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Clagten

Developing Ideas and
Business Opportunities

Objectives

1. Identify the various sources to generate poter:tiai business ideas.
2. Exploit the existing need to turn an ideainto an opportunity.

3. Prepare an opportunity analysis.
4

. Prepare a cash flow forecast for your business.

INTRODUCTION

will give yout thz material to envision and start your

own businese. You may already have ideas and just
need ways to screen their potential. Or, you know you have
what it takes to be an entrepreneur, but you need inspiration
to generate possible paths for your skills to take. The busi-
ness idea, opportunity/analysis, and preparing a cash flow
forecast for the product or service will form the subject mat-
ter of this chapter. To begin, start off by reading this profile
about an entrepreneur who was faced with this issue and
targeted her idea to create a profitable business opportunity.

For an entreprereut, a business idea is a concept that

DO YOU HAVE A BUSINESS IDEA?

Maybe you have some starting concepts but question how
original they are. You may be surprised to hear that not all

S
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Profile: Fanny Chin of Inner Works Enterprises—
Building an Idea

Businesspeople are not the only ones keeping work and personal calen-
dars in their overscheduled and demanding environment. The amount of
organization required for raising children inspired one entrepreneur to
pitch calendars to a new market niche, packaging them as educational
tools and modes of personal expression for children and adolescents.

Fanny Chin emphasized the visual and creative potential in calendar
building. She quickly seized on already popular elements such as markers
and stickers for the product packet. Then she built her appeal base not
only by targeting the desires of kids, her proposed users, but by directing
the product at the concerns of parents, her proposed-buyers. Fanny’s
product invention, Creative Calendar®, proved to be a benefit for harried
parents who were relieved to have their kids keeping 'lieir own schedules.
The product delivered on three distinct selling points: a chance to feed
the creative impulses of busy kids, an opportinity to provide young cus-
tomers with organization tools needed forizost adult occupations, and
the means to create a memento of childizcod for years to come.

Fanny came up with this conc¢p: as a student in her MBA class in
new product development. Yet it was not her class or even her own mar-
keting skills that jumpstarted he: product—it was her idea and angle
above all that led to this busiii¢ss opportunity.

To recap:

v ldea: keeping a caler.dar.
v Angle: a colering calendar for kids.

v Need: overextended parents and busy kids looking for mutual solu-
tions.

v/ Opportunity: marketing a product package through emphasis on ac-
cessories and direct appeal to an unexploited need.

entrepreneurs come up with unique ideas. (See Figure
1.1.) You can be innovative without that initial generative
impulse. Here are four ways to build upon already exist-
ing material and still provide a profit-driven concept:

1. Develop ideas as an extension of an existing
product (a keyboard that accepts a smart card for
security or e-commerce).

e
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Idea Assessment

Present Work
Environment
47%

Vision of

Opportunity .

1% Im.prc.Jvn‘q
Existing
Techriniugy,
Piciluct, or
S=ivice
15%

Secondary
Sources:
Brainstorming,
Trade
Publications,
Commerce,
Business Only,
Idea Brokers,
Venture Capital
Firms,
Technology
Transfer
Agencies

27%

FIGURE 1.1 Whecre ideas for opportunities originate.

2. Create an improved service (faster delivery or an

Internet=-c¢mmerce hotel concierge service).

3. Market a product at a lower price (think Ama-

zon.com).

4. Add value to an existing product or service (link-
ing branded products, such as IBM PCs just for

the Internet).

IDEA ASSESSMENT

Let’s say you do have an idea for a new business. What op-
portunities are there for putting your idea into practice? Is
this something that has been overdone? Or has it been ex-
ecuted poorly in the past? Or has no one else ever thought
of it? In short, is your idea a potential dead end, a produc-

e
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tive angle on an opportunity, or an entirely unexplored
chance to create a business?

Capital Considerations: Financing and
Revising Your Business Ildea

Next, consider briefly the financial elements that would
help you to start up this new idea:

¢/ How much more capital/investment money is
needed? Where will you go for this kind of finan-
cial support?

v How long will you be able to handle the initial
losses using your own resoutces?

v/ What other resources can-contribute to extend
your involvement so.thiat you can turn your ini-
tial losses into profits:

v How long mightit take to develop the business so
that it will niake a profit?

v/ What kiuc -of profit margin do you think might
eventually result from your product or service?

v How will you market the realistic but optimistic
loss or profit narrative to investors so that they
will want to get involved with your business?

Remember, whether you generate an idea yourself or
are connected with someone else who wants to develop an
idea in a shared context, the questions you answer should
still follow these suggestions.

Where to Look for Information

Once you have developed your idea, you can move on to
assessing the information that will help you in convincing
others, including loan officers, potential investors, and
those in your personal life, of its validity. This will mean
direct and thorough research on the potential of this idea.
You will rely on hard facts and statistics to turn this op-
portunity into a potential venture. See Figure 1.2 for some
common sources of information on potential markets that
might help your development and presentation.

e
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Idea Assessment q

Experts in field
Internet searches

Library research

Existing research

Trade associations

FIGURE 1.2 Where to find information.

v Contact well-known entrepreneurs to get advice.

v Visit web sites of companies with new products
or technologies.

v Use college libraries to access references and
specialized bibliographies.

Questionnaire surveys v Use mail, phone, Internet, or professional

interviews. Write and prepare questions to give
you the right data.

v Use investment banking firms, advisory services,
or consulting firms to gather data and ask to
receive findings.

v Visit trade shows, and reac trade publications.

Market research firms v Hire a firm to prepare @ report or market survey

for the proposed id<a.

Evaluation Process

There is no question that you will wecd plenty of encour-
agement and support while developing a business idea.
But in order to turn this idea iato a concrete business,
youll need to face some hatd facts and take a heavy dose
of reality. However, keep ix mind that armed with this in-
formation you can legitimately decide if you will be able
to proceed and weik o sustain your venture bolstered by
your awareness ot the challenges facing your business.

Approximately two million businesses are started
each year. Anywhere from 50,000 to 100,000 file for bank-
ruptcy within 10 years. This bankruptcy rate does not seem
exceptionally high, but business failure extends beyond
bankruptcy. Now consider that 85 percent of businesses ac-
tually end within five years. They are not all bankrupt, yet
their owners have decided to close shop—for a host of rea-
sons. Many do not have the needed investment to carry
them through the start-up process (six months to a year be-
tween opportunity analysis and opening the doors for busi-
ness). Others die out because they topple on a shaky basis
of poor business planning at the initial stages. Still others
disappear due to a lack of business resources and manage-
ment expertise and simple dearth of experience.

e
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Profile: Larry Meistrich, Chairman and CEO of
Shooting Gallery

In 1990, Larry Meistrich had an idea. He wanted to offer filmmaking with
artistic freedom to produce creative vision. He was tired of the way things
were done in the movie production business and frustrated with the way
big studios operated. Larry wanted to improve the situation for the artists.
His goal was to provide a platform to display their creative energy and a
place where new talent and ideas could merge to become a unique and ex-
citing experience. Larry’s idea was to effectively create a film commune—
a place for filmmakers to run the machine that produces the films. The
result is a high-quality product for less money. His idea emerged as Shoot-
ing Gallery, which soon became the East Coast leader in independent film
and a distinguished provider of production services as well as a fully inte-
grated studio and multimedia company.

Today, the company is an integrated solutiens provider that develops
original programming and offers a full spect=im of services and facilities
for the multimedia marketplace. Shooting Callery is now poised to be-
come a global leader in the communicaicns arena, including film, televi-
sion, commercial video, music, broacb:1d, and Internet.

Shooting Gallery has produ.ed roughly 100 films, commercials,
and music videos. Credits inciuae such critically acclaimed projects as
Kenneth Lonergan’s You Can Count on Me (Grand Jury Prize and Waldo
Salt Screenwriting Awarc at 2000 Sundance Film Festival), Billy Bob
Thornton’s Sling Blaaz {1996 Academy Award—Best Adapted Screen-
play), and Nick Gemez's Laws of Gravity.

Larry Meistiicli demonstrates a unique ability to seek out ideas and
bring to the screen the exceptional work of innovative filmmakers.

You may experience anxiety when you think that of
those initial two million ventures starting each year, only
one in 10 will reach its 10th birthday. But don't allow an un-
contextualized statistic to end your viable and potentially
profitable business idea. Many start-up owners conceive of
their ventures as sidelines to their “real” professions. They
never make the emotional and practical investment needed
to ensure continued success. Note that 1.3 million of these
businesses never legally register as corporations or partner-
ships because owners don't intend them to grow.

If you are committed, the odds will rise considerably

e
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in your favor. We can estimate that as an owner you can
have a one-in-four chance of keeping a new business go-
ing for eight years if it is full-time and incorporated; and if
you then change owners, the business can survive another
eight years, at that same rate of one in four. Now that
we've contextualized this, you can see how those initial
figures could seem misleading. The actual eight-year sur-
vival rate for incorporated start-ups is about 25 percent.

Yet remember an important piece of information—
you might not want your business to last that long. Ask
yourself what different outcomes could spell success for
you. Do you want to tie up your assets for a significant pe-
riod of time if you are confident of the turnaround, or
does the thrill for you lie in the rush of the start-up pe
riod? Does success to you mean long-term surviyval or
does it mean developing your company during a-witdow
of opportunity, then selling it at a high gain?

However long you ultimately want to stick with your
business, the fact is that you will need ta develop it in a
logical and stable manner to reap amy.kind of reward.
Now that we've looked at the statistics and you've done
your own research related to the.specific needs of your
venture, lets formulate a plan aad a schedule. This will
help you to conduct the mas: thorough inquiry yet into
the potential of your idea/cpportunity—otherwise known
as the opportunity aralysis. (See Figure 1.3.)

OPPORTUNIYTY ANALYSIS:
FIVE PHASES TO SUCCESS

The opportunity analysis consists of five distinct phases:

v’ Phase 1: Seize the opportunity.

¢ Phase 2: Investigate the need through market re-
search.

v/ Phase 3: Develop the plan.

v’ Phase 4: Determine the resources needed.

v Phase 5: Manage the distinguishing features of
the business.

These phases sometimes overlap, but should follow in
logical order.

e
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Does the opportunity:

Fill a need?

N

Show evidence of product
acceptance?

N

Show that a market
exists now?

N

Reflect that yours is better
than the competition's?

Show an upside gzin potential?
\

Y

Describe the cost to
achieve this potential?

FIGURE 1.3 Evaivciing the opportunity.

Phass 1: Seize the Opportunity

Ta evaluate the opportunity, read the following questions
Keeping in mind both your personal and your professional
experience.

v What are the clues that indicate this idea and op-
portunity?

v What are the conditions that permit the opportu-
nity to occur?

v How will the future of this new product or ser-
vice change the idea?

v How great (in terms of time) is the window of
opportunity?

A window of opportunity is a time horizon during

which an opportunity exists before something else hap-
pens to eliminate it. A unique opportunity, once shown to

e
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produce wealth, will attract competitors, and if the busi-
ness is easy to enter, the industry will become saturated.
You have to get in quickly and be able to get out before
revenues become dispersed in an overdeveloped market.

To give yourself greater room to maneuver on the
threshold of a start-up idea, consider creating your own
window of opportunity. Successful companies find and
exploit markets that others have missed or that new tech-
nologies have suddenly created. For example, advertising
has obviously been around for some time, but when Dou-
bleClick started, Internet advertising was a brand-new
field. Its founder helped to create a wildly successful busi-
ness by taking advantage of an unforeseen opportunity.

The factors that help the business entrepreneur cre
ate opportunity are given in Figure 1.4.

Phase 2: Investigate the Need throvusl
Market Research

It’s necessary to identify, measure, and-¢ocument the need
for the product or service. This mears riiaking a specific fi-
nancial forecast that will testify to the actual potential and
anticipated return for this proposed product or service. This
process is not the end—it’s ety the beginning. We'll explore
the topic of marketing more fully in Chapter 2—but for
now, we'll consider it as.it fits into the opportunity analysis.

Here is your chance to interact with the actual cli-
mate surroundiiip your company, so you will be prepared
in the early stages of your new venture. Larger companies
often outsource research to a marketing company, but this
process will identify the steps and questions you will need
to custom-design your personal research and conduct it
productively.

Preliminary Questions This is the point when you
can solidify the purpose and object of your research.
Those who are developing a particular product will want
to focus on a certain brand of question that can tell them
about product features and distribution. A more service-
oriented entrepreneur will consider other inquiries,
directed at identifying the sources and beneficiaries of
that service. Consider what you want now—you’ll be

e
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Opportunity Factors

Technology Economic Demographic
= Replace present technology = Cost decreasing = Technology
= Niche market applications = Productivity gains generation

= Infrastructure replacement = Better service

Industry Government and Market
Standards Privacy Issues Shift
I
(
|
N |

v

Will these factors conitir ue?

For how loinc?
What is the market size,.crowth, and outlook?
Will this lead to.anathier opportunity?

FIGURE 1.4 ‘Vha: factors create opportunity?

savitig time and money later on. You will find these areas
auid questions to be potential material to direct the
development of your research.

v/ Need. Will this product be serving the cus-
tomers’ real needs? What is the overall market
for the business? Are there special niches that
can be exploited?

v Angle/Competition. What is different about your
product or service that will cause the customer to
choose it over your competition’s product or ser-
vice?

v Proprietary Questions. Can the product be
patented or copyrighted? Is it unique enough to
get a significant head start on the competition?
Can the process be easily copied? Will the busi-

e
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ness concept be developed and licensed to others,
or developed and sold?

v Cost and Manufacture. How much will the cus-
tomer be willing to spend for the product? How
much will materials and labor time cost? How
much capital will be needed in the future? Now?

v Advertisement and Packaging. What type of adver-
tising and promotional plans will be used to market
the product? Will you bank on traditional methods
of promoting related products or services?

v Sales. What distribution and sales methods will
be used? Will you rely on independent sales rep-
resentatives, company sales force, direct mail,
door-to-door sales, supermarkets, service (sia-
tions, or company-owned stores?

v Transport. How will the product (b2 trans-
ported—company-owned trucks, cominon carri-
ers, postal service, or airfreight?

v Employees. Can the company aitract employees
with the necessary skills t«.operate the business
venture? Who are the woriers? Are they depend-
able and competent?

Start with Data Collection Now that you've established
key questions about our potential business, you need to
find the answers. Daua collection can come from a variety
of sources. The more sources you consult, the more valid
your results will be considered to be. Yet dont go
overboard—you can become overwhelmed with all of the
available data out there. So keep in mind that you want
your questions to be as specific as possible, your sources
to be as relevant as possible, and your data collection only
as extensive as you will need for the initial investment
and planning to run smoothly.

Design and Execute a Study to Get the Answers
You will be taking your data findings from secondary
resources to support your preliminary research. In short,
you've looked at other sources with the appropriate
questions and expectations. Now it’s time to create your

e
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own personal source by asking businesses and experts
direct key questions.

You will need to choose a small number of relevant
companies that will represent the total group. First, find
out who is out there; next, find out who you can speak
with that will give you an idea of what the varieties of
companies might say, so you don’t waste time and money.
Remember, you are doing this to start a business, not to
become a research expert. Now you will ask your represen-
tative companies and experts your study questions, based
on the most unbiased model you can find. You don’t want
questionable data, so you have to avoid the pitfalls. Make
sure that all the participants are asked the same questions
in the same manner. Don’'t skimp 1. the details here—
make the results really reflect the truz account by sticking
to an exact and objective methad of questioning. You will
have to train survey recorders aad telephone interviewers,
and perhaps monitor thezi. to ensure these results.

Analyze the Data /it this stage you have primary data.
What is it telling vou? How can you interpret it? Again,
think of the secondary sources that you examined. How
did they itterpret their results? Using the most thorough
sources as your model, write a final report. This ensures
that\a record exists for the future and that others in the
organization can refer to the study as necessary.

Does all of this sound too extensive—and expen-
sive? Many entrepreneurs must do their market research
with limited funds. You can cut costs with these recom-
mendations:

v’ Use search engines, web pages, and online data-
bases.

v/ Use the telephone instead of mail surveys and
door-to-door interviewing.

v’ Avoid research in high-cost cities; test more than
one product at a time.

v’ Avoid collecting unnecessary data.

One source might be a university. Professors, stu-
dents, and staff are often involved in projects that enable

e
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them to extend their assignments with the entrepreneur’s
market research survey.

Phase 3: Develop the Plan

Once an opportunity has been identified, decisions must
be made regarding performance and staffing. Who is go-
ing to do what? How will decisions be made? You need to
develop a business plan that will stretch your assets as far
as possible, while ensuring flexibility. It should be broad
enough to incorporate some unexpected changes in your
aim for success and profitability.

Your plan will be the backbone of your business;
helping you in times of crisis and motivating you at poit.ts
of indecision. An extremely valuable outcome of pteyar-
ing and writing the plan at this stage is identifying-tlaws
and coming up with the means to address thera. You will
find yourself compelled to examine closelyscur prospec-
tive venture.

If you are discovering irreversitle errors and insur-
mountable flaws, you may discover that you will have to
abandon this particular opportunity. Is it discouraging to
return to the idea stage? Ci-course, but consider two
things: You've already learticd a great deal that will help
you the next time arcund, and you've just saved yourself
and your investors.-4 large amount of time and money.
Don’t be blind tc serious misgivings. If you can walk away
at this stage and begin again with a strong attitude, those
already involved will be suitably impressed.

A business plan maps out the particular components
of and future tasks for your business, all in about 30 to 40
pages. Similar to a real map, it should answer some basic
questions: How far will the business have to go? What is
the exact destination? How will the goal be reached?
What is the anticipated arrival time at each of the various
stops? A good plan will do the following:

v’ Determine the viability of the business and appli-
cation in selected markets.

v Provide guidance in planning and organizing the
activities and goals.

e



CCC-Kaplan 1 (1-56) 1/14/01 3:18 PM Page 18 $

1%

DEVELOPING IDEAS AND BUSINESS OPPORTUNITIES

v Serve as a vehicle to obtain financing and person-
nel for the business.

A more detailed version of the business plan is found in
Chapter 4, but you can greatly benefit from considering
these basic elements now.

Phase 4: Determine the Resources Needed

For any business, asking questions about your own re-
source capabilities is crucial. It is particularly the case,
however, with a start-up venture that uses new technol-
ogy for its service or as its product. Yoi need to make sure
that you have the skills to match—"and triumph over—
your competition. This sounds like Darwinian survival of
the fittest, but consider it in aw updated form—survival of
the most skilled.

So, what are your¢:vabilities and resources? Let’s
check, using these quesiions:

v’ Do yov-i:ave business and financial support? Can
the husiness operate in a cost-effective manner?
Whao will be on the management team? How can
yvou fill gaps in management and/or financial
knowledge?

v/ Are you prepared for personal contacts and net-
working? Who will make contacts at the right
companies? How should the network be set up?
Are you going to be able to devote time to meet-
ing people by traveling? Phone work? E-mail cor-
respondence? Will you put contact making not
only on your priority list but also on your daily
calendar?

v/ Have you considered financing requirements? Can
the business last (especially in this business op-
portunity, which requires capital to sustain the
company over possibly a one- or two-year pe-
riod)? Will there be investors who might be will-
ing to come on board at a later date?

v Where are your technical skills based? Do you
have the technical skills necessary? Who has the

e
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know-how—you or your coworkers? Will you
need to figure in additional training to your start-
up costs? Is there someone who can translate
technical jargon to investors?

Phase 5: Manage the Distinguishing
Features of the Business

You've set up the opportunity, written the plan, and as-
sessed your resources. Now you need to run your busi-
ness, applying your management structure and style to
any questions, difficulties, and successes that come
your way.

If any advice is pivotal here, it's the key emphasis ari
the act of investing. You've invested time, money, expeti-
ence, and energy in setting up. Now you'll need to follow
the path blazed by the most successful businesses and in-
vest in people, business procedures, and-information
technology. How will you do this?

Keep Planning The most successful entrepreneurs
know where they fit in the marketand where they want
to be. Planning should accouat for and accommodate
changes in designing, tesiing, and marketing to pre-
pare for the business apportunity. How can you follow
their lead?

v Test the business concept.

v’ Determine the improvement needed.

v/ Anticipate the necessary time frame.

v Define problems and anticipate barriers.

v Align strategic partners for the process.

v Assist in preparing a pricing strategy and antici-
pate future direction.

v/ Be competitive at all times.

Deliver a Total Solution Traditionally, small companies
have assumed unchallenged territory and special
distribution channels for their products. Today, however, all
companies are playing in the same markets and providing

e
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the entire range of service for their customers. Investors
and customers want to buy a whole product or service.

Cultivate Advanced Resources The layoffs of highly
skilled workers from major corporations that you read
about every day are actually creating an important
opportunity for your company. These trained and effective
personnel are looking to apply their business skills and
experience to start-ups. The results to your business
could include access to small companies and major
corporations, capital, and productive market knowledge.

Now let’s consider a new technology that is effec-
tively transforming day-to-day services. Consider how a
business plan was crucial in making.this opportunity a
business reality.

CASE STUDY: NEW PAYMENT
IDEA, NEW OPPQRTUNITY

With the adveni o: smart cards, consumers will soon be
able to load electzonic cash on a card and use it to perform
any numbe1 ¢f the seemingly unending small-value pay-
ment tratcactions, avoiding the need to carry exact
change ¢r rely on change machines. They will be used, for
example, at such places as laundromats, vending ma-
chines, parking meters, bridge and toll road crossings,
and fast-food outlets. Service providers will also benefit
from reduced operating costs and increased business.

Cost-conscious shoppers can use these cards to re-
ceive discounts and/or bonus points by using their cards
frequently at their favorite stores. Service providers, too,
will benefit by being able to access a customer’s shopping
preferences and then let the customer know of special of-
fers that might be of particular interest.

Business travelers or vacationers may someday elim-
inate many of the nuisances and annoyances they have
come to expect as part of traveling. These cards can help
people avoid long lines for ticketing and seat assignment.
They may even be used to unlock rental cars and hotel
rooms without first having to check in at rental car agen-
cies or hotel desks.

e
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Smart cards provide consumers with an alternative
method to perform financial transactions faster and
with increased security. For example, with the aid of
card-compatible personal computers and interactive
TVs, smart cards will make tasks such as home banking
and home shopping much more attractive.

Successful companies find and exploit markets others
have missed, or they explore new markets that recent tech-
nologies have created. Most businesses believe that they are
too big to pursue a poorly defined market. That's why so
few large companies have spotted new opportunities.

WHAT’S PROTECTING YOU?

One question that you might encounter in vour work
conducting research and formulating a busincss plan is
whether this idea/opportunity/product/service needs to be
protected by a patent or copyright. Take the tollowing eval-
uation screening to get an idea.

Evaluation Screening

1. Is the service, procduct, or idea unique to get a
head start on coraj etition?

2. Does your service or product represent a break-
through “(either high-tech or different from
others)¢

3. Have you fully explored other less expensive pro-
tective measures that may give all the legal pro-
tection needed at this point?

4. Has an attorney discussed the options and rec-
ommended that a patent be pursued?

5. Are you able to risk up to $2,000 on a patent
search and application?

If you answered yes to more than one of these
questions, you should seriously consider seeking legal
protection for the idea and opportunity. However, if a
nondisclosure agreement that essentially protects the idea
for the first two years will suffice, then seriously con-

e

21

i@ j patent

federal govern-
mental grant to
an inventor giving
exclusive rights to
an invention or
process for 20
years from date of
patent application
filing. A U.S.
patent does not
always grant
rights in foreign
countries.

i i j copyright

an exclusive right
granted by the
federal govern-
ment to the
processor to
publish and sell
literary, musical,
and other artistic
materials. Hon-
ored for 50 years
after the death of
the author.
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nondisclosure
agreement
legal agreement
stipulating that
the signer not
disclose confi-
dential informa-
tion about the
company and/or
product.

i@: j working

capital

the amount of
funds available
to pay short-term
expenses. Seen
as a cushion to
meet unexpected
or out-of-the-
ordinary
expenses. Itis
determined by
subtracting cur-
rent liabilities
from current
assets.
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—

sider that the first option. What about marketing this to
a larger company as a customer? Most companies have
their own internal research and development organiza-
tion dedicated to monitoring and meeting the needs of
their product or service line. The best method for sub-
mitting an idea is to contact the company and ask for
their disclosure conditions to review an idea.

Some companies, however, will sign your nondisclo-
sure form, while others will not. Most will have their own
protection forms to sign, which essentially state that,
while they may agree to look at or discuss an idea, their
research departments may have already thought of the
idea long before. Let an attorney have the last word. Get a
second (or even a third) legal opinisi: before committing
to any legal expenditure.

PREPARING A CASi FLOW FORECAST

Why Should Y-.u Prepare a Cash
Flow Forecriss?

As stated eariier, one of the major problems that start-up
companies face is cash flow. On several occasions, prof-
itable ccmpanies have failed because of lack of cash. As
the mianager of your cash, you can anticipate temporary
cash shortfalls and have sufficient time to arrange short-
term loans if needed.

A cash flow forecast shows the amount of cash com-
ing in and cash going out during a certain month. The
forecast will also show a bank loan officer (or you) what
additional working capital, if any, the business may need.
Additionally, it provides evidence that there will be suffi-
cient cash on hand to make the interest payments on a re-
volving line of credit or to cover the shortfalls when cash
outlays are greater than cash receipts.

Computer spreadsheet programs such as Microsoft
Excel or any variety of full-faceted business software can
be very useful for cash flow worksheet development. Re-
liable cash flow projections can bring a sense of order,
well-being, and security to your business. The most im-
portant tool owners and managers have available to con-
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Preparing a Cash Flow Forecast

trol the financial liquidity of their business is the cash
flow worksheet.

How Do You Get Started?

Step One: Consider Your Cash Flow Revenues
Find a realistic basis for estimating your sales each month.
For a start-up, the basis can be the average monthly
sales of a similar-sized competitor that is operating in a
similar market. Be sure to reduce your figures by a factor
of about 50 percent a month during the start-up year.
There are also publications available in libraries and
bookstores that discuss methods of sales forecasting.

For an existing company, sales revenues from the
same month in the previous year make a good basic for
forecasting sales for that month in the succeeding year.
For example, if the trend in the industry precdicts a gen-
eral growth of 4 percent for the next year.-it will be en-
tirely acceptable for you to show each m¢nii’s projected
sales at 4 percent higher than your actual sales the previ-
ous year. Include notes to the cash i'ov/ to explain any un-
usual variations from the previous yvear’s numbers.

Step Two: Consider You: Cash Flow Disburse-
ments Project each of tie various expense categories
(normally shown in your ledger) beginning with a summary
for each month of.ti:e cash payments to suppliers as well as
your wages, rent;and equipment costs (accounts payable).

Each montn shows only the cash you expect to pay
out that month to your suppliers. For example, if you
plan to pay your supplier invoices in 30 days, the cash
payouts for January’s purchases will be shown in Febru-
ary. If you can obtain trade credit for longer terms, then
cash outlays will appear two or even three months after
the stock purchase has been received and invoiced.

An example of a different type of expense is your in-
surance expenditure. Your commercial insurance pre-
mium may be $2,400 annually. Normally, this would be
treated as a $200 monthly expense. However, the cash
flow will not see it this way. The cash flow wants to know
exactly how it will be paid. If it is to be paid in two install-
ments, $1,200 in January and $1,200 in July, then that is

e
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how it must be entered on the cash flow worksheet. The
same principle applies to all cash flow expense items.

Step Three: Reconciliation of the Revenues and
Disbursements The reconciliation section of the cash
flow worksheet begins by showing the balance carried
over from the previous months’ operations. To this it will
add the net inflows/outflows, or current month’s receipts
and disbursements. This adjusted balance will be carried
forward to the first line of the reconciliation portion of the
next month to become the base to which the next month’s
cash flow activity will be added and/or subtracted.

Making the Best Use of Your Cash Flow

Cash flow plans must be modified constantly as you learn
new things about your busitiess and paying customers.
Since you will use this'casli tlow forecast to regularly
compare each month’s proiected figures with each month’s
actual performance figures, it will be useful to have a sec-
ond column fer~the actual performance figures right
alongside each/oi the “planned” columns in the cash flow
worksheet. Look for significant discrepancies between the
planned and actual figures. (See Figure 1.5.)

For example, if the business’s actual figures fail to
meet your cash receipt projections for three months in a
10w, this is a signal that it is time to revise the year’s projec-
tions. It may be necessary to apply to the bank to increase
the upper limit of your revolving line of credit. Approach-
ing the bank to increase an operating loan should be done
well in advance of the date when the additional funds will
be required. Do not leave cash inflow to chance.

DESIGNING A CASH FLOW WORKSHEET

There are a variety of ways a cash flow forecast could be
presented. The best way is to show only revenues from
operations and the proceeds from sales.

The format should be a double-width column along
the left side of the page for the account headings, then
two side-by-side vertical columns for each month of the

e



CCC-Kaplan 1 (1-56) 1/14/01 3:18 PM Page 25 $

Summary ZS
FIGURE 1.5 Sample cash flow—planned versus actual.
April April May May

Item Planned Actual Planned  Actual
Cash Revenues/Cash In $22,000 $18,500 $24,000 $22,500
Cash Disbursements/Cash Out
Wages $10,000 $11,500 $11,000 $12,000
Commissions $2,000 $1,500 $2,000 $2,000
Rent $3,500 $3,500 $3,500 $3,500
Equipment payment/computers $12,000 $12,000 $12,000 $12,000
Total cash out $27,500 $28,500 $28,500 $29,500
Reconciliation of Cash Flow
Opening cash balance $5,000 $5,000 ($500) ($5,000)
Add: Total cash revenues in $22,000 $18500 $24,000 $22,500
Deduct: Total cash disbursements
out $27,50C..$28,500 $28,500 $29,500
Closing Cash Balance
(Carry forward to next month) ($500) ($5,000) ($5,000) ($12,000)

year, beginning from the montix you plan to open (e.g.,
the first dual column might-be labeled “April Planned”
and “April Actual”).

From there, the cash flow worksheet breaks into
three distinctive sectinns. The first section (at the top left
portion of the-warksheet, starting below and to the left of
the month names) is headed “Cash Revenues” (or “Cash
In”). The second section, just below it, is headed “Cash
Disbursements” (or “Cash Out”). The final section, below
that, is headed “Reconciliation of Cash Flow.”

SUMMARY

Once a business idea is determined to be worthy of further
consideration, you must assess its potential. Often, after you
select an approach to the market and do the necessary re-
search, you will need to revise your concept, adding refine-
ment and sophistication to your original spark of an idea.
Generally, there is a great deal of useful information
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that is readily available. Often our market research objec-
tives must be modified to use available information. In
some cases, you may choose to survey the market to ac-
quire data geared specifically to your needs. In every case,
you must apply some judgment to the data since you are
trying to project your future prospects.

When you complete this step, the planning and de-
veloping process starts. All ideas must be screened and
evaluated to determine the feasibility of the opportunity.
The best ideas are evaluated through the development,
test marketing, and managing the resources to success-
fully launch the business.

From the market research results, you must fine-
tune your plan. You should also be a%i= (0 provide the an-
swers to the following questions:What segment(s) of the
market can your product or service serve? What does it
have to offer the market? Who are your customers? How
will you promote and maiiret the product or service?

Preparing a mouthly cash flow forecast highlights
the actual cash effe<tand timing of the company’s rev-
enue and expenses. For example, the company may
generate revenuc in September but not actually receive
the cash untit October or November. Used properly, this
will previce you with the means to keep your business
decisionr making on track and your inventory purchas-
ing under control. It will also serve as an early warning
indicator when your expenditures are running out of
line or your sales targets are not being met. Your idea
should be tested thoroughly by preparing a cash flow
forecast.

In the next chapter, we’ll take the next step to apply
the marketing plan for your business.

ADDITIONAL RESOURCES

Allbusiness.com (www.allbusiness.com): “Solutions
for growing business.”

Digitalwork.com (www.digitalwork.com): “Your
business workshop.”
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Additional Resources

Edge.low.org (www.edge.low.org): “A peer-learning

community for growing your company.”

Entreworld (www.entreworld.org): “A world of re-

sources for entrepreneurs.”

Ideacafe.com (www.ideacafe.com): “A fun approach

to serious businesses.”

Office.com (www.office.com): “This new way we

work.”

Onvia.com (www.onvia.com): “The premier emar-

ketplace for small businesses.”

Small Business Administration (www.sba.gov):

“Helping small businesses to succeed.”

Smartonline.com(www.smartonline.com):
business answers from small-business owners.”

Workz.com (www.workz.com): “Helping sri:ail busi-

nesses grow and prosper online.”
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