[image: image1.jpg]



[image: image2]
[image: image1.jpg]

Finance 2. Assessing the Costs of Your Business

In the ‘Assessing the Financial Viability of Your Business’ handout, it was explained that the costs of a business can be considered in two parts, first the direct costs relating to sales and second the overhead costs of the business. 
In order to estimate these costs accurately it is necessary to list all the different costs for the business being assessed. There is always a danger of overlooking some category of costs in doing this exercise. One way to reduce the chance of this is to access the HM Customs and Revenue website. They publish information about different types of businesses, and what they expect on average to be the profitability of such businesses (Search the HM Customs and Revenue website for ‘Business Economic Notes’). Even if the business concept is new it should be possible to identify organisations with a similar business and the accounts of those businesses will be a useful guide. 

There are over-riding principles of accounting that for any period of accounts the figures should show a true and fair view of the trading position of the business and that, as far as possible, expenditure should be matched with the income to which it relates. This is particularly important if the business is involved in long-term contracts or in transactions that are spread over more than one accounting period e.g., computer software businesses often charge customers annual fees in advance for support and maintenance. It would be wrong to take all that income as being earned when received yet leave the costs of providing that support and maintenance service (i.e. salaries of the support staff) to be charged in the accounts each month over the following 12 months. In these circumstances it would be normal to defer the income and only bring one 12th of the support and maintenance income into the profit and loss account as trading income each month. 
On the cost side, the business may not be charged for accounting services until after the end of its first year of trading when its accountants complete the business accounts. However, it would be wrong to have no charge for these services in the accounts of the business in its first trading year. Therefore a provision should be made in the accounts for this cost during the first year.  

There is an important distinction to be made between fixed and variable costs. Most of the direct costs of sale will be variable in the sense that they will tend to increase in proportion to the volume of sales made by the business. An example would be the remuneration of a salesman. If the salesman is paid no basic salary but only on a commission basis his commission income would be a variable cost of the business. If, on the other hand, he is paid a fixed salary with no commission that would be a fixed cost. This shows how important the choice of business structure is on the running of the business, it significantly impacts on the proportions of fixed and variable costs. A decision to out-source manufacturing or design of a product, rather than for the business to have its own factory and design shop, again could have a significant impact in reducing fixed costs. 

Decisions on the correct business structure and the proportion of fixed to variable costs can have a significant impact on the risk profile of a business. A long-term financial commitment to the purchase of a property for example may seem cheaper than the level of a short-term lease, but in the start-up stage of a business, when the risks are high and the project unproven you should be trying to reduce risk. Therefore it is prudent, in the early stages of a business, to plan ways of minimising long-term financial commitments, and making as many costs as possible variable rather than fixed. 
Once the business is established and a proven concept the method of operation can then be changed, for example moving to in-house manufacturing rather than using sub-contractors, or buying freehold property rather than expensive short leases. In other words changing the proportion between fixed and variable costs over time can help you grow your business and minimise risk.
It is important to note that the cheapest solution on any item is not necessarily the solution that involves the least risk. Running a business is all about managing risk not about taking the cheapest solution. Risk is about uncertainty. In the early days of a start-up business there can be many aspects of the business which are uncertain. Some examples are given below.

Risk Questions
· Is there a demand for the product or service? 

Remember to ask other people. What you perceive as being the best thing since sliced bread may not appeal to enough customers to support your business; it may be a ‘niche’ concept. If this is the case then you may still be able to create a successful venture, but it will be dependant on the profit margin on each transaction.
· Is the business in the right location?

Consider whether you could work from home in the early stages of starting up your business. If you feel this might compromise the ‘professional’ feel of your business, you could become a ‘virtual tenant’ of the BU Innovation Centre or other similar business Innovation Centres. You work from home, but use the Innovation Centre as a postal address and use meeting rooms to host client meetings.
· Are the suppliers to the business reliable?

It is important to have a number of suppliers, to ensure you can source your supplies reliably and at competitive prices. You never know when your supplier might have business difficulties; you don’t want their business problems to become your businesses problems!
· Has the price been pitched at the right level?

If you compete in an established market place with a product or service, it can be easy to compete on price. However, your business model could add value through enhanced provision for a similar price as competitors. This is where good quality market research (talking to potential customers via telephone, face to face or surveys) will be worth its weight in gold to find out what customers will pay and for what.
· Will the marketing effort produce a sufficient volume of potential customers?
The key to a successful business is making enough money through sales to cover costs and leave you in profit. You need to be confident you have a route to market that will unlock sufficient sales to cover cost and make money.
As the business proceeds many of these initial risks will diminish as your experience grows. For example, most of the risks listed above will be lower at the end of the first year of trading if that year has been financially successful. However, the second point about the location of the business may never be known until the business opens a second outlet. Running a business is not about getting the lowest price for all the supplies but about identifying at any time what is the main threat or risk for the business and concentrating on minimising it to manageable levels. This can be achieved by getting as much support and help as you can in the early stages of starting up your business.
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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