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Writing Your Business Plan

Module 4:  

Preparing financial statements, & 

General Business Description (Executive Summary
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Learning objectives

· To create basic financial statements that will prove the financial viability of your business plan. 

· To understand the importance of estimated financial statements to determine potential start-up capital and profit potential.


Importance of Financial Statements

Up to this point, we have been talking about setting goals and creating the structure of your business. Now we are going to take a look at the three most basic financial statements that you should be preparing and reviewing regularly, a cash flow statement, the income statement and a balance sheet. You need all three statements to direct and control your business effectively. All three of these statements can be used not just for your past and present, also for the forecasting a ways down the road. 

The cash flow statement is a spreadsheet spanning several months (usually 12) that shows where your money is coming in, where it is going out and how much is left over each month. Projecting your earnings and expenses over a year can help you see places where you might be short, or places where you might have more money coming in. This information is especially important for seasonal businesses, which will need to know if they have enough money from their busy season to carry them through the slow one. 

Ask yourself: Exactly how are my products and services affecting my business? How much money am I actually making because of those products and services? An income statement answers these and other financial questions. An income statement tells you how your net assets have increased or decreased. On an income statement, the total inflow of net assets resulting from the delivery of services and products to your customers is measured in revenue accounts, which in turn tells you what caused the net assets to increase or decrease. 

In addition, you can use a statement of income as a tool to compare the most recent year with past trends, thus forming a reasonable forecast for the future. The statement also helps you locate problem areas regarding sales, margins and expenses, and provides a method for you to investigate problem areas within a reasonable amount of time. When an income statement is prepared properly, the net increase or decrease in your net assets, or the difference between revenue and expense, is designated as net income or net loss. A net increase in net assets or net income is then added to your equity on your balance sheet. 

The balance sheet is a financial statement that summarizes a company's assets, liabilities and shareholders' equity at a specific point in time. These three balance sheet segments give you an idea as to what the company owns and owes, as well as the amount you have invested. It's called a balance sheet because the two sides balance out. This makes sense: a company has to pay for all the things it has (assets) by either borrowing money (liabilities) or getting it from the owner. 

The balance sheet is one of the most important pieces of financial information issued by a company. It is a snapshot of what a company owns and owes at that point in time. The income statement, on the other hand, shows how much revenue and profit a company has generated over a certain period. Neither statement is better than the other - rather, the financial statements are built to be used together to present a complete picture of a company's finances. 

A (Very) Brief Intro to Accounting

Accounting has been called the “language” of business. The terms and concepts used represents the system of score keeping that tells as business owner whether the game is being won or lost. 

No matter how big or small a business may be, it is only through accounting that financial decisions can be made. Your ability to financially manage your business will be directly related to your accounting proficiency. Please do not make the mistake of thinking that this knowledge is optional!

The three basic elements of the accounting equation:

· Assets—Something of value that is owned by the business and will provide benefits to the business. 

· Liabilities—Something that is owed to another entity (person or business)

· Owner’s Equity—The amount that the owned assets are more than the liabilities is the owner’s equity. 

The relationship between assets, liabilities, and owner’s equity is known as the accounting equation.  The equation is stated as:  

Assets = Liabilities+ Owner’s Equity

An increase or decrease on one side of the equal sign will change the other side of the equals sign!

Financial Statement Report Structures

All financial statements are formatted to facilitate decision-making. Aside from the terminology, they are nothing more than grouped items added and subtracted from one another to show a profit or loss, new worth, retained earnings, or cash movements. Learning these structures will come with practice and patience, but can be learned in short order.

Business transactions, once analyzed, recorded, classified, and summarized, are reported in one of three types of common formats:

· Income Statement: The summary of revenues and expenses by a business for a specific time period. If revenues exceed expenses, you make a profit.  If expenses exceed revenues, you take a loss.  

· Balance Sheet: The summary of assets, liabilities, and owner’s equity by a business for a specific time period.

· Statement of Cash Flows: The summary of cash receipts and cash payments of a business for a specific period of time. 

Here is the importance of each report type in a nutshell:

· An income statement tells you how healthy and profitable your business is.

· The balance sheet tells you just how much your business is worth.

· The cash flow statement tells you how much cash is moving through your business and whether it has enough cash to survive. 

Identify Your Assumptions

Assumptions are the starting place in preparing financials estimates. Assumptions are the facts we assume to be true. For example we can assume a unit price of a product, a growth rate of the business, the costs of labor, the monthly rent payment, just to name a few!

Assumptions are where your knowledge (experience, industry, or customer) about your business comes into play. The main objective with estimated financial statements is to have reasonable assumptions—reasonably assumed facts that would fit within the norms of the industry, markets, and yours specific circumstances—to base your projections. 

Remember: The exercise in stating your assumptions for your financial statements is not to gaze into the crystal ball, but to prepare you for the financial situations you may encounter. 

Sales Forecast

The objective of the sales forecast is to forecast the most likely level of sales through a period of time.  The growth or decline of sales can have a major impact by increasing the cash needs of the businesses. The assumptions you have created should give you assumed facts to plug into your projection and budget. 

Begin with the sales forecast. For example:

Widget Unit Price = $10

COGS = $5

Gross Margin = $5

I think I can sell 100 this month, which is 100 X $10 = $1,000 in revenues. That leaves $500 for fixed expenses after COGS. 

What is critical about the sales forecast is how it is calculated. For example, a common method is to pick a revenue number for the starting month and add 10% for the ending month. So, a business that begins Month 1 with $10,000 in revenues would end Month 12 with $11,000.  Months in between would be calculated by averaging the percent increase per month. This is called spreading the forecast. 

The problem with such simplistic assumptions is that they are not based on reality.  Sales are typically anything but consistent month to month, changing frequently to market demands and other environmental factors. Seasonality, macroeconomic impacts, competitor movements, consumer trends, and others are examples of patterns that will affect your sales and must be accounted for where possible. 

What you build your sales assumptions on depends on what you know.  This knowledge must be explicit on your assumption page.  Once you have your sales assumptions and their calculations stated, demonstrate them in your sales projection.

Expense Forecast

For your expenses, identify, classify, and summarize for a specific period of time. These will typically include, rent, utilities, salaries, insurance, payroll taxes and the like. Write them into a budget format as shown in your class handout. Prepare expense forecasts that include variable and fixed expenses. 

Expense forecasts are somewhat easier than revenue forecasts because information is more available. Nevertheless there are common pitfalls to be avoided. 

Variable expenses will rise and fall in the same fashion as the sales volume. These changes tend to be rather smooth in nature and vary by degrees from period to period.  If the percentage of variable costs changes out of synch with sales volume then there is something amiss. 

One major pitfall is to not recognize the cash consequences of rising sales and the cost of goods. Typically you have to purchase the goods before selling it. You must understand your operating and cash cycles if you have variable expenses. 

Fixed expenses do not change with sales but remain fairly steady from month to month. Changes in fixed expenses will likely be incremental in terms of a rise or fall in costs. For example, health care premiums are usually set for the year of coverage and change with the beginning of each calendar year.  

Drafting Income Statements and Cash Flow Statements

To draft your income and cash flow statements you need to know:

· Your likely sales for your business.

· Your likely expenses for your business.

The information to create the basic estimated financial statements comes mostly from these sources:

· What you know (knowledge derived from direct experience or other learning).

· Information from your industry (associations, RMA’s, suppliers, vendors, competition, etc.)

· Information you gather from your customers (survey’s, focus groups, observation, etc.).

Revenues and expenditures will vary by type of business, available resources, owner’s knowledge, business processes and systems, and many other business activities. At some point you will not be able to copy from others, but will have to tailor your numbers to your specific situation and business goals. 

Income Statement

An income statement shows revenues, expenses and net income. It doesn’t show how much cash is on hand or when the business will receive the cash. It does show profitability or losses for a business.

The income statement will include the following:

· What (and how much) was sold. This is called revenues.

· What the costs were to make the products or services. These are called variable expenses. 

· What the general level expenses were for the business. These are called fixed expenses. 

· What remains after everything is paid. This is called net income or profit. 

CAUTION: Be careful of the word profit.  Some will use it to mean any money they have in the bank!

In report format, a basic income statement for a specific time period looks like this:

(1) Revenues (+)

(2) Variable Costs (COGS) (-)

(3) Gross Margin (1-2=3)

(4) Fixed Expenses (General and Administrative Expenses) (-)

(5) Operating Income (3-4=5)

(6) Taxes (-)

(7) Net Income (5-6=7)

The category detail will vary but the general structure is always the same.

A projected Income Statement

Here are the basic steps of preparing a pro forma income statement: 

· Prepare the sales projection. 

· Prepare the variable expenses projection (COGS)

· Prepare the fixed expenses forecast. 

· Prepare the estimated taxes forecast. 

Establish your sales projections first, then look at the resources needed to realize them (and don’t forget marketing expenses). For your first Income Statement, establish the annual income statement, and then spread cost through the year. 

Cash Flow Sheet

A cash flow sheet shows cash movements in and out of a business. It is like your check register, showing a beginning balance, what was deposited, what was expended, and an ending balance. 

The cash flow statement report format for a specific period will generally include the following:

· The beginning cash balance for the start of the given period. 

· Any cash received for the period.

· Any cash spent for the period.

· Any cash left over for the period. 

CAUTION: The importance of planning, controlling, and monitoring cash cannot be overstated.  It is the life blood of your business. If your cash runs out, you’re broke! 

In report format, a basic cash flow statement for a specific period will look like this: 

· Beginning cash balance (+)

·  Cash Receipts (+)

·  Cash Disbursed (-)

·  Cash from Operations (2+3=4)

·  Any purchased assets (-)

·  Any money borrowed (+)

·  Ending Cash Balance (1+4-5+6=7)

The category detail will vary but the general structure is always the same.

Balance Sheet

A balance sheet shows assets, liabilities and owner’s equity for a business and shows what is owed and what is owned. The balance sheet also shows what the net worth of the business is or the financial position. 

Here are the steps in preparing a projected balance sheet:

 1.  Determine Current Assets

· Cash

· Accounts Receivable

· Inventory

2. Determine Fixed Assets

· Land/Buildings

· Vehicles

· Other Property & Equipment  

3. Determine Current Liabilities

· Accounts Payable

· Accrued Expenses

· Current Portion of Long-Term Debt

· Lines of Credit  

4. Determine Long Term Liabilities

· Notes Payable

5. Determine Owner’s Equity

· Owner’s Equity

· Owner’s Draw

· Retained Earnings

Does it balance?  Remember, Assets=Liabilities +Owner’s Equity

Differences between Income Statements and Cash Flow

Income statements work from accounting concepts, cash flow from timing of revenues and disbursements. The income statement can show a profit when you don’t have a dime in the bank. You can have money in the bank and be losing money. The timing of when you receive sales and when you need to pay vendors can cause a cash crunch which is why a projected cash flow statement comes in handy. 

Finding your Break-Even Point

Break-Even for Cal’s T-Shirts

· T-Shirt Price is $10 per T-Shirt

· Variable Costs is $5 per T-Shirt

· Contribution Margin is $5 per T-Shirt 
· Fixed Costs Equals $500 per Month. 

How much revenue does Cal need to break-even? 

The Break-Even Revenue Calculation is: 

                  Fixed Costs                 .

(1-(variable costs/unit selling price))

Or

$500

(1-(5/10))

Or $1,000 Dollars in T-Shirts

The Break-Even Unit Calculation is: 

                  Fixed Costs                 .

(unit selling price-variable costs)

Or

$500

($10-$5)

Or 100 Units (T-Shirts)


Identify Start-Up Capital Needed 

Preparing your cash flow statement should prepare you to estimate your start-up costs. Here are some basic steps:

· Identify any equipment or physical assets needed. 

· Identify any deposits, inventory, or other basic necessities need to open the doors.

· Identify how much working capital you need by identifying the negative cash flow points, and totaling them. 

· Consider at least twelve months capital to cover basic fixed expenses in addition to the above. 

· When totaled, does this number look reasonable?  Can you obtain these funds?

Required Documents

If you are in the IDA program, a 12 month projected cash flow statement and a sources and uses statement will be required with your business plan. 

Sources and Uses

This page needs to identify the monies you will be using to purchase identified assets, including your IDA and any additional funds needed. 

Example:

Sources: 
IDA Funds




$5334



Additional Funds (Optional)


$1166







Total:

$6500

Uses: 

Use 1

Where it will be purchased
$1000



Use 2

Where it will be purchased
$2500



Use 3

Where it will be purchased
$3000



Use 4

Where it will be purchased








Total: 

$6500





Learning objectives

· To review the various sections of a business plan

· To create the general business description (Executive Summary) section of your business plan


Business Plan Review

Through the last few modules, we have been discussing the various sections of a business plan and what you are expected to put into them. Each of these sections should describe your strategy for competing in the market you have chosen and emphasize your strengths in taking advantage of the opportunity you have found. 

Business Operations Description:

This section describes the management of the business and how the business will be organized. 

Specifically, this section includes the management (and team), legal structure, employees (if any), recordkeeping, and risk management. The goal of this section is to achieve confidence in the management of the business. In other words, convince the reader that you know the best way to organize and manage the business. 

Marketing Plan:

This section describes the market opportunity in detail. This is where you should talk about your industry, competitors, customers, products/services, and the marketing mix. This section should describe who the customer is and how they will be acquired. The goal of this section is to achieve confidence in your strategy for taking advantage of the market opportunity. In other words, convince the reader that you know the best way to find and serve the customer with the best product/service possible. 

Financial Documents:

This section describes the expected financial results. Revenues are generated from the marketing plan, expenses from the management plan. The profit of a business is also planned and shown in the various financial statements. For IDA participants, you will need to include a Sources and Uses Page. The goal of this section is to prove to yourself and the reader that the business will meet your financial goals.  

A Mini-Plan

The last section to be written is generally what is called the executive summary, or in the case of our business plan template, the general business description. This section of your business plan will either entice or repel your reader. Be sure to make every effort that you have a persuasive, well-written summary that will invite the reader to investigate further. 

The executive summary is in essence a mini-plan.  Therefore, it must be the last section developed since its contents depend on the contents of the rest of the various sections. The key here is to include the important points of the plan only, saving details for later reading if the reader so desires. 

The key points inserted into concisely written paragraphs should provide a persuasive argument for the potential viability of the business and provide a framework for further analysis and evaluation. Each sentence should have a purpose in guiding the reader from key points to key conclusions. 

How to Write It

The basics steps to get more out of your executive summary should start with identifying the most important points in your business plan, and then write these key points as concisely as possible. Once you have done that, organize the points in logical order or in the order they are found in the business plan. 

After the introduction should be the business concept in just a few sentences. You should focus on conclusions where evidence is the strongest and write them in convincing fashion. Polish your summary by writing transitions between paragraphs that guides the reader from point to point in a smooth fashion. 

Important points are the backbone of your plan and hold your strongest evidence of viability.  

You can identify key points in several ways. One way is that they are convincing and persuasive in nature. For example, “market demand was determined by 37 surveys that the majority of respondents stated they would purchase the product at the suggested price”. Another way to know if a point is key is to remove it and see if the argument is still persuasive. 

Writing your Plan

The most important part of the any part of your business plan is to write concisely. You need to be on point in your writing. Business plans are technical documents and not novels.  Say what you need to say in a business like way.

For example: 

“ I foresee happy customers.”  Vs. “Customer satisfaction was excellent according to surveys…”

“I am a business owner and have dreamed my whole life about owning a business.”  Vs. “My experience and expertise has prepared me for business ownership.”

Financial Statements




















Example of a monthly


income statement:


 


Revenues                 $100,000


 Variable Costs          $30,000


 Gross Margin            $70,000


 


Fixed Expenses         $60,000


 Operating Income     $10,000





 Taxes (@ 25%)        $2,500


 Net Income               $7,500








Example Cash Flow Statement





Beginning cash balance	$5,000


Income/Revenue		$3,500


Available Cash Balance	$8,500





 Expenses			$3,150


 Cash from Operations	$350


 


Purchased Assets		$100 Money Borrowed		$0	


Ending Cash Balance              $5,250








 General Business Description








