
Business Plan

Mistakes to Avoid

At SBDC, we’ve seen hundreds of business plans and written many, ourselves. Here are a few common mistakes (all of which we’ve made, ourselves) to avoid in writing your business plan.

1. “No Competition”

When you say that you have no competition, it’s not automatically music to your banker’s ears. Perhaps you are the first to introduce your product or service to the marketplace. If so, you may indeed have the advantage of having no competition. However, remember that your idea may be so new that you may have to teach your potential customers why the need it, before they decide to buy. Also remember that even if you don’t have direct competitors, it doesn’t mean that your customers don’t have alternative options for filling their need. These options could include doing it themselves, buying on the internet, or simply leaving the need unfilled.

It’s very possible that there is another reason that you don’t have competitors – it could just be a bad idea. Maybe others have tried and failed. Maybe the local market is just not ready yet. Do your research. Talk to potential customers and suppliers. If no one else is doing it, find out why.

Finally, although you say you have no competitors, that just may not be true. Perhaps there are competitors in the market but you have not done enough research to identify them. And perhaps your banker does know about them. This would put the entire credibility of the rest or your plan in doubt as well. 

2. Incomplete Understanding of Your Customers

It’s not enough to know what kinds of consumers or companies you will sell to, you also need to know what motivates them to buy. Also, do they belong to the same organizations? Are the located in the same area? Are there other things that they have in common? All of these things could provide you with the opportunity to market to them in a much more effective and affordable manner. If you sell to businesses, who within those businesses makes the decision to buy? The owner? The office manager? Think your way through the entire purchase decision to identify your opportunities to affect the buying decision in a positive way.

3. Underprojected Payroll Costs

Underprojecting payroll costs is one of the two most common and significant factors in overprojecting profits. Along with the direct cost of goods sold, payroll is the most significant operating expense for most businesses. For service businesses, it is the most significant expense. As a result, mistakes in projecting your payroll can have some of the most significant effects on mis-projected profits.

- 
Be sure to project sufficient expansion of staff to support your projected sales increases. Remember that at some points, growing businesses expand their staffs faster than sales, as the size of the organization itself requires more staff (such as administrative assistants and human resources managers) just to support the expanding staff.

- 
Consult the US Economic Census (www.census.gov/econ/census02/data/us/US000.HTM for nationwide statistics and www.census.gov/econ/census02/guide/02EC_MD.HTM for statewide statistics) to find industry averages for # of employees per sales dollar, payroll as a percentage of sales, and average # of employees per establishment. Consult other sources, such as trade associations and bizstats.com, for similar information.

-
Companies that use a lot of hourly employees can help calculate payroll needs by charting out the number of personnel required for each hour of the operating week, then calculating the payroll required for those personnel. The results may surprise you.

4. Overprojected Sales

Overproject sales is the other common cause for overprojected profits. Again, the US Economic Census and trade associations can be good sources for average sales per establishment estimates. BizStats.com publishes annual sales per square foot totals for major retailers that could also serve as a guide. If the projected annual sales per square foot for your coffee shop is higher than Starbucks’ average of $521, you’ll probably want to project more conservatively.

5. “Studies show…”

Never cite study results without also identifying the actual study or organization that conducted the study. Never give statistics without citing sources.
Selected Resources:

Business Resource Center – Frederick County Public Library’s business research reference section. 110 East Patrick Street, Frederick. 301-600-1367, http://fcpl.org/information/brc/index.htm
Reference USA – nationwide database of American businesses with extended information about each business. Searchable by industry, size, location, and many other characteristics and combination of characteristics. Available through the Business Resources Center. http://fcpl.org/information/brc/index.htm
US Economic Census – industry and sub-industry statistics for: number of establishments, total sales, employment, payroll, and other important metrics. www.census.gov/econ/census02/

BizStats.com – a compendium of industry norms, benchmarking functions, and company-specific metrics.

Developing Your Financial Projections

Your projected income statement (also known as a profit & loss statement) will consist of three basic elements:

-
Projected Sales

-
Projected Direct Costs – those costs, such as merchandise and sales commissions, that will rise and fall in direct proportion to sales volumes

- 
Projected Fixed Costs – those costs that will remain relatively unchanged from month to month, regardless of sales volumes. Some of these expenses, such as payroll and rent, will increase over time to accommodate increasing sales volumes. These are regarded as semi-fixed costs and are projected in the fixed cost section of the statement.

Projecting Sales

Projecting sales may be made easier if you break up the sales by product and service category. For example, instead of projected simple total dollar sales per month, a restaurant can project the number of lunches and number of dinners sold, then multiply these numbers by the average projected check per lunch and average check per dinner.

Good sources of industry averages for total annual sales are often available from the US Economic Census (www.census.gov/econ/census02/data/us/US000.HTM) and BizStats.com. Often, trade associations for specific industries are also excellent sources of information.

Projecting Direct Costs

Generally, the most significant direct cost will be the costs of goods sold. You should be able to get good estimates of Costs of Goods percentages for your industry from publications like RMA Annual Statements Studies and Dun & Bradstreet’s Key Ratio’s & Industry Norms. Both publications are available at the Frederick County Public Libraries’ Business Resource Center (301-600-1367).

Direct costs averages can also be obtained from trade associations and BizStats.com.

Other direct costs (costs that go up and down in DIRECT proportion to sales levels) can include sales commissions, franchise royalties, subcontractors, and DIRECT labor.

Gross Profit

Your gross profit equals your sales minus your direct costs.

Projecting Fixed Costs

Fixed costs stay the same from month to month, regardless of sales levels. The most significant direct costs for most businesses are payroll and rent. A mis-projection for payroll can have a very significant effect on your projected profits, so be careful to allocate enough staff and hours for your operation and project payroll accordingly.

Other fixed costs include phone, utilities, office expenses, insurance, and all other monthly costs or doing business. For some of these items, you will need to make educated guesses. For others, such as telephone and insurance, you can, and should get quotes and estimates directly from the sources. Sometimes you can even find out what the previous tenant of your location paid each month for utilities.

EBITDA

EBITDA stands for Earnings before Interest, Taxes, Depreciation & Amortization. This same concept is also sometimes referred to as “Net Operating Income” and “Net Cash Income.” It does not reflect non-cash expenses like depreciation, nor does it reflect loan payments or dividends. As a result, it is a good way to evaluate the earnings power of the business itself, since it ignores the way in which the business was financed and also ignores non-cash (but tax deductible) expenses.

EBITDA equals Gross Profit minus Fixed Expenses (which in this projections format do not include interest or depreciation).

Net Income (Loss)

Net Income (Loss) is also referred to as “Net Taxable Income.”  It equals EBITDA minus Interest and Depreciation. 

Using the US Economic Census 

for Your Financial Projections

The US Economic Census is a rich source of information about businesses, both nationwide and locally. The Economic Census is conducted every five years, with the results reported two to three years later. Current census information is available from the 2002 Census. Although the information is five years old, it can still be used very reliably and effectively for planning purposes (you can increase the sales and payroll numbers by approximately 15% to account for compound annual inflation since 2002.)

The information provided in the census can provide you with industry averages for crucial financial issues, including:

· Number of Establishments

· Total Sales

· Number of Employees

· Total Payroll

Using this information, you can also easily calculate:

· Average Sales per Establishment – a good reality check for your own sales projections and the source of reliable sale estimates for use in conjunction with BizStats.com’s benchmarketing function, which provides industry average information for operating expenses based on percentages of total sales.

· Average Employees per Establishment – good reality check

· Payroll per Employee – good reality check

· Payroll as a Percentage of Sales – a good way to make sure that your payroll projections grow at a reasonable rate, as your sales do

· Sales $$ per Employee – another good way to insure that your projected staff is sufficient to support your projected sales levels

Remember that these averages are just that – averages. Your business’ performance or projections won’t match these averages exactly, but it’s important to know what most businesses in an industry look like from a financial perspective. If your business will differ dramatically from these averages, make sure you understand why and that the reasoning for your assumptions is sound and defensible.

Information is usually presented at three geographic levels – nationwide, statewide, and countywide. Sometimes, there are so few companies in a sector in a county, that the aggregate information is withheld because it would disclose too much information about those companies.  While the countywide information, especially the information about total sales and number of establishments, can be very helpful, the statewide information usually provides more reliable averages, since they use information from more companies. Statewide averages for payroll-related issues are usually more reliable than national averages because they account for regional patterns in costs of living and salary/wage rates.

To get started, visit:

· www.census.gov/econ/census02/data/us/US000.HTM for nationwide statistics

· www.census.gov/econ/census02/guide/02EC_MD.HTM
Using BizStats.com
for Your Financial Projections

BizStats.com is a rich and fascinating website edited by Patrick M. O’Rourke, a Washington, DC CPA. Information is compiled from a number of sources, including trade associations,  the U.S. Department of Commerce,  U.S. Department of Labor, U.S. Census Bureau,  the Internal Revenue Service, the U.S. Securities and Exchange Commission,  the U.S. Small Business Administration, and special trade and government studies. The information presented can be extremely valuable in developing your financial projections and business plan. Much of the information is a few years old, but is still very valid and usable for business planning purposes. (You may wish to update the numbers by applying an inflation multiplier of about 2.5% per year, compounded.)

The contents of your financial projections should not come solely from any of these, or any other, individual sources. Instead, your projections should be the result of information from many different sources, including these resource and, most importantly, your own judgment and expectations about the specific operation of your business.

Two of the BizStats’ most useful offerings are described here:

Benchmarking

The benchmarking section provides estimates for a company’s expenses and profit margins, based on industry-average percentages of sales. The feature is available by industry subsection, such as “Construction – Residential Buildings” and “Retailing-Restaurants and Drinking Places.” Since the benchmarks are based on percentages of sales, that validity of the results are based on the validity of the estimated sales total that you enter. Consult trade associations, the US Economic Census, and other parts of BizStats.com, to identify appropriate sales totals. Also, the benchmarks do not appear to include owner’s compensation, so adjust your projections accordingly. (The site also features operating ratios for most of these industry sectors, which shows you the actual percentages used in the benchmarking feature.)

Sales per Square Foot

Sales per square foot is a valuable tool for projecting and evaluating the performance of retail and foodservice businesses. BizStats.com publishes annual sales per square foot for many of the nation’s leading companies, including Starbucks, Abercrombie & Finch, FootLocker, Dollar Tree, and many others. It also publishes sales per square foot, by industry category, for mall-located establishments.

Other Features

Other features include:

· A listing of seasonal sales patterns for major retail industries

· A ranking of major retailers by sales-per-store

· Rules of thumb for valuing existing businesses in selected industries

· Industry averages for key ratios such as debt-to-equity and inventory turnover
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