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BEFORE YOU BEGIN...
4

1. Consult the Resource Guide for instructions if this is your, first PACE unit.

2. Read the Unit Objectives on the front cover. If you think you can meet these objectives now,
consult yoiir instructor. .

4'.
, .

3. Look for these businegs terms as you read this unit. If you need help with their meanings, tuin to
the Glossary in the Resource-Guide. .

.cash flu,'
debt financing
equity financing
venture capital
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WHAT IS THIS UNIT ABOUT?

,

FINANCING THE BUSINESS

This unit lOoks at the money-side of starting a husiness. Money is
needed for many different reasons. In this unit you will distover the .

various expenses involved in getting your business started. Also, you
will read about why it is so'important to have enough money when
you start your business.

Since many people don't have enough of their own money to get
started, you will leirn in this unit where you can go to borrow money.
People who lend moneywill ask for a business plan. Tigs plan helps
the lenders to decide whether it is, safe to lend the money for starting
a new lauiness. Included in the business plan will be aprojected-
profit and loss stateioent, cash flow statement, and balance sheet.
This unit will mesent these statements, too.

t.

MAU. 'BUSINESS
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HAW IMPORTANT' IS FINANC- . Financing anew business means gett-ing the xn ney necossary to start
ING TO THE SUCCESS OF A NEW it and to keep it going. Money is the fuel that powers the business. .

BUSINESS? Just ds a car won't run without fuel, neither will a business. Also it is
iMportant to have the right kind of fuel and to have it at the right
fime.

Besides the decision to,start the business, the next important decision
is how to finance the business. Too`maicy businesses fail because of
lack of money to get then.' started and on their feet. If you weree .

planning a 2,000 mile tiip in your car, would you start out if you only
had enough gas Money for the first 500 miles? Probably not. Yet,
many people do this when they start a business. Their chances for
,suCcess are very limited: .

If you are going to start a business,,it is Oportant that you have
enough money to complete the trip.'Financing is one of the keys to
successfully starting a business. Without it; your chances of surviving'
and .making a profit are poor.

. .
A
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WHAT DO YOU NEED THE
MONEY FOR?

WHAT ARE START-UP COSTS?

The first steiS in financing your,new business is to determine what
you need the motley for: There are many costs and expenses to
consider. If not all of your many needs-are considered, you will be
starting your trip without enough gasponey. So,'think very carefully
about all of the things for which 'you will need money.

To help you think about Your money needs, three groupings of costs
and expenses are used. The first group is called start-up costs. The
next group consists of operating expenses. And the,other group 'is
called personal' expenses.

Start-up costs are usually expenses that occur just once when getting
the business.off the ground. Once your business is started, you may,
not have these expenses again. Some examples of start-up costs are
the following:

Fixturevtnd equipment

Starting inv tory t-
Deposits for rent and utilities

Business licenses and permits

Certgga1.1)ees

Advertising for the grand opening

47 If You were opening a:restaurant, yoil would have many start-up
costs.. YoU would have to buy,tables and chairs foryour customers to
sit on; ovens and fryers to cook your food; all the ingredients to make
the items on the menu; and plates, anives, forks, and spoons. Yoti
would also have to buy or rent a building; pay for a business license
and restaurant permit; and get your menu printed. And, these are
just a few. Think of all the other-start-up costs you wdqld have.
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W/IIAT ARE OpERATING
EXPENSES?

6

7-

WHAT ARE PERSONAL
,EXPENSES?

Operating expenses come after the business has been started. They
are necessary to get the business on its feet. Many'businesses take a
few months to maybe a 'year or longer to begin to show a profit. Until
there' is enough,profit to keep the business running, mone3,will be
needed for operating expenses. Some examplea of operating expenses
are these:

Inventory

Supplies

Advertising

Payroll

Taxes

Repairs-to equipment ,

Insurance

Monthly rent

Once your restaurant is open, you will have regular_ operating

waitresses, pay sales tax, make mon hly rent payments, and much
expenses. You will continually haver buy'fOod, pay the cooks and

more. It is important to determine how much money is needed each
month to operate`the business.

Personal expenses are those -costs that are necessary for you to live.
The money you ned to start apd operate the business is important.
But don't overlook the money Srou need for personal or living
expglises.'Here 'are some examples:

Rent or mortgage payment

Food

Transportation

Insurance
;

Clothing

Utilities

Medical bills

-Entertainment

Many new businesses will not be profitable right away. Sometimes it
may take from one to three years for a business to become profitable.

5



, WHERE DO You GET THE
MONEY FOR FINANCING THE

BUSINESS?

\

.
WHAT ARE THE SOURCES OF

. EQUITY FINANCING?

1
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The owner of a new business may not' make enough from the business
to cover personal.living expenses. You must plan for these expenses
too when thinIcing about what you will need money for. Sometimes
people will start a new business while working o 'another job, or they- .

have a spouse who earns money from an outside j6b. This helps to
limit the money needed to finance the business.

After you determine what you need the money for, you need to find
out where you can get it. There are two basic sources of monex,. First,
many.people who start businesses put in some of their own money. .

This is called equity financing. Second, the rest of the money that is
needed ip borrowed. This is called debt financing. Most businesses are
started with both types of financing.

The main source of equity financing for most people is their savings.
Some experts say that one-half of the money needed to start a small
business should come frOm the owner. This may mean the future
owner must work mild save for several years before having enough to
start.

a
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Another popular source of equity .financing is money from family and
'friends. Family members such as Mothers, fathers, brothers, sisters,
aunts, and uncles frequently will provide money to help start a
business. Friends, too, can be a good.source. Rowever, when using
money from family and friends, there are a few points to consider.

,For example, will they want to get involved with operatingthe
business? What happens if the business, doesn't succeed? Will it ruin
your relationship? Before using money from family and friends it'is
important to think it through carefully.

Equity financing can also be obtained b3; selling part of the business
to others. This can be done several different ways. You could get one
or more paaers. With the partners putting in part of their own
money, it is usually easio' to raise the total amount needed. Ho Weyer,/ partners must be able to tgetcalong and make decisions that each
accepts. Sometimes this is not easy. Since many people starling their
own business want iti` make their Own decisions, this way may not be
realiatic.

Incorporating the business and selling stock is also a way of raising
equity capital: Again, this may not be acceptable to the owner, since
it means giving up some control of the business. Legal and tax
questions also must be considered.

Venture capital is sometimes available from companies. This money
is usually not easy to come by. It does come with some strings
atta9.hecl-.=

The most common arrangement is for the venture capital company to
give money in exchange for a share in the new company in the form
of stock. A form of venture capital.js also available from Small
Business Investment Companies. These cornpanies are licensed and
regulated by the federal government. They are eligible for federal
loans that they may invest along with their own money.
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WHAT ARE THE SOURCES FOR
BORROWING MONEY?

Th

-."'"

The sources fov borrowing money are limited only by the imagination
of the owner. Whatever the source, lenders will usually lend money
for starting businesses only to people they know and trust. Also,
lenders.are careful not to lend money if the risks are great. Lend9fs
want to be sure they will not lose their money on businesses that tail.
Most lenders, therefore, will want tooreview the business plan
carefully. This plan describes how the business will be operated, how
much mone,y will be needed and how it will be used, and when the
business ill be profitable.

epltr4G.S
MD.

1..crAN CortheiccIAL
Firik4cAc

Most ppople tlnk of banks when borrowing money. Although it ig
true that banks lend, money o help businesses get started, it is not
always easy to borrow from/ m. Banks lend money when the risk of
lasing it is very low. Frequen they will only lend to theik,
customers whom they have knQrn for a long time.

If you are a member of a credit \Onion, ybu may be able to borrow
there. Many times, small loans are available for personal or business
uses. Some loans can be obtained.With just ybursignature. And,
credit union interest rates are fixqUently lower than bank rates.

'Both commercial and consumer finance companies may lend you
money to start your btisiness, Commercial finance companies arrange

. business loans. On the other hand, personal loans are made.by
consumer finance companies. Both types of finance companies terid to
lend money to people that'banks Trkay turn down:Because thy take
greater risks, finance companies.usually cltargelligh interes tes.

Some people borrow money against their life\insurance policies. This 2
is an easy way to obtain some of the money needed to start,a businessj
Since life insurance policy loans are based on the cash already p4id
in, they are not risky. '

Life insurance companies usually offer these loani at lower interest
rates. However, it sliould be remembered that the mount borrowed
is deducted from the coverage available to the bene iciaries until the.
loan is repaid,

A

If you need to Inv land or a building for a new busineSs, you may be
able to borrow the money from a savings and loan institution. They

9
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specialize in real estate financing. The loans they make are called
rnortgaos. Their interest rates are similar to those of banks.

Another source of borrowing is the United States Small Business
Administration (SBA). The SBA is a federal agency whose mission is
to help small businesses get started and keep going, The SBA/has two
basic types of business loans. One type is called "Bank Guaranteed :
Loans." The money for these loans is actually provided by a private
lender such as a bank. To convince the lender to make the loan, the
SBA guarantees that it will be paid back. The SBAguarantees a
percentage of the loan, not the total amount. The SBA may guarantee
up to 90 percent of the loan. The'lender assumes the risk for the other
part. The other type of loan is made directly by the SBA. Therefo e,
they are called "direct loans." ,

SBA loans are available only if you are unable to borrow the money
-, from_a_banis or other private lender. You have to try the other

sources of borrowing previousVmentitinarbefore,you
an SBA loan. The SBA.has other programs, too. It is wise to check
with your nearest SBA office to see what you might be eligible for.

ARE THERE OTHER SOURCES
OF FINANCING?

Yes, there are other sources of financing for a new business. Three
others that are commonly used are franchises, trade credit, and
factors. Although franchises and trade credit can be used to get the
business started, factors normally are not used until the business is
actually started. All three will be explained next.

Starting a new business as a franchise, such as Dunkin' Donut's O-jr

Kentucky Fried Chicken, has advantages. One advantage is help in
financing the btisiness, Buying a franchise may help yaugo into
business for less money than if you started a similar business by

1,- yourself. Sometimes the franchiser Vk'Aill let you put a Small cash
payment dow'ri and then lend you the rest of the money needed to get
the business s arted.

r
Trade creoll'it is another good source of financing. It is usually. short-
term credit that suppliers provide to their customers. In small
businesses, it is widely used. Maly small businesses buy the products
theys,sell or the equipment the3s7 use on trade credit. Trade credit for
buying your inventory may be for thirW; sixty, or'ninety days. Trade
credit for buying equipment is frequently longer.

Factors are businesses that bu3i another company's accounts
receivable. Suppose you started a clothing store and provided your
customers with charge accounts. Customers may buy clothe§ from you
and then take several months to pay you bacierUsing a factor would
helP you get cash to pay your operating expenses. The factor would
give you the cash and take over the credit charges or accounts
receivable of your customers. The factor would charge-376u a fee for
this service. However, it is a good way of getting cash when you need
it without borrowing.

9 40



WHAT
STAT

./
AR THE FINANCING

ENTS INCLUDED IN
HE BUSINESS PLAN?

r .

Because of the risk involved inlending money to start nOw businesses,
lenders want to see the business plan. This plan describes in detail

.'"414).V the business will operate and projects through financial
s tate m e n ts how successful the business will be. Usually the business
plan will include three financial statements: (1) a Projected Profit
and Loss Statement, (2) Cash Flow Statement, and (3) BalanceSheet.
All three are covered in more detail in PACE Unit 16, Managing the

WIletT IS A PROFIT AND LOSS
STATEMENT?

WHAT IS THE CASH FLOW
STATEMENT?

4

Finances.

The profit and loss statement is a financial tool that businesses use to
compare costs apd expenses to income. It shows the profit or loss for a
business during' a particular time period.

When you are planning a new business and,looking for the money to
get' it started, you do'not have a real profit and loss statement to show
lenders or investors. You,Will 'have to estimate or projecf what will "
happen. Lenders and investors are interested in when you will make
a profit and how largeit will be. This information helps them decide
the degree of risk and the terms of the.agreement with you that they
are willing to accept.

The projected profit and loss statement consistS of five parts:

Projected total sales

- Projected costs Of goods sold/cost of sales

Projected gross profit

Projected operating expenses

Projected net profit

As you can see by the example shown, for the first year of your
business the profit or losSis presented monthly. Many small
businesses do not make a profit right away. In this case, your
business does not show. profit until its fifth month.

he cash flow statement estimates how much cash will come in and
o out of your business each month. It tells you when you will need to
ind additional funds and when you will have cash left over. The

sample cash flow statement provided points this out.

The first part lists the sources or where the cash will come from. The
disbursements, or where the cash will go, is then presented.
Subtracting the disbursement'from the cash available tells you the
amount of cash left over or the additional amount of cash needed to
cover the expenses for the month.

10 1
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WHAT IS THE BALANCE
SHEET?

.4
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The projected cash flow of your business is intortailt. Aememben
cash is the fuel that makes Our busineSs function. You need to knoW;
the amount of cash available to buy new merchandise or vkiliatever
else you need to keep the business operating.

The balance sheet shows how the business stands at the end of the
year. It balances the assets of the business with the liabilities and.
equity. Ideally, the assets of the business will be larger than the
liabilities. This increases equity or net'worth. This, of course, is the
goal of the owner

The following sample shows you exactly what a projected balance
sheet looks like.

A

12
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YOUR BUSINESS

PrtOJECTED PROFIT-AND-LOSS STATEMENT

..

Jan.. Feb. March April May

GROSS SALES

LESS COST OF SAES

GROSS PROFIT'

EXPENSES

SALARIES ,

PAYROLL TAXES

ADVERTISING

SUPPLIE

UTILITIES

AND OTHERS

F.

TOTAL EXPEN;SES

NET PROFITALOSS)

13

June July August Sept. Oct. Nov. Dec.

$1,000 $1,500 $1,750 $2,000 $3,000 $3,000 $3,500 $4,000 $4,500 $5,000 $6,000.,$7,000

750 850 : .900 950 1,150 1,150 1,250 1,350 1,450 1,550 1,7'50 1,950

250 650 85Q 1,150 1,850 1,850 2,250 2,650 8,050 3,450 4,250 5,05.0

t
. .

4

1,000 1,000 1,000 1,000 1,000 1,000 1,000 , 1,000 10,00 1,000 .1,000 1,006

100 100 100 .: 100 . 100 100 100 100 100 100 , 100 100

50 50 50 50
e"--

50 50 50 50 50 100 100 100

50 50 50 50 50 56 50 50

100 100 1 100 100 100 100 100 --( 100 100 100 100 4100

i50.

200 25(01tcy 300 300. 35Q 300 150 400 400 450 450 500

,

.
.

.

-

i ,500 1,550 1,600 1,600 . 1,650 1,6'00 1,650 1,700 1,700 '1,800 1,800 1,850

(1250) (900) (750) (450) 200 250 , 600 050 ..1,350- 1,650 2,450 3,200

14



SOURCES OF CASH

CASH ON'HAND

*NET PROFIT

'T-OTAL

s
DISBURSEMENTS

START-UP
COSTS

OWNER 'SDRAW

LOAN PAYMENTS

INSURANCE

INCOME TAX

OTHERS

TOTAL

NET CASH FLOW

CUMULATIVE
GASH.FLOW

Pre-Operating Jan.

YOUR BUSINESS
PROJECTED CASH FLOW

Feb. March April May June JulY August Sept. Oct. Nov.

$20,000

25,000

,/-

.

(1,25P) (900) (750)

-

(450)

4.,..

200 250 600 900

.

1,360

,.

.

1,660

...,

1,

'2,450 3,200

46,000 (1,250) (900) (750) (450) 200 250 600 900 1,360
1

1,660 2,450 3,200
.... ----

se

n

S

t #

.
4

.

25,000 , ... ..
. :

1,000 1,000 1,000 1,000 600 1 ,000 500 1,000 600 500, 1,000 1,600

.. 500 500
.4

500 600
'

400 400

,
.1,000

1 $00 600 200. 700
. .

25,000 1,000 1,000 1,500 2,300 N00 2,100 500 1,000 1,200 900 1,000 2,200

20,000 (2,250) (1,900) (2,250) (2,750) (700) (1,800) 100 (100) 160 760 1,450 1,000

..

$20,000 11. 17,600 15,850 13,600 10,850 10,150 8,300 8,400 8,300 8,460 9,200 10,650 11,660
t _

*Net piOht is carried over from the Projected Profit-and-Loss Statement

16
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YOUR BUSINESS
BROJECTED BALANCE SHEET

AT END OF FIRST YEAR

ASSETS

--. s.

LIABILITIES

23,000Current Assets 4 Loan (Current Balance--

Cash on liand
,.

11,650 TOTAL 2340

Accounts Receivable

Inventory

3,900

15,050 Equity

TOTAL 30,600 Beginning -Equity .

l
20,000

i Earnings 1 7,30

Fi-xed Assets
,

Less Draws
% .I- (10,000)

Fixtures and Equipment 9,950 * Net Equity . . 17,300

Less Deprechition 750 TOTAL-LIABILITIES
AND EQUITY . ' 40 300

NET 9,200 ,
4

Other Assets

Deposit for Utilities 500

TOTA.J., FIXED 9,700 .

TOTAL ASSETS 4300

ii- 18
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ACTIVITIES 'Die following three activities are prolvided so that you can try out
what you,have learned about financing the business. After completing
each one, pause and check your answers. This will help you measure
your knowledge about financing the business. ,

1. Identify each of the costs and expenses listed.below as
either
Start-up,

First-year operating

INDIVIDUAL ACTIVITY

., I
Personal living

,On a separate piece of paper, number from o e to ten. Beside each
.

.

/ number, write the first lettei- of the appropriate type of cost. Use S
for start-up; F for first-year operating, and P for personal living.

,

b

,

7

c

./

..

c

,

1. Payroll

2. Business licensea
1

-

3. Monthly rent

p

I

4. , House payment

5. Beginning inventory

6. Medical bills

7. Adverfisiiig for grand opening

8. Equipment repairs

9, Deposits for utilities

4.,

4 10. Clothing

,

i
, -

2. Identify each of the sources of financing listed below as either
1 equity financing or debt financing. On a separate piece of

paper, beside each number, write the first letter of the
appropriate answer. Use E for equity financing and D for
debt financing.

1. Commercial bank
4

2. Personal savings

3. Forming a partnership

4. Life insurance company

S. Small Business Admigistration

6. Venture capital

15
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1

7. Consumer finance company

8. Incorporating the business

9. Credit union 0
,

i '10. Family and friends

1.

tROUP ACTIVITY Divide into small groups of three to four students. First, have each
group member privately list as many different start-up costs for
opening a small pizza take-out restaurdnt as possible. Take five
minutes to do this individually.

Next, as a group, compare everyone's individual lists. Make a
comprehensive list that includes every different start-up cost i

mentionefl by the group members. Discuss the start-up costs listed
and dete mine w,hether there are others that no one thought of ,

individua ly. If the group thinks of any more, add them to the list. ,

As-an optional step to this activity, have the,various groups in claSs
share their lists. Check to see if your group left out any other start-up
costs that.others included.

CASE STUDY

0

d

t

Another option would be to either individually dispuss start-up 6)sts
with a manager/owner of d pizza take-out restaurant or.have this'
person talk to the group. /
Juanita OT ns _has worked the past five years as the crew chid for .
the morning shift at a=large bakery shop. She has had responsibility
for oversee g the total operation from 4 a.m. until nuon. t,.

,

buririg this ti. me she-has iegoted much about the bakery, business.
She knows well both the backroont and ft)ont-end of the operation. In
addition, Juanita has observed the custoniers carettilly. She has
learned the importance of satisfying the nee& "and wants of
consumers. .

V,

-
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Juanita has always wanted to start her own bakery. Within the last
few months she has concluded that there is a need in her community
for a bakery that also provides an in-store eating area with coffee,
milk, and other beverages served.

Because of her experience in the bakery business, .Puanita feels that
she is now ready to open such a business. Of course, the first thing
Juanita thinks of is money. She is not a wealthy person. She wonders
where she could get the money to open her dream bakery.

Answer the following questions on a separate piece of paper.

1: Explain to Juanita the ,importance of financing to the success
of her business. I,

7.. Describe to her the two main methods of financing a new
business.

3. Tell Juanita about the various sources for getting the money
to start a new, business.

4.

17
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ASSESSMENT Directions: ReSd 'the following questions concerning financing the
bosiness:They are for you to check Your 'knowledge about this topic.
When you feel ready, ask your instructor to assess yoUr knowledge on
them.

1. Explain the importance of finahcing to the success of a new
business.

2. List the three main 'types of costs-and ekpenses that are
necessary to start p. new business.

. .
'S. Explain the two major methods of financing a new business.

4. Identify the various sourceSfor obtaining the money needed
to finance a newtusiness:

5. List the three financial et4tements that should be included in
a:business Plan. ((: -

\
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SOURCES USED TO DEVELOP
HIS UNIT

Buistiner, IrVing. The Small Business Handbook. Englewood Cliffs, NJ:
Prentice-Hall, 1979..

Dickson, F'ranklyn J. Successful Management of the Small and Medium-
Sized Business. Englewood,Cliffs, NJ: Prentice-Hall, 1971:

Loffel, Egoh W . Financing Your Business. New York: John Wiley &t§ons,
1977.

Small Business Reporter Series. Financing Small Business. San Francisco:
\ Bank of America, 1980.

'4%

FOr futther information, consult the, list of additional sources in the PACE
Resource Gt.iide.

Ast,
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PACE
Unit 1. Understanding the Nature of Sniall-Busindss

Unit 2. Determining Your Potential as an Entrebreneur

Unit 3. 'Developing the Business Plan

Unit 4. Obtaining Technical Assistance

Unit 5; Chooe-inkthe Type of Ownership

Unit 6. Planning the Marketing Strategy '

Unit 7. Locating the Business

DDi Unit 8. Financing the Business

Unit 9. Dealing with Legal Issues

'Unit 10. Complying with Government Riegulations

Unit 11. Managing the Business

Unit 12. Managing Human Resources

Unit 13. Promoting the Business

Level 1

di

Unit 14. Managing Sales Efforts

-unit 1s. Keeping the Business Records

Unit 16. Managing the Finances

Unit 17. Managing Customer Credit'and Collections,

Unit 18. Protecting the Business

Resource Guide

Instructors' Guide

Unite on the above entrepreneurship topics are available at the following three levels:

Level 1 helps you understand the creation and operation of a business
Level 2 prepares you to plan for a business in your future
Level 3 guides you in starting and' rnanagingyour own business

the Ohio State' Unwersity
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