FINANCIAL PROJECTIONS 101
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Creating financial projections for your business, particularly for a start-up, is both an art and a science.
Although investors and lenders want to see cold, hard numbers, it is tough to predict your financial
performance three years down the road, especially if you are still raising seed money. Regardless, a
short- and medium-term financial projection is a required part of your business plan if you want serious
investors’ attention.

Go Beyond the Income Statement

The income statement (or profit-and-loss statement) is a standard measuring tool used to convey your
projected revenues and expenses. A good financial projection also will include a projected balance sheet,
which shows the breakdown of assets, liabilities and owner’s equity. In addition, it will include a cash flow
projection, which reveals the actual movement of cash through your company in a given period.

Your financial projections should include estimates of how much money you plan to borrow and interest
repayments on those loans. Additionally, be sure to follow the Generally Accepted Accounting Principles,
or GAAP, which are set forth by the Financial Accounting Standards Board, the private-sector
organization responsible for setting financial accounting and reporting standards in the U.S. If financial
reporting is new territory for you, have an accountant review your projections.

Provide Short-Term and Medium-Term Projections

You should be able to offer investors:

= A short-term projection of the first year, broken down by month

= Athree-year projection, broken down by year

= A five-year projection. Don’t include this one in the business plan, since the further into the future you
project, the harder it is to predict; however, have it available in case an investor or lenders asks for it.

When projecting growth, consider the state of the market in which you are operating, as well as trends in
raw material and labor costs, and whether you foresee needing additional funding in the future.

Make Your Assumptions Reasonable and Clear
As mentioned before, financial forecasting is as much art as it is science: You'll have to
assume certain things, such as your revenue growth, how your raw material and
administrative costs will grow, and how effective you'll be at collecting on accounts
receivable. It's best to be realistic in your projections as you try to recruit investors. If your
industry is going through a contraction period and you're projecting revenue growth of 20
percent a month, red flags will begin to pop up.

=  Avoid volume discount pricing. If your product/service costs X, don't casually assume that the more
you sell will always lower your company's overall costs year after year. Sales growth costs money.

=  Compare results to your industry. A common mistake of startup entrepreneurs is to prepare
projections in a vacuum. If for example, you are starting a restaurant with super high projected profit
margins, you better have a good reason why you can produce this exceptional result. Investors and
lenders will compare your projections to established reality. Similarly if you tell investors that one day
a corporation will pay 3 times your projected revenues to buy your business, find at least one recent
transaction to support your position.

= Don't force the numbers. It is true that seed and early stage investors seek out reasonable
opportunities to earn rates of return over 30% to 40% before opening their checkbooks.



Still, it's not worth backing into artificial sales and expense numbers just to reach assumed rate of
return, sales growth or profitability goals. Lenders expectations are usually lower since they are more
interested in long term growth and revenue instead of short-term goals.

= Pay attention to your best work. If your projections represent an honest assessment of profitability
and sales growth, and you don't think the numbers are big enough to attract investors or less
demanding lenders, don't abandon the work in favor of the fantasy-like "blue sky" projections. Good
projections can be good fortune tellers (or loss of fortune tellers too). Maybe this business idea or
approach is not really worth your money and personal sacrifice? After all, not all product ideas make
good businesses.

= Know your gross profit margins. As a consumer product manufacturer or service provider and
marketer, your product's investment viability will be judged initially by its gross profit margins. Be
prepared to provide an itemized cost of goods sold to support your projections.

Where to start?

; Your projected financial statements should be based on:
( 1. An analysis of your company’'s historical financial data or the financial data of
4 other similar businesses.
| 2. Knowledge of your industry and general economic trends.
3. An estimate of how a proposed financial package will change the future events in

0 . the company.

Sources of information on which to base your projected revenues and expenses include:
=  Trade Journals

= Suppliers to your industry

= QOther businesses within your industry

= Government statistics

= Colleges and universities

= Trade Organizations

The public library is also a good source of business information for financial projections, and your
business plan in general. Most public libraries have a reference librarian who can help you locate
business information. Local Chambers of Commerce, City and State economic development offices and
professional research services are all excellent sources of business information.

Revenues for retail stores can be projected based on the number of customers per hour multiplied by the
average purchase multiplied by the number of days per month and hours per day the store is open. For
instance, through research you determine that your store will have an average of 10 customers each
hour, seven will browse and three will end up making a purchase averaging $12.50 each. If your store is
open six days per week, 10 hours per day, the store’s weekly gross would be calculated as follows:

6 days x 10 hours x 3 clients x S 12.50 = $2,250.00 per week
$2,250.00 per week x 4.33 weeks = $9,742.50 per month

There is no "right" way to arrive at projection totals. Use the method that results in the most likely
attainable figures which can be substantiated.

Another method would be as follows: You are planning to open a retail flower shop. Checking with trade
associations you find that the Retail Florist Trade Association of America has statistics that document that
the average annual gross revenue of retail florist whose square footage is between 1,800 & 2,500 (as an
example) is $120.00 per square foot.



If your store will be 2,000 square feet and similar in market conditions, you can reasonably project your
store will gross $240,000 per year. If further the florist association statistics detailed gross revenue
percentages by month such as 20% in December, 10% in January, 15% in February, etc., these numbers
would provide you with reasonable projections for each month of operation.

For a new business, projections are the only way to justify the loan because there are no historical
records of the company to demonstrate that the business can repay the loan out of profits. For new
businesses the projections demonstrate your ability to repay the loan.

Financial projections should be supported from figures collected from the experience of other similar
businesses or industry data. Support for the figures is essential. Most lenders require the loan be paid
back from proceeds of the business itself.

Estimates will never be correct, but sales projections are necessary to determine if the business has a
theoretical chance of success and repayment of the loan. Actual sales will depend on the ability of the
manager as well as the product / service - that is why the lender relies on other important considerations
such as evaluation of management.

With gross sales revenue projected, cost of sales can be projected using a markup. Most industries have
a normal markup. Your decision to follow the trend, markup at a higher rate or lower rate will depend on
you. Make sure you find out what the normal markup is for your industry,

Some expenses can be estimated easily, others require a little more speculation. Some expenses such
as insurance and lease payments can be determined by talking with vendors. Utility costs can be
determined by asking the utility company for an energy survey or an estimate based on previous
occupancy. Other expenses such as payroll or travel will require a little more judgment.

Other expenses like interest cost and depreciation cost can be calculated by using simple math. The
PADD provides Excel spreadsheets that can help you to calculate those costs. You will also find
spreadsheets that can be used to prepare the financial projections itself:
http://www.purchaseadd.org/Business Lending/Forms_Loans.html

Substantiate your projections by including the source or basis of estimates in your assumption statement.
The more definite the estimate, the more acceptable the projections will appear to the loan officer.

New businesses must rely on solid judgment in creating projections. Keep in mind your
projections must be reasonable for your industry, type of business, location, customer
segment, etc. Don't expect a lender to approve pie-in-the-sky financial projections.
Lenders tend to shy away from overly optimistic projections. Your objective is to produce
realistic and attainable projections.

Your pro forma financials should provide clear answers to the fundamental questions:
=  What major capital purchases will be needed? Property? Equipment? When?

=  What changes will be needed in operating cost expenditures? When?

=  What personnel-cost changes are expected? When?

= When will the operation break even?

Example

A closed down retail store in prime location is available to rent / lease for $28,000 per month, including
water and heat. The renter will be responsible for electrical costs. The store does not have any inventory
but some equipment left that the new renter can use. The applicant is proposing to open a home
furnishing / household items store and is requesting a $468,000 loan with a term of 10 years and a 9.50%
interest rate. The loan proceeds will be used to purchase inventory, more equipment, provide some
Working Capital as well as allow for a month prepayment in leases.



Total Project Costs are $520,000 and the applicant is providing 10% ($52,000) as equity injection. Note
that most lenders will not provide a 10 year term for a loan that is mainly used to purchase inventory, but
for the ease of this example, a 10 year term was assumed.

Income Statement

The income statement (profit and loss statement) shows the revenue, expenses, and net income (or net
loss) for a period of time. Net income is the amount by which total revenue exceeds total expenses. The
resulting profit is added to the retained earnings account in the balance sheet (accumulated earnings of a
company since its inception less dividends).

A net loss reduces the retained earnings account. The projected income statements demonstrate that
your business has the ability to earn profits over time.
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Income

Revenues -1 % 1,976,000 $ 2,074,800 $ 2,178,540
Cost of Sales / Goods Sold (COGS) | - | $ 1,213,659 $ 1,274,342 $ 1,338,059
Gross Profit $ 762,341 $ 800,458 $ 840,481
Expenses

Accounting / Legal -1 % 6,500 $ 6,800 $ 7,115
Advertising & Promotion - % 15,000 $ 12,360 $ 12,731
Bank Charges -1 % 41,496 $ 43,571 $ 45,749
Salaries & Benefits -1 % 246,643 $ 254,042 $ 261,663
Consulting Fees -1 % 2,400 $ 0 $ 0
Insurance -1 8 1,000 $ 1,050 $ 1,103
Rent / Lease - Facilities -1 % 336,000 $ 336,000 $ 336,000
Licenses & Fees -1 8 500 $ 510 $ 520
Maintenance -1 % 600 $ 612 $ 624
Office Supplies -1 8 2,700 $ 2,754 $ 2,809
Security - % 720 | $ 742 $ 764
Telephone -1 % 1,800 $ 1,836 $ 1,873
Utilities - % 4,200 $ 4,410 $ 4,631
Miscellaneous -1 % 3,600 $ 3,636 $ 3,673
Total Operating Expenses $ 663,159 @ $ 668,323 $ 679,255
EBIDTA * -1 % 99,182 $ 132,135 $ 161,226
Depreciation B $ 4,916 $ 4,916 $ 4,916
Operating Profit $ 94,266 $ 127,219 $ 156,310
Interest Expense ** -1 8 43,199 $ 40,274 $ 37,059
Earnings Before Taxes $ 51,067 $ 86,945 $ 119,251
Income Taxes -1 8 17,873 $ 30,431 $ 41,738
Net Income Al S 33,194 | $ 56,514 $ 77,513
Owner Withdrawal $ 0 $ 0 $ 0
Change in Retained Earnings $ 33,194 | $ 56,514 $ 77,513

* EBIDTA = Earnings Before Interest, Taxes, Depreciation and Amortization
** A $468,000 loan with a term of 10 years and 9.50% interest was assumed
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alance Sheet

The balance sheet is a statement of financial position that shows total assets = total liabilities + owners'
equity. Financial position refers to the amount of resources (i.e., assets) and the liabilities of the business
on a specific date. The purpose of the balance sheet is to report the financial position of a business at a

particular point in time (usually at year end).

Owners' equity is the residual interest, or the amount of the assets to which the owners have claim
because creditor claims (liabilities) legally come first. Owners' equity in a business derives from two
sources:

(1) Paid-in capital, which is the investment of cash or other assets in the business by the owner or

owners; and

(2) Retained earnings, which are the accumulated profits of the business less the losses and

withdrawals.
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Current Assets

Cash

Inventory

Accounts Receivable

Prepaid Leases / Prepayments

Total Current Assets

Fixed Assets

Land & Buildings **

Equipment, Fixtures & Furniture
Less: Accumulated Depreciation

Net Fixed Assets

Total Assets

Short-Term Liabilities
Accounts Payable

Current Portion Long-Term Debt ***
Customer Deposits

Other Short Term Debt
Total Short Term Liabilities
Long Term Liabilities

Long Term Debt ****

Total Liabilities

Equity

Paid-in Capital

Retained Earnings

Total Equity

Total Liabilities & Equity
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33,150
425,000
0
28,000
486,150

33,850

33,850
520,000
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468,000
468,000

52,000
0
52,000
520,000

Pro-Forma Balance Sheet at the time of loan / capital injection
The business doesn’t own any buildings / land and is instead leasing them (see lease expenses in Income Statement)
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110,697
425,000
0
28,000
563,697

0
33,850
4,916
28,934
592,631

68,908
32,396
0

0
101,304

406,133
507,437

52,000
33,194
85,194
592,631

Includes the amount of principal payments that are scheduled for the next year
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210,697
424,781
0
28,000
663,478

0
33,850
9,832
24,018
687,496

139,654
35,611
0

0
175,265

370,522
545,787

52,000
89,709
141,709
687,496
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243,259
446,020
0
28,000
717,279

0
33,850
14,747
19,103

736,382

146,637
39,145
0

0
185,782

331,377
517,159

52,000
167,223
219,223
736,382

**** |ncludes the amount of principal payments that are scheduled for year 2 and after; the amount in long term debt plus the
current portion of long-term debt equals the actual loan balance



Cash Flow Statement

Revenue does not necessarily mean receipt of cash (money received), and expense does not
automatically imply a cash payment (money paid). Net income and net cash flow (cash receipts less cash
payments) are different. For example, taking out a bank loan generates cash, but this cash is not revenue
since no merchandise has been sold and no services have been provided. Loan repayments consume
cash, but do not reduce income - they are recorded as a reduction to liabilities.

In our income statement example (above), although net income for Year 1 was $33,194, cash flow was
$77, 547. The beginning cash balance in Year 1 was $33,150. Cash flow in Year 1 was $77,547. Add the
two, and the ending cash balance in Year 1 becomes $110,697. Your statements "tie together." This is a
simple check potential investors and lenders will perform.

7 S 7 M N RN

Net Income $ 33,194 $ 56,514 $ 77,513
+ Depreciation B $ 4,916 $ 4,916 $ 4,916
= Gross Funds Flow $ 38,110 | $ 61,430 $ 82,429
.. Change: Accounts Receivable C ' $ 0o | $ 0 $ 0
.. Change: Inventory D $ 0o | $ (219) $ 21,239
.. Change: Pre-Payments E 9 0 | $ 0 $ 0
= Total Operating Needs / Uses $ 0 |3 (219) $ 21,239
+ Change: Accounts Payable F| $ 68,908 | $ 70,746 $ 6,983
+ Change: Customer Deposits G $ 0 | $ 0 $ 0
= Total Operating Sources $ 68,908 $ 70,746 $ 6,983
= Net Operating Cash Flow $ 107,018 @ $ 132,396 $ 68,173
J. New Assets ** H

.. Repayment: Short Term Debt I $ 0 $ 0 $ 0
.. Repayment: Long Term Debt J | $ 29471 | $ 32,396 $ 35,613
= Total Non-Operating Needs $ 29,471 | $ 32,396 $ 35,613
+ New Short Term Debt *** | $ 0 | % 0 % 0
+ New Long Term Debt *** J | $ 0 | $ 0 | $ 0
+ New Equity *** K| $ 0 | $ 0 s 0
+ Sale of Assets **** H $ 0 | $ 0 s 0
= Total Non-Operating Sources $ 0 $ 0 $ 0
= Net Change in Cash $ 77,547 | $ 100,000 $ 32,562
+ Beginning Cash $ 33,150 @ $ 110,697 $ 210,697
= Ending Cash $ 110,698 @ $ 210,697 $ 243,259

* Search for the corresponding letters in the income statement (profit-and-loss statement) and balance sheet to see where the
numbers used in here originated from

**  New Fixed Assets purchased / obtained during the last fiscal year

***  New loans or debts taken on during the last fiscal year. Even if the total amount of debt is lower at the end of the current fiscal
year than the year before, it does not necessarily mean that no new debt occurred. If you paid off a huge portion of debt and at
the same time took on a new loan (that was maybe used to finance the payoff of other loans), that new loan amount needs to
be entered here.

*+% Eixed Assets sold during the last fiscal year



