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Exam tips


Advice on key points in the text to help you learn and recall content, avoid pitfalls, and polish your exam technique in order to boost your grade.
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Knowledge check


Rapid-fire questions throughout the Content Guidance section to check your understanding.
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Knowledge check answers


Turn to the back of the book for the Knowledge check answers.


[image: ]







[image: ]


Summaries





•  Each core topic is rounded off by a bullet-list summary for quick-check reference of what you need to know.
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About this book



This guide (Student Guide 2) and its companions (Student Guides 1, 3 and 4) have been written with one thing in mind: to provide you with the ideal resource for your revision of both the Edexcel Business AS level and the first year of the Edexcel Business A-level.


In your study of the subject you will look at business in a variety of contexts, small and large, national and global, service and manufacturing.


The themes of the AS Business specification are marketing and managing business decisions. The themes of the A-level Business also include business decisions and strategy and global business.


The focus of Student Guide 2 is the following:





•  Raising finance – internal and external finance, liability and planning.



•  Financial planning – sales forecasting, sales, revenues and costs, break-even and budgets.



•  Managing finance – profit, liquidity and business failure.



•  Resource management – production, productivity, efficiency, capacity utilisation, stock control and quality management.



•  External influences – economic influences, legislation and the competitive environment.





Content Guidance


The Content Guidance section offers concise coverage combining an overview of key terms and concepts with identification of opportunities for you to illustrate higher level skills of analysis and evaluation.


Questions & Answers


The Questions & Answers section provides examples of the various types of questions that you are likely to be faced with: short answer questions, data response and extract questions. The questions cover both AS Business and A-level Business and the questions are annotated to show which course they are relevant to. The questions also give explanation of command words which can be applied to any question with the same word. The answers are explained in detail, including the marks obtained.


A common problem for students and teachers is the lack of resources and in particular exam-style questions that cover individual areas of study. The questions in this guide are tailored so you can apply your learning while the topic is still fresh in your mind, either during the course itself or when you have revised a topic in preparation for the examination. Along with the sample answers this should provide you with a sound basis for sitting your exams in Business.


Pre-existing knowledge


AS and A-level Business presumes students have no specific experience of the subject and its key terms. The good news is that everyone starts at the very beginning in terms of the key terms and knowledge. The most important characteristic at this stage is an interest in the current news in terms of businesses you are familiar with, such as Apple or McDonald’s. Business is a subject that requires you to apply key terms to real businesses, so an interest in businesses in the news will help you significantly to contextualise the theories. It is the really enjoyable part of the subject and allows you ultimately to score highly in the exam.





Content Guidance



Raising finance


Finance is the funding required to set up and expand a business. Finance needs to be matched with the short-, medium- and long-term needs of the business, as shown in Table 1.
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Internal finance


Internal finance can be obtained from the following sources:





•  The owner’s capital, which is the money or other capital that the person aiming to set up the business may have saved or otherwise come by, for example money saved in a bank account. The benefit of using the owner’s capital is that there are no interest costs compared with a loan and it can be very flexible in how quickly it is paid back. However, the owner may not have any or enough money to finance the business and if the business fails all the capital will be lost.



•  Retained profits, which is the profit kept in the business rather than paid out to its owners, for example a limited company may pay shareholders a dividend. A benefit of using retained profits is that it is cheap compared with loans and the business has flexibility to decide how much is used and when. However, there is an opportunity cost as the owner or shareholders may want the retained profits as their income, and even if it is used there still may not be enough money to finance the business.



•  Sales of assets, that is items of property owned by a person or company, regarded as having value. A benefit of using the sale of assets is that not only is cash raised (such as from selling a van) but also there are no more costs involved in maintaining that asset/van. However, businesses do not always have any surplus assets to sell and it is a slow process so may not satisfy the need for finance in the short term.
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Knowledge check 1


When might a business not be able to use retained profit?
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External finance



Sources of external finance include the following:





•  Family and friends. The benefits and risks of using this source are similar to the business owner using their own capital. On top of this, family and friends may want a say or stake in the business, which means the owner starts to lose independence in decision making and retaining profits.



•  Banks. They can provide a fixed-term bank loan in return for repayment of the amount plus interest.



•  Peer-to-peer funding. This means lending money to businesses (‘peers’) without going through a bank or other financial institution, for example through a website that matches lenders with borrowers, such as Zopa. The benefit of this method of finance is that interest rates tend to be much lower than those that banks offer on loans, meaning a cost saving to the business. However, it is more difficult to gain this type of funding as lenders are much more careful about whom they lend to due to the risks of losing their money. This means new businesses in particular will find it difficult to find any funding this way.



•  Business angels. These are wealthy, entrepreneurial individuals who provide capital in return for a share in the business, for example shares in a limited company. Dragon’s Den is a television programme that encourages such finance.



•  Crowd funding. This is where the business gains funding by raising many small amounts of money from a large number of people, normally via internet sites such as Crowdfunder. A benefit of this source of finance is that smaller investors are more likely to take risks, particularly if the business idea is well marketed, and the business can decide what it will give in return for investment. However, this source of finance is much more dependent on the ability of the business to market its idea to investors and if the project fails this may damage the business’s reputation.



•  Other businesses. The benefits and problems are the same as with business angels.
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Knowledge check 2


Which type of business would be particularly suited to crowd funding?
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Exam tip


You need to be able to identify the most appropriate source of finance for the type of business in the context, making sure you can give reasons for and against its use.
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Methods of finance





•  Loan. This can be a loan by a bank, for example, or from family and friends. A benefit of using a bank loan is that the owners are not diluting their shareholdings by bringing new shareholders into the business. However, the business will have to make regular payments to pay back the loan and will have to pay interest on the loan, meaning increased fixed costs.



•  Share capital. This consists of funds raised by issuing shares in return for cash. This method is available only to a business that is a limited company. The benefit of using share capital is that there are no interest or repayment costs attached to it. However, the problem with share capital is that it is costly, for example the dividend paid to shareholders means giving away some of the company and its profits to investors.



•  Venture capital. This is money invested in a business in which there is a substantial element of risk. An example of a type of investor who would risk venture capital is a business angel, a wealthy, entrepreneurial individual who provides capital in return for a share of the business. The benefits of finance from venture capitalists are that they have money available quickly and can also provide business expertise to help make the investment a success. However, ownership of the business and some of its profits will need to be given to the investor, meaning a loss of independence in decision making and profits.



•  Overdraft. This is where a bank allows a firm to take out more money than it has in its bank account. An overdraft can provide very short-term finance for situations where the business is short of cash, for example to pay for raw materials. The benefit of this method of finance is that it can be used to cover short-term debts. However, the problem is the bank may ask for repayment at any time and there is a high level of interest charged on this type of loan.



•  Leasing. This is a financial facility allowing a business to use an asset such as an industrial robot over a fixed period, in return for regular payments. The benefit of using this method of finance is that it allows the business to pay a relatively small sum of money for an asset in the short term, so allowing funds to be used for other business needs. However, the problem with leasing is that the business does not own the asset so it keeps having to pay for it, month after month.



•  Trade credit. This is where suppliers deliver goods now and are willing to wait for a number of days before payment, for example 90 days. The benefit of this method of finance is the business does not have to pay for any goods until some time after they have been delivered, which allows the business to sell the goods and make a profit. However, the problem with trade credit is that it costs the business to administer the payments and it can be used only for goods supplied rather than for general business expenses or growth.



•  Grant. This can be given by charities or the government to help a business get started, especially in areas of high unemployment. A benefit of this method of finance is that the business usually does not have to pay back any of the money and will be generally free to invest it as it feels appropriate. The problem with grants is that they are very difficult to obtain as many businesses are competing for them, so the criteria set to get a grant are difficult for a business to meet.
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Exam tip


Sources of finance need to be looked at in terms of the short, medium and long term when evaluating the extract, especially when completing the 20-mark question.
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Liability


Implications of limited and unlimited liability


Limited liability means that investors in the business can lose only the money they have paid for a share of the business. Limited liability generally refers to limited companies, which are treated as a legal person that is separate from those who have shares in the business.


The implication of limited liability is that it encourages investors to risk their money in new and growing businesses, knowing that they will lose only the amount spent on shares and nothing more. However, a limited company will have to sacrifice a certain amount of profit, known as a dividend, proportionate to the shares it has issued and may have to give some shareholders a say in how the business is run.


Shares in a private limited company cannot be offered for sale to the general public, thus restricting the ability to raise finance to start or expand the business. A public limited company has the option of selling shares to the general public through the stock exchange and can therefore raise finance to expand the business.
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Knowledge check 3


Name a risk for a limited company that does not pay its shareholders a dividend.
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Unlimited liability means the owners of the business are personally responsible for all the business’s debts. Unlimited liability means the business will pay all its profits to its owners and the owners have full control over decision making. However, the owners will be personally responsible for any debts of the business and may not be able to raise large amounts of money for expansion due to perceived risks to investors.
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Exam tip


Make sure you are very clear about the benefits and risks of each type of liability as students often confuse the terms in the exams.
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Finance for limited and unlimited liability businesses


Financing for an unlimited business can be sourced through the owner’s capital, a bank loan or overdraft, trade credit or a loan from family or friends.


Businesses with limited liability (mainly limited companies) are often able to attract a larger number of investors as investors stand to lose only their investment, not their personal assets, if the business fails. Limited businesses can gain finance through the issue of shares, bank loans, overdrafts, leasing and trade credit.


Planning


Relevance of business planning and obtaining finance


A business plan is a forecast of business operations, including a cash flow forecast, a statement of business objectives and a plan of staffing needs or marketing methods. A business plan will include:





•  a marketing plan, which will cover market research such as market mapping of key competitors and their products together with a medium–long-term plan for achieving objectives such as higher market share or a stronger product portfolio



•  an operational plan showing how the product will be produced and delivered to customers in their target market



•  a financial plan with a prediction of the business’s income from sales and expenditure from costs over a period of time. This will help the business assess its short-, medium- and long-term needs in terms of finance





A business plan is an important document for investors and lenders of finance because they will want to see detailed forecasts of how the business will perform over time. The forecast includes predictions of sales, expenditure, income and profit.


To obtain finance there must also be evidence of an analysis of the market and that there are sufficient skills and commitment to meet the forecasts in the business plan. Lenders and investors will then be able to assess the risks of their potential investment in terms of the ability of the business to pay it back.


The benefit to the business is that reducing the risks to investors means they may be able to pay lower interest rates on loans or give smaller shares of the business to venture capitalists, keeping costs to a minimum while retaining as much ownership and control of the business as possible.
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Exam tip


Make sure that the business plan really suits the circumstances of the business: internal and external.
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Knowledge check 4


Name one reason why a business plan may not help a business to be successful.
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Interpreting cash flow forecasts and calculations on changes to cash flow variables


Cash flow is the movement of cash into and out of a business. Cash can flow into a business for many different reasons, such as customer payments for sales, loans or money received from investors, or assets sold. Cash can flow out of the business due to payments to suppliers, the payment of wages or taxes and the repayment of bank loans.


A cash flow forecast is a prediction of cash flowing into and out of the business over a period of time (see Table 2). This allows the business to predict how much net cash flow it has at any given time.
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The cash flow forecast in Table 2 is calculated as follows:





1  Cash at start of month is the net cash available to the business at the start of each month, for example June has £20,000.



2  Cash inflows represents the amount of cash the business receives in that month, for example £25,000 in June.



3  Cash outflows is the amount of cash the business spends in that month, for example £20,000 in June.



4  Net cash flow is calculated by taking cash outflows from cash inflows in that month. For example, to work out June’s net cash flow:


    Cash inflow − Cash outflow = Net cash flow


    £25,000 − £20,000 = £5,000



5  Cash at end of month is calculated by adding the cash at start of month to the net cash flow that month. For example, to work out June’s cash at end of month:


    Cash at start of month + Net cash flow for that month = Cash at month end


    £20,000 + £5,000 = £25,000



6  The cash at end of month is then taken forward to the next month, for example the cash at end of the month of June, £25,000, becomes the cash at the start of month July.







[image: ]


Knowledge check 5


For a new business, why is cash flow forecasting particularly difficult?
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Exam tip


You need to be able to complete and calculate a partially completed cash flow table for a calculate exam question. As these questions carry 4 marks, getting them right can be worth a whole grade.
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Interpreting the cash flow means analysing the figures to:





•  identify potential shortfalls in cash balances in advance – it is an ‘early warning system’ so the business has time to resolve any potential financial problems



•  make sure that the business can afford to pay suppliers and employees



•  spot problems with customer payments as the forecast encourages the business to look at how quickly customers are paying their debts. For example, in Table 2, July to September has a negative cash flow each month. This could signal to the business it is time to take action to change this, perhaps, for example, by running an advertising campaign to increase customer sales if this is the reason for the negative cash flow



•  allow external stakeholders such as banks to see that the business is forecast to meet its financial objectives and take appropriate action, such as increase an overdraft facility, if the forecast shows a potential negative cash flow at the end of the month
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Exam tip


You need to be able to evaluate a cash flow forecast in the context of the business. Make sure you use the data provided to inform your judgement and recommendations.
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Use and limitations of cash flow forecasts


A business uses a cash flow forecast to identify potential shortfalls in the amount of cash it has. The benefit to the business is that it can then gain finance, such as an overdraft, to cover this shortfall. It can also use the cash flow forecast to compare actual revenues, costs and profits with how much cash is forecast. This gives the business the opportunity to find solutions to problems such as why profit is forecast to be low for a particular period of time.


A cash flow forecast allows the business to consider whether it is achieving its financial objectives in the business plan, for example whether forecast income from sales will reach certain percentage increases in a particular period of time. The business can then take action to achieve these objectives in advance, such as running an advertising campaign to meet forecast income targets.


However, a cash flow forecast is not always reliable, largely because assumptions have to be made about the future, for example that the summer weather will be averagely warm and dry. Unexpected events such as the 2016 anti-EU referendum result may change aspects of the cash inflows or outflows. In addition, for a new business there may be unexpected costs in production or distribution.
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