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Finance 1. Assessing the Financial Viability of Your Business

As part of the initial planning of any new business it is essential to consider whether the business is capable of making a profit and be able to measure the potential profitability.  Estimating the potential profitability of your business relies on market assessment information (see market assessment handout). The potential demand for the product or service in the market place is important in assessing the potential pricing for sales and the likely income from each business transaction. 

You do not need to be an accountant, but you need a basic understanding of some financial terms and concepts to enable you to plan and to manage the financial aspects of your business. As in many professions accountants use a variety of different terms for the same things but if you understand the basic concepts you can always ask someone what they mean by a particular term. For example the money due to a business from its customers could be called by several terms, including “income”, “revenue”, or “turnover”.

In the simple case of a business selling only one type of product you need to calculate the profitability of the business concept. This means that you should produce an estimated trading & profit & loss account for a period of trading (see below for Example 1). The “trading” part of this is the calculation of the sales income less the direct costs relating to those sales. That calculation produces the Gross Profit for the period of trading. The “profit and loss” part is the Gross Profit less other costs of running the business in that period of time.

It is always useful to show items in the calculation as a percentage of sales income, since it makes changes in individual parts of the calculation more obvious than they would be just from the financial figures. Cost of sales should include all direct costs, such as costs of producing the goods sold, or the costs of employees providing the service sold to customers. Most of these costs should be variable costs moving up in amount proportionately to any increase in sales income. Therefore you would expect the Gross profit to be a similar percentage of sales income at any level of sales. 

Example 1: Profit and Loss

	                                                                                          £

            As % of sales income

SALES INCOME



           1,000



 100%

COST OF SALES




  600


   
  60%

   GROSS PROFIT (CONTRIBUTION OR MARGIN)
  400


   
  40%

   OVERHEAD COSTS OF THE BUSINESS
              300


   
  30%

   NET PROFIT / (LOSS)


            £100 


               10%


The Gross profit is sometimes referred to as the “Contribution”, since it is the amount that the trading operation of the business contributes towards the other expenses (or overhead costs) of the business as a whole. Obviously, if a business has several different products or services, the Gross profit, or contribution towards overheads, may vary for the different streams of trading income. 

The example shown above is now shown as column “A” in example 2 over the page.  Columns “B” and “C” have been added as examples of how the estimated trading & profit & loss account might vary. 

Example 2: Profit and Loss

	A
B
C
£

£
£
SALES INCOME 
1,000
1,000
1,000
COST OF SALES
  600
  800
  600
GROSS PROFIT (CONTRIBUTION OR MARGIN)
  400
  200
  400
OVERHEAD COSTS OF THE BUSINESS

  300

  300

  400

NET PROFIT / (LOSS)
   100

  (100)

      0




Column “B” shows how a 33% increase in cost of sales can result in a 50% reduction in Gross Profit. Since the reduced contribution of £200 is insufficient to cover the overheads of the business (which are still £300 as in “A”) this results in an overall loss for the business of £100 as opposed to the profit of £100 in column “A”. Thus it can be seen that the increased cost of sales, although still making a contribution of £200 takes the business as a whole into a loss making position for the period. 
Column “C” shows the same cost of sales and contribution as in column “A” but a 33% increase in overhead costs which means that the contribution of £400 only equals the overheads of £400 so that there is neither a profit nor a loss for the business as a whole in this accounting period

The assessment of the financial viability of the business for the initial business plan means that you have to use the market information and your estimates of the resources needed to run the business in as accurate a way as possible. It might be helpful to ask yourself the following questions to work out your businesses potential profit and loss.
Profit and Loss Key Questions

	· What are the minimum overhead costs to run the business effectively?
· What volume of sales can you expect to make?
· What price will the market accept for your product or service?

· What percentage contribution or margin do you expect to make based on your anticipated sales price less the direct cost of sales?


Any estimates you may make answering the above questions might be significantly different in the start-up year compared with the second year of business since it may take time to build up sales levels and there may be some one-off initial costs (eg. for product development). 
For further help with estimating the costs of your business you can read the ‘Assessing the costs of your business’ handout. You can also access a range of enterprise support at BU. Why not attend the START business support programme and learn top tips for starting up in business or you could join ‘Business Mania’ the BU student entrepreneur’s society.

To find out full details of the enterprise support on offer at BU contact Rhyannan Hurst at rhurst@bournemouth.ac.uk or on 01202 961511.
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