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FORECASTING
Understand Where You Want To Go -Then Plan How To Get There

WHY FORECAST?

F orecasting is the core of any business plan and requires looking to the future.
Running a business without a forecast is like taking a trip without a destination.
Through random chance and luck, you may get somewhere you like, but the odds do
not favor this result. In order to improve your chances of achieving a desirable
outcome, you need to identify your specific destination. Once this is done, you can
then determine the best route for getting there.

The same is true in your business.
Forecasting is the process of identifying that destination and then establishing a

rough map for your business' future activities. This map will not be 100% accurate,
but, of course, a rough map in unfamiliar territory is far better than none. If the
assumptions on which the forecast are based are realistic, this rough map will be at
least sufficiently accurate to locate potential hazards and to establish direction for the
business to follow.

Forecasting is based on carefully reasoned assumptions, quantified in an organized
way to make your projections about what will happen in the future as accurate as
possible. By taking a systematic approach to forecasting, you gain a deeper knowledge
and understanding of your business. The final product of your forecasting effort
becomes your proj ected cash flow, the basis of the cash budget which in tum is the
primary tool for controlling your business (COMMON SENSE, Workbook #1).

Carefully done, forecasts can be
used to plan for profit. Large
companies spend millions of dollars
forecasting, both for profit and, what
may be even more important, for

setting meaningful planning objec-
tives. These objectives then become
the basis for strategies the companies
can use to meet their profit targets.

Forecasts anticipate what is likely
to happen in the future and give you
the basis for developing a plan to
make the most of where you are
headed.

Forecasting is also useful as a
means of evaluating business
practices -both as a review and, with deviation analysis, as a management control
(COMMON SENSE, Workbook #3), and as an inexpensive means of figuring out how
different practices and assumptions will affect your company.

Forecasting and constructive review are inseparable parts of the same process. The
advantages of careful forecasting are many and outweigh the time, effort and difficulty
of preparing them.

In fact, time spent in forecasting, if the assumptions are rigidly scrutinized, will pay
off in preventing problems, in finding better ways to operate, and in sparking new ideas
and deeper understandings of your business -all ofwhich enhance profits.

The purpose of forecasting is twofold. It both affords an excellent opportunity to
review the past, and it provides the best guide to the future your business can have.
We know from experience that almost any smaller business will be successful if the
managers have a sense of direction and purpose based on a realistic assessment of the
business's potential- and limitations.

Careful forecasting provides such direction, yet can be extremely difficult to



practice. The Seven Steps have been developed
as a guide through the complexity of this process
and to make reexamining assumptions more
understandable and more useful for business
owners and managers who are not experts in
doing this kind of work.

F orecasting -

No Magic,

No Crystal Ball

I achieve. It requires conscious planning and
I forethought which most smaller business manag-
,ers, driven by the pressure of daily crises, fail to
lallot time for. Smaller firms flounder when they
lare run on a haphazard, helter-skelter basis,
reacting to outside pressures on a desperation
basis rather than preparing for and preventing
cnses.

It's that simple. And that complex.

WHAT IS FORECASTING?

Forecasting often seems like a very mysterious
process. Obviously, no one can know for sure
what is going to happen in the future. It is
possible, though, to make reasonably accurate
predictions based on a logical assessment of the
facts that are available to you now. There is no
magic to it, no crystal ball. There is instead, a
careful analysis of past and current business
practices, a degree of extrapolation of current
trends (sales, expenses, major economic shifts
such as inflation, and others), and a great deal of
creative examination, evaluation, and revision of
the assumptions you use to operate your busi-
ness.

The following sections discuss each of these
steps in detail and provide illustrations of the
different techniques you will need to use in
creating your own forecasts for your own
business. If you have problems at any point, and
it is reasonable to expect that you may, do not
hesitate to contact your local business information

center, your accountant, your banker, your
consultant, or someone else who can help you
fmd the answers.

It is also critical to acknowledge that these
SEVEN STEPS take time and thought -otherwise
they won't help. Take time to experiment with
combinations of different alternatives. Your
forecasts lead you to your STRATEGIC PLAN
(COMMON SENSE, Series 1, Workbook 11), and
your strategic plan is your strategy for success.
The process of developing these forecasts will
more than repay the time and effort you give to it.
In fact, it may save the life of your business -and
your own future as well.

Fixed Costs -

Remain Constant

Forecasting provides you with an excellent
opportunity to detennine how your business
operates -an opportunity which is rare if you are
as pressed for thinking time as most ofus are. It
does take time, and rare though that time may be,
you will simply have to force yourself to invest
this time toward a smoother, more profitable
operation in the future.

STEP 1 :
Identify All Fixed And Variable CostsFORECASTING:

The Seven Steps

Variable Costs -

Change With

Output
The following process is designed to show

you how to make forecasts as accurate and
therefore as useful as possible. The test which
should be applied to this process is one of
reasonableness. The secret is simple enough. It
is a matter of continually reexamining the
assumptions that are being used to ensure that
they make sense. However, like many things
which are simple in theory, it is not that simple in

As a going concern, your business has
generated expenses over the course of a year.
Once all of the potential expenses that the
business will incur have been identified, they must
be classified as either "fixed" or "variable."

All of SBA 's programs and services are extended to the public on a nondiscriminatory basis.2



Fixed costs are relatively unaffected by
changes in output or sales up to the point where
the level of operation reaches the capacity of the
existing facilities. At that point, major changes
would have to be made, such as the expansion of
existing plant and equipment or tpe construction
of new facilities. Such actions wbuld increase
the fixed costs. However, under normal operat-
ing conditions, the fixed costs (also referred to as
indirect costs, overhead, or burden) will remain
constant.

These publications can be extremely helpful.
If you are projecting costs which differ signifi-
cantly from trade averages, double check your
assumptions. If you are projecting costs which
are significantly lower than the averages, really
force yourself to determine if these expectations
are valid or if they are just hopeful figments of

your imagination.

Examples of Fixed and

Variable Costs

v ARlABLE COSTS ARE THOSE COSTS

OR EXPENSES WHICH VARY

OR CHANGE DIRECTLY WITH OUTPUT

FIXED COSTS

Depreciation on plant and

equipment
Rent, mortgage payments
Interest

Executive and office salaries

General office expense

Property taxes

VARIABLE COSTS

Cost of goods sold

Factory labor

Sales commissions

Material

Freight-in (and -out)
Variable factory expenses

Utilities other than fixed

(i.e., heat)
Direct labor

Sales expenseIf you continue to project expenses which
differ from the trade averages, try to differ on the
side of caution, by either overstating expenses or
putting any borderline items into the fIXed
expense category. PRUDENCE and PROFIT
seem to go together.

STEP 2:
Break-even Analysis

Break-even analysis is helpful in more than
forecasting: it is also an important problem-
solving tool. Break-even analysis can be invalu-
able in determining whether to buy or lease,
whether to expand into a new area, whether to
build a new plant, and many other considerations.
Break-even analysis will not force a decision, of
course, but it will provide you with additional
insights into the effects of important business
decisions on your bottom line. Informed deci-
sions have a better chance ofbeing correct than
random seat-of-the-pants decisions.

Break-even also shows the impact on your
business of changing your price structure. As the
price goes down and so your gross margin goes
down, break-even shoots up -usually very

rapidly.

Break-ev~nAnalysis

Formula For Determining
Break-even Sales Levels

Variable costs are the costs which are
associated with production and/or selling and are
frequently identified as "costs of goods sold." As
compared with the fixed costs, which continue
whether the firm is doing business or not,
variable costs do not exist if the firm is not doing
business. Thus, by definition, variable costs are
zero when no output is being produced. At that
time, fixed costs are the only costs which will be
incurred. Frequently, for smaller, rapidly
growing firms, growth flexibility is maintained by
keeping fixed commitments as low as possible.

As you review the fixed and variable cost
items for the past year or more, keep in mind that
they may fluctuate seasonally -and each item
must have a reason. These expenses must
individually and/or jointly serve a business
purpose. If they do not, then why incur them?
Can the expenses be reasonably lowered? Or
even increased? Advertising, for example, is
frequently under-funded to the detriment of the
business.

By examining these costs one by one, you will
reap several benefits. Among these will be added
understanding of where all those monies dribble
away to, ideas for economies, or perhaps
warning of coming problems.

For most businesses, a great deal of helpful
information is available. If you are involved in a
start-up or an expansion, or even if you are in a
stable, ongoing business situation and are trying
to make your operation more efficient, there are
various sources of help. Your accountant,
because he is familiar with the cost structures of
a variety of different business, will be able to help
you make sure that you have identified all of the
expense categories you can reasonably expect.
In addition, various publications such as the
Annual Statement Studies (Robert Morris
Associates ), show average operating expenses
for a wide range of small businesses across the
country. Trade associations and industry
publications are still another source of such
information. Others are listed in the reference
section at the end of this workbook.

Break-even Sales is BES
Fixed Costs is FC

Variable Costs is VC

BREAK-EVEN REFERS TO THE LEVEL OF
SALES NECESSARY TO COVER ALL OF THE

FIXED AND V ARIABLE COSTS

BES = FC + VC

If a finn's costs were all variable, the problem of
break-even would never arise because sales
would automatically cover the costs of goods

3



Break-Even

Analysis...

A Planning Tool

sold as long as you price each item or service at
cost or above. By having some fiXed as well as
variable costs or expenses, the firm must suffer
losses up to a given volume. We look for the
point where the gross profit, or excess of selling
price over cost, exactly equals the fixed expenses.
The break-even is the point at which the business
neither makes a profit nor has a loss: the business
"breaks even."

Break-even analysis will provide a sales
objective which can be expressed in either a
number of dollars or a number ofunits of
production or sales or whatever else is relevant to
shoW the level at which the business will be
breaking even. If the break-even point is known,
it can be a definite target to be reached and
exceeded by carefully reasoned steps. Many
businesses have destroyed themselves by ignoring
the need for break-even analysis. It is essential to
remember that increased sales do not necessarily
mean increased profit (See Mini-Case). For
example, if the selling price is reduced in order to
stimulate sales, the break-even point may be
forced upward to such an extent that, practically
speaking, the business could never achieve
sufficient sales to break even.

A Decision Tool

A Pricing Tool

An Expense Tool

A Pricing tool: Break-even is an important
pricing tool, showing the relationship between
price, contribution and volume. These factors are
related to the decision making aspect ofbreak-
even analysis as it provides a direct and straight-
forward approach to considering a series of
prices and their impact on the business. It is
generally assumed that as price goes down,
volume is likely to increase. As noted, however,
this is not necessarily desirable. The underlying
focus must be on the relationship between
contribution or gross profit and fixed costs. This
is critical, because, as the contribution or gross
profit decreases relative to the fixed costs, the
break-even point will increase. It may increase to
such a level that the resulting sales goals are
simply too high relative to the market or business
capacity, and so must not be pursued.

An Expense Control Tool: Finally, as an
expense control tool, break-even provides a way
of evaluating the impact on the business of
various expenses and provides an interesting and
sometimes very different way to consider the
need or relevance of a given expense on the total
operation. If it is not essential and the business is
feasible without it, that cost can be eliminated
and profits improved. If it is essential but forces
an unrealistically high break -even, then the choice
must be made not to pursue that course of action.

There is a very simple and direct relationship
between expenses, sales and profit. Profit can be
increased typically by increasing sales or decreas-
ing expenses. Accordingly, it is useful for any
business to inspect expenses as profits which
would otherwise be available to the owners and
so, determine whether or not particular expenses
are truly essential to the operation. An ongoing
break-even analysis can be incorporated as part
of the expense review and control process to
maintain a floating sales objective. Expenses
have a tendency to increase almost invisibly in
most operations. Accordingly, it may seem that
the business is improving even though the profits
are in fact shrinking. An ongoing break-even
analysis will help to indicate the impact of any
changes on the total business operation.

BREAK-EVEN IS A PLANNING TOOL, A
DECISION-MAKlNG TOOL, A PRICING

TOOL, AND AN EXPENSE CONTROL TOOL

Break-even equals
Fixed Costs plus
Variable Costs

CALCULATING BREAK-EVEN

Break-even is based on the relationship of
fixed and variable costs to sales. The sales level
that exactly equals the total of fiXed costs and
variable costs is the break-even point. The basic
break-even equation is:

A Planning Tool: As a planning tool, break-
even analysis indicates the targets the business
must achieve and provides a quick and direct way
of evaluating the impact of the various alterna-
tives on the business strategy. If the break-even
is unrealistically high, then it is clear that the
business will never be able to achieve those levels
of sales because it would require an inordinately
high percentage of the target market, or it would
require the processing of more goods and
services than the business has the capacity to
handle, so, clearly, that alternative should not be
pursued. On the other hand, if the break-even is
extremely low, it may suggest that a more
profitable strategy could be pursued or at least
seriously considered,

A Decision Tool: As a decision-making tool,
break-even helps to evaluate the various alterna-
tives that are available to the business. Projecting
the effect of these alternatives through a break-
even analysis is a far safer way of determining
their impact on the business than experimenting
with the actual operation. In this manner, the
negative impact of certain alternatives can be
anticipated and thereby avoided. Problem solving
by avoidance is far preferable to the agony of
correction and recovery.

BIB =FC+VC
FC = Fixed Costs in Dollars

VC = Variable Costs in Dollars.

There are variations on this basic fonnula
4



which can be used when different combinations of
the basic factors are known, such as:

B/E = FC/(I-VC/S)

FC = Total Fixed Costs in Dollars

VC = Total Variable Costs in Dollars

S = Total Sales in Dollars

Finally, it is possible to calculate your break-
even when you do not know what your total
variable cost will be, but you know your gross
margin. The gross margin is the percentage of
gross profit to sales (gross profit divided by
sales). The gross profit is the amount remaining
once the variable costs have been subtracted from
sales. This equation is:

Formula For Determining
Break-even Sales Levels

With Different Combinations
of Available Data

be to cover the same amount of fixed costs.
With this type of analysis, it becomes rela-

tively simple to evaluate the impact of discrete
units of cost. Now -do you really need a fancy
office (a fixed expense) or a Lear Jet? Maybe -

but your decision should bear scrutiny, and B/E
analysis is a good place to start. Simply put,
break-even analysis will show you the additional
sales needed to cover the additional fixed cost.
Lets say that the grocery store owner wants to
lease a fancy new car for $1,500 per month, or
$18,000 per year. How much additional business
must he do to cover this cost? Easy -divide the
cost by the gross margin: $18,000/20% =

$90,000. The grocer must achieve an additional
$90,000 in sales to pay for the nice car. Again,
the question -is it worth it? As you will see
shortly, the companion question is whether the
market can support the additional sales as well!

Break-even Sales $

isBES

Total Fixed Costs $ is FC

Total Variable Costs $ is VC

Total Sales $ is S

BES = FC/(1-VC/S)

BIB = FC/GM

OM = GP/S

FC = Total Fixed Costs in Dollars

GP = Gross Profit

( or Sales minus Variable Costs)
S = Total Sales in Dollars

-or -
BREAK-EVEN CHART

Another way to calculate your break-even
sales level is by using a break-even chart. Many
people find the visual aspect of these charts more
useful than the more accurate number method
used above. However, the relationships between
the elements holds relatively constant, and any
close decision will probably be made on grounds
more comprehensive than just these calculations
anyway. It is well to remember that these figures
are not the total criterion.

Example of Break-Even Analysis
Break-even Sales $
is BES
Gross Margin is GM
Gross Profit is GP
Total Fixed Costs $ is FC
Total Variable Costs $ is VC
Total Sales $ is S

Let us assume that a furniture dealer has total
sales of $3,000,000 per year, variable costs of
$1,950,000, and fixed costs of $210,000.

vc = $1,950,000/$3,000,000 = .65 (65%)
B/E = $210,000/(1-.65)

= $210,000/.35 .
= $600,000

GP:S.VC

GM : GP/S

B/E : FC/GM

DOES IT ALL MAKE SENSE? is the question.

A break-even chart is constructed on a per
unit basis, as shown by the example (Exhibit 2-
1 ). In that diagram, fixed costs of $40,000 are
represented by a horizontal line, and variable
costs are represented as an ascending line
increasing by $1.20/unit, starting from the fIXed
cost base, and so equals total costs. Sales are
figured at $2.00/unit and so equal total sales -

In other words, the dealer needs $600,000 a
year in sales to cover all of his fixed expenses. At
this point, he would make neither a profit nor a
loss; his business will "break even."

The furniture industry has a high gross
margin, whereas the grocery business has a low
gross margin, say 20% as opposed to 35%. For
the same fixed expenses, a grocer would need
$210,000/20%, or $$1,050,000 in sales. The
lower the gross margin, the higher the sales must

Do your
assumptions make

sense?

5



sales needed for break-even into some other unit
which can then be compared against the capacity
of the business or the size of the market. If the
break-even occurs at or near the capacity of the
business, or if your analysis shows that you must
capture all (or more than all) of the available
target market, the feasibility of your concept is
suspect. The odds of business success are loaded
against you. Clearly, this is a subjective process -

but then, so is the rest of forecasting -you cannot
eliminate this subjectivity completely. The
purpose here is to try and make your evaluation
as reasonable as possible.

and we asswne at each unit produced is sold.
(This may not b especially accurate in the short
run, but in the 10 9 run it is a perfectly reasonable

asswnption. )
The sales/inc me line will start from the origin

or the zero point Since the rate of ascent of the
sales income lin is greater than that of the
variable costs, th two lines will eventually cross.

The break-ev n point is where they coincide.
In the example, is is 50,000 units: total sales =
total costs = $10 ,000.

We can use o BIB formula to check our
observed answer

BIB = F /(I-VC/S)
BIB = $ 0,000/(1-.6)
BIB ~ $ 0,000/.4
BIB = $ 00,000

You should keep in mind that this is a linear
chart, based on a constant selling price. By
changing the assumptions, you can estimate the
effect of price changes fairly precisely by varying
the slope of the income line.

Similarly, by altering the slope of the variable
cost line, you can approximate cost changes.
Once you have experimented with the possibili-
ties here, you will probably find this to be a very
interesting, thought-provoking exercise.

Collection problems should also be remem-
bered here: Cash flow rarely corresponds with
income flow ( COMMON SENSE, Series I,
Workbook I ), and a prudent person does not
expect that it necessarily will. If there are
important differences between sales and cash
flow, you may want to construct a BIB for each.

Cash flow rarely

corresponds with

income flow

(COMMON
SENSE, Series 1,

Workbook 1)

STEP 3:
What Are The Odds?

Now that you know the level of sales you
have to reach before making a profit, how
reasonable is this target (Exhibit 2-2)? What are
the odds of reaching this break -even sales level?
One way to test this is to convert the gross dollar

Suppose you own a soup restaurant: how
many bowls of soup does break-even represent?
How many per working day? Per hour? How
does that fit against your capacity? Does it mean
a larger number of tables? Fewer? More
waiters? Are the numbers feasible?

By putting the numbers into more concrete
images, you may find the criterion ofreasonable-
ness (feasibility) easier to use. A business is an

Exhibit 2-2
Break-even Sales
Goals In Months

6



Exhibit 2-3
Reasonable Growth
Curve

Important Questions To Ask
About Your Sales Levels

interconnected system, with each part related to
all of the other parts. This is why piecemeal
solutions often merely shift the problem to
another part of the business operation. If you are
aware of how the parts interrelate, you have a
great advantage over those of the competition
who do not. The unaware are the great majority.

Another way of using your break-even is to
consider what share of the target market your
break-even represents. While defining your
target market is extremely difficult, it is very
important. The effort you put into clearly
defining that target (and continually redefining it -

nothing remains unchanged) will pay giant
dividends.

This is a critical step in determining the
feasibility of your operation. If you can't say that
your concept or operation makes sense at this
point (as an expansion needing 110% of the
market, for example), then reexamine your plans.
The process of reexamination may make you
aware of new solutions. In any case, recognizing
limitations through this type of analysis is much
cheaper than charging blindly into a disaster. If it
isn't going to work at all, acknowledge it at this
point and save yourself the agony offailure.

operation to reach its break-even point because
the sum of the monthly operating deficits up to
that point will help you to determine how much
working capital you will require for your busi-
ness. For an ongoing business, past sales
experience is a good guide here as well. Seasonal
fluctuations remain fairly constant from year to
year. If your pattern differs from the industry
averages, ask why. Often asking this question
will help you recast yours sales efforts in a more

profitable way.
It is important to note that FORECASTING is

based on COHERENT REVIEW and RATIONAL
ANALYSIS. These two steps allow you to
control your business better and manage change
more efficiently.

One of the ways to project when you will
reach the break-even point is to use a graph. Plot
a line on that graph that seems to you to be a
reasonable growth curve (Exhibit 2-3). The point
at which that line crosses the break-even is,
again, the point at which you will break even (no
profit, no loss). The business in the example
shown would break even in the sixth month.

Anotller way to achieve the same result is by
calculating how many new customers you can
add per month, how many old customers you can
retain, the frequency of repeat sales, and the
average dollar sale per customer:

STEP 4:
When Will You Reach Break-even?

Start-Up Customer Growth

Month

New

Old

# Customers

I

10

0

10

2 3

5 5

10 15

15 20

1. How fast will sales grow?

Will they decline or stabi-

lize?

2. How rapidly can you de-

velop new customers and

will your efforts pay?

3. What is the average sale

per customer? Can it be in-

creased?

4. What is the frequency of re-

peat sales? Can it be in-

creased?

5. What is the state of the

economy in general? In your

industry?
6. Are there cyclical trends in

your industry? How can

they (and how do they) af-

fect you?

7. What is the nature of your

competition? Is it getting

stronger or declining, or is

new competition entering

the market?

As in the other steps, you are making rational
estimates based on the clearest set of assumptions
you can form. The month in which your gross
sales equals your calculated break-even is the
month in which your business goes from being a
loss operation and starts moving into a profit.
Virtually all new businesses will start out at a
loss, simply because it takes awhile to get started,
for new customers to find out where your
business is and to learn that you are providing
goods and services which will satisfy their wants
and needs. It is essential to predict as accurately
as possible how long it will take for your start-up

Assuming that you will never lose a customer,
that frequency of repeat sales is one per month,
and that average sale per customer is $75, gross
sales will growas follows: 7

4

10

20

30

5

15

30

45

6

5

45

50



Start-Up Sales wth
Month: 1 $ X 10 X 1 = $ 750

2 $ X 15 X 1 = $1,125

3 $ X20Xl=$1,500
4 $ X 30 X 1 = $2,250
5 $ X 45 X 1 = $3,375
6 $ X 50 X 1 = $3,750

Plotting these proj ctions yields the growth
curve shown in Exhi "t 2-3. Assume the rate of
sales will flatten and dd the break-even line.

Break-even occurs between the fifth and sixth
months.

You may have noticed that the assumption of
never losing a customer is built in. Is this
reasonable for your business? Probably not, yet
many businesses proceed as if this were the case.

If you treat each step of the FORECASTING
process as a new opportunity to check your
assumptions, making a systematic attempt to
ferret out and reconsider all of the assumptions,
you cannot help but improve your company's

performance.

your cash flow analysis and is the amount that
you must have available to invest in the business
as working capital. If it takes longer to reach the
break-even level than you fIrst anticipated, the
loss will continue and you will have to invest
more capital. It is only common sense to have
this additional working capital available as a cash
or contingency reserve.

The growth curve you have plotted in STEP 4
may seem reasonable, but it is only prudent to
consider what could happen if anything goes
wrong, especially if sales are not generated as
rapidly as you expect they might be.

To consider your "down side risk," plot a
second sales line based on minimal sales
expectation (worst case assumptions) on your
break-even chart in addition to the sales line
based on reasonable expectations. The area
between the two sales lines will indicate the
amount of contingency reserve you would be
wise to carry (Exhibit 2-4). Clearly, if you
thought that there was a reasonable possibility of
not having any sales, you should reconsider the

project!
STEP 5:
Reasonable Vs. Worst Case STEP 6:

Income Forecasting
A contingency reserve is your backup working

capital. Most businesses lose money when they
start-up. Expansions usually behave similarly.
By definition, these situations will lose money
until they reach their break -even level of sales.
The amount of this loss can be calculated through

The parts of the process for income forecasting
have now been assembled:

In STEP I, you identified your FIXED and
VARIABLE expenses.

In STEPS 2 through 5, you experimented

Case In Point,.
ARC Novelty

Manufacturing
Co.

8



Exhibit 2-4

Determining
Contingency
Reserve

necessary and important to the business, along
with learning the most efficient ways ofperform-
ing the various activities necessary to nm the

operation.

STEP 7 :
Cash Flow CONTINGENCY RESERVE:

The contingency

reserve is the differ-

ence between reason-

able and pessimistic

assumptions which will

show you the cash

needed to cover the

additional operating

deficit.

The cash flow is the single most important
part of the forecasting process for a new or
proposed business, or for any business which is

undergoing rapid change.
The PROJECTED CASH FLOW is the basis

of your cash budget. It shows the TIMING of
cash flows and enables you to ensure that you
will have adequate cash reserves as well as
working capital. For a new venture, or for a

with different ways of constructing SALES
FORECASTS.

Using these understandings, now you will
continue these steps so that you can inspect the
changes that you expect in your business month
by month. This will show you the actual profit or
loss which you can expect f1:om your venture, and
becomes your projected or pro fo!nla income
statement (Exhibit 2-5).

In our example, the business shows a loss for
the fIrst two months. This is typical for most
start-up situations. In fact, itoften takes longer
than this to show a profit. It takes a while to
develop your customer base and get established.
It is also possible that your earlier expenses may
be higher than they will be later on. You will
have to gain some experience and learn what is

9



Sales Forecast

Exhibit 2-5
Pro Forma Income
Statement Translated
From Sales Forecast

Month 1 2 3 4 5 6 Total (6 mo.)
I

drives

~

$12,750

5.100

7,650

12,780

(5, 130)

Pro Forma
Income Statement

Sales $ 750 $1,125 $1,500 $2,250 $3,375 $3,750

Less: Variable Expenses (40%) ~ 42Q -6.Q.Q 900 ~ ~

Gross Profit (60%) 450 675 900 1,350 2,025 2,250

Less: Fixed Expenses 2,130 2,130 2,130 2,130 2,130 2,130

Net Profit (Loss) (1,680) (1,455) (1,230) (780) (105) 120

Cumulative Profit (Loss) (1,680) (3,135) (4,365) (5,145) (5,250) (5,130)

~
drives

I
Pro Forma

Cash Flow

of business because they run out of cash. We
know that such problems can be anticipated. If
they are anticipated, they you can decide in
advance what you are going to do about them.

Run your business -don't let it run you.
This is COMMON SENSE.

SUMMARY
FORECASTING is based on carefully

reasoned assumptions, quantified in a systemic
way to make your projections about what will
happen in the future as accurate as possible. We
describe FORECASTING as a seven step process
based on a methodical application and assessment
of available information.

By taking a systematic approach to forecast-
ing, you gain a deeper knowledge and under-
standing of your business. The fma1 product of
your forecasting effort becomes your projected
cash flow, the basis of the cash budget, which in
turn is a primary tool for controlling your
business.

The purpose of the forecasting process is
twofold. It affords an excellent opportunity to
review the past and it provides the best guide for
analyzing and managing the type of future your
business can have. Anticipating problems and
avoiding them, rather than waiting until they
arrive and then trying to deal with them on a
reactive basis, is the essence of good business
planning. Good business planning is a primary
key to business success.

Common Sense!

Run your business

-Don ~ let it run

you

...it 8

COMMON

SENSE

rapidly growing venture, the odds approach
certainty that cash will flow out more rapidly than
it omes in. This, of course, represents a
co on though paradoxical way to go broke.

e difference between the cash inflows and the
ca h outflows must come from somewhere. If it
is ot available in the form of working capital or
ca h reserves, then you will simply run out of
ca h and go under, even though you are selling
m re and more, and even though these sales may
be proceeding on a profitable basis.

Cash flow forecasting enables you to predict
bo the size and timing of this kind of temporary
operating deficit. By adding to this figure a
cushion for unexpected emergencies (Step 5),
you can figure how much cash reserve you will
need to remain solvent.

Assume that all of your sales are on credit, and
that everyone pays their bill within the thirty day
credit terms which you made available. (This
typically does not hold true.) We can inspect the
impact of these credit sales through the CASH
FLOW ANALYSIS (Exhibit 2-6). In the Income
Forecast, the business shows a profit in the third
month and covers its losses in the fourth month.
However, according to the CASH FLOW
ANALYSIS (Exhibit 2-6), the business does not
reach its cash break-even until the fifth month,
and by the sixth month it still has not been able to
cover its cumulative negative cash flows. This is
a critical aspect of cash planning that many
busine~ses simply ignore. Profitability does not

necessarilyequalliquidity. Consequently,
businesses which are making profits may go out

Exhibit 2-6
Pro Forma Cash Flow

Month 1 2 3 4 5 6 Total (6 mo.)

$ $ 750 $1,125 $1 ,500 $2,250 $3,375 $ 9.000

300 450 600 900 1,350 1,500

2.13Q~~~~~
$2,430 $2,580 $2,730 $3,030 $3,480 $3,630

(2,430) (1,830) (1,605) (1,530) (1,230) (255)

(2,430) (4,260) (5,865) (7,395) (8,625) (8,880)

5, 100
12.780

$17,880
(8,880)

Cash Receipts

Less: Cash Disbursements

Variable Expenses

Fixed Expenses

Total Cash Disbursements

Net Cash Flow

Cumulative Cash Flow
10



COMMON SENSE WORKSHEET
BREAK-EVEN (B/E) CALCULAnONS & SALES ANALYSIS

CALCULATEBREAK-EVEN

Line
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38

SAMPLE COMPANY YOUR COMPANY
I. Sales Forecast $1,200'000 I. Sales Forecast $-
II. Variable Costs II. Variable Costs

Cost of Goods/Materials 420,000 Cost of Goods/Material $
Direct Labor 168,000 Direct Labor $
Payroll Taxes 20, 160 Payroll Taxes $ -
Factory Power 22,000 Factory Power $

Freight-In 8,000 Freight-In $
Freight-Out 11 ,000 Freight-Out $ Truck Expense 7,200 Truck Expense $

Equipment Maintenance 6, 700 Other $-
Workman's Comp. Insurance 38,000 Other $-
Miscellaneous 19.200 Other $-

Total Variable Costs $ 720,260 Total Variable Costs $-
III. Gross Profit $ 479,740 III. Gross Profit $-
IV. Fixed Costs IV. Fixed Costs

Executive Salaries $ 88,000 Executive Salaries $---
Administrative Salaries 124,800 Administrative Salaries $
Rent (Mortgage Interest) 67 ,000 Rent (Mortgage Interest) $-
Other Interest 8,000 Other Interest $
Legal & Accounting 4,200 Legal & Accounting $
Property Taxes 1 ,800 Property Taxes $- -
General Office Expenses 13,000 General Office Expenses $
General Insurance 87,000 General Insurance $
Depreciation 14, 700 Depreciation $-
Telephone 16,800 Other $-
Travel 13,000 Other $-
Miscellaneous -Miscellaneous $-

Total Fixed Costs $ 438,300 Total Fixed Costs $-
STEP 1 : Divide Gross Profit by Sales to show percentage relationship

Gross ProfitlSales = Gross Margin as decimal % of Sales
Gross Profit $ 479,740 Gross Profit (Line 14) $-
Sales 1,200,000 Sales (Line 1) $-
Gross Margin as a decimal %/Sales 0.40 Gross Margin (Line 31/Line 32) $-
STEP 2: Divide Fixed Expenses by Gross Margin as decimal % of Sales of B/E Sales Level

Fixed Expenses/Gross Margin = B/E Sales Level

$ 438,300 '-
0.40 '-

$ 1 ,096,344 '-

~~~

$
$
$

Fixed Expenses
Gross Margin as decimal %!Sales
Break-even Sales Level

Fixed Expenses (Line 28)
Gross Margin (Line 33)
Break-even (Line 36/Line 37)

CALCULATE SALES NEEDED TO COVER NEW EXPENSE

39
40
41
42
43
44
45
46
47
48
49
50

New ExpenseI. New Expense I.
Computer System $ 13,200 $ -

STEP 1: Divide New Expense by Gross Margin as decimal % of Sales (as above) for additional sales
,needed to cover new expense

New Expense $ 13,200 New Expense (Line 40) $-
Gross Margin as decimal %!Sales 0.40 Gross Margin (Line 33) $
Additional Sales Needed $ 33,018 Additional Sales (Line 43/Line 44) $-
STEP 2: Analysis -Add Additional Sales Needed to existing B/E Level to determine new B/E
Present Break-even Sales Level $ 1,096,344 Present Break-even (Line 38) $-
Additional Sales Needed $ 33,018 Additional Sales Needed (Line 45) $
New Break-even Sales Level $ 1,129,362 New Break-even (Line 47 + Line 48 $
Sales Forecast (Projected Sales) $ 1 ,200,000 Sales Forecast (Line 1 ) $
The new B/E is below the projected sales and so the Your Observations:
company can afford to lease the new computers 1
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COMMON SENSE is a Strategic Management Learning System (SMLS) designed
to help you help yourself.

The SMLS consists of twelve management topics, each presented in a single
workbook. Each workbook focuses on a critical strategic area of business management
in a way designed to strengthen and develop your skills. The twelve workbook topics
represent the same core components offered in a contemporary business management
degree program, yet COMMON SENSE delivers this knowledge in a format that you
can use now. Unlike complex software programs, voluminous text books and manuals,
you can pick up COMMON SENSE any time, anywhere and learn efficiently. When
applied over a period of time, this knowledge will provide an education far more
enduring and beneficial than any number of intensive workshops or seminars, and at a
fraction of the cost. It will stick with you.

COMMON SENSE is designed to help you think systematically about your business
management processes, plan your course rather than drift at the mercy of the fates, and
take active control over your future rather than react to whatever comes along. You
are the person best qualified to make important decisions about your business responsi-
bilities. You're investing the time, effort and money to succeed. You provide the
effort, COMMON SENSE provides the proven knowledge for sound business manage-
ment practices.

COMMON SENSE delivers the conceptual framework, practical knowledge,
applicable worksheets, real-world case histories and qualified references to ensure your
learning. Most importantly, this learning system provides proven management tech-
niques that will help you and your business succeed and prosper. Remember the old
adage: Give a man a fish, you've given him a meal -but teach him to fish and you've
fed him for a lifetime. COMMON SENSE believes the moral of this story is still valid.
COMMON SENSE will help you help yourself.
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