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	1. COURSE: UGC -  NET SUBJECT: COMMERCE
UNIT 4: BUSINESS FINANCE
TOPIC: SOURCES OF FINANCE
BY
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	2.  Sources of  finance for business
earnings, term loans, working capital loans, letter of credit, euro issue, venture funding etc.
These sources of funds are used in different situations.
 They are classified based on tim
generation.
SOURCES OF FINANCE
Sources of finance for business include equity, preference shares, debentures, retained
earnings, term loans, working capital loans, letter of credit, euro issue, venture funding etc.
These sources of funds are used in different situations.
They are classified based on time period, ownership and control, and their source of
debentures, retained
earnings, term loans, working capital loans, letter of credit, euro issue, venture funding etc.
e period, ownership and control, and their source of
 


	3. I. According to  Time Period
The time period is commonly classified into the following three:
1. Long-Term Sources of Finance
2. Long-Term Sources of Finance
3. Long-Term Sources of Finance
1. Long-Term Sources of Finance
 Long term sources of finance means capital requirements for a period of more than 5
years.
 Capital expenditures in fixed assets like plant and machinery, land and building, etc. of
business are funded using long-term sources of finance.
 Permanent working capital which is required for the business is also financed with long-
term sources of funds.
2. Medium Term Sources of Finance
 Medium term financing means financing for a period of 3 to 5 years and is used generally for
two reasons.
 First, when long-term capital is not available for the time being and secondly, when deferred
revenue expenditures like advertisements are made which are to be written off over a period
of 3 to 5 years.
3. Short Term Sources of Finance
 Short term sources of fund means financing for a period of less than 1 year.
 Generally it is used to finance the current assets of a business like an inventory of raw
material and finished goods, debtors, minimum cash and bank balance etc.
 Short-term financing is also named as working capital financing.
 


	4. Table 1: Summary  of Sources of Finance on the Basis of Time
Long Term Sources of
Finance / Funds
Medium Term Sources
of Finance / Funds
Short Term Sources
of Finance / Funds
Equity Share Capital Preference Share Capital Trade Credit
Preference Share Capital Debenture / Bonds Factoring Services
Retained Earnings Lease Finance Bill Discounting etc.
Debenture / Bonds Hire Purchase Finance Advances received
from customers
Term Loans from
Financial Institutions,
Government, and
Commercial Banks
Medium Term Loans
from Financial
Institutions,
Government, and
Commercial Banks
Short Term Loans like
Working Capital
Loans from
Commercial Banks
Venture Funding Fixed Deposits (<1
Year)
Asset Securitization Receivables and
Payables
International Financing
by way of Euro Issue,
Foreign Currency Loans,
ADR, GDR etc.
II. According to Ownership and Control:
 Ownership and control over the business are two important parameters while selecting a
source of funds for the business.
 Whenever new funds are raised, it involves two types of costs; one is the interest and another
is sharing ownership and control.
 Some entrepreneurs may not like to dilute their ownership rights in the business and others
may believe in sharing the risk.
 


	5. These Sources of  finances are classified as follows:
1. Owned Capital
2. Borrowed Capital
1. Owned Capital
 Owned capital also refers to equity. It is a contribution from promoters of the company or
from the general public by issuing new equity shares.
 Promoters start the business by infusing the required money to start the business.
 Further, when the business grows and internal accruals like profits of the company are not
sufficient to satisfy financing requirements of the business, the promoters go for either
ownership capital or borrowed capital.
2. Borrowed Capital
 Borrowed or debt capital is the finance arranged from outside sources.
 Feature of the borrowed fund is a regular payment of fixed interest and repayment of capital.
Certain advantages of borrowing are as follows:
 There is no dilution in ownership and control of the business.
 The cost of borrowed funds is low since it is a deductible expense for taxation purpose which
ends up saving on taxes for the company.
 It gives the business the benefit of leverage.
Table 2: Summary of Sources of Finance on the Basis of Ownership Control
Owned Capital Borrowed Capital
Equity Financial institutions,
Preference Commercial banks or
Retained Earnings The general public in case of debentures.
Convertible Debentures
Venture Fund or Private Equity
 


	6. III.According to Source  of Generation
1. Internal Sources
2. External Sources
1. Internal Sources
 The internal source of finance is the one that is generated internally by the business.
 The internal source of funds has the same characteristics of owned capital.
 Neither ownership dilutes nor fixed obligation/bankruptcy risk arises in internal sources of
finance.
2. External Sources
 An external source of finance is the capital generated from outside the business.
 Apart from the internal sources of funds, all the sources are external sources.
Table 3: Summary of Sources of Finance on the Basis of Source of Generation
Internal Sources External Sources
Retained profits Equity
Reduction or controlling of working
capital
Debt or Debt from Banks
Sale of assets etc. All others except mentioned in Internal
Sources
 


	7. MAJOR SOURCES OF  LONG TERM FINANCE
1. EQUITY SHARE
 It represents the owned capital of a firm. A public limited company may raise funds from
public or promoters as equity share capital by issuing ordinary equity shares.
 Ordinary shareholders are the owners of the firm to the extent of their investment proportion.
They are entitled to receive dividend after the payment to preference shareholders.
 They undertake the risk of the company. They have full control over the management of the
company. These shareholders are paid dividends only when there are distributable profits.
 The liability of equity shareholders is limited up to the face value of the shares.
 It will be easier for companies to raise further funds having adequate equity share capital.
Advantages
i. There are no fixed charges attached to ordinary shares. There is no legal binding to
distribute dividend to equity shareholders. If a company earns enough divisible profits it
will be able to pay a dividend but there is no legal obligation to pay dividends.
ii. Equity share capital has no maturity date and hence the company has no obligation to
redeem.
iii. The firm having stronger equity base will have greater ability to raise debt finance on
favourable terms. Thus issue of equity share increases the creditworthiness of the firm.
iv. The equity shareholders enjoy full voting right and participate in the management of the
company.
v. The company can issue further share capital by making right issue or bonus issue etc.
vi. Paying higher dividend increases the value of goodwill of the company. It ultimately
leads to appreciate the market value of equity shares of the company.
Disadvantages
i. cost of equity capital is usually higher than other source of funds because dividends payable
to ordinary shareholders are not deductible as an expense for the purpose of computation of
tax but debenture interest is tax deductible.
 


	8. ii. The rate  of return required by equity shareholders is always higher than the rate of return
required by other investors.
iii. The company has no statutory obligation for the payment of dividend on equity shares. So,
the risk of getting the dividend by the equity shareholders is very high.
iv. Ownership and control is diluted if new equity shares are issued to outsiders. So small firms
normally avoid equity financing as they may not like to share control with outsiders.
v. There might be the problem of over-capitalisation because of excess issue of equity shares.
vi. Trading on equity is not possible, if the entire capital structure is composed of equity shares.
vii. Equity shareholders do not get fixed rate of return on their investment unlike debenture
holders. So the investors expecting regular flow of permanent income are not interested to
invest equity shares.
Types of Equity Shares
a. Sweat Equity Shares
b. Right Issue
c. Bonus Shares
a. Sweat Equity Shares
 Section 79 A of the Companies Act, 1956, has defined sweat equity shares as those shares
which are issued by a company to its employees or directors at a discount or for
consideration other than cash for providing know-how or making available rights in the
nature of intellectual property rights or value addition. Such shares are treated as the reward
to the employees or directors.
 The company may issue sweat equity shares if it has been authorised by a special resolution
passed in the general meeting and before one year since the date of commencement of
business.
 


	9.  The sweat  equity shares of the company must be listed on a recognised stock exchange and
all the restrictions and provisions relating to equity shares shall be applicable to sweat equity
shares.
b. Right Shares
 Section 81 of the Companies Act, 1956, states that if an existing company decides to make a
further issue of equity shares, it must be first offered to the existing shareholders. This
method of issuing equity shares is called right issue. The right of the members to be so
offered is called the ‘right of pre-emption’.
 A prior notice of 14 days must be given to the existing shareholders of such an issue. The
existing shareholders have right to entitlement of further shares in proportion to their existing
shareholding.
 If any shareholder does not want to buy the right shares, he has the right to endorse his
entitlement to someone else. The price of right shares will be generally fixed above the
nominal value but below the market price of the shares.
 Section 81 of the Companies Act, 1956, provides for the further issue of shares to be first
offered to the existing members of the company, such shares are known as ‘right shares’ and
the right of the members to be so offered is called the ‘right of pre-emption’.
c. Bonus Shares
 When a company pays dividends to its shareholders in the form of equity shares, such shares
are called bonus shares.
 The company does so in the case of insufficient cash to pay dividend in the form of cash
dividend.
 


	10. 2. PREFERENCE SHARES
  Preference shares are those shares which carry preferential right over equity shares to receive
dividends.
 Long-term funds from preference shares are raised by a public issue of shares. It does not
require any security nor is ownership of a firm affected.
 It has some characteristics of equity capital and some of debt capital.
 These shares are generally issued to finance new projects, expansion programme,
modernisation scheme etc. and also to provide further working capital.
These are shares which carry the following two rights:
i. The right to receive dividend at a fixed rate before equity shares.
ii. The right to redemption of capital before the capital of the equity shareholders in case of
winding-up of company.
Advantages
i. The company can raise long-term funds by issuing preference shares.
ii. Preference shareholders normally do not carry voting right. Hence, there is no dilution of
control.
iii. There is no take-over risk. The shareholders become sure of their dividend from such
investment.
iv. There is a leveraging advantage since it has fixed charges.
v. Preference share capital is generally regarded as part of net worth. Hence it increases the
creditworthiness of the firm.
vi. Preference shareholders enjoy the preferential right as to the payment of dividend and return
of capital.
Types of Preference Shares
i. Cumulative Preference Shares
 The holders of these shares have the right to receive the arrears of dividend if for any year it
has not been paid because of insufficient profit.
 


	11. ii. Non-cumulative Preference  Shares
 The holders of these shares have the right to receive dividend out of the profits of only
current year. In case profits are not available in a year, the holders get nothing, nor can they
claim unpaid dividends in subsequent years.
iii. Participating Preference Shares
 The holders of these shares are entitled to a fixed preferential dividend and in addition, also
carry a right to participate in the surplus profits along with equity shareholders after dividend
at a certain rate has been paid to equity shareholders.
 In the event of liquidation of the company, if after paying back both the preference and
equity shareholders, there is still any surplus left, then the participating preference
shareholders get additional shares in the surplus assets of the company.
iv. Non-Participating Preference Shares
 These preference shares have no right to participate in the surplus profits of the company on
its liquidation. Such shareholders are entitled to a fixed rate of dividend only.
v. Convertible Preference Shares
 These preference shares can be converted into equity shares after a specified period of time.
The conversion of such shares can be made as per the provisions of the Articles of
Association.
vi. Non-Convertible Preference Shares
 Non-convertible preference shares are those shares which cannot be converted into equity
shares.
vii. Redeemable Preference Shares
 These preference shares are redeemed before liquidation of the company as per terms of issue
in accordance with the provisions of Articles of Association.
 


	12. viii. Irredeemable Preference  Shares
 These kinds of preference shares are redeemed only in case of liquidation of the company.
Such shares are not redeemed unless a company is liquidated. According to Companies Act,
2013, no company can issue irredeemable preference shares.
3. Debentures
 Thus, a debenture has been defined as document of acknowledgement of debt, with a
common seal of the company and containing a contract for the repayment of the principal
sum at a specified date and for the payment of interest at fixed rate. It is an instrument for
raising long-term debt.
 Debenture holders are the creditors of the company. They have no voting rights in the
company.
 Interest on debenture is payable to debenture holders even when the company does not make
profit. The cost of debenture is very low as the interest payable on debentures is charged as
an expense before tax.
Types of Debentures
1. Bearer Debentures
 These debentures are transferable like negotiable instruments, by mere delivery.
 The holder of such debenture receives the interest when it becomes due. The transfer of such
debenture is recorded in the register of the company.
2. Registered Debentures
 These are the debentures in which the names, addresses and other particulars of holdings of
the debenture holders are recorded in a register maintained by the company.
 Transfer of these debentures will take place only on the execution of the transfer deed.
 Interest is payable to the person whose name is registered with a company.
 


	13. 3. Secured or  Mortgage Debenture
 These debentures are secured by creating a charge on the assets of the company. The charge
may be fixed or floating.
 If a company fails to pay debentures interest in due time or repay the principal amount, the
debenture holders can recover their dues by selling the mortgaged assets.
4. Simple or Naked or Unsecured Debentures
 When debentures are issued without any charge on the assets of the company, such
debentures are called naked or unsecured debentures.
5. Redeemable Debentures
 These are debentures which are issued for a specified period of time.
 On the expiry of that specified time the company has the right to pay back the debenture
holders.
6. Irredeemable Debentures
 These are the debentures which are not repayable during the lifetime of the company and will
be repaid only when the company goes into liquidation.
7. Convertible Debentures
 Convertible debentures are those debentures in which an option is given to the debenture
holders to convert them into equity or preference shares at stated rates of exchange, after a
certain period.
 Such debentures, once converted into shares cannot be reconverted into debentures.
Convertible debentures may be fully or partly convertible.
8. Non-Convertible Debentures
 These are the debentures which are not converted into shares and are redeemed at the expiry
of specified period.
 


	14. 9. Right Debentures
  These debentures are issued to increase the working capital finance in a long-term basis.
Advantages
i. The cost of debenture is much lower than the cost of equity or preference share capital since
interest on debenture is a tax-deductible expense.
ii. There is a possibility of trading on equity.
iii. There is no dilution of control of the company by the issue of debentures. As the debenture
holders have no voting rights, so the issue of debenture does not affect the ownership
structure of the company.
iv. Investors prefer debenture investment than equity or preference investment as the former
provides a regular flow of permanent income.
v. During inflation, debenture issue is advantageous. The fixed monetary outgo diminishes in
real terms as the price level rises.
vi. Debentures are secured on the assets of the company and, therefore, carry lesser risk and
assured return on investment.
vii. At the time of winding-up, the debenture holders are placed before the equity or preference
share capital providers.
4. Loans from Financial Institutions
 In India, specialised financial institutions provide long-term financial assistance to private
and public firms. Generally firms obtain long-term debt by raising term loans.
 Term loans, also referred to as term finance; represent a source of debt finance which is
repayable in less than 10 years.
 


	15.  The financial  institutions must be satisfied regarding the technical, economical, commercial,
financial and managerial viability of project for which the loan is needed before giving a
term loan to a company.
 Term loans are secured borrowings and a significant source of finance for investment in the
form of fixed assets and also in the form of working capital needed for new project.
5. Retained Earnings
 When a company retains a part of undistributed profits in the form of reserves to utilize it for
further expansion and diversification programmes, it is known as ploughing back of profit or
retained earnings. These funds belong to the equity shareholders. It increases the net worth of
the business.
 Although it is essentially a means of long-term financing for expansion and development of a
firm, and its availability depends upon a number of factors such as the rate of taxation, the
dividend policy of the firm, Government policy on payment of dividends by the corporate
sector, extent of profit earned and upon the firm’s appropriation policy etc.
Advantages
i. It is the cheapest method of raising capital.
ii. It has no specific cost of capital.
iii. It increases the net worth of business.
iv. There is no dilution of control of present owners.
v. It does not require any pledge, mortgage etc. like other loans.
vi. It provides required capital for expansion and development.
vii. Firms do not need to depend on lenders or outsiders if retained earnings, are readily
available.
viii. It increases the reputation of the business.
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