Unit 3.1 Sources of Finance

Syllabus ObjectivesKnow how to clearly define capital and revenue expenditure.  Be able to break concepts down into individual characteristics and see the broader picture how they relate. E.g. A business needs to pay for both everyday costs to create revenue today and to invest in assets to create revenue in the future. Capital costs usually provide an asset that the business owns, whereas revenue expenditure is usually the payment of consumable things such as rent or wages that provide the business no asset of value.
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 [image: ]Know how to clearly define each external source of finance and that external sources of finance can provide large amounts of capital. Also know that deciding on a type, or combination of sources will depend on amount, time, risk, ownership, cost, purpose and other variables, and that most external sources come at a cost to the business. Be able to break concepts down into individual characteristics and see the broader picture how they relate. E.g. A business can raise share capital, but only if investors see value in the business (it needs to be of a certain size). Furthermore, the business owners are then giving up some ownership and profit share to raise the share capital. A business seeking smaller amounts of money, or are not as likely to raise share capital may seek venture capital from investors who see potential with limited proof. They are also likely to want ownership of the business, but are taking on a large risk by providing a large amount of money to an unproven business.

Know how to clearly define each internal source of finance, and that internal sources of finance, depending on the size of the organization, are less useful when larger amounts of investment are required. Be able to break concepts down into individual characteristics and see the broader picture how they relate. E.g. A business can sell its assets in order to raise finance, however this could be detrimental if the business still requires the asset to create revenue. It may be forced to sell the asset and receive the cash, but then need to continue leasing it in the future, which will be more expensive. Retained profits can also be used, but using all of it can be risky should the business suffer financial difficulty in the future.
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Know that sources of finance can be classified as short, medium or long-term based on when they need to be repaid as well as the length of the benefit the finance will provide. Be able to classify, define and state these types of finance. E.g. Overdraft is a short form of a loan that provides short-term cash relief, for example, when wages need to be paid due to a delay in receiving payment from a customer. Loan Capital is more likely to be a long-term source of finance if it is used to purchase a large investment (like a factory) and be repaid in more than 5 years. 




[image: ]Know that each business situation requiring finance will have appropriate and inappropriate ways to finance it. Know especially that almost all business decisions will have a financial impact on the business, and it is important to know if there is an adequate way to finance the decision. Be able to combine and synthesize these ideas into a new idea and make a judgment based on the weight of evidence. E.g. A business is considering purchasing a new machine that will improve productivity in the factory. The business has enough retained profit to buy the machine, but is worried about using all their cash as this increases the risk of the business, even though there would be no interest to pay. They will be able to sell the existing old machine, but it will only raise about 20% of the money needed. Selling this machine is suitable as it will no longer be needed and has no extra costs. A loan could be used for the remaining 80%. This will incur interest charges, and the bank will use the machine as collateral, which means they can repossess it if the loan is not paid back. The business could also not purchase the machine at all, instead leasing it from the manufacturer. This will result in higher monthly charges than the cost to purchase it, however, a breakdown of the machine is the responsibility of the manufacturer and may have a lesser impact on productivity if breakdown occurs. The final decision will need to consider the openness to risk of the business as well as the length of time the asset will remain useful.

Example questions may include:
  Define the term Debt factoring								[2 marks]
[bookmark: _GoBack]  Identify 3 long-term sources of finance							[3 marks]
  Distinguish between Revenue expenditure and Capital Expenditure			[6 marks]
  Contrast business angels and venture capital						[4 marks]
  Analyse two benefits of raising share capital through an IPO				[6 marks]
  Discuss whether an overdraft or trade credit provide the most appropriate 
  Source of finance for company X								[10 marks]




image1.png
SL/HL content

Depth of
teaching





image2.png
Role of finance for businesses:

+ capital expenditure
+ revenue expenditure

The following internal sources of
finance:

+ personal funds (for sole traders)
+ retained profit
+ saleofassets

‘The following external sources of
finance:

+ sharecapital
+ loan capital

+ overdrafts
+  tradecredit
.+ grants

+ subsidies
+ debtfactoring
+ leasing

+ venture capital
+ business angels




image3.png
Short, medium and long-term finance | AO1

The appropriateness, advantages and | AO3
disadvantages of sources of finance
fora given situation





[ Tre—r—

Sytabus Objectves
SUML content ‘
Roleot fnance forbunesses:

- apulopedue
B e—

T T

he olowing e sources of
fnce:

+ pesonl undsfor sle tader)
+ wnedpoft
L ectases

he folowingextemalsouces of
fnce:

- shweapul

J——
Jp—
J—

o g

. wbudes
pT——
. ey

- veecapral
- businessangels




