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Type of finance

Use of finance

Cost of finance

Overdraft — this is an arrangement with a bank where
a business will be able to withdraw more money
from its bank account than it actually has. The
amount of the overdraft may vary on a dally basis as
money is paid into and taken out of the account.

Usually used to help the business
overcome a short-term shortage of funds,

Interest is charged on the daily amount of
money which the business owes to the
bank.

Trade credit — when a business sells goods it
sometimes allows its customer to take the goods
away without paying for them immediately. The
goods will have to be paid for within an agreed
period of time.

This source of finance allows a business to
sell the goods before payment for them is
due. It helps businesses which have a
temporary shortage of funds.

The period of credit is usually interest-
free.

Factoring — a system of selling off debts to another
company.

This source of inance is used mainly to
help business manage its cash flow.,

The debts may have to be sold at slightly
less than their current value.

Retained profit ~ profit which is made by the
business but which is kept back for its own use.

Retained profit may be used o help
finance the purchase of many things which
could include equipment, premises and
even a research and development
programme into new products.

There is no cost involved as the business is
using its own money. However there is a
an opportunity cost involved as once the
profit has been used it cannot be used for
something else, eg payment of increased
dividends to shareholders.

Sale of assets — selling off and turning into cash
something which the business owns. The assets
which are sold may not be needed any longer by
the business.

This source may be used to help finance
the purchase of equipment.

No cost involved other than the
opportunity cost of not being able to use
the asset again,

Bank loan — an amount of money borrowed from a
bank, usually-for a stated purpose. In some cases,
the bank may want to take a security over an asset
in case the money is not repaid. The loan is usually
for a fixed period of time.

This source may be used to help finance
some form of business development or the
purchase of new equipment. It may also be
used to help a new business start up,

The money which has been borrowed has
to be repaid together with interest.

Lease — a method of obtaining items for a stated
period of time. At the end of the lease the items
return to the owner. This source is ideally suited for
items which have a relatively short life because of
the amount of use or developments in technology
or where the items are very expensive.

Company cars, larries, computer
equipment and buildings such as factories
are examples of items obtained through
operating leases. Many shops operate from
leased premises. Leased goods are not
owned by the user.

Monthly or annual payments have to be
made for the right to use the equipment.

Hire purchase ~ a system of obtaining items in
return for a monthly payment over a given period
of time. The items do not become the property of
the user until the final payment has been made.

Company cars, lorries and computer
equipment are examples of items obtained
through hire purchase.

A deposit has to be paid followed by
monthly payments which may include an
interest payment.

Grants - an amount of money usually made available
for a specific purpose by the Government and/or
local councils.

Factories, costs of training of employees in
new skills or the purchase of new equipment
can sometimes be financed by grants.

Grants do not usually need repaying. The
finance obtained from a grant usually has
to be used for a specific purpose.

Owners’ investment - the existing owners of the
business may invest more money.

This source may be used to help pay for a
major business development such as a
take-over of another business or pay off
some long-term debts.

There is no cost.involved to the business.
The ownership structure of the business
may change.

Mortgage - a very long-term method of borrowing
money which requires some form of security.

The finance is used to help fund the
purchase of property.

The money which has been borrowed has
to be repaid together with interest.

Taking o new partner — partnerships can obtain
additional finance by selfing off part of the business
to a new partner,

A new partner may bring new skills to the
business. The finance that the partner
brings may be used to buy new equipment,
premises or buy another business.

The new partner will have a say in the
running of the business and will be entitied
to a share of any profits.

Share issue — a source of finance used by limited
companies to raise finance in return for a ‘share’ in
the business,

Finance raised from a share issue may be
used to fund a major business
development such as a take-over or
extension 1o 2 factory.

Dividends may have'to be paid on the
shares and each share represents part
ownership of the business. Shareholders
are entitied to have a say in the running of
the company.

Debenture ~ a long-term joan which is usually
secured against an asset. The loan is normally for a
fixed period of time,

This source of finance may be used to
finance the purchase of some new
equipment.

The money which has been borrowed has
to be repaid together with interest. =~ -

Table 3.7 Type, use and costs of finance
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Tenindi Lid publish games played on computers. They sell these games on CD dises. Each dise
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The Businesses Plan

What is a Business Plan?

A Business Plan is a document that gives an
overview of a business - a reader of a
Business Plan will know what the business
does, how it does it and what it intfends to do
in the future. For an existing business it
helps allocate resources properly, and make
good business decisions. For new businesses
the Business Plan, is a road map, setting out
the business idea.

Why prepare a business plan?

e To find out about the market place —a
business plan should contain market
research covering cusfomers and
competition.

e«  To set out or plan the business idea -
the business plan will show what
business does, how it does it, and what
it intends fo do. It should show how
goods will be produced, where supplies
will be bought from, how much will
products be sold for.

e  To monitor performance - as it sets out
what the business is trying to achieve,
the business plan will allow checking
whether these objectives are being
reached, and point out when and where
action should be faken if they are not
being achieved

»  As part of the capital raising process -
it tells potential lenders and investors
what the business does, what it will do
with capital invested, and how it intends
to repay borrowed money

Who uses a business plan?

+  Potential Entrepreneurs - The main user
of a business plan, especially*in a small
business, is the business owner(s). If the
business plan is one for a potential,
rather than an existing business, then the
preparation of the business plan helps
ensure that the business opportunity has
been investigated fully. Potential
entrepreneurs often jump in feet first
without considering many, if any, of the
potential pitfalls of their business.
Preparation of a complete business plan,
makes these business people stop and
think - who are my customers, who are
the competition, what am I really trying
to achieve? And so on.

. Business Owners - For an existing
business the preparation of a plan allows
the owners to examine where they now,
where do they intend to go, and how do
they get there. It points out the
businesses strengths and weaknesses, the
objectives and the means to achieve
these objectives.

« Lenders - Potential lenders and investors
will also use a business plan. It is a must
have, for a visit to the bank manager, who
will need to examine in detfail the
potential of a business before any loans
or overdraft facilities are offered.

Business Plan Exercise. List 6 things that
should be included in a business plan (other
than name and address of business owners). If
you think about the different areas of
business that you have studied this should be
pretty straightforward.

v



Title Business Plan

The Parts of a Business Plan

Statement of Purpose and Business

Information - a business plan should start

with information that identifies the business

and its owners and a statement of purpose

for the business plan. The statement should

describe:

e Name of company

e  The ownership of the business and the
legal structure

o List the skills and experience the
owners bring to the business.

. Location '

e  Purpose of business

»  the amount and type of loan required

e  the amount of money the owners are
putting in

«  the purpose of the loan

Marketing Plan and market analysis - Any

potential lender or investor will be interested

in who or where the new market is, why they

buy the product/service, who is the

competition, whether it is a growth or static

market efc.

»  Discuss the products/services offered.

e  Identify the customer demand for the
product/service.

o  Identify the market, its size and
locations - based on market research

«  Explain how the product/service will be
advertised and marketed.

«  Explain the pricing strategy.

Financial Analysis - the financial section

contains the financial details of the business.

«  The source and the amount of initial or
existing capital.

e The amounts of finance required

¢ Monthly cash flow for the first year.
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+  Projected Profit and Loss Accounts and
Balance Sheets

¢ The break-even point. .

Operations and production - this will cover

the day to day management structure of the

business, the methods of supply or

manufacture of the product - this is what we

do, this is how we do it.

Human Resources -Explain how the business

will be managed on a day--to--day basis.

e  Hiring and personnel procedures.

«  The equipment necessary to produce the
products or services.

«  Production and delivery of products and
services.

Concluding Statement - an overall summary of

key points, The appealing factors of the

business, the strengths of the business,

reminders of the objectives and how they are

to be achieved

So we can see from the above, that a good
Business Plan is a comprehensive document,
looking at all parts of a business. If prepared
with care it is useful for raising finance,
planning ahead, and managing a business.

Exercise.

Sunil and Surjinder wish to set up a business
importing a range of sports goods and clothes
from China. They are both business graduates
with 2 years experience in retailing, Sunil
worked for Debenhams, Surjinder for Next.
They have visited China and have established a
number of contacts with manufacturers, from
which they bought samples, and fixed prices.
They have thought about how to market the
goods, and have decided to sell through an
internet shop and through auction sites. A
cousin will set up the web shop, and they have
arranged warehouse space in Walthamstow.
They have a sales target of £100,000 in the



Title Business Plan

first year with a net profit margin of 30%,
they expect to double this turnover in the
second year. Sunil will be responsible for
buying, Surjinder for marketing. They have
£25,000 to invest, and are looking to raise
another £25,000. Draw up a business plan
based on this information. As a potential
investor what further information would you
require before you made a decision on
whether fo invest?



® A Cash Flow Forecast is a form of budget
® This is a VERY important business document

@& [t will show when cash is expected to flow into and out
of a business over a period of time

Inflows are
money received
from customers

and other sources

money paid fo
suppliers

Cutfiows are E

Banks can see how maoney is
flowing in the business.

Businesses can
decide if they
need to invest
‘more or less

The business can

- also plan to see if

they can cut costs

or increase
revenLs

Businesses can decide whether
they want 1o expand or shrink

© Business Studies Guline: Siide 2 J
€ A business cannot survive without cash

@ Think of a business as a bath without a plug

@ The business must make sur
cash availabie

= Eg the bath should never be allowed to run empiy!

e that there is always

& Businsus Studies Oniine : Blide 3
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Title Cash Flow

If a business has a cash flow problem (a
shortage of cash), or predicts it will have a
cash flow problem in the future, it needs to
work out the best way of solving the problem,
that is it needs to find the best way of getting
the necessary cash

Cash flow problems can be short term, lasting
just a few weeks or months, - perhaps
happening while a business waits for payment
from a debtor, or they could be long term,
lasting for many months while a business builds
up it's frade, or waits for returns on
investment in research and development.

Solutions to Short Term Cash Flow Problems

Overdraft from the bank. An overdraft is a
form of bank loan. A business becomes
overdrawn when it withdraws more money out
of its account than there is in it. This is often
a cheap way of borrowing money, as once an
overdraft is agreed with the bank, the
business can use as much of the overdraft as
it needs at any time, up to the agreed
overdraft limit. But the bank will of course
charge interest on the amount overdrawn, and
will only allow an overdraft if they believe the
business is credit worthy. A bank can demand
the repayment of an overdraft at any time.
Many businesses have been forced to cease
trading because of the withdrawal of
overdraft facilities by a bank. Even so for
short term borrowing, an overdraft is often
the ideal solution, and many businesses often
have a rolling (on going) overdraft agreement
with the bank. This then is offen the ideal
solution for overcoming short term cash flow
problems, e.g. funding purchase of raw
materials, whilst waiting payment on goods
produced.
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Buying on Credit. This creates creditors, If
a business, which sells shoes, buys on credit
from Clarks' Shoes, it may not have to pay
Clarks for a month after delivery. This means
it could sell the shoes at a profit, and have
the money at the end of the month to pay its
bill to Clarks. Extending a credit period will
help short term cash flow, this could be done
by delaying paying bills for an extra 14 days,
meaning there will be more cash in the bank
for this period. Unfortunately this type of
action may upset a businesses suppliers, after
all they have their own cash flows to think of!
The next time the business wanted credit
from a supplier they had been very slow in
paying in the past, they may be turned down!

Chase Debtors. If a firm is in immediate
need of cash it could chase its debtors for
repayment. This may involve giving discounts
for early repayment. Chasing debtors for
early repayment may lead to long term loss of
trade, as the debtors may buy from another
business next time, but it can be an effective
method of solving short-term cash flow
problems.

Long Term Cash Flow Problems.

There are a number of possible solutions to
long term problems. The firm could

o Raise More Owner's / Shareholders'
Capital

. Bank Loan.

 Leasing assets

. Hire Purchase

«  Selling Assets

For full explanations see the section on
business finance

e}
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1. When predicting future cash flows which of
the following should be considered?

1. The expected level of inflation

2. The need to purchase new fixed assets

3. New competition entering the market

6. A firm has an opening balance in J uly of
£3,600, total receipts for J uly are
£6,700 and total payments are £10,100.
On the lst of August the firm receives a
final tax demand for £1,700. Does the

firm have the cash available to pay the
A. 1only tax man? No ar Yes
B.land 3
C.12 and3

7. Short term cash flow problems may be re-
solved by?

A. Increasing overtime to increase output

B. Appointing a debt factor, to manage debt-

2. A cesh fiow forecast predicts a potential
negative balance of £2,000 for 2 months, -
before returning o a positive balance.

ors
Which of the following methods could be
used to fund this? ' 8. A firm hes a negative opening balance in Ay~
A. Bank Loan gust of -£3,700, payments by debtors
E. Sale and lease back of essets over the month are £5,200, cash re-
C. Overdraft

ceipts are £6,700. Expenses are 10%
more than the predicted £9,500. What

3. Which of the following is a reason for com- will be the opening balance for Septem-

paring predicted cash flow with actual cash

ber?
flow? A.-£1300
A. To arrange an overdraft B. -£2250
B. To improve future financial management ¢. £5150

C. To calculate profit or loss 9. A firms opening balance for J anuary is

£47,000, its closing balance for J anuary
£39,500. Total receipts for the month
were £67,800. What were the total out-

4. Which of the following can cause actual cash
tlow to differ from predicted cash flow?

A. An increase in valuation of fixed assets goings for January?

B. An increase in depreciation provisions A. £7500

C. An unexpected increase in cost of raw mate- B. £154 300

rials C.£75.300

5. Net cash flow is caleulated by?

A. Adding opening balance for the period to re-
ceipts for the periad.

B. Teking total expenditure for o period from
fotal receipts for the same period

Copyright A Level of Achievement




4 Exsmines

Bella makes and sells umbrellas at her own shop. She has forecast the following sales for the last
six months in 2002 ‘

Jaly August September Oetober November December
£1000 £1000 £3000 £60060 L9000 £6000

The umbrellas are sold for cash and by credit card, On average Bella expects 530% of her sales to

be m cash and 50% by credit card.

Bella pays for her muterials in cash in the month after her sales to customers, The cost of materials
is half the value of the sales.

Bella has been asked to draw up her cash flow forecast for the final three months of the year.
fa)  Use the information above to help vou complete the cash flow forecast, 161
Belta’s Cash Flow Ferecast, October-December 2007

There are six entries to complete. Enter the ficures in the shaded areas.

October November December
£ £ £

RECEIPTS

Cash 30001 , 3000

Credit card 3000 4300 3000
TOTAL IN OO0 G000 00
PAY MIERTS

Materials IS00L e 4500

Wages 13006 1500

Rent 00 500

Electricity {1 500
TOTAL OUT 3500 FOU0

NET CASH FLOW 2500 0 O

OPENING BANK BALANCE 4000 RO0
CLOSING BANK BALANCE 406000 2000 |




(b}

A

Discuss two ways in which Bella can improve her projected cash flow situation. {6]

Turn over,

Examiner
onty
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Janine has decided to set up a business making old fashioned boiled sweets from her kitchen, She
has found that the owners of shops in the holiday resort of Abergurig are keen to buy her sweets,
She does not have enough money to set up and run the business so she must ask her bank mannger
for a loan, The bank will want to see Janine’s business plan and cash flow forecast. Below is

Janine’s cash flow forecast for the early months of her business.

JANINE'S CASH FLOW FORECAST FOR APRIL - OCTOBER 2004

April May June July Aug Sept Oct
£ £ £ £ £ £ £
Receipts
Turnover 600 800 1100 1800 2200 ] 2
Payments
Ingredients i) 120 150 210 240 130 300
Wages 600 600 600 600 600 600 600
Flectricity 200 2030
Business rafes 900
{nsurance 20 20 20 20 20 20 20
Total Payments 1590 T4 a70 §30 860 970 920
Net cash Tlow =906 160 130 470 1340 a0 ~320
Opening bank balance { -590 | 830 ¢ =700 270 1610 1640
Closing bank balance -850 830 ~ 700 270 1610 1640 1420
‘) {1y What is a cash flow forecast”? 2
(i) Suggest one way in which it might be useful to a business such as Janine's, 1

Fxamin
enly

Arfoin

REE



Fiaminer
oitly
Avhalwr
(#)  What is meant by the term turnover”? i
{¢)  Calculate Janine’s expected turnover for October. (Show your workings.) {21

(d) Janine has decided to try to improve her expecied cash flow position. Qutline ways in which
she may achieve this and discuss whether or not each is likely to make her position better.

(8]

Turn gver.
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Company Accounts

What are accounts?

Accounts are the financial records of
businesses, and there are two types of
account that should to be kept by firms.
The first is the Profit and Loss Account,
(sometimes called The Trading and Profit
and Loss Account), the second is the
Balance Sheet.

Why Keep Accounts?

All businesses, even the smallest, should
produce a set of accounts at least every
year. Without a set of accounts, it is

impossible to know how well the business is
really doing. Questions such as: How much
profit is being made? Where does the
money go? What exactly do we own? Who
owes us money? can only be properly
answered if the business keeps accounts.

When studying Business at GCSE we need to
be able to examine and complete some
simple accounts and comment on them. By
commenting we mean saying how well the
business is doing from the information in the
accounts. The maths used in accounts is not
difficult, and there is only one simple
formula to learn. So do not worry. But
before we get stuck into analysing how well
a business is performing, we must first get
to grips with the structure of both Profit
and Loss and Balance Sheets.

1
i



YEAR 11 BUSINESS STUDIES FINANCIAL ACCOUNTS

Profit and Looss Statement
For Lou Pale, year ending 31.08.04

~Opening Stock L 100
Purchases 100,000
100,100
- 00
100,000 =

Less Closing Stock

Ith
m

; ross profit
LESS Expenses

Salaries -




Laurie Driver runs a small hauloge firm
that picks up and delivers goods for
other businesses. She hos just brought
you her incomplete trading, profit and
loss account.  Can you help her to
complete the document su that Laurie
knows how much profit she has mode?

She knows that she made o total of

2,500 deliveries, for an average price of
£3000 each

Enter the figures into fhe document.
Mcke sure you press emter for each
entry {the box will furn yellow) before
clickihg on “Check My Answers™

Shart Again %&:‘hamﬂs. Mg B

Sam Witch runs o small catering firm that
delivers sandwiches fo local businesses. He
has started to complete his frading, profit
and loss occount but he ismt sure how to
finish it, He knows that you are doing
business studies so asks for your help.  Con
you help him fo complete the document so
that Sam knows how much profit has been
made?

He knows thet he made 2,000 deliveries,
receiving an average £10 for eoch one

Enter the figures into the document. Make
sure you press enfer for each enmfry (the
box will furn yellow) before clicking on
"Check My Answers”

nsrsoniey

Start figain

T e e

heok My Answers

Bazfiness Bindte Gdbm







