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Explain how the life cycle of a business entity affects investment 
and insurance decisions 

At the end of this unit standard, the learner will be capable of:  
 

 Discussing the life cycle of a business entity 

 Describing the financial implications at each stage in the life cycle of a 
business entity 

 Analysing a selected business entity to determine the current stage in the life 
cycle 

 Proposing a financial solution for an entity 
 

Module 1 

Discuss the life cycle of a business entity 

 
This Module deals with:  

 The stages in the life cycle of a business entity are analysed and illustrated for 
a typical business.  

 The characteristics of each stage in the life cycle of a business entity are 
explained and compared with examples.  

 Factors that could trigger an unexpected change in the life cycle of a business 
entity are discussed with examples.  

1. Terminology and definitions 

Market risk: 

Is the market big enough to support your business, is it growing, what are the trends, 
who are your competition are just some of the questions that need to be asked. 

Operational risk: 

Can the business produce the required goods or services that are required to be 
profitable or successful?  

Organisation: 

The act or process of organising or the state of being organised. In financial services 
we look at the structure of roles and responsibilities and how they function to 
accomplish predetermined objectives. Organizations have grown tremendously in 
size in the twentieth century and are found in all parts of the private and public 
sectors. 
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Business Risk: 
Every business organization faces various risk elements while continuing to do their 
"business". Business risks may involve uncertainty in cash flows, profits or danger of 
loss, regulatory actions or sanctions and many other potential problems. It covers 
unforeseen events that could cause a business to fail. A business may face many 
different risks like: 

 Production risks due to irregular supply of raw materials, machinery 
breakdown, labor unrest, etc.  

 Marketing risks due to fluctuation in prices, changing trends and fashions, 
error in sales forecasting, etc.  

 Currency risk due to devaluation of the rand where things may arrive costing 
more than budgeted for 

 Risk of loss of business because of loss of assets due to fire, flood, 
earthquakes, riots or war and political unrest  

 Business interruptions that affect business operations. 
 
There are two main types of business risks: internal and external. Internal risk can be 
controlled to some degree, whilst external risks are difficult to control.  

A company's risk could be composed of financial risk, which is linked to debt, which 
in turn is often linked to economic climate. If a company is entirely financed by 
equity, it would pose almost no financial risk, but, it would be susceptible to business 
risk or changes in the overall economic climate. 

Different professions have different risks. For example, a doctor manages medical 
risk, while a civil engineer manages risk of structural failure. A professional code of 
ethics is usually focused on risk assessment and mitigation (by the professional on 
behalf of client, public, society or life in general). 

In the workplace, incidental and inherent risks exist. Incidental risks are those which 
occur naturally in the business but are not part of the core of the business. Inherent 
risks have a negative effect on the operating profit of the business. This may be the 
risk that a company will not have adequate cash flow to meet its operating expenses. 

Liquidity Risk: 

Liquidity risk is the risk that an organisation will have insufficient cash or marketable 
assets to meet needs of its creditors or those to whom it owes money. 

Systemic risk: 

Interest rates, recession and wars all represent sources of systematic risk because 
they affect the entire market and cannot be avoided through diversification. 
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Business cycle: 

A business cycle is the period of growth (expansion) and decline (contraction) in an 
economy. There are four stages in the business cycle:  

1. Contraction - when the economy starts slowing down 
2. Trough -  when the economy hits bottom, and generally stagnates at a low 

level 
3. Expansion - when the economy starts growing again 
4. Peak - when the economy is in a state of irrational exuberance or ―boom‖ 

 

1.2 The legal types of business in South Africa 

 

Choosing the legal form of business has significant impact on the complexity of 
necessary regulatory compliance, the amount of tax you pay, the extent of personal 
liability for debt incurred and whether financial institutions are more or less likely to 
provide finance. It is therefore important to understand what options exist, and to 
select the best form for your venture. 
 
You need to choose a legal entity for your business such as 

 Sole proprietorship 

 Partnership 

 Close corporation (no longer available unless you take over an existing one) 

 Company or  

 Co-operative 
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from which to operate. You need to understand the laws that govern what that legal 
entity can and cannot do. Secondly you need to register with the South African 
Revenue Services for Company Tax, employee tax obligations and possibly Value 
Added Tax (VAT). Next is the regional services council levy payable to the local 
metro or regional council. Employees need to be registered for unemployment 
insurance (UIF), workers compensation (WC), and in certain industries to the 
relevant Industrial Council, possibly a provident fund and a medical aid scheme.  
Other than the above, certain businesses, such as trading in liquor, require permits 
or licenses. Finally, activities involving cross-border trade, i.e. importing and 
exporting, also require permits.   
An individual needs to acquaint him/herself with Common Law, Occupational Safety, 
Employment Equity, Skills Development, Basic Conditions of Employment, and the 
Labour Relations Act. This is to ensure against external events that could put you out 
of business. Balance the cost of the insurance with the probability of the event 
occurring. 
 
1.2.1 Sole Proprietorship 
 
It is possible to trade as a sole trader, which implies that the owner of the business 
operates and assumes all liabilities for his/her business on their own, without the 
assistance of a partner or other shareholders. A common example of this could be 
found in the corner café, or a one man band plumber which would be owner-run and 
operated. It is the simplest form of trading entity and is subject to certain advantages 
and disadvantages. 
 

Advantages 
 

 The business is easy to start with no legal formalities (apart from licenses or 
permits depending on what business you are in). 

 Sole proprietors are self-employed and do not have business partners. 

 Sole proprietors conduct business as they choose. 

 Income accrues directly to the sole proprietor. 

 Income tax exemptions and rebates still apply to the income of the sole 
proprietor. 

 There are no formalities to stop trading - just settlement of liabilities or debt. 
 

Disadvantages 
 

 Sole proprietors‘ private assets may be at risk if the business fails. 

 Licenses, goodwill or agreements cease on the death of the sole proprietor 
(no perpetual succession). 

 The sole proprietor cannot contract with himself and there is no 
employer/employee relationship. This means a sole proprietor cannot be a 
member of a provident or pension fund. 

 The business ceases on his/her death unless some arrangement has been 
made with another person. 

 Assets of the business will be estate dutiable in the event of the sole 
proprietor‘s death. 
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 It is difficult to sell the sole proprietor‘s business as licenses and permits are 
all in his personal name.  

 
1.2.2 Partnership 
 
Professionals in practice often form partnerships. Accountants, lawyers and doctors 
form partnerships so that they can spread their costs, risks and so that they have a 
substitute who can stand in should one partner not be able to work for one or other 
reason. The partnership is an agreement (written or verbal) entered into between two 
entities (natural or legal person) where the parties make some contribution towards a 
common business with the purpose of making a profit. To establish a partnership 
there need to be certain requirements: 
  

 An agreement to form a partnership 

 The purpose must be to make a commercial profit 

 Each partner contributes something like money or skills in terms of their 
partnership agreement that do not have to be the same 

 The partnership is for joint benefit in accordance with their profit-sharing ratio 
 
There are certain characteristics of a partnership and there are legal consequences 
from its formation: 

 

 It is a contractual relationship and not a separate legal person so the 
partnership terminates when one partner dies, retires or is liquidated. 

 Partnership assets are not owned by the partnership but jointly owned by 
partners in undivided shares. 

 Partners are jointly and severally liable for the debts and liabilities that arise 
from the business of the partnership. Every partner and his personal assets 
are at risk if the partnership fails. 

 If the partnership is sequestrated then the estates of each partner is 
sequestrated simultaneously, but separately. 

 The partnership agreement may restrict what each partner can and cannot do, 
however the entire partnership is bound by the actions of a single partner. 

 
Rights and duties of partners: 

 Right to share in the profits in accordance to the profit-sharing ratio 

 Right to participate in the business unless excluded in terms of the 
partnership agreement 

 Right to claim a share of the assets of the partnership on dissolution of the 
partnership 

 Make agreed contribution and comply with duties and obligations in 
agreement 

 Act in good faith towards partners with a duty not to compete with the 
business activities of the partnership and avoid conflict of interest 

 Duty to disclose information that affects other partners 

 Make good any partnership losses and to act with due care in business affairs 

 Further the aims of the partnership and use the partnership assets for the 
benefit of the partnership 
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A partnership is not allowed more than 20 partners, except in certain instances. 
Partners are liable for tax in their individual capacity on their share of the partnership 
profits. Partnerships are not taxed. Income, expenses and other deductions are 
deemed to accrue to each partner in their profit-sharing ratio. 

Advantages 

 

 Simple to form and easy to administer 

 Partners are free to conduct their business without worrying about a 
Memorandum of Incorporation 

 Income accrues directly to the Partnership and then to each partner 

 Income tax exemptions and rebates still apply to income of each partner 

 There are no formalities to stop trading just settlement of liabilities or debt 

Disadvantages 

 

 Unlimited liability for partners 

 The partnership automatically dissolves on death, insolvency, retirement ofr 
admission of another partner so there is no perpetual succession 

 No transfer of ownership 

 The authority for decisions is divided. 

1.2.3 Companies 

There are two types of companies, being profit and non-profit (NPC) companies. 

Non profit companies are incorporated for a Public Benefit purpose, and their name 
will end with (NPC).  

 It requires a minimum of three persons called incorporators and 3 directors 
who can be the same persons. 

 Incorporators, members, directors or staff cannot receive any income or 
property other than reasonable compensation for services rendered. 

Profit companies can be further divided into four separate entities: 

1. A public company (Ltd) 
2. A personal liability company (Inc) 
3. A state-owned company (SOC) 
4. A private company (Pty) Ltd 

Any of the above companies are also called "ring fenced" companies because their 
Memorandum of Incorporation (MOI) may contain restrictive conditions and as such 
third parties need to be aware that there could be restrictions and must inspect the 
(MOI) to make themselves aware of the restrictions. The name of such companies 
must have the letters RF stated after their name.  
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 What is the difference between a public and private company? 

Public:  

 The Memorandum of Incorporation (MOI) lets them offer shares to the public 
but restricts their right to offer it first to current shareholders.  

 It can be listed or not listed on a stock exchange. 

 The (MOI) is the sole governing document of a company. 

 It is highly regulated and financial statements need to be audited and comply 
with International Financial Reporting Standards. 

 A company secretary and an audit committee must be appointed. 

 There is no limitation on maximum shareholders, but there is a minimum of 7.  

 There is no limit on the transfer of its shares.  

 The word "Limited" will appear at the end of the company‘s name.  

 They must make certain information known to the public.  

 This type of business is normally very capital intensive.  

 There is a minimum of three directors. 

Private:  

 The (MOI) prohibits offering shares to the public and restricts the 
transferability of its shares.  

 There is no limitation on maximum shareholders, but there is a minimum of 1 
shareholder.  

 The words "(Proprietary) Limited" or "(Pty) Ltd" will appear at the end of the 
company's name.  

 It does not have to make information available to the public.  

 It is subject to fewer disclosures and transparency requirements. 

 There must be a minimum of one director or any other minimum number as 
stipulated in the (MOI). 

 
1.2.4 Legal requirements 
 
Certain legal requirements need to be followed commencing with:  

 Registration of the business entity, name, Trade mark, copyright, patents & 
designs 

 Registration of the entity  
o with the South African Revenue Services (SARS) 
o for employees tax (PAYE) 
o for Skills Development Levy (SDL) 
o for Unemployment Insurance Fund (UIF) 
o Regional Services Council (RSC) 
o and Workman‘s Compensation Insurance (now called COID) 

 Possibly registration of 
o you or your staff as a provisional or normal tax payer 
o the entity for Value Added Tax (VAT) 

o trading licenses 
o Industrial Council (IC)  
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Note: to register for VAT, the SARS may require you to develop a business plan and 
submit it to their auditors. 
 
1.2.5 Forming or Registering a Company 
This is normally done by a registered accountant or an attorney. The Companies Act 
71 of 2008 (and amendments) that came into effect on 1st May 2011, regulates the 
legal aspects of the company. 

   The Memorandum of Incorporation (MOI):  

 It is the sole document that governs the affairs of a company. 

 Previously in terms of the 1973 Companies Act there were two founding 
documents: namely, memorandum and articles of association that have been 
replaced with the (MOI). 

 The MOI is a flexible document and it determines the nature of a company 
(private or public). 

 It sets out the rights, powers and duties of stakeholders of a company. 

 It confers certain powers on directors and can provide for certain actions of 
directors to firstly be approved by shareholders. 
 

1.3 Application of types of business entities 

Specific circumstances indicate different types of business models. The model is 
built up by necessity, from the one-man show, to the public company. It must be said 
though, at this point, that by far, the close corporation is the most popular model. 
With the changes in the Company Act and the MOI, companies now have the same 
limitation of liability for members, while not being too onerous to administrate. 

Sole proprietor 
This business model has very limited use: it can only be applied to a single operator, 
who would have limited use for additional finance and no need for additional skills 
input. 
 
Partnership 
Professionals often partner with others in practice. Doctors, lawyers, accountants 
and suchlike will form partnerships. It provides the partners with a formal structure 
and the input of other practicing professionals. 
 
Limited or private companies 
As an enterprise grows, it may incorporate itself as a limited company. This affords it 
the opportunity to raise outside capital, especially through the sale of interest to other 
companies. 
 
Public companies 
These are generally the largest sorts of operations: they can list on the stock market, 
raise finance through public share issues and so forth. 
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1.4 The life cycle of a business entity 
 
Introduction 
 
Businesses go through specific stages and depending on how each stage is 
addressed and confronted, a business will succeed or fail. As the business is going 
through the stages, one needs to be aware of what to focus on, identify challenges 
and financing issues. The stages are similar to those each human being goes 
through from toddler to teenager to adult and much in the same way, you cannot 
treat an adult or teenager like a toddler. The business needs to develop and grow 
and be treated differently at each stage. This is no guarantee of success but it 
minimizes the potential for failure.  
 
Entrepreneurship 
 
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.   
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1.5 Typical stages in the life cycle of a business 
 
Thierry Janssen from Winona National bank in America explains the seven stages of 
the business cycle.  
 

 

1.5.1 Seed or new venture stage 

The new venture or seed stage of your business life cycle is when your business is 
just a thought or an idea. This is the very conception or birth of a new business. 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. Market research aims the business in the right direction for the 
right reasons. Market research is a systematic, objective collection and analysis of 
data about your target market, competition, and/or environment with the goal being 
increased understanding. Through the market research process, you can take data– 
a variety of related or non-related facts – and create useful information to guide your 
business decisions. Market research is not an activity conducted only once; it is an 
ongoing study.  
 
A business plan is often the entry-level requirement to getting government money, 
investor capital or bank loans. Although, you may have a complete picture of the 
business in your head, investors and bankers need to see if you really have an 
understanding of the business and have thought it through. 

Preparing a plan is a long and daunting task but in the end the business owner often 
sees things from a new perspective and has mitigated any risks. The business plan 
is not just for banks and investors but also supplies you with a blueprint of 
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succeeding in business. The plan provides you with the direction of your company 
and is a guidepost for your employees too. 

The primary job of a business owner is to manage and run a business. The term 
manage implies the task of planning and execution. The process of business 
planning helps reduce risks. Entrepreneurship is often the ability to build a business 
by taking calculated risks. If you are putting your life savings on the line, endangering 
your family's stability and borrowing other people's money, it is your responsibility as 
a business owner to not take risks but only calculated risk. The business planning 
process does not guarantee success but surely decreases the odds of failure. 
Business planning is about results. You need to make the contents of your plan 
match your purpose. Don‘t accept a standard outline just because it‘s there.  

What is a business plan? 
A business plan is any plan that works for a business to look ahead, allocate 
resources, focus on key points, and prepare for problems and opportunities. 
Unfortunately, many people think of business plans only for starting a new business 
or applying for business loans. But they are also vital for running a business, whether 
or not the business needs new loans or new investments. Businesses need plans to 
optimize growth and development according to priorities. 

 Challenge:  
Most seed stage companies will have to overcome the challenge of market 
acceptance and pursue one niche opportunity. Do not spread money and time 
resources too thin. A business plan is crucial at this point and can be seen as 
the biggest success factor for an emerging company. A good evaluation of the 
need of cash for the coming months is critical. During the first months, the 
company is going to develop its business model without getting revenue from 
sales. There are multitudes of good ideas when attempting to launch a 
company. But in order to be successful, the young company will need 
visionary managers with assiduity and flexibility in order to dynamically adapt 
the business model to stay in line with rapid market evolution. Launching a 
company and assessing the business model will often consume the equity 
invested by the owners. During the seed stage, the young company could 
readily prepare a tree year plan in order to convince new shareholders to 
support the next phases of development. 
 

 Focus:  
At this stage of the business the focus is on matching the business 
opportunity with your skills, experience and passions. Other focal points 
include: deciding on a business ownership structure, finding professional 
advisors, and business planning. Here decision making is imperative as 
making the wrong decision here may result in financial ruin. 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.  

Knowledge of the market is a greater asset than knowledge of the product. 
Products – and that includes services – can always be modified and 
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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. 

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 profitable. 

 Triggers:  
Bad decisions may force movement into a new stage, Things like loss of 
entrepreneurial spirit, lack of financing, focus in wrong direction.  

 
 Bank/insurance products to consider:  

Personal cheque and savings accounts, personal loans, trying to raise the 
capital to start the business, possible life cover for owner to cover loans. 

1.5.2 Start- up activities 

In the start-up stage, your business is born and now exists legally. Products or 
services are in production and you have your first customers. 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. 

 Challenge:  

If your business is in the start-up life cycle stage, it is likely you have 
overestimated money needs and the time to market. The main challenge is not 
to burn through what little cash you have. You need to learn what profitable 
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needs your clients have and do a reality check to see if your business is on the 
right track. Again if a true business plan has already been developed, you have a 
map book to work to. 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 
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. 

 Focus:  

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? 
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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? 

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.Start-ups requires establishing 
a customer base and market presence along with tracking and conserving cash flow. 
Marketing and getting business in crucial for success.  

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. 

6. Often revisiting the budget.  

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. 

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.)  

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. 
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 Triggers:  

Bad decisions may force movement into a new stage, Things like loss of 
entrepreneurial spirit, lack of financing, focus in wrong direction, no market or 
customers.  

 Bank/insurance products to consider:   

Personal or business loans, overdraft facilities, equipment financing, internet 
banking, business credit cards. 

1.5.3 Growth 

Growth stage and your business has made it through the toddler years and is now a 
child. Revenues and customers are increasing with many new opportunities and 
issues. Profits are strong, but competition is surfacing. 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.  

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 Management or Administrative Point of View 

 What resources do I control? 

 What structure determines our organization's relationship to its market? 
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 How can I minimize the impact of others on my ability to perform? 

 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. 

 Challenge:  

The biggest challenge growth companies face is dealing with the constant range 
of issues bidding for more time and money. Effective management is required 
and a possible new or altered business plan. Learn how to train and delegate to 
conquer this stage of development. 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 
participation. If they are answered with no, the reasons for each negative 
response should be closely examined. 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.  
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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. 

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 

 Focus:  

Growth life cycle businesses are focused on running the business in a more 
formal fashion to deal with the increased sales and customers. Better accounting 
and management systems will have to be set-up. New employees will have to be 
hired to deal with the influx of business. 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 

Nature of the 
Entrepreneur‘s Job 

Need for Self-
Management 

Self-Management Creative Process Effective Strategy 
Formulation 
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Critical to the 
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Fig. 2.3  Role of Self-Management in the 
Functioning and survival of Entrepreneurs 
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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. The most successful entrepreneurs 
are masters in finding knowledgeable brains to complement his/hers DIY 
approach. They team up with a kindred spirit leaving each other enough space to 
maneuver in a common agreed upon strategy resulting from business facts. It 
requires maturity to surround oneself with brighter actors in less mastered 
domains and providing empowered strategic framing.  

To stay ahead of the competition, innovation will need to find a breeding ground, 
as this together with sales and marketing are the only money makers and growth 
busters in any one company no matter seize. It is a fact though that 67% of 
innovation stems from outside input either by addressing opinion leaders as a 
soundboard or external advisers helping to implement same. 

Sales and Marketing are like fire and water and need to be blended through 
business development which is the missing link to a successful go to market 
commercial strategy. Using an external business development organization will 
dazzle competition and amaze and exceed customer expectation. 

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. 

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. 

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 



 

 
INSETA copyright 2014 
 

employees. Top management must carefully analyze the context of this form of 
failure and work to prevent its recurrence. 

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. 

Each stage of the business life cycle may not occur in chronological order. Some 
businesses will be "built to flip"; quickly going from start-up to exit. Others will 
choose to avoid expansion and stay in the established stage. 

Whether your business is a glowing success or a dismal failure depends on your 
ability to adapt to its changing life cycles. What you focus on and overcome 
today will change in the future. Understanding where your business fits on life 
cycle will help you foresee upcoming challenges and make the best business 
decisions. 

 Triggers:  

Inability to manage growth or contain spending may force movement into a new 
stage. Things like poor accounting methods or procedures, financing, and a 
change in the economy may trigger a new stage. There could also be positive 
triggers like obtaining large contracts that trigger a movement into the 
established stage. 

 Bank/insurance  products to consider:  

Line of credit, property loans, equipment financing, cash management, extend 
overdraft, key person insurance, buy and sell insurance,  

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. 

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. 

 

1.5.4 Business stabilisation or Established stage 

This is an established stage: Your business has now matured into a thriving 
company with a place in the market and loyal customers. Sales growth is not 
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explosive but manageable. Business life has become more routine. 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. 

 Challenge:  

It is far too easy to rest on your laurels during this life stage. You have worked 
hard and have earned a rest but the marketplace is relentless and competitive. 
Stay focused on the bigger picture. Issues like the economy, competitors or 
changing customer tastes can quickly end all you have work for. It is difficult to 
accept for successful CEO‘s, who have had confirmation that their original ideas 
worked well, now need to reassess whether: 

o their original project is still optimal to satisfy customers needs  
o their operating model is still the most efficient to maximize profitability and 

long-term development 

This ―rethinking the model‖ phase is essential before additional growth is 
possible. The company has changed significantly due to business volumes: what 
was informal yesterday becomes now more formal, what has been achieved with 
a few people is now achieved by a larger staff, requiring more complex 
communication channels and some delegation of authority. Motivation from the 
staff also evolved: the ambitions/expectations from the 1st time joiners are not 
identical to those of newcomers. The child is now becoming a young adult and 
the operational rules are different. Entrepreneurial CEO‘s are usually not well 
prepared to address such situations and external help from experienced peers 
might be very useful. 

 Focus:  

An established life cycle company will be focused on improvement and 
productivity. To compete in an established market, you will require better 
business practices along with automation and outsourcing to improve 
productivity. CEO‘s need quite a lot of courage to accept the advice from peers 
to help them ―think out of the box‖ while everything worked well before further 
growth. This is why the help of peers will demonstrate rapidly how their seniority 
will be a real added value to prepare the next development phase of the 
business. 

 Trigger:  

There may be movement into a new stage due to competitor reactions, changing 
consumer needs, regulatory or legislative issues and the economy. 
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 Bank/insurance  products to consider:  

Premium banking, investments, further lines of credit, property loans, equipment 
financing, cash management, further extension of overdraft, key person 
insurance, buy and sell insurance, contingent liability insurance, preferred 
compensation, pension and provident funds, group life covers. 

Innovation or decline  

The entrepreneur knows that there has to be continual innovation to keep ahead of 
the competition. Others see what he is doing and they duplicate it and possibly cut 
prices, so innovation keeps the business ahead. Invariably a business matures and 
dies, so to stay alive it needs to reinvent itself and that is like giving it a new lease on 
life and it enters another growth or expansion phase. 

1.5.5 Expansion Stage:  
 
This life cycle is characterized by a new period of growth into new markets and 
distribution channels. This stage is often the choice of the small business owner to 
gain a larger market share and find new revenue and profit channels. 

 Challenge:  

Moving into new markets requires the planning and research of a seed or start-
up stage business. Focus should be on businesses that complement your 
existing experience and capabilities. Moving into unrelated businesses can be 
disastrous. It is not because you are successful in your home country that this 
can be copy- pasted into any other. The same goes for product and service. It is 
recommended to learn from previous mistakes to shorten the distance between 
expansion challenges and solutions. 

 Focus:  

Add new products or services to existing markets or expand existing business 
into new markets and customer types. The focus is continued innovation.  

Consider the impact that the size and nature of your business can have on 
international business. Then gauge commitment and resources available within 
your company to begin expanding. There are some tricky questions to answer: 
Have you done market research on target markets? Are you aware of current 
opportunities of marketing your demand on the export market (s)? Are you sure 
there is an export market for your products or services? What is your knowledge 
of your potential export market competition? Has there been a sufficient 
production / staff to meet growing demand? To what extent are your products / 
services to be adapted to the export market? Do you know the existing 
constraints (licenses) for your products / services? Does your product / service 
have any competitive advantage in the target market? Any idea how competitive 
you export will be? What Incoterms will you offer? Have you selected a payment 
method for your export offers? How do you deliver products locally? Did you 
calculate the cost of transportation (by type)? Which distribution channels do you 
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think of? Do you already know which mix of promotional methods you can / will 
use? Do you have appropriate export documentation for the target market (s)? 
To what extent have you decided to maintain your personal contact with the 
customers and how? Do you have your own website in English? Do you receive 
export questions or export orders via your website? Do you accept payments via 
your website? Does your team subscribe to the expansion? Are target market 
languages understood, spoken and written? 

 Trigger:   

Lack of planning and research, development of existing or new products, the 
economy may trigger a move into the decline stage. 

 Bank/insurance  products to consider:  

Line of credit, property loans, equipment financing, cash management, extend 
overdraft, key person insurance, buy and sell insurance, contingent liability 
insurance, preferred compensation, pension and provident funds, group life 
covers. 

1.5.6 Mature or possible decline Stage:  

Changes in the economy, society, or market conditions can decrease sales and 
profits. This may quickly lead to the end of many small companies. In the mature 
stage one must not change what is working, but unless there is continual innovation 
and reinventing the business it will move into decline as technology, market 
demands and many other factors will soon make your products or services obsolete. 

 Challenge:  

Businesses in the decline stage of the life cycle will be challenged with dropping 
sales, profits, and negative cash flow. The biggest issue is how long the 
business can support a negative cash flow. Ask: Is it time to move on to the final 
life cycle stage...exit?  

 Focus:  

Search for new opportunities and business ventures. Cutting costs and finding 
ways to sustain cash flow are vital for the declining stage.  

 Trigger:  

Apart from positive focus areas, things like poor management, no leadership and 
the economy may force movement into a new stage. 

 Bank/insurance  products to consider:  

Line of credit, property loans, cash management, extend overdraft. 
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1.5.7 Exit Stage:  
 
This is the big opportunity for your business to cash out on all the effort and years of 
hard work. Or it can mean shutting down the business. 

 Challenge:  

Selling a business requires your realistic valuation. It may have been years of 
hard work to build the company, but what is its real value in the current market 
place? If you decide to close your business, the challenge is to deal with the 
financial and psychological aspects of a business loss.  

 Focus:  

Get a proper valuation on your company. Look at your business operations, 
management and competitive barriers to make the company worth more to the 
buyer.  

 Trigger: 

Sale of the business, loss of business, retirement or loss of interest. 

 Bank/insurance  products to consider:  

Investments or if the business is closing, consider the closure of all accounts and 
insurance policies. 

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. 
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Module 2 

 

Describe the financial implications at each stage in the life cycle of 
a business entity 

 
This Module deals with:  

 The funding requirements at each stage of the life cycle of a business are 
explained with reference to potential sources of finance.  

 The implications of cash flow cycles are explained with reference to 
seasonality, infrastructure, modernisation, tax breaks, assessed loses, write 
offs and economic cycles where applicable.  

 Risks related to management structure are explained with reference to the 
profile of the Chief Executive Officer (CEO), continuity, stability, succession 
planning and decision making and organisational culture.  

 The typical appetite for different types of risk in a business entity is described 
for each stage in the life cycle.  

 The impact of diversification or expansion at each stage of the life cycle of a 
business entity is explained with examples.  

 

2. Potential sources of finance  

2.1 Short-term sources of external finance 

Sources of external finance to cover the short term include: 

 An overdraft facility, where a bank allows a firm to take out more money 

than it has in its bank account. 

 Trade credits, where suppliers deliver goods now and are willing to wait for a 

number of days before payment. 

 Factoring, where firms sell their invoices to a factor such as a bank. They do 

this for some cash right away, rather than waiting 28 days to be paid the full 

amount. 

2.2 Long-term sources of external finance 

Sources of external finance to cover the long-term include: 

 Owners who invest money in the business. For sole traders and partners this 

can be their savings. For companies, the funding invested by shareholders is 

called share capital. 

 Loans from a bank or from family and friends. 

 Debentures are loans made to a company. 
 Redeemable preference shares that are ownership in a company for a 

period of time. 
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 A mortgage, which is a special type of loan for buying property where 

monthly payments are spread over a number of years. 

 Hire purchase or leasing, where monthly payments are made for use of 

equipment such as a car. Leased equipment is rented and not owned by the 

firm. Hired equipment is owned by the firm after the final payment. 

 Grants from charities or the government to help businesses get started, 

especially in areas of high unemployment. 

 

2.3 The funding requirements at each stage of the life cycle of a business 

2.3.1 Seed or new venture stage 

Money Sources or financial implications:  

There is a requirement to support the young company in negotiations with banks 
or other financial sources. Early in the business life cycle with no proven market 
or customers the business will rely on cash from owners, friends and family. 
Other potential sources include suppliers, customers and government grants.  

Risk:  

Risk is minimal as this is the thinking and research stage and the only financial 
risk is in initial investments in conducting market research. The entrepreneur will 
invariably have a high appetite for risk.  

Diversification and expansion:  

This is not really evident here as market research is still identifying opportunities. 
Diversification is not a priority in this stage as the business is still deciding on its 
core activities, what to do, how to do it better, more efficiently or effectively. 

2.3.2 Start- up activities 

Money Sources:  

As the budget needs to be revisited often, more cash might be needed than 
initially expected. Unpredictable circumstances often affect plans and the 
business model. Figures should be adapted quickly. If more cash is needed, 
banks are less and less a solution. Public institutions can leverage equity. 
Venture capital inflow is not easily negotiable. Money may need to come from 
the owner, friends, family, suppliers, customers, personal loans or extension of 
bonds or grants.  

Risk:  

This is the risk zone. 25% of the start-ups do not reach their fifth anniversary. It 
is a high risk zone as cash may be limited and start up cost may be 
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underestimated due to possible unforeseen expenses. The entrepreneur must 
have a high appetite for risk. 

Diversification and expansion:  

Diversification is not in existence as the business is identifying, commencing and 
focusing on its core business. Expansion is always in sight, but restraint is 
required to prevent over-extending limited resources which would create 
problems. You'll no doubt be pretty familiar with the term 'networking' and with 
the people who do it. You'll see networkers in all guises and in all walks of life. 
As experienced networkers know, nothing can move your business or career 
faster and more effectively than having a base of contacts who are in the right 
position to help you to achieve your ambitions. On the other hand, there are few 
things more personally rewarding than to use your skills, knowledge and 
contacts to help others to achieve their goals too. 

According to John Timperley (2002), when you connect with others in this way, 
it's one of the most emotionally and financially rewarding methods of doing 
business. 

He says, ―networking with others in person, on the telephone and in writing 
keeps you plugged into your key contacts - those people who can help you to get 
the inside track on business opportunities, give you sound advice, help you to 
find a new role or identify an alternative supplier. They are the same people who 
will act as cheerleaders when you're up and as a springboard when you're down. 
And, here's the big point, you can do the same for them too, because you are 
part of their network.‖ 

Networking is a process that can be used by anyone in any aspect of life. You 
can apply the same techniques that have earned people millions in business to 
develop your personal relationships and help you to achieve whatever you want 
to do. Whether you are a contract worker or a consultant, a business owner or 
an employee, a part-time worker or a housewife, adopting the networking 
mindset works every time.  

Think of it like this: whatever your role in life, you have to ‗sell‘ yourself to 
someone else. 

2.3.3 Growth 

Money Sources:  

Banks, profits, partnerships, grants and leasing options. Raising of funds through 
gearing and possible listing on stock exchanges.  

Risk: 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 
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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. In brief, the life cycle of a business entity is an initial 
expansion and accumulation of resources and then moving into rationalization of 
the use of resources. Expansion into new markets to assure the continued use of 
resources follows with development of new structures to ensure continuing 
mobilization of resources. Risk is limited as the business is growing. Profits 
should act as a buffer in a crisis. There should be a moderate appetite for risk. 

Diversification and expansion:  

Diversification is paramount to growth in identifying new opportunities into new 
markets. This goes hand in hand with expansion, however an eye needs to be 
kept on cash flows. 

2.3.4 Business stabilisation or Established stage 

Money Sources:  

Profits, banks, investors, listing on a stock exchange and government. 

Risk:  

Risk may occur only in terms of mismanagement and competitor reactions 
or consumer needs. In this stage there should be a conservative appetite for 
risk. 

Diversification and expansion:  

Due to improvements and productivity there is not much diversification 
unless in the existing market. Business is stable and as such expansion is a 
fairly slow activity. This is a mature stage for the business. 

Innovation or decline  

2.3.5 Expansion Stage:  
This life cycle is characterized by a new period of growth into new markets and 
distribution channels. This stage is often the choice of the small business owner to 
gain a larger market share and find new revenue and profit channels. 

Money Sources:  

Profits, joint ventures, banks, franchising, new investors and partners. 

Risk:  

New growth and expansion requires some risk but not at the expense of existing 
business and as such a moderate risk appetite is required. 
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Diversification and expansion:  

New growth requires diversification and expansion. 

2.3.6 Decline Stage:  
Changes in the economy, society, or market conditions can decrease sales and 
profits. This may quickly cause the end of many small companies.  

Money Sources:  

Suppliers, customers, owners.  

Risk:  

Cost cutting at the expense of the existing business, appetite is conservative but 
may be too late. 

Diversification and expansion:  

High diversification in a desperate attempt to save the business, invariably cash 
flow prevents expansion.  

2.3.7 Exit Stage:  

Money Sources:  

Find a business valuation partner. Consult with your accountant and financial 
advisors for the best tax strategy to sell or close-out the business.  

Risk:  

The risk is conservative as there is no need to risk anything while exiting and 
being paid out for equity. 

Diversification and expansion:  

This is not evident as the exit strategy is in place; however the new owner may 
embark on a diversification and expansion policy to stimulate more business.  

2.4 Management structures 

Management encompasses the combined fields of policy and administration. 
Management are the people who provide the decisions and supervision necessary to 
implement the owners' business objectives and achieve stability and growth. The 
formulation of policy requires analysis of all factors having an effect on short- and 
long-term profits. The administration of policies is carried out by the Chief Executive 
Officer, his or her immediate staff, and everybody else who possesses authority 
delegated by people with supervisory responsibility. Thus the size of management 
can range from one person in a small organization to multilayered management 
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hierarchies in large, complex organizations. The top members of management, 
called senior management, report to the owners of a firm. 

Basic functions of management 

Management operates through various functions, often classified as planning, 
organizing, leading/motivating, and controlling. A business will fail without these 
management functions. 

 Planning: Deciding what needs to happen in the future (today, next week, next 
month, next year, over the next 5 years, etc.) and generating plans for action.  

 Organizing: (Implementation) making optimum use of the resources required to 
enable the successful carrying out of plans.  

 Staffing: Job analyzing, recruitment, and hiring individuals for appropriate jobs.  
 Leading: Determining what needs to be done in a situation and getting people to 

do it.  
 Controlling: Monitoring, checking progress against plans, which may need 

modification based on feedback.  
 Motivating: the process of stimulating an individual to take action that will 

accomplish a desired goal.  

Formation of the business policy 

 The mission of the business is its most obvious purpose -- which may be, for 
example, to make soap.  

 The vision of the business reflects its aspirations and specifies its intended 
direction or future destination.  

 The objectives of the business refers to the ends or activity at which a certain 
task is aimed.  

 The business's policy is a guide that stipulates rules, regulations and objectives, 
and may be used in the managers' decision-making. It must be flexible and 
easily interpreted and understood by all employees.  

 The business's strategy refers to the coordinated plan of action that it is going to 
take, as well as the resources that it will use, to realize its vision and long-term 
objectives. It is a guideline to managers, stipulating how they ought to allocate 
and utilize the factors of production to the business's advantage. Initially, it could 
help the managers decide on what type of business they want to form.  

How to implement policies and strategies 

 All policies and strategies must be discussed with all managerial personnel and 
staff.  

 Managers must understand where and how they can implement their policies 
and strategies.  

 A plan of action must be devised for each department.  
 Policies and strategies must be reviewed regularly.  
 Contingency plans must be devised in case the environment changes.  
 Assessments of progress ought to be carried out regularly by top-level 

managers.  
 A good environment and team spirit is required within the business.  
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 The missions, objectives, strengths and weaknesses of each department must 
be analysed to determine their roles in achieving the business's mission.  

 The forecasting method develops a reliable picture of the business's future 
environment.  

 A planning unit must be created to ensure that all plans are consistent and that 
policies and strategies are aimed at achieving the same mission and objectives.  

 Contingency plans must be developed, just in case.  

All policies must be discussed with all managerial personnel and staff that is required 
in the execution of any departmental policy. 

Organizational change is strategically achieved through the implementation of the 
eight-step plan of action established by John P. Kotter: Increase urgency, get the 
vision right, communicate the buy-in, empower action, create short-term wins, don't 
let up, and make change stick.  

Where policies and strategies fit into the planning process 

 They give mid- and lower-level managers a good idea of the future plans for 
each department.  

 A framework is created whereby plans and decisions are made.  
 Mid- and lower-level management may add their own plans to the business's 

strategic ones.  

Managerial levels and hierarchy 

The management of a large organization may have three levels: 

1. Senior management (or "top management" or "upper management")  
2. Middle management  
3. Low-level management, such as supervisors or team-leaders  
4. Foreman  
5. Rank and File  

Top-level management  

 Require an extensive knowledge of management roles and skills.  
 They have to be very aware of external factors such as markets.  
 Their decisions are generally of a long-term nature  
 Their decisions are made using analytic, directive, conceptual and/or 

behavioral/participative processes  
 They are responsible for strategic decisions.  
 They have to chalk out the plan and see that plan may be effective in the future.  
 They are executive in nature.  

Middle management  

 Mid-level managers have a specialized understanding of certain managerial 
tasks.  
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 They are responsible for carrying out the decisions made by top-level 
management.  

Lower management  

 This level of management ensures that the decisions and plans taken by the 
other two are carried out.  

 Lower-level managers' decisions are generally short-term ones.  

Foreman / lead hand  

 They are people who have direct supervision over the working force in office 
factory, sales field or other workgroup or areas of activity.  

Rank and File  

 The responsibilities of the persons belonging to this group are even more 
restricted and more specific than those of the foreman.  

If a business entity has all the elements of good management shown above the 
chances are good that it will succeed. In a poorly laid out management structure 
confusion reigns as duties are confused, communication lacking, no motivation, 
directing and controlling suspect and no future planning. This may move a business 
entity into the decline stage quickly. 

2.5 Management must consider what is most important in a business plan?  
It depends on the case, but usually it‘s the cash flow analysis and specific 
implementation details. 

 Cash flow is both vital to a company and hard to follow. Cash is usually 
misunderstood as profits, and they are different. Profits don‘t guarantee cash in 
the bank. Lots of profitable companies go under because of cash flow problems.  

 Implementation details are what make things happen. Your brilliant strategies 
and beautifully formatted planning documents are just theory unless you assign 
responsibilities, with dates and budgets, follow up with those responsible, and 
track results. Business plans are really about getting results and improving your 
company. 

Simple Business Plan Outline 

1. Executive Summary: Write this last. It‘s just a page or two of highlights. 
2. Company Description: Legal establishment, history, start-up plans, etc. 
3. Product or Service: Describe what you‘re selling. Focus on customer benefits. 
4. Market Analysis: You need to know your market, customer needs, where they 

are, how to reach them, etc. 
5. Strategy and Implementation: Be specific. Include management 

responsibilities with dates and budgets. Make sure you can track results. 
6. Web Plan Summary: For e-commerce, include discussion of website, 

development costs, operations, sales and marketing strategies. 
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7. Management Team: Describe the organization and the key management team 
members. 

8. Financial Analysis: Make sure to include at the very least your projected Profit 
and Loss and Cash Flow tables. 

2.5.1 Some indicators of 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; 

 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. 

2.6 Cash flow 

Investopedia says: 
1. In business as in personal finance, cash flows are essential to solvency. They can 
be presented as a record of something that has happened in the past, such as the 
sale of a particular product, or forecasted into the future, representing what a 
business or a person expects to take in and to spend. Cash flow is crucial to an 
entity's survival. Having ample cash on hand will ensure that creditors, employees 
and others can be paid on time. If a business or person does not have enough cash 
to support its operations, it is said to be insolvent, and a likely candidate for 
bankruptcy should the insolvency continue.  
 
2. The statement of a business's cash flows is often used by analysts to gauge 
financial performance. Companies with ample cash on hand are able to invest the 
cash back into the business in order to generate more cash and profit. 

The following is a list of the various areas of the cash flow statement and what they 
mean:  
 

Cash flow from operating activities  
This section measures the cash used or provided by a company's 
normal operations. It shows the company's ability to generate 
consistently positive cash flow from operations. Think of "normal 
operations" as the core business of the company. For example, 
Microsoft's normal operating activity is selling software.  
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Cash flows from investing activities  
This area lists all the cash used or provided by the purchase and 
sale of income-producing assets. If Microsoft, again our example, 
bought or sold companies for a profit or loss, the resulting figures 
would be included in this section of the cash flow statement. 
 
Cash flows from financing activities 
This section measures the flow of cash between a firm and its 
owners and creditors. Negative numbers can mean the company is 
servicing debt but can also mean the company is making dividend 
payments and stock repurchases, which investors might be glad to 
see.  

When you look at a cash flow statement, the first thing you should look at is the 
bottom line item that says something like "net increase/decrease in cash and cash 
equivalents", since this line reports the overall change in the company's cash and its 
equivalents (the assets that can be immediately converted into cash) over the last 
period.  

What Cash Flow Doesn't Tell Us  
Cash is one of the major lubricants of business activity, but there are certain things 
that cash flow doesn't shed light on. For example, as we explained above, it doesn't 
tell us the profit earned or lost during a particular period: profitability is composed 
also of things that are not cash based. This is true even for numbers on the cash 
flow statement like "cash increase from sales minus expenses", which may sound 
like they are indication of profit but are not.  
 
As it doesn't tell the whole profitability story, cash flow doesn't do a very good job of 
indicating the overall financial well-being of the company. Sure, the statement of 
cash flow indicates what the company is doing with its cash and where cash is being 
generated, but these do not reflect the company's entire financial condition. The cash 
flow statement does not account for liabilities and assets, which are recorded on the 
balance sheet. Furthermore accounts receivable and accounts payable, each of 
which can be very large for a company, are also not reflected in the cash flow 
statement.  
 
In other words, the cash flow statement is a compressed version of the company's 
check book that includes a few other items that affect cash, like the financing 
section, which shows how much the company spent or collected from the repurchase 
or sale of stock, the amount of issuance or retirement of debt and the amount the 
company paid out in dividends.  

Insufficient cash means creditors, shareholders and staff cannot be paid and might 
trigger a move to the decline stage in the business life cycle. Management may not 
have resources to grow company. No matter how profitable a company may be, if it 
doesn't have the cash to pay its bills, it will be in serious trouble. 
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2.7 Investment in entities 

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. 

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 
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. 

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. 

 

2.8 Start-up working capital 

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

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. 

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 verses 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 with obtaining loans 

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.  
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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. 
Manufacturers are willing to do this if there is an active market for their used 
equipment.  

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. 

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 issues 

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 invested capital 

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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Here are five ways to protect your cash flow and help your small business ride out 
the storm. 

1) Keep your weather eye open. 

One of the key factors in weathering any storm is, knowing that it's coming and what 
direction it's moving. Keep an eye on the leading indicators for your business and be 
aware of changing economic conditions. Prepare cash flow projections for the next 
year. This will help you to see what changes need to be made and when. If such-
and-such happened and your predicted cash flow dropped x%, what could you do? 

2) Review your credit policies and the credit histories of customers and/or 
clients. 

Managing your customers' credit is an important part of cash flow management. 
Weed out unprofitable customers, those that cost more to maintain than they add to 
the bottom line. Flag those who have a history of slow payment. Remember that you 
do not have to extend credit to anyone. If a customer has a history of slow payment, 
changing the credit terms or even eliminating credit entirely may be necessary.  

3) Take action to speed up payment. 

First, invoice promptly. Putting off invoicing gives the customer the impression that 
you don't care how long it takes to get your money. Second, take measures to 
encourage prompt payment, such as clearly stating payment due dates and sending 
overdue notices. Use Invoices That Encourage Action gives more suggestions. Use 
collection services when necessary. Getting the money if you can is always better for 
your cash flow than a bad debt. 

4) See if payments to suppliers can be extended. 

On the other side of the coin, check on the credit terms that your small business's 
suppliers allow. Most suppliers allow thirty days to pay but you may be able to get 
them to extend that term to sixty or even ninety days, allowing you to keep the 
money in your cash flow pipeline longer. 

5) Renegotiate contracts. 

Landlords, lenders and contractors are not impervious to changing economic 
conditions so trying to renegotiate is worth a shot. For instance, if the lease on the 
premises of your bricks-and-mortar business is up, you may be able to negotiate a 
more favourable rate with your landlord - especially when other retail property is 
standing empty. A less expensive lease will let you free up more of your cash each 
month and get more of a cash flow going. 

Remember, the outflow part of cash flow is never a problem; money will always run 
out of your business easily. Keeping the money coming in on a regular, sustained 
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basis is the tricky part of cash flow management. Following the suggestions above 
will make it easier to keep your cash flow flowing and will go a long ways towards 
eliminating those dangerous cash flow gaps. 

2.9 Implications of cash flow cycles 

There are implications to cash flow cycles in the event of certain events. The 
following examples demonstrate the effect of cash flow on those events: 

 Seasonal changes  
 In winter a farmer cannot grow specific flowers that he sells and so his cash flow 
stops as no income is generated. 
 

 Infrastructure  
A company installs machinery that will double profits: however, whilst the machinery 
is being installed there is not production and no income.  
 

 Modernization 
Technology is accelerating like never before and having to keep up is a challenge in 
itself. If one does not have the fastest way of communicating or producing products, 
you will have no clients and no income. 
 

 Tax breaks 
The implication of tax breaks are that you will have more money to use in the 
business due to the reduced tax liabilities. 
 

 Assessed losses and write offs  
This means the receiver is happy and accepts the losses and write offs. However, 
the loss of funds affects cash flow of the business to buy more stock. 
 

 Economic cycles  
Economic cycles have the most profound impact as in a recovery phase interest 
rates are low so finance is cheap to borrow, whilst in a peak phase interest rates are 
high. In a contraction, unemployment is high and people don‘t have income to buy 
goods, so your income drops. 
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Module 3 

Analyse a selected business entity to determine the current stage 
in the life cycle. 

 

This Module deals with:  

 Financial statements and other relevant data of a selected business entity are 
analysed and interpreted to determine the strategic direction, financial needs 
or shortfall and financial state of the entity.  

 Questions are asked of management to determine the full current status of the 
entity with regards to strategic issues and the life cycle of the entity.  

 

3. Viability of a Business entity 

The concept of the going concern is an important accounting concept. Financial 
Statements are usually prepared with the assumption that the enterprise is a going 
concern, without evidence to the contrary. This assumption implies that the business 
will continue its operations for the foreseeable future. 
 
Financial viability implies that: 
 The concern will continue its operations in the foreseeable future. 
 The enterprise is sufficiently profitable (or will be in the future) to continue its 

operations. 
 There is inherent worth in continuing operations. This is related to the concept of 

ongoing profits. It is important to note that sometimes companies do not make a 
profit every year – especially in the first few years of operations. A 
businessperson would examine financial statements for their financial viability 
and also take a view on the inherent worth. A full assessment or analysis of a 
company does not just look at one year in isolation: many years of operational 
results need to be examined for a fundamental analysis. 
 

3.1 Financial statements 

Purpose of financial statements 

"The objective of financial statements is to provide information about the financial 
position, performance and changes in financial position of an enterprise that is useful 
to a wide range of users in making economic decisions." Financial statements should 
be understandable, relevant, reliable and comparable. Reported assets, liabilities 
and equity are directly related to an organization's financial position. Reported 
income and expenses are directly related to an organization's financial performance. 

Financial statements are intended to be understandable by readers who have "a 
reasonable knowledge of business and economic activities and accounting and who 
are willing to study the information diligently.  "Financial statements may be used by 
users for different purposes: 
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 Owners and managers require financial statements to make important business 
decisions that affect its continued operations. Financial analysis is then 
performed on these statements to provide management with a more detailed 
understanding of the figures. These statements are also used as part of 
management's annual report to the stockholders.  

 Prospective investors make use of financial statements to assess the viability of 
investing in a business. Financial analyses are often used by investors and are 
prepared by professionals (financial analysts), thus providing them with the basis 
for making investment decisions.  

 Financial institutions (banks and other lending companies) use them to decide 
whether to grant a company with fresh working capital or extend debt securities 
(such as a long-term bank loan or debentures) to finance expansion and other 
significant expenditures.  

 Government entities (tax authorities) need financial statements to ascertain the 
propriety and accuracy of taxes and other duties declared and paid by a 
company.  

 Vendors who extend credit to a business require financial statements to assess 
the creditworthiness of the business.  

 Media and the general public are also interested in financial statements for a 
variety of reasons.  

There are four basic financial statements: 

1. Balance sheet: also referred to as statement of financial position or condition, 
reports on a company's assets and liabilities, and net equity as of a given point in 
time.  

2. Income statement: also referred to as Profit and Loss statement (or a "P&L"), 
reports on a company's income, expenses, and profits over a period of time. 
Profit & Loss account provide information on the operation of the enterprise. 
These include sale and the various expenses incurred during the processing 
state.  

3. Statement of retained earnings: explains the changes in a company's retained 
earnings over the reporting period.  

4. Statement of cash flows: reports on a company's cash flow activities, 
particularly its operating, investing and financing activities.  

Financial analysis is an aspect of the overall business finance function that involves 
examining historical data to gain information about the current and future financial 
health of a company. Financial analysis can be applied in a wide variety of situations 
to give business managers the information they need to make critical decisions. "The 
inability to understand and deal with financial data is a severe handicap in the 
corporate world," Alan S. Donnahoe wrote in his book What Every Manager Should 
Know about Financial Analysis. "In a very real sense, finance is the language of 
business. Goals are set and performance is measured in financial terms. Plants are 

http://www.answers.com/topic/handicap
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built, equipment ordered, and new projects undertaken based on clear investment 
return criteria. Financial analysis is required in every such case." 

The finance function in business organizations involves evaluating economic trends, 
setting financial policy, and creating long-range plans for business activities. It also 
involves applying a system of internal controls for the handling of cash, the 
recognition of sales, the disbursement of expenses, the valuation of inventory 
(Stock), and the approval of capital expenditures. In addition, the finance function 
reports on these internal control systems through the preparation of financial 
statements, such as income statements, balance sheets, and cash flow 
statements. 

Finally, finance involves analyzing the data contained in financial statements in 
order to provide valuable information for management decisions. In this way, 
financial analysis is only one part of the overall function of finance, but a very 
important one. "The mathematical tools produce data, not explanations; information, 
not interpretation; measurement, not meaning," according to James E. Kristy and 
Susan Z. Diamond in their book Finance without Fear. "To these tools you must add 
judgment, which develops slowly—mostly out of experience." 

Documents Used in Financial Analysis 

The two main sources of data for financial analysis are a company's balance sheet 
and income statement. The balance sheet outlines the financial and physical 
resources that a company has available for business activities in the future. It is 
important to note, however, that the balance sheet only lists these resources, and 
makes no judgment about how well they will be used by management. For this 
reason, the balance sheet is more useful in analyzing a company's current financial 
position than its expected performance. 

 Balance sheet 

The main elements of the balance sheet are assets and liabilities. Assets generally 
include both current assets (cash or equivalents that will be converted to cash 
within one year, such as accounts receivable, inventory, and prepaid expenses) and 
noncurrent assets (assets that are held for more than one year and are used in 
running the business, including fixed assets like property, plant, and equipment; 
long-term investments; and intangible assets like patents, copyrights, and goodwill). 
Both the total amount of assets and the makeup of asset accounts are of interest to 
financial analysts. 

The balance sheet also includes two categories of liabilities, current liabilities (debts 
that will come due within one year, such as accounts payable, short-term loans, and 
taxes) and long-term debts (debts that are due more than one year from the date of 
the statement). Liabilities are important to financial analysts because businesses 
have same obligation to pay their bills regularly as individuals, while business 
income tends to be less certain. Long-term liabilities are less important to analysts, 
since they lack the urgency of short-term debts, though their presence does indicate 
that a company is strong enough to be allowed to borrow money. 

http://www.answers.com/topic/kristy-1
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The balance sheet also commonly includes stock-holders' equity accounts, which 
detail the permanent capital of the business. The total equity usually consists of two 
parts: the money that has been invested by shareholders, and the money that has 
been retained from profits and reinvested in the business. In general, the more 
equity that is held by a business, the better the ability of the business to borrow 
additional funds. 

 Income statement 

In contrast to the balance sheet, the income statement provides information about a 
company's performance over a certain period of time. Although it does not reveal 
much about the company's current financial condition, it does provide indications of 
its future viability. The main elements of the income statement are: 

 revenues earned;  

 expenses incurred, and  

 net profit or loss.  
Revenues consist mainly of sales, though financial analysts may also note the 
inclusion of royalties, interest, and extraordinary items. Likewise, operating expenses 
usually consist primarily of the cost of goods sold, but can also include some unusual 
items. Net income is the "bottom line" of the income statement. This figure is the 
main indicator of a company's accomplishments over the statement period. 

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. 

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

 

Financial Ratio Analysis 

Managers and 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 

 

3.2 Elements of Financial Health 

In general, there are 4 kinds of financial ratios that a financial analyst will use most 
frequently, these are: 

 Performance ratios 
 Working capital ratios 
 Liquidity ratios 
 Solvency ratios 

These 4 financial ratios allow a good financial analyst to quickly and efficiently 
address the following questions or concerns: 

Performance ratios 

 What return is the company making on its capital investment? 
 What are its profit margins? 

Working capital ratios 

 How quickly are debts paid? 
 How many times is inventory turned? 

Liquidity ratios 

 Can the company continue to pay its liabilities and debts? 

Solvency ratios (Longer term) 

 What is the level of debt in relation to other assets and to equity? 
 Is the level of interest payable out of profits? 

As Kristy and Diamond noted, a company's over-all financial health can be assessed 
by examining three major factors: its liquidity, leverage and profitability. All three 
of these factors are internal measures that are largely within the control of a 
company's management. It is important to note, however, that they may also be 
affected by other conditions—such as overall trends in the economy—that are 
beyond management's control. 

Liquidity 

Refers to a company's ability to pay its current bills and expenses. In other words, 
liquidity relates to the availability of cash and other assets to cover accounts 
payable, short-term debt, and other liabilities. All small businesses require a certain 
degree of liquidity in order to pay their bills on time, though start-up and very young 
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companies are often not very liquid. In mature companies, low levels of liquidity can 
indicate poor management or a need for additional capital. Of course, any company's 
liquidity may vary due to seasonality, the timing of sales, and the state of the 
economy. 

Companies tend to run into problems with liquidity because cash outflows are not 
flexible, while income is often uncertain. "Creditors expect their money when 
promised, just as employees expect regular paychecks. However, the cash being 
generated does not follow a set schedule. Sales of inventory vary, as do collections 
from customers," Kristy and Diamond explained. "Because of this difference between 
cash generation and cash payments, businesses must maintain a certain ratio of 
current assets to current liabilities in order to ensure adequate liquidity." 

Leverage (debt to equity) 

This refers to the proportion of a company's capital that has been contributed by 
investors as compared to creditors. In other words, leverage is the extent to which a 
company has depended upon borrowing to finance its operations. A company that 
has a high proportion of debt in relation to its equity would be considered highly 
leveraged. Leverage is an important aspect of financial analysis because it is 
reviewed closely by both bankers and investors. A high leverage ratio (debt to 
equity)  may increase a company's exposure to risk and business downturns, but 
along with this higher risk also comes the potential for higher returns. 

3.3 Profitability 

This refers to management's performance in using the resources of a business. 
Many measures of profitability involve calculating the financial return that the 
company earns on the money that has been invested. As James O. Gill stated in his 
book Financial Basics of Small Business Success, most entrepreneurs decide to 
start their own businesses in order to earn a better return on their money than would 
be available through a bank or other low-risk investments. If profitability measures 
demonstrate that this is not occurring—particularly once a small business has moved 
beyond the start-up phase—then the entrepreneur should consider selling the 
business and reinvesting his or her money elsewhere. However, it is important to 
note that many factors can influence profitability measures, including changes in 
price, volume, or expenses, as well the purchase of assets or the borrowing of 
money. 

Performing Analyses with Financial Ratios 

"Measuring the liquidity, leverage, and profitability of a company is not a matter of 
how many dollars in assets, liabilities, and equity it has, but of the proportions in 
which such items occur in relation to one another," Kristy and Diamond wrote. "We 
analyze a company, therefore, by looking at ratios rather than just dollar amounts." 
Financial ratios are determined by dividing one number by another, and are usually 
expressed as a percentage. They enable business owners to examine the 
relationships between seemingly unrelated items and thus gain useful information for 
decision-making. "They are simple to calculate, easy to use, and provide a wealth of 
information that cannot be gotten anywhere else," Gill noted. But, he added, "Ratios 
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are aids to judgment and cannot take the place of experience. They will not replace 
good management, but they will make a good manager better. They help to pinpoint 
areas that need investigation and assist in developing an operating strategy for the 
future." 

Virtually any financial statistics can be compared using a ratio. In fact, Kristy and 
Diamond claimed that there are over 150 recognized financial ratios that can be 
computed in a financial analysis. In reality, however, small business owners and 
managers only need to be concerned with a small set of ratios in order to identify 
where improvements are needed. Determining which ratios to compute depends on 
the type of business, the age of the business, the point in the business cycle, and 
any specific information sought. For example, if a small business depends on a large 
number of fixed assets, ratios that measure how efficiently these assets are being 
used may be the most significant. 

There are a few general ratios that can be very useful in an overall financial analysis, 
however. To assess a company's liquidity, Kristy and Diamond recommend using the 
current, quick, and liquidity ratios.  

Current ratio can be defined as Current Assets / Current Liabilities. It measures 
the ability of an entity to pay its near-term obligations. Though the ideal current ratio 
depends to some extent on the type of business, a general rule of thumb is that it 
should be at least 2:1. A lower current ratio means that the company may NOT be 
able to pay its bills on time, while a higher ratio means that the company has money 
in cash or safe investments that could be put to better use in the business. 

The quick ratio, also known as the "acid test," can be defined as Quick Assets 
(cash, marketable securities, and receivables) / Current Liabilities. This ratio 
provides a stricter definition of the company's ability to make payments on current 
obligations. Ideally, this ratio should be 1:1. If it is higher, the company may keep too 
much cash on hand or have a poor collection program for accounts receivable. If it is 
lower, it may indicate that the company relies too heavily on inventory to meet its 
obligations.  

The liquidity ratio, also known as the cash ratio, can be defined as Cash / Current 
Liabilities. This measure eliminates all current assets except cash from the 
calculation of liquidity. Ideally, the ratio should be approximately .40:1. 

To measure a company's leverage, Kristy and Diamond recommend using the 
debt/equity ratio. Defined as Debt / Owners' Equity, this ratio indicates the relative 
mix of the company's investor-supplied capital. A company is generally considered 
safer if it has a low debt to equity ratio—that is, a higher proportion of owner-supplied 
capital—though a very low ratio can indicate excessive caution. In general, debt 
should be between 50 and 80 percent of equity. 

Finally, to measure a company's level of profitability, Kristy and Diamond 
recommend using the return on equity (ROE) ratio, which can be defined as Net 
Income / Owners' Equity. This ratio indicates how well the company is utilizing its 
equity investment. ROE is considered to be one of the best indicators of profitability. 
It is also a good figure to compare against competitors or an industry average. 
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Experts suggest that companies usually need at least 10-14% percent ROE in order 
to fund future growth. If this ratio is too low, it can indicate poor management 
performance or a highly conservative business approach. On the other hand, a high 
ROE can mean that management is doing a good job, or that the firm is 
undercapitalized. 

In conclusion, financial analysis can be an important tool for small business owners 
and managers to measure their progress toward reaching company goals, as well as 
toward competing with larger companies within an industry. When performed 
regularly over time, financial analysis can also help small businesses recognize and 
adapt to trends affecting their operations. It is also important for small business 
owners to understand and use financial analysis because it provides one of the main 
measures of a company's success from the perspective of bankers, investors, and 
outside analysts. 

Financial analysts often assess the firm's: 

1. Profitability - its ability to earn income and sustain growth in both short-term 
and long-term. A company's degree of profitability is usually based on the 
income statement, which reports on the company's results of operations; 

2. Solvency - its ability to pay its obligation to creditors and other third parties in 
the long-term; 

3. Liquidity - its ability to maintain positive cash flow, while satisfying immediate 
obligations; 

Both 2 and 3 are based on the company's balance sheet, which indicates the 
financial condition of a business as of a given point in time. 

4. Stability- the firm's ability to remain in business in the long run, without having to 
sustain significant losses in the conduct of its business. Assessing a company's 
stability requires the use of the income statement and the balance sheet, as well 
as other financial and non-financial indicators. 

3.4 Cash flows 

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: 
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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 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 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. 

 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. 

 

3.5 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; 

 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; 
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 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. 
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Module 4 

Propose a financial solution for an entity 

 
This Module deals with:  

 The wants and needs of a selected entity are analysed and motivated to 
justify financial, insurance and/or investment options for the entity  

 A proposal is presented to the appropriate stakeholders  

 
A business is defined as an organisation that aims to satisfy customer needs and 
wants. 
 
4.1 Business Needs Analysis  

A Business Needs Analysis is a study that attempts to identify business needs and 
determine solutions to business problems. 

A business needs analysis aims to identify the changes to an organization that are 
required for it to achieve strategic goals. 

Background of the Company: Every needs assessment template consists of a brief 
introduction that includes the background of the company. When you start, it is 
important that you provide readers with brief information about the company, 
including its mission, vision, aims, and objectives. 
 
Desired Result: In this section you must mention about the desired result of a 
particular business process. You have to write about all the expected outcomes with 
details. For example, if you are trying to analyze training needs, then mention what 
you want to achieve from the training or what is the ultimate goal of the training. 
 
Current Performance: Here, you have to talk about the current performance of the 
business or employees. Continuing with the same example, you need to mention 
about what has been achieved by the training till now or how effective has been the 
training till now, etc.  
 
Addressing the Deficiency: Now, you have to address the deficiencies that needs 
to be filled up. You must mention the gap in details, such as, where the problem is, 
what is lacking and why, since when has the performance gone down, how has it 
affected the overall business or a particular business process, etc.  
 
Solutions: Addressing the deficiencies only is not enough; you must also come up 
with probable solutions for it. You have to mention all the solid solutions in this 
section. You have to mention the scope of the new solutions and how you derived 
them.  
 
Implementation: At this stage, you need to write about how you are planning to 
execute the new changes as solutions in the business plan. You also have to write 
about the assessment of the progress that will happen after implementation. It is also 
advisable to write about the follow-up process when it comes to completing the 
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template. 
 
K3 management have slightly different key areas they look at in doing a business 
needs analysis. They explain that the purpose of a BNA is to clarify understanding of 
the business processes and aims of the client – both immediate and in the future – 
and to define the key components that are collectively required to move the business 
forward. By taking advantage of the best processes and technologies, the aim is to 
enhance processes and systems within the organisation to deliver real business 
benefits. 
They go on to explain the BNA exercise will typically include the following key areas 
of investigation: 

 Background to current business practice 

 Mission of the client 

 Strategic project goals and milestone identification 

 Summary of findings 

 Concerns 

 Professional comments / summary of recommendations 

 Summary of the deliverable stages 

 Budgetary considerations 

 Business workflows 

 Example designs 

 Infrastructure requirements 
 
Business Cycle 

 

The BBC - GCSE Bitesize  goes on to explain: It illustrates how what businesses 
decide to make and produce are driven by customer needs and wants. 

Then with the money and profit created by sales to customers, employees are paid 
and they themselves become customers as they go and buy other goods and 
services. This is a continual process which is the basis of our economy. 
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This is why when people are out of work (unemployment) less money is in the 
economy and inflation (the rise in prices) will be generally low. On the other hand 
when many people are in work with disposable income to spend, then inflation will 
rise as goods and services will have a high demand. Where demand is high, 
companies can choose to raise prices to maximise their profits 

Businesses have different aims and objectives that can change over time. An aim or 
objective is a statement of what a business is trying to achieve over the next 12 
months. A new cafe may just aim to survive its first year. 

For example, a business can set itself any of these targets: 

 survival 
 profit maximisation 
 growth 
 provide a service 
 social responsibility 

Having an objective is useful because it helps staff to focus on shared aims. A 
business could instruct its staff to work towards increasing sales by 10% by the end 
of the year. 

Different organisations have different objectives. Some businesses are run to make 
as much profit as possible for owners. However, not all businesses aim to make 
profit. Voluntary organisations such as charities are more concerned with providing a 
service to others. 

The aim of a business can change over time. This can happen in response to 
internal factors, such as business growth, or in response to external factors, such 
as an economic recession. 

A small start up business may aim to survive in the first year. Once successful, the 
business then sets itself the objective of increasing profits or growing in size. 

Alternatively, a profitable business that is hard hit by an economic recession may 
struggle to maintain the same level of output. Faced with declining sales, a business 
may change its objective from growth or making a profit, to simply surviving. 

The skill involved in wanting to start and run a business is called enterprise. The 
individual who sets up their own business is called an entrepreneur. 

There are several reasons why entrepreneurs are willing to take a calculated risk 
and set up a business. Possible motives include: 

 Making a profit. A business does this by selling items at a price that more 
than covers the costs of production. Owners keep the profit as a reward for 
risk-taking and enterprise. 

 The satisfaction that comes from setting up a successful business and being 
independent. 
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 Being able to make a difference by offering a service to the community such 
as a charity shop or hospice. 

A new business needs its own name and a product. The challenge is to make 
goods and services that satisfy customers, are competitive and sell at a price that 
more than covers costs. 

Entrepreneurs develop the business idea and provide finance and a route to market. 
They are risk takers and they gamble on innovations and new products. 
Entrepreneurs may take someone else's idea – like an inventor – and through their 
contacts or experience in production, distribution and marketing, can turn a prototype 
into a mass market product, earning thousands or millions of rands in profit. 

 
4.2 Different types of financial insurance or investment options for an entity 
 

4.2.1 Insurance needs of an entity 

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 

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). 

Key man 

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. 
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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/ contingent liability 

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. 

Deferred Compensation 

Plan to provide lump sum payments at retirement 

Preferred compensation 

Plan designed to pay employees after a period of time a lump sum 

Short term insurance  

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  
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 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  

 Lost shares indemnities 

 

4.2.2 Other insurance 

Other types of insurance that you can investigate includes: 

 Funeral cover 

 Health care / Medical 

 Disability 

 Impairment 

 Income protector 

 Pension scheme / provident fund 

 

4.2.3 Investments 

Money Market - discounted instruments 

 Bankers acceptances  

 Treasury bills 

 Promissory notes and commercial paper 

Money Market - Interest bearing instruments 

 Negotiable certificates of deposit (NCD) 

 Short term debentures 

 Notice deposits 

 Call deposits 

 Fixed deposits 

 Linked deposits 
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 Savings accounts 

Money market - Collective investment schemes 

Capital market - Bonds 

 Interest bearing 

 Discounted instruments 

Equity market - Shares 

 Ordinary shares 

 Preference shares 

Property Investments 

 full title deed 

 sectional title 

 retirement villages 

 share block 

 property syndication 

 participation bonds 

 fractional development 

 property collective investments schemes 

 property loan stock 

 real estate investment trusts 

Collective investment schemes 

 linked products 

 wrap funds 

 fund of funds 

 multi manager funds 

 exchange traded funds 

Hard assets 

 Rare coins 

 gemstones 

 gold 

 futures contracts 

Offshore investments 

 Tank containers.  
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4.3 A proposal is presented to the appropriate stakeholders  

(Refer to annexure A: Business Needs Analysis) 

Annexure A provides an example of a proposal that clearly identifies the needs and 
recommended covers for a business entity. (We have ignored disclosure notices and 
risk profile analysis and other required documents.) 

A proposal is presented for a company L.A. Steyn and Associates cc with the 
following details: 

1. It has a value of R5 000 000. 

2. The valuation method ―Super-Profits‖ has been used to determine the value. 

3. There is a quote for a buy and sell, contingent liability, loan account 
redemption and key person protection. 

Buy and sell arrangement 

 AC Steyn has life and disability cover of R2 500 000 with a premium of R500 
p.m. 

 LA Steyn has life and disability cover of R2 500 000 with a premium of R200 
p.m. 

Contingent liability - requires surety by A.C Steyn 

 R3 250 000 with a premium of R3250 p.m. 

Loan account redemption 

 5 years 

 5% interest 

 Lump sum R600 000 

 Monthly premium R11 322.74 

Key Person protection 

 R1 200 000 with a premium of R1 100 p.m. 

 

In this case the appropriate stakeholders will be AC Steyn and LA Steyn and the 
proposal should be presented to them. 

 

Glossary attached to the proposal: (Annexure B) 

 

PRIVATE COMPANY: A company whose ownership is private. As a result, it does 
not need to meet the strict Securities and Exchange 
Commission filing requirements of public companies. 
 
CLOSE CORPORATION: A form of business buy-sell agreement. Close Corporation 
Plans stipulate that the surviving partners must purchase all of the shares owned by 
the deceased partner or owner. The plan outlines the method of funding as well as 
the price at which the shares must be purchased. 
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PARTNERSHIP: A business organization in which two or more individuals manage 
and operate the business. Both owners are equally and personally liable for the 
debts from the business. 
 
BUSINESS VALUATION: The process of determining the economic value of a 
business or company. Business valuation can be used to determine the fair value of 
a business for a variety of reasons, including sale value, establishing partner 
ownership and divorce proceedings. Often times, owners will turn to professional 
business valuators for an objective estimate of the business value. 
 
NET ASSET VALUE METHOD (NAV): A mutual fund's price per share or exchange-
traded fund's (ETF) per-share value. In both cases, the per share dollar amount of 
the fund is calculated by dividing the total value of all the securities in its portfolio, 
less any liabilities, by the number of fund shares outstanding. 
 
SUPER PROFITS METHOD: Super Profits are the profits earned above the normal 
profits. Under this method Goodwill is calculated on the basis of Super Profits i.e. the 
excess of actual profits over the average profits. 
 
EARNINGS YIELD METHOD: The earnings per share for the most recent 12-month 
period divided by the current market price per share. The earnings yield (which is the 
inverse of the P/E ratio) shows the percentage of each dollar invested in the stock 
that was earned by the company. The earnings yield is used by many investment 
managers to determine optimal asset allocations.  
 
NET INCOME METHOD (NI): A company's total earnings (or profit). Net income is 
calculated by taking revenues and adjusting for the cost of doing business, 
depreciation, interest, taxes and other expenses. This number is found on a 
company's income statement and is an important measure of how profitable the 
company is over a period of time. The measure is also used to calculate earnings 
per share. 
Often referred to as "the bottom line" since net income is listed at the bottom of the 
income statement. 
 

COMBINATION OF METHODS: Some combination of business valuation methods will 
be the fairest way to determine a valuation price. 

Source: At Work Internet Software Solutions (Annexure B) 

 

Annexure C shows the Liberty capture form as an example of a Business Needs 
Analysis form used when doing a proposal for a business entity. 


