
CAUSES OF BUSINESS DISTRESS 

 

UNDER CAPITALISATION 

 

Capitalisation is the amount of money required for any business enterprise 

and can be either equity capital normally put up by the proprietor or loan 

capital which is normally borrowed by the business from the financial 

markets. Not enough consideration is given to the significance of the 

difference between equity capital and loan capital.  

 

Equity capital is dedicated money and to all intents and purposes a part of 

the asset base of the business. The investor (owner) is only paid out of 

profits.  

 

Loan capital is a liability which obliges the business to pay interest for the 

term of the loan whether or not the business has made a profit. 

 

Undercapitalization, miscalculating the capital required or the equity to 

loan capital proportion are amongst leading causes of business failure.  

The firm may then have to continue borrowing at higher interest that the 

business cannot service. 

Generally speaking, businesses start with little enough money and with the 



hope that everything will somehow be alright.  

In reality, what really happens is when things get tight the business passes 

the problem onto its creditors. Then for some reason, if and when profits 

are being made, the tendency is to spend it all and put nothing back into 

the business. The tendency is to give personal assets as security to enable 

borrowing to plug these holes without any regard to or even having a 

budgeted profit and loss statement or cash flow projection.  

 

In the beginning there must be sufficient money to purchase the necessary 

plant and equipment and other trading assets.  There must be enough to 

cover the running expenses such as wages, rent, telephones postage and 

loan repayments until such time as the business is actually generating and 

receiving income at a rate sufficient to cover those running expenses. 

 

A similar situation arises if the business seeks to expand, i.e. those extra 

costs which are related to the expansion programme must be found. They 

may be the cost of larger premises, more staff or bigger and updated 

equipment. In any event sufficient money must be found to fund that 

additional expenditure until such time as the business can fund them out 

of increased profits. 

 

Then of course one should not overlook that losses have to be financed 



and at a time when a business is losing money, it will find it hard to borrow 

in order to finance those losses. 

 

To determine the amount needed to finance either a start-up or an 

expansion phase one must first estimate the expenses or extra expenses 

over a period of say 12 months, and then estimate the income or 

additional income over that same period. Quite often these estimates are 

not based on any tangible facts, e.g. the cost of rent could be determined 

by enquiring at various real estate agents in the area in which it is intended 

to set up business and to ascertain the rentals most recently established 

by other businesses taking up space in the same area. It would be less 

accurate if one were to enquire as to the asking price within that area. 

Estimation of income and out goings is known as a budgeted profit and 

loss.   

 

It is fundamentally important to the exercise that the figures are both 

authentic and conservative; otherwise you will be deceiving yourself. 

Projecting the cash flow of the business is also necessary so that cash 

payments to be made by the business at various times can be made as they 

fall due. This is referred to as a cash flow projection. 

 

Once an enterprise has been established and becomes profitable then a 



fresh avenue of capital for that business is created. That is to say the after-

tax profits can and should be channelled back into the business, to be used 

to develop the business as it grows, thus reducing the need to borrow 

money for that purpose.  Looked at in another way, it is an investment in 

greater profitability for the business. The cost of the borrowing which is 

thereby avoided. Also in difficult times when it may be considered prudent 

to down size the business operation because of diminished demand the 

firm will not be bridled with debt when it comes to "downsizing". To put it 

in another way, downsizing is only of any benefit if the business can be 

returned to profitability. Fixed costs such as interest cannot be so simply 

eliminated as other costs thus limiting capacity to downsize 

 

Under capitalisation being the term used to describe the situation where 

the capital put in by the owners is disproportionately low to the amount 

required, having regard to the level of trading.  The shortage in capital 

cannot be overcome by trading credits so the firm resorts to borrowing.   

 

Whilst trading conditions remain buoyant and the economy moves with 

confidence the short sightedness of such policies can be overlooked.  In 

fact, during such periods the advantages to the firm of improved earning 

rates must seem very attractive.  It is only when trading activity slackens, 

and the money becomes increasingly difficult to borrow that the full 



impact of those decisions will become apparent.   

 

There are very real difficulties to be faced when money is borrowed.  

When money is borrowed on a long-term basis to finance current assets, 

the danger is that the borrowed funds may become locked and be difficult 

to liquidate.  Money may be borrowed to invest in trading stock and trade 

debtors.  Having then lifted the trading activities to that particular level, 

some definite plan must be programmed to cover the repayment of these 

loans.  Remember you can retain profits to repay loans but not when 

profitability is falling, in which case this may not be possible.  Alternatively, 

you may extend the borrowings to repay existing borrowings and provide 

some additional funds to provide for continued expansion.   

 

Ultimately the results from overtrading if continued for a lengthy period 

will causes partial or total destruction of the firm. It may have to repay a 

loan by refinancing it. Circumstances can arise whereby the firm is not able 

to refinance a loan the end of its term perhaps because the firms 

borrowing capacity has deteriorated since the loan was taken out or the 

lenders policy has changed. This creates a real problem which possibly 

could have been avoided by having a longer term principal and interest 

loan (payable in full over the term of the loan) rather than a short term 

interest only loan( whereby the principal and unpaid interest are payable 



at the end of the term).  

 

If a business has borrowed to the limit it is in a fragile condition because if 

further money is required and cannot be found, then it may be in trouble. 

It will not be able to pay its creditors/debts as they become due for 

payment. If it continues to trade, it will be financing its ongoing activities 

by not paying its creditors. This is known as inverse capitalisation. 

 

INADEQUATE RECORDS 

 

Quite often proper records are not maintained, and the proprietor has no 

chance of keeping up with the real profitability let alone with such matters 

as stock, debtors and creditors.  

 

Whilst in most cases financial records are kept, they are often inadequate 

as they do not provide the information which is required for operational 

purposes and or to satisfy a lender when seeking finance. Also, they are 

untimely because the information is so often too late in being brought to 

the attention of management. It is then of historical interest only and of 

little help to the day to day decision maker. 

 

In other cases, the information may be available, but the proprietor is 



unable to interpret and get the full benefit of the various financial reports. 

There is often not enough discussion or communication with the 

accountant. Unless a proper debtors ledger is maintained the business will 

be impeded in the recovery of its money owed by the customer.  

 

POOR STOCK CONTROL 

 

Stock build-up means too much money is tied up in stock. Manufacture or 

purchasing of stock is often out of control or at least uncontrolled so that 

stockholdings do not coincide to sales.  Holding excess stock can dry up the 

money supply very rapidly. 

 

CAPITAL EXPENDITURE 

 

Ill-considered capital expenditure can result in waste unless a cost to 

benefit comparison and analysis is carried out to justify the actual need for 

a piece of equipment. If such an evaluation does not justify the purchase 

of a new piece of equipment, perhaps consideration could be given to 

buying it second hand or at another time when the market for the item is 

not so strong. 

 

CHANGING MARKET CONDITIONS 



 

Quite often market conditions change, and the proprietor is not alert to it 

or to competition within that market place. If, for example, the opposition 

has reduced their price then soon enough your customers will find out and 

start buying from them unless you take action to become competitive. 

 

POOR MANAGEMENT 

 

Some say that misadventure is a cause of business failure, but this is often 

used as a cover up for poor management. There is the classic case of the 

owners of a service station contending that their business failed because 

of a person obtaining judgement for injuries sustained when that person 

slipped and fell on the greasy driveway of the service station. The 

judgement was for an amount in excess of the level of the public liability 

insurance cover. The owners claimed that it was the judgement which 

caused their business failure when in fact it was their poor management 

in failing to keep the driveway free of grease, and not having adequate 

public liability insurance cover having regard to the well-publicised large 

verdicts given in similar cases. 

 

Inadequate margins or mark ups can result in a profit loss. This can come 

about over a period of time as cost of raw materials increase without there 



being a corresponding increase in the sale price. The sale price of course 

can only be increased if the market will pay it. If it cannot be increased, 

consideration must be given to other efficiencies to offset the loss or the 

particular line may have to be discontinued. 

           

Product obsolescence is always a possibility. However, astute 

management might well see it coming and consider a replacement 

product or diversification to overcome the problem. 

 

The source of many labour problems and an inability to cope with them 

is a sign of inefficient management. General lack of managerial experience 

and naivety can lead to an inability to cope with the complexity of business 

leaving the firm fair game for the unscrupulous and the commercially 

immoral. 

 

Management may not be vigilant. It may fail to review policy, debtors, 

creditors, stock and many other aspects of the business. This reveals a lack 

of skill, experience and a feeling for the running of the business In light of 

the dynamic circumstances in which the business operates, the manager 

must be able to understand what changes are taking place and how to 

adjust to them. 

 



PERSONNEL 

           

The loss of key personnel due to sickness, death or resignations can cause 

serious problems unless dependence on particular personnel is 

discouraged and, in some cases, insured against.  Where possible, key 

positions must be shared by a number of employees. 

 

REDUCTION IN THE LEVEL OF DEMAND  

  

A sudden and unforeseen loss in sales volume. Many things influence the 

demand for the products which a business sells.  One important factor is 

the economic conditions within which the business operates. Quite often 

there is little if nothing which can be done about this except perhaps to 

maintain a conservative gearing and to be in a position to down size as 

quickly as possible. 

 

SOME OTHER CAUSES 

  

• Poor marketing/sales  

• Increased competition 

• Problems with suppliers 

• Poor quality control 


