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Finance 6. Financial Issues for a Start-up Business

Hopefully you have read the previous information sheets where the concepts of the Profit and Loss Account, Cash Flow projections and Balance Sheets and how they link together have been explained. It is important to produce a Balance Sheet. The Balance Sheet shows the net assets of the business at a particular point in time, but also, for the purpose of financial modelling for a business plan, a failure of the balance sheet to balance is likely to reflect an inconsistency between the Profit and Loss Account and the Cash Flow projections. 

Business Plan

When putting together your business plan it is necessary to produce the following documents for at least the first 12 months of the life of the proposed business, but preferably for 3 years. The length of time selected for such financial projections will vary depending on the particular business. 
· Profit and Loss Account showing figures on a monthly basis

· Cash Flow projections also on a monthly basis

· Balance Sheet projections on an annual basis

· A list of the financial assumptions used in preparing the above figures

An example of a layout of such financial reports is given in Information Sheet Finance 9.
Sensitivity Testing

When these financial projections have been prepared you should use the spreadsheet model to test the financial viability of the business. The tests will be mainly aimed at producing sensitivity analysis of the business, and each test will be measured by the effect of the particular change on the cash flow projection, and hence on the amount or manner of funding required for the business.  

The sort of items, which should be tested are as follows. What would be the effect of;
· A 20% reduction in sales levels?

· A three month delay in sales starting? – spreading all sales back 3 months

· A 20% increase in the cost of sales?

· An extra month’s delay in receiving money from customers?

· A need to pay for supplies in advance with no credit terms?

· Leasing rather than buying assets outright?

· Delaying the recruitment of certain employees?

· Re-negotiating terms with consultants? 

Financial Model as Continuing Business Tool 

This is an opportunity for you to review the fundamental assumptions of your business plan and to question the method of operation to see the most important effect on your planning, namely the cash effect on the business. This is not just something that should be done at this stage. You should regularly review these projections when the business is up and running and any future business decisions should always be based on a cost benefit analysis. 

Clearly, when the business is started the financial model will need to alter since plans always change. However, this financial modelling part of the preparation of the business plan should demonstrate to the benefit of maintaining this type of financial modelling system as an on-going tool to help in the running of the business.  

When you set up accounting systems for the business, you can set the different categories of income and expenditure to be shown in your management account reports. If those categories match the income and expenditure categories used in the financial projections it will be possible to easily substitute the actual figures into the plan each month and this will demonstrate variances from the initial financial projections. In time those differences can then be reflected, by making changes in the future financial projections so that they become more accurate. 

Identifying and Measuring Risk Factors

The figures should not just be prepared for the plan they should be tested carefully since the financial model should be able to show you not only the effect of sensitivity analysis, but also what are the major risk factors facing the business. The element of risk is important when it comes to deciding the preferred method of funding for the business. You should consider the financial implications of your business plan and try to list what are the major ways in which the business plan could go wrong. Examples might be as follows:

Example 1:

The business might be dependant on only one supplier for the goods it uses or sells. A breakdown in that source of supply (for whatever reason) would still leave the business with a need to fund its overheads during the period when it has no goods to sell. 
Solutions to the above example might be to find an alternative source of supply, to insure against business interruption (which would be an additional cost to put into the projections), or to carry a stock of the goods (which would again involve additional storage costs to be included in the financial projections).
Example 2:

The business may only have a few customers and the major risk could be one of those customers going out of business, leaving the business with a bad debt. This could be measured by estimating the amount likely to be owed from any one customer at any one time. 
A solution to the above example might be to try to negotiate better payment terms to reduce the likely exposure at any point in time, e.g. up-front payments, staged payments.
The type of exercise described above, where you consider what could possibly go wrong, and try to reduce the financial exposure of each risk, is worthwhile for any business. It may be useful to involve other people in this review process since you maybe to close to the business and unable to consider the potential downside risks. 

Countering Excessive Optimism

Managing success is relatively easy compared to dealing with unexpected set-backs. The above examples should give you some understanding of why you need to build in provisions for contingencies in your plan. When you realise how many unexpected things might face the business you will understand why it would be risky to provide only the minimum working capital and funding on the assumption that nothing will go wrong with your plans. 

Danger of Over-trading

One big danger can however come with success in many businesses. That is the danger of over-trading. If a business has to pay its suppliers quickly while waiting for its customers to pay them for sales, then rapidly increasing sales volumes can result in a need for significantly greater working capital. You can use the financial projection model to test whether your business is liable to suffer from this cash flow problem by testing the cash impact of significant increases in sales levels. The solution, if the business is likely to suffer from over-trading, is to arrange a bank over-draft facility or a debt factoring facility which are types of funding which are secured on the increased level of debtors. Further help with funding and business planning can be gained by attending the START programme, part of the Enterprise Support at Bournemouth University.
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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