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1.0 Executive Summary

Although this topic appears first in the plan, you normally write it last. Wait until
you're almost done soyou can include the main highlights. You should cover the most
important facts, such as sales growth. profitability, strategic focus, and those facts may
change during the planning process.

The contents of the summarydepend on the goals ofyour plan. Forexample, ifyou
are selling a business idea to investors, then you should include highlights that will
invite and encourage potential investors to read on. That might be growth rates.
competitive edge, an exciting new technology, etc.
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1.1 Objective.

Objectives are business goals. Set your market share objectives, salesobjectlYes, d nd
profit objectives. Companies need to set objectives and plan to achieve them.

Make sure your objectives are concrete and measurable. Be specific, such as
achieving a given level of sales or profits, a percentage of gross margin, a growth rate,
or a market share. Don't use generalities like "being the best" or "growing rapidly."
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1.2 MIssion .IB..ment

Use the mission statement to define your business concept. A company mission
statement should define underlying goals (such as making a profit) and objectives in
broad strategic terms, including what market is served and what benefits are offered.
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1.3 Keys to Success

The idea ofkeys to success is based on the need for focus. You can't focus efforts on
a few priorities unless you limit the number of priorities. In practice, lists of more than
three or four priorities are usually less effective. The more priorities (beyond three or
four), the less chance of implementation.

VIrtually every business has different keys to success. These are a few factors that
make the difference betweensuccessand failure. This depends onwhoyou are and what
services you offer.

.............................................................................................................................................
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2.0 Company Description

Take a paragraph or two to introduce your business. Explain where it will be
established, what type of legal entity you expect to form, who win own it, and how
ownership wil\ be divided.
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2.1 Company Ownership

In this paragraph, describe the ownership and legal establishment of the company.
This is mainly specifying whether your company is a corporation, partnership. sole
proprietorship, or some other kind oflegal entity, such asa limited liability partnership.
You should also explain who owns the company, and, if there is more than one owner,
in what proportion.
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2.2 Sblrt-up PI8n

This topicappearswhenyollrea start
up and your plan is for a new company
with no history.

This topic explains the details ofyour
expenses and assets listed in your start
up table that will be linked to this topic.

The cash you want to have in the bank
at start-up is different from the money
raised to start the business. The total
moneyraised mustmatch whatwas spent
as expenses and assets. The cash at start
up is one of the assets. Ifyou increase the
amount of money raised, then you have
to increase the start-up assets, usually by
increasing the starting cash.

You have to fund start-up expenses as
well as starting assets.

As with everybusinessbalance, assets
must be equal to capital plus liabilities.
Therefore, add up the investment you
expectplusall theinitialliabilities. Subtract
that sum from total assets. The difference
is called loss at start-up.

You can tell that you have not
accounted forallyour incomingfinancing
by looking at the ·loss at start-up· value.
That should be the same number as total
start-up expenses (except negative). If it
is more negative than start-up expenses
are positive, then you have brought in
funds that haven't been accounted for.
You can fix that by adding more money
into your starting cash to account for the
additional financing.
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Y3

Accounts receivable

Total Lon -term Assets
Accumulated Depreciation

Cash

Operating Expenses

Total Short-term Assets
Other Short-tenn Assets
Invento

Collection period (da

Sales

Gross % (calCUlated
Gross Margin

Inventory turnover

Accounts Payable

:uair:·:;t.ititfAii.fJl"":}'III:"'I!"'}'II'}f'
Capital Assets

::totlU,:Aiiitirr;:r •.....•.•.•... ,.•..................

fOther ST Liabilities
IShort-term Notes

2.2 Company
History

This topic appears when
your business plan is for an
existing or ongoing
company, instead ofa start
up company.

Use this topic to cover
pastperformance.The topic
is nonnally linked to the
past performance table,
which presents financial
highlights for the last three
years and starting balances
for the next three. Explain
why your sales and profits
have changed. Ifyou 've had
important events, like
particularly bad years or·
good years, or newservices,
new locations, new
partners, etc., then include
that background here.

i Subtotal Short-tenn Liabilities

Payment days
Sales on credit
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2.3 eompllny LocatIons and Faciliti.

Briefly describe offices and locations of your company, the nature and function of
each, square footage, leasearrangements. etc. Forexample. ifyou are aservice busines.'i.
you probably don't have major manufacturing plants. but you might have Internet
services, office facilities, and telephone systems that are relevant to proVIding serVIce_
Itisconceivable thatyourInternetconnection. as one hypothetical case. might becriticill
to your business.
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3.0 Product (or Service) Description

NOTE: ReferenCl!S to products aTe interchangeable with services.

List and describe the products your company will sell. For each of them, cover the
main points, including what it is, what customer need does it address, at what relative
price point, and how is it different from other products or services that address the same
need. Ifyou think it's important, describe the technology involved, the manufacturing
cost, distribution, packaging, pricing, what sorts of customers make purchases, and
why. What are the important features and benefits?

...................................................... ······························.·········· ···1···.··· .
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3.1 Product (or Service) Description

NOTE: Refemu:es 10 produds lITe inlerrhanpble with 5mlices.

The previous topic was the sUITUtUlJ}', so this one provides more detail. list and
describe the products your company manufactures. For each product, cover the main
points, including what the product is, technology, manufacturing cost,. distribution.
packaging, pricing, what sorts of customers make purchases and why. What customer
need does each product fill? What are the important features and benefits?
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3.2 Competitive Comparison

NOTE: References to products are interchangeable with seroices.

Use this topic for a general comparison of your product offering as one of sewrJ I
choices a potential buyer can make. There is a separate topic in the market anillvsis
chapterfor detailed comparison ofstrengths and weaknesses ofyourspeci fie competi t< m;.
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..............................................................................................................................................

~ ~

PER.IaION TO C:OPY WORK8OOK PAGP GRAtfI'ED ONLY fOR USE WITH BUSINESS PLAN PRO OR BUSINESS PLAN TOOLkiT

_ ....FOR""....FORMATION CALL(800) 229-7526.
PAGE 255

IIF



.,

H-.:T. Bul••11 PI ......1

3.3 Sal_ Litenltu..

list any existing sales literature you will include with your finished plan.
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3.4 Sourc;ing

How do you get the products you sell and at what cost? Use this topic to explain in
as much detail as you think practical, depending on the specifics ofyour plan. Additional
details depend on the nature of your business and the purpose of your plan. If you are
a manufacturer or a retailer, you should describe your sources of materials.

..............................................................................................................................................
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3.5 Technology

Describe the current, and new, technologies which impact your ability to product'
these goods or services.
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3.6 Future Products (or Services)

What future products or services are on your drawing board? Is there a relationship
between market segments, market demand, market needs, and product development?

...............................................................................................................................................
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4.0 Market Analysis Summary

This first paragraph is a simple summary. Assume this paragraph might be included
in a loan application or summary memo, so you need it to summarize the rest of the
chapter. What information would be most important ifyou had only one brief topic to
include about your market?

Without going into great detail, you should genera1ly descnbe the different groups
of target customers included in your market analysis, and refer briefly to why you are
selecting these as targets. You may also want to summarize market growth, citing
highlights of growth projections.

P_260
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4.1 Market Segmentation

Explain the potential customers analysis table, which is normally linked to it. Your
analysis is based on a list of potential customer groups, each of which is a market
segment. Explain howyoursegments are defined. The market sebrrnentation <;oncef11 IS

crucial to market assessment and market strategy. Divide the market into workJble
market segments -- by age, income, product type, geography, bUving patterns.
customer needs, or other classification.

.............................................................................................................................................
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4.2 Target Market Segment Strategy

In this topic you should introduce the strategy behind your marlcet segmentation
and your choice of taIget I11lIIkets. Explain why your business is focusing on these
specifictargetmarlcetgroups.Whatmakesthesegroupsmoreinlerestingthantheolher
groups that you've ruled out? Why are the characteristics you specify important?
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4.2.1 Market Needs

This topic is a good reminder that all marketing should be based on underlying
needs. For each market segment included in your strategy, explain the market needs
that lead to this group's wanting to buy your product or service.

u
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4.2.2 ..rket Tntnd.

To describe market trends, think strategically. What factors seem to be changing
the market or changing the business? What developing trends can make a difference"
Market trends could be changes in demographics. changes in customer n~s. n..,,·
sense of style or fashion, or something else. It depends on what business V(lU ar.. in

....................... u u .
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. 4.2.3 Market Growth

Use this topic to explain and discuss market growth. Ideally you cite experts, a
market expert, market research firm, trade association, or credible journalist, projecting
market growth. This is particularly important when your plan is related to finding
investors or supportinga loan applicationbecause market growth enhancesthe implied
value of your business.
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4.3 Industry Analysis

This topic summarizes the sub-topics that follow, explaining the type of business.
The sub-topics look at the size and concentration of businesses in this group. the war
services are bought and sold, and specific competitors. Dependingon whatyou need for
your specific plan, you could leave a brief sUIJUnal}' in this topic and let the main
information come in the following ones, or you could decide that all you need is a
paragraph or two here, then delete the sub-topics. Remember that form follows
function,. so ifdescribingyour industry doesn't change any ofyourbusiness decisions,
and you are not using the plan to describe your business to an outsider, then you may
not need to include this description at aU.

A complete business plan discusses industry economics, participants, distribution
patterns, factors in the competition, and whatever else describes the nature of this
business to outsiders. For research, there are website5 for analysis, financial statistics,
demographics, trade associations, and just about everythingyou11 need for a complete
business plan.

NOTE: Please refrr III CJwpter 8. The BHSincss YOM'!'!! In. for sugges/ed fI.'SOUm",
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4.3.1 IndustlY Participants

Explain the nature of the industry. There is a huge difference, for example, between
an industry like long-distance trunk services, in which there are only a few huge
companies in anyone country, and one like dry cleaning, in which there are tens or
thousands of smaller participants. This topic is supposed to present a summary of this
factor.

.........................................................................................................., , .
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4.3.2 D......butIonhtt_

Explain how distribution works in this industry. Does it have regional distributors,
as is thecase for computerproducts, magazines, orauto parts? Does itdepend ondirect
sales to laIge industrial customers? Do manufacturers support their own direct sales
fooces?
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4.3.3 Competition and Buying Patterns

Explain the general nature of competition in this business and how the customers
seem to choose one provider over another. In the computer business, for example,
competition might depend on reputation and trends in one part of the market and on
channels of distribution and advertising in another. In many business-to-business
industries, the nature of competition depends on direct selling because channels are
impractical. Price is vital in products competing with each other on retail shelves, but
delivery and reliability might be more important for materials used by manufacturers in
volume, for which a shortage can affect an entire production line.

................................................................... , , , .
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4.3.4.'nCOMpet....

You've refeued to competition already in pn!llious topics, in terms of general
factors and the nature of competition. Use this topic to list your specific competitors
and the strengths and weaknesses of each.

.....................................................................................................- ..
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5.0 Strategy and Implementation Summary

Summarize the sales and marketing strategy. Details will come in the following
topics, so keep this summary short, covering just the main points.

.............................................................................................................................................
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5.1 Strategy Pyramids

This topic is intended to help you think about strategy, not to make a business plan
more difficult. Ifthis framework for analysis doesn't work foryou. don't worry about it.

Imagine a pyramid made of three levels. The top of the pyramid isa single box, which
contains a strategy. Strategy is an area of resource focus. In the middle level, you have
threeorsoboxeswhich contain tactics. In the third leve~ you have four to sixboxes that
stand for programs.

A strategy is a main focus, which might be on a specific target muket. Tactics are
there to implement strategies. Programs are specific business activities, each ofwhich
has concrete dates and responsibilities, and probably a budget. Yourde6nitions don't
have to be exact.

NOTE: PItrue rep to Cb4J1kr 17. SInrIuIt is fggq in the """" S«tiorr ofthe HrmIIe
bookfor Q JIIOI'l! sp«iji£ erample.

..................................................................................................................._ _..
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5.2 Value PropositIon

Value-based marketing is another conceptual framework. Like the pyramid in I he
previous topic, it doesn't have to be in your business plan at all, but we add it here
because some people find that the framework helps them develop strategy. ObviollsJ\'
this has to be a quick treatment. There are textbooks written about value-based
marketing, and the business literature on this topic is rich and varied.

NOTE: Please refer to Chapter 17. Strategy is Focus in the main section of the Hurdle
book for a more specific example.

........................................... .~ .
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5.3 Competitive Ed..

So, what isyour competitive edge? How is your companydifferent &om all others?
Inwhatwaydoesitstand oUt?Is there a sustainablevaJue there, sometbingthatyoucan
maintainand deve10p overtime?Forexample, a graphicdesignfum mighthaveilshead
start inIntemetwebpagedbign orils CommonGatewayInterface (CG1) programming
staff as a competitive edge that puis it ahead of most competitors. An accounting
practice might have ils well-known senior partner whose books are used as textbooks.
A restaurant might have its excellent location or its well-known master chef. The
competitiveedgemightbedifferent foranygiven company. even between onecnmJ'ilm"
and another in the same industry.

NOTE: Please refrr 10 Chqyter 17. StmkD is FOQIS ill the mIIi" s«tiorI oftk Ilurdl"
book fur Q mDI'l! specific exJmIpit.
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5.4 Marketing Strategy

This topicintroduces marketingstrategy. Sales strategycomes later. Your marketing
strategy normally involves target market focus, emphasis on certain services or media,
or ways to position your company and your products or service uniquely.

Your marketing strategy depends a great deal on which marketsegments you've
chosen as target market groups. You covered this in the previous chapter, the market
analysis, but it is also critical to market strategy. Also, if you've been through the
previous topics, including the strategypyramid, the value proposition, and competitive
edge, then you probably have marketing strategy on the way. Obviously, you want to
make sure to preserve the same basic focus and themes.

.............................................................................................................................................
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5.4.1 PositioningStat_nt

Use this topic foryourmarketingpositioningstaremenlS. Thepositioningstatements
shouldindudea strategic focuson the most important targetrnarket that market's most
importantmarketneed. howyourproductmeelSthat need, who isthe main compditiun.
and how your product is better than the competition.

Consider this simple template:

For [target market description) who [target market need), [this product] [huw ••
meets the need). Unlike [key competition), it [most important distinguishing feature) .

........._ u .

................................................................................................................................................
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5.4.2 Pricing Strategy

Provide detail on product pricing and relate your pricing to strategy. Your value
proposition, for example, will nonnally include implications about relative pricing.
Therefore, you should checkwhetheryourdetailedproduct-by-productpricingmatches
the implied pricing in the value proposition. Pricing is also supposed to be intimately
related to the positioning statement in the previous topic, since pricing is probably the
most important factor in product positioning.

..............................................................................................................................................
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5.4.3 Promotion Strategy

Think of promotion in a broader sense than simply sales promotion. How will you
spread the word aboutyourbusiness toyour future cuslomers?Think ofil in the broader
context including the whole range of advertising. public relations, events, direct mail.
seminars, and sales literature.

Think strategically. What, in general, is your strategy about communicating with
people? Doyougofor expensiveads inmassmedia, ortargetedmadcetinginspecialized
publications, orevenmore targetedwith directmail? Doyouhavea way to leverage the
news media or reviewers? Do you advertise more effectively through public relations
events, trade shows, newspaper, or radio? What about telemarketing. the World Wide

. • Web, or even multilevel marketing?
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5.4.4 Dlstrfbutlon Strategy

What is your strategy for distributing your products? Remember, strategy is focus,
so think about emphasizing your strengthS and protecting your weaknesses. Vou
should also refer to your discussion of distribution patterns in the prl"V;OUS chapler I"

consider how your strategy fits in with the rest of your mdustry.

Areyou focusing on a specific channel, area of distribution, or means of distributiun)
Is there some special advantage you have that you want to emphasize to differentiatt'
from your competition? Is there anything unique in your distribution plans that your
competitors can't imitate? In what way does your plan for distribution emphasize your
strengths and move away from your weaknesses?

.............................................................................................................................................

.............................................................................................................................................
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5.4.511arket1........._

Details and specifics are critical to implementation. Use this topic to list the specific
information related to rnarlceting programs inyour Milestones table (attached to topic
5.7) with the specific persons responsible, deadlines, and budgets.

Eachmarketingprogram inyourMilestones table should appear in this topic. along
with relevant details. You may go over them again in the text related to that table, but
for this topic you want to cement your marketing strategy with programs that make it
real. How is this strategy to be implemented? Doyou have concrete and specific plans'
How will implementation be measured?

..... 44 u .
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5.5 Sales Strategy

Describe sales strategy as it differs from marketing strategy. Sales should close the
deals that marketing opens. Sales strategies deal with how and when to close sales
prospects, how to compensate salespeople, how to optimize order processing and
database management, how to maneuver price, delivery, and conditions. This topic is
the summary, to be followed bya detailed sales forecast and a discussion ofspecific sales
programs.

.

..................................................., .
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5.6 Strategic Alilanc_

ExplainyourstrategicaDiances,suchasco-marketing..co-development,commissions
and cooperative arrangements. Isyour fate tied to that of any othercompany? Can you
linkyour promotionsordistribution strategies to anothercompanyorcompanies?Does
this affect your marketing strategy, competitive edge, or positioning?

. .
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5.7 Milestones

The milestones are critical. This is where a business plan becomes a real plan, v,~th

measurable activities instead of just a document. Include as many specific programs as
possible. For each program, give it a name, a person responsible, a milestone date. and
a budget.

Milestone Manager Planned Date Department Budget

.
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6.0 Management Summary

As with the other first topics in chapters, this summary may be used to stand for
the rest of the chapter as part of a Summary Memo. If you only have one or two
paragraphs to include about your personnel and management team. this is it.

~un u .
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6.1 Organi atlonal Structure

The organizational structure of a company is what you frequently see as an
organizational chart (also known as an "org chart"). If you have access to a graphic of
an organizational chart (from a drawingprogram orone ofthe specialized organizationaI
charting software packages available), then you can include the drawing into your
business plan at this point. Hnot, you may want to include a chart as an illustration in
the appendix.You can also justuse text to describe the organizational structure inwords,
without a chart.

.............................................................................................................................................
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6.2 Management Team

List the most important membelS of the management team. Include summaries (If
their backgrounds and experience. using them like brief resumes. Describe lheir
functions with the company.

.. .

.................................................................................................................._ .

...............................................................................................................................................
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6.3 Management Team Gaps

Specify where the team is weak because of gaps in coverage of key management
functions. Howwill these weaknesses be corrected? How will the more important gaps
be filled?

.............................................................................................................................................

...............................................................................................................................................

.............................................................................................................................................
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7.1 ........nt Assu.ptI_

Discuss your important assumptions about your business. Explain how key
assumptions have affected your financial projections. There might be additional
assumptions, such as assuminggeneral economic conditions, or thatyour competition
isn't going to release a new product during the next U months.

~ •••• n •••••••••••"''''''''''''''''''''.''''''''.''•• ''''.'''' _ __ •• _"

..................................................................................................................- .
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7.2 Key Financial Indicators

This topic compares five key indicators in regard to how much they change over
time.The indicators include sales, gross margin, operatingexpenses, inventory turnover,
and collection days. We chose these five indicators because they all have an impact on
the health of a business. We focus not on gross amounts as much as changes.

The indicatorvalue is a good way to compare different concepts. Sales and operating
expenses are measuredin gross amounts, gross margin is in percentage terms, collection
days are in days (how many days do you wait to get the money), and inventory turnover
is in turns per year (cost of goods sold divided by average inventory). With sales, gross
margin, and inventory turnover, the higher the better. With operating expenses and
collection days, the lower the better.

I •

~ ~
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7.3 Break-even Analysis

Calculating Fixed Cost

Rent

Average tJnit Sale

.:~\,:::~.~_~~g.~_.P_~,t~_~·r!~:.~~.. g.?~~
J~·:.~;-_~!.~.t:!i. ...F;.xej Cost
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7.7 Business Ratios

............----------,-_.............•_..~"-~:-_ ".
•Profitabi.tity RatklS: Y1 Y2---_ , .
Gross M~!}!.i_n _
Net Profit Margin

•Return on Assets
...._. . _-"...........-
!Return ?.~ Equity

Y3 ·..·..··..·..1
...~~~~................. i

_ --l- ~~-_ - ..>......................... ·· ···.. ····· ~·~1
-_ _-_ ~ ..;..~~ _~_ -- .. __ ~-_ _--_ j

...................-._..·- · ······ ···_·_ 1
._ --- ·······>···..·· ..· _-_..··•.. ...; · ·_..·~··1

}
1 ---- , • ,,_~.
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~ kcts Payabl.~ !.~.!.!'lov ~L.................. ..
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\---- ----_ , ~.._ , .

. ~
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Preface
Approach and objectives

This book is written in a style intended to provide basIc, practical knowledge and techniques
for mar1(eters, untrained in the discipline of finance and accounting, It is not intended to give
an all embracing discussion on the intricacies of the principles of accounting and finance but
to provide sufficient knowledge for the mar1(eter to be aware of the financial implications of
decision making, and aid in the following activities of mar1(eting:

• an assessment of how well mar1(eting strategy is wor1(ing,
• an evaluation of altemative mar1(eting activities,
• the development of future mar1(eting plans, and
• controlling mar1(eting activities.

The text is kept to a minimum in order to put over the principles in a concise way. but it
includes both numerous worked and un-worked examples in order to achieve maximum
undenstanding and reinforcement.

The text is primarily designed as a teaching aid for marketing or agribusiness lecturers or
trainens and is aimed at undergraduate or diploma students studying agricultural markelmg
agricultural economics, agribusiness, management or business studies and certain
professional qualifications. It can also be used as material for short courses, as a refresher
or basic text for postgraduates, for in service training of managers and as a self-learning aid

The learning process

The learning process is assisted within the text through the provision of a number of
leaming aids. These are:

• Chapter objectives; Each chapter has specific objectives which prepare the learner
for the chapter material and outline the leaming outcomes.

• Figures and tables; Each chapter is illustrated with relevant figures and tables which
illustrate, encapsulate or summarize the text.

• Examples; Each chapter contains examples which serve to illustrate the text and
reinforce undenstanding of the principles.

• Exercises; Each chapter contains both worked and un-worked exercises intended to
ensure the leamer's understanding of both the concepts and the use of practical
techniques involved in financial analysis.

• Key tenns; Key tenns are included at the end of each chapter and are Inlended 10
act as an aide-memoire.

• Index; A subject index is inCluded at the end of the texl to assist With qUick
reference. j

)
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Chapter 1 • Introduction to accounting
for marketers

Chapter objectives

This chapter Is intended to provide:
• An understanding of financ:iaI analysis in

mar1ulting
• An explanation of the variouS activities

associated with martteting Iinancial
analysis

• A brief introduction to the various financial
analysis rnethoc:ls.

Whilst it is not necessary to be a qualified accountant or bookkeeper. a basic
understanding of what is involved in financial analysis is essential for anyone ,n
marketing. It is too enticing, and often too easy. to use "blue skieS" thlnkmg 11\

pIaming martteting activities. It is even easier to spend money without fully realizing
the return one is getting for it. It is proven. therefore, on marketers, to be more
disciplined and analytical in the way they go about planning, executing and evaJuating
marketing plans and sbal8gy. One way of introducing more discipline into the pIOCIIlSS

is by having a basic undeiSlandlng of the financial implications of decision making,
and how financial measures can be used to mordlor and COIlbol marketing operetio!lS.
1)18 purpose of this text is to provide exaclIy that, and the first ch8plar dells b lsically
with an introduction to the activities involved in financ:iaI analysis.

Structure of the chapter

The dlapter inlroduc:es the way in which financial anaJysis can be used in marteting.
and gives a brief overview of the areas in marketing where a knowledge of finance
can be very useful. particularly in helping marketers gauge how well strategy IS

working, in evaluating marketing research alternatives. developing future plans and III

marketing control.

The marketing financial analysis circle

Financial analysis can be used to serve many purposes in en organization but 11\ the
area of martteting it has four main functions:

a) to gauge how well marketing strategy is worf<ing (situation analysis)
b) to evaluate marketing decision altemalives
c) to de'i8Iop plans for the future
d) to COl ,bol ac:livilies on a short term or-day to-day basiS.

In effect these four foodions comprise what can be caIed the "Mlneting FIIl8nCiaI
Analysis Circle" (see figure 1.1)

,
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Figure 1.1 The marketing-financial analysis circle
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Activities associated with marketing financial analysis
functions

For each of the four functional areas where financial analysis is useful in marketing,
there are a number of associated activities:

a) Financial situation analysis (how well marketing strategy is working)
This involves the study of:

• the study of trends
• comparative analysis
• assessment of present financial strengths and limitations for the

whole business, brand or component of the business, e.g.
transportation.

b) Financial evaluation of altematives

This involves the study of a number of factors like the market place,
competitors etc., and is used for decisions whether to:

• introduce new produetsldelete mature products
• expand the sales force or do more advertising
• delete a market operation e.g. close a Dairy Board depot or increase

the sales fleet
• move into a new market or markets
• build a new grain depot or silo.

c) Financial planning (projections concerning activities which marketing
management has decided to undertake)

Financial planning is used for a number of activities like:

• the introduction of a new range of products
• the forecasting of sales and costs
• market liberalization.

d) Financial control (actual compared to planned results)

b
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This activity is mainly centered al'OlJ'ld keeping plans on course.

Methods Involved In marketing flnanclal analysis

There _ a variety of rnelhods used in each of the four fIMlCIionaI ar88S. Some of
these include the following:

a) Financial situation analysis

• Ratio analysis
• Profit and contribution analySIs
• Sales and cost analysis.

b) Financial evaluation of alternatives

• Sales and costs analysis
• Break even analysis
• Profit c::ontrilution, cash flow analysis, profit pl'CljedioilS
• Return on inwsbii8ilt
• Return on capital employed
• 5ustainabIe gruwlh rates.

c) Financial planning

• Sales and costs fonlcasts
• Budgets
• Proforma income statements.

d) Financial control

• Sales and costs forecasts
• Actual results compared to budgets (analysis of variance)

• Profit p8Ifonnance.

What Is analyzed In marketing flnanclal analysis

Two fadors influence the choice of unit of analysis:

a) the purpose of the enaIysis
b) the cost of the i11fonn8liorl needed to p8Ifonn the analysis.

Several possible units can be used in m&iketing finandaI anaIyIis 8I1d cost or sales
data can be used. These units _ listed in IabIe 1.1. which is by no maIns
exhaustive. Units can be c:hosen which suit the particular situation or organisation.

,



-
Financial Analysis For Agribusiness Marketers

Computerized Systems & Agribusiness Applications

Table 1.1 • Alternative units in financial analysis

.........._ ~~'!~ F.'.r.ClIJ.~~S.~':".i~.~ I::>'.l1.a.!1i.'!.a.~il;)n .
Total Market
Market segment (s)
Geographical areas
- demographics
• product
- characteristics

Industry
Product mix
Product line
Specific product
- brand
• model
• size
- shape

Company
SegmenUDivision/Unit
Marketing department
Sales unit
Regions
DistrictlBranch
Offlce/Slore
Sales person

Tolalliabilities and net worth

Basic financial analysis methods

These will be expanded on in later chapters. so thiS section serves as an introduction
only.

Use of ratios

Ratios call be used to judge the organization's "liquidity", i.e. can it pay its billS, its
"leverage", i.e. how is it financed and its "activities·, i.e. the productivity and effiCiency
of the organization. Taking liquidity analysis only, this has a bearing on new product
planning, marketing budgets and the marketing decisions. liquidity analysis is drawn
from the balance sheet, e.g.:

$ $-:=--:----------:::::-::-._._ __._--------_ _ .
Cash 250 Current 120
Accounts receivable 300 Short term debt 100
Stock 200 Long tenn debt 1,500
Total current assets 750 Total liabilities 1,720
Property and equipment 2,000 Net worth 1,430
Other assets 400
Total assets ~

Current and quick ratios

These are used to judge a firm's short term capacity to meet its finanCial
responsibilities.

(I) Current ratio

I QIr,.,.~~t l
_0JrtMt1:iahIl_'_UieE_·-'-(S~h.;..:0'-'u.;..:ld:...b~e:...g"-re""_'_a...:te_'_r_'_th...:a...:n_1;.<.) _

7501220=3.41

iQ Quick ratio

I Qlr1Wlt~.'
Qu1wnt /iabilUieE (minus stock)

8
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5501220=2.50

Debt ratios

These are used to measure long term liquidity

I==(Current Liability+ShOft Tenn Debt+Long Tenn debt) should be >1

1,72011.~1.21

I~-:.:.. (long Tenn Debt + Net Worth)

1,50012.930=0.51

This ratio shows the extent of leverage (debt) in tota/ capitalization.

ProfIt _lysis

Breakeven analysis is a me1hocl used to estimate the number of units (volume\ or
sales value required to make neittler profil nor losses. In other wonts. ,lIS the POint
where costs of production and sales volume are equal.

sales and cost information are used to calculate the breakeven point. VVtthout gettlOg
into the argument as to what constitutes fixed or variable costs, fixed costs are
defined as those which do not vary with output e.g. rent. rates, wher8as variable costs
do vary with increased or decreased output, e.g. labour, materials. Breakeven
assumes fixed coS1s are constant, variable costs vary at a constant rate and Ihenl is
only one selling price. However, with a higher or IoweI' price, the bANlkeven point wiD
be lower or higher respeclively. Breakeven is calculated by the formula:

IlIRFAKEVEN /fDl8DexElS'
• PRDIlNll'- Y.ARfABUr:xElIlNll'

By rearranging the formuI8 breakeven costs or sales can be cabll8lBd. Nolie that
profit Ieve/ intentions should be added to the fixed costs, as this is a "charge" to the
COfIlPBlY. Also, if one wishes to rec:over an new lnvesbii8l1t (value) ilJll'llfdlle#y it
should be added to fixed cost.

Breakeven can be calculated by the formula or by graphical methods Figure 1 2
shows an example of both.

Figure 1.2 Fonnula Ind graphical solution for bntlkeven Inalysis

I) Formula

PrlceIUnil=
Variable costIUnil =
Fixed costs =

$1.846
$0.787
570.000

q

Ii
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I~- J1IJ:Id cost!
Pnc, 'p1ITlD'J1 - VarldJl, costpt11l1lit

70,000
- ""U::-:4-'.'O:':_70.7=-O=7

= 65,000 units (volume) or $120, 000

Figure 1.2 Graphical solution

Sale$lCosls
(thousands)

Total costs
120

70

o o
Volume

Variable costs

Contribution analysis: When performance of products, market segments and other
marketing units is being analyzed, an examination of the profit contribution generated
by a unit is often very useful to management.

ICONtRIBUTION = SALES (REVENUE): VARIABLE COSTS

So, contribution represents the amount of money available to cover fixed costs and
the excess available is net income.

For example, suppose a product is generating a positive contribution margin. If the
product is dropped, the remaining products would have to cover fixed costs that are
not direCUy traceable to it.

In the example below if X was eliminated, $50, 000 of prodUct net income would be
lost. If the product was retained the $50, 000 could be used to contribute to other
fIXed costs and/or net income (see figure 1.3.).

Gross and net profit margins: Contribution margin is useful for examining the
financial performance of prOducts, market segments and other marketing. planning
and control units. However, marketing executives should be familiar with the
calculation of gross and net profit margins. which is useful to gauge company and
business unit financial performance and to bUdget for future operations. The profit

10
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and loss statement is useful tor reporting perfonnance to stockholders and to '\
compute taxes. Figure 1.4 gives an example I
Figure 1.3 Illustrative contribution margin for product X (OOO's)

$
SAlES
LESS:

EQUALS:
LESS:
EQUAlS:

500
Variable manuf8clurlng COSlS 200
Other Y8II8b1e COsIs traceable to produc:l X W
CcJnlriIldIon IlI8IgIn 200
FilClId c:osl traceable to product X ~

Producfs net income ~

Note: Chapter 5 provides further 8lCplanations ofa) and b)_

Figure 1.4 UlustI.live profit and loss statement

$.._._..__.__....-...._-----_....----_. ..,..

1.2011-000

800000
400.000
200 000
200.000
1IO.000
120.000

COSt of gDOClS sold
Gross profit malgin
selling and admin. expenses
Net profit before tax
Tax
Net profit

SAlES REVENUE
LESS
EQUALS:
LESS:
EQUALS:
LESS:
EQUALS:

~II.

Consider the following sample data taken from Rowe. Meaon. DicI«II and~
(1987)

$
COSt ofgoods sold
Opet_ling expen5B 5
sales
$loeb
Accounls I'IlC8iv8b1e
cash
Prepald expenses
FDlIld IIAets

12.000
3.800
18.500
3,200
3.750
400
50
1.200

Fmancialanalysis models

Many models, often computerized. have been developed to aid maIketers see the
effiods on the "bottom line· of • change in lIIl organiZa1iOn. one such P10gnunme is
the Dupont Analysis The model aHows ex8QJtives to input data into blank boxes and
by manipulating q figure find the resulting outcome. One of the advantages of
computer based rnodeIs is that one can work "backward" or "fOI_ff' through the
model, selling desi8d levels of cost or outcomes and c:aIcUaIing the results.

" J.t
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Figure 1.5 Sample printout of the Dupont analysis

Colt of goods sold
12.000
plus
Op8rat,ng 811P8_
3.600

Sales
16,000

-llinus
costs

EBiT
900

- d~idftdby
sales

--+
'to

01.
RelIrnon

-assets
10.41Sales

16,500
!tilled-'I
TOIai
lISSe\S

Cl.I'lIf1l
anets

-1.400
pka
iJedasuts
1.200

_....J

Slacks
3.200
plua
a~eounls

,ee••va!lll
3.750
pkls
cuh
400
plus prepaid
IIII000rQ

Other performance measures

Various other performance measures can be used; these include productivity
measures, which, say, for a supermarket would be:

I
r----------------------·-----..

S/";';sp«»
Other measures include inventory tumover:

Budgeting and forecasting

These two activities are essential to marketIng planning and are often done via pro
forma statements.

a) Marl<eting bUdgets

Field sales expense, advertising expense, product development expense
market research expense, distribution expense {trade and admlmstralJOnl
promotion expense (trade, consumer).

b) Pro forma financial statement

Annual profit and loss statement, next year pro forma/quarter, current year
budget/quarter, last year actual/quarter, annual revision of 5 year pro forma
profit and loss statement (expense detail for broad categories).
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N.B. In aN figures watch for inflatiOn and information gaps (use approximation).

Spreadsheets are often used in budgeting and fonlc:asting 8X8Itises. Spreadsheets
use the memory of a computer as if it were a large piece of paper cIvided up inlo a
matrix of cells. Into Ihase cells may be entenId numbers, text and formulae. The
power of these systems is that the data held in anyone cell can be made dependent
on that held in other cells and changing a value in one cell can 58t (if wanted) a chain
reaction of changes through other related cells. This means that a model can be built
in which the effect of changing key parameters may be observed A term often usee
to desaibe spreadsheets is "what if software". It can be used, for example \0

evaluate the effect of changing the sales commission rate. Simply entenng a new
value in the commission rate ceD win lead to the automatic re-calculation 01 aU
dependent cens. Figure 1.6 shows an example of a spreadsMet u58d in accounbng.
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FIgure 1.6 Sample spreadsheet
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Note: The formatting of the 'eens' to display numerical fields to two decimal
pIacasIvaIues for commission in the lower half ant 1oI.nd by rrUlipIying the
sales figures by 1.5%; totals are stored as the SUM (ooIUIM or row); the
borders showing column letters and row numbers may be omitted.

Spreadsheets are powerful personal decision support tools. In addition, programming
facilities such as IF...THEN...ELSE greatly extend the control that may be bu,II,n10
the model.

13
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Chapter 2 • Financial, managerial
accounting and reporting

Chapter objectives

This chapter is intended to provide:
• An introduction to the basic principles of the accounting

equation
• An introduction to, and the construction of,

manufacturing, trading and profit and loss accounts and
their use

• An understanding of the principles and construction of a
balance sheet and its interpretation

• A detailed explanation of the interpretation of company
accounts using ratio analyses and the uses of these

The two principle statements which form a set of accounts are:-

a) The profit and toss account defined as a summary of a business's
transactions for a given period.

b) The balance sheef defined as a statement of the financial position of the
business at 8 given date (usually the end of that period).

Other less important statements are the manufacturing account and the trading
account. It is absolutely essential to any marketer to understand what the profit and loss
statement and balance sheet mean. Both documents are vital, not only to show the
corporate health of the organization, but also as an indication to various shareholders of
how well or badly the organization is performing, as proof to potential investors or
lenders for the raising of capital and as a statutory record for taxation and other
purposes.

Structure of the chapter

This chapter is structured in a logical way, building up from the basic tenets of financ.al
analysis - the dual effect and the accounting equation. From this, the chapter looks at
the construction of manufacturing, trading and profit and loss accounts and the draWing
up of a balance sheet. Ratio analysis is a particularly powerful technique aimed at
helping marketers to compare sets of figures over time and between companies. This .s
dealt with in considerable detail.

The basic principles

All aspects of accounts are governed by these two principles.

a) First principle: Dual effect

Every transaction has two effects, not one, e.g, if a Cerial Marketing Board
(C.M.B.) purchases grain it has:

IV
I
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-morestock
-less cash.

If the Nile Company of Egypt sells frozen artichokes to a relailer. 11 has

-less stock
- an amount owed by the customer if he does not pay immediately

b) Second principle: The accounting equation

The second principle stems from the first Every transaction has two effects;
these two are equal and balance each other. Thus, at any given moment the net
assets of a business 818 equal to the funds which the owner or proprietoI has
invested in the business.

INet As...=ProprietDr's funds

is the ultimate ac:counting equation. An explanation or the terms is as foIIouus:

- Net assets 818 defined as a business's toIaI assets less toIaIliabililies.
- An asset is defined as something owned by a business, avaiI8bIe for

use in the business.
- A liablity is c1efined as the amount owed by the business. I e an

obligation to pay money at a future date
- ProptiBtor's funds represents the tolal amount which the buSiness

owes to its owner or proprietor. This consists of:

Capihll: (amount propnelOr Invested In the busmeSS)
plus
Pnlfils: (funds generated by the business)
orninus
Losses: (funds lost by the business) minus
Drawings: (amounts taken out of the business).

Use of the accounting equation to find profit

We normally aniYe at a business's proflI or loss by means of a profit and loss lICCOllllt,
but where infOrmation about income and expendtunl is lacking, the accounting
equation can be a Useful way of finding profit. If:

INet 8SlI8Is - ProprietDr's funds

then an incte818 in net assets =an incte8se in a proptietot's funds.

Considering what causes an increase in the proprieto(s funds. _ can say thai
INCREASE IN NET ASSETS (from the beginning of a period to the end) IS equal to

1c..:~.:..\Ie:..;w~ca::!pita:..;·:::.:..1i.:..n.:..b.:..od.:..u.:;.Iced:..=..::....+_P:....~:..;Ol.:..fi.:..t '--,D:..;ra~wtc..:·ngs-'= -'

during the same period. If three of these four amounts are known, the fourth can De
calculated.
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Manufacturing account

There are many firms, whether parastatal, sole trader, partnership or limited company,
which manufacture the final product to be sold from raw materials, e.g. a fertilizer
company uses phosphates, ammonia and so on to produce finished fertilizer pellets.

In this instance, a manufacturing account is required in order to arrive at the final cost of
manufacture. The manufacturing organization will still need a trading and profit and loss
account. The only major difference is that, in the trading account, the entry for
purchases is replaced by the cost of manufacture. The cost of manufacture is
calculated using a manufacturing account. Two important factors need to be takenmto
account:

a) Different types of cost

The costs needed to prepare a manufacturing account can be broken down into
two main categories known as direct and indirect costs.

The main or direct costs are those of raw materials and labor, which together
are known as the prime cost, although any expense which can be traced directly
to any unit of production is also a direct cost. The indirect costs are those
associated with production but cannot be traced directly to a particular
production unit. These costs will include the general factory overheads such as
light, heat and power, rent, rates, insurance, depreciation of production
machinery, etc. Certain labour costs, such as supervision by foremen or factory
managers, will also be indirect costs because they are not directly traceable to a
production unit but are absorbed as a general overhead.

b) The effect of stocks

One complication in constructing the manufacturing account is to remember that
there may be opening and closing stocks of raw materials and opening and
closing values to attach to partly completed items (work in progress)

lb
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Figure 2.1 Pro fOl1llll II18nufllcturing account

•

YEAR ENDED 2001
Opening stOCk of raw materials

Purchases

Less dosing 5Iock of raw materials
Cost of rIIW materials consumed
DiI8d manufac:turing wages
PrIme cost
Factory lJI,lllI8IlItrtlllll8Bdslllds:
Rent 811II nItes.
1lQht. heat and~
Indil8d wages
Depnlcialion of
Prod. machinery

Opening work in progress

Less closing work in progress

Now attempt exen:ise 2.1 and 2.2.

x
x
x

x

;Produclion cost 0
completed goodS carriec
down to tr8ding account

x

x

11;
x

xx

.~

\

I

xx:

These lIdjuslrnents can be seen in the pro tonna manufaduring account. which foIIuws.
(See figUre 2.1.)

Exercise 2.1 A simple manufacturing account

The following 818 details of production costs of Amm8 PIIt LId for the year ended 31
December 2001.

1 January 2001. stOCk of rIIW materials
31 December 19X5. stOCk of IlIW matelials
Purdlase of I1IW matelials
Manutacluring (dil8d) wages
Royallies
Indlnlc:t wages
Rent of factOlY (exdudIng adminislnllion and selling 811II distlibWon dep8ftmenIS;
FaetOlY rates
General indinId expenSBS

Depllldallon of work IlIlId1IneIy

Prepare a manufacluring IICCOUnl for the year ended 31 December 19X5.

1.301
1801

10 oo
17 oo

601
9OO
2.lIlIl

641
681

1,051
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Exercise 2.2 A manufacturing account with an adjustment of work-In-progress.

January 2001 stock of raw materials
31 December 2001 stock of raw materials
1 January 2002 work in progress
31 December 2002 work in progress
For the year ended 31 December 19X4
Wages: direct

indirect
Raw malerials purchased
Power fuel
Direct expenses
Carriage inwanls on raw materials
Depreciation of factory machinery
Insurance of factory buildings
General factory expenses

Trading account

1 501
2 '5,

B6:
941

6,451
4,061

15,701
1,021

661
1,051

721
341
701

The purpose of the trading account is to show the gross profit on the sale of goods.
Gross profit is the difference between the sale proceeds of goods and what those
goods cost the seller to buy, or cost of sales. The cost of sales for this purpose includes
the amount which has been debited for them to the purchases account plus the COS! 01

getting them to the place of sale, which is usually the seller's premises, ie the carnage
inwards of those goods,

Preparing a trading account

The trading account is calculated by using a sequence of steps. It is essential that these
steps are carried out in the order indicated.

a) The first step is to transfer the balance on the sales account to the trading account·

b) Next, debit the trading account with the cost of goods sold, starting with the opening
stock:

Dr: Trading Ale Cr: Stock Ale.

The opening stock is obviously the same as the closing stock of the previous period; in
the first year of trading, of course, there will be no opening stock.

c) The balance on the purchases account is then transferred to the trading account and
added to the opening stock figure:

d) Transfer any balance on the carriage inwards account to the trading account

'8
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Add the carriage to \he total arrived at in c) above. This gives \he total cost of goods
available for sale.

e) Deduct the value of closing stock from 1he cost of goods 8\TI.... fOr sale. Any item
deducted from the debit side of an account is, in elfect, aedil8d to the ac:eooot.
Deducting closing stock from the debit side of the trading account is lherefore
aediling it to that account. The corresponding double enIIy wil1helefcn be to the
debit of stock account:

.::Dr:.:.:•..:Sl.:.:ock:;:::..;A)c.:.::c ~r: T~~~ AlC. .. _

(by deduction from the debit side).

We have now arrived at the cost of sales

f) The balance on the trading account will be the difference between sales and cost of
sales. i.e. gross profit, which is carried down to the profit and loss account

Point to Note:

The debit to stock account for closing stock is the value of the a.mn asset of dosing
stock which will be included in the balance sheet, as we sh81 see 1at8r. When \he
opening stock is C'n,ditetl to the stock account in the next period, it wiI balance off \he
stock account.

Net ..... (turnover) and net pun:hases: Goods which have been I8Uned by
customers 8f8 represented by a debit baIanc8 on the sales return account. This I1IU$l
be traJ ISfemid to the trading account, othelwise the sales and gross profit in that
account wiD both be OY8istated.

Following the same reasoning that allOws us to deduct closing stock on the debit side of
the trading account, we may deduct the debit balance on the sales returns accounl from
the sales aedited in the trading account. In this way, we show the net sales for lne
year. Net sales are known as tumover. Similarly, we show the credit balance on lhe
purchases retums account as a deduction from purchases in the trading accounl 10
show the net cost of purchases. Goods which have been returned to suppliers must nol
be included in the cost of sales.

Point to Note:

The order of Items is most important. Sales returns must be deduded from sales;
purchases returns must be deducted from purdlases; carriage inwBrds, if any, must be
debiIed in the account before closing stock is dedut:tecl. FIgUre 22 shows a pro fomla
trading account.

........_---'-------------------------_/
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Figure 2.2 Pro fonna trading account

x;

x;

x;

x; xx;

Gross profit Bid xx;

.<?p.!!.1i."!!_~~~.?.!.~,,i~~.~..l!.~~~ ;Sales
Production cost of completed goods bid (from manufacturing account)
Closing stock of finished goods
Cost of sales
Gross profit cld

xx.

\

I
I
,

N.B. A trading account is prepared very much like a manufacturing account but
SUbstituting the production cost of completed goods for the usual purchasing
figure (see exercise 2.3: Preparation of trading account)

Appendix I shows a sample trading account for The Nile Marketing Board, Zimbabwe.

Now attempt exercise 2.3.

Exereise2.3 Preparation of trading account

Prepare a trading account from the following balances Included in the tnal balance of K
Smith at 31 December 2001.

-------------;:--.__ ..
01 C,

Sales
Purchases
Sales retums
Purchases returns
Stock at1.1.19X8
Carriage inwards
Stock at 31112119X8

The profit and loss account

16,001
3,001

3,001
1,001
5,001

25,001

2,501

Introduction: The remaining nominal accounts in the ledger represent non-trading
income, gains and profits of the business in the case of credit balances, e.9. renl.
discount and interest receivable. Debit balances represent expenses and losses of the
business and are known as overheads. e.g. salaries and wages, rent and rates
payable, lighting, heating, cleaning and sundry office expenses These must now be
transferred to the profit and loss account so that we can calculate the net protlt at tne
business from all its activities.

The profit and loss (Income) statement presents a summary of the revenues and costs
for an organisation over a specific period of time. Such a statement is generally
developed on a monthly, quarterly and yearly basis. The profit and loss statement
enables a mar1<eter to examine overall and specific revenues and costs over similar
time periods and analyses the organisation's profitability. Monthly and quarterly
statements enable the firm to monitor progress towards goals and revise performance
standards if necessary.

i2
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When examining a profit and loss stBtement, it is important to I8COQIIise one difference
between manufactlnrs and retailers. For manufacturers the cost ofgoods sold involves
the cost of manufacturing products (raw materials. labour and overheads). For retaders.
the cost of goods sold involves Ihe cost of merchandise purchased for resale (purchase
plice plus freight charges).

The balanCe sheet shows that the profit for an accounting period increases propnetor"S
funds. The trading and profit and loss account shows. in deta~. how that prof.t or loss
has arisen. The profit and less statement consists of these major components -

• Gross sales • the total resources generated by the firm's products and
services

• Net ales • the revenues received by the firm after subbactillg ntlLms and
disaxI1ls (such as trade, quantity, cash)

• Cast of goods sold • 1he cost of m8Id\andIse sold by 1he IIMnIfadunIr or
ietailer.

• Gross margin (profit) • the difference bft1l9en sales and the cost of goods
sold: consists of operating expenses plus net profits

• OpendIng expenses -the costs of running a business, including marketing

• Net profit before taxes· the profit earned after all costs have been deduetec:l
Figure 2.3 shows a pro forma trading and profit and loss account
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Figure 2.3 Trading, profit and loss ale for the year ended 31 Dec 19XO
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Gross profit
Sundry income:
Discounts received
Commission received
Rent received

$ $ $,---_._ _-_._.•..., _ _ _--_ _ _ , ,

Sales
less: cost of goods sold slock, at a cost on 1 January Copening stock')
Add: purchases of goods
less: stock, at a cost on 31 Dec Cclosing stock')

NET PROFIT

Less: admInistration expenses
Rent
Rates
Lighting and heating
Telephone
Postage
Insurance
Stationery
0fIIce salaries
Depreciation
Accounting and aud~ fees
Bank charges and Interest
Doubtful debts
Distribution costs:
Delivery costs
Van running expenses
Advertising
Discount allowed

Explanations

It is essenlialthat the difference between a trading and profit and loss account is clearly
understood. The following provides an explanation,

• The trading account shows the gross profit generated by the business. This is
done by comparing sales to the costs which generated those sales. A retailer,
for example, will purchase various items from various suppliers, and add a
profit margin. This will give him the selling price of the goods and this, minus
the cost of goods sold, will be the gross profit.

Cost of goods sold is calculated by:

Opening Stock + Opening Purchases (for year or period) • Closing
Stock (cost of goods unsold at the end of the same period).

14
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This gives the cost of goods which were sold. Sales and cost of gOOds sola
should relate to the same number of units.

• The profit and loss account shows items of income or expenditure Which
although earned or expended by the business are incidental to it and not part
of the actual manufacturing, buyilg or selling of goods.

• In a complicated manufacturing industry and in service industries. different
definitions of 'goods', 'net profit" and 'cost of sales' may exist.

Capital and ntVenU8 expendltu,.

Only revenue expencflture (e.g. heating hils) is chargeclto the profit and loss account;
capital expencflture (e.g. the purchase of a new plant) is not.

a} Revenue expenditure is expended on:

• acquiring assets for conversion into cash (resale goods)
• manufacturing, selling and distribution of goods and day-to-day

administration of the business
• maintenance of fixed assets (e.g. repairs):

It is well to note that 'cash' need not be paid or received to be accounted for
The amount of revenue expenditure charged against the profits for \he year or
period is the amount incurred whether cash has or has not been paid. Ths
applies with sales as well. Even if cash for sales has not been received in the
year or period under review, sales will be included in the buug 8lXXlUOl This IS
the 'acauats' concept.

b) Capital expenditure is expended on:

• start up of the business
• BalUisition of fixed assets (not for l8S8Ie)
• aJlIIIations or improvements of assets to irnplove their revenue earning
capacity.

Capital expendilunt is not charged to the profit and loss 8ClCIOl.I1t as the benefitS are
spread over a considerable period of time.

Now attempt exercise 2.....

exercise 2.4 TflIIdlng and profit and loss account

Nigel Munyati and his friends opened a small scale hortic:uIturaI 'co-operabve- ,n
Concession, growing and retailing. The business started on 1 August 19X6.

The following is a summary of the transactions for the first year:
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Capaal introduced on 1 August 19X6
- cash
- stow

Cash paid to suppliers
Amounts owed to suppliers at 3 July 19X7
Received from customers in respect of sales
Amounts owed by customers at 31 July 19X7
Stock of goods at the end of the year
Rent
Rates
Water and light
Salesmen's salaries
salesmen's commissions, not yet paid
Bank Charges
Office wages
Telephone and postal charges
Advertising
Drawings during the year

20.001
12 DC'i

2800'
~ 4 ~',-

5000'
10.001
11,001

2,501
801
501

4,001
601
121
401

V151
1,001
4,00l

You are required to prepare a trading and profit and loss account for the year ended 31
July 2001.

The balance sheet

Introduction: The balance sheet is a statement of the financial position of a bUSiness
at a given date. It is, therefore, only a "snapshot" in time. When comparing business
performance, therefore. a number of years and time periods may be more suitable The
balance sheet is the accounting equation but set out in a vertical form in order to be
more readily. understood i.e. the accounting equation.

IAssets - Liabilities =Capital + Profit - Drawings

expressed in the form of a balance sheet is as follows:-

$
Assets
less: liabilities
Ne!aSSe!s
Repnasenting:

Capita'
Profit for the year

less: drawings
Proprieto(s funds

x
X
l:{

~
X
X
X
X

This is a simplified form; in reality the assets and liabilities will be further sub-divided
and analyzed to give more detailed information Figure 2.4 shows a pro forma balance
sheet.

~I
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Figure 2.4 Pro fonne balance sheet

Balance sheet at 31 December 19XO

•

A)

B)

C)

D)
E)

F)

G)

C D Net YBIue
Cost ~ilMl (e-D)

• $ $
FIxed assets
Freehold f8ctcIIy x x x
Machinery x x x
Motor vehicles l! l! l!

x x J(

CIIITllllt assets
Stocks and work in progress x
DeIltors and pr1lplIyments x
Cash at bank x
Cash in hand l!

x
CumlnIIiablIiIies
TllIde aeditors (x)
Ac:cruecI charges ~

l!
Net CUII8IIl assets xx
lS'll.108n ~

l!l!l!
Repren llillg.
C'IpItaI all J8nuaIy x
Profit for lhe y8III' l!

x
less: dnIwIngs (x)
Proprietor's fund xxx

As with trading and profit and loss accounts. the balance sheet has Its own
nomenclature. These are fixed accounts. current accounts, cumtnt liabilities aOO luOOs

A) Axed ......: assets acquired for use within the business with a view to
earning pnlfits, but not for resale. They are normally Y8Iued at cost less
accumulated depreciation.

B) Current ......: assets acquired for conversion into cash in the ordinlwy
course of business; they should not be valued at a figure greater than 1heir
net realisable value.

C) Current 11II : amounts owed by the business, peyabIe wiItin one year.

D) Net cunent a : funds of the business avaIabie for~
transactions. ThIs cen also be called working capIlaI.

E) loans: funds provided for the business on a medium to long term baSIS by
an individual or otganisalion other than the proprietor.
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F} This total is the total of the business's net assets.

G} This total is the total of proprietor's funds, i.e the extent of his investment In
the business. Within these main headings the following items should be
noted.

• Fixed assets

Depreciation is an amount charged in the accounts to write off the cost of
an asset over its useful life.

• CUrntnt assets

Debtors are people who owe amounts to the business.

Prepayments are items paid before the balance sheet date but relating to
a subsequent period.

• Curntnt liabilities

Trade creditors are those suppliers to whom the business owes money

Accrued charges are amounts owed by the business, but not yet paid
for other expenses at the date of the balance sheet.

Note:
Working capital. This is a term given to net current assets, or total current assets
less total current liabi/jties, e.g.

$

Current assets 7,600
Less current liabilities 1.800
WOl1ting capital 5,800

Working capital is important because it is the fund of ready resources that a business .'
has in excess of the amount required to pay its current liabilities as they fall due.
Working capital ;s important; lack of il leads to business failure.

Appendix i shows a sample balance sheet and a full set of accounts for The Nile
Marketing Board of Zimbabwe.

Now attempt exercise 2.5.

Exercise 2.5 Balance sheet

Prepare a balance sheet for year ended 31 July 19X7 for Nigel Munyati's horticultural
co-operative.

~b
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capital introduced on 1 August 19X6
-cash
- stocks

C8sh paid to supplier
Amounts owed to suppliers at 31 July 19X7
Received from customers in respect of sales
Amounts owed by customers 8131 July 19X7
Stock of goods atlhe end of the year
Rent
Rates
Water and IighIs

S81esmen's saIarles
S81esmen's commiSsIOnS. not yet paid
BlmkclBges
0ftIce wages
Telephone and posIaI ch8lges
AdvertisIng

Drawings duringlhe~

Stocks and wortc-ln-progress

20w
1200<

2800'
1.00<
50 00,

10000
! I 00'
2.5(JI

801
5(JI

4.001
601
121
401
151

1,001
4,001

Accounting for stocks: Almost 8YefY company cames stocks of some SOft. In an
agricultural business, these may be fertilisers. chemic:als. produce. ele. ACCOUOlJng for
stocks presents a problem. because stocks in hand at the end of the finanoal year ale
regarded as current assets. whereas stocks used during the year form pan of ttle
company's costs. Hence, stocks (assets) appear in the balance sheet and s!oc.s
(used) must be accounted for in the trading and profit and loss account

Valuation of stocks: Valuing closing stocks has alWays been a problem and a source
of disagreement. There are many methods of establishing the value of stocks. Ttvee
common alternatives are average cost, first in first out (Fifo) and last ... first out (Lifo).

i) Average cost

Cost is caIcuIal8d by taking the -.ge price COI'IlP'*d by chiding the total
costs of production by the tolaI number of unitS produced. This awerage price
may be deIivecI by means of a continuous update, a perioclc C8IaAtion, or a
moving period calculation. This method is oI\Iln used to calaIIata the cost of low
value items, e.g. in the manufacture of naIs.

ii) Rrst In first out (FIfo)

The calculation of the cost of stocks and work-in-progress is on the baSIS thai
the stocks in hand at the year end represent the latest purchases or productIOn
as the items going into stock at the earfiest date are assumed 10 leave fIrst e 9
a greengrocer will obviously wish to sell the oldest stocks first

iii} Last in first out (lifo)
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The calculation of the cost of stocks and work-in-progress is on the basis that
the stocks in hand represent the earliest purchases or production, as it is
assumed that the latest stocks into store are the first to be taken out, e.g. a 'bin'
system, where purchases are added to the top and sales will be removed from
the top.

Consider the following example comparing the effect of valuing stock of 240 units:

FIFO trading account

760
320

590

1.350
Less:

$ $
-=-:---::-:--:-:----------=:-::-:::c-=-;::;----'---.--..- .
Sales (March) $360 @ $3.00 1.080
Purchases (01 February) $200 @ $2.00

(10 February) $200 @ $2.25
(15 February) $200 @ $2.50
Closing stock (bought 15 Feb)
$200 @ $2.00 (bought 10 Feb)
$40@ $2.25

LIFO trading account

$ $
Sales (March)
Purchases

Less:

(01 February)
(10 February)
(15 February)
Closing stock
$2oo@$2.oo
$40@$2.25

$360@$3.00
$200@$2.00
$200@$2.25
$200@$2.50

(bought 15 Feb)
(bought 10 Feb)

1,350

490

1,080

Note: In both cases, there are 240 items in stock. Valuing stocks using the lalest
prices, the gross profit is $320, whereas using the earliest pnces the figure IS

$220.

The lower of cost and net realizable value: The most fundamental accounting
concept with regards to the valuation of Slocks and work-;n-progress IS lhal they need
to be stated at cost, or if lower, at net realisable value. Net realisable value is the

-amount at which it is expected that items of stock and work-in-progress could be sold
after allowing for the costs of completion and disposal. If net realisable value is higher
than cost, then cost is taken, as valuing stocks at a higher value would not be prudent,
Le. profit would have been taken into account before it is actually earned. It is important
to check against the net realisable value to ensure that the current asset, stock, is not
slated at a figure above that for which it could be realised at the balance sheet date.

stock provision: If it is decided to reduce the value of certain items of stock from cost
to net realisable value, e.g. obsolete, slow moving or unsaleable stocks, this is done by
means of a provision.

Stock is reduced in value, and a charge is made against profits. The full amount is
deducted from stock in the balance sheet, but only the decrease between the beginning
and end of a period is shown in that period's trading and profit and loss account
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Now attempt exercise 2.6.

Exercise 2.6 Valuation of stocks

Kubi DwiIi began business as a small scale peanut importer in July 19X6. Purchases of
peanuts were made as follows:

Price pet" ton
$ $

19X8 Tons
01 July 60 20.00 1.200
15Augus1 40 24.00 860
30 september 45 28.00 1.170
12 october 30 35.00 1.050
29NoYember 25 38.00 950
11o-nber ~ 50.00 UlII

~ §.UlI

On 10 OCtober, 100 tons of peanuts were sold and on 31 December 70 tons were sold
The total proceeds of the sale _re $6.500.

You are reqUired to calculate the value of closing stock and to prepare the Iradlng
8CCOWlt on the following bases:

a) first in first out
b) last in first out
c) average cost.

The interpretation of company accounts-ratio analysis

Why ratios: Ratios are the means of presenting information. in the form of a ratio or
percentage, which enables a comparison to be made between one significant figure
and allolher. Often the same ratios of tike finns are used to compare the performance
of one firm with another. A "one of!" ratio is often useless • trends need to be
established by comp8Il'J ratios over a number of years.

• The great voIt.rne of statis1Ics made 8Y8iIabIe in the annual accounts of COlllPll"ies
must be simplilied in some wey. Present and potential investors can therefore
quickly assess whether the company is a good investment or not.

• Financial ratio analysis is helpful in assessing an organisation'S inlemal strengtllS
and weaknasses. Potential suppliers will, for example, want to Judge crea,l
worthiness.

• Ratios by themselves provide no information; they simply Indicate by excepbons
where further S1Udy may improve company performance. Management can
compare current performance with previous periods and competing companies.

Which areas are used for analysis?

Four key areas are generally used for analysis:

..,
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• profitability
• liquidity
• leverage (capital stnlcture)
• activity or management effectiveness (efficiency).

a) Profitability

In most organisations profits are limited by the cost of production and by Ihe
marketability of the product. Therefore, "profit maximisation" entails the most effrcrenl
allocation of resources by management, and "profitability ratios" when compared to
others in the industry will indicate how well management has performed thiS task

Key questions to be identified in profitability analYSis include:

• Does the company make a profit?
.Is the profit reasonable in relation to the capital employed in the business?
• Are the profits adequate to meet the returns required by the providers of

capital, for the maintenance of the business and to provide for growth?
• How are sales and trading profit split among the major activities?
• To what extent are changes due to price change?
• To what extent does volume change?
• Does inter-company transfer pricing policy distort the analysis?
• Has the appropriate proportion of profit been taken in tax charged?
• What deferred taxation policy is being followed?
• Has the share of profit (or loss) attributable to minority interests in subsidiaries
changed? If so, is it clear why?
• Are profits and losses on sales of fixed assets:

-treated as adjustments of depreciation charges?
-disclosed separately "above the line" In the profit and loss account?
-treated as "below the line" items in the profit and loss account?
-transferred directly to reserves?

• What has been included in Extraordinary Items?
• Should any of these items be regarded as part of the ordinary business of the

company?
• Do any items tend to recur year after year?
• Is it clear which items have been transferred directly to reserves without going

through the profit and loss account?
• Is such treatment appropriate in each case?

b) Uquldlty

"liquidity measures' are based on the notion that a business cannot operate if it is
unable to pay its bnls. A sufficient amount of cash and other short-term assets must be
available when needed. On the other hand, because most short term assets do not
produce any return, a strong liquidity position will be damaging to profits. Therefore,
management must try to keep the firm's liquidity as low as possible whilst ensuring that
short term obligations will be met. This means that industries with stable and
predictable conditions will generally require smaller current ratios than will more volatile
industries.

Key questions to be identified in liquidity analySIS include:

30
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• Has the business sufficient liquid resources to meet immediate demands from
credilol's?

• Has the business sufficient resources to meet the requiemenlS d crediIoo's
due for payment in the next 12 months i.e. Credilo.'s payable wilhi1 one year?

• Has the business sufficient resources to meet the demlWlds d its fixed asset
replacement programme and its commiIments to providers of long-term capital
falling due for repayment in say, the next five years?

c) Leverage

"Leveragel8tios" show how a company's operations are financed. Too much equity in a
finn often means the management is not taking advantage of the lInerage available
with Iong-tenn debt On the other hand, outside financing will become more expensive
as the debt-to-equity ratio increases. Thus. the leverage of an organisation has to be
considered with respect both to its profitability and the volatility of the .nduslry

Key questions to be identified in leverage analySIs include;

• What sort of capital has the company issued?
• Who owns the capital?
• What is the cost of capital in terms of intel8St or dividend?
• What proportions of the capital have a financed return (ge&mg or leverage)?
.15 the mix of capital optimum for the company?
• \5 further capital available if required?
.\5 total capital employed analysed among diffenInt classes d busi ISS?

• If so, can return on capital be caIc:uIat8d for each class?
• Has issued Ordinary share capital incl8ased cbing the period?
.If so, vIny? e.g. Rights issue? Bonus (saip) issue? Acquisition?
• Are "per share" figures calculated using appropriately 'J> 8itJdIld numberof
shares?
• Are prior years' figures comparable?
• What indhridual items have caused significant movements on Reserves?
• Do any of them really belong in the profit and loss account?
• Is any long term debt convertible into ordinary shares?
• On what terms?
• Calculate appropriate measures on "fuRy diluted

• basis
• Is any long term debt repayable Within a Short period?
• If so, should it be treBled as a current liability?
• Are there significant borrowings in foreiQn currencies?
• Are they maldled by foreign assets?
• How are exchange losses and gains thereon treafIed?
• Is there any preferenca capital?
• Is short term borrowillg induded in capital ernpIoyed? Should it be?
.Is the tr&ab"ent of pensions approprIatII? Is information I8'V Baled?
• Would capitaising leases signilicantIy aIfect long term debt and gearing
ratios?

"Activity ratios" are used to measure the productivity and efficienc:y of a finn. When
compared to the industry average, the fixed-asset turnover ratio. for example. will show
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how well the company is using its productive capacity. Similarly, the inventory turnover \
ratio will indicate whether the company used too much inventory in generating sales i
and whether the company may be carrying obsolete inventory.

Key questions to be identified in activity analysis are.

• Does management control the costs of the business well?
• Which costs, if any, have changed significantly, thus reducing or improving
apparent profitability?
• Does management control the investment in assets well?
• Are fIXed assets sufficient for the current level of activity? Are they replaced on
a regular basis and adequately maintained?
• Are the stocldevels adequate for the level of activity, or excessive?
• Are debts collected promptly?
• Are creditors paid within a reasonable period of time?
• Are surplus cash resources invested to increase overall returns?
• How variable are the profits before interest and tax?
• How many times can the interest be paid from the available profit? ttl
• How many times can the existing dividend be paid from the available profit?

e) Other

Other questions can be asked in interpreting final accounts. These may relate to long
teom trends in the business or to fixed assets, eg

i) Long-term trends in the business
• Are profits increasing or decreasing?
• Is the size of the business growing faster or slower than inflation?
• How has past growth been financed?
• Are the levels of stocks, debtors and creditors consistent with the long

teom growth of the business?
• Are dividends increasing?
• Have any radical changes occurred in the past, giving rise to major

changes in the business?
ii) Fixed assets

• Where fixed assets are shown "at historlcal cosr:
-How old are they? What is their estimated current value?
-How would revaluation affect the depreciation charge?

• Where fIXed assets are shown "at valuation":
-When was the valuation made, and on what basis?
-How have values changed since that date?
-Might the assets be more valuable if used for other purposes?

• What method of depreciation is used for valuation?
• What asset lives are used? Are different lives used for Current Cost
Accounting?
• Has adequate provision been made for technological obsolescence?
• Are any assets leased? What is their value?
• How much are the annual rentals? How long is the commitment?
• Is goodwill:

-Shown as an asset?
-Wrltten off against reserves?
-Being amortized by charges against profit?

•
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• How does the book value of g00dwili compare with the eslimal8d
surplus of the current value of fixed assets ow« their net book value?

• Has the status of any investments changed during the pefiod?
SU........_.....-? A ----:....... _nem....-> li--'-· II nts? NUOIUNII.., noouwalClU _............ ICIU'IiJ mas I~. on-
consolidated subsidiaries?

• Are investments in associated companies shown by the ·cost" method
or by the "equity" method?

• What is the difference between cost and maJl(el value of quotE!<!
investments? Is marltet value used if it is lower then cost?

• Are there any Iong-lenn debtors? How have they been treated on the
balance sheet?

Methods used to evaluate organizational performance

To evaluate the pertonnance of a company with respect to these ratios. three methods
are used, namely industry comparisons, time series analysis and absolute standards.

a) Industry compIIrilions

DaIa are used. such IS that provided by COIIl11le1d81 firms like Dun and
Bnalleet and Profit Impact of Mneting Sbal8gl81 (PIMS), .. used for
comparing the company with others of about Ihe same size, that serve the SM'I8
market and have similar procIuds. Tl1e danger is that when industry averages
include companies with different products or marIteIs, averages can be
misleadilg.

b) nme series alUllysis

Ratios for several periods are used to detennine whethel significant changes
have occurred. These time series can also be used to PlOjecl the future f,nanoa,
performance of Ihe company. -

c) Absolute standards

Most organizations have some rntmmum requinIments for corporate
performance regulations of the particular industry, e.g. the Iong-tenn debt-to
equity ratio should not exceed one. A thorough financ:iaI lIIl8Iysis usually is a
condition of these three approaches.

FIgUI8 2.5 shows an exarnpIe of how a time series analysis can be used to back
financial and business objectives.
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Figure 2.5 Framework for linking financial busine5s objectives

SENIOR
MANAGEMENT

FINANCIAL
MANAGEMENT

,. Deb1

lruerul

Talt

The main types of ratio

..... '-"- ..-r/ .,

I

1) profitability

a) Gross profit margin or profit margin on sales:

b) Net profit margin:

c) Retum on assels:

34
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d) Return on equity

Note that

NAV =Net asset value i.8. Net asset turnover X profit margin =return on assets

2) UquIcIfty

a) Current ratio

I===.s
b) Quick (liquidity 01 acid test ratio):

I0nwIt__- JNImy

0nwItw-li..

c) Defensive inteIvaI ratio:

I~~.:: -
d) InvenlDfy to net wortdng capIIaI:

3(i) Leverage (coverage ratios or gearing) - debt cover

a) Conventional leverage:

b) Murphy Prussman Gearing:

Dot R'!In..-1Dl:Af..-lbKo.""!#s
7btalhw"~:dII:+ 1JrIIk~



Financial Analysis For Agribusiness Marketers
Computerized Systems & Agribusiness Applications

c) U.S. measure of leverage:

I r:w:.an+1Da1rS+ BtmlcGlllUrirojls
Total Q;SQts

(ii) Leverage· interest cover

d) Interest coverage:

INIIlproftJ INj';w l1ft~tr:w1IaX
Interest

e) Cumulative interest coverage:

I
Nltprojitb·frc intenst IJ1d tax

. CumIiat/1IrIimT.u

4) Activity (efficiency ratios)

a) Debtors tumover:

b) Creditors turnover:

c) Inventory tumover:

I (b;l offPOIJs srMi
~.s (cpmtngand.cIosPtgsbc1l)

d) Wages tumover:

e) Net asset tumover:

IN4t~UI
f) Profits per employee:

'----------------~)
3b
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other useful ratios

1) Stoc:k market ratios

a) Eamings per share:

b) Price earnings ratio:

!
ltbtIttpriolP'*

. IatrMtIIpr--

c) Dividend yield (net):

II:NtJ.rtlpr__ (lilt)

MItlt.tl"*»prrla1fl

d} DivicJend cover:

'.SLVpr...
I:NtIIIrlpr...

Financial measures of business unit perfonnance

If an organizaliDn is made up of multiple divisions or Sbategic: BusineSS UnitS (S8lfs).
than the following measures can be computed. provided that balance $Met ancl income
statement data are available at the divisional or SBU level. These analyses enable
c::orporate management to assess the pelformance of C1iYiSiOnS. SBU's ancllor the..
management.

a) Return on sales (ROO)

ROO is computed by cflViding net income (NI). or profit (P) before or after interest ancl
taxes, by total revenue:

IB.€B- NltAcs::ons,<100

Some argue that • ,181est expenses and tax should not be considered as they are
outside the SBU manage(s cOilbol. However. it,1BAISt may be 8dded to show managers
that invested funds are not a free resource. This. however, undeistales the true cost of
capital employed, because the imarest is a charge for only the debt portion of capital.

3':t

)



Financial Analysis For Agribusiness Marketers
Computerized Systems & Agribusiness Applications

"b) Return on investment (ROI), return on net assets (RONAl and return on equity ,
(ROE)

r-----------------------.
ROJ _ Net hroms (or FYofit)$ )( I00

Total a>ssts $

ROOA. NIt Jrr:orne (or Profit)$ )( 100
Net a.lssts $

Note: NET ASSETS = TOTAL ASSETS- TOTAL LIABILITIES

RONA- Nl(aI1S xlOO
o-,.'seqUty

M(rrI1S
- (l'aaJ osse- All liablltus) x100

Note: Owner's equity = total assets - total liabilities

In using any of these measures to assess an SBU manager's ability to use assets
efficiently, account should be taken of whether cash is centrally controlled or
headquarters determines both credit and payment policies If the lalter. then cash
receivables or payables or both should be omitted from the investment base

c) Cash flow (CF)

Cash flow is not the same as net income (Nil or profit (Pl. It differs in two ways

i) Cash flow includes depreciation, as this is a bookkeeping transaction, and tax,
because tax is a cash cost. Thus,

CF • NI (or P) after tax and depreciation

Ii) Cash flow is affected by balance sheet changes, e.g. increase in accounts V
receivable or additions to fixed assets (FA), e.g. plant and equipment and
changes in working capital (WC).

CF = Net Income (or Profit) after tax plus Depreciation minus changes in
FA and minus changes in WC

Note: If no tax is paid or if tax is deferred. use Net Income (or Profit)
before tax.

The changes in (.1) are calculated by the company's balance sheet enlnes for two
consecutive periods.

Working Capital =

.1 Cash plus or minus

.1 Stock plus orminus
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A Accounls receivable plus orninus
AAccounts payable (and other short-tenn liabities)

Example:

Balance sheet

2001 2002
$(OOO'S) $(000'5\

PnIfit 400 380
Plus
Depreciation m 125
C8sh IIow from operations 520 505
Less
IIICl8lIS8 In WOrking capital (380) (420)
Increase In Fixed Assets <im <!Jm
Net cash generated or (Used) ~ (ill)

• d) Sustainable growth nde (SGR)

This is a me.1ft of the ability of the business 10 grow wilhi'Ilhe CXlIiSllaids of ill
Qlrrent financial policies. What is required is a b8'Pnce sheet for the SBU which
includes a jUstified assignment of the proportion of the IOtlII corpoI818 short-nJn
Iiabiities and Iong-run debt.

Once accomplished. the maximum sustainable growth rate (a of the ability of
the business to fund the .- assets needed to support increased sales) is estimatecl
by:

ISGR J((1-d)(1 + L)]
·'-p[(J-d)(J+L)]

where:

p = profit mergin after taxes
d ,. dividend payout I1Itio (for a business unit this is computed from the

COIpOialB 0varf18ad charge plus any dividend paid to COIJ)Oi818?)
L ,. debt to equity I1Itio
t ,. I1Itio of assets (physical plant and equipment plus worldnll 011QI) to sales.

The growth rate is expressed in nominal terms. Real SGR is nIduced by 2.2'11I for every
5'J(, of infIalion for two 18lISOI1S:

i) D8prIlcialion charges based on historical c:oa ovaata18 laxabI8 income
because they fail to fully recover the economic vaJue of d8preciating assets.

ii) Working capital increase solely due to inft8lion requires financing.

If the acluaI growth rate exceeds SGR. then tne organisation can consider a num~r of
sbategic actions which affect the "productivity" side of the quest for increased profits
("productivity" as opposed to "volume" strategies to increase profits) These are

.. ,
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i) reduce investment intensity (cut stocks and/or receivables)
Ii) reduce dividends
iii) obtain injections of "equity" from the corporate body
iv) increase debt.

Now attempt exercise 2.7.

Exercise 2.7 Ratio analysis

Nigel Munyati's horticultural business continued to flourish. Six years later his
condensed financial accounts for the last three years are summarised below (N.B. he
introduced fresh capital into the business):

Profit and loss account for thl 1999 2000 2001
year 10 31 March

....••.............................................. ..................._.,....-......•. ...... - .............•........
$(000'5)

Sales (all on credit) 415 645 885
less: Cost of goods sold:
Opening stock 35 40 65

:IJPurchases 340 565 805
I375 605 870

less; Closing stock 40 335 65 540 115 755

IGross profit 80 105 130
less: Expenses 40 50 60
Loan interest 40 . 50 10 70-
Net Profit 40 M 60

Balance Sheet as at 31 March 1999 2000 2001

($ 000'5)
FIXed assets 89 93 101
Cunent assets
Stocks 40 85 115
Trade debtors 52 108 250
cash at Bank .12 104 6 179 365

193 272 466
Financed by:
Capital 100 120 146
Add. Net profit forlhe year 40 55 60 ~
Less: Drawings ~ 16 35 20 38 22
(all on 31 March) 116 140 168
loan 110
Current liabilities
Creditors 77 132 178
Bank overdraft . 77 . ill 10 188- -

174 272 466

compute the following ratios for 1999, 2000 and 2001.

a) gross profit on sales
b) gross profit on cost of goods sold
c) stock tumover
d) return on capital employed
e) current ratio
f) liqUidity (or quick) ratio
g) debtor collection period

'-10
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h) woOOng capital
i) ratio of current assets to total assets
j) ratio of cash to current liabilities

Comment blieny on the results of the business over the last three years

Key terms

Activity

•

ratio
Average cost
Balance sheet
C8pitaJ expenditure
Cost of goods sold
Credit balances
CUIIW1t Ii8bIIlies
Debit baI8IlC8S
Direct and indirect costs
Duaf effect
FIISt-In-tVst-out
FIXed and amKIt assets
Gross margin
Gross sales
Last-in-first-out
Laverage
Liquidity ratios
ess
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Loans
Manufaduring lICCOIlnt
NetpRlfit
Net sales
Net sales and net pwdlases
Opening and c:IosilQ slDck
OverhIBds
Profit
PlufifabiItJ ratios
Profit and loss aa:ount
Ratio 8IlBIysis
Revenue expendituIe
Trading account
The accounting equation
Working capital
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Chapter 3 • Cash flow accounting

Chapter objectives
This chapter is intended to provide an explanation of:
• The aim, use and construction of cash flow statements
• The meaning and calculation of the source and application of

funds statement and their importance to business
• A discussion on credit and types of roans available to

businesses
• An explanation of the cost of funds and capital
• The importance and calculation of ownership costs. includIng

depreciation, interest, repair, taxes and insurance

It canbe argued that 'profit' does not always give a useful or meaningful picture of a
company's operations. Readers of a company's financial statements might even be
misled by a reported profit figure. V

Shareholders might believe that if a company makes a profit after tax of say
$100,000, then this is the amount which it could afford to pay as a dividend. Unless
the company has sufficient cash available to stay in business and also to pay a
dividend, the shareholders' expectations would be wrong. Survival .of a business
depends not only on profits but perhaps more on its ability to pay its debts when they
fall due. Such payments might include 'profit and loss' items such as material
purchases, wages, interest and taxation etc, but also capital payments for new fixed
assets and the repayment of loan capital when this falls due (e.g. on the redemption
of debentures).

Structure of the chapter

"Cash flow" is one of the most vital elements in the survival of a business It can be
positive, or negative, which is obviously a most undesirable situation. The chapter
develops the concept of cash flow and then shows how the funds can be used in the
business. Funds are not only generated internally; they may be externally generated, •
and so the chapter finishes with a discussion of externally generated funds.

Aim of a cash flow statement

The aim of a cash flow statement should be to assist users:

• to assess the company's ability to generate positive cash flows in the future
• to assess its ability to meet its obligations to service loans, pay dividends etc
• to assess the reasons for differences between reported and related cash
flows
• to assess the effect on its finances of major transactions in the year.

The statement therefore shows changes in cash and cash equivalents rather than
working capital.

Indirect method'cash flow statement
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Figure 3.1 shows a pro 101ma cash flow statement

figure 3.1 Pro lonna cash flow statement

•

Cash Flow SIalement For The V_ Ended 31 December 2001

NIt ClISh inIIow from opIIlllhlg 8dIvIIles
Returns OIIlmresb,Nl1lS and ...tl::ing of tin8nce
Interest receiVed
Interest pcIid
0lvideI1ds pcIid
NltCllSh inIIowI (outftow) from retumson Invesb,MMlSand serviclngoffin8nCle
TlIXlIIion
ColponIIIon tax paid
Tax paid
Investing aclIvllies
Payments to acquinllntanglble fixed assets
Payments to acquire tangible fixed assets
Recelpls from sales of tangible fixed assets
Net ClISh InfIowJ (outflow) from investing 8Ctivities
Net ClISh iRflow before financing
Fln8nc:ing
Issue of ordinary capital
Repurchase of debenlureloan
Expenses paid in connection with share Issues
Net cash inIIowI (outflow) from ftnancillg
IncreascII~) In cash and ClISh equivalents

NOTES ON THE CASH FLOW STATEMENT

s s
X

X
()Q
go

X

(X)

(X)

OCI
!

Xor 00
x

x
(X)
go
Xor go

X

1. Reconciliation of optII8ting profit to net cash intlaw hom opereIing acIitIiIiN

s
0penIIII1g profit
DepreclalIon ctIaIges
Loss on sa" of tangible filCllcI assets
IncreaseI(decnIasa) in stodts
IncreaseI(decnlas8) in deIllors
IncreasaI(decr8_) In CI'Clditors
Net cash inflow from operll\ing ac::tiviIies

(X)
(X)

x
X
X

2. Analysis ofchangN in cash and cash equivalenls during the yea'

Balance at 1 January 2001
Net cash iRflow
Balanca at 31 Dec:ernber 2001

X

3. Analysis of the baIa_ of cash and cash equMI/eIII$ 8$ shown In the balance
sheet

.1IIfI
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Cash al bank and in hand
Short term investments
Bank overdrafts

19X4
$
X
X

®
X

19X3
$
X
X
00
~

Change in year
$

(Xl
X
®
X

4. Analysis of changes in finance during the year

Balance at 1 January 2001
cash inflow/(outflow) from financing
Profit on repurchase of debenture loan for less than its book
value
Balance at 31 December 2001

Share capital
$
X
X

Debenture loan
$
X
(Xl

C29

Note: Any transactions which do not result in a cash flow should not be
reported in the statement. Movements within cash or cash equivalents should
not be reported.

Explanations

It is often difficult to conceptualise just what is "cash" and what are "cash
equivalents". Cash need not be physical money; it can take other forms.

a) Cash in hand and deposits repayable on demand with any bank or financial
institution.

b) Cash equivalents; Short term, highly liquid investments that are readily
convertible to known amounts of cash and which are subject to an
insignificant risk of changes in value.

c) Operating activities: Principal revenue-producing activities of the company
and other activities that are not investing or financing activities. The
reconciliation between the operating profit reported in the profit and loss
account and the net cash flow from operating activities must show the
movements in stocks, debtors and creditors related to operating activities.

d) Returns on investments and servicing of finance. Cash inflows from these
sources indudes:

i) interest received, also any related tax recovered. and
ii) dividends received

Cash outflows from these sources includes'

i) interest paid
ii) dividends paid
iii) interest element of finance lease payments.
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e) Taxation: These cash flows will be those to and from the tax authorities in
relation to the company's revenue and capital profiIs, i.e. corpOlllliOll1aX.

f) Investing acIiviIies: the acquisition and disposal of long I8rlIl assets and
other inwsbihhlts not included in cash equivalents.

Cash receipts include:

i) receipts from sales or disposals of fixed assets (or amlfIt asset
investments)

ii) receipts from sales of investments in subsidiary underlalungs net 0'
any cash or cash equivalents transferred as part of the sale

iii) receipts from sales of investments in other entities
iv) receipts from repayment or sales of loans made to other entibes

Cash payments include;

i) payments to acquire fixed assets
ii) payments to acquire investments in $I rbsidiary net of baIlmc:es of

cash and cash equivalents acquired
. iii) payments to acquie investments in other entities
iv) loans made and payments to acquire debt of other .llities.

g) F"INIfIdng: ac:tivities that result in changes in the size and compositioll of
the equity capital and borrowings of the ent.plise.

Financing cash inflows include:

i) receipts from issuing shares or other equity instruments
ii) receipts from issuing debentures, loans, notes and bonds and so on

Financing cash outllows include:

i) repayments of amounts bOrrowed
ii) the capital element of finance lease rental payments
iii) payments to re-acquire or redeem the entity's shares.

Now atlBmpt exercise 3.1.

I
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Exercise 3.1 Cash flow statement

Set out below are the accounts for TPK Pvt Ltd as at 31 December 2000 and 2001

(100)
(2,000)
(6000)
7100

23.900
10.750
13,150

15,000
26,700

400

16.200
10,000
1,000
5.200
6,000 '
38,400
16850

6,000
BOO

3,200
3,200
3,000
9.600

100
9,500

(3,200)
6,300

(1oo)
1.000)
(3.000)
2200

17,600
9,500
8100

5,000
8,600
300
800

.1Ml!l!

PROFIT AND LOSS ACCOUNTS FOR THE YEARS TO 31 DECEMBER
____• __._. ._•••••••••••••••••••••• •••_ • __ •••••__ ••••• __••••••••••••••••••••••••••••••••••••• •• ••••• •• ••••••• ••••••·._••_ ••••M·••••••••••••••••••••••••••••••••••••••••••••••••••••••••

2000 2001
Z$'OOO Z$'OOO
9,400 20,640

(260)
40

20,400
15,200)
15,200

Operating profit
Interest paid
Interest received
Profit before taxation
Taxation
Profit after taxation
Dividends
Preference (paid)
Ordinary: interim (paid)
final (proposed)

Retained profit for the year
BALANCE SHEETS AS AT 31 DECEMBER
Fixed Assets
Plant, machinery and equipment at cost
Less: accumulated depreciation

Current Assets
Stocks
Trade debtors
Prepayments
Cash at bank and in hand

Current liabilities
Bank overdreft
Trade creditors
Accruals
Taxation
Dividends

Share capita'
Ordinary shares of $1 each
10% preference shares of $1 each
Profit and loss account

5,000
1,000
3.000
9,000

5,000
1,000
10,100
16.100

Loans
15% debenture stock

Prepare a cash flow statement for the year to 31 December 2001.

Statements of source and application of funds

Although cash flow statements have now superseded statements of source and
application of funds, funds flow statements may not disappear entirely, Some
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bUsinesses or inc:lustries will continue to finc:I fund flow stala118nlS useful and
informative. For this reason, it is necessary to examine funds flow slatlhnenls.

Funds statement on 8 cash ~sis

Func:ls statements on a cash basis can be prepared by classifying and/or
consolidating:

a) net balance sheet changes that occur between two points in lime inlo
changes that increase cash and changes that decrease cash

b) from the Income statement anc:l the surplus (profit anc:lloss) statement. the
factors that increase cash anc:l the factors that decrease cash and

c) this information in a soun:es anc:I uses of funds staleo1'l8llt form.

Step (a) involves comparing two relevant Balance sheets side by side and then
computing the changes In the various accounts.

Sources cf funds thlIt increase cash

Soun:es of funds which increase cash are as follows:

• a net c:tecrease in any assel other than cash or fixed assets
• a gross c:tecrease In fixed assets
• a net increase in any liability
• proceeds from the sale of preferred or common slock
• func:ls provided by operations (which usually are not expressed directly ,n the
income statement).

To detennine func:ls provided by operations, we have to add back depreciation to nel
income after taxes. In other words, suppose we have:

Net Income lifter taxllS of a compeny, being
and cIepnIc:iation (non-cash lllqIlIIlS4I), being

• $750,000

• S1lMl500
150·500

Then, the funds provided by operations of such a c:onllBlYwiI be oblained by aelllllg
the values of the two above items, i.e. $850,500. Thus, the net ilClll1l8 ofa cornp8IlY
usuaIy undeIstales the value of funds provided by operatiOIlS by the value of the
depreciation - in this case by 5100,500.

But then. depreciation is not a source of funds, since func:Is are gen&lated only from
operations. Thus, if a company sustains an operating loss befell. depreciation. func:ls
are not provided regardless of the magnitude of the depreciation charges

Application of func:ls of a company usually include:

• a net il'/Cl8fl8e in any assel other than cash or fixed assets
• a glOSS incffIase in fixed assets
• a net dectease in any liability

.• u
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• a retirement or purchase of stock and
• the payment of cash dividends.

To avoid double counting, we usually compute gross changes in fIXed assets by
adding depreciation for the period to net fixed assets at the ending financial statement
date and subtract from the resulting amount the net fixed assets at the beginning
financial statement date. The residual represents the gross change in fixed assets for
the period. If the residual is positive, it represents a use of funds; if it is negative, it
represents a source of funds.

Once all sources and applications of funds are computed, they may be arranged in
statement form so that we can analyse them better.

Now attempt exercises 3.2 and 3.3

Exercise 3.2 Source and application of funds I

Given below are some different sources and applications of funds finance Items
purposely scattered for an Agribusiness Company K for the year ended 31 December
19X6.

1) Identify them as sources and applications of funds, and arrange them in a proper
manner with the Sources of funds on the left and the Applications on the right of a
tabulated statement for the said period.

2) Comment briefly on some of the uses of the tabulated statement.

$--_.__ _---_._ _..........•................................__ _.._-_.._ _--_ .
Increase in cash position =
Decrease in debtors =
Increase in long term debt =
Increase in stocks =
Increase in tax prepayments =

Net prom =
Increase in other accruals =
Additions to fixed assels =
CaSh dividends =
Increase in bank loans =
Increase in prepaid expenses =
Increase in investments =
Increase in creditors =
Decrease in accrued taxes =
Depreciation =

12,000
8,000
2,500

26.500
2.000

35,000
3,000
4.500

15,000
20,000

2,500
9,000
5,000
8,000
6,000

Note: The above figures are based on the balance sheet and income
statement of Company K, which are not shown in this exercise.

Exercise 3.3 Sources and applications of funds /I

Using the data and information in the annual reports (especially the balance sheet
and income statElments) of Cerial Marketing Board provided for 1993 and 1992
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a} compute and identify the sources and applications of funds of the parastatal
for the years 1992 and 1993 and

b) arrange them into a sources and applications of funds statement tor 1993

Funds use and credit planning

Funds (or capilaI) is a collective term applBd to the 8SICll1It..1t 01 produc:Iive inputs
that have been produced. Funds may be broadly categorised inID Clp8lalilg (or
working) capital (dilJw8nca between CUt'8l'lt assets and QIII'8rlt ....). and
ownership (or infllSbl61t) capital.

OperatIng capllal it a company or firm usually rerers to procIt ICIion inputs that ant
normaly used up within a producIion year. On the oItter hand. inwsbuenl capilaI (or
funds) rerers to durable resources Ike machines and buildings in which money
invested is lied up for several years. Funds are generally quantified in monetary value
tenns.

Funds use. especially borrowed capital. is·usually influencad by many factors.
namely: the allemative demands for it; the availability of credit as and when needed:
the time and interest rate payable on it; the types of loans that might be needed to
generate it; and the cost of funds and business ownership cost Thus. careful credit
planning is essential in the successful operations of any company.

In general, this requires the application of what, in strategic company management.
has come to be known as the strategic four-factor model called "SORS". The letters
that make up SORS stand for:-

• Sbategic p/aJ.;ng (5)
• Organisational planning (0)
• Resource requirements (R)
• Sbategic collbol (5).

FIgt.n 3.2 summarises the simplified matrix 01 illletactit III factors and COtltpOll8fll
parts that make up 'SORS'. In general teRns, SORS is inlIuencad or det8tmilled by
four major factors: the 8ldema1 environment, the intemaI envirclroment organisalionaI
cutture and resource (especially funds) availabilly. These four fadors interact to
aeate four inter-related components which normally determine the success or failure
of any given company. These are:

a} competitive environment
b) strategic thrust
c) product/market dynamics
d} competitive cost position and restruclUIing.

A proper and pragmatic manipulation of these tour component parts requires:

• assessing the extemaI envirorment
• understanding the internal envirollment
• acIopIi III a leadership sbal8gy
• strategically planning the finances of the company.

Ie'
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The purpose of this text is not to cover all the components summarised in figure 3. 1.
Instead, the major concern is to have a proper understanding of financial analysis for
strategic planning. This, in strategic management, requires a sound financial analysis
backed by strategic funds programming, baseline projections (or budgeting), what-,f
(decision tree) analysis, and risk analysis This book altempts to cover all these
areas.

Alternative uses of funds

Dealing with alternatives is what management is all about. Some of the tools for
evaluating alternatives (e.g. partial budgets, cash flow budgets and financial
statements), are covered in this text.

It is assumed that most people are already familiar with the analysis that usually leads
to major capital use decisions in various companies. However, highlighted are some
of these points throughout the book, since company backgrounds differ and what is
considered "major capital use decisions" varies with the size of businesses. For
instance. a $50,000 expenditure may be major to one company and of liltle
significance to another.

Flgul'1I 3.2 The strategic four-factor model

('y'INANCIAL ANALYSlS <D ENVIFlONIoI"NTAL
Ello..,al ANAL.YSIS

• Rallo analysis environ",",,'
• SlIaIrlgIc fIlndS • PesU~lyli'
p,ogrammilli! .. .N<>'''('''''"9

• Base"... P'''I'ClI''IIl •Out"""""g
-_t· u....rp. . R4oIalio'>ship buildu>g

· Risk enalysi. of • IS!'./ltglo P!"nro1",I .....1-------••
0. COMPETmvE POSITION A. COMPETITIVE

AND RE·EIIIGINEERING ANALYSIS

-COSI .IlIl\lSlS
• corpora.. ..engineering
- compell4JYe COSI
_'yolo

. PINS
· I~e cycle anaIyals
• CQ$t dyna,*,
• technology analysis
· g_nc COtllpetillVe etlaiO _yslt
• gloDlll analysis

lftMC"NulIIlFmtilt3-18"Wgic .._pIIleIll!+t1r---er.,.-II1IonII-JIUll'Il"'t---i1
C. PRODUCTIMARKET B. STRATEGIC CHOICE

ASSESSMENT

(5)HUM4N RESOURCe
REOUIRE~NTS

·indMdu81
• group

kllefnal
enviranmenl

(g) INTERNAL STRENGTH
AND WEAI<NESS ANALVSiS

. SWOI analysis

. corpo,alA eulll.te
¢<;lrpora'e strUClura

Almost everyone is familiar with the SUbstantial capital or funds demand in all forms of
business. Obviously, this does not all have to be owned capital. Evaluation of
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successful businesses has found that many of them operate with 50 percent or more
rented or bon'owed capital. The pressure on.businesses to grow is likely to COl Iii1U8,

and these businesses. are likely to grow faster thaJi will be permitted by each
reinvesting its own annual savings from net income alone. Thus. becat IS8 demand for
aedit will continue to expand, careful aedit planning and aed"1t use decisions are of
paramount importanca to marteting companies in any country.

Credit and types of loans

Credit is the capacity to borrow. It is the right to incur debt for goods ancllor seMceS
and repay the debt over some specified future time period. Credit provision 10 a
company means that the business is allowed the use of a productive good wIlile ,t IS

being paid for.

Other than the fad that funds generated within a business are usually Inadequate to
meet expanding production and other activities. aedit is often used in order 10

• increase the retums on equitY capital
• allow more efficient labor utilization
• increase income.

The proc:esa of using borrowed, leased or "joint ventJ.n" resources from someone
else is called leverage. Using the leverage provided by someone else's capita' helps
the user business go f8l1har than it otherwise would. For installce. a company that
puts up $1.000 and borrows an additional $4,000 is using 8O'J(, leverage. The
objedive is to increase total net income and the ratum on a cornpany's own equity
capital.

Borrowed funds are generally refemld to as loans. There are various ways of
classifying loans, namely:

• in payment terms. e.g. instalment versus single payment
• in period-of-payment teflTlS. e.g. short·term versus inlermecllate-Ierm or
Jong-term
• in tile manner of its SSClJrity terms. e.g. secured versus unsecured
• in intef8sI payment terms, e.g. simplein~ versus add-on. versus
discount, versus balloon.

On the basis of the above classification. there are twelve convnon types of lOans.
namely: short-term loans, intermediate-term loans. long-term loans. unsecured loans.
secured loans, instaImerIt loans. single paymerlt loans. simple-interest lOans, add-on
interest loans. discount or front-end loans, baBoon loans and lIIIlOl1ised loans.

Short..,.. Ioana are aecIt that is usually paid back in one yew or less. Short IiImJ
loans are usuaRy used In Iinanclng the purchase of opeialing Inputs, wages for hired
labour. machinery and equipment, ancIIor family living expenses. UsuaRy lellders
expect short-term loans to be repaid after their pwpases have been seMld••.g. after
the eJqleded production output has been sold.

Loans for opeialitg production inputs •.g. cotton for the Cotton Company of
Zimbabwe (COrCO) and beef for the Cold Storage Company of Zimbabwe (eSC)
are assumed to be self-liquidating. In other words. although the inputs are used up '1'1

the production. the added retums from their use will repay the money borrowed 10

......._-------------------------
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purchase the inputs, plus interest. Astute managers are also expected to have figured
in a risk premium and a return to labour management. On the other hand. loans for
investment capital items like machinery are not likely to be self-liquidating In the shan
term. Loans for family living expenses are not at all self-liquidating and must come out
of net cash income after all cash obligations are paid.

Intennediate-tenn (IT) loans are credit extended for several years, usually one to
five. years. This type of credit Is normally used for purchases of buildings, equipment
and other production inputs that require longer than one year to generate sufficient
retums to repay the loan.

Long-tenn loans are those loans for which repayment exceeds five to seven years
and may extend to 40 years. This type of credit is usually extended on assets (such
as land) which have a long productive life in the business. Some land improvement
programmes like land levelling, reforestation, land clearing and drainage'way
construction are usually financed with long-tenn credit.

Unsecured loans are credit given out by lenders on no other basis than a promise by
the borrower to repay. The borrower does not have to put up collateral and the lender 'V
relies on credit reputation. Unsecured loans usually carry a higher interest rate than
secured loans and may be difficult or impossible to arrange for businesses with a
poor credit record.

Secured loans are those loans that involve a pledge of some or all of a buslness's
assets. The lender requires security as protection for its depositors against the risks
involved in the use planned for the borrowed funds. The borrower may be able to
bargain for better terms by putting up collateral, which is a way of backing one's
promise to repay.

Instalment loans are those loans in which the borrower or credit customer repays a
set amount each period (week, month, year) until the borrowed amount is cleared.
Instalment credit is similar to charge account credit, but usually involves a formal legal
contract for a predetermined period with specific payments. With this plan, the
borrower usually knows precisely how much will be paid and when.

Single payment loans are those loans in which the borrower pays no principal until
the amount is due. Because the company must eventually pay the debt in full, it is
important to have the self-disCipline and professional integrity to set aside money to
be able to do so. This type of loan is sometimes called the "lump sum" loan, and IS

generally repaid in less than a year.

Simple interest loans are those loans in which interest is paid on the unpaid loan
balance. Thus, the borrower is required to pay Interest only on the actual amount of
money outstanding and only for the actual time the money is used (e.g. 30 days. 90
days, 4 months and 2 days, 12 years and one month).

Add-on interest loans are credit in which the borrower pays interest on the full
amount of the loan for the entire loan period. Interest is charged on the face amount
of the loan at the time it is made and then "added on". The reSUlting sum of the
principal and interest is then divided equally by the number of payments to be made.
The company is thus paying interest on the face value of the note although it has use
of only a part of the initial balance once principal payments begin. This type of loan is
sometimes called the ''flat rate" loan and usually results in an interest rate higher than
the one specified.
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Discount or front-end loans are loans in which the i d8reSl II calclllal8d and then
subtracted from the principal first. For example, a $5,000 discount loan 81 10'll0 for
one year would result in the borrower only receiving $4.500 to start with. and the
$5,000 debt would be paid back, lIS specified. by the end of a year.

On a discount loan, !he lender discounts or deducts the interest in advance. Thus. the
effectiie interest rates on discounlloans are usually much higher than (in fact. more
than double) the specified interest rates.

Balloon loans are loans thai normaBy require only interest payments each penod
until the final payment, when aN principal is due 81 once. They are sometimes referred
to lIS the "last payment due", and have a concept that is !he same as the single
payment loan, but the due date for repaying principal may be five years or more in the
future rather than the customary 90 days or 6 months for the single payment loan.

In some cases a principal payment is made each time interest is paid, but becallS8
the principal payments do not amortise (pay oft) the loan, a large sum is clue 81 the
loan maturity datB.

Amottl ed loans are a partial payment plan where part of the loan pilCiplll and
inlerest on the unpaid principal are repaid each year. The standMI plan of
amortisation, used in many intBrmecIiate and long-term loans, caIs for equal
payments each periocI. with a larger proportion of each succB8dillg payment
representing principal and a small amount representing interest

The repayment schedule for a 10 year standard amortised loan of $10.000 at 7% IS

presented in table 3.1.

The constant annual payment feature of the amortised loan is similar to the -add or>
loan desaibed above, but involves less interest because it is paid only on the
outstanding loan balance, as with simple interest. Amortisation tables are used 10
determine the regular payment for an amortised loan. The $1,424.00 annual payment
for the 10 year loan was determined by using the amortisation factor (AF) of 0.1424
and multiplying thai by $10,000. the face value of the loan. The Popel' procedunI for
deriving a schedule as in table 3.1 is to:

8) first I8IICI off the amcxtis8Iion fador from an amortisation t8bIe for 8 given
interest r8I8 against the given year the loan is exped8d to last

b) calcul8l8the total payment 81 the end of each year
c) then. on a year-by-year basis, calculate the annual i_est payable on the

balance of the pri1cipaI
d} oblain the annual principal payment by sublIadiIII the calcul8l8d ennuaI

interest from the total end-of-year payment

Repeat the procedure for each of the years involved. Now attempt exertise 3.4
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Table 3.2 Amortization of a $10,000 loan in 10 years by equal annual
installments @ 7% interest

10,000.00
9,278.00
8,501.30
7,672.40
6,785.50
5,836.50
4,821.10
3,734.60
2,572.00
1,328.00

Year Unpaid principal at beginning of year ($) .:.P.::a!.:ym7e:::n.:.:t.::a:.,tt:::h=e.=.e.:;;nd~of:..:t:-:he=+ye=a:-:-r_-=:-:--:-:::::-

Interest ($) Principal ($) Total ($)
700.00 724.00 1,424.00
649.30 774.70 1,424.00
595.10 828.90 1,424.00
537.10 888.90 1,424.00
475.00 949.00 1,424.00
40860 1,01540 1.42400
337.50 1,086.50 1.424.00
261.40 1,162.60 1,42400
18000 1,24400 1,42400
93.00 1,33100 1.42400

4,240.00 to.OOO.OO 14,240.00

1
2
3
4
5
6
7
8
9
10
Total

Exercise 3.4 Amortized loan

Suppose a new machine is being linanced by the Dairiboard of Zimbabwe Ltd with an
18 year $25,000 loan at a 9% interest rate. Obtain an amortisation schedule to show
how the Dairiboard of Zimbabwe Ltd will payoff the resulting amortised loan. (Hint
the AF is 0.1142).

Cost of funds

The cost of funds (capitaO is crucial to investment analysis. Usually, the present value
measures of an investment's economic worth depend on the use of an appropriate
discount rate (or rate of retum). The most appropriate rate is the lirm's cost of capital.
This rate, when determined. provides a yardstick for testing the acceptability of any
investment: those that have a high probability of achieving a rate of return in excess
of the firm's cost of capital are acceptable.

A firm's cost of capital may be estimated through

a) the use of the interest rate attainable by "investing" in lending institutions
(deposits or securities) before taxes as an estimate of opportunity cost 01
capital and "I

b) the determination of the weighted average after-tax cost of capital. which
reflects the cost of all forms of capital the lirm uses. The two basic sources
of capital are borrowed funds from lending institutions and ownership or
internal capital representing profits reinvested in the business.

To estimate the weighted average cost of capital, one needs to determine:

a) the present cost of borrowed or leased funds from each source
b) an average cost of internal capital as reflected by the percentage of equity

in business and risks being taken and
c) an adjustment for income tax effect.

Cost of borrowe(l capital

.J
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Lenders' interest rates vary by type of lender. And since many of these lenders' rates
are keyed to money market conditions, predicting COslS of borrowed capital through
time is imprecise. Less .difficulty exists when borrowers have considerable long-term
borrowings at fixed rates. Normally, a rough idea of the average cost of borrowed
capital for a firm is obtained by dividing the total interest paid by the company by the
capital borrowed by the same company.

Cost of ownership (Equity) capital

Cost of ownership capiIaI is more diffiQ.dt to determine than IItat of bclrrcMed capiIaI.
Theoretically, one knows that the cost of ownership capital is the oppor1unily cost of
placing the owner's funds elsewhere in comparable risk situations. Gell8laly. the
guide for selecting an appropriate ownership cost of capital is to use the COldtion that
the cost of equity or ownership capital should be equal to or gnNd8r than the cost of
borrowed capital.

Average cost of capital

Using a balance sheet or other information, one can estimate the percentage of the
sources of capital in a business. Assuming IItat a company has a 5O'lb equity (or will
average about half borrowed and half owned capital over the investment penod) lhe
average cost of capital is estimated as follows:

Table 3.2 Average cost of capital '

Sources of capIlal
Equity capIlal borroliU8d
Bank
ItlSlIfBIIClI company
TOTAl

(1) 'II, of Capital

50
40
10

(2)" of cost
0.10
0.09
0.08

weighted cost (1) x~..
5.00
3.80
0.80
9.40

Business ownership costs

1her8 are five ownership costa IItat wery company Incurs, Jl8IIIeIy. depnK'.ran
cos1S. hIl8I8St costs, repair costs taxes, and insuranC8 costs. They are commoIlIy
ief8mld to as the "DIRT! 5",

a) DepnIcIatIon

l1tis is a procedure for allocating the used up value of durable assets over the period
they are owned by the business or until they are salvaged. By depreciatJng an asset.
an allowance is made for the deterioration in the assers value as a result of use (wear
and tear), age and obsolescence. Generally, property IS depreciable ,f ,t IS usea '0

business or to eam income;, wears out, decays, gets used up or becomes ObSolete
and has a determinable useful life of more than one year. The proportion of the
original cost to be depreciated in anyone year is largely a matter of judgment and
financial management. Normally, the depreciation allowance taken in any given year
should reflect the actual decline in value of the assat • whether it is designed to
influence income taxes or the undepreciated value of an asset reflecting the resale
value of the asset.

There are four~in and acceptable methods of calculating depreciation, namely:
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• the accelerated cost recovery system (ACRS) method
• the straight line method
• the declining balance method
• the sum of the years-digits method.

The accelerated cost recovery system method is a relatively new method of
calculating depreciation for tangible property. It came into use effecllvely ,n 1981 As
a method ACRS generally gives much faster write off than other methods because It
has tax savings as its primary objective. It usually gives little consideration to actual
year-to-year change in value. ThUS, for accounting purposes, other methods are more
appropriate.

For tax purposes, property is classified as follows-

i) 3 )lear property - automobiles and light-duty trucks used for business
purposes and certain special tools, and depreciable property with a
midpoint life of 4 years or less.

ii) 5 year property - most farm equipment, grain bins, single purpose structures ....
and fences, breeding beef and dairy cattle, office equipment and office -
furniture.

iii) 10)l98r property- includes depreciable property with an expected life
between 10 and 12.4 years.

iv) 15 )lear property - buildings.

The straight line method computes depreciation, Os, as follows:

I OC-SV
. DS--"""L-

where:
OC =Original cost or basis
SV =Salvage value
L = expected useful life of the asset in the business.

Declining balance method calculates depreciation as:-

IOd=RVXR

Sum ofthe year-digits method estimates the depreciation of an asset as follows-

where:

5b



•

Financial Analysis For Agribusiness Marketers
CompuIerIzed Systems & Agrlbusl...... lations

RY =estimated years of useful life remaining
S =sum of the numbers l8pI'8S8flling years of usefW life (i.e. for an asset wilh
5 years useful life, S would be 1+2+3+4+5 =15).

b) Interest costs (mea) are incuned by a company when owned or borrowed fw1ds
are invested in durable assets, because such money is tied up and callOt be
used for other purposes. On bonowed money, IhenI wiI be a regular illtenlSt
payment, a standing obligation which must be met regaJdlass of the level of use of
the asset purchased wilh the borrowed money. Also, an illierest charge should be
calculated on equity capital. In this case, the charge would be an opportunity
interest cost An annual charge should be made because the money invested has
alternative productive uses, which may range from earning interest on a savings
account to increasing production.

c) Repairs costs are principally variable coslS incurred on asselS because of the
level of use of the asselS through wear and tear. Some durable assets. however
deteriorate with lime even though they are not used. Fences. buildings and some
moving parts on machinery and equipment are prime examples. although they
deteriorate even more rapidly with use.

d) Taxes are fixed costs that are usually incurred on machinery, buildings and some
other durable assets. Taxes are usually not reIatsd to the level of use or
productive senrices provided. Thus. any investment analysis that ignores the
annual tax obIigalion associated with the proposed imtesbiNR1t wiI be inc:ornplal8.

e) Insur'lInc:e costs .. also fixed costs that are incurred when a finIn:ed asset is
purchased and has to be piol&cted against fire, weattw, theft, etx:. UsuaIy,
lenders require that a financed asset be insured as a meant of security for the
loan. Some opeIalois, particularly those with low equity, also insure some of their
more valuable assets because of the strain the loss of those assets would place
on the financial condition of the business. In this country, the major insurance
companies are Old Mutua' Insurance and General Accident Insurance. Minet
Insurance. Prudenliallnsur&nce. etc. Now attempt exercise 3.5.

Key terms

Average cost

of capital
Business ownership costs
C8sh
C8sh equival8nta
Cash flow statement
Cash payments
Cost of borrowed capital
Cost of equity capital
Depreciation
DIRTl5
Financing
Funds use
Insurance costs

In"'" rates
Investillg activities
OpenIling activities
Pro forma cash flow statement
Repair costs
Returns on invasbnent and
servicing of finance
SORS
Sot.m:e and application of funds
Sballigic fow'-factor model
Taxation
Taxes
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Chapter 4 . Budgetary control
\

Chapter objectives
This chapter is intended to provide:

• An indication and explanation of the importance of
budgetary control in marketing as a key marketing
control technique

• An overview of the advantages and disadvantages of
budgeting

• An introduction to the methods for preparing budgets
• An appreciation of the uses of budgets.

There are two types of control, namely budgetary and financial. This chapter
concentrates on bUdgetary control only. This is because financial control was covered
in detail in chapters one and two. Budgetary control is defined by the Institute of Cost
and Management Accountants (ClMA) as:

''The establishment of budgets relating the responsibilities of executives to the
requirements of a policy, and the continuous comparison of actual With
budgeted results. either to secure by individual action the objective of thaI
policy, or to provide a basis for its revision".

Structure of the chapter

Of all business activities, budgeting is one of the most important and, therefore,
requires detailed attention. The chapter looks at the concept of responsibility centres,
and the advantages and disadvantages of bUdgetary control. It then goes on to look
at the detail of budget construction and the use to which budgets can be put. Like all
management tools, the chapter highlights the need for detailed information, if the
technique is to be used to its fullest advantage.

BUdgetary control methods

a) Budget:

• A fonmal statement of the financial resources set aside for carrying out
specific activities in a given period of time.

• It helps to co-ordinate the activities of the organisation.

An example would be an advertising bUdget or sales force budget

b) Budgetary control:

• A control technique whereby actual results are compared with budgets.
• Any differences (variances) are made the responsibility of key individuals

who can either exercise control action or revise the original budgets.

Budgetary control and responsibility centres;

These enable mahagers to monitor organizational functions.
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A responsibility center can be defined as any functional unit headed by a manager
who is responsible for the activities of that unit.

There are four types of responsibility centers:

a) Revenue centers

Organizational units in which outputs are measured in monetary terms but are
not directly compared to input costs.

b) Expense centers

Units where inputs are measured in monetary terms but outputs are not.

c) ProM centers

VIIher8 performance is measured by the diffeI9I.ce between revenues
(outputs) and expenditure (inputs). Inter-depaibtiWIlaI sales are often made
using "Iransfer prices".

d) Investment cantIN

VIIher8 outputs are compared with the assets employed in producing them. i.e.
ROt.

Advantages of budgeting and budgetary control

There are a number of advantages to budgeting and budgetary control.

• Compels management to think about the future. which is probably lhe moSI
important feature of a budgetary planning and control system Forces
management to look ahead. to set out detailed plans for actllevlng the
targets for each department, operation and (ideally) each manager. to
anticipate and give the organisation purpOse and directiOI •.

• PI:omotes coordination and convnunication.
• Clearly defii8S 8nI8S of responsibility. Requires managers of budget ........

ID be made responsible for the achievement of budget targets for the
operations under their personal c:oilbol.

• Provides a basis for performance appraisal (veiiarlCe analysis). A budget is
basically a yardstick against whiCh acIuaI performance is III88SIRd .-Id
assessed. ConlroI is provided by comparisons of acIuaI resuIls egaillSt
budget plan. Departurw from budget can then be investigatIBd and the
reasons for the differences can be divided inlo c:oilbolable .-Id non
conlroIabIe fadors.

• Enables remedial action to be taken as variances emerge.
• Motivates employees by participating in the setting of budgets.
• Improves the allocation of scarce resources.
• Economises management time by using lhe management by exception

pflnciple.

Problems in budgeting
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Whilst budgets may be an essential part of any marketing activity they do have a
number of disadvantages, particularly in perception terms.

• BUdgets can be seen as pressure devices imposed by management, thus
resulting in:

a) bad labour relations
b) inaccurate record-keeping.

• Departmental conflict arises due to:
a) disputes over resource allocation
b) departments blaming each other if targets are not attained.

• It is difficult to reconcile personal/individual and corporate goals.
• Waste may arise as managers adopt the view, ''we had better spend it or we

will lose it". This is often coupled with "empire building" in order to enhance
the prestige of a department.

Responsibility versus controlling, i.e. some costs are under the influence of
more than one person, e.g. power costs.

• Managers may overestimate costs so that they will not be blamed In the
future should they overspend.

Characteristics of a budget

A good budget is characterized by the following:

• Participation: involve as many people as possible in drawing up a bUdget.
• Comprehensiveness: embrace the whole organization.
• Standards: base it on established standards of performance.
• Flexibility: allow for changing circumstances.
• Feedback: constantly monitor performance.
• Analysis of costs and revenues: this can be done on the basis of product
lines, departments or cost centers.

Budget organization and administration:

In organizing and administering a budget system the following characteristics may
apply:

a) Budget centres: Units responsible for the preparation of budgets. A budget
centre may encompass several cost centres.

b) Budget committee: This may consist of senior members of the organisation,
s.g. departmental heads and executives (with the managing director as
chairman). Every part of the organisation should be represented on the
committee, so there should be a representative from sales, production,
marketing and so on. Functions of the bUdget committee include:

• Coordination of the preparation of budgets, including the issue of a
manual
• Issuing of timetables for preparation of budgets
• Provision of information to assist bUdget preparations
• Comparison of actual results with budget and investigation of
variances.

c) Budget Officer: Controls the bUdget administration The job involves:

bO
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• liaising between the budget committee and managers responsible for
budget preparation
• dealing.with bUdgetary control problems
• ensuring that !feadlines are met
• educating people about budgetary COilboi.

d) Budget manual:

This doaJment

• charts the organisation
• details the budget procedures
• COidains account codes for items of expenditLn and nMlIMt

• timetables the process
• clearly defines the responsibility of persons involved in the budgeliJlg
systIIm.

Budget prepandlon

FII'5tIy, determine the principal budget factor. This is also known as the key budget
factor or limiting budget factor and is the factor, which will limit the activities of an
undertaking. This limits output, e.g. sales, material or I8bour

a) SaJes budget this involves a realistic sales forecast. This is prepared in unItS of
each product and also in sales value. Methods of sales forecasting include.

• sales force opinions

• market research
• statistical methods (correlation analysis and examination of trends)
• mathematical models.

In using these teetii'Iiques consider:

• compeny's pricing policy
• general8COI1OI'IIic and political condItioIlS
• changes in the population
• competition
• consumers' income and tastes
• advertising and other sales promotion techniques
• after saJes service
• credit tenns offered.

b) Production budget: expressed in quantitative terms only and is geared to the sales
budget The production manager's duties include:

• analysis of plant utilisation
• work-in-progress budgets.

If requirements eNe lad capeefty he may:

• sut.conbac:t
• plan for OYIHI.ll1li1inl**

bl
\'-'
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• introduce shift work
• hire or buy additional machine/)'
• The materials purchases budget's both quantitative and financial.

c) Raw materials and purchasing budget:

• The materials usage budget is in quantities.
• The materials purchases budget is both quantitative and financial

Factors influencing a) and b) include:

o production requirements
o planning stock levels
• storage space
• trends of material prices.

d) Labour budget: is both quantitative and financial. This is influenced by:

• production requirements
• man-hours available
o grades of labour required
o wage rates (union agreements)
• the need for incentives.

e) Cash budget: a cash plan for a defined period of time. I' summarises monthly
receipts and payments. Hence, it highlights monthly surpluses and deficits of aclual
cash. Its main uses are:

oto maintain control over a firm's cash requirements, e.g. slack and debtors
o to enable a firm to take precautionary measures and arrange in advance for
investment and loan facilities whenever cash surpluses or deficits arises
o to show the feasibility of management's plans in cash terms
• to illustrate the financial impact of changes in management policy, e.g.
change of credit terms offered to customers.

Receipts of cash may come from one of the following:

• cash sales
• payments by debtors
o the sale of fIXed assets
o the issue of new shares
• the receipt of interest and dividends from investments.

Payments of cash may be for one or more of the following:

o purchase of stocks
o payments of wages or other expenses
o purchase of capital items
o payment of interest, dividends or taxation,

Steps in preparing a cash bUdget
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i) Step 1: set out a pro fonna cash budget month by month. Below is a suggested
layout.

Monltt 1
s

Monlh2

s
Monlh3

s

•

C8SII1'llCllipls
Receipls from debtors
sales of capItaIllems
lollIIs l8C8lll8d
Proc:e«Is from shire isSUes
Any other cash I'llCllipls
cash payments
Payments to aeditOlS
Wages and salalles

Loan I8JI8Yfl18Ills
capital expenditure

TlIll8lion
Dividends
Any other cash expenditure
Receipts less JIIIYI1lllI1ts
Opei• ., cash balanCe Ilt'f It'!l X
Closing cash b8tance elf ~ Y
ii) Step 2: sort out cash receipts from debtors
iii) Step 3: other income
iv) Step 4: sort out cash payments to suppliers
v) Step 5: establish other cash payments in the month

FIgUe 4.1 shOws the composiIion of a master budget analysis.

Flgurv 4.1 Composition of. ma"" budget

y
l

OPERATING BUDGET
consists of:·
Budget pn.. ace: get:
Pnldudion bucIget
MaterIals budget
Labour budget
Admin. budget
Stoclcs budget

f) Other blldgets:

These inc:Iude blldgets for:

• admillisbalioo"l

FINANCIAL 8UDGET
consisls of
cash budget
Balance sheet
Funds statement

• Ats.mch and development
• sellng and disIribuIion expenses
• capital expendituI8s
• working capital (debtors and c:recItors).

The master budget (figure 4.1) illustrates this. Now attempt exen:ise 4.1.

b3
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Exercise 4.1 Budgeting I '\

Draw up a cash bUdget,for D. Sithole showing the balance at the end of each month I
from the following information provided by her for the six months ended 31 December
19X2.

a) Opening Cash $ 1,200,

2001 2002.. .._..•._..•.•.._ _ · ·· ··..n··· _ _ .
Sales at$20 per unit MAR APR MAY JUN JUL AUG SEP OCT NOV DEC JAN FEB

260 200 320 290 400 300 350 400 390 400 260 250

Cash is received for sales after 3 months following the sales.

oj Production in units: 240 270 300 320 350 370 380 340 310 260 250
d) Raw materials cost $5/unit. Of this 8o"o/;'iS-palcfiil'ihe-month of production an''-2'0''/0

after production.
e) Direct labour costs of $8!unit are payable in the month of production.
f) Variable expenses are $2/unit. Of this 50% is paid in the same month as production

and 50% in the month following production.
g) Fixed expenses are $400/month payable each month.
h) Machinery costing $2,000 to be paid for in October 19X2,
i) Will receive a legacy of $ 2,500 in December 19X2
j) Drawings to be $300/month.

An example

A sugar cane fann in the Lowveld distrjct may devise an operating budget as follows,

• Cultivation
• Irrigation
• Field maintenance
• Harvesting
• Transportation.

With each operation, there will be costs for labour, materials and machinery usage.
Therefore, for e.g. harvesting, these may include four resources, namely:

• Labour:

-cutting
-sundry

• Tractors
• Cane trailers
• Implements and sundries.

Having identified cost centres, the next step will be to make a quantitative calculation
of the resources to be used, and to further break this down to shorter periods, say,
one month or three months. The length of period chosen is important in that the
shorter it is, the i greater the control that can be exercised by the budget but the
greater the expense in preparation of the budget and reporting of any variances.
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1lle quantitative budget for harvesting may be calculalecl as shown in 1igun14.2.

figure 4.2 QulliltlllItI~hanNI.tllIg bucIgIt

HarvesIIng
Labour
Cutting
Sundry
TractOlS
cane trailels
Imp, & SUIldlie5

1st quarter

nil
nil
nil
nil
nil

2nd quarter

9,000 lonnes
300 man days

630 houlS
9.000 lannes
9,000 lannes

16,000 lannes
450 man days

1.100 hOurs
16.000 lannes
16.000 lannes

10.000 lannes
45Omanaay~

700 hOurs

10.000 tannes
10.000 tannes

•

Each item is measured in different quantitative units - tomes of cane, man <layS etc
and depends on individual judgement of whic:tt is the best unit to usa.

Once the budget in quantitative terms has been prepared, unit costs can then be
alloc:al8d to the individual items to anive at a budget for harvesting in financial terms
as shown in table 4.2.

In labIe 4.2 Ira::tors have a unit cost of $1.50 per hour - machines Ib battln have II
whole IBOg8 of costs like fuel and oil. repairs and rnainl8nance. driver, 1iaNlce. road
tax and insurwtce and depntc:Iation. Some of the costs are fix8d. e.g. depntc:Iation
and insuranc:e, whereas some vary dintetly with use of the tractor, e.g. fuel and oil.
Other costs such as repairs are unpredictable and may be very high or low - an
estimated figure based on past experience.

figure 4.3 Harvesting cost budget

Item harvesting Unit COS! 1st quarter 2nd 30:1 quarter 4th quaner T01'"

quarter

Labor
CIMing
SUndry
TI1IetoIS
cane Trailers
Imp. & $lIlId/Ies

$0.75 per tonne
$2.50 per day
$7.50 per hour
$0.15 per tome
$0.25 per tome

6,750
750
4.725
1,350
2,250
$15,625

12,000
1,125
8,250
2.400
4.000
$27,775

7.500
1.125
5,250
1.500
2,500
$17.875

26.250
3.000
18.225
5,250
8,750
$81,475

So. overall opereIing cost of the tractor for the yet.- may be budgMed as shown in
figtn4.4.

If the tractor is used for more than 1.000 hours then there wiI be an over-rec:overy on
its operational costs and if used for less than 1.000 hours there wiI be under
rec:ol/8lY. i.e. in the first instance making an lntemaI'profit' and in the second a 'loss'.



Financial Analysis For Agribusiness Marketers
Computerized Systems & Agribusiness Applications

Figure 4.4 Tractor costs

Fixed costs Depreciation
Licence and Insurance
Driver
Repairs

Variable costs Fuel and oil
Maintenance

No. of hours used
Cost per hour

Unit rate Cost per annum (1,000 hours).........($j" (Sj"······· ..

2,000.00 2,000.00
200.00 200.00

100.00 per month 1,200.00
600.00 per annum 600.00

2.00 per hour 2.000.00
3.00 per 200 hours 1.500.00

7.500.00
1,000.00

7.50

Master budget

The master budget for the sugar cane farm may be as shown in figure 45 The
bUdget represents an overall objective for the farm for the whole year ahead. 'u
expressed in financial terms.

Table 4.5 Operating budget for sugar cane farm 19X4

183,313
52,377
41,002
61,475
54,600

392,767
85,800

478.567
90.290

388.277
111.723

26.044
85.679

55.416
11,329
7,262

17,875
15,750

107,632
94,260

201,892
90,290

111.602
8,398
5,321
3.077

42.368
18,473
15,991
27,775
24,750

129,357
112,240
241,597

94,260
147,337
102.663

7,466
95,177

48,266
15,297
12,923
15,825
14,100

106,413
135,165
241,576
112,240
129,338
66,200

7,361
(6.699)

37.261
7,278
4,626

5.876
(5,876)

49,365
85,800

135,165
135,165

..._._ ~.~t.9~~..rt.~r. ~n..~.g~~r:t~r. 3..rtt..g.ll~r:t.e.r. ~.t~..g.ll.~r.t.e.r. :r.?t~I.~.
Revenue from cane 130,000 250,000 120,000 500,000
less: Costs
Cultivation
Irrigation
Field maintenance
Harvesting
Transportation

Add: Opening valuation

less: Closing valuation
Net crop cost
Gross surplus
less: Overheads
Net profitless)

Once the operating budget has been prepared, two further budgets can be done,
namely:

i. Balance sheet at the end of the year.
ii. Cash flow budget which shows the amount of cash necessary to support the

operating bUdget. It is of great importance that the business has sufficient
funds to support the planned operational budget.

Reporting back

During the year the management accountant will prepare statements, as quickly as
possible after each operating period, in our example, each quarter, selling out the
actual operating costs against the budgeted costs. This statement will calculate the
difference between the 'bUdgeted' and the 'actual' cost, which is called the 'variance'.

bb
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There are many ways in which management accounts can be prepared To continue
with our example of harvesting on the sugar cane farm, management accounts althe
end of the third quarter,can be presented as Shown in figure 4.6.

Figure 4.6 Management accounts • actual costs against bUdget costs
Management accounts for sugar cane fann 3rd quarter 19X4

3rdquarter Y_todale
Aclual Budget Variance AduBl Budget Valience

hem Harvesting
Labcu
- CullIng 12,200 12.000 (200) 18,080 18.750 (310)
- Sundry 742 1,125 383 1.584 1.875 291

TI8clOlS 9.375 8,250 (1,125) 13,500 12.875 (525)
cane traiIeIs 1,678 2,400 722 2,505 3,750 1,245
Imp &sundries 4,270 4,000 (270) 6,513 6,250 (2163)

28,265 27,n5 (480) 43,162 43,600 436

Here, actual harvesting costs for the 3rd quarter are $28,265 against a budget of
$27.n5 indicating an increase of $490 whilst the cumulative figure for the year to
date shows an overaU saving of $438. It appears that actual costs are less lhan
budgeted costs, so the harvesting operations are proceeding within the budget set
and satisfactory. However, a further look may reveal that this may not be the case
The budget was based on a cane tonnage cut of 16,000 tonnes in the 3rd quarter ano
a cumulative tonnage of 25,000. If these tonnages have been achieved then the·
statement will be satisfactory. If the actual production was much higher than budgeted
then these costs represent a very considerable saving, even though only a marginal
saving is shown by the variance. Similarly, if the actual tonnage was significantly less
than budgeted, then what is indicated as a marginal saving in the variance may. in
fact, be a considerable overspending.

Just to stale th8t there is a wriance on a parIicuI8r item of expenditunt does not I8IIy
mean a lot. Most costs are COI11pCI sed 01 two elements - the qu8fllily used and the
price per unit. A variance between the actual cost of an item and its budgatlld cost
may be due to one or boIh of these factofs. Apparent similarity between budgeted
and aetuaI costs may hide significant compensating YlWiances between price and
usage.

For example, say it is budgetad to take 300 man days lit $3.00 per man day - giving a
total budgeted cost of S9OO.OO. The actual cost on completion was $875.00, shOwIng
a saving of $25.00. Further investigations may reveal that the job took 250 man days
at a daily rate of $3.50 - a favourable usage variance bUt a very unfavourable pnce
variance. Management may therefore need to investigate some signiticant vanances
revealed by further analysis, which a comparison of the total costs would not have
revealed. Price and usage variances for major items of expense are diSCUSSed below

Labour

The diffelence between aetuall8bour costs and budgeted or standan:l1abour costs is
known as direct wages variance. This variance may arise due to a difference in the
amount of labour used or the price per unit of labour, i.e. the wage rate. The direCt
wages variance can be split into:

\
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i) Wage rate variance: the wage rate was higher or lower than bUdgeted. e.g.
using more unskilled labor, or working overtime at a higher rate.

iO Labor efficiency variance: arises when the actual time spent on a particular
job is higher or lower than the standard labor hours specified, e.g. breakdown
of a machine.

Materials

The variance for materials cost could also be split into price and usage elements

i) Material price variance: arises when the actual unit price is greater or lower
than budgeted. Could be due to inflation. discounts, alternative suppliers etc

ii) Material quantity variance: arises when the actual amount of material used
is greater or lower than the amount specified in the budget, e.g. a budgeted
fertiliser at 350 kg per hectare may be increased or decreased when the
actual fertiliser is applied. giving rise to a usage variance.

Overheads

Again, overhead variance can be split into:

i) Overhead volume variance: where overheads are taken into the cost
centres, a production higher or lower than budgeted will cause an over-or
under-absorption of overheads.

ii) Overhead expenditure variance: where the actual overhead expenditure IS

higher or lower than that budgeted for the level of output actually
produced.

Calculation of price and usage variances

The price and usage variance are calculated as follows:

Price variance =(budgeted price - actual price) X actual quantity
Usage variance = (budgeted quantity - actual quantity) X budgeted price

Now attempt exercise 4.2.

Exercise 4.2 Computation of labour variances

It was budgeted that it would take 200 man days at $10.00 per day to complete the
task costing $2,000.00 when the actual cost was $1,875.00, being 150 man days at
$12.50 per day. Calculate:

oPrice variance
ii) Usage variance

Comment briefly on the results of your calculation

Management action and cost control

b8

/
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Producing information in management accounting form is expensive in tenns of the \
time and effort involved. It will be very wasteful if the information once produced is not I
put into effec:tiye use. I

There are five I*1S to an effedive cost control system. These In:

a) preparation of budgets
b) communiceting and agreeing budgets with aI COlIC8ll18d
c) having an accounting system lh8t will8COId aI aduaI COlIs
d) preparing statements lh8t wiU compant aduaI costs with budgets, showing
arry variances and disclosing the reasons for them, and
e) taking any appropriate action based on the analysis of the variances in d)
above.

Action(s) lh8t can be taken when a significant variance has been revealed wiI depend
on the nature of the variance itself. Some variances can be identified to a specific
department and it is within that departmenfs control to take corrective action Other
variances might prove to be much more difficult. and sometimes imposSIble 10

control.

Variances revealed are historic. They shOw what happened last month or last quaner
and no amount of analysis and discussion can alter that However, they can be used
to influence managerial action in future periods.

Zero base budgeting (ZBB)

After a budgeting system has been in operation for some time, there is a tlIlId8f"Y lor
next year's budget to be justified by Isference to the 8CluaI1ev8Is being achiewed at
present. In fact this is part of the financial anaIyIis discussed so far, but the proper
analysis process takes into account aU the changes which should affect the future
activities of the company. Even using such an analytical base, some businesses find
that historical comparisons, and particularty the CUfT8flt level of CXIflSlraints on
resoun:es, can inhibit really innovative changes in budgets. This can cause a SlMIf8
handicap for the business because the budget should be the first year of the long
range plan. Thus, if changes are not started in the budget period, it wiI be difficult for
the business to make the progress necessary to achieve longer tenn objectives

One way of breaking out of this cyclical budgeting problem is to go back to baSICS and
develop the budget from an assumption of no existing resources (that ,s. a zero
base). This means all reSOUR:8S will have to be justified and the chosen way 01

achieving arry specified objectives will have to be compared with the alternat,ves F0'

example, in the sales area, the current existing fiefd sales force wiU be ignored. ancl
the optimum way of achieving the sales objectives in that particular market for the
particular goods or services should be developed. This might not include arry field
sales force, or a cflfferern-sized team, and the company then has to plan hOw to
implement this new sbalBgy.

The obvious problem of this zenHJase budgeting process is the massive amount of
rnanageriaI tine needed to carry out the exen:ise. Hence, some companies carry out
the fuB process every five years, but in that year the business can aIrnost grind to a
hall Thus, an aIt8mative way is to look in depth at one area of the business each
year on a roBing basis, so that each sector does a zero base budget every five years
or so.

\lI.
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Chapter 5 • Information for decision
. making

•

Chapter objectives

This Chapter is intended to provide:
• An overview of the elements required for manager to make ,nforme,j

decisions among ahemalive courses of actiOn
• An explanation of the relevant costs for decision making purposes
• The construction of Cost-Volume-Profit analyses and Breakeven

charts and their usefulness in decision making
• The factors affecting the economic choice of whether 10 make

components in-house or buy from outside
• How to make decisions on shutdown, additions or deletions to

product lines or ranges, important to marketing managers.

The need for a decision 8rises in business becallS8 a lJ&llIg8I'is faced will a JlIob1em
and alternative courses of action 818 available. In deciding which option to choose he
will need aI the illfOl1ll8tion which is reJevant to his decision; and he must Mve some
ail8iion on the basis cI which he can choose the best 8Ilemative. Some c11he factors
affec:Iing 1he decision may not be expressed in mOlletaly value. Helice, the manager
will have to make 'qualitative' judgements, e.g. in deciding which of two personnel
should be promoted to a managerial position. A 'quantitative' decision, on the other
hand, is possible when the various factors, and relationships between them are
measurable. This Chapter will concentrate on quantitative decisions based on oata
expressed in monetary value and relating to costs and revenues as measured by the
management accountant.

Structure of the chapter

Often "information" is interpIeted by marketers as being "externar market based
information. However, rmternaJ" sources are just as important, none more so than
financial information. The chapter Jooks at the relevant elements of cost for decision
making, then looks at the various techniques including bnlakeven analysis. Other
impoi1ai II business decisions _ whether to soun::e componenlS irdmlaIIy or have
them-brought In from outside, and whether to COIIIiiU8 with operations if they appBar
UI1BCOI iOlnic. The chapter examines the tectn'1iques UI8fuI in helping to make decisions
in these areas.

Elements of a decision

A quantilative decision problem involves six parts:

a) An Objec:1iv8 that can be quantified Sometimes lefemld to as 'choice
ailerion' or 'objective function', e.g. maximisetion of profit or minimisation of total
costs.
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b} Constraints Many decision problems have one or more constraints, e.g.
limited raw materials, labour, etc. It is therefore common to find an objective that
will maximise profits subject to defined constraints,

c} A range of alternative courses of action under consideration. For example,
in order to minimise costs of a manufacturing operation, the available
alternatives may be:

i} to continue manufacturing as at present
ii} to change the manufacturing method
iii} to sub-contract the work to a third party.

d} Forecasting of the incremental costs and benefits of each altemative course
of action.

e} Application of the decision criteria or objective function, e.g. the calculatIOn
of expected profit or contribution, and the ranking of alternatives.

f} Choice of preferred alternatives.

Relevant costs for decision making

The costs which should be used for decision making are often referred to as "relevant
costs". CIMA defines relevant costs as 'costs appropriate to aiding the making of
specific management decisions',

To affect a decision a cost must be:

a} Future: Past costs are irrelevant, as we cannot affect them by current decisions
and they are common to all altematives that we may choose.

b} Incremental: ' Meaning, expenditure which will be incurred or avoided as a result
of making a decision. Any costs which would be incurred whether or not the
decision is made are not said to be incremental to the decision.

c} Cash flow: Expenses such as depreciation are not cash flows and are therefore
not relevant. Similarly, the book value of existing equipment is irrelevant, butlhe .'.
disposal value is relevant.

Other terms:

d} Common costs: Costs Which will be identical for all alternatives are irrelevant e 9
rent or rates on a factory would be incurred whatever products are produced

e} Sunk costs: Another name for past costs, which are always irrelevant, eg
dedicated fixed assets, development costs already incurred.

f} Committed costs: A future cash outflow that will be incurred anyway, whatever
decision is taken now. e,g. contracts already entered into which cannot be
altered.

Opportunity cost

Relevant costs may also be expressed as opportunity costs. An opportunity cost is the
benefit foregone by choosing one opportunity instead of the next best altemative.

Example
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A company is considering publishing a limited edition book bound in a speciallealher It
has in stock the leather bought some years ago for $1.000. To buy an equivalent
quantity now would cost $2.000. The company has no plans to use the leather for other
purposes, although it has considered the possibilities:

a) of using it to cover desk furnishings, in replacement for other matenal wh,cn
could cost $900

b) b) of selling it if a buyer could be found (the proceeds are unlikely to exceed
$800).

In calculating the likely profit from the proposed book before deciding 10 go ahead with
the project, the leather would not be costeel at $1.000. The cost was incurred in the past
for some reason which is no longer relevant. The leather 8ldsts and could be used on
the book without incurring any specific cost in doing so. In using the leather on the
book, however, the company wi. lose the opportunities of either disposing of it for $800
or of using it to save an outlay of $900 on desk fumistinga.

The be1t8r of these aIlernatives, from the point of view of belldfil1l '" from the 18alh8r, is
the latter. "lost opportunity" cost of $900 wi. thentfont be included in the ClOSt of the
book for decision making purposes.

The reIevant costs for decision purposes will be the sum of:

ij 'avoidable ouUay costs', i.e. those costs which wiY be incurred only .f the
book project is approved. and will be avoided if it is not

it) ii) the opportunity cost of the leather (not represented by any outlay COS!

in connection to the project).

This tDtaI is a true represeiitalion of 'economic cosr.

Now attempt exercise 5.1.

Exercise 5.1 Relevant costs and opportunity costa

Zimglas$lndusttifIs Ud. has been approached by a c:uslDr1W' who would IIiIle a spec:ia!
job 10 be done for him, and is wiling to pay $60,000 for It. The job would require the
following mel8liall.

MaterIal Total unIs Units already Ir Ilook VlIIue of Ids RIll••1JIe VlIIue Ret....,18I1l c:osI
l8QUinJd stoe:k In stoe:k fIunI SfunI SIUniI

A 1000 0 18.00
B 1000 eoo 12.00 12.50 15.00
C 1000 700 13.00 12.50 1400
o 200 200 14.00 16.00 19.00

a) Material B is used regularly by Zimglass Industries Ltd, and if unitS of Bare
required for this job, they would need to be reptac;ed to meet other
production demands.

b) Materials C and 0 are in stock due to previous over-buying, and they have
restrided use. No other use could be found for material C. but the units of
material 0 could be used in another job as a substitute for 300 units of
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material E, which currently costs $15 per unit (of which the company has no
units in stock at the moment).

Calculate the relevant costs of material for deciding whether or not to accept the
contract. You must carefully and clearly explain the reasons for your treatment of each
material.

The assumptions in relevant costing

Some of the assumptions made in relevant costing are as follows:

a) Cost behaviour patterns are known. eg if a department closes down l'le
attributable fixed cost savings would be known

b) The amount of fixed costs, unit variable costs. sales price and sales demand are
known with certainty.

c) The objective of decision making in the short run is to maximise 'satisfaction',
which is often known as 'short-term profit'.

d) The infonnation on which a decision is based is complete and reliable.

Cost-volume-profit (CVP) analysis

CVP analysis involves the analysis of how total costs, total revenues and total profits
are related to sales volume, and is therefore concerned with predicting the effects of
changes in costs and sales volume on profit. It is also known as 'breakeven analysis'.

The technique used carefully may be helpful in the following situations:

a) Budget planning. The volume of sales required to make a profit (breakeven
point) and the 'safety margin' for profits in the budget can be measured.

b) Pricing and sales volume decisions.
C) Sales mix decisions, to determine in what proportions each product should be

sold.
d) Decisions that will affect the cost structure and production capacity of the

company.

The basic principles of CVP analysis

CVP analysis is based on the assumption of a linear total cost function (constant unit
variable cost and constant fixed costs) and so is an application of marginal costing
principles.

The principles of marginal costing can be summarized as follows:

a) Period fixed costs are a constant amount, therefore if one extra unit of product is
made and sold, total costs will only rise by the variable cost (the marginal cos£)
of production and sales for that unit.

b) Also, total costs will fall by the variable cost per unit foreach reduction by one unit
in the level of activity.

c) The additional profit earned by making and selling one extra unit is the extra
revenue from its sales minus its variable costs, i.e. the contribution per unit

d) As the volume of activity increases, there will be an increase in total profits (or a
reduction, in losses) equal to the total revenue minus the total extra variable
costs. This is the extra contribution from the extra output and sales

........._----------------------------- .

I'll
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e) The to1aI profit in a periocl is the total revenue minus the total variable cost of

goods sold, minus the fixed costs of the period.

Revenue x
Variable 00Sl of saleS
CONTRIBUTION
Fixed COsls
PROFIT

Example: brealcllven charts and PN char1s

Sabte Produca UrI. makes and sells a single product The variable cost is S3Iunit and
the variable cost of selling is $1/unil FIXed costs total $6,000 and the unit sales price is
$6.

•
sabre Products Ltd. budgets to make and sell 3.600 unitS in the next year.

Draw a breakeven chart, and a PN graph, each showing the expected amount of output
and sales required to breakeven, and the safety margin in the budget

Solution:

A breakeven chart records the amount of fixed costs, variable costs. total costs and
total revenue at all volumes of sales, and at a given sales price as follows:

FIgure 5.1 BruIcIIven chart

• •
Fixed cosl

._.._..a_._ __ .

6.000

18,000

R..L
21.600 ..__._...._ ..._..._ ..._ ....._._._.._....

1,000 2,000 3,000
OutputlSelea unit.

3.600

The 'breakeven poinr is where revenues and total costs are exadIy the same, so there
is no profit or loss. " may be expressed in tenns of units of sale or in tenns of sales
revenue. Reading from the graph, the breakeven point is 3,000 units of sale and
$18,000 in sales 18¥WlU8.

The 'margin of sataty' is the amount which actual outputIsales may tal short of the
budget without a loss being made, otten expressed as a percentage of the budgeted
sales volume. "is a rough measure of the risk that Sabre Products might make a loss if
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it fails to achieve its bUdget. In our example, the margin of safety is calculated as
follows:

Units,..-----_..__.••....•.....•....•....••..._....•........_ - .
Budgeted sales 3,600
Breakeven point 3,000
Margin of safety (MOS) 600

As a percentage of budgeted sales; the

IMOS=~
3.600

= 16,67%,

A high margin of safety shows a good expectation of profits, even if the budget is not
achieved.

The ProfiWolume (PN) graph

The PN graph is similar to the breakeven chart, and records the profit or loss at each
level of safes, at a given sales price. It is a straight line graph, drawn by recording the
following:

i) the loss at zero sales, which is the full amount of fixed costs
ii) the profit/(Ioss) at the budgeted sales level

The two points are then joined up. In our example above, the PA/graph would look like
this:

Figure 5.2 The profit/volume (PN) graph

$

1,200

i..~1' -
! sa ..-""f ~'#'".

l...,... sa... r.....nue ($)
•

l

.'

.' .

8,000

The breakeven point may be read from the graph as $18,000 in sales revenue, and the
margin of safety is $3,600 in sales revenue or 16.67% budgeted sales revenue.
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The ariIhmelic 01 CVP analysis

a) To calculate the breflkeven point the following formula applies:

IS = V+ F at the breakeven point,

where:

8 =sales revenue
V =variable costs
F =fixed costs (so that V + F =total costs).

Therefore:

I~(S=--~V):-=-=F------------------"I I

At the breakeven point, total contribution (8 - V) equals the amount of fixed costs (F).

b) To calculate the amount of sales needed to achieve a B'get profit the following
formula applies:

IS=V+F+P

I(S-V)-(F+P)

To eam a target profit. the total contribution (5 • V) must be sufficient to cover fixed
costs plus the amount of profit required (F + Pl.

Now altIImpl exercise 5.2.

Exercise 5.2 Arithmetic 01 CVP anlllysis

NdIovu lid. manufacIures a single product, which hal a variable cost of sale 01 S8funil
and a sales price of $12/unil Budgeted fixed costs are $24,000.

Required:

C8IcuIatII the volume of sales that would be required to achieve the foIowiIllI:

a) Breakeven
b) Earn a profit of at least $6,000.

The contributionIsaIes ratio (CIS ratio)

The CIS ratio shows how much contribution is earned per $1 01 sales revenue eamed.
Since costs and sales revenues are tinear functions, the CIS ratio is constant at all
levels of output and sales. It is used sometimes as a measure of performance or
profitability, and in CVP analysis to calculate the sales required to breakeven or eam a
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target profit or the expected total contribution at a given volume of sales and with a \
given CIS ratio.

As an alternative method of calculation, the breakeven point in sales revenue IS

calculated as follows:

11iIquIf1dCOlI1rIbullol'l Mmd caK.l~ I Srt1ltI • CI Srt1ltI

Similarly. the sales volume needed to achieve a target profit is calculated as follows:

1

1IIquIrldCamtbtBtan • J1IIIdcom+pmftt
. CISnmo CfSnn~

In exercise 5.2, the CIS ratio is

S4 1
-1733-%
$12 3

a) The breakeven point is therefore

IRl:qIin:d ClIIIribwon • $24,000
CI Sratia 33.l{%

Required sales to breakeven

=$72,000 or divided by $12 =6,000 units

b) To achieve a target profit of $6,000 the required sales are calculated as;

IRl:qIin:d ClIIIrilllllion _ $30.000
cl Sratia . 33.l{%

=$90,000
or divided by 12
=7,500 units

Make or buy decisions

A company is often faced with the decision as to whether it should manufacture a
component or buy it outside.

Suppose for example, that Masanzu Ltd. make four components, W. X, Y and Z, with
expected costs for the coming year as follows:

•
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Production (units)
Unit marginal costs
Dinlct materials
Direct labOur
Variable pruduclion overheadS

w
1.000
S
4
8

Z
l!

x
2.000
S
5
9

~
17

y

4.000
S
2
4

1
Z

z
3.000
S
4
6

Z
11

•

Direct fixed costsIannum and committed fixed costs are as follows:

IncurnlCl 85 a direct consequence of IIl8klng W
IncurnICl 85 a direct consequence of making X
Inc:urred 85 a cIInIc:t CllIIlSIIqllence of maIdng Y
IncurnICl 85 a direct consequence of IIl8klng Z
OIlIer commllled fixed costs

1.000
5.000
8.000
8.000
BJllIlI
aM

A subcoilbaclOr has offered to supply units W. X. Y and Z for $12. $21. $10 end $14
respectively.

Decide whether Masanzu Ltd. should make or buy the components.

Solution and discussion

a) The relevant costs are the differential costs lIe.-n makmg and buying Tiley
consist of differences in unit variable costs plus differences in directly attnbutable Ii.ell
costs. Subcoilbacting will resun in some savings on fixed cost.

W X Y Z
S $ S $

Unit vartabIe cost of mailing 14 17 7 12
Unit v8ri8bIe cost of buylng 12 21 1iI .l!

··W
Ii) ::! Z Z

AnruI rwquinImellls In unIIs 1,000 2,000 4.000 3,000
,~

ExIra valiable cost of buylng per annum (2.000) 8,000 12,000 8.IlOO
fixed cost saved by buylng UlIII ~ IJIlIll IJIlIll
ExIra total cost of buylng aJlIIID UlIll IJIlIll C2JlIIII)

b) The company would save S3,OOOIannum by sub·coilbaCliilll component W. end
S2.OOOIannum by sub-coilbading component Z.

c) In this example. relevant costs are the variable costs of in-house manufacture. the
variable costs of sub-contraeled units. and the saving in fixed costs

d) Other important considerations are as follows:

i) If components W and Z are sub-contraeled. the company wiU have spare
capacity. How should that spare capacity be profitably used? Are there
hidden benefits to be obtained from sUb-contracling? Will there be
resentment from the workforce?

.7L.
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ii) Would the sub-contractor be reliable with delivery times, and is the quality the
same as those manufactured internally?

iii) Does the company wish to be flexible and maintain better control over
operations by making everything itself?

iv) Are the estimates of fIXed costs savings reliable? In the case of product W,
buying is clearly cheaper than making in-house. However, for product Z, the
decision to buy rather than make would only be financially attractive if the
fixed cost savings of $8,000 could be delivered by management. In practice,
this may not materialise.

Now attempt exercise 5.3.

Exercise 5.3 Make or buy

The Pip, a component used by Goya Manufacturing Ltd., IS incorporated Into a number
of its completed products. The Pip is purchased from a supplier at $2.50 per component
and some 20,000 are used annually in production.

The price of $2.50 is considered to be competitive, and the supplier has maintained
good quality service over the last five years. The prOduction engineering department at
Goya ManufactUring Ltd. has submitted a proposal to manufacture the Pip in-house.
The variable cost per unit produced is estimated at $1.20 and additional annual fixed
costs that would be incurred if the Pip were manufactured are estimated at $20,800.

a) Detennine whether Goya ManUfacturing Ltd. should continue to purchase the Pip
or manufacture it in-house.

b) Indicate the level of production required that would make Goya Manufacturing
Ltd. decide in favour of manUfacturing the Pip itself.

Shutdown problems

Shutdown problems involve the following types of decisions:

a) Whether or not to close down a factory, department, product line or olher
activity, either because it is making losses or because it is too expensive to •
run.

b) If the decision is to shut down, whether the closure should be permanent or
temporary. Shutdown decisions often involve long temn considerations, and
capital expenditures and revenues.

c) A shutdown should result in savings in annual operating costs for a number of
years in the future.

d) Closure results in release of some fixed assets for sale. Some assets might
have a small scrap value, but others, e.g. property, might have a substantial
sale value.

e) Employees affected by the closure must be made redundant or relocated,
perhaps even offered early retirement. There will be lump sums payments
involved which must be taken into consideration. For example, suppose
closure of a regional office results in annual savings of $100,000, fixed
assets sold off for $2 million, but redundancy payments would be $3 million
The shutdown decision would involve an assessment of the net capital cost
of closure ($1 million) against the annual benefits ($100,000 per annum)

80
\ 1.1
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It is possible for shutdown problems to be simplified into short run decisions, by mal\lng
one of the following assumptions

a) FIXed asset sales and redundancy costs would be negligible.
b) Income from fixed asset sales would match redundancy costs and so these
items would be self-cancelling.

In these circumstances the financial aspects of shutdown decisions would be based on
short run relevant costs.

Now attempt exen:ise 5.4.

Exercise 5.4 AddIng or dlilltio..... products

Blass L1cL manufac:Iures three products, Swans, Ducks and Chicks. The present net
annual income from each item is as follows:

swans Ducks Chic:lls Tolal• . ...._--- --_..

$ $ $ S
SlIIes 50,000 40,000 80,000 150,000
Variable costs ~ nJ!ll!l llilllll !lJ!!!l!
COntribulion 20,000 15,000 25,000 60.000
FIXed costs 1Ll!l!ll 1UlIlI 2!l.l!l!!! ill!!l!!
ProfttI(IOSs) ~ WllI!!) .ul!lI UlI!I

Brass Lid. is concerned about its poor profit performance, and is considering whether or
not to cease seUing Ducks. n is felt that selling prices cannot be incnIased or lowered
without adversely affecting net income. $5,000 of the fiXed costs at Ducks are direct
fiXed costs which would be saved if production ceas'ld. AI other fbaId costs wiI remain
the same.

a) Advise Brass lid. whether or not to cease production of Ducks.
b) Suppose, however, it went possible to usa the resourt8I ..alsed by stopping
produc:tion 01 Ducks, and switdlto procluc:e • new iIam, Faglls, which would
seu for $50,000 and incur variable costs of $30,000 and extra fixed costs of
$6,000. What wiI the new decision be?

Keytenns

Breakeven aneIysi$
Contribution/sales ratio
Cost-voIume-profit analysis
Dec:ision making
Make or buy decisions

Opportunity costs
Profit·voIume charts
Relevant costs
Shutdown

8'
...0
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Chapter 6 • Investment decisions·
Capital budgeting

Chapter objectives

This chapter is intended to provide:
• An understanding of the importance of capital budgeting In

marketing decision making
• An explanation of the different types of investment project
• An introduction to the economic evaluation of investment

proposals
• The importance of the concept and calculation of net present

value and internal rate of return in decision making
• The advantages and disadvantages of the payback method

as a technique for initial screening of two or more
competing projects.

Capital budgeting is vita/ in marketing decisions. Decisions on investment, which take
time to mature, have to be based on the returns which that investment will make.
Unless the project is for social reasons only, if the investment is unprofitable in the
long run, it is unwise to invest in it now.

Often, it would be good to know what the present value of the future investment IS or
how long it will take to mature (give returns). It could be much more profitable pulling
the planned investment money in the bank and earning interest, or Investing in an
alternative project.

Typica/ investment decisions include the decision to build another grain silo, colton
gin or cold store or invest in a new distribution depot. At a lower level, marketers may
wish to evaluate whether to spend more on advertising or increase the sales force,
a/though it is difficult to measure the sales to advertising ratio.

Structure of the chapter

Capital budgeting is very obviously a vital activity in business. Vast sums of money
can be easily wasted if the investment tums out to be wrong or uneconomic. The
subject matter is difficult to grasp by nature of the topic covered and also because of
the mathematical content involved. However, it seeks to build on the concept of the
future value of money which may be spent now. It does this by examining the
techniques of net present value, internal rate of return and annuities. The timing of
cash flows are important in new investment decisions and so the chapter looks at this
"payback" concept. One problem which plagues developing countries is "inflation
rates" which can, in some cases, exceed 100% per annum. The chapter ends by
showing how marketers can take this in to account.

Capital budgeting versus current expenditures

A capital investment project can be distinguished from current expenditures by two
features:

•
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a) such projecls .-e18latively Iafge
b) a significant period of time (ll1Ol8lhan one year) eIap leI betuU881lthe
invwbnent 0UlIay and the receipt of the benefits..

As a result, most medium-sized and large organisations have deIt sloped special
procedU19S and meIhocIs for dealing with these decisions. A sysl8maIic approach to
capital budgeting impIie$:

a) the formulation of IonlJ-term goaJs
b) the aeatiYe search for and identification of new imlesbnel1t opportunities
c) dassificBtion of projects and recognition of economically and/or statistically

dependent proposals
d) the eStimation and forecasting of current and future cash flows
e) a suitable administrative framework capable of transferring the reqUIred

information 10 the decision level
1) the controlling of expenditures and careful monitoring of auaaI aspects of

project execution .
g) a set 01 decision rules which can differentiate aceeptabIe from unacceptable

alt8malives is required.

The last point (g) is crucial and this ilthe subject of later sections of the c:hapl8r.

The classification of Investment projects

a) By project size

SrnaI projects IIllIY be spproved by departmental managers. Mont C38fU18l181ysis
and Board of Dir8cIDIS' approval is needed for Iafge projects 01, say, half a rniIion
dollars or more.

b) By type 01 benefit to the firm

• an inaease in cash flow
• a ctecreasa in risk
• an indirect benefit (showers for work81'S. etc).

c) By degree of d8pendenc:e

• mutually exclusive projects (can execute project A or B, but not boIh)
• complementaly projects: taking project A inaeasesthe cash flow of project
B.
• subStituI8 projects: taking project A dea88s8s the cash flow 01 project B.

d) By degree 01 slatistical dependence

• Positive dependence
• Negative dependence
• StalisticaI independence.

e) By type of cash flow

• Conventional cash flow: only one change in the cash flow sign

83
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e.g. -/++++ or +/----, etc

• Non-conventional cash flows: more than one change In the cash flow sign.

e.g. +1-1+++ or -1+1-/++++, etc.

The economic evaluation of investment proposals

The analysis stipulates a decision rule for:

I) accepting or
II) rejecting

investment projeds

The time value of money

Recall that the interadion of lenders with borrowers sets an equilibrium rate of ! 'IJ
interest. Borrowing is only worthwhile if the return on the loan exceeds the cost of the
borrowed funds. Lending is only worthwhile if the return is at least equal to that which
can be obtained from alternative opportunities in the same risk class.

The interest rate received by the lender is made up of:

i) The time value of money: the receipt of money is preferred sooner rather than
later. Money can be used to earn more money. The earlier the money is
received, the greater the potential for increasing wealth. Thus, to forego the
use of money, you must get some compensation.

i~ The risk of the capital sum not being repaid. This uncertainty requires a
premium as a hedge against the risk, hence the retum must be commensurate
with the risk being undertaken.

iii) Inflation: money may lose its purchasing power over time. The lender must be
compensated for the declining spending/purchasing power of money. If the
lender receives no compensation, he/she will be worse off when the loan is
repaid than at the time of lending the money.

a) Future values/compound interest

Future value (FV) is the value in dollars at some point in the future of one or more
investments.

FV consists of:

i) the original sum of money invested, and
ii) the return in the form of interest.

The general formula for computing Future Value is as follows:

I tJJ



•

Flnencl8I Analysis ForAgribusiness llalketers
Compdril:dcl SysbNns &AgrllNlil 2 I

Vo is the iniliaI sum inveSted
r is the interest rate
n is the number of periods for which the investment is to receive interest.

Thus we can compute the future value of what Vo will accumulate to in n years when .t
is compounded annually at the same rale of r by using the above fannula

Now attempt exercise 6.1.

Exen:lse 6.1 Future VllJuesicompound Interest

i) What is the future value of $10 invested at 10% at the end of 1 'If*?
ii) What is the future value of $10 invested at 10% at the end of 5 years?

We can derive the Present Value (PV) by using 1he formula:

I~. = Vo (I + rt I.....;..;;.::......:=~------------
By denoting Vo by PV we obtain:

IFV.· PV (I + rt

by dividing both sides of the formula by (I + rt we derive:

Ipv- FV.
(I +1')"

Rationale for lite formula:

As you will see from the following exerase, given 1he aIlemative of earnng 10% on
his money, an individual (or firm) should never offer ernest) mora than $10.00 to
obIain $11.00 with C8ft8inly at 1he end of the year.

Now alltimpt .-cIse 8.2

Exercise 6.2 Pr..ant VII...

i) What is the present value of $11.00 at the end of one yeaI?
ii) What is the PV of $16.10 at the end of 5 years?

b) Net presant VIII.. (NPV)

The NPV method is used for evaluating the desirability of investments or projects
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INPV-~ C, -1
£J(l+rf. •'.1

where:

c, =the net cash receipt at the end of year t
I. = the initial investment outlay
r = the discount rate/the required minimum rate of return on investment
n =the projectlinvestment's duration in years.

The discount factor r can be calculated using:

Examples:

1
q(I,IO%) - - - 0. 9091

11
1

li2.lllYo).--~ - 0.8264
(1.1)

1
ct3,lO%). --3 .0.7513

(1.1)

N.B. Al this point the tutor should introduce the net present value tables from
any recognised published source. Do that now.

Decision rule:

If NPV is positive (+): accept the project
If NPV is negative(-): reject the project

Now attempt exercise 6.3.

Exercise 6.3 Net present value

A firm intends to invest $1,000 in a project that generated net receipts of $800, $900
and $600 in the first, second and third years respectively. Should the firm go ahead
with the project?

Attempt the calculation without reference to net present value tables first.

c) Annuities

N.B. Introduce students to annuity tables from any recognized published
source.

A set of cash flows that are equal in each and every period is called an annuity.

8b
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Example:

. Y8lIr c~ Flow ($)

o -800
1 400
2 400
3 400

PV = $400(0.9091) + $400(0.8264) + $400(0.7513)
=$363.84 + $330.56 + $300.52
=$994.72
NPV - $994.72 • $800.00
=$194.72

AII8mativeIy,

PV of an amuIty =$400 (PVFAli) (3,0,10)
= $400 (0.9091 + 0.8264 + 0.7513)
=$400 x 2.4868
=$994.72
NPV = $994.72 • $800.00
=$194.72

d) Perpetultills

A perpetuity is an annuity with an infinite life. It is an equal sum of money to be patd 10

each period fontver.

whenl:

C is the sum to be I8C8ived per period
,is the disc:Ilutt I'lIt8 or interest I'lIt8

Example:

You are promised a perpetuity of $700 per year at a I'lIt8 of interest of 15'1(, per
annum. What pIice (PV) should you be willing to pay for this income?

pv. S7lIO
O1S

=$4.666.67

A perpetuity with growth:

Suppose that the $700 annual income most recently received is exped8d to grow by
a I'lIt8 G of 5% per year (compounded) forever. How much would this income be
worth when discounted at 15%1

Solution:

.uU
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Subtract the growth rate from the discount rate and treat the first period's cash flow as
a perpetuity.

PV- C(1+ OJ
R-G

$70((1 + 0.05)- 015- 0.05
$700(1.05)

•
0.10

" $735/0.10
=$7,350

e) The internal rate of return (IRR)

Refer students to the tables in any recognized published source,
• The IRR is the discount rate at which the NPV for a project equals zero. This

rate means that the present value of the cash inflows for the project would
equal the present value of its outflows, ""

• The IRR is the break-even discount rate,
• The IRR is found by trial and error.

IN a.L t r 1,,-0
t-l (1+r) where r" IRR

IRR of an annuity:

IQ{n,r). ~

where:

Q (n,r) is the discount factor
Ie. is the initial outlay
C is the uniform annual receipt (C1 =~ =... ,= Cn).

Example:

What is the IRR of an equal annual income of $20 per annum which accrues for 7
years and costs $120?

fV1'>' _ $120
'<\','1 20

=6
From the tables =4%

Economic rationale for IRR:

If IRR exceeds cost of capital, project is worthwhile, I.e il is profitable 10 undertaKe
Now attempt exercise 6.4

88
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Exercise 6." Internal rate of Altum

Find the IRR of this project for a finn with a 2O'Il> cost of capit8I:

YEAR CASH FLOW

o
1
2

-10,000
8,000
8,000

$

a) Try 20%
b) Try 27%
c) Try 29%

Net present value vs internal rate of return

Independent vs dependent projects

NPV and IRR methods are closely related because:

i) both are time-adjusted measures of profitability, and
ii) their mathematical formulas are almost identical.

So. which method leads to an optimal decision: IRR 01 NPV?

a) NPV vs IRR: Independent projec:ls

Independent project: Selecling one project does not preclude the choosing 01 the
other.

With conventional cash flows (-1+1+) no confIicl in decision arises; in this case both
NPV and IRR lead to the same accept/reject decisions.

Figure 6.1 NPV vs IRR Independent projects

NPV

k1 Di~r."

NPV(k) I--"::'~j
t

!
;

j
NP\f(k.2 ••••••••••• _•••• -_•••••• ---- ••- .

If cash flows are discounted at k., NPV is positive and IRR > k.: accept project ,
.1
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If cash flows are discounted at k2• NPV is negative and IRR < k2: reject the project

Mathematical proof: for,a project to be acceptable, the NPV must be positIve, Ie

Similarly for the same project to be acceptable:

where R is the IRR.

Since the numerators C, are identical and positive in both instances:

• implicitly/intuitively R must be greater than k (R > k);
• If NPV =0 then R = k: the company is indifferent to such a project;
• Hence, IRR and NPV lead to the same decision in this case.

b) NPV vs IRR: Dependent projects

NPV dashes with IRR where mutually exclusive projects exist.

Example:

Agritex is considering building either a one-storey (Project A) or five-storey (Project B)
block of offices on a prime site, The following information is available:

=--:--:- -.-.;I:.;;nit:.;;ia:;;I.:.;;lnvestmll!!t Outl!L_.__.:.N;.:e.:.t1;:.:nflow at the Year End
Project A -9,500 11,500
Project B -15,000 18,000

Assume k =10%, which project should Agritex undertake?

NPV: _ snSOO - $9500
ALI'

=$954.55

NI'\T, _ $18,000 - SIS DOD
B 1.1 •

= $1,363,64
Both projects are of one-year duration:

S11,500 _ $9,500
IRRA: l+RA

$11,500 = $9,500 (1 +RA)

SIl.SOO _\ + R
$9.S00 A

cao

,
\

u

Iii "7
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R,. - SIlSlJO I
~SDO

= 1.21-1
1heIefoIe IRA. =21 'II>

SI8,OOO • SI5.DOO
1RRa: I+Ra .
$18,000 '" $15,000(1 + RaJ
~. 118,000 -I

$15.000
= 1.2-1
therefore IRRa =m

Decision:
Assuming that k =10'lb, both projects are acceptable because:

NPV" and NPV. are both positive
IR~ > k AND IRRe > k

Which project is 8 "betleroplion" for Agritex?
If _ use the NPV rnethoc:I:

NPV. ($1,363.64) > NPV" ($954.55): Agritu IhouId choose Praject B.
If _ use the IRR rnethoc:I:

IR~ (21 '11» > IRRe (2O'lb): Agritu should choose Praject A. See figunt 6.2.

Figure 6.2 NPV va IRR: Dependent projects

NPV

$1363.64

$954.55

O----~---=::__--:?!l~-.....
Up to a discount rate of k,,: project B is superior to project A, theiefOl8 project B is
preferred to project A.

Beyond the point k,,: project A is superior to project B, It.etore project A is prefemtd
lOprojectB

The two rnethoc:Is do not rank the projects the same.

Differences In the scale of investment

NPV and IRR may give conflicting decisions where projects differ in thetr scale 01
investment Example:
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Years
Project A
Project B

o
·2,500
·14,000

1 2 3_...--_...-....---._-----~---------_ ..._-----_ ..._...----_ .. __ ..
1,500 1,500 1,500
7,000 7,000 7,000

Assume k= 10%.

NPV" =$1,500 x PVFA at 10% for 3 years
= $1,500 x2.487 = $3,730.50 - $2,500.00 == $1,230.50.

NPV. == $7,000 xPVFA at 10% for 3 years
= $7,000 x 2.487 = $17,409 - $14,000 = $3.409.00,

~
IRRA = c,

SJ,500
:--

$1,500 =1.67,

Therefore IRR,., = 36% (from the tables)

I. $14.000-.
IRRa = Ct $7, 000 =2.0

Therefore IRRa =~
Decision:

Conflicting, as:

• NPV prefers B to A
• IRR prefers A to 8

NPV IRR::-:-:--:-------------=-=-==-=---..........,::.:.-_ .
Project A $ 3,730,50 36%
ProjectS $17.400,00 21%

See f/{/ure 6.3.

Figure 6.3 Scale of investments

NPV

i
I1-..
,

I

I
I'.i'"

o
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To show why:

i) the NPV prefers B,~ larger project. for a discount rate below 20%

ii) the NPV is superior to the IRR

a) Use the incremental cash flow approach, "8 minus A" approach
b) Choosing project 8 is tantamount to choosing a hypothetical project "B
minus A".

Project 8
Project A
"BminUsA"

o
-14,000
-2,500
-11,500

7,000
1,500
5.500

1
7,000
1.500
5.500

2
7.000
1.500
5,500

3

•
SII,SOD

•
IRR"B.....A· 15,SIIO = 2.09 =m

c) Choosing 8 is eqUivalent to: A + (B - A) =8

d) Choosing the bigger project 8 means choosing the smaller pro,ect A plus
an additional outlay of $11,500 of which $5.500 will be realised ead'l year for
the next 3 years.

e) The IRR.._ A• on the incremental cash flow is 20%.

f) Given k of 1()'l(" this is a profitable opportunity, therefore must be aa:epled.

g) But, if k were greater than the IRR (20%) on the incremental CF, then reject
project.

h) At the point of intersection,

NPVA = NPV. or NPVA • NPV. = O. i.e. incIll'ei8l'1t to pIIojec1s A and B.

i) If k =20% (IRR of"B - A1 the company should eccept projeGt A.

• This justifies the use of NPV criterion.

Advantage of NPV:

• It ensures that the firm reaches an optimal scale of investment

Disadvantage of IRR:

• It expresses the return in a percentage form rether than in terms of absolute
dollar returns, e.g. the IRR will prefer 500% of $1 to 20% return on $100.
However. most companies set their goals in absolute terms and not in %
terms. e.g. target sales figure of $2.5 million.

The liming 01 the cash flow

I~O
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The IRR may give conflicting decisions where the timing of cash flows varies between
the 2 projects.

Note that initial outlay 10 is the same.

ProjeClA
Project 8
"A minus B"

o 1 2-----_.-.•......•................................................................................................., .
- 100 20 125.00
·100 100 3125

o -80 8815

Assume k =10%

NPV IRR
Project A
Project 8
"A minus B"

17.3
16.7
0.6

20.0%
25.0%
10.9%

IRR prefers B to A even though both projects have identical initial outlays. So, the
decision is to accept A, that is B + (A - B) =A. See figure 6.4.

Figure 6.4 Timing of the cash flow

NPV
$f7.3O

$1670

0.6

O ....;:I__---::~__~~

10.9% 20% 25%
Discount rate

•
Th8 horizon problem

NPVand IRR rankings are contradictory. Project A earns $120 at the end of the first
year while project Beams $174 at the end of the fourth year.

--=-----=-_ _._.__ .
1 2 3 4.__..._..-.... ---

120
o

Project A -100
Project B -100 174
.:...;.;;=~---_.:.=_----------_._._ _ .
Assume k =10%

cp...
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NPV IRR

..

ProjecIA
ProjecIB

Decision:

NPV pntfers B to A
IRR jllefws Ato B.

The piofitabllity Index • PI

This is a variant of the NPV method.

PI'
PI-

I.

Decision rule:

PI :> 1; accept the project
PI < 1; reject the project

If NPV = 0, we have:

NPV=PV-r.,=O
PV=r.,

Dividing boIh sides by r., we get:

PV-)1
I.

9
18

20%
15'110

PI of 1.2 means that the project's profitability is 20%. Example:

=-~"'7""" ~P,=-V=--O::.:f..::C.:...F---,==-----","' __~_PI

ProjedA 100 50 20
Project B 1.500 1.000 1 5

Decision:

Choose option B because it maximises the firm's proIit8bilitt by $1,500.

Disadvantage of PI:

like IRR it Is a percentage and therefore ignores the IC8Ie 01 in'Iesbli8l1l

The payback peftocI (PP)

The CIMA defines paybaCk as 'the time it takes tl8 cash InllclilYS from a capiIaI
invesbllellt project to equal the cash outflows, usually expressed In years'. When
deciding between two or 1lIOI1I competing projects, the usual decision Is to ace:ept the
one with the shortest payback.
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Payback is often used as a "first screening method". By this, we mean that when a \
capital investment project is being considered, the first question to ask is. 'How long
will it take to pay back its cost?' The company might have a target payback. and so It
would reject a capital project unless its payback penod were less than a cenaln
number of years.

Example 1:

Years 0 1 2 3 4 5
~=c'7--:-:~=-=:c=7.:=-----:::~::::----=-:c::'=::----.:=':::-;:::---=::' .
Project A 1,000,000 250,000 250,000 250,000 250,000 250,000

For a project with equal annual receipts:

pp _ T. _ $1,000.000

C, $250.000 = 4 years

Example 2:

Years
Project B

o
-10,000

1
5,000

2
2,500

3
4,000

4......._-_ .•.._-_..__.....

1,000

Payback period lies between year 2 and year 3. Sum of money recovered by the end
of the second year

= $7,500, i.e. ($5,000 + $2,500)

Sum of money to be recovered by end of 3rd year

= $10,000 - $7,500 = $2,500

~dlplriaf- (2+ ~~~ID.H'7I

=2.625 years

Disadvantages of the payback method:

• It ignores the timing of cash flows within the payback period, the cash flows after
. the end of payback period and therefore the total project return.

• It ignores the time value of money. This means that it does not take into account
the fact that $1 today is worth more than $1 in one year's time An Investor
who has $1 today can either consume it immediately or alternatively can
invest it at the prevailing interest rate, say 30%, to get a return of $1.30 ,n a
yea(s time.

• It is unable to distinguish between projects with the same payback period
• It may lead to excessive investment in short-term projects.

Advantages of the payback method:

•

I~
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• Payback can be important long payback means capiIaI tied up and high
inveslment risk. The method also has !he acIvantage thIIl it involves a quick,
simple calculalion and an easily urodelslDod concept.

The accounting ..... of return - (ARR)

The ARR method (also called !he retum on capital employed (ROCE) or the retum on
investment (ROI) method) of appraising a capital project is to estimate the accounting
rate of retum that the project should yield. If it exceeds a target rate of return the
project will be undertaken.

I~ IlIl tnt iuIraImlD - NIlAmnaJ Pmll or[Rt + (C - D)]
, In..dllletn Dulay ..

Note that net annual profit exdudes depreciation.

Example:

A project has an initial outlay of $1 miIion and generates net I9OllIl* of $250,000 for
10 years.

Assuming straight-line depnIciation of $100,000 per year:

tbeRRonlDllli-mmt= S25O,OOO - SI00.1II0
I,OOQ.WO =llli

ARR CD IDtal intlllbnat _ Nil AIIIIIlI1 Pmil OT[R + (C - D)]
Jnomtumt OulIay12 • .. 12

= .:.:S2::,j),,?'0:,::DD~-=S710:.;;;0.;.:.;00;.:.0
SI.000,000... 2

Disadvantages:

SISo.OOO

'SOo.OOD =30%

• It does not lake account of !he timing of the profits from an irMIsb...It.
• It implicilly 8S8UIl'leS stable cash receipls over time.
• It is based on accounting profits and not cash flows. Accounting profits ..
subject to a number of different accounting treilb.NWltlI.
• It is a relative measunt rather than an absolula tn8lIant and hence takes no
account of the size of the imresbl61l
• It lakes no account of the Ienglh of !he project.
• it ignores the time value of money.

The payback and ARR methods In pntctlce

Despite the 6mitations of the payback method. it is the method most widely used ,n
practice. There are a number of reasons for this:

• It is a particularly useful approach for ranking projects where a IIrm laces
liquidity constraints and requires fast repayment of ,nvestments

I~
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• It is appropriate in situations where risky investments are made in uncertain
markets that are subject to fast design and product changes or where future
cash flows are particularly difficult to predict.

• The method is often used in conjunction with NPV or IRR method and acts
as a first screening device to identify projects which are worthy of further
investigation.

• it is easily understood by all levels of management.
• It provides an important summary method: how quickly will the initial

investment be recouped?

Now attempt exercise 6.5.

Exercise 6.5 Payback and ARR

DeUa Corporation is considering two capital expenditure proposals Both proposals
are for similar products and both are expected to operate for four years Only one
proposal can be accepted.

The following infonnation is available:

PrOfiU(IOSS)

Initial investment
Year 1
Year 2
Year 3
Year 4
Estimated scrap value at the end of Year 4

Proposal A Proposal a
$ $

46,000 46,000
6,500 4,500
3,500 2,500

13,500 4,500
Loss 1,500 Profit 14,500

4,000 4,000

Depreciation is charged on the straight line basis. Problem:

a) Calculate the fOllOwIng for both proposals:

i) the payback period to one decimal place
Ii) the average rate of return on initial investment, to one decimal place

Allowing for inflation

So far, the effect of inflation has not been considered on the appraisal of capital
investment proposals. Inflation is particularly important in developing countries as the
rate of inflation tends to be rather high. As inflation rate increases, so will the
minimum return required by an investor. For example, one might be happy with a
retum of 10% with zero inflation, but if inflation was 20%, one would expect a much
greater return.
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Example:

Keymer Farm is considllrin9 investing in a project with the follOwIng cash flows

\

TIME
o
1
2
3

ACTUAL CASH FLOWS-_._ _ ,-".-- _._-_ --_...•-_._-
ZS

(100,000)
110,000
80,000
70,000

•

Keymer Farm requires a minimum retum of 40% under the present collditions.
Inflation is currently RIMing at 30% a year, and this is elq)8Cl8d to COl iii IU8
indefinitely. Should Keymer Farm go ahead with the project?

let us take a look at Keymer Farm's required rate of return. If it inveId8d $10,000 for
one year on 1 January, then on 31 December it would require. minimum return 01
$4,000. With the initial investment of $10,000, the total value of the imesbnent by 31
December must increase to $14,000. During the year, the purchasing value of the
dollarwould fall due to inflation. We can reSlate the amount received on 31 December
in terms of the purchasing power of the dollar at 1 January as follows:

Amount received on 31 December in terms of the value of the dollar at 1 January

$14.000

= (1.]19
1 =510.769

In terms of the value of the dollar at 1 January, Keymar Farm would make a profit of
$769 which represents a rate of retum of 7.69% in "todays money" terms. This IS

known as the real rate of retum. The required rate of 40% is a money rate of return
(sometimes known as a nominal rate of retum). The money rate measures the return
in terms of the doIIlIr, which is falling in value. The real rate measures the return in
cons1Bnt price level terms.

The two rates 01 return and the inflation nd8 are Iink8d by the equation:

(1 + 1II0118Y rate) II: (1 + real rate) x (1 + illllatioll nII8)

where aR the rates are expressed as proportions.

In the example,

(I + 0.40) = (I + 0.0769) x (I + 0.3) = UQ

So, which rate is used in discounting? As a rule of thumb:

a) If the cash flows are expressed in terms of actual dollars that Will be
received or paid in the future, the money rate for discounting shOuld be
used.

qq
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b) If the cash flows are expressed in tenns of the value of the dollar at time 0
(i.e. in constant price level tenns), the real rate of discounting should be
used.

In Keymer Fann's case, the cash flows are expressed in tenns of the actual dollars
that will be received or paid at the relevant dates. Therefore, we should discount them
using the money rate of retum.

40%
DISCOUNT FACTOR

1000
0-714
0.510
0364

$

CASH FLOW

(150.000)
90,000
80,000
70,000

TIME

o
1
2
3

PV

$

(100000)
64.260
40.800
25,480
30.540-------------------=. ----_ .

The project has a positive net present value of $30,540, so Keymer Farm should go
ahead with the project.

The future cash flows can be re-expressed in tenns of the value of the dollar at time 0
as follows, given inflation at 30% a year:

TIME ACTUAL CASH FLOW CASH FLOW AT TIME aPRICE LEVEL
S $

a (100,000) (100,000)
1 90,000 1 69,231

90000x---
• (1 30)1

2 80,000 1 47.337
80000 x--=

. (130)'

3 70.000 I 31862
70,000 x --3 •

(130)

The cash flows expressed in tenns of the value of the dollar at time 0 can now be •
discounted using the real value of 7.69%.

3 31,862

2 47,337

a (100,000)
1 89,231

TIME CASH FLOW DISCOUNT FACTOR PV-----..;;..-._ _ __.._ _ _ .
$ 7.69% $

1.000 (100,000)
I 64,246

(1.0769)1
1 40,804

(1.0709)3

1 25.490

(1.0769))

30.540--------_.._------_..-_ .

The NPV is the same as before.
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Expectations of Inflation and the eft1H:ts of inflation

When a manager evaluates a project, or when a shareholder evaluates hislher
inves1ments, helshe can only guess what the rate of inflation wiH be. These guesses
will probably be wrong, at least to some extent, as it is exlJemeIy difficult to forecast
the I1Ite of inllation accul1ltely. The only way in which uncertainty about inftBlion can
be allowed for in project evaluation is by risk and uncertainly analysis.

InlIalIon may be generaJ, that is, affecting prices oJ d Idnds, or spedfic to pMicUar
prices. Generalised inlIation has the tonowing etrec:ts:

a) InlIation will mean higher costs and higher seIing prices. It is dilIicuIt to
predict the effect of higher selling pric8s on demand. A company that
raises its prices by 3O'lIl, because the general I1Ite of inflation is 3O'll>.
might suffer a serious fall in demand.

b) Inflation, as it affects financing needs, is also going to affect gearing. and so
the cost of capital.

c) Since fixed assets and stocks will increase in money value. the same
quantities of assets must be financed by incl1lasing amounts of captlal I'

the future rate of inflation can be predicted wiUl some degree of accuracy.
management can work out how much extra finance the company WIll neea
and take steps to obtain it, e.g. by increasing retention of earrungs. or
bonowing.

However, if the tuture rate of inflation cannot be predid8d with a certain amount of
accuracy, then management should estimate what it wiU be end make plans to obtain
the extra finance accordingly. Provisions should also be made to have access to
'contingency funds' should the rete of inflation excud 8llP8'I8Iions, e.g. 8 higher
bank overdlaft faciIlty might be ananged should the need arise.

Many cflfferent proposals have been made tor accounting for inllation. Two systems
known as "Current purchasing pow8l" (CPP) and "Current cost lICXIOUrlting" (CCA)
have been suggested.

CPP is 8 system of accounting which makes adjustments to income and capital
values to allow for the generall1lte of price inflation.

CCA is 8 Sjstem which takes account of specific price inflation (i.e changes In Ihe
prices of specific assets or groups of assets), but not of general prICe ,nflabon II
involves adjusting accounts to reflect the current values of assets owned and used

At present, there is very little measure of agreement as to the besl approach 10 the
problem of 'accounting tor inflation'. Both these approaches ant stiU being debated by
the accountancy bodies.

Now albR11pt exercise 6.6.

Exert:lse 8.8 "Illation

TA Holdings is considering whether to invest in 8 new product with 8 product lie of
four years. The cost of the fixed asset invesbll8l1t would be $3,000,000 in total, with
$1,500,000 payable at once and the I9SI after one year. A further invesblllll'lt of
$600,000 in working capital would be required.
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The management of TA Holdings expect all their investments to justify themselves
financially within four years, after which the fixed asset is expected to be sold for
$600,000,

The new venture will incur fixed costs of $1,040,000 in the first year, including
depreciation of $400,000. These costs, excluding depreciation, are expected to rise
by 10% each year because of inflation. The unit selling price and unit variable COSI

are $24 and $12 respectively in the first year and expected yearly increases because
of inflation are 8% and 14% respectively. Annual sales are estimated to be 175,000
units,

TA Holdings money cost of capital is 28%,

Is the product worth investing in?

Key terms
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Accounting rate of return
Annuities
Capital bUdgeting
Cash flow
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projects
Compound interest
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Chapter 7 • Sources of finance.

Chapter objectives

This chapter is intended to provide:
• An introduction to the different sources of finance available to

management, both internal and external
• An overview of the advantages and disadvantages of the dIfferent

sources of funds
• An understanding of the factors governing the choIce between

different sources of funds.

•
Sourcing money may be done for a variety of reasons. Traditional areas of need may
be for capital asset acquirement - new machinery or the construction of a new
building or depot The development of new products can be enormously costly and
here again capital may be required. Normally, such deveIopmenls are linancad
intemaIIy, whereas capital for the acquisition of machinery may come from exI8mlII
sources. In this day and age of tight liquidity, many ClIgIIIIization have to look for
short-term capital in the way of overdraft or Joans in order to provide • cash flow
cushion. Intenlst rates can vary from organization to org8Iizalioli and also ........ding
topurp0s8.

structure of the chapter

This final chapter statts by looking at the various forms of ·shares· as a means to
raise new capital and retained earnings as another source. However. whilst these
may be "lraditionar ways of raising funds. they are by no means the only ones There
are many more sources available to companies who do not wish to become ·publlc·
by means of share issues. These a"ematives indude bank borrowing. government
assistanca, venture capital and franchising. AU have their own advantages and
disadvantages and degrees of risk attached.

Sources of funds

A company might raise new funds from the following sources:

• The capital marketa:

i) new shant issues, for exampfe, by companies ac:qlDlg • stock
market listing for the first time

ii) rights issues

• Loan stock
• Retained earnings
• Bank borrowing
• Government sources
• Business expansion scheme funds

• Venture capital
• Franchising.
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Ordinary (equity) shares

Ordinary shares are issued to the owners of a company. They have a nominal or
'face' value, typically of $1 or 50 cents. The market value of a quoted company's
shares bears no relationship to their nominal value, except that when ordinary shares
are issued for cash, the issue price must be equal to or be more than the nominal
value of the shares.

Deferred ordinary shares

. are a form of ordinary shares, which are entitled to a dividend only after a certain date
or if profits rise above a certain amount. Voting rights might also differ from those
attached to other ordinary shares. .

Ordinary shareholders put funds into their company:

a) by paying for a new issue of shares
b) through retained prOfits. U

Simply retaining profits, instead of paying them out in the form of dividends offers an I
important, simple low-cost source of finance, although this method may not provide
enough funds, for example, if the firm is seeking to grow.

A new issue of shares might be made in a variety of different circumstances:

a) The company might want to raise more cash. If it issues ordinary shares for
cash, should the shares be issued pro rata to existing shareholders, so
that control or ownership of the company is not affected? If, for example, a
company with 200,000 ordinary shares in issue decides to issue 50,000
new shares to raise cash, should it offer the new shares to existing
shareholders, or should it sell them to new shareholders instead?

i) If a company sells the new shares to existing shareholders in
proportion to their existing shareholding in the company, we have a
rights issue. In the example above, the 50,000 shares would be L.iI
issued as a one-in-Iour rights issue, by offering shareholders one ...
new share for every lour shares they currently hold.

ii) If the number of new shares being issued is small compared to the
number of shares already in issue, it might be decided Instead to sell
them to new shareholders, since ownership of the company would
only be minimally affected.

b) The company might want to issue shares partly to raise cash, but more
importantly to f10ar its shares on a stick exchange.

c) The company might issue new shares to the shareholders of another company.
in order to take it over.

New shares issues

A company seeking to obtain additional equity funds may be:

10'-1



II

financial Anldysis For Agrlbusl...... Marketers
c &Aa~ AppIIcatI_

a) an unquoted company wishing to obtain a Stock Exchange quotation

b) an unquoted company wishing to issue new shares. but without obta,n,,,;; a
Stock Exchange quotatiOn

c) a company which is already listed on the Stock Exchange Wlsh,ng to Issue
additional new shares.

The melhods by which an unquoted company can obtain a quotation on the stock
market are:

a) an offer for sale
b) a prospec:tus issue
c) a placing
d) an introduction.

Offers for sale:

An offerfor' sale Is a means of seIing the shares of a company to the public.

a) An unquoted company may issue shares, and then sal them on 1he Stock
Exchange, to raise cash for the company. All the shares in 1he company
not just the new ones, would then become mar1tetable.

b) Shareholders in an unquoted company may sell some of their ex,sllOg
shares to the general public. When this occurs. the company '5 not ra.s"g
any new funds, but just providing a wider mar1tet for its existing shares ,all
of which would become mar1tetable), and giving existing sharehOlders the
chance to cash in some or all of their investment in their company.

When companies 'go public' for the first time, a 'large' issue will probably take the
fann of an offer for sale. A smaler issue is more likely to be a placing, since the
amount to be raised can be obtained more cheaply if 1he issuing house or 04hef
sponsoring firm approaches selected institutional investors privat8Iy.

Rights lut..

A rights issue provIdeI a way of raising new ...C8l" by mllns of an orrer to
existing shareholders, inviting them to subsaibe cash for' new sh8r8s in Pfoportion to
their existing hoIdiI igS.

For example, a rights issue on a OOlHor-four basis at 280c per shere would mean
that a company Is inviting its existing shareholders to subscribe for one new share for
every four shares they hold, at a price of 280c per new share

A company making a rights issue must SIt a price which is low enough to secure the
acceptance of shareholders, who are being asked to provide extra funds. but not too
low, so es to avoid excessive dilution of 1he eamings per share.

Preference shares have a fixed percentage dividend before any dividend is paid to
the ordinary shareholders. As with ordinary shares a preference dividend can only be

,o~



Financial Analysis For Agribusiness Marketers
Computerized Systems & Agribusiness Applications

paid if sufficient distributable profits are available, although with 'cumulative'
preference shares the right to an unpaid dividend is carried forward to later years.
The arrears of dividend on cumulative preference shares must be paid before any
dividend is paid to the ordinary shareholders.

From the company's point of view, preference shares are advantageous in that:

• Dividends do not have to be paid in a year in which profits are poor, while
this is not the case with interest payments on long term debt (loans or
debentures).

• Since they do not carry voting rights. preference shares avoid diluting the
control of existing shareholders while an issue of equity shares would not

• Unless they are redeemable, Issuing preference shares will lower the
company's gearing. Redeemable preference shares are normally treated as
debt when gearing is calculated.

• The issue of preference shares does not restrict the company's borrowing
power, at least in the sense that preference share capital is not secured
against assets in the business.

• The non-payment of dividend does not give the preference shareholders the
right to appoint a receiver, a right which is normally given to debenture
holders.

However, dividend payments on preference shares are not tax deductible in the way
that interest payments on debt are. Furthermore, for preference shares to be
attractive to investors, the level of payment needs to be higher than for interest on
debt to compensate for the additional risks.

For the investor, preference shares are less attractive than loan stock because'

• they cannot be secured on the company's assets
• the dividend yield traditionally offered on preference diVidends has been

much too low to provide an attractive investment compared with the
interest yields on loan stock in view of the additional risk involved

Loan stock

Loan stock is long-term debt capital raised by a company for which interest is paid.
usually half yearly and at a fixed rate. Holders of loan stock are therefore long-term
creditors of the company.

Loan stock has a nominal value, which is the debt owed by the company, and interest
is paid at a stated ·coupon yield" on this amount. For example, if a company issues
10% loan stocky the coupon yield will be 10% of the nominal value of the stock, so
that $100 of stock will receive $10 interest each year. The rate quoted is the gross
rate, before lax. '

Debentures are a form of loan stock, legally defined as the written acknowledgement
of a debt incurred by a company, nannally containing provisions about the payment of
interest and the eventual repayment of capital.

Debentures with. floating rate of interest
I

/

---------------------------------~
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These are debentures for which the coupon rate of interest can be cllanged by the
issuer, in accordance with changes in marKet rates of interest. They may be attradJve
to both lenders and borrowers when interest rates are volatile.

security

Loan stock and debentures wlI often be secured. 5ecurily may take the form of either
a fixed chalJl9 or a ffoaling cl/a1Jl9.

a) Fixed charge; Security would be reIaled to a spec::iIic asset or group of
assets, typically land and buildings. The company would be unable to
dispose of the asset without providing a substitute asset for security, or
without the lender's consent.

b) Aoatlng charge; With a floating charge on certain assets of the company (for
example, stocks and debtors), the lender's -security in the event of a
default payment is whatever assets of the appropriate class the company
then owns (provided that another lender cIoes not have a poor cllarge on
the assets). The company would be able, however. to dispose of ,ts assets
as it chose untit a default took place. In the event of a default the lender
would probably appoint a receiver to run the company rather than lay claim
to a particular asset

The redemption of loan stock

Loan stock and debentures are usually redeemlIbIe. They are issll8CI for a tIlIfm of lIlln
years or more, and perhaps 25 to 30 years. At the end of this period. !hey wlI
"mature" and become I8deemable (at par or possibly at a value above par).

Most redeemable stocks have an earliest and latest redemption dal8. For .......
18% Debenture Stock 2007J09 is redeemable. at any time~ the e8Iliest
specified date [m 2(07) and the latest date [m 2009). The issWlg company can
choose the date. The decision by a company when to redBem a debt will depelld on:

a) how much cash is available to the company to repay the debt
b) the nomillBl rate of interest on the debt If the debentures pay 18%

nominal interest and the cumsnt rate of interest is lower. say 10'11.. the
company may try to raise a new loan at 10'11. to redeem the debt wtllch
costs 18%. On the other hand, if current interest rates are 2O'lb tile
company is unlikely to redeem the debt until the latest <late POSSIble
beca.lse the debentures would be a cheap source of funds

There is no guarantee that a company win be able to raisa a new loan to pay off a
maturing debt. and one item to look for in a company's balance sheet is the
redemption date of current loans, to establish how much new fillBl1ce is likely to be
neecled by the company, and when.

Mortgages are a specific type of secured loan. Companies pIac:e the title deeds aI
fnlehoId or long leasehold property as security with an inIut'Mce company or
mortgage broker and receive cash on loan, usuaRy repayable overa specified period.
Most organisations owning property which is unencumbered by any charge should be
able to obtain a mortgage up to two thirds of the vaJue of the property.
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As far as companies are concerned, debt capital is a potentially attractive source of \
finance because interest charges reduce the profits chargeable to corporation tax

Retained earnings

For any company, the amount of earnings retained within the business has a direct
impact on the amount of dividends. Profit re-invested as retained earnings IS profit
that could have been paid as a dividend. The major reasons for using retained
earnings to finance new investments, rather than to pay higher dividends and then
raise new equity for the new investments, are as follows: .

a) The management of many companies believes that retained earnings are
funds which do not cost anything, although this is not true. However, it is
true that the use of retained earnings as a source of funds does not lead to
a payment of cash.

. b) The dividend policy of the company is in practice detennined by the
directors. From their standpoint, retained eamings are an attractive source
of finance because investment projects can be undertaken without
involving either the shareholders or any outsiders.

c) The use of retained earnings as opposed to new shares or debentures
avoids issue costs.

d) The use of retained earnings avoids the possibility of a change In control
resulting from an issue of new shares.

Another factor that may be of importance is the financial and taxation position of the
company's shareholders. If, for example, because of taxation considerations, they
would rather make a capital profit (Which will only be taxed when shares are sold)
than receive current income, then finance through retained eamings would be
preferred to other methods.

A company must restrict its self-financing through retained profits because
shareholders should be paid a reasonable diVidend, in line with realistic expectations,
even if the directors would rather keep the funds for re-investing. At the same time, a •
company that is looking for extra funds will not be expected by investors (such as
banks) to pay generous dividends, nor over-generous salaries to owner-directors.

Bank lending

Borrowings from banks are an important source of finance to companies. Bank
lending is still mainly short term, although medium-term lending is quite common
these days.

Short term lending may be in the fonn of:

a) an overdraft, which a company should keep within a limit set by the bank.
Interest is charged (at a variable rate) on the amount by which the company IS

overdrawn from day to day;
b) a short-term loan, for up to three years.
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Medium-term loans are Joans for a period of from three to ..... years. The rate of
interest charged on medium-term bank lending to large companies will be a set
margin, with the size~ the margin depending on the aedit standing and riskiness of
the borrower. A loan may have a fixed rate of intenm or a variable iltenlst rate, so
that the rate of interest charged will be adjusted every three, six, nine or twelve
months in line with recent movements in the Base Lending Rate.

Lending to smaller companies will be at a margin above the bank's base rate and at
either a variable or fixed rate of Interest Lending on overdraft is always at a vanable
rate. A loan at a variable rate of interest is sometimes referred to as a troating tate
loan. Longer-term bank loans will sometimes be available. usually for the purctlase 0 1

property, where the loan lakes Itte form of a mortgage When a banker IS asked by a
business customer for a loan or overdraft facility, he will consider several factors
known commonly by Itte mnemonic PARTS.

-Purpose
-Amount
-Repayment
-Term
-Security

purpose of the loan A loan request will be AIfused If the purpose of ItIe Io8n Is not
Jaeallllatile to the blink.

amount of the loan. TIle~ must slIllt ......, ... IIlUCl1 he -.IS to
,,-IOW,. TIle I8Jk8r IIIlISI vedry•• ,.. • he Is aIlle to do so. tIlIlltIe IIl1OlIIllIequir8d

II\IIk8lhe~ In\lestlllenl haS been estImIled COlTedIy.
wIIlhe loan be l8pIIid? Will the customer be able to obIafn sufficient ilC:Olrle to
the IllICUS8IY repeyments?
would be the dUllllion of the loan? Traditionally. b8nks have offered S/lOft-le<m

loans and ovenlrafts. although medium-term loans are now quite common
the loan require security? If SO, is the proposed security adequate?

Leasing

A lease is an agreement between two parties, the "lessor" and the "lessee- The
Jessor owns a capital asset. but allows the lessee to use it. The lessee makes
payments under the terms of the lease to the lessor, for a specified perIOd of bme

Leasing is, therefore. a form of rental. Leased assets have usualy been plant and
machinery, cars and COlifiilerdal vehicles, but might also be computers and office
eqlipment. Ther8 are two basic forms of lease: .opeI.Iillg lellses· and "finln::e
leases·,

OpeiBtillg leaIII

Operating leases are rental agreements between the Jessor and the Jessee whereby:
a) the Jessor~_theequipment to the .....
b) the lessor is responsible for servicing and mai llailli IQ the leased
equipment
c) the period of the lease is fairly short. Jess than the economic life of the
asset, so that at the end of the lease agreement, the Jessor can either
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i) lease the equipment to someone else, and obtain a good rent for It.
or
ii) sell the equipment secondhand.

Finance leases

Finance leases are lease agreements between the user of the leased asset (the
lessee) and a provider of finance (the lessor) for most, or all, of the asset's expected
useful life.

Suppose that a company decides to obtain a company car and finance the acquisition
by means of a finance lease. A car dealer will supply the car. A finance house will
agree to act as lessor in a finance leasing arrangement, and so will purchase the car
from the dealer and lease it to the company. The company will take possession of the
car from the car dealer, and make regular payments (monthly, quarterly, six monthly
or annually) to the finance house under the terms of the lease.

Other important characteristics of a finance lease:

a) The lessee is responsible for the upkeep, servicing and maintenance of the
asset. The lessor is not involved in this at all.

b) The lease has a primary period, which covers all or most of the economic
life of the asset. At the end of the lease, the lessor would not be able to
lease the asset to someone else, as the asset would be worn out. The
lessor must, therefore, ensure that the lease payments during the primary
period pay for the full cost of the asset as well as providing the lessor with
a suitable return on his investment.

c) It is usual at the end of the primary lease period to allow the lessee to
continue to lease the asset for an indefinite secondary period, in return for
a very low nominal rent. Alternatively, the lessee might be allowed to sell
the asset on the lessor's behalf (since the lessor is the owner) and to keep
most of the sale proceeds, paying only a small percentage (perhaps 10%)
to the lessor.

Why might leasing be popular

The attractions of leases to the supplier of the equipment, the lessee and the lessor
are as follows:

• The supplier of the equipment is paid in full at the beginning. The equipment is
sold to the lessor, and apart from obligations under guarantees or warranties.
the supplier has no further financial concern about the asset.

• The lessor invests finance by purchasing assets from suppliers and makes a
return out of the lease payments from the lessee. Provided that a lessor can
find lessees willing to pay the amounts he wants to make his retum, the lessor
can make good profits. He will also get capital allowances on his purchase of
the equipment.

• Leasing might be attractive to the lessee:
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i) if the lessee does I)Ot have enough cash to pay for the asset. and \
would have difficulty obtaining a bank loan to buy it, and so has to I
rent it in one way or another if ha is to have the use of it at all or

ii) if finance leasing is cheaper than a bank loan The cost of payme.·'s
under a loan might exceed the cost of a lease.

Operating leases have further advantages;

• The leased equipment does not need to be shown in the lessee's published
balance sheet, and so the lessee's balanc:e sheet shows no increase in iIs
gearing ratio.

• The equipment is leased for a shorter period than lis exped8d useful. In the
case of high-technology equipment, if the equipment becomes out-of-date
before the end of itS expeded life, the lessee does not have 10 keep on using
it, and It is the lessor who must bear the risk of having 10 set obsolete
equipment S8COIldhanct.

The lessee wlI be able to deduct the lease payments in computing his taxable profits.

Hire purchase

Hire purchase is a form of instalment credit. Hire purchase is similar to leaSing. wain
the exception that ownership of the goods passes to the hire purchase customer on
payment of the final credit instalment, whereas a lessee never becomes the owne' 01
the goods.

Hire purchase agreements usually involve a finance house.

i) The supplier sells the goods to the finance house.
Ii) The supplier delivers the goods to the customer who will eventually
purchase them.
ii) The hire purchase arrangement exists between the finanCe house end the
customer.

The finance house wiI always Insist that the hi'er should pay 8 cIepoIiIlDl'J.ds ..
purchase price. The size of the deposit will depend on the finance cornparJy's polic;y
and its assessment of the hirer. This is in COiltiast 10 • lii81C8 lease, where the
lessee might not be required 10 make any large initial payment.

An industrial or commercial business can use hire purchase as a source of finance
With industrial hire purchase. a business customer obtains hire purchase finance from
a finance house in order to purchase the fixed asset. Goods bought by businesses on
hire purchase include company vehicles. plant and madlinery. office equipment and
farming machinery.

Government assistance

The government provides finance 10 companies in cash grants and other forms of
direct assistance, as part of its policy of helping to develop the national economy.
especially in high technology industries and in areas of high unemployment For
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example, the Indigenous Business Development Corporation of Zimbabwe (IBDC)
was set up by the government to assist small indigenous businesses in that country.

Venture capital

Venture capital is money put into an enterprise which may all be lost if the enterprise
fails. A businessman starting up a new business will invest venture capital of his own.
but he will probably need extra funding from a source other than his own pockel
However, the term 'venture capital' is more specifically associated with putting money.
usually in return for an equity stake, into a new business, a management buy-out or a
major expansion scheme.

The institution that puts in the money recognises the gamble inherent in the funding
There is a serious risk of losing the entire investment. and it might take a long time
before any profits and returns materialise. But there is also the prospect of very high
profits and a substantial return on the investment. A venture capitalist will require a
high expected rate of return on investments, to compensate for the high risk.

A venture capital organisation will not want to retain its investment in a business
indefinitely, and when it considers putting money into a business venture, it will also
consider its "exit", that is, how it will be able to pull out of the business eventually
(after five to seven years, say) and realise its profits. Examples of venture capital
organisations are: Merchant Bank of Central Africa ltd and Anglo American
Corporation Services Ltd.

When a company's directors look for help from a venture capital institution, they must
recognise that:

• the institution will want an equity stake in the company
• it will need convincing that the company can be successful
• it may want to have a representative appOinted to the company's board. to
look after its interests.

The directors of the company must then contact venture capital organisations. to try
and find one or more which would be willing to oHer finance, A venture capital , •
organisation Will only give funds to a company that it believes can succeed, and
before it will make any definite offer, it will want from the company management:

a) a business plan
b) details of how much finance is needed and how it will be used
c) the most recent trading figures of the company, a balance sheet, a cash
flow forecast and a profit forecast
d) details of the management team, with evidence of a wide range of
management skills
e) details of major shareholders
f) details of the company's current banking arrangements and any other
sources of finance
g) any sales literature or pUblicity material that the company has issued.

A high percentage of requests for venture capital are rejected on an initial screening.
and only a small percentage of all requests survive both this screening and further
investigation and result in actual investments.
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Franchising

Franchising is a method of expanding business on less capital than would olhelwise
be needed. For suitable businesses, it is an altemative to raising extnI capital for
growth. Franchisors include Budget Rent-a-Cw, Wimpy, Nando's Chicken and
Chicken 1M.

Under a franchising IIlangement, a franchisee pays a franchisor for the right to
opeIate a local business, under the franchisor's trade name. The franchisormust bear
cer1ain costs (possibly for architect's work, esteblishment costs, legal costs, marketing
costs and the cost of other support services) and will charge the franchisee an initial
franchise fee to cover set-up costs, relying on the subsequent regular payments by
the franchisee for an operating profit. These regular payments will usuaIy be a
percentage of the franchisee's turnover.

Although the franchisor will probably pay a large part of the initial inveStment cost of a
franchisee's outlet. the franchisee will be expected to contribute a share of ttle
inv6Sbnent himself. The franchisor may _II help the franchisee to obtain loan capttal
to provide his-share of the investment cost

The advantages of franchises to the franchisor are as follows:

• The capital outlay needed to expand the business is reduced
substantially.

• The image of the business is improved because the~ will be
motivated to achieve good results and will have the authOrity to take
whatever action they think fit to improve the results.

The advantage rI a fratlChlse to a franc:hisee is that he obt8i is ownership rI a
business for an agAled number of years (including stock and Pllllll'lises, aIlhough
premises might be leased from the franchisor1 together with the bac:Idng rI a large
organisation's lIllIIketing effort and experience. The franchisee is able ID avoid some
of the mistak6S of many small businesses, because the franchisor has already
Ieamed from its own past mistakes and developed a scheme that WOI1ls.

Now attempt exen:ise 7.1.

Exercise 7.1 Sources of finance

Outdoor Living Ltd., an owner-managed company. has developed a new type o!
heating using solar power, and has financed the development stages from its own
resources. Market research indicates the possibility of a large volume of demand and
a significant amount of additional capital will be needed to finance production.

Advise Outdoor Living Ltd. on:
a) the advanteges and disadvantages of loan or equity cepitaI
b) the variOUs types of capital likely to be available and the scuces from which

they might be obt8i I8d
c) the methodes) of finance likely to be most salisfacIory to boIh Outdoor

Uving Ltd. and the provider of funds.
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Key terms

Bank lending
Capital markets
Debentures
Deferred ordinary shares
Franchising
Government assistance
Hire purchase
Loan stocks

ll4

New share Issue
Ordinary shares
PARTS
Preference shares
Retained earnings
Rights issue
Sources of funds
Venture capital
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12 month period assumed for receipt of sales income). The internal rate of
return is only one measure of "retum on investment". It is used here to
provide a convenient measure of the effect of changes in key variables on the
overall return of the project over an extended period. The IRR determined for
the base case in the model is 52% per annum. That is, by any measure, a
very acceptable return for a long-term higtHisk business.

Feasibility Analysis & BusIness Plan
7
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Olives Mel MarInated Products Project F••sibility Anllysis & Business Plan

Black whole olives Md green broken or sliced, salad style oIives·went the third and
fourth largest import categories, totaling $26.5 million end $17.5 milion respectively.

. Whole green stuffed olives in HRI packs (larger than 8 kg) totaled $12.2 million.

These five import categod.. accounted for 78 percent of the total CIF value of U.S.
impol1s of olives cbing CY 1999.

Spain is the dominant supplier of olives to the U.S. market, exporiiIII $184.6 miIion (CIF
value) and I8Jlf1lsenting 73.4 percent market sIW8 of total U.S. illpOl1s 01 olives.
Greece was the second largest supplier of olives to the U.S. markel, wilh trade valued on
a CIF value basis at 531.9 mnriOll dUring 1999. This I8Jlf1lsenlild a elF market shme in
CY 1999 of 14.2 percanl.

Morocco was the third leading exporter of olives to the U.S. market dunng CY 1999
Last year, the U.S. imported $24.3 million (CIF value) in Oljves from Morocco Duong CY
1999. Morocco's CIF value mar1<et share of the total U.S. olive import market was 108
percanl.

These top three supplying countries therefore supplied 98.4 percent of 1DtaI U.S ImponS

of aU olive products, on • elF value basis. The YOlume of their CY 1999 exports of olive
products to the U.S. mar1<et totaled 84,065 Mr, which accountad for 89.2 p8I'C8l'ft of the
total tonnage imported last yeer.

Egypt has shipped only very Nmiled quantities of olives to the U.S. market a-lhe five
year period CXMlIiilg calendar years 1995 through 1999. The largest shipments _this
period oc:curred in CY 1996, when 17 Mr went upoI18d at a CIF value d 537,000.
Shipments amounting to only a few thousand DoIIara took piece in cllendar years 1995.
1997 and 1999.

But the Egyptian export market for olives is growing. aIbelt not to the UniIIId St 1 I. One
major classification accounI8d for 86'11> of the total exports by voUne and 75'11> by value.
ina8asing by 14'11> in value and 15'11> by volume over 1998.

It is clear that Egypt has the capacity to produCe olives in sulf.cielll qua llilie. 10 at least
8tlempt to gain entJy in the US mar1<el Only a 1'11> market shme of the US mports
repesents a 943MT export potential. but represents less than one half of 1'110 of Egypt,a"
production. At an average price of $1.75/kg, a 1% market sIW8 WOUld represent olIve
export sales from Egypt in excess of $1,650.000.

One ansa whent Egypt is faring well is with pitted green olives SOld to Spain at an
average price of $1.00 kg..But these same olives are sold by Spain. depending on HTS
code, to the United States at considerably higher price points.

Based on this preliminary analysis of the U.S. import trade in olives. Egyptian olive
expoo1BIs w111M1Ye to aggressively market their products on the U.S. martel and will
most probably need to offer delivered export price levels that 818 h9lIY competiliwe with
those from Spain. Greece, and Morocco. Since Egypt is not cunailly a player on the
U.S. market for olives. 8lqlOl18l'S wit most likely need to be in • position 10 orrer landed
export prices at levels below those of their~ compailils in Spain, Greece and
MClIocco, in order to dewIop any lIigriiIlcaIlt new Iong-t8rm export 1luIiness.

Then they must be prepared to back up their plicilg with desinIbIe packaging and
customer relations. Getting the olives to market at a competitive price. in • masIllr
container that does not fall apart, in 8 package the consumer-a and with vigorous

M·9



Olives and Marinated Products Project Feasibility Analysis & Business Plan

follow-up and after sales service should be a winning combination to sustainable olive
sales to the United States of America!

U.S. Market Dynamics for Olives and Potential For Egypt

According to official calendar year (CY) 1999 import statistics, total U.S imports of olives
reached a level of $224.3 million (CIF value) last year, up 12 percent over the CY 1998
level of $200.1 million. This increase was due to higher average CIF import values and a
slight increase in the total quantity imported during CY 1999, compared to year earlier
levels. Total quantities of olives imported into the U.S. mar\(et have increased 20 percent
over the last five years, from a level of 78,291 metric tons (MT) during CY 1995 to 94,245
MT in CY 1999.

The largest category of import trade on the U.S. mar\(et is for Olives, Green, Whole,
Stuffed, In Containers Less Than 8 KG, In Saline Solution, Not Frozen, which totaled
$86.9 million in CIF value during CY 1999, representing almost 39 percent of total U.S.
imports of olives.

The second largest category of import trade on the U.S. mar\(et is for Olives, Not Green V
In Color, Sliced, Canned In A Saline Solution, Not Frozen, which totaled $32.6 million in
CIF value during CY 1999, representing 14.5 percent of total U.S. imports of olives

These two largest import categories are followed by: Olives, Not Green In Color Not
Canned, In Saline Solution, Not Frozen, NESOI ($26.5 million); Olives, Green. BrOKen
Sliced Or Salad Style, Containers Holding Less Than 8 KG, In A Saline Solution. Not
Frozen ($17.5 million); and Olives, Green, Whole, Stuffed, In Saline Solullor' "
Containers Holding More Than 8 KG Each, Not Frozen ($12.2 million).

These five import categories accounted for 78 percent of the total CIF value of U.S
imports of olives during CY 1999.

U.S. imports of olive classified under the U.S. Harmonized Tariff Schedule into 34
different categories. The total CIF values of U.S. imports during CY 1999 by tariff
classification categories are given below. The rankings are offered as a quick guide for
the purposes of Egyptian olive exporters to determine mar\(et potential for their product.

USHTS Code Product Description 19" Imports Ranking
($1000 CIF) (Value)

0709903500 Olives, Fresh Or Chilled $2,463 13

0711201800 Olives, Not Pitted, Green In Color, In A Saline 118 29
Solution > 8 Kg, Drained Weight, Used For
Repacking Or Sale, Described In Additional
U.S. Note 5 To This Chapter 7 And Entered
Pursuant To Its Provisions

0711202800 Olives, Not Pitted, Green In Color, In A Saline 55 31

Solution, In Containers > 8 KG, Drained
Weight, To Be Used As Repacking Or Sale
As Green Olives, NESOI

USHTS Code Pro~uct Description 1999 Imports Ranking
($1000 elF) (Value)

M-10
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0711203800 Olives, Not Pitted, NESOI 1,073 16

0711204000 Olives, Pitled Or Stuffed, NESOI, 321 23
ProvisianaIIy Preserved, But Unsuitable In
That Stale For Invnediate Consumption

0712901500 Olives, Not Ripe, Dried, Whole, Cut, Sliced, 271 26
Broken Or In Powder. But Not Further
Prepared

0712902000 Olives. Ripe. Dried. Whole. Cut. Sliced. 497 21
Broken Or In Powder. But Not Further
Prepared

•
2005700230 Olives, Green, Not Pitted. In A saline 0

Solution, Ripe, Containers '" 8 KG But < 13
KG Each, In An Aggnlgate Quantity Not To
Exceed 730 Metric Tons Any Vear

2005700260 Olives Green In Color Not Pitted, In Solution, 57
Ripe, In ContU1ers Holding 8 KG Or Less,
In An Aggregate Quantity Not To Extncl730
Metric Tons In Vear

34

30

2005700430 Olives, Green, Not Pitted, In A 5aIine 190 21
Solution, Ripe, In Containers Each Hoking
< 8 KG But < 13 KG, Drained Weight, NESOI,
Not FItIZ8I'I

2005700460 Olives Green In Color Not Pitted. In saline 212 27
Solution. In Containers Holding 8 KG Or
Less, NESCI

2005700600 Olives, Green. Not Pitted. In saline Solution. 2.005
In Containers Each Holding '" 8 KG.
Described In Aclditional Note U.S. Note 4 To
This Chapl8r 20 And Entered Pursuant To Its
Provisions

14

2005700800 Olives Green In Color, Not Pitted, In 300 25
COl dainefS Each Hoking More Then 8 KG,
NESOI

2005701200 Olives, Gr8en, Not Pitted, In 5aIine Solution, 6,181 e
NESOI, Not FItIZ8I'I

2005701600 Olives, Green In Color Place, Packed Sluffed 5,624 7
In 5aIine Solution, ContU1ers Each I toIl:Iq
Not More Then 1 KG, In An Aggi8g8ted
Quantity < 2700 Metric Tons Each Year

M-11
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USHTS Code Product Description 1999 Impons Ranking
($1000 CIF) (Value)

2005701800 Olives, Green In Color, Pitted Or Stuffed, 309
Place Packed, In Saline Solution, Stuffed, In
Containers Each Holding Not More Than 1
KG, Drained, NESOI

24

182005702300 Olives, Green In Color, Pitted Or Stuffed, 648
Place Packed, In A saline Solution, NESOI

2005702510 Olives, Green, Whole, Pitted, In Saline 3,933 10
Solution, In Containers Holding More Than 8
KG Each, Not Frozen

2005702520 Olives, Green, Whole, Stuffed, In Saline 12,174
Solution, In Containers Holding More Than 8
KG Each, Not Frozen

5

v
2005702530 Olives, Green, Broken, Sliced Or Salad Style, 2,695 12

In Containers Holding More Than 8 KG
Drained Weight, In A Saline Solution

2005702540 Olives, Green, Whole, Pitted, In Containers 3,335 11
Holding Less Than 8 KG, In Saline Solution,
Not Frozen

2005702550 Olives, Green, Whole, Stuffed, Containers 86,881 1
Less Than 8 Kg, In Saline Solution, Not
Frozen

2005702560 Olives, Green, Broken, Sliced Or Salad Style, 17,468 4
Containers Holding Less Than 8 KG, In A
Saline Solution, Not Frozen

2005705030 Olives, Not Green In Color, Not Pitted, 632
Canned In Saline Solution, Containers
Holding More Than 0.3 KG Each

2005705060 Olives, Not Green In Color, Not Pitted, 49
Canned In Saline Solution, Containers
Holding 0.3 KG Or Less, Not Frozen

19

32

•
2005706020 Olives, Not Green In Color, Whole Pitted, 4,237 9

Canned In Saline Solution, Containers
Holding More Than 0.3 KG Each, Not Frozen

2005706030 Olives, Not Green In Color, Whole Pitted, 1,837 15
Canned In Saline Solution, Containers
Holding 0.3 KG Or Less, Not Frozen

2005706050 Olives, Not Green In Color, Sliced, Canned In 32,552 2
A Saline Solution, Not Frozen

Marllet Analysla M·12
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USHTS Code Product Description 1119 Imports Ranking
_________________.. _~1l1OO elF) IValuel

2005706060 Olives, Not Green In Color. Chopped Or 7
Minced, Canned In A Saline Solution. Not
Frozen

33

2005706070 Olives. Not Green In Color, Other. Including 4.704 8
Wedged Or Broken, Canned in Saline
Solution, Not Frozen

2005707000 Olives, Not Green In Color. Other Than 948 17
Canned. In Airtight Containers Of Glass Or
Metal. In S8Iine Solution, Not Frozen

2005707500 Olives, Not Green In Color, Not Camed, In 26,501 3
Saline Solution, Not Frozen, NESOI

• 2005709100 Olives, Green, PnlparecI/Pr8se 626
OtheIwise Than In Saline Solution. Not
Frozen, Each Container Holding less Than
13 KG, In An Aggrvgate Quantity > 550
Metric Tons A Year

20

2005709300 Olives, Prepared Or Prepared OthenMse 434 22
Than In Saline Solution, Not Frozen. NESCI

TOTAL

Major Suppliers of Olives to the U.S. Market

$224,317

Spain is by far the dominant suppUlr of olives to the U.S. IIl8Ibl During CY 1999.
Spain exporlIld $164.8 m'" (CIF value) of ohes to the U.S. rnerk8t. rep! 'I Ililii 73.4
percent of total U.S. imports of olives. DurIng CY 1899, this trade ilCANlS8d 15 percent.
up from $142.1 m.-. during CY 1998. In terms of 101.,., SpaIn uporl8d 82,098 Mr
during CY 1899, lICCOtning for almost 88 pelcent of the total 94,245 Mr 1he U.S.
importBd from aI sourt8I.

Greece was the second largest supplier or olives to the U.S. market, wiIh trade.._ on
a CIF value basis at $31.9 million dUring CY 1899, up 8.8 petel..t over year earlier
levels. This represented a CIF market share in CY 1899 or 14.2 petcent of the total U 5
import market for olives. In tenns of tonnage. Greece exporlIld 11,008 MT. MPllBsenbng
11.7 pelcent or the total quantity imported by the U.S. in CY 1999

Morocco was the third leading exporter of olives to the U.S markel dunng CV 199'3
last year, the U.S. imported $24.3 million (CIF value) in olives from Morocco. whICh _5
up 12.1 percent over the level of $21.7 million imported by the U.S.~ CY 1998
During CY 1899. MoIocco's ClF value market share of the total U.S. olive impon malkel
was 10.8 percent. Totallol1nage of olives expol18d by Spain to the U.S. market during
CY 1999 was 10,961 Mr. representing 11.6 percent of the total quantity imported by the
U.S. during CY 1999.
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These top three supplying countries therefore supplied 98.4 percent of total U.S. imports
of all olive products, on a CIF value basis. The volume of their CY 1999 exports of olive
products to the U.S. market totaled 84,065 MT, which accounted for 89.2 percent of the
total tonnage imported last year.

Spain

The U.S. import market for olives is dominated by Spain, which supplied 73.4 percent of
the total trade in these products. During CY 1999, the US imported 62,098 MT of olives
Spain, at a CIF value of $164.6 million, which represented an increase of 15 percent ,n
terms of CIF value over the CY 1998 trade level.
The largest product in Spain's olive trade with the U.S. during CY 1999 was Olives.
Green, Whole, Stuffed, In Containers Less Than 8 Kg, In Saline Solution, Not Frozen
Spain was also the dominant supplier to the U.S. market within this tariff classification
category, shipping 98.5 percent of total U.S. imports of this olive product, at a CIF value
of $85.6 million. Average CIF import prices from Spain during CY 1999 for this olive
product were $3.12 per kilogram.

The second leading·oIive product shipped by Spain to the U.S. market during CY 1999 W
was Olives, Not Green In Color, Sliced, Canned In A Saline Solution, Not Frozen. Spain
was also the dominant supplier to the U.S. market within this tariff classification category,
shipping 65.7 percent of total U.S. imports of this olive product, at a CIF value of $21.4
million. Average CIF import prices from Spain during CY 1999 for this olive product were
$1.76 per kilogram.

The third leading olive product shipped by Spain to the U.S. market during CY 1999 was
Olives, Green, Broken, Sliced Or Salad Style, Containers Holding Less Than 8 KG, In A
Saline Solution, Not Frozen. Here again, Spain was also the dominant supplier to the
U.S. market within this tariff classification category, shipping 90.4 percent of total U S
imports of this olive product, at a CIF value of $158 million. Average CIF import pnces
from Spain during CY 1999 for this olive product were $2.32 per kilogram.

The fourth leading olive product shipped by Spain to the U.S. market dUring CV 1999
was Olives, Green, Whole, Stuffed, In Saline Solution, In Containers Holding More Than
8 KG Each, Not Frozen. As in the above three product categories, Spain was again the
dominant supplier to the U.S. market within this tariff classification category, shipping
96.6 percent of total U.S. imports of this olive product, at a CIF value of $11.8 million
Average CIF import prices from Spain during CY 1999 for this olive product were $1.97
per kilogram.

Table below shows total U.S. imports of olive products, by USHTS code, from Spain
during CY 1995-1999, as well as CY 1999 average CIF import prices and market
share.

Market Analysla M-14
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GnN1e8

The seoond leading supplier of olives to the U.S. market is Greece. whICh haa a markel
share on a CIF value basis of 14.2 percent'ast year. During CY 1999 the uS ,mponeo
11,006 MT of olives from Greece, at a CIF value of $31.9 million. which represented an
increase of 8.8 percent in terms of CIF value over the CY 1998 trade level.

Even though Greece shipl olives that enter the U.S. under many different tariff
classification categories. most of this trade with the U.S. cbing CY 1999was Olives. Not
Green in Color, Not Canned, In Saline Solution, Not Frozen. NESOI. Total U.S. iqlOI1S
from Gr8ece under this product category -e $21.5 rn..-. during CY 1999,
representing almost n percent of the total Greek olive trade with 1he U.S. last ~.
Gr8ece was also the domlnant uporter of this product cal8goly to the U.S. markellast
year, supplying almost 82 percent of total U.S. imports during CY 1999. Average ClF
import prices from Greece during CY 1999 for this olive product-e $2.42 per kiogram.

Table below shows total U.S. imports of olive produets, by USHTS code, from Gr8ece
during CY 1995-1999, as well as CY 1999 average CIF import prices and market
share.
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Morocco

The third leading suppUer ·of olives to the U.S. market is Morocco, which had a market
share on a CIF value basis of 10.8 percent last year. During CY 1999, the U.S. imported
10,961 MT of olives from Morocco, at a CIF value of $24.3 million, which represented an
increase of 12.1 percent in tenns of CIF value over the CY 1998 trade level.

The largest product in Morocco's olive trade with the U.S. during CY 1999 was Olives
Not Green in Color, Sliced, Canned In A Saline Solution, Not Frozen. Morocco was the
second leading supplier to the U.S. market within this tariff classification category after
Spain, shipping 34 percent of total U.S. imports of this olive product. at a elF value J!

$11.1 million. Average CIF import prices from Morocco dunng CY 1999 for thiS olive
product were $1.95 per kilogram, which was higher than the average CIF import pflce for
this product from Spain last year, valued at $1.76 per kilogram on average.

The second leading olive product shipped by Morocco to the U.S market during CY
1999 was Olives, Not Green In Color, Other, Including Wedged Or Broken, Canned In A
Saline SOlution, Not Frozen. Within this tariff classification category, Morocco was the
leading supplier to the U.S. market, shipping 78.6 percent of total U.S. imports of this
olive product, at a CIF value of $3.7 million. Average CIF import prices from Morocco
during CY 1999 for this olive product were $1.67 per kilogram.

The third leading olive product shipped by Morocco to the U.S. market during CY 1999
was Olives, Not Green in Color, Not Canned, In A Saline Solution, Not Frozen, NESOI.
Morocco's share of the U.S. import market within this tariff classification category was 5.6
percent of total U.S. imports of this olive product, with exports valued at $1.5 million on a
CIF basis. Average CIF import prices from Morocco during CY 1999 for this olive
product were $1.31 per kilogram. Within this product category, Greece is the leading
supplier of this olive product to the U.S. market, with a market share of 81 percent on a
CIF value basis during CY 1999. Average CIF import prices for this olive product from
Greece last year were $2.42 per kilogram, significantly higher (85 percent) than the
average CIF import price for this olive product from Morocco during CY 1999

The fourth leading olive product shipped by Morocco to the US. market dUring CY 1999
was Olives, Green, Broken, Sliced Or Salad Style, In Containers Holding Less Than 8
KG, In A Saline Solution, Not Frozen. The total CIF value of Morocco's CY 1999 exports
to the U.S. market for this olive product reached almost $1 million, up 108 percent over
the level of CY 1998. This level of trade accounted for 5.7 percent of total U.S. imports
of this olive product last year. Within this tariff classification category, Spain is the
dominant supplier to the U.S. market, accounting for 90 percent of total U.S. imports on a
CIF value basis during CY 1999. Average CIF import prices from Morocco during CY
1999 for this olive product were $1.80 per kilogram. Spain's average price, at $2.32 per
kilogram, was significantly higher (29 percent) last year than Morocco's average CIF
import price for this olive product.

Table below shows total U.S. imports of olive prodUcts, by USHTS code, from Morocco
during CY 1995-1999, as well as CY 1999 average CIF import prices and market
share.

M·30



01.-Md .....nalIICI Products PnIjKt,. .lbIIty AnsIpls & Bu.h .F .....

The Competitive Intelligence Analysis

Although there has been an inaease in olive production (and consumption) around lhe
WOfld, production is still highly concentrated in the Mediterranean region. Tile regIOn IS

responsible for more than 95 per cent of WOI1d production and 90 per cent of total
consumption. The aop generates regional employment and is an impoftant source oi
income in rural areas, thereby reducing migration 10 urban areas It also prOv',k::'
ecological benefits by contributing to soil retention and redUCing eroslOfl Trad,tlOna",
olive cultivation has been practised by small family-owned holdings on non-lmgBted land
using inefficient cultivlltion practices. This has rasulte<l in low yields. However. In
recent years governments, the EU and the IOOC have taken measures to moderOise the
industry

This section briefly introduces a desaiption of the competitive position of the main Olive
producing countries. The section pays particular atl8ntion to the levels or production,
trade and government assistance of the countries examined.

Turlrey

Olive Production

orlV8S have always been WI important indUSlry in Turkey. Olive production in Turkey
has varied signifi7cantly from year to year over the past 15-year period. Some have
attributed these fluctualions to changing -ather patterns, poorly managed olive groves.
inelIicierit processing techniques and, more recendy. inadequate marketing
organisations (Akay and Dizdaroglu). TUrkey's production of table olive more mar
doubled - from 100 000 to 216 000 tannes in the past 5 years

Tu

J

Olive Production, 1980-1997
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It is estimated that Turkey has about 100 miHion tnles in 323 986 holdings totalling 880
000 hectares, representing about 4 per cent of the counlry's agricultural land ITu08h09"·
1997). More than 60 per cent of olive plantations are tle.-n 10 and 60 years oI<l :-SO
per cent ant more than 80 years old and the remaining 10 per cent are less than 1('

years old (Sahinalp 1997). Most of Ihe olive produetJon occurs around the Aegean al"'''
which has 75 per cent of the olive groves. The latest figures suggest that approxImately
3 000 000 new tnIes will be planted in the near future. of which 83 per cenl WIll be of the
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dual-purpose variety (IOOe 1997e). This will make Turkey a bigger player in the
international market.

Trade

Turkey is one of the leading exporters of olive products. In 1996, it exported 17 700
tonnes (US$24.8 million) of olives. During the 1980s, Romania, Germany, Spain and
Bulgaria have been the major export markets, while the United States is emerging as an
important market.

The government has established an export tax refund system, whereby all taxes and
duties paid on exports from the olive grove are refunded. Turkey enjoys preferential
treatment with the EU, which entitles its products to enter the EU market at a much lowel
rate of duty.

Turkey Exports of Table Olive

30 000

2S 000

20 000

=c: 15000

!
10 000

5000

0

...

1880 1981 1882 1883 1884 1885 1988 1987 1988 1888 1880 1881 1892 1993 1994 1995 1996

I --+- Tonnn .h.... 1000$ I
! ---'

The Industry

Most of Turkey's olive holdings are family-run enterprises. There are also approximately
1 000 small mills and about 10 refining plants. It is believed that the olive sector uses
inefficient production methods and produces a poor quality product (Tunalioglu)
Although there are some quality standards that producers must meet, it is reported that
these are not strictly adhered to.

The industry is perceived as being fragmented: only 17.7 per cent of table olive
producers belong to a cooperative. The two major cooperatives are the Marmara Birlik
(Marmara Union) with 12 per cent of olive producers, and Taris with 5.7 per cent.
Although the government is responsible for the development of the country's olive policy,
these cooperatives play an important role in the sector, being responsible for the
purchasing operations, storage and trade activities.

Recent Developments

There has been a process of technology transfer to Turkey from the industry in other
European countries.

Market Analyais M-40
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The government has actively promoted the indUStry. For example. It has establlshea a
program encouraging the development of various olive growing aleas. mainly ,n Akh,sar
and Aydin. It has also applied a minimum export price for black anet green olives. to
prevent the export of unprocessed table olives and thus Ietain value-adding activities in
the country. Another important development is the growth of a strong nursety sector that
produc:es 3.5 miUion trees per year. The govemment has also established olive growtng
ale8S to demonstrate increased efficiencies through proper mainl8nllnce of groves
resuIling in InaeasecI olive yield. Courses and Infonnation PR9Wl'lS are being
conc:tuetad to educate Qlowers on pruning techniques, the Ietest available tec:hiIoIogy
anet production techniques, and to provide producls for pest and disease 00I1b0l.

Consumption of table oliveS has also increased from 90 000 lOOil8S in 1992-93 to 160
000 tomes in 1996-97. DI.ring the 1996-97 aop year Turkey was the major consumer
of black olives, accounting for 30 per cent of total world conswnption (IOOC 1997b).

Tunisia

Olive Production

Tunisia is one of the major olive-producing countries

Tunisia Olive ProcIuc:tIon
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Qfive production has tIuctu8t8d over the years dUe to 'W'8Bther condIIionS, the 8IBrn8l8
bearing nat\n of the olive tree, and aJItivation praclices For .-npIe, lIftlIr • .
record production of 1 250 000 tonnes in 1996, Tunisia produced only 500 000 IOMes In

1997. Environmental flIc:tors such as limited water resoun::es. defoR!statJon.
ovetgraDlg, soil erosion anet desertification, anc:t the fact that most of the olive groves
ale in dryIand situations, accentuate the effect. Table olive production experienced a
similar paII8m whefe: 9 000 tomes in 1995-96 anet 15000 toMes in 1996-97

The produdion of olives ia the main activity of the 87 B60 agnculturaI hOldIngs ,n me
country, employing aImoat 1 million people. Most of the groves 8f8 IocateCl ,n the centre
of Tunisia, which has 37 per cent of all hoIdirigs.

There 8f8 approximately 57 million olive trees planted on an 11188 of 1.5 million hectares
Seventy-four per cent of trees ale of bearing age, 17.5 percent 8f8 young gIO¥8S anc:t
the balance &Ie described. old glooses. There &Ie also about 17 000 h8dares recently
pIantad with 2 miIion trees for table olive produc:tion. ApproximatIIIy 60 percent of these
trees &Ie not yet bearing and 28 per cent &Ie on inigalBd Ianc:t. The two most popular
oflY8 varieties planted &Ie Chimlali and Chetoiu.
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Productivity is relatively low due to the unsuitability of land used for production and the
poor management practices employed (DGPA/ONH 1996) Holdings are getting smaller
and production costs, mainly labour, are increasing Producers tend to use traditional
harvesting and production techniques, being slow to embrace modern practices

Olive Trade

Olives are Tunisia's main agricultural export, accounting for 5.5 per cent of total exports
(47 per cent of agricultural exports). They are the country's fifth most important source
of foreign eamings. In 1996 Tunisia exported 337 tonnes (US$O.5 million) of olives.

Tunisia Exports of Table Olives
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Tunisia recently gained 'favoured country status' from the EU, which entities It to dUly
free access to European marnets. Tunisia has a fixed import quota into the EU of 46 000
tonnes per year (Polidori, Rocchi and Stefani 1997). The Office National de !"HUlle
(ONH) has offices in France and Italy, its main objective being to promote TuniSian olive
in the European marnets and to promote technical and scientific collaboration between
EU producers and Tunisian producers. Traditionally, olive has been bought by Italy and
re-processed for sale. Lately, Tunisia has been looking for new marnets outside the
Mediterranean region. The government has adopted a range of export-oriented
strategies. The objective is to produce 250 000 tonnes of olive by the year 2010, of .-
which 50 per cent will be for Australian consumption and 50 per cent for export.

The Industry

There are 87 8800Hve holdings and 1 400 operating olive processing plants in Tunisia.
Approximately 27 per cent of the processing plants are super-presses, 27 per cent
continuous process facilities and 7.5 per cent combined systems. Traditional plants
account for only 39 per cent of the processing operations. There are 13 refineries and
10 packing plants (DGPAlONH 1996).

The government recently designed a series of schemes to restructure and modernise
olive production and improve quality. For example, it has developed programs to
improve quality control standards in accordance with looe practices, and to modernise
the existing refineries and mills. It has fostered the development of plants in areas of
limited processing capability and has introduced subsidies for restructunng oltve groves
Furthermore, olive production has received substantial financial assistance from the
World Food Program and the government (ibid.).
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Up to 1994 the ONH was the only organisation involved in the calBctiDn and marketing
of olive. Although the government has peuilitted some c:ompeIilion i'I the industry, the
ONH is the principal dJar!neI for Tunisia's olive exports. It is responsible for setting
quality standan:Is, promoting grove protection, encouraging i1rlpl'OV8d c:uItivation

. practices and representing the industry.

There are about 19 cooperatives or essociations involved in processing and seIing olive.
There are only about 50 private exporters, who wor1( in close CXlIIaboration with the ONH
There are no established producer representative organisations in the inclustry

Local consumption to 1993 was subject to consumption restnetions whereby a fam,••
was allocat8d a maximum quota. With the liberalisation of the Industry. the quota 00

longer applies. Despite these changes. less than 28 per cent of Tumsla's prOduC\JoP "

consumed IocaHy as consumption has slowly decreased dunng the past 20 years

•
Syria

Olive ProductIon

Syria is the second largest olive producer in the Arab world after Egypt. It has 57 million
trees, of which only 30 milion are proc:Iuctive. The \JIoves occupy 405 000 hectares of
mainly non-irrigated land. Production of olives has tIuctuated over the years. During the
1996-97 crop year Syria produced 85 000 tomes of table olives. Syria has the highest
per capita consumption of table olives in the world (5 kg).

Olive ProcIuc:tion 1980-1997
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Trade

Tracltionally most of Syria's olive products are c:onswned In the Ioc8IIIl8IIc8l In 199&-97
only 10 000 101.188 of olive less than 10 per cent of production was expol1IIId. Almost all
Syria's table olive production is for Ioc:8I consumption; &mal QIM llilies are 8JCPOf18d to
Gennany and the Unit8d Kingdom. Syria imports mini'IlaI QlMllities of I8bIe olives.

Recent DeveIopmenIs

The goY8Ilil1l8llrS objective is to increaSe production of rfNIoIives to 880 000 tonnes by
the year 2005. This would be achieved through the develDplllllllt of nurseries for plant
propagation, provision of machinery for improved cultural operations. and
implementatiOn of plant protection schemes to oontroI pests ancI dISeases The
government has constructed two main dams to bOOst agricultural productIOn !f!d,p·~,:
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crop dependence on rainfall. It aims to have 63 million olive trees planted by the year
2005.

Morocco

Olive Production

In 1995-96, Morocco had an estimatad 45 million olive trees, of which 11 per cent were
of non-bearing age. More than 95 per cent of trees are of dual-purpose varieties and
further plantings are planned.

The two main olive regions are located in Fez (centre) and Marrakesh (south), each
producing about a quarter of the country's olives. Average olive yield is only 1.67
tonneslha. Most of Morocco's olive production is from non-irrigated land, and rainfall
variation cause production variations from one year to the next. For example, production
fell in 1995 when Morocco experienced one of its worst droughts in 30 years. the
following year, there was a record harvest of approximately 800 000 tonnes In 199 7

production again fell to 1995 levels. In spite of these weather related factors average
production has increased during the past decade. mainly due to Government's support 10

modernise and develop the olive industry. Table olive production increased: from 80 000
tonnes in 1992-93 to 100 000 tonnes in 1996-97.

Morocco Olive Production, 1980-1997
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Trade

Most olive is consumed Australianally; exports occur sporadically following high
production years. The main market is Italy, and to a lesser extent Spain and France A
characteristic of olive exports is that they tend to fluctuate depending on the availability
of supply and demand on international markets. Morocco's strength in the olive trade
lies with table olives. It exports approximately half of its table olive production and is one
of the world's largest exporters of table olives, particularly of black olives. Its main
markets are France, Italy, Spain and Belgium.

•
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Morocco Table Olive Exports
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Recent Devel0p"'.ii"

The govemment has established a.serieS of programs to assist the del;Blopmenl of the
olive industry. They indude subsidies for pest control, the free distribution of olive
seedlings, and the provision of technical infonnation and training in olive production At
the beginning of the 19905, more than 500 000 olive trees __ distributed As a
consequence of these olive plantings, table olive production inaeased from 70 000
tonnes in 1986-87 to 100 000 tonnes in 1996-97. Exports of table olives have also rose"~

significantly.

Local consumption of table olives increased: from 19 500 tonnes In 1986-87 '029 oar
tonnes in 1~97.

Morocco is fikely to continue to consume almost all its production of olive. exporting only
when there is a production surplus. However, it is likely that to become a significant
exporter of table olives.

Olive ProductIon

Por1ugaIls the fOl.Ith IargesI Ewopean producer of ClIve prudllds. Thent ties however
been 8 marked decrease in olive production since the begirli'ling of the 1980s. wh8n
output reached more than 500 000 mIleS. In 1997, production 8Il'lllUIll8d to only 300
OOOlDnnes
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Portu al Olive Production, 1980·1997
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According to EU estimates, in 1996 Portugal had 38 million olive trees cultivated on an
area of 319 790 hectares (EC 1998). There are around 1,1 million trees of non-bearing
age and it is planned to plant a further 375 000 trees in the near future.

The major areas of production are Alentejo (43%), Tras-os-Montes (20%) and Beire
Interior (18%). The variety 'Galega', accounts for 80 per cent of the total olive groves.
Olive production in Portugal is characterised by traditional family-owned holdings with an
average area of less than 2 hectares, with the exception of Alentejo were the average
area is 5.4 hectares. There are 80 to 100 trees per hectare (Castro et aI, 1997). Less
than 10 per cent of area harvested is devoted to table olives.

On average, EU yields for table olive production are 1.218 tonnes/ha and 2339
tonnesiha for production (EC 1998). Portuguese olive yields for table olives are 0995
tonnesiha, and 0.603 tonneslha for olive. well below the European averages (Ee 1998)

Olive Trade

Portugal exports about 30 per cent of its total production Exports of olive products
represent not only economic value but also have a traditional significance, as they are
mostly exported to countries with strong cultural and historic links to Portugal. In 1996
most went to Brazil (64%), Spain (12%) and Portuguese-speaking African countries,

In 1996, Portugal exported 9 000 tonnes of table olives, mainly to Brazil (41%) and the
United States (35%). Portugal also imported almost 7 000 tonnes, mainly from Spain
(88%).
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Number of Trees and Tree Density of Spanish Olive Groves
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Egypt Export Situation and Opportunities

Egypt has shipped only very limited quantities of olives to the U S market over me •.• "
year period covering calendar years 1995 through 1999. The largest shipments over th,s
period oc:curred in CY 1996, when 17 MT were exported at a CIF value of S37 000
Shipments amounting to only a few thousand Dollars took place in calendar years 1995
1997 and 1999.

Does Egypt have the capability and capacity to be a player in the US olive 1JIlIIket?

For the purpa181 of this market opportunity report. we are a5SI.IIlklg that the oives
shipped from Egypt under the classification 2001.90.1010 are not capers (capers ant not
grown in Egypt) but whole olives packed in bulk containers weighing more than 3.4 kg.
One has no way of knowing if these are green or black in color.

Under the 0711 cIassificaIion, we assume that the raporl8d exports ant "nc*pilIIId. green
olives" in bulk packaging of more than 8 kg. We are unc:lear as to whether these ant raw
or ready for consumption.

If one were to int8rpoIate the CAPMAS data, perhaps one could conclude that the
2001.90.10.10 classifications are "not-pitted olives", green or black. The 2001 90 1020
classification is for "pitied olives", green or black. Both dasslficahOnS woulCl oe ,.
packaging between 3.4 kg and 8 kg.

Perhaps the 0711.20.00.10 olives are green olives with pits shipped In paCkages
weighing more than 8 kg. Perhaps the 071 1.20.00.90 are green olives In more than 8 "9
packages but converted in some way - pitied, sliced, diced, stuffed, etc. It IS apparent
that for statistical gathering purposes, customs has COtlbaeted the HTS codes to a
relatively few categories, mixing colors and/or converted (added value) product. At the
time of this writing, ALEB could not gain more information from olive shippers that would
clarify this issue.

What is deer from these two sets of figures is that the Egyptian uport market for olives
is gfoM'lg. Classification 2001901010 "QIives pr8pantd or pI'IIIIMKt by vinegar or
other" in 1999 accounI8d for 88'1(, of the total by volume and 75'1(, by V81ue. This
classification grew by 14'1(, in value and 15'1(, by volume over 1998.

But it is wlS8lllllg to see the volatility in the customer base. Egypt uportI8d olives to
thirteen countries in 1998. They exported to nine countries in 1999. Of the nine
countries in the last year, four were new, representing a "swing" of eight markets. or
almost two thirds of the 1998 market base. Further, an unhealthy dependency existed ,n
1999 on two countries: Israel accounted for 71% of the total volume anc:Ilndia accounted
for 75'1(, of the total value. The dependency is serious when one looks at the pnces
Israel paid 19'1(, of the average price and 16% of the wetghted average pnce lor tn's
predominant classification. India paid 388'1(, of the average price and 332% ot t"e
weighl8d average price. Yet India abSOfbed only 6'1(, of the volume.

It is deer that Egyptian olive producers are seriously losing price negotiabons ,n
Pallstine anc:Ilsraei. only marginally improving in franc:ophone Europe, holding the fine in
the Gulf markets and competit Ig well on price in the United States, but with low volumes
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Olives and Marinated Products Project Feasibility Analysis & Business Plan.

One area where Egypt is faring well is with pitted green olives sold to Spain at an
average price of $1.00 kg. But these same olives are sold by Spain, depending on HTS
code, to the United States at considerably higher price points. The value of knowing
ones' malket and building customer relations is the moral of the above scenarios.

Following tables show all Egyptian shipments of olives, by USHTS product categories. to
the U.S.A. market over the CY 1995 through 1999 period.

•
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Summary and Recommendations

The Spanish are by far the dominant player on the u.s. in1X>rt market for olives. holding
an amazing market share of 73.4 percent based on CIF value In addl1lOft to thIS
dominant market share position, it appears from analyzing U.S Import statistICS that
Spain also appears to convnand premium prices in some product categones over oh.e
products from their two distant competitor countries. Greece and Morocco

The ovenlll U.S. in1X>1t market for olives appears to be growing, both in terms of V8Iue
and volume. The total volume of olives imported has increased 20.4 peroant over the
five-year period from 1995 to 1999. U.S. imports of olives from these top three
supplying countries aU registered significant increases, in terms of CIF values, during CY
1999. Spain's trade led the ptICk with a 15 peroant ina'ease, foIIGwed by Morocco (the
"J'd leading supplier), which registered a 12.1 pen:ent inause, with Greece also pel ,. '9
• healthy 8.8 peroant gIIin in exports.

Ris c:Iear that Egypt h. the capacity to produce olives in sulflCient quantities to ......
aR8mpt to gain entry in the US market. Only a 1% market ... of the US ilipilts
reprennls a 943MT export potenti8I, but represents less ...... one hlIIfof 1,. 01 Egyplln
produc:Iion. At an aV81'8118 price of $1.75/kg, a 1% market sh-. would ,.....llnt ClIve
export sales from Egypt in excess of $1,650,000. During the SlUdy tour to lie Food
MIIrketing Institute exl'iibition in Chicago in May 2000, there WlS subslantial illeAtst
voictId in Egyptian olives by potential buyers in the US. It bec&me apperent that an
Egyptian producer of olives solei to a Spanish company, who in tum sold to a partICUlar
buyer in the States. If Egypt WIre to target 1% of the US import market by bypaSS1f19
Spanish resellers, this would only represent a 1.5% ponion of Spa""s exports - not a
large enough erosion of market share to instigate retaiiato/y or predatory measures by
Spanish suppliers. Even if Egypt were to lIladvertenDy lake Greek or Moroccan mal1le'
share, the '1lit", if singly apportioned, would represent 8.5% of a SI'lgIe country's marker
share. Divided proportionately, the erosion in Greek or Moroccan market share WOUld
be slightly more than 4%. In any scenario, this would certainly be attainable in the first
year.

Based on this preIirninary _lysis of the U.S. in1Jort trade in oIi¥es, Egyptian ClIve
exporters will have to 89918SSively market their products on lie U.S. market, and will
most probably need to offer delivered export price levels that are ltigltly CXJI11l8Iilive wilh
those from Spain, Greece, and Motocco. Since Egypt is not currently a player on lie
U.S. market for olives, exporters will most likely need to be in a position to offer landed
export prices at levels below those of theirco~companies in Spain, Greece and
Morocco, in order to cIeveIop ..,., significant~ long-term export busi: 1Sl,
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• Lactic fermelilalion gives vegeIa': leI 8 sIVIlly amchy
texlI.I8, an atbadive color, and 8 milc:l Iarii:UB, which.
stimJlates the appetite.

• FemI8I:tatiOl'l uses oOIy Ihi mininun 8IlCUlt fA salt required
for lactic Iransfonnation.

• No vinegar (acetic acid) added.

• Pickled products ... rich in desirable lactic b8d81ia and
enzymes.

• Unlike the p10C8SBBS fA canning and f,_zillg, preeeMng ff8Ih
vegetables through lactic fermenIation involves no cookiIlg or
pre-heating.

• F.-mented vegetaIlles ccnIain high 8IIlCUItS fA vilamilll and
minerals.

Food procesling is probably the most impoI1a:lt SCll.nl8 fA income and~
in Africa, Asia and Latin America. The Food and Agric:Utan OIuai'''D, fA the
United Nations has stated that value added through IIl8IkeIing and p10C8SIilg raw
prodi:cts can be much gLeeter than the value fA prirray prod:iCIion (Anon, 1995),
For inslai:ce in sub-Saharan Africa more than 60%.fJf the WOIkfoIce is empIo)ed in
the small-scale food-processing sector, and belWeen one thid and two ItWds fA
value added rnanuf8ctl.Iing is bassd on agriaJIIInI raw lII8l8IiaIs (WClrIc:I Bank,
1989), (Conroy et 81, 1995). This is partic:uIsty impoI1a:iI, as agricUb.n and the
formal sector ... lOIbIe to absoIb the glowing labor force in IIWIy CXUItries.

The production fA fermeI:ted raw material and V8Q8WJIe prod: lets pnMdes iiCOlll8
and employment to millions fA people 8I'CU1d the world. FemI8I:Ied foods ...
popular ItYoughout the world and the production fA ferrneI:Ied food prod:lets is
i::~:t in many CXUllries in providing income and 8I'IlpIoyn81l

Advantages of Fenne..18d Vege«rtles

. Fermsl2tation p10C8SSBI can resuII in ina SBBBd Iev8Is fA vitamins in the final
prod: iCl Saccharom)'CBS C8I8lIisiae is able to CllI2C8Ilbate Bge qualtities fA
thiamin, niootinic acid and biotin and ..... form 8I'iiiched prod: iCIB.

DIgestIbility

-" -,
Production Teet.:oIogy & Prod: iCIion Facilities
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Microorganisms contain certain enzymes, such as cellulases, which are incapable of
being synthesized by humans. Microbial celiuJases hydrolyse cellulose into sugars,
which are then readily digestible by humans. Similarly pectinases soften the texture
of foods and liberates sugars for digestion. Fermented foods are often more easily
digestible than unfermented foods (Kovac, 1997), (Parades-Lopez, 1992).

Lactic acid fermented weaning foods are produced in developing countries, both to
improve the safety of the food and to improve its digestibility. Starchy porridges are
commonly fed to weaning infants in developing countries. The consistency of these
gruels, combined with the small capacity of the infants stomach, means that it is
physically impossible for the child to consume adequate energy to meet its high
demands. By acidifying the porridge through lactic acid fermentation, starch is
hydrolyzed into shorter chains of glucose and dextrose, which reduce the viscosity of
the porridge and increase its energy density. Thus the child is more able to meet its
energy requirements.

Medicinal benefits

There are many traditional beliefs about the mediCinal properties of fermented food
products. There is a sound scientific basis to these assertions:

• The lowering of the pH inhibits the growth of food spoiling or poisoning
bacteria and destroys certain pathogens.

• Certain lactic acid bacteria (e.g. Lactobacillus acidophilus) and moulds have
been found to produce antibiotics and bacteriocins.

• The beneficial health effects of lactic acid bacteria on the intestinal flora are
well documented.

• Substances in fermented foods have been found to have a protective effect
against the development of cancer.

BASIC PRINCIPLES OF FERMENTATION

The diversity of fermented foods

Some of the more obvious fermented raw material and vegetable products are the
alcoholic beverages - beers and wines. However, .several more fermented raw
material and vegetable prodUcts arise from:laCtic acid fermentation and are
extremely important in meeting the nutritional requirements of a large proportion of
the world's population.

Organisms responsible for food fermentations

The most common groups of microorganisms involved in food fermentations are
bacteria, yeasts, and Moulds

Several bacterial families are present in foods, the majority of which are concerned
with food spoilage. As a result, the important role of bacteria in the fermentation of
foods is often overlooked. The most important bacteria in desirable food

Production Technology & Production Facilities
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fermelltations are the IacIobaciIIacea which have the ability to prodllC8 lactic acid
from carbohydrates. Other important bacteria, especially in the fermelilation d raw
materials s1d vegetables, are the acetic acid producing at:Mi:JbacIer speciel.

When miaOOigllllisms metabolize s1d grow they relelll by-pIodllcls .... rood
fermelltations the by-products play a~. [J)Ie iri~ n ct&GiIg the
texture and flavor of the food subsbate. For example, acetic acid is the by-pIocb:t d
the fermentations d some raw materials. This acid not only ..... the tIavor d the
final prodllCt, but also rnorv importantly has a preseMIIlve errect on the food. For
food feml8lilaliOl'ls, miaOCJi'Plisms are often classified accolClilg to these by
produc:Is. The fennel iIatiOI'l d milk to yogtut involves a specific grDl4) d llect8l ia
called the lactic acid bacteria (LactobBciIIus species). This is 8 gerwaI name
attributed to those bacteria, which produce lactic acid es they lJUW. Acidic foods are
less susceptible to spoilage thM neutral or alkaline foods n hellC8 the acid helps
to preserve the prodllCl Feml8Iltations also result in a c:tB1ge in texILn.

ElIZJI'II •

The changes that occu dtrng fennel iIation Of foods are the~ d 81JZY11lic
activity. Enzymes are complex proteins prodllC8d by living cells to cany out specific
biochemical reactions. They are known as cat.aIysIs since their role is to iniIiaIe n
Wilbol reactions, lather than being used in 8 ~1I:1io1L Bec8llSe they are
proteinaceous in natLn, they are sensitive to f1ril8tirlllS in ...,.aILr'e, pH,
moishn content, ionic sb 8l1gUI s1d Wi'JC8i Ibations d subsbale n iJ tlibItois. Each
enzyme has requiremellts at which it will opel_most elficielllly. Exb.lll1 d
ternperabn s1d pH will denabn the Plotein 8id dnboy enzyme 8C1iv1ty. BecelS.
they are so sensitive, enzymic reactions can easily be Wi..oiled by 11911
adjusbllellts to tempe..m...., pH or olher reaction Wiiditions.... the food industry,
enzymes have several roles - the liquefaction and aaccharification d slacll, the
conversion of sugars and the modification of proteins. MiaubiaJ enzymes play 8 role
in the fermelltalion of raw materials n WIgel....,es.

Nearly all food fennel dalioIlS are the result d rnorv than one miao-clrgeniIm, eiIher
working togeIher or in a S8ql18nC8. For exarnpIe, vitlegal prodllClion is 8 jon eIrort
between yeast s1d acetic acid forming bacteria. The yeast Wil"allUg8r8lD alcohol,
which is the substrate required by the acetobacter to prodllC8 808Iic acid. Bad8I is
from dilfenlnl species and the V8ious micro-organisrne - yeast n mould. -all have
their own Pler.alC8S for growing conditions. which are let within l&iOW Iinits.
There are very few jue cultLn fennelltations. An Olg8ililm hit initiales
fermelilation will grow~ lril ifs by-products inhibit fwth8I' giowlh and adivIty.
Duing this initial~ period, olher organisms develop which are .-:Iy to take
over when the concJitions become intolerable for the former ones.

In genelaJ.~ will be initiated by bacteria, foIlo1118d by rUlts ai'td then fIlOlJIds".
There are definite reasons for this type d &eql..... The smaller rnia'o-orgIriIr
are the ones that nUtipIy s1d take ~ nuIriei It& from the swn:udng .. most
rapidly. Bac:leria are the smallelt d miao-organisms, foIIcM8d by )'Blsts s1d
moulds. The smaller bacteria, such as t..euoonostoc n SI1&ptucoccus lJUW s1d
fenn8nt rnorv ~Iy than their close relations and are thei efore often the first
species to colonise a subsbale (MounIney s1d Gould. 1988).

p~ Technology & ProdlIClion Facilities
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Microorganisms commonly found in fermenting raw material and vegetables

Acetobacter genus
A. acell
A. pasteurianus
A. peroxydans

SlreptOCocca_ Family

streptococcus genus
S. faecalis
S. bovls

,S. thermophlus

Leuconostoegenus
L. mesenteroldes
L. deldranicum
L. paramesenteroldes
L.oenos

Pediococcus genus
P. cerevlsiae
P..acldlaclici
P.pentoseceus

Lactobacllla_
Family

Laelobacilus genus

HomofermentatiYe
Lactobacllus spp.
L. delbrueckl
L. leichmannl
L. p1antarum
L.laclls
L. acldophlus

HeterofermentatlYe Spp.
L. brevis
L. fermentum
L.buchnerl

Desirable fermentation

OlCicIise organic compounds (alcohol) to organic acids
(acetic acid). Important in vinegar production.

HomofermentatiYe. Most common in dairy fermentations, but
S. Faecalls is common.1n wgetable products. Tolerate salt
and can grow:in high'pH media.

HeterofermentatiYe. Produce lactic acid, plus acetic acid,
ethanol and carbon dioldde from glucose. Small baeleria,
therefore haw an Important role In Inllatlng fermentations.
L. aenos is often present In wine. II canutlise malic acid and
other organic acids.

Saprophytic organisms found In fermenting Yegetables,
mashes, beer and wort. Produce lnactiYe lactic acid.

Metabolise sugars to lactic acid, acetic acid, ethyl alcohol
and carbon dioldde.

The genus is spill into two Iypes - homo- and hetero
fermenters. Saprophytic organisms. Produce greater
amounts of acid than the cocci

Produce only lactic ac;ld. L. plantarum Important In raw
matertal and wgetallle'fermentation. Tolerates high sail
concentration.

Produce lactic acid (50%) plus acetic acid (25%), ethyl
alcohol and carbon dloldde (25%). L. brevis Is the most
common. Widely distributed in plants and animals. Partially
reduces fruelose to mannlol.

It is essential with any fermentation to ensure that only the desired bacteria, yeasts
or moulds start to multiply and grow on the substrate. This has the effect of
suppressing other microorganisms which may be either pathogenic and cause food
poisoning or will generally spoil the fermentation process, resulting in an end product
which is neither eXpected nor desired. An everyday example used to illustrate this
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point is the dilJeieM8I in spotl. betw Ban palilewiz8d end~ milt.
Un-pasteurized milk win spoil nabnUy 10 prodllC8 a IlU II Iii19 prodllCt, which cal
be used in bakitlg to imIlrowe the texhn d certain tnalis PasI8wiz8d mi"
however, spoils (non-desirable f.nneiltalion) to procble an "lIllulall prodllCt,
which has to be disposad d. The reaeon far this diII'ereIlC8 Is IhIIt palleiiizalion
(dlspite being a WI'! importaId process to da to)' paII"'lic fIliao.orgIDsms)
charigss the miaoorgailism envirol iIleilt and if paat8LWized milk Is kept Wl
iertigelated far some time, Wldesirable miaoorgllilsms at to grow end nUIipIy
befOo.. the desirable ones. In the case d &.n-p8lI1ewiz8d mi" the non-peIIlOgiMlic
lactic acid bacteria sI8t to rPN and ft.Iltiply at a ",eater ,... IhIIt .." palllOgWIic
bact8lia. Not only do the larger runbers d lactic acid bacteria COil'" more
successfully far the available nubieI lis, but as they rPN they prodllC8 lactic acid
which inaeases the acidity d the substrate end fwtMr supp BIIal the badw ia
which C811'lOl tolerate an acid envirol iI'I8I It.

Most food spoi.. organisms C81ilOl uvive In ... aIcoIlOIic or ac;i(Ic
enviIOIirI.... its. lheteru.., the producIion d both IheIe end prodlJcIs cal pre'8111 a
food from spoilage and exI8nd the shelf life. Alcoholic and acidic rem.ibIIioi.
gei18I8lly offer cost eIfec:tive methods d pia..~og food far people in deUBlapillg
c:cudries, where more sophisticated maais d"j:lr8seMItion are W'IIIIruidable end
ItJeierOi. rIOt an option.

The principles d miaobial adion are identical both in the UI8 d miCloorg81lilill. in
food preservation, such as ttvough desirable fermeI iIatiOI.. end aI80 as 8g8IiIa d
desIruction via food spoilage. The type d organisms pillBid and the anviOlirli8lilal
COI'lditions will determine the natw'8 d the reaction end the lAi_ prodliCIs By
manipulating the external reaction COI'lCIitions, miClobiaI reacliol. cal be COi"oIIad
to produce desireble results. Thera are several ma•• d aIlerilg the reaction
envirolment to enaxnge the growth of desirable organisms. These are disamsad
below.

Thera are six III8jor fadOIslhat inIIuence the ",owIh end activity d miaUGg8I iIsms
in foods. These are moisLn, oxygen conC8Iibatioli, ...1......... ruriela, pH end
inhibitors (Mcudney and Gould, 1988). The food supply availlllle 10 the
miaOOl'g8llisms depelids on the ClCJn1)U8ition d the food on which they grow. AI,I
rfliaOCil'g8l1isms differ in their ability to metabolize pi..... catJuhydi.... !I"d faIs.
Obviously, by manipulaling any of IheIe six facttn, the activity d niaoorg81lilill.
within foods cal be COi ..oIled.

Water is essential far the '"owIh end metabolism d all C8IIs. r it Is redi iC8d or
removed, cellular activity is dea I alad. For example, the IWlIOWII d W8IBr from cells
by drying or the change in Itat8 d water (from liquid 10 solid) alI8ct&cI by freezi 19,
reduces the availability d water to cells (including miactllal calls) far melatJu1ic
activity. The farm in which water exists within the food is illjlCWtaill as ,. as
miaobial activity is cuncemed. Thera are two types d waI8r - free end bOinI.
Bcxnf water is present within the tissue and is vital to all the physiological

Production TechnuIugy & Production Facilities
T-6



Table Olive & Pickled VeietableS Prolm _
processes within the cell. Free water exists in and around the tissues and can be
removed from cells without seriously interfering with the vital processes. Free water
is essential for the survival and activity of microorganisms. Therefore, by removing
free water, the level of microbial activity can be controlled. The amount of water
available for microorganisms is referred to as the water activity (Sw). Pure water has
a water activity of 1.0. Bacteria require more wate~ than yeasts, which require more
water than moulds to carry out their metabolic activities. Almost all-microbial activity
is inhibited below Sw of 0.6. Most fungi are inhibited below Sw of 0.7, most yeasts are
inhibited below Sw of 0.8 and most bacteria below Sw 0.9. Naturally, there are
exceptions to these guidelines and several species of microorganism can exist
outside the stated range. See table for further information on water activity and
microbial actil:m. Altering the amount of free water available can change the water
activity of foods. There are several ways to achieve this - drying to remove water;
freezing to change the state of water from liquid to solid; increasing or deaeasing
the concentration of solutes by adding salt or sugar or other hydrophilic compounds
(salt and sugarare the two common additives used for food preservation). Addition .

.of salt or sugar to a food will bind free water and so decrease the Sw. Alternatively, ....
decreasing the concentration will increase the amount of free water and in tum the
Sw. Manipulation of the Sw in this manner can be used to encourage the growth of
favorable microorganisms and discourage the growth of spoilage ones.

Oxidation-Reduction potential

Oxygen is essential to carry out metabolic activities that support all forms of life;
Free atmospheric oxygen is utilized by some groups of microorganisms, while others
are able to metabolize the oxygen, which is boondto other compounds· such as
carbohydrates. This bound oxygen is in a reduced form.

Microorganisms can be broadly classified into two groups - aerobic and anaerobic.
Aerobes grow in the presence of atmospheric oxygen while anaerobes grow in the
absence of atmospheric oxygen. In the middle of these two extremes are the
facultative anaerobes, which can adapt to the prevailing conditions and grow in
either the absence or presence of atmospheric oxygen. Miaoaerophilic organisms V
grow in the presence of reduced amounts of atmospheric oxygen. Thus, controlling
the availability of free oxygen is one means of controlling microbial activity within a
food. In aerobic fermentations, the amount of oxygen present is one of the limiting
factors. It determines the type and amount of biological product obtained, the
amount of substrate consumed and the energy released from the reaction.

Moulds do not grow well in anaerobic conditions; therefore they are not important in
terms of food spoilage or beneficial fermentation, in conditions of low oxygen
availability.

Temperature

Temperature affects the growth and activitfofali living cells. At high temperatures,
organisms are destroyed, while at low temperatures, their rate of activity is
decreased or suspended. Microorganisms can be classified into three distinct
categories according to their temperature preference.

Production Technology & Production Facilities
T-7



•

The majority d organisms are dependent on nulrieills for boIh ..gy Ini g1OWI"'.
Organisms vary in their specificity tCManis dill'8I'ellt .lbstJatas Ini usuaHy only
colonies foods, which contain the substJates they reqWe. Scuats d ..gy vary
from simple lIUgIn to camplex carbohyd!ates Ini poleins. The energy
requinllTl8llts d miaOOlg8Jlisms are vary high. Liniting the IrIICU1l d Slbsbale
available can check their growth.

Hydrogen Ion conc.llbatlon (PH)

The pH d a subsbale is a me8S1n of the hyciogen ion CXlI .... lbatiun. A toodwilh a
pH d 4.6 or less is termed a high acid or acid food tlnd will not permit the Oiowlh d
bacterial spores. Foods with a pH above 4.6. ani'termed low acid Ini will not ilhibit
the growth of bacterial spores. By acicrlfying foods Ini ac::hievi Ig a final pH d less
than 4.6, most foods are resistant to baclel iaI spoil8ge.

The optinun pH for most miaoorganisms is near the naIb1II poirj (pH 7.0). Certain
bacteria are acid toI..m Ini will 8lnive at redllC8Cf pH Iftel•. Nt4ab1e acid-toIeiall
bacteria include the L.actobaciIus Ini SttepIoooocus epeciBI, which play a role in
the ferrJ81faIion of dairy and vegetable products Moulds Mel ~BBIts are UIUIIIIy
acid toleranl and are theiefore associated with spoilage d acidic foods.

MiaOOlganisms vary in their optimal pH requil8l1l8il1ls for g1ow1h. Molt __ is
favour conditions with a near neutral pH (7). yeasts can 'IfNI in a pH ,alQ8 d 4 to
4.5 and moulds can fIOII from pH 2 to 8.5, but ftavor an acid pH. The ..ied pH
requirem8llts of difl'elwlt groups d miao-organiams is UMd to good 8II'ec:t in
fermented foods where succeslions d micro-organiams take eMf' from 88Ch oIher
as the pH of the environment changes. For irisIa ...., some groups d
miaoorganisms ferment sugars so that the pH bec:ome8 too low for the survival d
those miaobes. The acidophilic miaoorganiams then take eMf' Mel CXlIIIi... the
reaction. The aflinity for crdf8i8l'lt pH can also ~ used to good 8II'ec:t to occIlide
spoilage OIganisms. :; .

inhibitors

Many chemical cornpcxnta can inhibit the g1ow1h Ini activity d "iaUOlgaill'"
They do 10 by preventing meIaboIism, denah:iation d the pdein or by causing
physical damage to the call. The procIuction d .lbstiatas as pert d the metabolic
reaction also acts to inhibit microbial action.

Cot'bolled fenneldallon

Controlled fermerllationl are used to prod! .... a r&1Q8 d rem.. iIIIId foods, including
sauartnut, pickles, olives, vinega', dairy Ini oIher prod! iCIS CoilbcAled
fermer dation is a form d food preservation since it gel l8nIIlly ,.... in a redlJction d
acicfily d the food, thus prell8f1ting the growth d spoilage miaUOlgaisms. The two
most corrrnon acids produced are lactic acid and acetic acid, allhough small
anlOU'lts d oIher acids such as propionic:, fuma ic and malic acid are also formed
duing termenIatioO.

Production Technology & Prac:tucIfon Facilities
T-8' ··f .



Table Olive & Pickled Vegetabl.. ProM _
It is highly probable that the first controlledfoocffermentations came into existence
through trial and error and a need to preserve foods for consumption later in the
season. It is possible that the initial attempts at preservation involved the addition of
salt or seawater. During the removal of the salt prior to consumption, the foods
would pass through stages favourable to acid fermentation. Although the process
worked, it is likely that the causative agents were unknown. Today, there are
numerous examples of controlled fermentation for the preservation and processing
of foods. However, only a few of these have been studied in any detail - these
include sauerkraut, pickles, kimchi, beer, wine and vinegar production. Although the
general principles and processes for many of the fermented raw material and
vegetable products are the same -relying mainly on lactic acid and acetic acid
forming bacteria, yeasts and moulds, the reactions have not been quantified for each
product. The reactions are usually very complex and involve a series of micro
organisms, either working together or in succession to achieve the final product.

BACTERIAL FERMENTATIONS

What are bacteria?

Bacteria are "a large group of unicellular or' muiti-cellular organisms' lacking
chlorophyll, with a simple nucleus, multiplying rapidly by simple fission, some
species developing a highly resistant resting (spore) phase; some species reproduce
sexually, and some are motile. In shape they are spherical, rodlike, spiral, or
filamentous. They occur in air, water, soil, rotting organic material, animals and
plants. Saprophytic forms are more numerous than parasites. A few forms are
autotrophic" (Walker, 1988)-.

There are several bacterial families present in foods, the majority of which are
concemed with food spoilage. The important role of bacteria in the fermentation of
foods is often overlooked.

lactic Acid Bacterta

The lactic acid bacteria are a group of Gram-positive bacteria, non-respiring, non- "
spore forming, cocci or rods, which produce lactic acid as the major end product of
the fermentation of carbohydrates. They are the most important bacteria in desirable
food fermentations, being responsible for the fermentation of sour dough bread,
sorghum beer, all fermented milks, cassava (to produce gari and fufu) and most
"pickled" (fermented) vegetables. Historically, bacteria from· the' genera
Lactobacillus, Leuconostoc, Pediococcus arid Streptococcus are the main species
involved. Several more have been identified, but play a minor role in lactic
fermentations..

lactic acid bacteria carry out their reactions - the conversion of carbohydrate to
lactic acid plus carbon dioxide and other organic acids - without the need for oxygen.
They are described as microaerophilic as they do not utilise oxygen..Because of this,
the changes that they effect do not cause drastic changes in the composition of the
food. Some of the family are homofermentative, that is they only produce lactic acid,
while others are heterofermentative and produce lactic acid plus other volatile
compounds and small amounts of alcohol. Lactobacillus acidophilus, L bulgaricus,
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L plantarum, L cal8t, L pentoaceticus, L btevis a'ld L.. t/WmophIus are exM'lPles
of lactic acid-producing bacteria involved in food fer1rI8IlIItioi .. AD speci.1 01 Jactic
acid bacteria have their own particular reactions ~ nidlu, tu CMI'8II, L
plantarum - a honlOrenne.1ler -produces hiWI acidity lrI'aI vege'ahIe rem.DItioi IS
and plays the major role. All Jactic acid producers are non-matile IJWIl poaiIive rods
that need complex carbohydrate Slbsbates as a lIOlR!I oIellergy. The Jactic acid
they produce is effective in inhibiting ~ ,lJ9WIh' 01 olher badelia that may
decompose or spoil the food. Bec8l1S8 the whole group~ lel6IT8d to as 'Jactic acid
bacteria' it might appear that the reactions they c:any out'are very ....... with the
production of one subsbale. This is ,. from the truth. The Jactic acid te:I8l ia are a
diverse group 01 organisms with a diverse metabolic c:ap8City. This diversity makes
them very adaptable to a range of concJitions and is largely rB Broo--.sible for their
success in acid food f8rmeIllalians.

Despite their complexity, the whole basis 01 Jactic acid rem• ....., ealb. on the
ability 01 lactic acid bacteria to produce acid, which then if1hI)its the giowlh 01 other
non-desirable organisms. All lactic acid producers are lTliac aerophilic, that is they
require small arnotrts 01 oxygen to f1n:tion. Species 01 the ger&8Sti~
and Leuconostcc produce the least acid. Next are the heteicrwm811tatiiN lp8Ciel 01
Lactobacillus which prcduce inl8lTn8diate arnotrts 01 acid, fcRcNed by the
Pediococcus and lastly the homofenneIlters 01 the Lactcb8c:i1u8 lfI8CiB10 which
produce the most acid. Hornorermei .leis, convert sugars pri,18t'i1y to Jactic acid,
while heteJchwmenters produce about 50% Jactic acid plus 25" acetic acid and
elhy/ alcohol and 25" carbon dioxide. These other CXXJ1lCU1dI are ....Il as
they impart particular tastes and arcmas to the final prcdllCl The t'teI8JoIeml8i1IIIti...
JacIobacilli prcdllC8 mannitol and IOlTI8 speciee also prcdllC8 d&xbaL

. -:.
"

Leuconostcc mesentetcides is a bac:terUn asllOCiatlBd with the ........ a'ld
pickle fermeJ Italians. This organism initiates the desirable Jactic acid fwmeIJlation in
these produds. It ditrera from other lactic acid speciel in that it can tcIeJ III fairly
hiWI ConC811bations 01 salt and IUg8r (up to 50% 1Ug8r). L mIn f I1lW*lsiilial&s
grcwIh in vegetal" lei I1'lClf8 rapidly over a iWIg8 01 ........ a'ld ...
corte8Ilbations than a'1Y other Jactic acid b8d8J ia. It prcdllC8S cabCll1 dialcide a'ld
acids which rapidly lower the pH and inhibit the deO'8lopmelIl 01 U1idu" able micr0
organisms. The carbon dioxide proc:kIC8d replaces the axyg8I'i, II.... the
envircrmenl anaerobic and suitable for the giowlh 01 .ltllql8t ..-ciBI 01
lactobacillus. Removal 01 oxygen also helps to pi BIII'1I8 the coIcuol'48Q8'''''111 a'ld
stabilises a'1Y asc:orbic acid that is preSBnl

Organisms from the gram positive PrcpionibacIeri l'aililly .. relpllilSible fer
the fIavcUI' and texIUIe 0I1OlTI8 fermeJlted foods, BIreci&l1y SwIss ctBIII, wheia
they are rlllponsible fer the formalion 01 '8'JfW or holes in the ct lin These
bacteria br8ek down Jactic acid into acetic a'ld picpionic acids a'ld caban diaIcide

Several other bee. is, fer instance Leuoonostoc c:iIDKvImJ L, DtIxInInicuni,
Strepioooccus Iactis, S. Ct8mis, & fiqueI~. ar'Id Bnw_dlri." _ies are
important in the rem.1lation 01 dairy prcdllda. They are not (hc'lssed in detail in
this rnausalpl
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lactic acid fermentation

The lactic acid bacteria belong to two main groups - the homofermenters and the
heterofermenters. The pathways of lactic acid production differ for the two.
Homofermenters produce mainly lactic acid, via the glycolytic (Embden-Meyerhof)
pathway). Heterofermenters produce lactic acid plus appreciable amounts of
ethanol, acetate and carbon dioxide, via the 6-phosphoglucanateJphosphoketolase
pathway. All lactic acid bacteria except leuconostocs, group III lactobacilli, oenococci
and weissellas use the glycolytic pathway. Normal conditions required for this
pathway are excess sugar and limited oxygen. Axelsson (1998) gives an in-depth
account of the biochemical pathways for both homo- and hetero-fermenters.

Homolactlc fermentation

The fermentation of 1 mole of glucose yields two moles of lactic acid;

Heterolactlc fermentation

The fermentation of 1 mole of glucose yields 1 mole each of lactic acid, ethanol and
carbon dioxide;

Conditions required for bacterial fermentations

Microorganisms vary in their optimal pH requirements for growth. Most bacteria
favour conditions with a near neutral pH (7). The varied pH requirements of different
groups of micro-organisms is used to good effect in fermented. foods where
successions of micro-organisms take over fl'9.meach other as the pH. of the "
environment changes. Certain bacteria are acid tolerant and will survive at reduced
pH levels. Notable acid-tolerant bacteria include the Lactobacillus and Streptococcus
species, which playa role in the fermentation of dairy and vegetable products.

Oxygen requirements vary from species to species. The lactic acid bacteria are
described as microaerophilic as they carry out their reactions with very little oxygen.
The acetic acid bacteria however, require oxygen to oxidise alcohol to acetic acid. In
vinegar production, oxygen has to be made available for the production of acetic
acid, whereas with wine it is essential to exclude oxygen to prevent oxidation of the
alcohol and spoilage of the wine.

Tempenlture

Different bacteria can tolerate different temperatures, which provide enormous
scope for a range of fermentations. While most bacteria have a temperature
optimum of between 20 to 30"C, there are some (the thermophiles) which prefer
higher temperatures (50 to 55"C) and those with colder temperature optima (15 to
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2O"C). Most lactic acid bIlcaia work~ at terI'lpeiabns d 18 10 22"'C. The
LeuconosIoc species which initiate fermelliation have .. optinun d 18 10 22I'C.
Temperatlns above 22"C, favor the lactobacillus species.

Salt COIIC6iibation

Some d the fermelllative baderia are ..aliobes, while oet.. naquint axygeIi far
their metabolic activities, Some, lactobacilli in partiaJB', are miaus ophiIic. ThaI is
they grow in the preSSnc8 d reduced 8rl'KUIIs d abnospheric oxygen. In II obic
fermalliatiolls, the &rIlCUIl d oxygen prsunt is one d the limiliig factDla. It
det8mlines the type Irld &rIlCUIl d biological prock.ict oblained, the ....n d
subsbale consumed Irld the energy released from the reactioi"L AaikJIw_ naquint

. oxygen far the oxidation d alcohol 10 acetic acid.

Nubie..1s

All becteiia require a scuce d nutrients for metat'Cililll1. The felmwltalive •••
require cabot¥Jiate8 - either sinl*t sugars such 88 gIucio. I Irld fnd188 at
complex cabot1yciales such 88 staid i or: cellu1018· The energy requi..... lIB d
miao-orglrlisms are very high. Limiting the 8rricU1t d.1bsb I availllble can chack
their IJ'OWlh.

PrlnclpIea of I8ctIc acid fennelrDllon

Sa&kr8ut is one 8ll811pIe d .. acid fern&1taIion d veget"lu. The IWIIB
S8tBtcraIt literally trwlsIales 88 acid calDlge The '-.rIcraJI pocul' can be
applied 10 fm'/ other suitable type d vegetable procU:l gecai_ d the ii.,.oo&llC8
dthi. product in the Genna"l diet. the process has reosived .lbetaltial resndi in
order to commercialise Irld stanc:Bdise production. As a reUt, the pIX I 81 Irld the
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contributing micro-organisms are known intimately. Other less well known fermented
raw materials and vegetables have received less research attention, therefore little is
known of the exact process. It is safe to assume however that the acid fermentation
of vegetables is based on this process.

Lactic acid fermentations are carried out under three basic types of condition:- dry
salted, brined and non-salted. Salting provides a suita,ble environment for lactic acid
bacteria to grow which impart the acid flavour to the vegetable.

Brine salted fermented vegetables

Brine is used for vegetables, which inherently contain less moisture. A brine solution
is prepared by dissolving salt in water (a 15 to 20% salt solution). Fermentation
takes place well in a brine of about 20 salometer. ~ a general guide, a fresh egg
floats in a 10% brine solution (Kordylas, 1990). Properly brined vegetables will keep
well in vinegar for a long time. The duration of brining is important for the overall
keeping qualities. The vegetable is immersed in the brine and allowed to ferment.
The strong brine solution draws sugar and water out of the vegetable, which
decreases the salt concentration. It is crucial that the salt concentration does not fall
below 12%, otherwise conditions do not allow for fermentation. To achieve this, extra
salt is added periodically to the brine mixture. \I
Once the vegetables have been brined and the container sealed, there is a rapid
development of micro-organisms in the brine. The natural controls which affect the
microbial populations of the fermenting vegetables include the concentration of salt
and temperature of the brine, the availability of fermentable materials and the
numbers and types of micro-organisms present at the start of fermentation. The
rapidity of the fermentation is correlated with the concentration of salt in the brine
and its temperature.

Most vegetables can be fermented at 12.5· to 2rt' salometer salt. If so, the microbial
sequence of lactic acid bacteria generally follows the classical sauerkraut
fermentation described by Pederson (1979). At higher salt levels of up to about 40·
salometer, the sequence is skewed.. towards the development of a
homofermentation, dominated by LactobaCillus plantarum. At the highest
concentrations of salt (about eo· salometer) the lactic fermentation ceases to
function and if any acid is detected during brine storage it is acetic acid, presumably
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produced by acid-fonning yeasts which are stili eCIMt III ... ax.......... cI S8II
(vaughn,1985).

BrIne salted femwulallon 01 wgeaFI•• (PIc1d••)

Pickled cua.mbers are anou.... fenn8l1led proclJcllhat _ been Ibldied in deI8iI
and the process is known. The fermentation procBSS is v«y lIirni... to 1he sa&IcrU
process, only brine is used instead cI dry salt. The washed aJCUnbers are pIa(ed in
large tanks and salt brine (15 to 20%) is added. The anmbers are aDlBged in
the brine, enst6ing Ihat none float on the lUface - this is sllInliallID pe._11
spoilage. The stJOI1g brine draws the sugar and water out cI the aJCl.II1berI. which
simulta I80USIy reduces the salinity cI the solution. In order to mail ltai I a sal
solution so Ihat fermeI,tation can take place, more salt _ to be added to 1he brine
solution. If the COi'lClII,bation of salt falls beIow.1~ .it will result in spoilage cI the
pickles through putrBrac:tion n softening. . '..;

A few days after the aJCUY1bers have been placed in the brine, the renn. il8tion
process begins. The process generates heel which caJlBS the brine lID boiIlapicIy.
Acids are also produced as a result cI the ferrrB ,talion

Duing fennel ilation, visible dBig8S take place which are ilipOltail in j.idgi IQ the
ptUgl BSS cI the process. The CCIIcu cI the cucunber lUface ct&1g11 fnlm brigtt
gi un to a din olive green as acids inlelact with the chIolophylL The i_ior cI the
cucumber dIanges from white to a waxy translucent shade as air is foIeed out cI the
cells. The specific gravity cI the aJCUIlbers also il"lcaBaSBI as a result clthe graduBI
absOiption cI salt and they begin to sink in the brine laII_ .... fIoaIilQ on the
surface.

MIcrobBS involved In the fenMlllalion proclll

As with the 58I..I8rkrU pocesl, the grwn-positive ooca. - l.eucorJoeIoo
mess III:iroidss predominates in the first stages cI pic:Ide fernJa ilIiIIioti. This speciBI
is more resistant to tempeiahn dBig8S and toIei....~ ... ax.....iIIiooi
tt&1 the subsequent specias. As fermelltatipn~DC8adland the acidity iic:a 1111,
Iadobacilli start to take over from the cocci. The active IIage cI m&......,
COlltiooes for betwun 10 to 30 days, depending upon the ten cI the
fermelilation. The optimum tempelahn for L Cucumeris is 29 to 321'C.1lu'q the
fermelilatil/8 peliod, the acidity inaBasel to abouI2% n the ..... IQ acid producing
types cI bactei ia reach their maximum growth. If sugar or acetic acid is added to the
fennanting mixbn cUing this lime it ina 6aSBI the prodr ICtion cI acid.

The proc:Iuction cI 8lCC8S8ive 8I'IlCUlls cI acid cUing the felliBIIaIioi .. rei," in
stviveIling cI the pic:kIes, possibly due to over-ectivity cI the L n sss _oiiJs
species. If the brine is stilled, it may introduce air, which ...... axldilions more
favourable for the Qiowth cI _!age b8d8ria. In gen&laI, if the piddes are well
covered with brine, the salt COI""bation is maintained n the lel'..ahn is at an
optimum, it should be quite simple to produce good quality pickles.
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Non salted. lactic acid fermented vegetables

Lactic acid bacteria, Without the prior addition of salt or brine, ferment some
vegetables. The fermentation process relies on the rapid colonisation of the food by
lactic acid producing bacteria, which lower the pH and make the environment
unsuitable for the growth of spoilage organisms. Oxygen is also excluded as the
Lactobacilli favour an anaerobic atmosphere. Restriction of oxygen ensures that
yeasts do not grow.

TYPICAL PRODUCTS OF BACTERIAL FERMENTATIONS

Many products are produced by bacterial fermentations. These include the raw
material and vegetable pickles produced by lactic acid fermentation and the products
of alkaline bacterial fermentations. Lactic acid bacteria pickling is still carried out at
the domestic scale. However industrial scale processes have been developed for the
production of most types of pickles. Storing prepared vegetables in a weak brine
solution can make pickles, by dry salting or allowing the vegetables to ferment W
without salt.

Dry salted pickles

Dry salting is used for pickling many vegetables'and raw materials including limes,
lemons and cucumbers. For dry salt pickling any variety of common salt is suitable
as long as it is pure. ImpUrities or additives can cause problems:

• Chemicals to reduce caking should not be used as they make the brine
cloudy.

• Lime impurities can reduce the acidity of the final product and reduce the
shelf life of the product.

• Iron impUrities can result in the blackening of the vegetables.
• Magnesium impurities impart a bitter taste.
• Carbonates can result in pickles with a soft texture (Lal et ai, 1986).

Dry salted lime pickle.

Product Description

With dry salting, the limes are treated with dry salt. The salt extracts and juice from
the vegetable and creates the brine. The final product is a sour lime pickle. Spices
are added depending on local preference. In India and Pakistan, the pickle is usually
very spicy and hot due to the addition of chilli. It is usually eaten as a condiment.

Prwparatlon of raw materials

The limes need to be selected and prepared. Only fully ripe limes without bruising or
damage should be used. All limes need to be washed in potable cold water, drained,
and then cut into quarters. Spices should be of good quality and free of mould.

Processing
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Limes 81'8 placed in 8 layer, appn»dmelely 2.5 an deep, no the f8mBding
container (8 b8rT8I or keg). One kiloglan d salt is added far evwy....kiIto_ns d
limes. The salt is sprinkled over the V8Q81atles. ArIOIt& .. d Y8Q8"atles is
added &'ld more salt added. This is reputed lOil the conI8iw' is....qu&18Is full.
A cloth is placed above the vegeta"les &'ld a weigl. added to compress the
vegetables &'ld assist in the fonnation d 8 brine. The foInl8lion d 8 brine takes.
about 24 hcus. The container is than placed in the .... far 8 weak.

As soon as the brine is formed, fermelltatiOn sbia. As fermelliidioil .... billlllie.
d carbon dioxide eppeer. Fermelll8tion takes between one &'ld fow W8BI~

depending on the ambiellt tempeiabn. Fennelltation is COIc;:IBII wher'I no more
bubbles epp eer. (Lal et aI. 1986), (KordyIas.1990).

•
Selection

~
Wash

~
Cut

~
Mix with salt

~
Fennent

~
Pachge

~

Only ripe lines IhouId be
selectad

Cut into ftu~esor slice the
skin

1kg salt far "kG d Iim8s

Leave the COl". in the ....
'for a week to ferment

. • P8ehgll'lg .... storage

The vegelrles cerJ be remo.ed from the brine &'ld pechQIId in 8 vwillly d
mixlu'es which may consist d vinegar &'ld spices or oil and..... Une pic:Ide cerJ

be packed in small poIythene begs &'ld sealed or in cIe8n jln and CII'- Une
pickles keep well if stoled in a cool place. Dt.B to the high acid level d the final
prodllCl, the risk d food poisoning is low (Fellows, 1997).

PIckled c:ueumbers

Product desc:rlpCIon

Cucunbers undergo 8 typical IacIic acid fermellllalion and ch&.... from 8 peI8
product to a darker green &'ld more transplnntP,rOdlICl. KhBIpi is 8 cua.mber pic:Ide
popular cUing the sunvner mar.lIlS in Nepal (K8rf<i, 1986).

RMw rnat8rIIII ~.lIon
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Fully ripe cucumbers without bruising or damage are washed in potable cold water
and drained. The cucumbers can be pickled whole or sliced. With khalpi the
cucumbers are washed, 'sliced and cut into 5-8 em pieces.

Processing

1 kg of salt is added to every 20 kg of small cucumbers and 15 kg of large
cucumbers. The brine should be formed within 24 hours by osmosis. If the brine
formed by osmosis does not cover the cucumbers 40° Salomater brine is added to
the desired level. A day or two after the tank is filled and closed the brine should be
stirred in order to help equalise the concentration of salt throughout the mass
(Vaughn, 1985).

As soon as the brine is formed, fermentation starts and bubbles of carbon dioxide
appear. Fermentation.takes between one and f0l:ll" weeks depending on the ambient
temperature. Fermentation is complete when no more bubbles appear.

V
During fennentation the brine becomes cloudy for the first few days due to the
growth of bacteria. Later if the brine is not covered, a filmy yeast growth will often
occur on the surface (Pedersen, 1979).

Flow diagram

Packaging and storage

Selection

~
Wash

~
Mix with salt

~
Fennent

~
Package

~

Only ripe cucumbers should be
selected

In clean water

1kg salt for 15-20kg of
cucumbers

For between one and four
weeks

"

·w

Cucumber pickle is usually stored in clean capped jars. They keep well if stored in a
cool place. Due to the high acid level of the final product, the risk of food poisoning is
low. With khalpi in Nepal, oil is added.

Pickled leafy vegetable

Fermenting a local leafy vegetable produces this. The leaves are washed and
. drained. They are then covered in salt and hung on racks to dry in the sun. The
wilted leaves are placed in earthenware pots and covered with rice water, obtained
after washing rice grains. The pots are sealed and the leaves allowed fermenting for
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four days. The procIuct can be stored for up to two mOl III .. if the 88111 is not broken
(Steinkraus,1996).

PicIded lemons)

Lemons are washed in clean water, sliced IDI CDV8led in aaIl AftBr at Ie8st 24
hoIn, they are drained IDI mixed with 0l11D1 spices.

Brlned raw IIIIlt8MI Mel vegetable~

For brine pickling &nJ variety of corrmon salt is suitable 85~ 85 it is JU8.
ImpOOties or additives can C8llS8 problems:

• Chemicala to reduce caking 8houId not be used 85 they make the brine
cloudy.

• ume iquities can redla the acidity of the final procIuct and redla the
shelf life of the product.

• Iron imptriies can result in the bl8ckening of the wgeW:III.
• MagnBsiwn impuities impart a bitter taste.
• Carbonates can result in pic:kIes with a soft texIln (La1 ••• 1986).

- : ..,

Product description

Green mango pickle is a hot, spicy pickle with a ICU taste. • is 8lII8n as a
condiment. PnIservation is caused by a CDl1Ibil18tion of salt, ina liS d acicIly IDI to
a small extent the spices. It is known as burong mangga IDI d8IoIc in the
Philippines.

Preplu'atIon or... raw .........

The fresh, fully mab.n. finn but W1ripe IlWigQII nut be anUy 1111 :terf to
enBU'8 a good quality product. The best pic:kIes are oblained from raw IIllIIIIII iaI at
early maI1riy when the raw I'I'I8I8riaI _ reached almost maxinun size. Riper raw
material results in pic:kIes with a raw materiaIy odor IDI I&ckiIIQ the d&8cteIiItic
IDI predominant IJ88rl mango 1IIIvor.

The IJ88rl mangoes need to be inspected and &nJ d81naged raw rr..... iaI'sjscted
The raw I'I'I8I8riaI is washed in clean water IDI dr8ined.

AftBr draining, the raw mal8ria1 is aJt. SharP kriM.S with p1_abty stainlull*d8II
should be used. Iron or OOA*' equipment should be avoided. A single stroke should
be used clu'ing the cutting process to enBU'8 minirrun damage IDI awoiciI iQ
mushiness in the fineI prodllCl

PUlellllng

The sliced mallgqes are soaked in brine soIuIion. Socfun rr....8hj.IIp.'liIe (1000
ppm) and 1% calciwn chloride are acIdecI. The CDIItainen1 are sIDled t.rIIil the
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mangoes are pickled. The brine is then drained off and spices are mixed with the
mango slices (Redelinghuys and Van der Riet, 1978).

Flow diagram

Raw material The mangoes need to be unripe

~
Sort ,', Remove damaged raw material

~
Wash With clean water.

~
Drain

~
Cut Stainless steel knives should be V
~ used

Soaked in brine 20% salt solution

~
Drain Spices to taste

~
Add spices

~
Pack

~
pack in Containers and add oil

Packaging and storage

The mixture is then packed and oil added onto the surface of the mixture. The
mangoes should be firmly pressed down in the container. Good quality vegetable oil
such as sunflower oil should be used and finely ground chilli powder can be added
to the oil for flavour and colour. Mango pickle can be packed in small polythene bags
and sealed or in clean jars and capped. Mango pickle keeps well if stored in a cool
place. If it is processed well, it can be kept for several months. Due to the high acid
level of the final product, the risk of food poisoning is low (Fellows, 1997).

Ume pickle (brined).

Product description

Lime pickle is made from salted pieces of lime packed in salty, spicy liquor, like
semi-solid gravy. It is brownish red and the lime ~Is are yellow or pale green with
a sour and salty taste. It is eaten as a condiinent'with curries or other main meals. If
processed well, the product can be kept for several months.
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The limes need to be selected and prepared. Only fully ripe limes wilhouI bruiting or
damage should be used. All the limes need to be walhed in pA..... cold waI8r and
drained. The limes are dipped in hot water(~) for abcU five rr*U8s. They
are then cut into pieces in order to expose the .1181 ior and allow 88It ID be absorbed
more quickly.

All spices should be of good quality and free d mould.

PlCoc...lng

The preparec:llimes are COV8Iad with a brine solution. This caulSI waI8r to be diUM1
out of the pieces by osmosis. It is important to enue that the ..race is COli....
with juice, and leave for 24 holn. If necess.-y, the raw mal8l isis should be III BII Bd
down to hOld them below the liquid. Once the limes have been pI8:ed in the brine,
there is a rapid dell810pmeilt d micro-organisms and fenneillBlion begi..

Aflerfennelltation the limes are dried in the ... l.ntilthe skin becomll blown.

I Cut 'Cut into b6 pieces or &Il8Ii IIItiveIy e:u inloj
~ smal_, ldorm lized pieo8I I

1---::Bi~t'--18--l="j .. that :,~..race is co••ad will.

I T lOry in the ... for 2-3 dlIys ;

I "r j0km lll
••"

I Pf I---~
1 T /In acool pIeca, 8W8'J from ....~

Packaging and stonIge
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The limes are mixed with spices and oils according to local taste and tradition. Lime
pickle can be packed in small polythene bags and sealed or in clean jars and
capped. Lime pickle keeps well if stored in a,cool,place. Due to the high acid level of
the final product, the risk of food poisoning is low.

Pickled Radish

A number of pickled radish products are produced. These include: kaktugi,
tongchimi,chonggak-kimchi, seokbakji, yolmu-kimchi dan moogi kach doo ki gactuki
and mootsanfi.

Pickled cucumber

A variety of brine pickled cucumber products are made. In Egypt soaking in brine to
produce torshi khiar pickles cucumbers.

Table Olive Processing
The science of table olives is very complex and successful processing is dependent
on many factors, which are changing depending on the cultivars and local
conditions.

In addition, there is a lot of complex, and often contradictory information, on many
aspects of the olive industry. While every effort has been made to provide accurate
information the author disclaims any liability that may arise in following any advice or
information contained in this document.

Processing of table olives

Desirable Characteristics "
• The desirable characteristics of table olives are:
• Good flesh to stonne ratio (above 5:1).
• Low oil content (below 20%).
• High sugar content (greater than 4%).
• ' Firm flesh.
• Easy separation of the flesh from the stonne.
• Soft, yet elastic, skin, resistant to handling and to the action of brine ana

alkalis. .

Types Of Table OI/v..

Greenoflv..

Olives are a brine-fermented product, which undergo an essential pre-treatment with
lye to remove substances, which are toxic to bacteria and would, if left in the olives,
prevent fermentation.

Production Technology & Production Facilities
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Green olives are placed in a 2% sodil.lll hydloxide (lye) soIuIion al21° to 2.t'c Wltil
the lye penetrates the flesh. Cold water is added to the soUian, which, «I'" the
mixlufe Wltil the lye is, completely l'8lnO'oecl. The lye Ir8 b.1l is necUI.Y to
remove a bitter glucoside CXlITIpCUICI (oIeuropein) from the CU8r ti.... d the olive.
OI8U'0P8in is highly toxic to bacteria and Uwerore nUdII to be lWl'lCMId in order for
a fermentation to take place. After the glucoside has been remo.ecI, the olives are
placed in barrels with a 1 to 10% brine solution 8'ld allowed to l.rldergo a
SPOlitaneous ferrT6ltation. The optiml.lll fermentation .'lP8IaIIn is 2.t'c. The
fermelltation period usually takes between two 8'ld line 1TlOI1II.. Onceferrr.lbDJi,
is oompIete, the olives are packed in airtight jatS'8'ld steriliz8d which prodIlC8S a
good quality product with a long slatage life.

B1ackollv..

When ripe olives are used, they are placed In a 5 to 1" brine soII.DJn to ..., the
outer tissue bef()(81ye is added. This pre-trv8bll.d l[Illows the lye to pelliIlI. the
raw mat8lial more easily. In ripe raw material,the gklCOlide is sibllll8d more dBBpIy
within the tissue. After soaking in brine, the lye solution (0.7 to 2.0%) is added and,
after soaking, the olives are washed clean. They are then packed in b8I lela with a 2
to 5% brine solution and allowed to Inteogo t.rI6dation for two to six 'IIulcs,
clepend"1ng on the external t8mpe1Bhn. Unlike irnmaIln olives, the ripe one is
exposed to air duing t.rI61lation. This is to oxidise the poIyphenoIs in the tiSIlBto
a black color, which is dependent upon oxygen and the small arncuIIs d sodUn
hydIoxide. which are left on the olives. The finished product is ped(8d in a 3 to 5%
brine solution and then steriliz8d. BaciRus subtiIs may prodIlC8 pedo:Jtic enzymes,
which result in a soft prodIlCllf the·wash water used for removing the lye is below
&fe, many species d I.Ildesirable bacteria can UVive which AtSUIt in a low <pIIity
prodIlCl

Olives turning color '.

These olives are obtained after the yellow straw color has dwIged to ro-e. wine
rose or brown coku but before the raw material is fully ripe. Aa with the '" Bn olives
they must be lKUld without any damage to the raw n BII rial.

IWveatIng

So that olives are not bruised or damaged, the olives .. tB. BBbid by t&Id. The
time of twvBBtit Ig is dependelil on the type ofolives i1_1ded to have e.g. CP88" finn
black, shrivelled. In gell8l81, olives are procBBBBd .. 100I'I .. paB b'e after
harvuting. After MjJ8I8ting any objects such 81 Ie... 8'ld twigs, olives are
washed and if necessary sorted accon:Iing to size before procuBing WlIII.1CN.

StyI.. f1I Pion..",
In the olive industry there are line general styles d P1ocessillg: AmericaI .. Sp81isti
and Greek.

AmertC8l'l style

Not fully black olives are tr88lad by 8Ikeli (sodiI.IIl hydIoxide, aI80 called lye) to
remove the bitter taste and they are uned black by axkIalior..

Sf*Ilsh style '.

Production Tec:tii'lOIogy & Production Facilities
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Yellow-green olives are treated with lye but they maintain their green color.

Greekslyle

Naturally black olives are debittered with salt or brine. The issue of traditional brine
treatment versus modem alkaline treatment is controversial, as is highlighted by the
following comments of two Greek olive experts:

We Greek specialists consider this type of processing [selt treatment} neither
economical nor appropriate from the scientific point of view. Yet to our experience it
is hard or even impossible to uproot it as being based upon long tradition. '

Another Greek scientist, however, is quoted as saying:

The recent intemational trend for natural and unprocessed produce justifies the
Greek authorities insistence in promoting olives which are preserved by the use of
salt or brine.•

Processing

The main objective of processing is to remove the bitter taste - which comes from
the oleuropein - of fresh olives. Oleuropein is a phenolic compound which although
not poisonous has to be removed in order to improve the organoleptic qualities of
olives.

Traditionally the removal of oleuropein was done with the use of unprocessed sea
salt. With some types of olives immersion in water prior to salt treatment speeds up
the debittering process. In recent years the bulk of olives are debittered with the use
of alkali.

Bear in mind that the term treated is used when olives are processed by the use of
alkali while the term untreated is used when the olives are subjected only to salt or
brine treatment.

Green olives - commercial method, also known as Spanish style

Gordal, Manzanilla and Morona are the varieties commonly used in Spain for this
type of olive.

The olives are initially treated in a lye solution. So as to avoid blistering of the olive
skin, the alkaline solution is prepared one day in advance.

The lye should penetrate to about 213 or 3/4 thrpugh the flesh. If th8 lye does not
penetrate deep enough the bitterness will not 'be complete and the subsequent
fermentation will not be satisfactory. However, a penetration of lye to the stonne will
result in the softening and spoiling of the olives. Depending on the variety and other
conditions the lye treatment will last 6-11 hours.

Following the lye treatment the olives are washed thoroughly - to remove the lye
solution. The washing will last a few hours and the duration will normally be
dependent on the strength of the lye solution. Excessive washing will remove some
of the sugars while insufficient 'washing, in addition to other problems such as high
pH value, will not remove the bitterness of the olives.

Following the lye treatment the olives are placed in brine where they undergo a lactic
fermentation. The strength of the brine is dependent on the variety. Initially the
strength is about 10% and eventually is reduced to about 6% where the lactic
fermentation will take place. Following the lactic fermentation, the brine solution is
gradually increased to about B%.

Production Technology & Production Facilities
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o.kened olives - COII..l81del melhod, eIeo known.~..,..

The olives are twvesl8d when their color stattsc:il81gi11Q from straw '" In 10
purple. These olives may or may not be treated by imlllersion in brine before lye
tnwIbllenl So that wrinkling d larger olive varieties such 88 GonI8I and AIcoBIo is
avoided, the brine solution for these varieties is weill•• The lye tre hlelt is
allemated with exposl.I"8 to air - which changes the color d the olives to black. The
lye solution is then drained and the olives are immersed in waI8r for • more elI'&:tive
removal d the lye. This is followed by pastedisation with heat tre hI.1l The olives
are then placed in brine and packaged for the merk8l As no ferm8l1IaIioI'l takas
place these olives are ,all .... bland.

Black olives -1A'III'8lII8d olives In brine

Traditionally, the optinun harvesting time for this type d olive is w1W11he olives are
almost fully ripe and the color change has perI8llated up 10 1mm from 1he 81DlI..

Now-a-days it is possible to harvest when the color change has r8 ached only h8If
way to the stoll Ie.

As soon as the olives are washed they are placed in an 8 -10% brine soli Ilion where
debittering and fermentation will take place. As,..1tioned befae, the olives should
be sutln'&ged in the brine. Because brine stIeng11. wlI be ..1I1.18d from
absorption by the olives, additional SIlt IOOllI ~ added at a later ... after the
ferrnel dation is over. Under these conditions the fermelilation is condi id8d lnier
anaerobic conditions (without air). It is also possible 10 conduct the ferrnel iIatiun by
ir1edin9 air (alrobic ferrnel dation).

KaI.....oIh;.

For this type d olive you will need the Kalamata variety. The olives are ""lIted
when they are ripe but bef0/'8 they start to shrivel. AftfK uaahing, the olives are
slashed to the &tonne (two slashes opposite each other IongiIudinelly). The olives
are then ill1il'l8l'SEld in water or a week brine solution. The waI8r is dBlQ8d dIIiIy for
about five days. By this time 1he oIewopein • which is less in this v.iaty - is Iagalf
removed. The olives are then ill1il'l8l'SEld in vinegar or vineger cor...illation (vinegar
and water) for 0fI8 or two days. The olives are then packaged in a brine soIIlIion
(about 6%) and tcpped up with olive oil (to pievent the olives from fIoIIilQ above the
brine).

PI u8rva11cN1

The preservation d olives is achieved by a c:orrtiIl8Iion d Itne factols: 8CkIIy (low
pH value), SIlt and analrobic conditions. Depending on the ..iety and 1he
processing meIhod, 0fI8 d these factors prevails.

EnvIrcr.ment PoIIuIIon - from WasI8 WIII8f :;

This is a major problem for the table olive proc8Iling indusIry. The IIIIIin prod! ICbI d
this pollution are the alkaline waste (from the LIM d lye). 1he wash waI8r and the
acid water (from 1he brine). The following table (from 'Teble Olive Processing',
Intemational Olive Oil Ccu1ci1 (IOOC) page 78) is indicative d the h9lIY poIlubn
nabn of the wastewater..
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Main characteristics of wastewater from Sevillan-slyle green olives
Characteristics Brine Lye and wash water
~ 3.9 .12
Free NAOH(gII) 11-1.5
NaCI (gil) 6-10
Free acidity (g lactic acidll) 6-15
Polyphenols (g tannic acidll) 5-7 4.1~.3

COD (g 02J1) 10-20 23-28
05 (g 02J1) .15 15-25
Volatile solids (organic) (oII:S!!':L2 ..:.10-::...::20:.., 3:::.:0-40:...;.::..- _

Trade Preparations of Olives

Treated green olives In brine. They are treated by lye before being placed in brine.

Untreated green olives in brine. No lye treatment, the fermentation takes place in
brine.

Olives turning color treated In brine. Alkaline treatment followed by brine, by heat
treatment or a combination of the two.
Untreated olives turning color, in brine. No alkaline treatment; placement in brine.

Treated black olives in brine. Alkaline treatment followed by brine, by sterilization
or pasteurization.

Treated black olives in dry sail Light alkaline treatment followed by placing the
olives in layers alternated with dry salt.

Untreated black olives In brine. No alkaline treatment; natural fermentation in
brine.

Untreated black olives in dry salt. No alkaline treatment; they are treated in
alternate layers of dry salt. .

Untreated naturally shrivelled black olives. Naturally shrivelled black olives - on
the tree - which are treated only by salt.

Production Technology & Production Facilities
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Production Plan Basic Assunlptions

The full production capac:ty is assumed to be BeGO tonnBS per year (stan'n;
year 5.

• Plant operates at 100 %> efficiency
• Plants operates for 24hrs!daj(
• Processing continues for 12 month as foilo.....s
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It is assumed that production "viE start at a capacity of 2500 tons anc d",creaSB
gradually to reach the fuii capacity by ti"',e year five and continuBS at this ievei to :he
end of the project.

Production Plan {Year 1A 10)

.. =~ta:g···a:~e-d \;-c-:}e~.at:~%

II Pre-sei'"f':ed O~::-'<€:S_

production of pickled vegetables ,ndicated in the fonowing graph
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Typically raw material will be delivered in bulk bins with ':aparily d about 350-380
kgs stacked 3 high. Bulk handling from grove to pocBBling may be ..... for
innovation in handling. Planning the hlI ",esting and b818PM to the pin is Q ilical if
management d different g10W8l"S raw material and dilreiilg .... ietiss is to be
suooessful. Truckloads must be pl8lVl8Cl so that the di8l8lC8S and road SUira.s do
not damage the raw material.

Storage fOr Finished Product

Stainless steel trrlks .. required for the procU:t. The acidic COl iIIlIii~ dem8llds
special types of stainless and lttelefOl'8 buying second hrrld tanks may be a
mistake. The voll.m8 of storage required depend on pIrrlt C8J«ity, ru,lbers d
dilferent varieties; glades d production and market COldliolll. same proclJct may
be shipped out~ to a blending and packaging C81Il81, but sluIage wiU stiU be
required for a large proportion d the production. It is likely that proclJct wiD be stored
for more than 6 IIlOii .UII possibly up to a year.

Processing Equipment AppraiSai

Cost end lssu•• 1nvoIved In Esblblfshlng the "ClCllllng PI8It

Detennining the correct size and type d equipment is d CCU'S8 inIIuenced by the
olive and 'I8g8tabIe inputs and by the desired oulcome in terms d ouIpul to suit the
id8Idified rnarkBl

•
Considerations fOr PI_ SIzIng

EquIpment Type

For this P oject only continuous, automatic equipmellt "- been COllSid./l1d.

This potels compriISS:

• Raw maIeriaI receival and weVHng
• leaf removal and washing
• StOll" removal
• Washing
• Processing
• Transfer to dstolnr:rage_ trrlks
• AppropI iate testillg d finished proclJct

Essential systams reqUrem&1Is include buildings, poIabIe __, Bls *icity, water
heater and fuel for healing, ~, inwaIds goods and final proclJct slorage and
.Iso disposal systems for wastewater and olive paste.

: ..- .:
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Table OOve & Pickled Vegetables ProJ:c! _
Building Requirement

Equipment for processing 2 tonnes per hour is typically 16 meter long, 5 meter wide
and 4 meter high.

Space is unlikely to be a restriction for Sawa, thus a building substantially larger than
these dimensions will provide good working conditions and permit access for fork
lifts to service heavy objects in the processing line. Most equipment is capable of
taking modular editions to inaease capacity. This is usually in extra width. A building
of twice the width of the equipment originally purchased will allow for that expansion.

. A six meter high building is very adequate, so long as large bulk storage vessels are
not included in the same building. In the section on storage, it is reported that if bulk
storage vessels are under cover, building height should be no less than 7 meters. An
additional 2 meters on tank height is required for access above the tanks.

Resources Required
. ':

Electric power and water are key elements. Depending on boiler style, LPG, Diesel
or a husk fired boiler fuel will be required. If a husk fired boiler is used, storage for
dried husk from season to season is required.

Electricity consumption is estimated at 21 kWh for a 1 tonne per hour processing line
and 47 kWh for a 3.5 tonne per hour capacity. This broadly equates to 155 kWh for 1
tonne product from the former and 99 kWh for the latter.

In-put water must be of potable quality. Filtration and chlorination will be required if
reticulated town or adequate rain water supply is not available. Approximately 300
liters of water per 1000 kgs of olives processed is indicated. Poundage for effluent
water is required. Minimum water consumption is 300 I water per tonne of olives
produced.

Effluent water is "harsh" with a typical pH of wastewater at 4.5-5.8. Treatment of this '"<II
water by addition of lime to make it less acidic will be required before disposal and 
BOD5 levels should be reduced by aeration. For each 1000 tonnes of olives
processed 300,000 liters of wastewater will be produced. Several ponds may be
reqUired if the water is used for irrigatiof1. purposes as treated; "irrigation water'
should not be continuously mixed with new Wastewater.

Estimates of gas consumption are about 100Mjs per tonne of olives. External
storage for gas supply is required.

Bulk Storage

Storage of finished product will require stainless steel tanks of sufficient capacity to
hold at least one season's production. Storage should be at even temperature.
Upright tanks have smaller surface area for oil likely to be exposed and are
recommended before horizontal tanks. A conical base for tanks allows any settling in
storage to be monitored.

Production Technology & Production Facilities
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Processing equipment

The only processing style considered in this project is CClflIiruu IWId aJIomIiItic IWId
has the capability to op8Iate OVW very long periods with YeI'/ liiil8d down time. 1118
food industry generally relies on long PfO!=sss.jngtimes in c:ontirUlus &UlomaIic
equipment

The following table describes the processing equipment

1 - R~ ,all "tIOIl': 1 ~ ;,1tll' J Trt it' "

Receplion Hopper for oIMt's c:ont. 1
grooll8d blind 1

Recallli."1g 1
IDeIIice Hopper III flied scdIg l8bIlIS 1

SOrtmgtables 2
Bell conwy. pick rram scdIg tables 2
8ltWllDr III aeriIII ....1Is 1

IIldlUms 1
...c:onve,arlll flied __IIanlls 1

Ipumpequ~ forolMls 1
I pump for bme 1

III cdIi"'lg mllClme 1
.....lgmllClme "." . 1

Inundlltlld I8C8pliDn hoppet 1
EJewdor 1

take-olJoIvIl's ta., (SIaameI) 1

~- PIlIIIlIlIBIIdng:

Inundlltlld recepllDn hopper 1
ptilg machine 2

8lt1l8lDls iI Slailless sIBeI •1
bell 1
slicing machine 1

IIIIIc:hIne 1

I.-c............:
,
,

Inunclldld 18Wp1i.... hopper 1
bell 1

Hot WIIIIIrWlIShilg 1
ROI8fy T8IIIe forempty cans 1

-.gmachlne 1
II/V8Vhtcontrol point 1

bmedolljmg 1 I

cIosiIg for. 1
Re-bult cIosilg for smal cans 200 chnil 1
Re-bult cIosiIg forA10 cans eo chnin 1
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Table Olive & Pickled Velletabl.. Pro~

~e-bultclosing semi-auto for 5kg 15 elmln 1
f"utomatic steriller 1
~skelS tor steriller ' 12
~utomaticPasteurize 10 meters 1
Washing and drying tunnel 1
~umulation table 1
~utomatic labeler tor jars wIh glue 1

able tor fill up carton bollllS manually 1
Retraclle Tunnel 1
~utomatic carton boles sealer 1
Conveyors to connect all machine 1

. ::,,'
t.- General Erection 1

IS.- Installation, Equipment and Commissioning:

~rage tanks "ferment adores" 200
lTanks tor treatment 10
[Tanks tor oJddation 8
Tanks tor brine and soda 4
steam Installation (wlhout bole" 1
At blowers 2

. air compressor . 1
At compressed installation 1
Water installation (wlhout pumps) 1
Inst. of prep. brine and soda tor treat and oJdde 1

Inst. Recuperation of hot water [IIC. Towe" 1
1Inst. of prep. brine for canning 1
l=lectrical Installation 1
pJddatlon Installation tor 8 tanks 1
[Training at sie 15 days 1
ITraining in Spain tour people 1 week 1

StaffIng Requirement and Training

Current experience and equipment suppliers indicate that for up to 3 tonnes of raw
material processing per hour one trained operator and one unskilled operator are
required per shift. In addition to this a site manager is required to coordinate the
operations.

Tasks include quality management, scheduling inputs, reporting outcomes, overall
plant management. This may not be full time and would depend on the extent of
vertical integration on the site.

Equipment suppliers will initially train staff during the commissioning process.
Further on the job training will be required. Where networks are formed within the
industry opportunities will be available for operator skills to be benchmarked and
benefits to be tran$ferred form successful operators to those in a start up phase.
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T'"QIM& PIc!'!!'!'IIiiiIr Pt;:ct _
Quality Management, Quality AauranceMcl."JDCP .

Several aspects of quality standards, quality man8g8II'IlIIIlt n ...... n
CUI Ibol of production must be CXlnSidered in this feasibility plajecl

Quality StancBd is the stand8ld of pnxkK:ts to be produced. This must meet the
specifications IlIqUiI9d by the intended c:ustom«. . Providing whit the al8tomer
walls, when the Q.iStomer naads it n at a price the a.JSlDrneI 81lpecIs to pey is the
quality staneBd that should be produced.

Quality Management and quality 8SSl.I'8r1C8 cIirect the up&.ilig ad8lpise to
manage the up&ation aa:ording to a plan n maintaining a progI&n to docurIeN
the system. A quality malllg8l'll8nt system will have poUlts to nol8 Cllf'RICtiv8 action
and will maintain racoIds c:A what has taken place. The.mal8g8l,..1t It8If of the
processing plant must demonstrate a commibilent to the procUI of cantirulua
quality ITB18g8IIl8nt n have in place I)'stems to mnllR pafolll&1C8 n racoId
performance.

The quality 8SSl.I'8r1C8 system should include,~ from inception. the plilCirj II' of
Hazard Analysis and Critical Control Poinls. HACCP is a plocu, of BI III fng n
monitoring food safety risk. There are seven steps in the HACCP ..,....n
recommended by Codex Alimeulaius Commission. Inlaliding millen pnx.lling
pienta should develop HACCP based quality asannca plUQila,. for appIiaIIion
from day 1.

Privata consultants n Local Government anvil 0I111'l811ta1 he8Ilh oIIicers can provide
profassional advice on the procesl of HACCP n food safety pI&nI.

The processor should report back to the producer on the key f8eILns of the
delivered raw material. Variaty and voILme of raw material, visual aUln ilalt of the
product and it is characteristics. All these feahns have irlIIuaIC8 on the producl
produced. The processor should take advaltage of _lysis by thin:I perill of boIh
raw material n prodIlCl

OIlIer ConsIdendIons

Water Quality ..... input of the procesling plerIts is ... importaltCUillidlllaliuoi
Water quality for use in the procesl should~ of.J'd'abIe staidlll:!. (Pd"'. W8I8r is
suitable for drinking) Watercleerl up may be neceslay befoIa use. Filbalion to c:Iea"
of solids and chlorination to reduce miaobiological CUiItanination may be required.

The I'8l8 of use of W8l8r in a pIanl plOCUling 1 tDnne of olivas per hcu is
approximately 200 to 300 liters per tonne of olivas or allpnllCi".11y 1«10 1i181s per
tonne of producl produced In addition to the voILm8 used in the pl0C8Sling is ....
used in wash down n cIeerl up. Care should be taken to use only 8COlif'aNe
biologically degradable COIl1pCUlds in wash downIde8nup W818r.

Potable W8l8r should be used where equipmelll CUI IIact is iridical8d, oIher wash
down wet.., floors, walls etc need not be of such quality.
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Wastewater is acidic and difficult to dispose of. Typical quality of the wastewater,
called "black" or "vegetative" water has a composition of:

pH 4.5 to 5.8
Suspended solids 20,000 mgll
BOD5 2000 mgII
Chem. Oxygen Demand >50000mgll
Fats, oils &grease 1.5-2% (1500-2000 mgll)

Water with these characteristics is "harsh", with the high acidity being unacceptable
in most places.

But the waste can be neutralized with the addition on lime to bring the pH closer to
7.0 or to the level required for irrigation.

The BOD mass is very high and if left in an anaerobic state will give rise to
unacceptable odours. Odour levels are specified in regulations. Odour is reduced by V
circulation and air addition. Left to pond and not move, water with these
characteristics will smell badly but the odour can be reduced with aeration even
through simple circulation with a surface spray as an outlet.

In such large-scale food processing plants where wastewater with not too dissimilar
characteristics is produced, the waste is neutralized with lime to make the mix less
acidic; ponding the water is required and monitored so that air is regularly introduced
and the total mass regularly assayed.

The waste may be used as addition to irrigation water to irrigate high demand
agricultural crops.

There are opportunities to convert this waste material into a useful resource and
treatment may require relatively small investment at the plant to add value..
Professional agronomic advice will be required to identify crop prospects for use of
this water. High biomass crops such as cereals and fodder crops including Lucerne Ii,.
have a high demand and will most likely handle the high BOD content easily. _

Pomace

The volume of 'solid" waste will 5 to 10% of the raw material input. This waste bulk
material, paste or pomace must also be disposed of appropriately. It does have a
use as stock feed if it is dry and de-stoned or it can be used as mulch.

Separated olive stone material canbe utilized as a high value fuel source in either a
loose form or pressed into briquettes. Pressing into briquettes requires additional
equipment the cost of which makes this alternate not economical.

, ,

"

De-stoned pomace has typical characteristics of;

Crude protein 8.3 to 15.4%
Crude fat 8.0 to 24.6%
Crude fibre 21.4 to 41.4%
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TUie Olive & PIcIded V.,..." .. Pr:J:ct _
Nibib"Dug&II~n free extract 24.2 to 47.ft
Ash 3.1 to 13.4%

Pieralisi state that no ITlOf8 than 12 to 20% mpomace should be UI8d in "" nIIian.
The simplest use is as mJlch for olive trees where cakilg mthe willa on the
surface should be checked and avoided. Where cIoee to rr&UIs., dry pomace may
be urre.'8d as 8 horticulbJral composting material If no olher aItemative is available,
waste disposil in public waste cftsposal sites is an option

.,

",.,

ProcU:tion Technology &'Procb:tion Facilities
T-34



Table Olive & Pickled Veg:f8b1es Pro~.ect _

.,

Project Modeling
& Financial Analysis
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This chapter sets out It18 development of a fil'llllciaJ model b' the pqed. The
detailed model is presented in the Appelldix.

RatIonale -,

The model is oonstructed to determine p10lilability and C8lIh flow. The two k8y
results of the rnodeI are the amexn of equity capital ....... and the "r8bm on
UWesbiwn- on that equity.

The main factors affecting the financial viability of the processing pIad is the cost of
raw material and the price obtained for the final prodl iCl The model del&miIl8S the
eIfect on equity required and retuns on irNesbii8l'lt ofV8iations in these VII iables. It
is used to determine the eIfect of changes in other vaial:Jles, e.g. k8y inpID such es
labor and electricity.

The rnanufacb.nr and agei ils of equipment from Spain haYe provided procassil1l
data together with capital and operatil1l costs.

" must be stressed that the rnodeI is an approximation of the 1i.1CiaI viability of 8
processil1l plant, and the eIfects of changes in costs and prices. Decision to build 8
processing plant is based on detailed analysis,the deo.relopmenl of a 1i.1CiaI model
with iY'JOidhly isU. tIwI annual rests (to acanteIy estimate WOl1<iIg capilBl), and
preparation of a ptofessional business plan to a!lllal the InOl.I1t of inva b••it
required and a sophisticated analysis of risks. -,

Assumptions

Asset Schedule

SChedule of capital expenditIn is based l4JOI'l estimates of the cost of various .....
dasses indudil1lland, buildings, plant & 8CJJipment, office equipm81it and vehicles
Estimat8Sare based on actual quotations obtainedb' specific 1IIIl

The rnodeI collects the asset dasses into an AsseI Register and caIa.... the
annual depreciation applicable to each asset class, bIIact on the assuned.
InwsbiM decisions are balld on financial fal8CBSIs -

The rnodeI does not provide b' any plant and equip". it to procasl 1M IIIB. br or
solid waste. These are non significant problems, as ouUined e1S"Mt1818 in this report.
The costs of handling the waste streams are disaiSsed U'1der ProcUling Costs

Processing Data -,

The CXlI1SOOIPlion rates b' power, gas and fresh W8I8r are baled on dIIa from pIad
manufacIt.rers. There is 8 disaepancy between the 8IIlOI.rIt of fresh W8br used and
the amount of W8$l8Water produced. They are based on two dilJ8lenl iTlethods of
calwlation. '
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Table Olive & Pickled Veietables Prollii~ •

Labor requirements are as specified by manufacturers for modem continuous plants.
It is assumed that casual labor will be employed, despite the high skill levels needed.
In addition, provision is made from Year 4 for additional unskilled labor during the
processing season and from Year 3 for permanent factory labor, initially on a part
time basis.

Processing and Administration Costs

Processing and administration Costs are summarized in the flowing tables, showing
the start-up year and Year 5.

, ..; .,

.,'." .
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'I Table Olive & Pickled VWetabl..Pro.

Recurrent:!F I 1»1 FEB MAR APR MAY JON
sar ~ " DE"JULoat Item (LE

101,250 102,083;,083 52,013 A,535 18,881 57,617,617,117,11RlIW MaWIIl(LE) 311,513 37,500
PIICbglng M I ."(LE) 711,152 711,1112 711,152 711,1112 711,152 711,1112 75,152 37,lI2ll 75,1112 75,152 75,152 75,1112 170,000
FlIng M-.. (LE) 113,471 113,471 113,471 113,471 113,471 113,471 113,471 111,7311 113,471 113,471 113,471 113,471 1,305,000
Olreclllbar (LE) 10,125 1'0,201 5,201 5,201 3,8111 3,7110 11,133 1,117 11,782 lI,m lI,m 11,782 15,a
P_C~(LE) 11,111 11,2211 11,7211 5,7211 4,354 4,125 1,417 1,133 10,771 10,771 10,771 10,771 84,1.
W....C~(LE) 11,313 ,5,104 2,104 2,104 1,l17li 1,1711 2,1117 133 4,_ 4,_ 4,_ 4,_ 42,113
a.... & Mn.tIng (LE) 7,817 17,1117 7,1117 7,1117 7,1117 7,1117 7,1117 7,817 7,1117 7,1117 7,1117 7,1117 lIII,ooo
R_nh & De. I ; malL 3,000 =,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 31,000
G-.I & Ado'........ (U 1,1117 ,1117 1,1117 1,1117 8,1117 8,1117 1,1117 1,1117 8,1117 1,1117 1,1117 1,1117 13,000
Ad"*', a..... (LE) 11,21l1 ~,2IlI 11,21l1 11,21l1 11,211 11,21l1 11,21l1 11,211 11,21l1 11,21l1 11,211 11,211 7311,220
M8Inlen_ (LEI 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 1113,_
"-'-(LE) 10,317 ~,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 10,317 lI83,_
Otherl~ ,
T*llLE 512,742 1117,482 484,482 484,482 471,742 471,117 502,317 355,301 l1li2;242 "'242 882;242 Dt2d i,,@iO!

I

I

- .;. .,

~
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Table Olive & Pickled Ve~etabl..Pro~. .

Recurrent Inputll(Year Five)
Cost Item -- JAN FEB MAR APR .. MAY JUN JOL AUG --- SEP OCT NOV DEC ToIIII
RawM......~- 381,250 347,083 In,083 In,083 134,583 127,500 198,333 58,887 332,917 332,917 332,917 332,917 2,911,250
Packllging MIIl8rillII* 257,217 257,217 257,217 257,217 257,217 257,217 257,217 128,609 257,217 257,217 257,217 257,217 2,958,000
Filing MIIl8rillII 385,828 385,828 385,828 385,828 385,828 385,828 385,828 192,913 385,828 385,828 385,828 385,828 4,437,000
Direcllebor 38,125 34,708 17,708 17,708 13,458 12,750 19,833 5,887 33,292 33,292 33,292 33,292 291,125
Power Co..""pIIon 39,738 38,179 19,479 19,479 14,804 14,025 21,817 8,233 38,821 38,821 38,821 38,821 320,238
Waler Ccnumptlon 18,083 17,354 8,854 8,854 8,729 8,375 9,917 2,833 18,848 18,848 18,848 18,848 145,563
Sales & Merketlng 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 95,000
Reseerch & D8YeIopment 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 38,000
Generil &Adm~ 6,917 8,917 6,917 6,917 6,917 8,917 6,917 6,917 6,917 6,917 6,917 6,917 83,000
Admin. SeIerie8 61,288 61,288 61,288 81,288 61,288 81,288 81,288 111,288 81,288 61,288 61,288 61,288 735,220
Mlliltell• .,. 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 963,808
Insunn:e 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 963,808
other 0 0 0 0 0 0 0 0 0 0 0 0 0
ToIIII ... ',337,955',320,'05 1,105,905 1,105,905 1,052,355 1,043,430 1,132,680 632,658 1,302,255 1,302,255 1,302,255 1,302,255 13,940,008

.:'.: .:",. ..

cc
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Table Olive & Pickled

Financial plan

Trus f::nar'1ciaf p-crb-c~.n of the f=:fciect teBsibdity r-eport :is a f~:arfat"'s"e that presents.
~·u~·~·la"·lc.c: "f t~e ;:;"'''''~''''':a; cr,--,:.-"...,.; ..... n<; ",~rl ;>-'e ~S'"'; ·'T<'"'t<·- .... ~ ~h-., -,,"' ...... -."'"' ...; "'..::). ; s L; $ : ........... V ~ : : j, ~:;:'J; (~.~ : , f. <....~j{;;;i.,...-:.n...;r~ ~ .....- o:!'v d; .. ~. ,;:,.u:-: ::~.,:~::- ....}; }::>~.: ~-t:J c: t:k.o·C~t;'··...,;; \ :::.

p:roj8cted car.){ta~ requ~.:erner:ts 3r}~j f:O\V the cap·:taj: V:i~n b-e ~jse-d. arc :-r:e C·2:·:\~::"3r:/

p{an to repay ~e;lders an-c/or >~\{estors.

Projected Financial Statements

Financiai statements are used to determine if the project iSvlabie. and :f SC 'N<at
capital the company wiH require to proceed. These f,nane,s: stateT:ent:; 0'(':je tre
.i.n -"-;a1 -n-r'at;"n Of fh,:;:, pr1"';p",< ·a/··,...·Cr>-<',-, ...., t,..,. tM -~ ""''''''0' ,rt:I'.r, r.t' ~ ~ ..... r:,·~,· l.'~ :., d: ~\....~ ~ u~t:t·- '.Jv, ~ -< .. ~ •....,. " ......;.....,.0:....1-1.. ............. ('"",,,i· <':;1 .. \,." -:., ,t.. ?,.I: .....'. ~""'''''",,:.,. ?'-'~:. y t,:;........... . :........(y

F~n.ancjaj statements are 8:;S() use,j tc, peror-rn the fin2nc~a~ ~~rQle·ci:{}{\s. 2n:~j p:-:~'

forrna statements.

Gross Profit Analysis Statement

The Gross Profit Anal Ji s,s statement indicated in table (F-1 ) presents a t,eakc;;::?N:'"

of the month-b:y--m'0r:th sa~es:. C~jst of g-c~·ods so~d. ar::(j- -gross ;;rofit for e~3c-t p·::.}:~<;c·:

tl inc~udes the prcfitabdity l~-f the ~;ro-duc;ts and ho\~~) U·~e-y C'CH~:trjt>ute tc: ~~~.e

total gross profit

Sales Compared to COGS by product
(Ye.mtomp

~5.OCJJ,.:::)~)3 ., .

D
Cu'Cumber & OniOOl & G..,r"!'ic O:f:Mr p'roducts

Tom.atool>

Gross profit statement indicated that

T~4n



profaas
o ~f2b;e :Jj

Budget Statement

reven~.Jes anej eYr){~~::':::~o~::;3 -::)ver <:?:

mGtt:, det.a~{e(j ;ac:t:.C:t.~r~:t:t~{~: c/O
£.-it6aS gfC~Ll~} ~:xr::f.~-n:~::o·e :jet{~:;-~:s

fo!~c,\vinq nrajur Cdt{::pC::·~cs:

:-··t::~xecj \/8:;:E~t3t;'~8S.. rr::E~r:!GC::::,~::·:

!·::J[3:\/·8S t"i2S· thf~ r::1ghe:st

tirr;ss
t(}i~3;:.

::":.=,,::,.,,., ptod,ucts. rf~:(~(Jrcj.:(~d f).t~ FC:::E;
(::y pro·~j{Jct3 t?"~Bt arf::: ;~~r:pr<)r::h,atB

;sa~e:s J.)dC{;i~5. a:-':~: e;:str:1;3Le;:.j
/It the t:f1:e cd' pf·Bp2~t:~n·q

-rf)::- ~:?v'()rker::.:· d~r8Gt1Y ~:nv~)~\/fJd

.t~~. jO-f.~r(>2:Jlf!~ge ()-f 4·(1S{· is <idee:]

employes: benefit experse~

.;';:,: (}.~~t)rr:8t8d f3GC(;rd~:n:q: th(~

~:.:;:r(};jtJC~t ~~r::e~;) ~3S ~)(~)vf<1{:;,d

r::>~;()v~~in{} or~:? U-'"~e f.x~~~<i (:(;st
V::)t.:f t:t~dt]f}t·
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'J: : ..

.................~.~.~.~.:.:.:.:.:.:.:.:.:.:.:.:.:.:.;.;~;.;~;.;.;.;.:.;... . .
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Production Management Salaries: Salaries of p€:s:::::n~,B

h"ld :·:p.:::.",...,-.-;r.enj" "·r'"' ,·L ;.~t:o'" ,.,.,-:':>~ :::;.---err:c..rl r.~ ~;;: '''.=,,~ ,,::',,=".'... p......'
! U:'_' '........ ::; ~o::: ;'" t-"., v·i..A~ .....' ... :~ ::: !) ty; :u8t :::c~ ::~ ~.. ';.,,; ...... ( .. : ...... : ::___ ... - __

words, positions that Ex;st ~ndepBndent of saies"'O\;i'ne rat!"':B(

th~ ..... "'''''Sl' ';""ns tr-.-- "'''8 r"~",' -lar!\", "d'rlArl ."'>,. eLr',' ,,,-.• ~ ..-; ~.<: -,.~:~,.{ ~c(·: ~\.... Lv: ,a~ 0: : t::·~U~ ~ OJ ~:....t .....·VV':' .'::p: p: :,~~.t:'.....; ~;.".. ,:::'·0 :~:;.

volume ffuctuates This includes supervisors and fcre:T:EV~

POSitions as indicated m the foiiOv¥'H'1g organi:.atcr:a: cha'"t

Proposed salaries and mcenbves are nd,cated
table:

Production Management Salaries"

'3 50G 1:t}Q:

6 300 .H:.t...
vv

0.5 500 1;:,\r..
v"";'

0.5 sao ~·oo

SOD , G-G<

2 5·0·0 ~:::}Q:

0.5 500 < 00.:

SOO t 0-0
1 >:,'1"" -;(}O.... 'o./V-

2 300 6·D

..•;::::::.'

!

fype

I

!Top Management
Ehairman
ICo Chairman
IProduction Manager
!Safes./Marketing Manager
~t.,dmh'iFinar:ceFinancial Manager

eurChaSlng managerr&D and Training Manager
i < ctai Quality Assurance Manager

!'MeChanical Engineer
fMa(><:eting Spec:a!ls:!
!:secretaries

Erivers
~Secunty

~:;~~r~~~B~;~~:~ementSalaries

I
i Production facilities
Processing Line Super,,'isor

t.roauetion Line Permanent Laborers

r~ea!th seNlce
FieaHh service assistance

¥\ccountaots
tOuality control
Jindustrial safety

EutCnasing
ilnformation technolo{fy

r.ssistant
ITotaf Production Management Salari~$
j

olaf Production Manaement Salaries
• Gast of aired labor included it: the n.ml1in-g cost

No.

1

:1
'2

M, Sata~

~ O.OCO:
7,OQO
3.000

3 ..00G
3·.00·0
3.00:Q
s,OOD
1.00-0
1.0-0'0
50·0
SOO
-3-50

Im::entivt
&Othe.

E:s:p,enst1

...')- .
t;..-...::.~.~~

,( ~ :.~;:"';;
·:'"+v-..,;.-

5-00

200
-"- .........~.
:: ~~'..;.

...,,,.':-

4B.20q
4.620·j

f 54yj
:4SCQ
,/,#:, "=: :~";-::
.,:,. ~

1C:.43:d
'c,no

6.27.661
.~_....c..._._.<

22.10·Q
:-e ..22q
4.1GG·:

4.10cf
~ 700 1

~·~,.g::o-4

-4.1: ·DD ~

f 7C-C:~
::

;. ~~ ;:-':.;:"J; ~
, ,I vv"

8.940\
107,5€~

735,221

Production Technoiogy & Production FacUities
T-42



.......~i.~ ...:.

0
..



Tabfe Olive & Pickled Vegetables Project
. ::::;::/:::::~~~::"::':::"\.:':::~:::: :::::::::::::::::~::::::;:::::::::;::::;:::::::::~:;:::: ;:;:;:::::::::: ::::;:::;: ::::;:::::::.:;:;:;:;:;:;:;:;:;:;::;; ::;:;:;:;:::::;:;:;:;:::;:::;:;:;:::;:;:;:::::::::;:;:;:;:::;:::;:;:;:;:;:;:;:;:;:::::::::::::::::;::::::::::::::;:;:;:::::::::;:;:::::::::::::::::::;:::::::;::::::~~:::.:;:~:::*::::::::::;:;:::::;:::::::::

Project Initial Investment Cost

Area CostlUnit Total cost %

Costltem
Land
v..dmin. Buildings .
!PrOduC!iol1 FaclHhes &. Infrastructure •
iHaw Material Storage faciHties
~8j\iij Works C,Nater, Dramage. etc!
jPo'Ner Stations
jProduction Lines Cost
pthce Supplles
frransportation Units
iPre-operatifig Cost
rrotal1nv€stment Cost
~VorkinG Capital: ~

Hedging (5%)

!Total Production Facility Cost
!Production lines inc:ude fefm€ntativ,'i

250
250
2-00

soo,ooe
250.00c

90.000
500.00G

1.000000 •
250-.0:0:0

200.0-0-0
500-.0:(;0
25·0:0-0-0

SOC :0-0-0
so.oe-c

25,406,838
......................... 4

• Gross Profit Gross prom 15 calcu1ated as totai sales less total cost cA geeds SC(.1.

• Operating Expenses Operatmg expenses are grouped into Saiesanc M3"ke~r':G

Research and Development and Gene:al and Admini:st:ah:ec~1tegces

These categories represent an of the expenses invoived ,n the ;jay-tc<:ay
-operat~ons of a co-rnpar1y other thar: vlhat ·:s :T}cJu-dB{1 ::r': ~_h-e {~:::st (::f ~3:"2'J:<~'s

Sold section descnbed above.
Sales and Marketing: if'lis exoense cateccr; ·f-.;::k;ces a U"·s (>J$:';)

. • -;;J ,

associated '.vith marketmg and selling of the proCGcts SaiJr.es 3:8

ulcreased by 30'}S to allo(>-Jte the cost of ernpioyeebenef:ts fe·' Sak?S iJ'>d
marketing personnel
Research and Development: ThiS expense category.r·cUdES ad the
costs associated '.'lith the research. eeveiopment prctatypn""g ar.j
maintenance of the products.
General and Administrative: This expense category .ndudes aii U~B

costs associated with the general tnat~a{~emBnt and a;jrmnstr8t<~n

including human relations and finance.
Depreciation: One of your Genera! and Adml!l:stratve hneitemss
allocated for depreciation expense. Straight-Lne depreciation ,s usee fer
financial reporting. The price of the asset iess ,ts resictual value if ary
(Residual, or salvage. value is the value an asset has after its 3$$.-;"8(1

useful life has eiapsed,) IS divide,j evenly ever the estimatet:: usefui i;~:

that constant amount is then recorded as deprecation e:(pense fer eac.h
penod dUring the useful i:fe.
The foi!o\ving table summarizes the expected oDeraLng expe:,ses
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Table Olive & Pickled Vegetables Project
:;.;::_::;::';.':':-. ,.,.,.•.,;.;.;.;.;::.:.:.:.:.:.:.:_:::::::.;.:_:_: :::::::::::::::::::::~:::::: ,:::::::::::::;:::::::;:;:;:::x;:;:;:;:;:::;:;;:::::;:::;:::;:;:;: :::::::;:::;:;:;::=:;;:;:;:;:::;:;:;:;:::::;:;:::::::::::::::::::::::::::::.~~~~::::::::::::::::::::::;:::::::::;::::::::::::::~::::::::::::::::::::::::::::::::::: -':':':':':':':;::::::::::::..' ,

• Income Before Taxes: income Before Taxes is caiculated a~ the tct3:':c::)r~:e f'\;T:

operations less tctai other income and expenses.

Income Statement: Prof:t & Loss (P & L) Statement (Tabie F-3) summa'·zes c:rcJect
revenue and expense projections en mOf':thiy bas:s fcr one yea: at fuL
capacity, or an annual basis for severa: years It pcesents saLes. (·cst c:'
gom:is said, gross profit operating e.x:penses (by category tC\3S cn:y s~Kh

as Saies and fv1arket:ng, General and i\dministratve. and Resee:c:r, anc
Development), inceme from operatons. cther income and e>::>'2 r,ses
income taxes, and net :ncome.

Balance Sheet: The Statement of Fmanclei ,c.'osition. dabie FA) ShC\\:S \c-,e f'~an(~'a

position of the project at Ule end of each month at fun c.aoac:ty it S',C'NS S3es
revenue and reiated expenses resuiting in net incerne (or i<:)SS) \vh:ch then beccn:es
the increase (or decrease) in equ:ty in balaries sf)eeL The baiance sheet :n Tac<e
fF-4) is diVided into two parts: (Assets::: Liabi:ities ..;.. Equity}wt:ere Assets a,e \~cse

items the company owns. f\ssets are grouped into CJttent Asse\s. F:>:.sc Assets.
and Other Assets categories
Current Assets: Including investrnents: accounts ,ecelyabi9 and netes re<.:e'v;3t,ie

inventory (Including fa'tV materia is, 'work :n process and f:n:shed gc<>js;, an,::::
other current assets, Other current assets include prepai{1 expenses s~U, as
insurance premiums or advertising costs

Fixed Assets: Plant and Equ:pment :nduding equipment autcmcbdes fvrTt,-,'fJ ~n,j

Edures, land, and buildings. They are !:sted at cost on the ta:ance s~'ee: ,::n,J
are depreciated over a periOd of years Deprec::iator,is recorded assn e,.per,se
in the budget to an account called accumulated deprec:atcr,

Current Liabilities: These include accounts payable to suppLe:s fer ,,=ate'<':5
supp~ies~ etc,: other payab!es for HBrn:s ~~ke pa':{r{}~~ taxBS- .C:-t sa:·es :axes ar>:j
accrued !labdities

Cash Flows Statement: Statement of Changes in F:nar',c:af PosJ:or:. Table -5>
summarizes your cash related aob/ties on a monthly basis for one year at fuP
capacity

Break~Even Analysis Statement: The Break-Even AnalyStS statement. table (F-7;:
predicting the effect of changes in casts and sales levels on the prcfdabWty d
the project This statement represents an internal toel to test the sensttiy:ty of
sales projections and the effects of management dedsions regardn-g
expenditures. Contribution Margin, Break-Even Sales Velume and Saies
Volume Above Break-Even for each month at fun capacity are calcdated.

Financial Modei and Financial AnalySiS
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Table Olive & Pickled Vevetable. Pro,.ed... _

Summary Results

Profitability and Cash Flow

Forecasts of Profit & Loss and Cash Flow are indicated. The P&l is in a standard
format with the exception that it does not estimate stock levels. The Cost of Goods
Sold is therefore not in the usual format for a processing business.

The P&l projections suggest that the processing plant is highly profitable. The
model suggests a gross margin level of 56% and a net profit after tax level of 38% at
the end of the 10-year period of operation.

The Cash Flow projections contain some important assumptions. One is that the
income from sales will be received a full 6 months. after production. That has a
dramatic effect on the operating cash flow, bUt is considered realistic for the
production. W

Operating, administration and interest costs are assumed to be paid promptly. Some
benefit to the processing operation would accrue if payments, e.g. for raw material
purchases, were delayed. That would reduce both the worl<ing capital and total
funding requirement of project.

Funding Assumptions

The non-operating cash flow incorporates assumptions regarding capital expenditure
and the likely Jevel of debt funding which the business may be able to attract for
various assets. Financial model shows that various levels of debt funding are
anticipated for different asset classes. The proportions are based on general lending
policies of the banks for industries and assets of this type, for properly secured
loans. The model assumes that banks may lend up to 60% of the value of land, 50%
of buildings and 33% of the cost of plant and equipment. In addition, it is assumed
that 100% of office equipment and vehicles can be financed, e.g. by leases.

A$ a matter of fact, considerable variatiOlls ffil,lst .be expected in the amount of
secured debt that can be raised for operations of this type. The model assumes a
stand-alone business for which no other security is available. Considerably higher
debt levels might be raised if owners can provide additional security, outside the
business assets.

Results of the Model

Cash flow results have been used to provide two measures of the financial viability
of the business. The amount of equity capital required is the minimum negative
cumulative cash flow from the model. It represents the maximum amount of equity
capital to be provided to avoid a negative cash balance. In the model as presented,
that figure is $5.554 million and occurs in Year 5.

The ·retum on investmenr is calculated as the intemal rate of retum on the net cash
flows of the operation over 15 years (which takes account of the 12 month period

Financial Model and Financial Analysis
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Table Olive & Pickled

assumed for rece~pt of sa~es income) The internal: rate of return ;:s Gt~>l one
measure of "return en investment" it is used here to providB a Got";\,en,ent measure
of the effect of changes in key variables on the overaH return of it'd;;' prcleCl ever an
extended period The IRR determined for the base case in the modeiis 52"+ ;:;tY

ann"um." That is" b'y' an'J rr,ieaS( 'rPo" a 'JP""; ::::l;,,;,,"',-,t ::::lhlp "e't' :t'n f',-,~ ~ "r:"',"'_~p... 1"<'"\ ~~,:~;.., ,: ,,~,. .! i~:.." _ .......... T_'} ""~VVV~/~""''''''~''''': ·W.:: 'v~ .......:::v.:::';j~-.w~:~.:. ':::;.::3:;:"""':\

business such as this.

Risk Analysis

The primar; purpose of deveicping the rnodei ,$ tc determine t'iCYN tt'(B fina:-:c:s:
v~abi!jt~l of the project ~s affected: by c:hanGes :r: key factors such as rav·;, mate:(a~ sn<j
other cost items,

The t\VO most important var:ables, \vnich wiH affect the \-'soLty of :eg:o':3
processing plants. are the cost of the ra\,,:' matenai and the phc.e cn orcj;.,.;c:s 1'::8
effect of changes in omh faGors is set C"Jul in the foHo'Nmg tabies

Conclusion

A detaiied financlai modei for the project has been developed. It suggests thst t:-'e
project is likely to require equity capital of more than $5 milLen over a hvc-y'ea,
period, together \v,th appropriate ban fundmg Returns on in'i8stment of the crde: cA
50°/c, pa may be ach,eved depending on ra'N material cost product p(ces a'1d ,rany
other processing variables. Returns on investrnent appear to bB commensurate V{:\"

the high ievel of nsks invelved in this emerg!ng industry

Based on the abDve financiai projections. ',v8 be;;eve that th:s venture represents :3

. sound business mvestment

Financ;ai ~v'1ode! and F,nancial ,';naiysis
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Financial Plan

25,406,838 ~ co.oo

Borrowed Money Islamic BanK or Local Commercial Bank
interest Rate % ;4
Grace Period 2 Y\:'ars

Loan repay (USAIO CIP!=LE
Year Installments

0
2 0
'< ; .5-87.927v

4 1,587,927
5 1,587,827
6 1.587.927
7 1.587927
8 1.587.927
9 1,587927

10 1.S.S7.927
11 C

r!lterest

o
; .778-,479

1.556.169
1333,859
1 111 549

889 .. 2.39
666.929
444.620
222.310

o

Total
"",)

3o.3:66.4C=6-

2.92~ ,7S8
2.. 59-9 .. 477

2254857
2::):3:2 .. 5-47
1.8:10.237
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preS€;;z,nd oii;;~; '..." .._,,' 0% o'i""'--'-w"''i'}1%
Marinated VegE!tablos

I..mnon 0% 0% 0% n'}':, G'Y<!
CUGUrntj0f 0% 0% 30010 20% 0%
Tomatoes 0%
Grape Leaves 0%
Orllom; 0%
Garlic 0%
MU~>hroom~> 0%

A.~ r) 0 0 0 f~~t~

0 (} 0 0 0 1E,5

(~ 0 () 0 r 1G,
{) {} 0 (J 0 ~3

{) (} (1 {} {) 1)5

)~ () (j {) () ; ,~i\

~'1 0 ~ ; f\ 0 4)v ~

[j 0 {~ [j 0 83
t) {) t~ fj (J ~)

~) n (J 0 n i:~'~

1(J4 )O~:~ )i,}8 )0~~ j(}~~ )~~~:~f~

.c::::::c:a:: ::~.u:-:o:.o:~.O:''''''.:::>••~ •••••~,.,.~~-9:~~~~~':-.~~~Y~'~:-"""'<"~ :;.:-••~o»:.:.:.:.:.::.:«.:«.:»:..:«.:.:.:.:.:.::.:.:.......:.:-:-:.:.:.:.:.:.:.:.

0 HW W!'in3f, H3n 1Cfn
o 0 () 0:) f.i

)1 ;; 1 ) l ;rl ? 1 H)-1
() (i n 0 U l(.i;!

G 0 {) ~; (} 1)~:;

0 11 t· {) U J., ,.'

0 () i' {' () (} D.> .'

-0 () ()) 4) C 0 {)

(} 0 47 n ~1? ,p U
C: f ~~P~) L ~:~~~v<:~~~ (} (' (\ 0 (.: n ,f).' .'
()n~(~n~:: n 0 4) 4/ 4) 4·" {}

"
()~'~r~l(: D n 4:~ 4:~ 4) 4) 0
t,..-1u~)hr(').otr~~~ 0 {) () 4) 4) (} {,

.'
Caullflov,;?~r () 0 0 () (J 4/ in
Ml;(nd VE~i;i~!ablw, () (1 ~) ,p ;1;' 4) (;

Mar'9(W~> I.l {: n () 0 C )'1

f\d jtho ~,(f::) i1 42 ~1 {} n L n
A~,pmiJqu~', 0'·1 71 () n 0 ~ } (.:

r·'~·'PFl" 0 U U 0 n .:..: c:~~

iO!;:l;
,

,~:~ (>{~ )(;~~ )iH)Ofl )Ofl )(,1'; )Dn
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ie_nil R!qul-.t8 fit the RIIW M...... ll-!r fourJ
PrOduct . JAN F! MARizii..........,APR~~.....,MA=Vr--J1'IU'llN,....-"'-&:JUI;I"lI'-'-.....,AUd:I"CII~.....,8~E~p~-ocllCl:'l--'rINO-v--bE-c-. -'t~iiiiI~i---
Praerved 01'- 47 408 0 0 0 6 0 0 526 .. 825 825 :mr
Mll1nMedV"-_ 0 0 0 0 0 0 0 0 0 0 0 0 0

IAmon 0 0 0 0 0 0 0 ee 58 ee ee ee 282
CueumbM' 0 0 175 117 0 0 0 0 0 0 0 0 282
Tommo. 0 0 117 0 117 117 0 0 0 0 0 0 380
Gtlpe~ 0 0 0 0 0 0 117 117 0 0 0 0 233
Onlonl 0 0 117 117 117 117 0 0 0 0 0 0 487
0111110 0 0 117 117 117 117 0 0 0 0 0 0 487
MUlhlOOma 0 0 0 117 117 0 0 0 0 0 0 0 233
Clulm- 0 0 0 0 0 117 233 0 0 0 0 0 380
MIxId VlllllllblM 0 0 0 117 117 117 0 ee 0 0 0 0 408
MlngoM 0 0 0 0 0 0 ee ee 0 0 0 0 117
Artlchokll ee 117 58 0 0 0 0 0 0 0 0 0 233
"'per-lllIa ee 58 0 0 0 0 0 0 0 0 0 0 117
P!pp!r 0 0 0 0 0 0 1711 0 0 0 0 0 175
~ W W W W • W • • • W W w m
8eMori1l_i__OfthelGiWM~ ii!er tIftl
procIuctAN FEr MAR APR MAY JON JUL AUG 8EP OCT NOV oee . tii&I
P..-wd 01'- lllI7 4lIll 0 0 0 .~ 0 0 138 lSi lSI lSI An
MIrlnItId 1111111'11111

lAnon "0 0 0 0 0 .D 0 71 71 71 71 11 354
CUOUlllIler 0 0 213 142 0 0: 0 0 0 0 0 17 354
TOIIlIIIicMI 0 0 142 0 142 142 0 0 0 0 0 0 425
Chpe~ 0 0 0 0 0 0 . 142 142 0 0 0 O· 213
0nI0nI 0 0 142 142 142 142 0 0 0 0 0 0 lllI7
0IrII0 0 0 142 142 142 142 0 0 0 0 0 0 lllI7
MUlhlOOma 0 0 0 142 142 0 0 0 0 0 0 0 213
CIu,",-, 0 0 0 0 0 142 213 0 0 0 0 0 425
MIxId Vlllltlblll 0 0 0 142 142 142 0 71 0 0 0 0 ...
MI..- 0 0 0 0 0 0 71 71 0 0 0 0 142
AItIol1olwI 71 142 71 0 0 0 0 0 0 0 0 0 213
"'PlIrqua 71 71 0 0 0 0 0 0 0 0 0 0 142
~ 0 0 0 0 0 0 213 0 0 0 0 0 213
~ 76i til 7ii 7Ci 70i 70i 76i ii4 76i ,. 7. 11i . 118



Average Raw Mliterial Prlcea (Factory 0aIII)
-

Product JAN FEB MAR APR '" MAY -JUN JUl AUG SEP OCT NOV OEC., ....=- -- .-,----,....._. ••• om. '-tH-

Preserved 0IIv8Il 500 500 a a a 0 a a 500 500 500 500
Mannated Vegetablas

lemon 0 a 0 0 0 0 0 200 200 200 200 200
Cucumber 0 a 500 300 a 0 a a a a 0 a
TOINItDea 0 0 250 a 20a 2ao a a a a 0 0
Grape leaves 0 a a a 0 0 200 200 a a a 0
Onions a a 150 150 15a 150 a a a a a a
Ganic a a 200 200 200 200 0 0 0 a 0 0
Mushrooms 0 a 0 309 30a a a a a a a 0
ClIulilIowlII' 0 0 0 '0 0 250 250 0 0 'a a 0
Mlxed Vaplabl. a a a 300 300 300 a 300 a ,a a 0
Mangoes 0 0 0 .,a, 0 a 300 300 a ,'.11 a 0
ArtIohokes 500 400 300 a a 0 a a a 0 0 0
As~ragus eoo eoo a a 0 a a a 0 a a 0
Pepper a 0 a a a 0 500 0 0 0 0 0

~- ( c



\

• •

'*~...

Recurrent lnpuDjYNr One}
~~(~ ~ ~ ~ ~ ~ ~ - ~ ~~ ~ ~ ~ ~

~8W Mal,".' (LEI -~ 108,250 102,083 &2,083 52,083 311,583 37,500 58,333 111,elI7 117,1111 ., ,." ., ,." .',
Packeglng MateIlU" (LEI 75,1152 75,1152 75,lll52 75,lll52 76,lll52 75,lll52 75,lll52 37,m 75,lll52 75,lll52 75,1152 75,lll52 1170,000
Filling Mal,"all (LEI 113,4711 113,478 113,478 113,478 113,478 113,478 113,478 58,7311 113,478 113,478 113,478 113,478 1,3Ol5,000
Direct 'Ibor (LE) 10,ll2l5 10,208 5,208 5,208 3,1158 3,780 5,833 1,elI7 11,782 11,782 11,782 11,782 M,m
P_ Conlumpllon (LE) ",ll8l5 11,22ll 5,72ll l5,72ll 4,3l54 4,128 11,417 1,833 10,771 10,771 10,771 10,771 114,158
Waler Conlumptlon (LE) 5,313 5,104 2,1104 2,1104 1,11711 1,878 2,1117 833 4,_ 4,_ 4,_ 4,8llll 42,813
salel & Markellng (LEI 7,1117 7,1117 7,1117 7,1117 7,1117 7,1117 7,1117 7,1117 7,1117 7,1117 7,1117 7,1117 115,000
R_rdl & D.. Ilaprnanl (1 3.000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 311,000
Genanli & AdmfnhoblllMi (L 11,1117 11,1117 11,1117 11,1117 8,1117 ll,ll17 11,1117 11,1117 11,1111 ll,ll17 ll,ll17 11,1117 83,000
Admin. SI'a,. (LEI 111,288 81,288 111,288 111,288 111,288 111,288 111,288 111,288 111,288 111,288 111,288 111,288 7315,220
Maintenance (lE) 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 _,808
Inlurance (LEI 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 _,808
other (LEI
lollli (LE) 582,742 8ft,4fi 484,_ .,. 478,742 478,117 502,387 .,301 652,242 562,242 812,242 882,2142 8,11$,"

Recurrent lnflllf.l~_ Two)
~~ ~ ~ ~ ~ ~ ~ - ~ ~ ~ ~ ~ ~
~8W M....I 170,000 183,333 83,333 83,333 83,333 80,000 13,333 28,elI7 1l5ll,elI7 11lUSt 1SUSt 11lll,ll87 1,370,lllIO
Packaging M....... 121,043 121,* 121,043 121,043 121,043 121,043 121,043 8O'~ 121,043 121,043 121,043 121,043 1,382,000"
FlliingMatellU '181,_ 181,. 181._ 181,_ 181,_ 181,_ 181,_ 1lO,7-a 181,_ 181,_ 181._ 181,_ 2,088,000'
Dlract labor 17,000 18,333 ' 8,333 8,333 11,333 8,000 11,333 2,elI7 15,elI7 16,elI7 15,elI7 16,8ll7 137,000
P_Coneumpllon 18,700 17,llll7' 11,1117 11,1117 1I,llll7 8,800 10,2117 2,133 17,233 17,233 17,233 17,233 180,700
WalarConaumpllon 8,600 8,1117 4,1117 4,1117 3,1117 3,000 4,8ll7 1,333 7,833 7,833 7,833 7,833 58,600
sa.. & Markallng 7,1117 7,817 7,1117 7,1117 7,1117 7,1117 7,1117 7.817 7,817 7,1117 7,1117 7,817 115,000
R_RllI & o..lIoplMlll 3,000 3,000 ' 3,000 3,000 3,000 3,000 3,000 3,000 3.000 3,000 3,000 3,000 ae,000
Genanli & Admlu....lIIIw 8,1117 11,817 8,817 ll,ll17 11,817 U17 U17 ll,ll17 11,817 11,817 11,1117 11,1117 83,000
Admin. sala,. 111,288 111,288 111,288 111,288 111,288 111,288 111,288 111,288 111,288 111,288 81,288 111,288 738,220
Maintenance 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 .,808
1111_ 80,317 80,317 80,317 80,317 80,317 80,317 80.317 80,317 80,317 80,317 80,317 80,317 ••-
Other 0 0 0 0 0 0 0 0 0 0 0 0 0
fGiIi 7.,141 741,14 i47,Ai "',54 822,14 i",141 .,A8 $,140 ).,74 Mer," 7.,74 M,ra I,M,M



Recurrent Input! (y..r Three)
Cost Item JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV OEC Total
Raw MaterIal 233,750 224,583 114,583 114,583 87,083 82,500 128,333 38,667 215,417 215,417 215,417 215,417 1,883,750
Packaglng M81eriala· 166,435 166,435 166,435 166,435 166,435 166,435 166,435 83,217 166,435 166,435 166,435- 166,435 1,914,000
Filling Materlala 249,652 249,652 249,652 249,652 249,852 249,652 249,852 124,826 249,652 249,652 249,652 249,652 2,871,000
Direct labor 23,375 22,458 11,458 11,458 8,708 8,250 12,833 3,667 21,542 21,542 21.542 21,542 188,375
PowerConsumptlon 25,713 24,704 12,804 12,804 9,579 9,075 14,117 4,033 23,698 23,898 23,698 23,698 207,213
Water Consumption 11,688 11,229 5,729 5,729 4,354 4,125 6,417 1,633 10,771 10,771 10,771 10,771 94,188
Sales & Marketing 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 95,000
Resaarch &Devalopment 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 38,000
Genaral &AdmtnlBlndlYa 6,917 6,917 8,917 8,917 8,917 6,917 8,917 8,917 6,917 6,917 6,917 6,917 83,000
Admin. Salarlas 61,268 81,268 61,268 61,268 61,268 61,268 61,268 61,268 61,268 61,268 81,268 61,268 735,220
Maintenance 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 983,806
Insurance 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 9B3,806
Other 0 0 0 0 0 0 0 0 0 0 0 0 0
fotal 756,545 748,145 647,345 647,345 622,145 817,945 659,945 424,640 739,745 . 739,745 739,745 739,745 8,083,033
Recurrent Inpula (Yaar Four)
Cost Ilam JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC Total

Raw Materia' 297,500 285,833 145,833 145,833 110,833 105,000 163,333 46,667 274,167 274,167 274,187 274,167 2,397,500
Packaging Materlals· 211,826 211,826 211,826 211,826 211,826 211,826 211,826 105,913 211,826 211,826 211,826 211,826 2,436,000
FilHng MaNriaIs 317,739 317,739 317,739 317,739 317,739 317,I39 317,739 158,870 317,739 317,739 317,739 317,.7'39 3,654,000
Direct labor 29,750 28,583 14,583 14,583 11,083 10,5l!O 18,333 4,667 27,417 27,417 27,417 27,417 239,750
Power Consumpllon 32,725 31,442 18,042 16,042 12,192 11,550 17,987 5,133 30,158 30,158 30,158 30,158 263,725
Water Consumption 14,875 14,2ll2 7,2ll2 7,2ll2 5,542 5,250 8,167 2,333 13,708 13,708 13,708 13,708 119,875
Sales &Marketing 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 7,917 95,000
Research &OevaIopment 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 38,000
General &Admlnistratfve 6,917 6,917 6,917 6,917 6,917 6,917 6,917 6,917 6,917 6,917 6,917 6,917 83,000
Admin. Salarlas 61,268 61,268 61,268 61,268 61,288 61,268 61,268 81,268 61,268 61,268 61,268 61,268 735,220
Maintenance 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 963,806
Insurance 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 80,317 983,606
other 0 0 0 0 0 0 0 0 0 0 0 O. 0
Total 1,144,151 1,129,451 953,051 953,051 908,951 901,801 975,101 563,319 1,114,751 1,114,751 1,114,75L1,1,-4,751 11,987,683
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Recurrent Input! l!:..,..::.r.:.F.:::Ive~)~--"'l!!;;;;'--,=;---na_--r.:~-'"ll"lrr--_ll""""-"'MX'-__-""~'-""'m-..,...-I'lI!:_-T.:lc:r---
~~- ~ m ~ w ~ ~ n u ~ ~ @ ~ W
Raw Materll' 381.250 347,013 m,083 177,083 134.683 127,1500' 198,333" ".887 332,817 332,D1+ 332.617 35U17 2,DH.•
PlCkIlIlnll M..... 257.217 257,2n 257,217 257.217 257.217 257.217 257,217 128.808 257.217 257,217 257,217 257.217 2,858.000
Flllln8 Materlill 386.lI2e 386,lI2e 386.lI2e 386,lI2e 385.lI2e 386,lI2e 3815,828 182,813 386.lI2e 3815.828 38l5,lI2e 3815.lI2e .....37.000
DIIWCll libor 38,1215 34.708 17.708 17.708 13,"151 12,780 18.833 15,887 33.282 33.282 33.282 33,282 281.1215
"-Conlumpllon 38,738 38.178 18,"78 18."78 1",804 1".0215 21,817 8,233 38,821 38,821 38,821 38.821 320,238
Wat. Conlumpllon 18.083 17,384 8.8l54 8,8l54 8,728 8,3715 8,817 2,833 18,848 18.848 18,848 18,848 1"15,1183
SII. & Mlr1ctIIIlIll 7,817 7.817 7.817 7,817 7,ll17 7.1117 7.817 7,817 7,817 7.817 7.1117 7.817 8l5.ooo
R_roh & 0.0 IlapIlIl1t 3.000 3.000 3,000 3.000 3,000 3,000 3.000 3,000 3,000 3,000 3.000 3.000 38,000
GenIl'III & AdmlnlatrMlve 8,817 8,817 8.1117 8,817 8,817 8.817 8,817 8,817 8.817 8.817 8.817 8,817 83,000
Admin. SlllrIaI 81,288 81,288 81.288 81.288 81,288 81.288 81.288 81.288 81.288 81,288 81,288 81.288 7315,220
Mllntanlnca eo,317 eo.317 10,317 eo.317 eo.317 eo.317 eo,317 eo,317 eo,317 eo.317 eo.317 eo,317 883,1OB
lnauranoe eo.317 eo.317 eo.317 10.317 eo,317 eo.317 eo,317 eo,317 eo.317 eo.3'7 eo.317 eo,317 883,_
oth. (I (I (I (I (I (I (I (I (I (I (I (I (I

Total 1,337,861 -1,320,10& 1,108,.1,108,.1,052,3551,043,430 1,132,880 832,858 1,Ii2,2i5 1,302,255"",1,302,. i,d,. 13,646,668

Recurrent Input! (Y-Sill)
cost In ~ FEB MAR APR MAY JUN .. JUL . AUG EP ~ '-',NOV DEC Tlilil
RiIw Matertal 381.250 347,083 m,083 1n.083 134,683 127,1500 188.333 158,887 332;117 332;1117 332.1117 332.1117 2,1111.210
PICkI8111ll~· 257.217 257,217 2157.217 257.217 257,217 257,217 257.217 128,108 257.217 2157.217 2157,217 2157,217 2.8l5I,000
FRllnll ...... 386,lI2e 3Il5.lI2e 386,lI2e 386'- 38l5,lI2e _lI2e .,as 182,813 _as 38l5ill2e _as 386,as ".07,000
DlrIatIabor 38,1215 34.701 17,701 17,701 13."151 12,780 18,833 15,887 33,282 33.282 33,282 33,282 281.1215
I'ow* COnaumplion 38.738 38,178 18,"78 18,"78 1",804 1".0215 21,817 8.233 38.821 38,821 38,821 38,821 320,238
w_ eonlumpllon 11,083 17.... 8,8l54 8.8l54 8.728 8,378 8,117 2,133 18,848 18,848 18,848 18.848 148,1183
81181 & Martc.llng 7.817 7,817 7,817 7,817 7.1117 7.817 7,817 7.817 7,817 7,817 7,817 7.1117 81,000
R_1llh & 0.0 Ilopmllll 3,000 3.000 3.000 3,000 3,000 3,000 3.000 3,000 3.000 3.000 3.000 3.000 38,000
GenIl'III & Admlnlallllll... 8,817 8.117 8,817 8,817 8,817 8.817 8.817 8.817 8,817 8,817 8,817 8,817 83,000
Admin. 8111r1a1 81.288 81.288 81,288 81.288 81.288 81.288 81,288 81.288 81,288 81.288 81.288 81,288 738,ZIlI
Mllntanenca 80,317 80,317 eo,317 eo,317 10,317 80,317 10.317 10.317 eo.317 80,317 10.317 10.317 883,1OB
lnau_ 80.317 eo,317 10.317 eo.317 80,317 10.317 eo.317 eo.317 80,317 80,317 eo.317 eo.317 883,1OB
0Itw (I (I (I (I (I (I"", (I (I (l (I (I (I (I

,.. 1~337,. 1,.,1011,161;. 1,1i.,iOI1,ogAi1,D43,.301,1-SIlO ~,. 1,g& ',E" t!D2lSi t!D2lM '1146,.



Recurrent Inputs by Product (at fullcapecItyJ
Cost nem JAN FEB MAR APR MAY "-"JD'N-"JUL .. ··A[jG~ SEP OCT NOV DEC TobIl.... ~_.,:....;..;;
Preserved 011_
Raw Materiel 283,333 247,917 0 0 0 0 0 0 318,750 318,750 318,750 318,750 1,806,250
Other 781,364 681,115 0 0 0 0 0 0 872,404 872,404 872,404 872,404 4,952,095
Lemon
Raw Material 0 0 0 0 0 0 0 14,167 14,167 14,167 14,167 14,167 70,833
Other 0 0 0 0 0 0 0 115,198 96,934 96,934 96,934 96,934 502,933
Cucumber & TomBlD
Raw Material 0 0 141,667 42,500 28,333 28,333 0 0 0 0 0 0 240,833
Other 0 0 464,411 185,764 183,554 183,186 0 0 0 0 0 0 1,016,915.
Onions & CJBrlIc
Raw Materitli 0 0 49,583 49,583 49,583 49,583 0 0 0 0 0 0 198,333.,
Other 0 .. ·0 371,528 371,528 367,108 366,372 0

..
·0 0 0 0 0 1,476,537

au- ProductB
Raw Materla' 77,917 99,167 21,250 85,000 85,000 77,917 198,333 42,500 0 0 0 0 687,083
Other 195,341 291,906 92,882 371,528 367,108 366,372 747,477 230,396 0 0 0 0 2,663,012

13,614,826

~
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FINANCIAL ANALVSIS RESULTS
.-AnIIysIs:

For I typIcoJ yell' or-.of~,once1IlI .......1Io ...-.-.ed:
R_(lE) 32,158,333 par V_

\.MI Recurnnllnpula -13,9«1,008 par V_
o GIaeI MIrgIn (LEI 18,218,325 par V_

• 1 IlIIum on recurtWIllnpda only..... ""...,..t"'......., -7:210;; par V_
• Nel MIrgIn (lE) 1UGI_ par V_

o 1 IlIIum on 1ft_,..11 & IICUITII'llInpula

SeoIlllMlyAnIIW*
GIaeI MIrgIn • 0_: R_(lE) II rodUCId by

R_lnpa .... lCI" Iby

Nel MIrgIn' 0_: R_(lE) II rodUCId by
R-..ronIlnpa "'iC1 .. by

IIMIIb,6lt Inputs. fliClII. Ed by

~ ..-...y..
II'" .,1iIIIIlIloIlId........1IlI pIllducl?
1I........r-, • ''"'1
WRI11l1pnlCl1c1_..._-.y7WRI11l1 pnlClIcI prIce1

1I11l1....PIIoIy III .... lQIlill1 wIh~
,... 11M__ III IIl1IIllI wIh~

Ytli
y
y
n
n
y
y

~

131-.

,..3ft .
.,,~

153110

Be "'nw' ,
(Good - go III 1WIlI...-1
(Good - go III 1WIlI...-1
(Good -go III1WIlI...-1
(Good· go III 1WIlI...-1
(Good -1lllUI1lIUfon1
In~ ...rClPl*ltafthe8ernneta

2..,p
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Summary of the Project: SAWA FOOD!RfSCO

Description: Pickled & Fermented Products
Analysts: Douglas Anderson &Ali B·saled
Date: April 2003

Key Assumptions:
Enterprise scale
Geographic lecation
initial irwestmegt
TY'picai recurrent input costs
Key yield factors

Annual Average Gress Return (full C<lpil
Table O,ives
Marinated Vegetabi<?s

Discount rate
inf:atfon rate {if any)
Ana!ys.'s period

Present Value @ 10Y" over 20 ye.ars:
In'<jestment inputs
R.ecurrent inputs
Revenues
Residua! values

Net Present \'/afue of Enterpri'se @ 14% over 2Cl years

Financial Analysis Results:
Return on recurrent inputs - Stage One
Return on investment and recurrent bpU1S . SL~qe Cr',e
internal Rate of Rett!rn
Beneflt Cost Ratio @.,4%

Breakeven on cumulative discounted basis after

Threshold Analysis Results:
Net Present Value of Enterprise equals ZERO w'hen .

'lieid : Prices decreased by
investment Expendjtme increased by
Recurrent Inputs increased by

MajOr RiSKS to Financial \:~abmt'l:

F!uctuations in raw material prices
Relatively new to the mark.et

s.onG T~)n Rav.. ~f1atet::a: (F:;,}1:~ :Ci.Hj-a-c/t"t.~~

Be!bees-SharKY:<;
LE 2-5 .. 409 .. 5-38
L.E 13,94000'8

or at:e Olf-ves

LE 17.70-8.,.33-3 Pe~ To:::
o

l.E n94G.GDS
LE 32.158 ...33-3
LE 7"9.3~ 0

69.715.791

52. 05'~/:;- stat;:~~ ~;tate

55."3 2:'~;'~":

: 66

Note: Production plan at full capa:city
Product Type % .Annu3: pm::bchon {Tc,,}

Preserved Olives
Lemon
Cucumber
Tomatoes
Grape Leaves
Onions
GarUc
Mushrooms
Cauliflower
Mixed Vegetables
Mangoes
Artichokes
Asparagus
Pepper

44%
4%
4%
S<'!t

3%
7%
7%
3%
5%
6%

2%
3~'!~

2%
3%

3,613
354
354
425
283
567
$07
283
425
49~

142
283
142
213

1:.)~·06

";:77

85
28·3
28:J
198

248

71
198

99
106

MarKBtiD-g Pi·an (TO~)

GeC (.o,:::::a: f'~3f~e(

1.iJS4
H)6

85
128
1~8

43
0::::'v·....

.~

:...:
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labl(l {f.S): CASli fLOWS STAIlMENT of CUANGES In FINANCIAL POSITION: at full capaclt

SOU("C~$of Ci1!1h:

0p<lru/;o(fs dliliNiJ fht> .Y't""
N""rx::o",,, Aft"'f T"Jc.«ll 0 U50.117 6117,1l17 Eli17,El:!i" (nEl,794 ~·~·.3.~6D 1,0<11.194 1,011.37:\ 819)94 829,1.94 n:l~l.294 8:.'9,294 ., .4~~~,;~:t'l.
Add ,t",nr, n<>l rl4y.(~~toil\j./ ,,""h
n~'f>fN:i"liutl (I 0 Q 0 0 l) I) 0 0 0 0 0 (I

IIl'''''''',<l in A",xl\ltll~P<l'fl'lt>i" 0 0 0 0 (} 0 0 0 0 I) () () il
If>(,'',;.~,'> Itl Oll>." Payabl..,; 0 0 0 0 0 I) 0 (I 0 () 0 0 0
Ill-I.:f(m~;.~ if, IV:"$;H~® UuhjmN:~t;. 0 0 0 0 0 0 (I 0 0 (I 0 !l 0

n"rlu<:t it"'Ill'" ",,( i1Kr<J"";(1{j (:3sh
htt":t(1{~S(~ in At.:-txamh; R~:'ttiv~h~ 0 0 1) 0 0 (l () 0 0 0 () I) ()

hl(;(,~,t-=>" lfl IhVi;H1l01Y 0 (} 0 0 0 0 U () (; (i il 0 0

C;,;,I> fmrn 0i'''f+It;on:< 0 UN/"n M!,621 f>81,f:J'21 61f:J,794 XU,4&) 1,04U94 . '1,012 .:rn 1\1B,2;)4 1l29.;'(l4 6:l9.194 82~}294 1,4n:<:\2

t'II';,Im;JI'i/ ,I OIfJ#<
~»)~(' (>J $trKk 0 II 0 0 G (j () 0 0 0 () 0 ()

p~(X;<=:<~(;~) htun t;:h~~fl T~Hn L<X~l"l-~ 0 (I () () n !) 0 () (; (i !) 0 0
Pr("'::~>~,,(h:~ fr·n(fi tf:.f1~~l~'1oftn U:mn~ 0 0 () V (I {l Q () C e (> () 0
'2;,,1.. '.« It,vt'''tm~flh, (I 0 0 () 0 0 0 0 0 (I (; () 0
c"n",,!il)<l <,t N",m:- ~",;,,", ..bl<; 0 () () 0 \) 0 l) <) 0 il 0 (> C
f{t;.1'lJut;-nf..:r, (1f Ott>~>f C-uannt A.">t,.r~~ () ;) I) f' (; (; () 0 0 V (/ 0 {;.'
H'>dlJ(,~il}r1 <.>1 OVl<l1 A>'<"""" 0 (l () () 0 I) C 0 I) Q n e ""

CA~t> r'Ofl1 0Iw.,,,Honll & f'h"3n~i 0 1.!!Xl,l,'t 6!it,M! Mr,~":? tH~;, 7'-'4 :r:U,4t>!l l,04U94 ·I,()P,:ll:l im).;>~14 1l1'.p~M 8.-';"'(;1, ~~94 (\,'(U94 (-i~~).~::))

t1f.'pf!>o·;,lioM (j{ (;;Jf~h:

F';ovlllt><.( I)! OM,t.."'I" 0 \) () G () () 0 0 0 (> (i () (;

f'ud,,,,,,-,,> .:>1 Fj."'<! ...."'""'t,, () () () n t) G (; C () 0 " C D
H.~f,:~y~n~nt (>1 St)()r~ l ~~c:rn l.u.u:m;. tl 0 (I () (.~ () 0 () () 0 (l (l (l

Rf::v~rfJtH..\t of torso: 'lt~n~'l t.OOttt; <I 0 () ;) \) n :) 0 C (; n ;) n
P'>f.:lm,," '" lr';~"'$ (} 0 0 0 0 {} (> (I 0 (~ 0 0 0
1''''(~;I;",,;1\ N..~R",,~>i .. () 0 0 I) Q Q 0 !l 0 !l (> {} 0
I:x"...."" Itl Olh~, Cum,,,,, 4"'''1'' 0 (; (; (; () () 0 () 0 (l (; (; (l

'N;H""~ ill 'J(f...,P,.!>~t 0 () t) D I) 0 C- o 0 (.) ,', c n"

1"c"llU.".{(~,.t.M"} 141 c.uh (\ lJ~,O.I)! E~~~ r,E$)7 ~~t; r,f.;)"j" iii >';,;:-14 'Yn,4~>:l 1.()41,>';14 .l,()l:l.J1J ~1'·I,n4 tl?~·~ .~~H~ ~.;9.~!J4 (1,:(,,::;14 !.~:1.)J~:

Ch/J1/fft'ln C.,ulI~'d
t::xji"ll (;.."t> a"'~f)('4?1 {~ i .t~K.~.l~~" ~~ .f:;~~{) :~:;::3 .~~ .f:i~~~~n:n ::< .~::'~:~J .~)(~) ~; .<'t~~.(:l't; l -r~~/~;}~)f. ~j-'[O.~JJ l. "to} .~i<)(l ~' 1f::'~'. ~,()o,') ~' , i'€O ,~~t'f: ~~. ~'f;~~ ..~~;:{)iJ ~' , i'~~} •~Jt:{:

~~'W:'W ...),h~~) (::.i.:iI:~h ~$SSi~;~~ n \) ~)~~).~]} lJ>2}).Wn l}>}OlUJ }}/>(l,OC:<: '1.~~~>~~ .~~~ '{ 1.91t;l~~~ ~~~~O .~.J:~ }.l6.~~.~;OO ~:. }~;~~ }>J.)f} 1,1"1.'-:'00 ~)

\"r'~"""I!>-'lo,..rU'.II*j til (:.. ~t> (\ t.1t><UV !lW,!(jtj (~ nHrn ·~ln ':r:f) [(III.Yfl ·~).m·~,~~~" ~~A'~ .f.'~)-1 f) {I (I <' ,!6,' /;('0
() Il tl U ~} 0 0 0 n {l n D 0.:-:.:"'----,'.: 10.·.·. - ,.
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OJIY<>'<l 0 000% 14,450,000 449;)% 14,450,000 44~n% 14,450,000 44.93')(, 14.4~,OOO 44.9:3%
!.~rn(>"ls 0 000% 1,OO~.SOO JjO'J\, '1.001.500 ,1,iO% 1.OtIViOO ,'3(}% 1.061. ,!j()() :1:JO%
C"(:omt",, !> TumlllO«<l 0 000% /.,004,1Ill 9.01% ))104,161 9.0:n. <'.004.161 9.()]'Y. 1.004.1(;1 ~J In'\(,

0",,,,,>., I\, O"lli<.; 0 000% :\111:>.1361 969')', 3.116,667 9iY.1'l!. J,l16,667 ~69');, J,116,ElEil 9119%
01t.", Pt(,dllds 0 0.00% lO,6Z~,00<l .3304% 10,IWJ,OOO :l:3.04% 10,615,000 ;l.:\04% 10,1;15,0l}0 :n.rw"

'ft,ta' S ..l<!>$ n 0.00% 3/.,lQ1,:JJj 10000% :V, l~q,jjj 100 00'*, J2,ltie))·) 10000';4, 32; l~).8,,3,3,3 10000%

Ct,sf c;f G(>Od$ -'SokJ
M"l(lt;,ll 0 000% 4,119,161 n()()'~:, 4. 119.1\1I 1:3,00')1. 4.119.167 noo% 4,119,161 noo%
Olh<>l ",<"urr;>illllll'"l. () ow');, 11,61!1,IClll ~~; ')::'1i:. il.!\19,!f!1l ,36,:)Z'?~ il,!j79,~nll 3f.;X':·~. )I,6;'9,9;!1l )l;)1%

~ :>h~l \hHisJbf.f) Gt1Cf) (l OW'\,:, 1~).llti9,lM. ..tj;~.}~.,~, 1~.) '(~~~~J,'J {~t 4~j ~3:Z'~;~ l~;.&t~~).-l{}ot ~':> 31';:;, 1(:', a'~r~>, 'J 0'..,1 ..~> 3i~"'v

r(~;li f'ix""l Cn"l ,)I w",><,t~ 1\ ~:;m,,' },3';'J,UO O.(j(j% },:J~/,21() 'nlJiJ% !!j~7).tO nM% l,yjl)X> £11lil% l ,-"j!jl ,1.::0 £1 ew;;,

'fnt",1 C<>1lt flt G(><)(i$ !WId J.J~jl,l:;'O (L(lO% ;':j) 'fi,:l2~, i'2 ..~~~% l.:i. ~~ 1fj ;JL~;; !2.·1~.rY<) /.:L21t;.,~2~;:' T<.Hl% ~!:~ .. :> ~~1)L~:: '/'; H1~r:.

G",~~ Pwflt ·1,.351./n: 000% ·1,:167,;.''''0 ~~' '·~~~l·~. r,:ih"t,£20 ·21,~a·?., .. 1,~l~i i' ,220 ·'},.l38'?-> .1,~mi'.22(} ·;·:28.8~"<.

(jprnWng £Vl~{l~"'"

~:' c, :"",. !> M>sl~;;lh,~ 0 0.0(,"". '6.0W C.:\(;·'" ::te,.:,,!,) O:1(~r->:; ::te,.r!'!') C<K:'::;'~ "";.il'l') 0.:50::-;;.

~?~>,:-..~>a~r~h ~ t:Hlv~klfX!I+"b1 0 OW';;· ~(j,()OO t; t;:ir':::, ~6.o0<) oOt!"(· Ri,OOO O.()B·~. ~(j(),)(, () OS';;,

'.:' 1', f. {wilhl>lllti«PH,I<,:i",I><,n} Q QOO'~, nooo r.: ~~(~'::':: f.!3.OC() o ~,(v;;,: $1.00>:) a ~.().;;: ;n.ocoo. c..1(r~)

DOr)f~:,j:a1~nn 0 (i_U(~(~. ~i,(j(j{) o (~:J':"~. ~'d1OC :),O;'Yv ~'d)OO () O;:'~,::. ~, C~K: (~ ,O:::~':'::,

,ot",! 0rm*tlIlU h~!'l$<\$ (, ($ (KV~.; (1 ~; ("Yo;. {~ <) 0<),;;' « ,)0<)';;, (: o (X:>-,>\,

In<:<>trl~ Pmm Op*t.ti<.>n~ 0 000';;, ·'l,J~j"?,.(}O . il.,~~?;~· ,~. ~~)1.~~~'() nell';;. ,'r ,:J51)~'(~ ·}2 .a~~(;::, "J .:J~)·l )'~'O .:t:re.eti~

in-l-ttH~(~t k~;OfS'S~ }4/.,UJ ntj()'c~i 14~.n:; ~l ,:~ ~ ':y,.• "1-4~1.).i:; ;, )!'>;, l4~·:.:r(j :' .::~'J ~I'?. :t4J.:t~.~:} '~~ ,:!' {~,
!r,l<'l,,,1;;! !::·).f="'''
h":\>fll" bl!:t"tt< l a .•"" ]4~~ .~:~::> 00(1% :r4~~.:~~~~:~ ~< J ~ ':>.~. }'4~~.~: ~~:~ " .;on;.. 14~~.·~~'~(.:~ " .:H·;;, ,4L'i;l ~~J ~ ~.,.;:

r '(J:~~ no H')(:(l4'l~

N"t 111<.",.,<\ Al't"f Tll¥~. ;'41.£11 Qr~)% r4a·~?:>.:) ~:. :~i '~i t 4~~ ,:;:~~J. i,J~cy" t4~)/~ J.,}~.c>~: l4:::.~~::·~ ~. ::;.~ '~v_.
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••• CASH FLOWS (STA1TM£NT or CHANGES In FINANCIAL POSllION: Years 'I " 10) •••

r::

"((lar 1 yj!ill 2 y~lIf 3 y~llf 4 Veill5, Vellr 8 Yeilr 1 YeillO Vellr t YeM 10
SalJtc~;g of CJl51!:

Op<'mll<>IIJi IilJfi,,{/ Ih(i yr;>>>F.
Nt>t l'-l(J"".,.rn~~ AJlt>f l~x(~~

Add 'Im....$ NJI d...,r_l"U (;,,~h

rJ<:'1-"<ld>lll<m
lllr;r"a~,> hI I\<,..;(><lnl,; P"Y>lI,u,
h,," <',j$<I III OlhM j::'llYUbl"s
11><;(1",,,,,, I" A.-",(U~d Li<lbilm""

D,,,lm'l llmll<, 11<,1 lfl(;rM.~~n\1 ¢""h
In<;(':>;'O<" 111 A<;q'i.llt~ Rto,-,,,lv,,bj,
I"':I<'I.'M in 1"ll«1l"l<V

<:<lSll !r,'m Op<.,r.tX)<'I<>

F in,,-!'~(:i/ffJ ~i t)fJ)#1~"

G,~if~ (>1 ~>h·p-~~

[:'~ nCi:H:tl:.1t;. ft(H'n ~h{~·t 'I m-m L~m:u~

Pr:y,;(:.f,.dt tp)~:r; t(,.n9 lNftr; ~..f)~n*
,S,~hJ of ~~1'.f~~1m""",·ll~

Cq':~~"I,:h:)u t~f NNtitt Rm;~':fy~hw

f{f:(~qd~(){tpf Oi:hN~ Curf4:':(~ Ats~-A.)

H(~jt;~:,lh~n fA" C.nh<~r M8~~

C.,,<>I' r,r~m OP<l'itU('lt~ 3. l"ltlJl(>l;':

Applirotl'mfi 01 C;ilJf!'
P"yrr..,II' "I (.)iV<.j"",l!;

P'W""~~$ <:>t F,x"d 1\,,,,,,,,,,1$
Ht"P:~'(U't"M.i t~ Zh<)~t 't~(m l..f.)~~~l:~

H"~';$""i"001d t<Xlll rW'l'f' V>r.f')$

PUl.~h"'l<l <:>f tll~~h"<,"I"
;'1<."""0<" tr, N''''''1l ~~.~,~~((.bl~

'",0<''''''''''' ,11 Oit.... C';lwlll A"s",,,,
,<""<:>:.,,.. l'lOltm.- 1\,,,,,,,...115>

1r>r:t"'U~((~~lUlllt (~nh

Ctr'WJ# if' CiI!Jh 1t~/,*fK'"

!:':x.li"~Cll*,h ~~~<l

1~;"""'ir'9 C<lt>h f3;,1;$"(;~

1t1¢r~:U"I(~ru!t..) In Cull

~~. 'fH1 ,f>t'i 1 l~J}{H:;.,;ti? ~'~,~'~"~,i:jt~l ll, 4 ~(;.:>f;/ ::~ ~,A~t,(~;;r 1:;':?')1 O;~1 '~,lI9~ ,{Jot;''l J'),:;1~i (~~: n,-~~~~ fj.).} ~_1 ~'~n ,(H);

0 0 0 0 0 0 0 0 0 0
0 (l 0 (l (l 0 0 0 0 0
0 tl 0 tl 0 0 0 0 0 0
Cl (I 0 {l 0 0 0 0 0 0

0 0 (l 0 (j 0 0 0 0 0
0 0 I) <) I) I) I) I) I) /)

l!Jlil001 lfj,!'itil'OO1 'j~-1,tc4'l,E161 U,4i ",I,ll! ]} ~1Q: ,~;~';'i )),)"I,&')'I n, )'~ l,tjl;l J:l,:?~)~.tiS'; n,)"I,I';!;'; J).2~)1Jj~~)

tl B 0 0 0 0 (l 0 0 0
(I (> 0 (> /) I) 0 I) I) 0

ZS.4<$,a~ 0 (I n (I () (j (~ (j 0
0 0 I) <) I) !l I) D !l <)

0 0 0 0 (l (} 0 (I (I 0
0 (j 0 {} 0 0 0 0 0 0
0 tl 0 0 0 0 0 0 0 0

)~,I"IV,,)4 1~,&iffi,M! )'I,Mi,&-;J ;:l.4·t~;,~)?)',· :n,~:9f ,:&';} J:U91Nj/ .J:t:':~~~1,6t}" :~3)~J1.&S~. ,3.3 ,;:9 i ,~~s i )":3}~:n .&s','

'il)'ill,%t \~;i)%,ljfj1 tUA!,Mn ~~j .. 4-lt::,(:<~?' :~::~-~~~~'i ,~:ij-;''' J),2'~~1J;f)7 J:l,~~ ': ,~~j t J:t2~j': ,tj~P J),:'~~'i ,f)~>-;'~ J:~,~~~~ 1.i;:t)1
0 0 (l () ,> {} 0 0 0 ()

"
0 0 0 () 0 0 0 0 () ()

I) 0 :l,;W;.4tl6 ),I44,m~> ),!~ljJW> ),f;<N.4J! ),4';"),1~'1 1,2MJ')~;} ),(n),'i4J Ult(l,:l:ll

0 (l (> (> (> (> (, <) 0 (l

I) I) n n 0 0 n n 0 ,l
{i () 0 (, <) I) <) l) () (i

n n \) () () () Q () () 0

:;-'$,~oo.a:la Q ·.l·lOO~1Y')OO ,,:l! ~~~llU 6 ,:">~i1 ~ 1M,~U :?M~,'1I~> ~> 'J.411!1>~Hll ,n~4W~)(l~ ,~'tl:W;41.0,' 'lillnn119

l.7!\V)(Kj J'I IOlU,1 "jJ:1 :;i.'110tl<l.:l .).~:~ J4'tOtl,U J:n :HNll,U :):J~ :j.4!(~~.n .J,n :).4100::\:) M,' :j.MOOH.),),3 :).4!(i/l:n ""n :).4tn~:;i:;i :),0
0 ~ ~ill~lil :)4r<;m~:Un :H .T<.:ltn:Ll:l:I:,4 Nll:U :n:}3H&.IJ:\ :n:1Ml&.l.:H.J:I:I :)~ T(~:nJ:\,\ .)~ IOOH,,:H:\ ,J"! r(>~n:H:I

..Jtll}\(KIl1)llJJ,ll.;lM 0 (, 0 I) 0 t) () 0

'!o!o:.;.; -



Table (F--G): RATIO ANALYSiS lilt maximum c,~racityJmonth}....

1.'l1 .. ·r·.. 1 (.;

: cc 1.€~ 1.66
17.72% .~ ~' •~/~~ C»':l :(' 72~~.

000 (},CKl 0.;);)
0.50 0.5!) 0.50
n nn 0.00 000..r.V;,r

000 0.00 0.00
0.00 (lOB 000
000 (l,CKl 0.00

G.OQ'ifo O.OO~io) v.W';,:)
0.00 G.GO D.Ci;

·:;6.~:::"h :'>~;.4:)~:?':. :.s:.;.4:'>%
, ,¥l 1.00 HJO

{(atlm.
Cum',,! Ralj," 171 U1 171 .. '-.,;.., "l.l1 1.71 L?l'"
Ouk~k R~Uo {Af;:d TW3t) ·~.t,t\ : ~~ °t.6w:., 1.66 L66 l.t\(> H,t)
Rf,1IJf<: on T,-,,;;i A",,~>ls 1"?l:l% ~iJ·:::'.JI.) ~7,.T2:}Q 177<:');, .~ r r~~)c> n.n% ·~'l.·12%,

'Tot~i Asse1,:; 'TUOnl)v0' (jO() () 00 ()J;(j Of)\) 0.00 n.w Gm
T,>1;,1 Debl \(, Tnlal AI",>,',!,., 0.50 n.SO 0.50 G.5G (j5{j ('.51) O.SO

o.O(} GOO l)l)O 0.00 0.00 ().(}J

G,m"" ProM M"'(lif' 0.00% .............. 0.00 n.oo O.W {I.CK' (lJKIlj,l.. l ..

Operati"fl f."oftl Man)";', o.~}n% G.no Om) 0,00 tUXl !}OO O.O!)
Nt>! Proli! M,~'c,in (':,t;(;'.~~ 000 t~JK:

.... r- .... a.DC G.GO G.OO~>. ,..~>

~~eh.:rn.(»n S~{h:~l$ 0.00% 0.00% O})iYK. G.GG% (~.OOC.~} 0000/:. 0,U:)%
-0.00 O.UO ~) (l(: 0<)0 0.00 o.(},)

~:';~:~~:.itn t;~. ".:)v~r:·l(:'·:·':)· ;::.q~.:i~~...' }.S..~~":l·~'. :><'.43",. ·~S.·~':::·'l:,
":,,,~ "";"1,'

:.~~:;.·43::-:;. .::~~ ..~j~~ :~:-:. K~')<: .·.:'-:L~·.~' t~\

.T.~::;;~;..r:~;!::~:.}:::~~~~~~~~:~~ ..~l~~.::.L:.:.: w.-.~ ~v.-.~ i.:1D ~;.:.:.:~ ~.. ~~~.t._~C_.~ ~~ ~..'"..'".,. !;2?'" :.:.:.:.:.:~.~~ .....;.~ ,':J.~ .2;~~," :.,.,.,.,.:.,.,,~.~~.o;~()~w......... : e~~~;...~~~"';;'~~~~ __,
.'.. :-:: -:": ':~ ~:;: :i:·::·:·:· : :::~ n·:-~;.~::~ ~:~'~:;;'::~~:: ,.: (>.! i·r.~~:·::i· :. ;.:~ :.>: :~~~i:~:;;
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FUNDAMENTALS

As you start the planning process, begin with a
general view ofthe whole project. Review your goals
and consider your options.

PAGE 2
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Chapter 1:

IT'S ABOUT
RESULTS

About 10 yezrs "80, I PIS 1uzDbJg1Jmdr IDitII
Professor]Q1rI/!SMim:h, II busiIItSSsdrool",ofrssot
wlwsec1JlssI'denjoyttlllfewymrst!ltlllier, tlSllp
stut1ent. I PIS then in my 1Izte 3Qs, JfIIIkiIJg my
liuingmostly t1ttoIlgIt INsiMss pIJIIJCIlIISIIlmrg. I'd
1uul sonre SJ'CQSl!S. One ofmy pIIms PIS for II

company tJult mmt from zero 10~ IIum $100
millitm of sa1I!s in fUIIT yaus. AppIt Ctmrpute-'s
Latin Ameriam group i1Ia'ttlStlll sa1I!s from $2
millitm 10$27millitmduringthefUllTymrsI'ddone
its tmIIJUI1 plan. I'd 1uul sonre frzib.tns 100, lnd~
won't mention those.

·So what is the value of a business plan?
Professor March asked at one point.

"'Thousands of dollars,· I answered. "Tens
of thousands, i!l some cases.-

"Wrong.- heanswered,. to myshock. ~ecy
wrong.-

The value of a plan is the decisions it
influences. he explained. and ultimately, how
much money is in the bank as a result.

He was WIY right. although I was fairly
smug about my SUo i ! 5es and didn't like his
response. And the underlying lesson is vitaJ to
this book.

P_3
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I've absorbed the idea into my wad<
on business planning, Plans should be
measured by results. No matter how
well researched, beautifully written, or
exceilentlypresented,whatreallymakes
a difference is how it impacts the results
of the business.

What Makes a Good Plan?

illustration 1-1 shows a businessplan
as part ofa process, You canthink about
the good. or bad of a plan as the plan
itself, measuringitsvalue byits contents.
There are some qualities in a plan that

make it more likely to create results, and
these are important. However, it is even
better to see theplan aspartof thewhole
process of results, because even a great
plan is wasted if nobody follows it.

The plan depends on the human
elements around it, particularly the
process of commitment and
involvement, and the trackingand follow
up that comes afterward. I'm going to
deal with those elements in coming
chapters of this book. Theyarevitai. But
for now, let's look at the qualities that
make the plan itself better or worse.

•
Dlutratioa 1-1: Planning is a Procees, Not Just a Plan

Actions •Re.,istic

S'.pl.

Ruu'ts

'ollowUp

I C••p'ete

Plan

A business plan will be hard to implement unless it is simple, speclflc. realistic and complete.
;~W aU these things, a good plan will need someone to follow up and check on it

PAGE 4
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Successful implementation starts
with a good plan. There are elements
that will malce a plan more likely to be
successfully implemented. Some of the
clues to implementation include:

1. Is the plan simple? Is it easy to
understand and to act on? Does
itrommunicateitsrontentseasily
and practically?

2. Is the plan specific? Are its
objectives concrete and
measurabJe? Does it include
specific actions and activities.
each with specific dates of
completion, specific persons
lesponsibleandspedficbudgets?

3. Is the plan realistic?Are thesales
goals, expense budgets, and
milestone dates realistic?
Nothing stifles implementation
like QIlrealistic goals.

.4. Is the plan complete? Does it
include all the necessary
elements? Requirements of a
business plan vmy, depending
on the context. There is no
guarantee,however,thattheplan
will worlc if it doesn't rover the
main bases.

Use of Business PI...

Preparing a business plan is an
organized, logical way to look at aU of
theimportantaspectsofa business. First.
decide what you will use the plan for,
such as to:

• Define and fix objectives, and
prograIns to achieve those
objec. ""'-

LU-II!$.

• Create regular busiI iss review
and COUISe cooection.

• Define a new bush e55

• Support a loan application.

• Define agreements between
partners.

• Seta value on a business for sale
or legal purposes.

• Evaluate a new product lint!,
promotion. or expansion.

No nme to Plan? A
Common MIsconceptIoII

-Not enough time for a pian..
business people say. ~ can't plan. fm
too busy getting thinss done.-

Toomanybusinessesmakebusir 5

plans onlywhen they have to. Unless a
bank or imatuls want to look at a
business plan, there isn't likely to be a
plan written. The busier you are. the

P_5
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more you need to plan. IfyoU are always
putting out fires, you should build fire
breaks or a sprinkler system. You can
lose the whole forest for too much
attention to the individual trees.

Keys to Better Business
Plans

• Use a business plan to set
concrete goals, responsibilities,
and deadlines to guide your
business.

• A good business plan assigns
tasks to people or departments
and sets milestones and
deadlines for tracking
implementation.

• Apractica1businessplanincludes
10p;uts implementationforevery
one part strategy.

• As part of the implementation of
abusinessplan, itshould provide
a forum for regular review and
course corrections.

• Good business plans are
practical.

• Don'tuseabusinessplantoshow
how much you know about your
business.

P_PB
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• Nobody reads a long-winded
business plan: not bankers,
bosses, nor venture capitalists.
Years ago, peoplewere favorably
impressed by long plans. Today,
nobodyis interestedin abusiness
plan more than 50 pages long.

A Business Plan Fable

Once upon a time there were three
entrepreneurs who set out to seek their
fortunes. Each of them developed a
business plan.

The first business plan was built of
straw. Itwas easyto complete, but itwas
mostly just puffery. For example, it had
objectives like "being the best" and
"excellence in customer satisfaction"
without any way to measure results. It
had a lot of talk, but few specifics. I'd
almost say it was written like a sales or
public relations piece, except that not
even those can really afford to skip the
hard facts.

The second business plan was built
of sticks. It was built on what a venture
capitalist I know calls "hockey stick"
forecasts. You can probably guess what
that means. I've seen a lot of them. Sales
grow slowly in the past but the forecast
shootsup boldlywith hugegrowth rates,
just as soon as something happens.
Usually the something that is supposed
to happen is investment, usually with
other people's money, and as soon as

•
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thisplangetsthemoney,thenwonderful
thingswillhappen.Asoneofmyfavorite
teenagers would say, rolling her eye
with eloquent sarcasm, "yeah. right,"
and "011, brother."

The thiId business plan was built of
bricks. You can see them in IDustration
1~1. Bricks are specifics, especially
"ownership", such as in specific job
responsibilities, or specific people in .
charge of well-defined activities. Bricks
are milestone dates, deadlines, budgets,
and concrete, measurable objectives.

Then came the real world, as
awesome as the bigbad wolf in a similar
fable. The real world was phone calls
and daily routine. It was business
problems and changes in economic
environment, customers paying slower
than expected, costs going up on one
product, down on another. In business
school theycalled it theRW, pronounced
"are-dub." I won't say anything about
huffing and puffing.

Therealworldblewtheplanofstraw
apart in an instant. It was worthless,
futgollell, lost somewhere in a drawer,
never to be refeued to again Nobody
remembeted what it said. It was useless.

Therealworldblewtheplanofsticks
apart too, in an instant. Nobody had
paid much allention anyhow, because
the forecasts were 50 wildly optimistic.
Nobody had been given responsibility,
and nobody would have taken it. The
plan was simplyignoted. Itwasuseless.

The plan of brides, however, stood
up to the real world. As each month
closed, theplanofbricksabsoibedplan
vs.-actual results. Managers looked at
the variance. They made adjustments.
Each managerkept tIack of milestones
and budgets, and at the end of each
monththeaclua1resultswerecompated
to the plan results. Managers saw the
perfmnance of their peers. Changes
were made in the plan-otganized,
rational changes-to accommodate
changes in actual conditions. Managers
were proud of their performance, and
good performances were shared with
alI. And the company lived happilye'Vl'r
after.

Summary

Beyondspecificsin themenus. please
remember that your plan is yours. You
caneasilyomit thecompanychapter, for
example, in an internal plan, or the
matketingorpemonnel~bthat

matter.Theplanisyoms.andthechoices
are yours.

Business plans don't sell new
business ideas to venture capitalists. ;I

Venture capitalists invest in people and
ideas, notpians.Abusinessplan, though
necessary, is only a way to present
information.

'ltJ
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Chapter 2:

PICK YOUR PLAN

As we noted in Chg.J1kr 1: Ifs About &W'"
businessplanningisllboutresults.Milktht 0JIfJttds
ofyour pUm match your purpose. Drm't aa:qt Q

standard outlinejust beowse it's~

In the United States business marlcet. there
isacertainstandaIdizationaboutbusir ssplans.
You can find dozens of books on the subject.
about as many websites, two or tluee serious
software products, and c::owses in hundreds of
businessschools,nightschools.andaJIIIJIlUIlity
colleges. Although there are many variations
on the theme, a lot of it is standard.

What Is a Business PI..?

A business plan is anyplan that works Cor a
business to lookahead. allocateresources,focus
on key points, and prepare Cor problems and
opportunities. Business existed long before
computers, spreadsheets, and detailed
projections. So did business plans.

Unfortunately, people thinlt of business
plansfustfuntartinganewbusinessorapplying
forbusinessloans.TheyarealsoWalfonunning
a business, whether ornot the bush needs
newloansornewimcstlllents.Busin!lS 2 need
plans to optimize growth and development
acx:ording to plans and priorities.
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What is a Start-up Plan?

Averysimple start-up plan is abare
bones plan that includes a summary,
mission statement, keys to success,
market analysis, and break-even
analysis. This kind of plan is good for
decidingwhetheromotto proceed with
an idea or venture, to tell if there is a
business worth pursuinr; but it is not
enough to run a business with. By the
way, we have a site where you can test
this quick plan for yourself, free, on the
web, at:

www.miniplan.com

Is There a Standard
Business Plan?

Anormal business plan, that follows
the advice of business experts, includes
a standard set of elements. Plan formats
and outlines vary, but generally, a plan
will include standard components such
as descriptions of company, product or
service, market, forecasts, management
team. and financial analysis.

Your plan depends on your specific
situation. Hyou're developing a plan for
internal use only, not for sendingout to
banks or investors, you may not need to
include all the background details that
you already know. Description of the
management team is very important for
investors, while financial historyis most
important for banks. Make your plan
match its business purpose.
PAGE PB
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What Is Most Important in
a Plan?

What's most important in a plan? It
depends on the case, but usually it's the
cash flow analysis and specific
implementation details.

• Cash flow because it is both vital
toa companyand hard to follow.
Cash is usually misunderstood
as profits, and they are differen t.

Profits don't guarantee cash in
the bank. Lots of profitable
companies go under because of
lack of cash. Itjust isn't intuitive.

• Implementation details because
that'swhatmakes thingshappen.
Your brilliant strategies and
beautifully formatted planning
documents are justtheoryunless
you assign responsibilities, with
dates and budgets, and lots of
following up and tracking of
results. Business plans are really
about getting results, improving
your company.

Can you Suggest a
Standard Outline?

There are predictable contents oi a
standard business plan. For example, a
business plan normally starts with an
Executive Summary, which should be
short and interesting. People almost
always expect to see sections covering

•
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the Company, the Market, the Product,
the Management Team, Strategy,
ImplementationandFmancialAnalysis.

H you have the main components,
the order doesn't matter that much. but
here's the order I suggest.

1. Executive SUIIUJ\lII}'= Write this
last. It's just a page or two of
highlights.

2. Company Description: Legal
establishment, history, start-up
plans, etc.

3. ProductorService:Desaibewhat
you'reselling. Focusoncustomer
benefits.

4. Market Analysis: You need to
know your market, customer
needs, where they are, how to
reach them, etc.

5. StrategyandImplementation:Be
specific. Include management
responsibilities with dates and
budgets.Makesureyoucantrack
results.

6. ManagementTeam:Des:ribethe
organization and the key
management team members.

7. FinancialAnalysis: Makesure to
include at the very least your
projected Profit and Loss and
Cash Flow tables.

I don't recommend developing the
plan in the same order you present it as
a finished document. For example,
although the Executive Summary
obviously comes as the first section ofa
business plan. I recommend writing it
after everything else is done. It wiD
appear first, but you write it last.

This book,. thetefexe, discusses the
businessplan inthe orderyoudevelop a
plan, rather than the order of the
document outline.

Standard Tables and
Charts

There are also some business tables
and charts that are normallyexpecled in
a standard business plan.

Cash flow is the single most
important numetical analysis in a plan,
andshould neverbemissing. Mostplans
wiD also have Sales Forecast and Profit
and Loss statements. I believe they
should also have separate Personnel
listings, projected Balance sheet,
projected Bm 55 Ratios, and Market
Analysis tables.

I also believe that every plan should
include bar charts and pie charts to
illustrate the numbers.

The following table includes a
completestandardbusiIwssplanoutline.
It explains in detall where the tables.
charts, and topics fall in a standard
outline and where you can find the
relaled discussions in this book.

P_11
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Outline order and sequence In a
standard business plan.

1.0 Executive Summary
1.1 Objectives

1.2 Mission

13 Keys to Success

2.0 Company Summary
2.1 Company Ownership
2.2 Company History (for ongoing

companies) or Start-up Plan (for
new companies.

2.3 Company Locations and Facilities

3.0 Products (or services, or
both)

3.1 Product (or service, or both)
Description

3.2 Competitive Comparison
3.3 SaleS literature
3.4 Sourcing
j.5 Technology
3.6 Future Products

4.0 Market Analysis Summary
4.1 Market Segmentation
4.2 T~getMarket Segment Strategy

4.2.1 Market Needs
4.2.2 MaT1cetTmrds
4.2.3 MaT1cet Growth

4.3 Industry Analysis
4.3.1 Industry Participants
4.3.2 Distrilndion Patterns
4.3.3 Factors ofCompetition
4.3.4 Main Competitors

PADePB
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Where the process Is covered In
this book.

Chapter 17, Strategy is Focus, helps you
write the main summary. Chapter 3, The
Mini-Plan, talks about Objectives, Mission.
and Keys to Success.

Chapter 5, Describe Your Company,
covers the company text section in your
business plan as well as the related tables,
either the Start-up or the Past Performance
table.

This is in Chapter 6, What You Sell.

We cover this in Chapter 9, Know Your
Market. Chapter 11, Market, also includes
the market analysis table and chart.

This is all in Chapter 8, The Business
You're In.

•
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Outline order and ....ence in a
standard busi__ plan (com-):-

s.o Sbateo and ImpIe......
11_ Summary

5.1 Strategy Pyramids

5.2 \fI1ue Proposition

53 Competitive Edge

5.4 Marketing Strategy

5.4.1 ftJ6iIioning Stlrtenrmt
5.4.2 Pricing S"'*SY
5.4.3 Promotion S'"*IY
5.4.4 MIIr1ceIing Prog,UIiiS

55 Sales Strategy

5.5.1 S4ks Fmmut
5.5.2 S4ks Prug/AliiS

5.6· Milestones

6.0 Management Summary
6.1 Organizational Structure
6.2 ManagementTham

63 ManagementTham Gaps
6.4 Personnel Plan

7.0 FI_nclel Plan

7.1 wtpodantAssumptians
7.2 Key Fmanciallncficators

73 Break-evenAnalysia
7.4 Projected Profit and Loss
75 Projected Cash Flow

7.6 Projected Balance Sheet
7.7 Business Ratios
7.B Long-term Plan

Where the proc... 1s COU'8zedln
this book (cozzt.):". _

Much of this is covered in 0IapIer 17,
StnIIegy is foals. 0IapIl!r 18. ItfIIh itRaIl.
also CXM!rS the I1!CXlC11IIIend Milestones
table. Implementation and pIan-vs.-actuaI
analysismmesup again in0IapIer19, PIIm
for ImplemDlllItiDn.

The sales forecast discussions and the
forecast itself are all the subject 01 this
book's Chapter 10, fOll!llJIst V_ StIles.

Chapter 7, MImtIgemmt T-. CXM!rS

this text and the Personnel Plan table.

Chapter14, 7Jze &Ibn l.iJzt. lXM!IS the
Profit and Loss and General Asswnplions
tables. Chapter 3, 7Jze MiIfi-PftDI. includes
the Break-even table as pact of the lnilial
Ass Anent You deal with Cash Row and
the Cash Flow table in Chapter 15, QIsIr is
KirIg, theBaJanc:e Sheet table in Chapter13,
AboutBusi"I55N1DnbeB. theBusinessRatios
table in Chapter 16, finisll • Fi,.ncitl/s.
and the Long-term plan in Chapter 11:1,
MIlke it ReAL
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Form Follows Function

However, as we noted in Chapter1:
Irs About Results. business planning
is about results. Make the contents of
YOlirplanmatchyourpurposeandadjust
the outline to match your type of plan.

For example, if you are developing
an internal plan for company use, you
don'tneed to include a sectionabout the
company. Ifyour plan focuses on well
known existingproducts orservices and
is intended for internal uSe only, you
maynot even need to include the details
about the products.

Another example that comes up
frequently is the level of detail required
in your market analysis. Business plans
looking for investors need to have some
convincing market data, but a plan for a
small local business, to be used mainly
by a small group of people close to the
company, may not need as much
research. Is there an opportunity to
improve the company and the plan by
learning more about the market? Then
do it. If not, it may be overkill.

Investor Summaries and
Loan Applications

Whena planis used tobackup a loan
application or explain to potential
investors, it may require a special
summarydocumentaswellas acomplete
plan. Many investors like to see a brief
summary, and a loan application doesn't
PAGE PB

PAGE 14

always require a complete plan. If you
develop your plan in the right way, you
can use the summary paragraphs of the
main sections-company, market,
product, etc.-to createthesespecialized
summary documents.

Timeframes: Is Three
Years Enough?

Regardingthespanorlength offocus
of a business plan-its timeframe
opinions vary. I believe a business plan
should normally project sales by month
for the next 12months, and annual sales
for the following two years. This doesn't
mean businesses shouldn't plan for a
longer term than just three years, not by
any means. It does mean, however, that
the detail of monthly forecasts doesn't
payoff beyond a year, except in special
cases. It also means that the detail in the
yearly forecasts probably doesn't make
sense beyond three years. Plan your
business for 5, 10, and even I5-year
timeframes; just don't do it within the
detailed context of business plan
financials.

Summary

Beyond my outline recommenda
tions above, or the specifics in the menus
ofa program suchas Business Plan ProTM,

please remember thatyour plan is yours.
You make the choices that best suit your
needs.

•
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Chapter 3:

THE MINI-PLAN

Slllrtycnubusintsspltmwitllllquidass uat.
Evenfor 1m ongoing business, tDke tire time to step
IZWtIYfrom the busintss tmd look tit tire f.usics. ~
ycnu busi1It!ss rrwrIlliers mIIh ,.,.? One of "'!I
busi1It!sssdroolprofiss0lS IISed10.10thisptOOtSS
as finding Old ·is thet! II tMre thenr

For a 6Ist loolc,. cxmsider )'OUf objectives,
mission statement. and keys to sucx:ess.

ObJecth'es

Objectives are business goals. Set your
market share objectives, sales objectives. and
profit objectives. Companies need to s~t

objectives and plan to achieve them.

Make sure your objectives are concrete and
measurable. Be specific, such as achieving a
given level of sales or profits. a perceI.tage of
gross margin. a growth rate. or a market share.
Don't use generalities like '"being the best· or
.growing rapicny- as your objectives.

Forexample, '1Jeingthe best" or·maximize
customer satisfaction· cannot reaDy be
measured. Much better objectives would set
measurablegoals. suchasholdinggrossmargin
to 25 percent as a minimum, or selling more
than $3 million. or achieving six percent profit
on sales and 10 percent retwn on equity.

P_15
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Hless tangible goals are critical to a
plan, find a way to measure them. For
example, if image and awareness are
vital, then plan for statistically valid
surveys to measure the improvements
in image and awareness. You can also
set goals for marketshare, and purchase
research to measure the actual share.
Or, if you want to focus on customer
satisfaction, plan for a survey to quantify
satisfaction or specify numerical
objectives regarding returns or
complaints.

Mission Statement

Use the mission statement to define
your business concept. A company
mission statement should define
underlying goals (such as making a
profit) and objectives in broad strategic
terms, including what market is served
and what benefits are offered.

WIIat ........ You Are In

Ask yourself what business you are
in, and don't narrow yourself down.
One of the classic business examples is
the railroads, which lost a chance to
expandin the twentiethcenturybecause
they misdefined themselves. They
thought they were in the business of
running trains on tracks. They didn't
understand theywere in the business of
transporting goods and people. When
trucks and buses and highways grew,
the railroads were left behind.
PAGEPB
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My company, Palo Alto Software, is
not in the business of software
development. It is in the business of
helping people do their own business
plans, byprovidingbusinessknow-how
through software and documentation.
The broader definition helps us
understand what we're up to.

Customer Satisfaction

Leading experts in developing
customer satisfaction look to a mission
statement to define customersatisfaction
goals. Developing customer care
programsdepends onspreading the idea
and importance within a company. That
should normally start with a statement
included in your mission statement.

Wo.Iqa"ce PIllion"'"

Some missionstatementsalso define
internal goals such as maintaining a
creativework environmentandbuilding
respectfor diversity. Experts inemployee
relations look immediately to a mission
statement fora definition ofa company's
stand on some of these fundamental
issues.

Val_Based Marketing

Experts developed the value-based
marketingframework tohelp companies
understand their business better. This
framework starts with a business value
proposition, which states what benefits

"
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to success is a great way to focus on the
main elements thatmakeyourbusiness
work.

The price that you charge per
unit. Take into account sales
discounts and specia1 offers. For
non-unitbasedbusinesses. make
theper-unitrevenue$1 and enter
yourcostsasa pehl:lltofa dollar.

Break....,... Analysis

Next comes a simple Brealc-even
Ana1ysis table as shown in Dlustration
3-1.

DIub.1Ioa 3-1: &.It.;
~

$325.00
5248.07
$94.035

~.""IJr.~~
~ f'w.taII".,...,.. C'IIIIl
&lIruIIICIlIoilllllyRHd C'IIIIl

The Break-even An8Iysis labIe CIIIcu
Iale& 8 break_ point blIsed on fixed
CIOIIllI, variable ClI5ls per unit ofsales, 8Ild
11IY8llU8 per unit of saIee.

Make the following three simple
assumptions:

• Aw:ra&eper-unjtplesprkrCper
unit rgw:nue);

a business offers, to whom. and at what
relative price level. For example:

• 'This automobile manufacturer
offers reliable, safe automobiles
for families at a relative price
premium.

• 'This fast food restaurant offers
quidtandconsistentIunchesata
low price.

Keys to Succ...

Focusing on what I call "keys to
success" is a good idea for getting a
better view of the priorities in your
business. Just about any business
imaginable is going to depend a lot on
threeorfourmostirnportant factors. For
example, in a retail business, the classic
joke is that '"location, location, and
location" are the keys to success. In
truth, that might be, for example,
location, coIMmient parlcing, and low
prices.Acomputerstore'skeystosuccess
might be knowledgeable salespeople,
major brands, and newspaper

! advertising.

Focusisveryimportant, andthekeys
tosuccessframewodchelpsyoudevelop
focus.Thereiswhatlcallalawofinverse
focus. I can't prove it with detailed
researdt but I've seen many times that,
beyondthreeorfourkeyiterns, themore
items on a prioritylist, the lesschanceof
implementation. Thinlcing about keys

•
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• Average per-unit cost:

The incremental cost ofeach unit
of sale. Hyou are using a Units
Based Sales Forecast table (for
manufacturing and mixed
business types), you can project
unit costs from the Sales Forecast
table. Hyou are using the basic
Sales Forecast table for retail,
service and distribution
businesses, use a percentage
estimate. For example, a retail
store running a 50% margin
would have a per-unit cost of .5,
and a per-unit revenue of 1.

• Monthly fixed costs:

Technically, a break-even
analysis defines fixed costs as
costs that would continue even if
youwent broke. Instead, you may
want to use your regular running
fixed costs, includingpayroll and
normal expenses. This will give
you a better insight on financial
realities.

illustration 3-2 shows a Break-even
chart. As sales increase, the profit line
passes through the zero or break-even
line at the break-even point.

•
m1lstntiOD 3-2: Break-ete1l CIutrt:

$80,000
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$40,000

$20,000
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/
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r
o 200 400 600 800 1000 1200 1400 1600 1800 2000 2200

The Break-even chart shows that the company needs to sell approximately 1,200 units per
month to break even.
PAGE PB
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Dlustration 3-2 shows that the
company needs to sell approximately
1,200 units in order to aoss the brealt
even line.This is a classic businesschart
that helps you consider your bottom
line financial realities. Can you sell
enough to make your break-even
volume?

Of course the break-even analysis
depends .on assumptions made for
average per-unit revenue, average per
unitcost andfixed costs.Theseare rarely
exact assumptions.

Market Analysis

You don't need to do major market
research fur this initial market analysis.
You may want to, and even need to, do
real researchlater on, andwe talk about
this in detail in Chapter9: KnawYour
Market (nowadays that is almost all
Internet research). For now, however,

you want to get a good educated guess
about how many potential custmters
you might hPe.

What you want at this point is a
reality check.You've alreadydeveloped
a quick break-even analysis that ties
your initial business numbers to your
required sales. So now you're going to
look at how manycustomersyou might
have, so you can think about the
importance of breaking even.

Develop a basic Market Analysis
table. Thistable&ivesyouasimple list of
rnuketsegments.Dlustration3-3shows
a Market Analysis table. Each segment
is a group of customel5. Define the
groups aCCOIding to what needs you
supply, demographic characteristics,
buyinghabits, prefeences, orwhab!'Vt!r
otherclassific:ationsystemwmIcsforyour
plan.Fill in the total potential customers
estimated and the annual growth rate
expected fur each segment.

lD..b-fl- 3-3a M..ut~ 'tl.

This _lysis table leis you sholIlI the ......:at&d llIlaI c:usbner1-.... JIUPI*" ...'
growth ndB tJr eec:h group.
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You can also use a Market Analysis
chart as a visual guide to your market
segments.

Pause for Reflection

At this point, you've defined your
business, your financial break-even
point, and your total potential rriarket.
How does your business look from this
viewpoint? Does it make sense? Can
you make the sales you need to break
even? Is the market big enough? Are
yourprojections realistic? Canyou bring
together the keys to success?

Especially for potential start-up
companies, a moment of reflection is
critical. Many people dream ofstartinga
business, but that dream turns into a
nightmare if the new business isn't
successful.

Summary

Hyouthinkyoucanmakeyourbreak
even numbers work, and you believe

.you have enough customers to make it,
then go on to develop the plan. H not,
either do more research and revise the
idea, or give up and try something else.

PAGE PB
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CIuPnat 4: STaInwe A Bus••M

Chapter 4:

STARTING A
BUSINESS

It is dimgerous 10 fall in 10cJe with the iJlea of
stIITtingymu0flRI bIIsinesswithmdIIIII1DsttDulin
the rm1ities.

Custom.... First

A business plan is not the most important
singlerequimnentforstartingabusiness.Many
other things are more impaltant. For example:

• Customer.;:The first thingyou need 10
start a business, maybe~ the only
thingyou reallyneed, is Qlstomers. II aII
starts with at least one OJstomer.

• Customer needs: Your business must
fulfill some type of customer need in
order to be successful. Sometimes
customer needs can be intangible, like
security or prestige. Some customer
needs seem frivolous, but they still
matter. Make sure there is a madcet fur
your service or product. Your busiIkSS I

will fail if it doesn't address a OJSloDler
need.

PAGE 21
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Myths on Starting a
Business

There are several myths about
owning and operating a business that
should be avoided at all costs. These
common myths cause a lot of problems:

• The myth of "being your own
boss": You are not your own
boss when you own a business.
Your customers are your boss.
Your bank is your boss. Your
fixed costs are your boss.

• The myth of "independence":
Owningabusinessdoesn'tmake
you independent-not needing
money makes you independent.
As long as you need money, you
can't be independent.

The folklore of business start-ups
generally underestimates the risks.
Imagine yourself missing mortgage
payments when you can't cover your
business costs and facing employees
when you can't make payroll. Those
negative imagesare also partofbusiness
ownership.

A Simpler Plan for Start-ups

Business advisors, experienced
entrepreneurs, bankers, and investors
generallyagree that you should develop
a business plan before you start a
business. However, not all business
plans are the same. You might develop
PaGE PB
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a fairly simple plan first as you start a
small business, and that might be
enoughforyou. You canalso startsimple
and then elaborate as you prepare to
approach bankers or investors.

Don't let me, this book, business
plan software, or any other source force
you into doing more of a business plan
than what you need. A plan can help
you move forward, make decisions, and
make your business successful. Not
every plan is the same, not every
business needs the same level of detail.

For a simple example, imagine a
woman making jewelry at home and
selling it at a local flea market on the
weekend. A business plan could give
her a chance to step back from the
normal flow and lookatways to develop
and improve the business.The planning
process should help her understand
her business. It should help her define

. what she wants from the business,
understand what her customers want,
and decide how to optimizeherbusiness
on her own terms. She might benefit
from developing a simple sales and
expense forecast, maybe even a profit
and loss, so she can plan how to use and
develop her resources. She might not
need to create detailed cash flow,
balance sheet, and business ratios. A
simple plan may be just what she needs
to get going.

For an example of the very early
stages of a plan, review the elements of
starting a business plan in the section

•



Chapter 3; The MiniP]an. This first
stage of a plan focuses only on a few
starter elements. The Mission
Statement,. Keys to Success, Market
Analysis, and Break-evenAnalysis give
you a critical head start toward
understanding your business.

However, not all start-ups are that
simple. Many of them need product
development,. packaging. retail fittinl'Jl
andsignage, offireequipment,.websites,
and sometimes months or even years
of payroll before the sales start. UnlesS
you're wealthy enough to finance these
expenditures on your own, then you'D
need to deal with bank loans or
investors or both; and for that you'll
need a more extensive business plan.
Start-up company or not,. the plan has
to meet expectations.

One suggestion for gettingstarted is
to develop yourplan instages that meet
your real business needs. A few key text
sectionsmightbe enough to discuss the
plan with potential partners and team
members, asafirstphase. You maywell
want to add a basic sales and expense
forecast, leading to profit and loss, as
next phase. Adding business numbers
helps you predict business flow and .
match spending to income.

This might be an intermediate pIan.
inCOIpOrating a more extensive outline
and business analysis as shown on the
following page.

Ultimately, the choice of plan isn't

based as much on the stage of business
as it ison the type ofbusiness, financing
requirements, and business objec~.

Here are some important indicators of
the level of plan you'll need. even as a
start-up:

• Some of the simpler businesses
keep a plan in the head of the
owner, but every bush ess has a
plan. Even a one-person
business can benefit from
creating a plan document with
ideas written down, because the
process is valuable. The exercise
of producing a plan is a useful
process.

• As soon as a second person is
involved. the need for planning
multiplies. The plan isaitical for
communicating values, goals,
strategies, and detailed
implementation.

• As soon as anybody outside the
company is involved. then you
have to provide more
information. When a plan is for
internal use only, you may not
need to describe company
history and product features, for
example. Stick to the topics that
add value, that make you think.
that help support decisions.
Whenyou involYepeopleoutside
the company, then you need to
provide more background
information as part of the plan.
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Simplified Business Plan Outline

Outline Topic Table Chart

1.0 Executive Summary Highlights

1.1 Objectives

1.2 Mission

1.3 Keys to Success

2.0 Company Summary Start-up Start-up

3.0 Product Description
U4.0 Market Analysis Summary Market Analysis Market Forecast

4.1 Marlcet Segmentation

4.2 Target Market Segment Strategy

4.3 Marlcet Needs

4.4 Competition and Buying Patterns

5.0 Strategy and Implementation Summary Annual Sales

5.1 Competitive Edge

5.2 Sales Strategy Sales Forecast Monthly Sales

6.0 Management Summary

7.0 Financial Plan

7.1 Break-even Analysis Break-even Break-even

7.2 Projected Profit and Loss Profit and Loss •7.3 Projected Cash Flow Cash Flow Cash Flow
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• For discussion purposes, text is
enough to geta plan started. Try
describing your mission,
objective, keys to success, target
marlcet, competitive advantage,
and basic strategies. How well
does this cover your business
idea?

• Can you live without a sales and
expense forecast? Sometimes
the one-person business keeps
numbers in its (the owner's)
head. However, it's much easier
to use tools that can put the
numbers in front of you. and
add and subtract them
automatically. That's where a
plan helps.

• DoyoureaDyknowyourmarket?
A goodmarket analysis can help
you see opportunities thatmight
not otherwise be obvious.
Understand why people buy
from you. What are the needs
beingserved? Howmanypeople
are out there, as potential
customers?

• Do you manage significant
amounts of inventory? That
makes your cash management
more complicated. and usually
requires a more sophisticated
pIan. You need tobuyinventory
befOie you sell it.

CiIAPIEIl4; STA11ft18 A Buill •

• Doyousel1onaedit? Hyouare
a business se1Iing to businesses,
then you probably do have to
sell on aedit,. and that nonnally
means you have to manage
money owed to you by your
customers, called accounts
receivable. Making the sale is no
longer the same thing as getting
the money. Thatusually requires
a more sophisticated plan.

• Do you do your taXes on a cash
basis, or accrual basis? H you
don't know, and you are a very
small (one persoll, maybe 2-3
people) business. then you're
likely tobe on a cash basis. That
makes your planning easier.
However, most businesses big
enough to wodc with a CPAand
have separate taxstaternentsuse
accrual accountingbecause they
want to deduct expenses as they
are incurred. even if they aren't
fu1lypaid for. By the timeyou are
using acaual accounting. you'll
probably need more
sophisticatedcash flow tooJs,and
a more extensive business plan.

• As you approach banks and
otherlendinginstitutions,expect
to provide more detail on
personaJ net worth. collateral.
and your business' financial
position. Somebankswillaccept
a very superficial business plan

"J1l
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as long as the collateral looks
good. Others will demand to see
detailedmonthIyprojections. No
bank can lend money on a
business plan alone; that would
be against banking law. But a
good bank wants to see a good
plan.

• If you're looking for venture
investment, take a good look at
yourplan. Professional investors
will expect your plan to provide
proof, not just promises. They'll
want to see market data,
competitive advantage, and
management track records.
They'll want to see robust and
comprehensive financial
projections. True, you'll hear
stories about investors backing
new companies without a plan,
but those are the exceptions, not
the rule.

So, howeveryou cutit, yourbusiness
plan isvel}' important, even at the early
start-up stage, and even ifyou can keep
it in your head. Before you purchase
business stationery, telephones, or rent
a location, you should do a business
plan.

Realistic Start-up Costs

Businesses spend money before
they ever open their doors. Start-up
expenses are those expenses incurred
PAGE PB
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D1ustration 4-1: Start-up
Costs

II'i':;~;:
Legll '""""""'''''''''''''-=
Stationery, etc.
Brochur••
Conlultlntl
Inluranel
Rent
R••••rch and Development
Expenled Equipment
Other
ItglllL.

$*~ijt!l""A"""
Cash Requirements
Seart-up Inventory
Other Short·term Ala,ts
Total Short·term Assets

Lon ..term A.....

lOll at St"t-u
Total Ca Ital
foialeii Ita ••.
Check line

Start-up table for a hypothetical home
office resume service.

so
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before the business is running. Many
peopleunderestimatestart-upcosts and
start their business in a haphazard,
unplanned way. This can work, but is
usuallya harderway to do it. Customers
are wazy of brand new businesses with
makeshift logistics.

Use a start-up worlcsheet to plan
your initial financing. Youll need this
information to set up initial business
balances and to estimate start-up
expenses, such as legal fees, statioIlety
design. brochures, and others. Don't
underestimate costs.

Dlustration 4-1 reproduces a typical
Start-up table for a home office, service
business-in this case a resume writing
service. The iISllUD\ptions used in this
illustration show how even simple,
service-based businesses need start
up money.

Understand the Risks

I've spent many years as an
entrepreneur and working with
entrepreneurs. I understand and
sympathize with the urge to create
something, tobuildyour own andmake
it work. However, fve also seen the
disaster of the business start-up that
absorbs more money than it should.
and optimistic owners who keep
dumpingmore moneyinto a lost cause,
digging themselves deeper into a hole
instead of getting out of it.

CMAnD4:s-n-.Bu••

The following illustrations outline
the start-up costs for three different
companies. The first, D1ustration 4-2.
shows actual numbers for a ~..uccessiul
service company. illustration 4-3 shows
a successful product company, and
D1ustration 4-4 shows a failed product
company.

illustration 4-5 is a chart of all of
these start-up companies. The lines
indicate the cumulativebalanceforeach
business. This balance stands for how
much money is spent or received. and
how much money is at risk.

Both the SUI' essful and the failed
product company launches look the
same in the beginning. The sucxessfuI
launch turns upward and generates
money, but the unsuccessful launch
never does. The service company, in
contrast. generates less money but also
risks less money.

The chart in illustration 4-5 makes
two important points about money at
risk in different kinds of businesses:

• Product businesses usually
require more inwstment than
service businesses.

• '"Bootsbapping'" (starting the
business without start-up
capital) is much harder for
product businesses than service
businesses.

t &
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mustration 4-2: Successful Service Start-up
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mustratiOD 4-3: Successful Product Start-up
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A table comparison of start-up numbers for one service and two prodUct businesses.
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Friends and Family Funding

If I could make only one point with
budding entrepreneurs, it would be that
youshouldknowwhat moneyyou need,
and understand that it is at risk. Don't
bet money you can't afford to lose.
Know how much you are betting.

111 always remember a talk I had
with a man who had spent 15 years
trying to make his sailboat
manufacturingbusinesswork. achieving
not much more than aging and more
debt. Mil I can tell you only one thing,"
he said, Hit is that you should never take
money from friends and family. If you
do, then you can never get out.
Businessessometimesfail, andyou need
to be able to close it down and walk
away. I wasn't able to do that.H

The story points out why the U.S.
government securities laws discourage
getting business investments from
people who aren't wealthy,
sophisticated investors. They don't fully
understand how much risk there is. If
your parents, siblings, good friends,
cousins, and in-laws will invest in your
business, they have paid you an
enormous compliment. Please, in that
case, make sure that you understand
how easily this money can be lost, and
thatyou make them understandas well.
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Although you don't want to rule out
startingyour companywith investments
from friends and family, don't ignore
some of the disadvantages. Go into this
relationship with your eyes wide open.

Licenses, Permits, and
Legal Entitles

See an Attorney

Make sure you know which legal
steps you must take to be in business.
I'm not an attorney, and I don't give
legal advice. I do strongly recommend
working with an attorney to go through
the details of your company's legal
establishment, licenses, and other items
covered here. By including this
information in this book, I don't mean
to imply you should do it yourself.

The trade-ofts involved in
incorporation vs. parmership vs. other
forms of business are significant. Small
problems developed at the early stages
of a new business can become
horrendous problems later on. The cost
of simple legal advice in this regard is
almost always worth it. Starting a
company should not involve a major
legal bill except in special cases. Don't
skimp on legal costs.

•
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Lice..... and Permits a..
Usuany Local ..._

It's hard to generalize on licenses
and permits, because some of these
depend on where you are, and some
dependonwhatyoudo.Whenindoubt.
you should check with local sources. If
you don'twant to gostraight to the local
government and ask your questions
directly, then ask at a Chamber of
Commerce, or Small Business
Development Center (SBOO.

For example, many cities have
zoning laws that define where you can
put retail stores, office space, and
industries. Few of these affect the small
home-based business, but it's not
unusual to have zoning laws prohibit
signs on lawns or houses.

Some types of businesses require
local or state licenses. This depends on
whereyou are, butbusinessesincluding
daycare, hair care, food service, and of
CXJUISe bars and nighclubs often require
special licenses.

R...le Uce_ and
Sal.. Tax..

In states that have sales tax, state
authorities manage a system that sets
reseller businesses into a special
category, so they don't have to pay
sales taxes on items they buy for resale.
The required papenvorlt and the state
offices that manage it are different in
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many states, so you'D have to ask state
offices for your state as you establish
your business.

Taxpayer ID and
Employer Nu........

Employer ID numbers (EIN) are
assigned by the IRS and state tax
authorities. Ifyou don'thaveemployees
and you haven't established a
corporation, then your Social Securily
number is your federal taxpBJIl'r fD. If
you've established a COipOlation or you
have employees, then you must have a
federal EIN, which is assigned by the
federal IRS. In most states, the state
assigns a separate state number.

The Busln...Entity

The pros and cons of different
business formations are worth
understanding. They vaJY by state -
this is not a good area em guesswodt.
and not a good place to save money, so
please go through this with a local
attorney you can trust. The following is
for background information.

Although the details vary. it starts
with the choice between sole
proprietorship, partnership.
corporation,. or the more trendy Limited
Liability Company. LLC Within the
corporation classification you have
additional choices, between the
standard corporation or the small
business S OOlpmation.



HURDLE: THE BOOK ON BUSINESS PUNNING

The Simplest Form is the
Sole Proprietorship

The simplest form is the sale
proprietorship. Simply put, your
business is a sale proprietorship if you
don't create a separate legal entity for it.
This is true whether you operate it in
your own name, or under a trade name.
If it isn't your own name, then you
registera companyname as a "Fictitious
Business Name," also called a DBA
("Doing Business As"). Depending on
your state, you can usually obtain this
through the county government, and
the cost is no more than a small
registration fee plus a required
newspaper ad, for a total of less than
'$100 in most states.

The main disadvantage of the sale
proprietorship is the lack of a separate
entity, which means you have personal
responsibility for it. If the business fails
then its creditors can go after your
personal assets.

Tax treatment is quite simple, your
profit and loss goes straight through to
your personal taxes. Your business
income is normally on Schedule C of
your tax return. This can be good or bad
for your tax situation, depending on
where you stand with oth~ income.
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Partnerships

Partnerships are harder to describe
because they change so much. They are
governed by,state laws, but a Uniform
Partnership Act has become the law in
most states. That act, however, mostly
sets the specific partnership agreement
as the real legal core of the partnership,
so the legal details can vary widely.
Usually the income or loss from
partnerships pass through to the
partners, without any partnership tax.
The agreements can define different
levels of risk, which is why you 'Il read
about some partnerships that have
general partners and limited partners,
with different levels of risk for each. The
agreement should also define what
happens if a partner withdraws, buy
and sell arrangements for partners, and
liquidation arrangements if that
becomes necessary.

. If you think a partnership might
work for your business, make sure you
do this right. Find an attorney with
experience in partnerships, and check
for references ofpresentandpastclients.
This is a complicated area and a mistake
in the agreement will cause a lot of
problems.

•
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Corporlltlo...

Corporationsareeither the standard
C corporation or the small business S
corporation. The C corporation is the
classic legal entity of the vast majority
of successful companies in the United
States. Most lawyers would agree that
the C corporation is the structure that
provides the best shielding from
personal liability for owners, and
provides the best non-tax benefits to
owners. This is a separate legal entity,
different from its owners, which pays
its own taxes. Most lawyers would also
probably agree that for a company that
has ambitions of raising major
investmentcapitaland eventuallygoing
public, the C corporationis the standard
form of legal entity.

The S corporation is used for family
companies and smaller ownership
groups. The dearest distinction from C
is that the S corporation's profits or
losses go straight through to the S
corporation's owners, without being
taxed separately first. In practical terms,
this means that the owners of the
corporation can take their profits home
without first paying the corporation's
separate tax on profits, so those profits
are taxed once for the S· owner, and
twice for the C owner. Inpractical terms
theCcorporationdoesn'tsenditspr06ts
home to its owners as much as the S
corporation does, because it usually
has different goa1s and objectives. It
often wants to grow and go public:. or it

already is public. In most states an S
corporation is owned by a limited
nwnber (25 is a common maximum) of
private owners, and corporations can't
hold stock in S corporalions. jusl
individuals.

Corporationscan switch from C to S
and back again. but not often. The IRS
has strict rules for when and how those
switchesaremade.You'Ua1mostalways
want to have your ~A, and in sane
cases your attorney, guide you through
the legal requirements for switching.

LLC (U...... LIIIIII__
C_...ny)

Becareful with thisone.because the
LLCfonnisdifferentfordifl'erentstates,
with advantages in some states that
aren't relevant in others. An LLC is
usually a lot like an S corporation. a
combination ofsome limitation un legal
liability and some favorable tax
treatment for profits and transfer of
assets. This is a~ form of legal
entity, and often harder to eslablish
than a corporation.

Why would you establish an LLC
instead ofa corporation? That's a tough
legal question. not one _ can~

here. In general. the ILC has to be
missing two of the four characteristics
of a corporation (limited liability,
centraHzed management. continuity of
lire, andfreetransferabiIityofownership
interest). Still. with the advisabilityand

PAGE 33

-A



HURDLE: THE BOOK ON BUSINElIS PLANNING

advantages varying from state to state,
here again, this is a question to take to
a good local attorney with small
business experience.

Business Names,
Trademarks, Copyrights,
etc.

The two concerns for start-up
business names are the legal
requirements, and the commercial use.
We are talking about the name of your
business, in this section, not your
trademaIks, or service marks, logos, or
slogans. We are not attorneys, we do
not give legal advice, so be sure to check
with an attorney early on as you build
your business. Trademark law protects
product names, logos, trade names,
even some slogans as trademarks or
service maIks. Copyright law protects
works or art, fiction, movies, art,
sculpture, and other creative works.
Business law, however, does not fully
guarantee you the exclusive use ofyour
business name. To get close to
exclusivity, you have to be first, you
have to be national, and you have to be
alert.
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Owning and Establishing
a Business Name

The most common
misunderstanding about business
names is about registering, protecting,
andreservingbusinessnames.Youcan't
reserve a business name completely,
you can't have exclusive use. Think of a
business name as a lot like a personaI
name, in that the first or oldest John
Smith cannot claim exclusive use of tha t
name. He can't make all the other John
Smiths change their names. So tou, the
first Smith's Restaurant can't stup all
other Smith Restaurants from using that
same name. McDonald's Hamburgers
can't make McDonald's Hardware Store
change its name, and McDonald's
Hardware Store in Manhattan can't sue
McDonald's Hardware Store in San
Francisco.

However, just as you have rights to
your own identity, so does your
company. One John Smith can sue
another John Smith for using his
identity, having bills sent to the wrong
address, or purposelyconfusing people.
McDonald's Hamburgers can sue just
aboutanybodytryingto use McDonald's
for a business selling fast fouds.

The confusion starts beca use
business names are registered by
different authorities in different places,
and on different levels.

•

•
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• The first and simplest business
name is your own name, which
might beenough for John Smith
using Smith Consulting or
hostingSmith'sRestaurant. This
kind of business name normally
requires no additional
paperwork, although most
business owners end up
registering a name anyhow to
establish their legal claim to it

• The second normal common
level of business names is called
DBA (for "Doing Business As")
or Fictitious Business Name,
which gives an individual the
right to operate undera business
name with signs, bank accounts,
checks, and so on. These are
generally registered and
legalizedbycountygovernments
within states. There might be a
McDonald's Hardware Store as
a DBAin manycountieswithin a
given state, and across many
different states. To register a
businesswithafictitiousbusiness
name, call your county
government for details. You can
expect thatyou'U have tovisitan
office in the countygovemment,
pay a fee of less than $100, and
do some legala~ also
less than $100, probably using
formsyou can fill outin the same
office. Somebody will probably
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look up the regishy to make sure
that yours is the first business in
the county with that name.
Details will actually vary
depending on which county
you're in

• Thethirdlevelisthecorporation,
regardless of its various
corporate entities. Whether they
are S Corporations, C
Corporations, LLCs, or
whatever, a corporation is
registered at the state level and
no two can have the exact same
name in each state. However,
there is no guarantee that there
won't be many businesses
registered as McDonald's
Hardware Store in several
counties in a statl'. and a
corporation registered as
McDonald's Hardware
Corporation. This kind of
duplication happens. To
establish a corporation. you can
use national services such as

WWW.liiYQl1poaatioD.com.

oralocalattomey.Thecotporate
forms will go to the state, and
details wiD depend on which
state you're in
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Even though duplicate business
names are very possible, and quite
common, you do still have the right to
protect and defend you own bus~ness

name, once you've built the busmess
around it. The key to this is confusion
andconfusingidentity. Aswesaid above,
one John Smith can sue another John
Smith for purposely confusing their
identities. So too, McDonald's
Hamburgers can and should sue
anybody who starts a new restaurant
named McDonald's serving fast foods.

On this point, when one business is
confused with another, being first
matters. When somebody tries to
establish a second McDonald's
Hardware where it would confuse
people with the first, then the first
McDonald's has a legal right to prevent
it. If the second store puts up a sign,
then the first store should take quick
legal action to stop it. The longer the
first store ignores the second, the better
the case of the second store. When the
whole mess goes to court, the first one
to use the name islikely to win, butif the
first one sat quietly while the other one
built the name, thenthereis more doubt.
An existing business should always
watch out for people using the same or
confusingly similar names, because the
sooner it complains, the better for its
legal arguments.
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Researching Whether a
Name Is Available

So you see you can't absolutely
guarantee that nobody has the name
you want, but you can at least try. The
fastest and simplest way to start
researching a name is to do an Internet
search. Search about half a dozen of
your favorite searchers and see whether
or not the name you're considering is
already taken. You don't want to name
a business with a name that can cause
problems later, because it confuses you
with other businesses. That's obvious,
but how do you research a name to
make sure there won't be a conflict?
There is no single sureway, but here are
some suggestions:

• Search the Web. Start with your
favorite searches and see
whether anything turns up on
the company name you're
considering. You can also go to
the U.S. Patent and Trademark
Office website

www.uspto.gov/

or KnowX.com

www.knowx.com

or similar searcher sites.

•



• Search the Internet domain
names. There are several
searchers that offer access to the
"whois" database of Internet
sites. The most traditional site
for this is the one at Networlt
Solutions

www.networksolutions.com/cgi
bin/whois/whois

• See an attorney. Since you
probably want to talk to an
attorney about the correct
businessentitiesand otherstart
up matters, you may also ask
yourattorneyabout checkingon
business names. Generally you
want to do your awn check first
to catch any obvious conflicts.

Ultimately, you really protect your
business name only by using it.
Cmporations are registered by states,
and factitious business names are
regisleled in counties. Registering a
name doesn't really protect it though.
because the same name could legally
exist in many other states, many other
counties.

You could be Acme Corporation in
Dlinoisand legallyawn thatcorporation
in that state, but there could be another
Acme Corporation in every other state,
and every one of them is legal until you
win a lawsuit proving that they are

CIulna 4:S~A Bul••••

tradingon the c:ommen:ial inleleslsyou
own. When you really get protection is
whenyou use that name, and the:efore
when you find somebody else using it
you can pnM! that you had it first. so
they are trading on your name. There
are lots of McDonald's restaurants
around, and McDonald's can't stop
theIn from using that name if.they had
it early enough. and especially if they
aren't pretending to be a fast food
hamburger-joint.Theattempttoconfuse
is vety important.

Choosln8 • Busln...
N....

The choice of a business name is
vety important. worth taking time to
develop. Don'tendupwith aname that
you can't live with. LookCorsomething
that describes your business, is easy to
explain. fits on the signs, and wodcs.
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TELL YOUR STORY

A standard business plan includes company
backgroundinformation,history,andbasicdescriptions.
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ChapterS:

DESCRIBE YOUR
COMPANY

This isa8'JOdtimelrlaplldnymuWilifJ'Diyand
~ofitslllUlnfyingsb'*B!l,sudI/I$wmpe'ililJe

edgeand~ ptopc;oititm, /1$ VJtll /1$ 5tablishiJJg
bt1se-1ine 1UImIJmforymupliDt.

I find switching modes like this, from
numbers to text and back. helps keep the
process fresh as you develop your plan. This
chapter will cover a table or two, either past
performance or start-up costs, depending on
your specific plan.

You're probably noticing by now 'hat
developing a business plan doesn'l really
happen in a straight logical order of steps. It
isn't really a sequential pi' • ;s For example.
you looked at your madcet numbers first while
doing the Initial Ass+ ment. Chapter 3; The
MiniPJan, and will again asyou focus on more
detail for the Muket Analysis topic. You'D
probably visit those numbers again as you do
theIndustryAnalysis.Jnmmingchaptersyou'D .
project your saIes. personnel. and profits, but
you'D probably have to revise those numbers
when you look at your balance sheet and cash
flow.
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Ifyou are starting a business, please
go now to Chapter 4: Starting a
Business dedicated to issues in starting
a business. I don't want to interrupt the
flow of the plan with that discussion at
this point, particularly for those who
are working on an ongoing business.
However, if you are starting a business,
and haven't read Chapter 4, please read
that chapter now and then return here.

Company Information

As discussed earlier in Chapter 2:
Pick Your Plan. my recommended
business plan outline includesa chapter
topic on your company, right after the
Executive Summary. I poirited out then
that you may not need to include this
chapter if you are writing an internal
plan. However, any outsiders reading
your plan will want to know about your
company before they read about
products,markets, the rest of the story.

Summary Para.raplt

Start the chapter with a good
summary paragraph that you can use
as part of a summary memo or a loan
application support document. Include
the essential details, such as the name
of the company, its legal establishment,
how long it's been in existence, and
what it sells to what markets.
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L.... EntIty Own.....p

In this paragraph, describe the
ownership and legal establishment of
the company. This is mainly specifying
whether your company is a corporation,
partnership, sole proprietorship, or
some other kind oflegal entity, such as
a limited liability partnership. You
should also explain who owns the
company, and, if there is more than one
owner, in what proportion.

If your business is a corporation,
specify whether it is a C (the more
standard type) or an S (more suitable
f~r small businesses without many
different owners) corporation. Also, of
course, specify whether it is privately
owned or publicly traded.

Many smaller businesses, especially
service businesses, are sale proprietor
businesses. Some are legal partnerships.
The protection of incorporating is
important, but sometimes the extra legaI
costs and hassles of turning in corporate
tax forms with double-entry
bookkeeping are not worth it.
Professional service businesses, such
~s accounting or legal or consulting
firms, may be partnerships, although
that mode of establishment is less
common these days. If you're in doubt
about how to establish a start-up
company, consult a business attorney.

•
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Locallo_ _II FIlClIItI_

Brieflydescribe officesandlocations
of your company, the nature and
function of each. square footage, lease
arrangements, etc.

H you are a service business, you
probably don't have manufacturing
plants anywhere, but you might have
Internet services, office facilities, and
telephone systems that are relevant to
providing service. It is conceivable that

I your Internet connection, as one
hypothetical case, might be critical to
your business.

H you're a retail store, then your
location is probably a critical factor, so
explain the location, traffic patterns,
parlcingfacilities, and possiblycustomer
demographics as they relate to the
specific location (your Market Analysis
goes e1sewhere, but if your shopping
center location draws a partiaJlar kind
of customer, note that here).

Hyou are manufacturing, then you
may have different facilities for
production, assembly, and various
offices. You may have manufacturing
and assembly equipment, packing
equipment docks, and other facilities.

Depending on the nature of your
pIan. its function and purpose, you may
want to include more detail about
facilities as appendices attached to your
pian.

CIW'IU 5: .......__ Cal AllY

Forexamp1e, ifyourbusiness plan is
intended to help sen your company to
new owners. and you feel that part of
the value is the facilities and locations,
then you should include all the detail
you can. H you are describing a
manufacturing business to bankers O£

imestors,oranybodyelsetIyingtovalue
your business, make sure you provide a
complete list and alI neo ES ill)' detail
about capital equipment, land, and
building facilities. This kind 01
information cail makea rnajordilference
to the value of your business. On the
other hand, if your business plan is for
internal use in a sma1l company with a
single office, then this topic might be
irrelevant.

ThlnkSbateslcal1y

Oneofthe mostva1uablebenefitsof
dewloping a business plan is thinking
in depth about your company. You
started that as part of Cbapb:r 3; The
MiniPtan. asyou entereddraftsofyour
objectives, mission statement. and keys
tosuccess.A standardplanalsoindudes
sections in the strategy chapter that
provide deep badcground for strategy.
This isagood point for developing those
texts.
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V.lue Proposition

Value-based marketing is a useful
conceptual framework. The value
proposition is benefit offered less price
charged, in relative terms. For example,
the auto manufacturer, Volvo, has for
years offered a value proposition based
on the value of safety, at a price
premium. A more detailed discussion
of this framework can be found in
Chapter 17: Strategy Is Focus.

Competltlye IId,e

So what is your competitive edge?
How is your company different from all
others? In what way dDes it stand out?
Is there a sustainable value there,
something that you can maintain and
develop over time? The classic
competitive edges are based on
proprietary technology protected by
patents. Sometimes market share and
brand acceptance are just as important,
and know-how doesn't have to be
protected by patent to be a competitive
edge.

For example, Apple Computer for
years used its proprietary operating
system as a competitive edge, while
Microsoft used its market share and
marl<et dominance to overcomeApple's
earlier advantage. Several
manufacturers used proprietary
compression to enhance video and
photographic software, looking for a
competitive edge.
PAGEPB
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The competitive edge might be
different for any given company, even
between one company and another in
the same industry. You don't have to
have a competitive edge to run a
successful business-hard work,
integrity, and customer satisfaction can
substitute for it, to name just a few
examples-but an edge will certainly
give you ahead start ifyou need to bring
in new investment. Maybe it's just your
customer base, as in the case with
Hewlett-Packard's relationship with
engineers and technicians, or it's image
and awareness, such as with Compaq.
Maybe it is the quality control and
consistency Df IBM.

The most understandable of the
competitive edges are those based on
proprietary technology. A patent, an
algDrithm, even deeply entrenched
know-how, can be solid competitive
edges. In services, however, the edge
can be as simple as having the phone
number 1 (800) SOFIWARE, which is
an actual case. A successful company
~~ built~round tilatppone number__ .

--_. ----

Baseline Numbers

While we're focusing on the
companydescription. let's establish the
starting numbers that form the basis of
your cash flow and balance sheet in
Chapters 13-16. For ongoing
companies, your starting balance for
the future is the last balance from the
past.

•
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Past performance explained here is
for ongoing companies. H you are a
start-up business, skip to the section
called Start-up Costs for Start-up
Companies.

CHAPla5: D... Call.....,

Dlustration 5-1 shows a sample
listing of recent financia] results fur" an
ongoing company. Generally three
years is good enough. You should have
these numbers as part ofyour standard
business accOWlting.

•
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Ongoingcompaniesneed to include
a summary of company history, as a
topic in your text. ITyou are an ongoing
company, then you'll need to present
financial results of the recent past, and
this text section is where you explain
them.

Explain why your sales and profits
have changed. IT you've had important
events like particularly bad years or
good years, or new services, new
locations, new partners, etc., then
include that background here. Cover
the founding ofthe company, important
events, and important changes.

Your first consideration is the needs
of your reader. This isn't a history
assignment. Give the reader of the
business plan the background
information he or she needs to
understand your business.

For your financial analysis as an
ongoingcompany,youwillwanttomake
sure you have some very important
highlights of your company's past
financial performance, as shown in the
previous table.

Start-up Cosh for
Start-up Companl.s

The start-up company should
include a start-up table instead of the
past performance table. illustration 5-2
is a simple example.
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.ten-up Expe"•••

The first portion of the sample start
up table estimates start-up expenses.
Make, sure first of all, that you
understand expenses, which are
different from assets. You can check
with the glossaryfor a detailed definition
of expenses, but basically your start-up
expenses are like those shown in the
example. Start-up expenses are only
those expenses incurred before the start
of the plan. If they come after the start
of the plan, they belong in the profit and
loss table in the appropriate month. In
the example, the total is $18,350.

The table shows some common
types ofstart-up expenses, such as legal
costs, stationery, and brochures. One
category that frequently generates
questions is the so-called "expensed
equipment," which is used for office
equipment such as computers and
telephones that the taxauthorities allow
a business to report as expenses. While
these purchases might normally be

. assets, they are expensed because that
reduces taxable income, and the
government allows using them as
expenses instead of assets.

Product development expenses
occasionally cause confusion because
some people want to make them assets,
but they are almost always expenses.
The trouble is that although you'd like
to think of product expense as
developing future assets, that's not the
normal tax treatment.



Use the start-upworksheet to pIBn your
inIIaltli'lanclng.

..

LII.'
Statlo••", ole.
B..e~...o
Co•••"'."
1II0.,ucaE.,...... E"......
Olllo,

$1,000
$3,000
$5,000
$5,000

$350
$3,000
1000

CHAP1'EII5: Due Fee ..... Cc MY

.,.",........
The second portion of the sample

start-up table estimates the assets your
business will have atstart-up, including
starting cash. inventory (except for
service companies), and others. The
exampleshowsjusttwocategories. cash
and other short-term assets, because it
was taken from a service mmpany that
hadnostartingimentoryrequirements.
Office furniture. shelving and signage
are often start-up assets. The total in
the example is $32.000.

Don't confuse expenses and assets.
Assets are goods and documents that
have transferable value. Assets make
thecompany'sbalancesheet lookbetter.
However, given a choice, mosl
companies prefer to deducl Ih"ir
purchases as expenses rather than store
them up as assets. For example. in the
United States a computer purchase can
be treated either as an asset or an
expense, depending on conditions set
forth in federal tax law. When you can
choose, you nmmaDy want to expense
your pun:hases because then you can
deduct those expeuses from iraoOlue.
This is why we have "expensed
equipment" among the expenses.

Your starting cash is your most
critical input. Don't expect to get it right
the first time without adjustments.
Normally you start by putting a simple
educated guess into this ceu. typing in
an amount equal to what you think
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should be your business checking
account bank balance when you start.
After that, you continue working with
othertables inyourplan, indudingsales
forecast, personnel, and profit and loss,
developing estimates for the values in
those tables. If you are like most start
ups, as you refine your estimates you'll
discover that your Cash Flow table has
a negative balance. If you do have this
negative balance, that's an indication of
typical negative cash flow of start-up
companies. To complete your plan,
you'll have to go back to the Start-up
table and increase the estimate for
starting cash until the starting cash is
enough to eliminate any negative
balances in the cash flow projections
for the following months. For example,
if your cash flow indicates a negative
balance of $-8,000 in the worst month,
and your original estimate of starting
cash was $15,000, then you would need
to increase your estimated starting cash
by $8,000 to cover the estimated deficit
in the cash flow for the first few months.
That would require a starting cash
balance of$23,000 ($15K + $8K). In the
example the starting cash is $25,000
insteadof$23,OOObecause that'sa round
number and adds a slight cash buffer.

illtimately the cash in the starting
balance comes from the money you
raise as loans and investments. If you
need more cash, you need to raise more
money. If you raise more money, then
you need to increase your cash. The
P_PB
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startingcash is oftenanimportant logical
check, which you increase or decrease
to make your balance correct. In the
example, this companyis raising$50,350
as a combination of loans and
investments, and it has a total of$50,350
combined between start-up expenses
and start-up assets, so its start-up table
is correctly balanced. If it had raised
$100,000, but you only had $50,350 in
assets and expenses, then it would have
lost$49,650 as accounted for funding. It
could correct that situation by putting
an extra $49,650 into its starting cash,
which will increase your assets by
$49,650.

Importll7lt: The CQSh you want to
have in the bank at start-up is different
from the money raised to start the
business. The total money raised must
match what was spent as expenses and
assets. The cash at start-up is one oj
the assets. If you increase the amount
of money raised, then you have to
increase the start-up assets, usually by
increasing the starting cash.

You have to fund start-up expenses
as well as starting assets.

TIle .,."..""
..qll',.m."t.

The total start-up requirements,
which is shown in the middle of the
table, is the sum of start-up expenses
and start-up assets. This is the money
you've decided you need -- by

•
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estimatingstart-up expenses and start
up assets -- to start the business. The
'left to finance' amount shows up as a
positivenumber onlywhenyou haven't
providedenoughfundingtofinanceboth
expenses and assets. H it shows as a
zero, you may have exactly the right
amount or too much.

Youam tell t1rIltyou1ume1lOtaa:Ollllted
furaHyourinamringfirumcibyloolcingat
the "loss at start-up" oalue below. That
shouldbe thesanJellumberas totalstQrt-up
expenses (exapt negatiueJ. If it is more
negatiuetlumstart-upe:rpensesarepositiue,
thenyoulumelmJughtmftmdsthatlume1l't
been aaxJII1ded fur. You am fix that by
addirrgmoremtJfIeY mID yeJllTSbli tillgcash
ID accountfur theadditimlalfi1umci1Jg.

.,."."" PrJ"""",

The third portion of the table
contains your estimates for start-up
funding. including investments, loans,
and unpaid bills.

Investment is money that you or
yourinveslUis sinlc into the business for
good. You don't expect to get it baclc.
Borrowing is money loaned to the
business -- including loans as simple as
purchases with credit cards and unpaid
bills,. calledunpaid expenses. Loans can
be unpaid expenses. short-term loans,
or long-term loans. You need to invest
and borrow enough money to equal the
start-up expenses and start-up assets.

..-. ", .,.,..
Your loss at start-up should be

exactlyequal to your start-up expenses..
but in the opposite direction. In the
example, the start-up expenses total
$18,3S0, so the loss at start-up should
be exactly -$18,350. This is COllect

accounting. These are expenses taken
against future income, andyou have no
income, so you have a loss. This is
normal since the vast majority of start
up companies start with a loss.

The rule of accounting is that assets
are equal to investment pIus loans. That
is the same as capital being equal to
assets minus liabilities. which is also
your company's net worth. In order to
make your balance 'OIled as you start
your company, you must recognize a
loss at start-up thatyouam calculate as
whatever number it· takes to make
capital equal to assets minus liabilities.
For example, if you have $32.000 in
assets and$350in liabilities,yourcapital
shouldbe$31,650 (assetsJessliabilities).
Hyou invested $50,000 in this case but
your capital is only $3l.65O, then your
loss at start-up has to be $18,350. The
original $50,000 investment minus the
$18,3S0 loss at start-up gives you the
correct number for capital, $31,650
(assets are equal to capital plus
liabilities). Your loss at start-up should
normally be equaI to start-up expenses,
but it will be calculated as whatever
number it takes to make investment
and borrowing equal to start-up assets.
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This makes your balance correct at the
start.

IT your loss at start-up is greater
thanyourstart-up expenses, this means
that you haven't accounted for all of the
money you raised in investments and
liabilities. Remember, all the money
has to be accounted for as either
expenses or assets. If your loss at start
up is less than your start-up expenses,
you haven't raised enough money to
meet your funding requirements.

To reduce the loss at start-up, you
can do several things:

• Reduce start-up expenses.

• Increase start-up assets.
Normally you increase these by
increasing cash. This happens
often while you're developing a
plan, because you discover cash
needs by estimating future cash
flow. Remember, when you
decide you need more cash, you
have to increase both funding
and starting cash.

• Decrease investment or
borrowing.

Remember, however, that you must
show investment and borrowing to
matchthe total ofyourstart-up expenses
and start-up assets. If you just add
funding without changing the resulting
cash, then every dollar of additional
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funding, beyond the amount required,
increases your loss at start-up, which
isn't correct.

Text: 'tart.up
Explanations

Summarize your start-up plan.
Explain the list of start-up expenses,
which are expenses you make before
you start the business inthe first month.
After the expenses, you list the assets
you want to have in the company as it
starts. Fora service companythat would
be cash in the bank account, and
possibly short-term assets such as
equipment. Service companies rarely
have starting inventory. Then you show
how you intend to finance both the
expenses and the initial assets, which
usuallymeans investmentorborrowing.

Summary

You should include a goodcompany
description, especially if you're
developinga plan to be shown to people
outside the company.

Don't stop with just legal formation
and history; include some strategic
topics, such as competitive edge and
value proposition.

You need one of two tables, either
start-up or past performance, to
establish a starting balance for your
projected cash flow and balance sheet.

•
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Chapter 6:

WHAT YOU SELL

This step in theprocess ismuchmore impOItunl
for Q plan going to atmral nrulm, the bard:s or
investors, than for intmral plJms. A complete
business plan desaibes what )'01' seD: tither
produds, !Im1ices, orboth.

This part of the plan is 1fIIIinly desa iptiDn.
Sometimes itwill indJule IlrbIes thIzt pn1f1iJle rII(ft

detaiJs, such as Q bill ofmIIIriJls aTdeIIIiletl pria
/isis. More freqvently, 1rowaJe, this secticm is
mainly tat. It JIDmIII1ly apptJDs in the plan after
the tolnpaity description, but lJefrJre the mariet
tmalysis.

Start with • Summery
Paragraph

Everysectionina businessplanshould haVW!
an openingparagraph thatdescribes the rest of
the section. These summary paragraphs can
alsobeusedquireeffectivelyinsummarymemos
and loan application support documents.
Readers may frequently skip the details, but
only when they haVW! an effective summary. It
should be a dear and mndse sinsJe paragraph
thatcanbemergedinto the exec:uti\Iesummary
page. For this section.. what do)'W se1I,. and to
whom?
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Detailed Description

Theprevioustopicwas the summary,
so in this topic, you need to provide
more detail. List and describe the
products or services you sell. For each
business offering, cover the mainpoints,
includingwhat the product or service is,
how much it costs, what sorts of
customers make purchases, and why.
What customer need does each product
or service line fill? You might not want
or need to include every product or
service in the list, but at least consider
the main sales lines.

It is always a good idea to think in
terms of customer needs and customer
benefits as you define your product
offerings, rather than thinking of your
side of the equation-how much the
product or service costs, and how you
deliver it to the customer.

As you list and describe your sales
lines, you may run into one of the
serendipitous benefits of good business
planning, which isgeneratingnewideas.
Descnbeyourproductofferingsin terms
of customer types and customer needs,
and you'll often discover new needs and
new kinds ofcustomers to cover. This is
the way ideas are generated.

P_ PB
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Competitive Comparison

Use this topic for a general
comparison of your offering as one of
several choices a potential buyer can
make. There is a separate topic, in the
market analysis section, for detailed
comparisonofstrengths and weaknesses
of your specific competitors.

In this topicyou should discuss how
your product lines and retail offerinfj!'
compare in general to the others. For
example, your outdoor store might offer
better ski equipment than others, or
perhaps it is located next to the slopes
and caters to rental needs. Your jewelry
store might be mid-range in price but
wellknown for proficiency in appraisals,
remounts, and renovation. Your hobby
shop has by far the largest selection of
model trains and airplanes.

In other words, in this topic you
want to discuss how you are positioned
in the market. Why do people buy from
your business instead of from others in
the same market? What do you offer, at
what price, to whom, and how does
yourmixcomparetoothers?Thinkabout
specific kinds of benefits, features, and
market groups, comparing where you
think you can show the difference.
Describe the important competitive
features ofyourproducts and/orservices.
Do you sell better features, better price,
better quality, better service, or some
other factor?
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Sourcing and Fulfillment

In this section. you want to explain
your product sourcing and the cost of
fuIfillingyourservice. Manufaetwersand
assemblers should present spreadsheet
output showing standard costs and
overhead. DistributoIs should present
discount and maIgin stIUctuIes. Service
companies should present costs of
fulfilling service obligations.

For example, sourcing is extu::mely
important toa manufacturingcompany.
Your vendors determine your standard
costs and hold the key to continued
operation. Analyze your standard costs
and the materials or services you
pun:hase as part ofyour manufacturing
operation. Look for strengths and
weaknesses.

Manufacturing companies want to
have ample information about resource
planningandsourcingofvitalmaterials,
especiallyifyou are preparinga plan for
outsiders, such as bankers or investors,
or for business valuation. In this case,
youmayllaveadditionaldocumentation
you can copy and attach as appendices,
perhaps even contracts with important
suppliers, standard cost breakdowns,
billsofmaterials,andotherinformation.

Wherematerialsareparticularlyvital
to your manufacturing, you might
discuss whether second sources or
alternative sources are available, and
whetherornotyouuse them ormaintain

CHAPIEIl 6: WHAT You SELL

relationships with them. This is also a
good time to look at your sourcing
strategy, and whether or not you can
improve your business by improving
your product sourcing.

But sourcing is not just b product
based companies. For example, a
professional service cxmpany, such as
anacewntingpIactice.medicalpractice,
law practice, management consulting
finn, orgraphic design fum. isnonnally
going to provide the service by
employing professionals. In this case,
th~ cost is mainly the salaries of those
professionals. Other service businesses
are quite different. The travel agency
providesa service througha combination
ofknowledge, rights. and infrastructure.
including computer systems and
databases. The Internet provider or
telephone company provides a service
by owning and maintaining a network
of communications infrastructure. A
restaurant is a service business whose
costs are a combination of salaries (b
kitd1enandtablewaiting)andfoodeosts.

Technology

In this section, explain how
technology affects your busiress, the
products you seD. the means you use to
sen them,andtheneedsofthecustomers
you serve.

•
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Insome cases this mightbe a change
in scanning technology, retail point-of
sale systems, or even video displays. In
others, technology changes the nature
of the goods or services you sell, such as
cellular phones or high-density videos
that didn't evenexista fewyears ago. Do
you want to include the Internet? Will a
websitechangethewayyoudobusiness?

Sometimes technology can be vital
to a service company, such as the case of
the Internet provider that uses wireless
connections as a competitive edge, or
the localcompanythatoffers conference
rooms for video conferencing. An
accounting practice might gain a
competitive advantage from proprietary
software or wide-area network
connections to its clients. A medical
laboratorymight depend completely on
certain expensive technologies for
medical diagnostics. A travel agency
might depend on its connection to an
airline reservation system.

Technology can be critical to a
manufacturing business in at least two
ways: first, the technology involved in
assembly or manufacturing, such as in
the manufacture ofcomputer chips; and
second, the technology incorporated in
your product, such as proprietary
technology that enhances the value of
the product. In either case, technology
can be a critical competitive edge. Ifyou
arewritinga plan foroutsiders, thenyou
need to describe the technology and
how well or thoroughly you have the
PACE PB
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technology protected in your business,
through contracts, patents, and other
protection.

Technology might be a negative
factor, something to be included in a
plan because a threat should be dealt
with. For example, that same travel
agency that depends on a computerized
reservation system might also note
growing competition from Internet
reservations systems available to
consumers who prefer to buy direct.

Not all businesses depend on
technology. Technology might also be
irrelevant for your business. If so, you
can delete this topic if it doesn't seem
important.

Future Products

Now you want to present your
outlook for future products or services.
Do you have a long-term product
strategy? How are products developed?
Is there a relationship between market
segments, market demand, market
needs, and product development?

Here again, what you include
depends on the nature of your plan. In
some cases future products are the most
important point for investors looking to
buy into your company's future. On the
other hand, a bank is not going to lend
you money for product development or
hopes for future products; so in a plan
accompanying a loan application. there

•
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would probably be much less stress on
this point.

You may also need to deal with the
issueofconfidentiality.Whenabusiness
pIan includes sensitive information on
future products, then it should be
carefully monitored, with good
documentation of who receives copies
OfthepIan. Recipientsmightreasonably
be asked to sign nondisclosure
statementsandthosestatementsshould
be kept on file.

.581_ Literature

It is generallya good idea to include
specific pieces of sales literature and
mllateraI as attachments orappendices
to your pIan. Examples would be copies
ofadvertisements,brochures,directmail
pieces, catalogs, and technical
specifications.Whena pIanispresented
to someone outside the company, sales
literatureisapracticaIwaytobothexplain
your services and present the look and
feel of the company.

Hit is relevantforyourbusiness, you
shouldalsouse this topic todiscussyour
present situation regarding mmpany
literature and your future plans. Is your
sales literature a good match to your
services and the image your mmpany
wants to present? How is it designed
and produced? Could you improve it
significantly, or cut the cost. or add
additional benefits?

-------....,="",,'.-

CIuPI& IS: WHAT Yau SaL

SunIn8y

Depending on the purpose of your
plan, youshouIdprovidegood. practica1
information on the products or services
you seD. Give your pIan readers what
theywillneedtoevaluatethepIan.Make
suretheyunderstandtheneedyouserve.
howweUyousatisfythatneed. and why
yourcustomers buyfrom you instead of
somebodyelse. Ideally. the descriptions
in this chapter make your sales forecast
seem realistic and even mnservati~.
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CtulPna 7: ••!AlaMUa_BYn TUII

Chapter 7:

MANAGEMENT
TEAM

A JrUmllgement ttam IlfId bringing peopk
together isalot_ tJumjustRSlDlleSandtll!Jlbn
capital It is what rnahs a amrptm!l tIJOI'k or not
wort.

Planning for People

For example: It's a sunny Man:h Friday in
Western Oregon, which is rue; so tare. in fact.
that the boss decides to have ofIke pizza for
lunch.

The controller is a fonner historymajor. Phi
Beta Kappa into grad school. who discOllered
midway through her 30s that she really liked
makingnumberswork. As people gather in the
main room around the pizza. she announces
that all should enjoyher hair that day -because
I am having a rue good hair day.- Everybody
laughs.

Theheadoftechsupport turns theattention
to the "krinIdyhair"ofthe marketingllWlilF.
Everybody1aughsagain. There are jokes about
the pizza and the root beer.

The product manager demonstrates
ballroom dancing steps in preparation for his
upooming wedding. and somebody thinks to
tumthemusic-on-hoIdup, tIm:Jush thephones.
as ac:oompanimenl

......
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The documentation manager
emerges from her sunny office in the
back and announces that she has a new
couch in her office so people can escape
from all the administration in the front.

These people seem happy. The
technical support manager really likes
to explain to people on the telephone;
the documentation manager loves
teaching and writing. The admin
department includes a college student
and a soccer mom, both of whom
understand the accounting system very
well and usually forgive it its flaws. The
office manager, a former teacher, says
managing this diversity is nothing
compared to dealing with a classroom
fullofadolescents.Theproductmanager
and marketing manager both earned
their business degrees while working
part-time in tech support, and joined
full-time as soon as they graduated.
These peoplelike theirjobs and theylike
each other. They work together well.

Flash back to the same company
four years earlier, with a totally different
staff. Then, the controller was worried
sick about the integrity of the computer
system. The technical support person
was tired of technical support and upset
that the controllerhad abettercomputer.
The sales manager spent half of her day
settling disputes between the controller
and the technical support person.

In other words, the jobs need to be
done and the people need to match
tl'fl..~i functions and preferences. A
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manufacturing company can't survive
without a production manager, a
software company can't live without
technical support, and most companies
also need office management and
administration.

If we jump straight into personnel
plans and resumes and business jargon
related to the management team, we
can inadvertently forget that there is
something much more vital and alive
than just looking good for investors. A
company is where its employees come
together most every day, for the major
part of the day. If it isn't a good place to
work, then it won't be successful. Keep
this in mind as you plan your
management and develop this part of
your plan.

Cover the Bases in Text

The management chapter starts, like
the other chapters, with a good
summary. You may want to use that
summaryas part of a summary memo or
loan application document. so cover the
main points. Consider what you'd say
about your management ifyou only had
one or two paragraphs to say it.

Make sure you cover the basic
information first. That would include
how manyemployees the company has,
how many managers, and how many of
the managers are founders. Isyour team
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complete, or are there gaps still to be
filled? Is your organizational struetme
sound,. with job descriptions and logical
responsibilitiesforallthekeymembers?

Particularlywithstart-upcanpanies,
you maynothave the complete team as
you write the plan. In that case, besure
to point out. the gaps and weaknesses
and how you intend to fill them.

015 ' .8. ' .....ba•

The organizational struetme of a
company is what you frequently see as
an organizational chart, also known as
an M org chart.M Hyou have access to an
organizational chartgraphic. thatworks
really well at this point. Hnot, you can
just use the text to describe the
organizational structure in words,
without a chart.

Make sure you explain how job
descriptions work and how the main
company functions are divided up. Are
yourorganizationallinesdrawnclearly?
Is the authority properly distributed?
Do you have jobs that include
responsibility without authority? Do
your resources seem in line with your
organizational needs?

••n••••••t
••cklro.....

Ust the most important members
of the management team. Include
summaries of their backgrounds and
experience, using them like brief

resumes. Describe their functions with
the company. Resumes should be
attached to the back of a plan.

• .g gill. E

You may have obvious gaps in
management, especially in start-up
companies, but even in ongoing
companies. For example, the
manufacturing company without a
production manager has some
explaining to do, and the computer
company without a service department
has some problems. It is far better to
define and identify a weakness than to
pretend it doesn't exist. Specify where
the team is weak because of gaps in
coverageofkeymanagement functions.
Howwillthesewealcnessesbecom!Cted?
How will the more important gaps be
filled?

011 arC '4 a.
Applicability depends on your

company. Some questions that should
be answered indude: Doanymanagers
or employees have ·noncompete·
agreements with cwtpetitots? Who is
onyourboardoldin:ctols?Whatdo the
members contnbute to the business?
Whoareyourmajorstockholders?What
is their role in management?
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Develop Your Numbers

At this point you shquld normally
include a personnel table to project
personnel costs, including direct
compensation and indirect costs. The
indirect costs include vacation pay, sick

.pay, insurance benefits, education, and
of course, payroll taxes and some other
costs. There are different terms for all of
this, but my favorite is "personnel
burden," which is a cost over and above
the direct wages and salaries.

HollIe 011111 ••

Ifyou areworkingasa soleproprietor
in a home office, you should still include
your own compensation as part ofyour
business plan. What you pay yourself
should be added into the profit and loss
as an expense. However, in this case

you don't really need to include payroll
burden, because these additional
expenses are irrelevant until you include
additional employees.

Twu Persunnel V.ri.tlons

As with the sales forecast in Chapter
10: Forecast Your Sales. a good
personnel plan varies according to your
business and business plan needs. You
may want a simple list of names, titles,
or groups, each of which is assigned a
monthly cost. This model is shown in
illustration 7-1.

The simpler model totals all payroll
only. It is perfectly appropriate for a lot
of small businesses. You can use each of
the lines in the table to describe specific
individuals, or groups and departments.
When you have the list complete. just

maltratlo. 7-1: Standard Personnel PIaa

, ZlliJ.@%N?JwJ
:Putne,. $12,000 $12,000 $12,000 $144,000 $17S,OOO $200,000
~""""""""""""""""""""" . .
!C<>I1.~.It""..... $0 $0 $0 $0 $SO,OOO $63.000
'ElIlto,lll/IGraphlc $6.000 $6.000 $6,000 $lB,OOO $22,000 $26,000

l~~ ~~~~~.~~··.·.~··~5:iiliii··.. $~,()()() ·.·.·.~~:iicio.·.· $20:00.0 ~.·.:·.·~~O:~· .::·S5.5:ooo
'Sole. People $0 $0 $0 $0 $30.000 $33,000

r~;;;;~~~..~ $2,500~~,!i()O ~2.,~ $!!~ ..~~.'.()()() ~~3,()()().
i~c:r,,~ ..... ..~1.750. .... $1,750 $1,750 $5.25O~0,()(l()~,OOO
'Othe, $0 $0 $0 $0 $0 $0

The standard personnel plan Is a simple list of names, tlUes. or categories, The sum transfers
into your profit and loss statement. This illustration shows the last three months and subsequent
two years of a sample plan.
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add up the totals for personnel costs in
your Profit and Loss (Chapter 14; The
BoUom Une >. Multiply that total times
yourburdenrate--5ay15or20pertefIt
to ca1culateyourpersonnel burden.The
burden goes into the profit and loss as a
separate line.

IDustration 7-2 shows the more
detailed personnel plan that divides the
rows into categories, such as sales and
marlceting. genera1 and administrative,

CHAPIB 7: ....._.'.._". TEAll

and so forth. The detailed model totals
theplannedpayrollforeadldepartment.
then calculates total payroD.

For either the simple or detailed
personnel table, you also want to
calculateapayroUburdenasapercentage
ofthe total. andmake sure to indudethe
personnel burden assumption in your
list of general assumptions. Personnel
burden is the extra costs of payroll taxl"S
and benefits.

;,
'.

,PIe
~ _........................ .. ···SO ··fij' ·..·..·..· .. ·IO..·.._ ..·· ..·SO ··lZlllliil·· SiiI.iillf
·AiiiiiinAiiililOiili.... ·S2.000' ....12.000 ROlIll' ao.ooo· ..000 S2IlClllO
.t1iNtclol to . to to to III S15.OlII

,.. __ ---._----_ _ _-_ _-_ - - .- __ - .- -- -..- -•.._--.-- ---.-_ ~"'

The mora dlllailBd penIOIlIlIII pIBn shown !We divldel per1IDl............... 11*I
dIIssilicallon&~ production, ....end rnerlc8&Ig, gel." end ed"*'lllr8lhle. endaa-.
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The payroll assumptions in this
model will also be used for the other
financial projections.TheProfitandLoss
(also called income statement) will use
personnel plan numbers.

Summary

As with your sales forecast, your
personnel plan is actually just an
educated guess. It is hard to make this
kind of guess if you aren't used to
forecasting, butyou can doitbybreaking
the assumptions down into rows and
thinking it through. If you're really
having trouble with it, it may help to
remember that a real business plan is
frequently revised to accommodate
changes in sales, marketing, and
finances.
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Part 3:

GATHERING

INFORMATION

Ch 8: The Business You',. In

Ch 9: Know Your Market
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GATHERING INFORMATION

A good plan will include useful information about
your market, your customers, and the business you're
in.

PAGE 64
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Chapter 8:

THE BUSINESS
YOU'RE IN

111 ad4itUm to the injimrultimt you've aJmuly
det1eloped. you also M!d to exp1tIin the type of
busi1lfss you're in; IIOfjust yow company, bllt the
busi1lfsserrvinmmentyou'U beoperIJtirtg in. This is
onestep in Q business p/Im'scomprehensive IflQnet
ll1II11ysis.

You'll be elCpeCted to explain the general
state of your industry and the nature of the
business, especially ifyourplan isgoingoutside
your company to banks or investors.

Whether you're a service business,
manufacturer, retailer, or some other type of
business, you should do an Industry Analysis,
describing:

• JndustJy Participants.

• Distribution Patterns.

• Competition.

This chapter will describe these topics in
more detall.

~I
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IndustryAnalysis

A complete business plan discusses
industry economics, participants,
distribution patterns, factors in the
competition, and whatever else
describes the nature of this business to
outsiders.

This chapter emphasizes the
enormousimpact of the Internet on the
state of business information. Finding
information isn't really the problem any
more, after the information explosion
and the huge growth in the Internet
during the 19905. Even 10 or 15 years
ago, dealingwith information was more
a problem of sorting through it all than
of finding raw data. That generality is
more true every day.

There are websites for analysis,
financial statistics, demographics, trade
associations, and just about everything
you11need for a complete business plan.
We11 look at that in this chapter after
going through some of the topics to
cover. 111 also include some of the old
fashioned reference works, just in case
you really need them.

Industry Participants

You can't easily describe a type of
business without describing the nature
of the participants. There is a huge
differencebetween an industry like long
distance telephone trunk services, in
which there are only a few huge
~wsin anyone country, and one

PAGE 66

like dry cleaning, in which there are tens
of thousands of smaller participants.

This can make a big difference to a
business and a business plan. The
restaurant industry, for example, is what
we call "pulverized" which, like the dry
cleaning industry, is made up of many
small participants. The fast food
business, on the other hand, is
composed of a few national brands
participating in thousands of branded
outlets, many of them franchised.

Economists talk of consolidation in
an industry as a time when many small
participants tend to disappear and a few
large players emerge. In accounting, for
example, there are a few large
international firms whose names are well
known and tens of thousands of smaller
firms. The automobile business is
composed of a few national brands
participating in thousands of branded
dealerships. In computermanufacturing,
for example, there are a few large
international firmswhosenames arewell
known, and thousands of smaller firms.

Distribution Pattems

Explain how distribution works in
this industry. Is this anindustryinwhich
retailers are supported by regional
distributors, as is the case for computer
products, magazines, orauto parts? Does
this industry depend on direct sales to
large industrial customers? Do
manufacturers support their own direct



sales forces, or do they work with
product representatives?

Some products are almost always
sold through retail stores to consumelS,
and sometimes these are distributed by
distribution companies that buy from
manufacturers. In other cases, the
products are sold directly from
manufacturelS to stores. Some products
are sold directly from the manufacturer
to the final consumer through mail
campaigns,national advertising. orother
promotional means.

Inmanyproductcategoriesthereare
several alternatives, and distribution
choices are strategic. Encyclopediasand
vacuum cleaners are traditionally sold
door-to-door, butarealso sold in stores
and direct from manufacturer to
consumer through radio and television
ads.

Many products are distributed
through direct business-to-business
sales,and in long-term contractssuch as
theonesbetweencarmanufacturersand
their suppliers of parts. materials, and
components. In some industries
companies use representatives, agents,
or commissioned salespeople.

Technologycanchange thepatterns
ofdistnbution inan industIy or product
category. The Internet. for example, is
changing the options for software
distn"bution. books, music. and other
products. Cable communication is
changing the options for distnbuting
video products and video games.

CIi.Aa lea 8:,.,. ...__ V.........

The Distribution Patterns topic may
not apply to most service companies.
because distnbution is normally about
physical distribution ofspecific physical
products. Ifyou are a restaurant, graphic
artist, professional services practice.
architect, or some other service that
doesn't involve distribution, just delet~
this topic.

For a few services, distn"bution may
stillberelevant.A phoneservice orcable
provider, or an Internet provider, might
descnbe distn"bulion related to physical
infrastructure. Some publishers may
prefer to treat theirbusinessas asetVic:e
rather than a manufacturing company,
and in thatcase distribution mayalsobe
relevant.

Competition

Explain the nature ofcompetition in
this market. This topic is still in the
general area of descnbing the indush}'.
or type of business. Explain the general
nature of competition in this business.
and how the customers seem to choose
one provideroveranother.What are the
keys to SUCCI!SS? What buying factors
make the most difference-Price?
Product features? Service? Support?
Training?Software?Delivetydates?Are
brand names impoItant?

In the computer business, for
example, competitionmight depend on
reputation and trends in one partofthe
marlcet. and onchannelsofdistribution
and advertising in another. In many
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business-to-business industries, the
nature ofcompetition depends ondirect
selling, becausechannelsareimpractical.
Price isvital inproducts competingwith
each other on retail shelves, but delivery
and reliability might be more important
for materials used by manufacturers in
volume, for which a shortage can affect
an entire production line.

In the restaurant business, for
example, competition might depend on
reputation and trends in one part of the
market, and on location and parking in
another.

In many professional service
practices the nature of competition
depends on word of mouth, because
advertising is not completely accepted.
Is there price competition between
accountants,doctors, and lawyers? How
do people choose travel agencies or
florists for weddings? Why does
someone hire one landscape architect
over another? Why choose Starbucks, a
national brand, over the local coffee
house? All of this is the nature of
competition.

Main Competitors

List the main competitors. What are
the strengths and weaknesses of each?
Consider their products, pricing,
reputation, management, financial
position, channelsofdistribution, brand
awareness, business development,
technology, or other factors that you
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feel are important. In what segments of
the marketdo theyoperate?Whatseems
to be their strategy? How much do they
impact your products, and what threats
and opportunities do they represent?

Finding Information

You'll end up getting almost
everything you need on the Internet,
using the World Wide Web. As it turns
out, a great deal ofbusiness information
and small business or entrepreneurial
help is readily available. Always start
first on the Internet. Market research
firms and industryexperts publish much
of their information in websites, and in
tradeandbusinessmagazines. Reference
sites index these magazines, many offer
the texts online, and ifnot, then libraries
stock them. Trade associations publish
many listings and statistics in their
websites as well as in hard-copy
publications. Public stock laws require
detailed reporting of financial results,
and stock market infonnation sources
compile industrystatistics from financial
reports.

If you have a personal computer,
you have most of what you need to
access the information on the Internet.
These services offer computerized
versions ofpublication indices, statistical
abstracts, and even complete text of
published articles that are available
online. In some cases, you can
download information from a remote
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database intoyour computer and dump
it in a convenient format directly into
your bminess plan.

If you aren't already online. I urge
youtogetamodemandcommunications
software. get your Internet aec:ess. and
leamhowtouseit.Thereisnosubstitute
for the facility to dial up to the Internet
through a modem and communicate
with other people who have questions,
advice- andsimilarinterests.TheInternet
offers an amazing array of infonnation
and services. As you read through the
morespecificsuggestions to follow. you
can assume that most all of them have
websites available.

You can probably find everything
you need on theInternet. using the local
hbraIy as an alternative. If not, you can
tum to university libraries. professional
information brokers. and United States
government publications.

Busl..... PI_W........

Palo Alto Software maintains an
Internet website that offers free
downloadable sample plans, tips,
outlines, anddiscllmmsoftopicsreIated
to developinga business plan. Look for
them at:

www.bplans.com

This site includes suggested 1inks to
other sources of small business
information. including the Small
Business Administration (SBA). Small
Business Development Centers

(SBDCs). and manyothervaluablesites.
It is stocked with the latest available
information. and references to
information, that might be available
elsewhere.

Dlustration 8-1 shows Palo Alto
Software's main website. as it 100ked
whenthisbookwasWlitten.Thewebsite
address is:

www.paloallo.coJn

Both our main website and
www.bplans.com are linked to our
-Ask the Experts- and -Ask the
Authors· sections. Our • Ask the
Experts· team responds to general
questions about business planning.
entrepreneuring. and marketing
planning. There are more than 1bOO
answers currently available in the
database. You can post your question
and receivean answeras an email reply.

Our -Ask the Authors· team
answers specific questions about
worldng with our products. Over 400
answersrelatingtotheseptogt6DiShave
been posted as of this writing.•.. ' ...

Wedesaibe theU.S. CensusBureau
site in the sections on market analysis.
Cbiq2ter 9; Know Your Market and
Cbiq2terUi Market.

Visit the Small Business
Administration (SBA) website at:

www.sba.gov
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DlastratiOD 8-1: Palo Alto Software's MaiD Website

The Palo Alto Software website is intended to provide valuable information to our customers,
including market information, sample plans, and links to other sources of information.

illustration 8-2 shows their home
page.

w." ...reh ~n.'_.

Another excellent lead is Yahoo's
small businessinformation listing. From
the main pageatYahoo, chooseBusiness
and Economy, then click on the link at
smallbusiness information. The specific
page address is:

www.yahoo.com/
business_and_economyl

smalCbusiness_information
Excite's competition is a small

business information page at:

www.quicken.excite.com/
PAGE PB small_businessl
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Each one of these websites lead to
further links and more information.

The RMA

The Risk Management Association
(which was formerly known as The
Robert Morris Associates), is a
membership organizationsponsored by
banks which publishes an annual listing
of standard financial ratios, developed
by polling member banks, for actual
business results of thousands of
different companies in small business.

The RMA's publication, called
Annual Statement Studies, is a very
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Manyindustriesareblessed with an
active trade association that senes as a
vital source of industry-specific
information.Suchassociationsregularly
publish member din:ctories and the

As this is written, the RMA
organization is Jooking at making its
numbers more accessible, possibly
allawingadirectsearchontheirwebsite.
We are also looking at offering those
numbers on the Palo Alto Software
website, if posSlble, at:

www.paloallo.c:om

The SmaI euu-Adrnlnlsbafiu" .1tIiIr1llt slle.........orfr8a...."lIIIiui•.., Ilr*s ID
olhar-.m:es..WIllI.

valuable source of information. That
study tells me, for example, that shoe
retailers selling less than $1 million per
year make an average of 42 perU:llt
gross margins, they spend an average
of 40 percent on operating expenses.
and they net about one percent of sales
as profits. That number comes from
TheRMA'sAnmudSIllIementStudiesfrom
1997. This publication sells, at this
writing, as either hard copy or CD for
less than $30 for members or $150 for
nonmembers. You can find outmoreby
calling (215) 446-4000, or visit their
website at

www.rmahq.c:om
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better ones publish statistical
information that track industry sales,
profits, economic trends, etc.

If you don't know which trade
associations apply toyour industry, find
out. Searchthe IntemetinYahoo, Excite,
and other search engines. Look for the
website of the trade association for your
industry. Ask at the reference section of
your library for listings of industry
associations. Ask someone else in the
same industry. Consult an industry
specific magazine. Look in the readers
guide orbusinessindex (in the following
'section, Business Publications) or
Ayer's Directory, published by Gayle
Publishers of Philadelphia, which lists
periodicals. You can also look for
associationlistingsinlnformation U.S.A.,
published by Viking Press.

A5 a specific example, since we
mentioned a hypothetical shoe store,
the National Shoe RetailersA5sociation
publishes a biennial Business
Performance Report, a statistical review
of more than 1,700 independent shoe
retail companies. They sell it for $25 to
members, or $50 to nonmembers. It
covers men's, women's, children's, and
family shoe companies, and includes
financials and other information.

Business Publications

Business magazines are an
important source of business
information. A5ide from the major
PAGE PB
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general-interest business publications
(Business Week, Wall Street Journal, etc.)
there are many publications that look at
specific industries.

Specialization is an important trend
in the publishing business. Dingbats
and Widgets may be boring to the
general public, but they are exciting to
Dingbat andWidgetmanufacturerswho
read about them regularly in their
specialized magazines. The magazines
are an important medium for industry
specific advertising, which is important
to readers as well as advertisers.

The editorial staffs of these
magazines have to fill the space between
the ads. They do that by publishing ilS

much industry-specific information as
they can find, including statistics,
forecasts, and industry profiles. Paging
through one of these magazines can
sometimes produce a great deal of
business forecasting and economic
information.

Several good reference sources list
magazines, journals, and other
publications. They also offer indices to
published articles, which you can use to
search for the exact referencesyou need.
Thesewillbekeptin the referencesection
of most libraries:

• Readers Guide to Periodical
Literature indexes popular
magaZines. Published by HW.
Wilson of New York. Available
in most libraryreference sections.

•

...--
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• BllSiness PeriodiCtlls Index, also
published by H.W. Wilson of
New York. Indexes business
magazines and journals only.

• TheMagazineIndex, publishedby
Information hcess Co.

Use the indices to identifypublished
information that might help your
business plan. When you find an index
listing for an article that forecasts your
industry or talks about industry
economics or trends, jot down basic
information on the pub1ication and ask
the hbraIy for a copy of the publication.

Referencelibrariansfollowreference
sources as a profession. They are
excellentsourcesofgoodadvice and tips
on reference materials that may help
you provide the information your
business plan requires.

WehavefoundPredicastSolDtftJooh
particularlyuseful onseveral occasions.
These summarize forecasts that have
appeared in any of several hundred
business magazines and journals. The
presentation focuses on the most
important forecast information, and
provides the magazine dtation--date.
of publication. page number, etc._
background.

e..- 8:"" Be IA. V........

Small Busl_
Administration (SU)

The United States Small Business
Administration (SBA) ismostknown for
its small business loans. However, it
alsoprovidesbusiness training,business
information, and business services
including workshops, counseling,
publications, and videotapes. It has
programofficesineverystate. theDistrict
of Columbia. the VJIBin Islands. and
PuertoRim.lthasbusiness~

spedalists stationed in more than 100
field offices nationwide. We noted its
website in Dlustration 8-2.

The SBA publishes more than 50
business booklets and information
products. These products are free, but
theSBAsuggestsasrnaUdonatiun (under
$3.00 for most of them). They answer
many frequently asked questions and
provide important information for
businessownersandwould-be business
owners.

If you don't have Internet access,
you can find out about SBA business
d_Iopment programs and services by
calling the SBA sman Business Answer
Desk at 1-800-UASKSBA (1-800-827
5722). The answer desk -hotline
provides an information and Ie-eual
service staffed by the organization's
office ofbusir ess initiatiws, education,
and training. In Washington D.C. the
local number is (202) 205-7151. It
operates during normal office hours
five days a week.

PAGE 73



HURDLE: THE BOOK ON BUSINESS PLANNING

Small Business
Development Centers
(SBDC)

Smallbusiness development centers
(SBDCs) are funded in part by the Small
BusinessAdministration (SBA) and also
workwith local colleges and some other
funding agencies. Every state has at
least one SBDC, and most states have
offices in several cities. We've found the
SBDCs to be an excellent resource for
businesses, offering high quality
professional advice at very low prices.
SBDCs also work closely with local
colleges to provide courses in business
planning, bookkeeping, employee
management, sales, marketing, and
other vital subjects. SBDCs also publish
books, surveys, andstudies, and in some
cases even audio tapes, videotapes, and
workshops. Palo Alto Software has
workedwith SBDCs to provide software
and seminar courses related to business
planning.

Service Corps of Retired
Executives (SCORE)

The SBAsponsors the Service Corps
of Retired Executives (SCORE), which
includes more than 13,000 volunteers
who provide training and one-on-one
counseling at no charge, in 389 offices
all over the country. You can find out
about SCORE at:

www.score.org
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U. S. Census Bureau

The United States Census Bureau,
part of the Department of Commerce,
has a wealth of information available for
business and educational purposes. I
refer to it, specificallyand with examples,
in the market analysis portion of
Chapter 9: Know Your Market. Most
of the Census Bureau's reports cover
the entire United States and summarize
data for the nation. However, the Bureau
also publishes information on states,
counties in states, and even cities within
counties. Among the more valuable
special reports are city and county
reports that list the number of business
establishments by type of
establishment. These are special reports
available directly from the Bureau and
also from some libraries and electronic
database services. Manyofthese reports
are also available through online
services. The Census has an electronic
edition called CENDATA. It also has an
Internet website at:

www.census.gov

Finding Business
Assistance

New businesses, small businesses,
and business planning are good for the
economy. Governments, higher
education institutions, and business
organizations know that and try to help

\.Qt\--
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businesses as much as possible. For
you andyourbusiness, thereisprobably
a great deal of help available.

••Des ..... SCOU

We've listed the SUA, SCORE. and
SBDCsintheprevioussectionassources
of information. Both SCORE and the
SBDCs are also sources ofreal business
assistance. They both exist to help
people in small business and entrepre
neurs. Not all services are free, but
those that aren't free are priced way
below market value. For business as
sistance, go there fust. You can get local
addresses for SBDCs on our website.

You can find local addresses for
SCORE at their website.

In these pages, I only describe the
UnitedStatesorganizationsofferinghelp
tosmallbusiness andstart-ups. In other
markets, similar organizations exist.
Checkwithyourchambersofcommerce
andindusbyorganizations, government
deve10pment organizations, and busi
ness schools.

C••••lt••t.,
Ace , ..
Attorno,_

Consultants, accountants, and
attorneys are the first line of business
assistance. They aren't really the main
focus of this chapter, however, and not
becausetheyaren't. ingeneral,excellent
sources of information. We have the

utmost respect for the value of
ptofessional advice. In this discussion.
however, we deal with relatively low
oostsourcesofbusinessassistance,such
as development agencies, local night
schools, and online information
services. We don't haft a lot to add to
the general doctrine ofhow to choose a
goodbusinessptcf I siooal.Letthebuyer
beware.A good busineSs professional is
always worth the money, if you have
the money. Unfortunately, not all
professionals are good, and it's hard to
know who's good until you've
committed money.

Always try to get some good
references on professionals-other
clients, satisfied clients - before you
use them. anddon'tfurget tocheck their
references. Furthermore, it is not always
true that with business consultants you
get what you pay for. Inourexpetience,
there is not always a direct mnelation
between the fees charged and thevalue
provided.

The SBA says CXInSUItants -can be a
greatasset to a smallbusinessowner.A
businessconsultant'sCeestypicaDyrange
between $2S and S2SO an hour. Ifyou
decide to retain the services of a
consuJlant-makesurehelsheisreputable
and be certain that you understand the
fee schedule up front.·

)II
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Busln.ss Or,anl atlons

Explore what's available through
local business organizations such as the
Chamber of Commerce. Many have
entrepreneurial interest groups, such as
a new enterprise forum or industry
associations.

Scbool. and Coli••••

Many local community colleges
work directly with the SBA to house the
SmaIl Business Development Centers
(SBDCs) discussed as part of the
government resources in the previous
section. The community college/SBDC
combination is often an excellent
resource for workshops, classes, and
even business consulting, all of it with
experts whose job involves helping
small businesses and start-ups, funded
at least in part by the school and the
government. Call your local community
college and ask about business classes.

Llbrarl.s

Libraries regularly carry business
periodicals and business books.
Reference sections have staff able to
help you find what you need. Look for
magazine indices, trade association and
government publications.

PAGE PB

PAGE 76

Banks

Banks are often involved in lucal
development activities, and even when
they don't directly offer business help
(some do), theywill at least know where
else you can go for help. The SBA says
"many bank officers have a broad
understanding of finance, business
operations, and the local economic
climate. Do not be afraid to ask your
banker questions."

state D.v.lop....nt
A••ncl••

Most states have development
agencies of one kind or another. They
also offer information related to small
businesses and start-ups, and can be a
valuable resource. Check with yourother
resource providers about state agencies.
You can also look in your telephone
directoryfor government agenciesunder
the state category.

Trad. A••oclatlons

Trade associations can be an
excellent source of good information
for some industry start-ups. Use your
library directory of trade associations
to explore associations related to your
industry.

•
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Manypublicationsspecializeinyour
industry, and othezs specialize in smaIl
businesses and start-ups. Explore
libraries, bookstores, and magazine
directories for publications for your
specific industry.

We are in a brave new world of too
much inIonnation, not too little. It will
be hard for you to sort through all the
informationyoull find onyourbusiness
or your industIy, hard to summarize,
hard to decide what is most important.
Asyoudo,keepinmindthatthebusiness
plan issupposed to guide decisions. It is
not a school report or even a graduate
thesis. If it doesn't have a business
purpose-which might be descnDing
the industry for bank or investor, or for
your own team, for example, but
certainly not just to prove you can---:
then you shouldn't include it.

Qw,_8:THI. b .Y.......
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Chapter 9:

KNOW YOUR
MARKET

WhtIt'sthejiTstthin& the""., rw 1tiwldL!r1lm#;
you IU!Jt!d in 1Nsintss? No, IIDt II pia: yt1II fWIl
CllSttlnrm.

In CJwpter3j 71KMilJi-PIm)OI_II~
first look at whdJreror not yt1fIT bIIsiIItss luis (or
wiU IuweJ enough customers", k«p ithtWtIry. For
the next step, you IU!Jt!d ",gojiuther in'" II mJlrkrt
/l1IQlysis.ltdoesn't luwetobeaaulemic, IJt.'lXSSQriI.II.
Il7Ui it d«sn't Iuwe ", be II hll~project thDt sttllls;
yourphmningpioa::ss. Whatyouwrznt, llltil1lJltt'ly.
is ttl know yourcustomers.

Practical Market Re...n:h

Some ofthebestmarket researth is simple,
practical, and even obvious. You don't get it
from reference sections in Hbraries, or even
from the Internet. Get it from real people,
particularly customeb or potential mslODleIS.

Here are some practical eJllIIJlPles.

StudJ .Im..., ......71...

Always takealookatotherbusillessessimilar
ro your own, as a very good first step. If YOU'1'l'
looking at starting a new business. you may
well be starting one similar to one you alr~ad\"
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know. If you're doing a plan for an
existing business, you are even more
likely to know the business well. Even
so, you can stillieam a lot by looking at
other similar businesses.

• Look at existing, similar
businesses.

Ifyou are planning a retail shoe
store, for example, spend some
timelookingatexistingretail shoe
store businesses. Park across the
street and count the customers
that go into the store. Note how
long they stay inside, and how
many come out with boxes that
look like purchased shoes. You
can probably even count how
many pairs of shoes each
customer buys. Browse the store
andlookatprices. Look atseveral
stores, including the discount
shoestoresand department store
shoe departments.

• Find a similar business in
another place.

If you are planning a local
business, find a similar business
far enough away that you won't
compete. For the shoe store
example,youwouldidentifyshoe
stores in similar towns in other
states. Call the owner, explain
your purpose truthfully, and ask
about the business.
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• Scan local newspapers for
people selling a similar
business.

Contact the broker and ask for as
much information as possible. If
you are thinking of creating a
shoe store and you find one for
sale, youshouldconsideryourself
a prospective buyer. Maybe
buying the existing store is the
best thing. Even ifyou don't buy,
the information you gain will be
very valuable. Why is the owner
selling? Is theresomethingwrong
with the business? You can
probably get detailed financial
information.

• Shop the competition.

If you're in the restaurant
business, patronize your
competition once a month,
rotating through different
restaurants. If you own a shoe
store, shop your competition
once a month, and visit different
stores.

Talk to Customers

~you're considering starting a new
busmess, talk to potential customers. In
the shoe store example, talk to people
co~ing out of the stores. Talk to your
neighbors, talk to your friends, talk to
your relatives. Ask them how often they

•
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buy shoes, what sizes, where, at what
price, and whatever else you can think
of. If you're starting a restaurant,
landscapearchitecturebusiness,butcher
shop, bakery, or whatever, talk to
customers.

Atmostbusinessschoo\s, whenthey
teach business planning, students have
todo a marketsurveyas part of the plan.
The plan isn't complete unless they go
out and ask a credtble number ofpeople
what they want, why, where they get it
how much they pay, and so forth.
Although you may not go through the
fonnality of a customer survey for your
business, this information is vital

AtPaloAltoSoftware, we&equently
put a customer survey on two of our
websites on the Internet. People who
are browsing the Internet looldng for
materials and information on business
plans can visit us at

www.paJoalto.com

www.bplans.com

One of the sites does no selling, but
providesfree information. inc1udingfree
downloadable sample plans, outlines,
and discussions, including answers to
severalhundredspecificquestionsabout
details of developing a business plan.
We sometimes ask people stopping by
our websites to answer a few quick
questionsthatconcemus.Theinvitation
promises just a few questions, and
promises also that we won't ask their

names or e-mail addresses, and we
won't follow up with sales information..
Whenwedo,wegetabout300tesp0nse5
a month, which provides us with
vaJuableinfonnationaboutthecmc:ems
people have as they consider writing a
business plan.

Ifyou have an ongoingbusiness. the
process of developing a plan should
include talking to customers. Take a
stepawayfrom the routine, dial upsome
of your customers, and ask them about
yourbusiness. Howareyou doing' Why
do they buy? How do they feel about
your competitors? It is a good idea to
takea customer to lunch oncea month,
just to keep yourself in touch.

Potentia. CUs......

Most business plans contain an
anaIysis ofpotential customcIS. We saw
that in Chapter 3; The Mini-Plan, as
part of the initial ass ment. As an
essential first step, you should have a
good idea of how many potential
customers there are. The way you find
that out depends on your type or
business. Forexamplc.a retail shoestore
needs to know about individuals living
in a local area. a graphic design firm
needs to know about local businesses.
and a national catalog needs to know
about households and companies in an
entire nation.

1'1
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Good sources depend on what you
need. Government and commercial
statistics are usually more than enough,
but for some plans you may end up
purchasing information from
professional publishers or contract
researchers.

Forgeneral demographic data about
a local area, ifyou have no easier source,
ask the reference desk at a local hbrary.
A local university library is even better,
particularlyabusinesslibrary. Chambers
of Commerce usually have general
information about a local market. In the
United States, there is the federal
government's U.S. Census Bureau.
Nowadays the quickest route to the
census bureau is the Internet website at:

www.census.gov

The official statistics are good for
business information aswell. Youshould
beable to find a count oflocalbusinesses
with some measure ofsize, such as sales
or employees. The U.S. Census Bureau
has a lot of information on businesses.
You canalso find free information at the
Chamber of Commerce and probablyat
a local library.

Before the Internet became so
prevalent, Ifrequentlyturnedtovendors
of mailing lists for general information
about people and types ofbusiness. The
mailing list vendors often have catalogs
listing total numbers of types of people
and types of business. For example, to
find out how many attorneys or CPA
PAGE PB
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offices there are in the United States, I
might look at the lists for sale at a list
broker.

Magazines provide another good
source ofdemographics. Ifyou're selling
to computer stores, for example, call
Computer Retail Week and Computer
Resel/er News and ask both publications
for a mediakit. The mediakit is intended
to sell pages of advertising to potential
advertisers. They are frequently full of
demographics on the readers. For
information on any specific type of
business, get the media kits for the
magazines that cater to those types of
businesses as readers.

Just browsing the Census Bureau
website while preparing this draft, it
took me about 10 minutes to discover
that my home county has 378 general
contractors, of which 360 have fewer
than 20 employees and the remaining
18 have between 20 and 100. There are
238 legal businesses in my county, of
which only 12 have more than 20
employees. Also, following the. shoe
store example, there are 32 shoe stores
in the county, none ofthemhavingmore
than 20 employees. There are 111,000
households in the county, 61 percent of
themowneroccupied, and an average of
2.49 people per household. Some 22
percentofadults in the county are college
graduates, and the median household
income is $26,000. All of this information
was available for free at the U.S. Census
Bureau website, listed above.
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Know tile Customers

Aside from just counting the
customers, you alsowant toknowwhat
they need. what they want, and what
makes them buy. The more you know
about them, the better. For individuals
ascustomers,youprobablywanttoknow
their average age, income levels, family
size,mediaptefaeilCl!S,buyingpattems,
andasmuch elseasyou can find out that
relates to your business. Hyou can, you
want to divide them into groups
according to useful classifications, such
as income, age, buying habits, social
behavior, values, or whatever other
faetOIS are important. For the shoestore
example,shoesizeisgood.butyoumight
alsowantadivilyptefaetlcesandevtm
ifyou can find it-psythographics.

Psychographics divides customers
intocultura1groups,valuegroups, social
sets, motivator sets, or other interesting
categories that might be useful for
classifying customers. For example, in
literatureinrendedforporentialretailers,
FiIst Colony Mall of Sugarland, Texas,
desaibes its local area psychographics
as including -25% Kid &: Cul-de-Sacs
(upscale suburban families, affluent),
5.4% Winner's Circle (suburban
executives, wealthy), 19.2% Boomers
and Babies (young white-collar
suburban. upper middle income), and
7% CountIy Squires (elite ex-utban.
wealthy).- Going into more detail. it
calls the Kids &: Cul-de-Sacs group-a

noisy medley of bikes, dogs, aupools,
roclt music and sputts.- The Wmner's
0Jde customers are ·weJl-educated.
mobile, executives and prof kmals
with teenaged families. Big producets,
prolific spenders, and global trave1eIs.
The CountIy Squires are ·where the
wealthy have escaped utban stress to
live in rustic IUXUI)'. No.4 in affluence.
big bucks in the boondocks.•

Stanford Research Institute (SRO
provides another example. Its VALS
service (values and lifestyles) offers
informationonU.S.customersclassified
according to the value sets shown in
IDustration9-1. Customasandpotential
customers are divided into groups,
including fulfilleds, achievers,
experiencers, and others. More
informationabout that is avai1abIe from
SRI from their lWbsite at:

www.future.sri.comIvaIsI
VALSindex.shtml

Theiremail isva1s@sri.com. and the
main telephone number is (650) 326
6200.

Internet R....rch for
Business Plans

I'm old enough to remember when
gathering information was a problem.
Businessconsultantscouldrna1cemoney
just collecting the kind of information
youneedforagoodbusinessplanmarket
analysis. These days, however, the
problemismore sorting through an the
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Illustration 9-1: SRI's Psychographies

The diagram illustrates SRI's VAlS values and lifestyles psychographies research that
divides the U.S. market into various types of potential customers.

information than it is gathering
information. The World Wide Web on
the Internet has completely changed
practical business research.

This is far too large a topic to coverin
this book, but it is also vital to modem
business. By the time you're looking at
developing a business plan, I think you
should know how to use the World
Wide Web on the Internet. At the very
least, know how to find Yahoo and sort
through its catalog of business
information at:

www.yahoo.com
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Another search engine for business
information is Excite at:

www.excite.com

New search engines and new
searchingtechniquesappearall the time,
so please try to stay current.

Just as an example, illustration 9-2
shows Yahoo's main page. As you dick
on any of the underlined words, the
view opens up to more information and
more specifics. Dlustration 9-3 shows
the main search page at Excite.
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Summary

Projecting market growth is
particularly important when your plan is
related to findinginvestors or supporting
aloan application,becausemarketgrowth
enhances the implied value of your
business.

Cite growth rates in terms that fit the
available information, whether growth
in the number of potential customers,
projected dollar sales, meals served,
website projects, tax reporting hours,
yards to landscape, orwhateveryouhave.
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Part 4:

FORECASTING

Ch 10: Forecast Your sales

Ch11: Mnet

Ch 12: Expense BucIg8t
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FORECASTING

Forecasting is more art than sdence, a combination
of good research, logic, simple math, and educated
guessing. It's hard to forecast but it's harder to run a
business without forecasting.
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Chapter 10:

FORECAST
YOUR SALES
The next step is der1eIoping your SQ/e$

forecast. Oem'tfrar--it isn't as hard as mllSf
people think. Think ofYOIlT SIlIes fom:ast as
an edllCtlted guess. Fonmsting tIlkts grod
workinglmowledgeojyourbusirress. which;s
much more important than advcmaddegnr:;
or compleJ: mathenuztics. It is more tl1t than
science.

Whether you hm1e blIsintss tnlinirlg or
not,don'tthinkyouaren'tlflllllifietltDjiHa:asL
If you am nm II busirrlSS, tin you am
frm.cast its SIlIes. MostJIf!OPIeamgutsS thdr
own business' SIlIes bett2r thIm 1lIIY expert
device, sftlfisticgllJlllllysis, or1JtIItIrorrIJti
routhre. F.JcperieI« COIIJIfs JIIlft than 1lIIY
otherf/JdlJr.

H you've been foUowing along with
this book. you've been through some
Internet sites and other information
sources to knowyour customers and your
industIy. You were probably thinking
about your sales forecast while you went
through that information. The research
fora good forecast isaJrnostalways harder
than the final process of actually making
the detailed educated guesses. You've
probably already done the research.

P.. 89



HURDLE: THE BOOK ON BUSINESS PLANNING

Sales Forecast· Simple

When the research is already done,
the mechanics of sales forecasting are
relatively simple.

Break your sales down into
manageable parts, and then forecast the
parts. Guess your sales by line of sales,
month by month, then add up the sales
lines and add up the months.

Illustration 10-1 gives you an
example ofa simple sales forecast which
estimates total dollar value for each
category of sales.

Sales Forecast· Detailed

Forecasting is usually easier when
you break your forecast down into
components. As an example, consider a
forecast that projects $1,000 in sales for
the month, comparedtoone thatprojects
100 units at $10 each for the month. In
the second case, when the forecast is
price x units, as soon as you know the
price is goingup, you also know thatthe
resulting sales should also increase.
Thinking of the forecast in components
is easier.

iAttalner Consulting
: .

m.stratloa 10-1: Simple Sale. Forecut

,Att.ln.r Consulting 520.000 520.000 520.000 520.000

:Project Consulting $30.000 $40.000 520.000 , 5'0.000..... , ..

,Merke' Re•••rch sa.OOO 515.000 510.000 $5.000.....•., .. .........~....
iSlr....ale Rtports 50 50 50 50

. "'!'

- $2.500 : $2,500 • $2,500 : $2,500 •
';:~T' ·········;;;·, .. ······· .. ~:;;T ..·.. ·..~;;;;··

. ? :

.~.~..~~••-... $8'ClOCl:....~1.~,()()IJ............~·()()IJL ~'ClOCli

;~!'".~lclilo"""'"' ...... ..... .'.0 :.~..~~.L.....~,
OI/le, : SO: 50' SO: SO'
_,,,.1.11I1t;0&.]IIII8'11

This example of a standard sales forecast includes simple price and cost forecasts to
calculate projected sales and direct cosl of sales. (Nole: This graphic displays only four months
of the twelve-month table).
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Dlustration IG-2showsaunits-based
sales forecast. It takes assumptions for
sales inunits, then the assumedaverage
prices, and multiplies them to calculate
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sales dollar values. Then it takes
assumptions for unit costs and uses
them, alongwithunitsalesassumptions
above. to calculate direct cost of sales.
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T1Ie sales fclIllC88tmu~ unII fllI8C8BIB by price and COBt ra.... 1D C'8k' I Ie projedBd
sales and COBt d sales. (Noell: ThIs lIIaphic dispIIIys four mllI'" anlydlhe twBIvIl mOllth lBble).
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Graphics _ Forecast...

T'"
Business charts are much more than

just pretty pictures; they are excellent
tools for understanding and estimating
numbers. You should always create
charts to illustrate your sales forecast,
then use them to evaluate the projected
numbers. When you view your forecast
on a business chart, does it look real?
Does it make sense? It turns out that
most humans sense the relative size of
shapes better than they sense numbers,
so we see a sales forecast differently

.when it shows up in a chart. Use the
power of the computer to help you
visualize your numbers.

For example, consider the monthly
sales chart shown in illustration 10-3.
You can look at this chart and
immediately see the ebbs and flows of
sales during the year. Sales go up from
January into April, then down from
Spring into Summer, then up again in
the Fall. When you look at a chart like
that, you should ask yourself whether
that pattern is correct. Is that the way
your sales go?

The next chart, in TIlustration 10.-4,
shows a comparison of three years of
annual sales. Here again, you can sense
the relative size of the numbers in the
chart. Ifyou knewthe companyinvolved,
you'd be able to evaluate and discuss
this sales forecast just by looking at the
chart. Of course you'd probably want to

Dlastratioa 18-3: Moatlaly Sales Forecast Chart

11 ,...,----------------"

11OO .J.I-I------------
......... lJA------------
•'00.'" U-f---
........ .l-Hf----

..00 ./-1.1'-----
••oo ./.H--
1300,000

1200.000

1100,000

10 't-::-:+:-.i-::-+-:-+-f=F'F=t==F==F=F:::V
Jan reb ...,. Apt MIY Jun Jur Aug s,p (let I\.OY Ott

This chart shows planned sales for each month of the first 12 months.
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ThIs chart shows the sales fOIl1C88t for 8IICh yeer d the ..... I.....foIl1Cl1Sl

.-

S.... SbA.

In my recommended business pl;m
text outline, the discussion of sales goes
into Strategy and Implementation. You
can change that to fit whichever logic
andstructureyouuse. Inpractical terms,
you'llprobablyprepare these text topics
as separate items, to be gathered into
the plan as it is finished.

Somewhere near the sales forecast
you should describeyour sales stmtegy.
Salesstrategiesdea1withhowandwhen
to close sales prospects. how to
compensate sales people, how to
optimizeorder processingand database
management. how to maneuver price.
delivery. and conditions.

----...-...
1O'=F====F====lI====

explain Forecast and
Related Background

Although the charts and tables are
great, you still need to explain them. A
complerebusinessplanshouldnormally
include some detalled text discussionof
your sales forecast sales strategy, sales
programs, and related information.
Ideally, you use the text. tables, and
charts in your plan to provide some
visual variety and ease of use. Put the
tables and charts near the text covering
the related topics.

lcnowmoredetail about theassumptions
behind the forecast, but you'd have a
very good initial sense of the numbers
already.

........-_...P.-...-
.'_.'

•
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How do you sell? Do you sell retail
wholesale, discount, mail order, phone
order? Do you maintain a sales force?
How are sales people trained, and
compensated? Don't confuse sales
strategy with marketing strategy. Sales
close the deals that marketing opens.

To help differentiate between
marketing strategy and sales strategy,
think of marketing strategy as the
broader effort of generating sales leads
and sales strategy as the effort to bring
those sales leads into the systemas sales
transactions. Marketingcanaffectimage,
awareness and propensity to buy, while
sales involves getting the order.

Forec.at D.' ...

Your business plan text should
summarize and highlight the numbers
you have entered in the Sales Forecast
table. Make sure you discuss important
assumptions in enough detail, and that
you explain the background sufficiently.
Tty to anticipate the questions your
readers will ask. Include whatever
information you think will be relevant.

..1- PI'OllI'll....

Use this topic to 'list the specific
informationrelated to sales programs in
your Milestones table, with the specific
persons responsible, deadlines, and
budgets. How is this strategy to be
implemented and measured? Do you
have concrete and specific plans?
PAGE PB
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Businessplans are aboutresults, and
generating results depends in part on
how specific you are in the plan. For
anythingrelated to sales that issupposed
to happen, include it here and list the
person responsible, dates required, and
budgets. All of that wilt make your
business plan more real.

How Many Y.....?

I believe a business plan should
normally project sales by month for the
next12 months, and annual sales for the
followingthreeyears. This doesn't mean
businesses shouldn't plan for a longer
term than just three years, not by any
means. It does mean, however, that the
detail of monthly forecasts doesn't pay
offbeyondayear, exceptinspecialcases.
It also means that the detail in the yearly
forecasts probably doesn't make sense
beyond three years. It does mean that
you still plan your business for 5, 10,
even IS-year timeframes; just don't do it
within the detailed context ofa business
plan.

Summary

A sales forecast is hard for many
people because they are unsure of how
to forecast. Don't worry, if you know
your business, you can give an educated
guess of future sales. Remember, one
thingharder than forecasting is running
a business without a forecast.
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Chapter 11:

MARKET

T'he 7IIIlrIret segmenmtion alncrpl is avdJIllD
7IIIlrIretassessment and rruntnslralegy. Diuidt 1M
market inlo workable market ~Is_gt'.
inanne, product Iype, geography, buying ptlttrTJI~.

ClISlomerneeds. orolMrc1tlssifictltions. OcfineYClJlr
1emIS. and define your market.

Market Segmentation Is CrItical

Segmentationcanmakea hugedifference in
understandingyourmarket. Forexample.when
a local computer store business defines~
end home officeMand Mhigh-technology small
businessM as its customer segments, its
segmentationsaysalotaboutitscustomelS.The
segmentation helps the companyplan focus on
the different types of potential custolJlers.

When I was consulting for Apple Computer
in themiddle19805,wedividedthemarltets into
workablecategories, includinghome. education.
small business. large business. and all others.
Some other groups in Apple also focused on
government as a specific market segment. As
you define the segment you point loward an
understanding of the market. In the 1970s. I
knew a company that was selling candy bars
through retail channels. They segmented the
marltetin a waythatde6ned a rangeofproducts
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as "oral satisfacters" (their term, not
. mine). That included candy, cookies,
soft drinks, and bagged chips. The
segmentation helped the marketers
understandtheir real competition, which
wasn't just other candy bars, but also
other products targeting the same
customer money. That understanding
ofcompetition improved the marketing
and sales programs.

In today's business it's easy to see
segmentation in action. Consider the
different tone, content, and media for
ads that sell products to kids, compared
to those that sell the same product to
parents. Car companies change their
advertising substantially from one type
of program to another. Stand-up
comedian Richard Klein used to joke
about the beer company ads that
changed the style of the music to match
the audience. He complained that he
kept getting the country music version,
but heliked the bluesversion better. The
company that did those ads used the
stylesofmusic to address different target
customer groups.

In developing segmentation,
considerwhat factors make a difference
in the purchasing, media, and value
patterns ofyour target groups. Does age
matter in choice of restaurants, or is
style and food preference more
important? Is income level a key factor?
Education? I suspect some restaurants
will sell more meals to college graduates

PAGE9S

than others. Is this because ofeducation,
age, or income levels?

In your initial assessment you may
have already developed your first basic
MarketAnalysisworksheetfor analyzing
potential customers. It will help you
defineyour market andunderstand your
key market segments. A5 you complete
your market analysis, look at your
segmentationcriticallyand strategically.
Is this the best segmentation?Be sure to
revise and polish your numbers.

Market Analysis

A5 part of the business plan, you
should generate enough information to
develop a basic Market Analysis table.
Illustration 11-1 gives you an exampleof
a list of market segments, implemented
as a spreadsheet table. Each segment is
a group of customers that are classified
according to the market segments you
define.

You can create a simple market
analysis by estimating the number of
potential customers for each segment
and the growth rate, as shown in this
example. Onceyou have those numbers,
it should be a simple step to develop the
correspondingchart in Illustration 11-2.
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iConswner 2% 12,000
[Smailausiness-S% 15.000
~ _ _ -.-.- - ; , , .

Large Business 8% 33,000
,_~~,,_'v·.~...~.~'..~~_,~,._·, ,,_,. "......_w,.~· _.•

GcMImment -2% 36.000
-Edi:iCab-------------------O-"'-- 19.000

This table sl1DM 8 sin1* classiIic8l1on fA I'II8Itl8tsegn..... each segrl*1l cIt6lecI by Is
lolaI patentiaI cuslDmer count and Its eslimllled growth rate.

!Qeeb_'Lw 11-2: lie.....~ 0Iad

This simple pie cha1 shows !he pot8ntIaIlII8ItaIt as !he p.starIs. The dlll'8rln Sl9'*1Is fA
!he pie shDw!he I8I8tivIt sims fAdilr_. bI'get I'II8Itl8tgroupL
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Filling Out the Text

Afteryou find outaboutyour market
for a business plan, you also want to
communicate that knowledge to the
readers of your plan. Keep your
explanations clear and concise. The
depth of detail in market analysis will
depend a lot on the type of plan. You
may not need to provide a complete
market study in a plan developed for
internaluse, when all ofyour team knows
the market well. Maybe you'll just cite
the type of customers you attract, and
the part of town you serve. The market
analysis section in a business plan is the
section that is most likely to require
research for information from outside
yourbusiness, whilemostothers require
thinking and analysis of factors within
your business.

This is a good point to add a word of
cautionaboutthe level ofdetail required.
Remember that planning is about
making good decisions, applying focus
and enforcingpriorities. A business plan
doesn'thaveto includeamarketanalysis
suitable for a Ph.D. candidate in market
research. Planning is not about testing
your knowledge. If you are looking for
investment, then you mayhave to use
this section to display your wisdom and
understanding of your industry, but
don't overdo it. If you are planning an
internalplan andhave no audience other
than your own team, I recommend
enough market research to make sure
you're not missing key points.
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The value of information is limited
byitsimpactondecisions.lfmoremarket
information is not going to help you do
something better, then don't bother.

-.-In WIth. Summ.'Y

Your market section should begin
with a simple summary. You should
generally describe the different groups
of target customers included in your
market analysis and refer briefly to why
you are selecting these as targets. You
may also want to summarize market
growth, citinghighlights ofsome growth
projections, ifyou have this information
available.

Assume that this paragraph might
be included in a loan application or
summary memo, so you need it to
summarize the rest of the section. What
information would be most important if
you had only one brief topic to include
about your market? A good technique is
to skip this topic until you have finished
the rest of the section. Then go back to
the summary to write the highlights.

Ex....lnraur
Setmenbltlon

Make sure to explain and define the
different segments in your table,
particularly since you refer to them and
they are the basis ofyour strategy. What
distinguishes small business from large
business, if this is part of your
segmentation? Do you classify them by
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sales, number of employees, or some
other factor? I've seen segmentations
that define customers by the channels
they buy in. as in the retail customer
compared to the wholesale or direct
customer, alsocompared to the Internet
download customer. Have you defined
which segment is which, and why?

As you deal with segmentation, you
shouldalsointroducethestrategybehind
it and your choice of target markets.
Explain why your business is focusing
on these specific target market groups.
What makes these groups more
interesting than the other groups that
you've ruled out? Why are the
characteristics you specify important?
This is more important for some
businesses than others. A clothing
boutique, for example, might focus on
one set of upper-income customers
instead ofanother, for strategic reasons.
An office equipment store might focus
on certain business types whose needs
match the fum's expettise. Some fast
food restaurants focus on families with
children under driving age. Strategy is
focus; it is creative and it doesn't follow
pre-written formulas.

E. ' b ",rkatR..dE »
............n «

All marlteting should be based on
underlying needs. For each market
segment included in your strategy,
explain the market needs that lead to
thisgroup'swantingtobuyyourservice.

CHAPnIl11: M • .cD

Did the need exist before the business
was there? Are there other products or
servicesorstores thatofferdifferentways
to satisfy this same need? Do you have
market research related to this marlcet
need? It is always a good idea to by to
define your retail offering in terms of
targetmarlcetneeds, soyoufocus noton
whatyouhave tosen.butratlte£onwhat
buyerneedsyousatisfy. As a shoestore,
forexample, areyou sellingshoes orare
you satisfying the aJ5tUnoer needs for
coveredfeet?Aretherereal1yunderlyin
needs, such as style and prestige for
fashionfootwear,orpaddingforrunners,
or jumping for basketball players, that
relate to selling shoes? Are kids buying
status with their basketball shoes?

Understand and explain market
trends.Whatfaetors seem tobechanging
the market, or changing the busines!>~

What developing trends can make a
difference? Market trends could be
changes in demographics. changes in
customer needs, a new sense ofstyle or
fashion.. or something else. It depends
on what business you are in.

Forexample, abuili:Iingsupplystore
mightnotetfte trendtoward remodeling
older homes instead of buying new
homes, ora trendtowardmoreroomsin
larger houses, despite smaIIer families,
because of home offices, dens, and
exen:ise rooms.
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A grocery store might note a trend
toward Asian foods or spicier foods, or
toward fresher, healthier foods, or
development of a new shopping area in
a different part of town.

A medical supplies store might note
demographic trends; for example, as
babyboomers age, this leads them more
toward the need for estate planning and
retirement planning.

Look to market trends as a way to
get ahead of the market, to know where
itisgoingbefore it gets there. You should
also understand and explain market
growthin eachsegment. Ideallyyou cite
experts, amarketexpert, market research
firm, trade association, or credible
journalist.

Summary

Projecting tnarketgrowth is
particularlyimportantwhen yourplanis
related to findinginvestors orsupporting
a loan application, because market
growth enhances the implied value of
your business.

Gte growth rates in terms that fit the
available information, whether growth
in the number of potential customers,
projecteddollarsales, mealsserved, web
site projects, tax reporting hours, yards
to landscape, or whatever you have.
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Wheneveryoucan, relate the growth
rates cited in expert forecasts to the
growth in potential customers that you
included in the market analysis table.

, (I!!J/
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Chapter 12:

EXPENSE
BUDGET

Budgets are plans. TIrey are sptnding pImis.
activity pltms. sales pltms. mtlIketing plJms. all
linked 10 tire disciplines ofcareflIl ptc:jedion and
resoun;e al1oaItion.

Simple Math, Simple Hum....

The math of the expense budget is very
simple. The content takes work. but not the
design of the table. It's built on common sense
and reasonable guesses, without statistical
analysis. mathematical techniques.. orany past
data. The mathematics are also simple, StDnS of
the rows and columns.

In the following example, rows are
horizontal.. columns are vertical. Each line of
expense oexupiesa row, andmonths and}"!US
occupycolumns.Thesource spreadsheethides
the monthly columns for March through
October, for the purpose ofillustIation. soyou
can see the annual total. Those other months
are there, even if they don't show. The total
expense WWStDnS the individual expense rows.
The annual expense column sums the months
for each row, including the total rows.
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Illustration 12-1: Simple Expense Budget

~~j}M@@n!tiOOlmi'!mifE!ngWi.liWgwri'§H!r··21!@O
iMarketing Expense Budget . $15.000; $15.000 $20.000. $10.000. $150.000
fAdWrtising ·············$2.()()() •. $3,000 $2.0()() $2.000 $25.000

fcatak;gs· • $3.()00. $11.800. $8.000. $5,000. $113.300
;w~iiS~s" ... ····.·········$0·$0· $15.000 ·$0;$16;000

I;t=:~~~········"············································~6·1·······~;.~~~···············~6·~···········l::L $~~:666 .

An expense budget can be as simple or complex as you wish, but greater detail in your plan
win give you more information about, and more control over, how you spend your money.

As you develop a budget, think of it
as the part of your plan you can most
easily control. Consider your plan
objectives, your sales and marketing
activities, and how you'll relate your
spending toyour strategy. Remember as
you budget that you want to prioritize
your spending to match your priorities
in sales and target marketing. The
emphasis in your strategy should show
up in your actual detailed programs.
That's your budget.
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Budgeting is About People
More Than Numbers

Managing the budget numbers can
be simple, but managing a budget takes
people, not spreadsheets. While budget
numbers are simple, budget
management isn't. To make a budget
work, youneed to addrealmanagement:

1. Understand that it's about
people: Successful budgeting
depends on people management
more than anything else. Every
budgeteditem mustbe •owned·
by somebody, meaning that the
owner has responsibility for
spending, authority to spend, and
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the beliefthat the spendinglimit
is realistic. People who don't
believe in a budget won't try to
implement it. People who don't
believe that it matters won't
wony about a budget either.

2. Budget-ownership-iscritical:
To "own" a budget item is to
have the authority to spend and
responsibility for spending.
Ideally a budget management
system makes plan-vs.-actual
results visible to a group of
managers, so that there is peer
pressure that rewards budgeting
successes and penalizes
budgeting failures.

3. Budgets need to be reaIistic:
Nobody really owns a budget
itemuntil theybelievethebudget
amount is realistic. You can't
really commit to a budget you
don't believe in.

4. It's also about following up:
Unless thepeopleinvolvedknow
that somebody will be tracking
and following up, they won't
honor a budget. Publishing
budget plan and actual results
will make a world of difference.
Rewards for budget success and
penalties for budget failures can
be as simple as peer group
managers sharing results.

CHAPIa 12: Exri .• Bul III

The Budgeting PIOC•••

A budgeting proc [S! that brings
peopledirectlyintotheinvolvementand
ownership of the budget is strongly
recommended. Here's a simple step
by-step way to increase the imponance
ofbudgelingand implementation wilhin
your business.

1. The budget preliminary
meeting: Start your budgeting
process with a preliminary
meeting that brings your main
managers together. Discuss
strategy and priorities, realistic
amounts, and the planning
process. Distribute a simple
template and ask each manager
topreparea ptoposed budget for
hisorherarea.Askthemanagers
tocreatea plOposal thatindudes
monthly numbers, and
descriptionsoltheptogramsand
activities involved.

2. Budget development: Allow a
period for managers 10 develop
their budgets, working with thp
standard template. Enforce
deadlines for prpliminary
proposal and revisions.
Consolidate the proposed
budgetsintoasinglebudget table
that lists all of the proposed
ptogramsand activities. Inmost
cases the toIal ofall ptoposals
will be 2-3 times the real
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amount your company can
spend. Share that consolidated
table with all managers. Share
with themthedifferencebetween
proposed budgets and actual
spending limits, and ask them to
think about it.

3. Budget discussion: Bring your
managersback togetherwith the
budget table. Ideallyyou set up a
conferenceroomwith aprojector
and the consolidated proposed
budget table. Then you go
through thebudget, item by item,
and pare it down to a realistic
amount. Your managers will be
together in a group, so they will
have to defend different
proposals, and as they do they
will build up their personal
commitments and their
ownership of budget items and
programs. Theywill explain why
one program is more valuable
than another, they will argue
about relative value, and they
will increase the level of peer
group commitment.

When this process works well you
have a more accurate, more realistic,
and more useful budget. You also have
a high level of commitment from your
managers, who are now motivated to
implementthebudgetaswell as possible.
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Your Budget and
Milestones Work Together

As you develop yourbudget, keep in
mind your business plan milestones.
That'swhereyousetspecificgoals, dates,
responsibilities, and budgets for your
managers. It makes a plan concrete.
Make sure your budget matches your
milestones.

Ideally, every line in a budget is
assigned to somebodywhoisresponsible
for managing that budget. In most cases
you'II have groups of budget areas
assigned to specific people, and iJ

budgeting process that emphasize,
commitment and responsibility. You'll
also need to make sure that everybody
involved knows that results will be
followed up.

The ideal plan relates the budgets to
the Milestones table which we will
discuss in more detail in Chapter 18:
MakeitReal.The Milestonestable takes
all the important activities included in a
business plan and assigns them to
specific managers, with specific dates
andbudgets. It also tracks completionof
the milestones and actual results
compared to planned results.

•



•
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UsIng the MiaaD ISS table will assign IlISPOIlSlbIlY 8Ild IIUlhorlly to ..........._ budglIt
plans.

II

The Budget Will be Part of
Profit and Loss

As you build your expense budget
you are also creating your projected
profit and loss. The profit and loss
includes sales, costs of sales. and
expenses.

With the way business numbers
work. your expense budget will
eventually beoom£ part ofyour Profit
and Loss table which well see in
Chapter 14; The Bnttpm 1Jne. H
you'reusingapersonal computerwith
spreadsheetorbusinessplansoftware.
you should expect to see automatic
linking so the expen~ budget is
absorbedintotheProfitandLosstable.

D1ustration 12-3 shows a simple
profit and loss. with the expense budget
showing as the expenses portion or th..
larger statement.

This first example is a simple budget
that doesn't divide expenses into
categories. This is ideal for smaller
businesses with only a few employees.
By the time you haveworkgroupsand a
slightly laIgerbush •~ you'U
probablyend up dividingexpenses into
categories such as sales and marketing
expenses. administrative expel es, and
otherexpenses.ThisnextexampJeshows
how that might lookwhen it's brought
into the inoome statement.
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mustration12-3: Standard Profit and LOSI Statement

Oth.r

s.,.. $85,000: $90,000. $55,000. $592,000 .

.c::.'>.1Il"'~..1.... ............J24,OqO$25,OOO$19,()Q~.J159,OOO •
$0: w SO' SO

: .

.'nt.,.lIt.xpen.. ahort·lerm $400 • $400

Int.",,,.,,,,,,".. lorIftlerm $417 • $417

:Texe.lnciurre7iidme~~mmmmmmmmrr$23']i84ii3~·_iITiTI7m:cli$3i?ii,4iii57i±;;mmm3;;';+

Total Coat of Sale. $24,000' $25,000' $19,000 $159,000

1I:I;=;:~;;·::;:;::;l;;;;l;:;;:;::~:::=::~=:~::,
:.D!"'ratln!!.xpenae.

~~rtl~II1"'p'ro'""tlon ..~3,OOq$3,OOO.~3,OOO~36,01lO

PR $2,500 • $2,500 : $2,500: $30,000

T....,.I $7,500$7,500.' $7.500 'J90,OOO .

;18.1""".............. $500 $500 • $500 • $6,000 •

P.,.....II."""".. .. $27,250. $27,21XlL $27.250 ·$194,75ll.
L~ d.9ul nt ·····$500; $500 .$500' 56,000 .

UUlltl...~1,~O'.J~,o()QS1,oooS1£llOO :
>i~;:;;;;;;·························· $300 .'··$3iiiJT··s.~:600'

R.ntJ1,5OilL :$1,~i$18.qoo.

lr:J~J.'r."c~""..... $0 • $0 : $~
p.,.....Uburden. ..........$4.760 $4,760' $30,100.
Conlractlcon.ult..t. '. $0 ·······~O $0 •

./J.t':'&.... ~ . ~q ~~ .
•TotalOpersUn E $48,810 • $49,010 •

'··;I1~i1.$~~il'···

This illustration shows the standard Income statement (profit and loss). This is a partial
graphic, showing only three months of a 12-month table.
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maslratioa 12-4: Detailed Profit ad Loss Slatemeat

tlll!!!!!!.......... .. H....'__01-
j", , 7 ..,...-'__01-

*,50'-, 18MoM1 _.7II'-..uo.' ..•- .• ".:••...•...••..•......... __ ... ,.. --"'.."·'-"l...... "--_ .. "mo ..•,-.-, *',... _,111O'''.-..n·

11"'110: *'_ *'_! S1-.m·
IIlIO : IIlIO IIlIO : SII.7I1

1liIO,4Cl2' am.- 1IIJ5.1110 ' .........

•
>~=~~;:::.::::'.::~.:~::~.~.:~.~.::::::::':::::~::~.~r'--~--~-~~
m~.i'''''mmu .. H HH:::H ~.•.. iiYiiiil-:H~"i'i.iiiiOT··'ii~:;i.

_ 515_ : S2lUIDO 51"-' 51_
CoWog S2JIlIO • S2JIlIO S2JIlIO , _
;.~.. 122_ • sa_ 15.lIlllI' 1113.-
uo.-. SO . SO SO sa....,

...f..J;,;.H_.H.HHH.H_..HH.H.m H m H.H._ ~..'.. _~~ HH~.'.mJ~1-
....~ ~.; .....•.....~ ..~- - -

...,... 115_ *'_ *'_ 1'__
.....,........ 110.320 ",7111 ".7111 __

: ..!l!¥.H55. .m ••••••• 1',1114]""115 .. SU1I.. .11U11
;..~.!!!r.l H!Hm H_HHH H H~..,5lIfI..•......H~ .._ ~.;.H..f,3II,lIIlI
...~...... ~.L ,..~ H •••••• ",so. III,G!ID
__ S5lIO . S5lIO S50D • sa_
:i: ........................"'.=:i 11'::: ....ii:=T:

-111.1S1--
1181,1. •

11.m'
~

51....

1122,301

..R.D3
S2A18.-

S5C~lI ,

... I1J1,13.
.R.".'
110,155 .

~ __..mm?:.i..._ _.._m. __.__ ._ : :
:2L~_ ·····························QjO·.·-Iiiiiiii···H-·liiiOr-..
~ I ~_._ ..:.~., 11. ".' 51'-.-
'-'"'TelliOpa .CF 2.----~~-!I~~~pI!~.~~-~-~.~-, ..
~~-~-'----I-~:!'!_ ..,._-

This .usblllioi. shows lhe more defaMed profit 8nd loss 81ll11ysis lhet divides opetlllilig
dICp8I1SU inlD CBl8golies. This is 8 perti8I gtephic, showing three IlJ(jjllhsot8 12..molllll 18blll.
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Summary

Regardless ofwhich budget styleyou
choose, you makeveryimportant choices
as you plan your profit and loss. This is
where you plan your expenses. You are
estimating expenditures across the
business, from rent and overhead to
marketingexpensessuch as advertising,
sales commissions, and publicrelations.
Decisions you make here are as
importantas themathematics are simple.
Your sum of expenses ultimately
determinesyourcompany'sprofitability.
This is the business plan equivalent to
budgeting, as you set your sights on the
levels of expenditures you expect your
company will need.
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Ch 15: Cash Is King

Ch 16: Finish the Flnanclals



HURDLE: THE BOOK ON BUSINES. PLANNING

. FINANCIAL ANALYSIS

Thefinancials aren'tashardas you think,particularly
ifyou have thepatience tofollow the steps. Agood plan
includes sales, cashfluw, profits, and relatedfinancials.

PAGE 110
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Chapter 13:

ABOUT BUSINESS
NUMBERS

A business pltm depends on both words IlIII1
numbers. You CQ1l't describe a business in words
alone, IlIII1 the rumrbers don't fIlIlri withord the
words. 111 this c1uIpIer, wego thtouJit tire basics of
how tire numbers aJme tvgether.

Allow me to tell a persollal story about
words and numbers, andwhyyouneedbodl to
make a complete pIan.

In 1974, Iswitched&omgeneraljoumaJism.
writing for United Press International from
MexicoOty, to business joumaIism, writing for
BusinessInternational and McGraw-Hili World
News. With the switch. I found myselfcovering
businessandeconomicsinstead ofgeneral news.
writing for (among others) BJISirress Wed and
Business lAtin Amerial. At this point. because I
thought it would be nice to have some idea
what I was writing about. I went to the local
graduate school at night for courses in galffill
economics,accounting,finance,andmarlceting.

As I learned about macroeconomics, and
how to read financial stalEuldtts. I discovered
that the truth in business is almost always a
combination of words and numbers and can't
be explained by either one without the other.
For example, when a Central American
government annOUllCl!d a new federal budget
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that it said was going to both develop
growth and reduce inflation, the
numbers said that was a contradiction.
You can't do both; you can do one or the
other. You couldonlysee thatbydealing
with both words and numbers.

A business plan is like that, too. You
can't descnbe a plan without both text
and tables, both words and numbers.
The single most important analysis in a
businessplanis a cash flow plan, because
cash is the most critical element in
business. With the way the numbers
work, however, you can't do a cash flow
plan without looking at the income
statement and balance sheets as well.
Youreallycan'tdo theincomestatement
without looking at sales, cost of sales,
personnel expensesandotherexpenses,
so you need those too. And you'd have
trouble doing a sales forecast without
uriderstandingyourmarket, so a market
analysis is recommended. And thenyou
have the break-even as partof the initial
assessment, and tables for business
ratios, general assumptions, and other
numbers. Stephystep, the business plan
becomesa collectionof tables and charts
around the text.

Numbers Tell the Story

Althoughcashiscritical,peoplethink
in profits instead of cash. We all do.
When you and your friends imagine a
newbusiness,youthinkofwhat itwould
cost to make the product, what you
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could sell it for, and what the profits per
unit might be. We are trained to think of
business as sales minus costs and
expenses, which equals profits.

Unfortunately, we don't spend the
profits in a business. We spend cash.
Profitable companies go broke because
they had all their money tied up in assets
and. couldn't pay their expenses.
Working capital is critical to business
health. Unfortunately, we don't see the
cash implicationsas clearlyas we should,
which is one of the best reasons for
proper business planning. We have to
manage cash as well as profits.

C.h YS. PNlIts • Ex....pl.

One of the best ways to understand
the dilemma of cash vs. profits is to
follow an otherwise-profitablecompany
going broke because it can't meet its
obligations. This is a quick and simple
example. It also leads us into the
relationshipbetweenincomestatement,
balance sheet, and cash.

Start with $100, which we'll ca II
capital. At the beginningof this exercise,
your balance sheet has assets of $100
the money-and capital of$100. Assets
are equal to capital plus liabilities. /\
summary of the simple financial
statement at this point is shown in
illustration 13-1.

•. ,A
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Now SO bacIt a step and make the
situation IIlOR! n!lIIistic. For example,
most sales ofproducts to 00sh :55! S SO
on tenns, with the money due in 30
days. Soifyousoldthatwic:lgetonaedit,
you don't have $150 in the bank. You
still have $SO in your bouom line.. but
now you have nothing in the bank.
Instead, a customer owes you $150.
which is what we call • Accounts
Receivable.•

N.lhis point your~ '- sold 3
unIs and made $150 proII. In Iheory iI '
$250 in IhB bank.

Buy another widget for $100 and
sen it again for $150, and now you have
$200 in the bank. Do it again. you have
$250inthebank.Yourincomestatement
showssalesof$450,costofsalesof$300.
and profit of $150.

illustration 13-3showsyour income
statementandbalancesheetatttlispoint.=-..... UoaI .. '1'IIne

WWpIa

"..•........
m ...... 13-2: SeD •

The'" IinBneillls show B
hypolhetIcaI wldgels bu.-- as IlllBrts.

Hyou buy a widget for $100 and sell
it for $150, you should end up with $50
profit, which is what your income
statement covers. Sales minus costs are
profit.You shouldhave$150in thebank.
Nowyourbalancesheetshowsthesame
$100 in original capital plus $50 in
earnings, which are equal to the $150
you have in cash as an asset. illustration
13-2showsyou how the financials work
after the sale.

ThIs financilll shDwa how IhB compeny
looks lIftBr iIs first SlIIe.

•
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mastration 13-4: Selling on
Terms

mustration 13-5: Buying on
Terms

.

mustration 13-6: Numbers
Mo_t Up

·.·.·.·.· ·.•·.· Jiii~ : .. :hldoln ~.. "'$100
.......:... . ·.·.·.·.·.· T..~,~~· · : 11"•

.. ·······)+_1 ; ·····s.

Business looked good in Illustration 13
4, so you borrowed the money to buy
another Widget and continue.

Balance

.......... Ba,.n::
1

Accounts Altc8ivllbllll $1501

InIMntGry $100I
'rcal suo
Llabilicl..

Inco...SOD _

$300 : BMk8llenc:. $0

_S.I~O ..=. . __ ._ ..~a:urtIl,~.MbII ~ '450

.......:..;p , .J.~.~..... .. ~~.~
.' _..J~~~......... ~i·liitiiiiiM· : .. .;

.... ··'· .. ·i.Oi:iUibi'Pi.,.'!iIe . '100
~~.bC ... : ..... ,$~~.........~.... ······· ..:f.ilibih·· . $300

,nc....
slli.. ... J,~~~ ......~
cO"ii'o;·s"'i.. S10D
Profit lSO

. ·····:A;;~,-P.;;.:bl·~·· $100

.. "'T.,Niibih Stoo

':~' j:':';;:"",.u ':'
······"!f.i···.. ·····$250

S'."le".
eo_ofS.'..
Profit

illustration 13-6 shows the financial
picture after the same sales as in
mustration 13-3, but with sales to
businesses on credit and purchase of
inventory on credit as a short-term debt.

You have the same sales and profits as
in Illustration 13-3, but the balance sheet is
more complex.

Sales and profits are the same as in
IUustration 13-2, but you sold on credit, so
now you have no money in the bank.

~PiiiCWn'" "$"80
m.u'u'm"'...."'" .·.·.·.··.·.·.·.·.X )so

... ,""!'YTOiiii $150

:SaI.ftC.

Compare Illustration 13-4 to
illustration 13-2. This is what really
happens to the huge number of
businesses that sell to other businesses.

Knowing you can buy a widget for
$100 and sell it for $150, you get your
widget supplier to sel! to you on the
same terms you sell, net 30, instead of
for cash. Now you have $100 that you
owe to suppliers, which is called
"AccountsPayable." You also have $100
worth of widget in inventory.

This givesyou the case in illustration
13-5, inwhichyou are nowpoised tosel!
another widget and make more profit.

You have an extra$100 in assets (the
widget in inventory) and an extra $100
as liabilities (Accounts Payable), so you
are still inbalance. Also, you still haveno
money.

PA8EPB
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Now the case is more like what you
have with real business numbers, in
which you have to manage your cash
very carefully, and the amounts sitting
ininventotyand accounts receivableare
significant.

lliusttation 13-7 goes back to the
beginning of this whole example and
does it right, with enough capita1 in the
beginning to finance the company.

m.••I' • 'lS-7: 1'1W....
Capt...

In this iIuslIlIIIon the~ '
llIlClUlIh working c:apilBllo 8UIviwI the
uneqwted.

Instead of starting with $100 as
capita\, this business looks a lot better
with a startingcapital of$400. With this
additional capital from the start, buying
on credit and borrowing apinst assets
is more realistic. In lliustration 13-6 the
working capital of $250 just wasn't
enough, but in this scenario, working
capital isup to$550. Now it has a proper
inputofworkingcapital at the beginning.
With even the barest of business plans.
we could teU that$l00wasn'tenough to
get this business going.

.,
::i
...!

=~

...--
-

-
.-

. """"--------
'--"..... .....-..

~_;;;iiinu·."'" U

U

.... _

...... 'tM _.....-
..........................

' •••••••hm•• h _ •••• U _ ••••••h •• 7 *..-

ImpcnlawL In strict accounting
terms, working capital is equal to
short-term assets minus short-term
liabilities. In real terms, however,
workingcapital is the glue that holds
your cash flow together. Get it into
the bank before you need it, or you
won't survive the unexpected.

Even in the case of lliusb'ation 13-6,
the example is completely unrealistic.
Where are the running expenses, such
as rent, salaries, telephones, or even
advertising those widgets? How would
they affect the cash situation? How far
would we getifwe couldn't pay the rent
or the telephone bill while waiting for
customers topayus?Furthermore, what
supplierwouldgiveusawidgetonaedit
whenwehavenohistmyandno assets?
Whatbank would loanus moneyin this
situation? Banks do loan against
inventory and receivables, but only to a
certain percentage of total value. What
wasmissinghere, allalong. wasworking
capital.

•
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Ihope the theoreticalexarnplesmake
the concepts clear. Ifyou followed these
illustrations, you canseesome enormous
implications for running a business.

Important: Every dollar in ac
counts receivable means a dollar less
in cash. Every dollar of inventory is a
dollar less in cash. Every dollar of
accounts payable is a dollar more in
cash.

A Real Case Example

Now let's look at the implications in
a real case. The real case is a computer
store in a medium-sized local market.

The first graph, in Illustration 13-8,
shows a representative sample business
plan cash flow for 12 months, given
standard assumptions for sales, costs,
expenses, profits, andcashmanagement.
The sample company is profitable and
growing. It sells about $6 million
annually, produces about 8 percent net
profit on sales, and is self-supporting.

The chart shows a 12-month
projection ofcash resources. The lighter
of the two sets of bars represent the
checkbook balance at the end of each
month, and the other represents the
cash flow, which is how much the
balance changes in a month. The first set
of bars should never drop below zero,

mast:ratioa 13-8: As the Cash ClISe Stub

Ca.h Analysl.

so
....,lllIIJ .lJ..f----

·1'O••1lOO~~~~~~~~~~~~~~~
Jan Feb t/lar ~ Nay. Jun Jul "u!il S,p Ocl Nov Dtc:

..... ;

WJIh Ihe firsllake of Ihe cash case. Ihe business looks good and the cash plan is acceptable
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because if your checkbook balance is
less than zero, then you are bouncing
checks. The mathematics doesn't care,
but the banks do. The cash flow bars, on
the other hand, can drop below zero
without major problems, as long as the
balancestaysabovezero. Forexample, if
a company's balance was $10,000at the
end of January, and its Februcuy cash

'flowisanegative$5,ooo,thenthebaIance
at the end of Februcuy is $5,000 and the
cash flow is -$5,000. The lighter bar
stays positive, but the darlcer one is
negative.

CMAPna 13:~ .. II • fjNlluu__

In D1ustration 13-9, only one
assumption has changed: that same
companynowwaits an extra 15 days. on
average. to receive money from
customers on invoices presented. The
average wait, which is called·collection
days: goes from 45 days to 60 days.

Nothing else changes - no new
employees, no change in costs. no
additional expenses.

No otherchanges except waitingon
averageanextra15daysbeforereceiving
money owed from their customeIs. As
stated earlier, accountants call money
owed by customers •Accounts
Receivable.·

.-.--
A slrge challge, from 4510 60 days, makes a Ialge d11rei.1C81n the caeh ftow.
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Notice here the critical importance
of cash and the critical difference
betweencash andprofits.Withthissingle
change in assumptions, the company is
still as profitable as it was, down to the
last dollar. Now, however, its projected
bank balance in January is more than
$50,000 below zero. Therefore, the
company needs more than $50,000 in
additional financing. This is new money
needed, new investment or new
borrowing. The problem can't be solved
byreducingexpensesorincreasingsales.

Companies go out of business for
problems like these. Even otherwise
healthycompanies cango underfor lack
of cash. This kind ofprojection can kill a

company if it sneaks up by surprise, but
can be easily managed when there is a
plan for it. This is an eloquent argument
for good business planning.

In the thirdcase, showninIDustration
13-10, we set the collection days back to
the original assumption of 45 days, but
change the assumption for inventory.
Where previously it kept an average of
two month'sworth ofinventoryon hand,
in this changed assumption it now keeps
three months of inventory on hand.
Accountants call this Inventory
Turnover. The changed assumption
creates an inventory turnover rate of 4,
instead of the previous rate of 6. The
collection days are back to 45 in this next

mutratloa 13-10: Changing lmentory 0Dly

• CashF'IQW

mCash aalaflte

CUhAnalpl1

~,~:!l!i)f--
i'.~

-1300,000

·fWD.DDO .J.H-------"''-----
'f~OO.DOO.JJ-I-----------
......000 .J.H------------W---fi

·1100,000~~~~~~~~~~~~~~
Jan Fill Ilht _ MIV Jun JuI 1tJO Btl! Od NCJIt Dec

:~~-~"".!I-~."'
;~~.~~.!!

1/I'tIl"'".!" ~ .
;.,.....~ ~ .

;~~T~~_~".··""
: ~~I_I.I•."".
: InCMb,,.:..~~.~., .

The change in inventory turnover shows the cash balance is now well below zero.
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scene, butinventory tumoverwent from
6 to 4, which means keeping more
inventory on hand.

The implications of Dlustration 13
10 are massive. This is still a profitable
company, but it has a critical financial
problem. You see how the cash balance
bar falls to more than $600,000 below
zero in November.Thatmeans that this
companyneeds newmoney, newloans
ornewcapital investmenttomakeupits
cash deficit, even though it is still
profitable. This is bud to swallow until
yousee ithappen in real business, but it
is the truth and it will happen.

Profits are not cash.

A Graphical View

As you can see from the examples.
the numbers in a normal business
analysis, and in abusiness plan, arevery
interrelated. In previous chapters we
did thesalesfuIecastandpessonnelplan"
which then reappecued in the income
statement.alsocaBedtheprofitand105s.
You cansee&om the exaDiples howthe
inaxne statement links to the balance
sheet.We'Dgointocashflowlllldbalance
in followingchapters, but thepointhere
is that the assumptions andestimatesin
the standard business plan tables link
up to each other in a complex system of
relationships. You can see how these
relationshipswork in DJustration 13-11.

llhabwU... 13-11: ....c ", B.IIIIII'._ SIIl'Md'__'••

•
Po......1

PI••

"""".r
L...

The~ plan lables and charts should be linked together lD r8IIed !he praclicaI realities
d busiMu numbers.
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Linking the Numbers

As the chart suggests and the
previousexamplesshow, there isa logical
linkbetween the business numbers in a
standard analysis.

• Your sales forecast table should
show sales and cost of sales. The
same numbers in the sales
forecast are the ones you use in
the profit and loss table.

• As with sales, you should
normally have a separate
personnel plan, but the numbers
showing in that table should be
the same numbers that show up
for personnel costs in your profit
and loss table.

• Your profit and loss table should
show the same numbers as the
sales forecast and personnel plan
tables in the proper areas. It
should also show interest
expenses as a logical reflection of
interest rates and balances of
debt.

• Yourcash flowreflectsyourprofit
or loss, plus changes in balance
sheet items and· non-cash
expenses such as depreciation,
which are on the profit and loss
table.The changes in the balance
sheet are critical. For example,
when you borrow money, it
doesn't affect the profit or loss

PAGEPB

PAGE 120

(except for interest expenses
later on), but it makes a huge
difference to your checking
account balance.

• The balance sheet has to reflect
the profit and loss and the cash
flow tables.

• Your business ratios should
calculate automatically, based on
the numbers inthesales forecast,
profit and loss, personnel plan,
cash flow, and balance sheet
tables.

Summary

Use the charts along with the tables
to illustrate and enhance your analysis.
For example, keeping the Cash Flow
chartvisible while changingassumptions
gives you an instant picture of whether
or not you have exceeded available cash
resources as you plan your operations

•
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Chapter 14:

THE BOTTO.
LINE

The familiar phTase "tire bottom line", often
used as syrtorrymOIIS with tire amclusion or tire
underlyingfnlth, istldutllly taJrmfrom tlrestlmdard
lnanne statement ill acanmting. which subtradS
costs tl7Ul expensesfrom sales tl7Ul sIrorus profits as
tire bottom line oftire stlllmrDlt.

Now thatyou have pro;ected salesand cast
of sales (di.co1ssed in Quapter 10: Forrq!5t
YovrSales) and personnel expenses (Chapter
7: Mana"ment Team>, you're probably
starting to think about comparing expenses to
your sales.

Expenses start with personnel. Then you
have rent, utilities, equipment, and probably
some advertising. maybe commissions, public
relations, and other expenses

What we're leading to is profits. Profits are
what is left over afteryou start with sales. then
subtract cost of sales, expenses. and taxes.

The Income statement is the same as the
Profit and Loss statement. They are also called
"pro fonna income" or "pro forma profit and
loss." The pro forma income is the same as a
standard income statement except that the
standard statement shows real results from the
past, while a pro forma statement is projecting
the future.
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illustration 14-1 shows a simple
incomestatement.The format and math
starts with sales at the top. This example
doesn't divide operating expenses into
categories.

First, subtract costofsales from sales.
This gives you gross margin, an
important ratio for comparisons and
analysis. Acceptable gross margin levels

depend on the industry. According to
the 1997 Financial Statement Studies ui
Robert Morris Associates, an average
shoe store has a gross margin of 42
percent. A hat manufacturer has a gross
margin of 30 percent, and a grocery
store about 20 percent.

The more detailed Profit and Loss is
shown in TIlustration 14-2.

lllastratfoa 14-1: StaDdant Profit and Loss Statement

~
,_ . $85,000 $90,000 $55,000' $592,000'
. . ".,, {

:CootolSllo. $24,000' 525,000 $19,000' $159,000:
rOij;;;~ ····so so' soT so:
......... . ,..... . '

This illustration shows the standard income statement (profit and loss), This is a partial
¥i:~I'P~ing only three months of a 12-month table.
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''_c:..",_...................

:~ ?._t.._~_~ _ ..
.~~
'T_c:..at_

575U05
_.ooz

~~~'~.5ClOS5IO.ooz

_.30' S13II._
57"_ S5lI7.'ao

57.5ClO ~~~ ~ n.5ClO- -$722,2lIS S575.,ao

_.207
$1.351.077

S"I.79'
S5.75'

$I""."

•
~~111!!!'."".!! 23.ll8'1lo m ..m~ ~ 22.2ll'1lo :M.mIO
:~F_~•. __ --' .._
~.~.~~~.7L -

,."... S32.ClOO $1t,ClOD S1t,ClOD __ ,
_ $15.000 _ $lOJIlIII $l3I.5llI .

. £ 1.1........................ ~.~ ~ ~ ~

,.~......... ..~ $22,lIOO ~~ ~~SlI,jlfll)_.. -- $":u...._ SO SO SO _ '
• _ SO SO : III SIlJlllll .
~--~_.__ _ - ·····---··--··_·---······-_-r--------_~·--i1i2iil·~

, --.- -.- - -._--.. $olIO~ .

:... ~ .
l~~ .

D , ~11'an

:._.~.~.\ a.-._-""""--"--'----Ohr

....... ~ ~~ $l5.ClOlI ~,JII:IlI ~.5ClO ~3I5,IIllO •
~~ ""~ ~l'I! ~,$'.... $1.,t15 $I.". $lUll

~..... SUllO ~ ~~~ ~$2,5OlI-

mo~ S75D .. SlJIlIII_ _ _ SlJIlIII

57JIlIII 57JIlIII 57JIlIII SIOJlClO
_ S550 _ SV3'

$I.5ClO

i~..-:-I'J II .a~
iOllllrE 2

.CllIoIor.....,..,.... S3JIlIII S3JIlIII S3JIClO
i~.~g_I1.lC! __ _ _.!:~.~ n ~~~_. .•••••_~~~•.•••

,Ohr'llo DAa 0Q'Il0

~I~.~_ .~.•,?L __.._m __._u..

.1'l"'!I.!.~.~~.1.!!'!!!! _ ~,3!! ~1.~_$103,1lI2 ._-_

,1Ill!.""'I177..i....'!!"."""~.., ... _............... ~1,1l33 ~..._.....~.Ji33 $11.133,
~~"""LI"". W11 $L4II, ~-'-'--__ '!
.__ $10.1. as..osr' .... .....'

ThIs llusbalion shaM the mora lfe' 'h d profit encIlo8lI_18Iy8lI thIIt divides operllting
lIXjI8I &IS inllD c:alegGies. This is II partial graphlc.1hoWing line ITIDIIIhs of1112-monlh 1BbIlt.
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This example divides operating
expenses into standard categories,
includingSalesandMarketingexpenses
and General and Administrative
expenses. It provides a clearer picture of
the business expenses and what they
stand for, but for some cases the extra
detail may not be relevant.

Summary

Your profit and loss statement is
where you budget and forecast your
expenses. You also absorb the more
importantnumbers ofyoursales forecast
and personnel plan, to create a planned
bottom line for profit. This is educated
guessing. Keep it on a computer so you
canrevise oftenas thebusinesschanges.
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Chapter 15:

CASH IS KING

So, as we 100Iral at busina; fIIIJIIbm in tilt
preuious two duzptets, weftrvs*' on the aitiaU
diffrrtna between azsh tmd profits. This duzpIt!r
100ks at how to p1Jm for azsh ill fl busina; plJm.
IlIUlersttmdingtheaitiCtIlt:lemads tJIIItIlf/etlazsh
flow· You don't TI1tl1It to be one ofthose 1JusiJ 55fS

tIult~ broke eDerI wIri1e protbu:i1Ig profits.

Basic Cash Planning Example

Let's start again with a simple example.
Compared to the examples in the previous
chapter, D1ustration 15-1 looks at the business
from aoompletelydifferentpointofview;money
coming in and money flowing out. Sales and
profits are out of the picture, (although sales
influences money in and costs and expenses
influence money out).

In this very simple model,. your soun:es of
money are cash sales, payments from
receivables, new loan money, and new
inwstment. Your expenditures include buying
widgets in cash. payinginterest, payingbills as
they rome due CLeo paying accounts payable),
and paying off loans.
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DlastratiOD 15-1: Basic Cash Plan

....tIW\Wi\!!I:N$lltlww';l1iii•••"Il••WtMiW
lCash sales . so I SO . so '. SO
Fr~r;.c:!~b"s)(j· so $0 ..... so
New loans SO , so . S100 " S100
~;i;;;;';stm~~i S400 so SO so
?t'*H!illlWdlmB,w\?§i,:$I9IHnl).@i$~!F$1Qn Fi!'··$jpq ...

This sample shows examples of incoming cash and expenditures for our sample company.

lIIa,trati_ 15·2: Sample CaM Jacome Statement

$119
$1

$35

This table shows some of the more important assumptions related to the cash plan for a
sample company (numbers displayed in thousands).
PAOli PB
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Subtotal $329

Subtotal $726

A~.rec::::c=:e::.:ivab=Ie~_i-- $395
1~.~.__._~.~51
Other<:ment assels $25

Cash Bel rca $55

1IIutrati_ 15-3: S.....
CueS ....

Lon rm IilIbllie. $285

ClI:l'8nt lablilies

A~JI~.. $224
ClI:l'8nt nolBs $90._-..-._----_._----_..--.-----_._---------~-- - -------.....•

Other cooent labillies $15

Capital assels
,Accwnulated de..P.recialion1-----··---------·.··----------- ",' ....

Subtotal

This is lhe~ t , lC8 sh8lIt for lhe
cash lIow lIIllIIIlPIe__ inc:IllIi18 stlIIM1enI
is In IIIusIrallon 15-2.

Even at this basic level. you can see
thepotentialcompIicationsandtheneed
for linking the numbers up with a
computer. Yourestimatedreeeiptsfrom
accounts receivable must have a logical
relationship to sales and the balance of
accounts receivable. Likewise, your
payments of accounts payable have to
relate to the balances of payables and
the costs and expenses that created the
payables.. Vital as this is to business
survival, itisnotnearlyas intuitiveas the
salesforecast, personnel plan, or income
statement. The mathematics and the
financials are more complex.

.......... ··Ial~epl"""~.

A More Realistic Example

The cash plan can get complicated
quicIdy when you deal with a more
realistic business example. In the
following illustrations, we're going to
look at the cash planning for the
company whose cash balances were
described in Chapter 13; About
Business Numbers. This was the
companywhosecashflowvariedwidely,
depending on cash assumptions.

With lliustrations 15-2 and 15-3 we
set the starting points, which are the
projected income and the starting
balance. We see a simple example of
business income, which we'll use as a
first step for planning cash. Sales hit a
peakinMay.Theexamplealreadydivides

",' ',.
"

•
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sales between cash sales and sales on
credit. We also have a simplified version
ofwages and operatingexpenses so that
we can focus on the cash plan instead of
the income statement.

Cash Flow Breakdown

In the following 'Sections, I will
explain the CashFlowtable, rowbyrow,
andhowthenumbers inyour CashFlow
have a direct impact on the Balance
Sheet, to helpyou better understand the
direct link of one table to another, and
how changes in one table directly affect
the other.

For the purpose of discussion, we
have divided a standard Cash Flow table
into separate sections, Sources of Cash
and Use of Cash.

Sources of Cash

lllustration 15-4 lists possible cash
sources for our sample company. Most
of these have balance sheet impact, and
several come from the income statement.
For now, we'll focus just on the cash
flow. After dealing with cash, before we
go on to the balance in Chapter 16:
Finish the Financials, we'll also look
briefly at the specific cash flow
implications on the balance sheet.

1. The first row, Cash sales, is a
simple estimate. It should link
with your sales forecast and
income statement to avoid
inconsistencies. Cash sales plus
sales on credit equal total sales.
Normally, credit card sales are
grouped into cash sales because
the business gets the money in a
day or two. Cash in this case

maltration 15-4: Sample C.le-Sourcel of Calh

~.lI~J.!.~I!~ L , $81 ~1()~; ~.1~~ J1~~.L $193' $146
1'rl:!~~~"'~I:I~uL 5212 $137, $190 $284:5292'$352
From sale of Inventory $0$0 . $0$"0:$0'$0
From sale of other currentsssets: $0 $0' $0 $O! $0 $0
:~~m:~~~~:~P.:~i~!.!e.~::::L::::]~::::J~.::::$9:::::::::~9r:::.::.:~~.:::::::]~
From new short-term debt: : $0 $100 $30 $100' $0 $0

~~~..~:;:~~;~~r;;,~:-rl~~....... . ······~~::.: :.::J~L ..:.:~l~t :;~I... J~, J~
New ca ltal . $0 $25' $0 $0' $300 $0

•...•......•.. i,jW.~$$;k L ... . ..11

In this section of the Cash Flow table, we describe the main sources of cash, such as cash
sales and monies received from accounts receivable.
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means cash. check,. and credit
card,. eveI}'thing except the real
sales on credit which are sales
made on terms.

2. The second row, From
receivables, is an estimate of
the dollar ammmt received from
customers as payments of
accounts receivable.

3. The third row, From sale of
inventory, shows special sales
of inventory sold outside of the
normal business. For example,
sometimes a manufacturer sells
el" !IS inventory of materials or
oomponents, outside ofitsusual
and regular sales channels. This
shouldn't include the normal
sales ofnormal inventory, which
go on the income statement as
sales.

4. The fourth and fifth rows are
From sale of other current
assets and From sale ofcapital
assets. Selling short-term or
long-term assets is another
possible way to generate cash.

5. The next three rows are where
you estimate amounts of money
cominginto thecompanyasnew
bollowedmoney.Thedifference
between each of the three is a
matter of type ofborrowing and
terms.TherownamedFromnew
short-term debt is for money

you get by borrowing through
normal lending institutions, as
standard loans, with interest
payments.Therownamed From
new other current liabilities is
for items like accrued taxes and
accrued salaries and w<Jgt:'~.

money owed that will have to be
paid, but isn't fonnaDyborrowed.
NormaDy there are no interest
expenses associated with this
row. The row named From new
long-termdebtisfornewmoney
borrowed on longer terms.

6. The last row in Soun:es ofCash.
New capital. is for new money
coming into the company as
investment.

illustration 15-5 is an example of
uses of cash for our sample company.

1. The first andmost obvious useof
cashis toPayaccounts payable.
The accounts payable balance is
money you owe. Every month,
you payoff most of this.

2 The row named Payroll etc. is
for wages and salaries and other
compensation-relatedpayments
you make every month to your
employees and thegovernment
These obligations don't go into
accounts payable. Instead,. you
pay them every mmth.
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mustntioa 15-5: Sample Case-Uses of Cash

This section of the Cash Flow table lists projected expenditures, such as payments on
accounts payable end direct payments of wages and salaries.

3. The row named Immediate
expenses is for other expenses,
aside from the wages andsuch in
the row right above it, that you
pay as incurred. They never go
into payables to wait their tum.

4. The Immediatecostofsalesrow
isverysimilar to the one above it,
the difference being that these
are costs of sales, instead of
expenses, that are paid as
incurred.

5. The next row, Interest
payments, assumes that interest
is paid as incurred instead of
waiting in payables to be paid
later, Therefore, interest
payments decrease cash. The
amounts have to match the
income statement.
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6. The next two rows, Principal
payments short-term debt and
Principal payments long-term
debt, are for principal payments
of debt. When you payoff your
loans, you lose cash. In the
example, there is a regular payoff
of long-term debt, and a single
payoff of part of the short-term
debt.

7. In the second row from the
bottom, you record new
Inventory in cash. You'll have
to know how much new
inventory you'll be buying, so
the portion ofit paid in the same .
month is part of calculating new
payables.
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8. Finally,inthelastrow, purchases
of New capital assets reduce
cash and change the balance
sheet amount for the related
assets.

C11leulatlnl The e-h
....nce

When you're done with both
sections, add the new sources of cash
and subtract the uses of cash, and you
have an estimated endingCashBalance
foreach month. as shownin DIustration
15-6.

CHAnu 15: CAllI • Ie.-

Even with this detailed list, we've
still missed someother items that might
reduce cash. There is nothinR in this
sample table for purchase of short-Ie""
assets. There is nothing showing for
owner's draw or dividends. There is no
rowforinterestinoome, ormiscellaneous
inoome. This is just a simple example
intended to point out the relationships
between the different tables, and the
dependencies involved in calallating a
real cash flow.

~ 15-6: Smnple Case eN Bel.....

CaM _ $81 $103,
..;;,;;;o:;W;~ii!!¥LL.S2f2 ... isi:W

m

F__.. of.._.....' so so
F__..of___ so so
1'.......... ."capI1al.- so so
F__........... _ SO SI00

F~ ......-curna1..- so so
=-~~II~ dIobt m;g s::

- .
:;,;,_, ,c:;,., ... ;. , ' •

~,Ji~._~~. ,.~=L_ ,Y J _ ~~_~ __~

The fill cash plan I8ls you COIllplII'8 your Sources of C8Bh wIlh Use 01 Cash 8Ild _ the
Cash Balance.
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Links with B.I.nee
Sheet

Even though I cover the balance
sheet in the next chapter, I can't talk
about cash without relating the cash
flow to the balance sheet. The three
most important financial statements in
a plan, income statement, cash flow,
and balance sheet, are linked to each
other.

illustration 15-7 shows the sample
balance sheet linked to the cash flow in

the previous illustration. Most of the
rows on thisbalance are directlyaffected
by the cash flow, and need to change
every time the cash changes. To close
the circle in this chapter, let's look in
detail at the balance:

1. The Cash Balance row is till'

balance in your checkbook. You
calculate this with the cash flow.

2. Accounts receivable is the
money owed to you by

IUulralioa 15-7': Belated ......ce Sheet

·x,·."."':;· .:::.,...; .' ;.•.): . :;,,, ':::::~ ...•'*.

555 515: 521 57: 515 593' 553
....~9.5 $37' , $474 ... 55!6: 564:4 $803 5791

5251 $332 .. S4¥. 5545' 5701 5878 . ..J~7
$25

...... $25'
525 $25: $25 $25: $25

5726 5743' $984 51 153: 51385 $1799' $1 16

Camtnt labilities

~.",m..l"'Y"b,!!..... 52.2.41-..::52=:6'78~' ~53,,:7:::-'_=::,-_5=:5'764::------'E:?'---'5"'5"-:i17~
Current notes $90 $90; S190 $320 5220'
Olhor c"""" ll8biiliol 5' 5 515 515 515 5' 5;
Su_1 5329 5373' 5576 5899 57521
Lon rm IlobOIlle. 5285 5282: 5279 5367
£Bwiif"" .·...:<}\i;~;~m%~dj:r :Mot "usH4V:at'l .";.:.::. ,':'If":

The balance sheet should follow from the income statement and the cash flow. Notice how
Jong-lllnn liabilities respond in March to a new loan and a principal payment of an existing loan.
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customers for sales already New payables will include new
made. The balance increases inventory not paid for when
with sales on credit, and pwchased. plus indirect costs of
decreases with payments of sales not paid as incurred,
accounts receivable. For any operating expenses not paid as
month, the endingbalance is the incurred, and similar items.
sum of the previous ending

8. Currentnotes (short-term) willbalance, plusnewsalesoncredit,
minus payments received. be equal to last month's balance

plus new borrowing minus
3. Calculate the Inventorybalance principal payments. Interest• as the previous balance minus payments are not included,

direct cost of sales plus new because they go into the income
inventory purchases. statement and don't a«eet the

Calculate Other current assets
balance. Principal payments and

4. new borrowing should come
as the previous balance plus new from the cash flow.
assets purchased (from the uses
ofcash) minus disposal ofassets 9. Other current liabilities are
(from sources of cash). things like accrued taxes and

5. Capital assets are long-term
accrued salary, liabilities you
knowyou havebut haven'tpaid.

assets, usually plant and
equipment.Thismonth'sbalance 10. Long-term liabilities (debt)
is equal to last month's balance inaeases when you borrow and
plusnewllSllel:spun:hased.minus decreases with payment of
disposal of assets. principaI.Thebalance isgoingto

• 6. Accumulated depreciation
be lastmonth'sbalanceplusnew
borrowing as a source of cash.

decreases thevaIue ofthe capital minus principal payments as a
assets. This month's balance is use of cash. In the sample case,
last month's balance plus new the MaICh balance shows a $100
depreciation, from the income increase for a new loan. minu!i OJ

statement. $3 decrease for paymenl ui

7. Accounts payable will be last
principal, so that the $376 at the
end ofMaICh isexactly$97 more

month's balance plus additions than the $279 at the end of
(a subset of costs and expenses) February.
minus payments of payables.
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11. Paid-in capital is money
invested. The balance should be
last month's balance plus new
investment from sources of cash,
minus dividends from uses of
cash.

12. Retained earnings is the
accumulated earnings reinvested
in the company, not taken out as
dividends. Normallythis changes
once a year when the annual
statements are prepared.

13. Earnings are the accumulated
earnings since the end of the last
year. This month's balance
should be equal to last month's
balance plus this month's
earnings. At the end of the year,
with an annual adjustment,
earnings still left in the business
become retained earnings.

Understanding Cash Flow

Your cash plan is the most critical
financial element of your business
projections. If it is going to be useful at
all, a business plan helps you develop a
realistic cash estimate, based on the
underiyingrelationships we explored in
the previous chapter. Whenever you
change an assumption in sales forecast,
personnel plan, profit and loss, or
balance sheet, it affects your cash flow.
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The examples in this and previous
chapters describe the way cash fluw
works. Profits are veryimportan t to cash;
the more profits, the better the cash,
because profits are sales (that generate
cash) minus costs and expenses (that
cost cash). What is less obvious is the
impact of balance sheet items:

• An increase in assets decreases
your cash. A decrease in assets
increases cash.

• An increaseinliabilitiesincreases .
cash. A decrease in liabilities
decreases cash.

These two principals lead eventually
to the impact of receivables, inventory,
and payables. As you look at your
assumptions for the cash flow, keep in
mind thateveryextradollarofreceivables
or inventory as assets is a dollar that you
don't have in your cash balance. Every
dollar in payables is a dollar that you
have in cash, too. Although this simple
cash model doesn't show the critical
impact as clearly as our examples in the
previous chapter, the mathematics and
financial principals are the same.

Summary

Thecashpianisvital, themostcritical
financial analysis in the business plan. It
has to manage the difference between
cash and profits. The cash flow stands
between income statement and balance
sheet, and brings the two together.
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Chapter 16:

FINISH THE
FINANelAU

Ifyou've reIlUyfollo1md thTOllgh with the CIl$h
plan. yourfi1umi:itl1s fltr! almostdone. The balance
sheet slwuld be completed by the time )'OII1uIve Q

CtlShjIowworldng. Businessratiosshouldbealmost
Qlltomatic too, because they dnno aU of their
infomuztionfrom ftIbIes you've Il1muly finisMtL

The Balance Sheet

I showed }'OIl some basic balance sheets,
fustin theprevioussections.Clyqpter13:About
Business Numbers and CIyqpter 15: Cam is
King, becauseyou can't deal with cash without
addressing the balance. You've seen then that
the Balance Sheet table shows the business'
financial position. its assets and liabilities, al a
specified time.Astandardbusinessplanindudes
a projected Balance Sheet table for each of the
first 12 months in the plan, and for each of Ihe
three years.

The ironclad rule of Western double-enhy
bookkeeping and accounting is that assets are
equal to capital and liabilities. This is what
balance means.
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Uyou think about it, you'll notice we
also used that rule in the Start-up costs
section of ChiPter 5: Describe Your
Company. It comes up again with the
Balance Sheet table as weuse this rule to
calculateretainedeamings,which makes
the balance correct.

illustration 16-1 shows the Balance
Sheet table, or pro forma Balance Sheet
table. The Balance Sheet table should
naturally start with either your start-up
costs or your ending balance from'the

previous year, depending on whether
you are a start-up company or an
ongoing company. Then, for the first 12
months of your plan, it should give
detailed projections of your assets,
liabilities, and capital as your business
progresses. The calculations for this
come mainly from your income
statementand cashflow. Between those
two statements, plus the beginning
balances, your Balance Sheet should be
virtually done before you start.

mastration 16·1: Sample Balance Sheet lllble

C..hBa1anc8 $55 $15. $21 $7 $15 $93 $53
Aa:<>.... AlCII_1e $395 $371 $474 $576 $644 $803 $791

!~~,.",."."" .....", ....,,~~5.1... ,.. ~~~.. $444 $$45 EQ1.,.....~~IL, J.6:4.!.
Olhorc:umllll .._ $25 $25 ·'··"525·"··"·5"2"5'··'· $25' $25 $25

su_ $728 $743 $964 $1153' 1 385 1 7811 1516

Capital assels

~~~~·Preclallon
SubtDla'

$350 .. ·5375'· $375 $390

..$50 $51 ~52 $53
$300 $324 $323533"·

, ',j!

$440 $440
555 $58

5385'S3B.4

This illustration shows the first six months of the Balance Sheet table for the sample
~e used in the previous chapter (numbers displayed in thousands).
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Business Ratios

lliustration 16-2 shows the Ratios
table. This table calculatesseveral ratios
that are common in financial analysis.

RatiosareoftenmisundecslOOd.They
aren't magic. Correct. healthy ratiosvary
from industry to industry, business to

business, depending on tht! natur" oi
the business. Chapter8; The Business
You're In lists sources for mort!

•

••...'"

lllubatl_ 16-2: ne .e". Mle

,~.!~.. ·nmn_nnm mn3~1075,.'.·.....-....._..n~:111!5:,.
~:~~.~.~-~.~-~P::.::::::::::::::-
.........'T....- 5.89

m
:1:iic

mm
:SJi8.

'AiiCiS·P8"~·Tuma ••-..·_nm-._...n. __- ..n_n5:g m -5]j~---_·---5-:9·

)i0i8i·AiHi·fiimOViir·········· ······5~44 2.45 2.35
~ _-------------------_. __ ._-_. __ _ _.._-_ ...•.•._---.-.- .._-.._.. __ _.._--_ _-_ _-_ ,--""-_._-_ "" ..,._-.. -

~BiI!1.'_!il~1Ic'111®Mi$!:$!1!··'.'··.
'CUrrWC Rdo 1.87 1.38, 1.37.
fQUiCilRiiiO .oji .. 0.52 0049

iNitiwortmg c.pbI $881,815 $882.070 $758,509
i~!~b~ ••~•••..•••~•.••:::..:.:.::::.n:::...n...:~.._.5.~~:~__m_. 7.1.!'L._n ..._7:~c1

Most standIId business p1a1l81ncU1e some standard~ IlIlIas. Villi IhauId let lie
c:ompuI8r calculallllhem.
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infonnationonbusinessratios, including
standards for your type of business.
Generally, the most important insight
gained from ratios is the change in a
ratio over time, rather than the specific
number at any given time.

While we do explain the standard
financial ratiosusedhere, there arebetter
explanations available in financial
management textbooks. Experts will
almost always agree on the importance
offollowingchangesin a ratio overtime,
and on the wide variations of standards
depending on the type of business.

Prvfttllbility RaIIoII

• Gross Margin: sales minus cost
of sales, expressed as a
percentage.

• Net Profit Margin: net profit
divided bysales, as a percentage.

• Return on Assets: net profit
divided by the total assets.

• Return on Equity: also return
on investment (ROn. This ratio
divides net profit by net worth.

Return on equity or return on
investment (ROn is probably the most
important of these ratios. A business is
aninvestmentand it shouldyield profits
comparable to alternative investments,
unless there is additional compensation
(such as salaries for the owners). In
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theory, at least, ifROI is low, you should
sell thebusinessandputyourinvestment
money to better use.

Return on assets and the net profit
margin provide a good basis for
comparison betweenyour companyand
the rest of the industry. They are also
good indicatorsofcompanyperformance
from year to year.

Activity Ratios

• AR Turnover (accounts
receivables turnover): sales on
credit divided by accounts
receivable. This is a measure of
how well your business collects
its debts.

• Collection Days: accounts
receivablemultipliedby360, then
divided by annual credit sales is
another measure of debt
collection and value of
receivables. Generally, 30 days is
exceptionally good, 60 days is
bothersome, and 90days or more
is a real problem. This varies by
industry.

• Inventory Turnover: cost of
sales divided by the average
balance of inventory. The higher
the turnover, the better for cash
flow and working capital
requirements.
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• Accounts Payable Turnover: a
measure of how quickly the
business pays its biDs. It divides
the total new accounts payable
for the year by the average
accounts payable balance.

• Total Assets Tmnover: sales
divided by total assets.

These ratios are generally used to
compare a rompany's petformance to
the average for its indusny. Levels of
aa:eptabilitytendtovaIYwidelybetween
different industries. For example, large
manufacturingcompanies might have a
verylowassets turnover, but retail stores
should have a high turnover.

• Debt to Net Worth: total
liabilities divided by total net
worth.

• Short-term Liabilities to
Liabilities: short-term debt
dividedbytotal liabilities.This is
a measureofthe depth and term
of debt.

LlquI.t.Ra••• .

• CunentRatio:short-termassets
divided by short-tenn liabilities.
This gives a view of a business'
cash position and ability to meet
short-term commitments.

• Quick Ratio: this is the same as
the current ratio, except that
inventories are first subtracted
from short-term assets before
they are divided by short-term
liabilities.Many6nancialexpel ts

. consider this a better
measurement of liquidity than
the current ratio, because
inventory is so often not
cOnvertibletoreal cash ina short
period of time.

• Net Worlcing Capital: subtract
short-term liabilities from short
term assets. This is another
measure of cash position.

• InterestCoverage:profitbefore
interest and taxes (operating
profit) divided by total interest
payments. A measure of how
much a business is burdened by
servicing its own debt.

These are all measures oftheovaaIl
financial position ofa axnpany and its
ability to pay its debt. They are wsy
important to bankers and for loan
applicatioos.Theaddtestfmdndedwith
additionalratiosin thefollowingsection)
isgeneraJlyoonsidered thebestmeasure
of a company's ability to pay aU its
obligations without problems.
Acceptable measures vary by induslIy.
Someindustriesarequite heavyon plant
and equipment assets, and others (for
example, service businesses) have few
long-term assets.
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~lkIits9"eak~n 1222
r.1artl1lySales Break~\'8Il . $397262

IDastratioll 16-3: Break-even
Analysis

$325.00

$248.Q7
$94,035

Pwrage Per-lkit Rewnue

~ra~ i>ltr:ll1il \fa.~IIIl1eClls.t. ..
Estimated MorChIyRXBd Cast .

' .

• Assets to sales: assets divided
by sales.

• Debt/assets: total Iiabili ties
divided by total assets.

• Current Debt/Total Assets:
divides total assets byshort-term
(current) liabilities.

Addltlona. Ratios

• Acid Test: short-term assets
(minus accounts receivable and
inventory),dividedbyshort-term
liabilities.

• Asset Turnover: a repetition of
the same ratio (Total Asset
Turnover) in activityratios above.

• Sales/Net Worth: total sales
divided by net worth.

• Dividend Payout: dividends
divided by net profit.

Break-even Analysis

You prepared a break-even analysis
inChapter3 Fundamentals:TheMini
fJan. Now it's time to go back to that
andreviewthenumbers. illustration16
3 shows (again) the standard break
even analysis included in a standard
business pian.

PAGE PB

This section of the model calculates
technical break-even points, based on the
assumptions for unit prices, variable costs,
and fixed costs.

This is a monthly break-even
analysis. It assumes monthly fixed costs,
and per-unit sales price and variable
costs. It uses the standard break-even
formulas detailed below, but suggests
some modified assumptions. Where
standard fixed costs are supposed to be
costs that would be sustained even if the
business stopped, we suggest you use
operating expenses instead. I suggest

.this change instandard financial analysis
because you are better off knowing
break-even points on real operations,
rather than on some theoretical
calculation of fixed expenses.

Units break-even point formula:

Fixed Cost + (Unit Price - Unit
Variable Costs)

Sales break-even point formula:

Fixed Cost + (1-(Unit variable Costs/
Unit Price»

•
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Thebreak-evenanalysisdependson
assumptions for fiXEd costs, unit price,
and unitvariable costs. These are rarely
exact assumptions. This is not a true
picture of fixed costs by any means, but
is quite useful for determining a break
even point.

The analysis included in the chart in
Dlustration16-4shows a general break
even analysis for assumed fixed costs of
$94,035, average per-unit revenue of
$325, and average per-unitvariable cost
of $248.

The line on the chart shows profits
increasingand crossing the break-even
line at approximately 1,2SO units.

Refine and Polish the
Financial.

Yourfinancial tablesareinterrelated.
The sales, personnel forecasts, and
assumptions affect the profit and loss,
the profit and loss affects cash, and the
cash and balance sheet work together.

Summ.-y

Financialanalysis israrelya rruestep
by-step process. You wiD probablyha~
to go back through your tables to review
the assumptions for realism and
accuracy. As you revise assumptions,
make sure you oonstantlychedt back to
keep your cash flow positive.

, "

I8O,IJOII

180.000

I4I1,11lJO

S2O,IIIJO

III

.S2O,IIIJO

-140)100

-1llO.OOIJ

-18O,IJOII

-$100,000

./
./'

./'
./'

./
/

./'
. ./'

~'wI"

o ]00 4GO &00 800 1000 1]00 14. ,&00 '800 2aO noe

This IIUIIlr8llon shcMs lhe bnJak_ 8Il8IysB lhlItcomp8l. d ..... 111 prolils. ._
d8IB from lhe tabIllln 1IuslJ1ltlui116-3.
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Part 6:

STRATEGY AND

TACTICS

Ch 17: Strategy Is Focus

Ch 18: Make It Real

Ch 19: Plan for Implementation



HURDLE: THE BOOK ON BUSINESS PLANNING

STRATEGY AND TACTICS

Strategy is focus. You also need tactics to
implement thestrategy, and tactics require concrete
milestones and well defined management
responsibilities.

PAGE 144
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CItAPr'ml17: STWATEGY .. Focus

Chapter 17:

STRATEGYIS
FOCUS

With mostoftire jinJmciII1s JIOID done, it's filM
to tum to strategy tDUl ttIctics. YOII'ue bl!a
deoe1oping Sb'*8Y throvgIrDIIt. I bow, larmvst
yw. am't do tire mmrI1trs witholtt thiJrking IIbocd
tire straJegy. HC1f«f1eT, JIOID JOIIlPlDIt to expllIi1I
1JOIlT strategy and derJe/op tire impImrmmti(l1l. If
you refer back to tire text outliJr we di5C/lSSCd in
Chqpter 2: Pjdc Your PIpn. yw. probably havr.'
seoeral topicsstiUblank in1JOIlTplan document. But
not inyourmind.lt'stime to lUriteyo"rthoughts"n
strategy and tactics into 1JOIlT text outline.

Define Overall Strategy

Think of strategy as focus. Of the whole
range of possible maJket segments and the
whole range ofservices and posFble sales and
marketing activities, which are your main
priorities?Awid makinglonglislsofpriorities.
More than three or four points makes them
more like a Iaunc:b:y list or to-do list than a
strategic focus.

f{SI
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The Strategy Pyramid

Imagine a pyramid made of three
levels. The top of the pyramid is a single
box, which contains a strategy. Strategy
is an area ofresource focus. In the middle
level, you have three or so boxes which
contain tactics. In the third level, you
have four to six boxes that stand for
programs. It would look something like
illustration 17-1.

IUasbatiOll 17-1: Strategy
Pyramid

•111111••••
Don't get lost in defining strategy and

tactics. Make the strategic view work
logically.

Your definitions don't have to be
exact. A strategy is a main focus, which
might be on a specific target market,
product opportunity, positioning
statement, or some other important or
fundamental element.

Tactics are there to implement
strategies. For example, if a computer
store's strategy is to build long-term
relationships with business customers,
Milifs might include increasing
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networking, training, and support.

Programs are specific business
activities, each of which has concrete
dates and responsibilities, and probably
abudget. In thecomputerstoreexample,
programs for the strategy might mclude

'upgrade mailings, seminars, installation
services, network training and others,
each of which is built on specifics.

You don't necessarily do a complete
business strategy in a single pyramid.
Each fundamental business strategy
might be a different pyramid.

Oneimportantbenefitofthe pyramid
method is integration and alignment. If
your strategy is to focus on one thing,
you should be able to trace that strategy
into its tactics and, most important, into
your actual spending and activity
priorities. Compare your pyramid
strategyand your specific programs, and
ask yourself: do your programs match
the emphasis you put on strategy?

The Value Proposition

Value-based marketing is another
conceptual framework. Like the pyramid
described in the previous topic, it doesn't
have to be in your business plan at all,
but we add it here because some people
find that the framework helps them
develop their strategy. Obviously, this
has to be a quick treatment. There are
textbooks written about value-based
marketing, and the business literature
on this topic is rich and varied.



2. Fulfill your promise.

1. Communicate the business
proposition; and

For example, if a computer store's
business proposition has to do with
reliable serviceforsmallbusiness, peace
of mind. and long-term relationships,
then itprobably shouldn't be taking out
full-page newspaper advertisements
promising the lowest prices in town un
brand-name hardware. It probably
should communicate that proposition
withsalesliteraturethatemphasizeshaw
the computer store will become a
strategic ally of its clients. It might also
thinktwiceabouthawithandlesaverdue
bills from customers, who might really
be holdingoutformore serviceorbetter
support. D1ustratim 17-2 shows how
the store might Jay out its strategy.

Thisframewodcbeginswithdefining
your business offering as a value
proposition. The value proposition is
benefit offered minus price chaIged. in
relativeterms.Thede6nitionencourages
you to think in broad conceptual terms,
withemphasisontherealbenefitoffeIed.
rather than the specific tangible. For
example, a national fast food chain
probablyoffersthevalueofconvenience
and reliability, probably at a slight price
premium (at least when compared to
the weaker chains). A prestigious local
restaurant, on theotherhand. isoffering
a cmnpletely different set of benefits
(luxury, elegance, and prestige, for
example) at a marlted price premium. A
graphic designer is probably seIIing
benefits related to communication and
advertising, not just drawings.

Once you have a value proposition
defined.lookatyourbusiness-andyour
business pI.an---m terms of haw you:

m trw.... 17-2: SaG'h Sbdt:&t pta.ey

F ,t .--...
NaI_4mkly E_1Ipt e.-
E, .- T....... 5'-

...........I I I I- T........ -. va
~ -. TrW* - , I •..,-. .......... - ........ -- p--
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Like the pyramid, the framework
helps you integrate your planned
programs into a logical whole plan.

Define Marketing Strategy

Your marketing strategy normally
involves target market focus, emphasis
on certain services or media, or ways to
positionyour companyand your service
uniquely.

Your marketing strategy depends a
great deal on which market segments
you've chosen as target market groups.
You covered this in detail in Chapter 9:
Know Your Market and Chapter 11:
Market. You may also have developed
strategy using the pyramid or value
proposition. Obviously, you want to
make sure to preserve the same basic
focus and themes.

Aside from the target market
strategy, your marketing strategy might
also include the positioning statement,
pricing, promotion, and whatever else
youwantto add. You might also want to
look at media strategy, business
development, or other factors. Strategy
is creative, and hard to predict. The
material belowwi1l giveyou more ideas.

Positioning Tactics

Positioning Tactics can be a good
way to define your marketing strategy.
The tactics should include a strategic
focus on the most important target
market, that market's most important
PAGE PB
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market need, how your product meets
that need, what is the main competi tion,
and how your product is better than the
competition. Consider this template:

For [target market description]
who [target market need], [this
product] [how it meets the need].
Unlike [key competition], it [most
important distinguishing feature].

For example, the positioning
statement for the original Business Plan
Prond, in 1994, was: "For the
businessperson who is starting a new
company, launching new products or
seeking funding or partners, Business
Plan PrOTM is software that produces
professional business plans quickly and
easily. Unlike [name omitted], Business
Plan Pro™ does a real business plan,
with real insights, not just cookie-cutter
fill-in-the-blanks templates."

Pricing Tactics

You ought to provide detail on
product pricing, and relate pricing to
strategy. Your value proposition, for
example, will normally include
implications about relative pricing, and
therefore, you should check whether
your detailed product-by-product
pricing matches the implied pricing in
the value proposition. Pricing is also
supposed to be intimately related to the
positioning statement in the previous
topic, since pricing is probably the most
important factor in product positioning.
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Promotion Tactics

Think of promotion in a broader
sense than simply sales promotion.
Thinkofhowyouspread theword about
your business to your future customers.
Think of it in the broader context,
indudingthewholerangeofadvertising.
public relations, events, direct mail,
seminars, and sales literature.

Think strategically. What is your
strategyoncommunicatingwithpeople?
Do you look for expensive ads in mass
media, taIgetedmarlcetinginspecialized
publications,orevenmoretaIgetedwith
direct mail? Do you have a way to
leverage the news media, or reviewers?
Do you advertise more effectively
through public relations events, trade
shows,newspaper,orradio?Whatabout
telemarketing. the World Wide Web, or
even multilevel marketing?

Are you satisfied with how this is
working for you now, or is it a problem
area that needs to be addressed? Are
you meeting your needs, and in line
with your opportunities?

How does your promotion strategy
fit with the rest ofyour strategy? Check
for alignment between what you say
here and what you say in your strategy
pyramid.andyourvalue proposition.As
you described market trends and target
marlret segments, did you see ways to
improve your promotion strategy?

CMAPT& 17: SnunuY.~

DefIne sale. Strategy

Descnbe sales strategy as different
from marketing strategy. To help
differentiatebetweenrnarketingstrategy
and sales strategy, think of marketing
strategy as the broader ~iiurl ul

generating sales leads on a large scale.
and sales strategyas the efforts to bring
those sales leads into the system as
individual sales transactions. Marketing
might affect image and aWilleJle5S and
propensity to buy, while sales should
dose the deals and get the order that
marlteting opens.

Sum...-y

Salestacticsdealwithhowandwhen
to close sales prospects, how to
compensate sales people, how to
optimize orderprocessingand database
management, how to maneuver price.
delivery, and conditions.

Aswithyourmarketingstrategy. your
sales strategy depends a great deal on
which market segments you've chosen
as target marketgroups. Obviously,you
don'tsellrnajordealstolargecornpanies
the same way you sell cereal bollII!S off
grocery store shelves. Think about how
you sell in your business. What is your
strategy for optimizing your way of
selling?
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Chapter 18:

MAKE IT REAL

At this point. p'f.It "- IJJnIuP tIte JIIIIiII
thinking tmd tmaIysis. It is lillie It! pvt some bile
irrtD )'OIITplIm tmd ~lil!ltt by IisIDIrsptdfic
tldi01lS It! be takm.

Implementation Mlleston••

Each action is called a milestone. This is
wherea businessplan becomes a real plan w,'h
specific and measurable activities. instt'ad ni
just a document. Give it as many milestones a~
you can think of to make it more concrete. Give
each milestone a name, a person responsible. a
milestone date, and a budget. 'Then make 5U1'l!

that all your people know that you will be
following theplan and tradtingplan-vs.-aetual
resulls. Hyoudon'tfoDowup, yourplanwill not
be implemented.

The value of a plan is measured in its
implementatioa.

The Milestones table shou1d be the most
important section of the entiIe business plan.
Each marketingandsales-relah!d plogtGnyou
plan should be listed in the table and explained
in the related text, along with relevant details.
You want to cement your sales strategy with
programs that make it real. How is thisstratt'gy
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to be implemented? Do you have
concrete and specific plans? How will
implementation be measured?

In the sample table in TIlustration
18-1, you see columns reserved for
evaluating the actual results and the
difference between plan and actual
results, for each program. You can also
track actual spending and milestone
dates.

Manage Your Summaries

Each ofyour business plan chapters
shouldbeginwitha summaryparagraph
that describes all the high points of the
chapter. A good strategy and

implementation chapter probably
includes several summaries, one for
strategy overall, one for marketing
strategy, and one for sales strategy. As
you develop these summaries, keep in
mind that many business plan readers
will read only the summaries that be,l,'in
each chapter. You should make sure tu
include all the important points that yuu
need to make, even for browsers who
don't read every word.

One of the best tactics in preparing a
business plan is to write your chapter
summaries well enough to use them by
themselves as the core of a Summary
Memodocument. Inseekinginvestment,
for example, you will need to have a

lllutntl_ 18-1: Mile.tonn'Dlble
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("I ($4.000

11 .J$2,6S4

These are the milestones, the heart and core of the business plan.
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Summary Memo that describes the
complete plan in just a few pages. You
shouldbeable topidcoutyourSUlIlDlal}'
pamgraphs and use them to create the
Summary Memo.

The Executive Summary is the most
importantofyour chaptersummaries. It
is the doorway to the rest of the plan.
Get it right oryour target readerswill go
no further. The best length is a single
page. Emphasi7.e themain pointsofyour
plan and keep it brief.

Long-Term Plan

While you're involved with
summaries,consideraddingadiscussion
of long-term plans. How do you expect
yourcompany tochangeoverthe next5,
10, or 20 years? What are the important
drM!rsofchange?Whatisyourcompany
doing to position itself to manage and
even thrive on future growth?

I don't recommend including
. financial details beyond three years in a

business plan. At the most. a brief
SUDIIIIaI)' of a five-year plan in text is
sufficient However, this is not because
I don't believe in long-term planning.
Far from it. Businesses should indeed
plan for longer than threeyears, but the
long-term plans running five years or
more work better in different formats.
Theyaremuchlessdependentonspecific
information, and specific business
numbers.

CIuPIa 18: IIAICE IT IlEAL

Summ.-y

Is your strategy a reflection of your
company's strengths and weaknesses?
Make it consistent and realistic.

A mediocre strategy implemented
well and with consistency will always
beat a brilliant strategy never
implemented.

Check your plan for consistency
throughout. Doesyour spending reflect
your strategy? Do your numbers.
induding your sales forecast expenst'
forecast. and personnel plan, reflectyour
strategy?
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Chapter 19:

PLAN FOR
IMPLEMENTAnON

Some plans an: more likely to be implemented
tIum others. SIltl%SSftd implerrrenItItisttn1s willi
a good plan. one lllat is full ofspecific information
onmilestones,managm, ,esponsibilities,dafesand
budgets. Beyond thepima itself, 1tt1lDtuo, thertan:
otherfadDrs also critiaIllri impIerttIrtatiDn. Nr
ymt going Iri trrd mulls, WIiif*Iihg the plImJrtrl
T5II1ts Iri thetu:buIlT5II1ts?Nr}'OUgoinglrijJlIDrD
upwilli ymurrumagrtmmt term, mdihg .toisions
and dulddng on perfrJrrruma?

Start With a Good Plan

illustration 19-1 shows a view of what it
takes to develop and implement a business
plan. Icall this planningfur implementation.
There are some important factors beyond thl'
plan that are also critical:

1. Is the plan simple? Is it easy to
understand and to act on? Does it
communicate its contents easily and
practically?

2. Is the plan specific? Are its objectives
concrete and measurable? Does it
include spedfic actions and activities,.
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each with specific dates of
completion, specific persons
responsible and specificbudgets?

3. Is the plan realistic? Are the sales
goals, expense budgets, and
milestone dates realistic?
Nothing stifles implementation
like unrealistic goals.

4. Is the plan complete? Does it
include all the necessary
elements? Requirements of a
business plan vary, depending
on the context. There is no
guarantee, however, that theplan
will work if it doesn't cover the
main bases.

Track and Follow Up

Ironically, a good plan alone isn't
enough. Illustration19-1 indicatesother
elements that are also critical. Even a
good plan means virtually nothing if
somebody doesn't follow up on its
concrete and specific milestones or
results. A plan won't be implemented
unless responsibilities are assigned to
specific people, milestones are
established and agreed upon, and the
people responsible know tha tsomebody
will follow up to check on resuIts.

Keep Your Plan Alive

Abusiness plan is alivingdocument.
As you review implementation results
with the people responsible, you will

mustratiOD 19-1: ImplementatioD Isn't Automatic

"
Follow Up

A business plan will be hard to implement unless ~ is simpls, specific, realistic and complete.
Even if ~ is all thess things, a good plan will need someone to follow up and check on it.
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""'l1li. 12.000 12.000 12.000

...- $15 $&!I $51

SolbAre. $:lllO $:lllO $:lllO

T........ $37 $3S $3lI

CIlII!!".......... _ ... "....... $3OQ $3OQ $3OQ

TIle .....

The example begins in D1ustration
19-2 with the sales forecast portion or a
finished business plan.

mastntlaa 19-2: Slaalhi&
Sales ....

·~..J I .m __.m m.. ~.: tt5.. m.. __ 145

~ :lllO ; :lllO ~.

~~._ .•h"~. _._..._._. m~_~_~ n __••_!GO 210

'r..••..L .. hhm.... m.__m_1~.L_.J~.... 1.
_ 1.: 111 112

.,,, $170.000; ""'_ S2IID.OOO

~ .._ ....._ .._ ...~!~._.1~.._~11~.

hI! ~"h_''L.__ hh~,GlIlI.L~....~.

2. Notewhenactualresultsindicate
you need to make changes.

3. Starin theActualmodeandmake
adjustments to future months of
yourActual cash plan. Afterall, it
isalreadymoreaccurate than the
originalplanbecause ithasactual
results for the months already
completed.

4. Aseachmonthdoses, typeactual
results (M!1" your revised plan
numbers into the Actual area.

.-r-cription for LhNt
P"nnlng

1. Afteryourplanstarts, typeactual
results into the sales forecast.
balance sheet, profit and loss,
and cash plan. Watch what the
plan vs. actual worksheets tell
you.

often find the need to set new goals and
make course corrections. Keep track of
the original plan and manage changes
carefully. Although changes should be
made only with good reason, don't be
afraid to update your plan and keep it
alive. We recommend usinga computer
for your financials so you can easily
make changes. as described below.

•

•
To set the_. Illsllusln6..,1/llMS

the sales fa ecast as the businass plan is
rulishBd.
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Acta.. Results far S....

Inillustration 19-3,we see the actual
results for the same company for the
first three months of the plan.

mustraIJon 19-3: Actual
Sales Results

PI.n "." Actual S.I..

illustration 19-4 shows you the plan
vs. actual results (or variance) for our
hypothetical company.

mastraIJon 19-4: Sales
Variance

T.............. . I.!jII........ .m, 163 •

Olher ,162 151 220- ~ : : :-

;~r,~.~~~,_. (22) (41) (37)

:Service ..... (32) ...... (29) (26)

:.~oftw.~ 24 . 35 39

:Trollll<1ll .. 11 . 16 11

: ::-

74

171 •

235 299·

sJ.~tII1II.... 63.. .

So~... 168'

.lIJ.~IJiiiI~.....

.............~...

..$I.,!1!=I$1,8Il1 $1,791 •; - ,

$103 $IOB •... ..$18 .'

lIy""!,,~.($:2mL.J$IIl1) ($2011).

:s.rvlc~ . $2B '.$37 J30
Software

.Tro......'
Other

. . $224 • .. JI85 . $27J

.. .....• ..........$41. .... ..$39 • . $41'

......~.1..$371 • $222 •

'.!.~.I~.I~V....

:Other.

... $24 '(515)

511 • $4

($9) $71

$77

$7

(571)

Sy...m. ($57.671) 1$96,726) (596.572)

Service ..~304 ~,326 $3,712

lIy~~e. $'12,329 .$133,274 .. $193.428

Sorvlce ......$17,304 .$11,126$15,312

So1l"'~ .L ~,.976 ~,~75.: $8Il.ll5:!:

T,.."'.... ...S!,4!I!l..$ll,llflll$ll,41 11........
'11.~~~

•.T~~"'I'!Ii .

$B,1I71$3,475$30,ll5:!

.~!1:1:1.. , SI.!~44..... ... S'}113 .

The actual sales flow at the end of
March shows actual cash flow numbers plus
adjustments and course corrections.

PAGEPB

Variance shows plan vs. actual results.
Actual results are subtracted from bUdget
results, leaving negative numbers when the
sales were less than bUdget.
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4. SalesareweUaboveexpectations
for software and training.

Adjusting the ..........

One of the main advantages of
aeating a plan on a cxxnputer is how
easily you can change it. Month by
month. asYOUreCXJidyouractual resuIls,
you can make changes to your plan in
the future months of the actual tables•
preserve the plan tables. and be able to
see the plan vs. actual variance.
Illustration 19-5 shows how this
company makes its course conections.

DIn INII_ IN: AdJ-ted S...... Ia ......1 ..tie

3. Unit sales for service are
disappointing, but dollar sales
are way up.

As yoU look at the variance for the
sales forecast for the first three months,
youshouldseeseveralimportant trends:

1. Unit sales of systems are
disappointing, well below
expectations.

2. The average revenue for systems
sales is also disappointing.

•
llJ.r.~.. . .. ...~. .. ......_. 74 1l1B 150 2lIlI
[~ .. 1118 171 1.7~........ 175 225
'SoIIwIl.. 174 235 _ 37S 450

':r~""I1 1~....... . 1!1... !~ . ~ ~
·Other 162 151 2211 MI 2lIlI

•
$133,274 ..

............. $18,126.SoIIwIl.- S3lI,97ll . $43.475 SlIlI.053
:r.~ ,!!.~... ......."!lIIL ...~41~. $10.000
_Other $47142_ ~.. . &10, . ' " S72.:,.... --...:E?;:=_

--======== . - . I; : _!!lJ~":'rnLl''---~:=~

The iIIIslJidioo1 shows nIVisIons in the AprIand May calumns. -.. before It-r ftilM*i. m
rellect the~ sIllMl'Iln the January-Men:h period.
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Compare the difference in the
February and March columns in
lllustration 19-2, the original plan, and
lllustration 19-5, the actual results area.

In this example, if the company
knows by March that sales will be
different than planned in April, they
should estimate the revised forecast, as
a correction to future results. When the
actual results are available, they can
replacerevisedplannumberswith actual
results. The actual results area can then
become a plan area for course
corrections.

In Illustration 19-5, notice how the
forecast has been revised for April and
May. Since the company knew systems
sales would be down, they planned on it
and made a revised forecast in the actuals
area. The same revision affects projected
profits, balance sheet, and-most
important-eash.

Calchlng Trends As They
Develop

lllustration 19-6 shows the plan vs.
actual cash for the same sample plan
shown in the previous illustrations.

mu.tratfon 19-6: Plan ft. Acta8I Cull Flow

$36.752 . $43,097$8,339$6.850 • ($24,952)toIlItP/'CIfit
'Plus:
Depreciation $1,000 $1,010 $1,020 $1,030 $1,040
Change In Accounts Payable ($22,692) $93,431 $58,509 $109,308 $122,353
<:llrrentlilorrC)\ying(repaYRlent) . $0 $100,000 $30,000 ($50,000) $45,000

IIlc:rlilllllll(liec:rlilaselc:>ttlllrLiabilities......~O.•.................$0 $0 $0 $0
.L,C)1l1l~terRlB."r.r.C)\YIIl9(rePIlYRllilntl ' (~~.~~~) •..... ($2,962) •.... $97.D17.· ($3.005) ($3,026)

_m'li.~i;t.ij
It~;~9... 1~~c.o~riilsR.8.c. ...~lItl.. •••• ·•·••·.{~1.~~,~ji.i.· ~~~:~~~.··· ..$~1.~~: i~iiii?~ ~11~.~~8··:
•.<:l1angll.lnlll~lIllto.rY.... . ~7.~91 .. ' ~6D,9~~ ..•.$109.~~ : ~1.38.~~7 $.1.!)4..~3 ..'

. . Oth ST $D $D :......... $D....•................$..D.................. $D:<:l1an9ll11l 1I.r. ~lI8te.

<:apita1i::llpenliitu.rlil " ' $~!).~~ ~~.$15.0DD~O'~!)0.~~0
Dlvldends . $D : $D • $D : $D $0

•Cash Balance . $169,175 $264,217 $242.809 • $108,559 $297,042

The plan vs, acJual cash flow shows how much can change, in the real world, despite good
ll!annil'KL...-A company needs to adjust 10 change by keeping its plan live.
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Trackingvarianc:esisthebestwayto
fonow through in order to assure
implementation and the success of the
business plan

......11........

........1.-.

Following the example in this chap
ter, illustration 19-7 shows a portion of
the profit and loss for the sample com
pany, as it stood in the plan.

You can see in this illustration how
muchthe cashflow changed as the sales
came out different from plan. The
company had to make significant
adjustments to its short-tenn credit
management in order to compensate
for changed plans. It postponed
paymentsofshort-tenndebton itscredit
line and planned on additional
adjustments with the short-tenn credit
line. This points out the importance of
keeping a live plan and making
adjustments. The projected cash flow in
the revised scenario is acceptable to the
bank. ifplanned in advance.

'Dc ...... 19-7. ftalll-..dld Pi. ad to.

20.31%

$24,l1llll
S15,l1llll

S2.lIllll
S10,5lll

SO
SO
SO
SO

S5,lIllll
S2.5lllI

$4SI

18.66%~lWargIn%...... 27.53% 24.26'l'o 23.59%

.~....1wIIri........ . i24;lIllll • $24.lIllll $24.lIllll $24,l1llll

AdI ... $5.000 • .ss,OOO S7.lIllll S10.lIllll
....~.. S2.lIllll . $3.lIllll S2.lIllll S2.lIllll

....... $3.lIllll • sn,BOO 15.500 SlO.5OO
~. . SO • SO SO SO
~ SO SO SO SO..............

LItIrIIIn SO • S7.lIllll SO SO
...~ n........ ..........~mnn SO SO $1.llOO .
sen.. nmm . . .n~1,OOO! . Sil··:mj)""$5,000

·""iIi·..··m

• S2.lIllll • S1.lIllll S1.lIllll S500
$450 • $450 $450 $450 .

a.. • ~365' $34Vl25 $415,835· $li01,lll1l1'. $f!43,!Iw;
·iiniCI·COiit·Iiii...············m

• ·····$184.•··\····fi49:cMs .·.. ~I!~.:··::~~,imCJso;215
"';';;;"iidkiiii·~··m.m .mS'8.500,m.S'8JiOO SlI,5ll1 SlI,5ll1 SI9,5OO

oe- .. .. .. .. .$5OlI. S500 . $5llO S500 $5llO
ToIlII CoIIt of SallIs $194.495· $259.045 $317.595 $408.070 1513,215

ThB lBbIe"-theun- n&gIn end ..... 8Illl nwIciIIII. up8I__ ofthe .._III
plan. TbIs Is 8 portion of the full8bIe.

•

t' .
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Prollt and Loss Actu"
Results

illustration 19-8 shows the actual
results recorded in that portion ofprofit
andloss, afterthe endofMarch. Looking
at illustration 19"8, the actual results
illustration means little without
comparison to the original budget in
illustration 19-7.

Unfortunately, manybusinesses also
forget to compare the original to the
actual. Especially if business is going
well-the operation shows a profit, and
cash flow is satisfactory--eomparisons
with the originalbudgetare made poorly
or not at all.

mustratiOD 19-8: Actual Profit and Loss Results

~ uu....~~3,~!'.~??7,5.f35.$346,051 ~~7,125$?71,?OO
[)Jr.e.c:t9:>stClf~I!S . ..$141,394$176,275$24(),()5'J$~21,1Q() $411,250
Pr1Jcl~ClfIpayrtlIl. . ~9.308 . ..$9,?24 $9,759 .$9.5Q() $9.5Q()
c:>lI1t1r............. $33 u $.?8? . .~:3I:i. ..$.~ $5Q()
Total Cost of Sales • $150,735 $186.281' $250.246: $331,100 $421,250
If....tmmmM¥HIIWHnmi?$'tgJ.;M@$t~!itIf4Himj.ilUi$I*i.l.mHn$().i
~~~~.~~'lIII1~................................•.........}?,4.~% ?7.~80/0 27,69% ?!'.,.1?%., 26.29%

Sales and Marketing .xpenS::~."5Ei~",5?!'...: $23.871' $24.000 • $24.000

... ~I................ .......~ ........•....................~ ~.~?4. .. j ..·.·.·.·.·.$j,ij~·.·.r·.·.·.·.·.$1i:i;i:icJ.(i ..T..lj~;i:icJ.(i.·.
CaIlIIog . $2,200 $3.100 $2.095 : $2.000 • $2.000' U
~11I11II . ...............$1.87~ $12,075. $6,621 .·.$.~0.5()()L$10.5()()
Promo $0 ..........$0 : $0. $0: $.Q .Shows···················· $6 $0.: $6 .•....................$0 : $0

Literature $0 $0.. $6,401 . $0 • $0
PR $0 $0 . $0 • $1.000 $0
Seminar $1,000 $0 $0 $5,000 $5,000
ServIce $0 $3,023 $1,023 . $500 $.?,?lJO

~~r~~~;;~~;~=·;i~11~i~;(.;~~;?~:···.
The Illustration shows actual results on the actual wor~sheel. Note how actual sales, costs,

and expenses are different from planned results. This is a portion of the full table.

PAGEPB

PAGE 162



...t PI....
Ai ...

Illustration 19-9 shows the variance
in expenses. The actual results are
subtracted from the budget numbers,
leaving negative numbers when the
actual spending was more than budget
or when the sales or profits were less
than budget.

Variances are calculated differently
in different portions of the plan.

CIulPnII19: PuII_ ....LEII_nlJll.~

• In expense rows, variance
becomes the planned amount
minus the actual amount. Lower
expenses are a positive ",..riaoct'.

• In the profits and sales afl~a5,

variance becomesactual amount
minus plannedamount. In these
cases, higher sales are a positive
variance.

DIp.."

•
The lIuiIlJalioo __ a portion of the Profit IIIldU-V8IB1Cl8. MardI.-ub lIhD"'ad....

beIDw plan IIIld COlIllI above plan. for alarga negative YIIriIInce. S8IeB IIIld MarkeliIIQ 8lifl8IISBS
_ also above plan in March, causing anolh8I negative variallC8. Thia is a portion of lha tabIB.
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Understanding Variance
Analysis

Variance is the frequently-forgotten
other half of budgeting. Many
businesses, especially the small,
entrepreneurial kind, ignore or forget
the other half of the budgeting. Budgets
are too often proposed, discussed,
accepted, and forgotten. Variance
analysis looks after-the-fact at what
caused a difference between plan vs.
actual. Goodmanagementlooks atwhat
that difference means to the business.

Variance analysis ranges from simple
and straightforward to sophisticatedand
complex. Somecost-accountingsystems
separate variances into many types and
categories. Sometimes a single result
can bebrokendown into manydifferent
variances, both positive and negative.

The most sophisticated systems
separate unit and price factors on
materials, hours worked, cost-per-hour
on direct labor, and fixed and variable
overheadvariances.Though difficult, this
kind of analysis can be invaluable in a
complex business.

Look for Specifics

Thispresentationofvariances shows
how important good analysis is. In
theory, the positive variances are good
news because they mean spending less
than budgeted. The negative variance
means spending more than the budget.

PAGI! PB
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Variance Analysis for
Sample Company

In our earlier example, the $5,000
variance in advertisinginJanuarymeans
$5,000 less than planned was spent, and
the $7,000 positivevariance for litera ture
in February means $7,000 less than
planned was spent. The negative
variance for advertising in February and
March, and the negative variance for
literature in March, show that more was
spent than was planned for those items.

Evaluating these variances takes
thought. Positivevariances aren'talways
good news. For example, the positive
variance of $5,000 in advertising means
that money wasn't spent, but it also
means that advertising wasn't placed.
Systems sales are way below
expectationsfor this same period-eould
the advertising missed in January be a
possible cause? For literature, the
positive $7,000 in February may be
evidence of a missed deadline for
literature that wasn't actually completed
until March. If so, at least it appears that
the costs on completion were $6,401, a
bit less than the $7,000 planned.

Among the larger single variances
for an expense item in a month shown
on the illustrationwas thepositive $7,000
variance for the new literature expenses
in February. Is this good news or bad
news?

u
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Every variance should stimulate
questions.Whydidoneprojectcostmore
orless?Wereobjectivesmet?Isapositive
variance a cost saving or a failure to
implement? Is a negative variance a
change in plans, a management failure,
or an unrealistic budget?

A variance table can provide
management with significant
information. Without thisdata, some of
these important questions might go
unasked.

More _ Variance

Forpurposesofexample, D1ustration
19-10 shows the sales table (including
costs) in variance mode, for the sales
forecast of our hypothetical company.
Variance analysis on sales can be very
complex. There can be very significant
differencesbetweenhigherorlowersales
because of different unit volumes, or
because of different average prices.

The units variance shows that the
sales of systems were disappointing. In
the expenses outlined in Dlustration 19
9, we see that advertising and mailing
costs were below plan. Could there be a
correlationbetween the saved expenses
inmailing, and thelower-than-planned
sales? Yes, ofcourse there could.

The mailingcost was much less than
planned, but as a result the planned
sales never came. The positive expense
variance is not good for the company.

•
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Insystems, the comparison between
units variance and sales variance yields
no surprises. The lower-than-expected
unit sales also had lower-than-expected
sales values. Compare that to service, in
which lower units yielded higher sales
(indicating much higher prices than
planned). Is this an indication of a new
profit opportunity, or a new trend? This
clearly depends on the specifics ofyour
business.

It is often hard to tell what caused
differences in costs. If spending
schedules aren't met, variance might be
caused simply by lower unit volume.
Managernent probably wants to know
the results perunit, and the actual price,
and the detailed feedback on the
marketing programs.

Measure a Plan by its
Implementation

The quality of a business plan is
measured, not by the quality ofits ideas,
its analysis, or presentation, but only by
the implementation it causes. It is true,
of course, that some business plans are
developed only as selling documents to
generate financial resources. For these
plans, their worth is measured by their
effectiveness in selling a business
opportunity to a prospective investor.
For plans created to help run a business,.
their worth is measured by how much
they help run a busines~r, in other
words, their implementation.

PAGE PB

PaGE 166

Summary

Variance analysis is vital to guud
management. You have to track and
follow up on budgets, mainly through
variance analysis, or the budgets are
useless.

Although variance analysis can be
verycomplex, themain guide is common
sense. In general, going under budget is
a positive variance, and over budget is a
negative variance. But the real test of
management should be whether or not
the result was good for business.
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FOLLOWING Up

Ultimately, the impact ofyour plan depends on
haw you manage and implement it, how it's
presented, and to whom.
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CHAPt& 2D: ........Pt-_

Chapter 20:

PRINT AND
PUBLISH

So you're 4boIIt rmdy to print your pltm.
Assembleyour topiJ:s CIS indialtal in the outline in
ClwJrkr 2 Pit:k Yqw Phm. Bn..... t1In1Ilgh the
smnple pIims tmd lool: in the Wcwtbuol to get tl

better sense ofthe topic stqrM!IrCJt. 'I'IrtougIrmd this
book. me IuIDe discusstd portionsofthe pltm in the
order t1ult you wort Oft it, not in theftntd order it
fDiUprint.

Please mIlke sute to nm it thrcwlgIr tl ftnsl
critiazl edit. Thm mIlke sute to publish it so that
amrmitmDIIsnuulebymIlIUlserstlreclaulybrown
and adaww/edged. Also I1Itl1ce it dl!t1T that you will
be trtlCkingresrdts, c:omptlringyouTadIUIl results to
the pbmned resrdts, tmd diSCYssi"g the diffrn."n·

Publishing ....gement

Don'tforget the pi\)! ofpublishingwithin
your own company. In this case, publishing I

means distributing the plan where all the
managers can see it. People who make
commitments as part of the plan need to see
those commitments on rec:ord They need to
know that the planwill be tradcedand that the
difference between planned and actual R!5UIts
will be calculated and discussed.
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Final Edit

Always run a business plan through
a final edit. Haveyoureaditoveragain?
Do you have someone who can read it
for you? Sometimes you don't see the
errors because you are too close to it.

Check the numbers in your charts
and tables. Make sure they match each
other, and go back and check the
references to numbers in the text. For
example, your objectives text might set
sales objectives of $500,000, but your
plan tables show sales projections of
$400,000.

Presentation

Presentation is important but only
to communicate content. Good charts
are dynamite when theymake numbers
easier to read quickly, and they can be
essential when numbers are complex.

Good text formatting should make
the text easy to read. Use a legible font
and a good mix of section headings and
subheadings to make the organization
visible. Bullet points are generallyeasier
to read than long paragraphs. Color is
good for charts, when it makes numbers
easier to understand, but gets in the way
when used for text.

Fancypaper, expensive binding, and
excessive presentation is not needed.
Make thepaperwhatever quality it takes
to make the plan easy to read, avoiding
some of the more fibrous papers that
PAGEPB
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end up interfering with the printed
content. Make the binding a good coil,
or some other binding that will hold up
touse, butkeep itpracticaisoyou impress
with content, not expense.

Related Documents

In the process of finding investment
financing people normally use a two
to-four-page SummaryMemo. It should
have the key points, such as'competitive
edge, market needs, defensibility, and
of course track records and resumes of
main team members. Focus on real
content, not hype, and organize it so
that potential investors can understand
the main points quickly, then decide
whether or not theywant to knowmore.

When looking for loans, you may
want to prepare a two-to-four-page
document, called aLoan Application. It
should include the Executive Summary
and company ownership detail as well
as financials, such as Profit and Loss and
Balance Sheet tables.

Summary

Review your plan from the point of
view of the business purpose. Does it
cover what you need it to cover? Are
there topics the plan's audience will ask
about that you haven't covered? Think
of the three most important questions
you would expect to get from your
intended reader. Have you answered
them?

u
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Chapter21:

GETTING
FINANCED

CmrttrvytopoprdJubdief, businesspllmsdonot
generate brIsiM;sfiwvuing. Trw. tMr lite rrumy
kinds ofJi7umcing options t1urt~ a business
p1lm.butnobodyinDtSlsinabllsi "ISplim.lnotSims
nted a business plan as a documt!1lt that
amrmunialIesidetlsandinjmrrlltiorr,buttMyinvest
in a conqxmy. in a prodvct. and in ptOpk.

nme Value of Money, NPV, and
IRR

Venturecapitalistsandmanyotherinvestors
look to Net Present Value (NPV) or Internal
Rate of Return (IRR) to measure their
investment return. H you lIIe developing a
business plan for use with imestots then you
need to know and understand these
measurements.

Theybothstartwith the oonceptofthe time
value ofmoney. What wouldyou choose ifyou
could have $95 today or $100 a yar from
today? What if you could have $10 today or
$100 a year from now? Most peoplewould take
the $95 today in the first instance. and the $100
a year from now in the second. This would be
regardless of inflation. n illustrates the time
value of money. meaning that money now i,.
inherently more valuable than money laler.
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Net Present Value (NPV)

The Net Present Value (NPV) is a
measure of the present value of future
cash. To calculate NPV you discount
future money at some assumed
discount rate. In the following
IDustration21-1 you can see two sample
investments, both with the same NPV,
although very different cash flows. Both
are discounted at 10% for calculating
NPV.

In lllustration 21-2, the selected cell
has an au tomatic function for calcula ting
NPV based on defined discount rate
and cash flows. Both of the investments
have NPV of $766, even though one
pays regular annual payments of $750,
and the other pays nothing until a large
payment at the end. Notice how the
time value of money changes. The total
payout of the first investment is more
than that of the second, but because the

. mustration 21-1: Net PresentValue Comparison

................~.{~:~,(~~.?l ~??9 .~ ~.!.~
1O,OQ1;

················j7~6

.~5.~1~....

calculated with Business Plan Pro.
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u



CHAPID 21: GEl is.a F..._

•

second'spayoutstartssooner, theyboth
have equaI NPV.

The NPVs in the illustrations were
calculatedusingBusinessPlanPro in its
User-defined table, with the NPV
function as shown in the fonnula. The
cash flow for the first year is discounted
by the discount rate as shown in the
detailed formulas in the following
lliustration 21-2.

The formula shawn is copied to the
right in the Cl!IIs in row10, and then the
value in row 12 is the sum of the values
in row 10. That's rompIicated. but then
the NPV formula does that
automaticaIly.

Autllor's lIotl!: tlll!Tl! 's II good
IITplIII!IIt far not disanmtiIIg t1II! first
tTGluI! ill t1II! j/oID. rohidI1DOUld dumgr
till! resulls. l'd aChllllly rm.'" thai
HOlOf.'VI!T. thl! stlllldllrd sprt'adsh'~'1

softrollre NPV lind 1RR fun(IK>"~ .II'

W.tratiOD 21-2: Net Pn:leDtv.JDe c.JaaIatioa

I_CashF.... : ~!2.1JOI:l)

~b~Nf. 10.OOS
~1f1hat...... $76b
IRA 25AI~

bI!UId~ I (RaHill $620. Sli63 S61Z $466 S4Z3
bisc.....l0 1tII"'!'J'Df I 2 3 4 5 6

~.!':Ill>oot".O"'?""'_'.""!.~.'.'" ._..._ ..
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discount the first value as shown, so
this is becoming a standard. It's hard
to argue with a standard established
by Microsoft ExceJTM.

For more background on how the
discounting calculation can be done
manually, you should consult a finance
textbook or search the Web for the term
"Net Present Value."

Internal Rate of Return
(IRR)

The Internal Rate of Return (IRR) is
based on the NPV calculation. It is the
discount rate at which the NPV is zero.
Notice in the following lllustration 21-3
how the selected cell's formula uses the
built-in IRR function to calculate IRR for
the first investment option.

IDustration 21-3: Internal Rate of Return Calculation

i~~.~
kj his screen lets you create your own table. You can create from scratch, or paste
j}" information from an eKisting table created from another spreadsheet program. The

~~~~i..N':."""""

Calculated with Business Plan Pro.
PAGE PB
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OneimportantpointwithIRRisthat
the two invesbnenlS show, although
theyhaveequal NPV, haveverydifferent
IRRs. That's because the better one
generates cash flow sooner.

Another important IRR point is that
venture capitalists expect very high IRR
on new invesbnenlS. In recent years
venture capital funds have generated
overall IRRs of 50-100% or better,
meaningthat the winningdeals have to
generate IRRs of 200% or better. That's
a very high return.

Small Business Financing
MI1I4

• Venture capitaI financing is very
rare. rn explain more later, but
assume that very few high
growth plans with high-power
management teams are venture
opportunities.

• Banks don't finance business
start-ups. 111 have more on that
later, too. Banks aren't supposed
to invest depositors' money in
new businesses.

• Business plans don't sell inves
tors.

Qua ,.21: GE, .2•• F-.I

Where to Look for Money

InChapter2;MYourPJan.lsaid
the plan matches the needs of the
company. Sodoes the processoflooking
for money. Where you look for mont'y.
and how you look for money, depends
onyourcompanyand thekind ofmoney
you need. There is an enormous
difference, forexample, betweena high
growth Internet-related company
looking for second-round venture
funding and a local retail store looking
to finance a branch store. In the
foUowingsectionsofthischapter, Iwant
to talk more specifically about the types
of investment and lending available.

Yenlu.. c.......

The business of venture capital is
frequently misunderstood. Many slan
up companies resent venture capital
companies for failing to invest in new
ventures or risky ventures. Peoplt' talk
about venture capitalists as sharb
because of their supposedly predator)"
business practices-or sheep because I

they supposedly think like a flock. all
wanting the same kinds of deals.

This is not the case. The venture
capital business is a business, and the
people we call venture capitalis1s are
business people who are charged with
investing other people's money. They
have a professional responsibility to
reduce risk as much as possible. They

PAGE 175



HURDLE: THE BOOK ON BUSINESS PLANNING

should not take more risk than is
absolutely necessary to produce the
risk/return ratios that the sources of
their capital ask of them.

Venturecapital shouldn'tbe thought
of as a source of funding for any but a
very few exceptional start-up
businesses. Venture capital can't afford
to invest in start-ups unless there is a
rare combination of product
opportunity, market opportunity, and
proven management. A venture capital
investment has to have a reasonable
chance of producing a tenfold increase
in business value within three years. It
needs to focus on newer products and
markets that can reasonably project
increasing sales by huge multiples over
a short period of time. It needs to work
with proven managers who have dealt
with successful start-ups in the past.

Ifyou are a potential venture capital
investment, you probably know it
already. You have management team
members who have been through that
already. You can convince yourself and
a room full of intelligent people that
your company can grow ten times over
in three years.

Ifyou have to ask whether your new
company is a possible venture capital
opportunity, it probably isn't. People in
new growth industries, multimedia
communications, biotechnology, or the
far reaches ofhigh-technologyproducts,
generally know about venture capital
and venture capital opportunities.PAGEPB---
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If you are looking for names and
addresses of venture capitalists, you
can look for links on the Palo Alto Soft
ware websites:

www.paloalto.com

www.bplans.com

These are updated regularly and are
likely to have more specific infonna
tion.

Otherwise, start with the Internet,
with the net search engines I discussed
in Chapter 8: The Business You're In
and Chapter 9: Know Your Market.
Forexample, you'llgetat least50venture
capital firms when you search

. www.yahoo.comfor"venturecapital."

The names and addresses of ven
ture capitalists are also available in a
couple of annual directories:

The Western Association of Venture
Capitalists publishesan annual directory.
This organization includes most of the
California venture capitalists based in
Menlo Park, CA, which is the
headquarters of an amazing percentage
of the nation's venture capital
companies.

Pratt's Guide to VentureCapitalSoura'S
is an annual directory available for $225
(at the time of this printing; prices may
change) plus shipping. Contact Venture
Economics, 40 W. 57th St., 11th Floor,
New York, NY 10019 (212) 765-5311.
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·Sort-Gl'" Venture Capital:
Angela and Ot....

Venturecapital is nottheonlysource
of invesbnent for start-up businesses
or small businesses. Many companies
are financed by smaller investors in
what is called ·private placement.· For
example, insomeareas there are groups
of potential investors who meet
occasionally to hear proposals. There
are also wealthy individuals who
occasionally invest in new companies.
In the lore ofbusiness start-ups, groups
of investors are often referred to as
•doctors and dentists, W and individual
investors are often called •angels.W

Manyentrepreneurs tum to friends and
family for investment.

Your next question of course is how
to find the ·doctors, dentists, and
angelsW that might want to invest in
your business. The discussion in
Chapter 8; The Business You're In
includes some government agencies,
businessdevelopmentcenters, business
incubators, and similar organizations
that will be tied into the investment
cemummities in your area. Turn first to
the local SmaIl Business Development
Center (SBDQ, which is most likely
associated with your local community
college, or the Small Business
Administration (SBA) offices in your
area. Names and website addresses are
also in Chapter 8.

CtulrnIl21: GETnNG FINANCED

You maywantto trysomesecondarv
listing services and online sourcing
businesses. I know the owners and
operatorsoftheAmri:rlnVmtJueOlpittl1
Emumge, and I know that they have
been working to provide fair and
respectful matching services between
investors and companies needing
investment. However, Ihaven'tactually
used the service. I've just dealt with the
people (theyhave oa:asionallyincIuded
literature in PaloAlto Softwareproduct
boxes). Theyofferan online database of
financing sowces and a forum to list
businesses seeking financing. Their
website is:

www.avce.com
Phone number is s00-2fn-llJQ3. fay

number is (503) 221-9987; and email is
avce@aol.com.

On mypersonalwebsite, I havelisted
several consultants with whom I've had
dealings, includingpeopleIworkedwith
while consulting for Apple and other
companies;

www.timberry.com

For legal reasons, I have to insist
that my recommendation is at your
risk,. notmine, andI can'tbeIesporlSible
for thitd parties. I should also note that
my recommendation has neverand will
never be sold for money or
COmpensatiOllofanykind,even in trade.
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At your own risk, the following are
some of the online services available
through bulletin boards and similar
sources. Deal with them carefully:

• Venture Capital Resource Li
brary at www.vfinance.com

• Venture Capital Online at
www.vcapital.com

• Business Funding Directory at
www.businessfinance.com

• The Capital Network, 3925 W.
Braker Lane, Austin, TX 78759,
Telephone (512) 305-0826.
www.thecapitalnetwork.com

Important:Becarefuldealingwith
anyone who offers to help you find
financing as a service for money.
These are shark-infested waters. I
am aware of some legitimate
providers of business plan
consulting. but legitimate providers
are harder to find than the sharks.

Commercial Lenders

Banks are even less likely than
venture capitalists to invest in, or loan
money to, start-up businesses. They
are, however, the most likely source of
financing for most small businesses.

Start-up entrepreneurs and small
businessownersare too quick to criticize
banks for failing to finance new
businesses. Banks are not supposed to
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invest in businesses, and are strictly
limited in this respectbyfederal banking
laws. The government prevents banks
from investment in businesses because
society, in general. doesn't want banks
taking savings from depositors and
investing in risky business venture's
obviously when (and it) those business
ventures fail, bank depositors' money
is at risk. Would you want your bank to
invest in new businesses (other than
your own, of course)?

Furthermore, banks should not loan
money to start-up companies either,
for many of the same reasons. Federal
regulators want banks to keep money
safe, in very conservative loans backed
by solid collateral. Start-up businesses
are not safe enough for bank regulators
and they don't have enough collateral.

Why then do we say that banks are
the most likely source of small business
financing? Because small business
owners borrow from banks. A business
that has been around for a few years
generates enough stability and assets
to serve as collateral. Banks commonly
make loans to small businesses backed
by the company's inventory or accounts
receivable. Normally there are formulas
thatdetermine howmuchcanbe loaned,
depending on how much is in inventory
and in accounts receivable.



•

A great deal of small business
financingisaccomplished throughbank
loans based on the business owner's
personal collateral, such as home
ownership. Some would say that home
equity is the greatest source of small
business financing.

The Snull. BaaI..._
Admlnlstmlon (SBA)

The SBA makes loans to small
businesses and even to start-up
businesses.SBAloansarealmostalways
applied for and administered by local
banks. You normally deal with a local
bank throughout the plIX'ess.

For start-up loans, the SBA will
normally require that at least one third
of the required capital be supplied by
the new business owner. Furthermore,
the rest of the amount must be
guaranteed by reasonable business or
personal assets.

The SBA works with • certified
lenders,· which are banks. It takes a
certified lender as little as one week to
get approval from the SBA. Hyour own
bank isn't a certified lender, you should
ask your banker to recommend a local
bank that is. Chapter 8: The Business
You're In lists the website and a toll
free telephone number to contact SBA.

CHAPTEa 21: GEl IS•• F..IICU

ou.. Lend...

Aside from standard bank loans, an
establishedsmallbusinesscanalso turn
to accounts receivable specialists to
bonowagainst its accounts receivables.

The most common accounts
receivable financing is used to support
cash flow when working capital is hung
up in accounts receivable. For example.
ifyour business seDs to distributors that
take 60days to pay, and the outstanding
invoices waiting for payment (but nnl
late) come to $100.000. your company
can probablyborrowmore than $50.000.
Interest rates and fees may be relatively
high, but this is still often a good source
of small business financing. In most
cases, the lenderdoesn't take the risk of
payment-ifyourcustomerdoesn'tpay
you. you hlM! to pay the money bac:It
anyhow.These lenderswilloften review
your debtors, and choose to finance
some or all of the invoices outstanding.

Another related bbsiJ practice is
called factoring. So-called factors
actually purchase obligations. so if a
customer owes you $100,000 you can
sell the related paperwork to the factor
forsomepercentageofthetotalamnunl.
In this case. the factor takes the risk nf
payment, so discounts are obviously
quite steep. Ask your banker for
additional information about factoring.
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Words of Warning

Don'ttakeprivateplacement, angels,
friends and family as good sources of
investment capital just because they
are described here or taken seriously in
someothersource ofinformation. Some

. investors are a good source of capital
and some aren't. These less established
sources of investment should be
handled with extreme caution.

Never, NEVER spend somebody
else's money without first doing the
legal work properly. Have the papers
done by professionals, and make sure
they're signed.

Never, NEVER spend money that
has been promised but not delivered.
Often companies get investment com
mitments and contract for expenses,
and then the investment falls through.

Avoid turning to friends and family
for investment. The worst possible time
to not have the support of friends and
family is when your business is in
trouble. You risk losing friends, family,
and your business at the same time.

Submitting a Plan

The information you submit to
investors depends a great deal on what
your objective is. Sometimes you'll
submit a complete business plan,
sometimes a Summary Memo. In most
cases, even if you submit a short
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summary, you have to have the
complete business plan ready to go as
soon as the investors or lenders ask for
it. If you're looking for lease financing,
receivables, or a bank loan, you'll want
to submit a loan support document to
the lender.

When the search has provided you
with a list ofuseful names, you can print
your Summary Memo or loan support
documents and send a copy to each of
the investors, along with a brief cover
letter.

Summary

Most businesses are financed by
home equity or savings as they start.
Only a few can attract outsidl'
investment. Venture capital deals are
extremely rare. Borrowing will always
depend on collateral and guarantees,
not on business plans or ideas.

•



Accounts payable

Accounts receivable

Assets
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APPENDIX A:
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A

Bills to be paid as part of the normal COUJSe of business.

Debts owed to your mmpany, usually &om sales on
credit.

Accumulated depreciation Total accumulated depreciation reduces the formal
accounting value (called book value) of assets. Each
month's accumulated balance is the same as last
month's balance plus this month's depreciation.

Acid test Short-term assets minus accounts receivable and
inventory, divided by short-term liabilities. This is a 1l'S1

of a company's abilily to meet its immediate cash
requiremenls.

Property that a business owns, including cash and
receivables, inventory, etc. Assets are any p<l5Sessions
that have value in an exdlange. The more formal
definition is the entire propel Iy of a person. aS5OCiation,
corporation. or estate applicable or subject to the
payment of debts. What most people understand as
business assets are cash and investments, ICI.'OOI1ts
receivable, inventory, office equipment. plant and
equipment. etc. Assets can be long-term or short-term.
and the distinction between these two categmies might
be whether they last three yeus. five yeus. 10 yam, or
whatever; nonnally the aexountants decide for each
company and what's important is consistency. The
government also has a say in defining assets, because il

P,..299



HURDLE: THE BOOK ON BUSINE.. PLANNING

Asset turnover

B

Break-even point

Burden rate

c

Capital assets

Capital expenditure

Capital input
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has to do with tax treatment; when you buy a piece of
equipment, if you call that purchase an expense then
you can deduct it from taxable income. Ifyou call it an
asset you can't deduct it, but you can list it on your
financial statement among the assets. The tax code
controls how businesses decide to categorize spending
into assets or expenses.

Sales divided by total assets. Important for comparison
over time and to other companies of the same industry.

The unit sales volumes or actual sales amounts that a
company needs to equal its running expense rate and
not lose or make money in a given month. The formula
for break-even point in units is:

=Regular running costs/(Unit Price-Unit Variable Cost)

The formula for break-even point in sales amount is:

=Regular running costs/(l-(Unit Variable CostlUnit
Price»

Refers to personnel burden, the sum of employer costs
over and above salaries (including employer taxes,
benefits, etc.).

Long-term assets, also known as Plant and Equipment.

Spending on capital assets (also called plant and
equipment, or fixed assets).

New money being invested in the business. New capital
will increase your cash, and will also increase the total
amount of paid-in capital.



,

Cash

Collection days

Collection period (days)

Commissions

Commissions percent

Cost of sales

Current assets

Current debt

Current liabilities

D

Debt and equity

Depreciation

The bank balance. or checking account balance. or real
cash in bills and coins.

See Collection period. below.

The average number ofdays that pass between
delivering an invoice and receiving the money. The
formula is:

=(AccountsJe(.'eivable_baJance'"360)1
(Sales_OILcredit·12)

Gross margin multiplied by the commissions
percentage.

An assumed percentage used to calculate commissions
expense as the product of this percentage muhipli.....i ,,\
gross margin.

The costs associated with producing the sales. In a
standard manufacturing or distribution company. this is
about the same as the cost of the goods sold. In a
services company. this is more likely to be personnel
costs for people delivering the service. or subcontracting
costs.

The same as short-term assets.

Short-term debt. short-term liabilities.

Short-term debt. short-term liabilities.

_The sum of liabilities and capital. This should always be
equal to total assets.

An accounting and tax concept used to estimate the loss
of value of assets over time. For example. cars depreciate
with use.
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Directory

Dividends

E

Earnings

EBIT

Equity

Expense

F

Fiscal year
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A computer term related to the operating system on
ffiM and compatible computers. Disk storage space is
divided into directories.

Money distributed to the owners of a business J'

profits.

Also called income or profits, earnings are the famous
"bottom line": sales less costs of sales and expenses.

Earnings before interest and taxes.

Business ownership; capital. Equity can be calculated as
the difference between assets and liabilities.

Webster's calls it "a spending or consuming;
disbursement, expenditure." What's important about
expenses for the purpose of business accounting is that
expenses are deductible against taxable income.
Common expenses are rent, salaries, advertising, travel.
etc. Questions arise because some businesses have
trouble distinguishing between expenses and purchase
of assets, especially with development expenses. When
your business purchases office equipment, if you call
that an expense then you can deduct that amount from
taxable income, so it reduces taxes.

Standard accounting practice allows the accounting year
to begin in any month. Fiscal years are numbered
according to the year in which they end. For example, a
fiscal year ending in February of 1992 is Fiscal 1992,
even though most of the year takes place in 1991.
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Fixed costs

G

Gross margin

Gross margin percent

I

Interest expense

Inventory

Inventol)' turnover

Inventory turns

L

Labor

Liabilities

AI'IIIIIXA:GU •..,

Running costs that take time to wind down: usuaIJy
rent. overhead. some salaries. Technically, fixed costs
are those that the business would amtinue to pay eYeI1

if it went bankrupt. In practice, fixed costs are usuaDy
considered the running costs.

Sales minus cost of sales.

Gross margin divided by sales. displayed as a
percentage. Acceptable levels depend on the naturt' uf
the business.

Interest is paid on debts, and interest expense is
deducted from profits as expenses. Interest expense is
either long-term or short-term interest.

Goods in stock,. either finished goods or materials to be
used to manufacture goods.

Total cost of sales divided by inventory. Usually
calculated using the average inventory over an
accounting period. not an ending-inveltol}' value.

InveltOl)' turnover (above).

The labor costs associated with making guudl> Iu~

sold. This labor is part of the cost of sales. part of the
manufacturing and assembly. The row heading refers
to fulfillment costs as well. for service companies.

Debts; money that must be paid. Usually debt on terms
of less than five years is called short-term liabilities. and
debt for longer than five years in long-term liabilities.
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Long term assets

Long term interest rate

Long term liabilities

M

Materials

N

Net cash flow

Net profit

Net worth

o
Other short-term assets

Other ST liabilities
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Assets like plant and equipment that are depreciated
over terms of more than five years, and are likely to last
that long, too.

The interest rate charged on long-term debt.

This is the same as long-term loans. Most companies
call a debt long-term when it is on terms of five years or
more.

Included in the cost of sales. These are materials
involved in the assembly or manufacture of goods for
sale.

This is the projected change in cash position, an
increase or decrease in cash balance.

The operating income less taxes and interest. The same
as earnings, or net income.

This is the same as assets minus liabilities, and the same
as total equity.

These might be securities, business equipment, etc.

These are short-term debts that don't cause interest
expenses. For example, they might be loans from
founders or accrued taxes (taxes owed, already incurred,
but not yet paid).

.
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p

Paid-in capital

Payment days

Payroll burden

Personnel burden

Plant and equipment

Real money paid into the company as investmt>nls Thi5
is not to be confused with par value of stock. or market
value of stock. This is actual money paid into the
company as equity investmenls by owners.

The average number of days that pass between
receiving an invoice and paying it. It is not a simple
estimate; it is calculated with a financial formula:
=(AccoUnls-P'lyable_baIance-360)/(fotaI entries to
accounts payable-12)

Payroll burden includes payroll taxes and benefits. It is
calculated using a percentage assumption that is
applied to payroll. For example, ifpayroll is $1,000 and
the burden rate is 10 petcent, the burden is an extra
$100. Acceptable payroll burden rates vuy by marlcet.
by indushy, and by company.

Payroll burden. See above description.

This is the same as long-term, fixed. or capital assets.

Product development Expenses incurred in development of new products
(salaries. laboratory equipment. test t>quipm.·nt
prototypes. research and development. etc.).

Profit before int and taxes This is also called EDIT, for Earnings Before Interest and
Taxes. It is gross margin minus operating t>xpt>nses.

R

Receivables twnover Sales on credit for an accounting period divided by the
average accounts receivables balance.

Retained earnings Earnings (or losses) that have been reirM!sted into the
company, not paid out as dividends to the owners.
When retained earnings are negative, the company has
accumulated losses.
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Return on assets

Return on investment

Return on sales

ROI

s
Sales break-even

Sales on credit

Shorttenn

Short tenn assets

Short tenn notes
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Net profits divided by total assets. A measure of
profitability.

Net profits divided by net worth or total equity; yet
another measure of profitability. Also called ROI.

Net profits divided by sales; another measure of
profitability.

Return on investment; net profits divided by net worth
or total equity, another measure of profitabilitv.

The sales volume at which costs are exactly equal to
sales. The exact fonnula is:

=Fixed_costs/(l- (Unit_Variable_CostlUnit_Price))

Sales made on account; shipments against invoices to .
be paid later.

Nonnally used to distinguish between short-tenn and
long-tenn, when referring to assets or liabilities.
Definitions vary because different companies and
accountants handle this in different ways. Accounts
payable is always a short-tenn liability, and cash,
accounts receivable and inventory are always short-tenn
assets. Most companies call any debt of less than five
year terms short-tenn debt. Assets that depreciate over
more than five years (e.g., plant and equipment) are
usually long-tenn assets.

.Cash, securities, bank accounts, accounts receivable,
inventory, business equipment, assets that last less th.]:>
five years or are depreciated over tenns of less than five
years.

These are the same as short-tenn loans. These are debts
with tenns of five years or less.



Starting date

T

Tax rate petrellt

Taxes incurred

u

Unit variable cost

Units break-even

......... A: CkoSS&1IY

The starting date for the entire business plan.

An assumed percentage applied against pre-tax income
to determine taxes.

Taxes owed but not yet paid

The specific labor and materials associated with a single
unit ofgoods sold. Does not include general overhead.

The unit sales volume at which the fixed and variable
costs are exactly equal to sales. The formula is:

UBE=FIXed_costs/(UniCPrire-UniCVariable_Cost)

PAlIE30T
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A

Accounts Pclyable
Defined 133
Example 114

Accounts PclyableTurnover
Ratios 139

Accounts Receivable
Defined 132
Example 113

Accounts Receivable"fumover
Ratios 138

Acid Test, Ratios 140
Activity Ratios 138
Adjusting, Sales Plan 159
Analysis,Variance 164
Asset1Um~Ratios 140
Assets

Start-up 47
Assets to Sales

Ratios 140
Average per-unit Cost

Break-evenAnalysis 18
Average per-unit Sales

Break-evenAnalysis 17

B

Balance Sheet
Defined 135
link to Cash Flow 132
Table 136

Banks 178
Baseline Numbers

Ongoing Companies 44
Start-up Companies 46

Bottom Line 121
Break-even Analysis

Average per-unit Cost 18
Average per-unit Cost/sales 17
Average per-unit Sales 17
Chart 18
Defined 140
Monthly Fixed oosts 18

Business Funding DiIectuy 178
Business Numbers 111

link between 120
Business Plan

Internet 69
Standard 10

Business Publications 72
Business Ratios 137
Business1Ype 65

C

Cash Balance
Calculate 131
Example 116

Cash Flow
Example 116
Table 128

Cash Planning. example 125
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Cash, Sources 128
Cash vs. Profits 112
Census Bureau, U.S. 74
Collection Days

Example 117
Ratios 138

Commercial Lenders
Banks 178

Competition 67
Competitive Comparison 52
Competitive Edge 44
Consultants 75
Current Debtrrotal Assets

Ratios 140
Current Ratio, Liquidity 139

D

Debt Ratios 139
Debt to Net Worth, Ratios 139
Debt!Assets, Ratios 140
Distribution Patterns 66
Dividend Payout, Ratios 140

E

Earnings, Retained 134
Executive Summaty 153
Expenses 121

Start-up 46

F

Final Edit, Print 170
Finance

Myths 175
Small Business Administration

(SBA) 179
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Financial Analysis
About Business Numbers 111
Cash is King 125
Finish the Financials 135
The Bottom Line 121

Follow Up, Implementation 156
Following Up

Getting Financed 171
Print and Publish 169

Forecasting
Expense Budget 101
Forecast your Sales 89
Market 95

ForecastingTools, graphics 92
Fundamentals

Mini-Plan 15
PickYour Plan 9
Starting a Business 21

Funding, Start-up 49
Future Products 54

G

Gathering Information
KnowYour Market 79
The Business You're In 65

General and Administrative
expenses 124

Gross Margin-Ratios 138

H

Home Office, personnel 60

I

Implementation
Follow Up 156
Milestones 151
Plan for 155



I

Income Statement Ul
Detailed 122
Simple 122

IndustIy Analysis 65
IndustIy Participants 66
Interest Coverage

Ratios 139
Internal Rate ofRetum (IRR) 174
Internet .

Business Plan 69
Market Research 68

Inventory 'fumover
Example 118
Ratios 138

Investor 5ummaIy 14

K

Keys to Success 17

L

Legal Entity/Ownership 42
Libraries

Reference 73
Link

Business Numbers 120
Cash Flow-Balance Sheet 132

Liquidity Ratios 139
Loan Application

Example 14
Summary 170

Locations and Facilities 43
Long-term Liabilities 133
Long-'lerm Plan 153
Loss at Start-up 49

M

ManagementTeam 57
Background 59
Gaps 59

Market
Value-Based 146

Market Analysis 19
Chart 97
Table 19, 97

Market Needs 99
Market Research 79

Internet 68
Psychographies 83
\tllues and Lifestyles (VAL) 83

Market Segmentation 95
Market1iends 99
Milestones'Dlble 151
Mission Statement 16

N

Net PresentValue (NPV) In
Net Profit Margin

Ratios 138
Net ¥.bOOng Capital

Ratios 139

o
Objectives

Mini-Plan 15
Otganizational Structure 59
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.p

Payroll burden
I\!rsonnel 61

I\!rsonnel
Detailed 61
Home Office 60
Simple 60

Plan for Implementation 155
Plan-vs.-Actual

Milestones 151
Fbsitioning Thcties

Market Strategy 148
Presentation

Print Plan 170
PricingThctics

Market Strategy 148
Print Plan 169

Final Edit 170
Pro Forma Income 121
Pro Forma Profit and Loss 121
Product Sourcing 53
Profit and Loss

Actual numbers 162
Detailed 122
Planned numbers 161
Simple 122
Statement 121
Vc1riance 163

Profitability Ratios 138
Programs

Strategy Pyramid 146
Promotion Thcties

Market Stategy 149
Psychographics

Market Research 83
Pyramid, Strategy 146

Q

Quick Ratio, Liquidity 139

R

Ratios 137
Accounts Payable Turnover 139
Acid Test 140
Activity 138
AR Turnover 138
Asset Turnover 140
Assets to Sales 140
Collection Days 138
Current DebtrJotal Assets 140
Debt 139
Debt to Net Worth 139
Debt!Assets 140
Dividend Rtyout 140
Gross Margin 138
Inventory Turnover 138
Liquidity 139
Net Profit Margin 138
Profitability 138
Return on Assets 138
Return on Equity 138
SalesINet Worth 140
Short-term Liabilities (Debt) to

Liabilities 139
Total Assets 1urnover 139

Reference Libraries 73
Retained Earnings, defined 134
Return on Assets, Ratios 138
Return on Equity, Ratios 138
RMA Associates 70
ROI

Return on Investment 138

PAGE 312



S

Sales
Actual 158
Adjusted 159
Net WHth. Ratios 140
Plan 157
Programs 94
Strategy 93, 149
v.uiance 158

Sales and Marketing
Expenses 124

Sales Foxecast
byUnits 91
Chart 92

Sales Literature 55
SBA

Small Business Administration 73
SBDC

Small Business Development
Centexs 74

SCORE
Setvice Corps of Retired

Executives 74
Search Engines

Internet 70
Segmentation,. Marlret 95
Short-term Debt to Liabilities

Ratios 139
Small BusinessAdministration

(SBA) 73
Financing 179
Inremet 69

Small Business Development Centexs
SBDC 74

Sources of Cash
Cash Flow 128

AwDDtx B: INDEX

Stanford Research Institute 83
Start-up Plan 10
Start-up RequitemenlS 48
Starting Sales Plan 157
State Development Agencies 76
Strategy andTactics

Make it Real 151
Plan for Implementation 155
Strategy is Foc:us 145

Strategy Pyramid 146
Swnrnaxy, Executive 153
Summaxy Memo 152
Summaxy FUagraph 42. 51, 152

T

Tactics, Strategy Pyramid 146. 272
Technology 53
Tell '\bur Story

Describe your Companv 41
Management Team 57
What you Sell 51

Texas Capital Network
'knture Capital 178

Standard Outline 10
Tune\txIue of Money 171
Tuneframes 14
Total Assets 'liunover

Ratios 139
'Ji'ade Associations 71, 76
'IYPe of bwsir 65

U

Uses of Cash. example 129
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V

Value Proposition 44, 146
Value-based Marketing 146
Variance Analysis 164
VentureCapital 175

Angels 177
Doctors and Dentists 177
Online 178
Resource Library 178

W

V\brking Capital, example 115
V\brld Wide Web~

Search Engines 70
Excite.com 84
Yahoo.com 84

www.avce.comI77
www.bplans.com 69
www.businessfinance.comI78
www.census.gov 74
www.miniplan.com 10
www.paloalto.com 69
www.rmahq.org 71
www.sba.gov 69
www.score.org 74
www.timberry.comI77
www.vfinance.comI78
www.yahoo.com 84

y

Yahoo.com
Business Information 70
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