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A NOTE ON FORECASTING FINANCIAL REQUIREMENTS

If we were to ask owners of small businesses to identify their most pressing problem, the answers would be varied.  Responses might include finding and retaining qualified employees, meeting the increasing cost of employee health care, and managing change.  Also, any time this question is asked, the difficulty of acquiring the needed financing is invariably cited as a critical problem.  As noted by one entrepreneur, "The biggest problem facing small business, as I see it, is money; where to get it, how to get it, and where to get enough when you need it."
  Regardless of whether we consider financing to be the most pressing problem, most would agree that it is an issue that we can ill afford to ignore or even slight.  The problem is most pressing for new company startups and those firms that are experiencing growth.  

Financing the Venture:  The Basic Questions

While the acquisition of financing may seem intimidating, it need not be.  It does require us to think carefully about the cash outflows needed to undertake a venture and where we might find the money to fund these cash expenditures.  Effectiveness in such an analysis is largely dependent on developing a good understanding of the business, complemented with some common sense.  

In raising capital, there are some basic questions or issues that must be addressed prior to actually soliciting the funds.  The three issues which we will look at here are as follows:

1.
Forecasting a new company's profits, and for a new firm, determining when it will achieve a break-even point in terms of profits.

2.
Understanding the nature of the asset and financing requirements for a new firm.

3.
Estimating the amount and basic type of the assets needed and financing required for the new venture.

Profitability and Financing a New Venture

A key question for anyone starting a new business should be, "How profitable is the opportunity?"  We have two concerns in this regard: 

1.
How do we project the firm's future profits?

2.
At what sales volume will we achieve a zero operating profit, where sales revenues exactly cover the firm's operating costs and expenses, which is the firm's operating profit break-even point?

Both of these questions are of significance to the company's potential investors, whether they be our lenders or our partners.

Forecasting Profits

A company's profit is a primary source for financing future growth.  The more profitable a company, all else being constant, the more funds it will have for growing the firm.
  Thus, we need a basic awareness of the factors that drive profits, so that we may make the needed profit projections.  In this regard, a company's net income or net profits are dependent on five variables:

1.
Amount of sales  Much that we project about a company's financial future is driven by the assumptions we make regarding future sales.

2.
Operating expenses  Operating expenses include such expenses as the cost of acquiring our product or the expenses related to marketing and distributing the product.  We will want, as best we can, to classify these expenses according to those that do not vary as sales increase or decrease (fixed operating expenses) versus those that change proportionally with sales (variable operating expenses).

3.
Interest expense  When we borrow money, we agree to pay a fixed interest rate on the loan principal.  For instance, if we borrow $25,000 for a full year and commit to pay 12-percent interest, our interest expense would be $3,000 for the year (12% X $25,000).

4.
Taxes  The firm's taxes are, for the most part, a percentage of taxable income, where the rate increases as the amount of income increases.

Let's consider an example to demonstrate how we would estimate a new venture's profits in future years.  

Example  We are contemplating a new business, Oakcrest Products, Inc., to make stair parts for more expensive home.  A newly developed lathe will permit the new firm to be more responsive to different design specifications, while doing so more cheaply than heretofore possible.  In studying the market and the economics of the venture, we have made the following estimates for the next three years:

1.
Oakcrest Product's forecasted sales for the next three years are as follows:


Projected
Projected


Unit Sales
Dollar Sales
Year 1
2,000
$250,000

Year 2
3,200
$400,000

Year 3
4,800
$600,000

The dollar sales projections assume that the average unit sales price for each part will be $125.

2.
The fixed production costs are expected to be $100,000 per year, while the fixed operating expenses (marketing expenses, and administrative expenses) should be about $50,000.  Thus, the total fixed operating costs will be $150,000.

3.
The variable costs of producing the stair parts will be around 20 percent of dollar revenues (sales); and the variable operating expenses will be approximately 30 percent of dollar sales.  In other words, given an expected $125 sales price, the combined variable costs per unit, both for producing the stair parts and for marketing the products will be $62.50 [(20% + 30% ) x $125].

4.
The bank has agreed to loan the firm an increasing amount over the next three years at an interest rate of 12 percent.  The bank would loan $100,000 in the first year, another $50,000 in the second year, and an additional $50,000 in the third year.  Thus, the loan balance each year would be as follows:

Year 1
$100,000

Year 2
$150,000

Year 3
$200,000

5.
Assume the income tax rate will be 25 percent; that is, taxes will be 25 percent of earnings before tax (taxable income).

Given the foregoing assumptions, we may forecast Oakcrest's profits, as shown in Exhibit 1.

Exhibit 1

Oakcrest Product, Inc.

Projected Income Statements



Year 1
Year 2
Year 3

Sales
$250,000
$400,000
$600,000
Line 1
Cost of goods sold




Fixed costs
$100,000
$100,000
$100,000
Line 2
Variable costs (20% of sales)

50,000
80,000
120,000
Line 3
Total cost of goods sold
$150,000
$180,000
$220,000
Line 4
Gross profits
$100,000
$220,000
$380,000
Line 5
Operating expenses




Fixed expenses
$50,000
$50,000
$50,000
Line 6
Variable expenses (30% of sales)
75,000
120,000
180,000
Line 7
Total operating expenses
$125,000
$170,000
$230,000
Line 8
Operating profits
-$25,000
$50,000
$150,000
Line 9
Interest expenses (interest rate 12%)
12,000
18,000
24,000
Line 10
Earnings before tax
-$37,000
$32,000
$126,000
Line 11
Taxes (25% of earnings before tax)

0
8,000
31,500
Line 12
Net income
-$37,000
$24,000
$94,500
Line 13
In projecting the firm's net income for the next three years, the following steps were taken:

1.
We first compute the expected cost of goods sold (line 4) and the operating expenses (line 8) for the given level of sales.  Subtracting these costs and expenses from the firm's sales gives us the company's operating profits, or earnings before interest and taxes (line 9).  

2.
We next calculate the interest expense for each year line 10), which in this case, was determined as follows:

Year 1:
12% X $100,000
=
$12,000

Year 2:
12% X $150,000
=
$18,000

Year 3:
12% X $$200,000
=
$24,000

3.
The final computation involves estimating income taxes, where the taxes are 25 percent of earnings before tax.  However, we have a small complication resulting from the $37,000 loss in year 1.  Typically, when a company has a loss from its operations, the tax laws allow us to use the loss against any income in other years.  To keep things from becoming too complicated, we shall assume that we simply do not have to pay taxes when we have a loss.

The result of all our computations suggests that the firm will lose money in year 1 in the amount of $37,000, followed by positive net income in years 2 and 3 of $24,000 and $94,.500, respectively.  

We have completed our first task, that of projecting the firm's future profits.  Let's now turn to the second issue:  determining the firm's break-even point, an issue of concern to any investor in our company.

Break-Even Analysis

If we were investing in a startup company, would we not want to know how long it would take for the firm to become profitable?  The answer is an unequivocal "yes."  So it is with anyone investing in a new business  Even the least sophisticated investor will want an answer to this question.  They might, however, ask the question in a slightly different way by wanting to know, "How many units of the firm's product must be sold before it becomes profitable?"  Given the number of break-even units, along with our sales forecast, we may easily draw a conclusion about the time required to reach profitability.

To measure a company's break-even point, we can use an equation that is an adaptation of the income statement.  Recalling an income statement, such as the one presented in Exhibit 1, we know that operating profits, or earnings before interest and taxes, is measured as follows:
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(Eq. 1)

Using the above equation, we simply want to find the number of units sold, and the corresponding dollar sales where operating profits are equal to zero.  In other words, we want to calculate the sales level where:
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We could use the foregoing equation, and by trial and error, find the break-even sales level.  However, an alternative and better approach is to restate the above equation where we are finding the sales level that  exactly covers the firm's total variable and fixed costs.
  That is, where:
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Also, since a firm's total dollar sales equals:

 (selling price per unit) x (the number of units sold,) 

and total variable costs equals:

(variable costs per unit) x (the number of units sold), 

then our break-even equation may be restated as:
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Solving for the numbers of units sold that produce a zero operating profit, we have
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(Eq. 5a)

Thus, we see that the break-even point is a function (1) the firm's total fixed operating costs (numerator), and (2) the unit selling price less the unit variable cost (denominator).  The higher the fixed costs, the more units we must sell to break even; and the greater the difference between the unit selling price and the unit variable cost, the fewer units we must sell to break even.  The difference between the unit selling price and the unit variable cost is the contribution margin; that is, for each unit sold, a contribution is made toward covering the company's fixed costs.

Finally, let's shorten equation (5) by using the following notations:

Let
QB
=
the number of units sold to break even.


F
=
the total fixed operating costs (includes all operating costs that are constant at various levels of production/sales).


P
=
the unit selling price.


V
=
the variable cost per unit (includes all costs that vary directly with the volume produced/sold).

Equation (5) may now be represented more efficiently as:

QB
=
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Example  We can return to the Oakcrest Products, Inc. example used earlier, where we forecast the firm's profits.  As was shown in Exhibit 1, the firm achieved profitability in the second year.  What we now want to know is exactly how many units must be sold, and the corresponding sales dollars, to achieve a break-even point in operating profits.
  The information needed from the example is as follows:

F
=
the total fixed operating costs = $150,000

P
=
the unit selling price = $125.

V
=
the variable cost per unit = $62.50

Thus, given the information, the break-even point in number of units, QB, is determined as follows:

QB
=
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  =  2,400 units

Also, we can know that the break-even in sales dollars is 
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=    2,400 units x $125


=    $300,000

We now have an understanding of how to forecast profits and to measure the break-even point in terms of profits.  We shall next begin our inquiry into the actual financing of the firm, first by looking at the nature of the financial requirements we must satisfy, and then examining how we may estimate the amount of these requirements. 

Determining the Nature of financial Requirements


The specific needs of a proposed business venture govern the nature of its initial financial requirements.  If the firm is a food store, financial planning must provide for the store building, cash registers, shopping carts, inventory, office equipment, and other items required in this type of operation.  An analysis of capital requirements for this or any other type of business must consider how to finance (1) the needed investments and expenses incurred to start and grow the company, and (2) any personal expenses if the owner does not have other income for living purposes.  Let's consider these two needs.

Startup Investment and Financing Requirements

To understand the financing requirements for a new company, visualize a balance sheet, as pictured in Exhibit 2.  The left-hand side of the balance sheet represents the assets owned by the company, such as cash, accounts receivable, and equipment.  The right-hand side comprises the firm's sources of financing; that is, it tells us who has provided the needed capital for the business and how much.  We shall focus first on the left-hand or asset side of the balance sheet, and then we will discuss the left-hand side (the sources of financing)

EXHIBIT 2

BALANCE SHEET
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The Types of Assets Needed to Start the Business

A firm's assets are generally classified into one of three categories or types:  (1) current assets, (2) fixed assets, and (3) other assets.  These assets types, and the specific assets included in each category, are highlighted in Exhibit 2.  A brief description of each of the asset categories is helpful in understanding the assets needed in starting a new business.

Current Assets

Current assets comprise the assets that are relatively liquid; that is, within the firm's operating cycle, these assets will be converted into cash.  The current asset items mainly include cash, accounts receivable, inventories, and prepaid expenses.  Current assets represent the company's working capital.1  Also, the term circulating capital is sometimes applied to these three items, emphasizing the constant cycle from cash to inventory to receivables to cash, and so on.  Careful planning is needed to provide adequate current asset capital for the new business.

Cash   Every firm must have the cash essential for current business operations.  Also, a reservoir of cash is needed because of the uneven flow of funds into the business (cash receipts) and out of the business (cash expenditures).  The size of this reservoir is determined not only by the volume of sales, but also by the regularity of cash receipts and cash payments.  Uncertainties exist because of unpredictable decisions by customers as to when they will pay their bills and because of emergencies that require substantial cash outlays.  If an adequate cash balance is maintained, the firm can take such unexpected developments in stride.  However,  a firm could have too much cash.  While we certainly need adequate cash to cope with business uncertainties, we also want to make a good return on our investment.  Since cash is a non-income producing asset, there is a limit as to how much cash we want to keep on hand.

Accounts Receivable  The firm’s accounts receivable consist of payments due from its customers.  If the firm expects to sell on a credit basis -- and in many lines of business this is necessary -- provision must be made for financing receivables.  The firm cannot afford to wait until its customers pay their bills before restocking its shelves.

Inventories  Although the relative importance of inventories differs considerably from one type of business to another, they often constitute a major part of the working capital.  Seasonality of sales and production affects the size of the minimum inventory.  Retail stores, for example, may find it desirable to carry a larger-than-normal inventory during the Christmas season.

Prepaid Expenses  When starting a company, we may need to prepay some of the expenses.  For example, insurance premiums may be due before the business actually opens, or utility deposits may be demanded before the electricity at the business can be turned on.  For accounting purposes, these expenses are recorded as current assets, and then expensed during the year as used.  Each of these expenses may be small individually, but together they can be quite substantial.  

Fixed Assets

Fixed assets are the more permanent type assets that are intended for use in the business, rather than for sale.  As shown in Exhibit 1, the fixed assets needed in a new business might include machinery and equipment, buildings, and land.  For example, a delivery truck used by a grocer to deliver merchandise to customers is a fixed asset.  In the case of an automobile dealer, however, a delivery truck to be sold in the ordinary course of business would be part of the inventory and thus a current asset.


The nature and size of the fixed-asset investment are determined by the type of business operation.  A modern beauty shop, for example, might be equipped for around $80,000, whereas a motel sometimes requires 50 or more times that amount.  In any given kind of business, moreover, there is a minimum quantity or assortment of facilities needed for efficient operation.  It would seldom be profitable, for example, to operate a motel with only one or two rooms.  It is this principle, of course, that excludes small business from automobile manufacturing and other types of heavy industry.


A firm’s flexibility is inversely related to its investment in fixed assets.  Investments in land, buildings, and equipment involve long-term commitments.  The inflexibility inherent in fixed-asset investment underscores the importance of a realistic evaluation of fixed-asset needs.

Other Assets

The third category of assets is classified as other assets, and includes such items as intangible assets, these being patents, copyrights, and goodwill.  For the startup company, this category of other assets could also include organizational costs -- costs incurred in organizing and promoting the business.  Such startup costs are shown as an other asset and expensed in future years.  Finally, other assets comprise investments made, but not actually used in operating the business.  For instance, the company might acquire some long-term investments in stocks or some land that is being held for speculative motives.  However, most new companies seldom have any long-term investments, nor do they often have intangible assets.

Funds for Personal Living Expenses

In many startup businesses, we cannot limit planning to the business investments described in the previous discussions.  Frequently, financial provision must also be made for the owner's personal living expenses during the initial period of operation.  Whether or not these expenses are recognized as part of the business capitalization, they must be considered in the business financial plan.  Inadequate provision for personal expenses will inevitably lead to a diversion of business assets and a departure from the financial plan.  Thus, failure to incorporate these expenses into the plan raises a red flag to any prospective lender or investor in the firm.

Having studied the nature of the assets essential in starting and operating a company, we now shift our attention to the financing of these assets.  We shall begin by describing the basic types of capital available for financing the new firm.

Types of Financing Sources

Financing comes from two basic sources:  debt (liabilities) and ownership equity.  Debt is money that we borrow and must be repaid at some pre-determined date in the future.  Equity, on the other hand, represents the owners' investment in the company -- money they have personally put into the firm without any specific date for repayment.  As owners, they recover their investment by withdrawing money from the company or by selling their interest in the firm.  These basic categories were shown in Exhibit 2.

Debt Capital

As presented earlier in Exhibit 2, debt capital is divided into short term and long term.  Short-term liabilities (debt) include money borrowed that must be repaid within the next 12 months; long-term debt comes due and payable some time after 12 months, depending on the terms of the loan.  The short-term sources of debt consist largely of accounts payable, accrued expenses, and short-term notes.  These short-term sources of money may be defined as follows:

1.
Accounts payable Accounts payable represents credit extended to our company by suppliers.  A firm that purchase inventory for eventual resale either must pay cash, or the supplier extends credit; for instance, if credit is provided, the purchaser may have 30 or 60 days before paying for the inventory.  This form of credit extension or loan is called accounts payable.

2.
Accrued expenses  Accrued expenses are those expenses that have been incurred, but not paid.  For instance, employees may perform work, but payday may not come until next month.  

3.
Short-term notes  Short-term notes consist of amounts we have borrowed from a banker or other lending sources -- for example, a 90-day note at the bank.  

It should be noted here that short-term credit represents one of the primary sources of financing for smaller companies.  Small businesses have access to fewer sources of capital than their larger counterparts; thus, they must rely more on short-term debt capital.

Long-term debt includes loans from banks or other sources of capital that loan on a long-term.  If you borrow money for five years to buy equipment, you will sign an agreement (called a note) promising to repay the money in five years.  Alternatively, you may borrow money to purchase real estate, such as a warehouse or office building.  Here the loan may be for 30 years, and the lender uses the real estate as collateral for the loan.  If the borrower is unable to repay the loan, the lender can take the real estate in settlement for the loan.  This type of long-term loan is a called a mortgage.  

Owner's Equity Capital

The owner's equity is simply the money the owners invest in the business.  They are the residual owners, in that they receive money only if there is something left over after repaying the debt holders.  Thus, if the company is liquidated, the creditors are paid first, and only then are the owners paid.  Also, in each year, the creditors must be paid the interest on the debt before the owners can participate in the income from the business.  

The amount of equity in a business is determined by (1) the amount of the owner's initial investment, as well as any later investments, in the business; and (2) the income retained within the business from its beginning to the present, less any withdrawals by the owners.  Thus, the owner's equity consists of the following:
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In summary, financing a new business entails raising debt capital and equity financing.  However, knowing the basic types of capital is not enough.  We must also estimate the amount of our asset requirements and decide how we will go about financing these needs.  More specifically, we have to answer the question, "How much will we need in inventories, equipment, and other assets and where will the money come from to pay for  these assets?"  The next section helps us begin to answer these questions.     

Estimating the Amount of Funds Required


When estimating the magnitude of capital requirements for a small business, the entrepreneur quickly feels the need for a “crystal ball.”  The uncertainties surrounding an entirely new venture make estimation difficult.  But even for established businesses, forecasting is never exact.  Nevertheless, when seeking initial capital, the entrepreneur must be ready to answer the question “How much?”


The amount of capital needed by various types of new businesses varies considerably.  High-technology companies, such as computer manufacturers, designers of semiconductor chips, and gene-splicing companies, often require several million dollars in initial financing.  Stephen A. Duzan, president of Immunex Corp. of Seattle, WA, estimates that is takes $60 million to bring a new biotech company from development stages to the market.


Most service businesses, on the other hand, require smaller amounts of initial capital.  For example, Debora Tsakoumakis started her business, HB Bakery Connection, in Boulder, CO, with $1,000.  For a fee, Tsakoumakis will arrange delivery of a personalized cake for clients who call her on the telephone.  She has developed a network of 400 bakeries in almost every state that bake and deliver cakes.  In her first year of operation, she filled over 350 orders.  


The explanations that follow will show how a prospective entrepreneur may use a “double-barreled” approach to estimating capital requirements by (1) applying industry standard ratios to estimate dollar amounts, and (2) cross-checking the dollar amounts by break-even analysis and empirical investigation.  Robert Morris Associates, Dun & Bradstreet, Inc., banks, trade associations, and other organizations compile industry standard ratios for numerous types of businesses.  If no standard data can be located, then estimating capital requirements inevitably involves common sense and educated guesswork.

Estimating Asset Requirements

While estimating asset requirements involves some guesswork, the key to our effectively forecasting asset needs depends on an understanding of the relationship between projected sales and needed assets.  A firm's sales are the primary driving force of future asset needs.  That is, as sales increase, there will be an increase in a firm's asset needs, which in turn results in a need for more financing.  These relationships are depicted graphically in Exhibit 3.

EXHIBIT 3

SALES-ASSET-FINANCING  RELATIONSHIPS
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Stated differently, asset needs tend to follow sales increases.  Consequently, a company's asset needs may be estimated as some percentage of sales increases.  That is, given that we have estimated our future sales, a ratio of assets to sales may be used to estimate asset requirements
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Restating the equation,

Assets  =  Sales  X 
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For example, if we believe that sales will be $1 million, and we know that within our industry, assets tend to run about 50 percent of sales, we could reasonably expect that the firm's asset requirements will be $500,000 (50% x $1,000,000).

While the asset-to-sales percentage will vary over time and with individual firms to some extent, the relationship tends to be relatively constant.  For example, the asset-to-sales relationship for grocery stores is on average around 20 percent, compared to about 65 percent for an oil and gas company.  

We may also use this method, which we shall call the percentage-of-sales technique, to project the individual asset investments.  For instance, we can expect there to be a relationship between the amount of accounts receivable and sales.  To illustrate how we could use the percentage-of-sales technique for forecasting purposes, consider the following example.

Example  Katie Dalton is planning to start a new business, Trailer Craft, Inc., to produce small trailers to be pulled behind motorcycles.  After studying a similar company in a different state, she believes the business could generate sales of approximately $250,000 in the first year, and have significant growth potential in future years.   Based on her investigation of the opportunity, she has also made the following projections:

1.
Earnings after taxes will be about 12 percent of sales; that is, $250,000 of sales should result in after-tax profits of $30,000 (12% x $250,000)

2.
The requirements for cash, accounts receivable, and inventories have been estimated as a percentage of sales for the first year and are as follows:


Percentage of


Assets

Annual Sales
Cash
5%

Accounts receivable
10%

Inventories
25%

3.
Dalton has searched for a manufacturing facility, and has found a building suitable for the needs of the business that is currently available at a reduced price, owing to a recent real estate downturn.  The building, along with the necessary equipment, will cost about $50,000.

Given the anticipated sales of $250,000 and the above asset-to-sales relationships, the forecasted asset requirements for Trailer Craft, Inc. are as follows:

Cash
$12,500
(5% of sales)

Accounts receivable
25,000
(10% of sales)

Inventories

62,500
(25% of sales)


Total current assets
$100,000

Fixed assets (machinery)

50,000
(Estimated market price)


Total assets
$150,000
Thus, we could expect to need $150,000 in assets, some immediately and the rest as the firm continues in its first year of operation.  While these amounts are only rough approximations, the estimates should be relatively close if we have identified the asset-to-sales relationships correctly and if sales materialize as expected.  

Estimating Financing Requirements

By relying on the relationship between assets and sales, we have provided a way to estimate the firm's asset requirements.  Someone, however, must provide the money to purchase these assets.  In other words, for every dollar of assets, there must be a dollar of financing.  As our accountant would say, "The debits must equal the credits,  or for every use of cash, there must be a source of cash."   We now want to focus on the issue of the sources of financing, or what we call the firm's financial requirements.

Correctly forecasting a company's financial requirements requires an understanding of certain guidelines or principles of finance.  Five such guidelines may be stated as follows:

1.
The more assets needed by a firm, the greater the financial requirements.  As already noted in Exhibit 3, the asset requirements drive a firm's financial requirements.  Thus, the faster a firm is growing in sales, the greater will be its asset requirements, and, consequently, the greater the pressure to find the needed financing. 

2.
A company should finance its growth in a way that allows it to maintain a certain amount of liquidity.  In business, liquidity is the ability to meet maturing financial obligations as they come due.  A conventional measurement of a company's liquidity is its current ratio, which merely compares the firm's current assets (mainly cash, accounts receivable, and inventories) to its current or short-term debt (short-term liabilities).  The current ratio is measured as follows:

Current ratio  =  
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For instance, to insure that we have the ability to pay short-term debts as they come due, we might want to maintain a current ratio of two; that is, current assets are twice as much as current liabilities.

3.
There is a limit as to how much debt a firm can use in financing the business.  The amount of total debt, both long term and short term, is limited by the amount of equity provided by the owners.  We cannot expect the bank to loan all the money needed to finance the company.  Owners must put some of their own money into the venture.  Thus, we may decide that at least half of the firm's financing should come from equity and the remaining half be financed with debt.  (Bear in mind that if we do not make a decision in this matter, the banker will make the decision for us.)

4.
Some short-term debt becomes available spontaneously as the firm grows.  Certain types of short-term debt are spontaneous in nature; thus the name spontaneous financing.  That is, these sources will increase as a natural consequence of the firm's sales increasing.  For instance, as sales increase, we will purchase more in inventories and accounts payable will increase.  The supplier is essentially satisfying some of the firm's financing needs in the form of accounts payable.  The same thing is true for accruals, such as accrued wages.  Typically, these spontaneous sources of financing follow a certain percentage of sales.  For example, spontaneous sources of financing might average 10 percent of sales.

5.
There are two sources of equity capital:  external and internal.  The equity ownership of a company comes initially from the owners making an investment in the firm.  We think of these funds as external equity; that is, they come form outside the business itself. After the company has been started and is in operation, additional equity may then come either from (1) the owners investing more in the business (external equity again), or (2) profits for the year, in whole or part, being retained within the company for future investments, rather than being distributed  to the owners.  This latter source, the retention of profits within the company for investment purposes, is called internal equity.  These funds come not from going to investors and raising capital, but from reinvesting the company's profits into the business -- money that could have been distributed to the owners, but instead was reinvested for them.
  For the small firm, internal equity, which is merely the retention of profits for financing company growth, is the primary source of equity.

In summary, a firm's financing requirements, the money needed for operating and growing the company, comes from several sources, these being (1) external financing, either from borrowing money (debt capital) or from the owner's investment (equity capital), (2) sources of spontaneous financing, such as accounts payable, and (3) internal financing, which comes from the profits retained within the business, rather than being distributed to the owners.  Expressed in equation form, we can say that:

Total asset requirements  =  total sources of financing
(Eq. 9)

and that
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The foregoing equations capture the essence of forecasting financial requirements.  If we understand these relationships, we will be prepared to forecast our firm's financial requirements.  An example can best illustrate this process.

Example  Let's return to the Trailer Craft, Inc. example, where we projected the asset requirements for the firm during its first year of operations.  Assuming sales, as forecasted, of $250,000, we estimated the following asset requirements: 

Cash
$12,500

Accounts receivable
25,000

Inventories

62,500

Total current assets
$100,000

Fixed assets (machinery)

50,000

Total assets
$150,000
We should also recall that profits for the year are estimated to be $30,000, based on earning after taxes per sales dollar of 12 percent (i.e., 12% x $250,000 sales = $30,000 profits).  In addition, Katie Dalton, as the prospective owner of the new company, has made the following observations:

1.
Trailer Craft has negotiated with a supplier to extend credit on inventory purchases; as a result, it is expected that accounts payable will average about eight percent of sales.

2.
Accruals should run approximately 4 percent of annual sales.

3.
Dalton plans to invest $40,000 of her personal savings in the venture in return for 20,000 shares of common stock.

4.
The bank has agreed to provide a short-term line of credit to Trailer Craft of $20,000, which means the firm can borrow up to this amount as the need arises.  However, as the firm has excess cash, it may choose to pay down the line of credit.  For instance, during the spring and summer, business is particularly active.  In these months, Trailer Craft may need to borrow the entire $20,000 for buying inventory and extending credit to customers.  However, during the winter months, a slack time, less money will be needed, so the loan balance could possibly be reduced.

5.
The bank has also agreed to help finance the purchase of the building to be used in manufacturing and warehousing the firm's product.  Of the $50,000 cost for the facilities and equipment, the bank will loan the company $35,000, with the building serving as collateral for the loan.  The loan will be a 25-year mortgage.

6.
As conditions for the bank agreeing to loan the money to Trailer Craft, Inc., the banker would impose two loan restrictions:  (1) the firm's current ratio (current assets ÷ current liabilities), should not fall below 1.75, and (2) no more than 60 percent of the firm's financing should come from debt, including both short term and long term; that is, total debt relative to total assets should not be greater than 60 percent.  Failure to comply with either of these terms would result in the bank loans coming due immediately.

From the foregoing information, we may estimate the financial sources for Trailer Craft, Inc. as follows:

1.
Accounts payable:
(8% x $250,000 sales)
=
$30,000

2.
Accruals:
(4% x $250,000 sales)
=
$10,000

3.
Credit line:
Per the agreement with the bank, Trailer Craft, Inc. may borrow up to $20,000.  Any additional financing must come from other sources.

4.
Long-term debt:
The bank has agreed to loan Trailer Craft $35,000 for the purchase of the real estate.

5.
Equity
By year end the firm's equity should be around $70,000, consisting of $40,000 of the original investment in the company made by the owners, plus the projected $30,000 in profits after taxes for the year that is to be retained within the company and not distributed to the owners [(12% net income-to-sales) x ($250,000 sales) = $30,000]

Based on the foregoing information, we may now formulate the projected debt and equity section of the balance sheet for Trailer Craft, Inc., which also reflects the financial requirements for the firm for the first year of business.  These financial requirements are shown in the bottom portion of Exhibit 4, which contains Trailer Craft's complete projected balance sheet. Two comments need to be made about the final projected balance sheet in Exhibit 4..  First, as we have noted earlier, sources must always equal uses, and assets must equal debt plus equity.  For Trailer Craft, Inc., asset requirements were estimated to be $150,000 by year-end; thus, debt and equity must likewise equal $150,000.  As a result, only $15,000 of the $20,000 credit line will be needed to bring the total debt and equity to 

Exhibit 4

Trailer Craft, Inc.

Projected Balance Sheet

at Year End

Assets

Cash
$12,500

Accounts receivable
25,000

Inventories

62,500

Total current assets
$100,000

Fixed assets (machinery)

50,000

Total assets
$150,000
Debt and Equity

Accounts payable:
$20,000

Accruals
10,000

Credit line
15,000
Total current liabilities
$45,000

Long-term debt
35,000
Total debt
$80,000

Equity:

Common stock
$40,000

Retained earnings
30,000
Total equity
$70,000
Total debt and equity
$150,000
$150,000.  Second, if all goes as planned, Trailer Craft would be able to satisfy the banker's loan restrictions, both in terms of the current ratio and the debt-to-total asset relationship.  From the balance sheet, we can compute these ratios as follows:

Current ratio  =  
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=  $100,000 ÷ $40,000)  =  2.22

and

Debt ratio  =  
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  =  $80,000 ÷ $150,000  =  53.3%

Hence, the current ratio would be 2.22, compared to a minimum requirement of 1.75, and the debt ratio would be 53.3%, compared to the maximum limit of 60 percent.  Both outcomes would more than meet the bank's requirements.

SUMMARY

We have now completed our instructions on forecasting profits, and projecting asset needs and financing requirements for the firm.  We have covered a considerable amount of information regarding financial planning for the new company.  Thus, before continuing on, it would be helpful to review the major ideas we have developed.  They are as follows: 

1.
A company's operating profitability is determined by the dollar sales level achieved and the mix of fixed and variable operating expenses.

2.
A firm's operating break-even point is a function of (1) the amount of fixed operating costs to be incurred, and (2) the firm's contribution margin, that being the unit sales price less the variable unit cost.

3.
There are two basic types of capital used in financing a company:  debt financing and equity ownership.  Debt financing is classified either as short term or long term, depending upon when it matures.  Also, some short-term debt is spontaneous in nature; that is, it increases as a natural consequence of the firm's growth in sales.  Equity either comes from new investments in the firm by the owners or by retaining the firm's profits and reinvesting these funds in the company.

4.
There is a direct relationship between sales growth and asset needs.  As sales increase, more assets are required.  As assets increase, more financing is required.  We may use the percentage-of-sales technique to forecast asset needs and then to forecast financial requirements.

5.
We must blend equity with debt in financing.  As we increase the amount of debt, there must be a corresponding increase in the amount of equity, either through new investments in the firm by the owners or through retaining the profits in the business, which is a form of equity.
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�"What is the Most Pressing Concern for Small Business Today?" Small Business Forum, Vol. 10, No. 1 (Spring 1992), p. 86.   (The article provides the answers given by ten business owners to this question.)


�Another question that we do not address at this time is the projection of the firm's cash flows.  While projecting profits and financial requirements  is important, understanding the firm's cash flows is vital to our success.  In fact, failure to analysis the firm's cash flows would be a great oversight..  


�This statement is not totally accurate.  As we shall see more clearly in Chapter 20, a firm may be highly profitable, but be cash poor.  So we ought to be very careful about thinking that profits and cash are one and the same.  They are not; however, we will reserve this issue for later.


�The tax laws actually allow a firm to apply losses in one year against income in other years.  This provision is explained more fully in the next chapter.  However, for now, we will ignore this option.


�We will also look at break-even analysis in Chapter 13 when we are studying about product pricing.


�Remember that variable costs are those costs and expenses that vary directly with the number of units sold.  If the variable cost per unit is $5 and we sell 25,000 units, then the variable costs will be $125,000 ($5 x 25,000).  A variable cost would include such things as the raw material used in producing our product.  Fixed costs, on the other hand, do not vary with the sales level.  They are the same regardless of how much we sell, at least up to a point.  Fixed costs would be something like the rent on a building.


�We should note that we are calculating the break-even point for operating profits, and not the break-even point for earnings before taxes or net income.  We can easily see that if we only break even in operating profits, but have interest expenses, we will have both a negative earnings before tax and a negative net income.  Hence, we are looking only at the required sales level to break even before considering how the firm is financed, whether it be debt or equity.


�Instead of representing the assets as a percentage of sales, we frequently express the asset-sales relationship as a turnover ratio.  The turnover ratio is measured as (sales ÷ asset) instead of (asset ÷ sales).  For example, instead of saying that inventories will be about 25 percent of sales, we could say that the inventories will "turn over" four times per year.  That is, 


�EMBED Equation.3��� = 4.  





In our example, 


�EMBED Equation.3��� = 44.


and therefore,


Inventories  =  �EMBED Equation.3���  =  $62,500,


which provides the same answer as before.


Thus, inventories would equal $62,500; the same answer as before, but just calculated a bit differently.


�We should be careful not to think of retained earnings as a big bucket of cash.  As already noted, a company can have a large amount of earnings, and no cash to reinvest.  More about this problem later in Chapters 20 and 21.


�The choice of a legal form of business is discussed in the next chapter.  For now, we need only be aware that Dalton could have chosen between operating as a sole proprietorship or a corporation.  For reasons to be explained later, she chose to form a corporation.  Also, there is no economic rationale for 10,000 shares; it could have just as easily been 20,000 shares.  In either case, the total value of the equity ownership would be the same; only the value per share would be different
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