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Chapter 18: Sources of finance

Chapter 19: Investment appraisal (included in Worksheet 19, so not covered here)
Chapter 20: Working capital

Chapter 21: Budgeting (HL only)

Canine Couture

In January 2009 two friends, Mayako Takahashi and Basil Smith, set up a partnership in the UK to
produce shoes for dogs. Mayako had a degree in Business and Basil had just finished a degree in
clothes design. Mayako’s aunt had left her £20,000 and, unable to find jobs during the recession, they
decided to work for themselves. They had not done any market research but had recognised that dog
shoes were not currently available. With the reduction in birth rates in Europe, more people were
buying pets. The dog clothes market had been established and with colder, snowier winters in the UK
there was potential for demand for foot protection. The business could perhaps be expanded later to
encompass the more competitive dog coat market.

Mayako found a small factory for rent that had been left vacant by a bankrupt clothing manufacturer.
Twenty old industrial sewing machines were bought from the liquidator for only £5000: around 20%
of what new machines would have cost. In addition, they needed two new computers and a printer for
the office; these cost £1200. They planned to buy a photocopier in March for £3500. The rent of
£2000 a month seemed reasonable because there was a huge amount of space. Electricity and heating
costs were estimated at £500 a month, payable at the end of each quarter. Office supplies, coffee and
cleaning costs were estimated at £200 a month. Mayako and Basil decided to pay themselves a salary
of £1500 a month each, which is what they estimated they would have earned if they had found jobs.
In addition, they were able to persuade one of the unemployed machine operators from the bankrupt
business to work for them for fixed wages of £1000 a month. Basil set to work making shoe designs
and orders were put in for £200 worth of materials each month. Unfortunately, suppliers would only
give credit of one month on 50% of the order value because Canine Couture was a new business.

A few wholesale customers placed some orders worth about £10,000 a month, deliverable from
February onwards with credit terms of two months. After the first month of operation, however,
Mayako began to worry that they would soon need extra working capital. She and Basil went to see
the bank manager. He suggested that they should prepare cash-flow forecasts.

SL questions: 20 marks, 35 minutes

1 Define the term *working capital’. 2
2 Prepare a cash-flow forecast for the first six months of operation of Canine Couture. (10)
3 Explain two reasons why the bank manager may have wanted to see cash-flow forecasts
before agreeing to lend finance for working capital. (@)
4 Explain two other ways in which Mayako and Basil could have avoided their cash-flow
problems. 4)
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HL questions: 25 marks, 45 minutes

1 Define the term “working capital’. 2
2 Prepare a cash-flow forecast for the first six months of operation of Canine Couture. (10)
3 Explain two reasons why the bank manager may have wanted to see cash-flow forecasts
before agreeing to lend finance for working capital. (@)
4 Explain two other ways in which Mayako and Basil could have avoided their cash-flow
problems. 4)
5 Explain how Canine Couture could use a variance report. )
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