Business Expansion  Unit 5


The objectives of a business is to Grow and increase Profits.

The two main methods of expansion are:

1. Organic Growth

2. Inorganic Growth

1. Organic Growth

This is the natural, slow expansion of a business – example: profits made from one shop are used to buy another shop. This is repeated over time until the business owns a lot of shops.
Organic Strategies for expansion:

a) Increased Sales

b) Franchising

a) Increased Sales
The business grows by selling more products through better marketing and by improving its product. It can also grow by selling its products in different countries.
Example:  Dunnes Stores started back in 1944 with just one shop.

b) Franchising
The original owner (franchiser) grants permission to other entrepreneurs (franchisees) to copy his idea exactly and set up an identical business to his, in return for a fee. 

Example SuperMacs

2. Inorganic Growth
This is the quick expansion of a business. It is achieved in 3 ways


a) Strategic Alliance
       b) Merger

c) Takeover
 
a) Strategic Alliance
This is where two businesses agree to co-operate with each other on a single business project or a Joint Venture. Both businesses remain separate from each other. They benefit from sharing the costs of the venture between them and they share their expertise and skills to come up with the best possible product.

Example: Swatch (the watch company) and Mercedes (the car manufacturer) formed an alliance to make the “Smart Car”. They combined the styling and design ideas of Swatch with the technology of Mercedes to produce a radically different car. RTE and BBC formed an alliance to co-produce certain documentaries for global TV markets.
b) Merger
A merger is an amalgamation where two separate businesses voluntarily join together on a permanent basis to form one larger business.

Example: Irish Life (Insurance company) and Irish Permanent (Building Society) merged in 1999 to form Irish Life and Permanent. It is now one of the largest financial services companies in Ireland. Waterford Plc. and Avonmore Plc. merged to form Glanbia Plc. 
c) Takeover
It is also called an Acquisition. It is when one business takes over control of another by buying it outright with or without its consent. A friendly takeover is when the current board of directors agree while a hostile takeover is when the directors resist it but don’t own the majority of the shares to prevent it.
Example: Malcolm Glazer took over Manchester United Plc in 2005 for over 

€1.2 billion. He borrowed 2/3 of the money (debt finance) and used Old Trafford stadium as security for the loan. In 2010 Sysco Corporation (US food distribution company took) over Pallas Foods Ltd. (Irish food distributor) for €175 million.
Management Buy-Out  = MBO
This arises when a trading firm is sold by its owners to either its directors, managers, employees or a combination of the 3 parties. The firm is sold as a going concern. The deal is usually financed by Long-Term Debt (Debenture)

Reasons for MBO:

· A parent company may decide to sell off a subsidiary

· Due to financial problems the parent company may need the cash

· The owners may want to retire
· The owners may be unhappy with the level of profits and MBO is the quickest way to off load the business
Reasons for expansion:
	Increased Profits
	Empire Building
	Defensive
	Offensive
	Synergy


Increase Profits – the more shops a business has the more money it can make 
Psychological reasons


1. Ambition - empire building like Donald Trump

2. Challenge – Richard Branson enjoyed the challenge of setting up Virgin Airlines
Defensive Reasons

Bigger businesses are stronger, richer and better able to fight off competition

1. Economies Of scale – the bigger a business becomes the lower its unit costs becomes.



  . It benefits from bulk buying discounts etc.
  
2. To Protect Supplies – a business might merge or takeover a company it buys its raw


                   materials from in order to guarantee its supplies.


3. To Protect Distribution – to ensure that its products are on sale in key markets, the  business might merge or takeover the company that sells its products onto consumers. It thus guarantees a market for its products.

4. Diversification – a business may grow bigger so that it can protect itself from a downturn in its market. It can merge or takeover a business in a completely unrelated area which is not going through a recession - for example Gillette bought Parker Pens.
Offensive Reasons

1. Eliminate Competition – take over its main competitor in order to keep control of the    market. Arrabaun took over Dawn Dairies to get rid of its main competitor in Galway. 
2. Asset Stripping – it takes over a company, not to run it, but to make a profit from the sale of the company’s assets. A property developer takes over a hotel, not to run it but to get access to the site it is on.
3. To Acquire New Products – once he owns the business, he then owns all its products and markets. Adidas took over Reebok in 2006 to gain a 20% foothold on the US market (sports gear).

Synergy: 
This is the idea that 2+2 = 5. In other words the combined effort of two firms merged will be of greater benefit than if the two firms remained separate because surplus assets can be sold and competing products can be reduced.
Finance for Business Expansion:
Business expansion is the long term growth of a business; entrepreneurs use long term finance to pay for expansion. There are 3 main sources of Long Term Finance:

	1 Equity Capital
	2 Retained Earnings
	3 Debt Capital

	Sell shares in the company to investors for money

	Profits that have been saved by the company
	Borrowing from a Bank
(Debentures)

	Part ownership, one vote per share, dividend
	Not borrowed, no interest repayments
	Pay yearly interest
Repay loan in full 

Security claim on Assets 

	Lose some control
	Keep full control
	Assets could go to investors if you default.


Contrast Debt and Equity Capital
	Debt Capital

(Borrowing by the business)


	Equity Capital
(Money invested in the business by the owners)

	Lots of Loans: Big Repayments: Bankruptcy high

	Few Loans: Few repayments: 
Bankruptcy low 

	The business must repay the loan in full by a given date

	The business does not have to repay the shareholders

	The business must pay interest on the loan every year whether it makes a profit or not
	The business does not have to pay dividends to shareholders if it doesn’t make a profit. It is at the discretion of  the directors

	Security required – risk of losing assets if it defaults

	No Security required – no risk to its assets 

	Interest on loan capital is Tax Deductible – less Tax paid

	Dividends are not Tax Deductible so no tax saving

	It does not affect control over the business – existing shareholders do not give any of their shares to lenders
	Reduces Control of existing shareholders – shares given to new investors


Choosing Finance for Expansion – Factors to consider
1. Cost

2. Security

3. Tax Implications

4. Control

Implications of Business Expansion:
Share Price increases
       Bigger Range of Products
Greater Delegation
Economies of Scale
       Increased Profits


Bulk Buying Discounts
Large Employers
Better Service from Suppliers
Easier to Raise Finance
Importance of Irish Firms Expanding in Ireland:
Bigger Profits – More Tax Revenue for the Government – Better Infrastructure

More Jobs  - 
Lowers unemployment – Higher Standard of Living

More Raw Materials required
- Helps Irish Suppliers to expand themselves
Economies of Scale
- Lower Prices
   - Lowers Inflation

Importance of Irish Firms Expanding Abroad:

Increased Sales – More Jobs – Lowers Unemployment – Higher Standard of Living
More Exporting  - Balance of Payments Improves
- Makes Ireland Richer

Foreign Currency comes into Ireland
- Helps pay for our imports
Short-term implication for a business of expansion:
· Proper management structure must be put in place

· Finance for capital expenditure such as the purchase of new machinery, computer system and Research and Development of new products – selling shares.

· Increase in the number of employees – a Human Resource Manager will need to be appointed to avoid Industrial Relations problems.

· Financial Control – financial budgets and cash flow forecasts will have to be prepared and monitored
Long-term implications for a business of expansion:
· Research and Development – sustained R&D is necessary to widen the product mix to meet the requirements of a large number of potential customers

· Planning – on-going strategic planning (long term) is necessary. Yearly SWOT should be undertaken

· Profits/Dividends/Retained Earnings – profits should increase so it is possible to pay a satisfactory dividend to the shareholders. It is also important to have a reserve fund of retained earnings to finance additional growth without having to borrow
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