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SYNOPSIS

The decision of capital structure has emerged as one of the most important and challenging tasks to modern day managers. Most of the companies concentrate on this because it is directly connected to the shareholders wealth. In this modern day world, the investors are very much informative of the investment avenues and are also mindful of the returns. So, in order to ensure good returns, the companies must have a balanced capital structure focusing on safety. This project is basically with respect to the capital structure of ELGI Equipment Ltd.

The objective of the study is find out the viability of implementing Capital Structure analysis in ELGI.

Estimation of capital requirements for current and future needs is important for a firm equally important in the determining of capital mix. Equity and debt are the two principle sources of finance for a business. Capital structure planning, which aim at the maximization of profit and the wealth of the shareholders ensures the maximum value of the firm or the minimum cost of capital. It is very important for the financial manager determine the proper mix of debt and equity for his firm.
Here the data related to five years was collected and analyzed, with regard to efficiency in usage of capital structure and factors determining capital structure. There were few findings with regard to the present status of the company. Based on the analyses some suggestions and recommendations have been provided.

                                       1.1 INTRODUCTION TO THE INDUSTRY
Compressor and Drilling Industry – A Profile.

The Compressor and Drilling Industry is cyclical in nature and its prospects depend on general economic conditions and fresh investments in user industries. Compressors find applications in industries such as petrochemicals, fertilizers, food processing, textiles, chemicals, pharmaceuticals and garage applications. Drilling equipments is used in coal mining, rock drilling, road construction and other infrastructure projects.

There are air or gas compressors; reciprocating, screw rotary or centrifugal compressor; low, medium and large compressors based on the pressure generated. Atlas copco(India), Ingersoll-Rand(India),ELGI Equipments, Revathi CP Equipment, BHEL and KG Khosla compressors are the major players in the organised sectors. The lower –end segment of 0.5 HP is dominated by the unorganised sector.

Most players have a wide product profile catering to customers across industries. They have a presence in almost all types and ranges of compressors. This reduce the operational risk, as sector –specifies factors will not affect the company. It is working –capital-intensive. A wide product profile forces players to maintain a high level of inventories.

The level of technology plays a significant role in product design. There is constant  pressure to provide cleaner,fuel –efficient, environment friendly and more efficient products. Hence, product design upgradation and innovation play a critical role in retaining customers.

Multinationals dominate the business in India. The Indian subsidiaries thus have access to technology, product profile and markets of the MNC parent. The export and sale of spares and services contribute significantly to the topline. Recently, exports have got some more thrust, as growth opportunities are limited in the Indian markets.

They not only provide additional revenues but also a cushion against an economic slowdown. Though the threat from imports looms, the lack of proper service and maintenance support is a limiting factor.

For the past three years the compressors and drilling equipment industry has undergone a massive restructuring and consolidation exercise. The several strategic moves made by the companies helped them emerge leaner and stronger organisations, better equipped to face challenges.

ELGI has hived off unfavourable businesses in which it did not have a competitive advantage and decided to concentrate more on core compressor business. As a result, ELGI has closed down its pasteuriser and bottle - washer businesses and is scouting around for a potential buyer for them. Its pneumatic brake business has already been hived off and it has tapered down the production of multi –utility vehicles and plans to gradually close the multi –utility vehicle business in which it does not have enough competitive advantage. It has rearranged its entire operations by creating separate business units to concentrate on core products. Apart from these initiatives, ELGI also undertakes turnkey projects for setting up exclusive service stations for all major manufacturers and offers annual maintenance contracts for all service station equipment.

Apart from these company –specific initiatives, which would have an impact on the topline, the companies also took the initiative to reduce costs and improve bottomline.

Downsizing staff through a voluntary retirement scheme, concentration on cutting and saving costs and better working capital management resulted in improving operating profit margins.

As a result of these initiatives, the players have emerged leaner and meaner and the benefits or otherwise of these strategic moves can be gauged from its financial performance.

General Economy: Mixed trends
Compressors find application across various manufacturing industries such as petrochemicals, refining, fertilisers, natural gas and oil exploration. Hence, the demand for compressors and drilling equipment depends on the levels of manufacturing activity in the economy, fresh investments in user industries and implementation of infrastructure and mining projects. Through these parameters do not send positive signals on a year-on-year basis, conditions appear to have improved from September 2001.

According to CMIE data, coal production for April –November 2001 rose by 3.3percent against 6.5 percent in the corresponding period in 2000. Since September there has been an impressive growth, touching 12.3 percent in November 2001 against 0.6 percent in the corresponding period. The production of petroleum, coal and transport equipment(primary user industries) showed positive signs. A smart rise in cement shipments till December indicates a pick up in construction and road –building machinery.

Coal and iron mining are also showing signals of improvement. But there are no signs of investment in new capacities in the industrial sector as a whole expect in petrochemicals, where there has been growth in refining capacity. Through these do not indicate a strong upward swing in the economy, they do offer hope for compressor and drilling equipment manufacturers.

Meanwhile, a mature domestics market and low replacement demand have forced manufacturers to look for alternative markets to support topline. For multinational players such as Ingersoll –Rand (India), Atlas Copco(India) and Revathi CP(an Atlas Copco, see accompanying piece on consolidation), it was easier to find markets outside India as they could export to parent companies and subsidiaries the world over. Further, these companies also served as a manufacturing base for certain products, ensuring sustainable offtake.

For the homegrown ELGI Equipments, finding export markets was a challenge. It not only has to establish a brand name but also offer good service and set up a marketing network to retain customers. The company has identified certain customers, both OEM and others, and is constantly trying to explore new opportunities. After the merger of Chicago Pneumatic with Atlas Copco’s group companies.

Product marketing to solutions provider
Apart from exploring export opportunities, each player is also working to expand its Product portfolio. From focussing on a niche product, each players is broad-basing its product portfolio to increase market presence. While ELGI (a leader in small compressor and garage equipment) has expanded its portfolio to higher-end segments over the years, Ingersoll-Rand and Atlas Copco are penetrating the lower-end segments.

ELGI is establishing a market for its screw compressors (dominated by Atlas Copco) with its oil-free screw compressors, and its Horizon series of compressors and pneumatic tools (Chicago pneumatic had a niche market in this segment). It also plan to enter the centrifugal compressor business (where ingersoll-rand and BHEL are the major players). On the other hand, Ingersoll-Rand has expanded its construction machinery range and plains its hopes on its new construction machine ‘Bobeat’ –expected to constitute 15-20 percent of sales in the next couple of years. The merger between Atlas Copco and Chicago pneumatic has widened the former’s product portfolio, and now includes reciprocating machines and the pneumatic tools range which were a part of the latter’s portfolio.

Thus, there is a clear shift from a niche product to a more competitive market where each player has a presence across segments and will have to eat the other’s market share to keep growing. A wide product portfolio not only helps to capture market share but also offers customers a range of products under one roof. The one-stop-shop and ‘solutions provider’ concepts are becoming popular. Ingersoll-Rand expects to drive about 40 percent of its revenues from value-added services in the next 3-4 years.

Changing trend
World- over there has been a shift from piston(reciprocating) to screw compressors. Though the Indian market is still dominated by piston compressors, certain user-industries are shifting to screw compressors because of the efficiency and cost-savings. Piston compressors are still popular in India as they are cheaper and requires less maintenance than screw compressors. In Europe or the US, a screw compressor is cheaper than the piston compressor due to high volumes. In India volumes are yet to pick up, as customer maintenance is poor.

ELGI plans to launch a range of screw compressors in the lower range –an effective substitute for piston compressors.

This opens up a lot of opportunities in the screw compressor segment and may also eat into the reciprocating compressor market to some extent.

Threat from imports
Indian manufacturers face a threat from imported machines in the construction and mining segment as zero-duty imports are allowed for world bank-funded projects.

However, in the other segments, imported machines may not be able to break into the Indian market due to lack of lack of after-sales service support. But it will only be a matter of time before foreign players understand the Indian market and create a niche for themselves.

Therefore, it is up to Indian manufacturers to constantly upgrade their products and provide world-class products at affordable prices to Indian consumers to maintain their market share. This would require some prudent cost-saving practices.

Thus, imports do present a limited threat, but it is up to individual manufacturers to overcome and sustain their market share.

Global recession
As most the manufactures have pinned their hopes on exports for future growth, it is to be seen if exports will actually make up for the lack of demand in the domestic market.

For players such as Ingersoll-Rand and Atlas Copco, exports are primarily to the US and the current slowdown in the US could be a dampener for future growth.

For ELGI, the export slowed this year after a robust growth the previous year. The negative attitude towards the ‘Made in India’ tag associated with engineering goods is a hurdle.

It may take ELGI some time to overcome this and establish a strong global presence. In a cyclical industry, it is more important to make fundamental strategic change to combat the slowdown and improve bottomline so that when the economy swings upwards, one could make the most out of it. The top players in the industry appear to have got this strategy right and are working towards this goal.

Though competition is bound to intensify, each player appears to have strategies in place to deal with the situation. Their performance would need to be watched as and when an upturn in the economy materialises.

1.2 INTRODUCTION TO THE COMPANY

COMPANY PROFILE- ELGI Equipments Limited

ELGI Equipments Limited(EEL) was established in 1960 by the Late Sri L.R.G.Naidu. The company is one of the largest Air Compressor and Service Station Equipment manufacturer in India. The company also manufactures air compressors, service station equipment, automobile components, workmobiles and bottling equipment. It has a strong presence in the lower end of the compressors and service station equipment market, which is characterised by a strong presence of the unorganized sector.
ELGI, the undoubted market leader in India for its wide range of compressors and automotive service equipments has established its business globally in over 25 countries that include USA, Europe, Australia, South East Asia, Middle East, Africa and countries in Latin America.
ELGI has two manufacturing locations in Coimbatore, India with 22acres of land 350000 sq ft of built up factory area. ELGI also has state-of-art CAD center for R&D, designing solution for customers world wide. The company has collaboration/technical tie-up with leading foreign companies, Institutions and consultants keeps ELGI at the cutting edge of technology. The company has a number of technology tie-ups with global firms including Global of Germany, Ceccato of Italy, Krones AG of Germany, and Sullair Corp of US.
The company supplies reciprocating compressors, screw compressors, reciprocating compressor pumps, rotary screw, air ends and service station equipment in several countries namely Germany, Luxemburg, Australia, Indonesia, Thailand, UAE, Oman, Saudi Arabia, Republic of South Africa, Sri Lanka etc., Currently ELGI has representations/ distributors/ dealers in USA, UAE, Oman, Saudi Arabia, Bahrain, Malaysia, Australia, Thailand, Republic of South Africa, Luxemburg, Sri Lanka and Bangladesh.

PRODUCTS MANUFACTURED BY EQUIPMENT LIMITED:-
ELGI’s core competencies are serviced by four major divisions:

· Rotary Compressor division.

· Reciprocating, Railways, and Original Equipment division.

· Automotive Equipment division.

· Engines division.
	                    Division
	Core Competencies

	Rotary Compressor Division (ROCD)
	Design, development and manufacture of electric and diesel powered screw air compressors.

	Reciprocating Compressors, Railway Compressors and Original Equipment Division(RCD)


	Design, development and manufacture of single and two stage Reciprocating Compressors, Railway Compressors and a variety of compressor solutions for railway applications. Our competence also lies in customized packages for applications like circuit breakers, engine starting etc.,

	Automotive Equipment division(AED)
	Design and manufacturing of lifts, paint booths and other automotive servicing and diagnostic equipment.

	Diesel Engines Division
	Design, development and manufacture of single stage diesel engine for constant speed as well as automobile applications.


Compressor Technology at ELGI is classified into reciprocating compressors, screw compressors, centrifugal compressors and oil-free compressors. ELGI manufacturers all these types of compressors covering a range from 0.75HP to 1500HP for volumes from 1.8cfm (cubic feet per minute) to 2400cfm. While selling individual products can meet the objectives of a customer’s requirements, ELGI’s marketing strategy has always been to partner with a customer and provide total air solutions to industries that require compressed air for their operations.

The Automotive  Service Equipment Division manufactures lubrication equipment, two-wheeler and four-wheeler hoists, paint booths, AC recovery units, crash repair systems, wheel balancers and various other diagnostic equipment. Most of the modern garages are fitted with ELGI’s garage equipment. As a result, today our customers have increased their speed of analyzing faults, reducing wastage of resources.

ELGI is changing everyday. It is pursuing new business opportunities created by developments in technology. ELGI already leads India in compressor technology and is a prominent player in Automotive Service Station Equipment. Engines and ELGI new generation compressor (low range reciprocating compressors) are today emerging as new business sectors for the company. R&D is also a major thrust area at ELGI. In fact a large shares of products currently under the ELGI fold are developed in house.

Diesel Engines

The Diesel Engines Division is involved with the design, development and manufacture of single stage diesel engines for constant speed as well as automobile applications.

The Rotary Compressor Division is involved with the design, development and manufacture of electric and diesel powered screw air compressor. The following are the range of compressors developed at the Rotary compressor division.

The world’s Smallest Screw Air Compressor.

The Reciprocating compressor division is involved with the design, development and manufacture of single and two stage reciprocating compressors. The following are the range of compressors developed at the Reciprocating compressor division.

Horizon series Reciprocating Air Compressors.

Automotive Equipment Division provides total service station solutions through the supply of a range of equipment and tools for four, three and two wheelers. The broad categories of equipment include-

· Test lanes

· Wheel servicing Equipment

· Diagnostic, AC, Emission

· Body shop Equipment 

· Pneumatic Tools

· Air Compressor

Spectacular results of the All India Quality Circles Competition

The All India Quality Circles Competition conducted by QCFI was held at Lucknow, India on December 18th-19th, 2002. Four ELGI Equipments Quality Circle teams participated in the event. These were:

· Dolphin Circle(ROCD)

· Sun Circle(ROCD)

· Honeybee Circle(ROCD)

· Horizon Circle(ENGC)

Amidst stiff competition from 320 Quality Circle representatives of companies from all over India, every single one of our teams achieved an award status. The scoring was as follows:

· 60-70% - Meritorious

· 70-80% -Distinguished

· 80% and above –Excellent
Dolphin QC, honeybee QC and Sun QC were rated in the excellent category and horizon QC received a distinguished status.
A total of 30 teams (9% of the total 320 teams) were rated as excellent and ELGI represents 10% of this number at an All India level. It is extremely creditable that every single one of the teams that represented ELGI has come back with an award.

QC, Horizon QC and Honeybee QC

ELGI’s Sun, Honeybee and Horizon QC have participated and won some of the most prestigious award at the state level QC competition, organized by QC Forum of India, Madurai chapter, at Kanyakumari on 27th and 28th of June 2002.

ELGI QCs walked away with the following prizes:

DISTINGUISHED PERFORMANCE AWARD

This award was given to circles who scored more than 75% and our HONEYBEE QC of DPSAC Assembly and HORIZON QC of ENGC Assembly bagged the prize.

OVERALL BEST QUALITY CIRCLE AWARD

This award was given to best QC and it was bagged by our SUN QC of EPSAC Assembly. They competed with 47 QCs to achieve this award. They were judged the best of best QC. All the three QCs have qualified to participated in the ICQCC(International Convention of Quality Controls Circles) competition to be held at Luknow, during December 2002.
BEST ORGANIZATION FOR QUALITY CIRCLES AWARD

Based on the performance of our QC members in various QC related activities and also based on the administration of QCs in our organisation, ELGI was honoured with this year’s most prestigious award: “BEST ORGANIZATION FOR QUALITY CIRCLES AWARD”.

Dolphin QC Leaps Ahead

The Dolphin Quality Circle of our Fabrication Department participated in the state level QC competition organized by quality circle Forum of India, Chennai Chapter held on 22nd and 23rd June 2002, and won outstanding prizes. This achievement has helped the term qualify to participate in the national level competition to be held in December 2002.

More Awards for QCs

Twenty-five of ELGI’s QCs made their presentation at the 10th QC Management Presentation Ceremony held at PSG College of Technology on the 19th of may 2002.

The following QCs won prizes:

· Sun QC (EPSAC Assembly) -1st prize

· Dolphin QC (Fabrication) – 2nd prize

· Honey Bee QC (DPSAC Assembly) – 3rd prize

ELGI Equipment Ltd is the flagship company of the ELGI Group, which has grown spectacularly over the latest 42 years to establish itself  as one of the largest and most integrated manufactures of air compressors in the world. Additionally, ELGI is a leader in India in automotive service equipment and auto-diagnostics and also manufactures diesel engines.

Recent developments

ELGI has signed a 5-year joint technology development program with the center for positive displacement for compressors in city university, London, to upgrade the performance of ELGI’s products. Two new models of rotary screw compressors are in a advanced stage of manufacturing. The company has received long-term buying contracts from 2 large OMEs in Germany and Japan. EEL has a plans to completely revamp and increase its spares and service network.

Initatives have been taken to explore in setting up a distribution network for the company’s products in Latin America and possibilities of regain market in CIS countries.

Future plans

ELGI, though does not currently into the gas compressor business in India, plans to foray in this business when conditions turn favourable. The company has no plans to diversify from our existing business. Within compressors ELGI is working on a whole new range of products which are the best of breed, as far as performance is concerned, but will have a much better cost profile than their existing products.

EEL is also pushing more products outside India and concentrating on product development, quality system, manufacturing programmes and design to achieve this goal. The company plans to post Engineers at the dealers location in Bangladesh, Indonesia, South Africa etc., to create effective sales and service in these countries for penetration.

Plans have been drawn up for establishing a distribution network in the US marketing Horizon series of Air Compressors in ELGI’s own brand name.

ELGI aims to be a meaningful player world wide in its core products, which would features prominently in a customer’s considered set by 2005.

                       1.3 INTRODUCTION TO THE STUDY

       In finance, capital structure refers to the way a corporation finances its assets through some combination of equity, debt, or hybrid securities. A firm's capital structure is then the composition or ‘structure’ of its liabilities. For example, a firm that sells $20 billion in equity and $80 billion in debt is said to be 20% equity-financed and 80% debt-financed. The firm's ratio of debt to total financing, 80% in this example, is referred to as the firm's leverage. In reality, capital structure may be highly complex and include tens of sources.

Definition

· A mix of a company's long-term debt, specific short-term debt, common equity and preferred equity.
· The long-term financing arrangements that a corporation has established. A company’s capital structure may include long-term debt, retained earnings, and common and preferred stocks..
· The capital structure  is how a firm finances its overall operations and growth by using different sources of funds.
              The Modigliani-Miller theorem, proposed by Franco Modigliani and Merton Miller, forms the basis for modern thinking on capital structure, though it is generally viewed as a purely theoretical result since it assumes away many important factors in the capital structure decision. The theorem states that, in a perfect market, the value of a firm is irrelevant to how that firm is financed. This result provides the base with which to examine real world reasons why capital structure is relevant, that is, a company's value is affected by the capital structure it employs. These other reasons include bankruptcy costs, agency costs, taxes, information asymmetry, to name some. This analysis can then be extended to look at whether there is in fact an optimal capital structure is the one which maximizes the value of the firm.
             Debt comes in the form of bond issues or long-term notes payable, while equity is classified as common stock, preferred stock or retained earnings. Short-term debt such as working capital requirements is also considered to be part of the capital structure. 

         A company's proportion of short and long-term debt is considered when analyzing capital structure. When people refer to capital structure they are most likely referring to a firm's debt-to-equity ratio, which provides insight into how risky a company is. Usually a company more heavily financed by debt poses greater risk, as this firm is relatively highly levered. The permanent long-term financing of a company, including long-term debt, common stock and preferred stock, and retained earnings. It differs from financial structure, which includes short-term debt and accounts payable.

FEATURES OF CAPITAL STRUCTURE: 

· Profitability: The capital structure of the company should be most profitable. The most profitable capital structure is one that tends to minimize the cost of financing and maximize Earning Per Equity Share.

· Return: Return refers to the benefits derived by a business from its business operations.

· Risk: Risk may be defined as the chance of future loss that can be foreseen.

· Flexibility: The capital structure should be should be such that it can be easily manoeuvred to meet the requirements of changing conditions.

· Conservation: The capital structure should be conservation in the sense that the debt content in the total capital structure does not exceed the limit which the company can bear.

· Control: The capital structure should be so devised that it involves minimum risk of loss of control of the company.

Capital Structure Theory: 
               A firm's capital structure is determined by the proportions of debt and equity 
capital used in financing the firm's assets. The financial manager should seek that capital structure which maximizes the value of the firm (the optima capital structure.
The capital structure decision and the firm's leverage position are co-determined.

Determinants of the Firm's Optimal capital structure
1. The Tax Deductibility of Interest
The tax deductibility feature of interest expense tends to increase the use of debt in the firm's capital structure. 

2. Financial Risk
The increased financial risk that comes with increased use of debt tends to moderate the use of debt in the firm's capital structure. 
Determination of the Firm's capital structure in the Real World
1. It is difficult (or impossible) for the financial manager to exactly determine the firm's optimal capital structure. 

2. The financial manager needs to consider demand sustainability and volatility as well as cost stability when making the debt/equity choice. 

3. There probably exists a range of acceptable (optimal) debt/asset ratios. 

 FACTORS INFLUENCING CAPITAL STRUCTURE

1) Trading on Equity: A company may raise funds either by issue of shares or by debentures. Debentures carry a fixed rate of interest and this interest has to be paid irrespective of profits. Of course, preference shares are also entitled to a fixed rate of dividend but payment of dividend depends upon the profitability of the company. In case the rate of return on the total capital employed is more than the rate of interest on debentures or rate of dividend on preference shares, it is said that the company is trading on equity.

2) Retaining Control: The capital structure of a company is also affected by the extent to which the promoter/existing management of the company. The preference shareholders and debenture holders have not much say in the management of the company.
3) Nature of Enterprise: The nature of enterprise also to a great extent affets the capital structure of the company. On the other hand, companies which do not have this advantage should rely on equity share capital to a greater extent for raising their funds. This is particularly, true in case of manufacturing enterprises.
4) Legal Requirements: The promoters of the company have also to keep in view the legal requirements while deciding about the capital structure of the company. This is particularly true in the case of the banking companies which are not allowed to issue any other type of security for raising funds except equity share capital on account of the Banking Regulation Act.

5) Purpose of Financing: The purpose of financing also to some extent affects the capital structure of the company. In case funds are required for some directly productive purposes, for example, purchase of new machinery, the company can afford to raise the funds by issue of debentures. This is because the company will have the capacity to pay interest on debentures out of the profits so earned.

6) Period of Finance: The period for which finance isrequired also affects the determination of capital structure of companies. In case, funds are required, say for 8 to 10 years, it will be appropriate to raise them by issue of debentures rather than by issue of shares. However, if the funds are required more or less permanently, it will be appropriate to raise them by issue of equity shares.

7) Market Sentiments: The market sentiments also decide the capital structure of the company. There are periods when people want to have absolute safety. Thus, if a company wants to raise sufficient funds, it must take into account market sentiments; otherwise its issue may not be successful.

8) Requirements of Investment: Different types of securities are to be issued for different classes of investors. Equity shares are best suited foe bold or venturesome investors. In order to collect funds from different categories of investors, it will be appropriate for the companies to issue different categories of securities. This is particularly true when a company needs heavy funds.
9) Size of the Company: Companies which are of small sie to rely considerably upon the owners funds for financing. Such companies find it difficult to obtain long-term debt. They are in better bargaining position and can get funds from sources of their choice.
a) Government policy: Government policy is also an important factor in planning the company’s capital structure. Besides this, the monetary and fiscal polisies of the government also affect the capital structure decision.

b) Provision for the future: While planning capital structure the provision for future should also keep the best security to be issued in the last instead of issuing all types of securities in one installment.
EBIT AND EPS ANALYSIS

Keeping in view the primary objective of financial management of maximizing the market value of the firm, the EBIT-EPS analysis should be considered logically as the first step in the direction of designing a firm’s capital structure.

The EBIT-EPS analysis as a method to study the effect of leverage essentially involves the comparison of alternative methods of financing under various assumptions of EBIT. The EBIT-EPS analysis method basically helps in studying the change in value of the firm corresponding to different financing proposals.

It is useful to analyze the level of EBIT under different financial alternatives by assuming EPS as zero. EPIT chart of Range of earning chart a financial executive faced with the problem selecting alternative will be interested to make calculation of potential ESP at various probable EBIT levels.    

EBIT- Earnings Before Interest and Taxes. Accountants like to use the term Net Operating Income for this income statement item, but finance people usually refer to it as EBIT. Either way, on an income statement, it is the amount of income that a company has after subtracting operating expenses from sales (hence the tern net operating income). Another way of looking at it is that this is the income that the company has before substracting interest and taxes (hence, EBIT).

EAT- Earnings After Taxes. Accountants call this Net Income or Net Profit After Taxes, but finance people usually refer to it as EAT.

EPS- Earnings Per Share. This is the amount of income that the common stockholders are entitled to receive(per share of stock owned). This  income may be paid out in the form of dividends, retained and reinvested by the company, or a combination of both.

CAPITAL STRUCTURE PRACTICES IN INDIA

· Capital Structure and cost of capital : Traditional view, that the cost of capital is affected by debt and equity mix still holds good.

· Choice between debt and equity :The recent studies conducted by Babu and Jain (1998) it has been found that the corporate firms in India are now showing an almost an equal preference for debt and equity in designing their capital structure.

· Share valuation :According to the study conducted by Prasanna Chandra (1975) a significant relationship existed between the share price and the variables like return , risk, growth, size, leverage etc ., Thus, the leverage or the debt-equity mix in the capital structure is also one of the factors affecting the value of a share of a firm.

1.4 SCOPE OF THE STUDY
        The researcher finds the need for capital structure as companies need capital in order to run their business, do necessary investments and grow larger. These actions are combined with high costs where both internal and external financing might be appropriate. Capital Structure is the relation between debt and equity. A company's reasonable, proportional use of debt and equity to support its assets is a key indicator of balance sheet strength. A healthy capital structure that reflects a low level of debt and a corresponding high level of equity is a very positive sign of investment quality. 
      The study reveals that any decision affecting the product prices, per unit costs, volume or efficiency has an impact on the profit margin or turnover ratios. Similarly any decision affecting the amount and ratio of debt or equity used will affect the financial structure and the overall cost of capital of the company.

     Therefore, these financial concepts are very important to evaluate as every business is competing for limited capital resources. Understanding the interrelationships among the various ratios such as turnover ratios, leverage and profitability ratios helps companies to put their money in areas where the risk adjusted return is the maximum.

1.5 OBJECTIVES OF THE STUDY

PRIMARY OBJECTIVES

· To analyze the capital structure of ELGI Equipment Ltd.
SECONDARY OBJECTIVES

· To analyze the impact of debt on the profitability of the industry.

· To study the impact of EPS in financial planning and the relationship between EBIT and EPS.
· To study the risk return relationship and its impact on capital structure.
· To provide suitable suggestions for further improvement of the Capital Structure of the company.

1.6 LIMITATIONS OF THE STUDY

· The study is based on the secondary data. So the reliability of the data may not be accurate.

· The study is limited to five years and the time value may affect the findings.

· The availability of ratios for the study is also limited.

· The study is limited to capital structure pattern analysis and is purely based upon the information contained in the published financial statements supplied by the officials of the company.

· Figures taken for the study are most approximate.

· Ratios suffer from inherent weakness of accounting records such as their historical nature. Ratios of the past are not necessarily true indicators of the future.
                                        REVIEW OF LITERATURE
A literature review surveys scholarly articles, books and other sources (e.g. dissertations, conference proceedings) relevant to a particular issue, area of research, or theory, providing a description, summary, and critical evaluation of each work. The purpose is to offer an overview of significant literature published on a topic.

A literature review is a body of text that aims to review the critical points of current knowledge on a particular topic. It is associated with science-oriented literature, such as a thesis, the literature review usually precedes a research proposal, methodology and results section. Its ultimate goal is to bring the reader up to date with current literature on a topic and forms the basis for another goal, such as the justification for future research in the area.

           According to Wisconsin, a review of literature is a critical analysis of a segment of a published body of knowledge through summary, classification and comparison of prior research studies and theoretical articles.

          Modigliani and Miller (1958 and 1963) reviewed that financial leverage is unrelated to firm value, but in a world with tax-deductible interest payments, firm value and capital structure are positively related. Miller (1977) added personal taxes to the analysis and demonstrated that optimal debt usage occurs on a macro-level, but it does not exist at the firm level. Interest deductibility at the firm level is offset at the investor level.The capital structure paradigm shifts to a set of possible outcomes that includes an interior optimum, as well as the extremes of zero debt and maximum debt positions. 1
           DeAngelo and Masulis (1980) demonstrated that the presence of corporate tax shield substitutes for debt implies that each firm has a "unique interior optimum leverage decision..." Masulis (1983) argued further that when firms which issue debt are moving toward the industry average from below, the market will react more positively than when the firm is moving away from the industry average. Ronald Masulis(1988) gives an excellent review on capital structure dealing with the debt equity choice of corporations. A continuing controversy has raged about the sensitivity of the cost of capital and the value of a firm to changes in its capital structure.2
        Titman & Wessel(1988), in his study on capital structure attempts to span the space of capital structure factors. Their determinants are collateral value of assets, non-debt tax shields, growth, uniqueness of the business, industry classification, volatility and profitability.3
         In 1988, Merton H. Miller in his review on capital structure found that “a number of recent developments in finance can be seen in the early 1960’s that high leverage strategies to reduce taxes were indeed entirely feasible”.4
         Butt-Jaggia and Thakor (1994), in his report on capital structure reviewed that debt is costly because it limits the firm’s ability to write long term labor contracts. However, the applications are different. They analyzed the decision of an employee to invest in firm-specific human capital. Firms might limit their use of debt, applies much more widely because of human capital concerns. Increasing leverage impacts who the firm can hire and how much the firm pays all its employees.5
          Baldwin (1983) , in his study on capital structure models a firm in which employees can appropriate the return to capital after capital costs have been sunk. Issuing a sufficient amount of debt may mitigate this hold-up problem, but bankruptcy is assumed to be costly for workers.6
          Perotti and Spier (1993), in his report on capital structure found that equity

holders may issue junior debt, thereby creating an underinvestment incentive. This can then be used to obtain wage concessions from employees to restore incentives to invest.7 

             Stulz (1990) analyzes a firm where shareholders cannot observe either the firm’s cash flows or the employee’s investment decisions. Management always wants to invest as much as possible. Because shareholders know this, they will not always fully satisfy the employee’s demand for capital. Therefore the employee cannot take all positive NPV projects when the firm’s cash flows are low and its investment opportunities are good, and will over invest when the firm’s cash flows are high and its investment opportunities are poor. It is shown that it is optimal for investors to design a capital structure consisting of debt and equity to reduce the costs of over- and underinvestment.8
             DeMarzo and Fishman (2006) derive both the optimal capital structure and labor contract in a different moral hazard setting. In their model a risk-neutral agent with limited capital seeks financing for a project, which is observable to the agent but unobservable to the investor. It is shown that the optimal mechanism can be implemented by a combination of equity, long-term debt and a line of credit.9
             Zwiebel (1996) provides a formal model of an employee’s capital structure choice when ownership is separated from control, and managers are entrenched. In this paper, an employee determines the firm’s capital structure, recognizing that he can only be fired if the firm is taken over or if the firm goes bankrupt. Because the employee derives extra utility from keeping his job, he wishes to avoid being replaced.10
           Novaes and Zingales (1995), in his study on capital structure derive results in a similar setting but extend the analysis to show how capital structure choices of the firm’s equity holders differ from those made by entrenched managers.11
            Morellec (2004) proposes a continuous-time model of an entrenched employee, who derives utility from control, and may therefore find it optimal to issue debt to avoid a hostile takeover. He allows for a tax advantage of debt, so that there exists an optimal debt level even in the absence of agency problems. It shows how the employee’s capital structure choice deviates from the firm value maximizing capital structure.12
          Subramanian (2002) analyzes a firm where the employee makes capital structure and investment decisions, taking his personal bankruptcy costs and risk aversion into account. In each period, the employee’s income is derived by a bargaining process with the equity holders. Neither has it considered the effect of a competitive labor market.13
           Berens and Cuny (1995) provide an important alternative explanation for low leverage ratios in the absence of significant bankruptcy costs. They point out that interest payments can only be deducted up to the amount of current income. For growing firms with relatively low current cash flows, there is little to shield, so the usefulness of debt is limited. Their point is relevant even for firms with relatively modest growth rates.14
            Graham (2000), in his study on capital structure provides evidence that firms could increase leverage substantially before the effective corporate tax rates start to decrease. Thus, even relative to their low initial earnings, growth firms still seem to under-utilize debt.15
            The Trade-Off Theory of Capital Structure refers to the idea that a company chooses how much debt finance and how much equity finance to use by balancing the costs and benefits. The classical version of the hypothesis goes back to Kraus and Litzenberger who considered a balance between the dead-weight costs of bankruptcy and the tax saving benefits of debt. Often agency costs are also included in the balance. This theory is often set up as a competitor theory to the Pecking Order Theory of Capital Structure. A review of the literature is provided by Frank and Goyal.15
           An important purpose of the theory is to explain the fact that corporations usually are financed partly with debt and partly with equity. It states that there is an advantage to financing with debt, the tax benefits of debt and there is a cost of financing with debt, the costs of financial distress including bankruptcy costs of debt and non-bankruptcy costs (e.g. staff leaving, suppliers demanding disadvantageous payment terms, bondholder/stockholder infighting, etc). The marginal benefit of further increases in debt declines as debt increases, while the marginal cost increases, so that a firm that is optimizing its overall value will focus on this trade-off when choosing how much debt and equity to use for financing.

           An appropriate capital structure is a critical decision for any business organization.  The decision is important not only because of the need to maximize returns to various organizational constituencies, but also because of the impact such a decision has on an organization’s ability to deal with its competitive environment.  The prevailing argument, originally developed by Modigliani and Miller (1958), is that an optimal capital structure exists which balances the risk of bankruptcy with the tax savings of debt.  Once established, this capital structure should provide greater returns to stockholders than they would receive from an all-equity firm.16
            One of the defining characteristics of business in the 1990s was the adoption of prescriptions from agency theory to address the managerial excesses of the 1970’s and 1980’s. The classic agency theory concept was developed by Berle and Means (1932). They observed that ownership and control had become separated in larger corporations as a result of the dilution in equity positions.  This situation provided an opportunity for professional managers, as those in control, to act in their own best interest.  Today, the central issue for agency theory is how to resolve the conflict between owners and managers over the control of corporate resources through the use of contracts which seek to allocate decision rights and incentives.17
            Rutherford (1986) reports that leasing accounted for 17.1% of gross capital formation in the U.S. corporate sector in 1980, 8.7% in the U.K., 4% in Japan, 3.2% in France, and 1% in Germany. Barclay and Smith (1995) find that lease obligations represent 9% of the total debt for a large sample of U.S. firm.18
       Early attempts to explore the cross sectional determinants of capital structure in different countries were undertaken by Remmers (1974) and Stonehill (1975). Both studies analyze a sample of large firms from four selected industries in five countries (U.S., Japan, France, Norway, and the Netherlands) in the period 1966-72. They find that industry and firm size are not important determinants of leverage.19
         Rajan and Zingales (1995) looked at the difference in leverage and its determinants in the OECD countries: US, Japan, Germany, France, Italy, UK, and Canada. They find that aggregate leverage is roughly identical across these countries.20
           Sumit K. Majumdar and Pradeep Chhibber, in his report on capital structure finds the relationship between the levels of debt in the capital structure and performance for a sample of Indian firms. Existing theory posits a positive relationship; however, analysis of the data reveals the relationship for Indian firms to be significantly negative. The structure of capital markets in India, where both short-term and long-term lending institutions are government-owned, is hypothesized to account for the finding of this relationship, and it asserted that corporate governance mechanisms which work in the West will not work in the Indian context unless the supply of loan capital is privatized.21
        S.K. Khatik, P.K. Singh, in his review on capital structure, or what is generally known as capital mix, found that it is very important to control the overall cost of capital in order to improve the earnings per share of share holders. After globalization and liberalization, various financial sector reforms were started by governments, such as reducing rates of interest etc., which directly affected the capital structure planning of firms. The financing of a capital structure decision is a significant managerial decision. Initially, the company will have to plan its capital structure at the time of its promotion. Subsequently, whenever funds have to be raised for finance and investment, a capital structure decision is involved. In this research article, researchers try to evaluate the concept of capital structure, capital structure planning and patterns of capital structure in IFFCO and Indo Gulf Corporation Ltd. During the study period, both the companies raised more and more long-term funds to meet their development and expansion needs because debt is a cheaper source of finance, especially from 1994–1995 onwards when rates of interest decreased regularly in the Indian capital market.22
RESEARCH METHODOLOGY
                  Redman and Mory define Research as a “Systematized effort to gain new knowledge”. The purpose of research is to discover answer it question through the application of scientific procedure. The main aim of research is to find out the truth which is hidden and which has not been discovered yet.

                 The Research Methodology is used to systematically solve the research problems. It may be understood as a science of studying how research is done systematically. In this study various steps that are generally adopted by the researcher in studying his research problem along with the logic behind them. It is necessary for the researcher to know not only research but also methodology.

RESEARCH DESIGN:

                 A Research Design is the arrangement of conditions for collection and analysis of data is manner that aims to combine relevance to the research purpose with economy in procedure. In fact, the research design is the conceptual structure within which research is conducted; it constitutes the blueprint for the collection, measurement and analysis of data.
Descriptive Research Studies are those studies, which are concerned with describing the characteristics of a particular individual, or of a group. In order to analyses the new products in banking descriptive study has been under taken.

PERIOD OF THE STUDY:

The study covers period of five years from 2003- 2004 to 2007-2008. 

SOURCE OF DATA:

Primary Data:

General information related to the company has been collected through personal interaction with the authorities of the company. However, the primary data do not have much significance in the study.

Secondary Data:

The data related to the current study were collected from secondary source of information. Data on the profit, loss, expenses, income and sales were collected from the published profit and loss A/c and Balance Sheet of the company during the period 2004-2008.

Apart from these sources, data for analysis were also procured through the annual report of the company during the period 2003-2004 to 2007-2008. Data to support the study were extensively collected from books, journals, magazines and publications research institutes.
TOOLS FOR ANALYSIS:

The major tools used for analyzing the collected data are capital structure pattern analysis – a widely used management technique in financial performance analysis. Apart from these tools, percentage, average and ratio analysis are used to analyze the data.
ANALYSIS AND INTERPRETATION

      The data after collection has to be processed and analyzed in accordance with the outline laid down for the purpose at the time of developing the research plan. This is essential for a scientific study and for ensuring that we have all relevant data for making contemplated comparisons and analysis. Technically speaking, processing implies editing, coding, classification and tabulation of collected data so that they are amenable to analysis. The term analysis refers to the computation of certain measures along with searching for patterns of relationship that exist among data- groups. Thus, “in the process of analysis, relationships or differences supporting or conflicting with original or new hypotheses should be subjected to statistical tests of significance to determine with what validity data can be indicate any conclusions”.  

    Interpretation refers to the task of drawing inferences from the collection facts after an analytical and/or experimental study. In fact, it is a search for broader meaning of research of findings. The task of interpretation has two major aspects viz., (i) the effort to establish continuity in research through linking the results of a given study with those of another, and (ii) the establishment of some explanatory concepts. “In one sense, interpretation is concerned with relationships within the collected data, partially overlapping analysis. Interpretation also extends beyond the data of the study to include the results of other research, theory and hypothesis”. Thus, interpretation is the device through which the factor that seem to explain what has been observed by researcher in the course of the study can be better understood and it also provides a theoretical conception which can serve as a guide for further researches.
I)LONG TERM SOLVENCY ANALYSIS:

A)Debt Equity Ratio:

 Debt-Equity ratio shows the relationship between total debts and owned capital. It is the ratio of the amount invested by outsiders to the amount invested by the shareholders. It is also known as External-Internal Equity Ratio. This ratio reflects the relative claims of shareholders and creditors against the assets of a company. Alternatively, this ratio indicates the relative proportion of debt and equity in financing the assets of a company. It may be express as follows:

.

Debt to Equity Ratio      =          External Equity

                                             

                                                     Internal Equity

For the year 2003 – 2004  =             828.67                       =   0.87


                                                         949.36

For the year 2004 – 2005  =             935.5                         =    0.8


                                                        1103.79

For the year 2005 – 2006  =             973.95                       =    0.81


                                                         1208.43

For the year 2006 – 2007  =             1276.1                       =    0.94


                                                        1356.42

For the year 2007 – 2008  =             1758.58                      =    1.04


                                                        1686.60

The table 1 showing debt to equity ratio  (Rs in million)

	Year 
	External Equity
	Internal Equity
	 Ratio 

	2003-2004
	828.67
	949.36
	0.87

	2004-2005
	935.5
	1103.79
	0.8

	2005-2006
	973.95
	1208.43
	0.81

	2006-2007
	1276.1
	1356.42
	0.94

	2007-2008
	1758.58
	1686.60
	1.04


Source: collected from annual report of the company.

External Equity includes loan funds and current liability. And internal fund includes capital, reserve and surplus.

The thumb rule for debt equity ratio is 1:1. In 2004 the ratio of debt equity was 0.87 which shows that the company did not depends much on outsiders fund as the internal equity was considered sufficient for the business. During 2008 the ratio is 1.04 as the company raised the internal equity in order to increase their earnings. A high ratio shows that the creditors have invested more in the business than the shareholders. A low ratio indicates a smaller claim of creditors.  The long term financial position of the company is good. 
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b) Debt to total capital Ratio:
This ratio is calculated to measure the relative proportions of outsiders fund and total capital fund invested in the company. A measurement of a company’s financial leverage, calculated as the company’s debt divided by its total capital. Debt includes all short-term and long-term obligations. Total capital includes the company’s debt and shareholders equity, which includes common stock, preferred stock, minority interest and net debt.

Debt to total capital Ratio =        Funded Debt      

                                            

                                                        Total capital

For the year 2003 – 2004  =             71.08                       =   0.07


                                                         1020.44

For the year 2004 – 2005  =             111.21                    =    0.09


                                                        1215.00

For the year 2005 – 2006  =             46.31                     =    0.04


                                                         1254.74

For the year 2006 – 2007  =             1.82                      =    1.34


                                                         1358.24

For the year 2007 – 2008  =             0.08                      =    4.74


                                                        1686.68

The table 2 showing debt to total capital ratio (Rs in million)

	Year 
	Funded debt    
	Total capital  
	Debt to Total Capital Ratio 

	2003-2004
	71.08 
	1020.44
	0.07

	2004-2005
	111.21
	1215
	0.09

	2005-2006
	46.31
	1254.74
	0.04

	2006-2007
	1.82
	1358.24
	1.34

	2007-2008
	0.08
	1686.68
	4.74


Source: collected from annual report of the company.

Total capital includes loan funds and shareholders fund. And shareholders funds include capital, reserve and surplus.

The debt to total capital ranges from 0.04 to 4.74. In 2005-08 funded debt has continuously decreased. The company had sufficient funds to manage its business. The ratio of debt to total capital is 0.07 in the year 2004 and the capital has increased in the following years. The shareholder fund has increased in all the years. In 2008 the ratio increased to 4.74 as the company decreased its capital through loan funds.

 CHART: 2
[image: image2.emf]Debt to Total Capital Ratio

0

0.5

1

1.5

2

2.5

3

3.5

4

4.5

5

2003-2004 2004-2005 2005-2006 2006-2007 2007-2008

year

 Ratio


c) Dividend Coverage Ratio:

This ratio is very important for shareholders entitled to get dividend at a fixed rate in priority to other shareholders. This ratio is the ratio net profit after taxes(PAT) and the amount of the preference dividend. It reveals the safety margin available to the shareholders.

Dividend Coverage Ratio  =      Earnings after interest and tax

                                                              Dividend   


For the year 2003 – 2004  =             190.71                        = 2.28


                                                         83.68  

For the year 2004 – 2005  =             214.18                        =  3.02  


                                                          70.9

For the year 2005 – 2006  =             176.69                    =    2.47


                                                         71.57  

For the year 2006 – 2007  =             234.12                    =    3.23


                                                         72.45 

For the year 2007 – 2008  =             418.71                   =    4.75


                                                        88.07  

The table 3  showing Dividend Coverage ratio (Rs in million)

	Year 
	PAT
	 Dividend
	Dividend Coverage        Ratio 

	2003-2004
	190.71
	83.68
	2.28

	2004-2005
	214.18
	70.9
	3.02

	2005-2006
	176.69
	71.53
	2.47

	2006-2007
	234.12
	72.45
	3.23

	2007-2008
	418.71
	88.07
	4.75


Source: collected from annual report of the company.

PAT – Profit after Tax is the net profit of the company.

The dividend coverage ratio is increasing. It has increased from 2.28 in 2003-2004 to 4.78 in 2007-2008. It reveals the safety margin available for the shareholders.
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d) Current Assets to Proprietors Fund Ratio: 

 This ratio will differ from industry to industry and therefore, no standard can be laid down. The current assets to proprietors fund analyzed by dividing the total current assets by the amount of shareholders fund.

Current Assets to Proprietors fund Ratio  =            Current Assets


                                                                               Shareholders Fund

For the year 2003 – 2004  =             1215.52                        =  1.28


                                                          949.36  

For the year 2004 – 2005  =             1418.98                        = 1.29  


                                                          1103.7

For the year 2005 – 2006  =             1660.74                    =   1.37


                                                         1208.43

For the year 2006 – 2007  =             2068.06                   =    1.52


                                                         1356.42

For the year 2007 – 2008  =             2745.51                  =   1.63


                                                         1686.60

The table 4 showing current Assets to proprietors fund ratio (Rs in million)

	Year 
	Current Assets
	Shareholders Fund
	Ratio 

	2003-2004
	1215.52
	949.36
	1.28

	2004-2005
	1418.98
	1103.79
	1.29

	2005-2006
	1660.74
	1208.43
	1.37

	2006-2007
	2068.06
	1356.42
	1.52

	2007-2008
	2745.51
	1686.60
	1.63


Source: collected from annual report of the company.

The ratio ranges from 1.28 to 1.63. In 2004 the ratio was 1.28 shows that the shareholders funds were invested in the company to a very great extent. In 2008 the ratio was 1.63 the company has increased it current assets. The company issued extra shares out of which assets were purchased.
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E) Fixed Assets to proprietors Fund ratio:

The ratio establishes the relationship between fixed assets and shareholder’s funds in share capital plus reserve, surpluses and retained earnings. This ratio can be calculated as follows:

Fixed Assets to Proprietors Fund  Ratio      =          Fixed Assets

                                             

                                                                                Shareholders Fund

For the year 2003 – 2004  =             420.97                       =   0.44


                                                         949.36

For the year 2004 – 2005  =             401.88                         =    0.36


                                                        1103.79

For the year 2005 – 2006  =             365.3                       =    0.3


                                                         1208.43

For the year 2006 – 2007  =             400.36                       =    0.3


                                                         1356.42

For the year 2007 – 2008  =             516.43                      =    0.31


                                                        1686.60

The table 5 showing Fixed Assets to Proprietors Ratio (Rs in million)

	Year 
	Fixed Assets
	Shareholders Fund
	Ratio 

	2003-2004
	420.97
	949.36
	0.44

	2004-2005
	401.88
	1103.79
	0.36

	2005-2006
	365.3
	1208.43
	0.3

	2006-2007
	400.36
	1356.42
	0.3

	2007-2008
	516.43
	1686.60
	0.31


Source: collected from annual report of the company.

The fixed asset to proprietor’s ratio ranges from 0.3 to 0.44 respectively. It implies that owner’s funds are more than total fixed assets and part of the working capital is provided by shareholders. It is sufficient to finance the fixed assets and the firm has not depended upon outsiders funds to finance the fixed assets
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II) CAPITAL STRUCTURE PATTERN ANALYIS:   
The raising funds through debt are cheaper as compared to raising funds through shares. This is because interest on debt allowed is an expense for tax purposes. Dividend is considered to be an appropriation of profits hence payment of dividend does not result in any tax benefit to the company. A high proportion of the debts content in the capital structure increase the risk and may lead to financial in solving of the company in adverse time. These ratios explain how the capital structure of a firm is made up or debt – equity mix by the firm.

1. Capital structure with equity shares only.

2. Capital structure with both equity and preference share.

3. Capital structure with equity shares and debentures.

4. Capital structure with equity share, preference shares and debentures.

The choice of an appropriate capital structure depends on a number of factors such as the nature of the nature of the company’s business, regularity of earnings, conditions of the money market, attitude of the investors, etc.

                          =       Shareholders Fund

                                       Total Fund

For the year 2003 – 2004  =             949.36                           =   0.93


                                                         1020.44

For the year 2004 – 2005  =             1103.79                        =    0.91


                                                        1215.00

For the year 2005 – 2006  =             1208.43                        =   0.96


                                                         1254.74

For the year 2006 – 2007  =             1356.42                        =   0.998


                                                         1358.24

For the year 2007 – 2008  =             1686.60                        =  1


                                                        1686.68

The table 6 showing capital structure pattern analysis (Rs in million)

	Year 
	Shareholders fund    
	Total fund  
	Ratio 
	Percentage

	2003-2004
	949.36 
	1020.44
	0.93
	93

	2004-2005
	1103.79
	1215
	0.91
	91

	2005-2006
	1208.43
	1254.74
	0.96
	96

	2006-2007
	1356.42
	1358.24
	0.998
	99.8

	2007-2008
	1686.60
	1686.68
	1
	100


Source: collected from annual report of the company.

Total fund includes loan funds and shareholders fund. And shareholders fund includes capital, reserve and surplus.

The above table shows that the ratio of shareholders funds to total fund is 91% in the year 2004 and it has increased in the following years. The shareholders fund has increased in all the years. In 2008 the capital structure pattern of the firm has reached up to the expected level. Capital structure pattern is 100% in the year 2008.The capital structure of the company is considered to be satisfactory. 
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III) EARNINGS PER SHARE.

This ratio helps in assessment of the profitability of a firm from the stand point of equity shareholders. This measures the profit available to the equity holders per share basis, i.e., the amount that they can get on every share held.

EPS is a popular ratio, as it measures the profitability of a firm from the owners stand point. If there is any increase in EPS ratio, it should not be taken to mean an increase in the profitability of a firm, since retained earnings might have been utilized for payment of dividend.

Earnings per share = 
[image: image7.wmf]shares

equity 
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The table 7 showing Earnings per share. (Rs. in million)

	Year
	EAT
	No. of shares
	EPS

	2003-2004
	190.71
	78.16
	2.44

	2004-2005
	214.18
	78.17
	2.74

	2005-2006
	176.69
	78.17
	2.26

	2006-2007
	  234.12
	        78.17
	3.00

	2007-2008
	418.71
	78.17
	5.36


Source: Collected from annual report of the company.

It indicates the better performance of the company. The more earnings per share, the better is the performance and the future prospects of the company. EPS helps to determine the market price of equity shares. There may be a rise in the market price of the share. The higher earnings per share indicate the possibility of rise in market price.
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IV) PROFITABILITY ANALYSIS; 

The profitability of a firm can be easily measured by its profitability ratios. Profitability ratios measure the ability of the firm to earn an adequate return on sales, total assets and invested capital. Profitability ratios are generally calculated either in relation to sales or in relation to investment.

A) Net Profit Ratio: 
Net profit ratio is the ratio of net profit to net sales. It is known as profit margin. It is usually expressed as percentage. It is calculated as follows:

Net Profit Ratio  =                      Net Profit after tax     

                                                                                           * 100

                                                        Net Sales   

For the year 2003 – 2004  =             190.71                      

                                                                                 *  100      =  6.56%

                                                                                 

                                                         2905.05 

For the year 2004 – 2005  =             214.18                      

                                                                                 *  100      =  7.51%

                                                                                 

                                                         2852.64 

For the year 2005 – 2006  =             176.69                      

                                                                                 *  100      =  5.7%

                                                                                 

                                                         3120.7 

For the year 2006 – 2007  =             234.12                      

                                                                                 *  100      =  6.1%

                                                                                 

                                                         3785.77 

For the year 2007 – 2008  =             418.71                      

                                                                                 *  100      =  8.3%

                                                                                 

                                                         5040.3 

The table 8 showing Net Profit Ratio (Rs in million)

	Year 
	Net profit 
	Net sales
	Ratio 

	2003-2004
	190.71
	2905.07
	 6.6

	2004-2005
	214.18
	2852.64
	7.5

	2005-2006
	176.69
	3120.70
	5.7

	2006-2007
	234.12
	3785.77
	6.2

	2007-2008
	418.71
	5040.3
	8.3


Source: collected from annual report of the company.

It reveals the management’s efficiency in manufacturing, administering and selling the products. A high N/P ratio indicates higher overall efficiency of the business. A low N/P ratio indicates low efficiency and inadequate return to owners. During the year 2005-06 the Net profit has decreased due to the increase in operating expenses.
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B) Return to shareholders fund:  
When it is desired to work out the profitability of the company from the shareholders point of view, then it is calculated by the formula:

Return to shareholders fund ratio  =                      Net Profit after tax     

                                                                                                                     * 100


                                                                                 Shareholders Fund 

For the year 2003 – 2004  =             190.71                      

                                                                                 *  100      =  20%

                                                                                 

                                                         949.36 

For the year 2004 – 2005  =             214.18                      

                                                                                 *  100      =  19%

                                                                                 

                                                         1103.79 

For the year 2005 – 2006  =             176.69                      

                                                                                 *  100      =  15%

                                                                                 

                                                         1208.43

For the year 2006 – 2007  =             234.12                      

                                                                                 *  100      =  17%

                                                                                 

                                                         1356.42

For the year 2007 – 2008  =             418.71                      

                                                                                 *  100      =  25%

                                                                                 

                                                         5040.3 

The table 9 showing Return to shareholders fund Ratio (Rs in million)

	Year 
	Net profit 
	Shareholders fund
	Ratio

	2003-2004
	190.71
	949.36
	20

	2004-2005
	214.18
	1103.79
	19

	2005-2006
	176.69
	1208.43
	15

	2006-2007
	234.12
	1356.42
	17

	2007-2008
	418.71
	1686.60
	25


Source: Collected from annual reports of the company.

It indicates that the company has utilized its owner’s funds in a better way. This ratio indicates how effectively the shareholder’s funds have been utilized by the company. It is an index to know whether the owners are getting a satisfactory rate of return on their investment. During the year 2005-06 the ratio has decreased to 15. Net profit during that year has decreased to 176.69. During the year 2007-2008 the ratio has increased to 25.
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C) Return on Equity Capital:
It indicates the relationship between profit and equity share capital of ELGI Ltd. It helps to measure the profitability of equity investment, which refers to the ownership capital. It is calculated by taking net profit after tax and paid up equity capital.
Return on Equity Capital =      Earnings after interest and tax

                                                       Equity Capital   


For the year 2003 – 2004  =             190.71                       = 3.09


                                                          61.82

For the year 2004 – 2005  =             214.18                       =  3.41


                                                          62.73

For the year 2005 – 2006  =             176.69                     =  2.82


                                                         62.73 

For the year 2006 – 2007  =             234.12                    =    3.73


                                                         62.73 

For the year 2007 – 2008  =             418.71                   =    6.67


                                                          62.73 

The table 10 showing Return on Equity Capital (Rs in million)

	Year 
	PAT 
	Equity Capital
	Ratio 

	2003-2004
	190.71
	61.82
	3.08

	2004-2005
	214.18
	62.73
	3.41

	2005-2006
	176.69
	62.73
	2.82

	2006-2007
	234.12
	62.73
	3.73

	2007-2008
	418.71
	62.73
	6.67


Source: collected from annual report of the company.

PAT – Profit after Tax is the net profit of the company.

The return on equity capital ranges from 2.82 to 6.67.  In 2004 the ratio was 3.08 and the equity capital is 61.82. During the year 2008  the ratio was 6.67  as the company issued extra shares in order to get more returns. This helps to measure the profitability of equity investment.
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D) Price Earning Ratio:

This ratio indicates the market value of the every rupee earning in the firm and is compared with industry average.

Price Earning Ratio      =          Market price per Equity Share 

                                             

                                                          Earnings Per Share

For the year 2003 – 2004  =             12.14                       =   5


                                                         2.44

For the year 2004 – 2005  =             14.12                         =  5.15


                                                        2.74

For the year 2005 – 2006  =             15.45                       =  6.8


                                                         2.26

For the year 2006 – 2007  =             17.35                       =    5.78


                                                          3.00

For the year 2007 – 2008  =             21.57                      =    4.03


                                                          5.36

The table 11 showing price Earning Ratio (Rs in million)

	Year 
	Market price per Equity share
	Earnings per share
	Ratio 

	2003-2004
	12.146
	2.44
	5

	2004-2005
	14.12
	2.74
	5.51

	2005-2006
	15.45
	2.26
	6.8

	2006-2007
	17.35
	3.00
	5.78

	2007-2008
	21.57
	5.36
	4.03


Source: collected from annual report of the company.

The above table represents the price earning ratio of the concern under study for the financial years 2004-2008. The  price per share of the firm ranges from 12.15 to 21.57. the EPS of the firm ranges from 2.44 to 5.36. the price Earning ratio ranges from 4.03 to 6.8. Therefore, the Price Earning Ratio of the firm during the period of study is found to be a welcome feature of the organization.
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E) Payout Ratio:
This ratio indicates as to what proportion of Earning per share has been used for paying dividend and what has been retained for ploughing back.

Payout  Ratio      =                     Dividend  per Equity Share 

                                             

                                                          Earnings per share

For the year 2003 – 2004  =             1.07                     =   0.44


                                                         2.44

For the year 2004 – 2005  =             0.906                         = 0.33


                                                        2.74

For the year 2005 – 2006  =             0.92                       =  0.40


                                                         2.26

For the year 2006 – 2007  =             0.93                       =    0.31


                                                          3.00

For the year 2007 – 2008  =             1.13                      =    0.21


                                                          5.36

The table 12 showing Payout Ratio (Rs in million)

	Year 
	Dividend per Equity share
	Earnings per share
	Ratio 

	2003-2004
	1.07
	2.44
	0.44

	2004-2005
	0.906
	2.74
	0.33

	2005-2006
	0.92
	2.26
	0.4

	2006-2007
	0.93
	3.00
	0.31

	2007-2008
	1.13
	5.36
	0.21


The above table represents the payout ratio of the company under for the financial year 2004 to 2008. The dividend per equity ratio of the firm range from 0.92 to 1.13. The EPS of the firm ranges from 2.26 to 5.36. The Payout ratio ranges from 0.21 to 0.44. This shows that the firm has decreasing trend. Therefore the ratio of the firm during the period of study is found to be at satisfactory level.
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F) Return on Capital Employed Ratio: 

This ratio is an indicator of the earning capacity of the capital employed in the business. This ratio is calculated as follows:

Return on Capital Employed =          Earnings before interest and tax


                                                              Average Capital Employed   

For the year 2003 – 2004  =             291.06                        = 0.31


                                                          933.45

For the year 2004 – 2005  =             309.26                        =  0.28


                                                          1107.75

For the year 2005 – 2006  =             269.19                   =    0.22


                                                         1224.2

For the year 2006 – 2007  =             345.14                    =    0.27


                                                         1293.45

For the year 2007 – 2008  =             589.36                  =    0.39


                                                          1506.5

The table 13 showing Return on Capital Employed (Rs in million)

	Year 
	Earnings Before Tax
	Average Capital Employed
	Ratio 

	2003-2004
	291.06
	933.45
	0.31

	2004-2005
	309.26
	1107.75
	0.28

	2005-2006
	269.19
	1224.2
	0.22

	2006-2007
	345.14
	1293.45
	0.27

	2007-2008
	589.36
	1506.5
	0.39


The ratio ranges from 0.22 to 0.39. This ratio shows that the capital was properly utilized by the firm. The company has a sufficient capital to use. This indicates that the capital of the company was used to a maximum extent towards profitability. The capital position of the company is satisfactory.
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V) Proprietary Ratio:
This is a variant of the debt-equity ratio. This ratio establishes the relationship between shareholders funds and total assets. It indicates the proportion of total assets financed by shareholders. It is usually computed as a percentage. It is computed as follows:
Proprietary Ratio  =                      Shareholders Fund

                                                                                           * 100

                                                         Total Assets

For the year 2003 – 2004  =             949.36                                 =  53%

                                                                                * 100


                                                         1778.03

For the year 2004 – 2005  =             1103.79                                 =   54%

                                                                                 * 100


                                                        2039.36

For the year 2005 – 2006  =             1208.43                                  =  55%

                                                                                   * 100


                                                         2182.38

For the year 2006 – 2007  =             1356.42                                   =  52%

                                                                                   * 100


                                                         2632.52

For the year 2007 – 2008  =             1686.60                                    =   49%

                                                                                   * 100


                                                        3445.18

The table 14 showing Proprietary Ratio (Rs in million)

	Year 
	Shareholders fund    
	Total Assets  
	Proprietary Ratio 

	2003-2004
	949.36 
	1778.03
	53

	2004-2005
	1103.79
	2039.36
	54

	2005-2006
	1208.43
	2182.38
	55

	2006-2007
	1356.42
	2632.52
	52

	2007-2008
	1686.60
	3445.18
	49


From the above table it is understood that the proprietary ratio of ELGI Ltd. during the year 2005-06 was 55. But it reduced in the following years. The low ratio indicates a higher risk to creditors. This ratio reflects the general financial strength of the company. A high ratio indicates a relatively favorable position to the creditors at the time of liquidation.
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F) TURNOVER ANALYSIS:

These ratios are very important for a concern. These ratios are usually calculated on the basis of sales and are expressed in integers rather than as a percentage.

A) Capital Turnover Ratio:

This ratio shows the efficiency of capital employed in the business by computing how many times capital employed is turned –over in a stated period. 

Capital Turnover Ratio  =                      Sales


                                                        Capital Employed

For the year 2003 – 2004  =             2905.07                      =   2.87


                                                         1010.8

For the year 2004 – 2005  =             2852.64                        =  2.37


                                                        1204.7

For the year 2005 – 2006  =             3120.7                     =    2.51


                                                         1243.2

For the year 2006 – 2007  =             3785.77                      =    2.82


                                                         1343.7

For the year 2007 – 2008  =             5040.3                      =    3.01


                                                         1669.3

The table 15 showing Capital Turnover Ratio  (Rs in million)

	Year 
	Sales
	Capital Employed
	Ratio 

	2003-2004
	 2905.07
	1010.8
	2.87

	2004-2005
	2852.64
	1204.7
	2.37

	2005-2006
	3120.70
	1243.2
	2.51

	2006-2007
	3785.77
	1343.7
	2.82

	2007-2008
	5040.3
	1669.3
	3.01


The above table represents the capital turnover ratio of the company for the financial year 2004 to 2008. The sales of the firm range from 2905.07 to 5040.3. The capital employed of the firm ranges from 1010.8 to 1669.3. The capital turnover ratio is 2.37 it has increased in the coming years. This shows an increasing trend for all the years. Therefore the ratio of the firm during the period of study is found to be a satisfactory level.
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B) Fixed Asset Turnover Ratio:

Fixed assets turnover ratio shows the relationship between sales and fixed assets. It shows whether fixed assets are fully utilized. To be more clear, this ratio measures the efficiency with which a firm is utilizing its fixed assets in generating sales. It is computed as follows:

Fixed Asset Turnover Ratio  =                      Sales


                                                                Net Fixed Asset

For the year 2003 – 2004  =             2905.07                      =   6.9


                                                         420.97

For the year 2004 – 2005  =             2852.64                        =  7.05


                                                         404.88

For the year 2005 – 2006  =             3120.7                     =    8.54


                                                         365.3

For the year 2006 – 2007  =             3785.77                      =    9.46


                                                         400.36

For the year 2007 – 2008  =             5040.3                      =    9.76


                                                         516.43

The table 16 showing Fixed Asset Turnover Ratio  (Rs in million)

	Year 
	Sales
	Net Fixed Asset
	Ratio 

	2003-2004
	 2905.07
	420.97
	6.9

	2004-2005
	2852.64
	404.88
	7.05

	2005-2006
	3120.70
	365.3
	8.54

	2006-2007
	3785.77
	400.36
	9.46

	2007-2008
	5040.3
	516.43
	9.76


It shows the better utilization of fixed asset by the firm. This ratio measures the efficiency in the utilization of fixed assets. A high ratio reflects overtrading. A lower ratio indicates idle capacity and excessive investment in fixed assets.
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C) Working Capital Turnover Ratio:

This ratio is computed to test the efficiency with which the net working capital is utilized. In other words, this ratio indicates whether working capital is effectively used in making sales. It is calculated as follows:

Working Capital Turnover Ratio  =                      Sales


                                                                   Net Working Capital

For the year 2003 – 2004  =             2905.07                      =   6.34


                                                         457.93

For the year 2004 – 2005  =             2852.64                        =  4.8


                                                        594.62

For the year 2005 – 2006  =             3120.7                     =    4.26


                                                         733.1

For the year 2006 – 2007  =             3785.77                      =    4.77


                                                         793.78

For the year 2007 – 2008  =             5040.3                      =    5.11


                                                         987.01

The table 17 showing Working Capital Turnover Ratio  (Rs in million)

	Year 
	Sales
	Net Working Capital
	Ratio 

	2003-2004
	 2905.07
	457.93
	6.34

	2004-2005
	2852.64
	594.62
	4.8

	2005-2006
	3120.70
	733.1
	4.26

	2006-2007
	3785.77
	793.78
	4.77

	2007-2008
	5040.3
	987.01
	5.11


The working capital Turnover Ratio ranges from 4.26 to 6.34. A low working capital turnover ratio may reflect an inadequacy of working capital and lower turnover of inventories or receivables. A high ratio may be the result of high turnover of inventories or receivable. It shows that the company is having a satisfactory level of working capital.
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FINDINGS

· The company earlier had a high debt servicing capacity but year by year it keeps decreasing. At the same time the company has slightly increased the equity level also.

· The resources of the firm are used to a great extent to maximize its earnings.

· The long term solvency position of the company is satisfactory.

· The debt to total capital ratio shows that there is small volume of debt in the total capital structure. This gives the company a high amount of leverage.

· The company at the beginning used very low share capital in its capitalization. During the past few years there are more debt employed in the capital structure. It is not continued in the year 2007-2008. In 2003 onwards there is very low debt employed in the capital structure.

·  2003 onwards Earnings per Shares have increased due to increase in share capital.

· In 2003 Earnings has increased due to increase in sales.

· The owner’s funds are sufficient to finance the fixed assets and the firm has not depended upon outsiders to finance the fixed assets.

SUGGESTION

· The overall capital structure is flexible. In order to maintain stability, every year the firm should make an internal analysis which helps the company to survive for a long run.

· The capital structure should involve minimum possible risk.

· The Finance manager should determine the proper mix of debt and equity for his firm.

· The management of the firm should try to reach as near as possible  the optimum point of debt and equity mix

CONCLUSION

A study on capital structure was undertaken at ELGI Equipment Ltd, Coimbatore. To study the impact of debt on the profitability of the concern. The capital structure of the company is studied with the help of ratio analysis. The effect of capital structure on the profitability of the company was analyzed. The efficiency in usage of capital by the company was also analyzed. It was found that there was a significant change in the proportion of EPS due to debt. The debt to total capital shows that there is small volume of debt in the total capital structure. This gives the company a high amount of leverage. The  finance manager should determine the proper mix of debt and equity for his firm. Therefore the long term solvency position and capital structure of the company was considered to be satisfactory. 
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