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I. Introduction

Raising capital to start or expand a business is a strenuous task for most entrepreneurs. The decision on the mix of different
types of capital eventually deployed is important as it influences the direction of a company for a lifetime. With an optimal
mix, the cost of capital is reduced increasing economic returns and business value. For this reason, business owners ought
to carefully evaluate their own circumstances in deciding their capital structure.

Capital represents the financial resources used to start, maintain or grow a business. It is one of the four factors of
production considered by economists (the other three being land, labour and entrepreneurship) and takes three different
forms. Fixed capital procures non-current assets that include though not limited to land and items of plant and machinery.
Working capital funds the day to day operations of a business while growth capital supports a business to expand or
change direction.

The primary sources of capital for a business may be categorised as either debt or equity. Debt is short or long term
while equity includes ordinary and preference stock among others. There are also hybrid instruments that bear the
characteristics of both debt and equity such as convertible debt that we explain further in section 4.

This publication outlines the forms of capital and a discussion of the commercial consequences for each.

2. Equity financing

Equity financing involves raising capital by selling a stake in a company to an investor who becomes its shareholder.
Equity thus represents the value of shareholders’ interests in a company. Equity is also referred to as risk capital because
Investors bear the risk of business failure. Unlike debt, equity is not repayable and for this reason equity investors demand
for high returns commensurate with the investment risk undertaken.

An equity investor acquires a right to share in the annual profits of the company when dividends are declared. The investor
likewise has a claim over the residual assets of the company at liquidation or winding up (i.e. after satisfying creditors’
claims) as well taking part in the governance of the company subject to the terms of its constitutional documents.

The two main forms of equity are ordinary and preference shares. Hybrid financing instruments such as convertible debt
too can qualify for classification as equity: see the discussion in section 4 of this publication.

a. Common stock

These are also known as ordinary shares and represent an ownership interest in a company. Ordinary shareholders are
entitled to voting rights and annual dividends. They also have a residual claim on the company’s liquidated assets after all
liabilities and superior claims have been paid. Most companies have a single class of ordinary shares though it is possible
to issue different classes with divergent rights.

b. Preference shares

These are also known as preferred shares. Preference shareholders have priority over ordinary shareholders in receiving
dividends and claiming the residual assets of the company at liquidation or winding up. Despite this priority, preference
shareholders typically do not have voting rights. Preference shares are issued with a par value which is the reference
point of determining the dividends payable and the entitlement to the residual assets of the company at liquidation or
winding up. Preference shares can be participating or non-participating, convertible or non-convertible, redeemable or
non-redeemable and cumulative or non-cumulative.

e Convertible or non-convertible preference shares

Convertible preference shares are those shares which can be converted into ordinary stock after issue subject to the terms
and conditions of their issue. Non-convertible shares cannot be changed to ordinary shares.

e  Participating or non-participating
Participating preference shareholders are entitled to dividends prior to payment to ordinary shareholders but can also
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receive an additional dividend along with the ordinary stockholders. Non-participating preference shares do not have this
right and are limited to the fixed priority dividends prior to disbursement of ordinary dividends.

e  Cumulative or non-cumulative

With cumulative preference shares, investors are able to carry over to the following year any unpaid amount if the
company does not have sufficient profits to pay the fixed annual dividends. Non-cumulative shareholders are unable
to recelve dividends that were not paid from a prior accounting period if none were declared because of unfavourable
company circumstances.

e  Redeemable or non-redeemable

A company has a right to buy back redeemable preference shares subject to pre-agreed terms. If preference shares are
non-redeemable, then the shareholder is only entitled to the return of initial capital investment on the winding up or
liguidation of the company. See our discussion under hybrid financing in section 4.

3. Debt financing

Debt financing involves a business borrowing funds that are repayable together with interest. Though borrowings do not
dilute business ownership, they are shown as a liability on the balance sheet of a company. Within tolerable ranges, debt
1s less risky for the investor and therefore less expensive in comparison to equity because it is ultimately repaid back to the
lender which is not the case with equity. Debt can be short or long term as explained further below.

e  Short term loans

Short term loans are normally advanced to companies to meet their day to day working capital requirements and
repayable within twelve months. Short term loans can take the form of lines of credit or the traditional bank loans.

Traditional bank loans can be secured or unsecured. A secured loan is one where the borrower'’s obligation to repay is
secured by collateral. An unsecured loan is one where the bank disburses a loan without any pledge or specific collateral
to support the loan in case of default.

e Long term loans

Long term loans are repayable over more than one year and mostly finance the acquisition of non-current assets. Long
term loans are often secured by collateral and small companies face great challenges qualifying for them because of their
weak balance sheets.

Instalment loans help businesses acquire fixed assets. A bank can disburse a loan covering the significant cost of the value
of the equipment in return for a security interest in the same.

Terms loans are typically unsecured though some banks maintain the security requirement. Banks grant these loans to
businesses whose past operating history suggests a high probability of repayment. Term loans usually impose covenants
on the business decisions made by the company.

b, Hybrid financing

Debt and equity are at opposite ends of the spectrum and in the midpoint lies hybrid financing that offers investors and
investees the benefits of both equity and debt. Though hybrid financing instruments possess the characteristics of both
debt and equity, they must be classified as either debt or equity for accounting and tax purposes in accordance with the
criteria set out under generally accepted accounting principles (GAAP).

a) Convertible bonds

A convertible bond is a debt instrument that can subsequently be converted into equity. It will bear all the features of debt
before conversion to equity acquiring the rights and rewards of company ownership. Convertible bonds can be structured
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variously with conversion occurring at the point set out in the bond terms.

If the bond issuer has an unavoidable contractual obligation to pay cash at the end of the bond term if the holder chooses
not to exercise the conversion option, the inclination is classify this as debt under GAAP. If the bond issuer however has
an unavoidable contractual obligation to repurchase the bond by issuing its shares, it would be preferred to treat this
as equity. There are complex accounting rules on the classification, initial recognition and measurement of convertible
bonds.

b) Redeemable preference shares

It is necessary to consider the substance of redeemable preference shares to decide whether they need to be presented
as debt or part of equity. It is possible for tax authorities to contend that preference shares should be treated as a liability
(debt) which can have an impact on the gearing ratios for tax purposes for most juridisctions.

The classification of preference shares as debt or equity is not straightforward. In general, where the holder of preference
shares is entitled to cash, or if the preference shares are redeemable at a later date, these are treated as debt rather than
equity. This is because there is a contractual obligation for the company to pay cash to the holder of the preference shares.
This is however not absolute and preference shares can also be recognised as equity in certain situations. If the option to
redeem the entity’s preference shares has been granted at the discretion of the issuer, the shares are classified as equity.
In this situation, the issuer has a right to pay cash to buy back the shares but not the obligation to do so.

c) Non-redeemable preference shares

Where the preference shares are non-redeemable, the classification depends on a careful analysis of the other rights
attaching to them. If distributions to holders of the preference shares whether cumulative or non-cumulative are at the
discretion of the issuer, the shares are equity instruments and expenses thereto dividends. If distributions are mandatory,
the shares are classified as financial liabilities (debt).

a. An appraisal of debt and equity financing

As seen in the foregoing discussion, debt financing involves borrowing money repayable with interest while equity
financing involves raising money by selling a stake in the company with a right to a future share of profits (i.e. dividends).
Some of the commercial consequences of raising capital by way of debt or equity are as provided below.

Issue Debt financing Equity financing

e Does not have an ownership
stake in the business. Control is
maintained though some term
loans impose covenants on how
to run the business until debt
repayment

e Acquires ownership stake in the
business. Dilutes ownership and
control in a business.

Ownership

e Dividends payments are not tax
deductible expenses. They are payable
out of the residual profits that remain
after corporation tax has been paid.

e Interest payments are ordinarily
Deductibility for tax purposes allowable deductions for tax

purposes.

O BES IUSES Enel PRyt BEgms e Earns dividends or capital gains on

Returns °

almost immediately.

The rate of interest on the loan
should for related party entities
should reflect the prevailing market
conditions to be tax compliant.

share disposal. There is no pressure
to make early returns, but returns are
generally higher than interest on debt
to compensate for the higher risk
taken by the investor.
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Issue Debt financing Equity financing
e Interest accrues immediately the e Dividends are received only when
Time value of money loan is disbursed depending on the the company has profits available to
terms of the loan agreement. distribute.

e  Forex differences arise if the loan is
denominated and loan repayments | ®  The share capital of the Ugandan legal

are made in a currency other than entities is denominated in Uganda
Forex differences the currency used to prepare the shillings. Therefore no forex differences
financial statements. arise in the company's books on
equity.
e Difficult to obtain for new e Equity financing is the most common
Stage of business businesses with a lean balance means of financing business at early
sheet stage

e Stamp duty does not arise in .
: i ; e Stamp duty is imposed on the
relation to debt financing except on , '
Stamp duty , authorised share capital of the
the loan agreement and security
company.

perfection documentation.
e WHT is payable to the tax

e  WHT is payable to the tax authorities

Accounting for withholding authorities upon payment .
. ) upon payment of dividends unless
tax (WHT) of Interest unless there is an , ,
] there is an exemption.
exemption.
b. Conclusion

The practice is for businesses to blend equity with debt. Within tolerable limits, secured debt offers the lowest cost of
capital because of the lower return required by a secured lender and the tax deductibility of the interest payable. Too
much debt however increases the bankruptcy risk to shareholders due to the cash required to service debt and the return
on equity that they require. Thus business ought to find an optimal capital structure combining debt and equity that
will lower the cost of capital increasing economic returns and business value. The optimum mix will vary from industry
to industry and will be influenced by the conditions prevailing in the market where a company operates, for example
companies in developing countries may be seen as intrinsically higher risk and therefore require high levels of equity
compared to debt.

Cristal Advocates accepts no responsibility for any loss occasioned to any person acting or refraining from acting as a result
of material contained in this publication. Further advice should be taken before relying on the contents of this publication.
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