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CONCEPT OF BUSINESS FINANCE

Business finance refers to the money required for carrying out business activities. Every business organization, either big or small needs finance to carry out their operations. Finance is required while starting a venture, to run its daily operations and for growing and diversifying needs of the business. Amount of finance needed differs from firm to firm and from one time period to another.

IMPORTANCE OF FINANCE FOR BUSINESS 

Finance is required for all types and sizes of business. Finance is the life blood of business. A business can’t function unless adequate funds are made available at the right time. It not only involves estimation of the amount of funds but also from where they will be acquired, proper utilization of funds and disposal of earnings.

Importance of finance for a business is as follows:
i) The firm can carry on its business smoothly and without any interruptions.
ii) Adequate funds help the firm to timely meet its liabilities and improve its credit rating as a result the firm can easily borrow funds as and when necessary.
iii) The firm can take benefit of opportunities. For examples, it can by materials in bulk at a low price. 
iv) Finance is needed to meet contingencies like case of recession, trade cycles and increase in the prices of raw material etc.
v) The firm can replace its plant and machinery in time.
vi) Finance helps to bridge the gap between production and sales.

SOURCE OF FINANCE FOR DIFFERENT TYPES OF BUSINESS FIRM 

Source of finance means the sources that are available to a business organization for its capital. Capital is the finance or money needed for continuing business operation. Capital requirement differ according to nature size and type of business as discussed below:

1- Capital for sole proprietorship business: A sole trader’s funds are obtained from the owner’s  
                                                                        capital and loans raised from relations, friends and other 
                                                                    sources. Important sources are:
i) Owned capital and retained earnings.
ii)  Loans from friends and relations.
iii) Profits re-invested in business.
iv) Short-Term finance from creditors and commercial banks.
v) Long- Term loans from specialized financial institutions, state and central government assistant for small scale units.

2- Capital for Partnership Firm:- Capital contributed by the partners and loans raised from various 
                                                         sources constitute the funds of a partnership. Important sources       
                                                      are:
i) Owned capital contribution by partners.
ii) Loans by partners, friends and relations.
iii) Loans from commercial banks and financial institutions.
iv) Plant and machinery on lease or hire purchase.
v) Short term credit from commercial banks and suppliers.
3-Capital for joint stock company: A joint stock company generally requires large amount of       
                                                          capital. It has a number of sources to obtain finance. 
Important sources are:
i) Issue of shares.
ii) Issues of debentures and bonds.
iii) Retained profits
iv) Inter-Corporate deposits.
v) Public deposits.
vi) Long-Term loans from commercial bank and financial institution. 
vii) Short-Term loans in form of trade credit loans from commercial banks etc.

FINANCIAL PLANNING

It is the process of estimating the fund requirements of business and choosing the sources of funds and deciding how the funds are to be utilized. It involves the preparation of a financial blue print of an organization’s future operations. While making financial plans three important questions need to be answered.
i) How much capital is required?
ii) What methods and sources should be used for meeting financial needs?
iii) How to use the available funds in an adequate manner?

IMPORTANCE OF FINANCIAL PLANNING 

i) A sound financial plan helps a business enterprise to avoid the problems of shortage and surplus of funds.
ii) It helps in coordinating various business activities such as sales, purchase, production and finance etc. 
iii) Financial planning helps in effective utilization of funds. Thus wastage of capital is eliminated. 
iv) Financial planning serves as a guide in developing a sound capital structure so as to maximize returns to shareholders.
v) It helps the company to prepare for facing business shocks and surprises in future.

CAPITAL STRUCTURE

It refers to the mix between owner’s funds (equity) and borrowed funds (debt). After deciding the financial requirement, capital composition decision is taken. It is to decide how much finance is to be raised from which source and what will be the proportion of various securities. Source of finance can be classified into the following types:
(i) Owner’s Funds:- It consists of equity shares, preference share capital and retained     
                             earnings.
(ii) Borrowed Funds:- Funds can be borrowed in form of loans, debentures, public deposits  
                                               etc.

The ratio of debit and equity in the capital is called capital gearing. If the proportion of debit is higher than equity, it is called high gearing or trading on thin equity, where as large proportion of equity in capital structure is called low gearing or trading on thick equity.

FINANCIAL NEEDS OF A FIRM

There can be two types of financial needs:
(i) Fixed Capital requirement                  (ii) Working Capital requirement

1- Fixed Capital (Permanent Capital): The amount of capital investment in fixed assets is called    
                                                                    fixed capital, e.g. Plant and Machinery, Land and Building etc. These assets are permanently used in the business. Fixed capital is also known as ‘Block Capital’ because it is blocked up in fixed assets for the life time of the enterprise. Fixed Capital is required for setting up the new business as well as for growth, modernization, expansion and diversification of an existing enterprise. 

Factors Affecting Fixed Capital: The various factors that affect the amount of fixed capital are:

i) Nature of Business: Manufacturing enterprises require more fixed capital, while trading    
                                  enterprises require less fixed capital.
ii) Size of the business: Large scale enterprises require more fixed capital, whereas small scale 
                                   enterprises require less fixed capital.
iii) Nature of Products: Enterprises producing capital items require more fixed capital, whereas 
                                   enterprises producing consumer goods require less fixed capital.
iv) Method of Production: Enterprises using capital intensive technique require more fixed 
                                        capital than the enterprises using labour intensive technique.
v) Diversity of products: Enterprises engaged in manufacturing/dealing in single product 
                                       require less fixed capital. Enterprises engaged or dealing in multiple                  
                                      products require more fixed capital.
vi) Mode of acquiring fixed assets: Enterprises acquiring fixed Assets on cash payment basis 
                                                      require more fixed Capital, whereas enterprises acquiring 
                                                     fixed assets on lease/hire-purchase system require less fixed             
                                                    capital.

2-Working Capital (Circulating Capital): It is that part of total capital, which is required for 
                                                                     holding current assets. It represents the liquid funds, which are required for day-to-day operations of the firm. It is also known as the “Circulating Capital are revolving capital.” This is because the current assets are changed from one form to another in the regular operations of the business in the following manner-

Cash Raw materialWork-in-progressFinished Goods DebtorsCash again.

Working capital is also defined as an excess of current assets over current liabilities.

The term working capital is used in two senses, which are given below:
(i) Gross working capital: It is the total amount of funds invested in current assets. 
Gross working capital=Current Assets
(ii) Net working capital: It is the excess of current assets over current liabilities.
Net working capital=Current Assets-Current Liabilities.

Types of working capital: Working capital can be classified into two types, which are as follows:

1- Permanent working capital: It is minimum amount of capital required permanently in business  
                                                  to maintain the regular operations of business. It is of two kinds-
a) Initial working capital: It required at the time of commencement of business. 
b) Regular working capital: It is a part of permanent working capital, which is regularly required for continuous operations.

2- Temporary or variable working capital: It is the capital which is required in addition to 
                                                                         permanent working capital for meeting seasonal and           
                                                                       special need of the business. It is also two types-
a) Seasonal working capital: It is required in the busy season for business dealing in seasonal products. 
b) Special working capital: Extra funds required for emergencies and generally kept as reserves for reasons like increase is demand, periods of depression, natural calamities, strikes, lockouts etc.

Factors Affecting Working Capital Requirements:

i) Nature of business: Manufacturing firms require more working capital and public utility 
                                        undertakings require less working capital.
ii) Size of business: Large scale enterprises require more working capital whereas small 
                                 scale enterprises require less working capital. 
iii) Manufacturing Cycle: Firms with longer Manufacturing cycle require more working 
                                              capital as compared to firms with shorter manufacturing cycle.
iv) Rapidity of Turnover: Firms having rapid turnover require less working capital, whereas 
                                             firms having slow turnover require more working capital.
v) Terms of Sale and Purchase: Firms operating on credit sales and cash purchase require 
                                                            more working capital, whereas firms operating on credit 
                                               purchase and cash sales require less working capital.
vi) Credit Policy: Firms following a liberal credit policy require more working capital than  
                       firms following a tight credit policy.

Worksheet-2
Answer the following questions.

Question 1- What is business finance?

Question 2- What is meant by financial planning?

Question 3- What is capital structure?

Question 4- What is meant by fixed capital?

Question 5- What is working capital?

Question 6- Explain four importance of business finance.

Question 7- Explain the finance for different types of business firms.

Question 8- Describe various types of working capital.

Question 9- Discuss the factors on which the fixed capital requirements of a business depend.

Question 10- Discuss the factors affecting the working capital requirements of a business enterprise.



Note- Please do this assignment in your copies. It will be checked when the school re-opens.
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