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SOURCES OF "BUSIN ESS FINANCE |
‘Finance is one af the foundatwns of econon:uc actlwty of maﬁn;l;: i

| 1so:to keep it goin Tt i | 1
It is needed for starting the business. and a g Itiy §
rightly described as the hfe blood of . any mdustnal or commemal -

undertaking.

LASSIFICATION OF CAPITAL
On the basis of the purpose for which finance is required, finance
or capital may be classified into ﬁxed or b10ck capltal and working o
circulating capital. I ".- -
Fixed Capital L él'.:..,-;"' e %, G
It refers to the amount reqmred for acqmrlng ﬁxed assets like
land, building, maclnnery ete. " NN -
Factors Governing Fxxed Capltal Requlrements i
The amount of" ﬁxed cap1tal requ_lrement of a pro_}ect depends on
the following factors ey S .
. Nature of prcgect
e Size of the pro_]ect
o Dlversnty of productlon llne
¢ Method of productlon e
. Method of acqulnng ﬁxed assets
Worklng Capltal . N W R
It consists of funds mvested m current assets There are two
GODC&PtS of working capital. One is’ gross. concept and the other is net
concept. Gross concept working capital refers: 'to'the amount of funds §
invested in current assets,-Working capital is ‘equal to total current

assets. Net concept working capital refers to the excess of current

assets over current.liabilities. Work_mg capltal 1s equal to current I
-assets mmus current 11ab111t1es 5 e |

TYPES OF WORKING CAPITAL

It is broadly clasmﬁed 1nto two——— al and -
variable working capital, Pel'manent? workmg caplt .;

1) Permanent or Fxxed Worklng Cap1tal

It is the minimum amount of Worklng‘caﬁltal pexsued to ensul"E

effective utilization of fixed assetg and tion 0
the business. It is agam dnnded mtontwsglpport the normal opera i

o
L
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SOURCES OF BUSINESS FINANCE
A) Initial Working Capital : 1y 44 the capita) with which the
e(;ct is commenced,
P B) Regular Working Capitayl : 11 is th
ui(d capital to keep y

j P the circulat;
lig ntories, to receivables gnq bac
inve '

variable Working Capital
& ‘This is the*add.it:'ional‘ capital needeq to meet Seasonal and special
ceds. It is again divideq 1nto two . _

’ (A) Seasonal Working Capital ; 1, refers to the additional
working capital requiregq during busy seasong, __

(B) Special Working Capital ; 1 quired to CarTy on a
special sales campaign o ﬁnancing slo i
period of strike or lockoyt etc.

FACTORS BETERMININ

. ITAL
It depends upon the following factors :
(8) Character of businegs, |

(b) Size and volume of businegs,
(¢) Length of Processing period.
(d) Turnover, i '

() Terms of Purchase ang sales,
(®) Seasonal Variation. "
(8 Importance of labour. -
() Cash flow,

(). Stock. 5

() Cyelical fluctuation -

15

€ minimym amount of the
ng

capital from cash to
again to cagh.

urces of fund may be broadly divided intq lorlz?é1 tex
ing and short term sources of funding
nding ) ' _ g
ng term sources Short term 80urceg
L. Issue of shares 1. Trade credit
- Issue of debentures 2. Bank creqit
- Issue of bonds 3. Public depositg

Urceg (I:if fu
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" 4. Retained earnings .© 4. mterfcorporate dep °$
5. Advances from customers - 5. Sale of f.ixed —
6. Commercial paper 6. Innovative ROECEs
7. Institutional finance. | | , ‘
L. LONG TERM SOURCES

Long-term sources of funding are through the issue of g
debentures, bonds, retained earnings, sale of fixed assets, et Fu
through the issue of equity and preference. shares, debentyre
bonds is known as security financing. - .

(A) Financing through Equity Shares . . .

Equity shares are also known as ordinary shares. According ¢, §
‘Sec. 43 of the Companies Act, 2013 “Equity shares are those share, §
which are not preference shares”. It is the main source of finance y, §
any company. It is the owners hj{ghe"gompz_i_zpy': Lo

are{;‘ .
3 aﬂd

Characteristics of equity shares " {7 _
1. Maturity : Equity shares: provide, permanent capital t, the §

. mpany,

company and cannot be redeemed during the lifetime of the co
fund ‘of their capital only at t, E

Equity share holders can demand re
time of liquidation of the company.” ‘" ' |

2. ~Claim on income 't Equity shareholders have a residual claim
on the income of the company: They have a claim on income left after

paying dividend to preference shareholders. In periods of insufficient §

profits they may not get anything but in times or prosperity the wil

get high returns .10 &4y g T
3. . Claim on_assets ;' quity shareholders have a residual clain
on ownership of company’s - assets. In the even of liquidation of z }
company, the assets are, utilised first to meet the claims of creditors |
and preference sharehold rs and if anything is left it belongs to equity §
shareholders.  Equity: shares’ provide”a’cushion to absorb losses oo
liquidation.’. 1" Lo l’ A o ‘] _
4. _Right to control or voting right Equity shareholders are the
real owners of the company. They have \'rotin;glright in the meetingof §
the company and have h'qé@ti‘ql‘ over it'_'s,' working. The control of the |
is v 1th the Boa irectors who are elected by the
equity shareholders. /" " o g SRR 3

5. Pr ‘?’:"”.‘fit'.‘”"’-.l.".igh.t' ‘ When a ¢0mpanymakes subsequent issu®
of capital, it must be first o fered to the existing shareholders. Th* §
right of the existing ‘shareholders- is called pre-emptive right- T2 §
shares thus issued are called right shareg, © ;

6.  Limited liability i Fiﬁitﬁld'.iiébility' AT foat Ehe liabih:i- fd :
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1:53
dvantages of using equity Capital
A 1. Equity capita] j4 4 Permanent Source of fypq
2. Equity shareg do not Create
dividend

it is Possible tq raise additiong] funds
uling contyo).

1ty capita] ig the highest of all sourceg,
2 ayment of dividend Will attraet Corporate Dividend Tax
~ which is ap additiong] burden o the Company,
3. Additiona] issue of equity shares wil reduce the earning per
share, |
4. Ifonly equity shayeg

are issued, the Cormpany cannet take the
advantage of trading op equity,
5. There ig g

danger of over capitalisation as equity share
capital cannot be redeemeq, |
6. In periods of Prosperity equity shareholders will get high
dividengd which wi]] lead tg Speculation,
(B) Financing through Preferences Shares ~ = . uE
©Se are the shareg which _enjoy Preferentja]’ rights as to the
Payment of divideng at a fixed rate during the life of the Company and
as to the return of capita

tal. on,_-windingl up of the ¢o
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:;;;;;ges of using equity capital
1. Equity capital is a permanent source of fund.
2. Equity shares do not create obligation to pay a fixed rate of
dividend. .
3. Fresh issue of equity shares provides flexibility to the capital

structure because funds are obtained without creating any
charge over the assets of the company. :

4. By issuing right shares, it is possible to raise additional funds
without diluting control.

pisadvantage of using equity capital “
1. Cost of equity capital is the highest of all sources.

2. Payment of dividend will attract Corporate Dividend Tax
"which is an additional burden to the company. |

3. Aﬁlditional issue of equity shares will reduce the earning per
share. : | B

4. If only equity shares are issued, the company cannot take the
advantage of trading on equity. - -

5. There is a danger of over capitalisation as equity share
capital cannot be redeemed. : '

6. In periods of prosperity equity shareholders will get high
~dividend which will lead to speculation. « 5
(B) Financing through P;_'éfe_rences Shares - L
These are the shares which enjoy preferential rights as to the
payment of dividend at a fixed rate during the life of the company and
as to the return of capital on winding up of the company over the
equity shares: ...~ .. o et B e
e . TYPES OF PREFERENCE SHARES - | .
There are the shares which enjoy preferential rights as to the
payment of dividend at a fixed rate during the life of the company and
as to the return of capital on winding up of the company over the
equity shares.,. S e DB e g o '
1. Cumulative Preference Shares =~ Fs s -
Cumulative Preference Shares are those shares which carry the
right to cumulative dividends. That means, if the company fails to pay
the dividend in a particular year, due to insufficiency of profits, such
dividend is payable even out of future profits. In other words, dividend

on these shares accumulates till it'is paid off in full. Such shares are
therefore called Cumulative Preference Shares.

2. Non-cumulative Preference Shares

These are the preference Shares which do not carry the right to
receive arrears of dividend. If the company fails to declare dividend in
a particular year that dividend need not be paid out of future profits.

If no dividend is paid in any particular year, it lapses.

e

n ner
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SH!P ANU A

TREPRENEUR - _
AMENTALS OF ENTRE

)
3. Participating Preference Shares 'participate in the
Preference Shares which have ©/ fter paying t Surply,
ch hoy e Fany after Paying the cquy §
5 ML f dividend and retllrnt);. -
of K

f
profits and . assets ol .+ fixed rate O
to their f1x€
addition O forence Shares.

shareholders, in 10]
capital are called Participating
4. Non-participa i

Preference S
surplus profits and as
Preference Shares.

5. Redeemable Pre

154

ght to ‘participate on the
sets of the company are called nonfpm'tidpating

ference Shares ' the sti
shares which a company may 185u€ on the stipulati,
These are d period or even earlier ;i

that they may be repaid either after a fixe .
the com);:»anfs option. The repay:ment of these shares is called
redemption and is governed by Section 80 of ',the Companies Act 1956,
In India, companies can now issue only, tl};s__‘,catggory of Preference
Shares. : L N T
6. Irredee
.~ These are the share
up of the company: | " it
7. Convertible Prefe}‘encé,Sha;"es ! -‘
These are the shares which enjoy t

mable Preferehcé Shares I T s E
s which are redeemed (repaid) only on winding

he ifight to get converted into

equity shares at a later date. .. e
8. Non-convertible Prf:sference_Sh:a_fé{s ML TR

Preference Shares which are not convertible. into equity shares

' ares which are irredeemable.

are called Non-convertible preference sh
Hence, no company . can ‘issue - any preference ‘shares other than

redeemable preference shares.. - ..

Advantages of ﬁsing p:efq;giz_qe capltal g G
1. Preference shares add to the equity base of the company and
so strengthen it financial position. "\ - T, Fae s
2. Preference shares save the company
' of interest. 5 B g gl
3. Issue of preference shares doesn’t ‘create any S
 against assets of the company. - S -
4. Preferences shares will: not - affect existing contr
company as the preférence share holders have votin
- ;‘1:11)' on the 1;matters affecting their interest. - {
. Financing through preference s is ¢ that ?
iz b el % shgres 1_s_lcheaper than
6. It is useful to investors wl L ol t
with low risk. vestors who want to get higher rate of ret¥
7. The company can wtiline % TUPI. i
tilise huge surplus funds b redeer”
preference shares as per the provisions of the Con{panY' s Ak

ﬁ‘om paying higher rafe

ort of chas®

ol of the
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4;;;;;33 of using preference capital
pisal Preference dividend is not deductible as an expense for

" taxation purposes, out of the profits of the company.

g. - In case of cumulative preference shares, arrears of dividend
have to be declared before anything can be paid to the equity
shareholders of the company. : :

* 3, Preference shares dilute the claim of equity shareholder over
the assets of the company,

-4, Compulsory redemption of ‘Preferences shares on maturity

will lead to substantial outflow of cash,
5. . Thg cost of capital of preference shares is higher than cost of
debt. .

Financing through Debentures

Debenture is an acknowledgement of debt. According to Section 71
of Companies Act, 2013 a Company may issue debentures with an
option to convert such debentures intg shares, either wholly or partly
at the time of redemption. It is only a writte document issued by a
company as an evidence of its debt capital. '

155

DEFINITION

A debenture is “an instrument in writing ‘acknowledging a debt
under the seal of the company, usually secured by a fixed or floating -
charge on the assets of the company, bearing a fixed rate of interest
and repayable within or after a specified period or irredeemable
during the existence of the company”. o ey

-

-

. KINDS OF DEBENTURES
Debentures are class

ssified on the basis of: .
() Transferability;
(1) Security offered
(iii) Redeemability
(iv) Convertibility -
(v) Priority.

@ On the basis of Transferability

(8) Registered Debentures :

These are debentures registered in
the books of the company. In other words the

_ Yy are made out in the
tames of particular persons who are registered as debenture holders,
With their full details, in the books of the company.
(b) Bearer Debentures : The names and other det

debentures are not recorded in the ‘Register of Debentures’ of the
ompany, They can be freely transferred. The principal amount and
interest when due are payable to the (bearer) holders of these
debentures. |

ails of bearer

n ner
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(ii) On the basis of Security = w3 \
(a) Secured or Mortgage Debentures : These are debep
which are secured by a fixed or floating charge. on the assetq burg,
company. Repayment of principal and interest on such debentu‘;ft o B
secured. When specific assets are named as security it becomeg Es is
charge. On the other hand when assets in general are offe,redxed
security, it becomes a floating charge. . A
(b) Simple or Unsecured Debentures : These debentures ¢,
security with regard to repayment of principal and interest. Th:? To
also called “naked debentures”. The general solvency of the companal.'e
the only security for these debentures. On winding up of the Compg]‘“
the holders of these debentures will be treated like other unsecuélﬁ

creditors. |
(iii) On the basis of permanence (Redeemability)

(a) Redeemable Debentures : Debentures, the principal amount ¢
which is repayable after a' specified ' period . of time are cajeq
redeemable debentures. . COE et B g ¢S

(b) Irredeemable Debentures . : :Debentures, which are g
repayable during the life time of the company are called irredeemable
debentures. They are also called perpetual debentures.

(iv) On the basis of convertibility, '

(a) Convertible debentures.: A convertible debenture can be
converted into shares of the ‘'same’ company, at' 'the option of the
holders. Convertible debentures :may be‘fully convertible or partly
convertible. | B e s e '

(b) Non-convertible 'Debentures : .Debétﬁ:urés,fwhich are not
convertible into shares -of: a’ company: are’ called non-convertible
debentures. S g s e T B S Ry SR 2 e, i
(v) Priority Cw B e s BRI A

_(a) First Mortgage Debentures : These debentures are payable
first out of the property charged. = "~ - 7 .

(b) Second Mortgage Debentures : These debentures are payable
after satisfying the first mortgage debentures. .~
Advantages of Debenture Capital . - . oo

1. It provides long term finance to a company. -

2. The rate of interest payable is less than the rate of di

on shares. , CURL I LT .
'3. Interest on debenture is a tax deductible expense. So effecti®’
cost of debentures 'is lpwei' as compared to owners

. eI W
R (T SR R
n e ’ L T t

il

vidend

securities. A
4. Debt financing does not dilute control.
5. It enhances trading on equity. = | sl
6. Redeemable debentures provide flexibility in the cap!

structure of a company.
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'I;;:;vant.ages of Debenture Capital
1. It is a permanent burden on the company to repay the
principal on maturity,

2. Charge on assets of the company restrict it from the use of
Debenture financing

3. The use of Debt financing Debt financing usually increases
the risk. The increased fi

nancial risk increases cost of debt.
4. Cost of raising financing through debentures is high because
of high stamp duty.

5. It is not desirable 1o issue debentures by a company having
irregular earnings,

Financing through Bonds

157

TYPES OF CORPORATE BONDS
1. Bearer Bonds : In this type of bonds, the amount is payable to
the holders of the instruments at the time of maturity.

2. Registered bonds : In this case, the amount is payable to the

is mentioned in the register of the company.

3. Zero coupon bonds or deep discount bonds : This 1S a new
type of bond which has n 10dic i
at substantially discounted
difference between the purch
the holder of the instrument.

price and red

eemed at face value. The
ase price and

the face value is the gain to

portion of the principal amount remai
maturity,

5. Junk bonds : Junk bonds are high risk and high yield bonds
developed in USA. They are normally issued in conrpection with
mergers, acquisitions, etec,

6. Privately placed bonds ¢ These are privately planeq bonds
and are not negotiable. These are usually issued to institutiona)
nvestors.

7. Bunny bonds ; These are the bonds

issued with the right to
reinvest the income into the bonds w

ith the same terms ang
.. ®onditions of the host bond.

Tl S

R T T i o) T L e

| —

n ner
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8. Secured Premium Notes (SPN) : These instruments are 88ugq

. ble after a notified pep;
with-detachable warrants and are redeema Perigy #-
normally 4 to 7 years, the warrants enable the holders to get equi%, I

shares provided the SPN are fully paid.

Retained Earnings _ ' : ' 3

Generally, the entire profits of the company are not distribute ¥
amongst the shareholders as di_vidend. Some p?rtmn of profits gy, §
retained by the company for their future expansion through trangf, |
of profit to different reserves such as general reserve, dividenq §

equalisation reserve, etc. The process of transfer of profits to differen; §.
i of profits. A part of the profit; §

reserves is known as ploughing back ’ $. 4
are re-invested into the business operation and it is treated as an ides] ¥
source of financing for modernisation of the company.: 3

Sale of fixed assets ' L P '

Sale of fixed assets like land and building, lease hold premises,
ete. which are not in use form a long term source of finance.
Institutional Finance ;. & .

There are several financial institutions for giving financial
assistance to entrepreneurs.” Some ' of ‘them -are IDBI, IFCI, SIDBL

158

/1. INNOVATIVE SOURCES - - |
(I) Hire purchase t"inéil(‘:i_lng"" G e

it is a new development of finance mechanism in certain selected
sectors of Indian Indu's'triéls'.-',Uhdfei the hire purchase financing, the
organisations are able to use high value assets with minimum capital

It is an agreement between buyer and seller of the property. A
the time of delivery the buyer has to pay only small amount of the
asset value i.e., called down payment. He has to pay agreed amount of
number of periodical instalments. Actually the seller retains the title
of the assets up to the settlement of last instalment.
(D) Seed Capital - .

it is the new technique of financing system developed by the
to tl3e new e.ntrepreneurs.'; Whenever the financial institutions
funding a project, it should insist the promoter’s contribution toward®
the p}'o,]ects_. B}Jt when technically qualified entrepreneurs 8
ﬁnar.lmal capability to provide the required contribution, 1DB!
provides financial assistance to them,

(IIDIndian Depository Receipts (IDR)

An Indian Depository Recei ' ; jes 0 §

; , pt (IDR) enables forei compani®® ' §

raise f}mds fr_om tht‘e Indian securities market. IDR ?:a instrurnent :

denqmmatcfd in Indian Rupees in the form of a domestic depositoﬂ -
receipt against the underlying equity of issuing company.

1DBl

n ner
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/-—— i

Euro Iséues

Euro issues means an issue listed on European Stock Exchange,
the subscriptions for which may ¢

ome from any part of the world other
than India. . ‘
The following are the investments jssued by Indian companies for
foreign investors.

1. Global Depository Receipts (GDR)
instrument tradable on stock exchan

represents a certain number
trades in dollar terms,

: It is a denominated
ges in Europe or US or both. It

of equity shares and are quoted and
But the shares are denominated in rupees. The

the issuing company to intermediary called
‘depository’. The equi

ty shares are registered in the name of
depository who subsequently issues the GDR to the investors.

2. European Deposit Receipts (EDR)
instruments in the form of d

investor, represented by the

3. Foreign Currency Convertible Bonds (FCCB) : These are
bonds issued to and subscribed by non resident investors in foreign
currency and are convertible into ordinary shares of the issuing
company at a fixed price. They have deﬁnite_maturity dates. Euro
Convertible Bonds also fall in this category.. = .

(V)Lease Financing = I

Leasing is an agreement between the :
the user of the property. It provides a _ﬁr_m_.with_use and control over
the assets without buying and owning the san

of renting assets, - L

same. It is one of the ways

IL. SHORT-TERM SOURCES
ces of funding include :

Short-term sour
Trade Credit
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_ ) rt-term ﬁnance in the form of over gy b

credﬁaﬁf:cfurgggz tsalfmtra de bill and letters. thiridlt to it ¢y b,
Overdraft facilities are allowed to customg: . stelrlng cun-eﬂt
balance upto a limit. C Cash credit is a Tegu 2 yth lunder h1 th%
bank offers the facilities t0 its clients to wi 1nt e limit pre.g,
the bank. Banks may also prOVIde funds to customers on dlscoum ,
hills, .

3, Public deposit

Firms may mobilise savi
termed as ‘public deposit’ It is
4. Inter corporate dep051ts ', e T

Deposits made by one company in another company is known X 5"

inter corporate deposit. It i$ aa tmpgrtant short-tertn source of finany §

for firms in India. |
5. Advances from customers i .
| Usually, sellers or, producers recewe who e,.,or part of the amoun
of goods in advance. and ‘such: advance; rema_lns "with them till
supply of goods. Normally no mterest’1s .P.a_ld- on 'thls amount

6. Commercial paper (CP) r

~ Commercial paper i§ a short‘-term money market m.strument Lis§
a promissory note’ which is" negotlable by endorsement and fit for
delivery with a fixed matunty: perlod between one: month to one yed:
It helps to raise short-term dﬁal,. at attractlve rates

7. Convertlble debenturess e i i)
ters

- For raising: funds * for wOrkmg" capital ﬁ.alon wnﬁh long
purpose, the issue of convertible debentures is con51dered as a popul
method. Since banks generally grand ‘Joang/advances only O i
security of current assets, the. i issue of debenture is Tegarded &8 b
only other appropnate alternatlve source for ralsmg fund.

o |2
(bt -,t-'.-,

7 QURSTIONG

\1

ngs from the general public and i
a very old Bystem of ﬁnancmg

I - '
E‘I_I!'I ) I
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