TOPIC SIX

THE FINANCE FUNCTION

6.0 Definition
Finance is the process of planning, sourcing, and managing funds to support a business’s operations, growth, and long-term objectives. It ensures the effective allocation, acquisition, and cost management of financial resources to keep the business sustainable and achieve its goals. In any business, finance is often called the “lifeblood” because it supports daily operations, enables growth, and drives long-term strategy. Every business decision has a financial impact. The finance function focuses on three key tasks:

1. Planning – estimating how much money is needed (allocation).

2. Sourcing – finding the best mix of ways to raise the money (acquisition).

3. Cost management – obtaining funds at a reasonable cost to keep the business sustainable (control).
6.1 Key Financial Decisions

Every business, regardless of size, makes four fundamental financial decisions:

1. Investment Decisions (Capital Budgeting): These are decisions about how a firm should invest its current funds in long-term assets to generate future returns. They are considered the most important because they shape the company’s future profitability. Such decisions are often risky and complex, as they require balancing expected returns with the risks involved. Examples include purchasing machinery, building a factory, improving productivity or products, diversifying or expanding the business, research and development, acquiring tangible and intangible assets, and engaging in mergers or acquisitions. To evaluate these projects, financial managers use techniques like Net Present Value (NPV), Internal Rate of Return (IRR), and the Payback Period.

· Example (Uganda): When Mukwano Industries considers building a new plastic manufacturing plant, it's making a capital budgeting decision. It must analyse the project's expected cash flows, risks, and required return to see if it adds value to the company.

· Global Example: Apple investing in renewable energy and R&D.
2. Financing Decisions (Capital Structure): These are decisions about where and how a firm should raise funds to finance its operations and investments. The finance team must determine how much capital is needed and the best mix of debt and equity to provide it. Before choosing a source of finance, it is important to weigh the advantages, disadvantages, and suitability of each option. The aim is to achieve an optimal capital structure, one that balances cost and risk, minimises the overall cost of capital, and maximises the value of the firm. A firm that relies heavily on borrowed funds is considered highly risky and owners’ capital alone (equity shares & retained earnings) may not always provide sufficient funds.
· Global Example: Tesla, an American electric vehicle company, has a capital structure that relies on a mix of debt (bonds) and equity (common stock) to fund its massive investments in Gigafactories and new technologies.

· Ugandan Example: MTN Uganda issuing shares on the Uganda Securities Exchange to raise equity.
3. Dividend Decisions: These are decisions about how a firm should use its after-tax profits. whether to distribute them to shareholders as dividends or to retain them for reinvestment in the business. This decision must balance shareholders’ demand for current income with the firm’s need for future growth, while keeping in mind the overall goal of maximising shareholders’ wealth.
· Example (Uganda): MTN Uganda, a telecommunications company listed on the Uganda Securities Exchange, regularly declares dividends to its shareholders. The decision to pay a dividend or retain the earnings for network expansion is a key dividend decision.
4. Working Capital Management Decisions: These decisions focus on managing a firm’s short-term assets and liabilities to ensure it can meet day-to-day obligations, maintain liquidity, and avoid insolvency. Working capital, calculated as Current Assets – Current Liabilities, is a key measure of a company’s short-term financial health and ability to fund operations or respond to opportunities.
Key areas of working capital management include:

· Inventory levels - deciding how much stock to hold.

· Cash vs. credit sales ratios - balancing immediate cash flow with increased sales from offering credit.

· Cash management - ensuring enough cash for daily needs without holding excess.

· Receivables and payables administration - collecting debts efficiently and paying suppliers on time.

· Surplus cash investment - investing extra funds in short-term, low-risk securities.
· Ugandan Example: For Ugandan SMEs in agriculture, maintaining adequate inventory of harvested produce or seeds during the appropriate seasons is crucial to meet demand and avoid spoilage.

· Global Example: Walmart optimises working capital through a highly efficient supply chain and just-in-time (JIT) inventory systems, which minimise the amount of stock it must hold.

Global Context: In today's interconnected global economy, financial decisions are influenced by international capital markets, foreign exchange rates, and global economic trends. Understanding these dynamics is crucial for a modern finance manager.

6.2 Need for Finance

Businesses require finance for:

1. Start-up costs –Covering registration, rent, equipment, premises and materials.

· Ugandan Example: Ugandan start-ups like SafeBoda used initial funding for app development.

2. Expansion – increasing operations in terms of geographical reach & product lines, acquiring larger premises, investing in equipment, research and development, and business acquisitions.

· Ugandan Example:  Airtel expanding 4G/5G infrastructure in East Africa and acquiring Warid Telecom.

3. Day-to-day operations (Working Capital) – Funding operations like wages, utilities, rent, inventory, accruals and interest.

· Ugandan Example: Supermarket chains like Capital Shoppers or Mega Standard managing supplier payments, rent, inventory, utilities, and staff wages.

Global trend: Start-ups in Silicon Valley often rely on Venture Capital (VC) -specialised firms that invest large sums in high-growth potential businesses and Angel Investors - wealthy individuals who provide early-stage funding, usually in exchange for equity. This model is growing in Africa, with firms like TLcom Capital investing in tech start-ups across the continent, including in Uganda.
6.3 The Role and functions of the modern Finance Manager

The role has evolved from traditional bookkeeping to strategic partnership. A modern finance manager is a strategic advisor.

· Financial Planning and Forecasting: Estimating the firm's future financial needs, including short-term and long-term capital requirements.

· Source Selection: Evaluating and selecting the best sources of finance, balancing factors like cost, risk, and control. This includes both owned capital (e.g., retained earnings) and borrowed capital (e.g., bank loans, bonds).

· Capital Allocation: Deciding how and where to invest the firm's funds in a way that generates the highest possible returns, as per the investment decision process.

· Working Capital Management: Ensuring the firm has enough liquidity to meet its short-term obligations and sustain daily operations. This involves managing cash, accounts receivable, accounts payable, and inventory.

· Risk Management: Identifying, assessing, and mitigating various financial risks, such as interest rate risk, foreign exchange risk, and credit risk.

· Data Analysis and FinTech: Using financial data, Enterprise Resource Planning (ERP) systems (such as SAP and Oracle), and modern financial technology (FinTech) to improve forecasting, support decision-making, and make processes more efficient, for example through digital payments.

· Stakeholder Management: Communicating financial performance and strategy effectively to investors, analysts, banks, and the board of directors.

· Performance Monitoring and Control: Using financial analysis tools (e.g., ratio analysis, financial forecasting) to monitor the firm's performance, identify deviations from plans, and take corrective action.
Uganda Example: The Finance Manager of a Ugandan agricultural export company must manage foreign exchange risk (e.g., when being paid in USD but operating in UGX) and might use digital platforms to secure supply chain financing.
6.4 Scope of the Finance Function 

The core scope involves:

1. Acquisition of Funds: Determining the financing mix (capital structure) and raising funds from the most cost-effective and reliable sources, after considering the costs and risks of each.

2. Utilisation of Funds: Allocating available funds efficiently across working capital, fixed assets, and surplus/profits to ensure growth and long-term sustainability.

3. Profit Administration: Deciding on the dividend policy and managing retained earnings for future growth.

4. Financial Control: Using tools like ratio analysis, budgeting, and variance analysis to ensure resources are used efficiently and in line with plans.
6.5 Sources of Business Finance

Businesses can obtain capital from a variety of sources, categorised by ownership and time horizon.

a. Classification by Ownership

1. Owned Capital: Funds contributed by the owners or earned by the business itself. It includes:

· Share Capital (Equity): Funds raised by issuing shares to the public or private investors.

· Retained Earnings: Profits that are not distributed as dividends but are kept within the business for reinvestment.

2. Borrowed Capital (Debt): Funds obtained from lenders or creditors. It includes:

· Loans: From banks or other financial institutions.

· Debentures/Bonds: A form of long-term debt issued by a company to raise capital from the public.
b. Classification by Time Period

1. Short-term Sources (up to 1 year): Used for day-to-day operations and working capital.

i. Trade Credit: A supplier allows a business to buy goods and pay later.

ii. Bank Overdraft: Bank allows a business to withdraw more money than is in its account, up to a pre-agreed limit.
iii. Factoring: This is a financing arrangement where a business sells its accounts receivable (invoices) to a third party, known as a factor, at a discount. The business receives immediate cash, while the factor collects payment from the customers when the invoices fall due.
iv. Letters of Credit (LC): A letter of credit is a document issued by a bank on behalf of a buyer (business), guaranteeing that the seller will receive payment for goods or services, provided that the seller meets the terms and conditions specified in the LC.

· It is commonly used in international trade to reduce the risk of non-payment.

· The buyer’s bank promises to pay the seller once the required documents (e.g., shipping documents, invoice) are presented.

· Example: A Ugandan coffee exporter sells beans to a buyer in Germany. The buyer arranges a letter of credit through their bank. Once the exporter ships the coffee and submits the required documents to the bank, the bank guarantees payment in Euros.
v. Short-Term Loans: Short-term loans are funds borrowed for a brief period, usually less than one year, to meet immediate or urgent financial needs. They are commonly used for working capital, inventory purchases, or bridging cash flow gaps.
                    Key Features:

· Repayment period: typically, up to 12 months
· Usually, smaller amounts compared to long-term loans
· Interest rates may be higher due to the short tenure
· Can be secured or unsecured
· Example: A business borrows UGX 20,000,000 for three months to purchase raw materials for production. The loan, including interest, is repaid when the finished products are sold.
vi. Purchase of Bills: Buying a bill of exchange from the holder before it matures. The bill can be purchased at par, premium, or discount. Example: A supplier draws a bill for UGX 1,000,000 payable in 60 days. A bank purchases it for UGX 980,000. The bank collects UGX 1,000,000 on maturity.
vii.  Discount of Bills: Selling a bill of exchange to a bank or financial institution before maturity at less than its face value to obtain immediate cash. Example:  A company has a bill of UGX 500,000 due in 90 days. It discounts the bill at a bank for UGX 490,000. The bank collects UGX 500,000 on maturity.
Note: Bills of Exchange: A bill of exchange is a written, unconditional order by one party (the drawer) directing another party (the drawee) to pay a certain sum of money to a third party (the payee) at a specified future date. It is commonly used in trade and finance.

2. Medium-term Sources (1 to 5 years): Used for medium-sized projects or asset purchases.

i. Term Loans: Term loans are funds borrowed from a financial institution for a fixed period, usually more than one year, to finance specific business needs such as purchasing equipment, expanding operations, or investing in long-term projects.
                    Key Features:

· Repayment is made in instalments (monthly, quarterly, or annually) over the loan period.

· Can be secured (backed by assets) or unsecured.

· Interest rates are usually fixed or variable depending on the agreement.

· Used for capital expenditure or long-term investments, not day-to-day expenses.

· Example: A company borrows UGX 200,000,000 from a bank to purchase new machinery, to be repaid in equal instalments over five years, with interest.

ii. Medium-Term Preference Shares:  Equity instruments issued by a company with a fixed dividend and a repayment period typically between 1 and 5 years. They provide shareholders with priority over ordinary shareholders in dividend payments and during liquidation but usually do not carry voting rights.

· Example: A company issues medium-term preference shares of UGX 10,000,000 at a 6% fixed dividend, repayable after three years. Shareholders receive dividends before ordinary shareholders.
iii. Medium-Term Debentures: Debt instruments issued by a company to raise funds for a period generally between 1 and 5 years. Debenture holders receive fixed interest and have priority over shareholders in repayment but do not have ownership or voting rights.

· Example: A company issues medium-term debentures worth UGX 50,000,000 at 8% interest, repayable after four years. Debenture holders receive interest regularly and are repaid principal before shareholders if the company is liquidated.
3. Long-term Sources (5+ years): Used to finance major, long-lasting assets or projects.

I. Ordinary / Equity Shares: Ordinary (equity) shares, also called common stock, represent ownership in a company. Shareholders enjoy voting rights and a share of profits through dividends, though dividends are not guaranteed.

Features:
· Ownership rights in the company.
· Voting rights at general meetings.
· Dividends vary depending on profits.
· Residual claim on assets after all liabilities and preference shareholders are paid.

Types:
· Voting Shares -Carry full voting rights.
· Non-Voting Shares-Do not provide voting rights, but dividends may be higher.
· Bonus Shares - Issued to existing shareholders from reserves.
· Rights Shares - Offered to existing shareholders at a discount before public issue.

Advantages:

· Permanent source of capital (no repayment obligation).
· Provides voting rights and ownership benefits.
· Potential for high returns if company performs well.
Disadvantages:
· Dividends are uncertain and fluctuate with profits.
· Higher risk as shareholders are last to be paid in liquidation.
· Dilution of control if more shares are issued.

II. Preference Sares: hybrid form of finance combining features of equity and debt. Holders receive a fixed dividend and have priority over ordinary shareholders in both dividend payments and claims during liquidation but usually lack voting rights.
Features:
· Fixed rate of dividend.
· Preferential claim over dividends and assets.
· Generally, no voting rights (except in special cases).
· Can be redeemable (repayable after a certain period) or irredeemable.
Types:
· Cumulative Preference Shares - Unpaid dividends accumulate or carried forward and must be paid before ordinary dividends.
· Non-Cumulative Preference Shares - Dividends are not carried forward if unpaid.
· Redeemable Preference Shares - Repaid after a fixed period.
· Irredeemable Preference Shares - Not repayable during the company’s lifetime.
· Participating Preference Shares - Entitled to a share of extra profits after fixed dividend; included in sharing of dividends with ordinary shareholders after getting their own fixed dividends.
· Nonparticipating shares - are not included in the sharing of dividends with ordinary shareholders after getting their fixed dividends.
· Convertible Preference Shares - Can be converted into ordinary shares after a predetermined period of the issuing company.
· Non–convertible preference shares - can’t be converted into equity shares of the issuing company.
Advantages:
· Fixed dividend provides regular income to investors.
· Safer than equity as preference shareholders are paid before ordinary shareholders.
· No voting rights, so control remains with ordinary shareholders.
Disadvantages:
· Higher cost to the company compared to debt, since dividends are not tax-deductible.
· Lack of voting rights may discourage some investors.
· Dividend is a fixed obligation even in years of low profits (for cumulative shares).
iii. Debentures: Long-term debt instruments issued by companies to raise funds, promising fixed interest payments and repayment of principal at maturity. Debenture holders are creditors and have priority over shareholders but do not have ownership or voting rights.
Types of Debentures:
· Secured Debentures - Backed by company assets as security.
· Example: A company issues UGX 50,000,000 in secured debentures backed by machinery at 8% interest, repayable in 7 years.
· Unsecured (Naked) Debentures - Not backed by assets; rely on company’s creditworthiness.
· Example: A company issues UGX 30,000,000 in unsecured debentures at 10% interest, repayable in 10 years.
· Convertible Debentures - Can be converted into company equity shares after a specified period.
· Example: UGX 40,000,000 debenture convertible into ordinary shares after 5 years.

· Non-Convertible Debentures - Cannot be converted into shares, only repayable with interest.

· Example: UGX 60,000,000 non-convertible debenture at 9% interest, repayable in 8 years.
Advantages of Debentures 

· Fixed Source of Finance - Provides long-term funds with a clear repayment schedule.
· No Ownership Dilution - debenture holders are creditors, so voting rights and control remain with shareholders.
· Tax Benefit - Interest payments are tax-deductible, reducing the company’s tax liability.
· Attractive to Investors -Provides a fixed and relatively safe return.
· Lower Cost of Capital - Generally cheaper than issuing new equity.
Disadvantages of Debentures 

· Fixed Obligation - Interest must be paid regardless of profits, creating financial pressure in lean years.
· Increases Financial Risk - High reliance on debt raises gearing/leverage, increasing bankruptcy risk.
· Asset Charge (for Secured Debentures) - Company assets may be tied up as collateral, reducing flexibility or may lead to their loss if the company fails to pay debt.
· Refinancing Risk - Large repayment obligations at maturity can strain cash flows.
· Unattractive in Inflationary Periods – Fixed interest payments may discourage investors when inflation is high.
iv. Bonds: Long-term debt securities issued by companies or governments, promising interest (coupon) payments and repayment of principal at maturity. Bondholders are creditors and have priority over shareholders in liquidation.

Types of Bonds

· Government Bonds - Issued by governments to raise funds for public projects.

· Example: Uganda issues a 10-year bond of UGX 100,000,000 at 10% annual interest.

· Corporate Bonds - Issued by companies to raise long-term capital.

· Example: A company issues a 7-year bond of UGX 70,000,000 at 8% annual interest.

· Convertible Bonds - Can be converted into the company’s ordinary shares after a predefined period.

· Example: UGX 50,000,000 bond convertible to shares after 5 years.

· Non-Convertible Bonds - Cannot be converted into equity shares; only repaid with interest at maturity.

· Example: A 10-year non-convertible bond of UGX 60,000,000 at 9% annual interest.

· Zero-Coupon Bonds - Issued at a discount; no periodic interest but redeemed at face value at maturity.

· Example: A 10-year bond issued for UGX 80,000,000, redeemed at UGX 100,000,000.

· Fixed-Rate Bonds - Pay a constant interest (coupon) throughout their life.

· Example: A 15-year bond at a fixed 9% annual interest.

· Floating-Rate Bonds - Have variable interest rates linked to a benchmark (e.g., Central Bank Rate).

· Example: A 5-year bond paying interest equal to the Central Bank Rate 
· Key Terms in Bonds

· Face Value (Par Value): The amount repaid to the bondholder at maturity.

· Coupon Rate: The fixed or variable interest paid on the bond.

· Maturity Date: The date when the bond’s principal must be repaid.

· Yield: The effective return on the bond, considering its price and interest payments.

· Market Value: The price at which the bond is currently traded in the market.

Note: Advantages and disadvantages of the bonds are similar to those of debentures.
v. Long-Term Loans: Funds borrowed from banks or other financial institutions for a period exceeding 5 years, often used to finance large capital investments such as land, buildings, plant, and machinery. Repayment is made in instalments (monthly, quarterly, or annually) over the agreed loan period.

· Example: A manufacturing company borrows UGX 500,000,000 from a commercial bank for 10 years to build a new production plant. The loan is secured against the company’s land and buildings, with repayment made in equal annual instalments of principal plus interest at 12% per annum.
Advantages of Long-Term Loans

· Large Capital Availability - Provides substantial funds for expansion and major projects.
· Structured Repayment - Allows repayment in instalments spread over several years.
· Ownership Retention - Unlike equity, borrowing does not dilute control or voting rights.
· Tax Benefit - Interest paid on loans is tax-deductible, lowering overall tax liability.
· Encourages Growth - Enables businesses to undertake long-term investments that may not be possible with internal funds.
Disadvantages of Long-Term Loans

· Repayment Obligation Interest and principal must be paid irrespective of profits.

· High Financial Risk - Excessive borrowing increases gearing, raising the risk of insolvency.
· Collateral Requirement - Loans are often secured against company assets, reducing flexibility.
· Restrictive Covenants-Lenders may impose conditions limiting management decisions.
· Cost of Borrowing - Interest charges over a long period may make loans expensive.

vi. Retained Earnings: The portion of a firm’s net profits that are not distributed as dividends to shareholders but are instead reinvested in the business to finance growth, expansion, or debt repayment.

Advantages of Retained Earnings

· No Interest or Dividend Obligation - Unlike loans or new shares, no fixed payments are required.
· Readily Available and quick access - Internal source of finance that can be accessed without lengthy procedures.
· Cost-Effective - No flotation or borrowing costs are incurred.
Disadvantages of Retained Earnings

· Opportunity Cost - Shareholders may prefer dividends.
· Limited by profits - Only possible if the business generates sufficient profits.
· Risk of Inefficiency - Easy availability could lead to careless use of funds by management.
· Potential Shareholder Dissatisfaction - Continuous retention without dividend payout may reduce investor confidence hence the company’s loss of investors & reduced share prices.
Modern Trends

1. Venture Capital (VC): Equity financing provided by specialised investors to high-potential, early-stage or growth-stage businesses. It is critical for startups that require substantial funds but lack access to traditional financing. In return, venture capitalists usually acquire an ownership stake and may provide strategic guidance.

· Example: A Ugandan tech startup such as Tugende (asset finance platform) or SafeBoda (ride-hailing and logistics company) raising funds from international venture capital firms.

Advantages of Venture Capital
· Access to Large Capital - Provides substantial funding that startups cannot usually obtain from banks.
· Expertise and Mentorship-VCs often bring management experience, networks, and industry knowledge.
· No Fixed Repayment - Unlike loans, repayment is not required; returns come from business growth and eventual exit.
· Boosts Credibility - VC backing enhances the company’s reputation and attracts further investors.
Disadvantages of Venture Capital

· Loss of Control - Founders may have to give up significant ownership and decision-making power.
· High Expectations - VCs demand rapid growth and high returns, which can pressure management.
· Selective Funding - Only a few startups with strong potential attract VC investment.
2. Angel Investors: Angel investors are wealthy individuals who provide capital to startups or small businesses, usually in exchange for equity ownership or convertible debt. They typically invest at an early stage when the risk is high, but the growth potential is significant.

· Example: A Ugandan entrepreneur launching an agritech startup may receive UGX 200,000,000 from a local business leader acting as an angel investor.
Advantages of Angel Investors

· Early-Stage Support-Provide funding when banks and VCs may consider the business too risky.
· Flexible Investment-Terms are often more negotiable than institutional financing.
· Mentorship and Networks - Many angels offer business advice and valuable industry connections.
· No Repayment Obligation - Unlike loans, there is no fixed interest or principal repayment.
Disadvantages of Angel Investors

· Equity Dilution – Founders give up part of ownership in the business.
· Limited Capital – Angels usually invest smaller amounts compared to venture capital firms.
· Possible Interference – Some investors may want a say in day-to-day operations.
· High Return Expectations – Angels often expect significant growth and profits to justify their risk.
3. Fintech Lending: Refers to the use of digital platforms and technology-driven financial services to provide loans directly to individuals or businesses, often bypassing traditional banks. This includes mobile money loans, peer-to-peer (P2P) lending, and online lending platforms.
· Example: MoKash is a financial service offered by MTN Uganda that enables customers to save money and access micro-loans. MoKash delivers mobile-based savings and loan facilities through the MTN network, accessible via a simple dial code (1655#).

Advantages of Fintech Lending

· Convenient and Fast - Loan applications and approvals are done online or via mobile, often within minutes.
· Broader Access - Provides credit to underserved groups who may lack collateral or a formal credit history.
· Lower Transaction Costs - Reduced paperwork and operational costs compared to traditional banking.
· Flexible Loan Sizes - Offers microloans as well as larger loans depending on need and credit profile.
Disadvantages of Fintech Lending

· High Interest Rates and Fees - Many fintech loans are more expensive than bank loans.
· Over-Indebtedness Risk - Easy access may encourage excessive borrowing by consumers.
· Limited Regulation - Some platforms may lack adequate consumer protection or transparency.
· Data Privacy Concerns - Heavy reliance on digital data raises risks of misuse or breaches.
6.6 Determining Capital Requirements

This involves estimating fixed and working capital requirements, deciding on the company’s capital structure, and assessing available sources of finance. It is essential to avoid both being under-capitalised (risking insolvency) and over-capitalised (tying up idle funds), and management must identify the cheapest sources of funds and utilise them in the most effective way.
Two Types of Capital:

· Fixed Capital: Investments in long-term or fixed assets like plant, machinery, land, or patents, depending on firm size/nature. For example, Ugandan manufacturing firms invest in machinery for export growth. These assets are used to meet the long-term obligations of a business firm.
· Working Capital (WC): Investments in current or short-term assets like inventory, debtors, cash at hand and cash at bank.  These assets are used to meet the short-term obligations of the business. The short-term funds are for day-to-day operations. Net working capital measures liquidity for short-term obligations. 
6.6.1 Factors Determining Working Capital Size

	Factor
	Description
	Example

	Business Size & Nature
	Larger firms or manufacturing businesses require more working capital due to higher operational needs (e.g., inventory, salaries, raw materials). Smaller firms and service-oriented businesses typically require less.
	A large Ugandan telecom manufacturer (e.g., Airtel) requires more than a small local consulting firm.

	Production Cycle Length
	The longer it takes to convert raw materials into finished goods, the more capital is tied up in work-in-progress inventory, increasing working capital needs. Shorter cycles require less.
	Global automakers like Ford have longer cycles than fast-fashion retailers like Zara.

	
	
	

	Market Conditions & Volatility
	Unpredictable markets or unfavourable economic conditions (e.g., inflation, recession) demand higher financial buffers, increasing working capital needs.
	Ugandan exporters facing currency fluctuations or global recessions post-2020.

	Proportion of Raw Material Costs
	A higher proportion of total costs spent on raw materials increases the capital required to fund inventory, raising working capital needs.
	An oil refinery has a very high proportion of raw material costs.

	Nature of Technology
	Labour-intensive businesses require more funds for daily wages and staff welfare, increasing working capital. Capital-intensive (automated) firms need less for daily operations.
	Ugandan agricultural sector vs. a highly automated global factory.

	Rapidity of Turnover
	Businesses with a high stock turnover rate convert inventory into cash quickly, reducing the need for large working capital balances.
	Supermarkets with high sales volumes, such as Australia’s Coles.

	Customer Credit Terms
	Offering relaxed credit terms to customers ties up funds in accounts receivable for longer, increasing working capital requirements.
	A Ugandan retailer offering 90-day credit to its corporate clients.

	Supplier Credit Terms
	Favourable credit terms from suppliers (e.g., longer payment periods) act as an interest-free loan, reducing the need for immediate working capital.
	Just-in-time suppliers for Toyota or reliable Ugandan importers.

	Seasonal Variations
	Businesses with peak seasons require significantly more working capital to fund increased production and inventory ahead of the high-demand period.
	Ugandan tourism operators during holiday periods.

	Supplier Reliability
	Reliable suppliers allow a firm to use just-in-time inventory methods, reducing the need to hold large stockpiles which increase storage costs, thus lowering working capital needs.
	A Ugandan manufacturer with a dependable supply chain.

	Sources of Funding
	Firms with high levels of debt require larger working capital buffers to ensure they can cover periodic interest payments.
	Highly leveraged global firms like Tesla in their growth phase.

	Firm Growth Phase
	Rapidly expanding businesses need substantial working capital to fund increased operational costs, higher inventory, and greater receivables.
	A rapidly expanding Ugandan FinTech company such as Wave.


6.6.2 Capital Structure 

Capital structure refers to the the mix or proportion of debt and equity a firm uses to finance its assets. The mix (or proportion) of a firm’s permanent long-term financing represented by debt, retained earnings, preferred stock, and common or equity stock. A good capital structure ensures profitability, flexibility, solvency, and minimal risk of losing control.

Examples:
· Equity financing: Cipla Quality Chemicals raising funds via the Uganda Securities Exchange.

· Debt financing: Toyota using bonds and bank loans to finance global expansion.

Features of a Good Capital Structure

	Feature
	Description

	Profitability
	Should maximise returns to investors without adding extra cost.

	Flexibility
	Should allow access to funds for financing profitable ventures.

	Solvency
	Should avoid excessive debt to maintain long-term stability.

	Control
	Should minimise the risk of losing organisational control.

	Conservation
	Should remain within the firm’s debt-carrying capacity.


Factors Determining Capital Structure

	Internal Factor
	Description
	Example

	Managerial Risk Aversion
	Conservative managers prefer equity to avoid risk, while risk-tolerant managers opt for debt to leverage opportunities.
	Ugandan family businesses often appoint risk-averse managers who use less debt.

	Retention of Control
	To avoid diluting ownership and losing voting rights, existing shareholders and founders may prefer debt or preference shares over issuing new ordinary shares.
	Founder-led firms like Facebook (Meta) initially used debt to avoid diluting Mark Zuckerberg's control.

	Profitability
	Highly profitable firms with strong cash flows can fund growth internally through retained earnings, reducing their need for external debt. Less profitable firms rely more on external borrowing.
	Tech giants like Apple use vast retained earnings for funding, minimising debt.

	Trading on Equity
	A firm may employ debt if the expected return on investment is higher than the cost of debt, magnifying returns for equity shareholders.
	Leveraged buyouts globally -firm acquired primarily using borrowed funds (debt), with the assets of the company often used as collateral for the loans. The acquiring firm or investors contribute a relatively small amount of equity, while most of the purchase price is financed through debt.

	Asset Structure
	Firms with more tangible assets (e.g., property, machinery) can offer them as collateral for secured loans, enabling them to support higher levels of debt.
	Real estate firms in Uganda can easily secure debt using property as collateral.

	Liquidity
	Firms with high liquidity (readily available cash) are better able to service periodic interest payments on debt, making them more capable of handling a higher debt load.
	Cash-rich technology firms can easily meet their short-term debt obligations.

	Growth Rate
	Rapidly growing firms have a high demand for capital. Debt is often a preferred external source to fund this expansion without diluting ownership.
	Expanding Ugandan banks may use debt to finance growth and open new branches.

	Cost of Capital
	A firm will favour the source of financing (debt or equity) that is most affordable and minimises its overall cost of capital, depending on market conditions.
	In a low-interest-rate environment, firms are more inclined to borrow.


	External Factor
	Description
	Example

	Business Size
	Larger firms can access debt more easily due to greater public confidence and credibility, enabling lower-cost borrowing compared to smaller firms.
	MTN Uganda accessing debt more readily than SMEs.

	Business Nature
	High-risk businesses prefer equity to avoid risks associated with debt, while less risky businesses can use more debt. 
	Ugandan mining or oil exploration ventures use more equity.

	Legal Requirements
	Laws and regulations can mandate maximum debt levels or dictate the types of capital instruments a company can issue.
	Uganda's corporate framework requires a debt-to-equity ratio not exceeding 2:1.

	Level of Interest Rates
	Low market interest rates make debt a cheaper and more attractive source of finance. High rates make equity more appealing.
	The global period of low interest rates post-2020 encouraged borrowing.

	Market Timing
	Firms time their funds raising to exploit favourable market conditions: issuing debt when rates are low and equity when share prices are high.
	Issuing shares during a bull market when investor demand is high. Bull markets – Prices of commodities and securities (e.g. stocks and bonds expected to be high over a sustained period

	Lender Attitudes & Requirements
	The willingness of banks and other financial institutions to lend, and the terms they set, directly impacts how much debt a firm can utilise.
	Supportive Ugandan banks with relaxed lending criteria enable more debt.

	Availability of Funds
	When funds for credit are readily available in the financial markets (e.g., in a booming economy), supply can exceed demand, lowering the cost of debt and encouraging its use.
	Easy access to borrowed capital in a growing economy leads to more debt in capital structures.

	Taxation Policy
	Because interest payments on debt are tax-deductible, high corporate tax rates make debt financing more attractive due to the valuable "tax shield" it provides – lowers the tax liability of firms by lowering their taxable income.
	U.S. firms increasing debt to reduce taxable income and lower their tax burden.


ONLINE VIDEO RESOURCES

· Finance Function Overview - Introduction

https://www.youtube.com/watch?v=x3Qq-9_Gww8&utm_source=chatgpt.com
· What is Financial Management? Types, Functions, Objectives

https://www.youtube.com/watch?v=WNm_ez1h7Tc
· Financial Management Decisions

https://www.youtube.com/watch?v=vcQtJxR43vU&utm_source=chatgpt.com
· Sources of Finance for Growing and Established Businesses

https://www.youtube.com/watch?v=ezEDJbLX-Nk&utm_source=chatgpt.com
· Sources of Finance

https://www.youtube.com/watch?v=Jj0LJQlee14&utm_source=chatgpt.com
· What is the Capital Structure and Why is it Important?

https://www.youtube.com/watch?v=tVnmHOAISZo&utm_source=chatgpt.com
· The Importance of Capital Structure in Business Finance

https://www.youtube.com/watch?v=w8BN54zHhpU&utm_source=chatgpt.com
Case Study 1: Navigating Financial Challenges at Kampala Agro-Processors Ltd


Kampala Agro-Processors Ltd (KAPL), a mid-sized Ugandan firm specialising in exporting processed coffee and maize products, was founded in 2015 with initial start-up costs funded by equity from local investors and a small bank loan. By 2022, amid Uganda's economic recovery and abundant funds in the banking sector, KAPL's finance manager, Ms. Nakato, pursued aggressive expansion. She opted for a leveraged capital structure, increasing debt to finance new machinery and R&D for sustainable farming techniques, aiming for a debt-to-equity ratio close to 2:1, the regulatory norm enforced by Uganda's Capital Markets Authority to prevent over-leveraging.


This financing decision supported investment in fixed assets like processing plants in rural districts, boosting productivity. However, working capital management became strained; seasonal variations in crop supplies led to high inventory levels, while relaxed credit terms to international buyers delayed receivables, tying up cash needed for daily expenses like wages and utilities. Dividend decisions were conservative, retaining most profits for growth, but this frustrated shareholders expecting higher payouts amid rising profits.


In a bull market phase on the Uganda Securities Exchange (USE), where optimistic investor sentiment drove share prices up, KAPL issued bonds at low interest rates, further leveraging abundant funds. Yet, this exposed the firm to risks: market volatility from global commodity price swings could strain liquidity, and ignoring emerging trends like ESG (Environmental, Social, Governance) integration such as carbon accounting in supply chains might deter foreign investors. Similar to MTN Uganda's 2021 IPO, which balanced debt and equity for telecom expansion, KAPL's approach highlighted the trade-off between profitability and solvency. By 2025, KAPL faced a cash crisis during a dry spell, questioning the sustainability of its finance function.

 Discussion Questions
1. Identify the key financial decisions made by KAPL's finance manager and evaluate how they balance profitability versus liquidity. What issues arise from over-reliance on leverage in a volatile Ugandan market?

2. Discuss the factors influencing KAPL's working capital needs. How might poor management lead to insolvency, and what modern tools like fintech (e.g., mobile money for receivables) could mitigate this?

3. Describe KAPL’s capital structure and factors influencing it?

Case Study 2: Bright Aggrotech Uganda


Bright Aggrotech Uganda began as a small fruit juice processing plant in Mukono in 2018 and has since grown to supply major supermarkets locally and export to neighbouring countries. Rapid expansion brought opportunities but also stretched the company’s financial capacity in ways that were not always straightforward to manage.


As the company explored upgrading to automated machinery, some members of the management team were excited about the potential for improved efficiency, while others hesitated, mindful of the strain such investments could place on the firm’s cash resources. Simultaneously, discussions arose around inviting new investors to support growth. While fresh capital could accelerate expansion, some feared it might reduce the influence of the original founders over the company’s operations.


Day-to-day operations also created pressure. Supermarkets occasionally delayed payments, and the firm had to find ways to ensure suppliers and staff were paid on time. Management began exploring mobile money platforms and other digital solutions to speed up collections, while keeping enough cash to meet immediate obligations.


At the same time, the company considered how to allocate its profits. Some investors hoped for regular dividends, but management felt that reinvesting the earnings into production, new equipment, and research would position the business better for long-term growth. Finding the right balance between satisfying investors and sustaining growth was an ongoing challenge.


External trends also shaped planning. Fintech services, such as MoKash and Wave, offered new ways to manage small-scale lending and payments, while international buyers increasingly valued environmentally responsible practices. Investing in solar-powered equipment or sustainable packaging could enhance competitiveness abroad but required substantial funds that might otherwise support immediate operations.


Through these experiences, Bright Aggrotech learned that managing finance was about more than simply raising or spending money. Each choice interacted with the company’s growth ambitions, market conditions, and stakeholder expectations, and required careful consideration of both opportunities and risks.

Discussion Questions

1. How might expanding through borrowing or attracting investors influence the company’s control and financial stability?

2. What strategies could Bright Aggrotech use to manage cash flow given delayed payments from supermarkets?

3. How could mobile money and fintech platforms support operational efficiency and financial planning?

4. How should a company balance paying profits to investors with reinvesting for future growth?

5. In what ways could investments in sustainability affect the company’s competitiveness and financial planning?
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