The role of a business plan
Overview

Business plan – written summary of an entrepreneur’s proposed venture, its marketing, operational and financial 

  strategies, its organisational form and management structure and schedule for implimentation.


           - blueprint for the new venture

What is a business plan?

Each group of stakeholders/users of a business plan will study it from a different perspective.

Reasons for compiling a business plan:

 - sell himself to the business – need to convince himself that business is right for him
 - obtain bank financing – essential component to convince banks

 - obtain investment funds – ticket to venture capital from private investors

 - arrange strategic alliances – all require business plans

 - obtain large contracts – need to know that the business will still be around in years to come

 - attract key employees – convince them that business will grow in coming years

 - complete mergers and acquisitions – important when one wishes to sell business to large corporation

 - motivate and focus management team – keeping them focused on the same goals

The need for a business plan

Primary functions of business plan:

 - it is a statement of goals and strategies for internal use

 - it is a selling document for external use

Users of a business plan

Internal users – entrepreneur, management, employees

Outsiders – customers, suppliers, investors

The investor’s perspective

Features of investors – they have a short attention span



          - type of business plan submitted can attract or repel them

The investor views the business from what will happen if everything goes wrong.

Features of a successful business plan:

 - Must be arranged appropriately – executive summary, table of contents…

 - right length and right appearance

 - must give a sense of what the founders expect to accomplish in the future

 - explain in quantitative and qualitative terms the benefit to the user

 - must present hard evidence of marketability of products

 - must justify financially the means chosen to sell products

 - justify the level of product development and describe the manufacturing process and associated costs

 - portray partners as a team of experienced managers

 - contain believable financial projections

 - show how investors can cash out in three to seven years

 - must present to most receptive financiers possible to avoid wasting precious time

 - must be easily explainable in a well-orchestrated oral presentation

The length of a business plan

Entrepreneur must identify key factors that affect the scope of business plan:

 - time




- management style and ability

 - money



- preferences of management team

 - complexity of business

- level of uncertainty 

 - competitive environment

Depth and detail of business plan depends on size and scope of proposed new venture.

Scope of business plan will vary, depending on type of business.

Preparing a business plan
Layout of business plan
What not to do:
 - failing to provide solid data

 - failing to describe the product in lay(simple) terms

 - failing to thoroughly analyze the market

 - including financial statements that are overly detailed or incomplete

 - hiding weaknesses

 - overlooking the fatal flaw

 - using bad grammar

 - making the overall plan too long

Factual support must be supplied for any claims or promises made.
Content of business plan

There is no standard list of components to be included in a business plan.
Components of a business plan:

 - title page – names, addresses, phone numbers, copy number…

 - table of contents – page numbers for key sections

 - executive summary – 1 to 3 page overview of total business plan

 - vision and mission statement – intended strategy an business philosophy

 - company overview – type of company, background informantion

 - product/service plan – describes product and points out any unique features
 - marketing plan – firms customers, type of competition, marketing strategy, firms competitive edge

 - management plan – key players with the experience and competence they possess
 - operating plan – type of manufacturing, operating system, facilities, raw materials, labour

 - financial plan – projections of revenues, costs and profits, sources of financing
 - appendix of supporting material

Resources for business plan preparation
Resist the temptation to copy and adapt an existing business plan from another business

Resources:  computer-aided business planning (bizplanbuilder and bizplanexpress)


        professional assistance in business planning (attorneys, specialists, engineers, accounting, incubators)

The marketing plan
What is small business marketing?
Small business marketing – window that links entrepreneurial venture with customer

Marketing thus consists of (the scope):  - identifying target market




        

    - determining target market potential




         

    - preparing, communicating and delivering satisfaction to target market

Marketing mix – product, pricing, promotion and distribution

Marketing philosophies:

 - production orientation – emphasises the product as the most important part of the business

 - sales orientation – focus on sales, while deemphasising production efficiencies and customer preferences

 - consumer orientation – believes that everything centers around the consumers and their needs
The formal marketing plan

Exhibit 7-1.   Should contain a detailed analysis of:
Market analysis

should contain the following:

 - customer profile (females between 18 and 25)
- additional target markets (males between 18 and 25)
 - customer benefits (quality of clothing)

- sales forecast

The competition
Competition may target the same potential customers

Variables that should be studied:  - profile of competitors





      - strengths and weaknesses of competitors





      - related products of competitors being marketed and tested
Marketing strategy

How the venture will achieve marketing objectives

Should include 4 P’s of marketing:

 - total product/service – name of product/service, name of business, legal issues, logic behind name selection

 - promotional plan – creating customer awareness and motivating customers to buy (publicity, advertising)
 - distribution plan – persuading intermediaries to carry product, layout of retail outlets
 - pricing plan – must cover costs, break-even computations should be included

Marketing research for the new venture

Venturing into new market without proper market information means high-risk decision making.
Marketing research enables entrepreneurs to supplement their business decisions with accurate information.

Nature of marketing research

Marketing research – gathering, processing, reporting and interpreting of market information

Factors to consider:  - hiring an expert



         - the internet for secondary marketing research data



         - cost/benefit trade-offs of marketing research

Steps in the marketing research process

Identifying the information need – venture’s informational needs to be correct and in detail, then marketing 

        research will produce meaningful results





     - ex. target market? willing to pay? disposable income? geographic info? quality?
Searching for secondary data – secondary research is less expensive than primary research.





- sources: Stats SA, Bureau for Marketing Research(Unisa), search engines





- shortcomings:  outdated, may not fit requirements, credibility of sources.

Collecting primary data – collected by means of observational and questioning methods.



   - important considerations:  - differences between observational and questioning method






- the high value of personal observation in small business




   - considerations in questionnaire design:





- observation has 3 benefits – provides useful info, economical, avoids potential bias





- surveys and experimentation are both examples of questioning methods





- four types of surveys – mail, telephone, personal interview or e-mail





- a questionnaire is the basic instrument for guiding the researcher and respondent

Interpreting the data gathered – data must be transformed into usable information to make sound business decisions




- specialised computer programs are designed to summarise large quantities of data.

Understanding potential target markets

“Market” has three meanings:

 - it’s a physical location where buying and selling take place

 - ‘to market’ means the process of selling a product

 - can be a group of customers or potential customers who have both purchasing power and unsatisfied needs

Market segmentation and its variables
Market segmentation – heterogenous market is subdivided into smaller homogenous groups with comparable needs

Segmentation variables: benefit variables (comfort)


     

   demographic variables (age, occupation, income)

Types of market segmentation strategies

Unsegmented strategy – when a business defines the total market as its target market (exhibit 7-3)
Multisegmentation strategy – unique marketing mix is developed for each target market (exhibit 7-4)
Single-segmentation strategy – the focus is on the most profitable target market (exhibit 7-5)
Estimating market potential
The sales forecast indicates the potential of the market to generate income on a continuous basis
Sales forecast
A prediction of how much of a product/service will be purchased by a specific market in a defined time period

Limitations to forecasting
Its a highly complex and difficult exercise.

Small business forecasting difficulties:

 - new and unique ideas do not have historical figures that can be used

 - entrepreneurs are generally less appreciative of quantitative techniques

 - many entrepreneurs are not familiar with the forecasting process

The forecasting process

Starting point:  Breakdown process (chain-ration method) – starts with population figure for target market and 

determines percentages that can be served



 Build-up process – market potential for all likely segments is estimated and combined

Predicting variable:  Direct forecasting – sales are the forecasted variable



         Indirect forecasting – when substitute variables are used to project the sales forecast

The human resource plan: managers, owners, allies and directors

The management team
Management team – managers, professionals and key persons who give direction to the business activities

Building a strong management team

New ventures start with only one manager, the entrepreneur himself.

Investors value the management team when evaluating a business plan.

Advantages of management team:

 - a team provides diversity of talent

 - a team provides greater assurance of continuity

Achieving balance in the management team
Important variables when building a management team:

 - competence required in management team depends on type of business (ex. with strong marketing drive)

 - proper range of abilities needed – balance is critical

 - issues that should be addressed and specified – organisational structure, ownership, growth plan.

Outside professional support structure
If management or board of directors are too limited, it is advisable to use expertise of external professionals

Assistance is available from government institutions, banks, academics in entrepreneurship, business consultants
Legal forms of organisation

Sole proprietor, partnership, private company, public company, close corporation, agricultural cooperative, business trust. Page 43 – 44.

Strategic alliances

Strategic alliance – form of cooperation that links two or more independent businesses in a common endeavour

Normally have a common ground in sharing critical resources, without the risk and flexibility of legally merging

Strategic alliances with large companies
Many small businesses are becoming involved in this form of conducting business because of the benefits.

Success factors in forming a strategic alliance:

 - accurate assessment of parties involved

 - synergy between partners

 - reasonable expectations of results

 - timing of such a venture

Strategic alliances with small companies
Small businesses with other small businesses. 

Benefits of such an strategic alliance:

 - sharing technology




- cutting costs

 - entering new or foreign markets


- raising capital

 - conducting cooperative research

The location plan

The location decision
The importance of the location decision

Entrepreneur should realise that customers continuously analyse following variables:

 - convenience



- cost

 - reliability



- quality

 - parking facilities


- service levels

Key factors in selecting a good location
Factors of a location analysis (choice of location):

 - customer accessibility – retail outlets and service firms are businesses that must be located to make access easy.

 - business environment conditions – weather, competition, crime, legal requirements and tax structures.
 - resource availability – proximity(nearness) to raw materials, suitability of labour supply, availability of transport

 - entrepreneur’s personal preferences – choice of local site or location offering unique lifestyle advantage

 - site availability and costs – either close to the customer (retail) or the supplier (supplier of intermediate goods)




         - leasing a site is advisable because a large cash outlay is avoided and thus reduces risk
Locating the business at home

Current trend is to establish a business in a residential or home-based environment.

Benefits of home-based business

 - financial considerations – cost benefit of living in a location and conducting business from the same area

 - family lifestyle considerations – opportunity to spend more time with family within work parameters
Exhibit 9-3

Challenges of operating a business from home

 - family and business conflict – spatial and nonspatial boundaries should be in place to prevent conflict

 - business image – maintaining an image of professionalism when working at home is a major challenge

 - legal considerations – legal requirements, zoning ordinances, tax issues, insurance considerations

Technology and home-based businesses

Advances in information technology, computers, fax machines, voice mail and e-mail help home-based businesses to compete effectively.
Locating a start-up business on the internet
E-commerce – paperless exchange of business information via the internet
Benefits of e-commerce for start-up businesses

 - small firms can compete with larger businesses

 - sales cycle is shortened because most sales are credit card sales which means that money flows in immediately
 - one-on-one customer relationships through electronic customer relationship marketing (e-CRM)

E-commerce business models

Business model – group of shared characteristics, behaviours and goals that firm should have such as:
 - types of customers served: business-to-business(B2B) model – selling to businesses




           business-to-consumer(B2C) model – speed of access and transaction, 24/7 e-tailing



           auction-site models – web-based businesses that sell products by auction

 - degree of online presence: content-/information-based model – only provides access to company information




           transaction-based model – buying or selling on a website (online store)

Designing the physical facilities
Furniture, equipment, machines and the building itself are included in the process of designing the facility

Design of facility should be based on the needs and convenience of customer, in the case of retail, and on efficiency in the case of manufacturing units.
Functional requirements

Entrepreneur should avoid occupying a space that is too large or too small for its operations

Practicality is thus a vital consideration, cause the size of premises will affect the profit-making process

Building layout

Efficiency is the core element of layout design.

Two designs: factory layout and retail layout

Equipping the physical facilities

The type of business will determine the types of equipment needed.
Manufacturing equipment: General-purpose equipment – requires a minimal investment and is easily adapted to 

        varied types of operations (small machine shop and cabinet shop)




        Special-purpose equipment – can reduce costs in industries in which technology is fully 
established and capacity operation is more or less ensured by 
         high sales volume (bottling machines, automobile assembly line)
Retail store equipment: merchandise display racks or counters, storage racks, shelving, mirrors, cash registers, etc

Office equipment: computers, fax machines, copiers, printers, telephone systems, furniture, etc

The financial plan: projecting the financial requirements

Understanding financial statements

Entrepreneurs do not always prepare financial statements themselves, but need to understand them and also know how to interpret them.

The income statement

Shows profit or loss of a business over time.

       Sales (revenue)

( - ) Cost of goods sold

  =   Gross profit


Operating activities
( - ) Operating expenses

  =   Operating income

( - )  Interest expense


Financing activities
  =   Earnings before taxes
( - ) Income tax

  =   Net income

The balance sheet
A business financial position at a certain point of time. 
Assets:  Current assets – liquid assets (cash, accounts receivable and inventory)

 Fixed assets – capital-intensive assets (land an buildings)

 Other assets – intangible assets (intellectual capital, goodwill, brand, patents)

       Current assets


Debt (short-term and long-term
( + ) Fixed assets

    ( + ) Ownership equity

( + ) Other assets

      =    Total debt and equity

  =    Total assets

Debt and equity:  Short-term debt – accounts payable(trade credit), accrued expenses(not yet paid for), 

          short-term notes (cash borrowed on short-term basis)



     Long-term debt – bank loans (longer than 12 months), mortgage (long-term loan for property)
Determining cash flows
Cash flow statement – shows the sources and uses of a firm’s cash for a given period
Cash flow generated from operating the business must equal financing cash flows(paid or received from investors)

Accrual-basis accounting – income is recorded when it is earned and expenses when they are incurred

Cash-basis accounting – income is reported when cash is received, and expenses when they are paid

Computing cash flows from assets: After-tax cash flows are calculated as follows:
Cash flows from assets = (after-tax cash flows from operations) – (investment in operating working capital)

      – (investment in long-term assets)

Cash flows from operations: After-tax cash flows:
After-tax cash flows from operations = net income + depreciation expense + interest expense
Operating working capital = current assets – account payable and accruals

When money is invested in long-term assets, a decrease in cash flows will occur.

Financial forecasting
“pro forma statement” – projections of a business’s financial condition.


- purpose:  to answer the following 3 questions: How profitable can business be?







     What will determine the amount and type of financing?








     Will the firm have adequate cash flows?

Forecasting profitability

Profit does not necessarily mean that a healthy cash flow exists in the business.
Entrepreneur should have clear understanding of following factors which drive profit:

 - amount of sales

- cost of goods sold and operating expenses
 - interest expenses

- taxes
Forecasting assets and financing requirements
Entrepreneur should asses his financial requirements before starting the venture.
methods used to estimate asset requirements of a business:

 - industry standards ratios

 - cross-checking rand amounts by means of breakeven analysis
Increase in sales – results in – increase in asset requirements – results in – increase in financing requirements
Entrepreneur should determine asset requirements of new venture. methods:

 - percentage-of-sales technique – method of forecasting asset investments and financing requirements
 - major areas of asset requirements – cash-, inventory-, accounts receivable- and fixed asset requirements

Every rand projected for assets needs a rand to finance it.

Guidelines in financing a business:

 - the more assets the business has, the higher its financing requirements will be.

 - growth should be financed within liquidity boundaries.


current ratio =    current assets



current liabilities

 - debt ratio should be sound – financing institution will base its financing decision on entrepreneur’s debt situation

debt ratio =       total debt



total assets

 - spontaneous financing should be in place in order to oversee short-term debts such as accounts payable

 - the two sources of equity capital need to be evaluated (external equity and internal equity)  - 204


total asset requirements = total sources of finance = profits retained within the business + spontaneous 

sources of finance + external sources of finance
Finding sources of financing

Overview
What would be the best way to finance the financial or capital needs (types of financing)?

What sources of finance are available?

Types of financing: profit retention, spontaneous financing, external financing.

Type of business and its financing sources
Factors that determine how a firm is financed:

 - Economic potential – rate of return that are potentially high, create value for investors and will be attractive.
 - Company size and maturity – during start-up the business will have difficulty attracting finance or investment





 - the growth phase attracts investment

 - Types of assets – financing institutions finance two types of assets: tangible assets and intangible assets

 - Owner preferences for debt and equity – entrepreneurs in the USA can easily acquire finance for starting up
Debt or equity financing
The decision about what sources of finance to utilise will depend on:

 - type of business

 - financial strength

 - economic environment

The decision on debt versus equity financing involves the following trade-offs:

 - potential profitability – rate of return on investment (return on assets, return on equity)
 - financial risks – debt is risky, while equity is less demanding (return on equity)
 - voting control – degree of control retained by owners, equity financing requires some loss of owner control
Exhibit 11-1, 11-2, activity 6.2 (79)
Sources of financing
Individual investors
Personal savings – most frequently used source of equity in start-up firms

Friends and relatives – convenient, but frequently dangerous and stressful option

Other individual investors – ex. retired people with long-term business experience

Business suppliers and asset-based lenders (3 types of credit)

Accounts payable(trade credit) – based on short-term funds in the form of accounts payable – between 30-120 days

Equipment loans and leases – option to lease or loan equipment according to a medium-term framework. These 
loans normally include office equipment such as copy machines, computers, etc



         - 3 reasons to uses it in a small business: cash is freed up for other purposes, lines of 

credit can be applied for other purposes, old technology driven equipment is replaced 

with the latest equipment.

Asset-based lending – a line of credit secured by assets such as accounts receivable or inventory. Most popular 

form is factoring – entrepreneur sells his accounts receivable to another firm.

Commercial bank financing
Commercial banks are the main providers of business loans.
3 types of loans: 

 - lines of credit – agreement between borrower and bank for a maximum amount of credit at any one time

 - term loans – money loaned for 5-10 years, corresponding to the time the investment will bring in profits

 - mortgages – real estate mortgages and chattel mortgages (inventory or movable property serves as collateral)
Bankers perspective – one needs to understand the bank’s perception and approach. A bank is also a business and 

is concerned with its return on investment.
Commercial banks use five C’s principle in evaluating a potential customer:

 - character of the entrepreneur

 - capacity to repay the loan
 - condition of the industry/economy

 - capital invested by the entrepreneur self

 - collateral available to secure loan – cash or fixed assets

Entrepreneur also needs to:

 - foster a personal relationship with banker

 - provide accurate information

 - submit a well-prepared written presentation

 - selects a bank on the basis of its range of services available, location and lending policies

 - negotiate a loan

When negotiating a loan, need to agree on the following loan terms:
 - interest rate – negotiable variable

 - loan maturity date – depends on the need

 - repayment schedule – equal or decreasing monthly/annual payments
 - loan covenants – restrictions to ensure loan repayment:




- provision of monthly statements

- limitation on managers salaries




- limitation on financial ratios


- personal guarantee of the loan

Government/nongovernmental sponsored programmes and agencies
SA government grant loans through the following financing vehicles:

 - Khula Enterprises




- Southern African Enterprise Development Fund
 - Industrial Development Corporation

- Business Partners
Other sources of finance
Venture capital firms – groups of individuals who form limited partnerships for the purpose of raising capital from large institutional investors. Once the money has been committed by the investors, the venture capitalist screens and evaluates investment opportunities in high potential start-ups and existing firms. For the investment, the venture capitalist receives the right to own a percentage of the business. Once the investment has been made, the venture capitalist carefully monitors each of the companies.

Customer service, product and distribution strategy
Customer relations management: satisfying the customer

Customer relationship management(CRM) – marketing strategy of maximising shareholder value through winning, 

growing, and keeping the right customers.
Process of satisfying the customer: superior customer service > customer satisfaction > customer loyalty
Components of customer relations management(CRM)

Key components of customer satisfaction:

 - basic elements – the elements that customers expect all competitors to deliver

 - general support services – customer assistance

 - recovery process for counteracting a bad experience

 - Extraordinary services that will add an extra benefit to the customer’s specific need

Exhibit 13-1
The customer service commitment
A small business can excel in customer service because of its size and flexibility
Technology and customer service

Modern technology creates opportunities to drastically improve customer service

CRM software – help companies to gather all customer contact info into a single data management program

Email, landlines, cellphones, WAP phones, computer data processing, live chat.
Evaluating customer service

Only way to ensure customer satisfaction is to continuously communicate with the customer.

Methods: - customer complaint forms


- observational techniques


    - continuous service quality measurements
- customer service health evaluation


    - customer profile building

Exhibit 13-2, 13-3
Customers as decision makers

Entrepreneur needs to know how customer thinks when making a purchasing decision  - Exhibit 13-4
Stages in consumer decision making

Problem recognition – when customer realises that his current state differs significantly from some ideal state

 - factors that influence customers recognition of a problem:

- change in financial status (salary increase)
- change in household characteristics (birth of baby)


- normal depletion (last tube of toothpaste)
- product or service performance (dvd player breaks)


- past decisions (poor repair on car)

- availability of products (introduction of new product)

Information search and evaluation – collection and evaluation of appropriate info from sources (internal, external)

 - evaluative criteria – used to identify characteristics of product/service and compare brands
 - evoked set – group of brands that customer is aware of and willing to consider to satisfy need

 - Exhibit 13-5

Purchase decision – where and how to make the purchase

 - store layout, sales personnel and point-of-purchase displays are very important to ensure retention of business

Post-purchase evaluation – entrepreneur should retain customer and ensure future sales
 - cognitive dissonance – tension that occurs when customer has second thought as to the wisdom of their purchase

 - exhibit 13- 6

Understanding psychological influences on customers
Four psychological influences:

 - needs – starting point for all behaviour

    - basic needs – physiological(hunger), social(what you wear), psychological(what you think), spiritual(emotion)

 - perceptions – processes that give meaning to the stimuli confronting customers

    - perceptual categorisation – grouping similar things, to manage huge quantities of incoming stimuli
 - motivations – intrinsic/extrinsic force that organises and give direction to the tension caused by unsatisfied needs

    - unsatisfied needs create tension within an individual and is then motivated to reduce the tension
 - attitudes – an enduring opinion based on knowledge, feeling and behavioural tendencies
    - an attitude may act as an obstacle in bringing a customer to a product

Understanding sociological influences on customers
Variables that influence customer on a social level:

 - culture – the social heritage of humanity and is reflected in behavioural patterns and values

    - cultural norms create product-related acceptable behaviours that influence what customers buy

    - ignoring cultural beliefs and customs may be offensive

 - social class – divisions within a society with different levels of social prestige

    - determined by following factors: occupation, possessions, income level/source of income, education.

    - social class influences the type of product purchased and the actual purchasing process

 - reference groups – group of individuals that influences purchasing behaviour of individuals

    - examples – friends, family, classes at school, business associates

    - reward power and coercive power – group’s ability to give and withhold rewards (recognition and praise)
    - referent power and expert power – exist because individual attaches great importance to being like group

 - opinion leaders – group members with leadership and communication advantage in their fields

    - they are normally visible, knowledgeable and exposed to the media

Developing the product strategy

Product strategy – manner in which the product component of the marketing mix is used to achieve the objectives
Product item – lowest common denominator in a product mix. The individual item

Product line – sum of the related individual product items
Product mix – collection of product lines within a firm’s ownership and control

Product mix consistency – closeness or similarity of the product lines

Product development
Entrepreneur has responsibility to assess at what stage in the product life cycle a product is and when to introduce new innovations in order to counteract the decline phases.

Stages: product development – introduction of product – growth phase – maturity – decline
Exhibit 4-3
Developmental process of a new product:

 - stage1: Idea accumulation from sources
 - stage2: Business analysis – 4 key factors: products relationship to existing product line






          cost of development and introduction






          available personnel and facilities






          competition and market acceptance

 - stage3: total product development to prototype

 - stage4: product testing to prove acceptability

Product strategy options
Product strategy categories:

 - one product/one market


- one product/multiple markets

 - modified product/ one market

- modified product/ multiple markets

 - multiple products/one market

- multiple products/multiple markets

Building the total product offering
Branding

Brand – provides the means to identify a product

5 rules in naming a product (branding):

 - select a name that is easy to pronounce and remember

 - choose a descriptive name

 - use a name that can have legal protection

 - select a name with promotional possibilities

 - select name that can be used on several product lines of a similar nature

Trademark – legal term identifying a firm’s exclusive right to use a brand

Service mark – a brand that a company has the exclusive right to use to identify a service
Packaging

Packaging provides safety and hygiene, but also enhances the value of the total product offering

Innovative packaging is frequently the deciding factor for consumers

Labelling

Information is the most important feature of labelling (name/brand, ingredients, volume, disposal)
Warranties

Warranty – promise to customer that product will perform at a certain level and meet set standards

Factors determining warranty:

 - cost (to replace or repair)




-customer perceptions (expect waranties)

 - service capability (with or without specialised staff)
- legal implications (cost of a lawsuit)

 - competitive practices (adapt to competitors)

Product strategy in the legal environment
Consumer protection: labelling (especially on food products) and product safety (protect against risk of injury)
Protection of intangible assets which entails the following:

 - trademark protection (™)


- copyright (©)

 - patent protection (exclusive right)

- trade dress (distinctive element not protected by patent, copyright…)

Supply chain activities in marketing
Supply chain management – system of management that integrates and coordinates the ways in which a firm finds 

        raw materials and components to produce and build product, and deliver it to customers
Effective supply chain management can lower costs of inventory, transportation, warehousing, and packaging while increasing customer satisfaction.
Distribution – both the physical movement of products and establishment of intermediary relationships to achieve 

product movement
Logistics – activities involved in physical distribution

Channel of distribution – system of relationships established to guide movement of a product

Functions of intermediaries

 - breaking bulk – large quantities divided in smaller packaging units

 - assorting – mixing homogeneous lines of goods to offer assortment

 - providing information – transfer information to customers
 - shifting risks – take over the total risk of the product, compared to agents/brokers
Channels of distribution
 - direct distribution – from producer directly to end user

 - indirect distribution – inclusion of intermediaries

 - dual distribution – more than one channel

 - Exhibit 14-8

Structuring a distribution channel
Considerations in building a channel for distribution

- cost – for certain products, the more intermediaries, the higher the cost will be. Other products might incur higher 

 cost when using direct channel

 - coverage – can increase market coverage through indirect channels of distribution

 - control – direct channel of distribution has better control. Entrepreneur must carefully select intermediaries.

Determining the scope of physical distribution

Transportation:  common carriers – transportation intermediaries available for hire to the general public


   contract carriers – transportation intermediaries contracted to a specific individual supplier/shipper



   private carriers – lines of transport owned by the shipper of goods

Storage:  private warehousing, rent space in public warehouse.
Material handling:  physical distribution system must provide for suitable materials-handling methods/equipment
Delivery terms:  - who is responsible for risk


- who will pay the freight costs


   - selecting carriers



- bearing the risk of damage in transit



   - selecting modes of transport

Logistics companies:  specialised trucking, packaging and warehousing services
Inventory management:

Pricing and credit strategies
Setting a price

Total sales revenue depends on just two components – sales volume and price

A small change in price can make a huge difference in revenue

100 000 x R3,00 = R300 000 – 100 00 x R2,70 = R270 000

quantity sold x price per unit = gross revenue

Cost determination of pricing

Total cost = cost of goods sold + selling cost + overhead cost    Exhibit 15-1

     = total variable cost + total fixed cost

Average pricing – the behaviour of variable and fixed cost is treated equally


   - total cost divided by quantity sold

Exhibit 15-2, 15-4 (read)
The way in which customer demand affects pricing
A cost analysis enables one to calculate the minimum prices

Demand influences to consider in pricing:

 - elasticity of demand – degree to which changes in price affect the quantity of products purchased




 - elastic demand – demand changes according to changes in the price of a product




 - inelastic demand – no serious change in quantities purchased take place when price change
 - pricing a business’s competitive advantage

- a product that satisfies unmet needs will be in demand


- prestige pricing – setting a price high to convey an image of high quality or uniqueness

Applying a pricing system

Break-even analysis

Determining the point at which total sales revenue equals total costs

Exhibit 15-4 NB!

Algebraic calculation of break-even point:
 - Q – number of units manufactured and sold
- P – selling price per unit

 - FC – total fixed cost




- Qb – break-even quantity

 - V – variable cost per unit



- PQb – break-even in rand value

Break-even quantity(Qb) = FC
Break-even point in rand value(PQb) = P(FC)



       P-V





    P-V

Activity 8.2 p121 NB!
Mark-up pricing
Def: applying a percentage to a product’s cost to obtain its selling price
When retailer adds a markup percentage, the following variables need to be covered:

 - operating expenses

 - price reductions

 - desired profit

Exhibit 15-5
Selecting a pricing strategy
Many small businesses make the mistake of basing all their prices on the break-even method only.

Price determination must also consider market characteristics and the firm’s current marketing strategy.

Pricing strategies:

 - Penetration pricing – setting lower than normal prices to increase market share or hasten market acceptance
 - Skimming pricing – setting very high prices for a limited period. (unique or prestige products)

 - Follow-the-leader pricing – prices of major competitor form the basis of pricing

 - Variable pricing – setting different prices in order to offer price concessions to certain customers

 - Flexible pricing – based on special market conditions and competition
 - Price lining – setting a range of several distinct merchandise price levels (cars)

 - What the traffic will bear – can only be used when there are no or few competitors in the same market

Offering credit

Entrepreneurs should consider following factors that affect selling on credit before offering it:
 - type of business – durable goods (retailers) versus perishable goods (small grocers, small restaurants)

 - credit policies of their competition – expected to be as generous as its competitors in extending credit
 - income level of customers – age and income level

 - availability of working capital – credit sales increase the amount of working capital needed by business

Types of credit:

 - consumer credit: open charge accounts (small accounts at department stores)
       installment accounts: (large purchases such as cars)
       revolving charge accounts (installment account with credit limit)

 - credit cards: bank credit cards (visa/master card)



entertainment credit cards (diner’s club card)



retailer credit cards (edgars card)

 - trade credit – 2/10 net 30

Managing the credit process

Entrepreneurs need to evaluate all customers who apply for credit. Questions:

 - Can the buyer pay as promised?

- When will the buyer pay?

 - Will the buyer pay?



- Can the buyer be forced to pay?

Five C’s of credit can be used to evaluate the questions asked:
 - character (honesty)



- capital (cash and assets)
- capacity (financial planning)

 - conditions (business cycles and changes)
- collateral (security)

Sources of credit:
 - credit histories

- data supplied by outsiders

- trade credit agencies

 - financial statements

- customer’s bank


- credit bureaus

Aging schedule – categorisation of accounts receivable based on the length of time they have been outstanding


  - used to identify creditors that delay payment

Promotional strategy
The communication process in promotion

Promotion – communication process whereby information about product is sent to customer via media channels

Exhibit 16-1 NB!!!
Promotional mix – a combination of different forms of communication aimed at target marker

Factors influencing promotional mix:
 - geographical nature of the market – widely dispersed market, local market…

 - customer profile – serves as a guide to promotion and is based on market orientation.

 - product characteristics – technical qualities or price will determine appropriate promotional techniques

 - size of promotional budget – small firms will not select certain forms of promotion because of the high costs

Determining the promotional budget

Allocating a percentage of sales
Allocating a percentage of sales to promotion (ex. 30% of turnover)
Disadvantage – when sales decline, less money money is spent on promotion, which does not solve the problem.

Deciding how much can be spared

Spending whatever is left over on promotion after paying all expenses.
Disadvantage – it ignores promotional goals, because different approaches to promotion is required.

Spending as much as one’s competitors

Business hopes to reach same customers by duplicating competitors promotional efforts
Disadvantage – may result in copying of competitors mistakes

Determining what it will take to do the job
Based on proper market analysis and all the alternatives available as promotional channels
Preferred approach to promotional expenditure.
Disadvantage – very time consuming and requires a greater understanding.

Personal selling in small businesses

Personal selling – sales presentation delivered in a one-on-one manner

Businesses tend to push customers into an agreement without concern about future resale or word-of-mouth

Principles to guide personal selling:
Product knowledge

If salesperson is well acquainted with products advantages, uses, and limitations, he can educate customers by successfully answering their questions.

Customers are seldom experts on products they buy, but can immediately sense salesperson’s knowledge.

Sales presentation
Presentation of product to customer forms the foundation, and this is where order is either secured or lost

Methods: Using prospecting techniques – process of continually looking for new customers

    Practising the sales presentation – 4 techniques of dealing with customers objections:



- (1)convert objection into a question

- (2)use third-party testimonials



- (3)use positive conversation techniques
- (4)use comparisons

Cost control in personal selling

Should manage salespeople so that effective costing principles apply and should have cost-cutting strategy
The compensation programme for salespeople
Sales are renumerated in two ways, namely nonfinancially and financially

Advertising practices for small businesses

Advertising – impersonal presentation of a business idea through mass media
Objectives of advertising

 - informing customers about product (characteristics and price)

 - persuading potential customers to purchase product

 - reminding customers to purchase
Types of advertising

Product advertising – presentation to make potential customer aware of product and create a desire for it

Institutional advertising – presentation of information about firm to enhance the firm’s image

Frequency of advertising
Frequent exposure (small advert on radio once a week), or once-off advertisement (full-page advert in newspaper)

Where to advertise
Advertising media should reach a firm’s present or desired target market.

Entrepreneur must choose those that will provide the greatest return for the advertising dollar
Advantages and disadvantages of traditional advertising media  (Exhibit 16-3) NB!!!

Obtaining assistance with advertising
Sources of assistance: - advertising agencies

- suppliers




- trade associations

- advertising media

Web advertising

The web has created opportunities for entrepreneurs to compete with large businesses. 
Advantages: - colour graphics
- two way information exchanges


         - audio transmissions
- 24-hour availability


         - global exposure
- less expensive than the major traditional media

Ways to advertise on the web: - establish a corporate website
- banner ads





 - direct e-mail promotion

- sponsorship(pays to be part of) and linkages

Sales promotional tools

Sales promotion – any promotional techniques other than personal selling and advertising

Specialities

Anything imprinted with the firm’s name or other identifying slogan

Calenders, pens, ties, coffee mugs, shirts, free tickets to entertainment events.

Trade show exhibits
Gives entrepreneur the opportunity to introduce his product directly to the customer.
Tips regarding trade shows:

 - check out the trade show’s history



- prepare a professional-looking display

 - have a significant quantity of literature on hand

- make sure you have a good product

 - do pre-show promotions




- have a giveaway or gimmick

 - train booth personnel




- follow up on leads

Publicity
Exposure by media and has high visibility, but is not always free.

The return on a small investment can be substantially bigger

When to use sales promotion
Sales promotion strategies can be applied in any facet of the supply chain and to accomplish various objectives.

Strategic alliances and sales promotion

Complementary products can easily be marketed in a joint sales venture (local dry cleaner and a nearby tailor)

Professional management in the growing firm

Entrepreneurial leadership

Leadership is not management, but compliments the management abilities of entrepreneurs

What is leadership?

Leadership is about giving direction. They are true leaders if they have followers.
Leadership qualities of the founders of business

Entrepreneur is a trailblazer who enlists others to work with him in a creative endeavour.
They have a tolerance for ambiguity – a condition almost always present in launching a new business.

They have a capacity for adaptation – the ability to adjust to unforeseen problems and opportunities.

What makes an effective leader?

Great leader were not egocentric stars, but rather, described as quiet, humble, modest, reserved, shy, gracious, mild-mannered and self-effacing.

These leaders had a determination to do whatever was needed to make their companies great.
Leadership is all about the empowerment of followers
Leadership styles
 - Coercive leaders – demand immediate compliance
- Democratic leaders – build consensus

 - Authoritative leaders – mobilize people toward vision
- Pacesetting leaders – high standards and excellence
 - Affiliative leaders – create emotional bonds

- Coaching leaders – develop people
Distinctive characteristics of small business management

Professional level management

Small business management differs from normal corporate management

Entrepreneur manages his business until it reaches point where professional managers are appointed

Founders as managers
Founders are creative, innovative and risk taking individuals who thrive on continuous opportunity identification

They also neglect professional management practices.

The need to progress from start-up owner to professional manager is critical for growth

Managerial weaknesses in small businesses

weaknesses are normally found in financial management (cash flow management) and marketing management

Constraints that hamper management

Limited cash and professional staff, and a general lack of basic business skills

Firms growth and management
As new business grows, its organisational structure and pattern of management changes

Management of growth will always be a difficult task

Small business growth stages: one-person operation - player coach - intermediate supervision - formal organisition
Exhibit 18-2 NB!
The manager as a negotiator
Must create a win-win benefit situation for all parties involved

Negotiation – two-way communication process to resolve differences in needs, goals or ideas

Managerial tasks/functions of entrepreneurs

Planning activities

The business plan is the main planning blueprint of the business

Continuous planning is essential

The need for formal planning – thinking business issues through improves productivity. 

- evidence of planning increases credibility with bankers, suppliers and outsiders.

Types of plans – strategic long-range(5-10 years), short range(1day-1year), business policies, standard procedures

Leading and motivating
Personal involvement of entrepreneur in the daily work yields high motivational value
An effective leader empowers employees with the necessary motivation and sound communication

Techniques for two way communication:
 - periodic performance review sessions to discuss employees ideas, questions, complaints and job expectations

 - bulletin boards to keep employees informed

 - suggestion boxes

 - formal staff meetings to discuss problems and matters of concern

 - breakfast of lunch with employees to socialise

Creating an organisational structure
The initial structure of a small business is normally unplanned

Entrepreneur will probably manage all functions, and later on new employees may be appointed to fulfill three management tasks of administration, finance and marketing

Chain of command – vertical channel of communication in an organisation
 - line organisation – simple structure in which each person reports to one supervisor
 - line-and-staff organisation – structure that includes staff specialists who assist management

Span of control – number of subordinates supervised by one manager

 - optimal size of span of control determined by: type of work, energy, personality and abilities

Delegation of authority – must delegate some functions to subordinates to improve productivity
 - gives employee the right to act or make decisions

The control task in a small business

Control entails keeping track of all operations in the business. 

Targets and standards are who components of control process.

Stages of the control process:

 - input stage(preventive control) – process stage(concurrent control) – output stage(corrective control)
Exhibit 18-3
Time management
Effective time management will increase productivity and even profit

Small business managers need to assess possible time savers and determine what functions are wasting their time
After the analysis, managers should prioritise all variables and then formulate an efficient work plan

Outside management assistance
Sources of management assistance

 - Business incubators – organisation that offers office space, and managerial and clerical services to new business


- Exhibit 18-5

 - Student consulting teams – teams of students under guidance of faculty member, work with owners of small 

firms to analyse and devise solutions to their business problems

 - Management consultants – range from large global firms to one- and two- person operations.

 - Entrepreneurial networks

 - Other business and professional services

Managing human resources

Recruiting personnel

The need for quality employees

Must carefully asses the need for an employee and decide whether he will improve business performance.

For every rand invested in an employee, there should be three rand more in return of investment.

The lure of small business
How can small businesses compete with large firms for employees?

Small businesses can decide on the following options:

 - freedom and flexibility


- creative challenges

 - compensation packages


- diversified experience

 - flexibility of working schedules

- satisfaction in knowing efforts make a difference to the company

Sources of employees
 - walk-ins(unemployed walking from door to door)

- internet recruitments

 - schools






- “help-wanted” advertisements

 - public employment offices




- temporary help agencies

 - private employment agencies



- employee referrals

 - executive search firms

Diversity in the work force
Workforce diversity – differences among employees in terms of gender, age, ethnicity and race

Act to analyse before any form of recruitment starts:

 - Labour Relations Act 66 or 1995



- Skills Development Act 97 of 1998

 - Basic Conditions of Employment Act 75 of 1997

- Skills Development Levies Act 9 of 1999

 - Employment Equity Act 55 or 1998

Job descriptions and job spesifications

Many entrepreneurs employ people simply to free themselves from management – problem: ligislation protects employee from traditional “hire-and-fire” practices.

Job description – definition of the job regarding the duties to be performed
Job specification – a list of skills and abilities needed to perform a specific job

Evaluating prospects and selecting employees
Steps in selecting employee:
 - Use application form – collect information to determine whether person is minimally qualified
 - Interview applicant – to get some idea of applicants appearance, job knowledge, intelligence, and personality
 - Check his references and other background information – former employees, schools and other references

 - Testing the applicant – practical tests, psychological examinations

 - Requiring physical examinations – ability of applicant to meet the physical demands of specific jobs
Training and developing employees

The need for training

SA has a lack of educated employees and low education levels.

Entrepreneurs therefore has the opportunity and social responsibility to train and develop their employees.

If employer fails to provide training, the new employee must learn by trial and error, which wastes time and money

Orientation for new personnel

First few days for new employee are highly confusing – management must regard this as part of development.
Helping newcomer adjust will minimize uneasiness in new setting.

Training to improve quality
Training programs can be designed to promote better quality workmanship
Special classes and seminars can be used to teach employees about the importance of quality control

Training for nonmanagerial employees

Changes in job description over time may require extra training and development

For all classes of employees, more training is accomplished on the job than through any other method

Job instruction training – training for nonmanagerial employees that physically instructs them how to complete a 

     job effectively.  Exhibit 19-1 NB!!!
Steps in Job Instruction Training:  prepare employees – present the operations – try out performance – follow up
The development of managerial and professional employees

Functions to be included in management training programme:
 - assessing the need for training

 - formulating a training plan

 - compiling a timetable for training

 - Providing employee counselling

Compensation and incentives for employees

Remuneration(money) is still and will always be a determining factor in business and business must therefore ensure that its salaries and wages are competitive and motivational.

Financial incentives

To motivate employees to increase their productivity (excluding salaries and wages)

Pointers to develop effective bonus plan:

 - set attainable goals




- keep updating goals (adjust to meet changing needs)

 - formulate meaningful goals



- aim carefully (be sure to reward desired behaviour)

 - make it a two-way communication process
Fringe benefits
By law small businesses are obliged to pay their employees the following benefits:

 - unemployment insurance
 - workmen’s compensation

Other benefits may include: retirement plan, study assistance, housing, motor allowance, parking, medical aid, etc.

Employee stock ownership plans
Employee stock ownership plans(ESOP) – opportunity for employees to won a share in the company


purpose – to increase productivity and a feeling of security

Special issues in human resource management

Employee leasing

Personnel are leased to various organisations, and the admin function are managed by a private external company

Legal protection of employees

Labour Relations Act, Basic Conditions of Employment Act, Employment Equity Act, Skills Development Act, etc

Labour unions
Formed to protect member employees on an individual and collective basis against unfair labour practice

Entrepreneur must build relationships with labour unions.

Formalising employer-employee relationships

The employee-employer relationship needs to change as business grows. 

Proper personnel policies and procedures need to be in place to formalise workplace for increased productivity.

Managing operations

Quality as a competitive tool

Operations process – activities concerned with the production of goods and services.

Quality – features of a product that determine its ability to satisfy customer needs

All businesses should also focus on TQM which involves commitment of everyone in the firm

The customer focus of quality management

Factors to consider:

 - customer expectations:  quality is determined by customer satisfaction




      customer expectations vary by product

 - customer feedback:  entrepreneur should listen attentively to customers




marketing research methods may be useful here

Organisational culture and TQM
TQM is only achievable if the effort of every employee supports it.

The organisational culture should support total quality management initiatives.

To benchmark itself within the industry is the best way for small business to see if its is achieving quality standards

TQM tools and techniques
Tools to ensure TQM:

 - Employee participation: Motivate employees to commit to quality




       Use work teams and employee empowerment to improve quality




       Quality circles – group of employees who meet regularly to discuss quality problems

 - The inspection process: Set inspection standards before process starts



      Identify points of inspection




      Emphasise cost reduction for inspection – inspecting samples




      Investigate the limitations of 100% inspections




      Apply attribute or variable inspection methods


- attribute inspection – determining product acceptability based on whether it will or will not work


- variable inspection – determining product acceptability based on a variable such as weight or length
 - Statistical methods of quality control – these methods are effective, less expensive and easier to control but 

      require technical expertise.


- acceptance sampling – use of a random, representative portion to determine acceptability of the entire lot


- statistical process control – use of statistical methods to assess quality during the operations process

International certification for quality management (ISO 9000)
The standards governing body that offers international certification of a firm’s quality management procedures

Quality management in service businesses
Because services have to do with quality, it is fare more difficult to measure them.

The Operational process

The nature of the operational process

Operations management – planning and controlling the process of converting inputs to outputs. Includes acquiring 

       inputs and then overseeing their transformation into products desired by customers.
Manufacturing versus service operations
Service industries involves more direct contact with customers.

Manufacturing involves tangible products and differs from service industries in the following way:

 - productivity is easier to measure

- quality is easier to evaluate

 - employees have little customer contact
- work flow can be regulated to some extent by building inventory

Types of manufacturing operations
 - Job shops – short production runs are used to produce small quantities of unique items (machine shops)
 - Repetitive manufacturing – long production runs are used to produce a large quantity of a standardised product




(assembly-line production of automobiles and other high-volume products)

 - Batch manufacturing – intermediate(between job shops and repetitive manufacturing) in volume and variety

Operations planning and scheduling
Purpose is to meet delivery dates, achieve efficiency and eliminate bottlenecks or work stoppages
Designed to achieve orderly,sequential flow of products through a plant at a rate appropriate with delivery schedule

Plant maintenance
Maintenance fulfils the following roles:  contributes to quality of product/service





     may increase customer satisfaction






     may decrease costs by minimising production loss during repairs

Two types of maintenance:
 - preventive maintenance – servicing machines at regular intervals to prevent breakdowns, injuries and damage

 - corrective maintenance – repairing a machine that has broken down during operational process

Competitive strength through improved productivity

Productivity – efficiency with which inputs are transformed into outputs

Productivity = outputs = .



products and services


.


inputs
    labour + energy + cash + raw materials + equipment + information

The importance of improving productivity
Productivity increases profitability.

Improving productivity in the service sector is especially challenging.

Re-engineering for improved productivity
Re-engineering – restructuring to improve the operations process

It is not the same as simple improvements to a process, its involves substantial improvements to they way the business has been functioning.

Operational analysis
Questioning and improving methods in the operational process

Questions to find answers for:
 - are the right machines being used?


- can one employee operate two or more machines?

 - can automatic feeders or ejectors be used?

- can power tools replace hand tools?

 - is the workplace properly arranged?

- is each operator’s motion sequence effective?

Laws of motion economy – guidelines for increasing the efficiency of human movement and tool design
 - two principles: make motions as small as possible – use fingers, not hands; the arms, not the trunk



    make motions with both hands and arms simultaneously and in opposite directions

Methods of work measurement: motion study – analysis of the body movements involved





    time study – analysis of the time required to perform a given task

Purchasing policies and practices

Purchasing function – process of obtaining materials, equipment and services from outside suppliers

The importance of purchasing

 - Quality is affected by the quality of raw materials used

 - Profitability is boosted when purchasing ensures timely delivery

 - Cost savings when purchasing secures the best prices

 - Importance of purchasing varies according to type of business

Purchasing practices and profitability

 - The make-or-buy decision – made by business itself or purchased from outside suppliers

- reasons for making component parts – 408


- reasons for buying component parts – 408

 - Outsourcing – contracting certain business functions to other external businesses

 - Buying on the internet – saves time and costs

 - Diversifying sources of supply – reasons for concentrating on one supplier – 409





      - reasons for diversifying sources – 410

Relationships with suppliers

Process of selecting a supplier should be based on price, quality, location and service options

Purchasing practices in building relationships with suppliers:

 - pay bills promptly




- give sales representatives a prompt, courteous hearing

 - avoid cancellation of orders



- avoid attempts to browbeat suppliers into special discounts

 - cooperate with supplier for cost reductions

- provide explanations when rejecting bids

Develop strategic alliances – relationship that links two or more independent business entities in a endeavour
Inventory management and operations

Inventory objectives – having the right goods in the right place at the right time and at the right price

Inventory cost control

Economic order quantity(EOQ) – quantity to purchase in order to minimise total inventory costs


Total inventory costs – total carrying costs + total ordering costs

Factors that play a role in inventory management:
 - ABC inventory analysis – system that classifies items in inventory by relative value
 - Just-in-time(JIT) inventory – method for reducing inventory levels to an absolute minimum

Inventory record-keeping systems

Three different ways to keep a record of inventory:

 - physical inventory systems -  count the actual items on hand

 - cycle counting – a schedule of different segments of inventory for counting at different times during the year

 - perpetual inventory systems – on-going/continuous record keeping

Business risk and insurance
What is risk
Risk – possibility of an deviation from a desired outcome that is expected

An entrepreneur is a moderate risk taker.

Two kinds of risk: Market risk – uncertainty associated with an investment decision



      Pure risk – situation in which only loss or no loss, not gain, can occur. (the only insurable risk)

Risk management

Process of risk management:

 - step1: Identify risks – analysis of financial statements and firms operations, policy checklists…
 - step2: Evaluate risks in terms of size and probability – critical, important and unimportant

 - step3: Select methods to manage risk – risk control: risk avoidance – choosing not to engage in activities








   risk reduction – lessening the severity of losses






    - risk financing: risk transfer – insurance or contractual agreements








       risk retention – financing loss by itself

 - step4: Implement decision – purchasing insurance or setting funds aside
 - step5: Evaluate and review – new risks arise and old ones disappear

Classifying risks by type of asset

Property risks

Fire, natural disasters, burglary and business swindles, shoplifting
Personnel risks

Employee dishonesty, premature death, poor health, competition from former employee, loss of key personnel

Customer risk

On-premise injuries, product liability

Small business insurance
Small businesses usually have insufficient insurance because of cash flow constraints

Basic principles of a sound insurance programme

 - identify insurable business risk

 - limit coverage to major potential losses

 - relate premium costs to the probability of loss

Requirements for obtaining insurance

 - risk must be calculable

 - risk must be high

 - insured property must have commercial value

 - policyholder must have insurable interest in the property or person insured

Types of insurance

Types of insurance available to small businesses:

 - commercial property coverage

 - surety bonds

 - credit insurance

 - commercial liability insurance

 - key-person insurance

 - disability insurance

Managing the firm’s assets
The working capital cycle

Managing working capital – management of current assets and current liabilities

Working capital cycle – the flow of a business’s resources through the cash, accounts receivable and inventory
Steps in the working capital cycle:
 - purchase or produce inventory for sale – increases accounts payable(if on credit), increase inventory on hand

 - a) sell inventory for cash – increases cash

   b) sell inventory on credit – increases accounts receivable

 - a) pay accounts payable – decreases accounts payable and decreases cash

   b) pay operating expenses and taxes – decrease cash

 - collect accounts receivable when due – decreases accounts receivable and increase cash

 - begin cycle again

The timing and size of working capital investments
Exhibit 22-2 NB! Chronological sequence of a hypothetical working capital cycle

Managing cash flows

Cash flow

Net cash flow determined simply by examining its bank account

Net cash flow = monthly cash deposits – checks written during same period

 R20000         =
R100000
   - 

R80000

Revenue – recorded at time of sale, but does not affect cash flow at that time unless the sale is cash
Cash receipts – recorded when money actually flows into firm, often a month or two after the sale.

Expenses – occur when materials, labor, or other items are used

Payments – may be made later when checks are issued

Small business make the mistake of regarding revenue and cash receipts as synonymous.

Cash inflow and outflow – Exhibit 22-4
Net cash flow and net profit

Net cash flow – difference between cash inflows and outflows

Net profit – difference between revenue(income) and expenses

The growth trap
Rapid business growth can mean business failure, because it consumes cash faster than it generates profits

Cash budgeting

Cash budgets – planning document concerned with the receipt and payment of rands.

Manager can predict and plan cash flow by using a cash budget.

Steps in cash budgeting:

 - step1) determine the amount of collections each month

 - step2) estimate the amount and timing of following cash disbursements(payments):


- inventory purchases and payments



- rent, wages, tax payments, utilities, and interest on the long-term note



- quarterly interest



- interest to be paid on outstanding short-term borrowing

 - step3) calculate the net change in cash (cash receipts less cash disbursements)
 - step4) determine the beginning cash balance (ending cash balance from prior month)

 - step5) compute the cash balance before short-term borrowing

 - step6) calculate the short-term borrowing or repayment

 - step7) compute the cumulative amount of short-term debt outstanding

Managing accounts receivable

How accounts receivable affect cash

Selling on credit creates receivables and delays receipt of cash (soaks up cash)

Life cycle of accounts receivable

Begins with a cash sale. Examples of credit management

 - minimise time between shipping, invoicing, and sending notices on billings

 - review previous credit experiences to determine impediments to cash flows

 - provide incentives for prompt payment by granting cash discounts or charging interest on delinquent accounts

 - age accounts receivable on a monthly or even weekly basis to identify delinquent accounts

 - use most effective methods for collecting overdue accounts

 - use a lock box – post office box for receiving remittances
Accounts receivable financing

Can sell the accounts receivable to a financing institution (factoring)

The cost of this form of financing is relatively high
Pledged accounts receivable – used as collateral for loan
Managing inventory

Reducing inventory to free cash

Optimal minimalisation of inventory to decrease inventory-carrying costs

Monitoring inventory
Identification of the content of inventory and the time span of the inventory carried

Computers can provide assistance in inventory identification and control

Controlling stockpiles
Large amounts of inventory is normally purchased in small businesses because of:
 - unrealistic demand forecasts
- satisfying total market’s demand
        - prices consciousness

Entrepreneurs must manage inventory in a balanced and cost-effective way
Managing accounts payable

Two elements form the basis of the management of accounts:

 - negotiation – all businesses find themselves in emergency situations, ask creditors to postpone payment
 - timing – delaying repayment for as long as possible



- Annualised interest rate = .

Days in year

   . x  .     cash discount
   .





        Net period – Cash discount period
100% - Cash discount %

P447 study
Capital budgeting

Capital budgeting analysis – method to help managers make decisions about long-term investments

Capital budgeting techniques

 - Accounting return on investment – evaluates capital expenditure based on the average annual after-tax profits 

relative to the average book value of an investment





         - how many rand in average are generated per rand of average investment


Formula: .    Average annual after-tax profits   .
p 448


   Average book value of the investment

 - Payback period – measures amount of time it will take to recover the cash outlay of an investment


     - how long it will take to recover the original investment


Formula: p 449

 - Discounted cash flow – compares present value of future cash flows with the cost of initial investment




   - how present value of future benefits from investment compares with investment outlay

- net present value – present value of expected future cash flows less initial investment outlay


- internal rate of return – rate of return a firm expects to earn on a project

A firms cost of capital
Cost of capital – rate of return for debt holders and investors


- measured by: Opportunity cost – foregone earnings from alternative investments




Weighted cost of capital – recognising all permanent sources of financing(icl. debt & equity)

Capital budgeting analysis

Inaccurate variables in capital budgeting analysis: Instinct and intuition

Reasons why small businesses neglect theoretically sound financial management methods:

 - nonfinancial factors play a role

 - liquidity problems are present because of survival strategies

 - short-term cash flow difficulties are obstacles in long-term financial forecasting

 - keeping track of finances of small business is fare more difficult

 - net present value are sometimes impractical when entrepreneur is working on small projects

 - lack of financial management skills is normally a problem in small businesses

Evaluating financial performance

Accounting activities in small firms

Entrepreneurs are not necessarily accounting specialists, but need to know how the accounting system works and how to apply basic financial management principles.
Basic requirements for an accounting system
Purpose of accounting system – to record the flow of financial information from the initial transaction to the points 

    necessary to develop a financial picture of business activity.

Objectives of an accounting system:

 - provide accurate, thorough picture of operating results
 - permit a quick comparison of current data with prior years operating results and budgets
 - offer financial statements for use by management, bankers, etc

 - facilitate prompt filing of reports and tax returns

 - reveal employee fraud, theft, waste, and record keeping errors

General accepted accounting principles (GAAP) are applied as a standard accounting practice in a record-keeping system.
Accounting records that should be kept: income statement, balance sheet, accounts receivable records, accounts 

payable records, inventory records, payroll records, cash records, fixed asset records, other accounting records.
Small business owner should use the services of professional accountants and software packages.

Alternative accounting options
Cash versus accrual accounting: cash system – revenue and expenses are reported only when cash is received.





    accrual system – revenue and expenses are recorded when they are incurred.

Single-entry versus double-entry: single-entry system – contains only receipts and disbursements.





       double-entry system – self balancing system recorded in journals and ledgers

Internal accounting controls

Internal control – a system of checks and balances that safequards assets and enhances the accuracy and reliability 

    of financial statements.

Examples of internal control:
 - Identify types of transactions that require owner authorisation

 - establish procedure to ensure that checks presented for signature are accompanied by supporting documentation

 - limit access to accounting records

 - sending bank statements directly to the owner

 - safeguarding blank checks

 - requiring employees to take regular vacations so that irregularities can be revealed
 - control access to computer facilities

Assessment of financial performance
Measuring liquidity: Approach 1

Compares the business’s assets that are relatively liquid with debt that is due in the near term.
Current ratio = .  current assets  .

Asset test(quick ratio) = current assets - inventory


current liabilities




          current liabilities

Remember to use industry norm for comparison
Measuring liquidity: Approach 2

Examines the timeousness with which assets are converted into cash

Average collection period = .accounts receivable .





         average sales per day
(annual sales/365)

Accounts receivable turnover = .     credit sales      .





   accounts receivable

Inventory turnover = cost of goods sold




     inventory

Producing adequate operating profits on assets

whether profits distributed to investors are sufficient in relation to total amount of assets invested

Rate of return on total capital(return on assets) = operating income




        


total assets

Return on equity capital = .   net income   .




       common equity

Return on creditors capital = interest rate charged on debt

Measuring return on investment
Two procedures to determine return on investment:
 - operating income return on investment and operating income(earnings before interest and taxes)

Understanding the return on investment

Entrepreneur should know why the return is high or low.

Operating profit margin = operating profits

Total asset turnover = .    sales    .




sales





total assets

Operating income ROI = operating profits    x   .      sales     .





sales

      total assets

Financing of assets
To calculate a firm’s debt of equity financing

Debt ratio = .total debt .


        total assets

Times interest earned ratio = operating income




interest expenses

Receiving adequate return on investment

Investors want to know what their return on investment will be.

Calculations to answer the questions: return on equity, based on the comparability of businesses

