SHORT TERM FINANCE SO FAR

Short-term Finance is needed for the day-to-day running of a business and is usually for a period of up to 3 years
and we know

In order to understand short-term finance it is necessary to understand the concept of CASH FLOW
CASH FLOW is the flow of money through a business. 
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If a business does not have sufficient funds flowing in (sales revenue, capital, loans) in order to pay its out goings (Bills) the business is said to have a CASH FLOW PROBLEM. 

If a business that is experiencing cash flow problems does not find a solution to its cash flow problems it will be unable to pay its bills and will get a reputation as a bad debtor. 

IMPORTANT – Do not confuse cash balances with profit. Profit is the difference between the total amount a business earns and all of its costs, usually assessed over a year or other trading period. A business may be able to forecast a good profit for the year, yet still face times when it is strapped for cash. 
SOURCES OF FINANCE SO FAR

OVERDRAFT - The bank allows the business to draw more money from their bank account than they actually have in it. 
SHORT-TERM LOAN - An amount of money is borrowed from the bank, then repaid (with interest) over a set period of time (0 – 3 years).
Under each heading write the letter of the advantage/disadvantage that corresponds to the source of finance.
	OVERDRAFT
	SHORT-TERM LOAN

	Advantages 


	Advantages 



	Disadvantages 


	Disadvantages


a) Only suitable for smaller amounts

b) Acts as a safety net for short-term solutions

c) Paid back in installments 

d) Only suitable for smaller amounts

e) Very quick to arrange

f) Only pay interest on amount used 

g) Interest or charges are paid

Overdrafts and short-term loans are examples of external sources of finance, which come from the bank. 

So how do the banks decide who they are going to lend to?

FACTORS THAT INFLUENCE A BANKS DECISION TO LEND

As you watch the video think about why banks need to assess an individuals/businesses situation before agreeing to lend money. Jot down some notes in the space below. 

Banks evaluate the potential risk posed by lending money to businesses and to lessen the risk of losses due to bad debt by considering the following factors: 
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· What the finance is to be used for

· Past trading record or business proposal 

· Product being sold

· Current financial position

· Financial projections 

· Nature of the market and forecasts of sales

· Role and experience of business managers

Banks use this information to determine who qualifies for lending, at what interest rate, and what credit limits. Banks also use this information to determine which customers are likely to bring in the most revenue. 

INTEREST RATE - cost of borrowing money (reward for savings)

In addition to these considerations, the bank will want to know what sort of security will be offered by the business. 

SECURITY - Something that acts as assurance to a lender that it will get its money back if a business is unable to pay back money it has borrowed.
Will the bank ask for security in the following scenarios? Why? 

a) A business wishes to take out a mortgage for a new factory
b) A business needs to take out an overdraft to pay staff wages as their customers have not paid their bills and there is no money in the bank.
c) A small business wants a loan to buy materials to fulfil an order
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ANOTHER SOURCE OF SHORT-TERM EXTERNAL FINANCE 

HIRE PURCHASE - Pay for an item in instalments, to a hire company, over a set period of time. The item is being hired until the last payment is made.
	Advantages
	Disadvantages

	Large sum of money does not have to be found at once
	High interest is often charged

	Spread payment over a period of time
	Item doesn’t belong to the business until the end of the term

	Improved cash flow
	 


INTERNAL SOURCE OF SHORT-TERM FINANCE

TRADE CREDIT - Items are bought from suppliers on a ‘buy now pay later’ basis. 
Explain why trade credit is an internal source of finance. 

___________________________________________________________ 

___________________________________________________________ 

___________________________________________________________ 

___________________________________________________________ 

	Advantages
	Disadvantages

	Gives the business more cash to use in the immediate future
	Can only be used to buy certain goods

	Does not incur interest charges
	Bills usually have to be settled within 30,60 or 90 days


Select the most appropriate source (S) of finance for each situation.
	Situations
	Source(s) of Finance

	A business wishes to purchase a piece of equipment and has borrowed the maximum possible from the bank
	

	A business needs to pay its factory rent however, their customers have not paid their bills and there is no money in the bank.
	

	A business wants some raw materials, however they cannot afford to pay for them until they sell the products they have made.
	

	A small business wants to buy new office equipment. 


	


MEDIUM-TERM SOURCES OF FINANCE

MEDIUM-TERM FINACE is normally thought of as being for between 3 – 10 years. 
Businesses my obtain medium-term sources of finance for:

	Medium-term Source of Finance
	Explanation

	Medium-term Bank Loan
	A business can borrow an agreed amount from a bank and repay the loan, usually by instalments, for a period of 3 – 10 years.

	Leasing
	A business rents an asset (eg machinery) rather than buys it. The business never owns it.

	Hire Purchase
	A business pays for the asset (eg vehicle) in instalments. The business owns the asset once the last payment has been made.


Internal or External? __________________________________________ 

___________________________________________________________ 

MEDIUM-TERM LOAN - An amount of money is borrowed from the bank, then repaid (with interest) over a set period of time (3 – 10 years).
As is the case with a short-term loan, an agreed amount is credited to the businesses current account. For a medium-term loan the rate of interest charged is particularly important. 

Amount of interest payable on a medium term loan depends on several factors:

How much is borrowed

How long the money is wanted for 

The security that is provided. 

Businesses have the option to choose either a variable rate or a fixed rate. 

VARIABLE RATE - interest varies with whatever decisions the Bank of England make with regard to interest rates.
FIXED RATE - interest is fixed for the duration of the loan.

You’ve just passed you driving test and want to buy a new car. In order to afford the car you really want, you decide you need to take out loan. Would you prefer a fixed or variable rate? Why? 

	Advantages
	Disadvantages

	Fixed Rate:

· Know what repayment costs are going to be

· Financial planning is easier
	Fixed Rate:

· If the rate falls still have to pay the higher fixed rate

	Variable Rate:

· If the rate falls business pays the new lower rate
	Variable Rate:

· Don’t now what repayment costs are going to be

· Financial planning is more difficult


Factors that determine which type of interest loan they take out include: 

I did not earn enough money this month to cover the cost of my phone bill…now I have been cut off!!! 





What might a business use hire purchase to pay for?
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