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LESSON TWO: SOURCES OF BUSINESS CAPITAL
COURSE INSTRUCTOR: Dr. Charity Njoka (PhD)

By the end of this lesson, you should be able to,

1. To identify different classification of various sources of business funds 
2. Evaluate the advantages and disadvantages of  different funds 
3. Elaborate features of different sources of business funds

1.0 Classification of Sources of Business Finance 

Business require funds to carry out their activities. Sources from which a firm may obtain its funds to finance its operations can be classified in four different way as this include 
1. Classification according to the duration over which the funds will be retained. 

a) Long term sources of funds- refundable after one year 
b) Short term sources of funds - refundable before one year 
c) Permanent sources of funds - not refundable as long as the business remains a                going concern eg ordinary share capital  
2. Classification according to origin 
a) External sources of funds -  raised from outside the organization 
b) Internal sources of funds - raised from within the firm
3. Classification according to the relationship between the firm and parties providing the funds 
a) Common equity capital -  funds provided by the real owners of the business i.e. ordinary share capital (total of the ordinary capital and the reserves) 
b) Quasi capital - funds that are provided by the preference shareholders 
c) Debt finance -They are funds provided by the creditors i.e. debentures/bonds  
4. Classification according to the rate of return 
a) Capital with a fixed rate of return - This is capital that is paid a certain pre-specified rate of return each year i.e. preference capital and long term debts 
b) Capital with a variable rate of return- This is capital that is paid a different rate of return each year depending on the firm’s performance. 

2.0 Long Term Sources of Finance 

These are sources which are repaid after a long period of time, basically beyond one year. .
1. Equity finance
2. Debentures/ bonds 
3. Preference share capital
4. Long term loans
5. Leases and sale and lease back
6. Sale of fixed assets
[bookmark: _Toc176848831]2.1 EQUITY FINANCE
This is finance from the owners of the company (shareholders).it is generally made up of ordinary share capital and reserves (both revenue and capital reserves)
[bookmark: _Toc176848832]Ordinary Share Capital
The true owners of business forms are the ordinary shareholders. They receive what is left after satisfaction of all other claims. The ordinary share capital is raised by the shareholders through the purchase of common shares through the capital markets
 Features of ordinary share capital.
1. Ownership- Ordinary shareholders are the owners of the firms 
2. [bookmark: _Toc176188533][bookmark: _Toc176200119][bookmark: _Toc176201557][bookmark: _Toc176848833]Par value
Each share has a designated par value which is established in the firm’s corporate charter (memorandum) and is generally very low

3. [bookmark: _Toc176188534][bookmark: _Toc176200120][bookmark: _Toc176201558][bookmark: _Toc176848834]Pre-emptive rights
Ordinary share holding allows shareholders to maintain their proportionate ownership in the business when new shares are issued.  The feature maintains voting control and protects against dilution.
4. [bookmark: _Toc176188535][bookmark: _Toc176200121][bookmark: _Toc176201559][bookmark: _Toc176848835]Rights offering
The firm grants rights to its shareholders to purchase additional shares at a price below market price, in direct proportion to their existing holding.
5. Dividends
The payment of corporate dividends is at the discretion of the Board of Directors. Dividends are paid usually semi- annually (interim and final dividends). Dividends can be paid in cash or bonus shares 
6. [bookmark: _Toc176188537][bookmark: _Toc176200123][bookmark: _Toc176201561][bookmark: _Toc176848837]Voting rights 
Generally each ordinary share entitles the holder to one vote at the Annual General Meeting for the election of directors and on special issues. 

2.1.1. Advantages of Equity Financing Accruing to Shareholders 
1. Shares can be used as security for loans.
2. Providers of these funds can participate in the supernormal earnings of the firm
3. The shares are easily transferable 
4. Return in form of a share price appreciation (capital gain) and dividends.
5. The following rights of ordinary shareholders can be viewed as advantages:

2.1.2 Rights of Ordinary Shareholders.
i. Right to vote-shareholders have the right to vote on a number of issues in a company such as election of directors, 
ii. Pre-emptive rights- Allows shareholders to maintain their proportionate ownership in the corporation when new shares are issued.  
iii. Right to appoint another auditor
iv. Right to approve dividend payments
v. Right to approve mergers and  acquisitions
vi. Right to residual assets claim

2.1.3 Disadvantages Equity Financing Accruing to Shareholders
1. The ordinary share dividend is not an allowable deduction for tax purposes
2. The dividend is paid after claims for other providers of capital are satisfied
3. Ordinary shares carry the highest risk because of the uncertainty of return(company has the discretion to declare dividend or not)and incase of liquidation the holders have a residual claim on assets

2.1.4 Advantages of Using Ordinary Share Capital to a Company
1. It is a permanent source of capital hence facilitates long term projects
2. Use of equity lowers the gearing level hence a company has a broader borrowing capacity
3. The shareholders may provide valuable ideas to the company’s operation
4. A company is not legally obliged to pay dividend especially if it is facing financial difficulty these funds would serve better if retained.
5. It enables a company to get the opinion of the public through the movement in share prices.
6. This source can be raised in very large amounts
7. It does not require any collateral as security.
8. The funds are provided without conditions hence are flexible.

2.1.5 Disadvantages of Using Ordinary Share Capital to a Company
1. The floatation costs are higher than those of debt
2. It is only accessible to companies that have fulfilled the capital markets authority requirements
3. It can lead to dilution of ownership of control of the firm by the shareholders
4. Where dividend payment is not tax allowable then the company does not enjoy a tax saving
5. The cost of this source of fund(dividend) is perpetual as ordinary shares are not redeemable securities
6. The firm has to follow set guidelines on disclosure and publishing of financial statements. 
2.2 Methods of Issuing Common Shares
1. Through a public issue
2. Private placement
3. Through a rights issue
4. Employee stock option plans (ESOP)
5. Bonus issue
a) Public issue
Ordinary shares are offered to the general public. The issuing company engages an investment banker who will undertake the issue. The investment will set the securities issue price and will sell the shares to the investors. The issuing firm can enter into an arrangement with the investment banker where the investment banker will underwrite shares, that is, buy any shares not taken up by the public.
b) Private placement								
Under this method securities are sold to a few, usually chosen investors mainly institutional investors. The advantages of this method is that  the firm gets to decide who will take up there shares, it can be used as part of strategic partnership, it will also lead to less floatation cost as no advertisement is necessary. It also takes less time to raise funds through a private placement than a public issue which involves a number of requirements to be fulfilled. A major disadvantage is that the share is not as liquid-transferability is made difficult.
c) Rights issue
This is an option offered to already existing shareholders to buy common shares of the company at a price (subscription price) which is less than the market price. The subscription price is set a lower price than the market price so as to make it attractive for the existing shareholders to buy the common shares; also it acts as a safeguard against any reduction in share price in the market.
When a rights issue is declared every outstanding share receives one right however, a shareholder needs to have a number of rights in order to buy one new share. A shareholder has 3 options available during a rights issue. He can exercise, ignore or sell the rights.
d) Bonus issue
This is an issue of additional shares to existing shareholders in lieu of a cash dividend. Companies may choose a bonus issue if it wants to give dividends but not in the form of cash so as to retain the cash say for investment, it is not taxable as cash dividends would be taxed. 
[bookmark: _Toc176848838] 2.2 TERM LOAN 
Medium term and long term loans are obtained from commercial banks and other financial institutions. This funds are mainly used to finance major expansions or profit financing. 
Features of Term Loans	
1. Direct negotiation – A firm negotiates a term loan directly with a bank of financial institution. I.e. a private placement. 
2. Security – term loans are usually secured specifically by the assets acquired using the funds. (Primary security). This is said to create a fixed charge on the company’s assets. A fixed charge can also be referred to as specific charge. 
3. Restrictive covenant – financial institutions usually restrict the firms so as to safeguard their funds. They do this by way of restrictive covenants which include asset based covenant, cashflow, liability etc. 
4. Convertibility – they are usually not convertible to common shares unless under special cases. E.g. a financial institution may agree to restructure the firm’s capital structure. 
5. Repayment schedule – this indicates the time schedule for payment of interest and principle. It may occur. 
i) Where interest and principal are paid on equal periodic instalments. 
ii) Where principal is paid on equal periodic instalments & interest on the outstanding balance of the loan. 
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Preference shares are considered as hybrid securities since they are similar to both common shares and debentures/bonds. 
They are similar to common shares in the following ways. 
i) They are perpetual securities and therefore have no maturity date. 
ii) Dividends are not tax deductible. 
iii) The non-payment or dividends does not force the company into liquidation. 

They are similar to debentures/bonds on the following ways: 
i) The dividend rate is fixed i.e. it is a certain % of the par value. 
ii) Preference shareholders do not have voting rights unless dividends are in arrears for several years. 
iii) Preference shareholders do not share in the extraordinary income of the company. 
NB: Preference shareholders have a claim on income and assets prior to that of common shareholders.
Preference shares may have several distinguishing features such as;
1. Cumulation
Dividend in arrears together with current dividends must be paid first before distribution is made to ordinary shareholders.
2. Callable (redeemable)
The issuer can retire outstanding stock within a certain period of time at a specific price.
3. Conversion 
This feature allows holders to change each share into a stated number of ordinary shares.
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Venture capital is a form of investment in new and risky small enterprises which is required to get them started. Venture capitalists are therefore investment specialist who raises pools of capital to fund new ventures which are likely to become public companies in return for an ownership interest. They therefore buy part of the shares of the company at a low price in anticipation that when the company goes public, they would sell the shares at a high price and make considerable capital gains, venture capitalists also provide managerial skills to the firm examples of venture capitalists are: Pension funds, insurance companies and also individuals. Since the goal of venture capital is to make a profit, they will only invest in that have a potential for growth. 
2.4.1 Constraints in the development of a venture capital market in some countries include,
i) The few promoters of venture capital are risk averse and therefore are discouraged by the level of risk, the length of investment and the liquidity of investment. 
ii) The nature of firms in some countries is such that they are privately owned and therefore do not want dilution of ownership through use of venture capital. 
iii) The poor infrastructure in the country also discourages venture capitalists. 
iv) They may not be enough incentives for the development of venture capital and the government is discriminative against venture capital. The tax laws favour debt over equity. 
v) Lack of efficient capital markets also discourages venture capital development because there is no channeled for disinvestment i.e. selling off the venture interest once it has succeeded. 
vi) There may be a general shortage of venture capitalists. 

2.4.2 Importance of Venture Capital Market in Small and Medium Scale Business Development 
i) Venture capitalists provide the much needed finance to tour small businesses which lack access to capital markets due to their size. 
ii) Small medium scale businesses may lack managerial skills. Venture capitalists sere as active partners through involvement in this businesses and therefore provide marketing and planning skills as the also want to see their investments succeed. 
iii) Venture capitalists encourage tree spirit of entrepreneurship therefore small businesses are encouraged to see their ideas through as they know they will get start up capital. 
iv) Venture capitalists provide improved technology so that small and medium scale business are in line with changes in technology and are therefore able to compete with other firms of the same level. 
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This is an agreement where the right repossession and enjoyment of an asset is transferred for a definite period of time. The person transferring the right i.e. the owner of the asset is referred to as lessor. The recipient of the asset is the lessee. 
Classification of Leases 
A lease can be classified according to term or according to terms of payment. 
Classification according to term of the Lease
1. The short term or operating lease
2. Long term/ capital or finance lease 

2.5.1 Long Term lease/ Capital Lease/ Finance Lease 
A long term lease can be defined as a contract whereby the lessee has substantially all the risks and rewards associated with the asset except legal title. 
Requirements of a Long Term lease 
1. The present value of lease rentals must be greater than 90% the year value of the asset. 
2. 75% of the assets life is the lease term. 
3. It is non-cancellable 
4. Maintenance costs, insurance and taxes are paid by the lessee. 

2.5.2 Short Term Lease/ Operating Lease
In contrast to capital leases, operating leases do not have the characteristics of purchase-sale transaction. It merely gives the lessee the right to use the leased asset for the period covered by the contract. That is, the lessee does not acquire an ownership interest in the leased property, and risks of ownership remain with the lessor.
[bookmark: page45]When a lease is identified as an operating lease, the lessee’s obligation to make payments is not recorded as a liability. Because these operating leases are not recorded as liabilities, they do not appear on the balance sheet. This kind of leasing activity is sometimes called off-balance sheet financing.
2.5.3 Classification of Lease according to Terms of Payment 
1. Net lease 
This is on in which the lesee pays all or a substantial part of the maintenance cost. It is therefore where the lessee pays for all the expenses except taxes, insurances and exterior repairs. 
2. Flat Lease 
This is one which opts for periodic payment for use of the asset over the term of the lease. Such a lease is usually made for such periods of time since inflation can easily erode the buying power of the fixed rentals. 
3. Step Up lease 
This provides for the fixed payments to be adjusted periodically. This adjustments can be made either b new rentals taking effect after the passages of a certain period of time or by periodically adjusting the fixed payments for inflation. The term of a stepup lease is usually longer than a flat lease. 
4. Percentage lease 
This is where the lessee is required to pay a fixed basic percentage rate and a designated percentage of sales volume. The percentage factor acts as an inflation gauge as well as a means of Keeping lease rentals in line with the market conditions. 
5. Escalator lease 
This calls for an increase in taxes insurance and operating costs to be paid for the lessee. 
6. Sandwich lease 
This refers to a multiple lease in which the lessee in turn sub-lease to a sub-lessee who in turn sub-leases to another sub-lessee. Example: A the original owner of an asset leases to B. B executes a sub-lease to C who then sub-leases to D. This is a sandwich lease between B & C, B being the sandwich lessor and C the sandwich lessee. 
2.5.4 Advantages of Lease 
i) To avoid the risk of ownership. When a firm purchases an asset, it has to bear the risk of obsolescence especially if the asset is vulnerable to technological changes e.g. computers. 
ii) Avoidance of investment outlay. Leasing enables a firm to make full use of an asset without making an immediate investment in the form of initial cash outflow. 
iii) Increased flexibility. A lease is a cancelable lease especially when the asset is needed for a short period of time e.g. during construction, equipment can be leased on a seasonal basis after which the lease can be cancelled. 
iv) Lease charges are tax allowable expenses. This therefore reduces the tax liability. 

2.5.5 Disadvantages of Lease 
i) Lease Expenses. Treatment of lease payments is an expense in operating lease rather than an equity payment towards an asset.
ii) Limited financial benefits. If lease payments is towards land, the business cannot benefit from appreciation in the value of the land.
iii) Reduced return for equity shareholders. Given that lease expenses reduce the net income without any appreciation in value, it limited returns or reduced returns for equity shareholders.
iv) Debt. Although lease does not appear in company’s balance sheet, investors still consider a long term leases as debts and adjust their valuation of a business. 
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This is arrangement whereby a company acquires an asset on making a down payment or deposit and paying the balance over a period of time in installments. This source of finance is more expensive than a bank loan and companies that use this source need guarantors since it does not require security or collateral. The company hiring the asset will be required to honour the terms of the agreement which means that any term in violated, the selling firm may repossess the asset. This is therefore finance in kind and the hirer will not get title to the asset until he clears the final installment and any charges thereof. 
Although Hire purchase is an expensive source of financing, it has its benefits which include: 
1. The customer is able to avoid the purchase price immediately. 
2. The customer does not require security or collateral 
3. The customer will save on taxes on the interest payments. 
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