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Source of Finance:
A joint stock company requires two kinds of funds, namely short-term finance and long term finance. Short-term finance is raised through commercial banks, public deposits, trade credit, customer advances, factoring, inter-corporate deposits and instalment credit etc. and the long- term finance is raised by issuing shares and debentures, raising loans through financial institutions and commercial banks and by way of retained earnings etc.
Long term Source of Finance: 
It is required for investment in fixed assets like land and buildings, plant and machinery, motor vehicles etc. And for financing expansion programmes. Long-term funds are raised for a long period, say, more than five years. Both long-term and short-term funds can be raised from two types of sources (a) owned funds, and (b) borrowed funds or loan capital. Owned funds consist of equity shares, preference shares and retained earnings. These funds belong to the owners. On the other hand, borrowed funds belong to the creditors or lenders. Debentures, public deposits, trade credit, instalment credit, loans etc. Constitute the borrowed funds.
Equity shares: 
Equity shares are those shares that carry voting rights and provide capital on permanent basis. They are also known as ordinary shares. The people holding these shares can be called shareholders of the company.  Issue of shares is the most important method of raising long-term funds. Shares are the ownership securities and share capital represents the ownership capital. 
The share capital of a company is divided into a large number of equal parts and each part is individually known as a share. Equity share are issued prior to other securities and repaid in the last. Dividend on such shares is payable only when there are profits and the company declares dividend. Dividend on equity shares is paid after paying dividend on preference shares. In the event of winding up of the company equity shareholders are paid after all other claims are paid, thus equity shareholders bear the maximum risk. But they enjoy full voting rights and control over the management of the company.
Features of Equity Shares:
i. The equity shareholders enjoy voting rights. They have right to elect directors who will manage the company.
ii. Equity share are issued prior to preference shares and debentures.
iii. These shares carry no preferential rights in the payment of dividend.
iv. Equity share capital is repaid in the last in the event of winding up of the company.

Advantages of Equity Shares:
From company’s point of view – Advantages:
i. Permanent capital: The equity share becomes a lifetime capital to be refunded only if the company decides to close down.
ii. No burden on earnings: The dividend to be paid on the equity share is decided by the company and is only payable if the company is making profit. If there is no profit there is no dividend.
iii. No charge on assets: Equity shares, unlike debentures, do not create any charge on the assets of the company. The company remains free to raise loans on its assets.
iv. Source of strength: Large equity capital imparts prestige and respect for a company both in business and financial circles. Thus, its credit worthiness goes up.

From investors / shareholder’s point of view – Advantages:
i. Shareholders enjoy voting rights and controlling power over the company.
ii. Shareholders liability is limited to the face value of the shares held by them.
iii. More profit will give greater dividend to the equity shareholders unlike preference shares where the annual rate of dividend is fixed.
iv. The value of equity shares may increase. Consequently, the capital gains for the share- holders also increase.
v. Shareholders are not required to pay income tax on dividends received from the company.

Disadvantages of equity shares
From company’s point of view – Disadvantages:
i. Excessive issue of equity shares may lead to over - capitalisation.
ii. Equity shares carry voting rights. Institutions and people may subscribe and hold onto major chunks of equity shares and thus gain control of the company for their own motives.
iii. If the company issue only equity shares, it will lose the opportunity of trading on equity by issuing other securities.
iv. The cost of issuing equity shares is higher than the cost of issuing other type of security.
Underwriting commission, brokerage etc. is very high for equity capital.
v. A company cannot issue shares in excess of its authorised capital as stated in the Memorandum of Association.

From Investors’ / shareholders’ point of view – Disadvantages:
i. Shareholders bear a high risk on account of dividend and repayment of capital.
ii. There is uncertainty of earnings for the shareholders or investors.
iii. It leads to oligarchic management of the company.
iv. It is not preferred by cautious investors.

Preference Shares:
Preference shares are those shares that enjoy certain privileges regarding the payment of dividends and the return of capital. Dividend at a fixed rate is payable on preference shares and this is to be paid before dividend is paid on equity shares. In the event of the winding up of the company, the preference shareholders are to be paid back their capital before the equity shareholders. Preference shareholders have no voting rights.

Features of Preference shares:
i. The preference shares do not give voting rights to their holders
ii. Preference shares carry a regular and fixed rate of dividend.
iii. Preference shareholders are entitled to receive a fixed rate of dividend out of the net profits of the company prior to declaration of dividend on equity shares.
iv. Preference shareholders get priority over the equity shareholders regarding return of capital in case of winding up of the company.

Types of Preference Shares: Preference shares are subdivided into the following types of shares:

1. Cumulative Preference Share: The holders of Cumulative Preference Shares are entitled to arrears of dividend on their shares to be paid out of the profits of subsequent years, if in any year the dividend on them cannot be paid. Such arrears of dividend must be paid before dividend is paid on any other class of shares.

2. Non - Cumulative Preference Shares: Non-Cumulative Preference Shares do not get any dividends if no profit is declared any year. Arrears of dividend are not carried forward to or payable in the next year.

3. Participating Preference Shares: Holders of Participating Preference Shares are entitled to participate in the surplus profits of the company in addition to their normal fixed rate of dividend.
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4. Non-Participating Preference Shares: The non - participating Preference shares shareholders are not entitled to any extra dividend after the distribution of dividend to ordinary shareholders. They have no right to share in the surplus profits.

5. Convertible Preference Shares: The shareholders of convertible Preference Shares can get their shares converted into equity shares after a fixed time period.

6. Non - Convertible Preference Shares: The Preference Shares which cannot be converted into equity shares are known as non-convertible preference shares.

7. Redeemable Preference Shares : Redeemable preference shares are those shares that have to be paid back by the company after the completion of  their maturity period. They are for a specified period of time.

8. Irredeemable Preference Shares : Irredeemable preference shares cannot be redeemed during the lifetime of the company. However, the companies Act 2013 lays down that preference shares cannot be issued for a period of more than twenty years.

Advantages of preference shares:
From company’s point of view – Advantages:

i. Appeal to cautious investors: The preference shares attract funds from those investors who prefer safety of their investments and a fixed rate of return on their investment. This helps to enlarge the sources of funds for the company.

ii. No burden on profits: Since, the dividends are paid out of the profits; they do not put any unnecessary burden on the company’s financial resources.

iii. No interference in management: Preference shares do not carry voting rights; therefore preference shareholders cannot interfere in the company’s management.

iv. No charge on assets: Preference share do not carry a charge on the company’s assets. The company can keep its fixed assets free to be used for raising loans in future.

v. Trading on equity: Preference shareholders are entitled to a fixed rate dividend which enables the equity shareholders to get higher dividend.

From investors / Shareholders’ point of view – Advantages:
i. Preference shareholders get stable dividends every year.
ii. Preference shareholders have less risk as compared to equity shareholders.
iii. Preference shareholders have preferential rights as regard payment of dividend and repayment of capital.
iv. In case cumulative preference shares, the arrears of dividend accumulate and are payable in future.

Disadvantages of preference shares:
From the view point of company:
i. Costly source:  As compared to debentures, the cost of financing through preference shares is high. Dividend paid on preference shares is not deductible as expenditure for tax purposes.

ii. Permanent burden: Unlike equity shares, preference share have to be paid fixed rate of dividend. This may prove costly for a company when profitability is low.

iii. Legal formalities: The redemption of preference shares is a lengthy procedure and involves a number of legal formalities.

iv. Not very attractive to investors: Preference shares do not represent an attractive option to shareholders. They are not popular and not very effective as a means of raising capital.

From the view point of Shareholders:
i. Lack of voting rights: Preference shareholders do not have the right to vote at the annual general meetings of the company, hence, preference shareholders have no say in the management of the company.

ii. Fear of being shown the door: Redeemable preference shareholders may get redemption before enjoying the consequences of prosperity of the company. Company raises capital from them when it is badly in need of funds. But once the purpose is segued it can pay back their money.

iii. No capital appreciation: Preference shareholders are not entitled to capital gains on account of company’s prosperity during boom period.

iv. No guarantee of dividends: There is no guarantee of payment of dividend on preference shares. Rate of dividend is generally modest.
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Answer the following questions:

1. What are equity shares?
2. What are preference shares?
3. Explain the features of equity shares.
4. Explain the features of preference shares.
5. What are the advantages of preference shares from the point of the company and investors?
6. What are the disadvantages of preference shares from the point of the company and investors?
7. Explain the advantages of equity shares from the point of the company and shareholders.
8. Explain the disadvantages of equity shares from the point of the company and investors.
9. Discuss the various types of preference shares.

Note: Please do this assignment in your copies. It will be checked when the school re-opens.




