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CHAPTER 20 

 

LONG-TERM FINANCE: SHARES, DEBENTURES AND TERM LOANS 

 

Problem 1 

 

A. Funds needed (Rs)  50,000,000 

B. Existing shares 500,000 

C. Current market price (Rs) 170 

D. Subscription price (Rs) 125 

E. Ex-right price (Rs) 150 

     [(B × C + i x D)/(B + i)]  

(i) New shares [A/D] 400,000 

(ii) No of rights [B/i] 1.25 

(iii) Value of rights [(E-D)/ii] 20 

 

Problem 2 

 

A. Funds needed (Rs) 45,000,000 

B. Flotation cost (Rs) [10% of C] 5,000,000 

C. Gross funds needed (Rs) 50,000,000 

D. Existing shares 2,000,000 

E. Current market price (Rs) 100 

F. Subscription price (Rs) 50 

G. Ex-right price (Rs)  83 

     [(D × E +i x F)/(D + i)]  

(i) New shares [A/D] 1,000,000 

(ii) No of rights [B/i] 2.00 

(iii) Value of rights [(E-D)/ii] 17 

(iv) Impact on shareholder's wealth  

        Existing wealth [2 × 100] 200 

        Buys share [3xg-f] 200 

        Sells right [2 x G+2 x iii] 200 

        Does not exercise right [2 × G] 167 

 

Problem 3 

 

  

Actual 

 

Projected 

 1991-92 1992-93 1993-94 1994-95 1995-96 

Revenues 250.00 285.00 360.00 420.00 563.00 

Pre-tax profit 10.70 12.00    

Net profit   17.10 18.10 25.30 

EPS  7.20 11.78 7.38 9.00 

Equity dividend 20% 23%    

Interest 7.00 12.00    

Borrowing 57.00 74.00    

NAV  44.80 62.96 71.87 78.86 

Market price  102.50    

      

Pre-tax margin 4.3% 4.2%    

Net margin   4.8% 4.3% 4.5% 

ROE = EPS/NVA  16.1% 18.7% 10.3% 11.4% 

MP/NAV  2.29    

P/E ratio  14.24    

Rights ratio  1:1    

Subscription price  80.00    

New shares (crore)  1.44    

Funds needed  115.20    

Ex-right price  91.25    
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Greaves, which was so far basically a trading company, has decided to diversify into manufacturing and marketing. It 

has plans for large capital expenditures of Rs 219.70 crore in the next five years. The company will have to use various 

sources of long-term finance to meet its need for funds. The company is expecting its sales to grow at a compound rate 

of about 23% and reach to Rs 563 crore in 1995-96. The company’s net margin is expected to be maintained at 4.5% 

which will result in higher net profits and increased EPS. The company has proposed to raise Rs 115.20 crore through 

rights issue in the ratio of 1:1. The subscription price is Rs 80 that will cause ex-rights price to be Rs 91.25. The 

advantage of Greaves’ rights issue is that the proportionate ownership of existing shareholders will be maintained. As a 

result, they shall be able to participate in the prosperity of the company. If Greaves maintains the dividend rate of 23%, 

shareholders’ dividend will double. The company’s expected strong sales growth and higher profitability is likely to 

improve the company’s P/E ratio which currently is 14 times. The higher EPS and P/E ratio will result into a higher 

share price. Thus, the wealth of shareholders will increase and the company’s cost of raising equity capital will also 

reduce. 
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CASE 

Case 20.1: German Remedies 

 

The company has planned to issue secured partly convertible debentures worth Rs 10.83 crore to finance modernisation 

of its two units (Rs 3 crore) and long-term working capital requirement (Rs 10.5 crore). The interest rate is 15% per 

annum. German Remedies is a growing company. Its gross fixed assets have grown at 17% per annum (from Rs 6.6 

crore to Rs 31.6 crore) in the past decade. It has been paying dividends regularly, and has issued bonus shares four 

times since 1973. Because of the several bonus issues, the number of shares in the hands of shareholders has increased 

by almost eight times. In spite of growth, the profitability of the company has declined. In 1991-92, sales increased by 

7% (from Rs 67.80 crore to Rs 72.63 crore), but net profit declined by 53%. The company has about 65 lakh 

outstanding shares with a net worth of about Rs 147 crore. Although the company’s debt-to-equity ratio is only 0:22:1, 

yet interest as a percentage of sales at 5.8% in 1991-91 is high. 

 

The company has projected its sales to grow at 18% per annum next three years. The profitability has also been 

projected to improve. It is possible for the company to realise higher net profits if it could control its costs and manage 

working capital efficiently. The modernisation of two units should help the company in bringing down its costs. It 

seems that shareholders do perceive the company to be growth oriented. The market price of the share is Rs 90, and it 

is four times the book value. 

 

The issue of debenture will be beneficial to the company provided it could control costs and improve profitability. The 

interest on debenture will save taxes, and help to increase return on equity. The convertible part of debenture is a 

deferred equity and the company is pre-empting to issue future equity at a premium of Rs 45 (until 1992, shares issue 

prices were controlled by CCI). If the market price goes up, which it should if the projections come true, then the 

shareholders will benefit through conversion. Since it is a rights issue, there will be no transfer of value as well as 

dilution of control as regards the existing shareholders. The risk to the shareholders is that if the company is not able to 

control costs and profits do not improve, the price of the share could fall and may go down below Rs 55 (the 

conversion price). Given the fluctuating profitability of the company in the past, this is a possibility. 
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Case 20.2: Delite Furniture Company Limited 

 

The company has an opportunity to restructure its business.  It should consider both financial and non-financial factors.  

The company is required to make an investment of Rs 60 crore, and would get PBIT of Rs 24 crore for five years. 

Assuming that the investment could be written off over five years for computing taxes and further assuming that the tax 

rate is 36.5%, the IRR of the proposal is about 19 per cent.   
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The IRR would be about 35 per cent if we assume that PBIT of Rs 24 crore is arrived at after writing off Rs 12 crore. 

The proposal looks quite attractive in the financial terms. However, the company should see the competitor’s offer in 

the context of its over-all strategy and competitive position.  If the company ultimately loses its core business to the 

competitors because of the restructuring, it will weaken its competitive position and would harm its long-term 

profitability. 

The company can finance its proposed restructuring through three alternative methods: (1) internal financing; (2) a 

rights issue, and (3) a term loan. The instructor should encourage students to discuss the pros and cons of each method 

of financing. These three alternatives should be evaluated in context of the company’s current financial conditions. The 

company is profitable, but it has a high financial leverage. Thus, bank loan will add to the company’s financial risk and 

a fixed payment schedule. But the interest on the bank loan will save taxes. Use of internal finance will deteriorate the 

company’s debt capacity and debt ratio will increase. The company will have to curtail dividends to the shareholders, 

which may give a bad signal to the shareholders. But the company will avoid paying dividend taxes. Rights issue will 

improve the firm’s debt capacity and financial risk. But external financing like rights issue involves issue costs.  

In a rights issue, the subscription price is not of much consequence for shareholder wealth if they do not forgo 

their rights. As shown below, irrespective of the subscription price, the existing shareholder’s wealth remains if he/she 

either exercises rights or sells rights. We assume that to buy a share one right will be needed. We also assume that there 

are no transaction costs. If the subscription price and the current market price is the same, a right does not have any 

value. In practice, rights subscription price will generally be set 15-20 per cent less than the current market price.  

 

Funds needed (Rs crore)  60 

Current share price 195 

Subscription price  170 

Rights issue 1:1 

Ex-rights price: (195 + 170)/2 182.50 

Value of a right: (195 – 170)/2 12.50 

Investor’s existing wealth (holding one right) 195 

Investor exercises right: wealth : 2×182.50 - 170 195 

Investor sells right: wealth: 182.50 + 12.50 195 

Investor does nothing: wealth 182.50 182.50 

 

Funds needed (Rs crore)  60 

Current share price 195 

Subscription price  195 

Rights issue 1:1 

Ex-rights price: (195 + 195)/2 195 

Value of a right: (195 – 195)/2 0 

Investor’s existing wealth (holding one right): 1 

× 195 

195 

Investor exercises right: wealth : 2×195 - 195 195 

Investor sells right: wealth: 195  195 

Investor does nothing: wealth  195 

 


