Chapter 9: Sources of Finance

1. Short term sources of finance

Bank Overdraft

The company is granted permission to withdraw more than the amount ofmoney in the current accountup to a certain limit.

Cost: Interest charged daily on overdrawn balance

Risk: Can be cancelled (recalled) by bank at any time.

Security: none required

Control: No loss of control

Trade Credit

This involves buying goods now and paying for them at a later date.

Cost: Loss of discounts; interest is charged on overdue accounts

Risk: loss of credit rating if invoices are not paid on time

Security: None required

Control: No loss of control

Accrued Expenses

This means delaying paying bills and using money for other purposes

Cost: No interest charged;cash discounts may be lost.

Risk: Loss of credit rating and reputation if bills are not paid on time

Security: none required

Control: No loss of control

2. Medium Term Sources of Finance

Term Loans

These loans are negotiated with abank and are repaid in fixed instalments over a period of time.

Cost: Interset is charged ,the rate depends on the amount borrowed and time period.it also depends on the risk and firms credit rating.

Risk: loss of credit status, refusal of future loans if repayments are not made.

Securrity: security may be required 

Control: Conditions attached may restrict the business especially if assets are used as security.

Leasing 

This means rentying fixed assest in return for payment of an agreed monthly amount. The hirer of the asset never gains ownership.

Cost: Expensive source of finance; payments are tax-deductible; you lose depreciation write-off against Profits; loss of government grants ( as asset was not purchased)

Risk: no risk involved if payments are made on time

Security: no security required

Control: no lossof control

Hire-Purchase

This means purchasing an asset by means of aninitial deposit and the balance in theform of regular instalments paid overacertain period.

Cost: Expensive source of finance; interest rates are high

Risk: repossession ofasset if payments are not made on time

Security: the asset on hire-purchase is a type of security as it can be repossessed.

Control: no loss of control

3. Long term Sources of Finance

Equity Capital 
The benefits of using equity capital as a source of funding growth include the following: 

Cost: Equity capital can be a cheap method of finance, if the company had a bad trading year and profits were low then, since there is no obligation to shareholders to pay a dividend.  The company does not have to pay back the share capital to the shareholders. Compare this situation to a loan where capital and interest must be repaid. 

Risk: There is a high business risk attached to issuing ordinary shares. ‘Risk- averse’ investors will avoid them. The shares may have to be sold at a low price or large numbers of them offered for the required finance. 

Security: no security required however, the issuing of shares, especially if the company is a public one, can be expensive. There are various legal formalities to be met and professional fees to be paid.  Public limited companies must submit to rigorous financial requirements if they are  to be listed on the Stock Exchange.

Control: Shareholders will use their votes to deicide on the companys future. This may not be in accordance to the long term wishes of the original owners. 

Long Term Loan Capital 
Long term loans from financial institutions have fixed rates of interest with specific repayment schedules.  They have benefits for the growing business enterprise. 

Cost: Compared to the raising of share capital, debt capital is easier to obtain but often has high interest payments.  Interest payments on business loans are an allowable expense in the Profit and Loss account and reduce corporation tax liability. 

Risk: Loss of assets used as security if loan is not repaid.

Security: Fixed Assets are required as security

Control: the lender may impose restrictions on the managements freedom to act independently in order to protect their loan. Lenders may appoint a representative to the BoD to monitor progress.

Venture Capital

This is finance provided as start-up capital to new firms that are considered to be especially risky and unable to raise finance from normal sources. Capitalis provided through a loan or through purchase of shares or both.

A venture Capital company usually appoints one of its staff to the board of directors of the new enterprise to oversee operations. Examples of Venture Capital companys: Allied Irish Investment Bank, ICC (Industrial Credit Company)

Government Grants

These usually have conditions attached.the project must be viable in the long run and must creat jobs. Grants are available from Enterprise Ireland, and from county enterprise boards.

Cost: No interest or cash repayments nor dividend payments

Risk: if the conditions attached are not met, the grant may be recalled

Security: no security required

Control: the body advancing the grant may look for share ownership to make sure the grant is used in accordance with the agreement.

