Economic Environment of Business – lecture 3 – Notes

The Problem: Setting up a business and securing long term business survival - can it be planned?

You wake up one morning ready to face another day of grind. You work all day for someone else to take the benefits. Why?

You have an idea - it's been filtering through your brain for many months now, but being brave enough to do something about it is another matter. Perhaps now the time is right. The market is there, the idea is there... You just need some time and planning to get it up and running. At last, you will be free to pursue your own life, to be in control and to reap the rewards of your hard work.

Many people go through this scenario before finally taking the plunge and setting up their own business. That the task is hard work is not in dispute, but many business people are prepared to do the work to make the business a success. Working hard, though, is not enough. Sometimes you have to work 'smarter' rather than 'harder'. 

Those initial pangs of optimism and excitement can soon be replaced by anxiety and problems as the realities of running a business start to kick in.

The Insolvency Helpline has identified a number of factors that can be looked at to predict the possibility of business failure. These include failings of the management - bossy managers who do not listen, laziness and poor communication - expanding too quickly, poor planning, ignoring problems and weak credit management being just some of these factors.

What can businesses do to help predict and plan ahead for the problems that arise? Is there anything they can do and to what extent is sound business planning the key to avoiding financial meltdown and eventual insolvency?

Or is it the case that the thicker the business plan, the less relevant it will be?

Many people start out with the intention of setting up a business to make it a success. There may be a variety of reasons for starting a new business - making some money might be one, but there are other reasons as well such as the challenge, the desire to take responsibility and control of your own future and so on.

.


Business closures can occur at any time and for many reasons. Success is not always as easy to achieve as many would like to think!.

The reality is that many businesses do not survive for any length of time. In 2005, 18,122 business closed, according to company data firm Experian. Small business failure rates can be anything from 20-30% within the first year. 

The factors that influence the success or failure of a business can be very varied. This resource will outline some of the factors that lead to success and in the second in this series will look at some of the factors that can cause failure.

We will also look at what we mean by 'business success' - it can mean different things to different people.

Designing a Business Plan

Understand the Need for a Plan
Without a clear strategy and long term objectives you may be reducing your chances of success and so it’s important to commit time to plan ahead. Having put in time, energy and resources to come up with the ideas, why spoil it all by not having a structured plan for the future? The benefits of business planning cannot be underestimated. There are some potentially business-changing reasons to prepare a Business Plan. You must view planning as a crucial investment of your time, which could mean the difference between success and failure.
Don’t Go It Alone, Ask For Help
Picture this. You've never written a Business Plan before; you sit down at your table and end up staring at a blank piece of paper for 3 hours! Then, another 3 hours later, all you have is a bin full of scrap paper. However, in order to help you put a plan together there are a variety of sources of help you can tap into:
Professional advisers 

Business colleagues 

Advice agencies 

Your staff 

Books 
Follow a Framework
Having a framework or outline to follow can make the task of writing a Business Plan so much easier. The 3 parts to your Plan are: 

Where you are now 

Where you intend to be 

How you are going to get there 

This is your framework which will guide both you and the reader through your business and your idea.

Tell the Reader Where You Are Now
In your first section you want to paint a picture of where your business is now. These are the main areas to cover:
Business history 

Location and premises 

Your product or service 

Your market 

Your customers 

Your competition 

Your staff 

Equipment 

Provide an insight into each part of your business so that the reader of your Plan knows how the business looks now. Obviously if you are just starting up, give an idea of how you see these parts of your business once you get going.

Tell the Reader Where You Intend To Be

Having given an overview of your business, the next step is to tell them where you want to be. The main points to cover are:
Your objectives and goals 

State what you want from the reader - a loan or overdraft for example 

Explain why you need and what it will be used for 

Tell the Reader How You Are Going To Get There
It’s all very well promoting your idea and business but the important point to put over is how you are going to get there. Here are the key points to cover:
Marketing plan 

Additional resources needed to meet your objectives and goals 

Your contribution in terms of cash or equipment 

Security you can offer to support a request for finance 

Profit and loss and cash flow forecast to show that you plan to make money and that you can pay back the loan 

Provide Some Supporting Information
Your Plan will have contained a lot of information, so it is helpful to include supporting documentation to provide more background. Placing these additional items as an appendix ensures that the flow of the Plan has not been affected by additional information.

What sort of items could you include? 

Letter of support from your Accountant 

Confirmation of pending orders from customers 

If you are purchasing a property, you could include the sales particulars 

Independent industry surveys showing that your sector is doing well 

If you are buying machinery, include quotations 

If you business’s main asset is you, include your CV! 
Ask Someone to Review It
When you are totally immersed in a task you can easily miss obvious mistakes. Ask someone to review your Plan to ensure there are no spelling or grammatical errors - don’t rely on Spell Check! Does it all make sense? Have you been logical in your arguments?
Get the Presentation Right
After having spent a lot of time and effort on the content you don’t want to spoil it all with poor presentation! Here are some tips:

Get the Plan typed; it will make it look more professional 

Make sure all the papers are clean and that there are no dirt marks or coffee stains! Buy some good quality paper 

Purchase a classy folder or binder to put your Plan in (paper clips or staples may not portray the right image!) 

Don’t forget to include all your contact details 
Deliver Your Plan to the Reader in Time
Once you are satisfied that your Plan is a good representation of your business you can post it but ideally you should deliver it, at least you know it has got there! Prior to a formal interview (if your aim is to obtain finance) you need to give the Manager time to read your plan. Ask to make an appointment with him in 3 days so he has time to read it.

Enclose a covering letter saying that you have made an appointment and your Plan is attached for him to review and to prepare any questions.

 All that remains for you to do is to turn up at the agreed time and present your case!

Defining Business Success

Now that you have spent some time looking at what you think business success is about, let us spend some time looking at how businesses themselves might define success. 

The first and most obvious measure of success is looking at profit. Profit is the difference between the total amount received through sales (total revenue) and the total expenditure on selling those products (total cost).

Profit = Total Revenue - Total Cost (Π = TR - TC)

TR = P x Q sold

TC = Fixed Costs (FC) + Variable Costs (VC)

The basic definition above is fairly simple but it can hide a number of different problems that you need to be aware of. A firm might represent profit in different ways. There is gross profit, net profit and profit margins and it is important that you are aware of the differences between these three terms.

Let us use an example based on a typical local newsagent as an example to illustrate the differences.

Gross Profit

The newsagent sells 100 copies of the Sun newspaper each morning. You want to calculate what the profit will be on this. The newsagent buys the newspaper from a distributor for 10p each. They sell them to customers for 25p each.

The daily cost of buying the newspaper from the distributor therefore is 10p x 100 = £10. The weekly cost will be 7 x £10 = £70.

How do we calculate the gross profit on the sale of newspapers at a newsagents? Copyright: Adam Ciesielski, from stock.xchng.

You sell each newspaper for 25p. The total revenue from sales is 100 x 25p = £25. The weekly revenue is £25 x 7 = £175. We can now calculate the gross profit. The gross profit is the total revenue minus the cost of sales - the cost of acquiring the newspapers or making the products in a more general case.

1. Return on Capital Employed (ROCE)

This is an accounting measure of success. It looks at how a business uses its capital to generate profit. An example helps to see what we mean by this.

Consider two different but identical firms, A and B. Both have identical assets (capital - equipment, machinery, buildings etc.) worth £100,000. At the end of 2006 Firm A makes a profit of £5,000 while Firm B makes a profit of £25,000.

Which is the most successful firm? The logical answer, of course, will be Firm B. It seems to be using its assets far more effectively to generate profits compared to Firm A. In reality, though, firms producing similar goods do not have identical assets, so it is difficult to compare their success in using these assets. This is the reason why we use ROCE to help us compare.

There is a formula that we use to do this. It is:

ROCE = Profit/Capital Employed x 100

You will see different measures of profit used and slightly different ways in which the formula is written because of this but don't worry the basic principle is the same whatever measure of profit we use.

Now let us use this formula to illustrate how it helps us compare.

Assume two firms as before. Firm A has capital assets worth £10 million and makes a profit in 2006 of &pound 2.5 million. Firm B is a much smaller firm with capital assets of £1.2 million. It makes a profit in 2006 of just £400,000.

Which is the most successful firm? In terms of the profit made, Firm A looks to be the favourite but if we use ROCE we might get a different picture. In each case, use the formula to calculate the ROCE for Firm A and Firm B.

 Task

Choose TWO businesses - they can be from the same market or from different markets. Try to find as many of the different measures of success as we have covered as possible. Note that you will not be able to find everything - finding out the profit margin of a business, for example, is unlikely as many of them like to keep this sort of information a closely guarded secret.

Write a report no longer than 1,000 words (about two sides of typed A4 paper) comparing the success of the two businesses.

You should base your judgements on their success on the various measures we have looked at. Which of the two businesses do you think is the most successful and why?
.
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Which businesses will you choose and how will you measure their success?

When writing up your report, make sure that you make it clear what measures of success you have looked at and why. Use an appendix to attach all your evidence that you have collected so that your 1,000 words to full effect

Maybe some businesses can grow by using a new unique selling pint?

What does Fair trade mean?

Many farmers struggle to earn enough to keep their families, let alone to plan for a better future, because the world trading system keeps them poor. Fairtrade works by giving small-scale, vulnerable producers a secure, guaranteed price which covers the costs of production. This gives them the security of knowing that they can plan for their future.

Divine and Dubble carry the Fairtrade Mark. This is an independent guarantee from the Fairtrade Foundation that the chocolate is made with cocoa beans bought under internationally agreed Fairtrade terms and conditions. These include a guaranteed, secure price above the world market price for cocoa, an extra social premium payment, long term trading contracts, decent health and safety conditions and a commitment to support for community programmes aimed at empowering farmers to increase their abilities to be self sufficient.

Every tonne of cocoa bought from Kuapa Kokoo is purchased under internationally agreed and independently verified Fairtrade terms. The world market price of cocoa has fluctuated widely in the last few years. The Fairtrade price is guaranteed at $1600 per tonne, plus an additional $150 social premium. At those times when the world market price is above that level, the Fairtrade price rises accordingly; and the $150 per tonne premium is still paid. 

We are proving that fair trade is a credible, viable way to trade and reinforce this message through knowledge-sharing with farmers, manufacturers, wholesalers, retailers and governments.

For the UK consumer Fairtrade is about being able to make the choice to take part in a dignified trading relationship. Buying Fairtrade is a very simple choice, as Mr Ohemeng, Managing Director of Kuapa Kokoo points out:

"We all have to go shopping, and Fairtrade is just going shopping with a bit of respect." 

Visit http://www.fairtrade.org.uk for more info.

