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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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