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AGRIBUSINESS MANAGEMENT/MARKETING WORKSHOP 

INTRODUCTION 

The marketing of Agricultural products and management of agribusinesses require 

considerable skills. As more sellers of agricultural products enter the market, 

competition becomes more intense. A good job of marketing and managing the 

business is required in order for the business to survive. 

The customer ultimately determines how much will be purchased at various prices. 

Customers' willingness to buy and the quantities offered for sale determine prices. 
For most agricultural products many buyers, sellers, processors, and wholesalers 

are located between farmers and consumers. 

Consumers worldwide and the total quantities offered for sale worldwide influence 

prices at various levels in the market at all locations. An agribusiness, considering 

entering the market or changing what it has traditionally done, should carefully 
make advanced studies of the likely effect upon the business if the proposed plans 

are carried out. 

This workshop sponsored by USAID through AgEnt is for the purpose of making 

clients aware of some of the more important agribusiness marketing and 

management topics leading to the success of their ousiness. In the time allocated to 

such an important subject, we shall only be able to cover general conditions which 

apply to many products. The level of skills and experiences of those participating 
in the workshop is highly variable as well as the agricultural products they 

represent. 

Good sound marketing and management principles will be the subject of the 
workshop. For some of those in attendance perhaps a higher level of instruction 

could have been used. We selected a level of delivery which best matches the 
skills and experiences for most of you. You are receiving copies of the materials 

to be studied in more details later. 
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Perhaps the most important thing we can do for you is to make you aware that 

AgEnt has specialists available to work with you on your agribusiness problems 

from productioni to marketing. 

Considerable planning went into the development of the materials for this 

workshop. AgEnt started by advertising among many universities in the U.S. to 

locate instructors with agribusiness experience to conduct it. AgEnt has had 

underway a survey of agribusiness managers to discover what these managers 

think is needed in management training. A sampling of the business profile of 

AgEnt clients has been used as well as AgEnt staff advice to develop the 

workshop. Perhaps even more important, a large number of Sri Lanka agribusiness 

leaders holding a wide variety of positions were individually consulted for their 

advice with regard to subject matter and level. 

Prefaced by these remarks, we shall proceed to a broad overview of the 

agribusiness food system and stress the need for an economic feasibility analysis 

any time you consider making changes in your business. 

A. 	 OVERVIEW OF TIlE FOOD SYSTEM 

When a farmer sells directly to a customer, that part of the system seems simple 

enough. On the other extreme, I can assure you that the diagram which follows 

does not show all the steps in the marketing for some products. Hopeftilly, you 

will appreciate that what you can sell and the price you receive relate to the stages 

shown in the diagram. 

FACILITATING ACTIVITIES - RELATED TO THE FOOD MARKETING 

SYSTEM 

I. 	 FINANCING 

2. 	 GRADES AND STANDARDS 

a. Need acceptable gradirig 

b. Need enforcement of weights and measures. 
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3. 	 INFORMATION 

a. Technical Assistance 

b. Production - Domestic and World 

1) lectares planted and harvested 

2) Yield 

3) Production 

c. 	 Market - Domestic and World.
 

1) Prices
 

2) Volume Sold
 

3) Inventories 

B. 	 ECONOMIC FEASIBILITY ANALYSIS 

1. 	 COMPONENTS 

a. Market Potential 

1) Total domestic and/or International 

2) Firm's Potential share 

3) Competition 

b. 	Raw Material Supply
 

1) Quantity
 

2) Quality and uniformity
 

3) Dependability
 

4) At a price which allow for a profit 

c. 	Financial Evaluation of proposed business
 

1) Potential return on Investment
 

2) Risk
 

2. 	 IHOW UNIT COSTS VARY WITH SIZE AND CAPACITY 

a. Cost 	Variation Dependent upon size 

Included in yoCur miterials is a copy f1lRichards W. Schermerhorn. 1978. 
Icononmic feasibility analysis - wi is it and how should it be done. 

cooperative cxtcnsion service. l liiversity ol IHawaii. misccllancous 

piblicalion 1.53
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2. HOW UNIT COSTS VARY WITH SIZE AND CAPACITY 

a. COST VARIATION DEPENDENT UPON SIZE 

Cost (Rs. 
perunit) 

Potential cost 
in the planning Average 
state cost 

Economies Diseconomies 

Volume (No. Units sizes 
of business) 

CAUSES OF ECONOMIES 

1. Specialization 

2. Large equipauent more efficient 

3. Better quality and utilization of management 

CAUSES OF DISECONOMIES 

I. Lack of coordination 

2. Assembly of' raw material costs 

3. l)istril)Iitol cost of finish prodtucts 
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b. COST VARIATION DUE TO UTILIZATION RELATIVE TO 

CAPACITY COST OF PRODUCTION AFTER MAKE 
INVFSTMENT IN A PARTICULAR BUSINESS 

Cost 
(R perunit) Average costs 

Not enough raw Too much raw 
material and material and 
labor for 1 labor for 

usiness business 

I 

Volume (No. ofOptimumcapacity units -Capacity 
relations hips) 

Less than Greater than 
designed capacity designed capacity 

c. Cost Variation due to size and capacity Utilization 

Cost 
(Rs. perunit)
 

Average cost
 
(after investment ­

small business) Average
 
Average cost cost before 
(after investment - investment 
large business) 

Voltinie (No. of' 
units) 



3. COMPETITION 

Competition for the market may take many forms. However it is important 

to be efficient with regard to costs. How does the size of your business 

compare with that of competitors ? Who has the size advantage ? 

NOTE : If technology differs costs as illustrated above not be directly 

comparable. 

Are you operating your business near it's designed capacity ? Do you need 

to make adjustments in the business in order to make it more efficient with 

regard to cost per unit ? 

There are many features of competition. A new agribusiness should 

carefully stud)' its competition. In addition to potential cost advantage, 

competitors may have more experience, be well financed, have diversified 

activity to help cover risk, etc. 

Domestically, competition can cause problems by not knowing tlir costs 

and price the product too cheaply. Sometimes a new business will begin not 

realizing there is not enough market for another business. 
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ECONOMIC FEASIBILITY ANALYSIS
 

WHAT IS IT AND HOW SHOULD IT BE DONE 

R.W. Sdcerpkdtom 

Introduction 

Hawaiian agriculture is rapidly changing as a result of many factors, 

among which are: (1) better agricultural land is being absorbed by the 

demands of a soaring population and urbanization whid is restricting 

agricultural expansion; (2) in remaining production areas inadequate water 

supply limits agricultural development; (3) increasing production costs 

caused by high costs of labor and transportation of farm input items and 

equipment fran the mainland; (4) a transition from the traditional agri­

cultural giants (sugar and pineapple) to a diversified agriculture which 

necessitates identification of commodities that show potential for growth 

both in tenms of production feasibility ird potential markets; (5) a changing 

market structure faced by agricultural producers, i.e., large scale buyers 

that demand that products be readily available, in adequate supply of high 

unifom quality, and offered at cometiti\,e prices; (6) increased energy 

costs resulting in high transportation costs of products to mainland markets; 

and (7) increasing competition from mainland products which can be produced 

at a lower cost and shipped to Haaii and sold for less than locally 

produced commodities. 



Although the above list is not exhaustive, it points out the multi­
faceted changes affecting Hawaiian agriculture. 1o copc with these changes, 
agriculture in Hawaii must constantly search for alternative types of 
agricultural enterprises and/or alternativ(, m-thods of producing and marketing 
locally produced comodities. Further, and moJst important, before any new
 
enterprise or meJiod 
 of producing and marketing a product is initiated, it
 
should be determined 
 that it is economically sotud; i.e., will it be 
profitable? A feasibility study is designed to determine whether or not a 
specific proposal is economically sound. This publication reviews the typas 
of situations requiring feasibility analysis and then discusses what is
 
involved in conducting a feasibility anafysis study. 
 It is hoped that this
 
publication will 
serve as a guide to conducting adequate and meaningful 

feasibility studies.
 

Types of Situations Requiring Feasibility Analysis 

The follaving is a partial listing of variots types of situations that 
should require a feasibility analysis before making finala decision: 

1. ien the firm is considering any type of conijination or alliance 
of firms to improve the operating position and further the common 
interest of these firms. This situaticn includes mergers, 
acquisitions, corsolidation and/or federation. fn most cases, the 
need for this type of reorganization stems from either a decline in 
voluiiel handled by the agribusiness finits, a change in the market 
stnicture i,ijch requires larger voltvnes to supply bters, and/or the 
need to al,:;ure a :;up)ly of inputs o1 a mJlrkel for1 lie productior of 

BEST AVAILABLE DOCUMENT
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the fimn. Further, duplicated efforts can often be eliminated and 

thereby reduce costs if two or more firms are consolidated. 

2. 	 When a firm is considering expansion of present facilities. Many 

times this desire may stem from expanded demands for goods or 

services or from an attempt to gain economies of size in the 

production process. 

3. 	 When a firm is considering building new facilities. This becomes 

important when facilities become obsolete, which many have over 

the past few years, and are now finding it difficult to compete. 

4. 	 When a firm is considering relocation or a new location. This may 

be a result of changihg conditions within a specific area, such as 

a change in wage rates or public opinion regarding pollution 

control, or it may be a result of a decline or increase in production 

of the raw product in the area due to competitive advantages relative 

to another area. 

5. 	 When a firm is considering adoption of new technology. This 

situation is continually arising as technology is rapidly changing 

in many of our agri-business industries. In fact, new techmology 

is being forced on many firms due to changing sanitation requirements 

and/or changing pollution standards. 

6. 	 When a fir is ,-onsidering adding a new service or product line. 

Many of our cooperatives have added services and products over the 

years simply because their members expressed a need. Many of these 

products or services have been added without the benefit of a 

feasibility maalysis to detenuine if the addition would be profitable. 

As a consequence, many have been tiprofi table. 

BEST AVAILABLE DOCUMENT 
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7. 	 hhen the firm is considering geographical expansion of its market 

area. Many agri-business firms have expanded their market area 

in an attempt to gain a larger share of the market and in turn 

achieve a greater ability to negotiate price with buyers and/or 

sellers. 

8. 	 When the firm is considering diversification of its operations. 

Mny of our agri-business firms have diversified in an attempt to 

eliminate reliance on one product group, to reduce overhead costs, 

and to more fully utilize existing facilities or distribution 

channels. 

9. 	 When a group is considering entering a new venture, such as the 

formation of a cooperative to purchase farm inputs or to 

collectively market the products of the fanner members. 

10. 	 When a farmer or group of farmers is considering entering the 

production and/or marketing of a new conmodity. 

Inshort, it is necessary to conduct a feasibility analysis anytime 

a firm considers any change in its present operating situation. My? 

Because the ultimate purpose of conducting a feasibility analysis is to avoid 

the costs associated with making a wrong decision. 

It 	 can readily be seen from the above listing that the term feasibility 

is extremely broad and covers a multitude of varying situations tlat may
 

develop in individual agribusiness fi-ms. At, a consequence, the content 

of and the methodology followed in conducting any given feasibility study 

could aod does vary considerably.- For this reason, the follaving sections 

/ A listing of selected feasibility studies conducted by the Departmnnt
of Agricultural and Re:ource Economics, University of Hlawaii, is included 
;m Appendix P. 'Il is I is wi I i I I u.; ral (- t he tl)es of feas ibiIi t%, -i udi c; 
I lv t a .reC(I)Nk !ctic(]. 

BEST AVAILABLE DOCUMENT
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will discuss the content of a complete feasibility study; i.e., what is 
involved in conducting a feasibility analysis of a completely new enterprise 

proposal. 
This will allow comments related to analyzing partial projects,
 

such as an agribusiness finn building a new facility to complement its 

on-going business or adding a
new service to better serve its clientele.
 

For the convenience of the user of tlhis publication, Appendix A
 

summarizes the elements of a complete feasibility analysis in outline
 

form. It is felt that this outline form may be more convendent to follow
 

as a guide to conducting a feasibility study.
 

'Conductinga Complete Feasibility Analysis
 

A complete feasibility study can be divided into two major phases.
 

An analysis of directly influencing factors, and an analysis of environmental 

conditicns. 

Analysis of Directly Influencing Factors 

This phase of a complete feasibility study is designed to provide the 
basic information required for determining whether or not the proposed 

enterprise can economically survive. It is the phase that provides the basic 
information required for loan applications and determines whether or not 

the enterprise can make profits and be able to pay the interest and principle 

associated with the loan. in short, this phase of a feasibility study is 

designed to answer three questions: (1) What factors must be considered 

to tell us whether or not we should go into the business (rav product, 

markets, etc.)? (2) How much will it cost us to entcr the business and what 

facilities will we need? and (3) How much profit an we make? 
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The analysis of directly influencing factors phase of a feasibility 

study can be divided into three parts: (1)market determination, 

(2) 	raw product supply, and (3) the production process. 

Market Determination. In most feasibility studies,, determination of 
the market for a product or service is the most difficult part of the 

analysis to conduct. This, however, generally is not true for cooperatives 

considering adding a new service or product for their mebership--the 

membership canbe surveyed to determine the existing market. But whenever 

the firm is considering marketing a product for its membership or clients, 

the market analysis becomes much more difficult. 

The market analysis, however difficult to conduct, must be done. 

The availability of a market is critical to the success of any agribusiness 

venture. If a market does not 	exist for a product, there is no economic 
rationale for entering the production of the product; and, as a consequence, 

the feasibility analysis can be terminated. 

To adequately analyze the market potential for our product, we need to 
determine current and potential consumption of the product or service, types 
of markets we will use, types of distribution systems we will use, how we 
are going to enter the market, types of buyers we will attempt to sell, 

the types of selling arrangements we will use, and the prices we will charge 

for our product. The following breaks down each of these factors and 

discusses what should be analyzed to answer these questions. 

1. 	 Consuption. We need to determine current consimiption of our 

product or service, the trends in this consumption, the current 

consunption and trends in consunption of competing products or 

service; in what fonti, qualities, volunes, etc. 	 is our product 
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or 	service consumed; who is currently providing for consumption 

demands; how will competitors react if we enter the market; at 

what capacity are current competitors operating; an.d can we compete 

with them? 

2. 	Markets. If a cooperative is supplying a product or service to
 

its members, this will be 
its market. However, if a firm is 

considering marketing its mcnnbers' product or a product it is 

purchasing for resale, tieed what kindthen we to know of markets 

exist; where are these markets, doestic or international; and 

what will it cost to serve these markets? 

3. 	 Distribution system. Next we need to knao what type of
 

distribution system wil.l best 
fit our needs. We need to determine 

whether we will have own sales forceour or use brokers and the 

cost involved; whether we will market under our ombrand versus 

a buyer's brand; will we transport the product to the market, 

and if so what method will we use; should we buy or lease equipment, 

and what will be the cost? 

4. 	 Market entry. We next need to deternmine how ourproduct will be 

introduced in the market--through lower prices, advertising and
 

promotion, or some other method; how long will it take to build 

up the market to desired sales volume; and what will be the costs 

involved?
 

5. 	 Puyers. Who will be buyers j.,our the next question. What types 

of buyers--chain stores, wholesalers or institutions in the case 

of consumer products; what qtmntiti es will they require; what
 

product specifications will the buycrs 
 require; hcA, reliable are 

BEST AVAILABLE DOCUMENT 
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buyers; have they indicated interest in our product; arid whiat i0nd 

of commitment will they make to buy our product? 

6. 	 Selling arrangement. What kind .of selling arrangements will we 

encounter needs to be answered next. What kind of pricing arrange­

ments will we make; what kind of delivery sdedules will be 

required; what kind of payment sdedules ilI.1 we encomter; what 

kind of services will we have to provide with our product, and 

what will be the costs involved; will we have sales offices and, 

if so,where should they be; how many salesmen should w.e have; 

what type of compensation plans should we have for salesmen; 

and what will all this cost? 

7. Prices. Critical to our entire analysis is the question, what 

price can we expect to charge for our product or service? T1his 

question can be partially answered by analysis of past prices and 

price trends and, based upon this analysis, project' future expected 

prices in light of expected future consumption demand-, as affected 

by expected future economic conditions. 1his, of course, is a 

relatively difficult task, especially if we attempt to predict 

prices very far into the future. We should obviously take into 

consideration in our predictions the expectations of buyers and 

other suppliers of our product. 

RlqaProduct Supply. This part of the analysis concentrates upon 

deternining the economuic availabili ty of the raw product inputs for the 

proposed eltcrpri:;e--fat cattle for a meat packing plant; feeder cattle and 

lee, ,;ii f lra f,edlot; vcgetr 1 e,. for a pnck illg shed or a p rcess;int) 

p1 :m t; "nr~ l;imil un 11 for a s hecli,!glling roa' i4 pi:1:t; hroilers for a 

BEST AVAILABLE DOCUMENT
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There are usually four basic factors that need to be analyzed when 

determining raw product supply: 

1. 	 The minimum economic size of the controllinp facility. 

Determination of the minimum economic size of the facility will in 

turn set the amount of raw product required to reach t3iis scale of 

operation. We might, for example, determine that the minimum size 

meat packing plant, considering today's level of technology,
 

would be 20 head per hour; or 500 birds per hour in a broiler
 

processing plant; or 20,000 pounds of raw fruit per (lay in a passion
 

fruit processing plant.
 

The minimum economic size of facility can be determined by 

actual cost analysis of existing plant-s or synthesizing model 

facilities from specifications from equipment companies. 

2. 	 Plant requirements. Following the determination of the minimum 

size economic facility, we will knox,' hwiv mich raw product will be 

required. For exawple, we would need to proctre for the above 

mentioned facilities: 41,600 head of cattle annually for the packing 

plant operating 8 hours per day, 5 days per week, 52 weeks per 

year; or, 1 million broilers annually for the processing plant. 

operating on the same schedule as the meat packing plant; or, the 

production from about 400 acres of passion fruit, for the processing 

plant if it operates 100 days per year. 

3. Availability of requirements. Now that we know the aimount of raw 

product required, we must deterliiine whether or not this quantity is 

available of adequate quility and at :jprice we can afford to pay. 

Further', thYer e ha:; usual y cvo!ved f r ie agriblisLi es;s;ny 	.1N, a 

BEST AVAILABLE DOCUMENT
 



Maximum distance from the facility within which the finm must 
draw its raw product. In many cases, this distance is determined 
by the effect on quality of time between harvest and processing. 

In other cases, economics of transportation define the area within 
which the facility draws its raw product--for .exauple, it is 
common practice for most broiler processing firms to draw broilers 
and deliver feed within a 25-mile or less radius of the facility. 

With these factors or limitations in mind, we can proceed 
with the determination of the availability of the raw product. 
Usually this involves a survey of the defined production area (the 
drawing area for the plant). The suivey would most likely be an 
analysis of statistical production data for the area to determine 
if there is enough production of raw material to allow economic 
operation of the facility. The survey may also include a personal 
survey of the growers in the area to determine future production 
plans and future price expectations. Further, in the case where 
the present volume of production is not adequate for facility aeeds, 
a survey should be nde of potential producers to determine their 
willingness to enter production of the raw product. 

4. Assured supply of requirements. It is not enough to kncA, that there 
is currently adequate production in the for plantarea needs. 
iat we must kIarn is whether we can be assured thavt we can secure 

what we need. In other words, is sourcethe of raw inaterial
 
dependable? Tiat arrangements be made
can for procurement? Would 
grovers; sign long-term contracts to assure adequate source of supply? 
-A- jAndthis app] i es to cooperati %e:; as wel a:; non Cooperaties. 

BEST AVAILABLE DOCUMENT 
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It is also important to determine what is the current market use 
of the raw product--then, what degree of market entry appears 

possible; i.e., can we concpete for ihis use. 
To summarize the supply determination phase of feasibility study,a 

we need to know how much raw material we wil! need in order to-operate our 
facility at an economic size, and then needwe to know, is this raw product 
available economically and is this souce of supply dependable.
 

Production Process. 
 This phase of i feasibility study analyzes the 
production process of the proposed facility. It analyzes the specific 
facility needs, capital requirements, finmcing requirements and the potential 
costs and returns from the operation of the facilities. 

1. Facility detemination. In the discussion of the supply 

determination, the necessity of first determining the minimu= size 
of the controlling facility was discussed. Ln most of the agri­
business undertakings today, there are multi-facilities involved 
and one is the limiting facility to the rest. For example, the 
processing plant in an integrated broiler operation is usually the 
limiting facility and all other facilities (hatchery, grow-out, 
feed mill, etc.) must be geared to !lie processing plant. Tiis phase 
of the analysis is involved with determining the specific facility 
needs for the entire operation. 'n this stage, special analysis 
must be made of current stages of tec:mology which the enterprise 
can adopt, and must adopt, in order "o compete within the competitive 

environment it must operate.
 

2. Investment capital e'd's. (Oncespc, fic facility needs have been 

detenni ned, we ar, .in ?h:. pos!i iUll to d,-tellni Ie What these facilities 

BEST AVAILABLE DOCUMENT
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will cost; i.e., how much will be our Ji i-ial investment ,nceds. 

Thiis part of the stud) is relatively eLsv to pi'epare once it is 

(CCided exact]y wha t typcs of faciliti:CS wo want. Our costs therl, 

are estimates from the equipment companies, construct ion 'copanies. 

utility comanies, etc. 

3. 	 Labor needs. Following facility needs determination, we can
 

estimate our labor needs. We will know 
 it takes so many persons 

to operate a feed mill, pocessing -plant,oi whatever. We can
 

then compare our needs to the available: labor force in the area.
 

It should be emphasized at this point that a given percent unemployed
 

in an area is not an indication as tc the available labor foru 

nor their willingness to work at a particular ty.pe of i~crk. 

The other part of the labor needs question involves the
 

availability of management and tedmically trained persons. 
Thi,
 

obviously, is an extremly important factor ivhich generally will 

dictat, the success or fatlire of thc undertaking. 

4. Cost of operation. This phase of the study analyzes the information 

thus far determined by applying aippropriate wage rates, managcment 

costs, raw material input costs, various operational costs schI as 

utility rate structures, and fixed costs of rcpairs a!!d maintenance, 

depreciation, interest, taxes, and insurance. This shouldprccess 

involve the development of cost budgets for the various phases of 

the operation, [ic resili: will a itrit ofprovide per cost operation. 

S. 	Profitahilit,. With cosv; of oneration determined, profitability 

of *Ie opOer:aT ion t!1proj ected fo lowilljl e;sin;1 inn1k 	 he of expected 

priC 	.. (P riC pl (.l'(c ,MI ,.:i; , n r iif)r i,1i dl:, i ill l:i ]:u .(1 
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of this publication.) A projected income :statemejt "must be 
prepared to determine the profitability of the operation. Also, 
preparation of a "break-even charit" i recoraneitied which will show 
at what level of production, given otu vndcosts returns inforn;ation, 

we will be able to break-even 4*cover al.] costs of operation). 

Further, one can use various projected price levels in the chart to 
determine break-even points at various levels. Many times the 
importance of a break-even chart E.;in knowing the minimum level 
of production that rtst be marketed to achieve the break-even point. 
If, for example, we can contract this aounlt of production, we 

can at least break even on the opealiJn. 

6. Working capital needs. Completion of the projected income
 

statement has been 
 the end of thle feaibility study for many agri­
business firms. llowevef, the most important item has yet to be 
included in the study--the cash flow sumlla. Provision for
 
adequate working capital 
is perhaps the critical item fur the 

successful operation of a 
business. It is necessary to prepare a
 

cash flow sunnmary to determine wlhat the cash needs will for thebe 

firm and the sources of cash availabJe to meet these needs.
 

To be more specific, we need to klnouw how much capital will he 
needed for day-to-day oneration of the facilities (wages, inventorie.:, 
utilities, raw product, etc.) and when this capital will be required. 
Further, we toneed kiow where this capital is going to come from; 
i.e., receipts, borrowings, membership equity, etc. The cash flow 

is also required to help determine size of loans, length of loans, 
probable pay-back periods, and amoKunt of inzterest and principle 



that can be periodically paid back. Iti short, it is an absolute 

necessity -to include a cash flow sutrmniry in the feasibility study. 

Too many agribusiness firms find thcmselves in extremely poor 

operating condition because they didn't adequately provide for 

working capital.
 

To stmarize the production process stage oF a feasibility study, we 

need to know: what facilities we need; hc,, much they wil . cost; what our 

operational items such as labor, utilities, and raw product will cost; h.'I 

much profit will we make; and how much working capital will we need tc.safely 

operate the business. 

In stmmar),, a feasibility study will help the firm avoid the cost­

associated with making a wrong decision. A basic feasibility study analyzes 

the factors that directly affect the success of the operation such as: 

(1) assurance that an adequate market can be secured for the output of the 

operation; (Z)assurance that an adequate supply of quality raw products can 

be procured at an acceptable price; and (3) determination of facility needs, 

capital requirements, financing requirements and potential costs and returns 

from the operation. In short, the analysis of these factors will detennine 

whether or not the venture will be economically sound and make a profitable 

return for the owners of the finn. 

In addition to the analysis of directly influencing factors, a complete 

feasibility study analyzes the availability of the many facilities and 

services which the finn feels essential to create an acceptable environment 

in whid the plant can operate and its manageient and labor force cwa live; 

i.e., an analysis of environmen tal 'on,!i t ions. 
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Analysis of Environmental Conditions 

This phase of the feasibility study concerns itself prinarily with
 
the analysis of the general factors 
affecting where a facility will. he
 
located. These are the factors 
considered after deteniidnation has been
 

made relative to-the general area 
of location as affected by supply of rav
 
product and availability of markets; i.e., 
a vegetable packing plant has
 
decided to locate on the island of Maul 
 and itia. wants to decide upon the 
specific city or town to locate the plant. "This phase of a feasibility study 
analyzes the availability of the many facilities and services which a firm 
feels essential to ancreate acceptable cnvironment in which the plant can 

operate and its management and labor force can live.
 

The following is a brief outline of the type of factors 
that should 

be considered in this phase of the analysis: 

1. Availability of an adequate specific site in regards to physical 

.characteristics; access to the nuijor production area of die raw 

product; and the availability of the site at acceptable economic 

terms. 

2. Types of local services available in the colmmmty including 

availability of and rates for electrical power, gas service, telephone 

service, water and sewer service, fi.re protection, police 

protection, medical services, culturial .,rid recreation facilities, 
postal service, financial services, educational facilities, and 

vocational training facilities. 'flie degree of consideration 

given to each of these factors depends upon the degree of utilization 

that the proposed facility expetts to have of the service. For 

example, if the proposed facilit"y will require iiportation of 
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persomel then such factor- asIecroatjon facilitie;: SciUo!:;, 

medical facilities and availzibic housing become very -Jiortai. in 

terts of satisfying the new per.crnne rf the facility requires 

certain utilities, then it bt.coire.; import;ant to evaluate :le 

availability and rate StFlct'c. o: thc ofuse these utilities. 

3. "ype and availabilit) of labr requi re" for operation of the 

facility, which would include a analysis of sudc factors as a 

labor profile (education, age, skils, etc.), wage scales, e fTloyer, 

turnover rates and absentecism expierienced in the area, unemnlo)ed, 

labor relations histor-, and labor practices (vacations, holidays, 

etc.). 

4. Type of governmental structture wh ich would include an analysis 

of assessment policies, types of taxes, tax rates, zoning ordi.na.ce:;, 

building codes, and pollution and sanitation regulations. 

5. Type of transportation facil-i-ties which would include an analysis 

of types of transportation avaiLable, adequacy of facilities, 

record of perfomaance, cost and raites, and regulations er triri ffs. 

'Iis list is not complete, but does idicate the type of fac:ors 

that an agribtsiness firm should analyze hefore nuking a location decision. 

'The specific factors tlut should be analy:ed depend upon the individUal needs 

of the firm. 

Sumui1a rv 

11awaiim agriculture is diaiging rapidly. To adjust to these changes, 

farmers and agribusiness fir> ,rrmtt con:tm!:,. search for altentative tN)es 

of enterpri:;e,; ;nd/or a ,',r'it e -1ci OIm'lhodts of ipi11 P,, (llktinJig their 
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products. This search must be done in a systematic and effective manner
 
to insure that alternatives are economically sorund befor 
 they are selected. 
A feasibility study is designed to detenuiiine whether or not a specific
 

alternative is economically sound and 
 thus should (must) be conducted as
 

part of the analysis of the alternatives.
 

A complete feasibility analysis analyzes 
 the directly influencing
 

factors including market potential, raw 
 product supply, and the production
 

process. In addition, 
 it analyzes the envirenmental conditions such as the 
availability of facilities and services required by the proposed venture.
 

If all of these factors are analyzed adequately and are determined to.be 

favorable for economic operation, the venture should be profitable. However, 

it should be pointed out that the final profit determining factor is 
management. The firm must have competent management to follow through the 
functions of planning, organizing, directing, staffing, and controlling 

in order to insure a profitable undertaking.. 
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APPENDIX A 

CCNDUCTING A Q)PLLTE FUA13Itr'I'' ANALYSIS 

A. ANALYSIS OF DIRECTLY INFLUENCING FACrOILS 
1. Market Determination - determines potential market for the 

product.
 

a. Consumption - analyzes consumption trends of production and 
competing products and deteniines fon, quality, and volume 

requirements. 

b. Markets - determines type, location and cost of serving 

potential markets.
 

c. Distribution system - determines type, method and cost of 
distribution system for the product. 

d. Market entry - determines method and cost of introducing the 

product to consumers. 
e. Byers - determines type of buyers, and requirements and costs 

of selling to these buyers.
 
f. Sellingarrangement - determines type of selling arrangements 

including delivery schedules, pricing arrangements, payment 

schedules, etc.
 

g. Prices - projects prices expected for the product. 
2. Raw ProductSupply - determines economic availability of supply 

of raw product. 

a. Minimum economic size of controllingunit ­ cost analysis of 
existing plants or synthesized models. 
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b. Plant requirements - detenninition of quantity of raw 

product required to support controlling unit. 

c. 	 Availability of requirements - detenrines if required quantity 

of raw product is available of quality and at acceptable 

price. 

d. 	 Assured supply of requirements - determines if required raw 

product supply can be assured.
 

3. 	 Production Process determines- facility needs, capital and 

financing requirements, and potential costs and returns.
 

a. Facility needs - determines specific facilities (buildings, 

equipment, rolling stock, etc.) required.
 

b. 	Investment capital needs - determi.nes initial investment 

requirements for facilities.
 

c. 	Labor needs - determines specific quantity and types of labor
 

required. 

d. 'Cost.of operation - develops cost budget to include costs of 

labor and management, raw material, operation and fixed items.
 

e. Profitability - determines potential profit by estimating
 

returns and comparing with cost budgets. Also includes break­

analysis and preparation of projectedeven income statement, 

balance sheet, cashand flow statement. 

B. 	ANkLYSIS OF ENVIRORWZJNTA. CONDITIONS 

Provides information on potential facility location. 

1. 	 Availability of site - determines adequacy of site in physical 

and economic termsv. 
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2. Availability of services - determines adequacy and cost of 
required services sudc as utilities, financial services, 

educational services, etc.
 

3. Availability of labor - determines type, cost, and practices of 

labor available in the area. 
4. Governmental structure ­ determics type of governmental policies 

in area as they affect operations, such as assessment policies, 

taxes, zoning ordinances, etc. 

-. Availability of transport facilities - determines adequacy and 
cost of transportation facilities to be used by the fi.rm. 
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APPENDIX B$ 

A LIST OF FFASIDII.ITY STUDIIES 

Agricultural Production Fesibilitv Stt~djes 

1. 	 Mollett, J. A. 1963. Cost of Producing Tomatoes in Hawaii.. 

Ha.vaii Agr. 1:xl4. St;a. Agr. Econ. Rpt. 61. 

2. ollett, J. A. 1963. Cost of Producing Celery in Havaii. 

Hwaii Agr. Exp. 	 Sta. Agr. Econ. ,.t. 62. 
3. ColI'ler, IV. L. and J. R. Dai'itson. 1967. Production Practices 

and 	Costs for Grwiring Watermclon.z on the Island of Kauai. 

!!azaii Agr. Exp. Sta. Agr. Econ. Rpt. 73. 

41. 	 Collier, 11. L., J. R. Davidson and T. Y. Pee. 1967. Analysis 

of Daikon Production on the Island of Nawaii. Hawgaii Agr. Exp. 

Sta. Agr. Econ. Rpt. 75. 

5. 	 Collier, IV. L. ard J. R. Davidsun. 1967. An Economic Analysis 

of flead Cabbage and Dry Onion Produc, ion in the State of Hawvaii. 

Hawaii Agr. Exp. Sta. Agr. Econ. Rpt. 	 77. 

6. 	 Collier, I. IL., J. R. Davidson, and S. G. Canp. 1967. Growing 

Celery-on the Island of Hawaii - Production Practices, Costs and 

Returns. Hawaii Agr. Exp. Sta. Agr. 	 Econ. 1pt. 78. 

7. 	 Anderson, R. N. and R. .J. itghi. i971. lhe Economics .f Dairy 

Cattle Peplacement in IHa,aii . Ila%:iii kgr.Lxp. Sta. Res. Rpt. 203. 
8. 	 Pre'w, D. C. 1972. Economic !easibilitv of Sorghum Production in 

IHawaii. Ilawaii Agr. Exp. Sta. Res. 	 Upt. 209. 

9. Phil ipp, P. F. and i. I. Raker. 1975. Cost of Production of Frv.sh 

Pi na)p11e on N, Oki.i . IlNU ii T,. 	 xp. t . Nk's. Rpt. .31 
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10. Mollett, J. A. 1959. Economics of Market Milk Production on 
Oahu - The Honolulu ilkshed. Hawaii Agr. Exp. Sta. Agr. Econ. 

Bull. 19. 
11. Keeler, J. T. and E. T. Fukttmaga. 1968. The Economic and 

Horticultural Aspects of Gr.owing Macadamia Nuts Commercially in 
Hawaii. Hawaii Agr. Exp. Sta. Agr. Econ. Bull. 27. 

12. Garrod, P. V. 1973. The Feasibility of Alfalfa. Hawaii Agr. 

Exp. Sta. Pep. Paper 6.
 
13. Garrod, P. V. 1972. Grain SorghtmW Production on Molokai: A 

Feasibility Study. Hawaii Agr. FExp. Sta. Dep. Paper 7. 
14. Philipp, P. F., Y. Kitagava, Y. Nakagawa, 11. M! Gitlin, R. K. 

Nishiroto, and R. Yamaguchi. 1973. The Economics of Graving 
'omatoes in Plastic Greenhouses on Oahu. Hawaii Agr. Exp. Sta. 
Dep. Paper 11. 

15. Philipp, P. F., W. G. Sanford, and R. IV. Stanley. 1976. Feasibility 
of Growing Pineapple Forage on Mblokai for Sale to Oahu Cattle 
Producers. Hawaii Agr. Exp. Sta. Dep. Paper 33. 

16. Camp, S. G. and P. F. Philipp. 1976. The Economics of Growing 
Dendrobium on Oahu for Mainland lxport. Hawaii Agr. Exp. Sta. 

Dep. Paper 37.
 

Market Feasibility Studies 

17. Linstrom, H. R. and J. T. Keeler. 1966. Market Penetration of 
Instant Kona Coffee in Honolulu, Hawaii. Hawaii Agr. Exp. Sta. 
Agr. Econ. Rpt. 67.
 



18. 	 Scott, F. S. Jr. 1969. "lhe Market for Macadamia Nuts - An 

Economic Analysis. Hawaii Agr. lfxp. Sta. Agr. Econ. 82.Rpt. 

19. 	 Scott, F. S. Jr. and Rahim Shoraka. 1974. Economic Analysis of 

the Market for Guava Nectar. Hawaii Agr. 	Exp. Sta. Res. Rpt. 230.
 
20. 	 Scott, F. S. Jr. 	 1958. Analysis of Market Development for Frozen 

Passion Fruit Juice. Hawaii Agr. E'xp. Sta. Agr. Econ. Bull. 11.
 
21. 	 Scott, F.S. Jr. 1958. 
An Economic Analysis of the Market for
 

Frozen Guava Nectar Base, Buying Patterns and Potential Sales.
 

Hawaii 	Agr. Exp. Sta. Agr. Econ. Bull. 14.
 
22. 	 Peters. C.W. 1958. A Report on Selected Mainland Markets for
 

Hawaiian FlorAl Products, Part III of a
Market Appraisal. Hawaii
 

Agr. Exp. Sta. Agr. Econ. Bull. 17.
 

23. 	 Spielmann, H. 1968. 
Demand Ai.alysis and Market Development for 

Fresh and Potentially Gamma Irradiated Papaya on U.S. Mainland 

Markets. Hawaii Agr. Exp. Sta. Agr. Econ. Bull. 28.
 

24. 	 Rankine, L. B. and A. B.. 
Larson. 1969. 
 Export Potentials for
 

Molokai-Produced Tomatoes. 
Hlmvaii Agr. Exp. Sta. Agr. Econ.
 

Bull. 30.
 

25. 	 Spielmann, H. 1971. 
 Demand Characteristics for Fresh and
 

Potentially Gamma Irradiated Papaya on Selected U.S. Mainland
 

Markets. Hawaii Agr. Exp. Sta. Res. Bull. 
149.
 

26. 	 Hogg, H. C. 1973. 
Honolulu Market Projections for Selected
 

Diversified Crops: Mustard Cabbage, Lettuce, and Watermelon.
 

Hawaii Agr. Exp. Sta. Dep. Paper 9.
 

27. 	 Hogg, H. C. 
1974. Honolulu Market Projections for Selected 

Diversi fied Crops: Snap Beans, Cticumbers, Green Onions, Peppers,
 

and Tomatoes. Hawvaii 
Agr. 	 Exp. Sta. Dep. Paper 15. 
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28. 	 Hogg, H. C. 1974. Hlonolulu Market Projections for Selected 

Livestock Products: Beef and Veal, Pork, Eggs, hiicken, and Milk. 

limwii Agr. Exp. Sta. Dep. Paper 16. 

III. 	 Processing Feasibility Studies 

29. 	 Scott, F. S. Jr. 1959. An lconomic Analysis of Passion Fruit 

Juice Processing, bdels of Costs ind Returns. Hawaii Agr. Exp. 

Sta. Agr. E-con. Bull. 18. 

30. 	 Philipp, P. F., J. C. Nolan, W. 1. Hfugh, I. M. Gitlin, and M. A. 

Chaudhary. 1975. The Feasibility of Establishing a Centralized 

Slaughtefliouse on Kauai. Hawaii Agr. Exp. Sta. 	Dep. Paper 20. 
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It. 	 BUSINESS MANAGEMENT 

Wh~t is it-and why is it important ? 

A. 	 COMPONENTS OF BUSINESS MANAGEMENT 

1. 	 PLANNING 

Planning can take many dimensions. All good planning is useful if it helps 

to communicate the direction management is attempting to take the 

business. Our emphasis shall be on the business plan with special emphasis 

on financial planning. 

Businesses who do not make financial plans depend upon their 

accountants, after the end of the year, to tell management how the business 

performed. At this late date, the information is of little value for managing 

the business. For a business to reach its potential, plans must be made and 

performance monitored on a day-to-day, week-to-week, etc. basis. 

2. 	 ORGANIZING 

Organizing bring to mind the organizational chart to show how key 

management relate to each other. However, organizing should extend into 

all activities of the business. When well done, it considers how all parts of 

the business relate to their appropriate functions of the business. 

3. 	 DIRECTING 

Directing refers to the leadership/guiding of the business in the projected 

direction. It works best when the plans are known by all ihvolved and more 

leadership than bossing is involved. 
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4. 	 COORDINATION 

Coordination refers to ensuring that all components of the business are 

working together. This means that the desires of management are 

communicated down. Just as important is feedback from the bottom up. All 

departments must be coordinated with each other. For example, production 

and marketing must constantly stay in communication with each other. 

5. 	 CONTROLLING 

The name of this function of management does not communicate what it 

means. Controlling does not mean managing or control of the business. 

Actually, it measures how the business in performing. Some examples are 

yield per hectare, tons produced per day, sales per month, etc. 

A business has a degree of controlling without a business plan or financial 

planning. However, management is not nearly as effective without a plan as 

with a plan. 

With a plan, management can rather quickly check to see if the business is 

on track. Problems can be detected early and the problems can be rectified. 

If performance is better than expected, knowledge of this can be used to do 

even better. 

B. 	 WHY BUSINESS DO NOT SUCCEED 

Many new businesses fail ! Why ? 

1. 	 APPARENT REASONS 

a. Not enough sales 

b. Not enough funds 
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2. 	 REAL (ACTUAL) CAUSES OF BUSINESS FAILURE 

a.- LACK OF MANAGEMENT SKILLS 

Planning, organizing, directing, coordinating, and controlling. 

b. 	LACK OF EXPERIENCE 

May have some knowledge and skills but little or no experience. 

Experience may be limited or unbalanced. Many new businesses are 

started by people with production or marketing experience but not both 

and do not have other experiences needed to be successful. Must 

recognize this and gain experience quickly or hire people with 

experience. 

c. 	FAILURE TO PLAN 

Under typical, normal conditions, business may succeed. However, must 

plan ahead for changes in seasonal conditions, for business cycles, for 

changes in demand, markets, government policy, strategy by 

competition, etc. 

Perhaps many do not make plans because they will discover what they 

want to do will, not be found to be profitable ! 

d. 	FAILURE OF MANAGEMENT TO CHANGE AS THE BUSINESS 

GROWS !N SIZE. 

Management and the stages of growth of the business 

1) Small in the beginning - The Manager is In an Operator (directly 

involved in everything - production, finance, marketing, etc.) 

2) 	 Larger - The Manager 

Now large enough to hire key management specialists (finance, accounting, 

production, marketing, etc. ) The manager's job is to work with these 

department managers. 
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For many new businesses, a very critical adjustment. Must have good 

management skills to survive this stage of growth. Organizing and 

coordination of utmost importance. Personnel management comes into the 

picture. Must correctly identify and describe these new management 

positions. Staffing and training becomes important. 

The manger is no longer directly involved with production and marketing. 

Duties shift to supervising department heads, involved with planning and 

setting policy, making financial arrangements and unpleasant duties such 
dealing with key employees who do not fit in the business. 

Often time the manager does not have he skills or interests in this level of 
business administration. Must find a satisfactory way to shift to this level 

or the 	former smaller, highly success business may be in serious trouble. 

ECONOMIC NOTE : The volume of business must increase enough to 

more than offset the added cost of the new layer of management. 

Normally, business does not change rapidly enough that change from an 
one-person operator type manager to a second stage management team. 

Therefore, must constantly be adjusting the job of department heads as 

more are added. 

3) 	 Mature - The Executive 

The Manager ha- moved up layers of management to become the 
executive. The business has been in existence long enough to be well 
known 	by its regular customers. Major problem of the executive is to avoid 

letting 	the business operate purely on basis of past reputation. 

Must have a good research and development department. Must stay abreast 
of changing desires of customers and shifting strategy of competition. Need 
to be a good motivator. Important to have the company project a positive 

image 	to socety. Today this includes being environmentally friendly. 
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You can probably identify Mnerous companies in this region who are in 

trouble because the executive has done a poor job. From the USA we have 

many good examples Sears who fbr a long time was our largest retailer, 

IBM our auto manufacturers, etc. We keep waiting for major flaws to 

surface in Walmart, our current largest business in terms of volume of 

sales. 

Enough about the negative side of business. For the remainder of the time, 

we want to occupy our selves with the positive. 

C. PLANNING AND CONTROLLING AS THE KEYS TO SUCCESS 

We shall put major emphasis on developing a complete business plan. However, 

our emphasis shall be on financial aspects. 

In order to really succeed, you must be a good manager in all respects. However, 

if you cannot put enough money through the business you will continue to have 

trouble. 

The basic keys to financial success is to make plans and to monitor performance 

toward these goals. With this as a point of departure, we shall pull financial 

planning up front before getting into the details of the business plan. 
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III. FINANCIAL PLANNING 

Pulling the financial planning a little out of context is not to diminish the 

importance of other parts of the business plan. Doing so I think will make the 

workshop more interesting and meaningful to you. 

We begin the process by projecting income (and all other elements of the income 

statement) for the year ahead. Actually lenders may require the information for 

3-5 years ahead. 

The annual projected income then must be further estimated on a monthly basis. 

From the monthly income estimates, we can estimate the initial cash position, cash 

inflows, cash outflow, and ending cash position. 

A. PROJECTING FUTURE INCOME (PROFIT) 

We shall closely follow the material in the financial management handout. Note 

that the process of looking ahead financially is often referred to as budgeting. 

B. PROJECTING CASH FLOWS 

C. CONTROLLING - CHECKING PERFORMANCE 
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EXERCISE PROJECTING INCOME 

You are in group number .............
 

Use the appropriate sales (turnover) data for your group and plot on the graph. 

SALES FOR GROUPS 

# I # 2 #3 #4 #5 #6 

($ '000)
 
YEAR 1 450 350 250
200 200 250 
YEAR 2 400 400 225 300 250 350 

YEAR 3 350 450 350 275 325 225 
YEAR 4 400 425450 325 350 350 
YEAR 5 450 525350 350 350 350 

Estimate sales for next year ( Year 6 )..................
 

Using your sales above for year 5 and the percentages of sales in column 3, calculate the 

dollar sales for year 5 (column 6). 

Using the projected percentage of sales in column 5, calculate dollars projected for the 

next year (column 7 ). 

Calculate the projected change in dollars (column 8) Column 8 is column 6 subtracted 

fronm column 7. flow much difference is there in your projected profit for next year 

compare with last year ( year 5 )? 
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Sales 
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Figure 15.1. 
 Sales for the past five years with projection for the next
 
year.
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Table 15.2. 
Projection of income for the year ahead using past yearst income information.
 

...Years~'-­
. 3 Average Projected Year 5 Projected erojected
next year 
 change 

% of Sales----------­
100 

arsSales 100 100 100 100 

Ccst of Goods 53.76 52.79 
 51.22 .52.60 
 50.47
 
Gross Profits 46.24 47.21 48.78 47.40 
 49.53
 
.:eses:
 

Depreciation 2.31 
 2.61 2.77 2.56 
 2.96
 
Taxes 
 5.42 5.95 6.21 
 5.86 
 6.62
 
Salaries 
 17.39 17.55 17.68 17.54 
 17.82
 
Vehicles 
 1.76 1.91 
 1.72 1.80 
 1.78

A.ertising 1.67 1.79 1.93 
 1.80 
 2.06
Utilities 1.67 1.80 
 2.51 1.99 
 2.73
 
Su-piies 1.4o 1.74 2.06 2.361.73 

Buying expenses .69 .74 
 .47 .63 
 .63
 
insurance 
 .69 .65 .72 
 .69 
 .74

Other expenses 1.11 57 - .81 .76
 

Total expenses 34.11 35.31 36.81 35.41 
 38.46
 
Profits 12.13 11.90 11.97 
 .6T
 

-/See 
 Table 15.1 for details
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MONTHLY CASH INFLOWS 
Sales (turnover) are 50% for cash and 50% on credit. Although the terms of the credit is 
to be paid in 30 days, actually 75% of the previous month's credit sales are received in 
the following month leaving the other 25% for the second month following sales. 

SALES WERE AS FOLLOWING: 

$ 

NOVEMBER 24,000 

DECEMBER 30,000 

JANUARY 20,000 
FEBRUARY 25,000. 

MARCH 40,000 

JANUARY FEBRUARY MARCH 
50% ( )............( )......... 

75% ( )........... 
 ........... 
 ...........
25% ( )........... )........... 
 ...........
 
TOTAL " 
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PROJECTING MONTHLY FLOWS 

Using Table 15.6, complete the estimated monthly cash flows for July and August using 
the same cash inflows percentages from sales as for our previous exercise. For this
 

exercise use the projected monthly income in Table 15.5. Make the assumptions, in July
 
will make loan payment of $ 500 and owner will make personal withdrawing of $ 1,000.
 

In August will make loan payment $ 1,200 and the owner withdraws $ 1,000.
 

If in either month the cash balance is deficit assume borrowed funds. Insert this amount
 

as other income.
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MANAGING MONTHLY CASH FLOWS 

Monthly cash flows have been projected as shown. Business has a goal of keeping a 
minimum cash balance at end of the month of $ 5,000. May borrow when deficit and 
make short term investments when surplus. Want to minimize interest paid. Complete the 
Table showing the action to be taken. 

COMPLETE THE TABLE SHOWING ACTION TO BE TAKEN 

ACTION 
Projected None Borrow Pay Invest Use Balance 

Cash Back Investment 
$ 

JAN 5,000 

FEB 4,000 

MAR -2,000 

APR 9,000 

MAY 12,000 

JUNE 10,000 

JULY 6,000 

AUG 4,000 

SEPT 2,000 

OCT -2,000 

NOV -1,000 

DEC 15,000 
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FINANCIAL MANAGEMENT
 

Financial management is the part of the management job where all 
the numbers have dollar marks in front. Professional managers describe 
the task of financial management as consisting of planning, checking 
performance, and analyzing the financial situation. In this chapter 
financial management is discussed in terms of planning, setting goals 
and checking performance, and making financial analysis. 

Financial Planning
 
Financial planning 
 consists of projecting the financial situation 

of the business into the future. The process of estimating the finan­
cial situation for future time periods is usually referred to as bud­
geting. A very important further step beyond the usual 
 budgeting con­
sists of projecting cash flow by months.
 

Budgeting
 
The expected 
 future of the business may be projected in terms of 

the income statement or in terms of the balance sheet. Most budgeting 
activities, however, are associated with attempting to estimate the 
future level of income. If a projected balance sheet is desired, it 
should logically be developed after first projecting the income state­

ment for the period. 
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The process of projecting profii's is a matter of extending past 
trends for each income and expense item into the future. Sales rep­

resent the key figure in the entire estimation process. 
 The standard
 

procedure consists of first estimating sales for the period in question 

and then estimating all other items in relation to their historical 

percentage of sales. 
 These per centages for each income and expense item 

should already be available for past periods as a part of the analysis 
process. Table 15.1 illustrates income statements for the previous five 

years analyzed in this fashion. 

What will sales be for next year? Several methods might be used to 
project the future period's sales, but perhaps the most reasonable is to
 

plot the sales on graph paper and to make a conservative extension of 

the trend in sales. 

The process of estimating future sales is illustrated in Figure 
15.1. The trend line is fitted to the sales for past years. n. such a 
way that each contributes to the location of the line. Once the trend 

line has been located, it is extended until it reaches the horizontal
 
distance represented by the sixth 
year which is being estimated. The
 
point on the trend line representing the sixth year 
 is marked and sales 

read off the vertical sales scale asare $310,000.
 

The estimated sales taken the line
fron trend should never be 
accepted without subjecting the estimate to judgement. Infonnation on 
recent sales, cspecially, how sales late in the past year conpared with 

sale, ,lor thi' sdme non th', in the year lw fore, should be used to temper 
the 1l: e ,e.i ' Ir n the trend l inw. A feel for trend, ill the major 

pr(olw.1 I in i , '. , e,,ol I w, overal I tvnd ill the gJeferal ecnl(Ooly may he
 
-I'd i Id.Ju tho rccfI-ptI vi.,1 , f r ' ,.
 ' Ila ly 
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z: teents• i for the past five years, in actual dollars and as percentages of sales. 
.......
 la .2l... .. Do...l ars .. .. .. . 

olars 
 Dollars Dollars Dollars 
 Dollars
2:h, -80 1O 285,473 
 100 
 270,796 
 100 
 316,408
6 100
,632 3.32 295,232
152,814 i00.
53.53 
 145,580* 
 53.76 167,032
2L,3 58 6.68 132.659 52.79 151,218 51.2246.47 125,216 
 46.24 149,376 47.21 
 4,01 48.78
 

7,798 2.98 
 6,566 2.30
13,L24 5:13 6,255 2.31
1,359 8,258
5.03 14,677 2.61 8,178 2.77
.3,325 15.41 5.42 18,826 5.95
47,902 16,78 18,344
4,920 1.88 147,091 17.39 6.21
 
4,254 55,530 17.55
1.49 4,766. 52,197 17.68
5,129 1.76 6,0431.96 5,42h 1.90 1.67 

1.91 5,078
4,52 1.72
5,664 1.79
f,9 5,698
2.17 6:081 1.93

,689 2.13 4-522
1.79 5,424 1.90 1.67 5,695 1.80
2,852 3,791 7,41o 2.51
1.09 2,398 1.4o 5,506 1.74
1,536 .69 .84 1,869 .69 6,082 2.06
 

* ;4,370 2,170 2,341
1.67 4,653 .76 1,869 .69 2,057 

.74 1,388 .47
1.63 3,006 1.11 .65 2,126
1,804 .57 .72
2,185 .74
90,937 
 34.77 99,231 
 34.76 92,368 34.11 
 111,724 35.31 
 108,676 37.06
30,381 11.91 
 33,428 
 11.71 
 32,848 
 12.13 
 37,652 
 11.90 
 35,338 11.91
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PROJECTING NEXT YEAR'S SALES
 

YEAR SALES 

$ 
Year 1 261,680 

Year 2 285,473 

Year 3 270,796 

Year 4 316,408 

Year 5 295,232 

Next Year 
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Sales
 
($000)
 

4oo
 

350
 

300
 

250
 

200
 

1 2 	 3 4 5 6
 

Years
 

FiGure 15.1. 
Sales for the past five years with projection for the next
 
year. 
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The next step is to begin arriving at the percentage allocations of 

each item to be applied to the sales estimate. Probably the more 

reasonable method is to take a three-year average-of each of the 

percentage allocations for each item (Table 15.2). Rather than arbi­

trarily applying this average, again judgement should be applied before 

applying the percentage to sales: Suppose cost of goods has been 48.05,
 

52.19, and 51.52 percent of sales, respectively, for the past three 

years, for an average of 50.59 percent. Since the cost of goods was 

above the average rate for the last two years, a cost of goods estimate 

of at least 51.50 or as high as 52.00 percent should be used unless 

there is reason to expect a sizeable improvement for the next year. 

After arriving at each of the percentages, they should be added and
 

adjustments made until the total adds to one .indred percent. 

Next,.the percentage for each item is multiplied by the estimated 

sales to arrive at the dollar estimate for each item. As a final check, 

the income statement for the past year should be placed side-by-side 

with the projected values and the differences between the past year and 

the projected values calculated. The differences, as estimated, can be 

individually studied as a final check. 

Reducing the projected changes to actual dollars in each case 

should be a familiar basis for serious evaluation of whether the pro­

jected itans are reasonable. If a particular dollar itaii appears out of 

line with what can be considered reasonable, the projected value should 

ly? adjusted. After all ,uch adjustnents have been made, the itclus 

should rf-,Idled. 

n((4) rl;ace expec ted of 

peri od I ,. 

Devy_i i i hii slhIe: aI. the ond projected 

r ela iv l , in11)1 e .t iI dev,, l I Iil, i Ico:uies Imeul.t , 
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1 -2 r z. n cf come t
'or the year ahead using past years
 income information.
 

"---h3 5 
 Average Projected 
 Year 5 Projected Projected
5 lnext 
.dollars year changeS 

or Sales----------------dlai
 . . . . . .
.1 1co 00 00 295,232 310,000
: .7 52.79 51.22 14,768
52.60 
 50.47 151,218 156,457 
 5,239
-S6.2. X7.21 48.78 47.40 49"53 l44,Ol4 153,543 9,529
 

.... . 2.61 2.77 2.56 
 2.96 8,178 9,176 
 998
5.L2 5.95 
 6.21 
 5:86 6.62 18,334 20,522 
 12,188

1.73...,.9 17.55 17.68 
 17.54 
 17.82 52,197 
 55 242 3,045

1-.76 1.91 1.72 
 1.80 1.78 5,078 "5 518 440 
..t7 1.79 1.93 1.80 2.06 5,698 6,386


- .. ,.o7j 688l.60 2.51 1.99 
 2.73 7,41o 8,463 
 1,053

-0.0 1.74 2.06 
 1.73 2.36 6,082 7,316 1,234
- ." -::e:. .67 .74 .47 .63 .63 1,388 1,953


.69 .65 .72 .69 
565 

.74 2,126 2,294 1681i-.es1.1 
 7 .74 .81 - 2,185 2,356 

-- 1 ex:enses 34.11 35.31 36.81 

171
 
35.41 
 38.46 108,676 119,226 
 10,550


12.13 11.90 11.97 
 11.98 
 iT "35,338 
 3-,37 "-1,021
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Considerable work may be expended without necessarily adding much ac­

curacy to the estimated balance sheet.
 

Perhaps the easiest method of deriving the balance sheet is to use
 

as a worksheet the three previous balance sheets with a column 
left 

blank to be completed for the projected balance sheet. The historical 

series of balance sheets is pr6sented in Table 15.3. From these data 

the projected balance sheet presented in Table 15.4 was developed.
 

Current assets may be more-or-less evident trends. If sales have been
 

rising, cash on hand, inventory, and accounts receivable are likely to
 

be rising.
 

Fixed assets require adjustments. The depreciation estimated in
 

the income statement is subtracted from the appropriate fixed asset 

items on the previous year's balance sheet. 
 Added to fixed assets are
 

the values of assets expected to be purchased during the year.
 

Current liabilities are estimated somewhat in the same manner as 

current assets. If there are installment paynents, the value as of the 

balance sheet data can be calculated exactly since tihc Periodic payments 

are known. If some of the new assets will be tinanced on a short-term 

basis, they should be added.
 

Fixed liabilities should be relatively simply to project since most 

it ow, are likely to be murtg ages or uther such predictable fixed ob­

lig.] Lions . Bin u I flexible nature might wyell be predicted on the 

of, ixpeo(t.id im-i0i 1". 

11w hudltili Iroc,',. o w,, :(*i'm; iwt u)IltcS. Fi ;,i tI t t tnt'e 
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.at:e :-.3. 21.1&nceeheets for the past five years, in actual dollars and as percentages.
 

December 31 December 31 December 31 December 31 December 31 
Year 1 Year 2 Year 3 Year 4 Yeir 5 

dollars 1 dollars % dollars % dollars dollars 

Cah 2,874 2.0 3,122 2.1 3,576 2.1 4,hO8 2.5 4,223 2.4 

:rentor 22,838 16.4 24,308 16.5 27.113 16.2 31,819 18.1 34,082 19.5 

A:=..nt3 receivable l..01 2. 4,223 2.9 5,8T . 8.123 4.6 9,239 5. 

Ttal current 29.753 21.3 31,653 21.5 37,168 21.1 44,350 25.2 47,544 2T.2 

Fea estate and buildings 97,175 69.7 96,O51 65.1 115,319 6T.5 113,785 64.6 110,008 62.8 

4,O18 2.9 9,20. 6.2 8,382 4.9 8,079 4.6 7,870 4.5 

E-,u'pne,.tand fixtures 8,1468 6.1 i0.563 7-2!. 10.001 5. 9.812 .6 9,579
2 .5 

-tal fixed .l09,661 78.7 115,782 18.5 133,105 78.3 131,676 74.8 127,457 72.8 

.0TAL ASS1=S 139,414 100.0 147,435 100.0 10,873 100.0 176,026 100.0 175,001 100.0 

Current 

A-:oute _,-'ble 3,019 2.2 3,112. 2.1 4,529 2.7 7,804 4.5 6.589 3.8 

:;ctes payable 2.000 1.1. 1J50 1.0 - - 2,000 1.1 1,000 0.6 

:zte, current 5,019 3.6 4,612 3.1 4,529 2.7 9,804 5.6 7,589 4.4 

orgasie (1st part) 25,218 18.1 24,126 16.4 22,817 13.4 .21,342 12.1 19,504 11.1 

xr:ortge (2nd par) 40,543 29.1 38,842 26.3 36,973 21.6 33,945 19.3 31,658 18.1 

Mzrtagte (Lot #3) . - 20500 12.0 18.000 10.2 16.00o 9.1 

:Ot&l fixed 65,761 47.2 62,968 42.7 80,290 47.0 73,287 41.6 67,162 38.3 

TOTAL LIUILITIES 70,780 50.8 67,580 45.8 84,819 49.7 83,091 47.2 , 74,751 12.7 

68,634 49.2 79,855 54.2 6,o5h 50.3 92,935 52.8 100,250 57.3 

.a-?LUS 117'; WORTH 139,.14 100.0 147,35 100.0 170,873 100.0 116,026 100.0 175,001 100.0 
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Table 15.4 Projection of the balance sheet for the year ahead using data from previous years' balance sheets.
 

Projected 

December 31 - ecember 31 December 31 December 3T 
Item Year 3 

-------------
Year 4 

dollars-
Year 5 Year 6 

ASSETS 
Current 

Cash 3,576 h,408 4,223 h,500 

Inventory 27,713 31,819 34,082 36,000 

Amount ic:civable 5,879 8,123 9,239 9,500 

Total current 37,168 44,350 47,544 50,000 

Fixed 

Real estate and buildings 115,319 113,785 110,008 io6,ooo 

Vehicles 8,382 8,079 7,870 7,000 

Equipment and fixtures 10,00 9,812 9,5T9 10,000 

Total fixed 133,705 131,676 127,457 123,000 

TOTAL ASSETS 170,873 176,026 175,001 173,000 

LIABILITIa, 

Currcnt 

Accounts payable 4,529 7,804 6,589 8,000 

Notes payable -- 2,000 1,000 2,000 

Total current 4,529 9,804 7,589 10,000 

Fixed 

Mortgage (Ist part 22,817 21,342 19,504 17,500 

Wirtga6e (2:idpart) 36,973 33,9L5 31,658 29,500 

Mortgage (Lot #3) 20,500 18,C)OO 6o 100 

Total fixed 80,290 73,287 67,162 61,000 

Ort-1 IIABILITIM3 64,819 .83,091 74,751 71,000 

Nu:r woiimi 86,054 92,935 100,250 102,000 

IIAB}I.ITI!l Lm N1:' WO1TH 170,873 176,0- 175,001 173,000 



57 

expected to get there. Thus, budgeting helps to set goals. However, to 

help those responsible for financial matters such as managing operating 

funds, additional planning is required to develop detailed expectations 

on a month-by-month basis for the year ahead. 

Estimating Cash Flows
 

In order to make optimum use of -perating funds during the year, 

projections of sales and expenses are needed on a monthly basis. Know­

ing when income is expected to exceed expenses and vise versa can aid 

the manager in knowing when bills can be paid and when there are not 

sufficient 
funds on hand. A very useful part of the projection process
 

is details on non-periodic bills such as insurance and mortgage pay­

ments. With these details, management can decide when to use delayed 

billing, take trade discounts, save for unusual payments, etc. 

In order to estimate the cash flow situation on a monthly basis, 

the annual projection for the year ahead must be allocated among months 

(Table 15.5). This monthly breakdown is generally done on the basis of 

past years' data. In order to make the estimates, the sales for each 

month during the previous three years are added. Then each of these 

three-month totals are divided by the total sales for the three years. 

The resulting figures when multiplied by 100 represents the average 

percentage of sales occurring each iionth.
 

1hese monthly proportions of 
 sales may he 1iulti plied directly by 

Lh' lrWO)ct Lnnual sa1lesM to (jive d, estimate of monthly sales. low­

'i ::hi V In pp 1i1 :Irllh141 1he l. t b "l f'ur( 
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.. . cthy inco=me for.the next year. 

en. Feb. Mar. Apr. May June July Aug. Sept. Oct. 
Total Percent

Nov. Dec. for Year of sales 

dollar.sn 

1.5 10 20,460 30,380 39,990 
 36,270 23,870 
 22,630 23,870 
 25,730 22,320 
 18,600 31,310
:,275 10,216 15,170 19,965 18,108 11,918 11,299 11,918 12,846 11,144 
31C,000 100


9,287 15,634 154,800 49.94
 
:,295 I0,244 15.210 
 20,025 18,162 
 11,952 11,331 
 11,952 12,884 
 11,176 9,313 
 15,678 155,200 50.16
 

767 767 767 
 767 767 767 
 767 7 762,070 960 1,350 7 76 767 767. 767 9,200 2.972,010 2,650

2.590 2,4O 1,580 1,490 1,580
3,61,0 5,1410 1,700 1,48O
7,120 6,470 4,250 4,030 1,230 20,500 6.61
260 4,250 4,580370 550 3,970 3,310 5,580
720 650 430 410 55,200 17;81
6o 300 420 630 130 470 400 31O 


:lo 830 750 490 470 570 5,600 1.81
,lo 1,000 560 O0 490 530 160 380
650 650 6,100 2.C7
-,c 620 510
LSO 720 620 700 
IC) 

940 850 560 530 560 610 
830 8,500 2.74


130 200 530 40o
260 230 150 740 7,300 2.26
150 150 170 
 140 120 
 200 2,000 .65
11o 150 240 S-310 28 _180 - 1,150 1,150 ­10 2,300 ..7-4
200 170 140 
 21o 
 2 LOO
1067N37178737 
 d,977 
 9637e58 2,767 4,513 8,,77 10,837
6,278 4,515 2,065 2,594 32,975 2,127 
 2,1419 
 6 ,841 35,800 11.63
 
..- :...•ses Vere derive! frc- the projected annual total on basis of the monthly proportion of slaes for the past three years. 
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Once the monthly sales have been estimated, the individual items 
can be estimated using the percentages used on an annual basis. How­

ever, the expense items are not likely to occur in exactly the same 
proportions to sales each month so theusing annual proportions will 
likely inject errors in the individual monthly expense items. For 
example, items such as depreciation are likely to be more-or-less con­
stant aach month unlessmajor depreciable items change. Since taxes are 
mostly sales taxes for the previous month's sales, the projected pro­
portion of sales which are taxes may be applied to the previous month's 
sales to estimate a particular month's taxes. Salaries for regular
 

employees are, of course, fixed except for any anticipated adjustments 

in levels. Normally, seasonal increases in sales are handled by in­
creased use of part-time help. Therefore, salary estimates for slack 
sale months should not be lower than the expected payroll. Once this 

level is estimated, the balance of the salary expense can be estimated 

from the monthly sales. 

Advertising costs probably follow the actual expenditure by a month 
when the bill is paid. Many managers do their advertising in re­
lationship to seasonal sales. Others advertise when sales are expected 
to be at low levels. The monthly proportions of advertising for past 
years may be used to allocate advertising expenditures. 

Utility expenses normally are greatest during winter summerand 
months. Actual payment of the bills may lag the use of the utilities. 

Insurance, unless paid in monthly installments, will likely cone in 

a few large in.nrulem ts. lhe previous year's records provide a good 

basis for alloncatiniq the projected nmmual amnuint mi]r ss changes iml unit 

c' -A I FFl, r'. .11-1, IC ipt)" V , Ill[Ic i. 
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expense category conmay tain fewa items whose time of 
payment can be forecast. Mostly this category is a group of mis­

cellaneous items whose amount and item cannot be accurately estimated. 

Items such as vehicles, supplies, buying expense, and other ex-

The other 

penses can be estimated using the annually projected proportions of 

sales. 

After completing these Calculations, some adjustments will be 

necessary to make the monthly estimates add to give the projected annual 

totals. Judgement is necessary to bring the subtotals in agreement with 

the annual totals.
 

With the monthly estimates of income completed, monthly cash flow 

projections become relatively simple. A form for recording the garden 

center's projected cash flows is presented as Table 15.6. Several items 

require some approximating but most can be taken directly from the 

income projections. In order to estimate receipts from accounts re­

ceivable, the proportion of total sales which will be credit must be 

estimated. Since the amount of accounts receivable collected in a given 

month is related to credit the previous month, accounts receivables 

collected are lagged by one month. 

Purchases, of course, proceed sales; however, payment for purchases 

will roughly match up with sales. Unusual arrangements for payment of 

purchases such as delayed b) I ;ng until later in the season must be 

considered. Estimating the amount of purchases is mostly a matter of 

estimating the proportion of sales made up by purchases and multiplying 

this proportiur by sales. If unusual arrangements have been made for 

paying froiti somel purchi ses, the monthly purchase costs must be reduced 



1 - - - -- - - ----2 - ------------------12 ---­---Total---­
- Est-te Actual Estimate Actual Esite Aetultl Estimate Actual 

:" ; <: S'art of .--. nth) - . -' _____ _____ 

-:::': flC-.zutl rece±vnble- - - ' ' 

rrI 

C-,-., , _ _ _ 

.-. = I 1 ... ,11________ ____ _____ 

m n. -c 

r . . t.e 
I __ __' __ 

I - " _ 

'4 --.... , - - - - ... _ __ 

rvl 

[ ___ _ _ _ _ __-_ _ I_ _ _- - -]. - -­ ,_ - t_,_ 

7:eiva --c, 0E of nh) 
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for months of no payment and increased for those months in which the 

payment or payments will be made.
 

The next group of items for which cash is paid out is the usual 

cash expenses. Depreciation, of course, is not among this group because 

it does not represent specifically a cash outflow. The paid out sub­

total then includes the usual expense items contained on income state­

ments less depreciation plus merchandise purchases. 

The "cash paid out" items appearing below the subtotal are those 

not normally considered as expenses to the business but do represent
 

cash outflows. Loan principal 
payments do not represent an expense to
 

the business. Interest on operating loans does 
represent a current
 

expense and is included in the expense subtotal. Interest paid may be
 

included as 
a current expense or may be considered as representing an 

expense outside the business and handled as a deduction on the owner's 

income tax return depending upon the legal situation of the business. 

When comparing the records of the business against those of other garden 

centers, the latter method is tn be preferred. By keeping interest on 

longer terns loans the all canoutside business, businesses be con­

sidered on a comparable basis regardless of the amount or 
debt. 

Capital purchases represent the amount to be paid out. If only a
 

down-payment is to 
be paid, only this amount is included. 

The reserve arid/or escrow category provides for setting aside or 

accuiulating of funds. Some businesses regularly set aside money to 

ease the Iorden of Idryer layents. Itans such as insurance, taxes-in­

cluding both reil esta to ind incolle, and major c piti liurchasoY; Iiiay fit 

ilnt) this r-a I(eJory. 1Jowci,itio() writtel of I (III xpense may Ill ,x ac-
C IJ111,11 1 " I i ll , l lil n q ,1r w, ,or v fi l h ) r e l l i ' I ,l, l . -I h pr ' :~l , d 
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The owner's withdrawals represent outflow but not an expense unless 

the business has been incorporated. In the case of a corporation, the 

owner's withdrawals generally occur as a salary and is included with 
other salaries. One purpose of withdrawals is to pay estimated income 

tax installments. Federal income taxes represent cost to the owners. 

Once the monthly cash flow situation has been estimated, plans can
 

be made to make optimum use of funds. Surpluses can be applied to
 

debts, o build up inventories, or if no other productive use can be
 

found for these funds, they can be 
placed in a savings account to earn
 

interest. If there are expected to be periods of shortages of cash,
 

plans can 
be made to arrange for loans and plan their repayment.
 

Checking Performance
 

Another task of the financial manager is to set goals for the
 

business and check the performance toward these goals. The budgeting
 

and projecting 
of cash flows in the previous section represent measures
 

of setting standards. Following through the year comparing the actual
 

records with the projections measures performance in those categories.
 

Many points may be found a garden center to
in check performance.
 

Goals may not be specifically set in all cases but past performances may
 

be used for reference points. 
 For example, based on sales projections
 

for a particular month, sales must average $1,000 per day. 
 Each day's 

sales may be canpared with the $1,000 goal, or knowing that the pro­

jection of $1,000 per day represents a 10 percent increase above the 

same month the previous year, sales each day may be compared with sales 

the same day a year earlier. 

The nuwmher of plac(e- alld ways to chock )erionuarnce depends upon the
 

lhlO ilit 1loll(If th, pi'r',o relpl( sihil, fil check iii i1 . So)me oif the more
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common and/or more important places to check the performance on an
 

economic basis are sales, net profits, gross profits, sales per clerk,
 

size of sale, and number of sales per day.
 

After holding sales improvement sessions for the sales clerks, the
 

manager is interested in measuring the effect of the training sessions.
 

The best method to do so is to compare the average amount of each sale
 

after the training session with the average amount before. Also, there
 

is interest in checking the effect of-major advertising programs. Means
 

must be found to measure the effectiveness of the programs. 

Physical goals are set and checked for items such as Easter l1l­

lies, Christmas trees, poinsettias, sets of patio furniture, and lawn 

mowers purchased and sold. Often 
times physical joals are expressed in
 

terms of units produced per time period.
 

Other methods of checking selected parts of the business may be
 

both physical and economic. For example, many landscaping departments
 

use a reconciliation system to 
check each job bidded and installed. An
 

example of a form to check such performance is presented as Table 15.7. 

The bid is made of an estimate of the materials, professional and land­

scaping labor, and any other costs expected to be expended on the job. 

The bid may be given to the customer in an abbreviated form, but the 

actual inputs on the job are checked back on the same basis as the bid. 

This procedure checks the ability of the bidder to anticipate all as­

pects of performing the job. Using this procedure indicates how well 

the bidder- performs each time, and if the deviations in actual perfor­

mance from the bid are considered too great, the process of continuing 

to check back should improve the bidding procedure. 
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,le 15.7 Bid and reconciliation fot landcaplng. 

Location 

:e Begun Date Finished 

Bid$ Actual$ Difference$ 

;eri als 

Ilants 

?eat 

lark. Mlch 

3ark, Decor 

?ertilizer 

3erbicide 

other 

other 

other 

placement 

Subtotal 

ondscaper 
lir.a- tO HrsJ $ $ 

Cosultations'( )Datee$.......jw--

Design ( _ )Date e$ /hr. 

Supervision & Installation ( )Date $__ r. - -­

Check-back ( )Date e -

__ 

Lbor-- /hr. 

Installation 

Replacement ___ 

Subtotal 

-hicles fi .$ei/ $k p. $" $ 

Consultation &design 

Installation -- -­ ___ 

_ 
Check-backs 

__ __ 

Replacement 

Subtotal 

:quipmcnt Ure. $ Hrs. $ $ 

(Specify) 6i ,hr. 

(specify) $ hr. 

(Spcify) e _hr. 

rutot l 
XX ____ XX ____ _______ 

.:otai 

f,,rall tItr, ..' ci t,e ith thr Job. -/Shtiv on Lid sheet wn n single tiNgtre under 1.ltor. -/ clud" cot­
;nct tire si{mrrt with CuO.tof,,,.l i.CO... :;Ilt I tttjtI', oi . - /hould corr,,!,,rud to 

"/ t ot{'tinI i]l ,:*' no,,,'l t*', with jolt. 

o//,cc-ntt tin-' Inrt-tinn, lbor is on 1,ty roil. 
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One of the more important checks on performance involved pricing of 

merchandise. Chapter X is devoted to that subject, but from a financial 

analysis point of view, prices should be analyzed to see if they meet 

the objective of maximizing profits. As is discussed in detail in
 

Chapter X, not all merchandise can be expected to contribute equally to
 

profits, but costs of operating the garden center should be sufficiently
 

well known that the cost of purchasing and selling each item of mer­

chandise can be estimated to determine whether the pricing objectives
 

are being realized. If manufacturer or supplier suggested retail price 

or usual trade mark-ups are being used, costs of handlir.g each item for 

the garden center should be estimated to decide whether the pricing 

methods are acceptable.
 

While setting goals and checking performance to determine whether 

the goals were reached may end in a "yes" or "no", the financial sit­

uation requires more detailed analysis. 

Financial Analysis 

The usual concept of financial analysis consists of the familiar 

ratio analysis. However, the evaluation of the business should not be 

limited to the usual ratio analysis alone. Two additional evaluations 

consist of (1) checking the garden center's financial progress over time 

and (2)comparing the business' performance against other garden cent­

ers. Since ratio analyses can best be described with an example, the 

other types of analyses are described first and the data used for these 

two analyses are developed for the ratio analysis. 
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Comparison Over Time 
The data contained in Table 15.1 represent such a historical com­

parison of the income statements. Often there is a tendency to only 
compare the dollar change items time.in over Of course, in order to 
ascertain the relative importance of the business, the actual dollar 
level 
of profits is of upmost importance. However, to measure progress
 
toward achieving an efficient business, the percentages of sales provide 
a better comparative measure over time.
 

In terms of efficiency the gross profit situation has somewhat 
steadily improved from 46.68 to 48.78 percent of sales by the fifth 
year. The increased cost of salaries relative to sales slightly more 
than offset the efficiency gained in gross margins. 
 The reason for this
 
somewhat rapid rise in the salary category should be carefully con­
sidered. Were salaries increased too rapidly? Was too much labor 
hired? Was it because of minimum wages? Was it because as the business 
grew the owner-manager had 
less time to sell and had to replace himself
 
as a clerk as he became more of a manager? Regardless of the reason or
 
reasons, obviously, salaries are 
 a very important item to vatch closely
 
because in centers
garden salaries rank second only to the merchandise
 

in terms of costs.
 

All expense items should be 
 carefully examined over time. A sav­
ings of one 
percent of sales in terms of expenses is the same regardless 
of whlich expense category from which the savings arises. Some expense 
itens may be expected to decrease in percentage terms as the volume of 
sales increases simply because of the amount of the total ex­
penditure does'iIt change much regardless of sales. If generally the 
s,1m1e physica]l facilities are used over I ime , depreciation and rent would 
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decreaseAas the volumie of sales increases. Also, in the example il­

lustrated in Table 15.1, buying expense fell in dollar terms and as a
 

percentage of sales as trade sources became established. Less trips to 

markets and producers were required, and when travel was incurred, 

larger orders were placed. 

The ratio analysis presents a better evaluation of whether profits 

are reasonable, but an examination of the change in profits is of some 

value. Assuming the owner-manager has not been including his drawings 

from the business in the salary category, the profit category represents
 

his earnings for the value of his labor and management plus the earnings
 

on his money invested in the business. In order to keep the proper
 

prospective, the increased 
profits should also reflect an increase from 

any increase in the value of his management and increases in the value 

of his investment. A stable level of profit over time means the owner
 

is not receiving more for his management and his money invested 
 even 

though in the latter case he is paying off the mortgage. 

Taking this analysis of profits over time further, increasing
 

profits are necessary just to take home the same earning for the owner's
 

managenent 
and labor if real estate values continue to rise and if
 

inflation is a factor. 
 Inflation adds another dimension to this problem 

in that inureases ii profits because of inflation are taxed at higher 

rates than if profit levels were lower. Therefore, earnings as measured 

by profits, should be considered for what they represent and just innot 

dollar changes fron year to year. 

Observing the balance sheet over a period of years provides a basis 

for chocking pr)qrss (labl1,e 15.3). The key f igures are the value of 

a.: V , dM liti ow(i ( Iii i ,,) th1 ,I ie , r h wnnr ,er i ty (not. worth) 
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Converting the data to percentages expresses the values as a ratio of 

assets. One of the more often used of these numbers is the percentage 

of the business which is owned. 

Again as for observing the income statements over time, inflation 

and increasing real estate values should be considered in analyzing the 

historical balance sheets. Values of assets and liabilities are entered 

in the balance sheet at the current values at the time of the trans­

action. After a few years of rapidly rising real estate values, the 

balance sheet does not realistically reflect asset market values. (Of 

course, the value of debts remains fixed). For some purposes, valuing 

assets at current market value is a useful exercise. Two such events in 

which current market values are needed are for estate planning and when 

maximum equity is needed for additional financing. 

Comparison With Others 

Another useful foin of analysis is to compare the financial sit­

uation for the business under consideration with that of other similar 

businesses. However, such comparisons should be used with as much 

infonnation as possible and with the other types of financial analyses. 

Conparisons are most valid when the garden centers are similar types and 

voltmes of business. 

Before ccaparisons are made, all efforts should be made to insure 

that conparable accounting procedures have been applied to the busi­

nesses tx ino coipared. The two places in which the greatest differences 

are likely to occur in accounting involve the handling of the owner­

manager's salar) and tile charge for the use of the physical facilities. 
hr the lit,.r situatin , in ono cas, practially all oif the facilities 
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are rented while in the next everything is owned. The solution is to 

adjust the accounting system to a common method.
 

Perhaps the more logical system is to add the owner-manager's 

salary in as an expense if not already included. Regardless, of how 

much was withdrawn, the amount uses should reflect the value of the 

contribution made to the busi-ess. If other family members worked 

without compensation, the owner-manager salary should realistically 

reflect this also. 

In order to handle the facilitiy cost problem, those businesses not 

renting the land and buildings should make a charge reflecting what such 

rent would be for the real estate being used. This estimate requires an 

estimate of the current market value of the 
facilities. Interest paid
 

on mortgages and other long-term obligations should be excluded from 

expenses. Interest on short-term loans such as those for operating 

funds is included. 

The data for the last year of operation contained in Table 15.1, 

after being adjusted, are presented in Table 15.8. 

Similar adjustments are needed for the balance sheet when not 

developed on the same basis. Data presented in Table 15.9 represent an 

adjustmet on the balance sheet data for Year 5 showed in Table 15.3. 

The adjustment in this case represents taking the garden center out of 

the real estate business. 

Now that data have been made available on the correct basis and 

converted to a percentage to facilitate conparison, the problen is to 

locate the neLNe similar infonuation for other garden centers. Garden 

centers as an identifiable type of business are relatively new conpared 
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Table 15.8. Adjustment of the 
income statement- for Year 5to reflect payment of-owner'ssalary and to place physical
facilities on a rental basis. 

Before Adjustment 
 After Adjustment
Item 
 Dollars 
 % Dollars 

Sales 
 295,232 
 100 295,232 100 
Cost of Goods 151,218 
 51.22 151,218 51,22
 

Gross profits 
 144,o14 48.78 144 ,04 
 48.78
 

Expenses:
 

Depreciation 
 8,178 
 2.77 4,112 1.39
 
Rent 
 -
 - 12,000 4.07 
Taxes 
 18,3h4 6.21 
 16,838 5.70
 
Salaries 
 52,197 
 17.68 52,197 17.68
 
Owner's salary 


- - 20,000 6.77 
Vehicles 
 5,078 
 1.72 5,078 1.72
 
Advertisement 
 5,698 1.93 
 5,698 1.93
 
Utilities 
 7,4i0 2.51 
 7,hi0 2.51
 

Supplies 
 6,082 
 2.06 6,082 2.06
 
Buying expenses 1,388 .47 
 1,388 .47
 
Insurance 
 2,126 
 .72 1,508 .51
 
Other expenses .7h
2,185 
 2,185 
 .74
 

Total expenses '108,676 37.06 
 134,496 45.55
 
Profits 
 35,338 11.91 
 9,518 3.23
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Table 15.9. Adjustment of the balance sheet for Year 5 to reflect non­
-owned real estate. 

Before Adjustment 
 After Adjustment
Item Dollars 
 Dollars
 

ASSETS
 
Current
 
Cash 
 4,223 
 2.4 4,223
Inventory 6.5
34,082 
 19.5 34,082 52.5
Accounts Receivable 
 9239 
 9 239 14.2
Total Current 
 27.2 '3 
 73.2
 

Fixed 
Real Estate and
 

Buildings 
 110,008 
 62.8
Vehicles ­
T,870


Equipment and fixtures 
4.5 7,870 12.1
9 579 5.5 9 579 
 14.1
Total fixed 
 1 72o-8 


TOTAL ASSETS 
 175,001 
 100.0 64,993 100.0
 

LIABILITIES
 
Current

Accounts Payable 
 6,589 
 3.8 6,589 10.2
Notes Payable 
 1,000 
 .6 1 000 1.5Total Current 
 7,589 
 ---h 7,589 11.7 

Fixed
 
Mortgage (Ist part) 
 19,504 
 _
Mortgage (2nd part) 

11.1 

31,658 
 _
Mortgage (Lot #3) 

18.1 

16.000 
 9.1 -Total Fixed 
 -67,2 
 38.3 
 -

TOTAL LIABILITIES 
 74,751 
 .2.7 7,589 11.7
 
NM WORT11 100,250 
 57.3 57,404 88.3
 
LIABILITIES PLUS NET WORTH 
 175,001 
 100.0 6h,993 100.0
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with other types of businesses. Therefore, the desirable information 
for comparative purposes may not be readily available.
 

If the desirable information 
 is not already available, a systematic 
search of 
the state Cooperative Extension 
Service of the 
land-grant
 
university, the ornamental horticulture department of the agricultural 
experiment station of the land-grant university, state trade as­
sociations, and the various trade magazines should provide some help. 
The Small Business Administration may 
provide some help. The SBA's
 
Ratio Analsis for Small Business bulletin which is updated from time­
to-time describes some specific possibilities.
 

Some progressive garden 
 center managers work out arrangements with 
managers of similar type and size businesses in other cities to compare
financial data and other information. Possibilities for trading in­
formation is limited only by imagination of those involved. Some bus­
iness groups furnish financial information to a third party such as a 
menber of the Cooperative Extension Service staff who calculates aver­
ages or in some cases simply codes the individual business data so all
 
remain unidentified.
 

Some of the above type comparisons are in the form of ratios. 
Ratios are calculated for comparison over time for the particular bus­
iness and for comparison among businesses. However, ratio analysis
generally extends the evaluation process further than suggested to this 

point. 

Ratio Analysis 
Financial ratios provide a shorthand means of communicating in­

fonnation about a business. Ratios can provide valuable insights into a 
business but should not be relied upon alone to evaluate the business. 
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A single set of ratios may be of little value in themselves, but as they become available 
over time and ratios are made available for similar businesses improves their value. 

Financial ratios are classified by their sources of data. First, balance sheet ratios indicate 
how the business stood at a given point in time. Second, income statement ratios indicate 
the results of operating the business for a period of time. Third, are those ratios
 
composed of items from both the balance sheet and the 
 income statement. 

There is no uni -ersal agreement among the experts on which ratios to use in a financial 
analysis. The ratios which follow, however are among the most widely used. 

The more popular balance sheet ratios indicate how the business can meet current
 
obligations and the proportion of the business owned. The first has to do with working
 
capital 
- the difference between current assets and current liabilities. The question being 
raised is, how the business would settle up if current debts must suddenly be paid. The 
ratio between these items is referred to as the current ratio 

Current ratio Current assets 

Current liabilities 

= $ 47,544 = 6.3 

$ 7,589 

Some would argue that the inventory might have little immediate value, so inventory 
should be omitted. This modification is : 

Acid -test ratio Current assets - inventoy 

Current liabilities 

- $ 13,462 = 1.8 

$ 7,589 

This ratio implies that the owner's capital is tied up in fixed investments such as real 
estate and eqliIpiniin. 
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Many consider a current ratio of 2:1 as a minimum acceptable level. 
Others would argue that some inventories cannot be readily converted to 
cash to settle immediate debts, thus, the need for the acid-test ratio. 
If the items left in current assets after removing inventory and other
 
slow moving items are readily marketable, a 1:1 acid-test ratio is 
acceptable.
 

For long-term questions, solvency ratios are calculated. Holders
 
of debts are more interested in questions of what 
proportion of the
 
business is owned. These measures indicate how the lender would fare in 
the event of business failure. 

The ratios might be expressed in a number of ways but perhaps the 
more straightforward is: 

Solvency Net worth
 
Total assets 

$100,250 
$175,00 57 or 57 

The 57 percent represents ownership of the total assets.
 
An alternative is:
 

Solvency Total debt 
Net worth 

-	 $ 74,751 = $0025(0 75 = 75%
 

Thus 75 percent of net worth is owed to others.
 
Still another measure 
 of solvency is the relationship between fixed 

assets and net worth: 

Solvency = Fixed assets
 
Net worth
 

_ 	$127,457
 
$100,250 1.27 or 127%
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Actually the percentages as a proportion of sales contained in Table 15.5 are ratios from 
the income statements. Expressing items from the income statement as a percentage of 
sales is a popular method for analyzing a businesses' performance over time and in 

relationship to others. 

The most popular of these ratios is the one which measures net profit
 

Net profit = Net profit
 

Sales
 

= $ 35,338 = .119 or 11.9 %
 

$ 295,232
 

Another often calculated income statement ratio is the gross profit or gross margin as it is 

often called as a percent of sales : 

Gross profit = Sales - cost of goods 

Soles 

$ 295,232 - $ 151,218 = .488 or48.8 % 

$ 295,232 

Similarly, other items are expressed as a percentage of sales. 

Two of the other more commonly used ones for garden centers are salary and 

advertisement costs : 

Salary cost = salary expenses 

sales 

= $ 52,197 = .177 or 17.7 % 

$ 295,232 

Advertising cost = advertising expenses 

sales 

= $ 5,698 = .019 or 1.9 % 

$ 295,232 

Acceptable income statcnent ratios are often tossed around as if they are firm values 

which must he met in order to le successful. 
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However, the circumstances behind the scene must be known before in­
terpreting the ratios. For example, suppose one garden center produces
its bedding plants, purchases foliage plants for growing out, and plants
its hanging baskets. Another garden center purchases all its plant
materials ready for sale. The first business will likely show rel­a 
atively high gross profit but also a high salary cost. The second 
garden center will tend toward a lower gross profit and lower salary 
cost. 

Often recommendations are made on advertising expenditures in
relation to sales. Generally, these recommendations are for advertising 
to consist of 2-3 percent of sales or more. 
No consideration isgiven

to differences 
in the cost of advertising among different locations.
 
With wide differences in advertising rates, the same number of dollars 
purchases wide differences in public exposure.
 

Some 
 of the more useful ratios require data from both the income 
statement and the balance sheet. 
 Perhaps the best measure of profits or
 
returns on investment is the ratio of profits to net worth: 

Profit on equity = Profit 

= 35,338

$100,250 = .352 or 35.2%
 

If profits do not include a charge for the 
 owner-manager and other
 
unpaid family labor, 
 the above ratio should be adjusted:
 

Profit on equity Profit charge
- for owner's laborNet worth 

$35,338- $20,000.
 
The $100,250 - .153 or 15.3%
15.3 percent represents the ratio of earnings on the owner's 

investilent in the business and can be cuaupared directly to alternative 
rate', of returis Mlich Iliolht. Ib earne. hus, the measure lpeIrs to be 
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the perfect measure of profits; however, if asset market values are 
substantially different from the accounting values on the financial 
statement, a more meaningful ratio can be obtained after adjusting net 
worth to current market values. 
 All of the above measures are dependent
 
upon interest on long-teini debt not being included among expenses. 

Another ratio used for comparative purposes is average inventory 
turnover. The calculation may be made from several balance sheet items, 
but sales and an estimate 'ifthe bverage inventory over the period 
covered by sales is as good as any. For example, the average inventory 
to go with sales for Year 5 from Table 15.1 is derived from ending 
inventories for Years 4 and 5 of $31,819 and $34,082, respectively, from 
Table 15.3.
 

Inventory turnover Sales
 
Average inventory
 
$295,232
 

= $ 32, 9.0 times 

The ratio is for comparative purposes and is not intended to 
measure physical turnover. 

Another method of checking the efficiency of working capital in­
volves the average collection period on credit sales. Several methods
 
may be used to make the estimate. One method estimates average daily 
credit sales and divides this number into the average amount of accounts
 

receivable during the year: 
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Average daily credit sales : Credit sales for year
365 

$95,000
 
365 $260 

Average collection period Average accounts receivable 
Daily credit sales 

_ $8,681 

$260 3 
The figure represents the number of days that credit sales are tied 

up before being received. This figure should be compared with the 
garden center's policy on credit to determine whether the 33 days is 
good or bad. 

Summary 
The financial management part of the overall management role in­

volves having a finger on the pulse of those numbers which involve 
money. At least three specific activities can be identified as fitting
into this category: (1) budgeting or planning ahead which includes 
projecting cash 
flows, 


formance of the 

(2) setting 

business, and (3) 

standards and checking the per­

analyzing the business' finances. 
The individual responsible for financial management should guide 

the development of projected income statements and balance sheets for at 
least the year ahead. Then, to most efficiently use operating funds, 
these projections should be continued to produce an anticipated cash 
flow statenent for the months ahead. 

The financial manager is in the position, as projections are made,
to set financial goals for the business. These goals or objectives are 
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stated in a manner such that over time performance can be measured to 
determine if the goals were achieved.
 

Finally, comes the financial analysis. The business' 
 progress can 
be measured in many ways, but perhaps, three of the more meaningful 
methods are in terms of (a) comparing the garden center's records over 
time, (b) comparing its performance with other similar size and type of 
garden centers, and (c) computation of financial ratios for the usual 

analysis. 
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IV. DEVELOPING A COMPLETEBUSINESS PLAN 

For this section we shall follow very closely the excellent publication on writing 

business prepared by Djordjija Petkoski and Steven R. Dimitriyev for the world 

Bank.(copy included in your hand out). 

A. REASON FOR THE PLAN 

B. ELEMENTS OF THE BUSINESS PLAN
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Abstract 

This background note is one in the Series on Enterprise Management for Restructuring and Privatization 
in the Former Soviet Union (FSU). Although it is primarily intended to provide a broader theoretical 
context for the case studies on enterprise management in this series and to facilitate their use intraining, 
it also provides a detailed guideline op how to prepare a business plan. It can be easily adapted to 
specific applications depending on the size and natue of the business. The note addresses some of the 
key issues inbusiness planning and how to write a business plan: a description of the business/company, 
industry analysis, market analysis and strategy, operations/production plan/manufacturing/research and 
developmei, management of the organization, assessnt of the risk and financial plan (financial 
statements and prospectus). This note can be used in connection with Data Collection Forms: Packet 
for BusinessPlanningwhich is also published within this series. 
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Foreword 

Inlate 1991, -he Ecornmic Development Institute (EDI) initiated a program !s a part of a World Bankeffort to assist the republics ofthe FSU in the process of transition from a centrally-planned economy toa market economy. EDI's strategy inthe FSU has been to train trainers in a few areas considered criticalduring 	 the transition. This backgrqund note oneis 	 in the Series on Enterprise Management forRestructuring and Prtization in the Former Soviet Union (FSU) produced in tandem with the EDI 
trainers program by the same title. 

Enterprise reform is an integral part of overall macro-economic reform and a prerequisite for privatesector development and for developing an efficient and competitive market. The objective ofthe reformis to transform enterprises into profitable companies tha can compete in the domestic and internationalmarket. Under these conditions it is necessary for enterprises to thoroughly revit-w business strategy,ownership, corporate structure, managerial styles, financial structure, and other key managerial issues. 

The Trainers' Program on Enterprise Restructuring and Privatization was designed to address theseneeds and included participants from training institutions, privatization agencies, and enterprises.purpose was to generate indigenous training capacities in the FSU within 
Its 

a relatively short period oftime. The participation of enterprise managers provided operational feedback on the relevance of thetraining materials and topics covered, and made possible the development of case studies of their
enterprises. 

The program's objectives were: 
(a) 	 to strengthen the capabilities of management training institutions to (i) develop and

implement training programs in privatization and corporate management, (ii) provide
consulting services for restructuring and privatization, and (iii) prepare case studies for 
training;

(b) 	 to provide trainers with a set of practical skills in enterprise financial and
organizational analysis for restructuring and privatization: and(c) 	 to introduce the role L;f business planning and strategy in assessing the restructuring
and privatization options for an enterprise. 

Intensive work on cases linked to participating FSU enterprises was ofcritical importance to opening thedialogue among everyone involved in the transition - officials, academies, and managers. The cases
developed are significant because they were taken from the reality of the FSU experience. Particip.,ts
developed case studies from their own enterprises at the start of the training program and then updated
them throughout the program. 
 This provided continuous feedback on the relevance of the theoreticaltopics delivered, and a necessary framework for absorbing new concepts. 

Although this background note is primarily intended to provide a broader "theoretical" context for thecase studies on enterprise management in this series and to facilitate their use in training, it also providesa detailed guideline on how to prepare a business plan. It can be easily adapted to specific applicationsdepending on the size and nature of the business. The note addresses some of the key issues in businessplanning and how to write a business plan: a description of the business/company, industry analysis.market 	 analysis and strategy, operations/production plan/manufacturing/research and development.management of the organization, assessment of the risk and financial plan (financial statements and 
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prospectus). This note can be used in connection with Data Collection Forms: Packet for Business

Planning which isalsu published within this series.
 

Dr. Djordijia Petkosld is an Enterprise Restructuring Specialist in the Finance and Private Sector
Development Division of the Economic Development Institute of the World Bank. Dr. Petkoski directed
the program for Enterprise Management for Restructuring and Privatization inthe FSU. Mr. Steven R-Dimitnyev is an industry consultant The opinions expressed in this document are those of the authors
 
and are not necessarily those ofthe World Bank.
 

We wish to thank Ms. Lisa Griffih, Editorial Consultant, who contributed greatly to the completion of

this work.
 

Xavier L. Simon 
Chief 
Finance and Private Sector Development 
Economic Development Institute 

March 1994 
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1. Introduction 

No enterprise can operate profitably in a market ecornomy without a carefully prepared
business plan. The business plan explains in convincing detail how the enterprise's
management intends to manage the business so that it will produce acceptable rates of
profitability and returns on investment. In Lddition, because the plan requires constant
evaluation and refinement to reflect changing conditions, there must exist a process
within the enterprise that involves a broad mix of management personnel in the 
ongoing development and revision of the business plan. 

The need for a business plan is two-fold and its beneficiaries are both external and
internal to the enterprise's operations. On the e~ternal side, a properly developed
business plan can justify confidence of Investors and creditors in management's
capability to represent their interests competently, thus deserving their financial and
strategic support. Conversely, the absence of a well-thought out business plan and 
regular planning process is considered a vital deficiency of an enterprise and reflects
poorly on its management, which in rurn complicates the enterprise's ability to attract 
financial resources and achieve long-term viability in a competitive environment. 

The value of the business plan, however," Is not limited to convincing investors, 
owners, and creditors that the enterprise has a clearly definedstraegy for success and
deserves their support. It is of particular value to the management personnel
themselves, for whom the plan serves as the reference for all future strategic directions
and ac.ivides in support of the goals of thh enterprise. The business plan contains veryclear definitions of the goals of the enterprise and how they are to be achieved over
time. Furthermore, the business plan serves as the foundation for planning and control
mechanisms used to manage the day-to-day operational and financial activities of the 
enterprise. 

In brief, the business plan is the critical starting point ani basis for all other planning
and execution activities of the enterprise. It is the single most important accumulation

of strategic information and management direction affecring the future performance of

the enterprise, and it describes the rationale 
 for actions undertaken in pursuit ofprofitability. It is expected that all subsequent budgetary, operational, and investment
behavior within the enterprise must be directly traceable to the guidelines and strategic
Intent outlined in the business plan. 

Finally, It Is worth emphasizing the following points: 

First. it should be clear that the business planning itself is in fact a test of the
management's knowledge and understanding of the overall business environment and
marketplace in which the enterprise operates. By forcing management to consider
specific characteristics and factors influencing the cornpetiTr "apabilities of their
enterprise. the business planning process serves to aIet .Aianagement to anydeficiencies in its own capabilities. Thus. the discipline required in developing good
business plans contributes to the self-education of management and the creation of 
effective management strategies. 
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Second, the work involved in business planning is significant. However, once a,planis produced, subsequent plans require less upfronc data collection since much of the
historical and descriptive dala can be carried over from one version of the plan to 
another. 

The value of the business plan depends on the quality of the information it contains andthe validity of any assumptions made. It is critical that the plan be prepared with anobjective, open mind and not rL.:'ect exaggerated or biased views of reality. While awell-prepared business plan is also a highly effective marketing tool, it must strive to 
prove to be credible and useful. Its credibility over time is directly indicative of thecompetence of the enterprise management, which is an issue of prime importance and
is closely scrutinized by investors. 

2. The Mechanics of Business Planning 

Successful company managers must deal effectively with constant change. Planningshould be an important part of any business operation. Good planning helps guide thecompany more steadily through a rapidly changing environment. In a number ofcompanies, even in market economies, real planting is not always fully accomplished.
There has been a tendency among many company managers to avoid planning. Thereaction often is that planning Is dull or boring and Is something only used by largecompanies. This may be an excuse and whu is often believed to be the real truth Is that some managers are afraid to plan. In most cases, either management believes they caneffectively run the company without the formal development of a business plan, or theplanning process becomes bogged down in bureaucracy. The fact Is that few company
managers are really interested in being intimately involved in planning, for they realizethat planning is a time-consuming function for which they believe they poorlyarequalified. Without good planning the company is likely to pay an enormous price. For
example, employees will not understand the company's goals how are
and they
expected to perform in their jubs. 

Planning in a large company is different from the planning needed in a smallercompany.' Regardless of size, each company should identify its strengths and plan to

capitalize on its advantages. The planning should be unique to the company. It must be
based 
on the careful analysis of all aspects of the business. The objectives of the company should be stated in terms of specific results, and plans must be measured andreviewed against timely and accurate management information, such as operatingresults, product and customers' profitability, ihventory and receivable positions, '.tc. 

The pro'-.!ss of business planning i3also a company self-appraisal activity. It is thisassessment aspect of business planning that makes the planning process so important
for any ongoing operaion. I: should be performed aon regular basis, even when
attracting additional finacing is not a factor. 

IFor example, a smaller company's pl.nning is much more susccptlble to the Impact of marketing andmanufacturing variations. On the other hand. the smaller company is probably more flexible and can bemore responsive to shifts in customer needs. the economy, and other variables. Smaller companies usually
should strive to excel in short.term planning. 

BEST AVAILABLE DOCUMENT 



The company self-appraisal, for example, may be performed in conjunction withestablishing an operations budget for the coming year. In coiiducting a company self­appraisal, the following questions should be answered: 
* What business is the company really in?
 
* 
 What skills in the company are valuable and unique?
• What is the company's position in the industry?

* 
 What Is the nature of the company's markets?
* What customers is the company serving? Where is the market? 
* What market share does the company want? When? 
* How do major customers view the company?

* 
 What Image changes would be desirable?
 
* 
 What major changes are likely:

in the company's present products and services? 
in the technology of the Liditstry? 
in the nature of the competition?

" What, if any, plans should the company have for product 
improvement? 

* What are the company's greatest strengths?
 
* 
 What are the company's greatest weaknesses? 
* What are the company's objectives for product improvement? 
S What business does the company want to be in, in three to five years?Will the company's objective require capital expenditures?

How can the company finance growth?* What specific steps does the company need take achieveto to its 
objectives? 

As a result of the management assessment, the objectives of the company may be moreclearly defined and stated. Also, the appraisal and planning process should put the
company in a position to 
better summarize strategies and tactics that will enable it to
reach these objectives. Realistic and specific goals should be set for all functions of the

business and should be based 
on industry, market, and company analyses. 

Before developing a business plan for a completely new project it is advisable to firstprepare a preliminary feasibility study on the project. Does it look reasonable? If yes,then some additional research should be done and a full feasibility study prepared.the company goals are met, the next step is to 
If 

develop a strategic plan designed toachieve the goals set. The plan ought to include -strategies for all relevant functions ofthe business. This is very important because the Implementation plans should bedeveloped and coordinated across functions and tied to projected completion dates. 

In determining the opei ating strategies in newachieving objectives, the following
questions should be answered: 

* What will be the effect on the current organization?
* Is a new business something that will support the company's mission?

Is being "in this business" appropriate for the company?
* Is the company ready to take on a new project? 
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* Does the company have the proper management, or must it recruit
* 	 What isthe likely impact-shor-range and long-range-on the financial 

statements? Can the company afford this course of action? 
* Can the company invest the time and money needed?
 
* 
 Can the company raise the necessary funds for implementation? How 

much will be needed? When? 
Does this strategy utilize the company's strengths and minimize its 
weaknesses? 

* How will the company let the employees and shareholders know? 
• Will the Board go along with the idea?
 
* 
 Are the Board and the staff on the same wavelength when it comes to 

risk? 
* 	 What will be the reaction of the company's bankers, stockholders, 

customers, and community?
 
" What is the probability of success, 
 and what must the company do to 

Improve its chances? 
* What is the risk of doing nothing? 
* 	 How long will implementation of the operating strategies require, and 

what will be the results? 
o 
 In what ways can the risks be imized? 
* 	 What If things go wrong? 
* When is the break-even for the products and/or services?
 
* 
 What would be the impact of outside forces such as changing customer 

demand, recession, government regulation, labor unrest, had 
competition? 

* When should the plan be reevaluated for possible revision? 

2.1 	 Business Planning Team 

The list of important questions goes on and on. It is critical that the company form a 
group, 	 i.e. a business planning team, to examine these important issues and report to
the Board. The team should include some or all of the following people:

" The CEO. The business planning team needs the head honcho. Even if 
the chief executive officer does not do the actual writing, he or she 
must be involved in the process. 

" The CFO. The chief financial officer (finance manager, or any other
title) needs to be involved. Having a talented "numbers" person in the 
group who can easily foresee the financial implications of management 
decisions is essential. 

" 	 Human resources management people are the key to he overall success
of the company. Therefore, a human resources management expert 
needs to be in the group.

* 	 Board Priusident. If the company has a board of directors. there is no 
substitute for having the head board person on the team. The company
needs (ie president's acceptance to make the implemenuation of the 
project succcssful. 
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"The Company Banker.' If the company will need a loan. it is prudent 
to involve the company banker In the project early. The company will 
get good advice and increase the banker's oivnership of the project, 
which may facilitate loans later. 

Putting together a skilled group Is one of the most important first steps in business 
planning. By using such a team, the company will come up with a better plan, lower 
risk, and increased chances of overall success. 

The business plan or some parts of it should be widely distributed for comments. 
Depending on the type of business, people with other skills (marketing, procurement, 
public relations, direct sales; labor, legal, and technical skills) can be added to the 
business planning team. Other outsiders could be added on an ad hoc basis if there is 
need for them; the process is a dynami c one and no one can predict all the needs up 
front. The group should set deadlines. The project should not be left up to the group. 
A lead person should be assigned who will be responsible for keeping the group on 
task, and a designated writer for the feasibility studies and the business plan. 

-In organizing the business planning team, it is important to consider Eie following 
point. With the obvious exception of the external resource, team members must be 
people with the authority and responsibllity for implementing and updating sections of 
the plan. They need to feel compleie ownership of the sections that they influenced or 
created. They should also be accountable for future performance in terms of achieving 
the goals In the plan. A business plan has little chance of success if the people 
participating In its development are not the same people responsible for -its 
implementation or are too far removed organizationally to be in full control of its 
implementation. For that reason, it is advisable that the team Include management 
representatives of all key functions of the organization. Furthermore, It is to be 
understood that the same people will be expected to provide timely reports to the chief 
executives on the status of implementation and achievement of goals of the plan. 

2.2 Updating the Plan 

The plan should be updated regularly. The most effective business plan can become our 
of date if conditions change. Environmental factors such as the economy, customers. 
new technology, and competition, and internal factors such as the loss or addition of 
key employees can change the direction of the business plan. Thus, it is important to 
be sensitive to changes in the company, industry, and market. If these changes are 
likely to impact the business plan, the management should determine what revisions are 
needed in it. Variance from the plan should be understood and evaluated and factored 
into management's understanding of its marketplace. In this manner, the manager can 
maintain targets and goals that are reasonable and maintain the business on a course 
that will increase its probability of success. 

In order to do this, an effective information system is needed. Many businesses suffer 
from a lack of management information. For example: 

4 Timely operating statements and balance sheets are often lacking; 
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2.3 

* Inventory records can be lacking or inaccurate;
* Tracking of waste, product shrinkage, and Inventory losses may not be 

in place;
* Product-cost accounting may not exist or may be our-of-date;
* Aging of receivables may be prepared late and not reviewed 8ycorporate management; old charges and credits basect on such agingsmay hinder clear analysis of receivables and potential losses; andProfitability by plat, office, key customer, and product may need to 

be determined and tracked. 
The fact that business plans are expected to be reviewed and adjusted as cond'tlonschange does not absolve management from having to demonstrate its ability toanticipate and assess these changes ahead of tlie. The difference between strong andweak management Isoften found in Its ability to foresee changes in conditions and theability to make correct stategic decizions based on Insightful predictions. 

Typical Sources of Iformation in Market-Eronomies 

* Small Business Administration 
* Department of Commerce 
* Federal Information centers 
* Bureau of Census
* State and municipal governments 
* Banks 
* Chambers of Commerce 
* Trade associations 
* Trade journals 
* Libraries 
* Universities and community colleges 

3. Business Plan 

A meaningful business plan and financial forecast are vital to any business, both asmanagement tools and as instruments to raise the necessary capital and financing. Thebusiness plan Isnot only useful to the company management as a planning documentbut is also an Important tool for obtalining financial resources from bankers, venturecapitalists, and other investors. Regardless of the financing method or the type ofcapital to be raised, virtually any lender, under'writer, venture capitalist, or privateinvestor will expect tr be presented with a meaningful business plan. Therefore;business pia.3 are prepred for both internal and external use. For internal use,business plans arealso prepared regularly by well-managed companiesmanagement as atool. For external use. business plans are prepared as a necessary part of:a) raising capital from potential investors, bankers, and other lenders; b) "goingpublic:" or c) a private sale of all or part of the company because It helps determinethe viability of the business in a designated market. It not only tests the validity of the 
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business opportunities but is employed to obtain financial resources from banks knd
private and professional investors. It will provide potential investors and lenders with 
detailed information on all aspects of the company's past and'current operations and 
provide future projections. 

For the company management, the plan helps define objectives and keep the business 
on target. It provides guidance to the management in developing, organizing, and 
implementing business activities. Preparation of the business plan provides the 
company management with the chance to test the consequences of different marketing,
financing, and management strategies and to perform sensitivity analyses on key
assumptions. The business plan should demonstrate that management Is committed to 
and understands Its business and It should be based on a set of common, well­
researched facts and assumptions. More precisely, It serves as a guide during the 
lifetime of the business. It isthe blueprint of the business and will provide maragement
with the tools for analysis and change. 

The business plan should be prepared in order to validate the feasibility of the business 
opportunity in a tiely manner. The business plianing process also provides a self. 
assessment of the top management. Usually, they think chat the new business is assured 
of success. However, the planning process forces them to bring objectivity to the Idea 
and reflect on such questions as: 

" Does the idea inake sense? 
* Will it work? 
• Who are the cus.tomers?
 
" Does it satisfy customer needs?
 
* What kind of protection can the company get against imitation by 

competitors?
 
" Can we manage such a business?
 
• Whom will we compete with? 

In this process, the management will be required to play out various scenarios and
consider obstacles that might prevent the new business from succeeding. The acting out 
of these scenarios allows the management to confront these obstacles ar.. plan-ways to 
avoid them. It may even be possible that, after preparing the business plan, the 
management realizes the obstAcles cannot be avoided or overcome. Hence the new 
business activities may be terminated while still on paper. Although this certainly is 
not the most desirable conclusion, It would be much better to terminate the butiness 
endeavor before investing further time. and money, than failing. The process of 
explaining and justifying financial projections will require an evaluation of all aspects
of the business and aswill serve a review of all potential problems. The forecast 
answers such critical questions as when the company will need the money, how it wlil
be used, and how it will be repaid. Even if some of the information is based on 
assumptions, the thinking process required to complete the plan is a valuable 
experience for the managers since it forces them to assess such things as cash flow and
cash rcquirements. In addition, the thinking process takes the company Itmo the future 
and considers important issues that could impair the road to success. Therefore, the 
planning process also can serve as a valuable exercise that should increase the chances 
of success cf the business, 
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The plan demonstrates the viability and potential of the business, as well as 
management knowledge and understanding of the variables necessary for successfully
attaining corporate objectives. It also provides the financier with a basis upon which to 
evaluate both the potential for return on the investment and the individuals who will 
manage 	the business. Potential Investors and lenders are very particular about what 
should 	 be Included in the business plan. Since the business plan Is the first
manifestation of management capabilities that the Investor sees, It-is Important that it
be carefully prepared. 

The depth and detail Inthe business plan depend on the size and scope of the business. 
A comnany planning to produce and market a new portable computer will need a much 
more comprehensive business plan, largely because of the nature of the product and 
market pursued. On the other hand, an enrrcpr~eneur who plans to open a retail video 
store will not need the comprehensive coverage required by a new computer
manufacturer. Thus, differences Inthe scope of the business plan may be dependent on
whether the business is a service, Involves manufacturIng, or is a consumer good or 
Industrial product. The size of the market, competition, and potential growth may also 
affect the scope of the business plan. 

4. 	 Business Plan Structure 

The following pages provide a suggested outline of the material that should be Included
 
in i business plan. Inraising capital from third parties, such as ven ure capitalists or'an
 
investment firm, who may have had little or no previous contact with the company, a 
formal business plan is the company's calling card. A principal purpose of a business 
plan when raising capital is to get the proposal read, so that the managers can take the 
next step. 

A business plan is unique to the company and, accordingly, the approach used and 
structure of plans varies considerably depending on the nature of the business, the 
specific purpose of the plan, and the individual requirements of the lender. A plan for.a
regional manufacturing firm would include different topics than a plan for a local 
service establishmnent. A plan aimed at attracti'ng financial resources might differ' In
emphasis from an internal document thu management will use as a guide for
implementation. Regardless of form, however, certain basic questions beshould 
addressed concisely and closely in considering the plan:

* Wha, is the company's business? While this may seem obvious, many
plans fail to tell the reader up front what business it's In, and With 
some'plans the reader is never certain. 

* 	 What are the company's objcctiveS? 
* 	 What are the strategy and tactics that will enable the company to reach 

those objectives?
* 	 How much financial and other resources will the company need, over 

what period and how will those funds and resources b! used? 
" 	 When and how will the money be paid back to the lenders and 

investors? 
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Certain caveats apply to all business plans. The following are certain "do's" and 
"don'ts" to consider when preparing a business plan: 

0 	 It should be brief, but it should include everything important to the 
business. A proposal of seven to ten typewritten pages, double spaced,
is often ideal. However, in some cases more detailed business plans are 
required, exceeding fifty typewritten pages. in any case, secondary
issues and Information should not be Included in the business plan. 
However, they should be prepared for later discussion. 

a Highly technical descriptions of products' processes, and operations 
should be avoided. Layperson's terms should be used. The business 
plan should be kept simple and complete. 

* The plan ought to be an honest analysis based on realistic assumptions.
The assumptions and projections should be well-researched and 
documented by reference to sources such as market surveys, industry
data, economic and population studies, and commitments of those who 
will do business with the company. Few Investors or lenders will risk 
funds based on unsupported or unrealistic plans. The business plan
shows Investors and lenders the quality and depth of the company's 
leadership and indicates maagement's ability to reach their stated 
goal. These factors lie at the heart of the decision to invest In the 
company. 

0 The company's, business risks should be discussed. The company's
credibility can be seriously damaged if existing risks and problems are 
discovered by outside parties on their own. 

a 	 Vauc or unsubstantiated statements should.not be made. For example, 
statements llk "the sales will double in the next year" or that "a new 
product line will be added" should be avoided. More specific 
explanr,,,i. !Z::essary. The statements should be substantiated with 
underlying data and .nrket information. 

6 	 The plan should be comprehensive and include discussions of the 
organization's strategies for taking advantage of unexpected
opportunities and for overcoming potential difficulties. 

0 	 Business plans and budgets for Internal use are more detailed that those 
presented to external users. Accordingly, internal documents should be 
summarized and properly structured to facilitate review by outside 
parties. 

• 	 The business plan should be enclosed In an attractive but not overdone 
cover. 

* 	 Extra copies of the plan should be provided to speed the review 
process.
 

Preparation of a business plan is a time consuming activity and the length of time 
needed depends on the type of business and the experience and knowledge of the 
managers. It should be comprehensive enough to give any potential investor a complete
picture 	and understanding of the business activity.. It will also help the manager clarify 
his or her thinking about the business. 
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Many managers incorrectly estimate the length of time (hat an effective plan will taketo prepare. Once the process has begun, however, the manager will realize that thelength of time and commitment are immense but that the process is invaluable insorting out die business functions of the company. 

5. 	 Cover Sheet - Introductory Page 

This is rue title page of the business plan. It should contain the following:

* 
 Name of the company 
* Company address
 
2 Company phone numbers
 
a Names, titles, addresses, phone numbers of owners/principals
* 	 Paragraph describing the company and the nature of the business* 	 Statement of financing needed. The company may offer a package, thatis, stock, debt, and so on. However, many venture capitalists prefer'to

structure this package in their own way." A statement cf the confidentiality of the report. This is for security 
purposes and is important for the company.2

* Month and year the business plan was prepared
" Name of the preparer(s) 

6. 	 Executive Summary 

This section of the business plan provides a brief, clear sumdary of what is containedin the business plan in print form. It states the goals and strategies of the business,emphasizes the uniqueness of the product or service and convinces lenders or Investorsto read the entire business plan. Serious investors receive dozens of business plans
every week, and they have more businesr falans and related material to read than he or
she can possibiy digest. Therefore, 
 this summary is used by the investor to determineif the business plan is worth reading in total. If the company writes 	 an executivesummary that "hooks" the investor, then the job is half 	finished. Itis consideredimportant by investors since they do not have to read through the entire plan todetermine the amount of investment needed. Thus, the summary would highlight in aconcise and convincing manner the key points in the business plan, financing needed,
market potential, and support as 
to why this support will be needed. Therefore, thesummary should clearly address the reasons why someone should invest In the 
company. 

The one to four page summary should be written after all the other sections of thebusiness plan have been completed. The summary should include brief statements on:" The business and its products or services 
" The market potential 

2One possible statement of confideniality is as follows: 'This report is confidential and is the properrdieco-owners 	 or
listed above. It is intended only for use by the persons to whom it is transmitted and anyreproduction or divulgence of any of it cntents without the prior consent of the company isprohibited." 
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* 	 The product and technology the company expects to capitalize on 
* 	 The track record and depth of the management team 
* 	 Abbreviated fimancial performance and projections 
* 	 Amount, uses, and terms for financing sought and the timing and 

method of repaying the financing 
If the purpose of the business plan is to raise equity capital, the surnmary should 
include the investor's estimated return on investment and the buyout plan (public 
offering, sale, or buyouz) the company expects to use. 

In what follows a more detailed description of the main blocks of a business plan is 
given. Some overlap in the contents of some of these blocks was unavoidable because 
their final context will depend on the structure of the business plans and the topics 
included in different blocks. In some cases, depending on the strategy selected for 
writing the business plan, overlapping between blocks cd:ild be a logical consequence 
of the need to facilitate the reading, i.e. understanding of the business plan. 

The key here is to prove that management understands what the most critical highlights 
of its business plan are and can express them concisely. Executive summaries that are 
too detailed and lengthy will not fulfill their purpose. Those that are too short and 
omit important points will also not be effective, and may mislead investors. Executive 
summaries project management's true feelings and attitudes about the plan's significant 
messages 

7. 	 The Business/The Company 

The company should be described in detail In this section of the business plan 
including its history, current status, and future projections. The key elements of this 
section include­

• 	 The company's operating history, present ownership, and future 
objectives 

* 	 The type of business (retail. manufacturing, service distribution) 
* 	 Description of the product(s) andlor service(s), including the product's 

function and uniqueness, patents, copyrights, or trademark status 
* 	 Outline of product(s) or service(s) in terms of their marketability 
* 	 Identification of business and the industry of which it Is a part (Tis 

identification should be specific as to the products or services 
provided, the market segments targeted, and the competitive 
environment.) 

* 	 The company's role within the industry and the trends in that industry 
* 	 Primary goal(s) of the business 
* 	 Reasons for going into business 
* 	 Past and anticipated changes in the form of organization 
* 	 Founders, principal investors, and managers 
* 	 Structure of organization 
* 	 Past achievements and current strengths 
* 	 Past problems and current weaknesses 
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Factors critical to the company's success and the potential problems 
and risks. 

* 	 Development work that has been completed tO this date 
* 	 Technology involved 
a 	 - Methods of record keeping-Wha accounting sy.'tem will be used?

Who will perform the record keeping? Is there a plan to help the 
company use these records in analyzing the business? 

* 	 Insurance-What kinds of insurance will be needed? What .Nill these 
cost and who will be the carrier? 

* 	 Security-Address security in terms of inventory control and theft of 
information 

* Is the building leased or owned? (state t4.rms)
 
a Location-Describe site and why 
 it was chosen. (If location is 

important to the marketing plan, focus on this in the marketing section 
of the business plan.) 

Because much of this data is historical and factual in nature, this section tends to use
much information from past businiess plans. Since it covers a broad range of company
information, this section tends to be best completed by the general manager rather than 
functional specialists 

8. 	 Product or Service 

In this 	section a full description of the product(s) or service(s) the company offers
should be included, with an analysis of Its competitive advantages and disadvantages.

• 	 Description f product(s) or service(s) including what are unique 
features and why they are unique 

" Brand names 
" Production and sales mix for product(s) or service(s) 
a Cost of sales and profit by product or service
 
* 
 Customers and end users for product(s) or service(s) 
* 	 Patents and proprietary features 
* 	 Strategic opportunities and plans for expanding or redesigning product 

or service lines (If product development is an important part of the 
business strategy, then a sub-section should be prepared: see below.)

* Projected changes in sales mix, cost of sales and profit by product or 
service and reasons for changes 

In some cases, it would be necessary to prepare a sub-seition on product development.
In broad, fairly nontechnical terms, the status of product- development should be
presented to allow someone reasonably familiar with the technology industryor to
conclude whether the business is dealing with a concept, prototype, or product ready
for market. Points to cover in this sub-section include: 

" The extent of Invention or development required to complete projects
successfully 

" The track record of key competitors in developing similar products 
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a The proprietary aspects of the technology to be used 
a The reasons why the selected product is more advance; or better than 

the existing technology, products, or services 

It may not be practical to include details on every single product or service. The
important need is to adequately address enough of them to account for -the dominant
share of t business activity, for example, to explain at least 80% of revenues. The less
dominant product lines can be given relatively less mention according to their strategic 
importance to the business. 

One key consideration in this section is the life cycle stage of each product group, and
its relative contribution margin. Based on this dam, decisions are made to phase out
product lines, invest in new product ideas, and to Initiate efforts to reduce the costs of 
products rhrough redesign or investment in improved process technology. 

9. Industry Analysis 

It is important to assess the industry or industries in which the business functions. In 
particular, the business plan will be assessed by the potential investor on a number of
criteria, one of which is the industry in which the company is or will be competing.
For example, a high-growth market may be viewed more favorably by the potential
investor. Discussion of the Industry outlook, including future trends and historical
achievements, should be included. The busitiess plan should also provide insight on 
new products that have been developed in this industry. Competitive analysis is also an
important part of this section. Each major competitor should be identified, with
appropriate strengths and weaknesses described, particularly as to how they might
affect the potential success of the new venture. Detailed Information should also be 
provided about the key supplier"s and customers. 

The market should be segmented and the target market identified. Most new businesses 
are likely to compete effectively in only one or a few of the market segments. This 
strategy may be a function of the competition, who may be more vulnerable in one or a 
few segments of the total marker. 

Information should be provided for: 
* Size, maturity, and competitive nature of the industry 
• Barriers to entry, exit, and growth 
• Role of innovation and technological change

" Government regulation
 
* Economic trends
 
" Total Industry sales over the past several years
 
" Anticipated growth in this Industry

* Number of new firms that have entered this Industry in the past several 

years 
• 
 New products that have been recently introduced in this industry 
" Nearest competitors 
* Trends of the major competitors' sales 
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* 	 Strengths and weaknesscs of each of the competitors 
* 	 "Financial position of the major competitors 
* 	 Profile of each of the customers 
* .Customer profile and its difference from that of the competition 

In mLrket economies, information on historical data, trends, segments, strengths and 
weaknesses of competitors, suppliers, customers, and applicable governmen
regulations may be found in trade publications, security analysts' reports, business 
periodicals, and industry analyses prepared by specialized firms. 

Data provided in this section is more open to independent verification than the data that 
pertains solely to the enterprise. It Is therefore important that management demonstrate 
in this section Itsinsight and complete understanding of the Lndustry in which they 
operate. 

This is also one of the areas where management often tends to lose objectivity,
 
something to which investors arce highly sensitive and vigilant.
 

10. 	 Market Analysis and Strategy 

This section of the business plan shot2d be scrutinized carefully. Market analysis3 

should therefore be as specific as possible, focusing on believable, reasonable, and 
obtainable projections. 

This section should demonstrate the firm's opportunities for achieving its goals in its 
targeted markets. The ability to market a product successfully Isjust as important as a 
product's development. In presenting a marketing strategy, therefore, a discussion
 
should Le included which covers:
 

* 	 Definition of target market 
* 	 Segments of the target market 
* 	 Size and growth of the rarget market 
* 	 Trends in the target market 
* 	 Competitors: name, size, market share, competitive advantages, 

competitive .disadvantages. business trends. Indirect and direct 
competition should be evaluated. It should be shown how the company 
can compete. Competition should be evaluated in terms of location, 
market, 	and business history. 

* 	 Identification of customers, their product/service references and 
reasons for purchasing 

* 	 Analysis of sales and profits by market segment and customers 
* 	 Company's current and projected market share 
* 	 Serice and warranty policies 
* 	 Pricing and credit policies 

3Market potemial is where financi-.' separate the inventors from thetnnrepteneurs. Many good products 
are never successfully commercialized because their in'cntors do not stop toanalyze t.emarket potential 
or assemble the management team necessary to capitalize on tie opportunity. 
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* Adv'inising and promotion strategies
 
* 
 Costs of marketing the product(s) or service(s)
* LUcation-The choice of location is related to target marker; it should 

also be covered in this section of the business plan.* The specific marketing techniques which will be used-that is. how to 
identify, contact and sell to potential customers 

" Pricing-Pricing should be determined as a resul- of market research 
and costing of product or service. The pricing structure should be 
backed up with relevant supporting materials demonstrating the value 
added to the customer versus the price paid.

* Product Design-Key questions regarding product design and packaging 
should be answered, including graphics and proprietary rights 
Information. 

" Timing of Market Entry-The plan to enter the market should be 
presented.
 

* Methods of Distribution-The manner in which the products and 
servic=e will be made available to the customer. This should be backed 
up with statistical reports, rate sheets, etc. 

* Planned sales 'orce and selling strategies (i.e. cominissioti,
distribution of responsibilities) for various accounts, areas and markets 

* Customer-how many there are, id where they are located 
* Customer service-which markets will be covered by the direct sales 

force, which by distributors, representatives, or resellers 
" Specific approaches for capitalizing on each channel and how they 

compare with other practices within the industry
" Advertising and promotional plan-How advertising will be tailored to 

target market. Rate sheets, pro-nodonal material, and time lines for 
theadvertising campaign should be included. 

The marketing plan Is an important part of the business plan since it describes how the

product(s) or service(s) will be distributed, priced, and promoted. Specific forecasts for
 
product(s) or service(s) should 
 be indicated in order to project profitability of the
 
company, i.e. specific products and/or services.
 

Potential investors regard the marketing plan as critical to the of the newsuccess 
venture. Thus, enough time should be taken to ensure that the strategy outlined can be 
effectively implemented. Marketing planning will be an annual requirement (with
careful monitoring and changes male on a weekly or monthly basis) for the company
and should be regarded as the road map for short-term decision making. 

One of the initial important elements of information needed to prepare a sound business 
plan is the market potential for the product or service. The size of the potential market 
as well as the market trends and segments can be gleand from Industry resources and
demographic surveys. Current sales and market data may be used to marketassess 
share, buyer preferences, pricing, and service policies. The information obtained in
this market feasibility study will support the company's marketing decisions in the 
business plan. 
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If resources allow, independent studies should be used to verify the potential of various 
markets or market niches. These ,tudies, in addition to being highly c:edible, can be 
very helpful in demonstrating both to the company and to the financier the size and 
scope of the opportunity. 

It is of utmost importance that the rationale presenrmd in this section be in full 
agreement with the details of the previous sectien, industry Aaalysis. 'The choice of 
marketing strategy is very heavily Influenced on the indusuy environment, and the 
strategy must be customized to address the opportunites presented by industry 
conditions. As with the previous section, r-'zaagement's assessments of the 
marketplace are also subject to scrutiny from outside investors, who have industry and 
market data available from other sources for indeperiaent verification. 

Another key consideraion is the selection of target markits and determination of 
appropriate strategies to maximize marketing performance. 

11. Operations/Production Plan/Manufacturing 

The relevance of a feasibility study of the manufacturing and operations depends or. the 
nature of the businass. Current and proposed procedures and assets needed to produce 
the firm's product(s) or service(s) are described here. If the company is a 
manufacturing one, a production plan is necessary. This plan should describe the 
complete manufact'ring process. Plans for operations should be outlined within various 
time frames; for instance, developrient, early manufacture, market development, arid 
first product installation. Furthermore, a, description of facilities, work force by job 
category, sources of supply and waranty, and service strategy should also be included. 
If some or all of the manufacturing process is to be subcontracted, the subcontractor(s) 
should be described, including location, reasons for selection, costs, and any contracts 
that have been completed. This section should also contain a description of the physical 
plant layout, the machinery and equirment needed to perform the manufacturing 
operati6ns, raw materials and supplie±rs' names, addresses and terms, costs of 
manufacturing, and any future capital equipment needs. In a manufacturing operation, 
the discussion of these items will be important to any potential investor in assessing 
financial needs. 

If the business plan is not prepared for a manufacturing operation but a retail store or 
service, this section would be titled as a "merchandising plan" and the purchasing of 
merchandise, inventory control system, and storage needs should be described. Some 
of the key elements for this section of the business plan include: 

" Manufacturing process--Basic machine and assembly operations to be 
identified, as well as whether any of these operations would be 
subcontracted. If some manufacturing is subcontracted, who will be the 
subcontractor(s)? (Names and address should be given.) Why were 
these subcontractors selected? What are the costs of the subcontracted 
manufacturing? (Include copies of any written contracts.) 

" Current and projected production levels and costs 
" Production and quality control procedures 
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I 	 Inventory and purchasing policies and needs 
* Raw materials-The raw materials needed and costs should be 

determined. 
* Major suppliers of specific materials: name. location, product, terms, 

advantages, disadvantages, anticipated changes
" Space-The total amount of space needed should be determined, 

including whether the space will be owned, leased, and so on. 
" 	 Plant-location, uses, value, financing, .layout, area, advantages, 

disadvantages, anticipated changes 
* Equipment-list of equipment needed Immediately for manufacturing, 

future capital equipment needs, and whether it will be purchased or 
leased 

" Labor-Each unique skill needed, the number of personnel in each 
skill, pay rate, and an assessment of where and icw these skills will be 
obtained, including current personnel, projected needs, job categories, 
turnover, labor market, compensation, union affiliation, training 
programs and ;!eeds 

* 	 If a retail cperazion or service: From whom will merchandise be 
purchased? How will the inventory control system operate? What are 
storage needs of the company and how will they be promoted? 

Each item may require some research and deeper information gathering, but is deemed 
necessary by those who will assess the business plan and consider funding the 
proposal. 

It is impossible to overestimate the value of this section both to an outside investor and 
to the internal organization. Indeed, information In this section vital tois 

understanding the ability of the enterprise to sustain a profitable existence.
 

Outside investors are inrerested in the "stategic elements of the production plan, such 
as current and projected capacity utilization, infrastructure conditions, industrial labor 
relations, strategic alliances, and technological capabilities. The significance to 
investors is in estimating the amount of new capital that will be needed to support
long-term growth and ensure flexibility of the enterprise to enter new profitable
markets and leave old unprofitable markets. 

Internally, however, the production plan has an even more important role in supporting
the management of operating and financial systems. It Is the data in the production 
plan that determines the capacity requirements for the enterprise, both in terms of
equipment and labor availability, and in terms of working capital. The logic is briefly
summarized below. 

A production plan is based on marketing's forecast of sales volumes for an anticipated
product mix. There are different standard labor and material costs for each product.
Different inven(ory policies may exist for each product group, thus affecting the 
production quantities to be processed and timing of the orders.the production
Depending on the above projections of volume requirements and corresponding share 



104 

of labor and equipment utilization content, the production plan will be used to generate

detailed manufacturing schedules, employment plans, and organizational budgets.
 

Using the product mix and revenue projections in the production plan, and considering

the corresponding standard costs, it is possible to project operading income and cash
 
flows. This enables the enterprise to predict if and when special financial controls' will
 
be required, as well as if and when to elicit outside support, such as bank credit.
 

Changing inventory policies and adopting different manufacturing systems will affect
 
the enterprise's operating efficiency and cash management capabilities. Increasing
 
organizational productivity will reduce the standard costs 
of each product, and lead to
 
greater' profit potential, It will also enable the organization to provide wage
 
adjustments to its employees, which may help to maintain steady supply of qualified
 
labor. 

There are other derivative benefits of investing as muc' time as necessary to develop 
this section as completely as possible, using valid data. For example, both the outside
 
analysts and the business planning team will be able to review the physical layout of
 
the facilities and suggest more efficient configurations. Or, key decisions may be
 
prompted by the review of customer service policies that will have significant ipact
 
on other strategic considerations in other sections. For example, a decision to offer
 
more custom, made-to-order products and less standard, made-to-stock products will
 
reduce expenses related to the management of inventories. It will also necessitate more
 
investment in process technology to provide the flexibility and speed of production
 
necessary to compete in this manner. However, it will also have 
a great impact on the
 
marketing strategy, since the enterprise will now be able to offer a new competitive
 
strength to its customers, which may open up more sales 6pportunities.
 

Finally, and perhaps most Importantly, this section must also contain two absolutely 

critical elements of the entire business plan: 

1) 	 what improvements are planned and how will they be achieved, and 

2) 	 an explanation of the metrics, that is. of perfomiance measurements, 
that will be used to evaluate results. 

Improvement strategies must be described in terms of relative priority, resource 
investment requirements, impact on organization, and timing of effects. Metrics must 
take into account the strategic mission, vision and preferences of the nvestors/owners 
of the enterprise, which are described in the -nitial sections of tie business plan, and be 
in concert with the strategic marketing plans and financial projections disclosed in their 
respective sections. 

12. 	 Research and Development 

If the product(s) or service(s) offered require further development or if the business 
regularly conducts research and development activities, these details should be included 
in this section. 
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Current stamus of the development process 
Work required to complete the development process with information 
on personnel and equipment needed, cost and funding, and any 
problems anticipated. 
Ongoing and projected new research and development: purpose, assets, 
needs, costs and funding, expected benefits 

I is important that this section clearly indicate the relative importance of R&D to the 
company in terms of its conn-ibution to enterprise competitiveness and core 
competence. The projects described should indicate their relative priorities and 
expected payback. Efforts to invent new technologies and product groups should be 
mentioned separately from efforts to redesign existing versions of products or improve 
existing technologies. 

Often new product designs also require new production process capabilities: These 
considerations should be described separately. 

Special mention should be made of any other investment requirements of the R&D 
organization, for example, to strengthen its technical abilities by acquiring
computerized tools. Any other planned initiaives that require capital budgeting or 
have significant strategic impact on the enterprise should be explained in this section. 
In particular, any potential impediments or risks to project success should be identified 
and their possible impact, along with corrective actions, discussed as thoroughly as 
possible. It is important to know the implications of project failure or success ahead 
of time 

13. Management and Organization 

The company's structure of organization and key management personnel are described 
in this section. First, the business' form of ownership, that is. proprietorship,
partnership, or corporation should be described. If the business is a corporation, it is 
important to detail the shares of stock authorized, share options, names, and addresses 
and r sumEs of the directors and officers of the company. It is also helpful to provide 
an organization chart which indicates the line of authority and the responsibilities of 
the members of the organization. 

Financiers invest in people-people who have run or are likely to run successful 
operations. So potential investors will look closely at members of the management 
team. The work force analysis should represent a head count by function or department
(or both) for a specified time period. The team should have experience and talents in 
the most important management disciplines, such as research and development,
marketing and sales, manufacturing and finance. -This section of the business plan
should, therefore, introduce the members of the management team. highlighting their 
track records. Detailed rdsumEs should be included in an appendix. Descriptions
should be given of who is behind the business. For each owner, information about 
their responsibilities and abilities should be given. For the personnel, descriptions of 
who will be doing the work, why they are qualified, their wages, and what their 
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responsibilities are should also be given. This analysis nor only will allow the 
management to better plan hiring, but also will demonstrate to potential investors the 
sensitivity of the business plans to the hiring of key personnel-

This section should be organized along these lines:
 
Current structure of organization and anticipated changes
 

• 	 The form of ownership of the organization 
* 	 If a partnership, who are the partners and what are the terms of the 

partnership
" 	 If incorporated, who are the principal shareholders and how much 

stock do they own 
" The type and how many shares of voting or nonvoting stock have been 

issued 
* 	 Decision making process and philosophy 
* 	 Key manager and owners: education, skills and experience; duties and 

responsibilities; compensation
 
* 
 The members of the board of directors: names, addresses, and r~sumds 
* Who has check-signing authority and control
 
* 
 The background of each member of the management team (personal

data such as education, age, special abilities, and interests)
* 	 The roles.and responsibilities of each member of the management ream 
* 	 The salaries, bonuses, or other forms of payment for each member of 

the management team 

The critical aspects of this section are to illustrate the congruity of organizational 
structure with business objectives. For example, it is necessary to align organizational
responsibilities with corresponding areas of accountability, so that resources are
 
provided to areas that need them the most. Conflicting priorities and incentives among

functional units must be avoided as much as possible. The enterprise should 
acknowledge the existence of different product and market niche areas by organizing
appropriately into strategic business units with as much autonomy '.d decentralized
 
decision-making authority as is practical.
 

14. 	 Assessment of Risk 

Every 	business activity is faced with some potential hazards, given the particular
industry, competitive environment, and the overall political and economic situarlon In 
the country. The business plan should also consider difficulties the company may
encouner in the next two to five years. It is important for the manager to recognize the 
potential risks and prepare an effective strategy to deal with them. 

In this section, the critical risks of the business and potential probk .,s which may
delay or prevent implementation of the company's proposed strategies should be
discussed. Major risks for a business could result from a competitor's reaction: 
weaknesses in the marketing, production, or management team; and new advances in 
technology which might render the new product obsolete. Even if there is no risk from 
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any of these factors, they should be discussed in the business plan and reasons
provided as to why.they are nor a risk. 

For each risk discussed, the company's plans to minimize the impact of the risk shouldbe outlined. For each potential problem identified, the company',, trategy to overcomethe problem should be discussed. These contingency plans and strategies illustratethe potenial investor that the to manager is sensitive to important risks and is prepared 
should any occur. 

Although the purpose of this section is obvious, it merits pointing out that the ability tounderstand the business risks and develop contingency plans is critical for judging thequality of management. This section is an important indicator of the management'sreadiness to react effectively to situations that jeopardize the achievement of enterprise
goals. 

Though there are circumstances from time to time that cannot be anticipated, a businessplan that is later found to have omitted consideration of specific variables that shouldhave been known will raise doubts about the management's competence. 

15. Financial Plans (Fnancial Statements and Projections) 

The financial plan, like the marketing, production, and organization plan, is animportant part of the business plan. It determines the potential investnentcommitent needed the andfor business indicates whether business isthe planeconomically feasible. This information should address the extent of investmentneeded and provides the basis for a financier to decide on the potential future value ofthe .investment made. Therefore, before preparing the business plan, the manager musthave a complete evaluation of the profitability of the venture. The willassessmentprimarily tell the potential investors if the business will be profitable , how much
money will be needed to launch the business and meet short-term financial needs, 
 andhow this money will be obtained (i.e. stock, debt, etc.). 

There are traditionally three areas of financial information that will be needed toascertain the feasibility of a business activity: (1) expected sales and expense figuresfor at least the first three years, (2) cash flow figures for the first three years, and(3) current balance sheet figures and pro forma balance sheets for the next three years.The financial statements and projections are the summaries, in monetary terms, of theorganization's past history and future plans. As such, both sets of financial sraementsmust be consistent with the narrative descriptions of the business, its plans, and theassumptions on which those plans are based. The financial statements should beaccompanied by supporting documentation and explanations. 

First the management should summarize the forecasted sales and the .appropriateexpenses for a least the first three - five years, with the first year's projectionsprovided monthly. It Includes the forecasted sales, cost of goods sold, and the generaland administrative expenses. Net profit after taxes can then be projected by estimating 

4 Detailed financtalforecasts
should appear in 3n appendix. 
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income taxes. Determination of the expected sales and expense figures for each of thefirst 12 months and each subsequent year is based on the market information discussedearlier. Each expense item should be identified and given on a monthly basis for the 
year. 

The second major area of financial information needed is cash flow figures for threefive years, ­with the first year's projections provided monthly. Estimares of cash flowconsider the ability of the business to meet expenses at proper times of the -.ar. Thecash flow forecast should identify the beginning cash, expected accounts receiv,' andother receipts, and all disbursements on a monthly basis for the entire year. Since Aillshave to be paid at different times of the year, it Is important to determine the derrandson cash on a monthly basis, especially in the first year. As sales may be irregular andreceipts from customers may also be spread out, thus necessitating the borrowing ofshort-term capital to meet fixed expenses such as salaries and utilities. 

The last financial item needed in this section of the businessbalance sheet. plan is the projectedThis shows the financial condition of the business at a specific time.summarizes the assets Itof a business, its liabilities (what is owed), the investment of theowners and any parmers, and retained earnings (or cumulative losses).assumptions considered for the balance Any
sheet or any other item in the financial planshould be listed for the benefit of the potential investor. 

This section should include the financial statements and projections: 

* Business financial historyS 
* Statement of Income for the past five years 6 

* 1-]alance Sheets for the past five years"* Statement of Changes in Financial Position for the past five years* Pro Forma Statements of Income, monthly or quarterly, for the next 
three to five years

* Pro Forma Cash Flow Statements, monthly or quarterly, for the next 
three to five years

o Pro Forma Balance Sheets for the next three to five years 
* Break-even analysis'
9 Past and projected key financial ratios, with comparisons to appropriate

industry ratios 

5Business financial history is asummary of financil information about the company from its start to thepresent. The business financial history and loan application ire usually the some.6The income (profit and loss) statement shows the business financial activity over a period of time(monthly, annually). It is a moving picture showing what has happened ii die company ind isan excellenttool for assessing thc company. The ledger is closed and balanced and the revenue and expense totalstransferred to this statement.
7The balance sheet shows tne condition of the company as of a fixed date. 
 It Isapicture of the firm'sfinancial condition at a particular moment and shows whether the fimancial position is strong or weak. It Isusually done at the close of an accounting period, and contains assets, liabilides. and net w6rth.I Break-even analysis helps identify when a company s expenses exactly match thevolume. It can be expressed sales or serviceIn toul dollars (i.e. local currency) or revenue exactlyexpenses offset by totalor total units of production (cost of which exactly equals the income derived by their sales).This analysis can be done either mathematically or graphically. 
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* 	 Documentation for figures used in pro formas 
* 	 Assumptions cn which pro formas are based 
* 	 Accounting principles employed 

Explanation of any extraordinary items in statements 
* 	 Auditors' opinions 

15.1 	 Financing Sought and Repayment Plans 

In this section, the description of any financing the firm is seeling with the submissionof this business plan. i.e. the Financing Sought and Repayment Plas. should also beincluded: 

* 	 Total amount of funds needed9 
* 	 Financing sought from the lending institution or investors who will

receive the business plan: amount, terms, security
* 	 Repayment sthedule for debt financing
• 	 Estimated return on investment (and method of buying out the venture 

capital for equity financing if appropriate)
* 	 Sources for other funds needed 
* 	 Uses projected for funds sought
* 	 Current capitalization structure 

15.2 	 Sensitivity Analysis 

Based on the examination of potential problems and risk for the business. sensitivityanalyses on the pro forma financial statements should be performed by varying the keyassumptions. Presentation of three sets of pro formas may be useful: best case, most
likely case, and worst case. The implications of the results of each sensitivity analysis
performed should be described. By varying the assumptions on which the projections
and strategies were based the consequences of favorable and adverse future events

the business should be assessed. 

on
 

16. 	 Appendix/Supporting Documents 

The appendix of the business plan generally contains any backup material that is not
necessary in the text of the document. 
 Only the supporting documents that will be ofimmediate interest to the potential lender 	should be included. The others should beavailable on short notice. Reference to any of the documents in the appendix should be
made in the plan itself. 

Letters 	 from customers, distributors, or subcontractors are examples of informationthat should be included in the appendix. Any documentation of information, that is, 

9Summary of financial needs is an outline indicating why the firm isapplying for a loan and how much Is 
needed. 
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secondary data or primary research data used to support plan decisions, should alsq beincluded, Leases, contracts, or any other type of agreements that have been initiated
also be included in the appendix. Lastly, pricemay 

lists from suppliers and 
competitors may be added. 

As an appendix, appropriate documents from the following list should be.included: 
* 	 Market analysis data 
* 	 Product specifications, photographs 
* 	 Advertising copy samples 
* 	 Organization chart
 
S Rdsurn6s of owners and managers'0
 

o 
 Personal financial statements of owners"
 
* 
 Tax records for the company and the principle owners 
* 	 iLeases' 2 

* 	 Cotr-acts"1 

• 	 Letters of commitment from major customers, suppliers, lending 
institutions 

* 	 Letters of referencel" 
* 	 Credit reports"
 

Legal documents' 6
 

* 	 Miscellaneous documentst 

17. 	 Using and Implementing the Business Plan 

Based on the analysis, goals set, and business plan prepared, the next step is to developa detailed schedule to implement each of the strategies planned. Successful
implementation of a business plan doesn't happen just because a roomful of peoplee.:change a lot of Ideas about how to implement it. A disciplined step-by-step approachto the implementing process is critical to the effort. The implementation plan shouldinclude a listing of all the activities necessary to accomplish each goal. Marketing,production, management, personnel, and financing strategies and tasks must becoordinated with one another. Effective implementation of the business plan can be
enha.zcid by developing a schedule 
 to measure progress and to institute contingency

plans. 	 A timeline, on either a monthly or quarterly basis, should 	be included withprojected completion dates for each planned activity. It is Important that the 

10 Personal resumes -Should be limited to one page and include work history, educational background,
professional affiliations, honors, and special skills.IPersonal financial scatement-A statement of personal assets and liabilities. For a new business owner,
this will be pan of the financial section,

12Copies of leases-All agreements currently in force between the company and a leasing agency.
13 Concracts-Include all business contracts, both completed and currently in force.
14 Leters of reference-Leuers recommending the 
 manseers as being a reputable and reliablebusinesspersons. worthy of being considered a good risk. (Tncludc both business and personal references.)ISCredit reports-Business and personal from suppliers or wholesalers, credit bureaus, and banks.16Legal documents-All legal papers pertaining to the company legal structure, proprietary rights 

insurance, tites. etc..
17Miscellaneous documents-All other documents that have been referred to.but are not included in themain body of the plan (e.g., location plans. demographics, advertising plan. etc.) 



implementation of strategy contain control points to ascertain progress and to iniiiate 
contingency plans if necessary. Controls necessary in manufacturing, marketing,
financing, and the organization should be camefully selected. On a frequent basis (i.e.
beginning of each month) the profit and loss statement, cash flow projections, and
infot-narion on inventory,18 production.' 9 quality,2O sales."' collection of accounts
receivable, and disbursements22 for the previous month should be checked. Thisfeedback system should be simple but be able to provide key members of the company
with current information in time to correct any major deviations form the goals and 
objectives outlined. 

18 Inventory control-By controlling inventory, the firm can ensuremaximum service to the customer. The
faster the firm gets back its investment in rawv materials and finished goods, the faster that capital can be

reinvested to meet additional customer needs.

19 Production control-Compare the cost figures estimated in the business plan against day-to-day operation
costs. 
 This will help to control m4chine time. labor person-hours, process dtie. delay time. and downtime 
cost. 
-0 Quality control-This will depend on the type of production system but is designed to make sure that the
product performs sadisfacrorily,
21Sales control-Information on units. dollars/Ic al currency. specific products sold. price otrsales. meetingof delivery dates. and credit terms arc all useful to get a good perspective of the sales. In addition. aneffective collection system for accounts receivable should be set up to avoid aging of accounts and bad 
debts. 
22 Disbursments-The management should also control the amount of money paid out. All bills should bereviewed to determine how mu,:!i is being disbursed and for what purpose. 
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Appendix 1 

Outline of a Business Plan - Example I 

Cover Sheet 
Serves as the title page of your business plan. It should contain the following:

" Name of the company
 
" Company address
 
• Company phone number (include area code). 
" Logo (if you have one)
• Names, titles, addresses, phone numbers (include area codes) of 

owners 
* Month and year your plan was issued
 
" Name of preparer
 

IL Statement of Purpose
(Same as executive summary.) This is the thesis statement and includes business planobjectives. Use the key words (who, what, where, when, why, how, and how much) to
briefly tell about the following:
 

• 
 What your company is (also who, what, where and when). 
* What your objectives are.
 
* 
 If you need a loan, why you need it.
 
S •-How much you will need.
 

• Why you will be successful. 
• How and when you plan to repay your loan. 

m. Table of Contents
 
A page listing the major topics and references.
 

IV, The Business
Covers the details of your business. Include information about your industry in
general. and your business in particular. Address the following: 

• Legal structure 
* Description of the business 
• Products or services 
• Location 
* Management 
• Personnel 
* Method of record keeping 
• Insurance 
* Security 

V. Marketing 
Covers the details of ycur AJ1dketing plan. Include information about the total marketwith emphasis on your target market. Identify your customers and cell about the means 
to make your product or service available to them. 

0 Target market 



* 	 Competition
 
Method of distribution
 

* 	 Advertising 
* 	 Pricing 
* Product design
 
• •Timing of market entry
 
* 	 Location 
* 	 Industry trends 

VI. Financial Documents 
These are the records used to show past, current and projected finances. The following 
are the major documents you will want to include in your business plan. The work is 
easier if these are done in the order presented. 

• 	 Summary of ftnancial needs 
• 	 Sources and uses of funds statement 
• 	 Cash flow statement (budget) 
* 	 Three-year income projection 
* 	 Break-even analysis 

VII. 	 Supporting Documents 
These are the records that back up the statements and decisions made in the three main 
parts of your business plan. Those most commaonly included are as follows: 

* 	 Personal resources 
• 	 Personal financial statement 
• 	 Credit reports 
* 	 Copies of leases 
* 	 Letters of reference 
• 	 Contracts 
* 	 Legal documents 
* 	 Miscellaneous documentq 
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Appendix 2 

Outline of a Business Plan a Example I 

IL 	 Introduction and Summary of Business Plan. 
* 	 Purpose of the plan
* 	 Business and history of Lc company 
* 	 Major customers 
* 	 Summary of comparative income statement results 
* 	 Address and telephone number 

1L 	 The Company: Its Industry and Objectives 
* Industry background
 
* 
 Corporate short- and long-term objectives 
* 	 Company size; market share 
• 	 Expected rare of profitability goals 
* 	 Strategies to reach objectives 

III. 	 Products and Services 
* 	 Principal products or services 
* 	 Proprietary position and potential 
* 	 Product development 
* 	 Trademarks and royalty agreements 

IV. 	 Market
 
* 
 Assess market size, history, market segments, and product position In 

the market 
* "Costs/benefits of the product

* 
 Market pricing: company's strategy
* Evaluation of competition: type of competition, customer service, lead 

time, price, terms, location, product quality
* 	 Marketing strategy defined: how and why will sales be made 
a Describe type. and size of customer base; relationship and percent of 

total sales with major customers: stability: special terms
* 	 Product distribution and sales force 
* Advertising and promotion approach

* 
 Product or product-line profitability and markups 

V. 	 Manufacturing 
* Plant locations and description of facilities 
* Describe manufacturing process if unique
 
* 
 Capital equipment requirements 
* 	 Labor force 
* 	 Cost and quality control 
* 	 Back-up sources of supply 
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VI. 	 R&D and Engineering 
" Status of product line; what remains to be done, how, time required, at 

what cost
 
" Product life cycle, technical obsolescence
 
" Plans to meet competition and/or obsolescence
 
• 	 Needs for manufacturing and applications engineering 
* 	 Proprietary and patent position 

VII. 	 Management 
* 	 Management team, responsibilities, skills 
* 	 Identify principal owner-managers 
* 	 Human resource projections and plans• 
a 	 Supporting external advisors and relationships: attorneys, accountants, 

investors, and lenders 
* 	 Board of directors 

VIII. 	 Historical Financal Data 
* 	 Latest balance sheet plus income statements for past two to three years 
* 	 Provide brief explanation of operating variances 
* 	 Consider sales and cost of sales data by product line if significant 

IX. 	 Financial Plan and Forecast 
• 	 Profit and loss/cash flow forecast, by month or quarter for first year, 

and by year for years two and three 
* 	 Forecasted balance sheets at year ends 
* 	 Provide summary of all significant assumptions used In forecasts 

conidering sales plan, changes in customer base, selling price 
increases, margin improvements, material and labor and -other 
operating cost increases, capital expenditures required, changes in 
receivable collection patterns, inventory lead time and turnover, trade 
credit terms and availability, and the effects of income taxes 

X. 	 Proposed Financing 
* 	 Desired financing 
* 	 Use of proceeds 
* 	 Securities or debt instruments offered, terms 
* 	 Payback and collateral 

XL 	 The Future 
• 	 Commentary and summary on where the company is going 
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V. OPERATING THE BUSINESS 

A. Implementing and using the business plans. ii 

B. Financial analysis ( see this section of the financial management handout) 

C. Use of Funds. 

1. Working capital. 
There is a tendency when profits are good to make too heavy an investment 
from working capital in long term assets (land, building, equipment ) for 
purposes of expansion. You use up your operating funds (working capital), 
when the expansion will require more operating funds (inventory, accounts 
receivable). Should finance long term assets with long term financing. 

To illustrate we shall first look at an example where both current assets and 
current liabilities are used to purchase fixed assets such as land, building, 
and/or equipment for the purpose of expanding sales (turnover). More 
current assets (cash, inventory, accounts receivable) are needed to handle 
the increased sales. Current liabilities are being increased to make 
payments on the fixed assets and to provide short term finances for 
purchasing inventory, etc. 

These actions cause working capital (difference between current assets and 
current liabilities) to decrease when it should be increasing. Even though 
fixed liabilities are being paid off and net worth increased, the business 
cannot pay its current obligations such as salaries and pay for purchases of 

merchandise. 

Reference is made to this topic in Djordjija Petkoski and Steven R. Dimitriyev, 
1994. Back Pround note : How to write a business plan Economic Development 
Institute, World Bank. 

ii 
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RATIO ANALYSIS 

Using the data contain in the income statements (table 15.1) and balance sheets
 

(table 15.3), make the following ratio analysis for year 4.
 

CURRENT RATIO = .....................
 

ACID - TEST RATIO = .....................
 

SOLVENCY = NET WORTH
 

TOTAL ASSETS =.......................
 

NET PROFIT = .......................
 

GROSS PROFIT = .......................
 

SALARY COST = ......................
 

PROFIT ON EQUITY *= ......................
 

* Assume the value of manager labor to be $ 20,000. 
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INCOME BY DEPARTMENTS, YEAR 5 

DEPT A DEPT B DEPT C TOTAL 
$ $ $ $ 

SALES 140,000 80,000 75,232 295,232 

COST OF GOODS 70,000 35,000 46,218 151,218 

GROSS PROFIT 70,000 45,000 29,014 144,014 

EXPENSES : 

DEPRECIATION 3,000 2,000 3,178 8,178 

TAXES 9,000 4,000 5,344 18,344 

SALARIES 25,000 15,000 12,197 52,197 

VEHICLES 2,000 1,000 2,078 5,078 

ADVERTISEMENT 2,800 1,200 1,698 5,698 

UTILITIES 3,000 1,500 2,910 7,410 

SUPPLIES 2,500 1,000 2,582 6,082 

BUYING EXPENSES 1,000 200 188 1,388 

INSURANCE 1,000 600 526 2,126 

OTHER EXPENSES 800 300 1,085 2,185 

TOTAL EXPENSES 50,100 26,800 31,786 108,676 

PROFIT 19,900 18,200 -2,772 35,338 
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ITEM 19 
SALES $188,537 $249,884 

COST OF GOODS 83415, 

GROSS PROFIT 105,122 143,977 
EXPENSES 

DEPRECIATION 4,328 6,910 
TAXES 10,218 15,527 
SALARIES 34,669 54,164 
VEHICLES 3,317 4,319 
ADVERTISING 2,574 4,825 
UTILITIES 3,135 6,265 
SUPPLIES 2,633 5,154 
BUYING EXPENSES 1,307 1,175 
INSURANCE 1,300 2,420 

MISCELLANEOUS 2 

TOTAL EXPENSES -655.576 
NET PROFIT 39,546 41,381 

AVG. VALUE OF ASSETS(BOOK VALUE) 118,859 170,662 
AVG. MARKET VALUE OF 170,000 265,000 

ASSETS 

VALUE OF OWNERS' TIME 20,000 26,000 

RETURN ON INVESTMENT 
(ASSETS) 

19,546 15,381 

% R01 (BOOK VALUE) 16.4 9.0 

% R01 (MARKET VALUE) 11.5 5.8 
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A better strategy is illustrated by the second example. In this situation the 

fixed assets are financed with a long term loan (fixed liabilities). The 

business burrows an additional Rs. 10,000 each year and because of 

expanded business is able to pay off Rs. 10,000 each year ( the business 

was paying Rs. 5,000 each year before the expansion). 

Note that in the second case, working capital increased each year to handle 

the expanded volume of business. Realistically, perhaps there should have 

been some increase in current liabilities. 

Expanding the business using current assets and current liabilities to purchase fixed assets 

and the effect of this action on working capital. 

YEAR 

ITEM 1 2 3 4 5 

(000 RS.) 
CURRENT ASSETS 50 45 40 35 30 
FIXED ASSETS 100 I10 120 130 140 

TOTAL ASSETS 150 155 160 165 170 

CURREINT LIABILITIES 10 15 2520 30 

FIXED LIABILITIES 50 45 40 35 30 

NET WORTHI 90 95 100 105 110 

TOTAL LIA. + N.W 150 155 160 165 170 

WORKING CAPITAL (a) 40 30 20 10 0 

(a) )ifference between current assets and current liabilities. 
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Expanding the business using long term financing (increasing fixed liabilities) to increase 

current and fixed assets and the affect of this action on working capital. (a) 

YEAR 

ITEM 1 2 3 4 5 

(000 RS. ) 
CURRENT ASSETS 50 55 60 65 70 

FIXED ASSETS 100 110105 115 120 

TOTAL ASSETS 150 160 170 180 190 
CURRENT LIABILITIES 10 10 10 10 10 

FIXED LIABILITIES 50 50 50 50 50 

NET WORTH 90 100 101 120 130 

TOTAL LIA. +N.W. 150 160 170 180 190 

WORKING CAPITAL (b) 40 45 50 55 60 

(a) The business in borrowing an additional Rs. 10,000 each year and is paying off 

Rs. 10,000 annually. 

(b) Difference between current ascs and current liabilities. 

Liabilities are being paid off and net worth increased, tbe business cannot pay its
 

current obligations such as salaries and pay for purchases of merchandise.
 

A better strategy is illustrated by the second example. In this situation the fixed 

assets are financed with a long term loan (fixed liabilities). The business borrows 

an additional R. 10,000 each year and because of expanded business is able to pay 

off' R. 10,000 each year (the business was paying R.5,000 each year before the 

expansion). 
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Note that in the second case, working capital increased each year to handle the 

expanded volume of business. Realistically, perhaps there should have been some 
increase in current liabilities which would slow down the annual increase in 

working capital. 

2 Concept of Financial Leverage. 

The term sounds as if this may be a complicated topic. It can be but from a 
practical way of looking at the subject, the concept is relatively simple. 

It relates to whether the business will find it to the benefit of the business 

to borrow money. Remember when doing the ratio analysis, we started that 

the best measure of the performance of a business was the percentage 

return on our Net Worth :Profit ( returns to net worth) 

Net Worth 

Suppose that profit after paying the owner - manager as a percentage of
 

new worth is 20% we can borrow funds for 15% to expand. Since earnings
 

are greater than the interest rate, the borrowed funds will cause 
our
 

percentage returns to go even higher even though we must now pay
 

interest. This would be considered a favorable leverage situation. 

However, suppose we have just the opposite situation. 'Fle cost of 
borrowed funds is 15% when we are earning only 10% on our Net Worth.
 

In this cause we have an unfavorable leverage situation because the interest
 

we would pay for tie loan would decrease our profit causing the returns to
 

fall to less than 10 %.
 

lence, illa fiorable situation borrowed funds enhance or increase earning
 
while inin tnfa\,oralble situation borrowed fuds cause a decrlease in
 

profils or C.lllfing. 



able 12. Effect upon return on investment of alternative equity position for selected 

jarden centers after three years of operation.*' 

Garden Center A Garden Center 8 

Percent equity Percent equity 

em 100 50 25 100 50 25 

come ($) 93,984 36,312 7,476 42,342 21,405 10,889 

luity ($) 961,205 480,602 240,301 349,474 174,737 87,368 

31 (%) 9.8 7.6 3.1 12.1 12.2 12.5 

Equity based on onginal investimen depreciated for Ihroe yoars. Income for the 50% and 25% oquily 
)Ositions rtduCed by 12% inhicl!on Thedobt. 

7 C~ i /v c j, 2) ~,j cG A -- l- OF6 
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D. Breakeven Analysis 

Often times businesses and/or lenders are interested in knowing at what level of 

or number of physical units the business will break even. By this wesales in Rs. 

mean that all accounting costs are covered or the business makes zero profit. The 

handout on Breakeven analysis gives numerous examples and uses of the 

technique. Breakeven techniques represent a good means of performing some of 

the sensitivity analysis referred to in the business plan. 
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BREAKEVEN ANALYSIS 

Sales forecasting represents an educated estimate of how much of a par­

ticular product will be sbld during the next time period. Managers shcild have 

oome idea what the effect of variations in sales volume will be upon the business. 

Therefore, a breakeven analysis is often made to ascertain at what volume 

of sales the business will Just breakeven--that is, sales receipts Vill Just off­

set costs. Thus, the breakeven volume of sales represents the minimum acceptable 

volume of business. Also, the same type of analysis can be used to ascertain the 

volume of business which must be generated to give a predetermined level of profit 

or the effect of changing costs of inputs or product prices.
 

We have been looking at several examples of application of breakeven
 

analysis. However, 
 in spite of its value, we should not get too carried away with 

what the analysis shows us. Beveral inherent weaknesses limit its use. 

Perhaps the more serious problem with breakeven analysis is the assump­

tion of linearity. Generally both the price of the product and variable costs 

are not independent of the level of sales. In the short-run more product can be 

sold only if price is reduced. More can be produced and/or sold only if variable 

costs are increased such as by paying overtime wages. Thus, over some i-nge we 

can expect both the total revenue and total cost curves to become nonlinear 

curves instead of straight lines.
 

Also, we have indicated that costs can be classified as variable and 

fixed. Actually, many costs are fixed over short ranges but vary between them. 

In other words, as volume increases, more items considered as fixed are required. 

Some items of cost just don't fit one classification or the other but are par­

tially both. We often think of utilities as being variable but some minimlm 

amount of the phone, electricity, and heating bill is required regardless of 

volume. 
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Although t applied the technique to a multi-product store, the particular
 

application is best applied to a single product. 
In multi-product situation
 

normally there are wide variations in the cost of goods for different lines of 

merchandise as tiell as differences in the other variable costs for each item. 

Breakeven analysis based on a given set of data sboiild be viewed as short 

run in nature. Too many things change even within a year to consider the analysis 

as "the answer." 

Breakeven analysis is only as good as the data used and as the manager 

who interpretes the answers. It should be used in conjunction with the cash 

operating budgets discussed earlier.
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AUTOMOBILE
 

Total Costs Total Per Year 

Fixed 10.000 	mi. 20,000 mi,
dollars-

Depreciation 2,500 2,500
License 250 	 250 
Insurance 600 	 600 

Total fixed 3,350 3,350 

Variable: 

Gasoline 750 1,500
Tires 100 20 
Maintenance 200 400 

Total variable 1,050 2,100 

TOTAL COSTS: 4,400 5,450 

Unit Costs Costs Per Mile 

Fixed .335 	 .168
Variable ._05 .105 

Total per mile .440 	 .273 

Suppose you are reimbursed at the rate of $.25 per mile. What is your breakeven number of 
miles? 

$ .250 -- reimbursement 
.105 -- variable margin 

$ .145 -- contribution margin 
Fixed costs = breakeven margin $3.350 = 23,104 miles 

Contribution margin .145 

Revenue - 23,104 X .25 = $5,776 

Costs: 

Fixed $3,350 
Variable 23,104 @ $.105 2.426 

Total Costs $5,776 

Net Profit - 0 ­
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FEED MILL
 

A 6-ton per hour capacity feed mill has an annual fixed cost of $62,500.Assume the feed being produced by the mill is selling for $190 per ton. Variable
costs per ton are as follows:
 

$ 6 
 variable cost of operating mill

1:.69 ingredient cost (cost of goods)


$175 total variable costs
 

a. What is the breakeven level of production?
 

Total fixed cost
Selling price ­ total variable cost (contribution margin)
 

$62,500 = 4,167 tons
 
$25
 

b. What level of production would give a $125,000 profit?
 
TFC + profit
 
Contribution margin
 

$62,500 +$125,000
 
$15 : 12,500 tons
 

c. If ingredient costs go up to $174, what is the breakeven level of production?
 

$162t
500 = 6,250 tons
 

d. If wage rates go up $2 per hour (a ton requires 0.5 hours of labor), what is
the breakeven level of production?
 

$ 7 variable cost of mill
 
169 ingredient cost
 

$176
 

$62,500
 
$14 4,464 tons
 

e. Suppose price for feed is reduced to $185 per ton. 
What is breakeven level of
production?
 

$62,500 = 6,250 tons
 
$10
 

Price fell 
from $190 to $185 or 2.6%
 

Volume must increase from 4,167 to 6,250 tons or 50% in order to breakeven. An
increase in volume of this magnitude will be difficult to achieve.
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MULTI-PRODUCT RETAIL STORE
 

Store does $500,000 in business. In checking past records find that
cost of goods averages 60%. Net profits'have been about 10% and of expenses
approximately 50% each have been fixed and variable.-


Dollars 
 Item Percentage
 

500,000 
 Sales 
 100
300,000 
 Cost bf goods 60
 
200,000 Gross profits

50,000 Net profits 
 10 

150,000 
 Expenses 
 30
 
75,000 Fixed cost 
 15
 
73,000 
 Variable costs 
 15
 

Contribution Margin:
 

$500,000 Receipts

-300,000")
r3o,003 Variable cost
 

$125,0600 Contribution margin
 

Contribution Rate:
 

$125,000 Contribution margin = 25% 
500,000 Receipts
 

Breakeven volume of Sales:
 

$75,000 =$0,0

.25 $ 

Volume (TR) 
 $ 0 $300,000 $50,ooo 
Costs: 

Total variable 0 
 225,000 
 375,000
Total Fixed 75,000 75,000 
 75,000
Total Cost 75,000 300,000 
 450,000
 

Profit 
 (75,000) -0-
 50,000
 

Volume of business which will leave you with a $40,000 after income tax profit
if you must pay 50% of your income in state and federal income taxes?
 

$75,000+ $80000 = $620,000
 
.25
 



~132:
 

* * 
-

I 

. 

I :
 

9
 

f
 

9
.
9
 

* 
.
+
-

9
'
 

. 
9
 

. 

-
-
-
.
­

* 
9

.9 
9
.
:

'
 

9 
. 

-
7
.
 

i, 
I
-
-
-
-
-
-
.
-
­

'
9
-
-
'
-
-
-
-
-
.
-
.
.
.
 

9;;I 

-

99 
,
 

9
 

9 

•
 

9
,. 

-
-

. 
. 

'
 

'
 

* '
 

l
 ~ 

9
 
[
 -
9
 

. -
9
-_ 

.9 

9
 

9
' 

-
9
 

-

9 
. 

9
, 

I
"
_
 , 

-
--1 

_ 

_
_
 



133 

VI 	 OTHER TOPICS 

Many additional other topics might be identified for consideration if time 
permitted. However, we shall limit our time to (1) use of cooperatives,(2) use of 
trade association, and (3)some discussion of vertical coordination in agribusiness. 

Of course cooperatives represent a formal means of vertical coordination while 
trade organizations or associations may represent an informal form of vertical 

coordination. 

A. 	 COOPERATIVES 

Over time and in different parts of the world, cooperatives have been structured 
differently. From a management point of view and for our purpose, we shall refer 

to cooperatives as an extension of businesses who pursue the profit motive. The 
reason for being associated with a cooperative is to enhance or improve profits 
from the primary business. Examples of types of cooperatives then would be those 
organized to jointly purchase inputs, those organized to coordinate the orderly 
marketi'ig of products, and those organized to jointly provide services to their 
members. Some examples of the latter may be finances, insurance, information, 

medical services etc. 
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The purpose may be summarized as to 

1. 	 provide for purchase of a dependable supply of inputs at a competitive level 

of prices. 

2. 	 Provide for a dependable market with competitive prices. 

3. 	 provide services for membership at reasonable prices. 

Working together cooperatively can give small agribusiness some of the 

advantages enjoyed by larger businesses. 

Since members of cooperatives are mostly involved in operating their individual 

businesses, management and operation of cooperatives often suffer. Let us 

examine some of these primary problems. 

1. 	 Management 

a. 	 Difficult to select a good Board of Directors. 

b. 	 Key to success is selecting good managers who gets good support 

from Board. 

2. 	 Method of adjusting price to cost so that member enjoy benefits of 

cooperatives. 

3. 	 Souice of investment and operating funds. 

4. 	 Operating within the laws and regulations with regard to unfair business 

practices. 

B. 	 TRAI)E ASSOCIATIONS 

Through out the world there are many trade organizations or associations. A good 

trade association has many of the same features as a good service cooperative. As 

a matter of fact, trade associations are often organized the same way as 

cooperatives. 



135 

Let us begin by looking at some of the advantages of forming a trade 
association. 

1. 	 Bring business managers engaged in common actives together to address 

common problems. 

a. 	 Legislation 

b. 	 Educational information and seminars. 

c. 	 Form cooperatives. 

2. 	 Bring business managers at different levels of the market channel together 
to work out problems and to bring about better vertical coordination. 
a. 	 Better understanding of each other's problems 

b. 	 Legislation 

c. 	 Work out improvements in business practices - better 
communication, grades and standards, resolving problems, etc. 

Need to have a good board of Directors.Very important to have a good executive 
officer who sees that the wishes of the membership are carried out. 

Often 	local trade association is a member of a regional or national association. 

Requirenicrnts for success 

1. 	 Obtaining and keeping niembership up. 
2. 	 Insuring that have strong participation at meetings. 
3. 	 Maintaining good lines of communication between tie board, executive
 

officer, and (ie membership.
 

C. 	 VERTICAL COORI)INATION 

For many years. the business world talked about vertical integration when business
 
investco in activities both before and after their main activity. This action is of
 
Course to have control of atditional levels of their inarketing channel.
 



136 

Today, however, a some what less involved investment arrangement is often 

discussed under the title of vertical coordination. A vegetable processor may in the 

past have purchased land to produce vegetable to insure that the plant would have 

the vegetable planted at a time to keep the plant running. Also the plant needs to 

control the quality of the vegetables coming to it. Other than problems of weather, 

owning production allowed he plant to operate efficiently turning out a consistent 

processed product. Beyond the processing plant, the business may want to control 

storage and transportation. 

Today many arrangements are made to accomplish the equivalent of ownership as 

far a coordination of the flow of the product through the marketing system. The 

vegetable production mentioned earlier may be contracted. However, to give the 

processor control, the processor has field people to coordinate planting time, 

cultural practices, harvesting time and the quality of the product. The processor 

may provide the seed in order to control this variable. Joint ventures are often 

used to better coordinate activities. 


