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Chapter overview
In this chapter we examine:
★ the reasons why businesses need capital – for example, for survival or growth
★ why businesses need short-term and long-term finance
★ the distinction between cash and profits
★ shortages of finance and business failure
★ working capital, trade receivables and trade payables, capital and revenue expenditure.

5.1.1 The need for business finance
Businesses need finance for a variety of reasons; 
for example, to purchase assets such as supplies of 
raw materials and machinery. There are three major 
circumstances in which a business needs to raise 
finance. 
1 When it is first started
  This is referred to as ‘start up’ finance or capital, for 

obvious reasons. The amount of finance raised by a 
business that is starting up is likely to be relatively 
small. An entrepreneur establishing a new business is 
unlikely to have access to large amounts of finance, 
and banks and investors may be unwilling to invest 
in an untried enterprise.

Start-up finance or capital may be used to purchase 
the assets that a business needs to begin trading. In 
the case of a manufacturing business, this may be to 
buy a lease, allowing the business to use a factory 
for an agreed period of time. Start-up finance may 
also be required to buy machinery and vehicles. 
Start-up businesses supplying services may purchase 
slightly different non-current assets such as leases 
on shops or offices. Any start-up business is likely to 
require finance to fund its market research and also 

for promotion to establish its brand and identity 
among potential customers. It can prove difficult for 
some start-up businesses to raise sufficient finance 
and this is an important reason as to why some 
business ideas never become reality.

Businesses also need cash to allow them to start 
trading. Cash is required to pay the bills that arrive 
regularly, such as for supplies of raw materials or 
for services such as telephone and water. A newly-
established business may not receive any payment 
from its customers for a period of time and it is 
important that the new business has sufficient funds 
to settle its debts. We will cover cash in more detail 
in Chapter 17.

KEY TERMS
An asset is any item owned by a business that can 
generate an income for the enterprise.
Capital is the money invested into a business either by 
its owners or by organisations such as banks.
Non-current assets are assets that a business 
expects to hold for one year or more. Examples include 
property and vehicles.

CASE STUDY

Creating a STORM of interest
The STORM Creative Events Agency was established 
by Keyis Ng. It is a fashion, lifestyle,events and public 
relations firm. Keyis Ng has had a huge impact on 
the Singaporean and regional fashion scene. 

The 24-year-old entrepreneur founded his company 

with a start-up capital of just $15 000. The company 
organises product launches, private parties, fashion 
shows and awards ceremonies to promote brands 
and business ideas. It is good at gaining press 
coverage for its events and uses its contacts in the 
media throughout Asia to gain extensive coverage of 
its innovative events.

Business finance 5.1 

5: Finance and accounting
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5.1.1 The need for business finance

5.1
Questions
1 Explain two reasons why an entrepreneur 

starting a new business would need to 
raise finance. [6]

2 Evaluate the reasons why Keyis Ng was able to 
start the STORM Creative Events Agency with so 
little start-up finance. [12]

2 When it grows
  Many businesses seek to grow, and for some it is an 

important objective, as we saw in Chapter 4. When it 
is growing, a business will need finance for a number 
of reasons:
– To buy additional non-current assets. For 

example, in 2019, Amazon (an online retailer) 
announced that it was expanding its online 
grocery service, Amazon Fresh, in India and 
promised delivery within a few hours of an order 
being placed. This new service will be available 
to customers in some parts of Bengaluru and it 
will be extended to other cities later. In order 
to provide this service, the company would have 
needed to finance the purchase of a range of 
non-current assets, such as additional chilled 
cabinets to store perishable food and vehicles to 
deliver the groceries.

– To hire and pay for new staff. In Amazon’s case, 
this means hiring and training delivery drivers 
for its grocery service. As Amazon Fresh is to be 
extended throughout India, this could require a 
large amount of finance.

– To buy additional supplies of groceries. Amazon 
hopes to sell its groceries to a large number 
of customers and to provide rapid delivery. 
This will require it to hold at least some stocks 
(inventories) of groceries. Finance will be 
required to purchase these.

3 To survive
  Sometimes businesses need finance to survive. The 

ability of businesses to survive is often under threat 
in two situations:
– When first established. One-third of new 

businesses in the USA did not survive their first 
two years of trading. A new business may not 
survive for a variety of reasons, including a 
lack of customers or higher costs than forecast. 
If the new business can raise finance during 
this critical early period, it is much more likely 
to survive. 

– When facing a crisis. Crises can take many 
forms, but they normally involve a loss of income 
from sales or higher than expected costs, or 
both. If a business can raise finance during a 
crisis, it is more likely to be able to pay its debts 
on time and to survive. It was for this reason 
that governments across the world took steps 
to increase the finance available to businesses 
during the coronavirus crisis in 2020.

Short- and long-term sources 
of finance
A business may need short-term finance to pay its bills 
and to keep its suppliers happy. This is an important 
part of the management of cash flow. Managing cash 
flow can be difficult if a firm’s customers are late in 
making payments for goods and services they have 
purchased, or if sales are unexpectedly low. In either 
case the firm is likely to be short of funds needed to 
purchase raw materials, pay wages and salaries, and will 
need short-term finance to continue trading. Sudden 
increases in the costs of raw materials can also create a 
need for short-term finance. Short-term finance of this 
kind is usually repayable within a one-year period.

Sometimes businesses need to purchase major non-
current assets, such as land and buildings, or they may 
decide to expand or to take over other businesses. To do 
this they will require long-term finance which will be 
repaid over a period of time longer than one year and, 
often, much longer.

Table 5.1 on the next page classifies a range of sources of 
finance according to whether they are short- or long-term.

KEY TERMS
Short-term sources of finance are needed for a limited 
period of time, normally less than one year. 
Long-term sources of finance are those that are 
needed over a longer period of time, usually over a year.
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5.1
Internal sources 
of finance

External sources of 
finance

Short-term 
sources of 
finance

• Working capital
• Retained profits

• Overdrafts

Long-term 
sources of 
finance

• Retained profits
• Sale of assets
• Sale and 

leaseback

• Bank loans
• Venture capital
• Mortgages
• Debentures
• Share capital
• New partners
• Government 

grants and loans
• Crowdfunding
• Microfinance

▲ Table 5.1 Classifying sources of finance

The difference between 
cash and profits
Profit is the surplus of sales revenue over total costs, if 
any exists. Just because a business is profitable, it does 
not mean that it will hold large sums of cash, or even 
have enough cash. There are a number of reasons why 
this situation might arise:

» Firstly, the business might sell large amounts of 
goods or services at profitable prices by offering 
customers 60 or 90 days to pay for their purchases. 
This will mean that the business has to find cash 
to buy supplies and pay employees several months 
before the cash from the sale of the product flows 
into the business. This problem can be worsened if 
the business pays its suppliers promptly.

» Alternatively, a business such as a jeweller might 
hold large amounts of (expensive) inventory for 
customers to view before making a choice. This will 
result in large amounts of cash being tied up in the 
form of inventories and not available to the business 
for other purposes.

» A business may have paid for non-current assets and 
used large sums of cash to do so. These assets may 
support the business over many years, and will lead 
to future inflows of cash. However, the outflow of 
cash would be at the start and may place pressure on 
a firm’s finances.

Thus, a profitable business may find itself short of cash 
and possibly unable to settle its bills as they fall due. 
This could lead to the firm becoming insolvent and 
having to cease trading. A cash crisis is a major reason 
why many businesses fail. 

Cash
flows

Periods of cash shortage

Cash inflows

Cash outflows

Income
and costs

Income

Income

Income
Costs Costs

Costs

At end of the
trading period
income exceeds
costs = profit

Time

Time

0

0

End of trading
periods

▲ Figure 5.1 Profit and cash
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5.1.1 The need for business finance

5.1
STUDY TIP
Do spend time mastering the distinction between cash 
and profits, as it is very important for the managers 
of businesses. If you are asked about cash flow, try 
to avoid drifting into arguments about profit, and 
vice versa.

In the long term, however, a business has to make a 
profit to satisfy its owners. They have invested funds 
into the business, quite possibly by purchasing shares, 
and expect to see a return on their investment. This 
is only possible if the business makes a profit in the 
longer term. A business may survive for some time 
without making profits if its owners are prepared to be 
patient, but cash has to be managed carefully in the 
short term to ensure that bills can be paid on time and 
that the business survives.

Business failure
A lack of finance is a common cause of business failure. 
A business fails when it is unable to pay its debts and 
is unable to continue trading. This is called insolvency.  
A business is judged to be insolvent when its debts  
(or liabilities) exceed its ability to pay them. In the UK, 
and many other countries, it is illegal for an insolvent 
business to continue trading. The process followed 
by businesses declared insolvent differs between 
companies and other types of business as illustrated in 
Figure 5.2 (below).

Unincorporated businesses
(e.g. sole traders, partnerships)

Bankruptcy

Creditors
receive
some
payments

Incorporated
businesses

(e.g. companies)

Liquidation

Unsuccessful

Administration
Successful

Continues
trading

A
business is

judged
insolvent

▲ Figure 5.2 Insolvency, bankruptcy, administration 
and liquidation

1 Bankruptcy
  A business whose owners are not legally 

separate from the business itself is known as 
an unincorporated business. The owners of 
these businesses do not have the protection of 

limited liability as discussed in Chapter 2. If an 
unincorporated business in the UK is unable to 
settle its debts, it will be declared bankrupt by 
a court of law. The assets owned by the bankrupt 
business will be sold; this can include the private 
possessions of the business’ owners, such as 
property and savings. The money raised from this 
sale will be shared between the individuals and 
organisations who are owed money (known as the 
creditors). It is unlikely that the creditors will 
receive all the money that they are owed as the 
business will not have assets of sufficient value to 
cover all its liabilities.

2 Administration and liquidation
  A company (that is, an incorporated business) that is 

judged to be insolvent will often have its assets sold 
to settle its liabilities. These assets will not include 
the private possessions of the business’ owners 
(normally shareholders). The process of selling 
assets for cash is called liquidation. The process of 
liquidation takes two forms:
– Compulsory liquidation. This occurs when 

a creditor seeks an order from a court of 
law to have the business’ assets sold as it 
has not received payment of a debt. In such 
circumstances the court will appoint a receiver. 
A receiver is a business that specialises in taking 
control of an insolvent company and making 
arrangements for creditors to be paid. A receiver 
may be able to keep the business going if its  
finances are not too weak. However, it is very 
common for receivers to close the business down 
and to sell all its assets.

– Voluntary liquidation. This is when the owners 
of the company decide to enter liquidation. This 
might be because they recognise the weakness 
of the business’ financial position. It can also 
occur when the owners of a company want to 
retire and are unable to sell the business as a 
growing concern.

KEY TERMS
Insolvency exists when a business’ debts (or liabilities) 
exceed the assets available to pay them.
Liabilities refers to the money owed by a business to 
individuals, suppliers, banks and others.
Bankruptcy occurs when an individual, a sole trader 
or a partnership is judged unable to pay its debts by a 
court of law.
Liquidation is the dissolution of a company by selling its 
assets to settle its liabilities.
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5.1
  Some companies may decide to enter 

administration. By entering administration, 
a company receives legal protection from the 
threat of immediate liquidation. It is usual for an 
administrator to be appointed with the responsibility 
of protecting shareholders’ interests. Administrators 
attempt to keep the business trading, though 
they may have to sell some assets to do so. If the 
administrator is not able to keep the business 
trading by renegotiating and settling its debts, the 
company will face liquidation.

Working capital
Essential, to pay for day-to-day expenses and
keep the business operating

=

Current assets
• Cash in the bank
• Trade and other receivables due to settle
   their accounts soon
• Inventories – raw materials and components

less

Current liabilities
(Debts payable in the short term)
• Debts repayable to the bank, e.g. overdraft
• Trade and other payables who expect to be
   paid in the near future
• Tax due to authorities

NB An overdraft only represents a current liability
if the bank calls for it to be repaid

▲ Figure 5.3 Working capital

KEY TERMS
Administration is a process available to companies to 
protect itself while it attempts to pay its debts and to 
escape insolvency.
Working capital is the cash a business has for its  
day-to-day spending.
Current assets are items owned by a business that can 
be readily turned into cash. Examples include cash, 
money owed by customers (trade receivables) and 
inventories (stocks).

STUDY TIP
In some circumstances, current liabilities might be 
greater than current assets. In this case, working 
capital will be negative (and may be called net 
current liabilities). As a negative figure it is often 
shown in brackets.

HANDLING DATA

Last year Darwin Hotels Limited had current 
assets amounting to the value of $25.0 million and 
current liabilities totalling $19.9 million. 
1 Calculate its working capital for last year.
2 This year its current assets fell by 5 per cent 

while its current liabilities rose by $1.1 million. 
Calculate its working capital for this year.

5.1.2 Working capital
Working capital measures the amount of money 
available to a business to pay its day-to-day expenses, 
such as bills for fuel and raw materials, wages and 
business rates. Much attention is given to the capital 
firms choose to invest in non-current assets, but of 
equal importance to the success of a business is the 
capital set aside to finance regular transactions.

Working capital is what remains of a business’ liquid 
assets once it has settled all its immediate debts (see 
Figure 5.3).

It is possible to calculate the working capital of a 
business from its statement of financial position by 
using the following formula:

Working capital = current assets – current liabilities

A statement of financial position records a business’ 
assets and liabilities. We look at statements of financial 
position (also known as balance sheets) in detail in 
Chapter 18. 

Working capital is important to all businesses. It 
has been described as the ‘lifeblood’ of a successful 
enterprise. If any business is unable to pay its bills 
promptly, then it may be forced to close down as a 
consequence of insolvency.

However, working capital can also be a source of finance 
for a business. If a business manages its working 
capital effectively it may have a strong working capital 
position. To do this, it may need to:
» make sure that its debtors (people or businesses that 

owe it money) pay on time
» ensure that it does not hold too high inventory (or 

stock) levels as this can tie up large amounts of cash 
for a business

» pay its own debts as late as possible so that as much 
cash as possible is held in the business at any given 
time.

If a business’ current assets exceed its current 
liabilities on a regular basis, this provides the 
business with a potential source of finance. However, this 
source of finance is only available on a short-term basis. 
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CASE STUDY

Melaka Limited raises $9.3 million 
for working capital
Melaka Limited has sold $9.3 million of its shares to 
raise finance to ensure that it has sufficient working 
capital to fund its future plans. It sold 46.5 million 
new shares to raise the finance it required and 
the company’s directors said they were ‘delighted’ 
with the support of the shareholders in buying 
the shares.

Melaka Limited operates in the oil and gas industry 
and is seeking to expand quickly and provide energy 

to the rapidly-growing Asian economies. This 
involves the discovery and extraction of oil and gas 
from different locations including the Timor Sea and 
the Gulf of Thailand.

In June 2020, the company announced losses of $5.7 
million for the financial year compared to profits of 
$14.2 million for the previous financial year.

Question
1 Explain two reasons why Melaka Limited 

might have needed large amounts of 
working capital? [6]

Managing trade receivables 
and trade payables
By managing trade payables and trade receivables 
carefully, businesses can reduce the chances of running 
out of cash and improve their working capital position. 
As we saw earlier, a shortage of cash is a major cause 
of insolvency. 

Most businesses are granted time to pay for products 
by their suppliers. For example, an airline might buy a 
large quantity of aviation fuel for $5 million from an 
oil company. This fuel might be delivered in March, but 
payment may not be expected until June. This means that 
the oil company is giving the airline credit (called trade 
credit) for three months. The $5 million will be a trade 
payable for the airline as it is money that it owes for 
goods it already has but for which payment is outstanding. 
This is a financial advantage for the airline as it is, in 
effect, a $5 million loan for three months on which 
no interest is charged. It is also an example of a trade 
payable – a short-term debt which has yet to be paid.

In contrast, many businesses also give their customers 
time to pay for the goods and services that they buy. 
A coffee producer may sell large quantities of coffee to 
customers such as shops and cafés. The coffee producer 
may, for example, allow a large supermarket trade credit 
for two months when it places an order for coffee worth 
$2.5 million. This is a valuable order and the coffee 
producer will want to keep the supermarket as a customer. 
This means that supermarket does not have to pay 
the $2.5 million for the coffee it has bought until two 
months after it arrives in its warehouses. From the coffee 
producer’s point of view this is a trade receivable, as it is a 
debt for goods supplied which has not yet been received.

Businesses can improve their working capital position 
by managing trade receivables and trade payables 
carefully. There are several actions a business can take:

» It can delay its trade payables (or negotiate more 
trade payables) if possible. This will mean that it will 
hold cash within the business for longer, giving it a 
higher sum of cash within the business.

» It can require that its trade receivables are paid 
by its customers within a shorter time period. This 
will bring quicker inflows of cash, again helping its 
trade balance.

» Many businesses will seek to carry out both of the 
actions above, as each has a positive effect on their 
holdings of cash.

We will look at trade payables and trade receivables in 
more detail in Chapter 35.

KEY TERMS
Trade payables is the amount of money owed by a 
business to its suppliers for goods and services that 
have been received but which have not been paid for.
Trade receivables is the amount owed by a business’ 
customers for products that have been supplied but for 
which payment has not yet been made.

Revenue expenditure and capital 
expenditure
We have seen that businesses need to raise capital 
to start up and to expand. Once a business has 
raised funds to finance its start-up costs, the 
business can start trading. If it takes a decision to 
expand, the business will require additional finance, 
in excess of that received from sales, to finance the 
purchase of additional non-current assets and other 
items.

If the start-up or the expansion is successful, the new 
or newly expanded business will earn revenue from its 
sales. This will be used to buy more labour services and 
raw materials to enable it to continue trading. 
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5.1
The expenditure carried out by a business can be 
divided into two categories: revenue expenditure 
and capital expenditure. Capital expenditure is on 
items that may be used many times, mainly non-
current assets. A new computer system is an example 
of capital expenditure. Expenditure on items required 
to start up or to expand a business can be classified as 
capital expenditure. These will be shown on a business’ 
statement of financial position as they include the 
purchase of non-current assets. 

Revenue expenditure is on the goods and services needed 
by a business that will be used up in the short term 
as a normal part of its trading activities. Spending on 
employees’ wages is an example of revenue expenditure. 
Revenue expenditure is shown on a business’ income 
statement as it is part of a business’ trading costs or 
expenses. The differences between revenue expenditure 
and capital expenditure are summarised in Table 5.2.

KEY TERMS
Revenue expenditure refers to the purchase of items 
such as fuel and raw materials that will be used up 
within a short space of time. 
Capital expenditure is the spending by a business 
on non-current assets such as premises, production 
equipment and vehicles.
A statement of financial position is a financial 
statement that records the assets (possessions) and 
liabilities (debts) of a business on a particular day at the 
end of an accounting period. It was previously called a 
balance sheet.
An income statement is a financial statement showing 
a business’ sales revenue over a trading period and all 
the relevant costs incurred to generate that revenue.

Revenue expenditure Capital expenditure

Explanation This is spending on assets that are used up in a 
relatively short period of time.

This is spending on non-current assets that will be 
used by the business for a long period of time.

Examples Spending on fuel, components and raw materials. Expenditure to purchase property, vehicles and 
production equipment.

Possible effects 
on profits

Revenue expenditure is essential to production 
but, if not controlled, can have an immediate and 
damaging effect on a business’ profits.

This type of spending has no immediate effect on 
profits. However, capital expenditure is essential 
if a firm is to generate long-term profits.

▲ Table 5.2 Revenue and capital expenditure

CASE STUDY

Vardhman Textiles

▲ Figure 5.4 A selection of textiles

Vardhman Textiles, one of India’s largest textile 
manufacturers, plans to increase its capital expenditure 
by 142 per cent in 2021–22 to finance the purchase of 
the new property and machinery needed for its planned 
expansion. The company expects to spend Rs. 7.5 billion 
compared to Rs. 3.5 billion in 2018–19. 

The company manufactures fibre, yarn, sewing 
thread and fabrics, and forecasts significant rises 
in its revenue from sales and consequently rises 
in its profits.

Vardhman’s recently released Annual Report 
judged that yarn exports would be affected due to 
a slowdown in demand owing to the coronavirus 
crisis in 2020. However, it expects a revival in global 
demand and significant growth in yarn sales in 2021. 
The Report expects cotton prices to be relatively 
unchanged in 2021–22 following a 6.1 per cent fall 
in cotton prices in 2019–20. At the same time, the 
prices paid by buyers of yarn have risen by 32 per 
cent to Rs. 210 per kilogram.

Questions
1 a Define the term ‘revenue expenditure’. [2]

b Define the term ‘capital expenditure’. [2]
2 Evaluate the view that this capital expenditure 

will increase the profits earned by Vardhman 
Textiles. [12]
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TEST YOUR LEARNING

Short answer questions
1 Explain two circumstances in which a 

business may need to raise finance. [5]
2 Explain the difference between short-term 

and long-term sources of finance. [5]
3 Explain the difference between cash  

and profits. [5]
4 a Define the term ‘bankruptcy’. [2]

b Explain the circumstances in which a  
business would be judged to be insolvent. [3]

5 Explain the difference between compulsory 
liquidation and voluntary liquidation. [5]

6 Analyse one way in which administration  
might enable a company to avoid liquidation. [5]

7 a Define the term ‘working capital’. [2]
b Explain one reason why working capital 

is important to all businesses. [3]
8 a Distinguish between trade payables and  

trade receivables. [3]
b State two ways in which a business might 

manage its trade receivables and trade 
payables effectively. [2]

9 a Distinguish between revenue expenditure 
and capital expenditure. [3]

b State two examples of capital expenditure. [2]

Data response question
HW Limited is growing very quickly
HW is a private company that manufactures 
machinery for export to businesses across the 
world. The company has grown quickly recently and 
has been keen to attract new customers. It expects 
to continue its fast growth in sales and needs to 
place a very large order with its suppliers for parts 
and components.

HW has:
l ordered increasing amounts of supplies needed 

to manufacture its machinery and has some 
overdue bills

l offered trade credit to its customers allowing 
them 90 days to pay for deliveries

l not been able to persuade its own suppliers 
to offer it more than 30 days’ trade credit for 
its purchases.

HW has recently supplied a major customer with 
machinery valued at $14.6 million – easily its 
largest-ever order. The company is waiting for 
payment which is due in 45 days. 

The company’s financial position is mixed: it is 
profitable but short of cash. Its products are well-
designed, reliable and it is able to charge high 
prices. The company’s managers are very successful 
at keeping costs low. However, it has an urgent need 
for short-term finance and this is worsening.

Last month HW faced a financial crisis and was 
unable to pay its suppliers. It feared that it might be 
forced into liquidation. However, it was advised to go 
into administration. The administrator was able to 
renegotiate the later repayment of some of its debts 
and the company survived.

Questions

1 a Define the term ‘liquidation’. [2]
b Explain one reason why HW had ‘an 

urgent need for short-term finance’. [3]
2 Analyse two reasons why HW could be  

‘profitable but short of cash’. [8]
3 Evaluate whether or not it was a good  

decision for HW to enter administration. [12]

Essay questions
1 a Analyse two reasons why a business 

might need finance. [8]
b Evaluate the view that a small, family-

owned housebuilding business is at risk 
of insolvency due to a lack of short-term 
finance.  [12]
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