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6 Finance
6.1 Sources of finance

The disadvantages of internal sources of 
finance are:

u	there may not be enough money 
available.

There are five internal sources of finance:

Internal
sources

of finance

Debt
collection

Owner's
investment

Sale of
non-current

assets

Sale of
inventory

Retained
profits

Owner’s investment 
In this case, the owners draw on their own 
private financial resources and invest their 
private money into the business. 

Using the owner’s own capital has the 
advantages of remaining private and 
does not have to be repaid. The major 
disadvantage is that not all owners 
have additional capital to call on. This 
method would be used if the money were 
required long-term and if the amount was 
not large.

Retained profits 
Sometimes the owners may decide to re-
invest or ‘plough back’ profits from previous 
years instead of taking them out of the 
business for their own use. This method also 
has the advantages of remaining private and 
does not have to be repaid. The disadvantage 
is that not all businesses make enough 

A business may need finance not only when 
starting up but also at times during its life. 
For example, new expensive machinery may 
be needed. Sometimes large sums may be 
required for a long period while, at other 
times, small amounts for a short time may do. 

The time for which finance is needed may be:

Short-term Medium-term Long-term

May be used to: May be used to: May be used to:

Buy extra 
inventories
Avail of special 
offers
Help when trade 
is poor

Buy short-life 
assets such as 
vehicles

Buy long-life 
assets such as 
premises

There are several methods by which 
businesses may raise necessary finance. The 
method which they choose depends on how 
much they wish to borrow and the period of 
time for which it is needed.

Money can be raised internally – inside 
the business – or externally – from sources 
outside the business.

Sources of
finance

Internal
sources

External
sources

Internal sources of finance 
The advantages of internal sources of finance 
are:

u	no interest has to be paid

u	the affairs of the business are kept private

u	does not have to be repaid.
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not paid for them. It is common practice 
for businesses to allow thirty days’ credit, 
although all the large supermarkets sell only 
for cash. The money which is owing by trade 
receivables is not working for the business, 
so the business has to have a system of debt 
collection to get the money it is owed. Debt 
collection is useful if the money is required 
immediately.

Name one advantage and one disadvantage 
of each of the following sources of finance.

Source of finance Advantage Disadvantage

Owner’s investment

Retained profits

Sale of inventory

Sale of non-current 
assets

Debt collection

Activity

External sources of finance 
The advantages of external sources of 
finance are:

u	larger sums of money are available

u	the money is usually available more 
quickly

u	the borrower has the use of the asset 
while paying for it.

The disadvantages of external sources of 
finance are:

u	it is more expensive as interest has to be 
paid

u	the lender requires security in case of  
non-payment.

profit to be able to do this. Retained profits 
would be used if the money were required 
in the medium or long term and the amount 
required was not very large. 

Sale of inventory
Every manufacturing business and every 
retail shop has inventory which has not 
been sold. The business can raise finance 
quickly by holding a sale and offering the 
goods to the public at a discount. In this 
way, the business gets its money quickly and 
can use this money to manufacture or buy 
new inventory. We are all familiar with the 
January sales in shops which clear the winter 
goods, and also raise money and create space 
for the new spring goods. Selling inventory 
would be done if the money were required in 
the short term.

Sale of non-current assets
Businesses have large sums of money 
invested in their non-current assets 
such as premises and equipment and 
sometimes choose to sell some surplus 
assets – perhaps a machine or a building –  
in order to raise finance. However, new 
or small businesses are unlikely to have 
any surplus non-current assets to sell and 
even a business which has surplus assets 
would find the method slow. There is also 
a limit to the number of assets which a 
business can sell before it starts to affect 
its production. Selling non-current assets 
would be done if the money were required 
in the medium term.

Debt collection
Most businesses have trade receivables – 
people who have bought goods and have 
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There are nine external sources of finance:

External
sources of

finance

Government
grants

Leasing

Trade
credit

Bank loan
or

overdraft

Hire
purchase

Share
issue

Additional
partners

Mortgage

Bank loan 
This is suitable as a medium- or long-term 
source of finance. The bank agrees to lend 
a set sum of money to the business for an 
agreed period of time. In return, the bank 
charges interest at a rate which is fixed for 
the entire period of the loan. For this reason 
a bank loan can be an expensive way to 
raise finance.

The bank requires security for its loans. 
This means that the bank has the right 
to sell an asset belonging to the business 
if the loan is not repaid within the 
agreed time. 

Bank overdraft 
A bank overdraft is a short-term means of 
finance. This is an arrangement with the bank 
whereby the business is allowed to pay out 
amounts from its bank account to an agreed 
limit beyond the amount which has been 
lodged in the account. Interest is paid on the 
amount actually overdrawn each day and 
therefore getting a bank overdraft is usually 
cheaper than a bank loan which has a fixed 
rate of interest. 

Additional partners
If a partnership needs extra finance the 
partners can agree to invite an additional 
partner to join the business. The new 
partner will contribute capital which can 
be used to finance the purchase of assets or 
whatever the extra finance is required for 
in the business. However, the new partner 
is entitled to a share of the profits of the 
business.

Apart from the additional finance which 
the new partner would contribute to the 
firm, there are other advantages and 
disadvantages which taking on a new 
partner would have for the business. 
1 Write down one other advantage which 

introducing an additional partner would 
have for the business.

2 State one possible disadvantage for the 
business of introducing an additional 
partner.

Activity

Share issue 
In the case of a limited company, extra 
finance may be raised by issuing new 
additional shares in the company.  In a 
private limited company these shares will 
be issued to family and friends.  In a public 
limited company, additional members of the 
public may become shareholders by buying 
the shares on the Stock Exchange.  In either 
type of company, this is a long-term source 
of finance for the company and no interest is 
payable although all shareholders are entitled 
to dividends (share of the profits).

Leasing 
Leasing is a method of acquiring assets and is 
a medium-term method of finance. Leasing is 
similar to renting and the business does not 
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and agrees to pay off the balance in equal 
instalments over an agreed period of time. 
The business has the use of the asset while it 
is paying it off – or hiring it. 

The major difference between hire purchase 
and leasing is that in the hire purchase 
system, the business eventually becomes the 
owner of the asset once it has paid off all the 
instalments. 

Hire purchase is a popular method of 
buying assets because the business can 
have very modern equipment without 
having to part with a large sum of money 
at the outset, and it will eventually own the 
assets. The major disadvantage is that the 
total cost of the asset is much higher than if 
it were bought for cash.

Mortgage 
A mortgage is a very long-term method of 
raising finance and is most often used to help 
in the purchase of premises. The mortgage 
is arranged with a building society or a bank 
over a long period of years (usually twenty 

have to pay a lump sum as it would have to 
do if it were buying the asset. 

The lease is arranged by a finance company 
and the business makes regular payments 
to it for the use of the asset. These payments 
can be very high because they include profits 
for the finance company. The asset remains 
the property of the finance company which is 
another disadvantage of leasing. 

Despite these disadvantages, leasing is 
commonly used in business because it enables 
firms to have the use of up-to-date equipment 
(the asset will be updated regularly) and the 
business is able to get the asset immediately. 
In addition, maintenance and repair costs 
are usually paid by the finance company. A 
common example is a fleet of company cars, 
which are frequently leased.

Hire purchase 
Hire purchase is another method of medium-
term finance which is used for the purchase 
of assets. In the case of hire purchase, 
the business pays a deposit on the asset 

Andrew owns an earth-moving business 
and is hoping to obtain a new digger  
soon. He is unsure whether to use hire 
purchase or leasing and has come to you 
for advice.

Complete the following table to show 
Andrew the advantages and disadvantages of 
both hire purchase and leasing to help him to 
decide which of these two sources of finance 
would be better for him to use.

Advantages of hire 
purchase 

Disadvantages of hire 
purchase

Advantages of leasing Disadvantages of leasing 

Activity
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to twenty-five) and the sum borrowed, 
plus interest charges, has to be repaid in 
instalments over that period. This makes 
the purchase more expensive than if it were 
bought for cash. The premises act as collateral 
which means that the premises can be taken 
and sold by the building society or bank 
should the business fail to make repayments. 

The big advantage of a mortgage is that the 
business has the use of the premises from 
the beginning and can carry on its work 
there while making repayments. Another 
advantage is that the premises eventually 
become the property of the business when all 
the payments have been made. 

Trade credit 
Trade credit is a short-term means of finance, 
and is where suppliers allow their customers 
to have a period of time (usually thirty days) in 
which to pay for the goods they have received.

Trade credit gives an advantage to buyers 
because they have the immediate use of the 
goods. This would help the working capital of 
a small shop, for example, because the shop 
could buy the goods on credit, and then sell 
them and raise money from them before 
having to pay the supplier. 

Trade credit has the added advantage of being 
free. However, suppliers usually give discount 
for cash payment which would be lost by 
using the trade credit facility.

Government grants 
Several systems of government grants apply 
in Northern Ireland to assist businesses 
financially. These are paid either through 
the Northern Ireland Assembly, the national 
government in Westminster, Invest NI or the 
European Union. Details change regularly so 
you are advised to keep up-to-date. 

Government grants are given for a number 
of reasons but the most usual is to create 
employment in a depressed area in order 
to regenerate that area. They are also given 
in order to attract foreign companies to 
invest in Northern Ireland. Such government 
assistance may take the form of tax 
allowances, rates reduction or help with  
re-location costs.

Such grants usually do not have to be repaid, 
although they usually do have conditions. It 
is common, for example, that the government 
would specify the location of the business so 
that some of the unemployment problems in 
a certain area might be solved.

In each of the circumstances described 
here, you are asked to identify the most 
appropriate source of finance. 
1 A company wishes to obtain five new cars 

for its sales representatives.
2 A small shopkeeper needs to increase his 

working capital temporarily.
3 A business needs short-term help to buy 

extra inventory.

4 Elaine and Martin cannot raise enough 
money for their hardware business to be 
able to compete with other businesses in 
their area.

5 A limited company wishes to expand its 
market and needs more long-term capital.

6 A large company needs to up-date its 
machinery but does not have enough 
money available immediately.

➥

Activity
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At this stage you should be able to:
● explain the advantages and disadvantages of internal sources of finance
● explain the advantages and disadvantages of external sources of finance
● identify the most appropriate source of finance for particular circumstances.

Checklist

L&L Flowers is a flower shop which wishes to expand by opening another flower shop. 
Identify one internal and one external source of finance which might be available to L&L 
Flowers and explain one advantage and one disadvantage of each source. (6 marks)

How to answer this question
Name an appropriate internal source. (1 mark)

Explain one advantage of that internal source. (1 mark)

Explain one disadvantage of that internal source. (1 mark)

Name an appropriate external source. (1 mark)

Explain one advantage of that external source. (1 mark)

Explain one disadvantage of that external source.  (1 mark)

Examination question

7 A business has plans to buy modern 
premises which would allow it to expand 
production.

8 A French company is planning to set up 
a new business in Northern Ireland in an 
area where there is high unemployment.
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