CAPITALISATION
Objectives:  

· Meaning and concept of capitalization

· Theories of capitalization

· Over and Under capitalization

· Problems of capitalization 
MEANING OF CAPITALISATION


The term “capitalization” has been derived from the word capital and in common practice it refers to the total amount of capital employed in a business. In a narrow sense, the term ‘capitalisation’ is used in its quantitative sense and refers to the process of determining the quantum of funds that a firm needs to run its business.  According to Guthman and Dougall, “Capitalisation is the sum of the par value of stocks and bonds outstanding”. But broadly speaking, the term ‘Capitalisation’ refers to the process of determining the plan of financing. It includes both the quantity and quality of finance required for a company.  Thus, it includes:
i. estimating the total amount of capital to be raised; 

ii.determining the type of securities to be issued; and 

iii. determining the composition or proportion of the various securities to be issued.


Arthur S.Dewing defines it as, “the sum total of the par value of all shares”.  According to Gerstenberg, “Capitalisation comprises of a company’s ownership capital which includes capital stock and surplus whatever form it may appear and borrowed capital which consists of bonds or similar evidences of long-term debt”.

Thus, according to modern concept, capitalization includes: share capital, long-term debt, reserves and surplus; short-term debt, and creditors. 

NEED OF CAPITALISATION


Generally, the problem of capitalization arises in the following circumstance:

1.  At the time of promotion/incorporation of a company.

2.  At the time of expansion of an existing company.

3.  At the time of amalgamation and absorption of two or more companies.

4.  At the time of re-organisation of capital of a company.

BASIS OR THEORIES OF CAPITALISATION


There are two important theories to determine the amount of capitalization:

(i)  The cost theory,  (ii) The earnings theory.

1.  The Cost Theory of Capitalisation

According to this theory, the amount of capitalization is arrived at by adding up the cost of fixed assets; working capital required for the operations of the company; and the promotional expenses. 

2.  The Earnings Theory of Capitalisation

This theory recognizes the fact that true value of an enterprise depends upon its earning capacity.  Accordingly, the capitalization of a company depends upon its earnings and the expected fair rate of return on its capital invested.  Thus, the value of capitalization is equal to the capitalized value of the estimated earnings, e.g., if a company is making net profit Rs. 2,00,000 p.a. and the fair rate of return is 10%, the capitalization of the will be 
2,00,000 X 100/10 =Rs. 20,00,000. Therefore, the earnings theory seems to be logical because it correlates the value of a firm or the amount of capitalization directly with its earning capacity.  However, in real life, it is very difficult to estimate correctly the future earnings. The future earnings depend upon number of factors such as demand for products, general price level, efficiency of management, etc., which are beyond the control of the management.  In the same manner, the capitalization rate also depends upon the expectations of the investors and degree of risk in the enterprise.

FAIR CAPITALISATION


It is the desire of every company to have a fairly capitalized.  To understand this situation, it would be necessary for us to understand and analyse the situations of over and under-capitalisation of a company. 

OVER-CAPITALISATION


It refers to that state of affairs where earnings of a company do not justify the amount of capital invested in its business. 


According to Gerstenberg, “ a company is over-capitalised when its earnings are not large enough to yield a fair return on the amount of stock and bonds that have been issued, or when the amount of securities outstanding exceeds the current value of the assets”.

In simple, over-capitlisation means more capital than actually required, and the invested funds are not properly used.  For instance, a company earns Rs.5,00,000 and the normal rate of return expected is 10% then capitalization would be 5,00,000x100/10=Rs.50,00,000.  Suppose, the capital of this company is Rs.60,00,000, it is over-capitalised to the extent to the extent of Rs.10,00,000.  The new rate of earnings in this company would be 5,00,000/60,00,000x100=8 1/3%.


Thus, as a result of over-capitalisation, the rate of earnings has dropped from 10% to 8 1/3%.  Therefore, the test of over-capitalisation is the lower rate of return on capital over a long-term. 


Moreover, over-capitalisation is not same as excess capital.  Excess capital may be one of the reasons of over-capitalisation.  In actual practice, many over-capitalised companies have been found to be short of funds.  Thus, the fall in the rate of dividend and market value of shares in the long-run are the main signs of over-capitalisation. 

Causes of Over-Capitalisation

Following are some of the important causes of over-capitalisation:

1.  Over-issue of capital

2.  Promotion, formation or development during inflation.

3.  Buying assets of lower value at higher prices. 

4.  High promotion expenses.

5.  Inadequate depreciation.

6.  Liberal dividend policy. 

7.  Taxation policy.

8.  Inadequate demand for products. 

9.  Payment of high rate of interest.

10.Under-estimation of the capitalization rate. 

Effects or Evils of Over-Capitalisation

The evil effects of over-capitalisation are discussed below:

	
	EFFECTS OR EVILS OF OVER-CAPITALISATION

	
	On Company
	On Shareholders
	On Society

	1.
	Loss of Goodwill
	Reduced Dividends
	Loss to consumers

	2.
	Poor Creditworthiness
	Fall in the value of shares
	Loss to workers

	3.
	Difficulties in obtaining capital
	Unacceptable as collateral security
	Misutilisation of resources

	4.
	Decline in Efficiency
	Loss on speculations
	Gambling in shares

	5.
	Loss of market
	Loss on re-organisation
	Recession

	6.
	Inflated profits
	
	

	7.
	Liquidation of company
	
	


Remedies for Over-Capitalisation

The management must take remedial measures to rectify the situation at the earliest. Infact, it is rightly compared with a very fat person who is likely to suffer from various diseases unless he takes steps to reduce his weight.  

1.  To have efficient management.

2.  Redemption of preference shares.

3.  Reduction of funded debts.

4.  Re-organisation of equity share capital.

UNDER-CAPITALISATION


It is the reverse phenomenon of over-capitalisation and occurs when a company’s actual capitalisation is lower than its proper capitalisation as warranted by its earning capacity.  However, it should not be considered synonymous with inadequate capital.  Infact, the real value of an under capitalised company is more than its book value. 

According to Gersternberg, “ A company may be under-capitalised when the rate of profits it is making on the total capital is exceptionally high in relation to the return enjoyed by similarly situated companies in the same industry, or when it has too little capital with which to conduct its business”. 

Causes of Under-capitalisation:


The following are the causes of under-capitalisation in a company:

1.  Under-estimation of capital requirements.

2.  Under-estimation of future earnings. 

3.  Promotion during depression.

4.  Conservative dividend policy.

5.  Very efficient management.

6.  Desire of control and trading on equity. 

Effects of Under-capitalisation:


The main disadvantages of under-capitlisation are as below:

1.  It induces the management to manipulate the market value of shares. 

2. Earnings per share increase, which in turn, increases the marketability of shares. 

3.  Employees press for higher wages and as a result, a rift between the workers and employers takes place.

4.  The burden of tax will be more since companies earnings are more. 

5.  The customers psychologically feel that they are over charged by the company.

6.  The higher earnings encourage competitors to enter into the same business. 

7.  It may result in over-trading by the company.

8.  Eventually, it leads to over-capitalisation because of excessive profits.

Remedies for Under-capitalisation:


Under-capitalisation can be corrected by taking any of the following measures:

1.  Fresh Issue of Shares.

2.  Issue of Bonus Shares.

3.  Increasing the Par Value of Shares.

4.  Splitting Stock.

COMPARISION OF BOOK VALUE AND REAL VALUE OF SHARES


The over and under capitalisation situations of a company can also be ascertained by comparing the book value and real value of equity shares of the company.  The book value of equity shares is calculated on the basis of net assets available for equity shareholders.  It can be computed by dividing the net assets available for equity shareholders with the number of equity shares.  However, the real value of equity shares can be determined on the basis of capitalised value of earnings.  

Capitalised Value of Earnings = Earnings X 100




    Normal Rate of Return

Real Value of Equity Share = Capitalised Value of Earnings




Number of Equity Shares


The company is said to be overcapitalized if the book value exceeds the real value of equity shares of the company.  In the reverse situation, i.e., when the book value is less than the real value, the company is said to be under-capitalised. 

WATERED STOCK OR CAPITAL

When the stock or capital of a company is not represented by assets of equivalent value, it is termed as ‘watered stock’.  In simple words, watered capital means that realizable value of assets of a company is less than its book value. 
Causes:


Generally it arises at the time of incorporation of a company.  However, it may arise at the latter part of the life of the company when the company fails to earn sufficient earnings to justify its funds.  The main causes are:

· Valuing the services of the promoters at unduly high prices and paying for their services in the form of stocks.

· Acquiring the assets of the company at too high a price.

· Acquisition of intangible assets such as patents, copyrights, goodwill, etc., at high prices which latter prove to be worthless.

· Adopting defective depreciation policy.

OVER-TRADING AND UNDER-TRADING
Over-Trading:


In simple words, over-trading means a situation where a company does more business than what its finances allow.  It is related to the cash position and it occurs when the company expands its scale of operations with insufficient cash resources.  

Causes of Over-Trading:

1.  Inflation and rising prices.

2.  High incidence of Taxation.

3.  Increased lock-up of funds in stocks.

4.  Over-expansion.

Symptoms of Over-Trading:

1.  Increase in bank borrowings and loans.

2.  Increase in stock levels.

3.  Purchase of fixed assets out short-term funds.

4.  Decline in the working capital ratio, i.e., Working capital






     Sales

5.  Decline in the rate of gross and net profits.

6.  Low current ratio and high turnover ratio. 

Consequences of Over-Trading:

1.  Inability of the management to pay wages to the employees and taxes to the government.

2.  Decline in sales and high cost of purchases.
3.  Difficulty in raising funds because of poor creditworthiness.

4.  Problems with debtors and creditors.

5.  Inability of the management to carry out timely repairs and maintenance of assets.

Remedies of Over-Trading:

1.  The company should cut down its business and over-spending.

2.  It should arrange for more funds.

Under-Trading:


It is just the opposite of over-trading where the funds of a company are not utilized fully because of inefficient management.  Too much funds are invested in current assets, resulting in reduced profits and decline in the share prices.  





…@@@@...

