Sources of Finance
Advantages, disadvantages and suitability of internal and external sources  |  AQA 7138 spec 3.1.4
	Judging suitability: the questions to ask about the business and its context
How much is needed? Overdrafts and trade credit suit small sums; share capital and private equity suit large ones.   How long for? Match short-term needs to short-term finance.   Control: do the owners want to keep it?
Cost and risk: interest rates, existing gearing and how stable cash flow is.   Form of business: a sole trader cannot sell shares; only a plc can sell shares to the public.   Track record: new businesses struggle to get loans or trade credit.



	Source of finance
	What it is
	Advantages
	Disadvantages
	Most suitable when…

	INTERNAL SOURCES OF FINANCE

	Owners' investment
	Money the owner(s) put into the business from personal savings or by selling personal assets.
	1. No need to persuade a bank or investor to provide the funds
1. No interest to pay and no repayment date
1. Shows the owner's commitment, making banks more willing to lend later
	1. Limited by how much personal wealth the owner has
1. A sole trader with unlimited liability risks losing personal assets
1. The owner could have used or invested the money elsewhere
	Start-ups, sole traders and small private limited companies where the sums needed are modest and the owner wants to keep control.

	Retained profits
	Profit kept in the business after tax and dividends have been paid, used to reinvest.
	1. Uses profit already earned, so no interest is paid and no new owners join
1. Quick to access: no application to a lender or investor
1. The owners decide how it is spent, with no outside conditions
	1. Only available if the business has made a profit
1. Keeping more profit means lower dividends, which may upset shareholders
1. Rarely enough on its own to fund a large project
	Established, consistently profitable businesses funding gradual growth, where owners will accept lower dividends.

	Sale of assets
	Selling non-current assets the business no longer needs, such as surplus equipment, vehicles or property.
	1. Releases cash tied up in assets that are not earning a return
1. Turns unused equipment or property into cash without borrowing
1. May cut costs such as maintenance, insurance and storage
	1. A one-off source: once the asset is sold it cannot be sold again
1. A rushed sale may get less than the asset is worth
1. The business loses any future use of the asset
	Businesses with surplus or under-used assets, for example during restructuring or retrenchment.

	Sale and leaseback
	Selling an asset (usually property) to another firm, then leasing it back so the business can keep using it.
	1. Raises a large sum while the business keeps using the asset
1. Can release far more cash than selling small surplus items
1. Regular lease payments are easy to plan for in budgets
	1. Lease payments add to fixed costs and, over many years, may exceed the sale price
1. The business loses any future rise in the property's value
1. The rent may rise when the lease is renewed
	Businesses that own valuable property, such as retailers or hotel chains, needing a large cash injection without borrowing.

	Working capital
	Releasing cash by managing current assets and liabilities better, for example holding less inventory or collecting receivables faster.
	1. Cash is freed from within day-to-day operations at little or no cost
1. Can be done quickly, for example by chasing customers who owe money
1. Improves efficiency and the current ratio
	1. Only releases limited amounts of cash
1. Holding less inventory risks running out of stock
1. Demanding faster payment may push customers to competitors
	Short-term cash needs, especially for businesses with high inventory or slow-paying customers.

	EXTERNAL SOURCES OF FINANCE

	Trade credit
	Suppliers let the business buy now and pay later, typically within 30 to 90 days.
	1. Effectively an interest-free short-term loan from suppliers
1. Goods can be sold before the supplier has to be paid
1. Widely offered to established business customers
	1. May lose discounts offered for paying early
1. Paying late damages supplier relationships and credit rating
1. Suppliers may refuse it to new businesses
	Day-to-day purchases of stock and materials, especially for retailers that sell goods before paying for them.

	Share capital
	Raising finance by selling shares: privately for a Ltd, or publicly on a stock exchange for a plc.
	1. Can raise very large sums from many investors
1. Permanent capital that never has to be repaid
1. Dividends can be cut in a bad year, unlike interest payments
	1. Each new share sold dilutes the existing owners' control
1. Shareholders expect dividends and a rising share price
1. Floating as a plc is costly and exposes the business to takeover
	Large expansion projects for growing companies where owners are willing to give up some control.

	Overdraft
	The bank allows the business to take its current account below zero, up to an agreed limit.
	1. Interest is only paid on the amount actually used
1. Quick and easy to arrange with the business's bank
1. Covers temporary gaps between paying costs and receiving revenue
	1. Interest rates are high compared with a loan
1. The bank can withdraw it or demand repayment at short notice
1. Unsuitable for funding long-term investment
	Short-term or seasonal cash flow gaps, for example a business that pays costs before peak-season revenue arrives.

	Loans
	A fixed sum borrowed from a bank, repaid with interest in instalments over an agreed period.
	1. The lender has no voting rights, so the owners keep control
1. Fixed repayments make cash flow easier to forecast
1. Can provide large sums repaid over many years
	1. Interest adds to fixed costs, raising break-even output
1. Must be repaid whatever happens, and usually needs security (collateral)
1. Increases gearing and financial risk
	Buying non-current assets, for established businesses with steady cash flow and low gearing, especially when interest rates are low.

	Business angels
	Wealthy individuals who invest their own money in small or start-up businesses in return for a share of the equity.
	1. Will invest in new businesses that banks see as too risky
1. Often bring expertise, mentoring and useful contacts
1. The investor shares the risk: if the business fails, nothing is repaid
	1. The founder gives up a share of the business to one individual
1. The investor may want a say in key decisions
1. Expects a high return and a planned way to sell their stake
	Start-ups and small high-growth businesses with too little track record to borrow from a bank.

	Private equity
	Investment firms buy a large stake in a private business (or take a public one private), usually aiming to sell at a profit within a few years.
	1. A single investor can provide very large sums
1. Brings management expertise and strategic support
1. The business can raise large sums and still stay private
	1. The investor may take a large or majority stake and control decisions
1. Focus on returns within a few years may clash with the owners' long-term objectives
1. Pressure for cost-cutting can affect staff and culture
	Established businesses with strong growth potential needing large funds, where owners accept sharing control.

	Crowdfunding
	Raising small amounts from a large number of people through an online platform, in return for rewards, equity or interest.
	1. Raises money without needing a bank or a major investor
1. Tests demand for a product and builds publicity and a customer base
1. Reward-based campaigns involve giving up no equity
	1. If the target is not reached, no funds may be raised
1. Publicising the idea risks it being copied
1. Platform fees, and equity campaigns create many small shareholders
	Start-ups and social enterprises with an appealing, consumer-facing product or cause.



AQA A-level Business 7138  |  3.1.4 Financial management  |  Completed grid  |  Page 
Answer Key: Sort It Out
Statement numbers (Bank 1) and letters (Bank 2) for each source
Question 1  Internal sources of finance
	Source
	Advantages (Bank 1)
	Disadvantages (Bank 1)
	Bank 2

	Owners' investment
	18, 23, 30
	6, 14, 28
	E

	Retained profits
	4, 9, 13
	5, 10, 20
	C

	Sale of assets
	19, 24, 31
	2, 11, 29
	A

	Sale and leaseback
	21, 25, 27
	1, 15, 26
	D

	Working capital
	17, 22, 32
	3, 7, 8
	B



False statements
	No.
	False statement
	Why it is false

	12
	After a sale and leaseback, the business can no longer use the asset
	False: the whole point is that the business leases the asset back and keeps using it.

	16
	Retained profits must be repaid to shareholders within a year
	False: retained profit belongs to the business; it is never repaid, though keeping it may mean lower dividends.



Question 2  External sources of finance
	Source
	Advantages (Bank 1)
	Disadvantages (Bank 1)
	Bank 2

	Trade credit
	39, 43, 56
	35, 41, 51
	F

	Share capital
	42, 59, 69
	49, 64, 76
	L

	Overdraft
	57, 58, 60
	34, 72, 73
	H

	Loans
	46, 67, 74
	36, 54, 65
	K

	Business angels
	66, 70, 71
	37, 44, 48
	G

	Private equity
	33, 38, 62
	52, 55, 68
	J

	Crowdfunding
	45, 50, 75
	40, 53, 61
	I



False statements
	No.
	False statement
	Why it is false

	47
	The bank gains voting rights over how the business is run
	False: lenders have no voting rights; only shareholders vote.

	63
	Selling new shares increases the business's gearing
	False: share capital is equity, so gearing falls.
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