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THE BUSINESS PLAN AND
ITS ENVIRONMENT
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Business planning is the process of creating a picture or model of what a business unit will be. The model is a document made up of words and numbers, designed to give a reader an image of what the organization will look like at some time in the future.

The numbers represent projected financial statements. The words should describe the business in a realistic yet concise way, discuss broad strategic issues, detail the handling of short-term tactical questions, or amplify the financial projections. The image conveyed by a good plan is quite complete and includes information on products, markets, employees, technology, facilities, capital, revenue, profitability, and anything else that might be relevant in describing the organization and its affairs.

The plan describes the who, what, when, where, why, how, and how much that make the business concept come alive in the minds of its owners and managers. A good plan should be like an adventure story. It needs to excite an interested reader.

COMPONENTS AND STRUCTURE

Most business plans have a fairly standard structure that we can visualize as a table of contents with various chapter headings. Most plans tend to have more or less the same chapters, usually called sections.

Each section addresses a major business issue or function: marketing, finance, production, etc. It’s useful to think of each section as a component of the business, and understand that a plan just like a business must have all of its components in working order to be effective. For example, virtually all plans have sections showing financial projections and dealing with marketing and management. What’s in the sections depends on the type of business. A plan for retailing won’t have a section on manufacturing, and a plan for manufacturing won’t talk about merchandising. But they’ll both have a section on operations under which the respective issues are covered.

What’s most important is that a plan have all of the right pieces. This idea isn’t as obvious as it may seem because some businesses have specialized requirements that other businesses don’t need. For example, in Chapter 9 we’ll be talking about the special features of service businesses while in Chapter 12 we’ll deal with e-commerce. We’ll see that certain issues need to be addressed for those types of business that simply don’t exist for, say, a traditional retailer. In order to write the “perfect” business plan, it’s necessary to know exactly what must be covered in detail and what can be glossed over or left out.

A GENERIC OUTLINE

What follows is a plan structure that works well for most enterprises.

Business Plan Outline



	Contents


	Executive Summary


	Mission and Strategy Statement


	Market


	Background


	The Customer Need


	Who the Customers Are


	Product/Service Description


	Strategy/Approach


	Competitive Analysis


	Pricing/Profitability





	Operations (of the Business)


	Sources of Input and Costs


	Processes


	Equipment





	Management/Staffing


	Backgrounds and Qualifications of Key Players


	Staffing Plan





	Financial Projections


	Current Financials (If an Existing Business)


	Projected Financial Statements


	Application of Funding Requested


	Capital Structure





	Contingency Planning


	Appendices


	Supporting Documents


	Additional Detail as Required













In the chapters that follow, we’ll talk about the meaning of each section and how to write them effectively.

SOME IMPORTANT IDEAS TO KEEP IN MIND

Inexperienced planners often become embroiled in the details of the various pieces of their business plans and end up with documents that don’t hang together well when finished.

Understanding a few broad concepts will help you maintain perspective and put together an excellent document. The following paragraphs should be read thoughtfully and kept in mind as you pull your plan together.

Major Divisions

A business plan is a sales vehicle in which entrepreneurs sell themselves and their ideas. It can be divided into three parts:



	Introduction


	Descriptive sections


	Financial projections






The introductory sections are the hook that has to catch the reader, usually an investor of some kind, and hold his or her attention long enough for you to get your more detailed ideas across. The introduction consists of the executive summary and the mission statement. They give the reader a quick overview of the business and why it’s worth his or her time and investment. These sections should be relatively short but should establish why a business opportunity exists.

The descriptive sections explain how you’ll make the business work. Each section addresses a different department or feature of the operation. The descriptive sections use both words and numbers, but tend to be mostly words. They have to convince the reader that the opportunity is real, establish the planner’s credibility as a source of information in the area, and demonstrate that the planner/ entrepreneur is a competent business person.

The financial projections are packaged in a separate section and consist of a standard set of financial statements that are projections for the future, but include recent history if the company already exists. We’ll talk a great deal about financials in Part Three. The important thing to understand for now is that financials must support the assumptions expressed in the descriptive sections of the plan and that the relationship between the two must be easy for the reader to understand.

This idea isn’t as obvious as it sounds. Personal computers and spreadsheet software have enabled people to construct financial plans that are so complicated that no one but the planner can understand what’s behind the numbers. That can be a big mistake because investors usually won’t buy into businesses unless they understand how the financial figures flow from the operating assumptions.

Words, Numbers, and Technical Jargon—How Much of Each?

A business document’s fundamental building blocks are words and numbers. How these are mixed and matched can make or break the document.

A plan that’s all words, promises, and discussions gives the reader a sense of imprecision, the feeling that while the idea may be good, the author probably won’t be too effective in implementing it. On the other hand, too many numbers or too much technical language can be confusing and irritating, especially if the material isn’t adequately supported.

Don’t minimize the importance of this balance. Imagine how your plan will be perceived by a reader whose background and skills may be very different from your own. Many plans fail because authors dwell on areas in which they themselves are the most comfortable. It’s important to strike a readable balance among qualitative, quantitative, and technical material.

Size and Level of Detail

When people start thinking about writing business plans, one of the first questions they ask is about length. How long should it be, how many pages? As one might suspect, there isn’t one answer to that question, but a few guidelines are appropriate.

Larger, more complicated businesses require longer, more detailed plans. A plan for a $200 million manufacturing start-up takes more justification than one for a restaurant in a shopping center.

Some businesses are more complex than others and take more explaining. For example, a manufacturing proposal generally requires more detail than a retail idea of the same size. The plan just needs to explain adequately what’s going on in the business.

However, a bigger plan isn’t necessarily a better plan because plans that are too long and complex will put people off.

So how much plan is enough? How do we package a full load of detailed thoughts, research, and analysis into something that looks and feels light, spirited, and easy to read?

The answer often lies in separately bound backup. Try to keep the basic plan document between twenty and sixty pages, but if that’s not enough to explain the whole business, expand each section in an appendix that readers can request if they want to see more detail.

The Whole Plan—Four Parts

The business plan is a little like a résumé. Its purpose is to get you in the door and give you the chance to make your presentation. If we think in these terms, we can look at the entire business plan as consisting of at least four pieces:



	The business plan document


	Prepared backup carrying additional detail


	The planner’s presentation


	What’s in the planner’s head






Everything you know about your business doesn’t go into the plan document. It can’t because you don’t have that much space. But successful planners have thought-out answers for almost any question that might be asked about their businesses. Preparing those answers is as much a part of business planning as writing the plan document itself.

The Three Ms of Business Planning

The three Ms of business planning are the three most important areas in which a plan communicates with its readers. No plan will be successful if it doesn’t tell its audience about:


The Market

The Management

The Money



Other sections may be more or less important depending upon the nature of the business, but every plan must be strong in these areas. Readers want to be convinced that there’s a market for whatever you’re selling and that you can reach it. They want to know who’s running the business and what their qualifications are. And they want to be told how the business’s financial performance will allow them to get their investments back.

Keep the three-M idea in mind while preparing your plan.

A Sample Business Plan

So far we’ve been talking about abstract concepts. At this point it’s a good idea to get a sense of what a written plan actually looks like. Appendix E contains sample business plans. The first is for a relatively simple retail business. Look that one over now to get a general idea of the document’s structure.
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THE VALUE OF BUSINESS PLANS AND PLANNING

Business plans are prepared by large and small companies so that they can chart where they’re going in the future. Both the planning document and the processes by which it’s created have separate values in that they each play an important role in effective management.

The business plan document serves two concrete purposes and provides an incidental benefit.



	It’s indispensable for getting help from others, especially financial backers.


	It provides a guide for running operations once the enterprise is started and on its way.






The incidental benefit of planning is the actual process:



	The planning exercise pulls the management team together and forces the entrepreneur(s) or manager(s) to more fully appreciate the task ahead of them.






A few words about this last idea first.

Impact on Management

The planning process galvanizes the management team into a cohesive unit with common goals. It helps everyone understand what the objectives of the organization are, why they’re important, and how management intends to achieve them. Creating a plan for a small business forces the entrepreneur to think through everything that has to be done to get the business going or to keep it afloat. If there’s more than one owner, the planning process helps everyone understand what he or she has to do for the company and what each owner can expect out of it.

This is especially valuable for start-ups. Pre-start-up planning helps the entrepreneur establish his or her ideas and put them to a hard test of dollars and cents. The exercise often reveals an ill-conceived idea that isn’t worth pursuing. Conversely, good ideas emerge buttressed with logic and calculations showing them to be viable.

Because it’s far better to abandon a bad idea in the planning stage than after sinking thousands into it, would-be entrepreneurs should do careful plans for this purpose alone.

Financing Sources and Other Outsiders

If you want people to join you in an enterprise, they will expect you to show them a business plan. Plans explain the company’s goals and methods to outsiders—especially in small businesses.

It’s simply a fact of life that financial backers require high-quality business plans before considering requests. Therefore, people who want to start businesses must go through the business planning experience unless they already have all the money they need.

This reason for planning is so important and pervasive that many entrepreneurs think of business plans only as funding documents. But business owners shouldn’t ignore the other benefits of planning, because they can be very significant.

A Road Map for Running the Business

Finally, business plans are marvelous retrospective devices. Owners and managers generally have an idea of where they want their businesses to go, but usually can’t steer a straight course in getting there. Unfortunately, the realization that the firm isn’t headed in the right direction often takes them by surprise and leaves them confused about what’s wrong. In other words, being overdrawn at the bank is bad, but being overdrawn and not knowing why spells real trouble. Fortunately, prior business planning can just about always eliminate the confusion.

If a business is going off course, comparing its actual performance to the plan is the best way to understand the problems and come up with solutions. Being in business without a plan is like traveling without a road map. Things are okay as long as you’re on familiar ground, but if you get a little lost, you’re in big trouble. A plan projects where we’re going and gives us the means of correcting our course along the way. It is truly a road map for running a business. For example, suppose profits in your first year are turning out below expectations. Without a plan you’re unlikely to know if the problem is low sales volume, bad pricing, or higher than expected cost in one or more of a number of areas. A plan tells what you assumed at the outset for these elements and lets you compare each to actual performance. Then you can immediately isolate the trouble spot and take corrective action.

THE BROAD BUSINESS PLANNING PROCESS

Business planning is a much bigger subject than most people think. In this chapter we’ll review the full range of planning activity and explore how the entrepreneur’s business plan fits in.

Four Kinds of Planning

People who look into the future of companies actually do so in four separate ways. Each is a distinct management process and can result in a different planning document. Large, sophisticated companies tend to do the four processes separately, while small firms tend to do one combined exercise and label the result “the business plan.” It’s important to understand all four parts to be sure your business plan picks up the right pieces.

Although there is some overlap in terminology, the four kinds of planning are commonly known as strategic planning, operational planning, budgeting, and forecasting. These differ according to three attributes: (1) the length of time over which we look at the business, often called the planning horizon, (2) the level of detail in which we plan, and (3) the kind of issues we consider.

NOTE: Terminology regarding the types of planning can sometimes be confusing. Some people talk about an annual operating budget, while others mention a long-term forecast. The words outlook and view are also used. The important distinction is the length of the planning horizon:
Multi year—Long term, strategic
One year—Intermediate term, operating
3 to 6 months—Short term, budgetary
Up to 3 months—Very short term, forecast

Strategic Planning

Strategic planning involves broad, conceptual thinking about the nature of the business, what it does, and who it serves. It’s generally an exercise in which we try to predict in rough terms what the business will do and become over a period of several years (usually five).

Strategic planning begins by questioning the company’s very existence. Why is the firm doing what it does? Would it be better off doing something else? What customer need does it serve? How? What opportunities exist in the marketplace? What threats? Strategic planning demands that a company develop a mission and a charter, that it define what it does and why, while it states its loftiest goals.

Once that is established, strategic planners look forward over several years and consider broad, sweeping issues. At the end of five years, will our business be in the same lines of endeavor? In the same geographic areas? How large will we have grown? Who will be our competition and how will we fight them? And so on.

Strategic planning deals with concepts and ideas expressed mostly with words rather than numbers. The numbers we do use tend to be simple and approximate. For example, a strategic plan might simply state the desire to be number one or two in the industry based on some defined measure. Or we might say that we want our sales to be about $50 million a year. Financial statements are projected in strategic planning, but they’re approximate and ideal. The fifth year generally shows the best financial results anyone in the business could ever expect. The strategic plan is often called the long-range plan or the five-year plan.

The importance of strategic planning is a little hard to grasp in the context of small, family-run businesses, but it becomes immensely important as the company and its resources get larger and more complex. Some industries also seem to have more strategic issues than others.

Staying in business, earning a reasonable profit, and stocking what customers want may be the extent of strategy for a neighborhood grocery store. But even a modest-sized computer company must address issues of changing technology, developing a competence vis-à-vis the competition, marketing approach, customer requirements, level of service, and so on.

Most of today’s entrepreneurial business planning considers strategy implicitly in the description of one’s product and the market that exists for it. However, with modern strategic thinking, a planner can do a much better job of formulating why he or she is in business and where that business is going. Systematic strategic thinking says that a business must first analyze itself, its industry, and the competitive situation. Then, it must construct an approach that takes advantage of its strengths and minimizes the vulnerabilities caused by its weaknesses.

The key strategic question an entrepreneur must satisfactorily answer is: What distinctive competence does my business have that will set it apart from others?

Operational Planning

Operational planning involves translating business ideas into concrete, short-term projections, usually for about a year. The operational plan is sometimes referred to as the annual plan. Operational planning is more detailed than strategic planning, but it is still not highly detailed. We talk in terms of thousands of dollars rather than in dollars and cents.

In operational planning, we try to specify how much we will sell, to whom and at what prices. We also determine where we will get our labor, materials, and equipment, what they will cost, where we will produce, what we can expect to earn, and so on.

Major short-term goals are generally set in the operating plan. Revenue targets and profit objectives are established. Sales quotas and product development milestones are laid out. Compensation and bonus systems are generally specified in this exercise. The words operational or operating mean having to do with the actual running of the business.

An operational plan is typically about an even mix of words and numbers. What’s going on is explained in words but backed up with fairly detailed financial projections.

Budgeting

Budgeting is the process of making accurate financial projections over a relatively short term, say, several months. Budgeting is commonly done quarterly.

Budgeting tries to determine exactly how much money will flow in and out of the organization and fixes responsibility on specific people for making it happen. The time frame is too short to make major changes in the business, but we do need to think about how we will guarantee our sales levels and control our expenses. We try to predict exactly how many dollars will be spent in each department and on exactly what items: salary, material, travel, etc. Along with that, we try to predict precisely how much we will sell and at what cost.

There are fewer explanatory words in a budget because programs have already been established and the opportunity for conceptual change is limited.

Forecasting

Companies use forecasting when they want to know where they are financially, that is, how they’ll close out the month or year with respect to profits and cash flows. Forecasting is simply a detailed estimate of where the business’s financial momentum will carry it over a short period.

If the forecast yields an unsatisfactory result, we can sometimes take some very short-term actions to achieve our objectives. For example, if sales for the month look as though they’ll be a little low, we can try to ship some product that normally wouldn’t have gone out until the next month to make up the shortfall.

Forecasting is especially important with respect to cash requirements. If a company is to pay its bills and make its payroll, management needs a very accurate picture of the cash it expects to come in and go out over the next few weeks and months. If a temporary shortage is predicted, a relationship with a bank has to be set up to keep the firm running until collections catch up with disbursements.

RELATING THE SMALL BUSINESS PLAN TO THE BROAD PLANNING PROCESS

It helps to think of the entire planning process as a spectrum. On one end we have the broad, conceptual thinking of strategic planning, while on the other we have the numerical detail of forecasting:
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As we move from left to right, the planning horizon (time covered) gets shorter, and the documents progress from qualitative to quantitative, that is, from being mostly words to mostly numbers.

Ideally, companies practice the whole spectrum. That’s the way most large companies operate, producing different planning documents for each segment of the spectrum. When companies regularly prepare all the pieces, they gain the benefits of the process as well as the usefulness of the resulting documents. Hence, a company that periodi-cally goes through a budgeting process does not do so just to come up with a profit figure, but also to make sure that everyone knows his or her responsibilities for the coming months.

Venture capitalists and small business entrepreneurs tend to think in terms of just one planning document, the business plan. It’s the entrepreneur’s document. Small companies tend to do only the plans that someone outside of the company demands of them, most notably the bank. They produce a plan when they are just getting started and update it later if they need something from the bank or another outside source of funding.

We certainly don’t recommend such infrequent planning. Small companies should do a complete planning exercise at least once a year and establish budgets on a quarterly basis. But in the real world, time pressures get in the way, and people only do planning when they have to.

The small business business plan bears a definite relationship to the full planning spectrum we’ve been discussing. The people who read business plans for start-ups and relatively small companies have clear expectations of what should be included, so it’s important that the writer understand those expectations in terms of the planning spectrum. If we lay the spectrum out again, we can indicate graphically how the small business plan relates to the overall picture.
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The small business plan blends three of the exercises along the spectrum. It includes some of the elements of strategic planning and some of the elements we think of as budgeting. However, it generally includes everything under the heading of operational or annual planning.

The small business plan need not cover the broadest strategic issues. For example, an entrepreneur doesn’t have to discuss why he or she chose this business over others, because that decision has already been made by the time the entrepreneur prepares a business plan. The plan does, however, have to establish that a market clearly exists and that it can be served by the proposed business. The small business plan must also make longer-term, strategic projections for what the business will be three to five and even ten years out.

The entrepreneur’s plan must also do everything the big corporation’s annual operating plan does: provide a thorough rationale for the concrete actions planned in the next (first) year and make some fairly detailed projections of quantities, headcounts, and dollars over that period.

Finally, the small business plan has to go beyond the operating-plan level and break the first year down into quarterly and monthly detail. This is a budget-like process. A small business plan must predict the detailed funding requirements that backers are being asked to provide. It need not, however, forecast how every dollar is to be spent.

The planning spectrum helps a planner focus on what his or her business plan has to accomplish. You’re writing the plan to explain your strategy, operations, and budgets. Concentrate on the left-hand side of the spectrum. Your document has to have just the right amount of strategic thinking to capture and hold your readers’ interest while you lock them in with the competence of the detail that follows.

That’s crucial. The perfect business plan is convincing not only because it creates a conceptual excitement by discussing the business idea and why it will succeed but also because it demonstrates the author’s business competence through a thorough, detailed discussion of what has to be done to make the idea happen.
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When people are asked to define a business plan succinctly, their answer generally is something like: “A business plan is a portrayal of the future of a business unit. It’s a forecast of how the business will fare over future months and years.” No problem so far, but when people are pressed for more detail, definitions diverge, generally according to the respondent’s background. An accountant says, “It’s basically a budget.” A marketeer maintains that, “It’s primarily a market analysis describing customers, competitors, and our share strategy.” Whereas an engineer tells us, “A business plan describes how we will overcome our product development obstacles and why our product is the best.” Finally, the treasurer maintains, “It tells how much money you need and where it’s coming from.”

People will usually acknowledge that a complete business plan contains all of the elements of an actual business: financials, marketing analysis, product development detail, personnel evaluations, manufacturing methods, etc. In spite of that general agreement, when tasked with developing a plan, they produce entirely different documents.

FOCUSING ON THE PLAN AS A SALES TOOL

It is helpful if we focus for a moment on what we want a business plan to do for us rather than on what it is or who wrote it. A business plan should be a sales tool, a document used in selling an idea. The idea being sold is the business itself and how it is to be run whether we’re talking about a proposed new venture, an existing concern, or a division of a larger company. In every case, the person responsible for the plan is selling to others his or her ideas on what the business is and how best to operate it. The others are people that the business planner wants something from, usually investment, cooperation, or, in the context of a large corporation, the continuation of his or her mandate to run the division.

The business plan is first a marketing tool for selling the business idea. (Although a plan is also an excellent control device for running a business, not many people go to the trouble of putting together a formal document unless they need to enlist the aid of another party.) A business plan is not something that has a value in and of itself; nor does it have to take some particular form or shape. It can be thought of as an advertisement: it needs to catch the reader’s eye, hold it, and convey a message. And like an advertisement, it needs to be tailored to a specific audience. This is a central point: what a business plan should look like and what it should say depends on who the target audience is.

THE TARGET AUDIENCE PRINCIPLE

This idea is so important that it needs to be stated as a principle and kept in mind throughout all of our work in planning.

The Target Audience Principle of Business Planning

Business plans written for the right audience will win if they are otherwise well executed.

Business plans written for the wrong audience will lose no matter how well they are executed.

Putting the principle into practice involves following three simple rules:

1. The plan’s emphasis must be in the area the audience sees as the most critical. This is usually defined by the criteria upon which the audience is measured.

AND…

2. The plan must offer to meet the measurable goals and objectives that are valued by the audience.

BUT…

3. Every business plan must have a section that at least addresses all business functions and critical issues.

The third point needs to be included because it’s easy for the entrepreneur or executive planner to leave out things that have to do with business areas in which he or she is not experienced. This leaves a vulnerable area in the plan through which the entire proposal can be shot down.

This is very important to remember. Business plans are submitted to people who have a great deal more experience in the review and negotiating process than those who have done the planning. It’s a little like negotiating with a car salesperson. The customer is inherently at a disadvantage because he or she goes through the process only once every few years while the salesperson does it every day. So, in order to succeed, the planner really has to do his or her homework. The planner must have thought through answers to all reasonable questions before submitting the plan. Otherwise, he or she can be trapped in a peripheral discussion and lose credibility before getting to the substantive issues for which he or she is best prepared.

TARGET AUDIENCES

At first glance, following rules 1 and 2 seems like a job for a mind reader. In fact, it isn’t as difficult as it may appear. Business planning tends to fall into a limited number of categories, each with a particular type of audience. It is possible to set down broad guidelines for satisfying the audience in each case. The possibilities can be briefly summarized as follows:



	A new venture looking for start-up equity capital


	A business seeking a loan


	A division or subsidiary of a larger corporation engaged in a periodic planning exercise






The first two groups are our main concern in this book, but knowledge of the third is important for perspective as well as for readers who are corporate planners.

Let’s consider what makes each audience tick in a little more detail.

NEW VENTURES AND VENTURE CAPITALISTS

This is the most talked-about and the most exciting playing field for business plans. But in fact only a fraction of the planning done in business is aimed at either a venture capital firm or a wealthy investor.

The fundamental focus of venture investors is return on their investment. Backing new businesses is very risky. Investors know that many of the firms they fund will fail regardless of how carefully they’re selected. To offset this, venture capital successes must really win big. Otherwise, backing new ventures won’t pay off in the long run. As a result, to be considered for venture capital money a proposal must promise a return to the investor in the neighborhood of 50% compounded annually for a period of five or six years.

The VC Financial Model

Understanding how venture capitalists (VCs) get their money in successful deals is crucial to understanding their needs and how to satisfy them. The VC model works like this:



	The VC puts money into a start-up in return for stock.


	The firm operates and grows for about five years.


	The company, now earning a profit, is either sold to a large corporation or taken public.






Going public is the procedure by which a corporation’s stock is made available for sale to the general public. When a stock is publicly traded, its price and thereby a value for the firm are established. Then, if the venture has done well, the VCs can unload their stock on the open market at a big gain.

Either outright sale or going public allows the VC to recover his or her investment and profit.

It’s important to understand that the starting point for the valuation of the firm in either case is generally about ten times earnings.

A Venture Capital Example

Given this model, devising a plan that meets the venture capitalist’s financial needs requires certain calculations. Let’s look at a numerical example. Assume the following:



	The entrepreneur wants $2M from the investor.


	For this he or she is willing to give the investor 40% ownership in the new venture.


	Established businesses in similar fields earn a profit of approximately 8% of revenues.






The investor’s interest must grow at 50% per year for five years, yielding a value of $15.2M:

$2M × 1.5 × 1.5 × 1.5 × 1.5 × 1.5 = $15.2M

This amount represents 40% of the company’s value, so the whole firm is worth $38M:

$15.2M / .4 = $38M

Since the firm is valued at about ten times earnings, this says that earnings in the fifth year must be around $3.8M, that is, one tenth of our targeted value. Finally, if earnings are to be 8% of revenues, fifth-year revenues must be around $47.5M:

$3.8M / .08 = $47.5M

Let’s say $50M to use round numbers.

This gives us an idea of what it will take in terms of financial projections to get $2M out of a venture capitalist. We will have to have a plan that projects a revenue stream that will grow to $50M in five years. (To put this into perspective, a business of that size might employ as many as 500 people and have assets in the $40M range.) To achieve that kind of growth, we would probably need additional financing of debt or equity of as much as $20M during the five-year period.

So, a good rule of thumb is that your revenue forecast in the fifth year has to be about 25 times the investment you’re looking for.

Other Guidelines on the Financial Projections

It’s not advisable to submit a plan with financial projections that exceed these guidelines by very much. A more aggressive forecast will probably be viewed as unrealistically optimistic and will endanger the entrepreneur’s credibility.

It’s also not advisable to submit a plan with financial projections like these if the proposed business is to be in an industry characterized by slow or moderate growth. For example, if your proposal is for a grocery store, you can forget venture financing.

Other Requirements of VCs

The kind of projection described above will qualify a plan for further consideration, but it will by no means sell the idea.

The next requirement for a venture capital plan is establishing a credible market. The product or service must be presented in a way that satisfies a need perceived by the investor to exist. For example, the need for a product that will produce solar energy cheaply or one that will prevent heart disease will be recognized by almost anyone. The need for a new kind of frozen dessert is much harder to establish. A business plan must convince an investor that:



	A market exists.


	The product will satisfy the market need.


	The marketing plan has a high probability of successfully connecting the two.






This last point requires special emphasis. Exactly how will the new business identify, contact, and sell to its customers? And, what experience have the entrepreneurs had in similar situations? More about that later.

Finally, the plan needs to convince the reader of the competence of each member of the management team. This is done with a summary of each person’s background and education, including a listing of accomplishments in similar endeavors. The best experience possible is having participated in the successful launch of a venture before.

It should also be noted that many venture capitalists tend to develop expertise in specific industries like high tech and energy. It is probably useless to submit a plan that’s outside their fields to specialized investors. They won’t get excited about it regardless of how good it is.

In summary, a venture capitalist or investor will be impressed by a plan that reflects the following:



	Financial projections that meet his or her return on investment requirements.


	A credible market and a realistic plan to reach it in a field that’s of interest to the investor.


	A competent management team.






LENDERS—USUALLY BANKS

Business plans prepared to secure debt financing are usually submitted to loan officers or loan committees of banks. Both large and small companies prepare plans for this audience.

Although the bank is making a cash advance to the business in much the same way as the venture capitalist, its orientation is almost completely opposite that of the venture group.

The Difference Between Debt and Equity to the Investor

The difference between stocks and bonds is the same as the difference between equity and debt. For example, when a firm “sells” a bond it is actually borrowing money loaned by the bond buyer. In other words, a bond is a loan even though we say it is bought and sold rather than using the terms borrow and lend (more on this in Chapter 4). The following story illustrates the differences:

A business owner separately approaches two naïve investors for money. He proposes a stock sale (equity) to the first investor and a bond sale (debt) to the second. To his surprise, both ask him exactly the same two questions.

Question #1: “What happens to me if your company fails?”

Answer:

Bond (debt) investor: “You lose all your money.”

Stock (equity) investor: “You lose all your money.”

The answer is the same in both cases—disaster. Neither investor is very happy about that, but they proceed with the second question:

Question #2: “What happens to me if your company does spectacularly well?”

Answer:

Bond (debt) investor: “You get your investment back plus interest.”

Stock (equity) investor: “You get rich!”

Our business owner may be a little blunt in this example, but the point should be clear. The downside is the same for either investment method—total loss. But the upside is vastly different. The equity investor shares in the business’s success, while the debt investor receives only a modest return.

What a Lender Wants to See in Financial Projections

This lack of upside potential differentiates the lender’s focus from the stockholder’s. Because a lender’s return will be at best modest, he or she will look to ensure that any loss incurred will at worst be modest. That is, bankers will want to minimize their risk. In lending terms this means bankers generally demand collateral before extending loans to new businesses. In terms of the business plan, it means the plan must focus on stability and the cash flows necessary to pay the interest and principle required by the loan.

Bankers aren’t likely to be impressed by the plan that hooked the venture capitalist. If you show bankers a plan with a 50% compounded growth rate, they probably won’t believe it and is likely to label you an unrealistic optimist.

Even if the bankers do accept the numbers, they know that rapid growth can rarely be financed by internally generated funds—that is, by reinvested profits. When a plan forecasts very rapid growth, bankers, unlike venture capitalists, don’t see a quickly rising stock price. They see a lack of cash available for paying interest and principle. Worse, they see the need for more cash to be injected into the business in the future.

Bankers will be impressed by a plan that shows modest growth, profitability, and a healthy balance sheet with relatively low levels of fixed assets, inventory, and receivables.

Other Financial Requirements

Bankers also need assurances and guarantees that depositors’ money will be safe. We must keep in mind how the loan officers are graded. Their job is to make loans. A successful loan is, of course, one that gets repaid. But the loan officers don’t get any prizes for making a successful loan—that’s just what’s expected. They do, however, get punished for making unsuccessful loans, ones which don’t get repaid. Too many of those and they go back to the teller window. Hence, loan officers like high levels of assurance that loans are safe.

In the context of business loans, safety usually means either history or security, but it often takes both. History means bankers like to lend to businesses that have proven track records of solvency and whose owners are known to them and in the community.

Security means they like collateralized loans. These are loans backed by specific assets that will immediately belong to the bank in the event of default. Generally, the loan will be for only a fraction of the value of the collateral as a further guarantee that the bank will recover all of its money. Collateral usually consists of assets owned by the business or by the business owner.

The New Business and Borrowed Money

The bottom line is that you generally can’t expect to start a business with borrowed money unless the loan is fully collateralized. For many middle-class entrepreneurs that means putting up the equity in their homes. A partial exception to this rule is sometimes available through Small Business Administration (SBA) loans. Most of those loans are guaranteed by the federal government; thus, Uncle Sam is providing some of the bank’s security.

It’s unfortunate that in their advertising banks paint a somewhat misleading portrait of themselves. Phrases like “We like to say yes!” (to loan applicants) really mean “We like to say yes after you’ve met all of our conditions.”

Nonfinancial Requirements

Once the cash flow requirements are understood, a plan for a bank depends upon the same key points as the venture plan: market and management. However, unlike the venture capitalist, bankers usually require that the market already be established. The best situation is an existing business with a satisfied and growing customer base. If the business is new, the bank will lend (collateralized) if the market is recognized and other businesses have been successful in it, for example, gas station, dry cleaner, plumber.

Management is also important to lenders. A common question to an entrepreneur is “What makes you think you can run this business profitably?” The best answer is that you have spent many years working in the field either in your own business or someone else’s.

In summary, the emphasis points required in a plan aimed at borrowing money from a bank or another lending institution are:



	Existence and stability of cash flows required to service the debt and/or collateral


	A proven (existing) market with a credible plan for reaching it


	The competence and experience of management






CORPORATE BUSINESS PLANNING

The bulk of the business planning done in the United States isn’t done by entrepreneurs, it’s done by corporate managers. This assertion is hard to prove but stands the test of logic. People tend to do business plans only when they have to. For small business owners, that’s when they’re going after some kind of financing or outside assistance.

Large corporations, on the other hand, have involved planning systems that keep their management employees engaged in a more or less continuous planning process. Each business unit is continually planning in good times and bad, although the frequency of revision is higher in bad times. This adds up to a great deal of planning activity.

The techniques involved in putting together a business plan are largely the same whether the business unit is an independent or a subdivision of a larger company, although the emphasis and focus need to be different.

The Focus of Corporate Executives—Stock Market Performance

When planning for a division or subsidiary, the target audience consists of senior operating officers of the corporation who tend to have predictable focuses. They will be looking at revenue growth and profitability as reflected on the income statement. It isn’t difficult to understand why. Those are the criteria upon which Wall Street rewards stocks with high prices. Since stock price maximization is the most important goal of CEOs and board chairmen, it’s not surprising that these criteria underlie the evaluation of business plans at the division level.

Although a great deal of sophisticated financial analysis goes on in the stock market, the overriding valuation formula is rather simple. It’s based on the price–earnings ratio (P/E) and earnings per share (EPS). The price of a company’s stock, P, is given by:

(1) P = EPS × P/E

In this formula, EPS is bottom-line profit (earnings) divided by the number of shares of stock outstanding. EPS refers to accounting (income statement) profitability. Cash flows have little effect on the formula except in extreme cases. (See Chapter 14 for the difference between profit and cash flow and its importance.)

A company’s price–earnings ratio (P/E) indicates how much the stock market will pay for each dollar of its earnings. Average P/Es are usually around 15 or 18, but more glamorous stocks command P/Es of 30 or more.

NOTE: Prior to the 1990s, average P/Es were in the neighborhood of 9 or 10. That decade saw a dramatic rise in stock prices and P/Es coupled with very low interest rates. There’s a great deal of conjecture about whether both will last.

The P/Es of companies in the same industry tend to cluster in a range. Countless studies of stock market performance have shown that although P/Es depend on a number of things, their primary determinant is expected growth.

Hence in equation (1): more profit means a higher EPS, while more growth means a higher P/E, both of which mean a higher stock price, which is what executives like.

American business has been severely criticized for focusing on short-term stock performance, because it often leads to bad long-range decisions. Nevertheless, this is what makes top management tick, so planners must cater to that set of goals.

Supporting Revenue Growth

The corporation’s emphasis on revenue growth means that a division’s plan must include a thorough analysis of the marketing plan and sales projections. An increasing revenue stream must be justified by sales productivity estimates and a market share analysis. Burgeoning sales forecasts may be what the target audience wants to hear, but they have to be believable. Specifically, if revenue is growing, where is it coming from? Either the market must be growing or we are taking market share from someone else. If the latter, what are they doing in the meantime?

If a plan projects substantial revenue growth, profitability comes along almost automatically. Costs and expenses are simply forecast as increasing at a slower rate than revenues. This results in improving margins, which are generally put down to “economies of scale.” These concepts are accepted without much question because they represent what the audience wants to hear.

Even when market conditions are such that revenue growth is unrealistic, profit improvement is still generally required. In such cases the plan needs to stress cost cutting and overhead reduction.

In summary, a successful business plan prepared for a corporate audience should stress:


(1) A strong revenue forecast supported by a believable marketing and sales plan.

(2) An improving profit projection regardless of how it is to be achieved.



OTHER IMPORTANT ISSUES

The target audience principle must be applied with some degree of caution. We aren’t saying that these are the audience’s only goals. We are saying that for the respective audiences these goals are virtually always at the top of the list. It is rare that some other goal conflicts with or overrides these. However, a wise planner should do a little research before presenting a plan to find out what other things might be high on the audience’s current priority list.


[image: ]

Raising money to start a business is often the primary, if not the only, reason that entrepreneurs write business plans. As we’ve been saying, a good plan is an absolute requirement for getting funded by any professional money manager. However, it’s important to understand that a good idea together with a good plan does not necessarily guarantee receiving money. In fact, getting money from venture capitalists and banks is a very difficult proposition for most new businesses.

Before going further, we need to be sure that we understand some basics about the forms funding can take and a few of the more important rules of the game.

We’ll begin with the idea that money provided to businesses comes in the form of either debt or equity. We’ll discuss each in some detail in the following pages.

DEBT

Debt simply means a loan. Some person or organization, such as a bank, lends your business money with the expectation of being repaid with interest. The two major forms of debt are straight loans, which can carry a variety of repayment terms, and bonds.

Bonds are simply a device that lets a number of people lend money to a company in one transaction. Suppose, for example, a firm wanted to borrow $1 million but couldn’t find anyone willing to lend that much. Further suppose it could find a thousand people each willing to lend $1,000. Rather than make up a thousand different loan agreements, the firm “floats” a $1M bond issue. Each person who “buys” a bond for $1,000 is lending the company that amount. Notice we say that a lender “buys” a bond even though he or she is lending money. Few small companies can issue bonds, so we won’t dwell on them here. The following concepts apply to all debt.

Term

Loans come in a variety of forms. The most important distinction among loans is term, the length of time over which they must be repaid. Loans are generally classified as follows:




	Short-term
	one year or less



	Intermediate-term        
	one to five years



	Long-term
	longer than five years






Lenders generally expect the term of the loan to be matched to the use of the money. If you want a loan to buy equipment that will last 20 years, the banker will expect to make a long-term loan. On the other hand, if you need money to see you through a cash-short period when your receivables and inventory purchases get ahead of collections, the banker will want to lend short-term.

The expectation is that long- and intermediate-term money will be repaid out of profits, but short-term money will be repaid as soon as the short-term need is over, for example, as soon as your receivables are collected.

Most short-term loan agreements have a “clean-up” clause that stipulates that the borrower must be out of short-term debt for at least 60 days each year. This ensures that short-term money is really being used for short-term purposes.

It’s important to understand that most lenders consider term an element of safety. A short-term loan is more secure than a long-term loan. That’s because a bank makes a judgment about a borrower’s financial condition when the loan is made. Because a short-term loan must be repaid within a year, there generally isn’t time for the borrower’s condition to deteriorate a great deal. On the other hand, anything can happen in the longer run.

Payments

Most loan agreements require payment of interest and principle over the term of the loan. Lenders will sometimes give a business a period in which principle repayments don’t have to be made, but interest is always collected regularly.

This is an important feature of loans. The interest must be paid whether your business is making money or not! In fact, this requirement to pay interest increases your risk of failure, because an unserviced loan can put you into bankruptcy.

Covenants

Most business loans have covenants attached. Covenants are clauses in the loan agreement that limit the way the entrepreneur can run his or her business while the loan remains outstanding. Lenders put these in to ensure the safety of their investment.

A typical covenant might state that the company can’t pay dividends to stockholders during the life of the loan. The agreement might also preclude the entrepreneur’s drawing or borrowing money from the business and limit the compensation paid to officers. Clearly, these rules are designed to ensure that the company’s cash is used to service the loan before it is paid to owners. Covenants can also restrict the day-to-day operations of the firm.

If a covenant is broken, the loan is in default just as it would be if interest payments weren’t made. When a loan goes into default, an acceleration clause makes the entire principle due and payable immediately. This means a lender can generally force a defaulted borrower into bankruptcy.

Collateral

Most lenders feel that small businesses are too risky to justify loans. Therefore, they require that some marketable asset back the loan obligation. In other words, if the company defaults, the asset becomes the property of the bank. The proceeds from the sale of the asset then pay off the loan. Such an asset is called collateral. Collateral can be an asset owned by the business or by the entrepreneur personally, such as his or her house.

Long-term loans that are used to buy equipment or real estate are usually collateralized by those assets themselves. Short-term loans that fund inventory and receivables are often collateralized by that inventory and those receivables.

Generally the collateral value of an asset is a fraction of its cost. For example, if a machine costs a million dollars, a bank might not lend more than about six hundred thousand on it. That’s because if the bank has to repossess and sell the article, it has to do so on the used equipment market and absorb any expenses involved. So to come out whole, the bank can’t be at risk for the entire million dollars.

This says that to buy an asset with a loan collateralized by that asset, you generally have to put in some of your own cash. This is a familiar concept. Residential mortgages and car loans are collateralized by the houses and cars they’re used to purchase, and usually require a down payment.

We call the down payment our equity in the asset, meaning our own ownership as distinguished from the bank’s interest.

A collateralized loan is also said to be secured by the asset. A loan without collateral is called an unsecured loan. Lenders will generally make unsecured loans only to businesses that have substantial track records of profitable operation.

Personal Guarantees

Theoretically, if a business that’s a corporation owes money, creditors can only look to the assets of the business for recovery of their debts and not to the assets of the owners.

Understanding these rules of incorporation, banks, when lending to a small business, invariably require the entrepreneur’s personal guarantee of the loan along with the business’s agreement to repay the money. The entrepreneur’s personal guarantee puts all of his or her personal assets at risk. We’ll discuss this concept in Chapter 11.

Control

An advantage of debt financing is that a relatively small amount of control over the business is given up under normal circumstances. If covenants are negotiated carefully and aren’t unreasonable, they won’t get in the way of normal operations.

EQUITY

Equity means an ownership interest in the business. In a corporation, an equity investor gets stock. If the business is not a corporation, an equity investment means taking on a partner of some kind.

Partnerships

There are basically two kinds of partnerships. The most common is a general partnership. General partners usually participate in the running of the business, although not necessarily on an equal basis. They also usually contribute funds toward getting started, but again not necessarily equally. Taking on an additional general partner is rarely a viable way to raise money as it subjects the investors to the firm’s liabilities and may require giving them some control over operations.

Limited partnerships are special legal devices designed to let people invest in businesses without being involved in management and without taking on personal liabilities beyond their initial investment. A limited partnership has two kinds of partners, at least one general partner who runs the business, and any number of limited partners who invest only money. The limited partners have no say in how the business is managed and are not liable for the debts of the business beyond their investments. Limited partnerships are popular in real estate enterprises.

General partnerships are easy to form, requiring only a comprehensive agreement between the partners. Limited partnerships are legally complex and should not be considered without the advice of a lawyer. We’ll talk more about partnerships in Chapter 11.

Stockholders

If the business is a corporation, raising equity money means selling stock to outsiders. Investors are usually most interested in common stock, because it carries voting rights, which may imply a say in how the company is run. Voting means voting for seats on the board of directors, which appoints management, which in turn runs the company. A person or group owning a minority of stock in the company is unlikely to be able to elect any directors, so they may insist on being given a seat on the board as a prerequisite to buying stock.

There are other kinds of stock that don’t carry voting rights. Although these are called equity, they really aren’t, since they don’t share in the control of the company.

We’ll discuss the issues associated with stock ownership in Chapter 11.

Control

Unlike debt, an equity investment can involve giving up a substantial amount of control over the business. Investors often have little interest in day-to-day operations under relatively normal conditions, but can become very difficult in bad times if they feel that their investments are in jeopardy.

HYBRID INVESTMENTS

There are investment vehicles that combine some of the characteristics of debt and equity.

The advantage of debt to the investor is that it is generally safer than equity. This is because debt service is a legal obligation of the business, while payments to stockholders are not mandatory if times are tough. In addition, in the event of bankruptcy, debts are paid off before stockholders get anything. The advantage of equity is that a great gain may be made if the company does very well, mainly through price appreciation of the stock.

A convertible bond has the advantages of debt if things don’t go too well and the advantages of stock in the event of great success. It is a debt instrument that can be converted into a specified number of shares of stock whenever the holder chooses. Clearly, the holder, who starts out as a lender, will only do this if the stock’s price appreciates a great deal.

SOURCES OF FINANCING AND HOW TO DEAL WITH THEM

One basic financing fact must be understood at the outset by anyone interested in starting his or her own business. Most of the money behind small business start-ups comes from the entrepreneurs themselves and from family and friends. We’re not saying that other financing sources cannot be found, but that a big chunk of the money generally comes from the entrepreneur’s savings or from liquidating other assets. In other words, it’s rarely realistic to assume you can start your own business without any of your own money.

The traditional arm’s-length sources of funds for start-ups and relatively new businesses are banks for debt and venture capital for equity. By arm’s length, we mean that there is no nonbusiness relationship between the entrepreneur and the source of the money. As we will discuss below, few start-ups have the characteristics that interest venture capitalists. Most successful funding comes out of banks. We will discuss dealing with banks and venture capitalists in turn, and then look at some other, less traditional sources of money.

BANKS

In Chapter 3 we discussed the things that were
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