CORPORATE FINANCE

Week 9: Long Term Financing 

Course Instructor: Dr. Charity Njoka

Lesson Objectives

At the end of the lesson you should be able to

1 Outline the advantages and disadvantages of common shares 
2. Differentiate between common shares and bonds 
3. Discuss the advantages and limitations of bonds as sources of long term finance

1.1 Introduction

Business enterprises need funds to meet their different types of requirements. All the financial needs of a business may be grouped into the following three categories:

(i) Long-Term financial needs: Such needs generally refer to those requirements of funds which are for a period exceeding 5-10 years. All investments in plant, machinery, land, buildings, etc., are considered as long term financial needs. 
(ii) Medium-Term financial needs: Such requirements refer to those funds which are required for a period exceeding one year but not exceeding 5 years. e.g. extensive publicity and advertisement campaign whose such type of expenses may be written off over a period of 3 to 5 years. These funds required for these are classified in the category of medium term financial needs.
(iii) Short- Term financial needs: Such type of financial needs arises to finance current assets such as stock, debtors, cash, etc. Investment in these assets is known as meeting of working capital requirements of the concern. The main characteristic of short term financial needs is that they arise for a short period of time not exceeding the accounting period. i.e., one year.
Basic principle for funding various needs is that the method of raising funds is to be decided with reference to the period for which funds are required. This lesson looks at financing decisions of the financial managers.  It places special emphasis on the different sources of long-term funds.  
There are different sources of funds available to meet long term financial needs of the business. These sources may be broadly classified into:
1. Share capital (both equity/Common/ ordinary shares  and preference) and 
2.  Debt (including bonds, long term borrowings or other debt instruments).
	
2.0 Common shares 

Common shares represent the ownership position in a company.  The holder of common shares are the legal owners of the company and they are entitled to dividends from the company.  Common shareholders  therefore bear the risk of ownership

We can define three different share capital terms:

	(a)	Authorised share capital represent the maximum amount of capital which a company can raise from shareholders.  However, this maximum can be changed by a company altering its Memorandum of Association.
	(b)	Issued share capital is that portion of the authorized share capital that has been offered to the shareholders.
	(c)	Outstanding share capital is that portion of issued share capital that is still held by shareholders at any particular time.  That is shares that have not been repurchased by the issuing company.
		(Note: share Repurchase not allowed in many countries and therefore issued shares will always be equal to outstanding shares for companies).


A public limited company may raise funds from promoters or from the investing public by way of owner’s capital or equity capital by issuing ordinary equity shares.

2.1. Characteristics/ Features of Owners/Equity Share Capital

1. It is a source of permanent capital. The holders of such share capital in the company are called equity shareholders or ordinary shareholders.
2. Equity shareholders are practically owners of the company as they undertake the highest risk.
3.  Equity shareholders are entitled to dividends after the income claims of other stakeholders are satisfied. The dividend payable to them is an appropriation of profits and not a charge against profits.  They have claim to residual income after paying expenses, interest charges, taxes and preference dividend.
4.  In the event of winding up, ordinary shareholders can exercise their claim on assets after the claims of the other suppliers of capital have been met.
5. The cost of ordinary shares is usually the highest. This is due to the fact that such shareholders expect a higher rate of return (as their risk is the highest) on their investment as compared to other suppliers of long-term funds.
6.  Ordinary share capital also provides a security to other suppliers of funds. Any institution giving loan to a company would make sure the debt-equity ratio is comfortable to cover the debt. 
7. Right to Control
	Common shareholders have the legal powers to control the operations and the decisions of the firm.  Thy do this through representatives (directors) who manage the firm on behalf of the shareholders.  The shareholders are therefore required to vote on a number of important matters such as election of directors or change of memorandum of association.
	Shareholders may vote either in person or by proxy.  A proxy gives a designated person right to vote on behalf of a Shareholder at the company's annual general meeting. Directors are elected at the annual general meeting by either a majority rule or a cumulative voting rule.
 
Majority Voting System: Under the majority voting system each share receives one vote and a decision is made if it receives over 50% votes.  It is therefore possible, under this system, for a majority Shareholder to make all decisions in the firm and therefore elect all directors.

Cumulative Voting System: Under cumulative voting system however, it is possible for those who hold less than 50% interest to elect some of the directors.  Under this process a Shareholder gets one vote for each share held multiplied by one vote for each director to be elected (or similar decisions to be made).  

The Shareholder may then accumulate votes in favor of a specified number of directors.
The number of shares required to elect a given number of directors would be given by the following formula.

		r	=	d (n) + 1
			N + 1

			Where:
		r is the number of shares required
		d is the number of directors the a group of  shareholders desire to elect
		n is the total number of shares outstanding and entitled to vote
		N is the total number of directors to be elected

Illustration One
ABC Ltd will elect six directors at the Annual General Meeting (AGM).  There are 100,000 shares outstanding and entitled to vote.  If a group desires to elect two directors, how many shares must it have?

Solution
In this question d = 2, n = 100,000, N = 6 and therefore r will be:

		r = 2 x 100,000 + 1	= 28,572
	    6 + 1

The group therefore must have at least 28,572 shares to elect 2 directors.



Illustration Two
If a group held 40,000 shares in the ABC Ltd (Illustration One), how many directors would be possible for the group to elect?

This can be done by making d the subject of the formula

d	=	(r - 1) (N + 1)
			n


r	=	40,000
n	=	10,000
N	=	6

    =	(40,000 - 1) (6 + 1)
		 100,000
=	2.8 directors
				
The group can therefore elect at least 2 directors.

8. Limited Liability
Common shareholders are the true owners of the company, but their liability is limited to the amount of their investment in shares.  If the Shareholder has already fully paid the issue price of the shares purchased, he has nothing more to contribute in the event of financial distress or liquidation.

9. Preemptive Rights
	The preemptive rights entitle the Shareholder to maintain his proportionate 
share of ownership in the company.  The right, therefore, allows shareholders to purchase new shares in the same proportion as their current ownership.  The shareholders' options to purchase a stated number of new shares at a specified price during a given period are called rights.   
2.1.2 Advantages of raising funds by issue of equity shares  
(i) It is a permanent source of finance. Since such shares are not redeemable, the company has no liability for cash  outflows associated with its redemption.
(ii) Equity capital increases the company’s financial base and thus helps further the borrowing powers of the company.
(iii) The company is not obliged legally to pay dividends. Hence in times of uncertainties or when the company is not performing well, dividend payments can be reduced or even suspended.
(iv)  The company can make further issue of share capital by making a right issue.

 2.1.3 Disadvantages of raising funds by issue of equity shares 
Apart from the above mentioned advantages, equity capital has some disadvantages to the company when compared with other sources of finance. These are as follows:
(i) The cost of ordinary shares is higher because dividends are not tax deductible and also the floatation costs of such issues are higher.
(ii) Investors find ordinary shares riskier because of uncertain dividend payments and capital gains.
(iii) The issue of new equity shares reduces the earning per share of the existing shareholders until and unless the profits are proportionately increased.
(iv) The issue of new equity shares can also reduce the ownership and control of the existing shareholders.

2.1.4 	Advantages of Common Shares 

	(a)	Since common shares have no maturity date, the company has no liability for cash outflow associated with the redemption of common shares.  It is therefore a permanent capital which is available for the firm's use as long as the firm remains a going concern.
	(b)	The issue of common shares increases the company's financial base and thus it’s borrowing limit increases since lenders usually provide capital in proportion to the company's equity.
	(c)	A company is not legally obliged to pay dividend and therefore in times of financial difficulties, it can reduce or suspend common dividends.

2.1.5	Disadvantages of Common Shares 

	(a)	Common shares have a higher cost because:

		i.	Dividend is not tax deductible as is debt interest
		ii.	Floatation costs on equity are higher than on debt
		iii.	Common shares are more risky from the investors’ point of view due to uncertainty regarding dividends and capital gain.  They therefore require a higher rate of return

	(b)	The issue of new shares dilutes the shareholders earning per share usually because profit does not increase immediately in proportion to the increase in the number of common shares.
	(c)	The issue also dilutes the ownership and control of existing shareholders 

2.1.6 Methods of Issuing New Common shares 
	If stock is to be sold to raise new capital, the new shares may be sold in one of five ways:

	(a)	On a pro-rata basis to existing shareholders through a rights issue
	(b)	Through investment bankers to the general public in a public issue
	(c)	To a single buyer (or a very small number of buyers) in a private placement
	(d)	To employees through an employee stock purchase plan
	(e)	Through a dividend reinvestment plan by a bonus issue

2.1.6 (a)	Rights Issue of Common shares 
	A rights issue involves selling of common shares to existing shareholders of the company on a prorata basis.  Shares becoming available on account of non-exercise of rights are allotted to shareholders who have applied for additional shares on a pro-rata basis.  Any balance of shares can be sold in the open market.

	When rights are issued the Shareholder has three options available:

	(a)	He can exercise the rights and therefore buy the new shares 
	(b)	He can sell the rights in the market
	(c)	He can ignore the rights

	The number of rights required to buy one new share can be given by the following formula

	N	=	So
			S

	Where, 
                         N is the number of rights required to buy one new share
                         So is the number of existing shares 
		S is the number of new shares to be sold
			

	The ex-right price of shares can be given by:

	Px	=	So Po + S Ps
			  So + S

	Where:

          Px is the ex-right price of shares 
	Po is the cum-right price (current market prices of shares)
	So is the number of existing shares 
	S is the number of new shares 
	Ps is the subscription price of rights

	It can also be given by:

	Px	=	Ps  + (Po - Ps)	N    
			         N + 1

	Rights have value and the value of each right can be given by the following formulae:

	R	=	Px - Ps
			  N

	Where R is the theoretical value of rights Px, Ps and N have previously been defined.

	It can also be given by:

	R	=	Po - Px

	Or R = Po - Ps
			   N + 1

	

	Illustration Three

	XYZ Ltd has 900,000 shares outstanding at current market price of $ 130 per $are.  The company needs $ 22,500,000 to finance its proposed expansion.  The board of directors has decided to issue rights for raising the required funds.  The subscription price has been fixed at $ 75 per $are.

	Required:

	(a)	How many rights are required to purchase one new $are?
	(b)	What is the price of one $are after the rights issue (Ex-right price)?
	(c)	Compute the theoretical value of each right
	(d)	Consider the effect of the rights issue on the shareholders wealth under the three options available to the shareholders (Assume he owns 3 shares and has $ 75 ca$ on hand).

	Solution:

	(a)	To compute the number of rights required to buy one new $are, we must first compute the number of new shares to be issued.

		No. of shares 	=	Desired funds     
					Subscription price

					=	22,500,000
						                                        75

					=	300,000 shares 

		N	=	So		So	=	900,000 shares 
				S		S	=	300,000 shares 

		N	=	900,000	=	3
				300,000


		Therefore a Shareholder will require 3 rights to buy one new share in the company.

		Note:

	The Shareholder will receive one right for each share held and therefore a total of 900,000 rights will be issued by the company.


(b)	The price of the shares after the rights issue will be lower than the price before the rights issue because the new shares are usually sold at a price which is below the market price.

		Px	=	Ps  + (Po - Ps)	N   
				N + 1
				
		Ps	=	75
				Po	=	130
				N	=	3

		Px	=	75 + (130 - 75) 3/4
			=	$ 116.25

	After the rights issue the price of the shares would fall from $ 130 to $ 116.25.  However, in an inefficient market, this may not be the case.

	(c)	Value of each right

		R	=	Po - Ps	=	130 - 75
				 N + 1		  3 + 1

				=	$ 13.75

		Each right will therefore have a theoretical value of $ 13.75.

	(d)	To consider the effects of the rights issue on the shareholders wealth, we need to consider the current wealth of the Shareholder.
 
		Current Wealth		             $
		Wealth in the company (3 x 130)	  390
		Ca$ in hand		                            75
		Total Wealth		                           465

		Option 1 - Exercise the rights	$
		Wealth in the company 4 x 116.25	465
		Ca$ in hand (75 - 75)		                0
		Total Wealth		                          465

		Therefore, the wealth remains constant if the Shareholder exercises the rights and buys the new shares.

		Option 2 - Sell the rights at their theoretical value		
                                                                                                   $
		Wealth in the company 3 x 116.25		348.75
		Ca$ in hand - previous	                                     75
		From sale of rights 3 x 13.75=       41.25	 116.25
		Total Wealth		                                  465.00

		The wealth also remains constant if the Shareholder sells the rights at their theoretical value.

		Option 3 - Ignore the rights		              $  
		Wealth in the company	3 x 116.25	348.75
		Ca$ in hand		                                      75.00
		Total Wealth		                                      423.75

		The wealth declines by $ 41.25 from $ 465 to $ 423.75 if the shareholder ignores the rights.  The Shareholder should therefore never ignore a rights issue because his wealth will decline.
Note:
In an inefficient capital market the announcement of the rights issue may carry additional information not yet known by the market and therefore the share  price may increase or decrease depending on the informational content of the rights issue. . 
The major advantage of a rights issue is that the shareholders maintain their proportionate   the company.

2.1.6(b)	Public Issue of Common Shares 
	The decision to issue ordinary shares is made in two stages:

	Stage I
	The firm itself makes some initial decisions such as:

	(a)	Amounts to be raised by the new shares 
	(b)	The type of securities to be used—either preference shares or ordinary shares 
	(c)	The method of issue—either competitive bids or negotiated deals
	(d)	Selection of investment banker

	Stage II decisions
	These are made jointly by the firm and its selected investment banker and include:

	(a)	Re-evaluating the initial decisions
	(b)	Deciding on the relationship between the banker and the firm.  It may either be an under-writing relationship or best effort relationship
	(c)	The Bankers compensation and other expenses will have to be agreed upon

	The investment banker will thereafter undertake to sell the shares to the public on behalf of the firm.

2.1.6 (c)	Private Placements as a Method of Issuing Common Shares 

	In a private placement, securities are sold to one or a few investors, generally institutional investors.  The primary advantages of private placement are:

	(a)	Lower floatation costs
	(b)	Greater speed since shares will not have to go through the capital market authority (CMA) – a regulator for capital markets (The name may differ from one country to another)

	The major disadvantage however is that the securities will not have been approved by CMA and therefore cannot be sold in stock exchange except to another large investor.  Privately placed securities, therefore, lack liquidity.

2.1.6 (d)	Dividend Reinvestment Scheme

	An issue of bonus shares   represent a distribution of shares   in addition to or instead of, the ca$ dividend to the existing shareholders.  The shares   are distributed proportionately.  A bonus issue does not affect the shareholders wealth.  It however, has the following advantages:

	(a)	Tax benefit
		When a Shareholder receives cash dividend from the company, he pays tax but a bonus issue does not attract taxes.  The Shareholder can sell the new shares received to generate ca$ and thereby realize a capital gain which is currently not taxable.
	(b)	Indication of higher profits in future
		The issue of bonus shares is normally interpreted by shareholders as an indication of higher profitability especially in an inefficient market.  This is because a bonus issue is declared by management when they expect a rise in earnings to offset additional outstanding shares.  The bonus issue thus convey important information to the market.

	(c)	Increase in future dividends
		If a company has been following a policy of paying fixed dividend per share and continues it after the declaration of the bonus issue, the total cash dividend the Shareholder receives will increase because of the increase in the number of shares.

	(d)	Conservation of Cash
		A company that issues bonus shares conserves ca$ that would otherwise have been paid as dividend.  This is particularly important if the company is facing cash flow or liquidity problems.

2.1.6 ( e)	Employees Stock Purchase Plan

	Some companies have plans that allow employees to purchase shares on favorable terms.  These plans may be organized under the following options:

	(a)	Under executive incentive option plans where key managers are given options to purchase shares.  These managers usually have a direct, material influence on the company's fortunes and so if they perform well the stock prices will go up and the option will become valuable.
	(b)	There are plans for lower-level employees where the company uses its profits to buy the shares for the employees.

3,0 Bonds
Bonds are long term promissory notes issued by a company to raise debt funds and usually secured specifically on company’s assets. Bonds are the most common type of long-term debt on a company’s balance sheet. The main purpose of bonds is to borrow for the long-term when the amount of capital needed is too large for one lender to supply. By issuing bonds in Sh. 100, Sh. 1,000 or even Sh. 10,000 denominations, a large amount of long-term indebtedness can be divided into many small investing units, thus enabling more than one lender to participate in the loan.

The long-term relationship between the borrower and lender of long-term promissory notes is contained in a document called indenture. The bond represents a promise to pay:

(i) A sum of money at designated maturity date, plus

(ii) Periodic interest at a specified rate on the maturity amount (always known as par value or face value)

This document discusses a number of factors important to the contracting parties such as:

1. 1. The form of bond and instrument
2. 2. A complete description of the property pledged
3. The authorized account of the bond issue
4. Detailed protective clauses or covenants
5. Minimum current ratio requirements.
6. The provision for redemption or core privileges.
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Bond interest payments usually are made semiannually, although the interest rate is generally expressed as an annual rate. An entire bond issue may be sold to an investment banker who acts as a selling agent in the process of marketing the bonds. In such arrangements, investment bankers may either underwrite the entire issue by guaranteeing a certain sum to the corporation, thus taking the risk of selling the bonds for whatever price they can get (firm underwriting), or they may sell the bond issue for a commission to be deducted from the proceeds of the sale (best efforts underwriting). Alternatively, the issuing company may choose to place privately a bond issue by selling the bonds directly to a large institution, financial or otherwise, without the aid of an underwrite (private placement).

3.1 Features of Bonds 

	(a)	Interest rate
		The interest rate on a bond is fixed and known.  It is called the contractual or coupon interest rate.  It indicates the percentage of the par value that will be paid out annually (or semi-annually) in form of interest.  The interest must be paid whether the firm makes profit or not.  However, debenture interest is tax deductible on the part of the company.
	(b)	Maturity
		Bonds are usually issued for a specific period of time.  The maturity of a debenture indicates the length of time the debenture remains outstanding before the company redeems it.  However, there are debentures that have no maturity period.
	(c)	Redemption
		The redemption of bonds can be accomplished either through a sinking fund or call provision.
		A sinking fund is cash set aside periodically for retiring the bonds.  The fund is placed under the control of the trustee who redeems the debenture either by purchasing them in the market or calling them in an acceptable manner.  The advantage of a sinking fund is that it reduces the amount required to redeem the remaining debt at maturity.  Particularly when the firm faces temporary financial difficulties at the time of debt maturity, the repayment of huge amount of principal could endanger the firm's financial viability.

		Call provisions enable the company to redeem bonds at a specific price before the maturity date.  The call price is usually higher than the par value, the difference being a call premium.

	(d)	Security
		Generally bonds are secured.   A secured bond is secured by a claim on the company's specific assets.  When bonds are not protected by any security, they are known as unsecured or naked debentures.
	(e)	Convertibility
		A convertible bond is one which can be converted, fully or partly into shares at a specified price at a given date.  Bonds without a conversion feature are called non-convertible or straight bonds.

	(f)	Yield
		We can distinguish two types of yield: the current yield and the yield to maturity.  The current yield on a bonds is the ratio of the annual interest payment to the bonds market price.

		Current yield	=	Annual interest
					Market price

		The yield to maturity takes into account the payments of interest and principal over the life of the debenture.  It is an internal rate of return on the debenture and is given by the following formula.

	
30
		Where	C is the annual interest
				M is the maturity value = Face Value
				P is the current market value
				n is the number of periods to maturity

 g. Claim on Assets and Income
		Bonds s have a claim on the company's earnings prior to that of the shareholders since their interest has to be paid before paying any dividend to preference and common shareholders. 	In case of liquidation, the bond holders have a claim on assets prior to that of shareholders’.  The secured debentures will have priority over the unsecured debentures.

3.2 Types of Bonds 
1	Income Bonds
Income bonds provide that interest must be paid only if earnings of the firm are sufficient to meet the interest obligation.  The principal must however be paid when due.  Main advantage of income bond in the company is that interest is not affixed, charged and is not payable if the company does not make profit.  Some income bonds however are cumulative.

2	Floating Rate Notes (Bonds)
When inflation forces interest rates to high levels, borrowers are reluctant to commit themselves to a long-term debt.  .  The borrower then would rather pay prevention for short-term funds than lock themselves into a long-term rate. 	The floating rate bond addresses this problem.  In a floating rate bond the interest rate varies at a given percentage above prevailing short term or long-term Treasury bond yields.

3. Callable bonds: A callable bond has a call option which gives the issuer the right
To redeem the bond before maturity at a predetermined price known as the call
Price (Generally at a premium).

4. Puttable bonds: Puttable bonds give the investor a put option (i.e. the right to sell the bond) back to the company before maturity.
5. Non-convertible bonds – These types of bonds do not have any feature of conversion and are repayable on maturity. 

6. Convertible bonds – Such bonds are converted into equity shares as per the terms of issue in relation to price and the time of conversion. Interest rates on such bonds are generally less than the non-convertible debentures because of their carrying the attractive feature of getting themselves converted into shares.

7. Serial bonds. These are bonds that mature at different dates. As a result, the entire bond issue is repaid gradually over a period of years. For example, a company may issue 100 $ 1,000 serial bonds that mature at the rate of $10,000 per year over a 10-year period

8 Term bonds. These are bond issues that mature on a single date. For example a company may issue 100 $1,000 term bonds with a maturity value of $100,000, all of which mature 10 years from the date of issue.

3.3  Bond Characteristics 
Some of the characteristics of Bonds are:-
1. Bonds are normally issued in different denominations ranging from `100 to `1,000 and carry different rates of interest.
2.  Normally, debentures are issued on the basis of a bond indenture which lists the terms and conditions on which the debentures are floated.
3. Bonds  are either secured or unsecured.- Many times they are secured 
4. May or may not be listed on the stock / securities exchange.
5. The cost of capital raised through debentures is quite low since the interest payable on debentures can be charged as an expense before tax.
6. From the investors’ point of view, debentures offer a more attractive prospect than the preference shares since interest on debentures is payable whether or not the company makes profits.
7. Debentures are thus instruments for raising long-term debt capital.
8. The period of maturity normally varies from 3 to 10 years and may also increase for projects having high gestation period.

3.4  	Advantages of Bonds 
It involves less cost to the firm than the equity financing because:

i.	Investors consider debentures as a relatively less risky investment alternative and therefore require a lower rate of return.
ii.	Interest payments are tax deductible.
iii.	The floatation costs on debentures is usually lower than floatation costs on common shares.
	(b)	Bond holders do not have voting rights and therefore, debenture issue does not cause dilution of ownership.
	(c)	Bond holders do not participate in extraordinary earnings of the company.  Thus their payments are limited to interest.
	(d)	During periods of high inflation, debenture issue benefits the company.  Its obligations of paying interest and principal, which remain fixed, decline in real terms.

3.5  	Disadvantage of Bonds 

	(a)	Bonds issue results in legal obligation of paying interest and principal, which, if not paid can force the company into liquidation.
	(b)	Bonds issue increases the firm's financial leverage and reduces its ability to borrow in future.
	(c)	Bonds must be paid at maturity and therefore at some point, it involves substantial ca$ outflows.
	(d)	Bonds may contain restrictive covenants which may limit the firm's operating flexibility in future.

4.0  Loans from Commercial Banks
The primary role of the commercial banks is to cater to the short term requirements of industry. Of late, however, banks have started taking an interest in long term financing of industries in several ways.
(a) The banks provide long term loans for the purpose of expansion or setting up of new units. Their repayment is usually scheduled over a long period of time. The liquidity of such loans is said to depend on the anticipated income of the borrowers.
(b) As part of the long term funding for a company, the banks also fund the long term working capital requirement (it is also called WCTL i.e. working capital term loan). It is funding of that portion of working capital which is always required (the minimum level) and is not impacted by seasonal requirement of the company.

5.0   Retained Earnings

Long-term funds may also be provided by accumulating the profits of the company and by ploughing them back into business. Such funds belong to the ordinary shareholders and increase the net worth of the company. A public limited company must plough back a reasonable amount of profit every year keeping in view the legal requirements in this regard and its own expansion plans. Such funds also entail almost no risk. Further, control of present owners is also not diluted by retaining profits.
	
6.0 Venture Capital Financing

The venture capital financing refers to financing of new high risky venture promoted by qualified entrepreneurs who lack experience and funds to give shape to their ideas. In broad sense, under venture capital financing venture capitalist make investment to purchase equity or debt securities from inexperienced entrepreneurs who undertake highly risky ventures with a potential of success.
6.1 Characteristics of Venture Capital Financing
Some of the characteristics of Venture Capital Funding are:-
It is basically an equity finance in new companies.
2. It can be viewed as a long term investment in growth-oriented small/medium firms.
3. Apart from providing funds, the investor also provides support in form of sales strategy, business networking and management expertise, enabling the growth of the entrepreneur.

6.2 Methods of Venture Capital Financing
Some common methods of venture capital financing are as follows:
(i) Equity financing: The venture capital undertakings generally require funds for a longer period but may not be able to provide returns to the investors during the initial stages. Therefore, the venture capital finance is generally provided by way of equity share capital. The equity contribution of venture capital firm does not exceed 49% of the total equity capital of venture capital undertakings so that the effective control and ownership remains with the entrepreneur.
(ii) Conditional loan: A conditional loan is repayable in the form of a royalty after the venture is able to generate sales. No interest is paid on such loans.  For example in India venture capital financiers charge royalty ranging between 2 and 15 per cent; actual rate depends on other factors of the venture such as gestation period, cash flow patterns, risk and other factors of the enterprise. Some Venture capital financiers give a choice to the enterprise of paying a high rate of interest (which could be well above 20 per cent) instead of royalty on sales once it becomes commercially sound.
(iii) Income note: It is a hybrid security which combines the features of both conventional loan and conditional loan. The entrepreneur has to pay both interest and royalty on sales but at substantially low rates. 
(iv) Participating bond: Such security carries charges in three phases — in the startup phase no interest is charged, next stage a low rate of interest is charged up to a particular level of operation, after that, a high rate of interest is required to be paid.
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