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Significance of a Financial Plan 



Significance of a Financial Plan 

1.  see if it makes sense to start a small business 
2.  register your business with various government 

agencies 
3.  identify whether you are running the business 

efficiently  
4.  raise capital for your business 
5.  forecast your business finance 
6.  file tax returns  



The Components of a  
Financial Plan 

Start With A Sales Forecast. (Set Up A Spreadsheet 
Projecting Your Sales Over The Course Of Three Years.) 

 

Create An Expenses Budget. (You're Going To Need 
To Understand How Much It's Going To Cost You To Actually 
Make The Sales You Have Forecast.) 

 



The Components of a  
Financial Plan 

 

Develop A Cash-flow Statement.  Start By Projecting A 
Cash-flow Statement Broken Down Into 12 Months. 

 

Income Projections. Profit And Loss Statement 

 

Deal With Assets And Liabilities. 
 

Breakeven Analysis.  
 



 
Part II 

Basic Financial Terminology 



Financial aspects of running a  
small business – terminology  

Cash flow: measures the amount of money your company makes and  
spends during a specific period of time.  
 

Liquidity: the ability of an asset to be converted into cash quickly without  
losing money (without underselling).  
 

Financial statements (accounting):  
a)  balance sheets  
b)  income or profit and loss statement  
c)  cash flow statement  
 

Financial projections: budget, projected balance sheet and profit and loss  
statement.  
 



Glossary of financial terms   

Assets: anything that the business owns that has monetary value.  

Current assets: cash assets that can be “quickly” converted to cash, 

accounts receivable.   

Fixed assets: land, buildings, machinery, equipment, furniture, computers 
and instruments, etc.    

Other assets: IP, trade investments, supplier contracts, “trade secrets”,  

goodwill (also known as intangibles).   

Liabilities: debts owned by the business, accounts payable, allowance for 
taxes.  

Equity: equity = assets – liabilities (=owner investment + profit/loss put back 
into business)  

Working capital: current assets – current liabilities. 
 



NAME
PERSONAL FINANCIAL STATEMENT

DATE
ASSETS LIABILITIES & NET WORTH

CURRENT ASSETS LIABILITIES

     Cash including checking, & savings      Mortgage (pay off amount)

     Certificate of Deposit      Car Loan

     U. S. Treasury Notes      Credit Cards

     Life Insurance (cash value)      Student Loans

     Stock, Bonds, other Securities      Personal Loans

     Furnishing (Market Value)      Other Loans

     Jewelry (appraised value)      Taxes  Owed

     Real Estate (Market Value)      Other Liabilities: (Detail)

     Auto/Vehicles (Market Value)
TOTAL LIABILITIES $0

     Vested Pension Plan/401K (Face Value)

     Other Assets: (Detail)

NET WORTH $0
(Assets minus Liabilities)

TOTAL LIABILITIES
TOTAL ASSETS $0 PLUS NET WORTH $0

Typical asset disclosure form 



Net present value (NPV)    
Each year’s cash inflow/outflow is discounted back to its 

present value (PV). Then they are summed up for all 
projected years to obtain the net present value. 
   
  PV = Rt / (1+i)t 

 
 
t - the time of the cash flow 
i - the discount rate (the rate of return that could be earned on 

an investment in the financial markets with similar risk) 
Rt - the net cash flow (the amount of cash, inflow minus 

outflow) at time t (R0 is commonly placed to the left of the 
sum to emphasize its role as [minus the] investment) 

 



Residual value    
 

 

 

 

Residual value is approximated by nth year cash flow/
(discount rate)   



Understanding a simple  
balance Sheet 



Cash flow statement      

 

 

 

 
  

●  The cash flow (also known as money 
flow) statement shows beginning 
cash balance, cash inflows, cash 
outflows and ending cash balance 

●  Tells you how the cash is moving in 
and out of your business  



Cash Flow Diagram 



Simple cash flow statement      

 

 

 

 
  

Beginning cash balance $ 
Cash in   
– Cash sales $31.00 
– Accounts receivables collections $20.00 
– New loans $30.00 
– Investments $15.00 
Cash out   
– Equipment purchased $24.00 
– Expenses paid $26.00 
– Inventory on hand $33.80 
– Principal payments $1.00 
Ending cash balance (date) $11.20 
Ref: www.sba.gov 

Note: a cash flow statement should never have a negative ending cash    

balance. If so, you are bankrupt or out of cash even if your business is  

profitable. 



Profit-and-loss statement – 
definitions       

 

 

 

 
  

●  Sales: sale of merchandise or services (amount in currency). 

●  Cost of goods manufactured or service: total price paid to produce 
the product including raw materials, direct labour, manufacturing 
overheads, including utilities, transportation and/or shipping charges, 
depreciation of capital, special software, etc.  

●  Selling expenses: salary of sales force, advertising, tradeshows etc.  

●  General and administration (G&A) costs: rent, utilities, secretarial 
costs, travel, conference participation, legal business entertainment, 
office software etc.  

●  Liquidity: ability to pay the bills (cash + assets that can be turned 
readily into cash) 

●  Working capital: current assets – current liabilities. 



Small business  
profit-and-loss statement       

 

 

 

 
  



Ratio analysis of financial 
statements       

     

Current Ratio
Current Assets
Current Liabilities

=

●  Measures of “business sense” – how well 
are we conducting our business? 

●  Provide trends and comparisons with 
similar size business.  

Current ratio: Does your business have enough current 
assets to meet its current debts with a margin of safety?  

 

 

~2 is desirable  

Question: How do you raise the current ratio?  



Ratio analysis of financial 
statements       

 

 

 

 
  

Current ratio can be raised by: 

●  Paying off some debts 

●  Increasing your current assets by loans 
with a maturity of more than a year 

●  Converting non-current assets into current 
assets 

●  New equity contributions 

●  Ploughing back profits  
 

 

 



Current ratio analysis 
Effects of various transactions on current ratio 



Ratio analysis of financial 
statements         

 

 

 

 
  

Acid test Ratio
Cash Govt Securities receivables

current liabilities
− =

+ +.

 

 
Acid-test ratio: if all sales revenues should 

disappear, could the business meet its 
current obligations?   

 

 
 

 

 

●  Usually small businesses do not have 
government securities  

●  No inventories considered – concentrates on 
the really liquid assets 

●  Acid test ration should be >1 



Ratio analysis of financial 
statements         

 

 

 

 
  Inventory turnover
Cost of goods sold
Averageinventory

=

 

 

Inventory turnover: inventory – finished goods 
and goods in the making. Shows how fast your 
merchandise is moving and how much capital 
is tied up in inventory.   

 

 
The higher the turnover, the better it is – company 

is able to operate with relatively small 
Investment in inventory.  



Ratio analysis of financial 
statements         

 

 

 

 
  Investment Turnover

Net Sales
Total Assets

=

 

 

 

Investment turnover: measure of annual net 
sales to total investment (total assets).    

 

 



Measures of profitability          

 

 

 

 
  Asset Earning Power
Operating profit
Total assets

=

 

 

Is your business earning as much profit as it 
should? Asset earning power: best guide for 
appraising the overall earning power of the 
company’s assets.  

 

 

Example: operating profit = $40 000 

Total assets = $230 000 

Asset earning power = 0.18 or 18%. Is this a 
good number?  



Measures of profitability          

 

 

 

 
  

Net profit on sales
Net profit
Net Sales

=

 

 
Net profit on sales 

 

Depends on operating costs and pricing policies. 
If you have multiple products, you can decide 
which product needs attention in terms of 
cost cutting and productivity.  

 

 



Measures of profitability          

 

 

 

 
  

Return on Investment
Net Profit

Total Assets
=

 

 
Return on investment (ROI)  

This is the most common term you will hear and 
the most common denominator (bottom line) 
of business. In addition to sales volume, 
profit on sales, this is an important 
consideration because the amount of capital 
invested in acquiring the assets matters in a 
business.  

 

 



Example: two scenarios to 
understand ROI          

 

 

 

 
  

  Original Expanded 
Investment $250 000 $350 000 
Sales $500 000 $600 000 
Net Profit $55 000 $66 000 
Net profit on sales (%) 11 11 
ROI (%) 22 18.8 
Investment turnover 
(times) 2 1.7 

 

 

 

 

Ref: R.C. Spurga, 2004 



Measure of profitability           

 

 

 

 
  

 

 

 

 
Note: These ratios only provide measures of 
performance, but not solutions to poor performance.  



Forecasting your financial needs            

 

 

 

 
  

 

 

 

 

The cash budget is a plan for cash receipts and 
expenditures in a given period. You need to know the 
following:  

●  Capital equipment required in the budget 
●  Labour rates for various categories – including 

yourself 
●  Material required 
●  Supplies 
●  Consultant rates – accountant, lawyers for setting up 

company and patent attorneys, marketing, technical 
consulting  

●  Permits and licensing (including IP and option 
agreements) 

●  Equipment rentals, space, furniture rentals 
●  Tax rates 
●  Others 



Forecasting your financial needs            
 

 

 

 
  

 

 

 

 

●  Cash budgets help you avoid financial surprises 
that can potentially drain your resources 

●  Budget forecasts are needed in the business 
plans 



Projected balance sheet and profit 
and loss statement (pro-forma)              

 

 

 

 
  

 

 

 

 

●  This will be your best estimate of the 
profitability of your business and the 
financial condition of your business at the 
end of the statement period.  

●  Prepared in the same format as the current 
balance sheet and profit-and-loss statement.  



Different types of financing 
 

 

 

 
  

 

 

 

 
Three types of capital required:  

 

●  Equity capital 

●  Working capital 

●  Growth capital 



Different types of financing 

 

 

 

 
  

 

 

 

 
Equity capital = total assets – total liabilities  

●  Answers to the question: “what do you have in 
the business?” 

●  It is usually your personal money – this is not 
something that can be borrowed – at least not 
in the early stages 

●  Banks are not interested in equity – you cannot 
ask them for getting equity in your business. 

●  Universities will license IP/lease you office/lab 
space for share in the equity.  



Different types of financing 

 

 

 

 
  

 

 

 

 

Working capital  
●  Funds required for on-going activities of the business such 

as accounts receivables, obtaining inventories and meeting 
payroll obligations.  

●  Varies over the year depending on the business cycle.  

 

Growth capital  
●  Needed for expanding or significantly altering the business. 

●  You should be able to show increased profits and ability to 
repay the loan to raise such capital from lenders.  



Different types of financing 

 

 

 

 
  

 

 

 

 
When to turn to angel investors and venture capitalists 

(VCs) 

●  When you need additional equity capital to 
expand the business. 

●  Angel investors and VCs expect higher rates of 
return on investment (>15%) and business to 
become profitable within about five years. 

 
In order to seek funding from angel investors and venture 

capitalists you need a sound business plan to convince 
them to invest money in your business.  



Entrepreneurial Finance:  
Break Even 



This is what will tell you 
whether the business will be 

viable or whether you are 
wasting your time and/or 

money 
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