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Examiner tips


Advice from the examiner on key points in the text to help you learn and recall unit 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.
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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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Questions & Answers
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About this book



This book has been written to provide you with the ideal resource for your revision of AQA A2 Business Studies Unit 3. The book is divided into two sections: Content Guidance and Questions & Answers.


Content Guidance


The Content Guidance section offers concise coverage of the Unit 3 specification. Because the latter contains a large amount of information, this section can only provide an outline of the necessary material, with an overview of the key terms and concepts, as well as an identification of opportunities for you to illustrate the higher-level skills of analysis and evaluation. The scope for linking different topic areas is also shown as this is an important element of tackling this unit successfully.


All areas contain some common elements. Each functional area commences with a consideration of its likely objectives and the external and internal influences that influence these objectives. The following subsections consider these strategies in some detail and how functional performance might be measured. As a result, this unit has a strong numerical base.


Key concepts


Key concepts are shown in bold. You should have a business studies dictionary to hand.


Analysis


In these sections, there are suggestions on how topic areas could lend themselves to analysis. During your course and the revision period you should refer to these opportunities. Test and practise your understanding of the variety of ways in which a logical argument or line of reasoning can be developed.


Evaluation


In these sections, general opportunities for evaluation are highlighted within particular topic areas.


Questions & Answers


The Questions & Answers section is based upon three case studies, which follow the Unit 3 format exactly. Each case study is followed by two sample answers (an A-grade and a lower-quality response) interspersed with examiner comments.


Each case study looks at the functional strategies of an imaginary business that is facing a major decision, and provides numerical and non-numerical information about this business and its market. There are usually four questions contained in each case study, which cover the specification. Broadly speaking, there will be one question on each of marketing, finance and accounts, operations management and people and organisations. The questions carry different mark allocations. One will be worth approximately 10 marks and will test knowledge, application and analysis. Two will be worth approximately 18 marks and will test all examination skills, including evaluation. The same is true of the final question, which has a far higher mark allocation — roughly 34 marks — and requires you to make and support a major strategic decision for the business in the case study.


It is perfectly possible to read the relevant section in the Content Guidance on, say, marketing and then attempt the marketing questions from one or more case studies. However, it is recommended that you attempt all the questions from at least one of these case studies at a single sitting to practise and develop all your examination skills, not least time management. In this case it will be essential to read all of the Content Guidance section before you start writing.


The philosophy of Unit 3


This unit builds on the material covered at AS and examines the ways in which the internal functions of business can contribute to the success of the business through the implementation of appropriate strategies. The unit also considers how the performance of a business might be measured. You will be expected to gain an understanding of the internal operations in the context of larger businesses as well as a broad understanding of strategy. You should also aim to develop the ability to:





•  use knowledge selectively to judge the performance of a business



•  develop arguments on how to improve the business’s performance



•  take decisions, identify and solve problems using knowledge of the internal functions of the business





The examination


The Unit 3 examination is based on a case study plus three or four appendices of data. The examination lasts 1 hour 45 minutes and has a mark allocation of 80. It is worth 25% of the marks for the entire A-level (50% of A2). The sample examination papers that are included in the final section of this book give you a clear indication as to the structure and content of the Unit 3 examination.


The case study


This will be about 700–800 words. It will give some background on an imaginary business as well as information on the operation of the various functions of the business — marketing, finance and so on. The case is likely to provide you with some detail about a strategic decision that the business has to take in the near future. Examples of this could include launching a new product, relocating the business or investing in retraining the workforce.


The case study will be supplemented by some appendices of data. These will relate to the functional areas of the business and could cover topics such as:





•  market share, size and growth rates



•  number of businesses in the market and change in market prices over recent years



•  data relating to revenue, costs, profits and cash flow



•  operations data such as a critical path diagram, comparative production costs and investment in research and development



•  other data may relate to the human relations function of the business. This could include productivity figures and data relating to employer–employee relations (days lost to strikes for example)





The questions


The examination will normally include four questions, three of which will require evaluation. A typical pattern of questions might be as follows:





•  A single question which requires analysis, but not evaluation. This might have a mark allocation of 10 and could be a calculation.



•  Two evaluation questions based on particular functions of the business, such as operations management. These questions will consider aspects of the business’s strategies in these areas and will have a tariff of approximately 18 marks.



•  A final question with a tariff of over 30 marks inviting you to assess a particular functional strategy that the business is considering. Depending on the wording of this question, you will probably need to consider the case for and against adopting the particular strategy and to provide a justified recommendation of whether or not the business should go ahead with it.





This final question will have a major influence on the mark you receive for Unit 3 and will be a significant determinant of whether you attain an A* grade for business studies. You must allow sufficient time to plan and write your answer to this question fully. It should be the final question you tackle, as you may draw on earlier answers in support of your views.





Content Guidance


Functional objectives and strategies


Corporate and functional objectives


Corporate objectives


Corporate objectives are the overall goals of a whole business. Corporate goals vary according to the size and history of the organisation.


A business’s corporate objectives could include the following:




•  growth — to increase the overall scale of the business


•  diversification — looking to sell new products in new markets


•  achieving the maximum possible profits in the long term


•  developing innovative goods and services





The setting and communication of clear corporate objectives helps senior managers to delegate authority to more junior employees while maintaining the organisation’s overall sense of direction.
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Figure 1 Relationship between functional and corporate objectives



Functional objectives



A functional objective is a goal pursued by particular functions within a business, such as human resources or marketing.


A functional objective is likely to have a numerical element and a stated timescale. The achievement of such objectives by the various functional areas of a business will contribute to the success of the business as a whole in achieving its corporate objectives. The relationship between functional and corporate objectives is shown in Figure 1 on page 8.
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Examiner tip


Do look for evidence of the business’s functional objectives in the BUSS3 examination case study. This can be used to justify any decisions you may make about the business’s future actions and decisions.
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Relationship between functional objectives and strategies


A functional strategy is the medium- to long-term plan used by a business function to achieve its functional objectives.
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Figure 2 Functional objectives and functional strategies


The functional objective should therefore be set first (and should contribute to the attainment of corporate objectives) and then the strategy should be devised in order to achieve it (see Figure 2).
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Knowledge check 1


Using examples, explain the difference between an objective and a strategy.





[image: ]





[image: ]






Analysis


Considering why a business might have set a particular functional objective and the advantages and disadvantages of this objective offers an opportunity for analysis. The reasons for this decision might include reducing costs to improve profit margins or operating in a more environmentally friendly way, especially if the waste is toxic or harmful.
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Evaluation


Opportunities for evaluation in this area include:




•  Judging whether an objective is appropriate for a specific business in its particular circumstances.


•  Assessing the likelihood of the business achieving the objective.
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Links


There are endless possibilities for links in this area of the specification. The achievement of one functional objective can have considerable consequences for other functions within a business. Suppose a company wishes to increase its profit margins — an objective set by the finance department. This has implications for all other functions. HR and operations, for instance, may be expected to reduce costs as part of the strategy; marketing may be required to increase sales and/or prices, and so on.
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Financial strategies and accounts


This section examines the financial objectives of larger businesses, the ways in which financial performance might be measured and the financial strategies that businesses may deploy.


Understanding financial objectives


A financial objective is a target pursued by the finance department (or function) within an organisation. It is likely that a financial objective will contain a specific numerical element and also a timescale within which it is to be achieved. There are a number of financial objectives that a business might pursue.


Cash flow targets


Cash flow is the money flowing into and out of a business. For many businesses cash flow is vital to their success. Banks, for example, require a steady inflow of cash from depositors; without it, they do not have the necessary funds to take advantage of profitable lending opportunities.


Other organisations whose financial objectives centre on cash flow may include growing businesses that need regular inflows of cash to finance the purchase of increasing quantities of items such as labour and raw materials.
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Examiner tip


Cash flow targets are more likely to be relevant for businesses with a long cash cycle such as house builders, but may have limited value to other businesses such as supermarkets which operate with shorter cash cycles. Thinking about the relevance of particular financial targets for businesses in examination case studies is an important part of writing evaluatively.
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Cost minimisation


A financial strategy of cost minimisation entails seeking to reduce all the costs of production that a business incurs as part of its trading activities to the lowest possible level. In the case of the budget airlines, for example, this has extended to minimising labour and administrative costs by using the internet for booking.


Having a financial objective of cost minimisation has clear implications for the objectives (and hence strategies) of other functional areas within a business. Unless managers of all areas aim to minimise their own expenditure, it will be difficult to fulfil the objective.


Return on capital employed (ROCE) targets


The return on capital employed (commonly referred to as ROCE) is calculated by expressing the net profit made by a business as a percentage of the value of the capital employed in the business.


A business might set itself a ROCE target of 25%. This means that its net profit for the financial year will be 25% of the capital employed in the business. This financial objective has the advantage of being relatively simple to measure. To achieve such an objective can require actions to increase net profits as well as to minimise the value of assets used within the business.
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Knowledge check 2


Why might shareholders support the adoption of a return on capital employed (ROCE) target?
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Shareholders’ returns


Some writers say shareholders’ returns are the current share price and any associated dividends that are due in the near future. Others take a longer-term view and define shareholders’ returns as a combination of short-term returns (both share prices and dividends) and future share prices and dividends.


Increasing shareholders’ returns requires the support of functions other than finance within the business. Minimising costs is often an important element of the strategy and, as we saw above, this can have significant consequences for all parts of a business.


Internal and external influences on financial objectives


Internal factors


Internal factors arise within the business.




•  The corporate objectives of the business. Arguably this is the most important influence on any of a business’s financial objectives, since the whole point of a financial objective is to assist the business in achieving its overall corporate objectives.


•  The nature of the product that is sold. For example, if the demand for a product is sensitive to price (i.e. if the product is price elastic), managers may well be more willing to implement and pursue cost minimisation as a financial objective.


•  The attitudes and aspirations of the business’s senior managers. If the managers of the business hold large numbers of shares (perhaps as part of a share option scheme or as a result of founding the business), then increasing the shareholders’ value might be an attractive financial objective, especially if a long-run view is taken.






External factors




•  The actions of the business’s competitors. It is unlikely that a business will ignore the behaviour of its competitors when setting its financial objectives.


•  The availability of external finance. If a business is experiencing difficulty in raising capital, financial objectives are more likely to centre on profits and profitability.


•  The state of the market. If the market for the business’s products is expanding, it may lead managers to set more expansive financial objectives such as higher rates of shareholder returns or higher figures for ROCE.
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Examiner tip


Remember that other stakeholders might influence a business’s financial objectives.
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Figure 3 shows how financial objectives are subject to influences from inside and outside the organisation.



[image: ]



Figure 3 Financial objectives are subject to influences from inside and outside the organisation
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Analysis


This is likely to centre on arguing the implications — both benefits and drawbacks — for a business of adopting a particular financial objective. A second area for analysis is to consider the major influences on a business’s decision regarding the adoption of a specific financial objective. You may want to think about the relative importance of internal and external factors.





[image: ]








[image: ]






Evaluation


Opportunities for evaluation in this area include:




•  Whether the adoption of a specific financial objective is likely to prove beneficial to a business — this will entail weighing up the potential advantages and disadvantages.


•  Whether internal or external factors have been the major influence on a business’s decision to adopt a financial strategy. Alternatively you may want to identify what is the major factor influencing this decision.
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Links


As with the previous section, there are endless possibilities for links in this topic. For example, a financial objective of cost minimisation will affect all other functions within the business as they will be expected to reduce their costs too. This applies throughout much of Unit 3. It is important that you think about links as you study and revise, as this will help you to write more developed responses to examination questions.
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Using financial data to measure and assess performance


Structure and contents of balance sheets


The balance sheet (see Figure 4) is an accounting statement of the firm’s assets and liabilities on the last day of an accounting period. The balance sheet lists the assets that the firm owns and sets these against the balancing liabilities — the claims of those individuals or organisations that provided the funds to acquire the assets.


Assets


Assets are categorised as non-current assets and current assets, while liabilities may be listed as capital, non-current liabilities and current liabilities.




•  Non-current assets are those assets such as machinery, equipment and vehicles that are bought for long-term use (generally taken to be more than a year) rather than for resale.


•  Current assets are items such as inventories and raw materials and unsold goods, receivables, money in the bank and cash. All of these current assets will be converted into cash by the end of the financial year.





Liabilities
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Figure 4 Structure of the balance sheet


A business’s assets will automatically be matched by its liabilities, as explained below.




•  Shareholders’ equity or total equity is the money invested in a company by shareholders in order to acquire the assets that the business needs to trade. It is a liability because the business technically owes it to the investors.



•  Non-current liabilities are moneys employed in the business that have been borrowed from external sources which will be repaid over the ‘long term’ (a period longer than 1 year). Examples include mortgages, bank loans and debentures.


•  Current liabilities are debts of the business that will be repaid in the ‘short term’ (less than 1 year). The most common current liabilities are payables and bank overdrafts.
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Knowledge check 3


Classify each of the following as current assets, non-current assets, current liabilities or non-current liabilities: a) cash in the business’s bank account; b) an overdraft; c) a 12-year bank loan; d) debts owed to a supplier; e) the business’s property; f) goods made but not sold.
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The assets owned by a business are financed by its liabilities. If all the assets of the business are listed on one side of the balance sheet and all the liabilities of the business are listed on the other, the two totals should balance.


How to analyse balance sheets


There are a number of important issues relating to balance sheets.




•  A balance sheet is just a ‘snapshot’ on one day of the year. If interested parties are examining the accounts several months in the future, the information may be totally out of date.


•  The assumption is often made that because a company possesses thousands or millions of pounds worth of assets, it is doing well. However, the key issue is how the company has financed the purchasing of these assets. If it has borrowed heavily and a rise in interest rates occurs, a business may face severe problems.


•  External considerations must also be examined, such as the state of the market or economy and similar-sized organisations in the same industry.





Balance sheets, working capital and liquidity


Working capital refers to the amount of funds a firm has available for its day-to-day operations — the liquid assets, in other words. Liquidity means the extent to which a business is able to pay its short-term debts.


Working capital is an important measure of a business’s liquidity and is given by the formula:


working capital = current assets – current liabilities


Working capital is used to pay for the day-to-day running costs of the firm, such as wages, and to finance the purchasing of replacement inventories. It is also used to fund any sales made on credit terms.


Businesses must ensure that they do not have too many current assets in the form of inventories and receivables (that is, people or organisations who owe the business money). If there is too little working capital available, because too much is held by debtors, the business may struggle to finance its day-to-day operations and may not be able to afford to purchase new non-current assets.
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Knowledge check 4


Why is it important for a business to have the ‘right’ amount of working capital?
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Liquidity measures two factors:




•  The ability of a firm to meet its short-term debts, as suppliers’ bills and expenses can only be paid with cash. Liquidity in this sense measures the company’s cash or near-cash equivalents as against short-term debts.


•  The ability of a business to turn its assets into cash. Cash or near-cash equivalents (e.g. bank deposits and receivables) are termed liquid assets. Assets that are difficult to turn into cash (e.g. buildings, machinery) are termed illiquid assets.






Balance sheets and depreciation



Non-current assets have a limited life, even though this could be decades in the case of buildings and some machinery. Instead of charging the full cost of an asset to the year in which it is bought, it is usual to charge some of the cost to each year of the asset’s life. This appears as a charge on the income statement and the process is termed depreciation.


There are several possible causes of depreciation:




•  wear and tear — through use the asset eventually wears out


•  obsolescence — eventually a machine will be replaced by faster, more efficient models, though the old machine is still in perfect working order


•  time — some assets, such as patents or leases, have a set legal lifetime and therefore lose value as time passes
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Knowledge check 5


If a business increases the amount of depreciation that is included within its accounts, what would be the effect on its profits, assuming no other changes?





[image: ]


When assets are depreciated each year, the amount of the depreciation is included on the income statement as an expense. This means that the amount of the business’s profits may be reduced.


Structure and contents of income statements and how to analyse them


Structure of income statements


Income statements were previously called profit and loss accounts. An income statement is an accounting statement that shows a firm’s sales revenue generated over a trading period and all costs incurred in earning that revenue. Making a profit is a significant business objective.


Structure of an income statement






	 

	(£ million)






	Revenue

	41,000






	Cost of sales

	(36,500)






	Gross profit

	4,500






	Expenses

	(750)






	One-off items

	(150)






	Operating profit

	3,600






	Finance income

	300






	Finance costs

	(250)






	Profit before tax

	3,650






	Taxation

	(1,000)






	Profit for the year

	2,650







In simple terms, an income statement measures the level of profit made by the organisation. In accounting terms, the word ‘profit’ on its own has little meaning. Profit is such an integral objective and such a good indicator of company performance that it is broken down into two main types.


(i) Gross profit. Gross profit is the measure of the difference between sales revenue and the cost of manufacturing or purchasing the products that have been sold.


gross profit = sales revenue – cost of goods sold


Gross profit is calculated without taking into account costs that could be classified as expenses (e.g. administration, advertising) or overheads (e.g. rent, rates).


(ii) Operating profit. After calculating gross profit, the next stage is to remove all other expenses and overheads (those costs which are not directly concerned with the trading activities of the business). The result is net profit.


operating profit = gross profit – (expenses + overheads)


Again, operating profit is a very useful measure. A business may find itself making a very healthy gross profit but a very small operating profit in comparison to its competitors. This may be because its overheads are not under control.


(iii) Finance income and finance expenses. The former relates to interest that the business receives on accounts that it holds with banks and other financial institutions. The latter is the interest that it pays on loans. Financing costs can add to or subtract from a business’s operating profit.


(iv) Profit before and after taxation. Companies pay corporation tax on profits. At the time of writing, the rate of corporation tax paid by larger companies is 28%. Tax is deducted to give profit after taxation for the year.


Analysing income statements


Profit quality measures whether or not an individual profit source will continue. A company may make one-off profits from the sale of assets, but these may not be a sustainable source of profits and, if so, will be termed low-quality profits. On the other hand, a company with a strong trading position, which can be expected to make profits in future years, is described as generating high-quality profits.
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Examiner tip


Profit quality can be an important line of argument in an answer. If an income statement makes reference to one-off items that contribute to profits, it may be that the quality is poor (as it is unlikely to be sustainable) and this could be an important point to develop.
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Companies may use profit in two main ways:




•  Retained profits. These are the share of profits kept by the company and added to the company’s balance sheet reserves. Retained profits increase the value of the company, so helping it to expand.


•  Distributed profits. These are the portion of a company’s profit shared out to external parties, such as owners or partners, preference shareholders and ordinary shareholders.





Assessing the strengths and weaknesses of financial data in judging performance


There are a number of issues that you may need to consider when assessing the value of financial data in judging the performance of a business.


Importance of comparisons


It is normally very difficult to make a judgement about a business’s balance sheet or income statement without having something to compare it with. There are two main possibilities.





•  The performance of the same business in previous years. It is helpful to compare the profits or net assets employed with the business for the year before and preferably for several years previously.


•  The performance of similar businesses. When making judgements, it is helpful to look at key figures for other, similar-sized businesses and those that operate in the same industries or markets.





Judging performance against stated objectives


This gives you a yardstick against which to make judgements on the financial performance of a business. If, for example, a business has an objective of growth, it may be reasonable to expect lower profits as it invests more in promotion, research and development and possibly in reducing prices to increase sales.



Window dressing of accounts


Window dressing is presenting company accounts in a way that seems to enhance the financial position of the company. It involves making modest adjustments to sales, debtors and inventories when preparing end-of-year financial reports. In many cases, window dressing is simply a matter of making minor changes to the accounts and is not misleading.


Important methods of window dressing are as follows:




•  Massaging profit figures. Surprisingly, it is possible to ‘adjust’ a business’s cost and revenue figures. Following a poor year’s trading, a firm might inflate its revenue in the final month of trading by moving sales forward from a later period.


•  Hiding a deteriorating liquidity position. This allows businesses to improve the look of their balance sheets. For example, a company may carry out a sale-and-leaseback deal just prior to accounts being published. This increases the amount of cash in the business and makes it look a more attractive proposition for potential investors.


•  Boosting asset values. Particularly in the area of intangible assets, such as brand valuations, companies can state the value of these items as being considerably more than their actual worth.
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Examiner tip


When analysing financial data in an examination, try to link them to other information in the case study. You may have information about the performance of rival businesses, the company’s financial (or other) objectives, or market trends. Using this information can help to develop arguments and to justify your judgements.
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Analysis


This section of the specification has a lot of potential for questions which require analysis. In general, you may be asked to consider whether a business has performed well over a given trading period, using information from the balance sheet and/or the income statement. You may be asked to use this evidence to argue whether a business should take out further loans or raise capital in other ways. Other questions may require you to use the business’s position with regard to working capital or profit quality to support the case for or against particular functional strategies.





[image: ]








[image: ]






Evaluation


There are also significant opportunities for evaluation in this area. These include:




•  Judging whether a business’s financial performance is strong enough to support a particular financial (or other functional) strategy. For example, a business may be considering a major investment in new products and you may be asked to assess the viability of this strategy in financial terms using evidence from balance sheets and income statements.


•  Assessing whether a business’s financial performance has improved over a period of time. This is likely to involve analysing the trend of its performance and taking into account factors such as profit quality and window dressing.


•  Making a judgement about the value of financial data when assessing the performance of a specific business in particular circumstances.
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Links


Once again there is rich potential in this area for links between topics within Unit 3. Any major functional strategy is likely to have substantial financial implications. These can operate at two levels.


First, the business will almost certainly have to raise capital to finance the strategy, and financial documents will help you to assess whether it can afford this and how the capital may be raised (through loans or shares, for example). Second, balance sheets and income statements can be important sources of information when assessing the impact of previous strategies. Have they increased revenue and the value of the business, for example?
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