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Notes

This is the most complicated of the three plans – like any manufacturing plan – but is still relatively straightforward, given the scale and that it is the buy-out of an existing business.

This is a niche business but one that, at the time it was written, could never have anticipated the problems the UK engineering sector as a whole would face. Hindsight is a wonderful thing!

This is an existing business with a satisfied customer base. It is producing specialist, high quality, high added-value engineering work – usually prototypes or other one-offs. It does not sell on price, and quality of product and service is vital. There is an established and experienced workforce and Nitin already knows the engineering business – although he does not yet have the personal relationships that the previous proprietor had. Despite this, he projects sales (volume + price) to increase from £140 000 to £187 000 (an increase of 33%). There is a hint that prices could be raised. There is a strong hint that business development has been neglected by the previous owner-manager because of ill health. The impression is that this is a business with potential for sales and profit improvement.

However, the break-even point is relatively high at £154 000 and the projected margin of safety @ £187 000 turnover is relatively low at 21%. This does, however, presumably include Nitin’s own salary – but we are not told how much this is. We need to find out and take a view as to whether this is reasonable. Although operating risk is high the final profit of £24 000, before interest, on an investment of £50 000, represents a return of 48%, after the proprietor’s salary, which is very good. It also means that interest is covered 13 times. However, these numbers need to be recalculated in the light of the likely 50% increase in site lease rental. Since there are likely to be valuable assets in this business an opening and closing balance sheet would be useful.

Although Nitin is putting in £30 000 of his own money, he is also seeking to borrow £20 000 and establish an overdraft facility of £15 000. He projects a turnover of £187 000, but at existing turnover levels of £140 000 the firm will make a loss. Given the risk (banks do not share in the potential for higher profits), I think most banks would seek security and the company’s balance sheet would therefore probably be required. Whether or not personal security or guarantees are required depends on the strength of the balance sheet and the effectiveness of Nitin in persuading the bank manager that this is not required (remember CAMPARI).

In summary, this is an established, viable business selling specialist high quality products that may have the potential for increasing price as well as selling more widely. Operating risks are high, but so are returns, present and potentially in the future. Banks do not share in those returns and are therefore likely to seek security on their loans.

One final point that might be worth discussing in a teaching context: ‘Which of the three businesses would the students prefer to be running, and why?’ 
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