	IGCSE BUSINESS STUDIES



THE CONCEPT OF CAPITAL

In Business Studies and accounting, there are various terms which sound very alike, and which mean almost the same thing, but have subtle difference, which you need to be able to tell apart and use correctly.  The concept of capital is one of them.

WORKING CAPITAL

Any money in a business, which is needed to fund day-to-day activities, is called WORKING or CIRCULATING CAPITAL.  This money could be used to pay wages, rent or the electricity bill or to buy new raw materials.  It is not used to invest in machinery or new building.  To find the amount of working capital in a business we use the formula

WORKING CAPITAL = CURRENT ASSETS – CURRENT LIABILITIES

Current assets are the assets of the business, which can be turned into cash relatively easily.  They are always referred to in the DESCENDING ORDER OF LIQUIDITY, which is stock, debtors, bank and cash.  You find these on the balance sheet.

Current liabilities (also found on the balance sheet) are items for which the business owes money and which must be paid in the short term (normally within the same financial year).  This could be creditors or an overdraft at the bank.

THE WORKING CAPITAL CYCLE

Managing working capital in a business is crucial.  There must be cash available to pay off liabilities or the business will cease trading or go into LIQUIDATION (there will be a cash flow problem).  To understand how working capital is managed so that this is no the case, it is important to understand the WORKING CAPITAL CYCLE.
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Underneath the following headings, define the following terms and how they affect the working capital cycle.  

	TERM


	DEFINITION
	HOW IT AFFECTS WORKING CAPITAL.



	STOCK
	
	An increase in stock would - 

	
	
	A decrease in stock would - 

	DEBTORS
	
	An increase in debtors would -

	
	
	A decrease in debtors would -

	CREDITORS
	
	An increase in creditors would -

	
	
	A decrease in creditors would -

	LIQUIDITY
	
	An increase in liquidity would -

	
	
	A decrease in liquidity would -


CAPITAL EMPLOYED

If the top half a balance sheet refers to assets the company OWNS then the bottom section relates to how the company paid for the assets or what it OWES.  This is probably made up of several key types of finance:

· Money the owners (or shareholders) have invested into the business.

· Money received from long-term liabilities (such as bank loans or mortgages)

· Money earned in profit this year

When all of this is added together, it should equal the same amount as the net assets of the business (fixed assets + current assets – current liabilities).  Hence, the balance sheet should balance!

 

Money flowing into the cycle:





Loans


Fresh capital


Sale of assets





Money flowing out of the cycle:





Dividends/Drawings


Repay loans


Purchase of new assets


Tax





BUSINESS





PRODUCTS





CUSTOMERS (debtors)





SUPPLIERS (creditors)
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