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TWO BUSINESSES - BOTH NEED FINANCE

There are many differences between Haldia Petrochemicals Ltd (HPL) and the six
Khadki villagers who plan to build private water wells. However, there are two
similarities - they are both situated in India and they both require finance.

HPL is a large company that has operated at a loss for several years. It needed finance
quickly to prevent the business from collapsing. Finance proposals include converting
loans into shares (reducing interest payments) and selling more shares to existing
shareholders. The latter option was chosen and 520 million shares were issued at
25.10 Rupees each.

The six Khadki villagers needed finance to dig water wells. These would have a social
benefit as well as being potentially profitable. Although poor, they each saved 100
Rupees per month for a year. Their request for a loan of 25000 rupees was rejected by
a commercial bank, as the villagers had no collateral (they had no property to back
the loan). However, they obtained the loan from a micro-finance bank. The interest
rate was 6% per year. They repaid the loan withing tow years and they have since
returned to borrow bigger amounts to finance even deeper wells. Without this
“micro-finance” their business would not have started.

To consider:

- Explain the different financial needs in these two cases.
- Why were the commercial banks unwilling to lend money in both cases.
- Explain the two different sources of finance used.
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Finance is required for many business activities such as:

- Setting up a business requires start-up capital of cash injections

from the owner(s) to purchase essential capital equipment and
possibly premises.
- Businesses need to finance their working capital which is the

money needed for the day to day running of the business. Working
capital also has an accounting meaning that we will explore later.
- Business expansion needs finance to increase the capital assets

held by the firm and will likely involve higher working capital
needs.
- Expansion can be achieved by taking over another business.

Finance is then needed to buy out the owners of the other firm.
- Special situations such as a decline in sales could lead to cash
needs to keep the business stable.
- Apart from purchasing fixed assets, finance is often needed to pay
for research and development into new products or invest in new
marketing strategies.
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Capital expenditure - this is money spent to acquire

items in a business that will last for more than a year
and will be used over and over again. These are known
as fixed assets and include machinery, land, building,

vehicles and equipment. These fixed assets are long
term investments needed for the purpose of generating
income and to assist businesses to succeed and grow.

- this is money spent on the day-

to-day running of a business. These payments or
expenses include rent, wages, raw materials, insurance
and fuel. Revenue expenditures need to be paid

I immediately in order to keep a business functioning. I
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Finance can come from two sources:

- Internal Sources of Finance - is money

obtained from the businesses own assets or
from profits left in the business (retained
profits). This form of finance is usually availabl
from already established businesses.

- External Sources of Finance - is money

obtained from sources outside the business
such as institutions or individuals willing to
provide the funds.
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II Sources of finance \

II Internal \
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Personal funds. This is a key source of finance for sole traders and
comes mostly from their own personal savings.

+ investments shows commitment to the business to investors
+ cheap and easily available
+ NO Interest

However, it is a great risk for sole traders and the amount needs to be
large to start and maintain a business.

Retained profit. This is profit that remains after a business has paid

tax to the government and dividends to shareholders. It is money that
is kept and reinvested back into business.

+ cheap as no interest charges
+ permanent and does not need to be repaid

- Start-ups will not have retained profit
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Sale of assets. This is when a business sells off unwanted or

unused assets to raise funds. This includes obsolete machinery
or redundant buildings. Businesses could also sell off any
excess land of equipment they may not be using.

At other times a company may decide they do not need to
own an asset so will sell it and lease it back. This is known as
sale and lease back.

+ It is a good way of raising cash from capital that is tied

up in assets that are not being used.
+ There are no interest or borrowing costs incurred.

- It is an option usually only available to established

businesses.
It can be time consuming to find a buyer.




