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Investigate the possibilities of establishing and running a 
small business enterprise (SMME) 

Introduction 
Welcome to this module.  This unit standard covers the following specific outcomes:  
 

 Identify and research the potential for a SMME as an own business 

 Identify the risk associated with an SMME 

 Financial aspects involved in running a SMME 

 Make and support a decision on whether to establish an SMME 
 
The purpose of the module is to provide learners with competencies to enable them 
to Investigate the possibilities of establishing and running a small business 
enterprise (SMME). 
 
For ease of facilitation and learning, this Unit Standard is divided into 4 modules.  
 
 

MODULE 1 Entrepreneurship: 
 

Identify and research the potential for a SMME as an own business 
 
The typical scope of this module is:  
 

1.1 Personal strengths, weaknesses, abilities and passions are analysed 
and a personal profile is compiled in order to match personal traits and 
abilities to a business opportunity. 

 
1.2 A personal profile is matched to type of work, product or service that 

has potential as an SMME. 
 

1.3 Training required to ensure the success of a SMME is identified and a 
decision is made on when and where to access training. 

 
1.4 The need for the identified product or service and possible competition 

is researched in a selected area and a decision is made about possible 
distribution channels. 

 
1.5 A decision is made and supported on a suitable location for a selected 

SMME. 
 

1.6 Municipal by-laws and other constraints on trade are investigated for a 
selected SMME in a specific location.  

 
1.7 The importance of networking for a SMME is explained with examples. 
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Are you “entrepreneurial” enough to build a business? 

You need to think about why you would like to own your own business. What makes 
you think you will be successful in business?  

Some business development materials start out with a dissertation on the 
characteristics of the business owner in order to help you decide if you should go 
into business for yourself. These questions deal with the basic personality of 
potential entrepreneurs.  

 Are you “entrepreneurial” enough to build a business?  

 Do you know the meaning of the word “entrepreneurial”?  

 Are you a risk taker?   

 Did you get good grades in school? Did you know many successful 
entrepreneurs?  

You are a cautious person and a good student. Should you forget the whole thing? 
That’s what some entrepreneurial tests would suggest.   

However, there are many successful business owners who, as adolescents, were 
team players, athletes, school leaders, excellent students, and never seriously 
questioned the status quo. Often, though, a tendency toward caution is not typical of 
many successful entrepreneurs. Most entrepreneurs tend to be maverick 
personalities (people who take chances) with risk-taking vision and courage. Many 
entrepreneurs tend to be just a bit “off-beat” and they sometimes need to be in order 
to grow a successful business creatively.   

Obviously there is no set formula for success. However, the entrepreneurial test in 
your Learner Work File may help you in your personal evaluation process. You just 
need to remember that this is simply a tool. It is fun to take and fun to interpret, but 
you should keep it in perspective.   

For each question, mark the answer that best describes you. You must answer ALL 
questions for the test to be accurate. 
 
Accessing Your Skills, Education, and Experience 
 

After completing the Entrepreneur Test, you probably have a better idea of how you 
compare with other entrepreneurs. However, this is not the complete picture. Your 
skills, education, and experience also provide you with tools that will help you should 
you decide to start your own business.  

 
Determining Your Financial Requirements 
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If you want to start your own business, it is important to consider your financial 
situation. By determining your current income and expenses, you will be better at 
projecting your financial needs over the next months.  

For most small businesses, there is a gap between when you start your business 
and when you begin to produce income. In fact, most management consultants who 
specialize in small businesses suggest that you have at least 6 months of savings 
available for the start-up phase of your business. Of course, this number will vary 
depending on the type of business you decide to start. Service businesses and 
home-based businesses are a favourite choice for many people because the start-up 
costs are considerably lower than other businesses. 
Before you make any decisions about the type of business you would like to start, 
you need to develop a monthly plan of saving and spending. This will help you 
identify how much money you will need each month to live. Also, it will tell you if your 
dream of owning your own business fits with your other dreams such as sending a 
child to college. To develop a savings plan and spending plan, turn to your Learner 
Work File and complete the questionnaire. 
 
Alternative sources of income 

Is there a balance? Do you have extra money each month? If you have extra 
money, this is a good sign. You can use this savings and spending sheet to 
estimate how much you will need on a monthly basis. You can also use it to 
determine what will happen if your income or expenses change over the next 
year.  

After examining your savings and spending requirements, you may find that 
you lack the necessary resources to start your business. Do not worry. This 
happens to many people. In fact, this may be the first obstacle that you will 
need to overcome. 

 
Personal Goal-Setting 
 
Benefits of setting goals: 
 
Why people do not set goals: 

Personal goal-setting is crucial when you are deciding whether or not you would like 
to own your own business. Because your business will have an impact on every 
other area of your life, it is critical to know how it fits into your life and whether it 
allows you to reach your other goals. Two of the benefits you will receive as a result 
of defining and aligning your major goals in life are peace of mind and focus. Let us 
take a look at a few of the other benefits of personal goal-setting:  

 Know, be, do and have more   

 Use your mind and talents fully  

 Have more purpose and direction in life  

 Make better decisions  

 Be more organized and effective   

 Do more for yourself and others   

 Have greater confidence and self-worth   
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 Feel more fulfilled   

 Be more enthusiastic and motivated   

Remember, you will not pay a price for setting goals. You will pay a price for not 
setting them. We can choose to get caught up in the everyday activity of our lives 
without feeling any real sense of purpose or we can choose to accomplish something 
meaningful with our lives that give us a sense of direction and self-motivation.    

Ninety-seven percent of the population do not set goals for two 
major reasons: (1) FEAR (False Evidence Appearing Real) is 
preventing them from doing so and  

(2) There is a risk that the goal may not be reached.   

 
Good goals and bad goals? 
 
Check your goals: 
 
Big goals: 
 
Benefits of setting big long-range goals: 
 

One question a lot of people ask is how to know if a goal is good or bad. In other 
words, how do you discriminate between the really important goals and the “nice to 
have” but not really important ones?   

You will know whether or not a goal you have chosen is important by answering 
these five questions. 

 Is it really MY goal?   

 Is it morally right and fair?   

 Are my short-range goals consistent with my long-term goals?  

 Can I commit myself emotionally to completing the project?  

 Can I visualize myself reaching this goal?  

 

If you have answered “No” to even one of these questions, you may want to 
reconsider this goal. In the short-term it may appear to work for you, but in the long 
run, you may be exposing yourself to a lot of unnecessary conflict and frustration. 

Be sure to set big goals as well as multiple goals. Big goals force you to reach in and 
use the potential that is inside of you. Long-range goals help you to overcome short-
range failures. They can also help you to change your direction without going back 
on your decision.   

Whether or not they ever reach the goals they have set, people who set big, long-
range goals have been found to have higher self-confidence, higher self-esteem, and 
greater personal motivation. The bottom line is that more than half the rewards and 
benefits achieved from goal-setting come from actually taking your first step in that 
direction, regardless of the consequences.   
Re-evaluate your goals: 
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On a periodic basis, it is important to re-evaluate your goals to make certain that they 
are in alignment with what you truly value and want out of life. Remember, goal-
setting is a life-long process. Once you have completed one goal, be sure to replace 
it with something else. This way you will always reap the benefits that goal-setting 
provides. 

 

There is a very simple process in seven steps that you can go through to set any 
goal whether personal or professional. 

If you are still determined to start your business, you may want to begin 
accumulating alternative sources of income. 75 percent of small business owners 
and more use their personal savings to start their businesses. However, if you need 
more than you have in your savings account, other money sources may be available 
from bank loans, family members, partners, friends, venture capital companies, 
mortgage property, loans from the government, or any other source that you can 
think of. A good rule of thumb is that you should not borrow more money than is 
necessary to start your business. Often, the more money you borrow, the less 
control you will have. 

Is Now The Right Time? 
Overall, specialists who study small business start-ups have found that the most 
important characteristics for success include:   

• Knowledge in the field through both formal training and on-
the-job experience.   

• Attitude or willingness to work long hours for many months 
and sometimes years, without expecting much income.   

• A business plan - a business without a plan is a ship 
without a rudder.   

• Capital, cash, resources.   

• Action - implementation - get-it-done.  

If you are to the point where you feel comfortable with those five areas, there is a 
very high probability that you will succeed should you decide to start your own 
business. However, if you feel weak in one or more of these areas, you may want to 
ask yourself if “now” is the right time. 

Being self-employed usually requires more knowledge, time, planning, resources, 
and energy than working for someone else. Make sure that you are willing and able 
to commit to whatever it takes to make your venture a success. This may mean 
taking into consideration any other goals that you may have, as well as current and 
future responsibilities. As a general rule, estimate the amount of time you think you’ll 
spend on your business and double it. Believe it or not, this is one of the best ways 
to determine the time commitment that you will be making to run your new business.   

Obviously, some types of businesses are more flexible in terms of time commitment 
than others. You might want to adjust your business goals to meet your lifestyle 
goals. How hard do you want to work? Do you want to hustle sales every day? If you 
are determined that your weekends are free, you should eliminate retail sales, real 
estate, and many service businesses from your list of possibilities. But you shouldn’t 
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get discouraged. There are businesses to match every lifestyle and you have to find 
one that is right for you.   

Be sure to involve your family in the decision process. Their support is critical. They 
will help you narrow your search and they can also be your supporters as you climb 
the mountain. 
 

Module 2 – Risk 

 
Identify the risk associated with an SMME 

 
The typical scope of this module is:  

 

2.1 The financial risks encountered by SMMEs are described with examples.  

 

2.2 Risks associated with being an employer are explained for a SMME.  

 

2.3 The need for advertising and marketing by a SMME is explained and an 
indication is given of the associated risks 

 

2.4 Risks associated with growth are discussed for three different scenarios  

 

2.5 The insurance needs of a SMME are investigated for a specific enterprise 

 
2.6 The risks associated with stock and other business assets are described and an 
indication is given of possible measures to reduce the risk.  
 

Introduction 

A key component of being an entrepreneur is making decisions. Ideally these 
decisions would be based on complete information with a high degree of certainty of 
the outcome. However, in the real world most decisions that you as an entrepreneur 
will take, will be based on incomplete information with an associated level of 
uncertainty about the outcome. 

The following diagram indicates the boundaries of managing risk between certainty 
and uncertainty. 
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Unknown 
Unknowns 

Known Unknowns Known 

No information Partial information Complete information 

Enter new market Feasibility study 
identifies unknown 
issues 

Project completed 
successfully 

Fig. 2.1 Risk Continuum 

 

It can be seen that risk, uncertainty and opportunity are closely related. When a risk 
occurs, with some ingenuity, this may open up an opportunity, and conversely when 
pursuing an opportunity there will be associated risks. Risks are generally deemed 
acceptable if the possible gains exceed the possible losses. 

Risk is real, and all entrepreneurs must deal with it. However, risk is by no means 
exclusive to entrepreneurs. Other people – police officers, fire fighters, soldiers, and 
high-rise construction workers – bear risks that are greater and more constant. 

Risk or a willingness to deal with risk alone does not make one an entrepreneur, but 
how and why one deals with risk might. If you understand why and how to deal with 
risk, you’ll find doing so, easy.  

 

Risks associated with a SMME 

You are thinking of the possibility of starting and managing your own SMME. If all 
you risk is your existing job, are you an entrepreneur? I think so, but not all 
entrepreneurs agree. At the end of the day, if your venture fails, you’re not going to 
be dead or in jail. You’re going to have another job, and it’s probably going to be OK. 
It’s all a question of the magnitude.  

At certain times and for certain people, the magnitude may seem greater than for 
others. Either way, the risk inherent in leaving your existing job is sufficient to qualify 
you as an entrepreneur. 

For purposes of attaining the competence for this unit standard you have to be able 
to: 

a) Describe the financial risks encountered by SMMEs with examples. 

Total Risk Uncertainty No Risk 

Risk continuum 
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b) Explain risks associated with being an employer for a SMME. 

c) Explain the need for advertising and marketing by a SMME and indicate the 
associated risks. 

d) Discuss risks associated with growth for three different scenarios. 

e) Investigate the insurance needs of a SMME for a specific enterprise. 

f) Describe the risks associated with stock and other business assets and 
indicate possible measures to reduce the risk. 

 

Advertising and Marketing Risks 

Contents of a Product Plan 

Performance v Budget 

It is no use to your SMME if you have a wonderful product or service, but nobody 
knows about it and as a result no one will buy from you. You need to make sales to 
sustain your business. 

The aim of any SMME is to measure the return on investment and to minimize risk. 
In regard to risk, the ideal situation would be for this to be zero, where we could 
know in advance that whatever is made will be profitably sold. This market situation 
is only found during periods of scarcity or where a market is underdeveloped. In such 
circumstances competition is either weak or non-existent and price is the principal 
factor in controlling demand. 

 

Marketing decisions 

Usually marketing decisions are not so simple with advances in and rate of change 
of technology, increasing competition and variable market requirements. In addition, 
numerous unknowns and partially known marketing situations are continually 
encountered. 

 

The human aspect of marketing 

Another important aspect of market understanding is the people involved. The 
human relations aspects of marketing are often underestimated and therefore reduce 
the total effectiveness of an organization. To produce items of equipment, systems 
and services that people will want to buy, demands an interest in people and an 
understanding of their aims and prejudices as well as their business requirements. 

This is very significant with products and services that improve amenities and the 
quality of living, as for example working conditions in offices and factories. The 
layout of business premises whether it is for the manufacture of products or the 
office administration services that go with it, has in the past been generally carried 
out by in-house personnel with their direction almost entirely concentrated on the 
flow of work to produce finished goods at the lowest cost.  
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Today organizations exist which provide such services and introduce methods and 
products that improve the working environment and reduce the drudgery of repetitive 
operations, at the same time maintaining or improving productivity. 

The marketing function and daily living 

This is an example of how the marketing function can respond to the changing ideas 
of people in regard to the way they want to live their lives and express their 
personalities. It further illustrates that the marketing individual must be deeply aware 
of the influences that affect people’s thoughts, and such awareness will act as a 
guide to his thinking more accurately when reviewing marketing problems and 
developing a strategy to resolve them successfully. 

 

Defining the market 

Defining the market in which an organization operates is basically straightforward 
provided it is clearly understood by all personnel, especially the marketing staff. For 
example, what type of product and service is available for sale? Whilst this appears 
quite a simple question, problems frequently arise where disciplines or procedures, 
or both, are poor and orders are accepted with variations beyond the profitable 
capability of the producing organization. This is always a potential risk.  

It happens, for example, in the supply of a large number of telecommunications 
systems comprising numerous units of equipment which can be made to function by 
being assembled in several different ways according to individual customers’ 
requirements and where the skill of the engineer will largely determine whether a 
project is a success or failure.  

The same problem confronts the building contractor with complex sites such as steel 
works, power stations and composite business centres where invitations to tender 
may be requested on a fixed price basis in accordance with a fixed specification. 

 

Markets which change 

With major undertakings of this kind which often extend over a period of several 
years, changes of various kinds are inevitable and not always predictable, but at the 
same time procedures to cater for changes must be agreed by the buyer and seller 
before the order is placed, as leaving it until after leads to inevitable conflict, poor 
performance and dissatisfaction. 

 

Marketing to specs 

Therefore, a successful business must rely upon the very close relationship of 
marketing to specified requirements and engineering to design, and provide features 
and facilities within the technological art, and the manufacturing function to produce 
at a specified volume and cost. Inputs from the other functions including finance, 
personnel, general administration, etc, all make up the team that has to be 
coordinated by the manager of today. 
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Product policies 

The initiative for recommending product policies must therefore be taken by the 
marketing function which in the complex industrial market of today necessitates 
employment of skills of the highest quality.  

If a SMME is going to expand profitably and utilize its resources to the maximum, 
planning for the future and all that it entails is one of the most exacting tasks for any 
marketing individual, and whilst market research seldom gives a single direct 
solution to the future for a product requirement, it is an almost scientific method of 
studying factors that affect market conditions and influence purchases, thereby often 
preventing wrong decisions. 

 

The importance of the marketing development function 

The marketing development function is the very centre of a continuous business with 
all its complex problems and so must be capable of dealing with the effects of 
continual change. The formal matching of market trends and SMME resources calls 
for creative thinking and management skills without which no other functional activity 
of any kind can operate satisfactorily or profitable forward growth continue. This 
development function is not only responsible for finding and recommending products 
to make, but also utilizing existing assets and people. 

 

Product Planning 

Product planning, itself a part of the overall marketing development function, will 
require considerable support data if it involves major change in investment and 
market position, but detailed step-by-step planning in depth with frequent reviews by 
all functions will give credibility to the plan and confidence in those producing it. The 
ideal situation is that in which the introduction of a new product is aligned with the 
phasing out of that it is replacing. It is better still to allow for problems to be resolved 
where these are known and for the effect of the unknowns which can often be 
estimated in time to be based on historical analysis of previous new product 
introductions and experience. 

 

Contents of a Product Plan 

The product plan should include all functional requirements throughout the product 
life-cycle, initially specifying the parameters of performance, features, cost targets 
and delivery requirements from which design, production and planning engineers, 
cost accountants, manufacturing, installation and service personnel state if such 
targets can be achieved. From such exchanges of information, a final plan can be 
completed including a critical path analysis (if the project warrants its use), with an 
overall financial summary showing the return on the investment throughout the 
product’s life, and details of the project launch into the market-place. 
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Adherence to in-depth planning is the secret to profitable introduction of a new 
product. The same applies to successful withdrawal from the market. 

 

 

Performance vs Budget 

The marketing planning function should, in addition, employ skills to provide data for 
budgeting, show actual performance against budget and introduce guidelines 
showing market trends and likely effect on profits of the product mix involving the 
variable use of SMME resources so important when preparing a forward budget.  

Such studies will often produce data indicating inter-functional conflict, particularly 
the effect of volume on profit from various products. The selling objectives may 
necessitate offering a wide product range but not all these objectives will contribute 
the same profit in relationship to quantity and marketing effort. 

Other marketing skills necessary to support the selling of industrial products are 
pricing, order handling, after-sales services and advertising, but these preferably 
should not be included within the field selling organization. 

 

The marketing process 

Marketing is marketing is marketing, say many. Hardly an arguable statement but 
also hardly a helpful one; hardly helpful because whilst acknowledging the existence 
of a concept it fails to acknowledge the differences required in the application of that 
concept by particular businesses. It fails to acknowledge that different businesses 
need to do different things. 

The basis of all good professional services marketing depends on the soundness of 
five vital activities: 

1. Identifying the market. 

2. Selecting from what is available that part of the market which the enterprise 
seeks to satisfy and is able to penetrate. 

3. Developing the services necessary to satisfy the market. 

4. Persuading the market that the services of the enterprise can meet its real 
needs. 

5. Monitoring changes in market attitudes. 

 

 

Many SMMEs have found themselves in deep trouble, no matter what they were 
producing and selling, because of failure in one essential respect. They viewed 
themselves from within the SMME and did not attempt to assess how the customer – 
or perhaps more importantly, the non-customer – regarded what was being offered. 

 

 

Why consumers buy 

Satisfying needs 
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A service, like a tangible product, is only purchased because the purchaser 
perceives that it will satisfy a need. This truth has long been acknowledged by 
professional salesmen who have emphasized, not the features of what they sell, but 
the benefits those features will give the purchaser. (Those benefits are likely to be 
different to different purchasers of the same goods.)  

 

Perceptions 

So it is with professional services. We must acknowledge that services are what the 
user perceives them to be; that their benefits are what the user perceives them to be; 
and that the organization or individual providing them are also what the user 
perceives them to be. If it fails to acknowledge these truths, then the professional 
service organization abandons marketing in favour of hope. It rejects what ultimately 
must determine success or failure in the market-place: the paramount importance of 
the attitudes and feelings of the purchaser. 

 

The benefits of professional services 

How does the user see professional services in terms of benefits? One starting-point 
is to suggest that he sees unease being replaced by satisfaction. But we should not 
fail to identify the nature of that hope or to be as specific as possible about the 
satisfaction that the buyer requires. Time spent in the consideration of these 
questions must form the starting-point of marketing strategy. 

 

Tangibles v Intangibles 

The particular difficulty we now face and, incidentally, the main distinction between 
the problems facing companies providing tangibles and intangibles, is to identify 
what benefits the professional service provides. It is relatively easy for the seller of 
machinery to describe his machine’s performance and to translate this into improved 
productivity, lower unit costs and increased profitability. He can also call upon 
evidence of past performance to support his claim. The machine was designed to 
perform a task or specific set of tasks under controllable conditions very often using 
specified raw materials. In short, a machine is a piece of equipment designed to 
solve continuously a standard problem. 

 

The emotional component of professional services  

Rarely is the professional service so standardized. Never do the problems arrive in 
neat packages able to be solved by the flick of a switch. For the seller the 
implications of this distinction are significant. First, although most buying decisions 
are based on a mixture of objectivity and emotion, decisions regarding intangibles 
must start with a very high proportion of emotionalism built into them.  

Because services are not easy to quantify it is not possible to measure their potential 
effectiveness. Nor is it possible to measure exactly success or failure after the event 
simply because what might have happened without the service is no more than 
guesswork. So many decisions regarding services are made by ‘feel’. In other words, 
the potential buyer is saying to himself. ‘If I buy this service will my current unease 
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be replaced by an acceptable feeling of comfort? How can he tell? Knowing what the 
professional organization has done for somebody else, whose problems were 
different, whose resources were different, is not enough. The selling problem is now 
clearly identifiable: 

1. Can the level of emotionalism in the buying decision be reduced? 

2. How are the emotional and objective facets of the buying decision to be 
influenced in favour of the seller? 

 

Using Market Information 

Most businesses, although some managements have been alarmingly slow to realize 
it, now acknowledge that successful selling can only take place as a result of 
exercising great care in deciding what to sell and to whom it should be sold; the 
everlasting marketing problem.  

 

The importance of knowledge of the market 

Knowledge of the market is a greater asset than knowledge of the product. Products 
– and that includes services – can always be modified and improved. No such 
changes can be made to markets unless the seller possesses an exceptionally high 
percentage of the market. All that the seller can do is devise better responses to the 
attitudes of the market and the individuals who comprise them.  

So what can be done by the marketer in the service area to improve his knowledge 
of his market, bearing in mind that it is not sensible to regard a market as a 
geographical configuration, a section of the population with common quantifiable 
characteristics like age, income, etc, or even as a segment of business in a common 
industry?  

A market is a set of common needs which an enterprise has chosen to satisfy by the 
application of its resources. Over time the characteristics of these markets will 
change. Some needs may disappear altogether, or, and this is the more common 
problem, the user will find better ways of satisfying his needs; even to the point 
where he does so himself without calling on outside assistance. 

The laundry service is an obvious example of this. Before the introduction and 
success of domestic washing machines, laundries prospered. But when consumers 
found that the home unit was a better way of satisfying the need to keep clothes 
clean, the specialist laundry services suffered and in many cases were replaced 
altogether by launderettes. The need remained, but traditional means of satisfying it 
became redundant. 

 

Maintain contact with your market 

Pains must be taken in the collection and observation of operating data to avoid the 
danger that contact with the market is lost. Meticulous information-gathering and 
analysis can often provide the answers to seven vital questions to which answers are 
necessary if marketing strategy and operations are to be appropriate, effective and 
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profitable. For example, no business can hope for long-term success if it cannot 
answer questions such as: 

 

1. Who do we supply? Which market segments? 

2. How has our business moved in these segments over the past X 
years? 

3. Why do people buy the service provided by us when perhaps a similar 
service is offered by our competitors? 

4. If we offer a range of services how has their relative performance 
moved in the last X years? 

5. Are any of our services in the decline stage of the product lifecycle? If 
so, why? 

6. Why do some prospective clients not employ us to provide a service 
that we think we are well-qualified to handle? 

7. From our past data have we access to information which will help us 
improve the accuracy of our forecasting? 

 

A meaningful strategy 

Until such questions are asked and answered, a SMME's marketing effort cannot 
normally be directed in any but the most insecure way. Meaningful strategy – the 
optimal matching of resources and activity – must be based on sound market 
knowledge if the SMME is to prosper in the long term. 

 

The marketing development function is the very centre of a continuous business with 
all its complex problems and so must be capable of dealing with the effects of 
continual change. The formal matching of market trends and SMME resources calls 
for creative thinking and management skills without which no other functional activity 
of any kind can operate satisfactorily or profitable forward growth continue. This 
development function is not only responsible for finding and recommending products 
to make, but also utilizing existing assets and people. 

Product planning, itself a part of the overall marketing development function, will 
require considerable support data if it involves major change in investment and 
market position, but detailed step-by-step planning in depth with frequent reviews by 
all functions will give credibility to the plan and confidence in those producing it. The 
ideal situation is that in which the introduction of a new product is aligned with the 
phasing out of that it is replacing. It is better still to allow for problems to be resolved 
where these are known and for the effect of the unknowns which can often be 
estimated in time to be based on historical analysis of previous new product 
introductions and experience. 

The product plan should include all functional requirements throughout the product 
life-cycle, initially specifying the parameters of performance, features, cost targets 
and delivery requirements from which design, production and planning engineers, 
cost accountants, manufacturing, installation and service personnel state if such 
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targets can be achieved. From such exchanges of information, a final plan can be 
completed including a critical path analysis (if the project warrants its use), with an 
overall financial summary showing the return on the investment throughout the 
product’s life, and details of the project launch into the market-place. 

Adherence to in-depth planning is the secret to profitable introduction of a new 
product. The same applies to successful withdrawal from the market. 

The marketing planning function should, in addition, employ skills to provide data for 
budgeting, show actual performance against budget and introduce guidelines 
showing market trends and likely effect on profits of the product mix involving the 
variable use of SMME resources so important when preparing a forward budget.  

Such studies will often produce data indicating inter-functional conflict, particularly 
the effect of volume on profit from various products. The selling objectives may 
necessitate offering a wide product range but not all these objectives will contribute 
the same profit in relationship to quantity and marketing effort. 

Other marketing skills necessary to support the selling of industrial products are 
pricing, order handling, after-sales services and advertising, but these preferably 
should not be included within the field selling organization. 

 

Growth Risks 

Managing entrepreneurial growth may be the most critical tactic for the future 
success of business enterprises. After initiation of a new venture, the entrepreneur 
needs to develop an understanding of management change. This is a great 
challenge, because this often encompasses the art of balancing mobile and dynamic 
factors. 

Thus, the survival and growth of a new venture requires that the entrepreneur 
possesses both strategic and tactical skills and abilities. Which specific skills and 
abilities are needed depends in part on the venture's current development. Figure 
2.2 illustrates the typical venture life cycle. 

 
Managing growth can be a formidable challenge to the successful 
development of any venture. 
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Development Stages 

As noted, Figure 2.2 presents the traditional life-cycle stages of an enterprise. These 
stages include new-venture development, start-up activities, growth, stabilization, 
and innovation or decline. Other authors have described these stages in different 
terms. For example, Alfred Chandler (1962) has presented a firm's evolution in the 
following stages: 

1. Initial expansion and accumulation of resources 

2. Rationalization of the use of resources 

3. Expansion into new markets to assure the continued use of resources 

4. Development of new structures to ensure continuing mobilization of resources 

These four phases are, in effect, the same major stages illustrated in Figure 2.2, with 
the exception of stabilization. In short, authors generally agree regarding a venture's 
life cycle.  

New- Venture Development 

The first stage, new-venture development, consists of activities associated with the 
initial formulation of the venture. This initial phase is the foundation of the 
entrepreneurial process and requires creativity and assessment. In addition to the 
accumulation and expansion of resources, this is a creativity, assessment, and 
networking stage for initial entrepreneurial strategy formulation.  

The enterprise's general philosophy, mission, scope, and direction are determined 
during this stage. 

Start-Up Activities 

This stage is similar to Chandler's description of the rationalization of the use of 
resources. It is typified by strategic and operational planning steps designed to 
identify the firm's competitive advantage and to uncover funding sources. Marketing 
and financial considerations tend to be paramount during this stage. 

Growth 

The growth stage often requires major changes in entrepreneurial strategy. 
Competition and other market forces call for the reformulation of strategies. For 
example, some firms find themselves "growing out" of business because they are 
unable to cope with the growth of their ventures. Highly creative entrepreneurs 
sometimes are unable, or unwilling, to meet the administrative challenges that 
accompany this growth stage. As a result, they leave the enterprise and move on to 
other ventures.  

Steven Jobs of Apple Computer was forced out of the firm during this stage. His 
creative ideas were detrimental to the growth of the venture. The firm 
needed a managerial entrepreneur to run the operation. Jobs had neither the 
expertise nor the desire to assume this role. 
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This growth stage presents newer and more dominant problems than those the 
entrepreneur faced during the start-up stage. These newer challenges force the 
entrepreneur into developing a different set of skills while maintaining an 
"entrepreneurial perspective" for the organization. The growth stage is a transition 
from entrepreneurial one-person leadership to managerial team-oriented leadership. 

Business Stabilization 

The stabilization stage is a result of both market conditions and the entrepreneur's 
efforts. During this stage a number of developments commonly occur, including 
increased competition, consumer indifference to the entrepreneur's good(s) or 
service(s), and saturation of the market with a host of "me too" look-alikes.  

Sales often begin to stabilize, and the entrepreneur must begin thinking about where 
the enterprise will go over the next three to five years. This stage is often a "swing" 
stage in that it precedes the period when the firm either swings into higher gear and 
greater profitability or swings toward decline and failure. During this stage innovation 
is often critical to future success. 

Innovation or Decline 

Firms that fail to innovate will die. Financially successful enterprises often will try to 
acquire other innovative firms, thereby ensuring their own growth. Also, many firms 
will work on new product/service development in order to complement current 
offerings. 

All of a venture's life-cycle stages are important strategic points, and each requires a 
different set of strategies. However, this section concentrates specifically on the 
growth stage since entrepreneurs often ignore it. This happens not because of 
incompetence but rather because of the almost hypnotic effect a successful growth 
stage can cause.  

The self-management concept 

 

Key steps in the process 

To help entrepreneurs manage the growth stage better, a self-management concept 
has been proposed by a Snyder, Manz and LaForge (1983). This concept consists of 
a variety of techniques designed to identify management behaviours requiring 
change and to assist the entrepreneur in making those changes. Figure 2.3 
illustrates the process involved in a self-management concept. 

The major focus of this approach is the concept of "self" applied to the action part of 
the process. The key steps in this process follow: 

1. Self-observation. Entrepreneurs need to analyze their time and recognize how 
it is being used. 

2. Self-established goals. After the analysis of time and apportionment of 
activities, the entrepreneur must set goals that can direct behaviour. These 
goals need to be specific and challenging yet attainable. 

3. Cueing strategies. The firm's environment must be arranged to have cues that 
remind personnel of the appropriate behaviours for effective performance. 
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4. Rehearsal. This step requires practice. The desired management behaviour 
must be made part of the entrepreneur's everyday activity. 

5. Self-applied consequences. This is the "what if" step in the process. What if 
the proper behaviour is, or is not, accomplished? This step provides the 
rewards or punishment – self-induced –to encourage the proper actions. In 
this way, consequences are applied that reinforce the complete self-
management approach. 

Entrepreneurs can apply the self-management concept to improve their 
management abilities. This process follows the ideas of knowledge through 
analysis, of goal setting, and of reinforcement. It is a way for entrepreneurs 
to analyze their managerial style, to realign behaviours and time allotments, 
and to reinforce effective management techniques. Self-management can be 
especially useful for entrepreneurs whose enterprises are in the growth 
stage 

In managing the growth stage, entrepreneurs must remember two important points. 
First, an adaptive firm needs to retain certain entrepreneurial characteristics in order 
to encourage innovation and creativity. Second, the entrepreneur needs to translate 
this spirit of innovation and creativity to his or her personnel while personally making 
a transition toward a more managerial style.  

This critical entrepreneur/manager balance is extremely difficult to achieve. 
As Stevenson and Gumpert (1985) have noted, "Everybody wants to be 
innovative, flexible, and creative. But for every Apple, Domino's, and Lotus, 
there are thousands of new restaurants, clothing stores, and consulting firms 
that presumably have tried to be innovative, to grow, and to show other 
characteristics that are entrepreneurial in the dynamic sense-but have 
failed." 

Remaining entrepreneurial while making the transition to some of the more 
administrative traits is vital to the successful growth of a venture.  

Stevenson and Gumpert (1985) have characterized these in question format: 

The Entrepreneur's Point of View 

 Where is the opportunity? 

 How do I capitalize on it? 

 What resources do I need? 

 How do I gain control over them? 

 What structure is best? 

 

The Administrative Point of View 

 What resources do I control? 

 What structure determines our organization's relationship to its 
market? 

 How can I minimize the impact of others on my ability to perform? 
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 What opportunity is appropriate? 

The logic behind the variance in the direction of these questions can be 
presented in a number of different ways. For example, the commitment of 
resources in the entrepreneurial frame of mind responds to changing 
environmental needs, whereas the managerial point of view is focused on 
the reduction of risk.  

In the control of resources, entrepreneurs will avoid ownership because of 
the risk of obsolescence and the need for more flexibility, whereas managers 
will view ownership as a means to accomplish efficiency and stability. 

 

  

 

 

 

 

 

 

 

  

 

 

 

 

Understanding the Growth Stage 

The growth stage often signals the beginning of a metamorphosis from a personal 
venture to a group-structured operation. Domination by the lead entrepreneur gives 
way to a team approach based heavily on coordination and flexibility. 

Entrepreneurs must understand four key factors about the specific managerial 
actions necessary during the growth stage. These factors are control, responsibility, 
tolerance of failure, and change. 

 

CONTROL   Growth creates problems in command and control. When dealing with 
them, entrepreneurs need to answer three critical questions:  

 Does the control system imply trust?  

 Does the resource allocation system imply trust?  

 Is it easier to ask permission than to ask forgiveness?  

These questions reveal a great deal about the control of a venture. If they are 
answered with yes, the venture is moving toward a good blend of control and 
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Fig. 2.3  Role of Self-Management in the Functioning and survival of Entrepreneurs
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participation. If they are answered with no, the reasons for each negative response 
should be closely examined. 

 

Authority and Responsibility 

As the company grows, the distinction between authority and responsibility becomes 
more apparent. This is because authority always can be delegated, but it is most 
important to create a sense of responsibility. This action establishes flexibility, 
innovation, and a supportive environment. People tend to look beyond the job alone 
if a sense of responsibility is developed, so the growth stage is better served by the 
innovative activity and shared responsibility of all of the firm's members. 

 

Tolerance of Failure    

Even though a venture has avoided the initial start-up pitfalls and has expanded to 
the growth stage, it is still important to maintain a tolerance of failure. The level of 
failure the entrepreneur experienced and learned from at the start of the venture 
should be the same level expected, tolerated, and learned from in the growth stage. 
Although no firm should seek failure, to continually innovate and grow it should 
tolerate a certain degree of failure as opposed to punishment for failure. 

 

Types of Failure 

Three distinct forms of failure should be distinguished: . 

 Moral failure. This form of failure is a violation of internal trust. Since the firm 
is based on mutual expectations and trust, this violation is a serious failure 
that can result in negative consequences. 

 Personal failure. This form of failure is brought about by a lack of skill or 
application. Usually responsibility for this form of failure is shared by the firm 
and the individual. Normally, therefore, an attempt is made to remedy the 
situation in a mutually beneficial way. 

 Uncontrollable failure. This form of failure is caused by external factors and is 
the most difficult to prepare for or deal with. Resource limitations, strategic 
direction, and market changes are examples of forces outside the control of 
employees. Top management must carefully analyze the context of this form 
of failure and work to prevent its recurrence. 

Change 

Planning, operations, and implementation are all subject to continual changes as the 
venture moves through the growth stage and beyond. Retaining an innovative and 
opportunistic posture during growth requires a sense of change and variation from 
the norm. It should be realized, however, that change holds many implications for the 
enterprise in terms of resources, people, and structure. It is therefore important 
during growth that the flexibility regarding change be preserved. This allows for 
faster managerial response to environmental conditions. 
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Insurance Needs of a SMME 

As the potential owner of a SMME you must be aware of the different types of risk to 
which the business is subject and also about the different ways in which the 
business can be protected against them. It is important to consult the experts and 
then decide what your business requires and what it can afford. 

While certain business risks are unavoidable, other risks which could seriously harm 
your business are avoidable if you take out insurance against misfortunes. 

Buy and sell agreement 

This agreement usually prevents difficulties that arise on the death of a sole trader, 
partner, shareholder or member of a close corporation. It obliges the parties to sell 
their respective interests to the other parties in the event of death, retirement or 
illness and to take insurance to fund such a transaction (that is, provide the money 
for this). 

Life insurance 

 Key personnel insurance 

The employer takes out an insurance policy on the life of a key person in the 
business to protect it against possible loss of income resulting from the 
death of such a person. The employer is the owner of the policy and pays 
the premiums. 

 Death and disability cover for employees 

Death and disability cover for employees, based on a fixed percentage of 
salary contribution. 

 Group Life Insurance 

Provides life cover to employees in the form of a defined lump sum benefit. 

 Optional Risk Benefits 

Flexible staff insurance designed to meet each employee's death and 
disability cover needs. 

 Benefits Builder 

An investment vehicle that helps employees build up their savings and 
allows for life and disability cover. 

 Term Plan 

 A plan that provides a fixed amount of life and disability cover for five years. 
At the end of five years there is an option to renew cover for a further five 
years. 

 Credit Life 

Credit assurance solutions for all credit providers - banks, retailers, vehicle 
finance and others. Provides life cover to employees in the form of a defined 
lump sum benefit. 

Short-term insurance 
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There are several possibilities to indemnify you from financial losses. Discuss these 
with an insurance broker to find out what particular risks are likely to affect your 
business (for example how great the possibility of fire is) and the defrayment of the 
premiums on a policy for a specific type of risk. The following items can be 
considered to be included in the short-term insurance. 

• Fire - Buildings, contents, stock  

• Buildings Combined - Office buildings and residential buildings  

• Office contents - General contents and documents  

• Business interruption - Consequential loss following material damage  

• Accounts receivable Outstanding debit balances  

• Theft - Contents, stock & machinery  

• Money - Money at premises and in transit  

• Glass - External and internal glass  

• Fidelity - Fraud/ dishonesty of employees  

• Goods in transit - Property in transit by road, rail, air  

• Business All Risks - Worldwide cover for specified property  

• Accidental damage - Accidental damage to property at premises  

• Public liability - Legal liability to third parties  

• Employer's liability - Legal liability to employees  

• Stated benefits Death and disablement (income)  

• Personal accident - Death and disablement (capital sum)  

• Motor - Private type motor cars and light delivery vehicles  

• Commercial vehicles and special types  

• Motor cycles  

• Buses  

• Trailers and caravans  

• Electronic equipment  

• Motor trade - internal and external risk  

• Home-owners - private/company-owned dwellings  

• Machinery breakdown  
• Machinery breakdown - business interruption 
 

Deterioration of stock  

Special Products 

• Court bonds - liquidator's and executor's bonds  

• Financial guarantees  
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• Lost shares indemnities 

Other insurance 

Other types of insurance that you can investigate includes: 

 Funeral cover 

 Health care / Medical 

 Disability 

 Impairment 

 Income protector 

 Pension scheme / provident fund 

 

Stock and Asset Risk 

Assets can be described as anything of value that is owned by you or your business. 

Current assets include cash and assets that can be easily converted to cash, such 
as accounts receivable and inventory (stock). 

If your SMME operates as a service business, purchasing may be negligible. If you 
manufacture a product, or you operate as a wholesaler or retailer the opposite is 
true. The stock control and inventory management are crucial to achieve your 
business objectives. 

 

Costs of buying a Business 

When you buy stock, you incur several costs. The first is that you had to pay your 
supplier. If that stock is lying in a store room it is not really earning any money for 
you. Some of your capital is tied up in stock unnecessarily, when you could have 
used it somewhere else. You would also carry costs such as storage space, likely 
spoilage, pilferage, increased insurance costs and obsolescence. 

The aim of stock control is to keep stock levels as low as possible. Inventory is a 
major capital investment and it important for you as a SMME owner to know what the 
right level of stock is to maximize sales without over or under-stocking. 

 

Stock Control 

Under stocking could result in lost sales as well as loss of customer goodwill.  

Use Pareto’s Law to determine how much of each item should be kept in stock. The 
Pareto Law is the so-called 80/20 principle. This means that approximately 80% of 
your turnover will come from 20% of your stock. 
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Pareto Law 

You can categorise your stock into three categories. Your top sellers go into 
category A (20%). The average sellers go into category B (30%). The poor sellers go 
into category C (50%). 

Category A items should always be in stock as they are your most important money 
spinners.  

You may want to measure specific efficiency ratios such as Inventory turnover and 
Inventory turn-days. 

Inventory turnover = Cost of Goods Sold/Inventory. 

This measures the rate at which inventory is being used on an annual basis. Say you 
get an inventory turnover of 9.85. This means that the average Rand volume of 
inventory is used up almost ten times during the financial year. 

Inventory turn-days = 365/Inventory Turnover. 
Here you convert the inventory turnover ratio into an average “days inventory on 
hand” figure.  Say you get an inventory turn-days ratio of 32. This means that the 
firm keeps an average of 32 days of inventory on hand throughout the year. 
 

The Investment Community 

 

Is Money the Real Risk? 

Just as entrepreneurs aren’t “in it” for the money, which generally is merely a 
measuring stick, the risk of becoming an entrepreneur isn’t the money they might 
lose. Anyway, these days, the money invested in most entrepreneurial ventures 
doesn’t belong to the entrepreneurs. The street of dreams is paved with other 
people’s money (“OPM”). Therefore, as an entrepreneur, you must learn how to deal 
with the investment community, which has both great diversity (e.g., commercial 
lenders, financiers, venture capitalists, private placement brokers, public offering 
underwriters) and, yet, certain common characteristic concerns. 

 

Getting Investors to buy into your dream 

Investors are not going to buy into your dream unless they are convinced that you 
are realistic about your business prospects. If you speak of a sure thing, you may 
elicit the typical response to a “trust me” approach. They weren’t born yesterday. Be 
enthusiastic, but be prepared to back your enthusiasm with a track record or other 
convincing argument. 

You may not have a track record of starting your own SMME, but maybe you did 
something at work that shows the right stuff.  

Remember, though, that life consists of many tracks. You have probably raced along 
several of them but don’t realize their relevance to your unique entrepreneurial 
undertaking. You may have demonstrated your ability to succeed while working as 
an employee, volunteering for charitable or civic organizations, or running your 
household. For example, you might review the special project you undertook on your 
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own as an employee to develop a new product or explain how you set up an 
environmental task force and what it accomplished. 

Of course, investors would prefer to see a track record in business; that’s easier to 
compare. However, what they are really looking for is what you are made of, and 
your job is to demonstrate the relevance of your track record, whatever its essence. 
For example, hundreds of homemakers have discovered that the skills they 
developed running a household are transferable to a business situation, similarly if 
they have organized church picnics or run the PTA. 

 

Questions investors many ask you 

Potential investors are going to ask you why you don’t raise at least some of the 
money from your personal assets. They may ask if you have a second mortgage or if 
you have sold valuable personal property-your summer home and/ or your securities. 
Fair questions. Be prepared to answer them. Investors need assurance that you are 
committed to your dream, because if you don’t buy it, then why should they? 

You should tell them that you are risking your reputation, your ego, and your time 
while closing doors to alternative opportunities. Make sure the investors understand 
this. Explain that you are totally committed to this dream, it is in the very fibre of your 
being. When they ask why you don’t stake your house and family heirlooms, it is 
because they need reassurance-that you are in fact committed to the project.  

Do everything you can to convince them you have no diversions. (Remember, one 
dream at a time. Whatever you do, don’t parade your other ideas before them.) Be 
sure you convince them this is your future, and that you are in this for the long haul. 

 

Self Task 

 

Thinking very carefully, make a list of all the potential shareholders / investors 
you could approach and how much money you think that they would be good 
for. 
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Module 3  

Financial aspects involved in running a SMME 
 
The typical scope of this module is:  
 
3.1 The concepts of start-up and working capital are explained with reference to a 
specific SMME.  
 
3.2 The relationship between cash flow and profit is explained for three case studies. 
 
3.3 Financial controls required to ensure that a business is viable are explained with 
examples. 
 
3.4 The implications of poor financial management are explained with examples. 
 
3.5 The types of contract that a SMME could enter into are named and a contract 
wording is interpreted and explained in plain language. 
 
3.6The tax responsibilities of a SMME are explained and an indication is given of 
when a business is liable for each form of tax.  

 

Start-up and Working Capital 

 

Start-up capital can be divided into the founding need and the establishing need. 

The founding need indicates the capital that is necessary to found the SMME and 
prepare it for commencing business activities. Elements of the founding need can be 
divided into: 

a) Viability study 

b) Registering the SMME and obtain relevant licenses 

c) Acquire assets such as machinery and equipment 

We can also say that capital is the value of the total assets of the SMME, expressed 
in monetary terms. 

 

Fixed Capital 

The SMME uses capital to obtain fixed assets such as buildings, and equipment. 
This capital is known as fixed capital. Furthermore, the SMME uses a portion of the 
start-up capital to obtain current assets like stock. 

The capital that is used to obtain the current assets is known as working capital. 
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Working Capital 

Every entrepreneur must eventually take on the job of raising money to start, 
expand, or buy a business or to provide funds for seasonal or temporary business 
needs. A number of sources of financing and types of capital are available. Some of 
these can be used to finance a start-up. Others can be used only to provide capital 
to a going concern. For example, start-ups may be able to obtain money only from 
friends, relatives, and certain start-up-oriented venture capital groups.  

On the other hand, existing businesses have a far wider range of financing options 
available to them, including banks, commercial finance companies, leasing 
companies and the public sale of stock as well as venture capital firms. Both the 
capital sources and the types of financing to be discussed are not all-inclusive, but, 
they are the sources and types most often used by new and expanding businesses. 

 

Debt versus Equity 

Generally speaking, a company's operations can be financed through debt and 
through some form of equity (own capital) financing. Short-term debt (one year or 
less) is required by a business for working capital and is repaid out of the proceeds 
of its sales. Longer-term borrowings (term loans of one to five years or long-term 
loans maturing in more than five years) are used for working capital and/or to finance 
the purchase of property or equipment that serves as collateral for the loans. The 
most common sources of such debt financing are the commercial banks.  

 

Difficulties of obtaining debt facilities for a new venture 

However, the new venture just starting operations has difficulty in obtaining either 
short- or longer-term bank debt without a substantial cushion of equity financing or 
long-term debt that is subordinated or junior to all bank debt. With such equity capital 
or subordinated debt, a bank may lend money to a start-up to some maximum debt-
to-equity ratio. As a rough rule of thumb, a start-up may be able to obtain debt for 
working capital purposes that is equal to its equity and subordinated debt.  

Without much equity capital or subordinated debt the new venture will be unable to 
obtain much bank debt. As far as the bank is concerned, the start-up has little proven 
ability to generate the sales, profits, and cash to pay off short-term debt and even 
less ability to sustain profitable operations over a number of years and retire long-
term debt.  

 

Loan Collateral 

Even the underlying protection provided by a venture's assets used as loan collateral 
may be insufficient to obtain bank loans. Asset values can erode with time and, in 
the absence of adequate equity capital and good management, may provide little 
real loan security to a bank.   

This is not to say that a start-up cannot obtain credit and loans. Sometimes a new 
venture may obtain long-term financing for a particular piece of equipment from its 
manufacturer, which will provide a portion of the purchase price as a long-term note. 
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Manufacturers are willing to do this if there is an active market for their used 
equipment.  

 

Some suggestions 

A new business can also try to reduce its need for long-term debt by leasing some of 
the equipment it needs. Such leases may be provided by a manufacturer or by a 
commercial credit company.  

A start-up can sometimes obtain short-term debt financing by negotiating extended 
credit terms with one or more of its suppliers. A disadvantage of this kind of trade 
credit is that it restricts the venture's flexibility to select suppliers and reduces its 
ability to negotiate supplier prices. 

 

Existing Business 

The existing business has a much easier job of obtaining debt and equity. Banks, 
leasing companies, and finance companies will often seek out such businesses and 
regard them as important customers for secured and unsecured short and long-term 
loans. Furthermore, an existing and expanding business will find it easier than the 
start-up to raise equity capital from private or institutional sources, and on better 
terms.  

 

Under-capitalisation and Cash flow problems 

Although it may be possible to finance a venture with a great deal of debt and little 
equity capital, doing this can have a number of disadvantages. A new and growing 
company is a consumer of capital and therefore ill able to afford the regular 
payments of interest and principal required with debt financing. Many new ventures 
that are predominantly debt-financed (i.e., heavily leveraged) are constantly 
undercapitalized and have continual cash flow problems.  

These cash flow problems can occupy the time and attention of the venture’s 
management to the detriment of the general development and growth of the venture. 
The heavy use of debt for starting or expanding a company can also adversely affect 
the venture's balance sheet and its ability to obtain future debt or equity financing at 
favourable terms. 

 

Return on Investment 

On the positive side, debt financing does not dilute the entrepreneurs' equity and the 
leverage it provides can increase the return on invested capital. But remember that 
leverage works both ways. In times of tight credit and high interest rates, a business 
with a high debt-to-equity ratio is much more likely to have financial difficulty, or even 
to be driven into bankruptcy, than is a business with more reasonable capitalizations.  

A new or existing business must obtain both equity and debt financing if it is to have 
a sound financial foundation for growth without excessive dilution of the 
entrepreneurs' equity. 
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Cash Flow 
 

Need for cash flow statement 

Despite all the guidance a monthly income statement provides, you can't guide your 
business's daily operation using the income statement alone. You also need to 
prepare a monthly cash flow statement to track the cash going in and out of the 
business. The cash flow statement records inflows and outflows of cash, when they 
occur. If a sale is made in June, but the customer doesn't pay until August, the 
income statement will show the sale in June, but the cash flow statement won't show 
the sale until August, when the cash actually flows into the business. Even when 
your income statement shows a profit, you may run out of cash and have to shut 
down because you can't pay your phone bill. 

You can be running a profitable business but still be insolvent if your cash balance 
becomes negative. To avoid getting caught without enough cash to pay your 
accounts, follow these three rules: 

 

Rules to encourage positive cash flow 

 

1. Collect cash as soon as possible. When you make a sale, try to get paid 
in cash at the time of the sale. 

2. Delay paying bills as long as possible without irritating the supplier. 
Most bills come with a due date. The phone bill, for instance, is typically 
due within thirty days. That means you can take up to thirty days to pay 
it without irritating the phone company and having them come after you 
for the money. Never pay a bill after the due date, however, without 
getting permission from the supplier first. 

3. Always know your cash balance. 

 

Depreciation and cash flow 

Depreciation is a non-cash-flow expense – i.e. no cash is actually going out. If 
depreciation is deducted from an income statement, therefore, the income statement 
no longer accurately reflects how much cash the business is holding. On your cash 
flow statement, therefore, you will need to add back the amount you deducted from 
the income statement as a depreciation expense. 

 

The 3 sections of a cash flow statement 

The cash flow statement is divided into three sections: 

 The first section records all sources of cash that come into the business and 
indicates the actual dates when they are received. These are cash inflows, or 
receipts. 
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 The second section reports cash outflows that must be made within that 
month-insurance payments, interest payments, cost of goods sold, monthly 
salaries, and the like. 

The third section shows the net change in cash flow before and after taxes. The 
entrepreneur can see whether the business had a positive or negative cash flow that 
month. 

 

The Income Statement* 

An income statement is an entrepreneur's scorecard. It answers the question: "How 
am I doing'?" If your business is not making a profit, examining the income statement 
can tell you what may be causing the loss. You can then take steps to correct the 
problems before your net losses run you out of business. 

Preparing monthly income statements will encourage you to keep your ledger up-to-
date and accurate. You will use the information in your ledger to prepare your 
income statement at the end of each month. 

 

The Seven Parts of an Income Statement 

Income statements are made up of the following parts (we'll be using their call 
letters, A through G, when we place these parts in equations): 

A. Sales: How much money the company will be receiving for selling a product. 

B. Total Cost of Goods Sold: The cost of making one unit times the number of 
units sold. Never disclose your Cost of Goods Sold. Keep secret how much you are 
paying to make your product so you can sell it for a profit. 

C. Gross Profit: Sales minus Cost of Goods Sold. 

D. Operating Costs: Items that must be paid to operate a business, including: 

Dl. Fixed Costs. 

D2. Variable Costs. 

These items include Utilities, Salaries, Advertising, Insurance, Interest, and Rent 
(referred to as USAIIR). 

E. Profit Before Taxes: A business's profit before paying taxes but after all other 
costs have been paid. 

F. Taxes: Payments required by National, and local governments, based on a 
business's profit. A business must pay VAT, income, and other business taxes. 

G. Net Profit or Loss: A business's profit or loss after taxes have been paid. 

 

Example – Mzi’s tie business 

Mzi has a small business selling ties. Let's say Mzi finds a wholesaler looking to 
unload some ties. Mzi buys twenty-five ties at R2.00 each and sells them all at R4.00 
each. His revenue is R100.00. He spent R24.00 on flyers to advertise his ties. The 
income statement quickly shows whether Mzi is making a profit. 
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Mzi’s Income Statement 
A.  Sales R100 (25 ties x R4 per tie = R100) 
B.  Less Total Cost of Goods Sold R  50 (25 ties x R2 per tie = R50) 
C.  Gross Profit R  50       (A – B = C) 
D.  Less Operating Costs 
      D1. Fixed Costs R24 
      D2. Variable Costs      0 R24 (R24 for   flyers) 
E.  Profit Before Taxes  R26        (C – D = E) 
F.  Taxes  R  6      (Taxes = R6) 
G.  Net Profit / (Loss)  R20      (E – F = G) 

 

Financial Controls: 

Break-Even Analysis 

When sales and costs are equal, the income statement shows no net profit or net 
loss. The total at the bottom of the income statement is zero. This condition is called 
the break-even point. Many new businesses lose money in the beginning, but, to 
survive, a business must at least break even. It is vital for you to know how many 
units the business must sell during a month to cover costs and break even. Break-
even analysis allows you to determine this number. 
 
Unit of Sale 

First, though, you must define your unit of sale. If you are selling ties, one 
unit of sale can be defined as one tie. If you are selling word processing, you 
can define one unit of sale as one hour of word processing. It's up to you. 

Once you've defined a unit of sale, figure your gross profit per unit. This is 
the first step toward determining how many units you will have to sell to 
break even. Gross profit per unit is the selling price of the unit minus its cost 
of goods sold. 

 

 

 

Let's look at Mzi's income statement again. Assuming his unit of sale is one 
tie, what is Mzi's gross profit per unit? 

Mzi sells each tie for R4. His cost of goods sold for each tie is R2. His gross 
profit per unit, therefore, is R4 - R2 = R2. 

Calculating Break-Even Units 

Because many small business operating costs are fixed, break-even is typically 
calculated by assuming that all operating costs are fixed. Using his gross profit per 
unit, Mzi can calculate how many ties he will have to sell each month to cover his 
fixed costs. This simple formula divides gross profit per unit into monthly fixed costs 
to determine break-even units: 

Selling Price per Unit  -  Cost of Goods Sold  =  Gross 
Profit per Unit 
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Monthly Fixed Costs =  Break-even Units 

Gross Profit per Unit 

R24 (Monthly Fixed Costs)  =  12 Break-Even Units 

R2 (Gross Profit per Unit) 

Mzi has to sell twelve ties each month to stay in business. If he sells fewer than 
twelve ties, he will suffer a net loss. If he sells more than twelve ties, he will earn a 
net profit. 

Including Variable Cost in Break-Even Analysis 

If you want to calculate break-even units including variable costs, you must first 
determine your variable cost per unit. Then, use this formula to figure your break-
even units: 

 

Monthly Fixed Costs                                   = 

Gross Profit per Unit - Variable Cost per Unit 

 

Break-Even Units  

 

A shoe store has the following costs: 

Variable Cost per Unit:  R1 (sales commission per pair of shoes sold) 

Monthly Fixed Costs: R1100  

Gross Profit per Unit:  R12 

The break-even point would be R1,100 + (R12- R1) = R1,100 + R11 = 100 pairs of 
shoes. The store needs to sell 100 pairs of shoes a month (a little more than three 
pairs of shoes per day) to stay in business. 

Including Depreciation on an Income Statement 

 

 

If you buy expensive, long-lasting assets, such as a computer, you will want to 
include depreciation in your income statement. Depreciation is a certain portion of 
the cost of an asset that is subtracted each year until the asset's value reaches zero; 
it reflects the wear and tear on an asset over time. 

This wear and tear reduces the value of the asset, so it's a cost of doing business. 
Depreciation is typically shown as an operating fixed cost on the income statement. 
Mzi doesn't include depreciation on his income statement because his business 
doesn't have any assets such as a computer, a car, or manufacturing machinery-that 
would have their worth reduced over time by wear and tear. 

But let's say you open your own Hometown Restaurant. You buy R3,000 worth of 
tables and chairs. You know that those tables and chairs will have to be replaced in 
about five years because they will be worn out. If you subtract R600 a year from your 
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income statement and put that money into a bank account, in five years you will have 
saved R3, 000 - enough to replace your tables and chairs. That’s the point of 
depreciation - to help you save now so you can replace your assets as they need to 
be replaced. Many business owners forget that depreciation is a real yearly cost of 
using an asset. To forget about depreciation is to grossly overstate your profit. 

Financial Ratio Analysis 

Entrepreneurs don't just look at their income statements; they analyze them by 
dividing sales into each line item. Each item can then be expressed as a percentage, 
or share, of sales. Percentages express numbers as part of a whole, with the whole 
represented as 100 percent. Relating each element of the income statement to sales 
by stating the element as a percentage will help you notice changes in your costs 
from month to month. 

By expressing each item on the income statement as a percentage of sales, you'll 
start to see the relationships between the items. A Rand is made up of 100 cents, so 
a percentage also helps you express each item as part of a Rand. For example, 
suppose that 40 cents of every Rand of your sales was spent on cost of goods sold. 
Your gross profit per Rand of sales would then be 60 cents (60 percent). Your net 
profit, after 30 cents were spent on operating costs and 10 cents on taxes, would be 
20 cents (20 percent). These percentages are referred to as a business's financial 
ratios. 

By analyzing your income statement items as percentages of sales, you can see how 
costs are affecting your net profit.  

Financial ratios can be used in controlling the finances of the SMME. The ratios we 
will be looking at in this training manual are: 

 Liquidity ratios 

 Profitability ratios 

Liquidity ratios 

Liquidity ratios are used as an aid to assess the liquidity position of the SMME and 
include the current ratio and the acid test ratio. 

Current ratio  =  current assets / current liabilities 

The current ratio gives you an indication to meet its obligations in the short term. 

Acid test ratio  =  (current assets – stock) / current liabilities 

The current ratio assumes that all current assets can be turned into cash equally 
quickly. Sometimes it takes longer to turn stock into cash. This is the reason why 
stock is taken out of the calculation when the assessment is made of the ability of the 
SMME to meet its short-term obligations. 

Profitability ratios 

Profitability ratios reflect how profitable the available capital has been employed in 
the SMME. 

1. Profitability of the enterprise  =  net income before interest and tax / total assets 

2. Profitability of own capital  =  net income after interest and before tax / own capital 
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3. Gross income margin  =  gross income / sales 

4. Cash flow to total debt  =  (net profit + depreciation) / total debt 

Budgeting for a SMME 

Budgeting puts planning where it belongs – in the forefront of the manager’s mind. 
The budgeting process makes planning an explicit management responsibility. A 
budget highlights a SMME’s performance and is used as an aid to apply financial 
control. This is done by comparing actual results with budgeted results. 

Budgets create a cost-awareness among employees. Budgets are used to control 
costs in the SMME. A budget can also warn you of danger signs when financial 
problems start arising in your business. 

SMME’s master budget is divided into an operating and a financial budget. The 
following diagram shows the overall plan:  

 

Diagram to show plan for budgeting process  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Operating Budget 

a) The sales budget is the starting point for budgeting, because 

inventory levels, purchases, and operating expenses are generally 

geared to the rate of sales activity. 
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b) The sales forecast is usually prepared under the direction of the top 
management of the SMME. All of the following factors are important:  

(1) past patterns of sales;  

(2) the estimates made by the sales force;  

(3) general economic and competitive conditions;  

(4) specific interrelationships of sales and economic indicators, 

(5) changes in prices;  

(6) market research studies; and  

(7) advertising and sales promotion plans. 

c) After sales are budgeted, the purchases budget can be prepared. The total 
merchandise needed will be the sum of the desired ending inventory plus the 
amount needed to fulfil budgeted sales demand. The total need will be partially 
met by the beginning inventory; the remainder must come from planned 
purchases. Therefore these purchases are computed as follows: Purchases =  
Desired ending inventory  +  Cost of goods sold  -  Beginning inventory. 

d) The budgeting of operating expenses is dependent on various factors. Many 
operating expenses are directly influenced by month-to-month fluctuations in 
sales volume. Examples are contract staff payments and printing of training 
material. Other expenses are not directly influenced (e.g. insurance, 
depreciation, etc.) 

e)      The above 3 paragraphs will provide enough information for a budgeted 
income statement. The income statement is complete except for interest 
expense, which can’t be computed until the cash budget is prepared. 

Financial Budget 

The second major part of the master budget is the financial budget, which consists of 
the capital budget, cash budget, ending balance sheet, and statement of changes in 
financial position. 

Cash budget 

The cash budget is a statement of planned cash receipts and disbursements. It has 
the following major sections. 

a) The beginning cash balance plus cash receipts yield the total cash available for 
needs before financing. Cash receipts depend on collections from customers’ 
accounts receivable and cash sales and on other operating sources such as 
miscellaneous rental income.  

b) Cash disbursements: 

(1) Purchases depend on the credit terms extended by suppliers and the 
account paying habits of the buyer. 

(2) Payroll depends on wage, salary, or commission terms and on payroll 
dates. 

(3) Other costs and expenses depend on timing and credit terms. Note that 
depreciation and the expiration of insurance do not entail a cash outlay. 
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(4) Other disbursements include outlays for fixed assets, long-term 
investments, installment payments on purchases, and the like. 

c) Financing requirements depend on how much of the total cash is available. 
Needs include the disbursements plus the ending cash balance desired. The 
financing plans will depend on the relationship of cash available to cash 
sought. If there is an excess, loans may be repaid or temporary investments 
made. The pertinent outlays for interest expenses are usually contained in this 
section of the cash budget. 

d) The ending cash balance is beginning cash balance + financing required – 
cash disbursements. Financing y may have a positive (borrowing) or a negative 
(repayment) effect on the cash balance.  

e) Cash budgets help management to avoid having unnecessary idle cash, on the 
one hand, and unnecessary nerve-racking cash deficiencies, on the other. An 
astutely mapped financing program keeps cash balances in reasonable relation 
to needs. 

 

Budgeted Balance Sheet 

 

a) Each item is projected in accordance with the business plan. When the 
complete master budget is formulated, management can consider all the major 
financial statements as a basis for changing the course of events.  

b) For example, the initial formulation may prompt management to try new sales 
strategies to generate more demand. Or management may explore the effects 
of various ways of adjusting the timing of receipts and disbursements. 

c) In any event, the first draft of the master budget is rarely the final draft. In this 
way, the budgeting process becomes an integral part of the management 
process itself in the sense that planning and budgeting are indistinguishable. 

d) Annual budgeting for the following year will commence at the beginning of 
September each year and will be completed by the end of September. 

 

 

Poor Financial Management 

Poor financial management arises when financial issues do not get the attention they 
deserve. This happens when: 

 there are no procedures in place to control and record costs; 

 invoices are not sent out on time; 

 debtors do not pay on time and you don’t follow up; 

 monies owed to SARS are paid over late and as a result you pay penalties; 

 irregular analysis of financial statements are done; 

 budgeting is either not done or not used on a regular basis to measure the 
SMME’s performance; 
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 credit terms can sometimes be too lenient towards your customer that your 
SMME eventually ends up with cash flow problems; 

 financial fraud committed by one of your own employees can easily be 
committed; 

 spending money at inappropriate times and not considering the cash flow 
forecast. 

As can be seen from the above examples poor financial management can: 

 negatively affect the future viability of your SMME; 

 this could result in selling part or your whole share of the SMME; 

 liquidating your SMME; 

 give your self-image a negative blow; 

 cost you your marriage or negatively affect other relationships; 

 cause stress and other health related problems. 
 
 

Contracts 

A contract may be defined as ‘any agreement made between two or more persons 
(remember a close corporation or company is a legal person) which is binding in law, 
whereby the parties reciprocally promise, or one party promises the other party to 
do, or abstain from doing, some particular act, or to give some particular thing’. 

A contract does not have to be in writing. It can be verbal. A contract is void under 
certain conditions. This means it can be made legally unenforceable when through 
innocent, wilful or negligent misrepresentation, or if duress was present, or if a 
mistake occurred or if the contract became impossible to perform subsequently. 

Rights must flow in terms of the agreement in favour of one or more of the parties 
concerned. 

Sales contracts 

A sales contract can be defined as a contract when someone gets an item as his 
own property from someone else by paying a price for the item. Both parties agree to 
the following: 

 both parties have the intent to enter into the sales agreement; 

 the nature/identity of the transaction; 

 the selling price. 

The sale can include moveable assets such as vehicles or office furniture, or fixed 
assets such as business premises or even intangible such as debtors. 

 

Lease Contracts 

Leasing takes several different forms. The three most important forms are: 

1. sale-and-leaseback arrangements 
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2. operating leases 

3. straight financial , or capital leases 

 

Sale and Leaseback agreement 

Under a sale-and-leaseback arrangement, a firm that owns land, buildings, or 
equipment sells the property to a financial institution and simultaneously executes an 
agreement to lease the property back for a specified period under specific terms. 
The financial institution could be an insurance company, commercial bank, or an 
individual investor. The sale-and-leaseback arrangement is an alternative to a 
mortgage. 

Note that the seller, or lessee, immediately receives the purchase price put up by the 
buyer, or lessor. At the same time, the seller-lessee retains the use of the property. 

 

Operating leases, sometimes called “service leases”, provide for both financing and 
maintenance. IBM is one of the pioneers of the operating lease contract. Computers 
and office copying machines, together with automobiles and trucks, are the primary 
types of equipment involved in operating leases. Ordinarily, these leases call for the 
Lessor to maintain and service the leased equipment, and the cost of the 
maintenance is built into the lease payments.  

Another important characteristic of operating leases is the fact that they are 
frequently not fully amortized. In other words, the payments required under the lease 
contract are not sufficient to recover the full cost of the equipment. However, the 
lease contract is written for a period considerably less than the expected economic 
life of the leased equipment, and the lessor expects to recover all costs either in 
subsequent renewal payments, through leases to other lessees, or by sale of the 
leased equipment.  

A final feature of operating leases is that they frequently contain a cancellation 
clause which gives the lessee the right to cancel the lease and return the equipment 
before the expiration of the basic lease agreement. This is an important 
consideration to the lessee, for it means that the equipment can be returned if it is 
rendered obsolete by technological developments or is no longer needed because of 
a decline in the lessee’s business.  

 

Financial leases, sometimes called “capital leases”, are differentiated from 
operating leases in that they (1) do not provide for maintenance service, (2) are not 
cancellable, and (3) are fully amortized (that is, the Lessor receives rental payments 
equal to the full price of the leased equipment plus a return on investment).  

In a typical arrangement, the firm that will use the equipment (the lessee) selects the 
specific items it requires and then negotiates the price and delivery terms with the 
manufacturer. The user firm then arranges to have a bank or a leasing company (the 
Lessor) buy the equipment from the manufacturer or the distributor. When the 
equipment is purchased, the user firm simultaneously executes an agreement to 
lease the equipment from the financial institution.  
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Association Agreements 

When you're a member in a close corporation, it's highly advisable to have a formal, 
written agreement. While it is not required by law, an association agreement can give 
you a framework for defining each partner's obligations, and settling the conflicts, 
disagreements and other difficult-to-resolve issues that naturally occur in nearly 
every business relationship. Ultimately, it will help ensure the long-term well-being of 
your business. 

 

Guideline to writing an agreement 

Create your written association agreement with the assumption that anything that 
can go wrong with your close corporation will. Frictions between members over 
things such as money, power or ego frequently undo these business relationships. 
Your association agreement should prepare you for all possible "what-if" situations, 
and set methods for resolving them. You will find that it pays to be extra cautious. 

You can save money by drafting your own version of the key parts of your 
agreement, then taking it to your firm's attorney to be reviewed, clarified, modified 
and finalized. It is important to have an attorney review the contract, because you 
want to make sure it complies with the association laws of your state. Finally, each 
partner might want to have his or her own lawyer look it over, since your firm's 
attorney can't represent the interests of each individual partner. 

 

Credit Agreements 

A credit agreement is a credit transaction that includes a payment transaction that is 
either paid in full or in instalments. In the case of instalments the buyer only 
becomes the owner of the item once the full amount had been paid. The buyer does 
however obtain the use and enjoyment of the item whilst paying the instalments. 

Such agreements have to be in writing and both buyer and seller have to sign this 
agreement. 

 

Tax responsibilities of a SMME 

Duties and Taxes 

All goods and gifts which have been acquired abroad are subject to payment of 
customs duty and Value-Added Tax (VAT) when they are brought into the Republic 
of South Africa. This includes goods purchased duty-free on board aircraft and ships 
or in duty-free shops. 

Travellers may qualify for a concession for certain duty-free allowances; and a flat-
rate assessment on goods brought as ACCOMPANIED BAGGAGE. 

However returning residents should note that goods acquired abroad and sent to the 
Republic as UNACCOMPANIED BAGGAGE do not qualify for any allowances.  

VAT is tax levied by vendors on the supply of goods or services in the course or 
furtherance of an enterprise. It is levied on the provision of raw materials in the 
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production process and on each stage thereafter until the product or service is made 
available to the consumer. 

 All vendors, who in the course or furtherance of an enterprise enter into transactions 
where goods or services are supplied, must levy VAT. 

 

 A "vendor" is a person who is registered or is required to be registered for VAT. 

An "enterprise" means any activity carried on continuously or regularly by any 
person in the Republic or partly in the Republic and in the course or furtherance of 
which goods or services are supplied to any other person for a consideration, 
whether or not for profit, including any enterprise or activity carried on in the form of 
a commercial, financial, industrial, mining, farming, fishing or professional concern or 
any other concern of a continuing nature or in the form of an association or club. It 
includes certain activities of a public authority, the activities of a local authority, as 
well as certain activities of a welfare organization, but does not include the following: 

 services rendered by a salary or wage earner or engagement as a company 
director, 

 hobby activities, 

 private transactions, for example, the occasional sale of domestic or 
household articles, and 

 

Liability for registration as a VAT Vendor 

When do I become liable to register?  

You will be liable for registration if: 

a) at the end of any month the total value of your taxable supplies has 
exceeded R300 000 in the preceding period of 12 months, or 

b) there are reasonable grounds for believing that the total value of taxable 
supplies which will be made in the following period of 12 months will 
exceed R300 000, unless you are able to show that the R300 000 limit has 
been exceeded or will be exceeded solely as a consequence of: 

o the sale of stock and assets due to any cessation of or any substantial 
and permanent reduction in the size or scale of any enterprise. 

o the replacement of plant and machinery or capital assets. 

o abnormal circumstances of a temporary nature. 

If you are not required to register you may nevertheless apply for voluntary 
registration. 

 

Who must be registered?  

Any person 

 whose total value of taxable supplies exceeds the limit of R300 000 per 
annum  and who 
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 on or after 30 September 1991 

 carries on any enterprise(s) 

 in the course or furtherance of which taxable supplies (including zero-rated 
supplies) are made must register for VAT. 

 

Person v Enterprise 

 It is the person, NOT the enterprise, who is registered for VAT. The person is only 
registered once for all enterprises/branches/divisions carried on unless permission is 
granted to register them separately. 

 

  The person to be registered (i.e. the name which must be entered in item 1.2 of 
form VAT101), is any:- 

 sole proprietor (individual) (i.e. where the person is not one of the under-
mentioned) 

 Incorporated/unincorporated body of persons (inter alia partnerships and 
clubs) 

 close corporation (registered under the Close Corporations Act) 

 company (registered under the Companies Act) 

 association not for gain 

 welfare organization,  

 trust 

 deceased estate/insolvent estate 

 local authority and certain public authorities 

 

Pay As You Earn (PAYE) 

Employers are bound by law to pay taxes of salaries of employees over to the South 
African Revenue Services (SARS).  

Skills Levy 

1% of salaries are also paid to SARS that then distributes the money to the relevant 
Sectoral Education and Training Authority (SETA). When you register your company 
for the skills levy at SARS you must tell the particular official at SARS to which 
chamber of which SETA the levy must be allocated to. Do not assume that the 
people at SARS will automatically know. 

There are, at the time of writing this material 20 authorised SETAs in South Africa. 
This means that industry has been divided into 20 different economic sectors. It is 
very important that you identify the correct sector that your SMME will operate in. 

You can claim up to 50% of your levy if you complete a workplace skills plan (WSP) 
and an Annual Training Report (ATR). More information can be found at the 
following websites: http://www.saqa.org.za and www.inseta.org.za.  
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Unemployment insurance 

2% of all salaries are paid to SARS that then channel this payment to the 
Department of Labour.  

When you register your SMME to obtain a tax number for your business you 
automatically obtain numbers for PAYE, Skills Levy and Unemployment Insurance. 
 
 

Module 4  

Make and support a decision on whether to establish an SMME 
 
The typical scope of this module is:  
  

 The concept of an entrepreneur is explained with reference to risk.  
 

 Three selected SMMEs are surveyed to establish the service levels required 
for success. 

 
 A decision is made to establish or not establish a SMME supported by the 

findings of an investigation.  
 

 Three selected SMMEs are surveyed to establish quality of produce and 
potential productivity required for success. 
 
 

The Entrepreneur and Risk  

In “The Book of Entrepreneur’s Wisdom”, Edited by Peter Krass (1999), the story of 
Sir Richard Branson of the Virgin group is told. Krass says, “The title of Richard 
Branson's 1998 autobiography, ‘Losing My Virginity’ pretty much sums up this 
entrepreneur's flair for promotion. British-born Branson, the founder of Virgin 
Records and Virgin Atlantic, among other ventures, begins his autobiography with 
the following childhood memory: "My mother was determined to make us 
independent. When I was four, she stopped the car a few miles from our house and 
made me find my own way home across the fields. I got hopelessly lost.” Apparently, 
Branson became not only independent, but a bit naughty, too; while at prep school, 
he was beaten for poor grades, and decided to skip college all together. And, it was 
none other than the Sex Pistols, whom Branson signed in 1977, that put Virgin 
Records on the map. 

Unfortunately, the bankers forced him to sell his beloved recording company in 1992 
to raise cash to support his other renowned start-up, Virgin Atlantic, which today is 
one the most successful airlines in the world. It left a bad taste in his mouth, and 
since then he has relied on joint ventures with wealthy partners as opposed to going 
to the bank for a loan.  
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For example, he put up a mere 1,000 pounds and his brand name for a 50 percent 
interest in a cosmetics business, Virgin Vie, while his partner put up 20 million 
pounds. As of 1998, this uber-entrepreneur had created an empire of some 200 
companies with sales revenue of $4 billion. "I want Virgin to be as well known around 
the world as Coca-Cola," he said. 

So far, he's had the golden touch in most of his ventures, which he attributes partly 
to intuition, a trait he developed in his youth. "Perhaps my early problems with 
dyslexia made me more intuitive: when someone sends me a written proposal, rather 
than dwelling on detailed facts and figures I find that my imagination grasps and 
expands on what I read," he said.  

His P. T. Barnum-like promotional stunts have helped, too – Branson has cross-
dressed, driven an army tank in Times Square, and attempted to circumnavigate the 
world in a balloon, among others. In Risk Taking, however, Branson presents some 
down-to-earth ideas on how to reduce risk when taking on a new venture. 

Sir Richard Branson himself writes, “Risk taking is something I am very well aware of 
at a gut level," when I am actually taking decisions, but I find it extremely difficult to 
describe in the abstract. There is such a temptation to rationalise past decisions; so 
that all the successes can be described as examples of measured and systematic 
risk taking, but all the failures can be written off to events that could not possibly 
have been identified at the time the decision was made, 

One example of a decision that I would like to claim full benefit for would be our 
acquisition of the first Boeing 747, which came just before a rapid upturn in the 
second-hand market for 747s, On the other hand, I would like to blame the fact that 
Event – the magazine we started up some years ago in competition with Time Out – 
failed, not because we did not plan it or manage it carefully enough, but because 
something completely unexpected happened. (Time Out managed to improve its 
editorial policy when a left-wing group of staff resigned to form yet another 
competitor magazine, City Limits). 

The best thing I can do is not to try and rationalise what I, and my colleagues at 
Virgin, try to do when we are making decisions. Instead, here are some practical 
“dos “and “don’t’s” for when you are taking decisions, so that your strike rate might 
be a bit higher and your return on the investment substantially higher. 

Know the Business 

Know the Business 

The biggest risk any of us can take is to invest money in a business that we don't 
know. Very few of the businesses that Virgin has set up have been completely new 
fields. Admittedly, I started fresh – “a virgin" – in the mail order record business on 
the back of the abolition of retail price maintenance. Since then, however, the 
development of the Group has been through a linked series of investments, which I 
gather the business schools call "vertical integration," but which I just call common 
sense.  

From the mail order business we went into retailing records, from the retailing of 
records we went into record production, through the setting up of the Virgin record 
label. We soon found that it was possible to negotiate music publishing rights as well 
as record rights with the same band, so we set up a music publishing company. 
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Once we got past the very early stages, we realised that we were spending an awful 
lot of money on recording costs so we got into the recording studio business.  

When music videos became a necessary part of the marketing of records, we did not 
just make them and waste them, but began to distribute them ourselves. This got us 
into the video distribution business and it was a natural move to begin to acquire 
other products for video distribution. Another good example is when we noticed the 
increasing importance of film sound tracks: now it is almost worthwhile for us to get 
into a film for the sound track rights only. So, behind the Richard Branson "whizzkid, 
entrepreneur" image there lies – I believe – measured growth from the initial 
business of mail order through to the core of the Virgin Group as it is today. 

So, Know the Business 

So, Know the Business 

These linkages do not happen without hard work and, in almost each case, I have 
devoted my time to the new business and have got completely immersed in it before 
making any significant investment. 

I have not depended upon others to do surveys, or a lot of market research, or to 
develop grand strategies. I have taken the view that the risk to the company is best 
reduced by my involvement in the nitty gritty of the new business. 

So, Get Involved, Don't Stand Back 

That in turn means that I have got to depend a lot on the management of the 
divisions. I leave behind when I become totally immersed in a new area. Risk 
management, which I suppose is what we are talking about, depends a lot on not 
risking your core business; and you do that by having a good management team in 
your core business before you embark on any risky venture in a new business. So, 
don't depend on others to do the diversification and to take the risk. But do depend 
on others to do the job they know. 

Avoid Psychological Pre-commitments 

It is important not to become so entranced by a business area that you become 
forced to invest at a particular rate or in particular market sectors before you are 
ready. This I think is often a flaw in corporate plans and strategies. The plan itself 
becomes the reason for the investment and the risk taking. Because a team of 
people or a managing director have said that they like a particular market and intend 
to invest heavily in it, it becomes extremely difficult for them not to invest. The 
danger then is that they invest at too high a risk.  

So, always be prepared to walk away. 

It is wonderful how the knowledge that you are in a position to do that can improve a 
deal. A recent example has been in our negotiation for the financing of a second 
747. Had we been airlines like British Caledonian or British Airways, who "have to be 
in the business," then the bankers would have asked for all sorts of security and they 
would have got it. However, because we were able to say to the bankers "you are 
either going to lend us money without recourse to the rest of the Virgin Group or we 
are not going to bother buying a second aircraft" they have lent money just to the 
airline and enabled us to reduce the risk enormously.  
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So being prepared to walk away from a deal almost always had the effect of 
reducing the risk you run. 

A further point on this is "remember there is always another deal." Deals are like 
London buses-there is always one coming. And it is surprising how often the next 
deal is better than the one you have, with great reluctance, had to give up. 

 

Under this rather strange heading of avoiding psychological pre-commitments there 
is another general point I would like to make. A lot of companies are very greedy 
about how they share the benefits from risk taking and investment.  

We in the Virgin Group are often seemingly very liberal with the way we give 
managers minority shareholdings and participation in new ventures in new markets. 
It is the sort of policy that is very easy for accountants and bankers to look at and 
say "that is extremely expensive." The fact is that they can often only count the cost 
and fail to see its value. The commitment and participation of senior executives in 
new ventures is often one of the best ways of reducing risks for the company. If there 
are people within the company who are capable of becoming millionaires if they set 
up on their own, we want them to stick with the company and become millionaires. 

Limiting the Downside 

This is my overriding concern. Perhaps it is because we have been a private 
company and I have often been extremely short of cash that I have never wanted to 
put the company on the line. However, in retrospect I think it has also been a very 
important part of getting a good return from our investments. We limit the downside 
in a number of ways, some of which can seem to be expensive when looked at 
coldly. 

The first way is through the financing structure of a new investment. We will, 
typically, set up a new company, which will employ all the people involved and on 
whose performance their future will rest. Now, of course, we very rarely walk away 
from a subsidiary and let it go bankrupt but nevertheless this practice does help 
focus the minds of the people involved. In addition, we always attempt to arrange the 
financing of this company so that, as far as is possible, any borrowings or liabilities 
are without recourse to Group funds.  

I have mentioned the airline already and it is perhaps the best example. There, we 
have the banks lending on the basis of the airline's performance and the value of the 
aircraft themselves. The Group's only obligation to the banks is to provide leadership 
and management to the team at the airline. This may seem fairly obvious but I can 
assure you it is not something we see in other companies. 

Another example is the entertainment business. There are significant differences 
between investing in new bands in the music division and investing in a film. Most 
people see music, films and entertainment generally as being all highly risky 
business without really understanding how it is possible to manage the risks 
involved. We invest very heavily in new artistes but not very heavily in films.  

The difference is that our commitment to new artistes is limited-usually to an initial 
advance and the marketing and promotional costs of their first few singles and an 
album. This might commit us to, say, £300,000. If that first album is a success or 
meets certain criteria, then we go on to a second album and so on, up to eight or 
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nine albums. So, over a few years, our commitment to an artiste might be £3-4m. 
However, the risk of losing £3-4m has been limited. In contrast, however, if we invest 
in a film, although its success is no more or less certain than an artiste on the music 
side, the situation is different.  

It is not the practice in the film business to contract with talent for anything more than 
one film. In other words, if a film is successful we have no rights to the future 
services of the producer, director or cast. An example I know of is Hugh Hudson who 
was the director of Chariots of Fire. His fee for the film was some £200,000. It was of 
course an enormously successful film and some months later when the production 
company wanted to have him direct their next film, they found that they had nothing 
other than a weak moral hold on him and were facing a likely fee level of over $lm. 
That sort of thing just does not happen in music; therefore we invest heavily in 
music, not in films. 

 

The second method of limiting the downside is the obvious one about reducing the 
scale of the risk through joint ventures. Of course joint ventures often actually 
increase the degree of risk in a venture because it adds another variable e.g. how 
can two or more people work together satisfactorily?  

However, it certainly reduces the scale of the risk. A good present example of this is 
our investment in Music Box. This is pan-European television programming based on 
the hugely successful MTV network in the United States. The total investment 
required was way beyond the resources of the Group. However, being convinced 
that this was a good product in a rapidly expanding market, we found a way of going 
ahead in partnership with Thorn EMI and Yorkshire Television. 

The third point to mention is the need to have a way out of a high risk venture. Very 
often you will find that one of the greatest risks in investment is lack of flexibility. You 
get halfway through a project after a year, you get to the point where the only way 
forward, even if you are then way above budget, is to invest more money - because 
at that point the marginal decision always seems to encourage ploughing on. That 
will always be the case unless you have structured the deal so that there is a way 
out.  

Again, our best current example is from the airline. We went into the airline business 
on the basis that we could get out after a year or two so, (using the "walk away" rule) 
we said to Boeing that we were not going ahead unless they gave a commitment to 
buy back the 747 during the first three years of its life at a fixed price. They agreed, 
so we were able to embark on the airline business, knowing that the downside was 
very limited. Equally, on the music side of the company, we typically have the right 
not to proceed with an artiste's contract. On our retail side, we make sure that all of 
our leases or freeholds are easily realisable so that we are not trapped into loss-
making shops. 

Keep It Small and Cheap 

A little while ago, the Economist ran an article on us and identified one of the Group's 
strengths as its corporate structure. It made a number of points – all of which are 
relevant to a discussion of risk, and which I would group under the heading "small 
and cheap." 
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First, keep overheads low. We run about 16 small offices in Notting Hill, which are 
miles in style from the high-rent corporate headquarters of the City or West End. 
Staff numbers are kept small, and we insist they work in small units I think our 
largest is about 120 people. 

Second, as businesses grow, watch out for management losing touch with the basics 
– normally the customer. We set out to avoid anyone subsidiary being in any way 
large. For example, music is our biggest business and rather than let Virgin Records 
(150 staff and £150 million turnover) grow into an EMI (10,000 staff and £300 million 
turnover), we've split it up and set up new labels. 

Thirdly, this "keep it small" rule enables us to give more than the usual number of 
managers the challenge and excitement of running their own businesses. It is, I 
think, the only way to encourage entrepreneurship from within the company, and 
then only if it is coupled with substantial personal incentives in terms of minority 
share holdings or profit sharing.  

Throughout the Group, we are prepared to set up as many new businesses as our 
employees have marketable ideas. Lastly, under this heading, we are able to accept 
a "buy, don't make" strategy. We see ourselves primarily as publishers of 
entertainment in all its forms. This makes us extremely flexible to change in taste or 
consumer spending patterns-a good example being how we've survived the 
bloodbath in the computer games business by just having programmers and 
marketing staff-and all of them on short term contracts. It also helps our low 
overhead policy enormously. 

We do not have record pressing plants or record distribution systems. This means 
that we have no fixed plant and depreciation charges and no large overhead in 
buildings and staff that are very insensitive to volume. Incidentally, it also has 
another advantage in that as technology and consumer tastes change, we can 
continue to publish in whatever medium the public wants – black vinyl, cassettes, 
compact discs – without having record plants with reducing utilisation, or heavy start- 
up costs in new disc plants. 

Conclusion 

There is one overriding point I would like to make. Having done the evaluation of an 
investment and having applied all the rules I have listed and any others that you find 
particularly helpful in your markets, and having decided to make an investment, do 
not pussyfoot around. Go for it! In reality, one of the biggest risks that a lot of British 
industry takes is the lack of commitment to new projects and new ventures. They do 
not put enough energy, personal commitment or leadership into them. The fact that 
they are risky often taints them as second best. I try to avoid that by getting involved 
in new ventures more than in the mainstream activities of the company. This gives 
them a high status, an importance and my experience! It makes the probability of 
success that much higher. So, in conclusion, having decided to take a risk, do not 
run further risks by not committing yourself fully to your decision. 
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ANNEXURE 1 

Sample of Department of Labour Contract 

CONTRACT OF EMPLOYMENT 

Entered into between: 

……………………………………………………………. 
(herein after referred to as "the employer") 

Address of employer: 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 

and 

……………………………………………………………. 
(herein after referred to as "the employee") 

1. Commencement 

This contract will begin on ……………… and continue until terminated as set out in 
clause 4. 

2. Place of work 

……………………………………………………………. 

3. Job description 

Job Title ………………………………………………. 
(e.g.. Domestic worker, child minder, gardener, etc) 

Duties ..………………………………………… 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 

4. Termination of employment (See Guidelines 2 and 3) 
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Either party can terminate this agreement with four weeks written 
notice. In the case where an employee is illiterate notice may be given 
by that employee verbally. 

5. Wage (See Guidelines 4 and 5) 

5.1 The employees wage shall be paid in cash on the 
last working day of every week/month and shall 
be: 

R…………. 

      

5.2 The employee shall be entitled to the following 
allowances/payment in kind: 

  

      

5.2.1 A weekly/monthly transport allowance of R…………. 

      

5.2.2 Meals per week/month to the value of R…………. 

      

5.2.3 Accommodation per week/month to the value of R…………. 

      

5.3 The total value of the above remuneration shall be R…………. 

  (The total of clauses 5.1 to 5.2.3) 
(Modify or delete clauses 5.2.1 to 5.2.3 as 
needed) 

  

5.4 The employer shall review the employee’s salary/wage once a year. 

6. Hours of work (See Guideline 6) 

6.1 Normal working hours will be from ………… a.m. to …………. p.m. 
on Mondays to Fridays and from ……………a.m. to ………..p.m. on 
Saturdays. 

6.2 Overtime will only be worked if agreed upon between the parties 
from time to time. 

6.3 The employee will be paid for overtime at the rate of one and a half 
times his/her total wage as set out in clause 5.3.  

7. Meal Intervals (See Guideline 7) 
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The employee agrees to a lunch break of one hour/30 minutes (delete 
the one that is that not applicable). Lunchtime will be taken from 
………… to …………… daily.  

8. Sunday work (See Guideline 8) 

Any work on Sundays will be by agreement between the parties from 
time to time. 

If the employee works on a Sunday he/she shall be paid double the 
wage for each hour worked. 

9. Public Holidays (See Guideline 9) 

The employee will be entitled to all official public holidays on full pay.  

If an employee does not work on a public holiday, he/she shall receive 
normal payment for that day. 

If the employee works on a public holiday he/she shall be paid double.  

10. Annual Leave (See Guideline 10) 

10.1 The employee is entitled to……….. days paid leave after every 12 
months of continuous service. Such leave is to be taken at times 
convenient to the employer and the employer may require the 
employee to take his/her leave at such times as coincide with that of 
the employer.  

11. Sick leave (See Guideline 11) 

11.1 During every sick leave cycle of 36 months the employee will be 
entitled to an amount of paid sick leave equal to the number of days 
the employee would normally work during a period of six weeks. 

11.2 During the first six months of employment the employee will 
entitled to one day’s paid sick leave for every 26 days worked. 

11.3 The employee is to notify the employer as soon as possible in 
case of his/her absence from work through illness. 

12. Maternity leave (See Guideline 12) 

(Tick the applicable clauses in the space provided). 

12.1 The employee will be entitled to …………. days maternity leave without 
pay; or 
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12.2 The employee will be entitled to ………… days maternity leave on 
………… pay 

 

13. Family responsibility leave (See Guideline 13) 

The employee will be entitled to three days family responsibility leave 
during each leave cycle. 

14. Deductions from remuneration (See Guideline 14) 

The employer may not deduct any monies from the employee’s wage 
unless the employee has agreed to this in writing on each occasion. 

15. Accommodation 
(Tick the applicable boxes). 

15.1 The employee will be provided with accommodation for as long as the 
employee is in the service of the employer, and which shall form part of 
his/her remuneration package 

 

     

15.2 The accommodation may only be occupied by the worker, unless prior 
arrangement with the employer. 

 

15.3 Prior permission should be obtained for visitors who wish to stay the night. 
However where members of the employees direct family are visiting, such 
permission will not be necessary. 

 

 16. Clothing (Delete this clause if not applicable) 

………… sets of uniforms will be supplied to the employee by the 
employer and will remain the property of the employer. 

17. Other conditions of employment or benefits 

……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 
……………………………………………………………. 

18. General 
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Any changes to this agreement will only be valid if they are in writing 
and have been agreed and signed by both parties. 

THUS DONE AND SIGNED AT ………………….. ON THIS ………… DAY OF 
…………………………. 199... 

……………………………………………………………. 

EMPLOYER                             EMPLOYEE  

 Witnesses: 

……………………………………………………………. 

……………………………………………………………. 

 
 

 
 
 


