SOURCES OF FINANCE

This is where the money comes from to fund the business

Why do Businesses need finance?

· To start-up – buying the premises, equipment and first stock of materials

· To renew and replace equipment & machinery – these will get worn out and become too old and outdated to use

· To expand – businesses that want to make and sell more products and services will need to raise money to buy more resources

· To help with cash flow – businesses may need some short term finance to help them if they don’t have enough cash to pay the bills
Classifying Sources of Finance

Long-term finance – repayment is over a long period usually more than 5 years so these sources would be used for large items the firm is going to keep for a long time. For example start –up costs and expansion such as buying buildings and expensive pieces of equipment.

Medium-term finance – repayment usually takes between 1and 5 years

Buying pieces of equipment such as vehicles and computers usually requires medium term finance

Short-term finance – repayment takes between 1 day and 1 year

Short-term finance is usually used for small pieces of equipment and cash flow problems such as paying wages, buying stocks, and paying bills.

We can split the sources of finance into internal and external sources.

Internal Sources Of Finance

Internal sources of finance are those that come from within the business or the owners of the business.  They do not have to be paid back!

External Sources Of Finance

External sources of finance are those that come from outside organisations such as banks, finance houses, and other businesses.  They have to be paid back and usually with interest!
	Source
	Description
	Used For:
	Advantages
	Disadvantages

	
	Internal Sources of Finance – Long Term
	
	
	

	Owners or Partners Funds
	Small businesses use some of their own money to start the business


	Start-up

Renewal

Expansion
	No interest payments
	Small businesses can lose all their money

	Retained Profits
	Profits from the previous year can be used to buy new equipment and expand the business. This is the most common form of finance for larger businesses


	Renewal Expansion
	No interest payments
	Less profit for the owners/shareholders

	Share Capital
	The money a business gets from selling shares. Private Limited Companies can go public to raise funds.


	Expansion
	Do not have to pay the money back
	Shareholders can sell the shares which can affect the value of the company

	
	External Sources of Finance – Long Term
	
	
	

	Mortgage Loans
	Used to buy property and land. Last for 20-25 years


	Property

Land
	Long term source of finance, large amounts of money
	Interest payments – these may change over time

	Bank Loans
	Main external source of long-term finance. Provided for many different purposes such as start-up, renewal, and expansion


	Start-up Renewal

Expansion
	Raise extra funds
	Interest payments, these can be very large for small businesses

	Government Grants
	The government provides loans or grants to help small businesses start-up and to help businesses in poor areas


	Start-up
	Lower interest rates
	Not that easily available, limited amount of funds

	
	External Sources Of Finance Short & Medium Term
	
	
	

	Bank Overdraft
	The bank allows the business to take out more money than it has got in its current account. The bank will set a limit.
	Cash-flow
	Helps with cash-flow problems, easy to obtain
	Interest charges will be made

	Trade Credit
	The business can sometimes get credit from the companies that supply it (stocks, materials etc). Credit is given for between 1 and 3 months. Large companies will get more credit.
	Cash flow

Buy materials
	Helps with cash-flow problems
	May pay more for the goods, harder for small businesses to obtain

	Hire Purchase
	A finance house buys an asset such as a van and the business pays the finance house in monthly instalments. The asset does not belong to the business until the final payment is made
	Small Equipment
	Spreads payments of expensive items
	The final cost is usually much higher

	Leasing
	The business rents an asset for a period of time. Pays a fixed amount each month
	Equipment
	Spreads payments, equipment is serviced and updated
	Never own asset, can be expensive

















