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LEARNING UNIT 1

THE BUSINESS PLAN: VISUALING THE DREAM
(Chapter 6 of Longenecker et al 2017)

CONTENTS
Learning unit outcomes

Overview

1.1
An overview of the business plan
1.2
Will writing a business plan make a difference?
1.3
Begin with the business model
1.4
Preparing the business plan
1.5
Advice on writing a business plan.

1.6
Pitching to investors
1.7
Resources for business plan preparation
1.8
Keeping the right perspective

Summary
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LEARNING UNIT OUTCOMES
You should be able to

1
explain what a business plan is

2
explain the purpose and objectives of business plans

3
identify and explain all the components of a business plan


4
explain what investors look for in a business plan

5
identify available sources of assistance in preparing a business plan

6
maintain the proper perspective when writing a business plan

1.1

AN OVERVIEW OF THE BUSINESS PLAN

A business plan is a written summary of an entrepreneur's proposed venture, its marketing, operational and financial strategies, its organisational form and management structure and a schedule or timetable for the implementation of the venture. It requires in-depth research and planning and serves as a road map that indicates the direction in which the entrepreneur should move in order to achieve his or her objectives. The plan is written proof that the entrepreneur has studied the business opportunity and researched the feasibility of the new venture adequately. There is no substitute for a well-prepared business plan and there are no shortcuts to formulating the plan. Longenecker et al (2017) aptly describe the business plan as the entrepreneur's game plan. If the entrepreneur does not first mentally visualise the desired end result, it will not become a physical reality. Anything that is to be built – a house or an enterprise requires a written plan. For an entrepreneur starting a new venture, a business plan is a written document aimed at achieving the following basic objectives:

(1)
The primary objective is to identify and describe the business opportunity or new venture.

(2)
The next objective is to present a written plan of how you, the entrepreneur, plan to exploit the opportunity. In this sense, a business plan explains the key variables for a new venture's success or failure: it is a guideline on the actions that should be taken to establish and operate the new venture. It provides many instruments in the form of the mission, goals and objectives, target markets, operating budgets, financial needs, and so on, that the entrepreneur and managers can use to manage the venture successfully. These instruments, which help managers to keep the venture on track, form the key components of the business plan. A business plan is therefore also a valuable managerial tool to help you (the entrepreneur) and your team focus on charting a course for the new enterprise.

(3)
A third objective is to recognise factors that will determine whether the venture will be successful. Careful, thoughtful preparation can make the difference between success and failure when you shop in the capital market.

Apart from the above main objectives, a business plan has many benefits, as highlighted below:

●
It is a systematic, realistic evaluation of the new venture's chances of success in the market.

●
It helps to pinpoint the key variables that will determine the new venture's success and also identify the primary risks that may lead to failure.

●
It is a game plan for managing the business successfully.

●
It is a management instrument for comparing actual results against targeted performance.

●
It is a primary tool for attracting money in the search to find financial resources.

The overall importance of the business plan lies in its planning activities. Planning is the fundamental element of management that predetermines what the business enterprise proposes to accomplish and how to go about this. Planning, and hence the whole idea of a business plan, is certainly not new. Large businesses have been preparing annual business plans for decades, especially for marketing new products, buying new enterprises or expanding globally. What is new is small entrepreneurs' increasing use of such plans. Often financial institutions compel such businesses to draw up a business plan before they will even consider offering any financial support. A business plan is also an ongoing planning activity. For example, an entrepreneur may open a small local enterprise and then realise the opportunities for opening additional branches or even venturing abroad.

A business plan may also be a response to some change in the entrepreneurial environment that may lead to new opportunities. However, entrepreneurs should think of planning (the business plan) as an ongoing process. This means that even if a business successfully survives the first few years, the business plan (which larger corporations refer to as the business or corporate strategy) should be updated continuously.

Learning unit 1 focuses on certain key questions, such as the need for and components of the business plan.
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Study pages 145 to 169 in Longenecker et al (2017).

A business plan is vital not only for entrepreneurs, but also their employees, potential investors, bankers, suppliers, customers, and so on. Each group of so-called "stakeholders/users" of a business plan will study it from a different perspective. Clearly, therefore, any business (especially a new venture) needs to have a business plan to answer any questions that the various stakeholders in the venture may have.

	The entrepreneur has different reasons for compiling a business plan as indicated below (Bygrave 1997:116): (Study this)
●
To sell himself or herself to the business. The main stakeholders in any enterprise are its founders. First and foremost, entrepreneurs need to convince themselves that starting the enterprise is right for them – both from a personal and investment perspective.
●
To obtain bank financing. Until the late 1980s, writing a business plan to obtain bank financing was an option left up to the entrepreneur. Bankers usually adopted the approach that a business plan presented a business in a better light, but that it was not an essential component in a bank's decision-making process. However, nowadays, banks are requiring entrepreneurs to include a written business plan with any request for loan funds. Hence securing a bank loan is tougher than it has ever been before, and a business plan is an essential component of any campaign to convince banks about a new enterprise.
●
To obtain investment funds. For many years now, the business plan has been the "ticket of admission" to venture capital or so-called "informal capital" from private investors.
●
To arrange strategic alliances. Joint research, marketing and other efforts between small and large enterprises have become increasingly common in recent years and all require a business plan.
●
To obtain large contracts. When small enterprises seek substantial orders or ongoing service contracts from major enterprises, these corporations often respond (somewhat arrogantly): "Everyone knows who we are. But no one knows who you are. How do we know you'll be around in three or five years to provide the parts or service we might need to maintain your product?" It is at this point in the conversation that entrepreneurs can produce their business plans.
●
To attract key employees. One of the major obstacles to attracting key employees that a small growing enterprise faces is finding the best people to take the necessary risk. The business plan could convince them that the enterprise will thrive and grow in the coming years.
●
To complete mergers and acquisitions. No matter which side of the merger process one is on, a business plan can be invaluable if one wishes to sell one's enterprise to a large corporation.
●
To motivate and focus one's management team. As smaller enterprises grow and become more complex, a business plan becomes an important component in keeping everyone focused on the same goals.


Source: Bygrave W.D. (1997:116), The portable MBA in entrepreneurship. 2nd edition, New York, Wiley.
1.2

AN OVERVIEW OF THE BUSINESS PLAN
The users of a business plan

Exhibit 6-1 in Longenecker et al (2017:147) indicates that the users of a business plan can be divided into the following two groups:

Insiders, comprising

●
the entrepreneur

●
the management team

●
employees

Outsiders comprising

●
potential customers

●
suppliers

●
investors

●
lenders 

1.2.1

The balance between planning and executing

What is important is not writing a plan, but implementing it.  Only if you effectively execute the business plan does it have a chance of making a difference. So any entrepreneur should find the right balance between planning and becoming operational.
1.2.2

What form will the business plan take?

The issue for most entrepreneurs is not whether to plan but how to engage in effective planning. Longenecker et al (2017:150-151) describe two types of business plans, which are used for different purposes, namely:
●
the short (dehydrated) plan

●
the comprehensive plan
1.3

UNDERSTANDING THE BUSINESS MODEL
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 Read pages 151to 154 in Longenecker et al (2017).

The business model has become a popular concept among entrepreneurs and their investors. A business model is intended to provide the best evidence of whether a business concept can be translated into a viable; profitable business and how large an investment will be required to make it happen. Exhibit 6.2 shows a basic business model framework. Three key elements make up the business model:

(1)
the revenue model – defines the nature and types of a company’s resources

(2)
the cost structures that drive the company’s costs and expenses

(3)
the maximum investment that will be required to make the business profitable 
and the cash flows positive

1.4

PREPARING THE BUSINESS PLAN

Every entrepreneur needs to realise that a business plan should be tailor-made in order to emphasise the new venture's particular strengths. The following two elements are of primary concern in preparing a business plan:

●
the contents and format of the business plan

●
the effectiveness of the written presentation

A brilliant business idea could fail because the business plan has not been properly compiled. Effective written communication should be built into the plan in order to satisfy the audience's or readers' needs.

1.4.1

The contents and format of a business plan
As mentioned earlier, each venture will have its own unique business plan. Even though there is no standard list of components to be included in a business plan, some form of agreement on the contents of such a plan will be found, especially in the financing environment. The main factors in determining the contents of any business plan should be the entrepreneurial team, the resources, the deal structure and "big" picture and the way in which the plan reflects the opportunity.
Longenecker et al (2017:155) describe the basic interdependent factors that should be considered in the evaluation of the opportunity and represent them diagrammatically in exhibit 6.3: “A business plan identifies the key factors for success".

Longenecker et al (2017:157-162) explain various components of the business plan and represent them diagrammatically in exhibit 6.4, "Abbreviated business plan outline". A business plan should contain the following elements:

●
a cover page

●
a table of contents

●
an executive summary

●
an industry, target customer and competitor analysis

●
a description of the company

●
a product/-service plan

●
a marketing plan

●
an operations and development plan

●
a management plan

●
critical risks

●
an offering

●
exit strategy

●
a financial plan

●
an appendix of supporting documents
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Study pages 157 to 162 in Longenecker et al (2017). This section is of critical importance.
1.5

ADVICE FOR WRITING A BUSINESS PLAN
Study Longenecker et al (2017), pages 163 to 166. A good concept may be destroyed by a presentation that fails to communicate effectively. The authors make six recommendations to avoid some of the common mistakes:

(1)
Analyse the market thoroughly.

(2)
Provide solid evidence for claims.

(3)
Think like an investor.

(4)
Don’t hide weaknesses – identify potential fatal flaws.

(5)
Maintain confidentiality

(6)
Remember that the little things are the big things.
1.6

PITCHING TO INVESTORS
1.7

RESOURCES FOR BUSINESS PLAN PREPARATION

Writing a business plan nowadays does not have to be such an individual process because there are various resources that provide specific guidelines on the whole development process. However, it is advisable not to copy and adapt an existing business plan from another business.

The following resources can assist the entrepreneur in developing his or her own business plan:

●
Computer-aided business planning (e.g. Bizplan Builder and Bizplan Express)

●
Professional assistance in business planning (e.g. attorneys, marketing specialists, engineering and production specialists, accounting firms, incubators and academics in the field)

1.8

KEEPING THE RIGHT PERSPECTIVE

Writing a business plan is an ongoing process and not a means to an end. 

SUMMARY

In this learning unit we introduced you to the role of a business plan in the entrepreneurial process. The fundamental importance of the business plan was highlighted, and the internal and external users explained. We then outlined the basic content of a business plan and mentioned the resources that an entrepreneur can enlist to draft a proper business plan. The next learning unit deals with the actual development of the marketing plan.

Complete the assessments in the prescribe book. 
LEARNING UNIT 2 
(Chapter 7 of Longenecker et al 2017)

THE MARKETING PLAN

CONTENTS

Learning unit outcomes

Key concepts

Overview

2.1
What is small business marketing?

2.2
The formal marketing plan

2.3
Marketing research for the small business

2.4
Understanding potential target markets

2.5
Estimating market potential

Summary
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LEARNING UNIT OUTCOMES

You should be able to

1
describe small business marketing

2
identify and analyse the components of a formal marketing plan

3
discuss the nature of the marketing research process

4
define market segmentation and its related strategies

5
explain the different methods of forecasting sales
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KEY CONCEPTS

●
small business marketing

●
market analysis

●
marketing mix

●
customer profile

●
marketing research

●
secondary data

●
primary data

●
market

●
market segmentation

●
segmentation variables

●
benefit variables

●
demographic variables

●
unsegmented strategy (mass marketing)

●
multisegmentation strategy

●
single-segmentation strategy

●
sales forecast

●
breakdown process (chain ratio method)

●
build-up process

●
direct forecasting

●
indirect forecasting

OVERVIEW

Remember that certain activities that form the basis of the business may occur simultaneously. In the previous study unit we discussed the structure and contents of a business plan, but strictly speaking, the plan can be finalised only once the market analysis has been conducted in order to determine whether there is, in fact, a market for the product concerned. If there is, how can the market be exploited? In other words, once an entrepreneur is convinced of a significant market potential in a particular segment of the market, how will the product reach the market, or what will the marketing strategy be?

Entrepreneurs often run the risk of becoming infatuated with their product or service and simply believing or hoping that there is a market for their product. This euphoria can be extremely costly, if not devastating, for a new venture with limited resources. Analysing a new venture's market and developing a marketing strategy involves a great deal more than simply writing your ideas down on paper.
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Study Longenecker et al (2017:175-193)
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Read Longenecker et al (2017:174): “In the video spotlight –  SNAPnSAVE
2.1

WHAT IS SMALL BUSINESS MARKETING?





Small business marketing consists of those business activities that direct the creation, development and delivery of a bundle of satisfaction from the creator to the targeted user. A bundle of satisfaction has three levels

· Core product/service is the fundamental benefit sought by customers.
· Actual product /service is the basic physical product or service that delivers those benefits.

  Augmented product/service is the basic product/service plus any extra or unsolicited benefits to the customer that may prompt a purchase.
· For example, a restaurant not only sells food to its target market; indirectly it also sells atmosphere as part of the bundle of satisfaction.


2.1.1

Marketing philosophies make a difference

A business’s marketing . The following three basic marketing philosophies have developed over time:

(1)
a production orientation (the focus is on the product)

(2)
a sales orientation (emphasises personal selling and advertising)

(3)
a consumer orientation (the needs of customers are placed first)

2.1.2

A consumer orientation: the right choice

Any small business without a consumer orientation will definitely not even survive the initial phases of the start-up process. Longenecker et al (2017:178) highlight three reasons why small businessesdo not adopt a consumer orientation when the benefits seem so obvious
(1)
The small business manager tends to focus on production during the early stages while there is no competition and demand is high.

(2)
Small business managers may be strong in production or selling but weak in others areas.

(3)
The small business owners are simply too focussed on the present.

The service quality levels in South Africa are deemed to be relatively low in certain sectors. A focus on customer needs will give the entrepreneur a competitive edge, without any major expenses to the company as such. How much does it cost a salesperson to be friendly? 

2.2

THE FORMAL MARKETING PLAN

After the completion of a feasibility study the entrepreneur is ready to draft an accurate marketing plan. Exhibit 7-1 in Longenecker et al (2017:179) shows the major elements that should be included in the marketing plan.

2.2.1

Market analysis

The market analysis should contain the following elements (the example refers to the market for quality clothing):

●
a customer profile (e.g. females, between the ages of 18 and 25)

●
the major customer benefits (e.g. quality material in clothing)

 ●
additional target markets (e.g. males, between the ages of 18 and 25)

 ●
the sales forecast

2.2.2

The competition

Competitors may target the same potential customers as your company and it is therefore essential to analyse the competitive nature of the role players in the same market. The following variables should be studied (the example refers to selling quality clothing):

●
the profile of competitors (e.g. Pep Stores, Jet and Ackermans)

●
the strengths and weaknesses of competitors (e.g. low material quality, but low price and cost structure as a strength)

●
the related products of competitors (e.g. shoes)

2.2.3

Marketing strategy

This section will indicate how the venture will achieve the set marketing objectives as part of the entrepreneur's vision. This section in the business plan should include what is traditionally known as the 4 P's of marketing – product, place (distribution), price and promotion:

(1)
The total product and/or service. How is the basic product transformed into a total product offering?

(2)
The promotional plan. How will the entrepreneur create customer awareness?

(3)
The distribution plan. How will the product reach the customer?

(4)
The pricing plan. What is the acceptable exchange value of the total product or service?


2.3

MARKETING RESEARCH FOR THE SMALL BUSINESS

The true entrepreneur is an individual or group of individuals with the entrepreneurial skill to take calculated risks. Venturing into a new market without any proper market information means high-risk decision-making. Marketing research therefore enables entrepreneurs to supplement their business decisions with accurate information. The marketing research process emphasises the need to gain knowledge of a certain market environment and supplement the entrepreneur's intuitive judgment.

2.3.1

The nature of marketing research

Marketing research can be defined as the gathering, processing, reporting and interpreting of market information. When an entrepreneur decides to conduct marketing research, he or she should consider the following factors:

●
hiring an expert

●
the internet – an excellent resource for obtaining secondary marketing research data

●
the cost/benefit trade-offs of marketing research

2.3.2

Steps in the marketing research process

The following four steps in the marketing research process will enable the entrepreneur to obtain relevant and accurate market information:

Step 1: Identify the informational need
When an entrepreneur specifies the venture’s informational needs correctly and in detail, the marketing research will produce more meaningful results.

Step 2: Search for secondary data
Secondary research is less expensive than primary research, and the internet makes it much more accessible. Secondary data comprise market information that has been compiled previously. 

Various sources of market data, such as the following, are available in South Africa:
●
Statistics South Africa (Stats SA)

●
The Bureau for Marketing Research (Unisa)

●
Search engines such as Ananzi and Aardvark

●
The world wide web business yellow pages

Secondary data tend to have the following shortcomings:
(1)
The data may be outdated.

(2)
The units of measure may not fit the requirements.

(3)
The credibility of the sources may be questionable.

Step 3: Collect primary data
Primary data are collected by means of the observational and questioning methods. The following considerations are vital in conducting primary research:
●
the differences between observational and questioning methods

the high value of personal observation in small business (i.e. analysing trends in the marketing environment by walking around in shopping malls)

Note the following considerations in questionnaire design:
●
Observation has three main benefits --- it provides useful information, is economical and avoids potential bias.

●
Surveys and experimentation are both examples of questioning methods.

●
There are four types of surveys (mail, telephone, personal interview or electronic mail).

●
A questionnaire is the basic instrument for guiding the researcher and respondent through a survey.
Longenecker et al (2017: 186-187) mention six considerations to keep in mind when designing and testing a questionnaire. 

Step 4: Interpret the data gathered
The collected data must now be transformed into usable information in order to make sound business decisions. Specialised computer programs are designed to summarise large quantities of data and perform descriptive statistics.

2.4

UNDERSTANDING POTENTIAL TARGET MARKETS

A market is defined as a group of customers with purchasing power and unsatisfied needs. The term "market" has three meanings:

(1)
A market is a physical location where buying and selling takes place (e.g. the City Deep fresh produce market in Gauteng central or even a supermarket like Hyperama).

(2)
The verb "to market" means the process of selling a product (e.g. "We must market the T-shirts aggressively").

(3)
A market can be a group of customers or potential customers who have both purchasing power and unsatisfied needs 
2.4.1

Market segmentation and its variables

Market segmentation is the process whereby a heterogeneous market is subdivided into smaller homogeneous groups with comparable needs.

The following variables form part of market segmentation:
●
benefit variables (e.g. a single gym may offer services that are used for different reasons and indifferent ways by different market segments.
●
demographic variables (e.g. age, gender, occupation and income)

2.4.2

Marketing strategies based on segmentation considerations

The market may be segmented in three different ways. The following types of segmentation strategies will help the entrepreneur to aim his or her marketing actions in the right direction (study these strategies in conjunction with exhibits 7-2, 7-3 and 7-4 in Longenecker et al 2017: 190-191):
(1)
the unsegmented strategy, where the total market is the target market

(2)
the multisegmentation strategy, where a unique marketing mix is developed for each target market

(3)
the single-segmentation strategy, where the focus is on the most profitable target market

2.5

ESTIMATING MARKET POTENTIAL

The existence of an adequate market means that the product will serve a large enough target market to yield high profit and sustainability. The sales forecast therefore indicates the market’s potential to generate income on a viable and continuous basis.

2.5.1

The sales forecast

A sales forecast is a prediction of how much of a product or service will be purchased by a specific market in a defined time period. For example, suppose that the total market for cellular telephones in 2018 will be twenty  million buyers. If a new cellular telephone provider forecasts a 10% market share, it will need to sell 2 000 000 cellular telephones in that year.

2.5.2

Limitations to forecasting

The forecasting task is a highly complex and difficult exercise for any entrepreneur. Ask yourself the question: Where will I be in five or 10 years' time? Longenecker et al (2017:192) identify the following three practical reasons why small firms use forecasting less frequently:

(1)
Each and every forecasting exercise is unique. New and unique ideas (new business) do not have historical figures that can be used as a base.

(2)
Small business managers may be unfamiliar with quantitative analysis methods.

(3)
The typical small business entrepreneur lacks familiarity with the forecasting process.

2.5.3

The forecasting process

Sales forecasting is a multistep process with two main dimensions, as explained below.
The starting point involves the following two processes:
(1)
The breakdown process (chain ratio method). This step starts with the population figure for the target market and determines percentages that can be served. 

(2)
The build-up process. Here the market potential for all likely segments is estimated and combined.
The predicting variable has two elements:
(1)
In direct forecasting, sales are the forecasted variable (e.g., the expected sales for a given period such as a year).

(2)
Indirect forecasting takes place when surrogate variables are used to project the sales forecast. For instance, there is no market information on the number of lawnmowers sold in a given period. The entrepreneur can estimate the market potential by multiplying the number of gardens in a specific geographical area by the average replacement time of lawnmowers.

SUMMARY

The information in this learning unit will help you as an entrepreneur, to develop his or your final marketing plan, as part of the total business plan. Various tasks need to be performed in order to complete an adequate and meaningful marketing plan. These tasks include marketing research, market segmentation and sales forecasting. The success of the final marketing plan is the result of relevant and accurate data and information gathered in the tasks. The next learning unit will look at the selection of the management team and legal forms of organisations.

Complete the assessments in the prescribe book. 
LEARNING UNIT 3 
(Chapter 8 of Longenecker et al 2017)

THE ORGANISATIONAL PLAN

CONTENTS 

Learning unit outcomes

Key concepts

Overview

3.1
Building a management team

3.2
Choosing a legal form of organisation

3.3
Criteria for choosing an organisational form

3.4
Specialised forms of organisation

3.5
Forming strategic alliances

3.6
Making the most of a board of directors

Summary
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LEARNING UNIT OUTCOMES

You should be able to

1
describe the characteristics and value of a strong management team

2
explain the common legal forms of organisation used by small businesses

3
identify and analyse factors to consider in choosing from the primary legal forms of organisation, including tax consequences (SA context)

4
describe the unique features and restrictions of specialised organisational forms

5
explain the nature of strategic alliances and their uses in small businesses

6
analyse how a board of directors and an advisory council can be used effectively
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KEY CONCEPTS

●
management team

●
social network

●
social capital

●
reciprocation

●
sole proprietorship


●
unlimited liability

●
partnership

●
partnership agreement

●
close corporation


●
legal entity

●
limited liability


●
strategic alliance


●
private companies

●
public companies

●
board of directors

●
advisory council

OVERVIEW

Unless an enterprise is in its micro phase (which is normally the case with a new start-up in South Africa), the entrepreneur who establishes the venture will not be the only person to manage it. In general, the management team – that is, both managers and key people who will give the venture its direction – make a significant contribution to the new venture's success. The management team's experience and track record, reliability, sense of responsibility and ethical standards are all vital considerations for stakeholders and investors alike. This study unit will describe the role of the management team in a small business and briefly elaborate on the legal forms of business in a South African context. Since the MNE2601 module provides an in-depth analysis of the legal forms of business, this study unit will merely indicate the different forms in table format.
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Study Longenecker et al (2017: 199-224).
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Read Longenecker et al (2017:199): “In the Spotlight –Creative Council

3.1

BUILDING A MANAGEMENT TEAM

The management team includes managers, professionals and key persons who give direction to the business's activities. New ventures (especially in the start-up phase) initially have only one manager, the entrepreneur himself or herself. Most microenterprises do not have teams – hence the need to recruit the most suitable managers during the growth and development phases. Bear in mind that investors assess the management team when evaluating a business plan. The advantages of a management team are twofold:

(1)
A team provides diversity of talent.

(2)
A team provides greater assurance of continuity.

3.1.1

Achieving balance 

When building a management team, the following variables are vital:

●
The competence required in a management team depends on the type of business (e.g. ventures with a strong marketing drive need skilled marketers).

●
A proper range of abilities is needed, including minimal skills in basic operations, marketing and finance. Balance is critical.

●
Personal cooperation and compatibility are essential.

●
Issues that team members need to address and specify at the outset include organisational structure, ownership share and compensation and the growth plan.

If the management staff or the board of directors is too small or limited (especially during the start-up stages), it is advisable to use the expertise of external professionals. Practical assistance is available from governmental institutions such SEFA (Small Enterprise Finance Agency), SEDA (the Small Enterprise Development Agency), The Industrial Development Corporation (IDC), The Enterprise Information Centre (EIC), The National Youth Development Agency (NYDC), Business Partners, Commercial banks, academics in the field of entrepreneurship, as well as business consultants and attorneys on the legal side. A management plan should define the interrelationships between the members of the organisation and explain the hiring process, job descriptions and compensation.

3.1.2

Expanding social networks

Longenecker et al (2017:203-205) discuss the following:

●
social network

●
social capital

●
reciprocation
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Read Longenecker et al (2017:202): “Living the dream – entrepreneurial experiences: Entrepreneurs get by with a little help from their network friends..

3.2

CHOOSING A LEGAL FORM OF ORGANISATION

It is the entrepreneur’s responsibility to choose the appropriate form of business when launching it.

The various forms of business relevant to South Africa were covered in detail in the second-year module on entrepreneurship and small business development, and are summarised in this section. 

3.2.1

The sole proprietorship

Longenecker et al (2017) describe the sole proprietor as the most basic form of business which is owned by one person. They also mention the advantages and disadvantages of this form of organisation.

3.2.2

The partnership

Longenecker et al (2017) examine the following issues concerning partnerships:

●
the partners’ qualifications

●
advantages and disadvantages
●
the partners’ rights and duties

●
termination of a partnership

3.2.3

The private company

Longenecker et al (2017) considers the following issues concerning private companies:
· Advantages and disadvantages
3.2.4
The public company (LTD)

3.2.5
The personal Liability company

Longenecker et al (2017) considers the following issues concerning private companies:
· The company charter

· Rights and status of shareholders

· Limited liability of shareholders
· Death and withdrawal of shareholders
· Maintaining corporate status.

3.3

CRITERIA FOR CHOOSING AN ORGANISATIONAL FORM

Longenecker et al (2017: 213-) mention seven criteria to consider when choosing an organisational form.

The following table summarises the differences between the legal forms of business in South Africa, with regard to the seven factors that influence the choice of form:

TABLE 3.1 A comparison between the various forms of business

	
	
	
	
	
	
	
	

	Choice factor
	Sole proprietorship
	Partnership 
	Private company
	Public company
	Close corporation
	Agricultural cooperative
	Busi-ness trust

	Membership 
	One
	Two to twenty
	One to fifty
	Seven to unlimited
	One to ten
	Seven to unlimited
	One to twenty

	Legal prescriptions
	Few legal formalities
	Few legal formalities except the possibility of a contract
	Many regulations, but fewer than with public company, Requires (CA) accountant
	Multiple legal regulations that must be adhered to. Requires (CA) accountant
	Simple legal requirements Accounting officer needs to be appointed instead of registered accountant.
	Any prescriptions must be complied with
	

	Liability for debt
	Unlimited 
	Unlimited for ordinary partners
	Limited to not fully paid-up shares
	Limited to not fully paid-up shares
	Limited 
	Limited
	Limited to assets

	Continuity
	Terminates at death or insolvency of owner
	Discontinues when partners die or step out
	Unlimited life, but transfer of shares is not 
	Unlimited shareholding which may change hands easily
	Unlimited life , with approval of new member
	Unlimited life. Same as company
	

	Financing possibilities
	Usually limited capital
	More partners have more capital
	More capital than in a close corporation or a partnership
	Greatest capital mobilisation
	Better than sole proprietorship and partnership but poorer than the private company
	Lack of sufficient equity
	Dependent on the extent of donation or loan

	Management


	Owner has autonomy in decisions
	Fellow partners are consulted: decisions take longer
	Board of directors decides
	Usually all members participate
	Members can share the management of the business.
	Directors decide
	Trustees decide

	Income tax 
	Scale for natural persons
	Scale for natural persons
	The fixed rate on taxable income
	Not a legal person


Source: Adapted from Marx,S, Van Rooyen, D.C. Bosch, J.K. & Reynders,H.J.J. (1998:159) ,Business Management, 2nd edition, Van Schaik,Pretoria.
3.4

SPECIALISED FORMS OF ORGANISATION

The forms of organisation discussed in this section in Longenecker et al (2017)  refer to business trusts, cooperatives and the section 21 company or non- profit organisation.
3.5

FORMING STRATEGIC ALLIANCES

A strategic alliance is a form of cooperation linking two or more independent businesses in a common endeavour (e.g. a large building project in which several businesses provide different services). These businesses normally share common critical resources, but avoid the risk of legally merging the entities, thus enjoying flexibility.
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Study Longenecker et al (2017: 220-222) 

3.5.1

Strategic alliances with large companies

Many smaller businesses are becoming involved in this form of conducting business because of the benefits of joining forces with larger entities. The success of any joint venture depends mainly on the following factors:

●
the accurate assessment of the parties involved

●
the synergy between the partners

●
reasonable expectations of results

●
the timing of such a venture
The following are examples of strategic alliances in the history of business:
●
Boeing/Mitsubishi/Fuji/Kawasaki (entered into an alliance to cut costs on the production of small aircraft)

●
General Motors and Toyota (as a cost-cutting strategy)

3.5.2

Strategic alliances with small companies

Small businesses can form strategic alliances with other small businesses to the benefit of both. Such benefits could include the following:
●
sharing technology

●
cutting costs

●
entering new and/or foreign markets (internationalisation)

●
raising capital

●
conducting cooperative research

3.5.3

Setting up and maintaining successful strategic alliances

Longenecker et al (2017:222) describes six steps to improve the chances of success when setting up alliances.

3.6

MAKING THE MOST OF A BOARD OF DIRECTORS
The board of directors is the governing body of an entrepreneurial firm, elected by the stockholders. In certain circumstances, the board is elected by the entrepreneur only to fulfil the legal requirement or as a means of luring investors. Other entrepreneurs make use of a board of directors more effectively. In this section, Longenecker et al (2017:222-224) discuss the contributions made by directors, the selection of directors, the compensation of directors and, as an alternative, an advisory council.

SUMMARY

This learning unit dealt with the vital role an effective management team can play in the success of a small business venture. Bear in mind that the majority of new ventures do not start out with a full management team. Initially, the entrepreneur generally performs all the managerial functions. We also considered the factors that influence the selection of a legal form of business.. We concluded with a discussion of strategic alliances and their benefits for the entrepreneur. The next learning unit explains the location plan and the planning of facilities.

Complete the assessments in the prescribe book. 
LEARNING UNIT 4 
(Chapter 9 of Longenecker et al. 2017)

THE LOCATION PLAN

CONTENTS
Learning unit outcomes

Key concepts

Overview

4.1
Locating the brick-and-mortar start-up

4.2
Designing and equipping the physical facilities

4.3
Locating the business at home

4.4
Locating the start-up on the internet

Summary
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LEARNING UNIT OUTCOMES

You should be able to

1
describe the five key factors in locating a brick-and-mortar start-up

2
discuss the challenges of designing and equipping a physical facility

3
explain both the attraction and challenges of creating a home-based start-up

4
discuss the potential benefits of locating a start-up on the internet
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KEY CONCEPTS

●
brick-and-mortar store

●
enterprise zones

●
business incubator

●
general-purpose equipment

●
special-purpose equipment

●
home-based business

●
zoning ordinances

●
e-commerce

●
electronic customer relationship marketing (eCRM)

●
business model

●
business-to-business (B2B) model

●
business-to-consumer (B2C) model

●
24/7 e-tailing

●
auction sites

●
content/information-based model

●
transaction-based model

OVERVIEW

The choice of location is one of the management decisions that could determine entrepreneurial success or failure. The type of product or service has a direct influence on the choice of location. Factors such as access to customers, suppliers, transportation, zoning regulations and access to skilled and less-skilled employees all have a specific impact on all retailers, producers and service-oriented businesses. Retailer and service companies should have access to the "feet" of their target markets. Producers' proximity to their suppliers will yield certain cost benefits. 

The cost of locating a business strategically (especially in the retail sector) has increased dramatically in the past 10 years. Retail space in a well-known shopping mall in the eastern suburbs of Pretoria can cost up to R500 per square metre per month. With an average shop size of 120 m2, the rent will be R60 000 per month. Imagine how many cups of coffee a coffee shop needs to sell just to break even on the rent expenses (at an average cost of R11 per cup, this adds up to 5 454 cups of coffee per month!).
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Study Longenecker et al (2017:233-254).
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Read Longenecker et al (2017:): “In the spotlight: ”Yuppiechef”
4.1

LOCATING THE BRICK-AND-MORTAR START-UP

The choice of a location is generally  a one-time decision, although subsequent relocation may become necessary for various reasons.

4.1.1

The importance of the location decision

As mentioned in the overview, the best product at the lowest price will not sell if it is inaccessible. An entrepreneur should always realise that customers continuously analyse variables such as convenience, cost, reliability, quality, parking facilities, service levels and even security.

4.1.2

Key factors in selecting a good location

The entrepreneur's choice of location for a business can be guided by five key factors, as summarised in exhibit 9-1 (Longenecker et al 2017:234) and explained below:

(1)
Customer accessibility. Customers of retail and service businesses are particularly interested in customer accessibility. It is also a key factor when the cost of shipping is high relative to the product's value when selling to a niche market.

(2)
Business environment conditions. These would include factors such as the weather, competition, crime, legal requirements and tax structures.

(3)
Availability of resources. Of significance here are considerations such as proximity to raw materials (e.g. a furniture manufacturer needs to be close to a wood supplier); the suitability of the labour supply (e.g. high-skilled employees in a technology-driven industry); and the availability of transport (e.g. a milk farmer would require access to refrigerated haulers).

(4)
Personal preference of the entrepreneur. These preferences could mean the choice of a local site or a location offering a unique lifestyle advantage. Some entrepreneurs might, for instance, prefer establishing a fish restaurant close to the sea, while others may wish to exploit the need for seafood in an urban or metropolitan area.

(5)
Site availability and costs. This is normally based on the nature of the business, either close to the customer (e.g. retail) or the supplier (e.g. a supplier of intermediate goods). The cost of a site will influence an entrepreneur's profit margin and is therefore a fundamental factor in the location decision. Leasing an operating space is normally advisable because, firstly, a large cash outlay is avoided, and secondly, avoiding substantial investment reduces risk. Many entrepreneurs have made the mistake of investing in inner city regions (i.e. Johannesburg and Pretoria), where the value of property has decreased considerably because of various environmental factors. Hence the return on their investment has been negative, invariably resulting in insolvency.

4.2

DESIGNING AND EQUIPPING THE PHYSICAL FACILITIES

Once the location decision has been made, it is necessary to plan the process of installing the physical facilities. Furniture, equipment, machines and the building itself are included in the process of designing the facility, which should be based on the needs and convenience of the customer, in the case of retail, and on efficiency, in the case of manufacturing units. Since cost-saving benefits form part of the process, the following considerations need to be studied.

4.2.1

Challenges in designing the physical facilities

The entrepreneur should avoid occupying a space that is too large or too small for their operations. Practicality is thus a vital consideration because the size of the business premises will affect the profit-making process. The kind of product to be produced and the type of activities to be performed will also determine the design of the facilities.

4.2.2

Challenges in equipping the physical facilities

Entrepreneurs are faced with a decision whether to lease or buy physical equipment. The majority of entrepreneurs believe that it is better to buy than to lease. Fitting the right equipment in the facility is the last step before the actual business processes can start. The kind of business will determine the types of equipment needed. A manufacturing unit is equipped with far more specialised technology driven equipment than, say, a fish-and-chips outlet. Manufacturing equipment includes general-purpose equipment (e.g. saws and drilling machines). Lighting, rugs and chairs will be more suitable in a retail store selling luxury product. Office equipment may include computers, fax machines and telephone systems. All of the above-mentioned equipment should contribute to productivity and profit generation in a cost-effective manner. The building should project the appropriate image to the customers.

Three types of equipment are identified, namely manufacturing, retailing and office equipment. Manufacturing equipment can be either for general purpose or special purpose.

4.2.3

Business image

The building should project the correct image of the business.
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Read Longenecker et al (2017: 240), exhibit 9-2: "Small business owners choose buying over leasing".

4.3

LOCATING THE BUSINESS AT HOME

An increasing number of entrepreneurs are no longer using conventional business locations. The current trend, especially in South Africa, is to establish a business in a residential or home-based environment.

4.3.1

The attraction of home-based businesses

Establishing a home-based business has two basic advantages:

(1)
Financial considerations. The shared-cost benefit of living in a location and conducting business from the same area can increase your profit margin. Therefore, the bond that is payable will also cover office space, with certain tax benefits.

(2)
Family lifestyle considerations. A trend among predominately female entrepreneurs is to operate their businesses from home and, at the same time, manage the household. This affords them the opportunity to spend more time with family members within certain work parameters.

4.3.2

The challenges of operating a business from home

The idea of operating from home and managing the household may sound idyllic, but there are specific limitations, as highlighted below.

(1)
Professional image. The type of business will determine what image is expected of all stakeholders. A professional image is compulsory in business ventures rendering personal services to clients (e.g. business consultants), especially when clients need to visit the business location frequently. Spatial and nonspatial boundaries should be in place to prevent conflict. The cry of a baby in the background while speaking to an important customer may lead to difficult communication situations. Specific business space (office or operating) should be set aside for business activities. Business hours are also compulsory – being "at home" does not mean that one can sleep in until 10 every morning! Finding a reasonable balance between family matters and customer needs will ensure a beneficial situation.

(2)
Legal considerations. The City of Tshwane (previously Pretoria) Metropolitan Municipality, for example, has laid down the following legal requirements for operating a business from home:

●
The person practising the occupation must occupy the dwelling unit.

●
The practice of such occupation may not cause any sort of nuisance or disturb the amenity of the area.

●
There should be no increase in traffic.

●
No goods may be exhibited, displayed or stored without the written permission of the local authority.

●
The use of more than 25% of the floor area of the dwelling for the practice of such occupation is not permitted.

●
Not more than two employees in a maintenance or support role or two agents may be employed (unless written consent is obtained from the local authority).

●
No occupation may be practised from outbuildings (unless written consent is obtained).

●
No shop may be operated from outbuildings (unless written consent is obtained).

A person planning to start a home-based business should also justify the following in his or her application:

●
the specific activities to be exercised

●
the number of clients expected to visit the business daily

●
the reasons for using an area larger than 60 m2
●
any potential disturbances to neighbours and how such disruptions would be minimised

●
the times and number of deliveries of items resulting from the home-based business

4.4

E-COMMERCE: LOCATING A START-UP ON THE INTERNET

The term "ecommerce" is short for "electronic commerce" and refers to the paperless exchange of business information via the internet. It is an alternative means of conducting business transactions that have traditionally been performed by telephone, mail and face-to-face transactions in brick and mortar stores.

Ecommerce makes it possible to do business in any location without a person being required to be present physically at a particular location.

4.4.1

Benefits of ecommerce for start-up businesses

The benefits for start-up businesses are as follows:

(1)
Small firms can compete with larger businesses on a more level playing field. They do not need all the resources.

(2)
The sales cycle is shortened or compressed in the sense that most sales are credit card sales which means that money flows in immediately.

(3)
One-on-one customer relationships are possible through electronic customer relationship marketing (e-CRM).

4.4.2

Ecommerce business models

A business model describes a group of shared characteristics, behaviours and goals that a firm should have, such as the following (illustrated in exhibit 9-3 of Longenecker et al 2017:248)):

(1)
Types of customers served. Three types of models apply here:
●
The business-to-business (B2B) model involves selling to businesses.

●
The business-to-consumer (B2C) model enjoys the advantages of speed of access and transaction and "24/7 e-tailing" (e.g. Amazon.com).

●
Consumer –to- consumer (C2C) also called auction-site models are web-based businesses that sell products by auction (e-Bay is a classic example).

(2)
Degree of online presence. Four models exist:

 ●
In the content-based model, a website provides access to company information, but the site cannot conduct buy or sell transactions.

●
In the information-based model, the website provides information about a business, its products, and other related matters but does not charge for its use.

 ●
In the transaction-based model, the website provides a mechanism for buying or selling products or services.

(4) ●
In emerging options, blogs are used as an easy and attractive platform to promote a sale of an overstocked item. Other options such as podcasts, audio or video files are also used.

SUMMARY

This learning unit explained the importance of selecting the right location for the small business. The emphasis was on customer-needs recognition as part of the location selection process. We also highlighted the characteristics, benefits and limitations of a home-based business. Designing the physical facilities and choosing the right equipment are vital considerations and this should always be in line with cost effectiveness and productivity. Learning unit 5 focuses on financial statements of the small business venture.

Complete the assessments in the prescribe book. 
LEARNING UNIT 5 
(Chapter 10 of Longenecker, et al. 2017)

UNDERSTANDING A BUSINESS’S FINANCIAL STATEMENTS

CONTENTS
Learning unit outcomes

Key concepts

Overview

5.1
Understanding financial statements

5.2
Evaluating a firm’s financial performance

Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
explain the purpose and content of a statement of profit and loss and other comprehensive income.
2
describethe purpose and content of the statement of financial position.
3
explain how viewing the statement of profit and loss and other comprehensive income and statement of financial position together gives a more complete picture of a firm’s financial position
4
 use the statement of profit and loss and other comprehensive income  and statement of financial position to calculate a company’s  cash flows 
5
evaluate a firm’s financial performance by using ratios.
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KEY CONCEPTS

●
financial statements (accounting statements)

●
statement of profit and loss and other 
comprehensive income
●
cost of goods sold

●
gross profit

●
operating expenses

●
operating income

●
financing costs

●
earnings before tax

●
net income available to owners (net income)

●
depreciation expense 

●
statement of financial position
●
statement of net worth

●
current assets (gross working capital) 

●
accounts receivable

●
inventory

●
fixed assets

●
depreciable assets

●
gross fixed assets

●
accumulated depreciation

●
net fixed assets

●
other assets

●
debt

●
current debt (short-term liabilities)

●
accounts payable (trade credit)

OVERVIEW

An analysis of the market (based on market research) tells us how many products or services (market potential) can possibly be sold over a specific period of time (market forecast). This does not mean that the new idea or product will be an instant success simply because the market analysis shows that there is a potential for the new product or service. The key questions to ask are as follows:

●
Will the new product or service be competitive?

●
Can it be manufactured and sold at a profit?

●
Will it produce a profit that is large enough to justify the investment?

The entrepreneur and potential investors need answers to these questions to determine whether the new venture is both feasible and attractive. The financial analysis constitutes another crucial component of the business plan. The entrepreneur's projections of a new venture's profits, its required assets and its financial requirements over the next one to five years should be supported by substantiated assumptions and explanations on how the costs, profits and financial requirements are to be determined. In order to make the necessary financial projections, an entrepreneur should first have a good understanding of financial statements and know how to interpret them.
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Read Longenecker, et al (2017: 262): “In the spotlight – Tau Mining Consultants
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Study Longenecker, et al (2017:267-283)

5.1

UNDERSTANDING FINANCIAL STATEMENTS

Because it provides information, an accounting (financial) statement can be regarded as a management decision tool. Entrepreneurs do not always prepare financial statements themselves, but need to understand them and also know how to interpret them. Three important financial statements can be used for decision making: the income statement, the balance sheet and the cash-flow statement. Students who have studied accounting subjects will have an in-depth knowledge of the above statements and their preparation. For the purposes of this module, however, it is sufficient to know how to interpret such statements. The key financial statements are briefly outlined below.

5.1.1

The statement of Profit and Loss and Other Comprehensive Income
The income statement shows the profit or loss of a business over time, and is clearly set out in exhibit 10-1 (Longenecker, et al 2017:268). The statement of profit and loss and other comprehensive income provides information on the following broad topics:

●
revenue

●
cost of goods sold

●
operating expenses

●
financing costs

●
payment of taxes

An example of a  statement of profit and loss and other comprehensive income for AFRIMED PTY LTD  appears in exhibit 10-2 in Longenecker, et al (2017; 269).

5.1.2

The statement of Financial Position 

The statement of financial position is a snapshot of a business's financial position at a certain point in time, and includes both assets and liabilities, as set out in exhibit 10-3 (Longenecker, et al 2017: 273). 

The assets fall into three categories:

(1)
current assets – liquid assets (e.g. cash, trade receivables and inventory)

(2)
non-current assets – capital-intensive assets (e.g. Property, plant and equipment)

(3)
other assets – intangible assets (e.g. patents, copyrights and goodwill)

The right-hand side of the statement of financial position indicates the ways of financing the assets given on the left-hand side of the statement. The liability (debt)  and equity side consists of the following sources:

(1)
Current liabilities (short-term debt) – trade and other payables (trade credit); accrued expenses (credit not yet paid for); and short-term borrowings (cash borrowed on a short-term basis 12 months or less)

(2)
Non-current liabilities (long-term debt) – bank loans (longer than 12 months); and mortgage (long-term loan for property)
(3)
Ownership equity is made up of owner’s investment and cumulative profits less cumulative dividends paid to owners.

5.1.3

The statement of cash flows
Effective cash flow in any small business normally ensures its survival over a period of time. The cash flow statement shows the sources and uses of a firm's cash for a given period. This statement thus describes the difference between cash and accrual accounting. A business's cash flow generated from operating the business must equal its financing cash flows, which are the cash flows paid to or received from the investors. Note the following two calculation options:

(1)
Computing cash flows from non-current assets. The after-tax cash flows generated from operations less the business's investment in assets are calculated as follows:

Cash flows from assets = (after-tax cash flows from operations) --- (investment in operating working capital) --- (investment in long-term assets)

(2)
Cash flows from operations. The after-tax cash flows from operations are calculated as follows:

After-tax cash flows from operations = net income + depreciation expense + interest expense

Changes in operating working capital involve the money invested in current assets less trade and other payables and accruals, and are calculated as follows:

Operating working capital = current assets --- trade and other payables and accruals

Changes in long-term assets involve the following: when money is invested in long-term assets (e.g. land or building) a decrease in cash flow will occur. If an entrepreneur purchases a building for R600 000 and decides on a bond repayment amount taken over a 20-year period, the monthly cash flow will be influenced negatively by approximately R7 000 (based on a 14% interest rate plus administrative expenses).

The process of computing cash flows from financing is based on the payment made or received by investors. Exhibit 10-7 in Longenecker, et al (2017:286) shows a calculation of the cash flow.

5.2

EVALUATING THE FIRM'S FINANCIAL PERFORMANCE

This section provides a framework for interpreting financial statements, and is partly a repetition of the material in learning unit 6. 

In the measurement of financial performance four areas has to be looked at

Ability to pay its debt

To be able to answer this question, it is necessary to determine the firm’s liquidity. A firm’s liquidity depends on the availability of cash to the firm to enable it to meet maturing debt obligations. Liquidity can be measured in two ways:

(1)
By comparing the firm's assets that are relatively liquid with the debt that will fall due in the near term.

(2)
By examining the timeliness with which liquid assets, primarily accounts receivable and inventories are being converted into cash.

Study the formula for the current ratio in Longenecker, et al (2017: 290).

Profitability on its assets

Of concern to the owners of the business and the investors is whether the company's operating profits are sufficient relative to the total amount of assets invested in the company.
These are discussed on page 290 and illustrated in exhibit 10.8 (Longenecker, et al 2017:290). To calculate the return on assets, the relevant formula appears on page 291 (Longenecker, et al.2017). 

Use of debt financing

The use of debt or financial leverage can increase a company's return on equity, but carries some financial risk. The debt ratio is used to calculate a firm's debt or equity financing, and the formula appear on page 292 in Longenecker, et al (2017):

Return on Equity

If an entrepreneur is looking for start-up finance from investors, the latter will normally ask the following critical question: "What will our return on the investment be?" The investors are interested in the rate of return they will earn on the money they have invested in the business. The owner, too, is interested in knowing whether the earnings available to him or her are attractive compared with the returns of owners of similar companies in the same industry and therefore the return on equity has to be calculated (see the formula in Longenecker, et al 2017:292).

If the return on equity is below the industry norm, a number of factors could have contributed to this situation. 

All the financial ratios (and their formulas) discussed in this study unit appear in exhibit 10-8 (Longenecker, et al 2017:290) under the following headings:

(1)
Ability to pay debts as it comes due
●
current ratio

(2)
Company’s profitability on its assets
●
return on assets

●
operating profit margin

●
total asset turnover

(3)
The amount of debt the company uses
●
debt ratio

(4)
Rate of return earned by the owners on their equity investment
●
return on equity

SUMMARY

This learning unit explained the financial statements of a small business. The basic contents of the financial statements, namely the income statement and balance sheet, were highlighted. Evaluating a firm’s financial performance was also discussed. Learning unit 6 deals with the question of forecasting the financial requirements of a firm.
Complete the assessments in the prescribe book. 
LEARNING UNIT 6 
(Chapter 11 of Longenecker, et al.2017)

FORECASTING FINANCIAL REQUIREMENTS

CONTENTS

Learning unit outcomes

Key concepts

Overview

6.1
The purpose and need for financial forecasting.

6.2
Forecasting profitability

6.3
Forecasting asset and financing requirements

6.4
Forecasting cash flows 

6.5
Use of good judgement when forecasting

Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
describes the purpose and need for financial forecasting

2
develop a pro forma statement of profit and loss and other 
comprehensive income  to forecast a new venture’s profitability

3
determine a business’s  assets and financing requirements based a pro forma statement of financial position
4
forecast a business’s statement of  cash flows
5
give suggestions for effective financial forecasting
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KEY CONCEPTS

●
financial forecasting

●
pro forma financial statement

●
cost of goods sold

●
gross profit

●
operating expenses

●
interest expenses

●
taxes

●
working capital

●
net working capital

●
bootstrapping 

●
percentage of sales techniques

●
liquidity

●
current ratio

●
debt ratio

●
forecasting cash flows

●
cash budget

OVERVIEW

The financial analysis constitutes another crucial component of the business plan.

The entrepreneur's projections of a new venture's profits, its required assets and its financial requirements over the next one to five years should be supported by substantiated assumptions and explanations on how the costs, profits and financial requirements are to be determined. In order to make the necessary financial projections, an entrepreneur should first have a good understanding of financial statements and know how to interpret them.
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Read Longenecker, et al (2017:302): “In the spotlight – “Business Growth.
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Study Longenecker, et al (2017:302-322)

6.1
THE PURPOSE AND NEED FOR FINANCIAL FORECASTING
The term "pro forma statement" means projections of a business's financial condition. The purpose of pro forma financial statements is to answer the following three questions:

(1)
How profitable could the business be?

(2)
How much and what type of financing will be needed to finance the assets?

(3)
Will the firm have adequate cash flows (say, to pay bonds and other expenses)?

To answer these questions, an entrepreneur will need to complete the following forecasts: a firm’s profitability, asset and financing requirements and cash flows.

6.2

FORECASTING PROFITABILITY

Profit is seen as the return an entrepreneur or investor receives for investing in a venture. Profit does not necessarily mean that a healthy cash-flow situation exists in the business. The entrepreneur should thus have a clear understanding of the following factors which drive profits:

(1)
the amount of sales (the price of the product times the number of units sold.)

(2)
the cost of goods sold

(3)
operating expenses (fixed and variable costs)

(4)
interest expense (cost of capital)

(5)
taxes (a percentage of taxable income)
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Study exhibit 11-1 in Longenecker, et al (2017:306) for an example of a pro forma statement of profit and loss and other comprehensive income
6.3
FORECASTING ASSETS AND FINANCING REQUIREMENTS 

The entrepreneur should assess his or her financial asset requirements before starting the venture. Overinvestment in certain assets can easily lead to cash-flow problems. Note the following two methods used to estimate the asset requirements of a business:

(1)
industry standards ratios

(2)
cross-checking rand amounts by means of breakeven analysis

The entrepreneur's personal financial situation should also be considered in conjunction with the amount of capital needed to start and establish the new venture. In order to forecast asset requirements, entrepreneurs need to understand the relationship between projected sales and necessary assets. Exhibit 11-2 in Longenecker, et al (2017:310) indicates the assets to sales relationship.

The entrepreneur should then determine the asset requirements of the new venture. The following methods may be used:

●
the percentage-of-sales technique (see the example of "MD Projects" in Longenecker, et al 2017:310)

●
the major areas of asset requirements (e.g. cash requirements, inventory requirements, accounts receivable requirements and fixed asset requirements)

Every rand projected for assets needs a rand to finance it. The following five guidelines need to be adhered to in financing a business:

(1)
The more assets the business has, the higher its financing requirements will be.

(2)
Growth should be financed within liquidity boundaries. The current ratio is used to analyse a business's liquidity position (see the formula in Longenecker, et al 2017:311).

(3)
The debt ratio should be sound, and the financing institution will base its financing decision on the entrepreneur's debt situation.

(4)
Spontaneous debt financing should be in place in order to oversee short-term debts such as accounts payable which tend to increase spontaneously in relation to increased sales (e.g. a short-term increase in sales requires an increase in inventory).

(5)
The two possible sources of equity capital need to be evaluated (external and internal sources). These factors will be discussed in more detail in learning unit 15.

The total asset requirements can be calculated mathematically as follows:

	Total asset requirements = total sources of finance = retained earnings + spontaneous sources of finance + external sources of debt and equity


6.4

FORECASTING CASH FLOW

Projecting a company’s cash flows can be accomplished in one or two ways:

· Use of the information from the pro forma statement of profit and loss and other comprehensive income  and statement of financial position to develop a pro forma statement of cash flows

· Prepare a cash budget
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Read Longenecker, et al (2017:319): exhibit 11-6 “Three-month cash budget for MD Projcets”.

6.5

USE OF GOOD JUDGEMENT WHEN FORECASTING

Longenecker, et al 2017:320-321) put forward nine practical suggestions for making financial forecasts.

· Develop realistic sales projections

· Build projections from clear assumptions about marketing and pricing plans

· Do not use unrealistic profit margins

· Don’t limit your projections to a statement of profit and loss and other comprehensive income
· Provide monthly data for the upcoming year and annual data for succeeding years

· Avoid providing too much financial information

· Be certain that the numbers reconcile – and not by simply plugging in a figure

· Follow the plan
· Don’t forget that you have to live.
SUMMARY

This learning unit described the purpose and need of financial forecasting and how to develop a pro forma statement of profit and loss and other comprehensive income to forecast a new venture’s profitability. This unit also further described how a company’s asset and financing requirements can be determined based on a statement of financial position.. The forecasting of a firm’s cash flows was discussed and the unit concluded with suggestions for effective forecasting. Learning unit 7 deals with a firm’s sources of financing.
Complete the assessments in the prescribe book. 
LEARNING UNIT 7
(Chapter 12 Longenecker, et al2017)

A BUSINESS’S SOURCES OF FINANCING

CONTENTS
Learning unit outcomes

Key concepts

Overview

7.1
The nature of a firm and its financing sources

7.2
Debt or equity financing?

7.3
Sources of financing
Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
explain how a business’s characteristics cg affects its available 
financing sources

2
evaluate the choice between debt financing and equity financing

3
analyse the typical sources of financing used at the outset of a new venture

4
discuss the basic process for acquiring and structuring a bank loan

5
explain how business relationships can be used to finance a small firm

6
describe the two types of private equity that investors offer in financing small companies
7
describe how crowdfunding can be used by small businesses to raise capital.
8
explain and identify some of the agencies that offer loans to the SA small business enterprise
9
explain when large businesses and public stock/share offerings can be sources of financing.
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KEY CONCEPTS

●
informal capital

●
business angels

●
trade credit

●
equipment loan

●
asset-based loan

●
factoring

●
line of credit

●
term loan

●
real-estate mortgage

●
prime rate

●
limited liability

●
venture capital

crowdfunding
OVERVIEW

Having determined a venture's financial needs, namely the amount of funding required in cash, as well as current assets and fixed assets, it is necessary to answer two more vital questions, and include this information in the business plan:

(1)
What would be the best way to finance the financial or capital needs (types of financing)?

(2)
What sources of finance are available?

This learning unit focuses on the sources of spontaneous and external financing. 
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Read Longenecker, et al (2017:327) “In the spotlight – Women entrepreneurs and sources of financing”.
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 Study Longenecker, et al (2017:327-353)

7.1

BUSINESS CHARACTERISTICS AND SOURCES OF FINANCING

Any small business can be financed. The financing will be based on the following four factors:

7.1.1

Economic potential

If the rate of return of a business is envisaged as potentially high, the business is seen to create value for its investors, and will therefore become an attractive investment opportunity.

7.1.2

Business size and maturity

During the start-up phase, the business will have difficulty attracting finance or investment. Because of the high failure rate of small businesses during this phase, investors and/or financial institutions tend to be risk averse. An older and growing business entity will be in a better position to attract investment.

7.1.3

Nature ofbusiness’s assets

Financial institutions (e.g. banks) finance two types of assets, namely tangible and intangible assets. Tangible assets include equipment, inventory, land and buildings. Intangible assets to be financed are research and development, goodwill and intellectual capital. Business and/or individuals with a strong tangible asset base will acquire finance far more easily. Bear in mind that South African banks do not include motor vehicles as collateral in their financing evaluation.
7.1.4

Owners’ preferences for debt or equity

. The entrepreneur starting up a new business generally does not have much of a choice between debt and equity financing. Financial institutions are low risk takers and normally reluctant to finance a small business without collateral. The entrepreneur then has to make use of equity finance and sell shares or membership to external investors.

7.2

DEBT OR EQUITY FINANCING?

Every new start-up business finds itself in the position that the amount of financing that will be needed is predetermined. This situation was discussed in learning unit 5. The question arises: "What type of finance is available?" The financial requirements are usually adapted to the amount that can be obtained. The decision about what sources of finance to utilise will depend mainly on the type of business, its financial strength and the economic environment (e.g. interest rates). The decision on debt versus equity financing involves the following specific trade-offs for the founding entrepreneur:

●
potential profitability

●
financial risks

●
voting control
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ACTIVITY 7.1

Study exhibit 12-2, "Tradeoffs between debt and equity" in Longenecker, et al (2017:330). What does this figure mean?
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FEEDBACK

The figure indicates potential profitability compared with financial risk and/or voting control, when equity or debt financing is utilised.

Each of these factors will now be discussed.

7.2.1

Potential profitability

The use of debt increases the owner's rate of return on his or her investment. This is illustrated in the discussion of the "Asbil Corporation" in Longenecker, et al (2017:330334) and exhibit 12-3, "Debt versus equity at the Asbil Corporation" in Longenecker, et al (2017332).

7.2.2

Financial risk

Although debt financing produces a higher rate of return for the owners when the business is doing well, obligations to service debt yield increase business risk when the business is doing badly, while equity is less demanding. Study the way in which the Asbil  analyses the financial risk of debt.

7.2.3

Voting control

Equity financing requires some loss of owner control. It is necessary for an entrepreneur to decide whether it is worth losing control over something that could have cost a lot of work, time and passion! Analyse the Asbil Company from this perspective.
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ACTIVITY 7.2

Read the case study on Carter Dalton and then answer the questions that follow.

Carter Dalton is well on his way to starting a new venture – Max Inc. He has projected a need for R350 000 in initial capital. He plans to invest R150 000 himself and either borrow the additional R200 000 or find a partner who will buy stock in the company. If Dalton borrows the money, the interest rate will be 12%. If, on the other hand, another equity investor is found, he expects to have to give up 60% of the company's shares. He has forecasted earnings of about 18% in operating income on the firm's total assets.

Questions

(1)
Compare the two financing options in terms of projected return on owner's equity investment. Ignore any effect from income taxes.

(2)
What if Dalton is wrong and the company earns only 5% in operating income on total assets?
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FEEDBACK

In the first scenario:

Owner's return on equity investment
= net income 

If equity is issued:

Owner's return on equity investment
= (R350 000 x 18%)








R350 000
= 18%

If debt is issued:

Owner's return on equity investment
= ([R350 000 x18%] -- [R200 000 x 12%]) 










R150 000

= 26%

In the second scenario:

If equity is issued:

Owner's return on equity investment
= (R350 000 x5%)








R350 000
= 5%

If debt is issued:

Owner's return on equity investment
= ([R350 000 x 5%] -- [R200 000x 12%]) 










R150 000







= -4.3%

7.3

SOURCES OF FINANCING

The majority of all start-up businesses are funded by personal savings. In the past, if an entrepreneur needed financing, the usual approach was to obtain a business loan from a banking institution. This situation has changed dramatically over time and various sources of finance now exist in South Africa. Remember that funds invested in a business (owner's equity and creditor capital) are represented on the right-hand side of the balance sheet. The sources of finance available in South Africa are discussed in the subsections below.
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Study exhibit 12-4, "Sources of funds", in Longenecker, et al (2017:334).

7.3.1

Sources of family financing

Entrepreneurs have access to the following sources of early financing:

●
personal savings – the most frequently used source of equity in start-up firms

●
friends and family – a convenient source of finance, but also frequently a dangerous and stressful option

●
credit cards – the use of credit cards to finance the business has become increasingly common among entrepreneurs. Credit cards, unlike approaching a bank for finance, have the advantage of speed.

7.3.2

Bank financing

Commercial banks are the main providers of business loans, but the fact remains that they have certain preferences about whom and for what purposes they are prepared to lend money. The following three types of loans are available:

(1)
lines of credit

(2)
term loans (short, medium and long)

(3)
mortgages –(chattel mortgage and  real estate mortgage)
The foundation for getting a loan.
(1)
character of the borrower ( entrepreneur)
(2)
capacity to repay

(3)
condition of the industry/economy

(4)
capital invested by the entrepreneur self (normally a 50% norm)

(5)
collateral (security, normally in the form of cash or fixed assets)

In addition to the above, the entrepreneur needs to do the following:

●
Foster a personal relationship with the banker.

●
Provide accurate information in support of the loan request.

●
Submit a well-prepared written presentation.

●
Select a bank on the basis of its range of services available, location and lending policies.

●
Negotiate a loan.

When negotiating a loan, the parties involved needs to agree on the following four loan term

(1)
the interest rate – a negotiable variable

(2)
the loan maturity date – depends on the need

(3)
the repayment schedule – either equal or decreasing monthly or annual payments

(4)
the loan covenants – restrictions to ensure loan repayment such as

●
the provision of monthly statements

●
the limitation on managers' salaries

●
the limitation on financial ratios

●
personal guarantee of the loan
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Read Longenecker, et al (2017:339): exhibit 12-6 “Sample written loan request”.

7.3.3

Business suppliers and asset-based lenders

Entrepreneurs can make use of the following three types of credit:

(1)
Trade payables (trade credit). This form of lending is based on short-term funds in the form of accounts payable. The term of payment varies between 30 and 120 days.

(2)
Equipment loans and leases. Various businesses make use of an option to lease or loan equipment according to a medium-term framework. The term may vary between three and five years. These kinds of loans normally include office equipment such as copy machines, facsimile machines or computers; even vehicle finance is based on this option. There are three reasons why this is a feasible option for 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 (obsolescence) --- that is, the leaser replaces old equipment when its functions become redundant.

(3)
Asset-based lending. Asset-based lending is a line of credit secured by assets such as trade receivables or inventory. The most popular form is known as factoring, which is a process in which the entrepreneur sells his or her trade  receivables(debtors) to another firm in exchange for a cash amount.

7.3.4

Private equity investors

Private equity markets are the fastest-growing source of equity financing and can be categorised into two groups:

(1)
Business angels are private individuals who invest in other's entrepreneurial ventures.

(2)
Venture capitalist firms are individuals who form limited partnerships to raise capital from large institutional investors.
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Read Longenecker, et al (2017: 347): “Living the dream – entrepreneurial experiences: “Shark Tank”: Changing the game of Angel Investing”.
7.3.5

Crowdfunding
Crowdfunding is the process of raising money online, frequently in small amounts per investor, but from a large number of investors. There are four basic approaches to crowdfunding: donations, rewards, pre-purchases and equity investing. Only the last type of crowdfunding provides the investors with equity ownership in the business.
7.3.6
Government Loan Programmes
The South African government grant loans through the following financing vehicles:

●
The Small Enterprise Finance Agency (SEFA) is a merger of the South African Micro Finance Apex Fund (SAMAF), Khula Enterprise Finance (Ltd) and the Industrial Development Corporation (IDC) small business activities was launched in April 2012 as a fully owned subsidiary of the IDC. The products of SEFA are mainly directed at small businesses in need of financing of up to R5 million. Visit its website at www.sefa.org.za.

●
The Industrial Development Corporation (visit its website at www.idc.org.za).

●
The Southern African Enterprise Development Fund (SADF) SADF provides grants to community-based organizations committed to non-sexist, non-racial, democratic practices and which address human rights through health, education, economic development, environmental justice and democracy-building. SADF seeks to use philanthropy to promote grassroots activism aimed at providing services and resources to communities disadvantaged by decades of apartheid policies. Their website is http://www.sadevelopmentfund.org/
●
National Youth Development Agency (NYDA) The National Youth Development Agency (NYDA) is a South African based agency established primarily to tackle challenges that the nation’s youth are faced with. The NYDA was established by an Act of parliament, act no 54 of 2008.The agency’s focus is to grant finance in the form of micro finance grants specifically for survivalist youth entrepreneurship as well as cooperative grants so that more of the youth can be involved in the cooperative sector. See www.nyda.gov.za
●
See also the government's other entrepreneurship-support programmes at www.dti.gov.za.

●
Business Partners, an organisation that offers various investment and loan options to the entrepreneur. Visit its website at www.businesspartners.co.za to see the ways in which it services the entrepreneurial sector.

7.3.7
Where else to look

Entrepreneurs can also approach the following sources for funds:

●
Large corporations in South Africa have corporate social investment funding that is sometimes allocated to entrepreneurial development.

●
Stock sales, selling stock to outside investors, could generate the required funding.

SUMMARY

In this learning unit we looked at the process of acquiring finance for any phase of small business development. This is a daunting task. The main decision for the entrepreneur is between debt finance and equity finance. Various financing options exist in South Africa, ranging from bank loans to venture capital. 

Complete the assessments in the prescribe book. 
LEARNING UNIT 8 
(Chapter 14: Longenecker, et al. 2017)

BUILDING CUSTOMER RELATIONSHIPS 

CONTENTS

Learning unit outcomes

Key concepts

Overview

8.1
What is customer relationship management?

8.2
Creating positive transactional relationships through extraordinary service

8.3
Using technology to support customer relationship management

8.4
Building customer profiles for a CRM programme

8.5
Customers as decision makers

8.6
Understanding psychological influences on customers

8.7
Understanding sociological influences on customers
Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
define customer relationship management (CRM) and explain its importance to a small firm

2
discuss the significance of providing extraordinary customer service

3
illustrate how technology, such as the internet, can improve customer relationships

4
explain the techniques for creating a customer profile

5
explain how consumers are decision makers and why this is important to understanding customer relationships

6
understand psychological influences on consumer behaviour

7
describe sociological influences on consumer behaviour
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KEY CONCEPTS

●
customer relationship management (CRM)

●
transactional relationship

●
customer profile

●
evaluative criteria

●
evoked set

●
cognitive dissonance

●
needs

●
perception

●
perceptual categorisation

●
motivations

●
attitude

●
culture

●
social classes

●
reference groups

●
opinion leader

OVERVIEW

Bear in mind that corporate marketing may differ from small business marketing. Textbooks can easily create unrealistic expectations, namely that one should, say, always use television as a promotional medium. Take the example of a small hamburger outlet that costs R80 000 to establish. Is it wise to spend R650 000 to advertise on television?  Surely it is not viable. The small business environment differs considerably from the corporate sector – not only in respect of the physical size of the business, but also the approach followed in managing the small unit effectively. The marketing of a small venture is also different, but the basic principles applied in the market environment will always be the same. However, the rules of the game are always changing – for example; one only has to look at the increasing importance of internet marketing.

Since the 1990s, South Africa has seen an increase in the number of competitors in the market environment. Think back to the 1980s. How many competitors did Wimpy, BMW and Edgars have? Nowadays, customers have many more choices in the market, and if they are not satisfied with a certain product or the quality of a particular service, they can change to another. This fact has a huge impact on the small business owner. In order to secure customer loyalty, a customer-oriented approach should be the core activity in day-to-day and long-term time frames. This learning unit deals with the world of customer service, the product and distribution strategy.
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Study Longenecker, et al (2017: 380: 400:)

8.1

WHAT IS CUSTOMER RELATIONSHIP MANAGEMENT?

CRM focuses on the following:

●
customers rather than products

●
changes in company processes, systems and culture

●
all channels and media involved in the marketing effort, from the internet to field sales.
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For the definition of CRM, the importance of CRM to the small firm and essential materials for a CRM programme, study Longenecker, et al (2017:380-382) and exhibit 14-2.

8.2

OUTSTANDING CUSTOMER  RELATIONSHIPTHROUGH EXTRAORDINARY SERVICE 
The following causal chain is evident in the process of satisfying the customer:

Superior customer service → customer satisfaction → customer loyalty

Because of his or her proximity to the customer, a small business owner or manager is in a favourable position to create customer loyalty. He or she is therefore in a better position to render superior customer service. What are the components of customer satisfaction?
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Study exhibit 14-1, "Sources of the next sale", in Longenecker, et al (2017:381) and exhibit 14-2 on the essential materials of a successful CRM programme in Longenecker et al (2017:382)
8.2.1

Managing customer satisfaction 

Small businesses are in a unique position to offer exceptional service. Some ways of delivering exceptional service are as follow:

(1)
Doing business on first name basis 

(2)
Keeping in touch – personal interactions are key to building relationships 

(3)
Finding ways to help – helping clients may not lead to an immediate sale, but can be good for business.

(4)
Customising your service to meet customer preferences.  By doing this it will increase the value of what you offer while also showing the client that they are important to you.

(5)
Addressing problems promptly. When issues arise take steps to resolve it quickly. It will show the customers that they are important.
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Study "Managing customer satisfaction" in Longenecker, et al (2017:382-385-)

8.2.2
Evaluating a business’s  customer service health

As mentioned earlier, a small business can excel in customer service because of its size and flexibility.
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Read Longenecker, et al (2017:386:), exhibit 14-3,”Customer service strategies”.
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Study exhibit 14-4, "Consumer options for dealing with product or service dissatisfaction, in Longenecker, et al (2017: 387)

8.3

USING TECHNOLOGY TO SUPPORT CUSTOMER RELATIONSHIP 
MANAGEMENT

Modern technology creates opportunities to drastically improve customer service. Many media and machines bring the customer closer to the service provider (e.g. email, landlines, cellular telephones, WAP phones and computer data processing). The traditional visit to one's banking branch can easily and conveniently be replaced with internet banking. Customer service has seen drastic changes effected by advanced technology, with the emphasis on speed, convenience and cost. The most powerful tools for customer relationship management are software programmes designed specifically for CRM management. Software packages that may provide the best fit for the firm must include the following features: accessibility of buyer data, integrated sales and marketing tools, ease of use and the help and support provided by the manufacturer. There are different ways to stay in touch with customers by:

· Creating a CRM database(It can include  the following categories)

Personal information

Demographics

Lifestyle and psychographic data

Internet information

Transaction data

Profile of past 

Complaints 

· Using a CRM database

An effective CRM programme can help capture relevant customer data on transactions, analyse those data to understand customers better and use those insights to improve relationships with customers. The database should include information on every customer you have had and those whom you consider to be high potential prospects. You can use the database for the following

· Customer segmentation

· 80/20 principle

· Recency-frequency-monetary analysis

· Customer lifetime value (CLV)

· Data use and privacy concerns

Having such data on customers also means that it should be use responsibly. It is profitable to sell customer data to other companies or to purchase data from third parties to fill gaps in any database being built. The trust of the customer and the reputation is at stake and must be protected.
8.4

CUSTOMERS AS DECISION MAKERS

Understanding the customer forms the basis of customer satisfaction and if addressed correctly will lead to customer loyalty. The entrepreneur therefore needs to know how the customer thinks when making a purchasing decision. The following stages in customer decision making will assist the entrepreneur in this process.

According to the model of consumer behaviour shown in exhibit 14-6 (Longenecker, et al2017: 393), consumer decision making comprises four stages:

· Stage 1: need recognition. Some problems are recognised routinely (e.g. buying food for 
the month), while others are not (e.g. craving a chocolate). Study the factors that influence a customer's recognition of a problem in Longenecker, et al (2017: 394).

· Stage 2: information search and evaluation. The customer has a set of evaluation criteria 
that is used to identify the characteristics of the product or service (e.g. brown genuine leather shoes). This set will always be used to choose from various brands. The customer also has an evoked set of criteria, which is a group of brands he or she is aware of and will consider in order to satisfy his or her specific need (e.g. Spur, Steers, McDonald's, Mimmo's or Ocean Basket can all satisfy the customer's need for a meal). When new products are introduced, the whole evaluation process will take much longer (e.g. cellular phones, DVD players and palmtop handsets). Advertising that stimulates awareness, will change customers' criteria over time (e.g. an advertisement explaining the benefits of a DVD player in terms of quality will inspire customers to purchase one). 

· Stage 3: purchase decision. After evaluating all brands and features, the customer now 
decides where (e.g. retail outlet in mall) and how (e.g. by physically visiting the outlet or purchasing via the internet) the purchasing action will take place. The store layout, sales personnel and point-of-purchase displays should make the purchasing decision worthwhile, and if so, ensure retention of business.

· Stage 4: post purchase evaluation. The payment for goods by the customer is not the 
end of the process (although many South African businesses have different views on this!). After purchasing the product, it is the prerogative of the entrepreneur or sales team to retain the customer and ensure future sales. It is also the above individuals' responsibility to avoid customer post purchase dissonance (see the definition in Longenecker, et al 2017: 395). An example of dissonance would be buying a white car and after driving several kilometres on the highway, observing many cars of the same make, but only in the colour red. The colour red now looks sportier and you wish you had bought a red car. Dissonance will kick in and you will feel dissatisfied with your purchase (also referred to as "post purchase trauma"). Some vehicle manufacturers try to overcome this phenomenon by writing an aftersales letter to their customers, with a highly personalised message, such as one in which they would congratulate the customer on the purchase of the white model. The way in which complaints are handled will also have a negative or positive impact on post purchase evaluation. Remember the golden rule: if a customer leaves a telephone message about a product complaint, return his or her call immediately.
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Study exhibit 14-7: "Post purchase activities of consumers", in Longenecker, et al (2017: 396).

8.5
UNDERSTANDING PSYCHOLOGICAL INFLUENCES ON 
CUSTOMERS

The mind is the managing unit of the customer's decision-making processes. Four psychological factors influence this process, as explained below.

(1)
Needs. The existence of a need is the initial step in the purchasing process. A need can also be described as a problem that should be solved. The four basic needs are described as physiological (e.g. hunger), social (e.g. fitting into the social structure of society or wearing a certain type of clothing), psychological (e.g. thinking that a certain style of dress or stretch denims will suit one's figure) and spiritual (e.g. buying a CD that will make one feel emotionally uplifted, thus creating an atmosphere).

(2)
Perceptions. Perceptions are individual processes that give meaning to stimuli. When wearing a red dress, many perceptions will be formulated of the individual. Some people will assess this act as aggressive, while others may see it as a reflection of happiness. Customers normally react to huge amounts of stimuli through perceptual categorisation (see the definition in Longenecker, et al 2017: 397). When walking up a street in an urban environment, you will see that at least 60% of the people have cell phones on them. This creates the impression that everyone needs a cell phone and that the handset has certain benefits.

(3)
Motivations. What motivates someone to buy a specific brand? Why do people drink coffee in coffee shops, rather than at home? Motivation is an intrinsic or extrinsic force that organises and gives direction to the tension created by unsatisfied needs or problems.

(4)
Attitudes. A consumer's attitude towards a product or service has huge impact on customer behaviour. An attitude is an enduring opinion based on knowledge, feeling and behavioural tendencies. What is the broad public's attitude towards smoking in South Africa? What is the customer’s attitude towards restaurants that ignore the legal aspect of not smoking in public areas? Customer attitudes can be a major obstacle, especially in introducing a new product/idea with a highly controversial value (e.g. selling beer in supermarkets in South Africa).

8.6

UNDERSTANDING SOCIOLOGICAL INFLUENCES ON CUSTOMERS

Sociological factors are the last set of influences in the customer behaviour process. The following four variables influence the customer on a social level:

(1)
Culture. Culture is defined as the social heritage of humanity and is reflected in behavioural patterns and values. South Africa is one of the countries in the world with the most diverse cultural make-up. For example, we have 11 official languages, various religious preferences and also customs unique to our cultures. This fact makes the whole marketing action fairly complex, but also interesting. Ignoring the primary market's cultural beliefs and customs may be offensive and lead to decreases in turnover and market share.

(2)
Social class. Social classes are divisions or groups of people in society with diverse levels of social prestige. Social class is determined by the following factors: occupation (e.g. medical doctors versus clerical workers); possessions (e.g. a three-storey mansion versus a bachelor's flat); source of income or income level (e.g. R1 million/annum versus R19 000/annum); education (e.g. a doctorate in nuclear physics versus a certificate in body building). Social class also influences the type of products purchased (e.g. a luxury car versus a bus ticket) as well as the actual purchasing process (e.g. cash payment versus monthly instalments).

(3)
Reference groups. A reference group is a group of individuals that influences the purchasing behaviour of individuals, in a marketing context. Examples of reference groups are friends, family, classes at school and business associates. Reference groups wield different types of power such as reward, coercive, expert, referent and legitimate power (study the explanations of these in Longenecker, et al 2017: 399). How many young people are influenced by reference groups to use drugs? How many businesspeople are influenced by reference groups to play golf? The opportunity exists for the entrepreneur to employ the power of reference groups to steer the purchasing behaviour of the target market.

(4)
Opinion leaders. Opinion leaders are individuals in society with a leadership and communication advantage in their fields. They are normally highly visible, knowledgeable and exposed to the media. Why did so many clothing outlets sell Nelson Mandela shirts between 1992 and 1996? Entrepreneurs should continually assess the media to identify opinion leaders that could be involved in the promotion of their products.

SUMMARY

In this learning unit we looked at the way in which an entrepreneur prepares to market his or her product effectively. We discussed the essential variables in understanding the customer. Customer behaviour is the cornerstone of marketing management, because knowledge of the way in which customers behave, will ensure marketing activities in line with their needs. In the next learning unit we discuss product and supply chain management. 

Complete the assessments in the prescribe book. 
LEARNING UNIT 9 
(Chapter 15 of Longenecker, et al 2017)

PRODUCT DEVELOPMENT AND SUPPLY CHAIN MANAGEMENT

CONTENTS
Learning unit outcomes

Key concepts

Overview

9.1
To grow or not to grow

9.2
Innovation: a path to grow

9.3
The product life cycle and new product development 

9.4
Building the total product

9.5
Product strategy

9.6
The legal environment

9.7
Supply chain management
Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
explain the challenges associated with growth in a small firm

2
explain the role of innovation in a firm’s growth

3
identify the stages in the product life cycle and the new product development process

4
describe the building of a firm’s total product

5
explain product strategy and the alternatives available to small businesses

6
analyse how the legal environment affecting product decisions

7
explain the importance of supply chain management

8
specify the major considerations in structuring a distribution channel
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KEY CONCEPTS

●
sustainable competitive advantage

●
product life cycle

●
brand

●
brand image

●
brand name

●
brand mark

●
trademark

●
service mark

●
warranty

●
product strategy

●
product team

●
product line

●
product mix

●
product mix consistency

●
product 

●
patent

●
utility patent

●
design patent

●
plant patent

●
copyright

●
trade dress

●
supply chain management

●
distribution

●
physical distribution (logistics)

●
channel of distribution

●
merchant middlemen
●
agents/brokers

●
direct channel

●
indirect channel

●
dual distribution

●
common carriers

●
contract carriers

●
private carriers

OVERVIEW

In the previous study unit you learnt that entrepreneurs need to make a strong commitment to customer relationship management (CRM). You also learnt that marketing programmes must reflect consumer behaviour concepts if CRM efforts are to sustain the firm’s competitive advantage. In this study unit, we first address the challenges associated with growth and the role of innovation in a firm’s growth, and then look at product and supply chain management decisions. These factors have a remarkable impact on the total bundle of satisfaction offered to customers.
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Read Longenecker, et   (2017: 407): “In the spotlight: Products that change lives_RégimA ”.
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Study Longenecker, et al (2017: 408-430)

9.1

TO GROW OR NOT TO GROW

In this section Longenecker, et al (2017: 408) explain the challenges associated with growth in a small business, in particular the pressure on cash flow, obtaining external funding and demands on personnel and management style.

9.2

INNOVATION: A PATH TO GROWTH

Although innovation can be used to gain a competitive advantage, the risk of failure may increase. Longenecker, et al (2017:410) suggest the following six "rules of thumb" to reduce the risk:

(1)
Base innovative efforts on your experience.

(2)
Focus on products or services that have largely been overlooked.

(3)
Be sure there is a market for the product or service you are hoping to create.

(4)
Pursue innovation that customers will perceive as adding value to their lives.

(5)
Focus on new ideas that will lead to more than one product or service.

(6)
Raise sufficient capital to launch the product or service.

Although continued innovation is critical to sustaining a competitive advantage, other strategies can be utilised to secure a sustainable competitive advantage. Longenecker, et al (2017:411) explains the competitive advantage life cycle (exhibit 15-1).

".

9.3

THE PRODUCT LIFE CYCLE AND NEW PRODUCT DEVELOPMENT

It is the entrepreneur’s 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 phase. The product life cycle is a summary of the sales and profit of a new product over its expected life. The product life cycle is a guide for the total product, price, promotion and distribution strategy. By studying the product life cycle, the entrepreneur can gauge when to start with new product innovation. For example, because of the introduction of DVDs, ordinary video cassettes are now in the mature and almost decline phase of the product life cycle. Similar examples are the long-playing record (LP) versus the compact disc, the landline phone versus the cellular phone and the personal desktop computer versus the laptop.
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Read Longenecker, et al (2017; 413), exhibit 15-2, which depicts the product life cycle.

Developing a new product requires a certain developmental process involving the following consecutive stages:

· stage 1: idea accumulation from many possible sources

· stage 2: business analysis – considering four key factors

· stage 3: development of the product

· stage 4: product testing to prove acceptability

9.4

BUILDING THE TOTAL PRODUCT

Building a suitable product offering over time, again in line with customer needs and beliefs, will ensure increases in market share.

The success of any product offering depends on the inclusion of the components discussed below.

9.4.1

Branding

A brand provides the means to identify a product. It can be symbolic (e.g. the three stars of Mercedes Benz) or verbal (e.g. "Aaaaaah Grand Pa"). Study the five rules of branding (naming a product)   in Longenecker, et al (2017:417). Distinguish further between a trademark and a service mark.
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Study Longenecker, et al (2017: 417), exhibit 15-3, which shows the components of a brand identity.

Read the tips for logo design (Longenecker, et al 2017: 418).

You should be able to distinguish between the following concepts: brand, brand image, brand name, brand mark, trademark and service mark.

9.4.2

Packaging

In addition to providing safety and hygiene, packaging enhances the value of the total product offering. For example, a particular Swiss chocolate company spent more on packaging than the core product, chocolate. Many attributes need to be considered when deciding on packaging: colour (e.g. the red of Coca-Cola), safety (e.g. medicine), durability (e.g. olive-oil containers) and visibility (e.g. the shiny orange cap on the Handy Andy bottle).
9.4.3
Labelling

Labels serve several useful purposes for the customer. Information is the principal feature of labelling (e.g. name/brand of the product, ingredients, volume, disposal of product and certain legal considerations such as the statement printed on cigarette packs that smoking is harmful to one's health).

9.4.4

Warranties
A warranty is a promise to the customer that the product will perform at a certain level and meet set standards. It can be in written or verbal form. The following factors need to be considered:

●
the cost (to replace or repair)

●
service capability (with or without specialised staff)

●
competitive practices (adapt to competitors)

●
customer perceptions (customers expect warranties on motor vehicles and appliances)

●
the legal implications (the cost of a lawsuit)

9.5

PRODUCT STRATEGY 

The word "product" refers to both goods (tangible, like a television) and services (intangible, like receiving advice from a business consultant). The marketing of both these variables is not the same. Different approaches and strategies need to be developed in line with customer needs. A hair salon rendering a service will have a different offering approach to a retail outlet selling hair shampoo and skin-care products.

Study the following terms and indicate the differences between them:

●
product strategy

●
product item

●
product line

●
product mix

●
product mix consistency

Thinking of an example of each term will give you a better idea of the meaning of each.
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Read Longenecker, et al (2017: 421), exhibit 15-4, which deals with product lines and product mix for 180s LLC.

9.5.1

Product marketing versus service marketing

In exhibit 15-5, Longenecker, et al (2017:422) compare services marketing with goods marketing.

9.5.2

Product strategy options

Focusing on the right market with an appropriate market offering may guarantee high sales figures. The major product strategy alternatives of a small business are divided into the following six categories:

(1)
one product/one market

(2)
one product/multiple markets

(3)
modified product/one market

(4)
modified product/multiple markets

(5)
multiple products/one market

(6)
multiple products/multiple markets

To increase the sales of an existing product, a small business can use any one of three strategies (Longenecker, et al 2017:422).

9.6

THE LEGAL ENVIRONMENT

The legal environment contains specific laws and regulations that protect the consumer, as highlighted below. 

(1)
Consumer protection which involves the following:
●
labelling (especially on food products)

●
product safety (to protect against risk of injury)

(2)
Protection of marketing assets which entails the following:
●
trademark protection (indicated by TM)

●
patent protection (an exclusive right of an inventor)

●
copyright (indicated by ©, exclusive right of the creator)

●
trade dress (any distinctive element not protected by patent, copyright or trademark)

9.7

SUPPLY CHAIN MANAGEMENT

A product cannot reach its target market if its distribution is not carefully planned and executed. Until the product or service has been delivered to customers, purchasers cannot derive the benefits they seek and satisfy their needs. For maximum consumer satisfaction therefore a small enterprise's marketing system needs a distribution strategy to ensure that its products arrive at the proper place at the right time.

9.7.1

Intermediaries

In bringing their products to the market, small producers must often entrust some of their marketing tasks to intermediaries. For example, dairies sell their milk through cafes and supermarkets, while CD companies sell their discs through music shops such as Look & Listen or Musica, discount stores and a variety of other intermediaries. Entrepreneurs thus need to understand the underlying principles of distribution.

Functions of intermediaries

Intermediaries perform several functions, as indicated below:

●
Breaking bulk. Large quantities are divided into smaller packaging units (e.g. a Spaza shop may buy 20 dozen eggs per month and divide this amount into smaller units of half a dozen).

●
Assorting. The intermediaries fulfil a function of assorting by mixing homogeneous lines of goods to offer assortments (e.g. Woolworths offers a variety of salads combined in one package).

●
Providing information. Intermediaries transfer information to customers (e.g. price and product features).

●
Shifting risks. Intermediaries take over the total risk of the product compared with a broker or agent who only represents and sells the product.

9.7.2

Channels of distribution

Various options for the structuring of a distribution channel are available and may involve a combination of direct, indirect and dual distribution. 

The entrepreneur should distinguish between the following distribution channel options:

●
direct (from the producer directly to the end user)

●
indirect distribution (the inclusion of intermediaries)

●
dual distribution (more than one channel)
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Study exhibit 15-6, "Channels of distribution" in Longenecker, et al (2017:428).

When entrepreneurs build a channel of distribution, they need to consider the following three factors:

(1)
Cost. For certain products it is only logical to conclude that the greater the number of intermediaries, the higher the cost will be. Other products, however, will incur higher costs when using a direct channel (producer to end user). When manufacturing a small wooden toy (high profit but low volume and labour intensive), it may be impossible for the entrepreneur to buy his or her own transport facility and also pay a high rental for a location to reach the upper end of the market.

(2)
Coverage. Intermediaries can increase their coverage of the market by means of their own distribution networks or geographical location.

(3)
Control. Entrepreneurs should evaluate each distribution format with regard to the control of the product through the channel. When choosing the indirect channel, they need to carefully consider the reputation of the intermediaries. The marketing of the product (by an intermediary) should be in line with the product image as stipulated by the entrepreneur. The direct channel yields a far better control option than the indirect channel.

9.7.3

The scope of physical distribution

Note the following six aspects of physical distribution (the movement of products):

(1)
Transportation, which involves

●
common carriers (available for hire to the general public)

●
contract carriers (contracted to a specific supplier)

●
private carriers (owned by the shipper of goods)
(2)
Storage (warehousing)
(3)
Materials handling (perishable or fragile products as opposed to solid unbreakable stock)
(4)
Delivery terms, which involves

●
determining who will pay the freight costs

●
selecting the carriers

●
bearing the risk of damage in transit

●
selecting the modes of transport

●
Logistics companies (they provide specialised trucking, packaging and warehousing services)

SUMMARY

The product (goods and services) strategy and total product offering should be based on in-depth knowledge of the customer. The last part of this learning unit dealt with the role of distribution as a marketing activity and the structuring of distribution channels. In the next learning unit we will examine pricing and credit strategies.
Complete the assessments in the prescribe book
LEARNING UNIT 10 
(Chapter 16 of Longenecker, et al 2017) 

PRICING AND CREDIT DECISIONS
CONTENTS

Learning unit outcomes

Key concepts

Overview

10.1
Setting a price

10.2
Applying a pricing system

10.3
Selecting a pricing strategy

10.4
Offering credit

10.5
Managing the credit process
Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
discuss the role of cost and demand factors in setting a price

2
apply break-even analysis and mark-up pricing

3
identify specific pricing strategies

4
explain the benefits of credit, factors that affect credit extensions and types of credit

5
describe the activities involved in managing credit
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KEY CONCEPTS

●
price

●
credit

●
total cost

●
total variable costs

●
total fixed costs

●
average pricing

●
elasticity of demand

●
elastic demand

●
inelastic demand

●
prestige pricing

●
break-even point

●
mark-up pricing

●
penetration pricing strategy

●
skimming price strategy

●
follow-the-leader pricing strategy

●
variable pricing strategy

●
dynamic (personalised) pricing strategy

●
price lining strategy

●
consumer credit

●
trade credit

●
open charge account

●
instalment account

●
revolving charge account

●
trade credit agencies

●
credit bureaux

●
aging schedule

●
bad debt ratio hip-based artisan coffee shop.
OVERVIEW

Once you understand the needs and wants of the consumers in the target market, you can develop your product or service offering accordingly. However, the fact of the matter is that a product needs to be sold at a certain price.

The price of a product or service is your measure of what you, the seller, are willing to receive in exchange for transferring ownership of your product or service. A credit system often helps to place a product or service in a more competitive position. To supplement your product strategy and to develop a total marketing strategy, you need to apply the skills involved in pricing.
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Study Longenecker, et al (2017:438-454). 
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Read Longenecker, et al (2017:437-438): “Department of Coffee in Khayelitsha- Spreading the joys of java: Cape Town’s first township artisan coffee shop.”.

10.1

SETTING A PRICE
The importance of setting a price is seen in the revenue equation in business. The price of a product forms half of the total equation, where sales X price = revenue. A small change in price can make a huge difference in revenue:

Situation A

Quantity sold 
X
price per unit

=
gross revenue

100 000

X
R3.00


=
R300 000.00

Situation B: A 10% decrease in price will result in the following:

Quantity sold 
X
price per unit

=
gross revenue

100 000

X
R2.70


=
R270 000.00

A small change of 30 cents in price will mean R30 000.00 less in revenue!

The price therefore has a dual influence on the total sales revenue: directly, as part of the gross revenue equation, and an indirect impact on quantity sold. Bear in mind that because of the complex nature of service pricing, this study unit focuses primarily on product (goods) pricing.

The following elements form the basis of price determination:

10.1.1

Cost determination of pricing

Price = total cost + profit

Because price equals total cost plus profit, a careful study of cost in a business may keep the business from pricing too low. 

Total cost = cost of goods sold + selling cost + overhead cost

Total cost = total variable cost + total fixed cost

The concept "average pricing" is used when the behaviour of variable and fixed cost is treated equally. Average pricing is calculated by means of the total cost divided by the quantity sold over a certain period, as illustrated in exhibits 16-1 and 16-2 in Longenecker, et al (2017: 439 and 440). The authors explain why average pricing is a dangerous practice.

 
10.1.2

How customer demand affects pricing

A cost analysis enables one to calculate the minimum prices. The following two demand influences need to be considered in pricing because they determine the actual price:

(1)
Elasticity of demand. This involves the following:

●
It is the degree to which changes in price affect the quantity of products purchased by customers.

●
An elastic demand situation occurs when demand fundamentally changes according to changes in the price of a product (erg computer products).

●
An inelastic demand situation occurs when there are no fundamental changes in the quantities purchased because of price changes (e.g. salt).

(2)
Pricing and a firm's competitive advantage. A product that satisfies unmet needs will be in demand (e.g. a totally or revolutionary new product that meets a need that was neglected by entrepreneurs in the past will be in high demand). Most products are different, but similar products can be marketed differently (e.g. compare the marketing strategy of KFC and Nando's). The term "prestige pricing" is used to indicate the differentiation and uniqueness reflected in a high price.
10.2

APPLYING A PRICING SYSTEM

In order to develop a pricing system, an entrepreneur should understand break-even analysis and mark-up pricing.

10.2.1

Break-even analysis

Cost break-even analysis is used to determine the quantity point at which the product will generate enough revenue to start showing a profit.
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Study the charts in exhibit 16-3, "Break-even graphs for pricing", in Longenecker, et al (2017:442).

Graphs are used in these charts to indicate the break-even point. However, the algebraic method can also be used to calculate the break-even point in quantity and rand (R) value, as indicated below.
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Break-even quantity:

      FC   

Qb
= P -- V

Break-even point in rand (R) value:

    P (FC) 

PQb = P – V
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ACTIVITY 10.1
Indaba CC, a small publishing business in Pretoria, conducted a feasibility study for the publication and distribution of a new magazine. The following information is available:

Fixed cost per edition:

Development cost



R15 000.00

Setting up cost



R27 500.00

Selling and advertising cost

 R 7 500.00

Total fixed cost:



R50 000.00

Variable cost (per edition):

Printing and binding cost
R6.65

Administrative cost

R1.50

Sales commission

R0.55

Royalties per edit

R3.30

Discount to bookstores
R5.50

Total variable cost:
R17.50

Proposed selling price:
R27.50

Question

Calculate the break-even point in

(1)
units

(2)
money value (R)
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FEEDBACK

(1)
The break-even quantity:

     FC 

Qb   = P – V

=   50 000                 

   27.50 – 17.50
= 5 000 units

(2)
The break-even point in rand:

       P (FC) 

PQb =   P -- V

= 27.50 (50 000)

    27.50 – 17.50
= R137 500.00

The above activity illustrates a simplistic method to determine the point at which a profit will be made. The break-even point thus forms a starting point for price determination on a mark-up basis.

10.2.2

Mark-up pricing

There is a difference between the mark-up on cost and the mark-up on selling price. A farmer selling chickens incurs certain costs in raising chickens to the stage that they are in a selling condition (e.g. food, medicine, labour and energy costs). The farmer calculates the break-even cost and then adds a mark-up. The chickens are sold to an intermediary (e.g. Chicken Licken). The retailer calculates his or her mark-up percentage on the selling price of the end product, the selling price also incorporating market demand. The following variables need to be included:

●
operating expenses (e.g. raw materials, rent, labour, insurance, advertising and energy)

●
price reduction (e.g. employee discounts or competitions)

●
desired profit

[image: image70.png]


Study exhibit 16-4, "Break-even graph adjusted for estimated demand", in Longenecker, et al (2017:444).

Profitable selling must start with a proper mark-up to establish a satisfactory selling price. Longenecker, et al (2017:) provide the two formulas commonly used for mark-up calculations (p 445), and the  formulas to convert mark-up as a percentage of selling price and mark-up as a percentage of cost (p445).

10.3

SELECTING A PRICING STRATEGY

Many small businesses make the mistake of basing all their prices on the break-even method only. Price determination should also include characteristics and variables in the market environment. An entrepreneur should therefore combine his or her pricing strategy with the total business strategy. The following six pricing strategies can be used.

(1)
Penetration pricing. This strategy is normally adopted when new competitors enter the same market. A lower price than normal is followed to create the impression among competitors that the strategy is based on long-term expectations.

(2)
Skimming pricing. This strategy is normally associated with unique or prestige products. A higher price than normal is asked. The strategy is based purely on customer perceptions.

(3)
Follow-the-leader pricing. This strategy is evident in a highly competitive environment. The prices of the major competitor form the basis of pricing. This strategy is especially noticeable during the Christmas holidays.

(4)
Variable pricing. Price concessions are made to different types of buyers. High-volume buyers receive a lower price than buyers purchasing single units at a time.

(5)
Price lining. A price-lining strategy is adopted when a business has a range of distinct prices. In the motor retail sector, for instance, customers pay different prices for specific models (e.g. the cost of 1 300 models may be between R50 000 and R70 000; 1 600 models between R70 000 and R100 000; and 2 litre models more than R100 000).

(6)

(6)
Optional product and service pricing. Companies seek to increase the amount that 
customers spend by offering optional products and services that increase the total price 
paid by the customer. An office management business may rent office space by the 
square meter but provide receptionist services, access to printers and copiers etc. at 
additional costs  

A final note on pricing strategies. In certain situations, government laws should be 
taken into consideration when setting prices.

10.4

OFFERING CREDIT

10.4.1

Benefits of credit

Credit to customers and the benefits involved are explained in Longenecker, et al (2017:447). Entrepreneurs should consider the four factors that affect selling on credit before offering their clients this option (see Longenecker, et al, 2017: 448).

10.4.2.
Factors that affect selling on credit

The following five factors relate to the entrepreneur’s decision to extend credit:

(1)
the type of business (durable versus perishable goods)

(2)
the competitor’s credit policies

(3)
the age and  income level of customers’
(4)
the availability of working capital

(5)
economic conditions

10.4.3

Types of credit

Entrepreneurs may also select the following types of credit:

(1)
Consumer credit. This type of credit is extended to final consumers and includes the following:

●
open charge accounts (with an indefinite repayment period)

●
instalment accounts (for larger purchases such as cars)

●
revolving charge accounts (an instalment account with a credit limit)

(2)
Credit cards. Note the following examples:

●
bank credit cards (e.g. Visa/Master card)

●
entertainment credit cards (e.g. Diner's Club card)

●
retailer credit cards (e.g. Edgars card)

 
(3)
Trade credit. See Longenecker, et al (2017:450) for a discussion of this.

10.5

MANAGING THE CREDIT PROCESS

The following are some of the major considerations in developing and operating a comprehensive credit management programme for a small business (Longenecker, et al; 2014:450-454):

10.5.1

Evaluation of credit applicants

Entrepreneurs need to evaluate all customers who apply for credit before granting it. 

The following four credit questions can be used to evaluate applicants:

(1)
Can the buyer pay as promised?

(2)
Will the buyer pay?

(3)
If so, when will the buyer pay?

(4)
If not, can the buyer be forced to pay?

The traditional five C's of credit can be used as a tool to evaluate the questions asked:

(1)
character (honesty)

(2)
capital (cash and assets)

(3)
capacity (financial planning)

(4)
conditions (business cycles and changes)

(5)
collateral (security)

10.5.2

Sources of credit information

Where would an entrepreneur obtain credit information about the applicant? Note the following sources:

●
credit histories

●
a business's financial statements

●
data supplied by outsiders (e.g. other sellers)

●
the customer's banking institution

●
trade credit agencies

●
credit bureaus

10.5.3

Aging of accounts receivable

By using an aging schedule, entrepreneurs can identify debtors that delay payment. The data can be used to forecast cash flow. Entrepreneurs should provide debtors with timely information on their debit balance because this will help to streamline the payment of accounts. Entrepreneurs should try to collect the monies owed by late payments before handing them over to an attorney.
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Read Longenecker, et al (2017:453): exhibit 16-5: “Hypothetical aging schedule for accounts receivable”.

10.5.4

Billing and collection procedures

A small business should establish a formal procedure for billing and collecting from debtors.

10.5.5

Credit regulation

It is essential that small businesses comply with all the relevant credit regulations.

SUMMARY

This learning unit dealt with a key issue in small business management, namely the pricing strategy. We also explained break-even analysis and the role it plays in price structuring. The different price strategies were explained in a small business context. Small businesses generally have to deal with difficult cash-flow situations and the credit policy followed should therefore be adapted and managed according to a business's specific needs. The next learning unit discusses promotional planning in a small business. 

Complete the assessments in the prescribe book. 
LEARNING UNIT 11 
(Chapter 17 in Longenecker, et al 2017)

PROMOTIONAL PLANNING

CONTENTS

Learning unit outcomes

Key concepts

Overview

11.1
The communication process in promotion

11.2
Determining the promotional budget

11.3
Personal selling in the small firm

11.4
Advertising practices for small firms

11.5
Sales promotional tools
Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
describe the communication process and the factors determining a promotional mix

2
explain methods of determining the appropriate level of promotional expenditures

3
describe personal selling activities

4
identify advertising options for a small business

5
discuss the use of sales promotional tools
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KEY CONCEPTS

●
promotion

●
promotional mix

●
personal selling

●
prospecting

●
advertising

●
product advertising

●
institutional advertising

●
banner ads

●
pop-up ads

●
e-mail promotion

●
web sponsorship

●
linkage

●
sales promotion

●
publicity

OVERVIEW

As mentioned earlier, the target market consists of customers and is influenced by competitive forces. In terms of time and space, a customer is removed from an entrepreneur or his or her sources of supply. As such, the customer cannot keep abreast of the thousands of products and services on the market which are alternatives to a particular product or service. New products, services and outlets appear daily, together with changes to existing products – of which the consumer is probably unaware. Clearly therefore an entrepreneur needs to communicate with the target market. In marketing terminology this communication is known as promotion.

Promotion consists of marketing communications that inform, persuade and remind consumers of the product or service the entrepreneur is offering. Large as well as small businesses use the various forms of promotion (advertising, personal selling, sales promotion and publicity) to varying degrees. A given business will apply different forms of promotion or marketing communication in proportions that enable the entrepreneur to communicate effectively with the target audience (market).

Promotion is a complex communication activity that many fail to utilise effectively.
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Study chapter 17 in Longenecker, et al (2017; 459-478).
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Read Longenecker, et al (2017:459):”In the spotlight:kulula.com – “You Know What campaign / “Not the World Cup campaign”.

11.1

THE COMMUNICATION PROCESS IN PROMOTION

The promotion of all products (old and new) is based on the communication process. This is a two-way process with a sender (the business) and a receiver (the target market). Promotion is thus a communication process whereby information about the product is sent to the potential or existing customer via various media channels.
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Study Longenecker, et al (2017:460-461).

Various promotional techniques exist for the small business and a combination of these techniques is referred to as the promotional mix. An entrepreneur may therefore decide to promote his or her new product by means of personal selling, an advertisement in the local paper or on a radio station or even a website. The promotional mix is influenced by the following three major factors:

(1)
Geographical nature of the market (broad versus focused). An entrepreneur exporting peanuts to Japan would not advertise the product in the Sowetan, a local paper. He or she would rather focus on personal selling in Japan or advertising on his or her website.

(2)
The size of the promotional budget. Certain forms of promotion may not be selected because the costs are high. Television advertising is generally higher than radio advertising.

(3)
Product character characteristics to be promoted. Characteristics such as technical qualities (e.g. buying a personal computer or a motorcar, which involves personal selling) will determine the appropriate promotional techniques.

(4)
Finally listen to your customers. Successful communication includes feedback. 
11.2

DETERMINING THE PROMOTIONAL BUDGET

There is no specific or set percentage of turnover that should be spent on the promotional mix. However, the approaches highlighted below serve as guidelines.

11.2.1

Allocating a fixed percentage of sales

Allocating a percentage of sales to promotion (e.g. 30% of turnover) is a simple method and more suitable for an existing business with historical figures. The disadvantage of this method, however, is that when sales decline, less money is spent on promotion, which does not always solve the problem of determining an effective promotional budget.

11.2.2

Deciding how much is left over after other expenses are covered

This is undoubtedly the most popular guideline in promotional expenditure. Every cent that is left after paying all expenses is sourced to promotional activities. The method is not necessarily the best because the business stage in which the business finds itself requires different approaches to promotion (e.g. a totally new product requires broad and effective exposure to the target market, which is normally quite expensive).

11.2.3

Spending as much as the competition does

This method can be used to short-run the efforts of competitors, depending on their size. A young entrepreneur planning to enter the cereal market will never be able to spend as much money on promotion as, say, Kellogg's.

11.2.4

Determining how much is needed to achieve certain objectives

This is the preferred approach to promotional expenditure. The method is based on a proper market analysis and all the existing or new alternatives available as promotional channels. A small Spaza shop based in Mamelodi, Pretoria, would definitely not develop an expensive website to promote its products. A visible advertisement board in front of the shop would be more than adequate.
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ACTIVITY 11.1

One of your fellow students has developed a new microwave freezer known as the Chill Ready. The core product is not the standard freezer, but an appliance that freezes food in the same time that a microwave oven heats food.

Using the four-step method for determining a promotional budget, prepare a suitable budget for promoting her new product.
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FEEDBACK

The Chill Ready is a totally new product on the market. The newness of the product means that no market exposure is yet present. The product therefore requires a larger promotional expense than an existing product. In your answer you should consider the following methods:

●
allocation as a percentage of sales

●
savings regarding promotional tasks

●
competitive promotional strategies and expenditure

●
expenditure that is in line with effective market exposure strategies

11.3

PROMOTION USING THE INTERNET AND SOCIAL MEDIA

11.3.1

The small business website

Three critical start-up tasks are related to the success of a corporate website

(1)
creating and registering a site name

(2)
building a user-friendly site

(3)
promoting the site
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Read exhibit 17.1: “Website design guidelines”, Longenecker et al 2017:463.
11.3.2

Social media

(1)
social networking sites

(2)
direct e-mail promotion

(3)
reciprocal advertising and hyperlinks

(4)
blogs

(5)
mobile devices

(6)
apps

(7)
quick response codes

11.4

PERSONAL SELLING IN THE SMALL FIRM

Personal selling is defined in Longenecker, et al (2017:468). The primary objective of personal selling should be the long-term retention of customers. There are numerous examples in business of salespeople pushing customers into an agreement without any concern about future resale or growth in word-of-mouth marketing. High ethical standards in this regard ensure a positive relationship with the customer. The following principles serve as guidelines for the entrepreneur in personal selling:

11.4.1

The importance of product knowledge

The salesperson's knowledge of the product can make a huge difference in focusing the customer's attention on the product. Illustrating the advantages of the product, its technical characteristics and pointing out its limitations and various uses normally make a difference in closing a sale.

11.4.2

The sales presentation 

The presentation of the product to the customer forms the foundation of personal selling in either a telephone discussion or a face-to-face situation. The following methods should be adopted:

(1)
Using prospecting techniques. This involves a systematic process of continually seeking out new customers.

(2)
Practising the sales presentation. Longenecker, et al (2017:470) categorise customers' objections into six categories, and make several suggestions about ways to deal with valid objections from customers.

(3)
Making the sales presentation. The salesperson should not use the standard technique. He or she should present the product in line with customer needs. Twenty percent of all salespersons secure 80 percent of all sales. The use of sales gimmicks or special sales techniques may work, but without annoying the potential customer. 

11.4.3

Cost control in personal selling

Entrepreneurs should manage salespeople in such a way that effective costing principles apply. For instance, a salesperson's travelling and accommodation expenses can easily become unnecessary expenses.
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Read Longenecker, et al (2017:467): “Living the dream – entrepreneurial experiences: ‘An E-commerce revolutionary".

11.4.4

The compensation programme for salespeople

Salespeople are remunerated in two ways, namely nonfinancial (e.g. personal recognition) and financially (e.g. commission and salary).

11.5

ADVERTISING PRACTICES 

Advertising as a promotional method is explained in Longenecker, et al (2017: 472-475).

11.5.1

Advertising objectives

The advertising objectives are as follows:

●
informing customers about the product (characteristics and price)

●
persuading potential customers to purchase the product

●
reminding customers to purchase (e.g. Verimark's advertising is constantly reminding customers about product benefits)

11.5.2

Types of advertising

The entrepreneur can use the following two types of advertising:

(1)
In product advertising, the primary focus is on product benefits and uses (e.g. specials on all Nokia cell phones).

(2)
In institutional advertising, the primary focus is on promoting the business and its image (e.g. Vodacom's corporate image advertising).

11.5.3

Advertising specialists

Small businesses rely on others’ experience to create their promotional messages. They can make use of the services of advertising agencies, suppliers, trade associations and advertising media in this regard.

11.5.4

Frequency of advertising

Advertising generally involves high costs. The entrepreneur should therefore emphasise cost effectiveness relating to exposure. A decision in this regard would involve, say, frequent exposure (e.g. a small advertisement on the radio morning show every Tuesday and Friday), or a non-continuous or once-off advertisement (e.g. a full-page advertisement in striking colour in the Sunday Times, introducing the new product).

11.5.5

Where to advertise

Owing to financial constraints, an entrepreneur's budget in a small business context is usually somewhat limited. Advertising should therefore be effective in the sense of reaching and attracting the correct customer. It makes no sense to advertise on a national radio station if, geographically speaking, one is selling a localised product (e.g. selling fish in a small coastal town). 
Study exhibit 17-4, "Advantages and disadvantages of major advertising media", in Longenecker, et al (2017:475).

11.6

SALES PROMOTIONAL TOOLS

Sales promotional tools are described in Longenecker, et al (2017:476). The following method/tools can be utilised:

 ".

11.6.1

Specialties

Specialties include calendars, pens, ties, coffee mugs, shirts and free tickets to entertainment events. The business logo and contact details are normally printed on the specialty. Specialties can be customised and personal and may induce relationship marketing.

11.6.2

Trade show exhibits

A trade show affords an entrepreneur the opportunity to introduce his or her product directly to the customer. Customers also have the opportunity to experience the product before buying it (e.g. new gym equipment). Helpful tips on trade shows are given on pages 476-477in Longenecker, et al (2017).

11.6.3

Coupons

Coupons have been used as promotional tools for over a hundred years. Consumers cut coupons from newspapers and magazines, use coupons received through direct mail and download them from the internet. Coupons attract customers and they have value even if they are not being used.

11.6.4

Publicity

Publicity normally involves free exposure by media and has high visibility. Bear in mind, however, that not all forms of publicity are free, for instance, sponsoring a sports event.

11.6.5

When to use sales promotion

Sales promotion strategies can be applied in any facet of the supply chain. Suppliers can stimulate the promotion of their products by the wholesaler, and wholesalers can do the same with the retailing sector. Small manufacturers can use sales promotion to stimulate channel members, retailers and wholesalers to market their products. Wholesalers can use sales promotion to induce retailers, and in a similar way, also lure customers into buying.

SUMMARY

In this learning unit on sales promotion we showed how an entrepreneur can present his or her product to the target market. The learning unit described promotion in a communication context and distinguished between methods that determine promotional expenditure. Advertising and personal selling techniques were described as the more popular promotional tools. 

Complete the assessments in the prescribe book. 
LEARNING UNIT 12 
(Chapter 19 of Longenecker, et al. 2017)

PROFESSIONAL MANAGEMENT AND THE SMALL BUSINESS
CONTENTS

Learning unit outcomes

Key concepts

Overview

12.1
Small business leadership

12.2
The small firm management process

12.3
Managerial responsibilities of entrepreneurs

12.4
Personal time management

12.5
Outside management assistance
Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
discuss the entrepreneur’s leadership role

2
clarify the distinctive characteristics of small business management

3
identify the managerial tasks of entrepreneurs

4
offer solutions to the problems relating to personal time management

5
explain the various types of outside management assistance
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KEY CONCEPTS

●
empowerment

●
work teams

●
professional manager

●
long-range plan (strategic plan)

●
short-range plan

●
budget

●
chain of command

●
line organisation

●
line-and-staff organisation

●
span of control

●
delegation of authority

●
negotiation

●
small business development centres (SBDCs)

●
networking

OVERVIEW

Entrepreneurs who have already entered the market can only succeed if they are able to manage their new ventures successfully. Conventional wisdom states that if you are a successful entrepreneur you are usually a poor manager, because you lack management skills and experience. 

If a small entrepreneur has entered the market successfully this does not necessarily guarantee long-term success. South Africa's small business sector has an extremely high failure rate. One of the main reasons is that entrepreneurs seem to lack the necessary knowledge and skills required to manage. A reason for bad management characterising such a large percentage of small businesses is that entrepreneurs tend to focus on the new venture and not on sustained management. The problem is usually aggravated by a shortage of resources and thus the apparent inability to appoint competent management talent.

Launching a new venture and then managing rapid growth means that the entrepreneur has to adapt to a new situation. The key to achieving longer-term sustained growth and profitability is an entrepreneur's ability to also have or develop competencies as a manager. The aim of topic 3 is to give you, an emerging entrepreneur, an overview of the management competencies that you will require to ensure the successful establishment and sustained growth of a venture. 

A small new business experiences constant change in its organisation and management needs as it moves from the launching stage to the point where it can employ a full staff of professional managers. Entrepreneurs should be aware of this, since many ventures begin with entrepreneurial drive and are successfully launched. Often, however, the problems start when the entrepreneurial driving force alone is not sufficient to keep the new growing and seemingly successful venture on track. Entrepreneurs who realise this will appoint professional managers or contract the necessary management talent timeously. Understanding how a business grows and what to do when it reaches maturity will give you the necessary background for the topics dealing with the management of a small business.
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Read Longenecker, et al (2017:510): “Leadership and management at PSG Group&”.
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Study Longenecker, et al (2017: 511-533)

12.1

SMALL BUSINESS LEADERSHIP

In an effort to understand the concept of leadership, it is often compared to management. The truth of the matter is that leadership is not management but complements entrepreneurs’ management abilities.

12.1.1

What is leadership?

Leadership is about giving direction. Leaders show the road that should be travelled. True leaders are only leaders if they have followers. They have to face uncertainties, and help their followers to make sense of the insecurities.

12.1.2

The leadership qualities of business founders

Longenecker, et al (2017:511) explains the main qualities of leaders.

12.1.3

What makes a leader effective?

Study the descriptions of leaders in Longenecker, et al (2017:511) and relate them to the way in which leadership manifests in small versus large organisations.

12.1.4

Leadership styles

Leaders use different styles of leadership. Longenecker, et al (2017:504) explains six different leadership styles. Leadership is all about the empowerment of followers. Leaders are successful if they create more leaders who will take their vision further.

12.1.5

Leaders shape the organisation’s culture 

Entrepreneurs should deliberately shape the organisational culture, which can greatly influence the way in which business is conducted in the company and how it performs.

12.2

THE SMALL BUSINESS  MANAGEMENT PROCESS

Business enterprises, even small ones, do not function independently. They need to be managed. The successful and growing small business soon becomes too large for the entrepreneur to manage on his or her own. A small business will fail if it is not properly managed.

12.2.1

From founder to professional manager

Small business management differs from normal corporate management. Initially, an entrepreneur will manage his or her business until it reaches the point where he or she can appoint professional managers (see the definition of a professional manager in Longenecker, et al 2017: 516). The challenge of the new venture is to apply professional management principles from the moment the business opens.

The founders of new ventures are normally creative, innovative and risk-taking individuals who thrive on continuous opportunity identification. It is also evident that these entrepreneurs tend to neglect professional management practices. The need to progress from a start-up owner to a professional manager is critical for growth.

Weaknesses in small business management are normally found in the financial management function (cash-flow management) and marketing management in South Africa.

The basic constraints in any small business are limited cash and staff and the general lack of basic business skills.

12.2.2

Business  growth and managerial practices

The management of growth in a small business context will always be a difficult task.
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Study exhibit 19-1, "The organisational stages of small business growth", in Longenecker, et al (2017:517). Note that each stage has different and more complex management demands and a weakness in managing a stage may spell failure.

12.3

MANAGERIAL RESPONSIBILITIES OF ENTREPRENEURS

The specific management functions of the small business manager are briefly discussed below. 

12.3.1

Planning activities

There is nothing as true as the saying: "When you fail to plan, you plan to fail". The business plan is the initial planning blueprint of the business. However, this is never the end of the process because continuous planning is essential – hence the need for formal planning. The process of thinking business issues through improves productivity. The business plan can guide decisions, thus ensuring that small business managers work towards the same goal. Evidence of planning increases credibility with bankers, suppliers and other outsiders.

Types of plans include long-range or strategic plans (5-10 years) and short-range plans (1 day to 1 year) which include budgets.
Entrepreneurs should carefully decide on the amount of time spent on planning and also to what extent employees are able to participate in the process. 

12.3.2

Creating an organisational structure

Structuring the organisation allows the entrepreneur to define the relationships between the business’s activities, and the following should be considered:

(1)
Unplanned structure. The small business manager has to create a structure that defines the relationship between employees and managers. The initial structure of a small business is normally unplanned. To start with, the entrepreneur will probably manage all the functions. Later on, a new employee might be appointed to fulfil the three management tasks of administration, finance and marketing. This is part of the natural evolution in the structure of a business. However, it is essential to put an effective structure in place as the business grows. If this does not happen, a chaotic chain of command, characterised by human conflict, may result.

(2)
Chain of command. The chain of command is the official vertical line of communication as part of the organisational structure. Typical small businesses start during their early growth years with a line organisation in which each employee reports to one supervisor (see exhibit 19-2 in Longenecker, et al 2017:520). A line-and-staff organisation structure includes staff specialists who assist managers (human resource or public relations managers).

(3)
Span of control. The span of control indicates the number of subordinates supervised by one manager. The following factors determine the optimal size of control: the type of work, energy, personality and abilities.

12.3.3

Delegating authority

Longenecker, et al (2017:521-522) explain the implications of the entrepreneur’s inability or unwillingness to delegate authority, on the one hand, and the unexpected problems that the entrepreneur may run into when taking the "delegation plunge", on the other. The authors explain that the delegation process has two dimensions, quantity and quality. With regard to the latter, they distinguish between "gofer" delegation and "stewardship" delegation.

12.3.4

Controlling operations

Control entails keeping track of all operations in the business. Targets and standards are two basic components of the control process. A quality control process is an example of a control process (e.g. the quality of the product, functionality and packaging). The type of corrective actions (e.g. the replacement or repair of packaging) depends on the type of business, problem or operation. Study exhibit 19-3, "Stages of the control process" in Longenecker, et al (2017:522). The following three stages of control are identified:

(1)
the input stage – preventive control

(2)
the process stage – concurrent control

(3)
the output stage – corrective control

12.3.5

Communicating

Longenecker, et al (2017:523) emphasise the importance of two-way communication for effective communication, and explain the approach that should be adopted during communication. They describe seven practical tools and techniques to enhance two-way communication. Apart from interpersonal communication, employees also have to make presentations to a number of different stakeholders such as customers, suppliers, bankers, et cetera. Exhibit 19-4 provides a few "presentation tips" (Longenecker, et al 2017:524).

12.3.6

Negotiating 

Professional managers continuously find themselves in situations where they required negotiation skills. Negotiations occur daily between suppliers, customers, bankers, estate agents and business services providers. Negotiation is a two-way communication process aimed at resolving differences in needs, goals or ideas. A competent negotiator is someone who can create a win-win benefit situation for all the parties involved.

12.4

PERSONAL TIME MANAGEMENT

To the small business owner, time is a scarce resource on which numerous demands are made.

12.4.1

The problem of time pressure 

Many entrepreneurs will tell you that they have worked seven days a week and 24 hours a day to set up their businesses. Effective time management increases productivity and even profit. Time pressure is best explained by means of the following activity:
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ACTIVITY 12.1
Read the following case study and then answer the questions below.

A few years after successfully launching a new business, an entrepreneur found himself spending 16 hours a day running from one appointment to the next, negotiating with customers, looking for new business, signing cheques and checking up as much as possible on employees. He knew that selling was his strong point, but his general managerial responsibilities were extremely time-consuming and interfered with his sales efforts. He even had to sleep at the office two nights a week just to keep abreast of things.

Despite his hard work, he knew that his employees were disorganised and were also experiencing many problems. However, he simply did not have the time to formulate personnel policies or even draw up job descriptions for his six employees. One employee took advantage of the lack of supervision to sometimes not show up for work. Invoices were sent to customers late and delivery schedules were sometimes missed. Fortunately, the business was profitable despite all these problems.

Questions

(1)
Is this founder's problem one of time management or general managerial ability? Would it be feasible to engage a management consultant to help solve the business's problems?

(2)
If you were asked to improve this business's management system, what would be your first steps and initial goal?
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FEEDBACK

(1)
A lack of general management skills appears to be the main problem here. Other businesses run successfully with less frantic administrative activities. The situation appears ideal for analysis by a well-qualified management consultant. The entrepreneur is aware of the problem and concerned about solving it. However, he apparently lacks the knowledge to deal with it. Enlisting the services of a qualified consultant would certainly ease the situation.

(2)
The first steps would be to interview key members of the company, examine the organisational structure and responsibilities, evaluate the qualifications of key personnel, look for gaps in staffing and study the entrepreneur's administrative style. An initial goal might be to eliminate the owner's need to sleep in the office at night and to limit his 16-hour day to a more modest 12 to 14 hours.

12.4.2

Time savers for busy managers

Small business managers need to assess possible time savers and determine exactly what functions are wasting their time. After conducting such an analysis, managers should prioritise all the variables and then formulate an efficient work plan. Procrastination is a common problem in small businesses. Time management and self-discipline can help to resolve the problem. 

12.5

OUTSIDE MANAGEMENT ASSISTANCE

Various types of outside management assistance are available to managers. Mentors and other sources of outside managerial assistance can offer new ideas.
12.5.1

The need for outside assistance

A solution to the basic problem of ineffective small business management might be to enlist help from outside. There are various options here. This section also includes assistance other than those in the text book.
12.5.2

Sources of management assistance

The following external sources of management assistance are available in South Africa:

(1) Business incubators. These are organisations that offer a group of entrepreneurs shared infrastructure such as office space, secretarial services and managerial support. Visit the websites of the following two South African incubators at: http://www.csir.co.za/m&mtek/MSMMEDC/smme-main.html and http://www.csir.co.za/biochemtek/bioincubator.html. 

(2)

Educational institutions Many colleges and universities have student consulting teams willing to assist small business. These teams of graduate students under the direction of a faculty member work with small business owners.

(3)
 
(3)
Small business development centres (SBDCs). In South Africa, Business Partners is an organisation focusing on the development of small businesses, and they have several centres from which they operate (www.businesspartners.co.za). 

(4)
Management consultants. Many management consultants operate in the entrepreneurship and small business environment. 
(5)
Small business networks. Networking is the process of developing and engaging in mutually beneficial relationships.

6)
Business and professional services. Such services may be provided by banks, accountants, attorneys, insurance agents, suppliers, trade associations and chambers of commerce.

(8)
Mentors. Are usually older and more experienced than the person being mentored. Study pages 529 – 531 in Longernecker et al 2017..

SUMMARY

This learning unit looked at the question of preparing entrepreneurs to manage a small business venture effectively and efficiently. Small business management differs from the management of larger operations because of small firms' limited size and initial survival strategies. We also examined the management functions of planning, leading, organising and control, and focused specifically on time management. The study unit concluded with an explanation of the need for outside management assistance, because of entrepreneurs’ general lack of business management skills. Learning unit 13 deals with the managing of human resources in the small business venture. 

Complete the assessments in the prescribe book. 
LEARNING UNIT 13
 (Chapter 20 of Longenecker, et al. 2017)


MANAGING HUMAN RESOURCES.
CONTENTS

Learning unit outcomes

Key concepts

Overview

13.1
Recruiting personnel

13.2
Evaluating prospects and selecting employees

13.3
Training and developing employees

13.4
Compensation and incentives for employees

13.5
Special issues in human resource management
Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
explain the importance of employee recruitment and list sources that could be useful in finding suitable applicants

2
identify the steps to follow in evaluating job applicants

3
describe the roles of training and development for both managerial and non-managerial employees in a small business

4
explain the various types of compensation plans, including the use of incentive plans

5
discuss some of the special issues related to human resource management
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KEY CONCEPTS

●
head-hunter

●
workforce diversity

●
job specification

●
behavioural interview

●
validity

●
reliability

●
job descriptions and job specifications

●
job instruction training

●
fringe benefits

●
employee leasing

OVERVIEW

The following six basic components are needed to operate any enterprise successfully: people, materials, machinery, management, markets and money. If any of these components are not managed professionally or utilised optimally, there is the danger of the enterprise failing, or ultimately closing down. People are the most complex, dynamic and active of all the components or resources. None of the other components have this unique characteristic. Because everything in an enterprise is ultimately done by people, it is easy to see why an enterprise's people or employees are the key component in its functioning – hence the importance of this learning unit.

Large enterprises usually have a separate human resource department to deal with employee matters, but in small businesses, the owner/employer often has to cope with this function personally. Appointing and retaining the right staff is vital because every person in a small business affects general work performance and productivity. Employees should therefore always be regarded as valuable business resources.
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Read the following case study in Longenecker, et al (2017:538): “In the spotlight:  SMT Human Resource Consultants ”.
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Study Longenecker, et al (2017:539-563)

13.1

RECRUITING PERSONNEL

As mentioned in the overview, an employee is one of the business's most valuable assets – hence the importance of attracting and employing the right quality employees to achieve the overall business objectives.

13.1.1

The need for quality employees

The employment of people is generally expensive. It is therefore essential to carefully assess the need for an employee and decide whether he or she will in fact improve business performance and ensure success. The entrepreneur could argue that for every rand invested in an employee, there should be three rand more in return on investment. Because the human resource factor ultimately has an impact on a business's profit structure, the recruitment of quality employees is vital.

13.1.2

The lure of entrepreneurial firms

The question arises: "How can small businesses compete for employees?" Smaller enterprises have the following advantages:

●
freedom and flexibility versus the bureaucracy of a corporate enterprise

●
compensation packages

●
the flexibility of working schedules

●
creative challenges

●
diversified experience

●
satisfaction in knowing efforts make a difference to the company

13.1.3

Sources of employees

Where can the entrepreneur find the right quality people? The following sources of employment are available:

●

internet options

●
“walk-ins (the unemployed walking from door to door) and help-wanted” advertising

●
educational institutions
●
public employment offices

●
private employment agencies

●
executive search firms

●
employee referrals

●
temporary help agencies (e.g. at universities, universities of technology, Kelly [staffing specialists], etc.)

13.1.4

Diversity in the work force

The South African situation should be mentioned here because of the complex diversity of our work environment. The following Acts should be analysed before any form of recruitment can start:

●
the Labour Relations Act 66 of 1995

●
the Basic Conditions of Employment Act 75 of 1997

●
the Employment Equity Act 55 of 1998

●
the Skills Development Act 97 of 1998

●
the Skills Development Levies Act 9 of 1999

The government's long-term plan for employment equity is to ensure that the work force will represent the country’s demographic composition. Hence the challenge facing entrepreneurs is to adapt to and accept the benefits of diversity.

13.1.5

Job descriptions and job specifications

The job description is undoubtedly one of the most neglected areas in small business today. So many entrepreneurs employ people simply to free themselves from time management constraints. The problem with that is that legislation protects the employee from the traditional "hire-and-fire" practices. A proper disciplinary procedure should be followed in this regard and may be a time-consuming action. The human resource factor should be a well-planned action and be part of the overall business strategy. A job description is a definition of the job with regard to the duties to be performed. A job specification, on the other hand, defines the human element of the job – in other words, the skills a person would need to perform the job successfully. Job descriptions and job specifications are therefore part and parcel of the job analysis process.

13.2

EVALUATING PROSPECTS AND SELECTING EMPLOYEES

Once the job analysis process has been finalised, the recruitment process can start. The following steps, discussed in detail in Longenecker, et al (2017: 548-553_), should be followed to evaluate and select the right kind of employee:

· Step 1:
using application forms

· Step 2:
interviewing the applicant

· Step 3:
checking the applicant’s references and other background

information

· Step 4:
testing the applicant

· Step 5:
requiring physical examinations

All five steps in the selection process should be in line with South African labour legislation.

13.3

TRAINING AND DEVELOPING EMPLOYEES

The training and development process starts the moment the employee has been recruited. Any training process needs to help the employee to perform and achieve set objectives in the workplace
13.3.1

Basic components of training and development

Employee training refers to planned efforts to help workers master the knowledge, skills and behaviour that they need to perform the duties for which they were hired. Management development is more focused on preparing employees for future roles in business and emphasise the formal education, job experiences, relationship formation and assessment necessary to reach long-term career goals and fulfil managerial potential. 
13.3.2

Orientation for new personnel

The first few days for any new incumbent are normally highly confusing. It is the management team's responsibility to regard this initial phase as part of the development process.

13.3.3

Employee training

Training programmes can be designed to improve the quality of work delivered.

13.3.4

On-the-job training

The job description and specification serve as a basis for training needs identification. Changes in the job description over time (e.g. changes in technology) may require extra training and development. Job instruction training is a form of training for non-managerial employees that instructs the employee physically on how to complete a job effectively (e.g. operating a heavy-duty machine or crane).

13.3.5

From training to implementation

The goal of training is to teach employees new knowledge, skills and behaviours that will lead to improved job performance. Only 10 – 40 percent of training provided is ever applied on the job. If you want a better return on training and development spending you must encourage people to use the training once back from on the job. The following training and development programme features are suggested:

●
put it on paper

●
measure results

●
get peers to help

●
involve supportive superiors

●
provide access to experts

13.3.6

The development of managerial and professional employees 
The need for managerial training in a small business environment is always present, especially during the growth phase. Establishing a management training programme requires addressing the following factors:

●
the need for development

●
a plan for development

●
a timetable for development

●
employee counselling (one-to-one interviews with employees to analyse their progress and training needs) 

Longenecker, et al (2017:555) depicts the steps in job instruction training in exhibit 20-2.

13.4

COMPENSATION AND INCENTIVES FOR EMPLOYEES

Even though some theories on motivation indicate that money is not the primary driving force behind employees' performance, the fact is that remuneration is still and will always be a determining factor in business. A small business should therefore ensure that its salaries and wages are competitive and motivational. The structuring of remuneration packages also merits special attention.

13.4.1

Wage and salary levels

As a rule, small businesses have to pay competitive wages in order to attract well-qualified personnel. Paying above minimum wages for the lowest-level of employees may result in several benefits for the business.

13.4.2

Financial incentives 
Incentives are introduced into the business sector to motivate employees to increase their productivity (e.g. financial remuneration excluding salaries or wages such as piecework, commissions etc.). Performance-based compensation plans should be carefully designed and the following pointers considered:

●
Set attainable goals.

●
Include the employees in the planning.

●
Keep updating the goals.

13.4.3

Share Options
Some entrepreneurs afford their employees the opportunity to own a share in the company. This option is called the employee stock ownership plan (ESOP). The main purpose of such a plan is to increase productivity and a feeling of security.

13.4.4

Employee benefits

By law, small businesses are obliged to pay their employees the following benefits:

●
unemployment insurance

●
workmen's compensation

Other benefits may include

●
a retirement plan

●
study assistance

●
housing

●
a motor allowance

●
parking

●
subsidised meals

●
medical aid

13.5

SPECIAL ISSUES IN HUMAN RESOURCE MANAGEMENT

The field of business, like the human resource management environment, is constantly changing. The following issues are currently relevant.
13.5.1

Co-Employment Agreements

Entrepreneurs can choose to outsource part of the burden of managing employees through an arrangement known as co-employment. About 700 co-employment companies also known as professional employer organisation, operate in all 50 states and assist small businesses with their human resource management needs.

13.5.2

Legal protection of employees

The South African legal system protects the employee by means of the following Acts:

●
the Labour Relations Act 66 of 1995

●
the Basic Conditions of Employment Act 75 of 1997

●
the Employment Equity Act 55 of 1998

●
the Skills Development Act 97 of 1998

●
the Skills Development Levies Act 9 of 1999

13.5.3

Labour unions

Labour unions are formed to protect member employees individually and collectively against any form of unfair labour practice. Unions normally do not target small businesses, but it is beneficial for the entrepreneur to keep an open communication line with all unions in its industry to proactively prevent possible union action.

13.5.4

Formalising employer-employee relationships

The initial phases of small business management normally entail an informal employee-employer relationship. This informal style of communication and relationships needs to change as a business grows. Proper personnel policies and procedures need to be in place to formalise the workplace for increased productivity. 

13.5.5

The need for a human resource manager

Employment of a human resource manager becomes necessary at some point as a company continues to add employees. Longenecker, et al (2017:563) identify seven conditions that favour the appointment of a human resource manager for a small business.

SUMMARY

This learning unit dealt with the human resource factor as specified in a small business context. The whole process starts with a job analysis, comprising a job description and job specification. The job analysis serves as a basis for recruitment as well as training and development. New recruits should complete an orientation programme. Effective training interventions will ensure increased work performance. Adequate remuneration systems should be in place because of their motivational value. Bear in mind that this learning unit should be studied in the South African context only. Learning unit 14 focuses on managing small business operations. b.

Complete the assessments in the prescribe book. 
LEARNING UNIT 14 
(Chapter 21 of Longenecker, et al.2017)
MANAGING SMALL BUSINESS OPERATIONS
CONTENTS

Learning unit outcomes

Key concepts

Overview

14.1
Competing with operations

14.2
The operations process

14.3
Inventory management and operations

14.4
Operations management and quality

14.5
Purchasing policies and practices

14.6
Lean productions and synchronous management

Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
understand ways in which operations can enhance a small business’s competitiveness

2
explain the nature of the operations process for both products and services

3
identify ways to control inventory and minimise inventory costs

4
recognise the contributions of operations management to product and service quality.

5
discuss the importance of purchasing and the nature of key purchasing policies

6
describe lean production and synchronous management and their importance to operations management in small firms. 
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KEY CONCEPTS

●
operations process

●
total quality management (TQM)

●
organisational culture

●
quality

●
continuous quality improvement

●
benchmarking

●
quality circle

●
inspection

●
inspection standard

●
bottleneck

●
attribute inspection

●
variable inspection

●
acceptance sampling

●
statistical process control

●
control chart

●
ISO 9000

●
operations management

●
job shops

●
project manufacturing

●
repetitive manufacturing

●
batch manufacturing

●
preventive maintenance

●
corrective maintenance

●
productivity

●
re-engineering

●
time and motion studies

●
purchasing

●

make-or-buy decision

●
outsourcing

●
strategic alliance

●
economic order quantity (EOQ)

●
ABC method

●
just-in-time inventory system

●
physical inventory system

●
cycle counting

●
perpetual inventory system

●
synchronous management

●
  
lean production

OVERVIEW

Since the lifting of sanctions and import protection duties, the South African business environment has become more competitive. It can be expected to become even more competitive because an increasing number of overseas enterprises are considering South Africa as a market for their products and services, while a looming world recession may lead to some enterprises being prepared to dump their products on the South African market. To survive in such an environment, South African enterprises will have to place greater emphasis on the quality of both products and services in order to secure customers.

In this learning unit we will discuss the elements of TQM, the various types of operations processes and ways to improve productivity.
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Read Longenecker, et al (2017:570):”In the spotlight: Ignatius: Smarter – Stronger - Faster”.
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Study Longenecker, et al (2017: 571-594)

14.1
COMPETING WITH OPERATIONS

Operations refers to the process used to create and deliver a good or service. These days’ companies vary considerably in how they compete for customers, and the planning and management of operations almost always play a major role. Operations management refers to the planning and control of a conversion process that includes bringing together inputs (such as raw materials, equipment and labour) and turning them into outputs (products and services) that customers want.

14.2

THE OPERATIONS PROCESS

The operational side of a business (manufacturing) is concerned with the transformation of raw materials into a final product in line with customer demand. 

14.2.1

The nature of the operational process

All types of businesses have operations or work flow to be managed. For example, in the education process, the inputs are the students, the university and books, and the outputs, graduates. During the operations process the inputs are converted into outputs, as illustrated in exhibit 21-1 (Longenecker, et al 2017: 573).

14.2.2

Managing operations in a service business

Operations of firms that provide services differ from those firms that provide products in a number of ways.

●
Productivity is easier to measure.

●
Quality is easier to control.

●
Extensive interaction with of employees with customers.

●
Services are created and delivered on demand.

14.2.3

Types of manufacturing operations

There are five basic types of manufacturing operations:

(1)
Job shops. These are manufacturing units with intermittent operations, short runs and general purpose machines.

(2)
Project manufacturing. This type of manufacturing operation is designed to produce unique but similar products, often in an outdoor setting.

(3)
Repetitive manufacturing. This has long, uninterrupted production runs and specialised equipment.

(4)
Continuous manufacturing. This is a form of repetitive manufacturing with output that more closely resembles a stream of product than individual

(5)
Flexible manufacturing system. This is operation that usually involves computer-controlled equipment that can turn out products in smaller or more flexible quantities.

14.2.4

Capacity considerations

A small company’s capacity to serve or produce goods or services is a critical factor. This puts a ceiling on the firm’s ability to meet demand and match competitors, but it may also determine start-up costs and usually represents a long-term commitment.

14.2.5

Planning and scheduling 

As mentioned earlier, time is always a factor in the eyes of the customer. The purpose of operations planning and scheduling is to meet delivery dates, achieve efficiency and eliminate bottlenecks or work stoppages. The operations process is more complicated in service than in manufacturing because the arrival of customers, say, in a nail bar, triggers service opportunities. Scheduling appointments may even out the fluctuating demands for service (e.g. scheduling motorcar repairs).

14.3

INVENTORY MANAGEMENT AND OPERATIONS

Inventory may represent a major current asset investment – hence the importance of inventory management.

14.3.1

Objectives of inventory management

The best description of inventory objectives is "having the right goods in the right place at the right time and at the right price". 
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Study exhibit 21-2, "Service level and Balance sheet considerations", in Longenecker, et al (2017:576).

14.3.2

Inventory cost control

Various methods can be used. Study these methods as discussed in Longenecker, et al (2017: 577- ). Approaches to inventory management that can be adopted, are:

(1)
Economic order quantity (maintaining optimal inventory- the level that minimises stock outs and eliminates excess inventory).

(2)
Statistical inventory control (this method allows you to determine statistically the appropriate amount of inventory to carry and is easier to use.

(3)
ABC inventory analysis (a system that classifies items in inventory by relative value)

(4)
just-in-time (JIT) inventory (a method of reducing inventory levels to an absolute minimum)

14.3.3

Inventory record-keeping systems

Record keeping saves long-term costs. There are four different methods to keep a record of inventory, as highlighted below.

(1)
Physical inventory systems count the actual items on hand.

(2)
Cycle counting involves a system of counting different segments of inventory at different times during the year.

(3)
Perpetual inventory systems entail ongoing/continuous record keeping.

(4)
Two-bin inventory system- For each item in inventory the business sets up two containers, each holding enough to cover lead time.

14.4

OPERATIONS MANAGEMENT AND QUALITY

A strong commitment to the achievement of quality will be to the benefit of the business.

14.4.1

Quality as a competitive tool

The operations process is defined as all the activities concerned with the production of goods and services. As stated in the overview, because of customer needs, the role of quality has increased over time. This applies to both large manufacturing companies and small businesses. The emphasis is thus on quality that can be achieved in the operational process.

See Longenecker, et al (2017:580 for a definition of quality. All businesses should also focus on TQM which, to ensure that the customer receives quality, emphasises commitment, focus and an all-encompassing effort involving everyone in the firm. TQM is becoming increasingly necessary in South Africa because of competitive pressures, including increasing international business activities.  

14.4.2

The customer focus of quality management

All operational activities should be in line with the customer's needs. The following two factors should be considered:

(1)
Retail is detail: The following apply:

●
Operating details can make or break a business, especially in food service industry.

●
Customer expectations vary according to the product or service.

(2)
Customer feedback. The following apply:

●
The entrepreneur should listen attentively to customers.

●
Marketing research methods may be useful here.

14.4.3

The basic seven “quality tools”

· A cause and effect diagram identifies potential cause for effect or problem while sorting them into categories

· A check sheet provides a structured, prepared form for collecting and analysing data

· A control chart transforms data into graphs that can be used to determine if a process errs in some predictable, and correctable way

· A histogram is the most commonly used graph for showing how often each different value in a set of data occurs

· A Pareto chart present bar graphs that reveal which causes are significant, separating the “vital few “from the  ”useful many”

· A scatter diagram graphs pairs of different sets of variables, allowing a search for quality relationships or patterns

· A flow chart represents visually the series of steps required to complete an operation

14.4.4

Quality assurance using inspection versus Poka-Yoke

The management’s traditional method of maintaining product quality has been inspection, which consists of examining a part or a product to determine whether or not it is acceptable. For effective quality control, the inspector must be honest, objective and capable of resisting pressure from shop personnel to pass borderline cases. Although the quality inspection processes are helpful, the poka-yoke is more proactive approach that seeks to mistake-proof a firm’s operations. Poka-yoke is a proactive approach to quality management that seeks to mistake-proof a firm’s operations, thus avoiding problems and waste before they can occur.

14.4.5

Statistical methods of quality control. 

These methods are effective, less expensive and easier to control (see the definitions in Longenecker, et al 2017: 585), but require technical expertise. Note the following methods:

●
Acceptance sampling: the use of a random representative portion of products to determine the acceptability of an entire lot.

●
Attributes are product or service parameters that can be counted as being either present or absent.

●
Variables –measured parameters that fall on a continuum such as weight ot length.

14.4.6

International certification for quality management

ISO 9000 is the standards governing international certification of a firm's quality management procedures.

 
14.4.7

Quality management in service businesses

Quality is as critical in the services sector as it is in the manufacturing sector. However, because services tend to be intangible, it is far more difficult to measure them. For example, how do you measure the service quality level of a hair salon? The customers’ perception would be the main variable in measuring quality standards.

14.5

PURCHASING POLICIES AND PRACTICES 

The purchasing function is defined as the process of obtaining materials, equipment and services from outside suppliers.

14.5.1

The importance of purchasing

The quality of a product is affected by the quality of the raw material used. Profitability is boosted when purchasing ensures timely delivery. If purchasing secures the best prices there is a cost saving. The importance of purchasing varies according to the type of business.

Many firms face make-or-buy decisions. Such choices are important for small manufacturing companies that have the option of making or buying components parts for products they produce. The decision to make or buy should be based on long-run cost and profit optimization, because it may be expensive to reverse. The business owner may opt to purchase products or services that are outside the firm’s area of specialisation, this is called outsourcing. 

Small firms can increase their buying power by joining cooperative purchasing organisations (often called coops).This type of arrangement allow smaller businesses to combine their demand for products and services with the goal of negotiating as a group lower prices and better service. The owner can also decide to use than one supplier when purchasing an item and this is called diversification of supply. The owner can also increase their buying power if they join cooperative purchasing organisations. 

14.5.2

Measuring supplier performance

Five attributes when assessing a supplier’s performance:

· Reliability

· Responsiveness

· Agility

· Cost

· Assets efficiency

14.5.3

Building good relationships with suppliers

To implement a policy of fair play and to cultivate good relations with suppliers, small business should try to observe the following purchasing practices:

· Pay bills promptly

· Give sales representatives a timely and courteous hearing

· Minimize abrupt cancellation of orders merely to gain a temporary advantage

· Avoid attempts to browbeat a supplier into special concessions or unusual discounts

· Cooperate with supplier by making suggestions for product improvements and or cost reductions, wherever possible.

· Provide courteous, reasonable explanations when rejecting bids and make fair adjustments in the case of disputes.

14.5.4

Forming strategic alliances

Some small firms have found it advantageous to develop strategic alliances with suppliers. This form of partnership enables the buying and selling firms to work much more closely together than is customary in a simple contractual arrangement.

14.5.5

Forecasting supply needs

Forecasting help with understanding where the business is going and the level of resources from personnel to capital funding that will be required. Forecasting techniques project what will happen based on what happened last year or last week or an average of several previous periods.

14.5.6

Using information systems

Nowadays small firms have greatly improved operational efficiency by using computers, new software and Internet links with suppliers and customers. 

14.6

LEAN PRODUCTION AND SYNCHRONOUS MANAGEMENT

Lean production is an approach that emphasise efficiency through elimination of waste. Most companies are widely adopting principles of lean production, an influential model that is fundamentally reshaping the way operations are planned and managed. Lean production makes elimination of waste a top priority. Consider the following:

· Defects are costly because they have to be repaired or scrapped

· Overproduction must be stored and may never be sold

· Transportation can be minimised by locating close to suppliers and customers

· Waiting can be wasteful because resources are idle

· Inventory in excess of the minimum required is unproductive and costly

· Motion, whether by product, people or machinery can be wasteful

· Processing itself is wasteful if it is not productive.

Synchronous management
It is a management approach that recognises the interdependence of assets and activities and manages them to optimise the entire firm’s performance. It presumes that the goal of the organisation and the definition of performance that flows from it is known and influences all decision making. 
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 Study the common methods for addressing bottlenecks and constraints in exhibit 21-3 in Longenecker, et al 2017:594).

SUMMARY

This learning unit examined the fundamentals of operations management and discussed the role of TQM as applied in the small business environment. Entrepreneurs need to be aware of the importance of operational processes that increase or decrease productivity. Purchasing management is part of the inbound side of the business and influences profitability directly. Entrepreneurs therefore need to manage the operational process with a balanced emphasis on customer needs and profitability. The next learning unit deals with managing the business’s assets.

Complete the assessments in the prescribe book. 
LEARNING UNIT 15
(Chapter 22 of Longenecker, et al 2017)

MANAGING THE BUSINESS’S  ASSETS

CONTENTS

Learning unit outcomes

Key concepts

Overview

15.1
The working capital cycle

15.2
Managing cash flows

15.3
Managing accounts receivable

15.4
Managing inventory

15.5
Managing accounts payable

15.6
Capital budgeting

Summary

[image: image101.png]


LEARNING UNIT OUTCOMES

Learners should be able to

1
describe the working capital cycle of a small business

2
identify the main issues in managing a firm's cash flows, 

3
explain the key issues in managing accounts receivable, 

4
discuss the key issue in managing inventory 

5
managing accounts payable

6
give examples of the types of capital budgeting decisions small business owners must 

7
describe the techniques commonly used in making capital budgeting decisions
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KEY CONCEPTS

●
working capital management

●
working capital cycle

●
cash conversion period

●
cash budget

●
lock box

●
pledged accounts receivable

●
capital budgeting analysis

●
accounting return on investment technique

●
payback period technique

●
discounted cash flow (DCF) technique

●
net present value (NPV)

●
internal rate of return (IRR)

OVERVIEW

Working capital management involves monitoring the flow of cash into and out of the business. This means managing short-term assets (current assets) and short-term sources of financing (current liabilities). The key issue in working capital management is to avoid running out of cash.

Small business owners need to devote most of their time to managing working capital which means managing all of the firm's short- and long-term assets effectively.
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Study Longenecker, et al (2017:600- 621)

15.1

THE WORKING CAPITAL CYCLE

Managing working capital is defined as the management of current assets and current liabilities. The working capital cycle refers to the flow of a business's resources through the cash, accounts receivable and inventory accounts. The key to working capital management is to avoid running out of cash. 
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Study the five steps in the working capital cycle in combination with exhibit 22-1 in Longenecker, et al (2017:601).

15.1.1

The timing and size of working capital investments 

Longenecker, et al (2017) discusses the chronological sequence for a hypothetical working capital cycle and illustrates the working capital timeline in exhibits 22-2) on page 602
15.1.2

Examples of working capital management

Examples of working capital management are illustrated graphically in exhibit 22-3 (Longenecker, et al 2017:603) accompanied by detailed calculations.

15.2

MANAGING CASH FLOWS

Cash is the blood of every small business, for without it, the firm will not grow or even survive, for that matter. Cash inflow and outflow are explained in exhibit 22-4 in Longenecker, et al (2017:609) and also distinguish between the meaning of revenue and cash receipts. Many small businesses make the classical mistake of regarding the two things as synonymous, which invariably results in a shortage of cash on hand. The difference between cash flow and net profit should also be highlighted. Extended credit to customers leads to uneven timing of sales revenue and cash receipts. Some cash receipts (e.g. bank loans) are not and can never be revenue.

Entrepreneurs should distinguish between net cash flow and net profit. The differences are listed below.

●
Net cash flow means the difference between cash inflows and outflows.

●
Net profit is the difference between revenue (income) and expenses.

Growth can soak up cash faster than it is generated from profits. The growth trap is particularly acute for small businesses. Think about an expanding/growing landscaping business. After receiving larger contracts, the entrepreneur buys new vehicles, expands his labour force and invests in technologically advanced equipment. His business is such that he relies on contracts. These contracts are normally not based on retainer business activities but more on ad hoc business. This could mean a once-off income injection after three months, but wages and instalments need to be paid monthly during the three-month period.

15.3

MANAGING ACCOUNTS RECEIVABLE

A critical part of managing cash is the small business's ability to collect accounts receivable quickly.

15.3.1

How accounts receivable affect cash

Selling on credit creates receivables and delays receipt of cash (e.g., for 30, 60, 90 or 120 days). Subsequent collection of receivables produces cash receipts. The growth of receivables therefore soaks up cash.

15.3.2

The life cycle of accounts receivable 

The life cycle begins with a credit sale. Longenecker, et al (2017: 610-612) discuss examples of credit management practices that may have a positive effect on a business's cash flow.

15.3.3

Accounts receivable financing

Pledged accounts receivable may serve as collateral at some banks. One option is to sell the accounts receivable to a financial institution (e.g. factoring). Accounts receivable have the basic advantage of an immediate cash injection into a business with a lack of working capital. However, bear in mind that the cost of this form of financing is relatively high.

15.4

MANAGING INVENTORY

Inventory management is based on the supply of and demand for a product. This management task is especially difficult in the sense that these two factors (supply and demand) are normally not controlled by management, but severely influenced by external factors.

15.4.1

Reducing inventory to free cash

The type of business, whether it is a service or manufacturing unit, determines the level of inventory needed. The emphasis should be on the optimal minimisation of inventory to decrease inventory-carrying costs.

15.4.2

Monitoring inventory

Inventory management starts with the identification of the content of inventory and also the time span of the inventory carried. The latest information technology has undoubtedly facilitated the whole process.

15.4.3

Controlling stockpiles

A larger amount of inventory is normally purchased in small businesses because of

●
unrealistic demand forecasts

●
satisfying the total market's demand

●
price consciousness

Entrepreneurs should therefore try to manage inventory in a balanced and cost-effective way.

15.5

MANAGING ACCOUNTS PAYABLE

An understanding of the interrelationship between cash flow management and accounts payable will help entrepreneurs to manage the latter. Note the following two elements which form the basis of the management of accounts:

(1)
negotiation – postponing the payment of creditors in emergency situations

(2)
timing – delaying repayment for as long as possible (see also exhibit 22-5 in Longenecker, et al 2017:616).

15.6

CASH CONVERSION PERIODS REVISTED

The cash conversion period is the time span during which the firm’s investment in accounts payable and inventory must be financed or simply the time required to convert paid-for inventory and accounts payable to cash. See the equation in Longenecker et al (2017:617). 

15.7

CAPITAL BUDGETING

Capital budgeting analysis is defined as a process that assists managers with long-term investment decisions. Such decisions may involve the construction of a new building or the introduction of a new product.

15.7.1

Capital budgeting techniques

The following capital budgeting techniques can help the entrepreneur to make sound investment decisions:

(1)
Accounting return on investment. This technique determines how many rand in average profits are generated per rand of average investment. Study the formula in Longenecker, et al (2017:619).

(2)
Payback period. This technique determines how long it will take to recover the original investment. Study the formula in Longenecker, et al (2017:620).

(3)
Discounted cash flow. This technique determines how the present value of future benefits from the investment compares with the investment outlay. You need to fully understand the meaning of the terms "net present value", "internal rate of return" and "internal rate of return", as explained in Longenecker, et al (2017:620).

15.7.2

Capital budgeting analysis in small firms 

Only a few small businesses really focus on a proper capital budgeting analysis. Instinct and intuition are the two inaccurate variables in the capital budgeting analysis. The following reasons are advanced to explain why small businesses generally neglect theoretically sound financial management methods:

(1)
Nonfinancial factors play a role, which means that a business's financial management is directly part of the entrepreneur's personal financial management.

(2)
Liquidity problems are present because of survival strategies.

(3)
Short-term cash flow difficulties are obstacles in long-term financial forecasting.

(4)
Keeping track of the finances of a small business is far more difficult than handling the finances of a publicly held company.

(5)
Net present value calculations are sometimes impractical when the entrepreneur is working on small projects.

(6)
The lack of financial management skills is normally a problem in small businesses.

Entrepreneurs should realise that every business decision has a long-term financial impact. An educated financial decision, based on the foregoing techniques, will decrease the general business risk levels.

SUMMARY

This learning unit dealt with the fundamental aspects of managing the assets of a small business. Working capital cycle management has to do with the way in which current assets and current liabilities should be managed. The critical financial management issue in small business is cash-flow management. This learning unit emphasised the fact that entrepreneurs need to understand the management of cash in a small business context. Accounts receivable, accounts payable and inventory form part of asset management, with specific emphasis on the affect they have on the firm's cash situation. The learning unit concluded with a discussion on capital budgeting and why entrepreneurs neglect capital budgeting analysis. The next learning unit deals with risk management.

Complete the assessments in the prescribe book. 
LEARNING UNIT 16 
(Chapter 23 of Longenecker, et al. 2017)


MANAGING RISK
CONTENTS

Learning unit outcomes

Key concepts

Overview

16.1
What is risk?

16.2
Basic types of pure risk

16.3
Risk management

16.4
Basic principles of a sound insurance programme

16.5
Common types of business insurance

Summary
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LEARNING UNIT OUTCOMES

Learners should be able to

1
define risk and explain its two dimensions

2
identify the basic types of risk

3
explain the steps in the risk management process and analyse how risk management can be used in small companies

4
explain the basic principles used in evaluating an insurance programme

5
explain the common types of business insurance coverage
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KEY CONCEPTS

●
risk

●
market risk

●
pure risk

●
risk management

●
real property

●
personal property

●
replacement value of property

●
actual cash value (ACV)

●
peril

●
direct loss

●
workers' compensation legislation

●
torts

●
reasonable (prudent person)

●
standard

●
compensatory damages

●
economic damages

●
noneconomic damages

●
punitive damages

●
proximate cause

●
personnel risks

●
risk management

●
risk control

●
loss prevention

●
loss avoidance

●
loss reduction

●
risk financing

●
risk transfer

●
risk retention

●
self-insurance

●
business owner's policy

●
named-peril approach

●
all-risk approach

●
insurance to value

●
coinsurance provision

●
business interruption coverage

●
commercial general liability coverage

●
medical payments coverage

●
key-person insurance

●
disability insurance

OVERVIEW

Various factors influence uncertainty in business

All enterprises function in a dynamic environment. Internal and external factors that influence the environment give rise to uncertainty about a venture's future course. This uncertainty increases when one endeavours to plan for the future. In general, planning commercial activities one month into the future is less uncertain than planning activities that must take place in five years' time.

Uncertainty about the future manifests itself to the entrepreneur as the risk that the realised financial results or the profit may deviate from what was anticipated. The greater the uncertainty is, the greater the chance will be of deviating from expected profits and the greater the risk for the owner of the business. We can therefore define risk as the possibility that the actual results will deviate from the desired results. The principle that usually applies in the business world is that if risk increases, the possible desired return also increases. The investor wishes to be compensated for the increased risk and uncertainty.
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Read Longenecker, et al (2017:627): “In the spotlight: South African business must wise up to cybercrime threat”.
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Study Longenecker, et al (2017:628-643)

16.1

WHAT IS BUSINESS RISK?

Risk is a condition in which there is a possibility of an adverse deviation from a desired outcome that is expected or hoped for Business risk is then the possibility of losses associated with the assets and earning potential of a firm.) An entrepreneur is a moderate risk taker and therefore responsible for managing all the risk possibilities in his or her business. There are two kinds of risk, as explained below:

(1)
Market risk is the uncertainty associated with an investment decision.

(2)
Pure risk describes a situation in which only loss or no loss, not gain, can occur. This is 
the only insurable risk.

16.2

BASIC TYPES OF PURE RISK 

Risk can be classified according to the following:

16.2.1

Property risks

There are two general types of property – real property and personal property. The value of the property can be determined by calculating the replacement value of the property or the actual cash value. Commercial property insurance typically values property loss at actual cash value of the damaged property and takes into account two primary features, namely perils and losses (discussed in detail in Longenecker, et al 2017:629).


16.2.2

Liability risks

The following are types of legal liability that may arise from business activities 

(Longenecker, et al 2017:629-633):

(1)
statutory liability (e.g. workers’ compensation liability)

(2)
contractual liability

(3)
tort liability

16.2.3

Personnel risks

Personnel risks are risks that directly affect employees, such as

●
premature death

●
poor health

●
insufficient retirement income

16.3

RISK MANAGEMENT

Risk management consists of all efforts to preserve a business’s assets and earning power. Exhibit 23-1 (Longenecker, et al 2017:635) indicates many of the risks on the road to success.

16.3.1

The process of risk management

Developing and implementing a risk management programme involves the following five steps:

· Step 1:
Identify and understand risks (e.g. damage at a plant).

· Step 2:
Evaluate risks in terms of their size and probability of loss.

· Step 3:
Select methods to manage risk through risk control and risk financing.

· Step 4:
Implement the decision.

· Step 5:
Evaluate and review.

16.3.2

Risk management and a small business

Risk management in a small business means the owner must actively and continuously manage the risk. Risks differ in several ways in large and small businesses. Take the example of an entrepreneur offering garden services. His core business assets consist of a vehicle, a lawn mower, a weed eater and small garden equipment. He has no insurance on his vehicle because of cash-flow constraints. What would happen if the vehicle with all the equipment were stolen? You are right – all business activities would cease.

A prudent small business owner will take time to identify the different types of risks that his or her firm faces and find ways to cope with them, using either one of the following methods:

(1)
Risk control involves minimising the loss through prevention, avoidance and/or reduction.

(2)
Risk financing focuses on making funds available for losses. This involves transferring or retaining the risk.
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Read Longenecker, et al (2017:637): “Living the dream:Using Technology”.

16.4

BASIC PRINCIPLES OF A SOUND INSURANCE PROGRAMME

Insurance is one of the primary means to transfer business risk. Because of cash flow constraints, small businesses usually have insufficient insurance. All entrepreneurs should be aware of the basic principles of a sound insurance programme.

Three basic principles should be followed in evaluating an insurance programme:

(1)
Identify the business risk to be insured (e.g. a motor vehicle).

(2)
Secure insurance coverage for all major potential losses.

(3)
Consider the feasibility and affordability of insuring smaller potential losses.

Requirements for obtaining insurance are as follows: the risk must be calculable; the risk must be high (e.g. the crime rate in Gauteng, South Africa); the insured property must have commercial value; and the policyholder must have insurable interest in the property or person insured.

16.5

COMMON TYPES OF INSURANCE

The following are common types of business insurance as discussed in some detail by Longenecker, et al (2017:638-):

16.5.1

Property and casual insurance

It includes:

· Property insurance

· Public liability insurance

· Motor  insurance 

· Employers’ Liability insurance

· Commercial crime insurance

· Commercial insurance and package policies

· Miscellaneous policies 

16.5.2

Life and Health Insurance

It includes:

· Health insurance

· Key-person life insurance

· Disability insurance

SUMMARY

This learning unit dealt with risk and explained how entrepreneurs can manage it. All South African entrepreneurs, no matter where they reside in the country, face severe risk possibilities. South Africa is especially known for its high crime levels. Entrepreneurs should therefore acknowledge the different types of risk and also understand the methods and options in hedging themselves against risks.

Complete the assessments in the prescribe book. 
Q	= number of units manufactured and sold


FC	= total fixed cost


V 	= variable cost per unit


P 	= selling price per unit


Qb	= break-even quantity


PQb 	= break-even in rand (R) value








�This chapter has changed completely because the sections in the new book have changed. So can you please look carefully at this chapter.
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