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External sources of finance 
 

Finance is available to a business from a variety of sources both internal and 

external. It is crucial for businesses to choose the most appropriate source of 

finance for its needs as different sources have its own benefits and costs. 

External sources of finance are sources of fund which can be obtained from 

outside the business.  

 
 
 

 

 

Source Advantages Disadvantages 

Grant 

Grants are funding given to 

businesses for programs or 

services that benefit the 

community or public at large. 

Grants can be given by the 

government or private firms. For 

example a grant may be given 

to open a new factory where 

unemployment is high. 

* Grants do not have to 

be paid back. 

* There are no costs 

involved in obtaining a 

grant. 

* Grants are given on 

certain restrictions and 

laws imposed by the 

government. 

* Not all businesses are 

eligible for grants. 

* Grants are given freely 

and therefore are very 

competitive: lots of firms 

try for the same fund. 

Venture capital 

It is the capital that is 

contributed at the initial stages 

of an uncertain business. The 

investor expects to have 

some influence over the 

business. 

 

* Venture capitalists 

invest large sums of 

money in the business. 

* They may also bring a 

lot of experience and 

expertise along with the 

money 

* Since they become 

owners by investing in 

the business they have 

equal interests in the 

business’s success. 

* The profits will be shared 

with the investor. 

* Entails a lengthy and 

complex process where a 

business plan and 

financial projections must 

be submitted  

* As an owner of the 

business the venture 

capitalist may want to 

influence the strategic 

decisions and take control 

of the business. 
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Business Angels 

These are wealthy, 

entrepreneurial individuals who 

provide capital and also share 

personal business 

management experience with 

the entrepreneur in return for a 

proportion of the company 

equity. They take a high 

personal risk in the expectation 

of owning part of a growing 

and successful business. 

 

* They are free to make 

investment decisions 

quickly 

* No need for collateral 

- ie personal assets 

* No repayments or 

interest 

* A business angel with 

the right skills can 

strengthen a business 

by offering marketing 

and sales experience, 

etc. 

* It takes longer time to 

find a suitable Business 

Angel investor  

* Giving up a share of your 

business 

 

Borrowing from friends and 

family  

This is also a common source of 

fund coming from friends and 

family members who are 

supportive of the business 

idea.   

 

* Can be quicker and 

cheaper to arrange 

(esp. compared with a 

standard bank loan)  

* The interest and 

repayment terms may 

be more flexible than a 

bank loan.  

* Can add stress to an 

entrepreneur, particularly 

if the business gets into 

difficulties. 

Bank overdraft 

Bank overdraft is a short term 

credit facility provided by 

banks for its current account 

holders. It allows businesses 

to withdraw more money than 

their bank account balances 

hold. Interest has to be paid on 

the amount overdrawn. Bank 

overdraft is the ideal source 

of finance for short-term 

cashflow problems.  

* No security is needed 

for a bank overdraft. 

* Ideal for short-term  

cashflow deficits. 

* It’s a flexible source of 

finance, in the sense 

that it is only used when 

needed. 

* Easy and quick to 

arrange. 

* Interest is only paid 

when overdrawn and 

on the exact amount 

needed 

* There is a limit to 

the amount that can be 

overdrawn. 

* Interest has to be 

paid on an overdraft that 

is calculated on a daily 

basis. The bank may 

charge an overdraft 

facility fee too. 

* Overdrafts are meant to 

cover only short-term 

financing and are not a 

permanent or long-term 

source of finance. 

Bank loan 

Loans are borrowed from 

banks or other financial 

institutions for large and long-

term business projects such as 

the development or expansion 

of the business. Bank loans are 

good for financing investment 

in fixed assets  and are 

generally at a lower rate of 

interest that a bank overdraft. 

* Large amounts can 

be borrowed. 

* Suitable for long-term 

investments. 

* Interest rates are lower 

than for bank overdrafts 

and are set in advance. 

* Collateral and other 

business documents are 

needed. 

* The amount borrowed 

has to be repaid at the 

agreed date. 

* Interest is charged. 

 

For more details, see also http://www.aa-academy.org/resource/financial-

engineering-assessing-various-sources-finance-agribusiness-enterprises-tanzania  

http://www.aa-academy.org/resource/financial-engineering-assessing-various-sources-finance-agribusiness-enterprises-tanzania
http://www.aa-academy.org/resource/financial-engineering-assessing-various-sources-finance-agribusiness-enterprises-tanzania

