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12.0 OBJECTIVES

After studying this unit, we should be able to:

1 Understand and defineneed for abusinessplan;

1 Explain componentsof abusinessplan,

1 Describeabusinessplan;

1 Understand manpower requirement and operations of abusiness; and

1 Understand marketing and financia aspectsof abusiness.
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12.1 INTRODUCTION

Planning is an integral part of any business. For a business to be successful
entrepreneur should have aclear idea@out his strengths, of his probable customers,
their needs and expectations, and competitorsin the market place. Before setting
up abusiness, adocument is made for defining the steps or things required to be
executed to legally set up abusiness. Thiswritten document is called as business

plan.

Business plan helps us put our thoughts and ideas on paper in aclear, systematic
and convincing manner. It helps you to raise for your business. Business plan
should be complete, well organized and should be based on facts. It hel ps focus
on key points. Business plan is made by the entrepreneur himself. However,
outside consultants can be hired to set the plan in a systematic written format.

The business plan can be shown to financiers to encourage them to invest money
in acompany. In this chapter, we will learn various aspects of business plan,
components of business plan and how it iswritten.

12.2 WHY IS BUSINESS PLAN NEEDED

Planning isimportant for any business to be successful. Mostly, abusinessfails
dueto lack of efficient planning. Business plan helpsto understand the business
in asystematic way so that not even asingle point is missed out. Now the next
guestion that comesin our mind isthat what is the need of making a business
plan? The following pointswill help usto give the answer to this question:

1. Businessplan helpsthebusiness owner to concentrate on the objectivesand
think about the critical requirementsof that particular business.

2. Businessplan also helpsto set guiddinesand milestonesinawritten format.
3. Ithepstofocusideasand study chancesof the growth of abusiness.

4. It servesasan operational tool which gives details of the past, present and
futureactivitiesof abusiness. Inaddition, it tellsuswhich function of thebusiness
set-up will fulfill which activity tohelp toitsdesired god.

5. Busnessplan helpsto manageabusiness.

6. Itisalsoused asacommunicationtool. It providestheinformation neededto
communicatewith others. It definesthe business proposa, the competition and
the management of thebusiness.

7. Itcandsobeused asafinancia proposal that can beused by business/'company
ownersto show it tofinancersfor funding. Businessplan hel psto makeinvestors
understand the reason they should spend money on acompany.



Development of

123 MA'N COMPONENTS/PARTS OF A Business Plan

BUSINESS PLAN

Financial ‘
Plan

Market and

Operations Blgli”ess competitive
- an analysis
Marketing Marketing
and Sales Strategy
Products/
services

Fig 12.1 Various Components of a Business Plan

Let us discuss each of the components of a business plan in brief.

Summary: Thefirst page of abusinessplanissummary. Summary should be
concise and should cover all the essential detailsbecausethefirst pageof a
book only encourages areader to continue reading the book. The summary
shouldincludethefollowing pointsinbrief:

1

Company’s/ Business description

Company’s/ Business objectives

Company’sproducts/services

Competitorsand market profile

A statement which defineswhy and how the businesswill succeed
Projected growth for the company

Key management team 27
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1 Funding requirements, time-line for the funds and how the funds will be
used

Vision: Vision statement and milestonesisthe second main component of a
businessplan. Vison satement should giveaclear mentd pictureof thebusiness/
company owner about hisbusinessdream. Milestone should also begivento
definethegoa and the method to achievethegoal.

Market and Competitive analysis: Market research data should be added
to the business plan becauseinvestorsliketo invest money in abusinesswhich
has ateam with thorough knowledge of the market. Market analysis section
involves

1 A genera description of themarket acompany (businessman) iswillingto
enter.

1 Changesinthemarket

1 Different market segments

1 Market segmentsand customers

1 Customer characteristicsand needs

1 Customer buying decisons

Competitive analysisinvolves the detailed analysis of competitive strengths and
weaknesses of you and your company. This section should explain:

1 Industry overview

1 Natureof thecompetition

1 Industry changes

1 Primary competitors

1 Competitive products/services
1 Opportunities

1 Threatsandrisks

Marketing Strategy: After doing market and competitive analysisthe next
stepisto definethe strategy which you will be using to target the market and
distribute your products/services. Thissection should explain:

1 Key competitive capabilitiesand weaknesses
1 Strategy that will be used by you
1 Implementation of the strategy

Products/Services: Thissection explainsthe products/servicesoffered by your
company or what do your company intend to offer. Provide detailsabout the
need of your product in the market. Thissection should contain:



1

1

Description of product/ services Development of
Business Plan

Positioning of product/servicescomparativeto other competitors

1 Futureproducts/services, your company willing to offer

vi. Marketing and Sales: Marketing and sales section containsfollowing points.
1 Marketing Strategy that will be used by your company
1 Salestacticsthat will beused by your company to sell its products/services

1 Advertisng mediathat you will useto advertiseyour products/serviceslike
TV, newspaper, radio, hoardings, | egflets, handbillsetc.

1 Promotiona campaigns, if any
1 Publicity and trade shows, if any

vii. Operations: Operationsinvolvesthethingsrequired toimplement thebusiness
idea. Operations section should explain:

1 Humanresourcesplan
1 Ddivery of product/services:
1 Customer service
1 Facilitiesprovided by your company
viii. Financial Plans: Financid detail sshouldincludethefollowing points:

1 Balance sheets—which indicatesthe owner’s equity and your financial
pogition

1 Profitandlossstatement —dternatively known asincome statement, indicates
your company’scash management

1 CashFlow statement —detailsall cash recel ptsand disbursements.

1 Somekey ratiosfor the projectionsthat are made by you for the next few
years

Check Your Progress - 1

1. Writethedifference between Balance-sheet and Profit & Lossstatement.

2. What arethemain components of aBusinessPlan?
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12.4 BUSINESS DESCRIPTION

Business description isyour Business / Company’s vision and mission. Business

description includes:

1 Information about your company —who you are?

1 What your company isgoing to offer —what youwill offer?

1 Which market areyou going to enter into?

1 Why thebusinessideayou think toimplement will be successful?

BUSINESS DESCRIPTION

General: List the
business name, location,
mailing address,
telephone, fax, e-mall
and web site address,

Legal Business
Description:

Sole proprietorship, part-
nership, limited liability,
“C" or "§" corporation.
List the state where the
business is incorporated.

Purpose: Describe the

Intent of your business.

Type of business:
Retall, wholesale,
service, manufacturing,
contracting, professional,
Importing/exporting.

Y

Y

GENERAL

Name:  MEJ Dealgn

Address: 51 Longwood Drive, Orlando, Florida 3381
Phone: (407) 125-4867 Fax: (407) 123-4780
E-matl smith@MEdJ com, Web Bte: www. MEJ.com

OWNERS: =%
Beb 8mith: 10 Brookfield Bd., Orlando, FL 38751
Phone: 407-486-Y801 Bostal Bscurtty: 367-80-Y088
Ovver 30 yeara of experiencs in ereattve managarment. Worked for
several deaign firms. Me. Smith owna 80% of the businass
Linda Jonag: 06 Elm &., Orlando, FL 35%¥51
Phone: 407-867-1334 Boclal Security: A34-66-P601

Ten yaars of exparience 49 manager of large
markaing comraurieations department within
Fortune 1000 corporation. Ms. Jones ownas 40% of the businesa

LEGAL STATTE: Florida 8 Corporation

FURPOSE: Produce supertor marksting communications mataral for
other busineases

BTATUS: Brart-Up. Will open December 2004

BTBINESS TYPE: Service

FRODUCTS AND SERVICES: Graphie destgn, Wustration, and artwork
production. Cther ssrvicas, suppled by vendorg/auppliers, includa
wrtking, photography, printing, and mafling services

REABONE: Both partnera have over 30 years of induatry
experiencs that will b put to profitable usa in our own firm.

The derand for graphic communications ia ...ate

Oowners:

List each owner's name,
business title, home
address, telephone
number, and social security
number, Include a brief
desription of owners and
managers (experience and
credentials in running the
business) and thelr owner-
ship percentage of the
businass.

Business Status:

New/start up, ongoing,
expansion, or buying

a business. Include the
date your business started
or will start. If buying

a business, include a
detalled business history

in this section.

Reasons for starting,

buying, or expanding
business.

Fig. 12.2 : A sample Business Description is Shown Below in Figure.



Goals: > GOALS:

Include both current and CURRENT: Bring to profitable status that will squal or exmead

Iongfterm pro]@ct]ons_ currant heoms levela. Oreats relationships with elients
Build . ste

Industry: > INDUBTRY:

LONWG-TERM: In four yaars, we will have 50-100 clianta.
Hire admindstrative peraon ... ete

Talk about what’s going 100 deggn Arms and deslgners Exst N OUP TePHLoTY. Advertamg
onin your [ndustry, agencles (abouk A35) are also competitors but thelr specialfy 12 —
Including economic Dot design. Many compantss have relocsted to Orlando so the Professional

trends, outlook, growth
patterns and forecasts.
Keep this section short.

demand for cur sarvices 18 growing. The mumber of start-up com-
panias rumbared 6000 last Fear. ete.

Relationships:
Include name, address,

PROFESSIONAL RELATIONSHIFS: =€

and telephone/fax

Explain more fully in ACOOUNTANT numbers for your
your Marketing section. Larry Stuart, CPA, 158 Main 8t., Winter Springs, accountant, attorney,
FL 52761 Ph: 407-678-0018, Fax: 407-678-7800 banker, Insurance agent,
ATTORNEY:

BANEER:

Linda Jchnecn of Johnacn and Smith, 456 Elm 8.,
Winter Park, FL 32780,
Fh: 40%-234-5678, Fax: 407-545-6750

John Walson, Harttage Bank, 678 Oak 8t., Orlando,
FL 35806, Ph: 407-125-4567. Fax: 407-0067-65435.
INSURANCE AGENT:
Linda Dos, Doe Insurance, 321 Grove Ave., Winter Park, FL
SETED. Ph: 407-433-Y604. Fax: 407-876-5438
PROFESEIONAL ATVISORE:
Claire Velleca, Valleca Consultants, 1 Park 86,
Orlando, FL 32%01 Ph: 40Y-352-1456, Fax: 407-410-1060

and professional
advisor(s).

BUSINESS DESCRIPTION

GENERAL

Business name

Location

OWNERS
Provide the following information for each principal in the company.

MName

Mailing address

Phone number Fax

Tax identification number

E-Mail address

Web Site address

PROFESSIONAL RELATIONSHIPS.
Include name, address, and telephone/fax numbers

Accountant

Business title

Home address

Telephone number

Social security number

Include a brief description of owners and managers (experience and cre-

dentials in running the business) and their percentage of ownership

Attorney

Banker

Insurance agent

Professional advisor(s)

Legal Business Description (sole proprietorship, partnership, corporation, etc.).
State. \What state Is your business organized In? What states will you operate in?
Type of business (retail, wholesale, service, manufacturing, contracting, etc.).

Business Status. New, ongoing, expanding, or buying a business.

Date yvour business started or will start.

12.5 MANPOWER REQUIREMENT

For investorsthe most important aspect they consider before investing in acompany
is the management team. An experienced team hel psin the growth of abusiness.
The team should know about the target market, competitors, goal, and the path
of achieving the goal. An organizational chart should be made to decide the
manpower required by the company. This organizational chart should describe:

Development of
Business Plan
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1 Number of departmentsand managersrequired by the company
1 Skillsrequired in employeesand what rolewill they play inthe company

1 Investorsalso consider the back-up plani.e.in case someonewho ownsthe
bus nessdiesthen who isgoing to repay theloansor runsthe business

1 Number of employees required in the company — part time and full time. As
well as how many number of employees your company may requirein next
few years.

1 How theemployeeswill be appointed.

1 Organization chart aso consist of cost sectionwhich explainsthe salary of each
employee, employee benefitsand costs, and the cost of employeetraining, if
planned.

1 Genera section explainsthe expenditureincurred in outsourcing thework.

12.6 OPERATIONS AND LOCATIONS

Operations are defined as repetitive activities performed in abusiness to produce
some product or to provide any service. Marketing, sales, production, purchasing,
human resource are some examples of activities performed in abusiness. Operations
and | ocations section defines how the businesswill operate and the factorsinvolved
in deciding alocation of acompany respectively. In case of a gart-up discussthe
critical factorsfor the same. In case of, retail business describe store operations,
for wholesale discuss warehouse operations, for manufacturing describe factors
involved in manufacturing process etc.

Operations section defines:
1 Theproduction and selling of the product
1 How theserviceswill be madeavailableto acustomer?

1 Theinfrastructure required by the company like furniture, machines, etc. and
how the company will handleit?

1 Thenumber of months, days, hoursthe company will beopened? And accordingly
how will the employees, inventory, timingsetc. will be managed.

Location is one of the most critical elements of a business. Success of any
businessis highly dependent on the location of abusiness. Location of abusiness
is dependent on the type of business. For retailers location plays an important
role, however, for manufacturing units and awholesader, location is not that much
critical.

Factorsinvolved for deciding alocation involves:
1 Spacerequired by your company depending on thetype of business.
1 Dedrablelocation and areaand the cost effect on choosing that area.

1 Isthelocation easily accessible?



1 Howthetrafficisinthat areaandissufficient parking spacethere?
1 Zoning requirements(zoninglaws)
1 How safeisthat area?

1 Thespaceyou areconsderingisit owned by thecompany, or onlease. Provide
the document required.

1 Forretalers

1 Specify other competitorsinthat area, and other businessesrunninginthat
location.

1 Isthelocation easily accessibleto the customers?

1 For manufacturersand wholesalersand other businesses:
1 Ispublictransportation available?
1 Isthelocation near to the customersand suppliers?

1 Providesummary and the blue print of thelocation with the businessplan.

12.7 MARKETING

Marketing plays an important role in the success of any business. Before writing
the marketing section of a business plan, market research and analysis should be
done carefully.

According to Kotler, “Marketing is a societal process by which individuals and
groups obtain what they need and want through creating, offering, and freely
exchanging products and services of value with others.” Marketing is“meeting
needs profitably”.

I. Marketing Plan

The Marketing section of a business plan includes the 4ps of marketing: product,
price, place, and promotion. For finding out the market information two types of
search could be performed:

1. Primary research: Collecting the information through survey by asking the
customers.

2. Secondary research: Getting theinformation published by other sources.

For an effective market plan both researches should be done. The market plan
should consist of:

1 Business visonandtheplanto achievethegod
1 Current market position and your product inthe market

1 Detailsof thetarget audience—who isthe customer, where do they stay, what
encouragesthem to buy, how do they pay etc.

Development of
Business Plan
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1 Methodsto reach thetarget audience— promotiona activities, advertising etc.

1 Marketsize

a) Product: Product sub-section should detal thefollowing points.

1

Description of theproduct or serviceyouwill beofferingtothe customers.
Function and features of the product/ service.

How isit going to give benefit to the customers?

How isit different from the other existing products/servicesinthe market?

What arethefactorsthat changethe demand of the product? Or whenwill
the product be used monthly, yearly, daily?

Chart comparing thefeatures (price, quality etc.) of competitors product
and your product

b) Price: Pricesub-section should cons st of thefollowing points:

1

Pricing strategy that will be used by the company
Product cost to the company

Sdlling price of the product — selling price should cover all the expenses
incurred by the company plusthe profit margin.

c) Promotion: Thissection detailsthe promotion of the product:

1

How will the customer get to know about the product?

What methodswill your company useso that acustomer feelsmotivated to
buy your product?

To promote the product, what all methods will your company use —
advertising, print media, electronic media, public relations, word of mouth
publicity etc. etc.

ii Market Size

After finding out who will be your customers, the next step iswhat would be the
size of the business. Will it be asmall company or large company? Market size
and competition both are very important in a business plan because it helpsto
convince the investor that after the competition the business can till generate
profits. Market size is decided after reviewing the statistical data and discussing
with potential customers, distributors and sales representatives.

1 Decidethemarket segmentation—i.e. dividing themarket into different ssgments
based on the customers need.

1 Whatisthemarket szeintermsof units?

1 Describethe expected market share.



1 Describethe market risks. Deve_IOpmentof
Business Plan
iii Market Competition

This section should give details about all the competitors. The points that can be
included in this section are:

1 What arethe weaknesses and strengths of your competitors?

1 Why your competitor issuccessful ?

1 Why will acustomer buy aproduct fromyou?

1 Which gtrategy isthe competitor choosing and why?

1 Why the competitor hasnot chosen the strategy that you have chosen?
1 What arethethreatsfrom the competitors?

1 Makethechart that comparesthe competitor’sand yours product price, quality,
service provided, and warranty, and other important features.

Check Your Progress - 2

1. How doesdrawing an organizational chart helpsin making agood business
plan?

2. Listfour factorswhichyouwould consider before deciding location.

12.8 FINANCE

Accounting system isthe most critical element of abusiness. Many businessesfall
due to improper business system. A company should hire professionasfor setting
up the accounting system and handling the legal matters to make the efficient
system.

i. Sources

For setting up a business money is required. Now the question is where to get
the money from and how will it be used. A business owner can look for the
investors to invest money in his’her business.
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A company owner should ask few questions to himsdlf like:

1 How much money isrequired for the business?

1 What typeof lender isrequired?

1 Lender’sminimumand maximumloansize?

1 Will thelender be ableto meet all the needs?

1 What typeof collateral isaccepted by thelender?

Lenders use the following eight C'srules:

1 Credit—must begood

1 Capacity —owner should be ableto repay theloan

1 Capita —money requiredinthebusiness

1 Collateral —assetsto securetheloan

1 Character - you

1 Conditions—any condition that can effect thebusinesslikefinancia condition
1 Commitments—ability and willingnessto succeed

1 Cashflow —canit support the expenses and debts

Money can be obtained ether through banks or through other financid ingtitutions.

1 Banks - In India, the banks can grouped into four categories based on the
ownership structure. These categoriesareasfollows:

1 Nationalized banks—Mgjority stakeisheld by the Government of India
1 Private sector banks—Magjor stakeisheld by private sector

1 Foreign banks—Magjority stakeisheld by foreign shareholders

1 Cooperative banks—Magjority stakeisheld by membersof the bank

Banks provide financia assstance to businessesin the form of providing working
capital and long term loan facility. Banks secure themselves by taking security of
assets. In general, nationalized banks and Cooperative banks are more open to
provide small ticket financial assistance also. Reserve Bank of Indiarecognizes
Dairying as a priority sector and therefore banks are more open to lending in
this sector.

1 Other Financial Institutions - Other then banks, there are other financial
institutionslike Devel opment Finance Ingtitutions (DFIs) and Non-Banking
Finance Companies(NBFCs). DFIsspecidizein providing longtermfinancia
assistancei.e., longtermloansand NBFCs specializein asset backed funding
i.e., lending against acollateral security likevehicles, house, machinesetc. In
India, most of the DFIshave converted themsel vesinto banksand only few are



left — IFCI, SIDBI. Some of the well run NBFCs are Sriram Chit Fund,
Sundaram Finance, TataFinance. NBFCsaregenerdly fast in approving aloan
proposal thoughthey may chargeahigher interest rate.

The obtained money will be used for furniture, machinery, space occupied, inventory,
improvements and in day to day basis activities. Your business plan should provide
al the details. The business income should cover al the expenses made.

ii. Debtand Equity

Debt and equity are two types of finances. It isimportant to decide which kind
of finance will be appropriate for your business. Lets us discuss each of them one
by one:

Debt is borrowing money and repaying it with some interest over a period of
time. In debt financing, the only liability of the borrower is repayment of loan on
time and the lender does not get any ownership. Lenders generally require the
guarantee before providing loan. Debt is usudly given to acompany which offers
some asset that may be pledged by the lender in case of non repayment of loan.
Debt financing can be of two types:

1 Shortterm—Inshort term, full repayment of theloan should bedoneinlessthan
ayedr.

1 Longterm—Repayment of theloan can bedonein morethan ayear

If acompany has too much debt, it becomes arisky business. Also, it becomes
difficult to handle the down falls of business or any unanticipated circumstances.
The other disadvantage of debt financing is that the interest hasto be paid by the
company under any circumstances. For alender it’'simportant that the loan should
be repaid either through income from the business or by selling the assets.

Equity financing involves sharing of business ownership in exchange of money. In
this case money is not needed to be repaid over a specific period of time. Equity
can be obtained through non-professionals like family, friends, colleagues etc.

The mgjor disadvantage of equity financing is possible loss of control over a
business.

iii. Critical Factorsin Taking a Loan
The points that you should consider before taking aloan are:

1 A company should not over borrow themoney. Themoney should beborrowed
to the extent acompany isabletorepay it.

1 Repayment schedule should match with the cash flows

1 A company should look for more than one bank or financial institutions
amultaneoudy beforefindizing.

1 If abusinessislarge enough, or you havelarge persona wealth which can be
used for business, then try and take loan from two banks or two financial
inditutions.

Development of
Business Plan

37



Entrepreneurship and
Organization Building

38

iv. Various Financial Statements

A financial statement isawritten report which shows the net worth, assets and
liabilities of a person or acompany as of a specific date. Financial statements
include personal financial statement, balance sheet, income statement, and cash
flow statements. There are afew points to remember before making the financia
gatements:

1 Makeassumptionsthat arerea and can beimplemented infutureif somerisk
COMeS.

1 Show linksbetween the past, present and future projects.

1 Enough capital should bethereto meet al the expenses. Ask for enough funds.
1 Maintainall records.

1 Kegpagood financia manager to maintain accounts

1 Assurethelender that loanwill berepaid.

Let us discuss each of them one by one:

a. Personal Financial Statement

Persond financia statement includesfinancia status of each person who guarantees
the loan. Financia statements should be made correctly because lenders review
these statements very carefully. Sometimes lenders may ask you the questions
about the risks, be ready to answer the questions. Generally the lenders provide
their own persond financia statement form but usudly the information asked isthe
same.

b. Balance Sheet

Balance sheet shows the cash position of the business and the owner’s equity at
agiven point. Balance sheet keeps changing. Balance sheet is divided into three

parts

~

[ Balance sheet

I ~ ;
Assets J { Liabilities [ Net worth J

J

Assets show the things that a company or your business owns. It includes the
following points:

1 Currents Assets— Current assetsisanything that can be converted into cash
withinayesr.

1 Account receivable— Account receivableisthe amount acustomer hasto pay
to the company.



1

Inventory —Inventory isthelist of goodswhich aretherein company’sstock.

Tota current assets—If weadd dl the current assetswewill get thetota current
assets.

Non-current assets— Non-current assets are the assetswhich take morethan a
year to be converted into cash.

Fixed assets— property, plant, equipment, office furniture etc. fall into this
category.

Depreciaion
Fixed assets (net) = Total Fixed assetsless Total depreciation

Advancesto owners—Advancesto ownersismoney taken out by the owners
fromthebusinessfor repaying theloan.

Tota non-current assets—adding up al the non-current assetsgivethevaue of
total non current assets

Total assets= Current assets+ Non-current assets

Liabilities section shows how much a company owesto othersi.e. bank or other
financid ingtitutions, suppliers, employees etc. The ligbilities section includes:

1

1

Current liabilities—Liabilitiesthat are dueto bedischarged withinayear.
Current portion of long-term debt — Oneyear’ sworth of |oan payment.

Accounts payable— Accounts payableis purchases made by the company for
which company hasnot madethe payment.

Totd currentliabilities—Totd currentliabilitiesissumof dl theshort-termliabilities.

Longtermliabilities—Longtermligbilitiesarethosethat becomeduefor payment
after ayear.

L oan payable—Any amount taken fromany financid ingtitution or other sources,
onwhichacertaininterest ischarged and that needsto berepaidiscalled |oan.
L oans can be short term loan or long term depending upon the duration for
whichthey aretaken.

Totd long-termliabilities—Tota long-termliabilitiesaresum of dl thelong-term
ligbilities

Totd liabilities=Long-termliability + Current liability

Net Worth

Definition for acompany - Total assets minus total liabilities. Net worth is an
important determinant of the value of a company, considering it is composed
primarily of dl the money that has been invested sinceitsinception, aswell asthe
retained earnings for the duration of its operation. Net worth can be used to
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determine creditworthiness because it gives asnapshot of the company’sinvestment
history. aso called owner’s equity, shareholders’ equity, or net assets.

Definition for an Individua — Net worth isthe value of a person’s assets, including
cash, minusdl liabilities. The amount by which the individua’s assets exceed their

liabilitiesis considered the net worth of that person.

The net worth section includes:

1 Owner’sinvestment —Owner’sinvestment isthemoney invested by theowner’s

inthebusiness

1 Retained earnings— Retained earningsisincome earned through the business
and kept inthe businessitself.

1 Tota capital = Owner’sinvestment + Retained earnings

1 NetWorth=Total AssetslessTotd liabilities

A sample worksheet is displayed in fig 4.

Depreciation:
Except for land, assets
wear out. The value
goes down and can be
deducted. Values for
assets are presented
via a reserve for
depreclation. Market
value, or the price you
could sell It for, will

differ from this figure.

Max Computer Company
Balance Bheet
December 21, 8004

ABEETE
Clurrent Asseta
Cash
Aceounte Recaivable
Inventory (ending)
Total Current Asseta
Non-Current Assets
Fixed Assets

owners
Investment:

Also called capital or
common stock In a
corporation

Total Capital:
Also called net worth

» Leas Accurnulated Depreclation

Fixed Assets (net)
Advanees to Owners

Total Non-Curreent Assets
Total Asseta (170 + 181)

LIABILITIES
Current Liabilitles
Current Portion of Long-Term Debt
Note Payable
Aperued Taxes
Accounts Payable( AF)
Total Churrent Lisbilities
Long-Term Liabilities
Loan Payable
Total Long-Term Lishilities
Total Liabilities (180 + B4)

CAPITAL OF NET WORTH
» (wners [nvestment

Hetained Barnings

> Total Capital

Total Liabilitles & Capital (204 + 87)

10,000
78,000
88,000
170,000

140,000
'98,000)
118,000
8,000
121,000
291,000

6,000

100,000

3,000

41,000
180,000

54,000
54,000
204,000

20,000
67,000

87,000

891,000

\

These
numbers should
be the same.

c. Income and Expenditure Statement

Income or expenditure statement shows the financia performance of the business
over aperiod of time. Income statement is divided into three parts.
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I ~ =
[ Sales J Expenses { Profits J
\ J

Sales isfurther subdivided into:

1

Net Sales—Net salesisincome after returnsand all owances.
Cost of goods sold—Thisisthe cost incurred in making the product.

Purchases and stock — Purchases are the income used to make product or
simply put total value of theinventory i.e. present raw materia stock, work in
progress stock, and finished good stock.

Labor

Total cost of goodssold—Itincludesthetotal cost incurred to make one unit of
finished product. Multiplying thiswith the number of units produced would give
thetotal cost of goods sold. The ssimple formulafor calculating COGSis -
Openinginventory + additionsduring theyear lessyear end inventory.

Gross profit margin—Itisdefined as salesrealization less cost of goods sold.

Expenses are subdivided into:

1

1

Sdlling expenses— Salariesand expensesincurred on sales

Generd and Administrative—All expensesincurred to run the company
Operating income— Showshow thebusinessisperforming

Interest expense

Net profit beforetaxes—Incometax dependsonthelega statusof the business

Profit section shows profits made by the company after paying up all expenses.

A sample income statement is shown in figurel2.5.
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Net vs. Gross Sales
Gross sales |s the amount
before adjustments (llke
returns and allowances).
The adjusted figure s
Met Sales.

Max Computer Company
INCOME SBTATEMENT

December 31, 2004 -

Operating Income:
Gross Profit less Selling
Expenses and General/

Administrative Expenses.

42

Date:

Represents activity for an
entire period, at the end
of that time period.

inventory for the previous year
and became the beginning

Important Note: Compare
numbers in the current year's
Income Statement with the
previous year. For control
purposes, you need to know If
income/profits and expenses
are going up or down.

BALES
> Net8ales . .......ooviviinnn, -+ -+ 800,000 $75,000 was the ending

Lega Cost of Goods Bold:
Beginning Inventory ... ......... 75,000 =
Purchases ...................B8580,000 inventory for 2004.
Labor ....................... 200,000
Total . ... .vv i ... B2B,000
Iesa: Ending Inventory . ........- 85,000 -
Cost of Gooda Sold (688 lesa 88) ... .......... 540,000
@R0SS PROFIT (900 lesa 5400 . ... .......... 360,000
EXPENSES
Operating Expenses:

Belling Expenses ... ..........80,000

(General & Administrative . . ... 170,000

\'I'ota.lExpenses e 260,000

Operating Income (360 less 260% .. .... ... ... 100,000
Interest Expenae ... vve e nnon. ... 20,000
PROFIT
Net Profit before taxes (100 less 280% .. ... ... ... 80,000
Lega: All Income Taxes .. ...................2%,000
Net Profit (80 less 87y . ....................53,000 =

Fig. 12.5 Sample Income Statement

d. FundsFlow Statement

Cash flow provides the details about the inflow and outflow of the cashin a

business. Cash flows due to following three activities.

1 Operating activities—flow of cash dueto normal operationsof abusinesslike

Hling.

1 Investing activities—flow of cash dueto the purchase and sale of income-

producing assets.

1 Financing activities—flow of cash between ownersand creditors.

In cash flow statements income is written on the top followed by the expenses
and repayment of the loan. A sample cash flow statement isgiven infig. 6.
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Marme of Business Start-Up | Month 1 | Month 2 | Month 3 | Month 4 | Month 5 | Month 6 | Man
Costs | Fwzonmes

A. CASH ON HAND
{Beginning of manth)

B. CASH RECEIPTS
1. Cash Sales

2, Collections from Credit Accounts

3. Lean or Other Cash injection (Specify)
€. TOTAL CASH RECEIPTS (B1+824B3)

D. TOTAL CASH AVAILABLE
(A + €, before cash paid out)

E. CASH PAID OUT:
. Purchases (Merchandise)

. Gross Wages

. Payroll Expenses (Taxes, vacations, etc.)

. Qutside Services (Outside labor)

. Supplies (Office & operating, not for re-sale)

. Repairs and maintenance

. Advertising

. Car, Delivery and Travel

=T I T = U VLT o I

. Prafessional Services (Accounting, legal, etc.)

10. Rent (r=al estate only)

. Telephaone

12. Utilities (Water, heat, electricity, etc.)

13. Insurance (on business property & products)

14. Taxes (Real estate, sales, inventory, etc)

15, Interest (on loans)
16. Other Expenses (Specify each)

17. Miscellaneous (small expenses)

18. Subtotal

F. OTHER OPERATING COSTS:

1. Lean Principal Payment (include equipment)
2. Capital Purchases (Specify)

3. Other Start-up Costs

4. Reserve and/or Escrow (Insurance, tax, etc.)

5. Owener’s Withdrawal (income tax, etc.)

G. TOTAL CASH PAID OUT
(E18 + F1 through F5)

H. CASH POSITION
(End of month, D minus G.
Becomes cash on hand for next manth)

ESSENTIAL OPERATING DATA
{Items explained an page 27)

1. Accounts Receivable (End of month)
2. Bad Debt (End of manth})

3. Invertory on Hand (End of month)
4. Accourts Payable (End of month)

5. Maonithly Depreciation

Fig. 12.6 A Sample Cash Flow Statement
v. Financial Formulae

For acompany it isimportant to find out whether it is earning profit. If acompany
is neither earning a profit nor alossit is said to be operating at a break-even
point. So, for a profitable businessit isimportant to know how much more sale 43
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isrequired to make profit and for that break even point should be calculated. Let
us take the numbers from fig. 12.5 as an example to calculate some financial
formulae. (Figures are taken in rupees in the table below)

Table 12.1 Calculation of Breakeven Point

1. Determine Net Sales Rs900,000 Net Sales 100%
2. Tota variable Rs540,000 Cost of goods sold 60% (540K /900K)
expenses and divide +Rs90,000 Selling expenses + 10% (90K /900K)

them by Net Sales to Rs630,000 Total variable expense  70% (630K/900K)
calculate the percentages

they represent.

3. Subtract Total Variable Rs900,000 Net saes 100%
Expenses from Net -Rs630,000 Total Variable Expense - 70%
Sales to calculate the Rs270,000 Margin 30% or .30
Margin.

4. Divide Fixed Expenses Rs.170,000 Fixed Expenses
by the Margin and the +.30 Margin
answer is Breakeven Rs.566,667 Breakeven amount
Point.

This company requires sales of Rs.566,667 to break even. Evenif onerupeeis
increased the business will become profitable and decrease of one rupee will
show loss.

vi. Ratios

Financia statements help in anadyzing the financia information and ratios help in
meaking the decisons. Ratios are caculated by the lenders before making decisons.
Numbers to calculate these ratios are taken from balance sheet and financial
statements. Some important ratios are:

1. Asset Management Ratios: Asset management ratio consists of :

a.  AccountsReceivable Turnover —showsthetimetaken to collect thehills.

Accounts Receivablex 365 (daysin a year)

= Daystaken to collect thebill
Net Sales (Account Receivable turnover)

b. Inventory Turnover —showsthetimetakento sall theinventory

Accounts Receivablex 365 (daysin a year)

= Daystaken to sell theinventry
Cost of goodssold

(Inventory turnover)

For both the turnovers lower answer is better.

2. Liquidity Ratios: Liquidity ratios cal culate the amount of cash availableto
cover theexpenses. Liquidity ratiosconsistsof :

a.  Working capital —showswhether the company isinapositionto pay the
bills

Current Assets - Current Liabilities = Working Capital



b. Quick or Acid test — checks if the company can pay all the expenses
without sdlling the inventories.

Total current assets—inventory ~ The Answer should beoneor morethan 1

Total current liabilities  €lseitissaid that thecompany can not pay
the expenseswithout selling the stock

c. Current —shows a company’s short-term debt paying capability.

Totd current Assets/ Tota current ligbilities= Number of times acompany
can pay current liabilities

3. Debt Management Ratios: Debt management ratiosinclude:

a. Debt-Equity —showsif the company has enough equity. Higher theratio
better itisfromalender’s perspective. Lendersprefer if thisratio comesto
2 or lower than 2.

Total liabilities/ Tota capita = Debt-Equity

b. Accountspayableturnover —showshow fast acompany makesthe payment
of itssuppliers.

Accounts Receivablex 365 (daysin a year)
Purchases

Lower number isconsidered to be better.
4. Profitability Ratios: Profitability ratiosconsist of:
a. Profit margin on sales—showsthe percentage of profit for each sale.
Net profit/ Net Sales= Profit margin

b. Cashflow to current maturities—showscompany’scapability to pay term
debtsafter owner’swithdrawals. Lendersprefer thevaueto be2 or more
than 2.

(Net Profit + Depreciation) / Current portion of long-term debt

Check Your Progress - 3

1. What aretheimportant partsof abalance sheet?

2. Writeformulaeof following ratiosand aso what do theseratiosindicate.

a. Working cepita

= Account payableturnover

Development of
Business Plan
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b. Debt-equity

c. Cashflowtocurrent maturities

3. Whichkind of bank should be approached in case of small |oan requirement?

12.9 LET US SUM UP

Planningisanintegrd part of any business. For abusinessto be successful you
should haveacl ear ideaabout the strength of the company, company’ scustomers,
their need and expectation, and company’s competitors.

Business plan hel psto understand and plan the businessin asystematic way so
that not evenasingle point is missed out which could becritical for the success
of thebusiness.

The business plan can be shown to financiersto encouragethem to invest money
Inacompany.

Main componentsof abusinessplanare: summary, vison, Market and competitive
andys's, marketing strategy, Products/services, Marketing and sales, operations,
andfinancid plan.

Operationsaredefined asrepetitiveactivitiesperformed inacompany to produce
someproduct or to provideany service. Marketing, sales, production, purchasing,
human resource are some exampl e of activities performedinacompany.

L ocation of abusinessisdependent on thetype of business.

Market size and competition, both arevery important in abusi ness plan because
it hel psto convincetheinvestor that after the competition the business can still
generateprofits.

A company should hire professiona sfor setting up the accounting system and
handling thelega mattersto maketheefficient system.

A financial statement isawritten report which showsthe net worth, assetsand
liabilitiesof aperson or acompany asof aspecific date. Financial statements
include persond financia statement, bal ance sheet, income statement, and cash
flow statements.



1 Persond financid statement incdludesfinancid satusof each personwho guarantees
theloan.

1 Balance sheet showsthe cash position of the businessand the owner’sequity at
agivenpoint.

1 Incomeor expenditure satement showsthefinancid performanceof thebusiness
over aperiod of time.

1 Cashflow providesthe details about theinflow and outflow of thecashina
business.

1 Fnancid statementshelpinanayzing thefinancid informationandratioshelpin
meaking thedecisons. Ratiosare ca culated by thelendersbeforemaking decisons.

12.10 KEY WORDS

Debt : Borrowing money and repaying it over aperiod of time

Equity . Sharing of business ownership in exchange of money

Balance sheet : Shows the cash position and the owner’s equity

Asset . What acompany owns

Liability - What a company owes to others

Net worth . Retained earnings and the funds given by the
shareholders
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Organization Building 1212 ANSWERS TO CHECK YOUR
PROGRESS

Your answer should include the following points:
Check Your Progress - 1

1) i. Baancesheetindicatestheowner’sequity andthefinancia position of the
company and

Profit andlossstatement dternatively known asincome statement indicates
company’scash management.

ii. Thereare8 maincomponentsof abusinessplan. They are Summary, Vision,
Market and Competitive Analysis, Products/Services, Marketing and Sales,
Operations, Financia Plans.

Check Your Progress - 2
2) i. Organizationd chart hepsasfollows:
1 Visudizemanpower at varioushierarchy and skill requirement
1 Visudizesdary and cost structure
1 Visudizelocationwise manpower requirement
ii. Factorsthat should be considered before deciding the location are:
1 Cost of space
1 Any zoning laws
1 Accessbility to various types of vehicles
1 Safety and Law and order situation
Check Your Progress - 3

3) i. Therearethree parts of abalance sheet:

1 Assets
1 Liadilities
1 Net worth

ii. Theformulae and the description are asfollows:
a. Working capital = Current assets - Current liabilities.
Working capital indicates liquidity position of the company.

b. Debt-Equity = Total debt (Short term+Long term)/ Total equity

48



Debt-Equity indicates how much of thetotd capitd required by the business
IS supported by owner’s own contribution.

Cash flow to current maturities = (Profit + Depreciation) / Part of long
term debt to be repaid in the current financial year Cash flow to current
meaturity indicates profitability position of the company and aso its capatility
to serviceits long term debt.

In case of small loan requirement Nationalized or Cooperative banks
should be approached.

Development of
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