






31.

b. Formal Communication : Communication through official chain of
command . It flows through the scalar chain.
1. Cash flow position – The size of projected cash flow must
be  considered  before  we  include  the  borrowed  fund  in
capital structure. This cash flow in future must be enough to
meet  the  payment  obligations  in  the  matter  of  normal
business operations, investment in fixed assets and to meet
the debt service commitments such as payment of interest
and repayment of principal.
2.  Interest  coverage  ratio  –  ICR refers  to  the  number  of
times, EBIT  earnings before interest and taxes covers the
obligation.  Higher  the  ratio  means  lower  the  risk  for  the
company to pay off interest in time.
3.  Debt  Service  Coverage  Ratio  (DSCR) –  The  cash
profits1x5 generated from the operations must be enough to
service the debts and preference share capital.
4. Return on Investment (ROI) – If ROI is higher than rate
of  interest  for  debt,  borrowed  fund  can  be  increased  in
capital  structure,  otherwise,  increase  in  equity  portion  is
good.
5. Cost of debt – If the firm is able to borrow at a lower rate,
it may prefer more debt than equity in capital structure.
6.  Tax  rate  –  Income  tax  liability  can  be  reduced  by
employing  borrowed  funds  in  capital  structure,  as  the
interest on debt is a deductible expense.
7. Cost of Equity – When a company increases debt in their
capital  structure,  the  financial  risk  faced  by  the  equity
shareholders may increase, so that the company cannot use
debt beyond a point.
8. Floatation cost – It is the cost incurred for floating (issue)
securities such as brokerage, underwriting commission etc.
It is generally less in case of debts.
9. Risk Consideration  – A business has two types of risks;
they are financial risk (to pay interest, preference dividend,
repayment of debt etc.) and business risk (operating risk). It
must  be  considered  while  choosing  a  suitable  capital
structure.
10. Flexibility  – The capital structure should be capable of
being  adjusted  according  to  the  needs  of  changing
conditions.  To  maintain  flexibility,  the  company  should
maintain some borrowing power to take care of unforeseen
circumstances.
11.  Control  –  If  the  control  of  the  management  is  to  be
retained,  debt  financing  is  recommended  for  raising
additional fund.
12. Regulatory Framework – Rules and regulations framed
by SEBI etc. must be considered while choosing a capital
structure.
13. Stock Market Conditions – During depression in capital
market, investors will prefer fixed interest bearing securities
for safety and hence it is not advisable to issue shares that
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