PROJECT ANALYSIS AND MANAGEMENT
CHAPTER: VII PROJECT FINANCE
Introduction:







In our present day economy, finance is defined as the provision of money at the time when it is required. Every project, whether big, medium or small needs finance to carry on its operations and to achieve its targets. In fact, fiancé is so indispensable today that it is rightly said that it is the lifeblood of an enterprise.

Menu of financing:

Project fiancé can be classified under two categories.

(i) Shareholders fund (Equity)

(ii) Loan funds (Debt)

The various forms of financing are given in the chart 
















Equity Capital:

Equity capital represents ownership capital, as equity shareholders collectively own the company. They enjoy the rewards and bear the risks of ownership. However, their liability, unlike the liability of the owner in a proprietary firm and the partners in a partnership concern, is limited to their capital contributions.

Some terms:
1. Authorised Capital; the amount of capital that a company can potentially issue as per its memorandum, represents the authorized capital.

2.  Issued Capital: the amount offered by the company t o the investor called the issued capital.

3. Subscribed Capital: that part of issued capital, which has been subscribed to by the investors, represents the subscribed capital. 

4. Paid up Capital: the actual amount paid up by the investors is called paid up capital.

5. Par value, issue price, Book Value and Market Value: The par value of an equity share is the value stated in the memorandum and written on the share scrip. The par value of equity shares is generally Br. 10, Br. 100.

The issue price is the price at which the equity share is issued. Generally the issue price and par value are and the same for new companies. An existing company may some times set its issue price higher than the par value. 

The Book value of an equity share is equal to 





Paid up Equity capital + Reserves and Surplus – intangible
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No. Of outstanding equity shares

Quite naturally the book value of an equity share tends to increase as the ratio of reserves and surplus to paid up capital increases.

Market Value: Market value of an equity share is the price at which it is traded in the market. This price can be easily established for a company, which is listed on the stock market and activity, traded.

Advantages of Equity:
1. Equity shares do not create any obligation to pay a fixed rate of dividend.

2. Equity shares can be issued without creating any charge over asset of the company.

3. It is permanent source of capital and the company has not to repay  it  except under liquidation

4. Equity share holders are the real owners of the company who have the voting rights

5. In case of profits, equity shareholders are the real gainers by way of increased dividends and appreciation in the value of shares.

Disadvantages of Equity shares:

1. If only equity share are issued, the company cannot take the advantage of trading on equity.

2. As equity capital cannot be redeemed, there is a danger of overcapitalization.

3. Equity shareholders can put obstacles in management by manipulation and organizing themselves.

4. During prosperous periods higher dividends have to be paid leading to increase the value of shares in the market and speculation.

5. Investors who desire to invest in safe securities with a fixed income have no attraction for such shares.

Preference share Capital:

As the name suggests, these shares have certain preferences as compared to other type so shares. Theses shares are given two preferences. There is a preference for payment of dividend. Whenever the company has distributable profits, the dividend is first paid on preference share capital. Other shareholders are paid dividend only out of the remaining profits, of any. The second preference for these shares is the repayment of capital at the time of liquidation of company. After paying outside creditors, preference share capital is returned. Equity shareholders will be paid only when preference share capital is returned full. A fixed rate of dividend is paid on preference share capital. Preference shareholders don not having the voting rights; so they have no say in the management of the company. However, they a vote if their own interests are affected. Those persons wow eat their money to fetch a constant rate of return even if the earning is less will prefer to purchase preference shares.

Types of Preference shares:

Preference share are of the following types

a) Cumulative Preference Shares: these shares have a right to claim dividend for those years also for which there are no profits. Whenever there are divisible profits, cumulative preference shares are paid dividend for all the previous years in which dividend could not be declared. 

b) Non –cumulative Preference shares: The holders of these shares have no claim for the arrears of dividend. They are paid a dividend if there are sufficient profits. They cannot claim arrears of dividend in subsequent years.

c) Redeemable Preference Shares: Normally, the capital of a company is repaid only at the time of liquidation. Neither the company can return the share capital nor can the shareholders demand its repayment. The company, however, can issue redeemable preference shares. In this case the company has right to return redeemable preference share capital after a certain period.

d) Irredeemable Preference shares:
Those shares, which cannot be redeemed unless the company is liquidated, are known as irredeemable preferences shares.

e) Participating Preference shares; the holds of that share participate in the surplus profits of the company. They are firstly paid a fixed rate of dividend and then a reasonable rate of dividend is paid on equity shares. If some profit remains after paying both these dividends, then preference shareholders participate in the surplus profits.

f) Non-participating preference shares: The shares on which only a fixed rate of dividend is paid are known as non-participating preference shares. These shares do not carry the additional right of sharing profits of the company.

g) Convertible Preference Shares: the holders of the shares may be given a right to convert their holdings into equity shares after a specific period. Theses are called convertible preference shares.

h) Non-coverable preference shares: the shares, which cannot be converted into equity shares, are known as non-convertible preference shares.

Advantages of Preference Shares:
1. There is no legal obligation to pay preference dividend’s company does not face bankruptcy or legal action if it skips preference dividend.

2. There is no redemption liability in the case of perpetual preference shares. Even in the case of redeemable preference shares, financial distress may not much because (i0 periodic sinking fund payments are not required. (ii) Redemption can be delayed without significant penalties.

3. Preference capital is generally regarded as part of net worth. Hence, it enhances the creditworthiness of the firm.

4. Preference shares do not, under normal circumstances, carry voting rights. Hence, there is no dilution of control.

5. No collateral is pledged in favor of preference shareholders. Hence, the mort gable assets of the firm are conserved.

Shortcomings of the Preference share capital:

1. Compared to debt capital, to be a more expensive sourer of financing because the dividend paid to preference shareholders is not, unlike debt interest, a tax-deductible expense.

2. Though there is no legal obligation to pay preference dividends, skipping them can adversely affect the image of the firm in the capital market.

3. Compared to equity shareholders, preference shareholders have a priority claim on the assets and earnings of the firm.

4. If a firm skips preference dividends for three years, it has to grant voting rights to the preference shareholders, on matters affecting them.

Internal Accruals:

The internal accruals of a firm consist of depreciation charges and retained earnings. Depreciation represents the allocation of capital expenditure to various periods over which the capital expenditure is expected to benefit the firm.

Retained earnings are that portion of equity earnings (Profit after tax less preference dividends) that are ploughed back in the firm. Because retained earnings are the sacrifice made by equity shareholders, they are referred to as internal equity. Companies normally retain 30% to 80% of profit after tax for financing growth. 

Advantages and Disadvantages of internal Accruals:

Internal accruals are viewed vary favorably by most corporate managements for the following reasons.
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· Internal accruals are readily available. Management does not have to talk to outsiders(shareholders and lenders)

· Use of internal accruals, in contrast to external equity eliminates issue cost and losses on account of underwriting.

· There is no dilution of control when a firm relies on internal accruals.

· The stock market generally views an equity issue with skepticism. Internal accruals, however, do not carry any negative connotation.

The disadvantages of internal accruals include the following

· The amount that may be available by way of internal accruals may be limited. The opportunity cost if depreciation generated funds is equal to the cost of equity –remember that retained earnings, in essence, represent dividends forgone by equity shareholders.

· The opportunity cost of depreciation-generated funds is equal to the weighted average cost of capital of the firm.

· Many firms do not fully appreciate the opportunity costs of retained earnings and depreciation generated funds. They tend to impute a low cost of internal accruals. Comforted by the easy availability of internal accruals. Comforted by the easy availability of internal accruals and the notion that they have a low cost, managements may invest in sub marginal projects that have a negative impact.

Term loans:

The term loans given by financial institutions and banks have been the primary source of long term debt for private firms and most public firms. Terms loans, also referred to as tem finance, represent a source of debt finance, which is generally repayable in less than 10 years. They are employed to finance acquisition of fixed assets and working capital margin. Term loans differ from short-term bank loans, which are employed to finance short-term working capital need and tend to be self-liquidating over period of time usually less than one year.

Features of term loans:

The following features of tem loans may be discussed.

· Currency

· Security

· Interest payment and Principal payment

· Restrictive covenants

Currency: financial institutions give birr term loans as well as foreign currency term loans. The most significant form of assistance provided by financial institutions, birr term loans are given directly to industrial concerns for setting up new projects as well as for expansion, modernization and renovation of projects. 
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These funds are provided for incurring expenditure for land, building, plant and machinery, technical know-how, miscellaneous fixed assets, preliminary expenses, preoperative expenses, and margin money for working capital.

Financial institutions provide foreign currency term loans for meeting the foreign currency expenditure towards import of plant, machinery and equipment, and payment of foreign technical know –how fees. The periodically liability for interest and principal remains in the currency/currencies of the loan and is translated into birr at the prevailing rate of exchange for making payments to the financial institutions.

Security: Term loans typically represent secured borrowings. Usually assets, which are financed with the term loan, provide the prime security. Other assets of the firm may serve as collateral security.

Interest payment and principal payment: the interest and principal repayment on term loans are definite obligations that are payable irrespective of the financial situation of the firm. To the general category of borrowers, financial institutions charge an interest rate that is related to the credit risk of the proposal, subject usually to a certain floor rate.

The principal amount of term loan is generally repayable over a period of 4 to 7n hereafter the initial grace period of 1 to 2 years. Typically term loans provided by financial institutions are repayable in equal semi-annual installments or quarterly installments.

Term loan Procedure:

The procedure associated with a term loan involves the following steps;

· Submission of loan application

· Initial processing of Loan Application

· Appraisal of the Proposed Project

· Issue of the Letter of sanction

· Acceptance of the Terms and Conditions y the Borrowing Unit

· Execution of Loan Agreement

· Creation of security

· Disbursement o loans

· Monitoring

Debentures:

A company may raise long-term finance through public borrowings. The issue of debentures raises these loans. A debenture is an acknowledgement of a debt. According to Thomas Evelyn, ‘ A debenture is a document under the company’s seal which provides for the payment of a principal sum and interest thereon at regular internals, which is usually secured by a fixed or floating charge on the company’s property or undertaking and which acknowledges a loon to the company”.
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 A fixed rate of interest is paid on debentures. The interest on debenture is a charge on the profit and loss account of the company. These debentures are generally given a floating charge over the assets of the company. When the debentures are secure, they are paid on priority in comparison to all other creditors.

Types of Debentures:

· Simple, Naked or unsecured Debentures

· Secured or Mortgaged Debentures

· Bearer Debentures

· Registered Debentures

· Redeemable Debentures

· Irredeemable debentures

· Convertible Debentures

· Zero interest debentures

· Guaranteed debentures

· Collateral Debentures

Advantages of Debentures:

1. Debentures provide long-term funds to a company

2. The rat of interest payable on debentures is usually, lower than the rate of dividend paid on shares

3. The interest of debentures is a tax-deductible expense and hence the effective cost of debentures is lower as compared to ownership securities where dividend is not a tax-deductible expense.

4. Debt financing does not result into dilution control because debenture holders do not have any voting rights

5. A company can trade on equity by mixing debentures in tits capital structure and thereby increase is earning per share.

6. Many companies prefer issue of debentures because of the fixed rate of interest attached to them irrespective of the changes in price levels.

7. Debentures provide flexibility in the capital structure of a company as the same can be redeemed as and when the company has surplus funds and desires to do so.

Limitations of Debentures:
1. The fixed interests charges are repayment of principal amount on maturity are legal obligations of the company. These have to be paid even when there are no profits.

2. Charge on the assets of the company and other protective measures provided to investors by the issue of debentures usually restrict a company from using this source of finance. The company cannot raise further loans against the security of assets already mortgaged to debenture holders.

3. The use of debt financing usually increases the risk perception of investors in the firm. This enhanced financial risk increases the cost of equity capital.

4. Cost of raising fiancé through debentures is also high because of high stamp duty.
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5. A company who’s expected future earnings is not stable or who deals in products with highly elastic demand or who does not have sufficient fixed assets to offer as security to debenture holders cannot use this source of raising funds to its benefit.

Working Capital Advance:

Working capital advance by commercial banks represents the most important source for financing current assets.
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Forms of Bank of Finance:

Working capital advance is provided by commercial banks in three primary ways;(i) cash credit / Overdrafts,(ii) loans, and (iii) purchase/discount of bills. In addition to these direct forms, commercial banks help their customers in obtaining credit from other sources through the letter of credit arrangement.

Miscellaneous Sources:

Apart from the above-mentioned sources of finance there are several other ways in which finance may be obtained. These include:

Deferred Credit: Many times the suppliers of machinery provide deferred credit facility under which payment for the purchase of machinery is made over a period of time. The interest rate on deferred credit and the period of payment vary rather widely. Normally, the supplier of machinery when he offers deferred credit facility insists than the buyer should furnish a bank guarantee.

Lease finance: A lease fiancé represents a contractual arrangement whereby the lessor grants the lessee the right to use an asset in return for periodic lease rental payments. While leasing of land, buildings and animals has been known from times immoral, the leasing of industrial equipments is a relatively recent phenomenon.

Hire Purchase agreement: The hire purchases the asset and gives it on hire to the hirer

The hirer pays regular hire purchase installments over a specified period of time. These installments cover the interest as well as principal repayment. When the hirer pays last installment, the title of the asset is transferred from the hire to the hirer. The hire charges interest on flat basis.

Unsecured Loans: The promoters to fill the gap between the promoter contributions required institutions typically provide unsecured loans and the equity capital subscribed to by the promoters. These loans are subsidiary to the institutional loans.

Deposits: deposits from the public, referred to as public deposits, represent unsecured borrowing of one to three years duration. Many existing companies prefer to raise public deposits instead of term loans from financial institutions because restrictive covenants do not accompany public deposits.

R.Dhanuskodi

Department of Accounting

Jimma University
Equity capital





Preference capital





Equity





Internal Accruals





Sources of Capital





Term loans





Debt





Debentures





Working Capital Advance





Miscellaneous Sources








