
UNIT 28_Business finance

PART 1





Why business activity requires finance

• Start-up capital & Working capital

• Business expansion require more finance (increase capital assets + working 

capital)

• Extra finance needed for taking over other firms

• Special/ unforeseen situations need greater finance

• Need to finance R&D

• Short term funding: 1 year or less

• Medium term funding: 1-5 years

• Long term funding: 



Capital and revenue expenditure

Working capital

• Everyday expense: wages, raw material, stock

• Working capital= current assets – current liabilities

• Current assets= inventories + accounts receivables + cash

Most business obtain the funding for day to day business from current liabilities 

which is not sustainable:

• Overdrafts + Creditors

Not a long term solution, because

• These are short term debts

• If had to be paid quickly, no current capital left



How much working capital is needed?

Should not be too high

• Opportunity cost is too high (inventories, 

accounts receivable, idle cash – fixed assets, 

buildings)

Working capital cycle

• The longer the time period from buying the to 

receiving payment from customers, the greater 

will be the working capital needs of the business





Sources of finance - INTERNAL

Profits retained in the business
• Profits are spent on: corporate tax + dividends + funding for future activities
• New vs. Established company

Sale of assets
• Excess assets
• Assets that the business no longer need to own (example of leagin apartments 

instead of owning)

Reductions in working capital
• Buying stock, giving credit to customers uses up capital       by reducing these 

assets (sell inventroies, reduce debts to suppliers) business can increase 
finance/liquidity

• Risky steps though - less liquid, unable to pay short-term debts



Sources of finance – INTERNAL – EVALUATION

• Does not increase the liabilities and debts of a business
• No risk of control-loss by owners
• Not every business is able to finance internally (start-ups, small companies)
• If only dependent on own profits and assets, may slow down the business 

growth



Sources of finance – EXTERNAL –short term

Bank overdrafts

• Most flexible - can raise per their need (trade recievables are not paid on time)

• The „overdraw“ limit is agreed upfront with the bank

• Charges high interest

• If it happens more often, or if business overdraws bank is worried and can „call 

in“ the payment which may lead to business failure



Sources of finance – EXTERNAL –short term

Trade credit

• Delaying the payment for goods and services recieved – obtaining finance/ 

lending money

• Risks to loose the supplier confidence if payment is delayed too long

Debt factoring

• Selling goods on credit

• Selling trade receivables to a debt factor – NOT receiving the full amount

• Debt factor – special service provider – contracts made on the name of the 

service provider



Sources of finance – EXTERNAL –medium term

Hire purchase

• For of a credit for purchasing an asset over period of time

• Often used for obtaining fixed assets with a medium lifespan (1-5 

yrs)

• No need to pay large initial payment

Leasing

• Leasing or financing but not necessarily purchasing

• Periodic payment, but no ownership of the asset

• Allow to avoid to spend the cash for the asset – maintenance is 

through the leasing company



Sources of finance – EXTERNAL –long term/ debt/ equity financing

Debt: long-term bank loan + debentures

Long-term bank loans

• Provide security/collateral to the bank – bank may sell the security if 

business fails to pay the loan

• Hence, more difficult to obtain for smaller firms without collateral

• Variable vs. fixed interest rate: Fixed rate might be more secure, but 

may be high if agreed in high interest time with bank

• UK Department of Trade and Industry – „guaranteed loan scheme“ 

for small businesses – guarantees to the bank the repayment 

purchase



Sources of finance – EXTERNAL –long term/ debt/ equity financing

Debentures (loan stock/corporate bonds/ 

long-term bonds)

• Issue + sell long-term bonds to interested 

inventors

• The company agrees to pay a fixed rate of 

interest each year for the life of bond – can 

be up to 25 yrs

• Buyers may resell the bonds 

• Not secured on a particular asset/ collateral

• There is one form with collateral – mortgage 

debenture – investor may sell the collateral



Sources of finance – EXTERNAL –long term/ debt/ equity financing

Equity finance – selling shares

Private and Public limited companies both have shares

• Private Ltd company can sell shares:

• to existing shareholders – no risk of loosing control and raise finance, or

• go public – become public Ltd. – looses certain control over business, but 

able to raise more finance. 

• There are 2 ways:

• List the business at AIM, part of the Stock Exchange

• Full listing on the Stock Exchange 



Sources of finance – EXTERNAL –long term/ debt/ equity financing

Debt finance – advantages

• No shares sold – ownership remains unchanged

• Loans will be paid within certain time-period, so there is no permanent increase 

in the liabilities of the business

• Lenders have no voting rights

• Interest charges are an expense – deducted before corporate tax is due (while 

dividends on shares is paid from profit after tax)



Sources of finance – EXTERNAL –long term/ debt/ equity financing

Equity capital– advantages

• It never has to be repaid – it is permanent capital

• Dividends do not have to be paid every year (while interest on loans must be paid 

as agreed)

• finance – advantages



Homework!

This is an oral assignment !

1. Read the case and 

record your voice

2. Answer to ALL the 

questions. The best way 

would be:

• Write on down the 

answer first

• Read out loud your 

answer and record


