These can

equity share capital as mentione '
be issued at par, at a premium or at a discount. f
: in: . arv shareholders may have an opportunity of gain in capital appreciation of -

O g izut‘heoll;gtg unity shares can i-)e traded fligely in the stock market, they have high
::a;rarl‘:z-tability. Thus, an equity shareholder can easily sell his holding in favourable market
condition and can eamn capital gain besides eamning the normal dividend.
Tax on dividend : A differential rule exists regarding tax on dividend for the company which

? daxlares dividend and for the recipient, i.e., the equity shareholders who actually receives the
d?\(r:idend. A dividend tax is to be paid on dividend payal?]e: by the. company u/s 1150, 115F, and
115Q of the Income Tax Act, 1961 and, ther_eby, such dividend is tax-free in the hands Qf the
recipient. Thus, it encourages investors to invest their funds in the company for earning a
regular source of non-taxable income. But, the payment of dividend entails an additional burden
on the company in the form of dividend tax.

(%) Rightto receive annual report : Equity shareholders have the right to receive the annual report
of the company at least 21 days prior to the annual general meeting as per section 136 of the
Companies Act, 2013. This enables the equity shareholders to be aware of the affairs and the

operations of the company.
» Advantages of Equity Share :

Adyantages of £e o shares can be stated from the company’s point of view and from the
shareholders' point of view.

p From the company’s point of view :

(1) Permanent capital : It represents a permanent source of capital. Equity share is available for use
as long as the company is a going concern. It does not require any repayment except in the case
of liquidation.

(2) No financial burden : Financing through equity shares does not impose any financial burden on

the company as the company is not legally obliged to pay dividend at the time of financial

difficulties. Dividend is payable only if there remains a surplus profit after the payment of tax
and preference dividend.
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(3) Issue of other securities : Equity shares do not carry any charge against the assets of the
company. This helps the company to raise funds easily by issuing other securities like preference
shares and debentures, i.e., the assets are free Yor raising additional finance.

(4) Creditworthiness : It enhances the creditworthiness of the company. As the equity shares have
no charge on the assets of the company, additional funds can be raised through borrowings, with
the assets as the security.1

(5) Stability in control : Controlling power remains in the hands of the equity shareholders. Hence,
instability in control gets reduced.

(6) New company : Issue of equity shares is the most important source for raising funds for a new
company having no market familiarity and a sound financial structure.

D From the shareholders’ point of view :

(1) Ownership : Equity shareholders are the true owner of the company. By investing in equity
shares, investors become owner of the company.

(2) Controllability : Equity shareholders have the right to control the operations of the company.
They have an indirect control over the affairs of the company.

(3) Voting rights : Ordinary shareholders have the voting rights in the meeting of the company.
They exercise their ‘right to control” through voting.

(4) Pre-emptive right : Ordinary shareholders enjoy pre-emptive right which enables them with the
first opportunity to subscribe to the issue of additional/right shares offered by the company on
pro rata basis before they are offered to the public.

(5) Scope of getting bonus shares : Equity shares get the benefit of acquiring high-priced shares
without any consideration as bonus shares.

(6) Liability : Liability of equity shareholders is limited to the face value of equity shares held by
them. They are not liable to contribute anything at the time of liquidation if their shares are
already paid up in full.

(7) Return : Equity shareholders share the residual income. If the company runs successfully and
profitably, the equity dividend can be very high. Not only do they enjoy a high rate of dividend,
they also have a regular source of income.

(8) Non-taxable dividend : Equity shareholders also enjoy the benefit of non-taxable dividend as
the dividend received by them is a fully tax-free income.

(9) Marketability : Equity shares have high marketability. They are readily saleable.

(10) Capital gain : As the equity shares have high marketability, equity shareholders always have an
opportunity of earning capital gain transferring their shares at high market price.

(11) Liquidity : Whenever equity shareholders need money, they can dispose the shares in the stock
market which increases their liquidity position.

» Disadvantages of Equity Share :

Equity capital has some disadvantages compared to other sources of capital. This can also be stated

from the company’s point of view and from the shareholders’ point of view.

D From the company’s point of view :

(1) High cost : The equity share capital has the highest specific cost of capital among all the sources.
The rate of return required to be paid to the equity shareholders is generally higher than the rate
of return required to be paid to the other investors.

(2) Cost of issue : The cost of equity issue which comprises underwriting commission, brokerage
and other issue expenses, is generally very high. Moreover, the dividend on equity shares is not
deductible as an expense out of the profits of the company for taxation purpose.
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(3) Rigidity in capital structure : As equity capital is a permanent source of capital, it provides ng
flexibility in the capital structure.

(4) Over-capitalisation : If excess amount of capital is invested in the business by way of equity
financing, the same may-g result in the accumulation of idle capital which earn nothing and at
the same time leads to over-capitalisation.

(5) Trading on equity : Excessive reliance on financing through equity shares reduces the capacity
of the company to trade on equity. It cannot get the advantage of use of cheaper sources of debt
capital for magnifying the return of equity shareholders if the amount of equity capital is more
in the capital structure.

(6) Creation of inefficiency : Substantially owned funds create inefficiency in the organisation, as it
does not have a permanent obligation either to repay the principal amount or the interest, as in
the case of borrowings. ,

S —— e el — e

(7) Passive investors : A new company having no reputation in the market may find it difficult to
raise funds through equity financing since equity shares do not attract passive investors who »
always prefer to have a steady income and the safety of their investments.

(8) Capital market :Issue of equity capital is dependent on the efficient system of the capital market.

P From the sharcholders’ point of view :

(1) Uncertain return : As the rate of return to equity shareholders depend on the amount of profit,
there is no certainty of their income. Even if the company makes substantial profit, they do not |
have any guarantee of receiving dividend. Equity shareholders cannot contest the dividend
decision of the board of directors.

(2) Risky investment: Equity investmentisa risky investment. Equity stock prices tend to fluctuate
widely which makes equity investments risky. Downward price movement may result in a
considerable capital loss for the equity shareholders. : .

(3) Controllability : Though theoretically equity shareholders enjoy the controlling power over the
firm, small equity investors cannot really exercise such power over the firm. As the equity
shareholders are scattered and ill-organised, it is not possible for them to control the affairs of the
company in the real sense.

(4) Lowest priority : As the equity shareholders are the last claimants of the assets of the company,
they may not get anything in the event of liquidation.

(5) Earnings dilution : New issue of equity capital may reduce the earnings per share and thus may
have an adverse effect on the market price of the equity share if the profits do not increase
immediately in proportion to the increase in the number of equity shares.

(6) Dilution of ownership and control : If the equity shareholders are unable to exercise their pre-
emptive right for any reason, i.e., if they are unable to invest in additional shares, the shares are
issued to outsiders. This may result in dilution of ownership as well as dilution of control of the
existing shareholders.

3.3.2. Preference Shares

The second important source of finance is the issue of preference shares. As the name itself implies,
preference share is a tvpe of securitv through which a company obtains funds in exchanee for certain
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reference shares. Preference capital represents a hybrid form of financing possessing some
characteristics of debt, such as, fixed dividend rate, no voting right, priority over equity capital etc.
and some characteristics of equity, such as, payment of preference dividend is made out of distributable
profits etc. As the preference shareholders do not enjoy any voting right, they do not have to bear any
risks and hence, ownership is not affected. These shareholders are not treated as the true owners of
the company. The investors who are not willing to take any risk and are satisfied with the fixed lower

rate of dividend like to invest in preference shares.

» Features of Preference Share :

The following are some of the features of preference shares :

(1) Ownership : Preference shares are a part of ownership of the company. But they do not have any

(2)
(3)

(4

5)

(9]

(7)

(8)

(9)

~controlling power on the affairs of the company. Again, they enjoy only a fixed rate of dividend.
Hence, it can be said that they are the owners of the company but not in its true sense.
Preference dividend : Dividends at a fixed rate are payable on preference shares, the rate of

which is declared at the time of issue of such shares. Preference dividend is an appropriation of
profit and not a charge against profit.

Cumulative dividends : Unless otherwise stated in the terms of issue, the preference shares are
cumulative in the sense that all unpaid dividends are carried forward, gets accumulated and are
paid in future whenever the company wants to pay equity dividend.

Claim on Income : Preference capital has a prior claim on income over equity capital. Whenever
a company has distributable profits, the dividend on preference share capital is to be paid first
before the payment of equity dividend. Thus, preference share is referred to as a ‘senior security’.

Claim on assets : Preference shares also have a prior claim on assets of the company. They geta
preference for the repayment of capital in the event of liquidation of the company. Their claim is
to be settled first before making any payment to the equity shareholders.

Redeemability : According to section 55(1) of the Companies Act, 2013, company cannot issue
any preference shares which are irredeemable in nature. Section 55(2) states that a company, if so
authorised by its articles, issue preference shares which are liable to be redeemed within a period
not exceeding 20 years from the date of their issue. However, for a company engaged in
infrastructural projects may issue preference shares for a period more than 20 years but not
exceeding 30 years subject to the redemption of a minimum 10% of such preference shares per
year from the 21st year onwards or earlier on proportional basis.

Voting right : Preference shareholders ordinarily do not possess any voting right. However,
preference shareholders can exercise the voting right on a resolution which directly affects the
rights attached to preference shares. So, the voice of the preference shareholders in the management
of the company is quite limited.

Hybrid form of security : As it is already mentioned, preference capital represents a hybrid form

of security, which satisfy some of the characteristics of equity capital and some of the characteristics
of debt capital.

Cost : Preference share capital is much costlier than debt capital. The cost of debt capital is the
interest amount which is an admissible charge against profit for taxation purpose. So, tax benefit
can be obtained for the payment of interest. But preference dividend is an appropriation of

profit, i.e., dividend is declared from the post-tax profit. Hence, the full amount of preference

dividend is treated as the cost of preference capital as no tax benefit is obtained for such
pPayment.
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(10) Security : Though preference capital has some of the features of debt capital, no collateral or
mortgage is required for obtaining capital by issuing preference shares.

p Classification of Preference Shares :

Preference shares may be of different classes. According to the rights and advantages enjoyed by
the preference shareholders, it can be classified under four categories :

(A) According to the right to get dividend at a fixed rate :

Under this category preference shares are of two types :

(i) Cumulative preference shares : Preference share gets a fixed amount of dividfzn_d every
year. In the absence of profit or insufficient profit for a particular year if the d].Vl.dCI'\d ?s
not paid, the arrear dividend will accumulate and the whole amount of_arrear dwn.d('znd is
to be paid in the year when the company eams sufficient amount of px:oflt. So, the dn:udend
on these preference shares is guaranteed. The preference shares which carry the right to
get arrear dividends are known as cumulative preference shares.

Non-cumulative preference shares : The preference shares which have no right t.o_carry
arrear dividends are known as non-cumulative preference shares. If prefe_zrt.ence dividend
is not paid in any particular year due to loss or insufficient profit, the dividend for that
vear will not accumulate to be paid in future. Thus holders of such shares have only a

preferential current dividend right.

(1)

(B) According to redeemability :
Preference shares under this classification fall under two heads :
(/) Redeemable preference shares : When preference share capital is rEdeemec! after a
i tipulated time, such shares are called redeemable preference shares. As per section 55(1)
(S)f It’he Companies Act, 2013, the stipulated period within which preference éhares are Fo be
redeemed is 20 years. However, a company engaged in infrastructural projects may issue
preference shares for a period exceeding 20 years.
;i) Irredeemable preference shares : These shares are also called ordinary preference shares.
i1 Preference shares which cannot be redeemed during the lifetime of the company are known
as irredeemable preference shares. It is already mentioned that irredeemable preference

shares cannot be issued in India as per section 55(1) of the Companies Act, 2013.

According to the right to participate in the surplus profit :

Preference shares are divided into two heads under this category :

(i) Participating preference shares : Participating preference shares are those shares which
participate in the surplus profits of the company. A company having participating preference
shares first pays the preference dividend at a fixed rate, and then pays a reasonable rate of
dividend to the equity shareholders. If some profits still remain after paying both these
dividends, then preference shareholders participate in the surplus profits in a stated manner.
The mode of dividing surplus profits among preference shareholders and equity
shareholders is given in the Articles of Association. Similarly, these shares are also entitled
to participate in the residual assets after the payment of their normal claim at an agreed
rate in the event of liquidation of company.

(7)) Non-participating preference shares : When the preference shareholders get only preference
dividend at a fixed rate and do not enjoy the right to participate in the surplus profits,
such preference shares are called as non-participating preference shares.

()
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(D) According to convertibility :
Preference shares under this category fall under two heads :

() Convertible preference shares : The holders of preference shares which are given a right to
convert their holdings into equity shares after a stipulated period of time are called convertible
preference shares. The option of conversion and the specific period after which the conversion
may take place should be mentioned by the company at the time of the issue of these shares.
The right of conversion must also be authorised by the Articles of Association.

(i) Non-convertible preference shares : When the right of conversion of preference shares to
equity shares is not permissible to the preference shareholders, such preference shares are
known as non-convertible preference shares.

) Cumulative Convertible Preference Shares (CCP) :

Apart from the above classification a new financial instrument was introduced in the capital market
in March, 1985. This instrument is issued as preference share carrying cumulative dividend right at
ten per cent. These shares are compulsorily to be converted within a period of 5 years but conversion
may take place at any time after a period of 3 years. According to the t:,.ndclm“» for issue of these
shares, such shares ordinarily be of the face value of T100 and it could be listed in one or more stock
exchanges in the country. These shares should be issued only by the public limited companies.

Following are the various set of objectives for the issue of this instrument. These are :
(i) Setting up new projects.

(i) Expansion or diversification of existing projects.

(iif) Normal capital expenditure for modernization, and

(iv) Working capital requirement.

When the projects are assisted by the financial institutions, it is required to take the approval of those
institutions before the issue of CCP shares.

The CCP shares assure investors a minimum fixed return together with the prospect of capital
appreciation and high equity dividend after conversion. But it also faces certain limitations, such as,
it represents an expensive source of finance, it does not provide any benefit under the Income Tax
Act, etc.

) Advantages of Preference Share :

Preference shares provide a number of advantages both to the company as well as investors or
shareholders.

D From the company’s point of view :
The Company has the following advantages by issuing the preference shares :

(1) Payment of dividend : There is no legal obligation to pay preference dividend. The non-
cumulative shares need not to pay any dividend if there is no profit.

- — - a4 ws & = - .
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L F::::E:lllyfu]\ capital structure : Issue of preference shares brings flexibility in the capitq)
structure of the company as they can be redeemed after a specific period of time. ‘

(7) Ft'lture.expansmn : These shares can be issued to finance capital expenditure involved i
expansion programmes and to strengthen the present equity base witha view to future expansion

(8) Trading on equity : The company can take the advantage of trading on equity by the issue of
preference shares. In case the company’s rate of retum is more than the cost of capital of
reference shares, the financial leverage generated by the issue of preference shares produces

magnified increase in Eamings Per Share (EPS) for the equity shareholders.
and thereby strengthen

(9) Creditworthiness : Preference shares add to the net worth of the company
ability of the company

the financial position of the company. Additional net worth enhances the
to borrow in future.

(10) Hedge against inflation: Asa fixed financial commitment is given to the preference shareholders
which is unaffected by inflation, hence financing through these shares provide a hedge against
inflation.

(11) No threat of liquidation : If the company f
any threat of liquidation or other legal proceedings as there is no le
preference dividend.

» From the shareholder's point of view :

Investors in preference shares enjoy the following advantages :

(1) Fixed return with less risk : These shares have a special appeal to investors who are not inclined
to take great risk and are satisfied with a fixed return on their investments.

Preference shareholders always enjoy the preferential right in respect of
yment of capital, in the event of winding up of the company, over

ails to pay the preference dividends, it does not face
gal compulsion to pay

(2) Preferential right :
payment of dividend and repa

other classes of shares.
refund : Ordinary investors prefer to invest in preference shares as there is a

fund of capital after a definite period.

ugh preference shareholders carry no voting rights, they can vote on
ly their rights and on all resolutions if the dividend due on their

(3) Guarantee of
guarantee of re

(4) Protection of right : Altho
matters which affect direct

shares is unpaid.

Tax free dividend : As per section 10(34) of the Income Tax Act, 1961, dividends are tax free in the
hands of receipient.

» Disadvantages of Preference Share :

lnspite of many advantages, preference shares suffer from many shortcomings which are discussed
both from the company'’s point of view and investors’/shareholders’ point of view.

» From the company’s point of view :
The following are the main disadvantages of preference shares from the company’s point of view :
(1) Cost of capital : '!'he issue of preference shares is costlier than the issue of debt capital. These
shares are to be given a rate of dividend which is higher than the prevailing rate of interest on
debt capital.
(2) Financial burden : Cumulative preference shares require payment of arrear dividend. This is no
doubt a great burden on the company and the equity shareholders suffer on this account.
(3) Claim on assets : The issue of preference shares mean diminuti i ' i
over the assets of the company. el S0 shareholder 8 ghatm
(4) Repayment: Unlike equity capital, preference capital cann
: ’ ot be used 4
Like borrowed capital, it is to be repaid. P ed permanently by a company

(5)
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\V.

(5) Affects credit worthiness : Although there is no legal obligation to pay dividend on preference
shares, but frequent delays or non-payment adversely affect the credit worthiness of the firm.

(6) Affects value of the firm : For the same reason as mentioned above, it adversely affects the

market position of the company and may reduce the market price of the equity shares and
therefore, it affects the value of the firm.

(7)

Cash outflow : As the preference shares are to be redeemed compulsorily within a period of 20
years, it entails a substantial cash outflow from the company.

(8) No tax benefit: Like interest on debt capital preference dividend is not a deductible expense for
taxation purpose. This causes heavy strain on the company.

(9) Decrease in EPS for the equity shareholders : If the company is not able to earn a return at least

equal to the cost of preference share capital, it may result in decrease in EPS for the equity
shareholders.

(10) Liquidation : The payment of dividend on preference shares in times of bad trade cause serious
strain on the finance of the company and may ultimately bring about liquidation.

(11) Affects flexibility in company management : When the consent of preference shareholders is
required to incur further indebtedness, it means a restrictive clause in regard to the flexibility of
company management.

D From the shareholders’ point of view :

Shareholders suffer from the following demerits of preference shares :

(i) Rate of dividend : Preference shareholders are to remain satisfied with a fixed rate of dividend

and that too at a moderate rate. So, investment in preference shares is less attractive than
investment in equity shares.

(2) No voting right : Preference shareholders are deprived of voting rights except in cases which
directly affects their right. They remain at the mercy of the management for the payment of
dividend and redemption of their capital.

3)

No participation in management : As the preference shareholders do not enjoy any voting right,
they do not have any voice in the management of the affairs of the company.

(4) Status : Preference shareholders do not enjoy any right of either owners or creditors. They

cannot claim dividend at a higher rate in case the firm eamns high profit. Again, if there is a loss,

preference shareholders do not get any dividend. So, they neither enjoy the right of owners or
the right of creditors.

(5) Capital appreciation : The prospect of capital appreciation in preference share is lower than the

equity shares.
(6) Marketability : Preference shares are not easily marketable as equity shares.
(7) Market price fluctuation : The market prices of preference shares fluctuate much more than that
of debentures.
(8) Market situation : In a good market situation, the return on equity shares is much higher than
the return on preference shares as the preference shares do not get anything more than the

preference dividend which has a fixed rate. So, in a good market situation, investment in these
shares is not much attractive.

» Difference between Equity Shares and Preference Shares :

Both equity shares and preference shares are the part of ownership securities, yet there are numerous
differences between these two shares. These are enumerated in the next pages :
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Equity Shares

Preference Shares z

1. Equity shares are issued to
provide long-term finance.

2. Holders of these shares are
treated as the real owners.

owners of the

3. Being true
company, equity shareholders

bear all related risks.

4. Equity shareholders exercises full
trol over the management of

con
the company-

5. Equity shareholders always enjoy

meetings

full voting right in the
of the company-

6. Equity shares are not redeemble
before liguidation but a company
can buy back its own equity
shares u/s 68, 69 and 70 of the
Companies Act, 2013.

7. A joint stock comparny must issue
some equity shares as per
Companies Act.

8. Equity shareholders have
residual claim on the income of

the company.

9. Rate of dividend is not fixed for
these shares. It depends upon the
rofit earned by the company and

the dividend policy adopted by

the company.

shares enjoy residual claim on the
assets of the company.

1. Preference shares are issu :
ed to
provide long and medium-terp,

finance.

Holders of these shares are the
owmners but not in true sense. .
. Usually preference shareholderg
have no such risk except in case of
non-cumulative preference share-
holders who bear the risk of not
getting dividend in a no-profit year.
. Preference shareholders exercises no
control over the management of the

company-.

10. In case of liquidation, equity (10. They enjoy preferential claim on

Preference shareholders do not have
any voting rights except in the cases
which directly affects their right.

Preference shares are to be redeemed
within a period of 20 years.

7. Issue of preference shares is not
compulsory. It depends upon the
discretion of the company.

8. Preference shareholders enjoy
preferential claim over the equity
shareholders on the income of the
company.

9. As per the directives of the Articles
of Association, there is a fixed rate of
dividend for these shares. In case of
no profit, preference shareholders do
not get any dividend except
cumulative dividend.

assets of the company over equity
shareholders in the event of liqui-
dation. Participating shareholders
gets a part of surplus profit, if any,
after meeting the dues to the equity
shareholders.

i
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12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22,

participation

Nomination of

direCtOfS

participation

Capital
reductioﬂ

Marketability

Market price

Cap ital
appreciation

Capital
structure

Borrowing
strength

Trading on

W i‘/———"‘," Different SOUTCes of Cap
Diffcrent Aspects
11. Type®

— Equity Shares

11. Equity shares are of single type
There is no classification of GqJUity.
shares.

It causes least burden on the
finance of the company. -

Equity shareholders are entitjeg
to participate in the genera]
meeting of the company.
Equity shareholders are om.
powered to nominate the board
of directors of the company.

The holders of equity shares oot
the scope for participation in che
prosperity of the company.
Reduction of equity share capita]
is possible through reorgani-
sation.

These shares are marketable even
to investors of small means
because of its low denomination.

12.

13-
14.
15.
16.
17.

18. The market price of equity shares

fluctuates very widely.

19. In case the market value of equity
shares goes up, the holders get
the benefit of capital appreciation

of their investment.

20. Equity shares make the capital
structure rigid as the redemption
of equity shares cannot be

possible.

21. It strengthens the borrowing

capacity of the company.

22. Trading on equity is possible with

Ll

19 R

12.

p—
Ui

16.

18.

19.

55 79

Preference Shares

?’:eference shares may be of differen*
c} pes, such as cumulative, noﬂ:
UIT]_UIa['lve, Participating, nortt
Participating, convertible, n°T;
cOonvertible, redeemable and

Tredeemable preference shares-
It causes fixed burden on the financ®
of the company.

Preference shareholders do not hav®
such right_

Preference shareholders do not have
ar, Power to nominate the members
Of the board of directors.

- There is no scope for participaﬁon

in the Prosperity of the company-

Reduction of preference share capital
1s possible only through payment-

3 -
- Lhese shares are marketableonly t©

Investors of moderate means
because of its higher denomination-

F’ rice fluctuation of preference shares
1s rela tively less.

Preference shareholders do not get
the benefit of capital appreciation of
their investment as they usually do
not enjoy any right in the surplus
profit earned by the company.

- As the preference share capital can

be redeemed easily in case of
necessity, it provides much flexible
capital structure.

. It lessens the borrowing capacity of

the company.
Trading on equity is not possible

. equity preference shares and deben- without preference shares.
tures.
23. Choice of 23. Investors of adventurous spirit|23. Conservative investors of less
investors and risk-bearing capacity are adventurous spirit and risk-bearing
mainly interested to invest in capacity and who prefer to have a
equity shares. fixed earning, like to invest in
preference shares.
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3.3.3. Debentures B

So far we have dealt with ‘owned capital’. But a company may wish to borrow money from perse
who are willing to lend instead of buying shares. Money received as a loan is called “Borrowed Cnp{fn??
and we shall now deal with it. The money lent to the company must be recorded and c‘lenOWIedgeCi
by the issue of a document which is called a “Debenture’. A company may raise long-term loan by the
issue of debentures.

According to the Companies Act, debentures include debenture stocks, bonds and other securities of
a company, whether constituting a charge on the assets of the company or not. From the view point
of the company, a debenture may be defined as an instrument executed by a company under its
common seal acknowledging indebtedness to some person or persons to secure the sum advanced.
Debentures are termed as “Creditorship Securities”. According to Thomas Evelyn, “A debenture is q
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’s property or undertaking and which acknowledges
a loan to the company” . A debentureholder is a creditor of the company. They get a fixed rate of interest
even if the company makes no profit. The debentures are generally given a floating charge over the
assets of the company. In order to meet its initial needs and also for extension and development, a
company supplements its capital by the issue of debentures. They are normally repayable at the end
of the period for which the loan is taken. _

» Eeatures of Debentures:

d, a debenture is a creditorship security with a fixed rate of interest, a fixed

As already mentione
ty in income. The salient features of debentures are as follows :

maturity period and a certain |
(1) Trustee:A trustee is appointed through an indenture/trust deed when a debenture issue is sold

to public. The trustee is usually a financial institution or bank or insurance company or a firm of
attorneys, who protects the interest of debentureholders. The trustee is responsible to see that the

borrower fulfills all its contractual obligation.

(2) Security: Generally, debentures are secured through a charge on the present and future immovable
assets of the company. This is called equitable mortgage.

(3) Interest: A fixed rate of interest is paid annually or half yearly or quarterly on the value of
debentures. The rate is fixed at the time of issue of debentures. It is called the contractual or

coupon rate of interest. A company has a legal obligation to pay the interest on due dates

irrespective of its level of earnings. Debenture interest is tax deductible for computing the

company’s corporate tax.
Maturity : Although debentures provide long-term finance to a company, they mature after a
specific period at a definite time as stipulated in the issue. In India, a debenture is typically
redeemed after 7 to 10 years in installments. The debentureholders may force winding up of the
company as creditors, if the company does not pay back the principal amount on the specific |
date.
(5) Debenture redemption reserve : A Debenture Redemption Reserve (DRR) is created with at |
least SOA:fof the,afnount of issue/redemption before commencement of redemption for the |
purpose of redeeming all debentures which have maturity period of more than 18 months. |

4)
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(6) Sinking fund : A sinking fund may be created under the control of the trustee for which cash is
set aside periodically for retiring debentures. Sometimes, the company can itself handle the
retirement of debentures using these funds.

(7) Call and put provision : Issue of debentures sometimes provide a call feature which entitles the
company to redeem its debentures at a certain price before the maturity date. The call price may
be more than the issue price which is generally 5% of the par value in India. This difference in
prices is called the call premium. This provision is also called a ‘buy-back’ provision.

The put option gives a right to the debentureholder to seek redemption of debentures at a
predetermined price on a specific date.

(8) Creditrating: Debentures are rated by professional bodies, such as, CRISIL, ICRA, CARE efc. to
indicate the degree of their safety. Credit rating ensures timely payment of interest and redemption
of principal by a borrower. Credit rating should be done compulsorily.

(9) Claim on income : Debentureholders enjoy preferential claim on income of the company over
shareholders. The payment of interest and repayment of principal is a contractual obligation
enforced by law and is to be paid before paying any dividend either to preference shareholders
or equity shareholders. A company can be forced to bankruptcy if it fails to pay interest to
debentureholders.

(10) Claim on assets : Debentureholders also enjoy prior claim on the assets of the company over the
shareholders in the event of liquidation of the company. Debentureholders may have specific
charge on the assets of the company or a floating charge over all the assets of the company. The
claim of debentureholders on assets ranks parispassu with other unsecured creditors if the assets
pledged to them are not sufficient to satisfy their claims.

(11) Control : As the debentureholders are treated as the creditors of the company, they do not have
any control over the management of the company. They do not enjoy any voting right. But at the
time of liquidation, if their claim remains unpaid, they may take control over the company.

P Types of Debentures :

There are several types of debentures which have appeared in the market. To attract more and more
debentureholders, companies are adding different innovative features to these instruments. The
types of debentures may be classified in the next page :

FINANCIAL MANAGEMENT-6
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Classification \-\E
of Debentures
A C. r E. ’[ C. ’[
Owx the basis || Onthebasisof ||[ Onthebasisof || Onthebasisof ) |
of security i priority of H convertibility !if tie procedure
} Secured or , redemption 5 :I i) Convertible [f; of redemption
Mortgzzed |ii i} First Mortgage ||| Debentures !1! f) Sinking Fund
T_:c'»_;,-,: +.—:.,¢S Debentures , ! f i) Non-convertible | 3 f Debentures
B Simole ify Second ! ; Debentures H if) Serial
i | Mortgage ". ] [ 1 Debentures
Unsecured Ftlr Debenfures J f[ Jf[ J
11
De::en_.:n:sJi L
} 1§
..B‘; D. ‘ E H.
- (O - asis of | [Other )
( O#n the basis of 1 On the basis of ﬁ)" e, [-[as ificati
demption transferability status sifications
redemp n ;) Registered i) Equitable i) Collateral
i) - Redeemabl€ Debentures Debentures Debentures
Debentures n p . :
i) I deemable if) Unregistered/ if) Legal i) Right
i e Debentures Debentures
Bearer
Debentures o
Debentures J J iif) Zero Interest
A = Fully
. Convertible
Debentures
iv) Secured
Premium Notes
v) Deep Discount
Bonds
(7)) Warrants J
On the basis of security : y
be classified under two heads :

L)
On the basis of security, debentures may
Secured or Mortgaged Debentures : If a debenture is issued against mortgage of an asset,

£ it is called the Mortgaged Debenture. Mortgaged debentures again can be classified into two

categories :
(a) Debentures with a fixed charge, the holders of which have prior right over the particular

asset, and
(5) Debentures with floating charges, the holders of which carry a charge on all the assets of

the company.
The security helps reducing the risk of debentureholders.
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(i1) Sunple, Naked or Unsecured Debentures : Wien no asset is pledged under mortzage o
raise loan by issuing 2 debenturz pay ‘ i imp :
debenture. They have no priority as com
ordinary creditors 2t the time of wind:

(B) On the basis of redemption :

A

l e

'_I
]

On the basis of redemption, dabenﬁ_.-rf may be dassifi
(i) Redeemable Debentures: Redeemzble debenturss

prmapal is to be made on 2 =:f-:.f:: date or m 1
or at fixed intervals as long as the company is
redeeming the debentures are fixed 2t the time ©
(i7) Irredeemable Debentures : Irredeemzble é-’:':e:'- u

rsp@c’(o v':hld"l"to ‘u'-wb ﬁ,eﬂ e it

company. Thpdebentureho ders ca
concern and does not default in I
redeemable or irredeemable, becomes payabl

(C) On the basis of priority of redemption

"

Under this category also debentures are classified under two heacs :
(i) First \dortgage Debentures : The debenture

at the time of liquidation is called the first mortgag
a single asset is mortgaged to raise loans mors than once.

(i7) Second Mortgage Debentures : These debentures are :'EC*.-:?._., ed only after the redemption
of the first mortgage debenture. These debentures ar called as ordinary debentures.

(D) On the basis of transferability :

g
i

— On the basis of transferability, the debentures are classified under two heads:
() Registered Debentures : If the names and addresses of d Lm*-.“"e"'o"‘ers and the serial
numbers of debenture papers are recorded in the register book of the company, such
debentures are called registered debentures. These c:e entures are not transferable by

delivery. They can be transferred by a regular transfer aeed and the transfer must be
registered with the company. Only the registered holders are entitled to receive interest and
repayment of principal sum on maturity.

(i) Unregistered/ Bearer Debentures : If no records of the names and addresses of
debentureholders are maintained in the register of the company such debentures are known
as bearer debentures or unregistered debentures. Bearer debentures are just like bearer
cheques and currency notes. Interest coupons are attached to these debentures and interest
is paid to a person who holds the debenture at the time of payment. Refund of money at the
time of redemption is also made to the bearer of debenture paper, whether the bearer is the
actual owner or not. No stipulated formalities are to be obtained for transfer of such
debentures.

(E) On the basis of convertibility :
On the basis of convertibility, the classification of debentures are :

ey ey ey - =y

A ——y

() Convertible Debentures : Convertible debentures are those in which an option is given to
the debentureholders to exchange their debentures for shares in the company under certain
conditions and limitations imposed regarding the period during which the option may be
exercised. The right to convert and the terms are mentioned in the Articles of Association.
The conversion may take place at a given rate or at a given ratio. Convertible debentures

_!r e
1
]
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S A secured creditor of the company and then to change

be of two types:
s (BFCD) - When the full amount of debentures is converted
\apse of a certain period as specified at the time of issue,

My convertible debentures.

Tares (PCD) : When a part amount of debentures is converted
e balance part is Mot converted, the debentures are called
dares. The inconvertible part of the PCD is redeemed after the
Aod. The offer for debenture contains the details of the conversion
of Yhese dcbentures get the advantage of both convertible and

rares blended in one debenture. .
ares - 1f fhere is o opdon to convert debentures into equity shares,

A mon—convertole debentares. So, a holder of this deb.ent-ure cannot
'_\:\ax&\o\det- AN\ debentares, generally, are non-convertible unless the

fcally get the ophon for conversion.

- Yas caegorTy are - )
cares - Eguitable Debentures are thcse debentures which -are secured by
\eecds :::‘: The pProperty with 2 memorandum in writing, creating a charge

< J -
ie:?mga\Debenmres are those in which the legal ownershiP of the property
Wy IS rransterred by a deed to the debenture holders as security for loans.
rc procedure of redemption =
Aassified under two Theads 1in this category -
wnd Deobentures : Sinking Fund debentures are those c%ebentures which are
L owul of sanmkang, fund created for the purpose of redemption. Such redemption
ce Am anstaliliments at a regular interv al.
Scoentures * Serial Acbentures are those debentures which are redeemed serially.
= The rowal Adbentures are redeemable according to their serial numbers in installments.
ssifications :
o the above Aassifications, debentares may also e divided into some other categories.

e -

S\Viateral Debentures : Collateral debentures are those debentures which are issued as

oOakeral or secondary security by a company to raise a loan or overdraft etc. generally from

one oaniks and financial insttubons. These debentures are issued to provide security against
raasing, a loan. Company does mot get cash or anything else against the issue of such

Acpentares. The lender simply holds the debentures and no interest is payable on these

msmaments. These become effective only when the company makes a default in the
Tepayment of loan agaimst which these have been issued. At that time, the lender becomes
a debentureholder of the company like other debentures.

G RAght Debentuares @ Right debentures are issued to raise the long-term working capital
Tequiarement of a company. These debentures are issued to the existing resident Indian
snarenciders on a Tight basis in Proportion to their shareholding. These debentures cannot

oe comverted into equirty shares but can be redeemed after a specific period of time as

X nmdicared in offer Aocument.

Scanned with CamScanner



T

0, : " :
- Different S f tal / F
w 3 Different Sources of Capital / Finance ] 1 85

(iii) Zero Interest Fully Convertible Debentures (ZFCD) : Zero interest fully convertible

(iv)

()

(vi)

debentures are those debentures which are to be converted compulsorily into equity shares
at the expiry of a given period (not exceeding 3 years) from the date of issue. No interest is
payable by the company on these debentures from the date of issue to the date of conversion.
If the company wants to convert these debentures into equity shares just after 18 months
from the date of issue, the debentures are to be credit-rated by an approved credit rating
agency as per the SEBI guidelines. The return to debentureholders is available in the form of
difference between the issue price of the ZFCD and the market price of the converted shares.

Secured Premium Notes (SPNs) : Secured premium notes is a tradable instrument in which
debentureholders do not get any scope of conversion of their holding to equity shares,
rather a detachable warrant is attached against which the holder gets the right to purchase
equity shares at a pre-fixed price after a specific ‘lock in” periocd. No interest is payable on
such debentures. In India, Tisco Ltd. had first issued SPNs during the month of August in
the year 1992.

Deep Discount Bonds (DDBs) : Another innovative debt instrument is the deep discount
bond which is issued at a discount to the face value. It is also a tvpe of zero interest bond and
not convertible. The DDB is redeemed at the expiry of a specified period at the face value.
The return available to the holders of DDB is the difference amount between the face value
and issue price. Industrial Development Bank of India was the first institution to issue DDB
in the year 1992 for a ‘deep discount’ price of T 2,700, the face value of which isT 1 Lakh over
the maturity period of 25 years. The investor of DDB were given an option to redeem at the
end of 5th, 10th, 15th and 20th year at different values.

Warrants : A warrant is a security or a right that permits the holder to buy a specified
number of shares of common stock during or at the expiry of a specified period and at a
given price. So, a warrant gives the holder the right to purchase a fixed number of shares in
the future at a pre-determined price from the company. The holder of a warrant may or may
not exercise his right for purchasing the company’s share. If he exercises his right by paying
the specified amount, he becomes an equity shareholder of the company and if he does not,
then the warrant lapses. The holder of a warrant is also allowed to transfer or sell his right
in the secondary market. Warrants are brought and sold in the same way as stocks. Warrants
are long-term rights. They may have expiry dates that lie between 5 to 10 years.

Warrants are generally issued with other securities, i.e., a bond or a preference share, in a
package. Warrants are often employed as “sweeteners” to a public issue of bonds or debts,
to add to the marketability of the issue. During a period of financial crunch, a company may
decide to use warrants to make their debt issue attractive to the investors and to obtain the
required amount of capital easily. The investor not only obtains the fixed return associated
with the debt but also gets an option to purchase common stock at a stated price.

Warrants are attached with the bond or with the preference shares in a definite proportion
which is known as the exercise ratio. It reflects the number of shares that can be acquired per
warrant. A warrant can either be detachable or non-detachable. Detachable warrants can be
sold separately from the bond as a result of which the holder can continue to retain the
instrument to which the warrant was tied up. But a non-detachable warrant cannot be sold
separately from the bond with which it was tied up. The holders of the warrants are not the
shareholders of the company until they exercise their options.

For many years, warrants were considered speculative instruments rather than investment
securities, since the warrant has no value other than as a right to purchase other securities.
Deepak Fertiliser and Petrochemical Corporation Ltd. issued debentures with warrants
attached in 1987. In 1992, the Tata Iron and Steel Company issued secured premium notes
with warrants attached to attract investors ; Ranbaxy and Reliance Ltd. issued securities
with warrants attached in 1995.

——
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A warrant is differe i iti i
g did preferencel;;1::5 ;c;:;;:{z??li ts}ecu.ntm:s (l.e.,'convcr.tiblc debentures ang
exchange of the convertible securities. B ? 1SITE L Soimeceive Sq i) shz!res through the
ssmelsid sl ol i - - But in case of a warrant, the security holder has ,
A ) : res at a specified price. In the case of convertible securities, the
i -es an the right are not separable but a warrant may be detachable. In case of
exercising rlght., convertible securities have to be surrendered. But in case of detachab)e
warragr&ts the right can be exercised separately and there is no need to surrender the
securities with which the warrants were actually tied up. Warrants are exercisable against
cash only. But in case of convertible securities there is no need to pay any cash. Conversion

of securities against equity shares is made at a conversion rate.
ding expansion and growth programmes of an
to raise funds cheaply and provide an opportunity

So, warrants play a crucial role in fun
organisation. Warrants enable companies
for them to issue equity shares in future at a premium over the current price.

ch are issued to raise funds from

some other innovative debt instruments whi
Inflation Adjusted Bonds (IABs)

There are also
ustable Rate Bonds,

the market, such as Callable Bond, Adj
etc.

» Advantages of Debentures :
of capital have many advantages that can be discussed from the point of
reholders.

Debentures as the source
from the point of view of debentu

view of the company and
» From the point of view of the company *
y’s view point are : _

erm finance through the issue of

dium term and long-t
plan can be possible by the company to suit its

The advantages from the compan

(1) Financial plan : Company can raise me
debentures. Thus, adjustment in financial
requirements.

(2) Dilution in con
to the debenture
have any voting rights. So, co
hands of the shareholders.

(3) Rate of interest : The rate of interest payable on debentures is fixed as well as lower than the

rates of dividend paid on shares.
) Tax benefit: Interest paid on debentures isa

burden of the company.
(5) Cost of financing : As the rate of interest on debentures is low as well as it is a tax deductable

expenditure, the effective cost of financing by debentures becomes very low for the company.

(6) Flexibility in capital structure: Inclusion of debentures in the capital structure makes the capital
structure of the company flexible. It enables a company to correct a situation of over capitalisation

through the redemption of debentures.
(7) Possibility of Trading on equity : The company is able to trade on equity because of low
effective cost of debentures. As a result, the company is able to pay better ra?’es of dividend to

equity shareholders.
(8) :{Sezeglilnags aﬂg:i};lrs];iqﬂ;tion : Debentures provide a hedge against inflation as the interest amount
cipal repayment amount are fixed in monetary terms. If tl is i i
time of repayment then the credit ! ry s. If there is inflation at the
hedging, ors are not benefited but the debtor company get the benefit of
(9) Fund raising during depression : A .
s :Acom ; g
even during depression since the risk o};a;); ::; figle to IZHSE funds through issue of debentures
considered to be a source of stable income. g tn cebentures is low and debennres dre

the company to raise finance without giving any control
ken the control of existing shareholders as they do not

trol : Debentures enable
hip and on affairs of the company remain in the

holders. They do not wea
ntrols on owners

@ tax deductible expenditure and thus reduces the tax
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p From the point of view of the debentureholders :

The advantages from the debentureholders point of view are :

(1) Fixed regular income : Debentureholders get a regular fixed rate of interest which is payable by
the company even out of capital if profits are not available. So, debentures provide a stable
source of income to its investors.

(2) Less risky investment : Debentures are a good investment from the point of view of cautious
investors who do not want to risk their investments too much and yet wish to earn high and
regular income.

(3) Security : Debentures offer a definite security to the investors and so it appeals to the conservative
minds. The better the security, the greater will be the chance of a successful debenture issue.

(4) Protection of interest : The interest of debentureholders is protected by various provisions of the
Debenture Trust Deed. There are trustees to protect their interest. Their interest is also protected
by the guidelines issued by the Securities and Exchange Board of India in this regard.

(5 Maturity period : Generally debentures have a fixed maturity period and many investors prefer
this instrument because of a fixed maturity period.

(6) Claim on assets : In the event of liquidation, debentureholders enjoy a preferential claim on the
assets of the company over the shareholders.

(7) Scope for becoming the owner : Holders of convertible debentures get the scope for becoming
the owners of the company after conversion of debentures into equity shares either in part or
full. Not only that, they also get an additional benefit of capital appreciation and higher income
in the form of dividend after conversion.

(8) Liquid investment : A debenture is more a form of liquid investment and an investor can obtain
loan from financial institutions by mortgaging or selling debentures.

» Disadvantages of Debentures :

Debenture issue is an important source of long-term financing no doubt. However, its advantages are
set off, at least to some extent by its limitations. These are also observed from the company’s point of
view and from the debentureholders’ point of view.

D From the point of view of the company :

A company suffers from the following disadvantages of financing through debentures :

(1) Permanent liability : Payment of interest on debenture as well as repayment of the principal
amount on maturity are the permanent liabilities of the company. These have to be paid even
when there are no profits. Hence, it is a permanent burden of the company.

(2) Winding up : Failure in payment of interest and in repayment of the principal amount adversely
affect the credit worthiness of the company and may force a company to go into liquidation.

(3) Threatens liquidity position : As the debentures are to be redeemed compulsorily at the time of
maturity, it threatens the liquidity position of the company except in case of convertible debentures.

(4) Restriction to raise other loans : Charge on assets of the company for issuing debentures restrict
a company from getting further loans against the security of assets already mortgaged to
debentureholders. If the capital structure of a company is heavily loaded with debentures, banks
and other financial institutions do not show favourable attitude towards the company.
The goodwill of the company falls in the eyes of public too.
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overall cost of equity capital of the company will increase.

(6) Tradin ity :
e debizrt:jeq uxtt’y : If the company earns a rate of return on capital employed which cannot meet
re interest, then the company cannot take the advantage of debt financing. This wil]

have a magnified adverse effect on Earnings Per Share (EPS).
Cost of issue : Cost of issue of debentures for raising finance is al

so high because of high stamp

(7)
duty.
(8) Financial burden for sinking fund : Creation of sinking fund for the purpose of redemption of
financial burden on business. An instalment amount has to be set
be invested in some outside

debentures results in a regular

aside every year from the profit of the company and that has to
securities. This creates 2 regular financial burden.
mpanies : A company whose
for raising long-term capita

expected future earnings are not stable,
1. If market demand for products of a
erely causing heavy fluctuations in profit, then the issue of
+hich does not have sufficient fixed assets to offer
¢ debentures, cannot use this source of raising

(9) Not suitable for all co
cannot issue debenture

business enterprise fluctuates sev
ted. Again a company ¥

debenture is not SUgEES .
as security to raise finance through the issue O

funds to its benefit.
ns in the capital market :

(10) Conditio :
important in case of debenture 155U
debentures is t00 high. This may cause delay

to equity financing-
w of the debentureholders 2

Conditions prevaﬂing in the capital market is also very
e, especially when the required rate of return on new
in debt financing and/or the company may resort

tiractive investment opportunity because of

» From the point of vie

Many investors do not find debentures or bonds as an a

the following limitations : |

(1) No control : Faving 19 right of voting, debentureholders do not have any controlling power
over the mana gement of the company.

(2) Tax purden : The interest recei,ved by the debentureholders is fully taxable in their hands which
they can avoid by way of equity dividend.

(3) participation in surplus profit/asset: Debentureholders get interest only at a fixed rate. They
cannot partiaP ate in the surplus profit of the company nor can they participate in the surplus
assets of the company since they are treated merely as creditors and not as the owners of the

company-
@ Type of investors : Normally the face value of each unit of debenture paper is high. Therefore
me group of people to invest in debentures. '

it is not possible for a middle inco
Fluctuation in debenture price : The prices of debentures in the market fluctuate with the

changes in the interest rate.
favourable market condition : In a favourable market condition, investors would like to invest

; ity sha '
in equity shares because of high expected return from the stock investment and not in debentures

which earns only a fixed return.
New compan :Inca A ’
' . ot have faith in inv
guaranteed fixed regular i : in investment of debentures inspi )
gular interest income, rather they like to invest in shares of sucll?:ilct)e i
mpany.
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(6)
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y Differences between Shares and Debentures :

The following are the differences between Shares and Debentures.

Different Aspects Shares Debentures

1. Object of 1. Shares are mainly issued to| 1. Debentures are issued for both long

issue provide long-term finance. and medium-term finance.

2. Ownership 2. Shareholders are treated as the| 2. Debentureholders are the lenders
owners of the company. of the company.

3. Nature 3. The amount of share capital is| 3. Theamountreceived from the issue
treated as the ownership capital of debentures is treated as debt or
of the company. borrowed capital.

4. Return 4. The return on shares is known as | 4. The return on debentures is known
dividend. as interest

5. Rate of 5. The rate of dividend depends| 5. The rate of interest on debenture is

return upon the availability of profit fixed. [t does not depend on the
though the rate of preference availability of profit
dividend is fixed.
ficcounhng 6. Dividend paid is not an expense | 6. Debenture interest is a compulsory
reatment of the company. It is an payment and it is treated as a
gt & appropriation of profit. charge against prcfit.
- ax H 2, -t . - i 1.1 . 3
ax benefit 7. As the dividend paid to| 7. Asthedebentureinterestisacharge
shareholders is an appropriation against profit, the company gets the
S pae of profit, it is not tax deductible. benefit of tax deductibility.
- bBurde 2
n 8. It causes least burden on the| 8. It causes fixed burden on the
B it finance of the company. finance of the company.
- votun 1 . . 2 -
gright | 9. Equity shareholders enjoy full| 9. Debentureholders have no voting
voting rights in the meetings of right in any circumstances.
the company, whereas the
preference shareholders enjoy
; restricted voting rights.

10. Contl‘Dl 10 : s i .

- Equity shareholders exercise full | 10. Debentureholders exercise no
control over the management of control over the management of the
the company, whereas preference company.
shareholders do not have any

1. Trat o pPower to control.

investorg 11. Investors who are of adventurous | 11. Cautious investors who are
spirit and risk-bearing capacity reluctant to take risk generally

12, Charge invest in shares. invest in debentures.

on .

assetg 12, Tt does not create any charge on | 12. It creates charge on assets in many

_ assets as security at the time of cases as security at the time of issue.
13, Claim - ~ 1Ssue.

aAssetg 13. At the time of liquidation, | 13. Debentureholders enjoy pre-

shareholders have residual claim ferential claim on assets of the

On assets of the company after company over the shareholders in

\ meeting the outsiders’ claim. the event of liquidation.
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Different Aspects | —
Other rights 14. S.harcholders enjoy different | 14, Debenturcholders have om
14. rights and _pnv]leges. as are right to get the contractual interest
mentioned in the Articles of and repayment of the Princip,:]]
Association. amount at the stipulated period.
15. Marketability is possible tosmall | 15. Marketability is generally possible
15. Marketa- and moderate investors. to the big investors because of jig
bility high denomination. ‘
alsion | 16. It is compulsory for a joint SfIOCk 16. There is no such legal compulsion
16. Co_m? company to have share capital. to issue debentures for a joint stock
to issue So, issue of shares is compulsory company.
as per statutory requirement.
17. Shareholders are to bear all | 17. Debenturcholders are treated as the
17. Risk financial risks of the company as creditors of the company. So, they
they are the owners of the are not 5upposec¥ to bear any risk
con:tpan}'. related to the affairs of the company,
18. Tradingon equity is possible with | 18. No trading on equity is possible
18. Trading on . prcferz’nce shares and deben- without debentures.
equil’y tures.
19. There is no question of | 19. Debentures are alw_ays required to
19. Redeema~ " redemption of equity shares be r:edeemed at a sh.pulated period
bility before winding-up of the of time or at any time as per the
company. However, preference choice of the company.
shares are to be redeemed within
a pcriod of 20 years.
PP
3.3.4. TEI™ . to as Term Financing, are generally raised by the business concerns from

also referred

tions to mee
riods ranging from 1to 5% :
lso known as term or projec

t their medium-term and long-term financial needs. Medium-term loans
rears and long-term loans are granted for periods beyond
t finance. The amount raised from term-loans is

financial instit!
nted for pe

are gra loans are a
5 years. Te;.mfor the purpose of financing fixed assets and to meet permanent working capital. It can
mainly ansion, diversification, modernisation as well as to redeem

used

]so be used for the purpose of exp
a

apital, debentures or bonds. The term loan carries a moderate rate of interest and is paid

referenlce CntF; A ’term loan is granted on the basis of a formal agreement between the borrower and
i“ msm; -l:cins'ﬁmuon, The main features of term finacing are security, interest, principal repayment
thzlzgn;it%ons of the lender. Term loans may take the form of an ordinary loan or a revolving credit.
et loans are being provided mainly by commercial banks and specialised financial

In India term . ) ) - f
institutions or development banks. Some major financial institutions which provide term loans are :
(1) Industrial Finance Corporation of India (IFCI) : IFCI is the first term financing institution in

India. It was set up as a statutory corporation in the year 1948 under the IFC Act, 1948. The
objective of the corporation as laid down in the preamble of the IFC Act, 1948, is to make medium
and long-term credits more available to individual concern in India, particularly in circumstances where
normal banking accommodation is inappropriate or recourse to capital issue method is impracticable. The
corporation pays due attention to the need for dispersal of new industries, industrial development
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of relatively developed districts/areas in the country, growth of industries in the cooperative
sector and reasonably well-developed investment portfolio for itself. The [FCI was converted
into a company in 1993 as IFCI Ltd. under the provisions of the Industrial Finance Corporation
(Transfer of undertaking and Repeal) Act, 1993.

(2) State Financial Corporation (SFCs) : The Government of India passed the State Financial
Corporation Act in 1951 to facilitate the formation of State Financial Corporations. The first SFC
was setup in Punjab in 1953. At present, there are altogether 18 SFCs functioning in the country.
These corporations are expected to be complementary to the [FCI. The [FCI was setup to offer
financial assistance to only large and medium sized undertakings while SFCs were set-up to
offer financial assistance to small and medium sized industrial concerns. SFCs render assistance
to all kinds of industries which may be in the form of private limited companies, partnership
firms or sole-trading concerns.

(3) Industrial Development Bank of India (IDBI) : The Industrial Development Bank of India was
established under the IDBI Act, 1964 as a wholly owned subsidiary of the Reserve Bank of India
on July, 1964. However, in February, 1976, it was delinked from the Reserve Bank; its ownership
was transferred to the Government of India. For greater operational flexibility, a portion of its
share was offered to the public in 1995 and as a result of which government holdings had come
down to 72 per cent. It serves as an apex financial institution. The Bank has been assigned a
special role in respect of co-ordinating the activities of other firancial institutions and to act as a
reservoir from which the other financial institutions can draw. It also provides direct financial
assistance to industrial units for planning, promoting and developing industries in order to fill
the gaps in the industrial structure by providing medium and long-term finance.

(9) National Industrial Development Corporation (NIDC) : NIDC was set up in 1954 as a statutory
corporation owned by the Government of India. The main objectives for setting up the NIDC
were to formulate and execute projects for setting up new industries, to provide consultancy
services and to finance the rehabilitation and modernisation of certain industries, such as cotton
and jute textiles, machine tools etc.

(5) Industrial Credit and Investment Corporation of India Ltd. (ICICI) : The ICICI was set up on
January 5, 1955 as a public limited company by the Government of India, the World Bank and
representatives of the Indian private industry. It is the second all India development bank after
IDBI. It was established mainly for developing medium and small industries of the private
sector. It provides foreign currency loans to industrial projects and provides finance in the form
of long or medium term loans.

ICICI also started leasing operations in 1983 and took up merchant banking activities too. Other
than the companies, institutions and individuals, its equity capital is also owned by public sector
institutions, such as LIC, GIC, Banks etc. Since 2002, ICICI Ltd. has been merged with the ICICI
bank, and it functions like a universal bank, i.e., it provides both short-term loans to small
investors and long-term loans to large industrial houses.

(6) Life Insurance Corporation of India (LICI) : The LICI was set up in 1956 with the nationalisation
of insurance business in India. It took over the assets and liabilities of 245 private insurers
engaged in the business of life insurance in India. LICI also provides industrial finance to
different types of organisations. LIC is very much suited for participation in industrial financing
as it has long-term funds available at its disposal. Generally, LIC takes part in industrial
financing through the subscription of shares and bonds of developing financial institutions, by
direct lending to industry and by purchasing securities of joint stock companies from the
industrial securities market.

44
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(7) }Jl;lt Trust of ;ndia (UTD : UTI came into existence on February 1, 1964 under the Unit Trug, ,,f
At Act, 1963. It was a closed-end mutual fund to mobilize the resources/savings of smy),
investors. Its establishment has been a land mark in the history of investment trusts in India. 1y,

main objective of the UTI was to pool the savings of the middle and low-income groups and thy
the UTI has long-term available funds it can assig,
to their equity shares, preferenc,

develop the savings habit of the people. As
financially the industrial organisations by subscribing directly

shares, debentures, bonds and also by providing short-term loans.
rial Reconstruction Bank of India wgg

Industrial Reconstruction Bank of India (IRBI) : Indust
rged as the principal credit ang

established on March 20, 1985 under the IRBI Act, 1984. It eme
d closed industrial units. Other

for assisting the rehabilitation of sick an
d as the prime loan and reconstruction
w company which is known a4

it acts as an autonomous

(8)

reconstruction agency
than reviving sick and closed industrial units, it also acte
onstituted the IRBI into a ne

agency. The Government of India rec
Industrial Investment Bank of India (IIBI) on March 27, 1997. Now
development finance institution like IFCI, IDBI, ICICI etc.

accelerate the pace of industrial

(9) State Industrial Development Corporation (SIDCs) : In order to .
development in their states, many State Governments have set up State .Indust'rlal Devglopmem
Corporations to supplement the efforts of SFCs. Andhra Pradesh and Bihar V\_rere‘the first states

ions in 1960. At present there are 28 such SIDCs working in the country.

te Governments but two SIDCs

to set up such corporati
SIDCs were established as wholly owned undertakings of the Sta : ;
have been set up under the statutes of the legislative bodies. Other' than granting financial

tion and management of an Industrial concern.

assistance they also help in promo
ank of India (SIDBI) : SIDBI was set up in April 1990 under
passed by the parliament. It came

(10) Small Industries Development B
the Small Industries Development Bank of India Act, 1990, t ca
into existence on April, 1990. The main objective of SIDBI has been .to worl_c as a principal
financial institution for the promotion, financing and development of industries in the small-
expected to co-ordinate the functions of the financial institutions, viz., SFCs,
velopment Corporations, Scheduled Banks and State Co-operative
tion, financing and developing the small-scale industries.

There are also some other financial institutions, such as, Infrastructure Development Finance Co. Ltd.
(IDFC), National Bank for Agriculture and Rural Development (NABARD), Export Import Bank of
India (EXIM Bank), National Small Industries Corporation Ltd (NSIC) etc. which also provide term

loans.
Besides the above national financial institutions there are also some international financing institutions
r countries while some of them directly to the

ndustrial finance through their membe
dered by all such institutions have geared up the pace of industrialisation.
like the World Bank and its affiliates such as International Bank for

nt (IBRD), International Finance Corporation (IFC), International
Multilateral Investment Guarantee Agency (MIGA) etc.

scale sector. It is also
State Small Industries De
Banks etc., engagcd in the promo

which provide i
companies. The assistance ren
This includes the institutions
Reconstruction and Developme
Development Association (IDA),

» Features of Term Loans :
There are certain cardinal features of term loans which are sharply distinct from short-term as well as

long-term loans. These features have therefore made it imperative to study it separately. These are :

(1) Maturity : In India Financial Institutions (Fls) provide term loans generally for a period of 6 to
10 years. A grace period (moratorium) of 1 to 2 years may be allowed in some cases. The
repayment starts 2 or 3 years after sanctioning of loan but the payment should be made Ol"ll in
accordance with the specified schedule. Commercial banks advance term loans generally fgr a-

period of 3 to 5 years.
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(2) Cost:No flotation cost is associated with the raising of term loans as the lender institutions grant
loans after a thorough and detailed appraisal of applications made by the borrower for the
purpose of taking loans,

(3) Negotiation : The term loans are negotiated loans between the borrowers and the lenders. The
sanction of loan depends on the negotiation made between them.

'(4) Security : Term loan is a secured borrowing. If the term loan is secured by the assets acquired
using term loan funds, it is called primary security and when it is secured by company’s existing
and future assets, it is called secondary or collateral security. Again, the lender may create a fixed
charge on specific assets or a floating charge, i.e. a general mortgage covering all assets. Assets
with floating charge may be dealt with freely in the normal course of business without obtainin

the approval of the lender. 5

(5) Interest: A fixed rate of interest is associated with any kind of term loans. The borrower has to

]
pay the interest compulsorily. But deferment of interest payment is also possible during the
project stage. If the interest amount is deferred, it will accumulate along with the amount of the
principal and the total accumulated amount is required to be repaid at the time of maturity.

.

(6) Repayment of loan : Repayment of loan can be made annually, haif-yearly or quarterly as per
the requirements of the lending institutions after allowing an initial grace period of 1-2 years.
Repayment of loan includes payment for interest as well as the principal amount.

(7) Penal interest : If the borrower is in default in respect of both the interest and principal amount,

a penzlll interest at a specified rate for the period of default is to be paid on the amount of total
default.

(8) Commitment charge : A borrower may have to pay a commitment charge if he does not utilise
or draw the total amount of loan sanctioned by the lender in his favour. Though he has to pay a
commitment charge, such deferment saves interest payment.

(9) Restrictive covenants : To protect the interest of the lenders, loan agreement may contain a
number of restrictive terms and conditions which are known as covenants. These covenants
create some restrictions in the conduct of the operations of the borrowing enterprises and which
are mainly related to assets, liabilities, cash flows and control. The borrowing firm generally has
to keep the lender informed by furnishing financial statements and other information periodically.

» Advantages of Term Loan :

Term loans have merits both for the borrowers and for the lenders.
D For the borrowers :
Advantages of term loans from the borrower’s point of view are :

(1) Low cost : Cost of term financing is much lower than the cost of equity capital or preference
capital financing. Again, no flotation cost is associated with term financing.

(2) Control : Term loan financing does not result in dilution of control since the lenders of term
financing are not entitled to vote. So, it does not affect the control of existing shareholders.

(3) Tax-deductibility : Interest paid on term-loans is a compulsory payment and thus it is a charge
against profit. So, the borrowers can get the benefit of tax-deductibility regarding interest
payment which also lowers the cost of term financing.

(4) Flexibility : The agreement made between the borrowers and the lenders are quite flexible in a
sense that the term of loan, drawal of loan, the repayment schedule etc. are adjustable according
to their requirement.
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P For the lender :
Advantages from the lender’s point of view are :
(1) Rate of interest : Term loans eamn a fixed rate of interest which signifies a permanent regu],,

source of income.
(2) Maturity period : Term loans have a definite maturity period which helps the lender to plan fo,

a proper roll over of the amount.
(3) Risk : The lender does not face any risk to provide term loans as this, together with interest ang

other charges, remain fully secured.
Restrictive covenants : The interest of the lender is adequately protected by incorporating

restrictive covenants in the loan agreement.

» Disadvantages of Term Loans :
Term loans are also not free from drawbacks. These are :

(CY)

P 7o the borrower :
Disadvantages of term loans from the borrower’s point

(1) Legal compulsion : The interest payment and capi
obligation. Failure to meet these payments can causea

the existence of the borrower’s business.
se of failure, even for a slight default in payment for interest or

of view are :
tal repayment are a compulsory statutory
Jot of embarrassment, it can even threaten

(2) Penal interest : Not only in the ca :
repayment of loan, the borrower is required to pay penal interest.
er may have to pay a commitment charge if he does not utilise

or draw the total amount of loan sanctioned by the lender in his favour.
institutions may force the borrower company to induct their

cause interference in the decision making process of the

(3) Commitment charge : A borrow

(4) Interference : Sometimes financial
nominee in the board which may

company.
(5) Financial risk : Term loan financing enhances the financial risk associated with the firm for
which the market price of equity shares may fall. This may increase the overall cost of capital.
(6) Restrictive covenants : Term loan agreement may contain a number of restrictive terms and
s covenants. These may be derogatory to the interest of the borrower and

conditions, known a
may reduce managerial freedom.

» To the lender :
Disadvantages from the view point of the lender are :

(1) No voting right : Term loans do not carry the right to vote. So,
participate in the management of the company.

(2) Negotiable securities : Term loans are not represented by negotiable securities. Term loans
cannot be securitized like debentures or bonds against the loan which can be negotiated in

favour of others.
To conclude, it can be said that apart from the advantages and disadvantages stated above, term
Joans provide all the advantages and disadvantages of debenture financing to the lender as well as to
the borrowers. It carries low cost but involve high risk. It does not affect control but reduces
managerial freedom to some extent.

3.3.5. Lease Financing
In addictjifm to debt and equity financing, leasing has emerged as another important source of
intermediate and long-term financing of corporate enterprises. A lease is a financing device which

the lender of term loans cannot
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has developed rapidly during 1960s and 1970s in the 1J.S. and in India just before the middle of the
1980s.

It is a specialised means of financing which focuses on equipment leasing. If a firm wishes to get the
service of a specific asset, they can choose from two alternatives — the particular asset can be
purchased or the asset can be taken on lease. [f the firm wishes fo purchase the asset it has to incur a
lJump sum capital expenditure and on the other hand, if the asset is taken on lease the firm gets the
asset’s services without necessarily incurring any capital liability. Leasing is therefore, a source of
finance as it enables the firm to obtain the use of assets in exchang’e of agreeing to pay a periodic rent
without purchasing the asset in exchange of a huge capital outlay. -

LicdV

Leasing is an arrangement under which a company acquires the right to make use of the asset
without purchasing the asset or holding title to it. A lease, thus, is the written agreement under which
the owner gives the right to economic use of the assets to the user for a stated ﬁa’n’oz! of time against
a consideration. A lease is essentially the renting of an asset for some specific period. The owner of
the asset is called the “lessor’ and the other party that uses th '

4

e 1S <l . 1
periodic payment which the lessee has to pay to the lessor i1s known as the ‘Jease rental’. Alessor may

be seller, supplier, manufacturer or a finance comopanv while a lessee can be an individual, a firm or
a company interested in the use of assets without ownine it. Thus, lease can be defined as a
specialised means of acquiring the use of assets without o:-.*n;’r?.hm. So, in the leasing procedure, the
ownership of the leased property is retained with the owner/lessor. Thus, a "
is also entitled to claim depreciation on the assets. At the end ot the leasing

'mYY

al owner, the lessor

i g period, the asset generally
reverts ba < to t e lessor unle:r,s the lease contract contains a provision for the renewal of the contract.
Hence, leasmlg is 'a}sjlource of finance as it enables the firm to obtain the use of assets against payment
of lease rentals without necessarily Incurring capital expenditure for the purchase of the same asset.
According to Woolf, Tanna & Singh “Leasing is effectively a source of finance but it always relates to a

specific assets. Under a lease contract, the ownership of the assets remains with the lessor whilst the use of assets
i )

is available to the lessee in return for the payment of a fixed rental. Lease finance is very simular to debt in that
the lease payments are fixed financial contractual obligations. L:n.sm,g; will :F:arq,‘b;f, increase the level of
gearing and financial risk of the company. There is need to look at the financial implications of leasing and
especially at the tax implications for both the lessor and the lessee”. As per Accounting Standard - 19
issued by the Council of the Institute of Chartered Accountants of India, 2 lease is an agreement whereby
the lessor conveys to the lessee in return for a payment or series of payments the right to use on asset for an
agreed period of time. It comes into effect in respect of all assets leased during the accounting period
that commences on or after 1.4.2001. Lease is often called as off balance sheet financing because neither
the leased assets nor the liabilities under lease contracts appear on a firm’s balance sheet. The terms
and conditions regulating the lease arrangement are given in the lease contract made between the
lessor and the lessee.

D Features of Lease Financing :

From the above discussion we can see that lease financing has a number of features which distinguishes
it from debt and equity financing. The following are the most significant features of lease financin :

(1) Equipment leasing : It is a specialised means of financing in which the asset, property or
equipment is leased instead of providing direct cash to the company.

(2) Related party : There are two parties involved in lease financing. The owner who gives the right
of economic use of the assets to the user is known as the lessor and the user who uses the asset
is known as the lessee. :

(3) Ownership : Ownership is retained in the hands of lessor. The title of holding the asset does not

pass to the lessee. They are only eligible to use the asset and at the end of the lease period, the
particular asset reverts back to the lessor.
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Depreciation : As the lessor is the legal owner of the asset, he is entitled to claim depreciation

(4)
the assets.

Lease rentals : A payment which has to be made periodically by the lessee to the lessor for Using
the asset is known as the lease rental.

Period : The arrangement of leasing has to be made for a specific period of time which may cove,
the entire economic life of the asset or may cover a shorter period than the useful life of the asgey

(5

(6)

Legal aspect : There is no definite statute which governs lease financing. The provisions relating
to bailment in the Indian Contract Act govern equipment leasing.

Taxation : Lease rentals paid by the lessee is a fully tax deductible ex

(8)
rentals received by the lessor are taxable as Business Income in the hands of lessor.
ssets nor the liabilities under lease contracts

(7)

pense whereas the lease

(9) Off-balance sheet item : As neither the leased a
appear in the balance sheet, it is often called as an off-balance sheet item.

(10) Lease contract : A contract is made between the lessor and the lessee which contains the terms
and conditions regulating the lease arrangements.

D Classification of Lease Financing :

The classification of leases adopted in AS-191s based on the extent to which risk and rewards incident

to ownership of a leased asset lie with the lessor or the lessee. Broadly speaking, the lease may be

classified as a ‘Finance Lease’ and an ‘Operating Lease’.

(A) Finance Lease:
A finance lease is also known as a ‘Capital Lease’, ‘Full pay-out lease’, “Long-term lease’, ‘Close-
lly a non-cancellable contractual obligation which usually covers the

ended lease’ etc. It is genera
is close to the economic life. It transfers

full useful economic life of the assets or a period that
substantially all the risks and rewards of ownership of an asset. As the lessee gets an unrestricted

right to use the asset over its entire Working life, the lessee’s position is quite similar to that of an

owner though the lessor retains title of the asset.

The lessor receives a lease rental during the non-cancellable period or primary lease period

which covers fully the cost of the asset as well as a reasonable return on the funds used to
As the lease rental covers fully the cost of asset over the term of

purchase that particular asset.
also called as capital or full payment leases. The responsibility

lease, financial leases are, therefore,
of repairs, maintenance and insurance of the assets generally lies with the lessee. The lessee has

also to bear the risk of obsolescence. Lessee has the right of uninterrupted use of the asset till
Jease payments are made but he has no right to sell the asset without the permission of the lessor.
At the end of the lease period, the assets may be returned to the lessor or handled as per the lease

contract.
Financial lease is essentially a form of borrowing. The lessor buys the asset which is identified by
the lessee as per his requirement. The lessor may not be involved in dealing with the assets in
respect of the negotiation of price, delivery schedule etc. It may be fixed by the lessee with the
manufacturer or supplier of asset. The lessor only pays the purchase price to the manufacturer
or supplier and signs contract to lease it out to the lessee.

Accor:flirlg to Financial Accounting Standards Board Statement No. 13 (FASBS No. 13), if at the

incept?on, a lease meets one or more of the following criteria, the lease shall be classified as a financial

or capital lease by the lessee :

(7)) The lessor transfers title to the lessee at the end of the lease period.

(i) That lessee contains an option to purchase the asset at a bargain price.
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(iif) The lease period is equal to or greater than 757 of the estimated economic life of the asset.

(iv) Atthe beginning of the lease, the present value of the minimum lease payments/rentals equals

or exceeds 90% of the fair value of the leased property to the lessor (less any investment or tax
credit realised by the lessor).

On the basis of how the lessee acquires the asset, finanicial lease may be of different types :

(1) Direct Lease : Most financial leases are direct leases. The lessor purchases the asset identified by

(2)

(3)

the lessee from the manufacturer or supplier and hands it over to the lessee. A manufacturer
instead of entering in a sale agreement to act as a seller can act as a lessor under the lease
agreement and can deliver the asset to the lessee. This direct lease again be classified into two
groups :

(a) Bi-partite lease: When only two parties are involved in irect lease, it 15 called a bi-partite

d
lease. Here, the two parties are the lessor and the lessee. Here, the upplier of the asset and the
lessor are same entities.

(b) Tri-partite lease : When three parties are involved in a direct lease, it is considered as a
tripartite lease. Here, the three parties are the lessor, the lessee and the supplier of the leased-
out asset.

Sale and Lease Back : The sale and lease back arrancement is essentially helpful for the firms
having fixed assets but there is a shortage of funds. This is a special financin

in which the lessee who is already the owner of the asset, sells the
leases the asset back to the owner in retum of periodic lease pavm

ase arrangement

o le
gle
lessor, who, in turn,

t to the
nts. Under this arrangement,
lessee not only retains the economic use of the assets but also gets the fund from the sale of the

assets to the lessor which augments the liquidity position of the company. The mechanism of sale
and lease back can be shown in the following figure :

Lease back (3)
v el l
T Sale of asset (1) >

(Already owns an asset)| Selling price / Fund (2) a

-

Payment of lease rentals (4)

Leveraged Lease : Leveraged lease involves three parties to the transaction (i) lessor (equity
investor) (ii) lessee and (iii) financier or lender. When the cost of the asset is too high, lessor may
borrow a substantial portion (almost 75%) of the purchase price of the asset from some lender
which may be a financial institution or a bank. The loan taken by the lessor is secured by the
assets and lease rental. Then the asset is given to the lessee who in return pays lease rentals to the
lessor or to the financier of the asset directly as a part of the loan repayment as per the lease
agreement. The surplus, if there is any, which arises out of the difference between the lease rental
and the repayment portion goes to the lessor. So, lease payment must be large enough to meet
the loan repayment, payment of interest to the lender as well as provide a return to the lessor.
The lease rentals are distributed first to the lender to repay the loan amount taken by the lessor
to purchase the leased asset and the balance, if any, goes to the lessor. The transaction is routed
through a trustee who looks after the interest of the lender and lessor. This whole arrangement
is called leveraged lease. Under this arrangement, the lessor acts as an equity participant who
supplies only a part of the cost of the assets and the lender supplies the balance.This process of
leveraged lease can be shown by a flow-chart.

FINANCIAL MANAGEMENT-7
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Trustee

_~
, Loan repayment

Residual part as Returmn
to the lessor

(B) Operating Lease :

As per AS-19, the operating lease is a lease which is not a finance lease. Any lease which does not
satisfy any one of the four conditions stated in FASBS No. 13, is known as ‘Operating Lease’ or
a ‘True Lease’ or ‘Non-financial Lease’ or ‘Open-ended Lease’ or “Service lease’. An operating
lease or service lease is an arrangement under which the lessee acquires the economic use of the

a time to time basis. It is a short-term, cancellable lease agreement. Under this agreement,
re5p0n5ible for repairs, maintenance and insurance of the assets. The lessor is alsg
to pay tax on lease rentals. The asset may be given on lease to different lessees one
r on time to time basis. The lease rentals payable by different lessees during the lease

ot sufficient to cover fully the cost of the equipment and hence full amortisation of
ssible. At the end of the life of the lease, the asset reverts back to the

t is not po
hicles, office equipments etc. are common assets which are leased under

asseton
the lessor is
responsible
after anothe

eriod are 1t

the cost of ass€
mpute‘rSa ve

. O
les:(r::ﬁrlg lease arr angements.
op ces between Financial Lease and Operating Lease :
H ren = . : :
p Diffe ' |eases are classified broadly into two types - Financial Lease and Operating Lease. The
We know thserween these two types of leases may be stated as follows :
- Herences .
di = Financial Lease [ Operating Lease J
pPoin

1. An operating lease is basically a

: (ference
% 1. Financial lease is basically a form
~ Natur of borrowing. The lessee has to rental agreement. The lesseehas to
decide whether to lease or buy the

1
decide whether to lease or borrow
and buy the asset. asset.
1o of 2. The lessor takes the role of a[ 2. Thelessor is specialised in handling
2. Ro financier. They cannot render and operating the particular asset
and generally provides specialised

e specialised service in connection
with the asset.

ich is
¢ | 3. Thelessor buys the asset whic
i identified by the lessee as per his

services.

3. The lessor buys the asset of
common-use activity and leases it

asset - requirement i.e., the leased asset out to different lessees successively.
is use—SPECiﬁC. J
(Contd.)
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[ Points of

Difference

Financial Lease

—_—

4. Coverage
period

5. Cancellability

6. Risk and
rewards

7. Risk of
obsolescence
and
maintenance

8. Number of
lessees

Amortisation
of the cost
of the asset

Types of
assets

Classifica-
tion

Purchase of
the asset by
the lessee

10.

1.

12,

Financial lease covers the full|
useful economic life of the assets |
or a period that is close to the
economic life.

It is generally a non-cancellable
contractual obligation.

Financial lease transfers|
substantially all the risks and |
rewards of ownership to the
lessee. The lessor only remains
the legal owner of the asset.

As the equipment is chosen by
the lessee, the risk of obsolescence
and the liability for repair,
maintenance and insurance of the
equipment rests with the lessee.

As the lease period covers most
the economic life of the asset, the
lessor relies on a single lessee to
recover his investment.

The lessors’ capital outlay is fully
amortised during the primary
lease period. The lessor recovers
through the lease rentals the cost
of the leased asset along with
interest and profit. Hence, it is
called full-pay-out lease.

This type of lease is generally
suitable for equipment which is
tailor made and does not have
ready resale or re-lease market.
e.g., Heavy machines.

On the basis of how the lessee
acquires the asset, financial lease
may be of different types.

A finance lease may provide a
right or option, to the lessee, to
purchase the equipment at a

th

w

()

~1

11.

8 b

future date.

. This type of lease is suitable for

Under this lease agreement lessee
is given only the right to use the
asset for a certain period of time
Hence, the risks and rewards
ssociated with the ow NC.Ship
remain with the lessor

Operating leases normally include

maintenance >

lause requiring
tain the leased
asset and also to bear the risk of
obsolescence.

Since the lease period is shorter than
the expected life of the asset, the
lessor does not rely on the single
lessee for the recovery of his
investments. So, the number of
lessee should be at least two or more
than two.

Since the lease periods are shorter,
the lease rentals are not sufficient to
totally amortize the cost of the
assets. Hence, it is called a non-
payment lease.

equipment having longer economic
life and ready resale or re-lease
market. e.g., Automobiles, Com-
puters, Office-equipments etc.

There is no such classification in
respect of an operating lease.

Under the operating lease, no such
right is given to the lessee.
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P Advantages of Lease Financing :
Lease financing brings actual benefit for both the lessor and the lessee. These benefits can be

summarised as follows :

To the lessor :

The lessor can be benefitted out of lease financing in the following ways :

(1) Ownership : The lessor retains ownership of the assets and the asset reverts back to the lessor at
the end of the lease period. Moreover, the lessor can take repossession of the asset in the event of

any default on the part of lessee.
Security : As the lessor retains full ownership of the asset, his interest is fully secured. The lessor

(2)
can take back the asset leased at the end of the lease period or in case of default payment,
conveniently realise an asset secured against a loan payment.
. As the lessor is the actual owner of the asset, he can charge depreciation on the

(3) Depreciation
Under the existing provisions of the Income Tax Act, the owner can charge

asset leased.
depreciation on the basis of diminishing method and in respect of ships, straight line depreciation

is permissible.
(4) Taxrelief: Depreciation is a charge against profit and hence the lessor can take the benefit of tax

relief by way of charging depreciation on leased assets to a great extent.
(5) Lease rentals : Lessor gets a fixed amount of lease rentals regularly which is a steady source of
income over the lease period.

Cash inflow : When the asset is re

which enables inflow of cash.
Generally, lease rentals received by the lessor is higher than the interest paid

by them on the amount of borrowings. The difference between these two amounts shows a

positive figure which signifies profitability.

Growth potentiality : Lease financing is regarded as a more convenient form of financing than
jes are coming up. Leasing maintains the economic

debt financing. Every year many compani
owth even during a period of depression as the lessee can get the benefit of economic use of the

asset without actually purchasing the asset during a recession. Thus, there is a potentiality of a
very large growing market for leasing companies in India.

To the lessee :

The benefits which arises to the lessee are :
) Capital outlay: The lessee is not required to incur any capital expenditure for purchase of fixed

a e :
assets, such as, land, building, plant, machinery, heavy equipments etc. So, the lessee can start
his business without making any initial investment to acquire fixed assets.

(2) Convenience : Lease financing is regarded as a more convenient form of financing than debt
financing. Borrowing from banks and financial institutions involve a long and complicated
procedure. In comparison, leases are less restrictive and can be negotiated faster.

(3) Short p-eriod lease : Buying of an asset for a short period is inconvenient, costly and time
consuming because arrangements have to be made to resell the asset. In such a case, it is better

to take the asset under the lease arrangement.

Tazf shield : Leasing can proYide the tax advantages to the lessee if the lessee is a tax paying

entity. When a company acquires an asset on lease, the full amount of lease rentals is deductible

for tax purposes.

6) verted back to the lessor, he can sell the asset in the market

(7) High profitability :

(8)

4)
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(5) Cost of repairs, maintenance, insurance etc. : Under lease agreement, a lessee may be able to
pass on a number of ‘nuisance costs’ to the lessor, such as, legal fees, taxes, insurance, repairs and
maintenance etc.

(6) Off-balance sheet financing : The lease is considered as a hidden source of financing or off-
balance sheet financing as the lessee is not required to show the assets acquired on lease in the
balance sheet as the other debts and loan appear. Thus, window dressing of balance sheet is
possible which mislead the investor regarding the financial leverage of the firm.

(7) Borrowing capacity : As the lease does not appear in the balance sheet as debt, the firm's
borrowing capacity remains intact. In otherwords it may be argued that the lease enhances the
real borrowing capacity of the firm.

(8) Risk of obsolescence : Risk of obsolescence can be averted under the lease arrangement. The
chances of technological obsolescence is highly associated with assets, such as computers,
electronic goods etc. Under the lease arrangement, the lessee can transfer the risk of obsolescence
to the manufacturer-lessor.

(9) Specialised services : With a full service lease, the lessee can et the advantage of specialised
services from the lessor at a lower cost for assets like computers.

(10) Dilution of control : Dilution of control is not possible from the lessee’s view point under the
lease agreement. Sometimes, financial institutions, while lending funds to the borrower may
insist for conversion of loan into equity or may nominate directors on the beard. Such dilution of
control is not possible under lease financing.

(11) Costly assets : Lease financing is very much effective for the assets which are very costly. Under
this arrangement, a lessee can get the benefit of the same without going to purchase it.

(12) Testing of assets : Sometimes, it may become essential to test the asset before actually going to
purchase the same. Lease arrangement provides this facility to the prospective buyer of the asset.

(13) Flexibility in lease rentals : The lease rentals are structured in such a way that it is convenient
for the lessee to pay the rentals from the funds generated from operations. Not only that, the
lease period is chosen in such a way so as to enable the lessee to pay rentals conveniently.

» Disadvantages of Lease Financing :

Like other sources of financing, it is also not free from demerits. The disadvantages of lease financing
are noted below :

To the lessor :

The disadvantages from the point of view of the lessor are :

(1) Cost of repairs, maintenance etc. : In lease financing the lessor has to bear a number of nuisance
costs that usually accompany ownership including legal fees, insurance, repair, maintenance etc.

(2) Taxes : The lease rentals received by the lessor is fully taxable in the hands of lessor.

(3) Control : Lessor cannot impose any power of control on the lessee’s business which may be
possible in the case of direct loan given to a borrower firm by nominating a director on the board
or by imposing a condition of convertibility of loan into equity capital.

(4) Risk of obsolescence : The lessor has also to bear the risk of technological obsolescence in the
near future in case of assets such as computers, electronic goods etc.

(5) Sales tax : Sales tax may be charged twice in case of a lease financing transaction. The lessor has
to pay sales tax at the time of buying the asset and again it has to be paid at the time of leasing
the asset to the lessee. However, in case of VAT (Value Added Tax), the lessor gets an input tax

credit.

Scanned with CamScanner



ﬁ.ﬂ
[ 102 _,E%d{) ( An Introduction to Financial Management = .“OE
—av ]

To the lessee :

The disadvantages from the point of view of lessee are :

1) Restriction on use: , 3
( . :is1 leThc lessor may impose, as the owner of the asset, certain restrictions on yg,
. n, SS (s 5 b . , I
e e jak: ee cannot make any additions or alterations with the leased asset to fit hjs |
requirements. 5

(2) Default : If thc.l.essee defaults in making payment of lease rentals or in complying with any
terms and conditions of the lease agreement, the lessor can take back the leased asset.

(3) Technological changes : In case of technological changes, an upgradation of the asset is required
to maintain efficiency. But, the lessor may not allow such upgradation or alteration or modification
being the owner of the asset or the lessee may not even want to invest in making the changes

(4) Understatement of asset : As the lessee does not show the leased asset in the balance sheet, jt
may lead to underestimation of the asset. But it has to be mentioned as a foot note to the balance

sheet.
(5) Higher payout obligation : In case of finance lease if the lessee opts for premature termination
of the lease agreement because of any reason, he may have to pay higher rentals.

(6) Residual value . The lessee cannot enjoy the residual value of the assets which may increase due

to inflation because of his non-ownership of the asset.
The growth of equipment leasing is of recent origin and its volume in India is quite modest. Many
private sector non-bank financial companies are engaged in lease financing. Some of them are
Infrastructure Leasing and Financial Services Ltd. (IL & FS), ICIC], IFC, LIC, NDFC, IRBI etc. whereas
the lessee companies include many leading corporah'gns in both public and private sectors and small

manufacturing companies.

3.3.6. Hire Purchase
Hire purchase involves a system under which term loans for purchase of goods and services are

advanced to be liquidatcd in stages through a contractual obligation. Hire purchase credit may be

prnvidcd by the seller himself or by any financial institution.

r the hire purchase system the customer called the hire purchaser, gets the possession of the
goods immaediately, can use it and pay the Price in instalments. However, the ownership of the goods
remain with the seller who is called the }urc’ vendor ar-ld passes to the hire purchaser only after the
pnynwnl of last instalmenf, U.sua”y, a certain amf)unt is palq at .the time of delivery and the balance
omount is paid together w;th. interest on the unpald amount in different instalments. Each instalment |
paid by {he hire purchaser is treated as the hire charges for using the asset. In case of default in |
paymcnt of any instalment, the seller can repossess the assets without compensating the hire

purchaser:
In India the Hire Purchase Act, 1972 was promulgated to govern hire purchase agreements. Though
5 >

Act was passed by the parliament and had got the assent of the President it did not become
al. Hire purchase agreements are rather being governed by the laws of contracts -

Unde

the
operat ion
Gection 2(C) of the Hire Purchase Act has defined a hire purchase agreement as an agreement under
which ‘qor)d.‘i are let out on hire and under which the hirer has an option lo purchase them in accordance with
the 1erms of the agreement and includes the agreement under which :

(iy Possession of g{fuds is delivered by the owner thereof to a person on condition that such person pays the
agreed amount in periodical instalment ; bl ol /it

(11)  The property in the goods is to pass to such a person on payment of the last instalment ; and
¢’ p (u " P’ ’ ‘ ;
‘ (#t1) Such a person has right to terminate the agreement at any time before the properly passes
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AS-19 which deals with the leases is also applicable to Hire Purchase agreement. Para-4 of AS-19
states that the definition of a lease includes agreements for the hire of an asset which contains a provision
giving the hirer an option to acquire title to the asset upon the fulfillment of agreed condition. These agreements
are commonly known as hire purchase agreements. Hire purchase agreements include agreements under which
the property in the asset is to pass to the hirer on the payment of the last instalment and the hirer has a right to
terminate the agreement at any time before the property so passes.
The hire purchaser shows the assets in his balance sheet and can charge depreciation on such assets.
The amount of interest which is included in the payment of different instalments are eligible for

deduction from the taxable income.
» Features of Hire Purchase System :

The essential features of hire purchase system are :

(1) Possession : The hire vendor transfers only the possession of goods to the hire purchaser

immediately after signing the hire purchase contract.

Use of the asset : The hire purchaser is entitled to start using the goods immediately after

receiving the possession.

(3) Payments made : On signing the agreement the hire purchaser may pay a certain initial amount
which is called “Down Payment”. The balance amount along with interest is paid in different
instalments at a regular interval for a specific period of time.

(4) Hire purchase price : Hire purchase price is the total amount which is to be paid as per the hire
purchase agreement. It includes the down payment and all the instalments together with the
amount of interest.

(5) Title of the goods : Title or ownership of the goods passes to the buyer only after the payment
of the last instalment.

(6) Termination : The hire purchaser has the right to terminate the agreement at any time before the
title of the goods passes to the hire purchaser.

(7) Default in payment : The hire vendor has the right to repossess the goods without making any
compensation in case of default in payment of any instalment. Even if only the last instalment is

not paid, the seller can take back the goods from the buyer.
o Difference between Hire Purchase and Lease Financing : Now, we can indicate some of the
differences between the procedures of hire purchase and lease financing. These are as follows :

@

Points of Difference Hire purchase Lease financing ]

1. According to the hire| 1. According to the lease
purchase agreement, the hire contract, the lessee does not
purchaser  gets  the get the ownership of the
ownership of assets after the assets even after the

payment of last instalment. completion of the lease
period.

1. Ownership

2, Salvage value of the asset | 2. The hire purchaser also| 2. The lessee, however does
owns the salvage value of not own the salvage value
the asset after the completion of the asset after the
of hire purchase agreement completion of lease period.
period.

(Contd.)
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ments, jg called a loan. T}
Y credit to 1y

‘e entire amount of loan is paid to the borrower either in casl;ﬁ;
Orrower j s C-leposit account. Loans are sanctioned for definite purpose and pelilDC‘IjSE-‘te >
2 1S required to Pay the interest at an agreed rate on the whole amount from the S
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(i) Cash credits : Cash credit is the most popular method of financing by conjrlnerci?r::lm;::' I]:s:bl‘::
arrangement under which a borrower is allowed an advan-:?e up it)o a cer S:: il miybee
security of tangible assets u]r gunragiees. Thenborrowilruli:;zd};:;t,idlzlgcr;:fo el Sl

advance at one time, rather he can draw as 9 en a_s re = el b;‘tCde by any security,
not exceeded. ltis also known' as secured credil. B.ut‘l‘f the caailinrc lnom WA g
SR b el e
s :e“c:;:but ‘on the ﬁmox;nt actually availed of by the borrower. The Reserve Bdn_k (.)f .[ndm
c?f \‘Cz;‘-: ‘:ilirccl'ive to all scheduled commercial banks on 28th March, 1970, prescribing a
iss 5
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commitment charge which banks should levy on the unutilised portion of the credit limits. The
porrower also enjoys the facility of repaying the amount, partially or fully, as and when he
desires. These accounts are repayable on demand, but banks usually do not recall such advances,

unless they are compelled to do so by adverse factors. Cash credit operate against the security of
inventory and accounts receivables in the form of hypothecation/ pledge.

(iif) Overdrafts : Under this arrangement, the commercial bank allows its customer to overdraw his
current account upto a certain limit so that it shows a debit balance. So, opening of an overdraft
account requires that a current account will have to be formally opened. Any business concern
can enter into this arrangement to tide over a temporary shortage of funds. The customer is
charged interest on daily overdrawn balances and not on the limit sanctioned. Overdraft
accounts can either be clean overdraft, partly secured or fully secured. The security in an
overdraft account may be shares, debentures and government securities. In special cases, life
insurance policies and fixed deposit receipts are also accepted. So, there is no difference as such
between overdrafts and cash credit. The main difference between these two is that over

draft is
allowed for a shorter period and it is a temporary arrangement whereas the cash credit is
allowed for a longer pericd of time.

(iv) Discounting of bills /purchase of bills : Bill arises out of trade transactions. The seller of goods
draws the bill on the purchaser. The bill may be either clean or documentary, i.e., s

a document of title to goods like a railway receipt, and may be payable on dema
period not exceeding 90 days.

upported by
nd or after 3
Commercial banks finance the business concern by discounting their bills at a price lower than
their face value. The bankers however, collect the full amount on maturity. The difference

between these two amounts represent the earnings of the bankers for the period. This item of
income is called a ‘discount’. In case the bill discounted is dishonoured by non-p

bank recovers the full amount of the bill from the customer along w

ayments, the
connection.

ith expenses in that

Bills are sometimes purchased from approved customers. Although the term ‘bills purchased’
gives the impression that the bank becomes the owner of such bills, in actual practice the bank
holds the bill only as a security for the advance. A bank has to be very

cautious and grant
advances against the purchase or discount of a bill only to those customers who are creditworthy
and have established a steady relationship with the bank.

‘There may be some other form of advances which are granted by the commercial banks, such as :

(v) Advances against goods : The term goods include all forms of movables, such as agricultural
commodities, industrial raw materials or partly finished goods etc. A banker accepts them as
security and allows advances against them.

(vi) Advance against documents of title to good : These documents include a bill of lading, dock
warehouse keeper’s certificate, railway receipt etc. An advance against the pledge of such
documents is equivalent to an advance against the pledge of goods themselves.

(vii) Advances against supply-bills : Advances may be granted by banks against bills for supply of

 goods to government or semi government departments which is obtained against an order after
the acceptance of a tender. Again, advances against bills from contractors for work executed

either wholly or partially, entered into with the government agencies also come under this
category.
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gF.;.BLPubllc Deposits
Public deposits are the fixed deposits accepted by the public companies directly from the public
popularly it is a source of short-term and medium-term finance. After the commencement of
Companies Act, 2013, no company shall invite, accept or renew deposits from the public except in a
manner provided in Section 73, 74, 75 and 76 of this Act. However, these sections do not apply toa
banking company and non-banking financial company as defined in the Reserve Bank of India Act,

1934 and to such other company as the Central Government may, after consultation with Reserve

Bank of India, specify.

» Features of Public Deposits :

The important features of public deposit are :

(1) Advertisements : While inviting deposits the company must issue an advertisement (which
indicates its financial position) in a leading english newspaper and also in a vernacular newspaper
circulating in the state in which the registered office of the company is situated.

(2) Form of application : No company can accept or renew any deposit unless an application is

made by the intending depositor for the acceptance of such deposits.

(3) Ceiling on deposits : Deposits from the general public must not exceed 25% of the aggregate of
the paid-up share capital and free reserves. But it is 10% as against unsecured debentures or any
acposits from its sharcholders or any deposits guaranteed by its directors.

(4) Maturity period : The minimum period for acceptance of deposits is normally 6 months and the
riod is 36 months. However, for meeting short-term requirement of funds, a
for a period of 3 months, the total amount of which should not

maximum pe
company may accept deposits
of share capital and free reserves.

pany shall accept any deposit which is repayable on demand. Once a
riod, the company cannot repay the same before the expiry of

exceed 10%

(5) Repayability : No com
deposit is accepted for a certain pe

six months.
It is necessary for every company to give receipts for the amount

(6) Receipts to depositors : -
received by them to the depositors or their agents for accepting or renewing any deposit.

(7) Register : A register should be maintained by every company mentioning the names and
addresses of the depositors, amount of deposit, date of deposit, maturity date, rate of interest
and the date of interest payment etc.

(8) Interest : The rate of interest may vary from 8% to 12% depending upon the tenure of deposit.

(9) Return : Companies accepting public deposit must regularly file return giving detailed information

regarding such deposits to the Registrar of Companies. A copy of return is also required to be

furnished to the Reserve Bank of India.

Brokerage : For mobilising deposits, companies may require to pay brokerage to the brokers,

managers or consultants which is usually 1% of such deposit.

Liquid assets : Companies must maintain a part of assets in a liquid state. Companies should

deposit or invest by the 30th day of April every year, a sum which shall not be less than 10% of

deposits maturing during the year ending on 31st March next year in a scheduled bank or in
government securities or in trust securities. The amount so set aside should be utilised for the
purpose of repayment of deposits only.

(10)

(17)
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(12) Penalty on default : If a company fails to repay any deposit or 2 part thereof, the Company Law
Board may direct the company by order to make the repayment forthwith or within a stipulated
time. If the company fails to comply with the order of the Company Law Board, it shall be
punishable with imprisonment upto 3 years and shall be liable to pay a fine of not less than ¥ 50
for every day during which such non-compliance continues.

p Advantages of Public Deposits :

The merits of borrowing by public deposits are as follows -
From the company’s point of view :

public deposits offer the following advantages to the company

(1) Simple Procedure : Financing through public deposit is simple without much complicated
formalities.

@2) Less costly:Itis beneficial for the company since it receives funds on lower rates of interest than
charged by banks and financial institutions.

(3) Cost of collection : The cost of collecting deposits from the public is less too.
@) Security : The public deposits are usually not backed by any security or assets of the company.
So, the company can use its assets as security for raising capital from other sources.

(5) Flexibility : Public deposits introduce flexibility in the financial planning. These can be repaid
when they are not required. :

(6) Tax benefit : As the interest paid on public deposits is a charge against profit, the company can
have tax benefit on such interest. -

(77 Dilution of control : The depositors do not have any right to interfere with the internal
management of the company. Thus, there is no dilution of control of shareholders.

(8) Trading on equity : It helps in trading on equity if the company is earning more than the rate of
interest paid on public deposits. Thus, the shareholders can get higher rate of dividend.
From the investor’s point of view :

The investors also find certain advantages in public deposits, which are

(1) Rate of interes-t : The rate of interest is usually higher than several alternative sources, such as,
banks, post offices etc.

(2) Maturity period : As the maturity period is short ranging from 6 months to 36 months, investors

are in a position to utilise their money in different alternative sources, if necessary, just after a
maximum of a 3 year time period.

» Disadvantages of Public Deposits :

Inspite of many advantages, the following are the demerits of public deposits :
From the company’s point of view :

The disadvantages of public deposit from the company’s point of view are :

(1) Dependability : Raising funds through public deposits is not a reliable and dependable source
of finance. It is difficult to predict whether public deposits would be forthcoming to the desired
extent. The depositors may not respond when the conditions in the company are uncertain.
Therefore, such deposits are termed as “fair weather friends’. -

{2) New companies : New companies and companies with uncertain earnings cannot raise finance
through public deposits.
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pany receives deposits for a period ug ! ‘ pany, as

ths deposit. Lending companies cannot extend deposits beyond this time limit.

of interest on inter-corporate deposits varies depending upon the amount involved and the
{me puriod. Since 1973, the market for these deposits have been expanding in India as the restrictions
o working capital finances were imposed by the Reserve Bank of India in that year. There are no
limits on borrowings for inter-corporate deposits made for short term.

inter-corporate deposit transactions are very easy as there are neither any legal restrictions nor any
rules and regulations binding such transactions. This transaction can be done secretly, so that there
will l.u" no c'han(‘c of unhealthy competition and/or any possibility of undercutting rates of interest.
Sometimes inter-corporate deposit transactions are made based on personal contacts.
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3.3.10. Commercial Paper

An emerging source of financing working capital requirements of the corporate ente is
mmercial Paper (CP). It is an unsecured promissory note issued by the large listed joint stoc

Co P P ¥ J ; e 5n : Cx

companies to raise short-term funds under the approval of the Reserve Bank of India with a fixed

maturity.
Commercial Paper was first introduced in the Indian money marke

recommendations of the Working Group on Money Market (Vaghul Commit

Reserve Bank of India’s announcement in its credit policy statement dated March 2

¥
h
A
i

The companies wluch_ issue a commercial paper must have 2 minimum tangible net worth of ¥ 5 crore
as per the latest audited accounts, sound financial health and shoul v a high credit rat

Acredit rating agency called CRISIL (Credit Rating Institution Services of India Limited) }
up in India by ICICI and UTI which has been approved by the RBI to rate commerdial papers.

f—L[
;
0

Commercial paper has a fixed maturity period mostly ranging from 91 to 180 days. But it can also be
issued for a maximum period of one year and a minimum period of 15 davs. It has to be 1ssued in
multiples of ¥ 5 lakhs and the minimum size of an issue to a single investor is of the face value of
725 lakhs, though it can be issued at a discounted value too. The face value of a commercial paper
issued by any company should not exceed 30 per cent of its working capital limit and the company
should have a minimum current ratio of 1-33 as per the latest audited balance sheet. i
Government companies, companies governed by FERA with prior approval of the government angd
Non-resident Indlans. (NRIs) are also eligible to issue commerdal papers. The participants or the
investors of commercial paper can be corporate bodies, banks, UTL LIC, GIC etc.

A commercial paper is a cheaper source of raising short-term finance as compared to the bank credit
and proves to be effective even during a period of tight bank credit. It provides a diversified source
of capital to the lender. It cannot be redeemed before the period of maturity even if the issuing firm

has surplus funds to pay back.

3.3.11. Factoring

Another’n.'teth?d of f'aisling.sh(?rt—term capital is through account receivable credit offered by factors.

A ‘ﬁ:c!?r is a jm{_mcml .msmf:tu?n that manages the collection of bills receivables of business enterprises.
Factoring is a unique financial innovation. Factoring service is an arrangement between the seller of
goods and a financial institution, called the ‘factor’ under which the later takes over the credit
collection, purchase and recovery function of the former. Being a financial service it is designed to
help business firms on the management of receivables. A businessman or a firm can obtain cash for
invoices he sends to his customers in respect of supply of goods and services to them through
factoring. Thus, factoring is also termed as ‘Invoice Discounting’. In a nutshell, factoring is the
collection and finance service designed to improve the cash flow position of the sellers by converting
sales invoices into ready cash. Hence, funds can be obtained under this arrangement at the moment
of sales in respect of credit sales. The factor works between the seller and the buyer for realisation of
credit sales, once a sale transaction is completed. Factors provide all these servfces against a charge
which is worth paying as compared to the other sources of finance.

The procedure of factoring starts when the seller makes an agreement with the factor. After signing
an agreement regarding the terms and conditions, the client passes all credit sales to the factor and
informs their customers that the payment has to be made to the factor. The factor purchases the
invoices and makes the advances, generally upto 80% of the invoice amount. Once the customer
makes payment to the factor, the balance amount due to the client is paid by the factor. The factor also
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