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External Sources of Finance with
Advantages and Disadvantages

The external sources of finance are funds obtained from outside the business to meet financial
requirements. Businesses rely on these sources where internal funds are not able to support the operations
and expansion or other financial requirements. External finance includes those sources such as bank loans,
equity financing, debentures, and venture capital. However, these have challenges such as interest, dilution
of ownership, and compliance requirements. So, understanding these sources of finance is important for
businesses that need to make the right decisions in balancing their financial structure.

What is External Sources of Finance?

External sources of finance refer to the funds that businesses raise from external entities, such as banks,
investors, or_financial institutions. These sources are essential when a business needs substantial capital
that cannot be generated internally. Companies use external finance for various purposes, including
expansion, purchasing assets, or managing cash flow during challenging times.

Key Features of External Sources of Finance

1. Large Capital Availability: External sources provide access to significant funds, enabling
businesses to undertake large-scale projects.

2. Diverse Options: Businesses can choose from a range of external sources, including loans, equity,
and_bonds.

3. Structured Agreements: Most external sources involve formal agreements with terms and
conditions, ensuring transparency and accountability.

4. Long-Term and Short-Term Options: Businesses can select sources based on their financial
needs and repayment capacity.

External Sources of Finance

External finance provides businesses with opportunities to raise funds from various channels. However,
it also introduces obligations like repayments and interest. Each source has its benefits and challenges.
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Bank Loans

Bank loans are one of the most common external sources of finance. Businesses borrow a fixed amount
from banks, agreeing to repay it over a specific period with interest.

Advantages of Bank Loans

o Flexibility: Loans can be tailored to the business’s needs, with adjustable terms and repayment
schedules.

o Large Amounts: Banks offer significant funds for both short-term and long-term requirements.

e No Ownership Dilution: Borrowing from banks does not affect the ownership or control of the
business.

Disadvantages of Bank Loans
o Interest Costs: Businesses must pay interest, increasing overall expenses.
o Collateral Requirements: Banks often require security, like property or assets, to approve loans.
e Risk of Default: Failure to repay can damage the business’s credit rating and lead to legal action.

Equity Financing

Equity financing involves raising funds by selling shares to investors. This method is popular among
startups and businesses looking to expand.

Advantages of Equity Financing

o No Repayment Obligation: Businesses are not required to repay the funds or pay interest.

e Access to Expertise: Investors often provide strategic advice and networks to support business
growth.

o Increased Capital: Equity financing raises large amounts of money for long-term projects.


https://plutuseducation.com/programs

(o PLUTUS

EDUCATION

Disadvantages of Equity Financing

o Dilution of Ownership: Selling shares reduces the original owner’s control over the business.

o Profit Sharing: Investors are entitled to a share of the profits, reducing the company’s earnings.

o Complex Process: Securing equity financing can be time-consuming and requires compliance
with legal regulations.

Debentures

Debentures are long-term financial instruments where businesses borrow funds from the public, agreeing
to pay interest and repay the principal amount later.

Advantages of Debentures

o Fixed Interest Rate: Businesses can predict and manage costs due to fixed interest payments.

e Long-Term Funding: Debentures provide capital for extended periods, supporting strategic
growth.

e No Dilution of Control: Borrowing through debentures does not affect ownership.

Disadvantages of Debentures
o Interest Obligations: Payments must be made regardless of the company’s profitability.
o Repayment Risk: Businesses face the challenge of repaying the principal amount at maturity.
o Legal Compliance: Issuing debentures requires adherence to strict regulatory guidelines.

Venture Capital

Venture capital refers to funding provided by investors in exchange for equity stakes in startups or growing
businesses.

Advantages of Venture Capital

e Access to Expertise: Venture capitalists offer guidance, mentorship, and industry connections.

o High Capital Availability: Venture capital provides substantial funds for innovative and high-
risk ventures.

e No Immediate Repayment: Businesses do not need to repay the funds like traditional loans.

Disadvantages of Venture Capital

o Equity Dilution: Owners give up a significant portion of ownership and control.

o Investor Influence: Venture capitalists often participate in decision-making, which may conflict
with the owners’ vision.

o High Expectations: Investors expect substantial returns, putting pressure on the business to
perform.

External Sources of Finance FAQs

What are external sources of finance?
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External sources of finance are funds businesses acquire from external entities, such as banks, investors,
or the public, to meet financial needs.

What are examples of external sources of finance?
Examples include bank loans, equity financing, debentures, and venture capital.
What are the advantages of external finance?

External finance provides access to large capital, supports long-term growth, and offers diverse funding
options for businesses.

What are the disadvantages of external finance?
It often involves interest payments, ownership dilution, and compliance with legal regulations.
How can businesses choose the right external finance source?

Businesses should consider their financial needs, repayment capacity, and long-term goals before selecting
an external finance source.
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