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INTRODUCTION

An expanding business offers the potential for numerous growth opportunities. Employees benefit
from business growth through increased earnings and promotions. Customers benefit from expanded
products and services. Owners benefit through increased profit potential. Society benefits through
the new jobs created. Managing this growth, although rewarding, can challenge your skills and
financial resources.

Financial management involves all the activities that enable a company to obtain capital for growth,
allocate resources efficiently, maximize the income potential of the business activity and monitor
results through accounting documents. Such management requires a well-written, comprehensive
financial management plan clearly outlining the assets, debts and the current and future profit
potential of your business.

This publication discusses the how to approach to financial management (i.e., a method that makes
the growth process easier to understand and implement), in addition to providing general
information on the challenge of managing financial growth. It is divided into three sections, with
each focusing on important aspects of financial management: Section 1: Obtaining Capital for
Growth; Section 2: Managing Capital and Section 3: Documenting Results.

Successfully managing financial resources is important in new and expanding businesses, so take
time to develop and implement a financial plan that will ensure the success of your business.

Managing Financial Growth
Managing the finances of a growing business requires persistence and balance. To obtain the

funding needed to finance growth, you must understand the roles of these concepts and how to apply
them in managing a growing business. A brief discussion of these concepts follows.



Persistence

In a growing business, financial resources are often viewed as the major factor limiting growth
potential. There are two methods of improving your financial base: (1) grow gradually and allow
profits to fund additional growth and (2) seek outside funds (i.e., debt or equity funding). Either
approach will consume time and energy, and you will experience some rejections. This is where
persistence is important. Your determination, combined with a willingness to adjust your plans, will
carry you through this process.

Sustained growth puts stress on you and the financial resources of your business. Achieving growth
goals often takes longer than you initially planned. However, you are not alone in the quest for
growth and expansion. Many successful business owners have experienced the same problems and
frustrations. To understand the challenge ahead, visit successful local business owners and read
articles or books about their experiences. Inc., the Wall Street Journal and some of the general
business publications, such as Business Week, Forbes and Fortune, all contain stories about
successful growing businesses. The business section in your local newspaper features local success
stories. Also, area development corporations and chambers of commerce are excellent sources of
information on local businesses. Don't hesitate to take advantage of these resources. You can learn
valuable techniques and concepts that will enable you to avoid many of the problems other business
owners have encountered.

Balance

The financial and operational aspects of growth must be balanced when you expand your business.
During a growth phase, for example, the marketing function of the business may extend beyond the
business's financial capacity to sustain growth. To avoid this dilemma, devise policies to balance the
operational functions of the business with the financial aspects of growth.

Here are several guidelines to help you balance the finances of a growing business.

! Growth should be attempted only in businesses already profitable. To attain profit
potential, a balance must be maintained between asset and liability items that are on
the balance sheet and operating items that are on the expense and income reports. For
example, if accounts receivable on a balance sheet average $50,000 and sales
average $500,000 per year, a balance of 10 percent exists between these items. If
growth is obtained in part by offering easier credit terms, the balance could be altered
if the accounts receivable average $150,000 and are used to support sales of
$1,000,000. Thus, the balance needed to maintain a profit has been altered. When
growth is undertaken, profit will be negatively affected, at least initially.

! The existing debt position of the business must be balanced with equity, or additional
equity must be obtained to balance future debt. The rule of thumb is for the equity
position on a balance sheet, expressed as equity divided by assets, to range from 30
to 50 percent. If your business has an equity position of less than 30 percent and you
wish to obtain financing for growth, a certain amount of money will have to be



injected as equity to finance additional debt.

! Management skills and abilities must be balanced with the increasing demands on
management in a growing business.

There are several simple examples of balancing opposing forces that can be applied to business. One
example is the financial management concept. Financial management compares your company's
growth potential when financing the entire growth phase by reinvesting profits to financing through
an infusion of cash from outside sources. The latter option accelerates growth; it follows the concept
of leverage and allows you to use equity to obtain additional money so the business can grow faster.
For example, if you can use a 33-percent equity position and invest $100,000 in a business, you can
borrow $200,000 for a total investment of $300,000. This allows the business to grow faster than
using only the $100,000.

When accelerating growth, the financial leverage concept works only as long as the business is
profitable or the return on investment exceeds the debt expense. When this happens, the rate of
return received on the equity investment is greater. For example, if you invested only the $100,000
and did not borrow any additional money, the rate of return might be 10 percent. However, if you
used the $100,000 to obtain $200,000, and if the debt is 12 percent and you make a return of 15
percent on the entire project, the resulting rate of return on the $100,000 is higher. The 3 percent
made on the debt results in a total dollar value of $6,000. The 15 percent made on the existing equity
(which would be $15,000), combined with the $6,000 made on the debt would result in a final return
rate of 21 percent on the equity portion.

Profitability is important to business growth because it makes it easier to obtain the financing needed
to expand. This is the opposite of how accounting systems are normally operated for tax purposes.
To reduce taxes, accountants and business owners often try to show a loss or as little profit as
possible, which allows the business to retain more cash. From this standpoint, perhaps your business
should be profitable for several years before initiating a growth phase. In many cases, however, you
will not or cannot take the time to accomplish consistent profitability. If you are planning to expand
your business, discuss this process with the accountant who prepares your income statements or
taxes in order to legitimately transfer forward some of your current operating expenses, thus
increasing your current profits.

Other Considerations

The time you spend preparing for growth can also improve your business in several other areas,
including management. Therefore, you should not implement growth procedures without thoroughly
examining all aspects of your business operations. Listed below are several factors you should
consider before initiating a

growth plan.

! Expect that your personal involvement and commitment to the business will increase
during a growth cycle.

! Consider personal sacrifices and the sacrifices of people you associate with,



including family. The rewards of growth can be substantial and, thus, are deemed
adequate rewards for these sacrifices.

! Expect additional pressure on the time and resources needed to run the business,
because it will take time and energy to organize the financial aspects of growth.

Before initiating a growth phase, be sure you have the time, adequate personnel and financial
resources to complete the process.

There Is No One Right Way

Before you look at the different categories of financial management for a growing company,
remember there is no one right way or easy method. Accept that you operate in a world of
uncertainty, in which decisions often are made without complete knowledge of all the consequences.
This approach can make managing a growing business challenging and rewarding.

When financing a growth cycle, seek assistance from professionals who know the process.
Assistance is available through consultants, accountants and lawyers and through services provided
by the government, such as the U.S. Small Business Administration (SBA) and its resources (e.g.,
the Service Corps of Retired Executives [SCORE], the Small Business Development Centers
[SBDCs] and the Small Business Institutes [SBIs] listed in Appendix F: Information Resources).

SECTION 1: OBTAINING CAPITAL FOR GROWTH
Deciding To Actively Pursue Growth

A primary reason for pursuing growth is to increase profit. There are two components that can be
increased -- the absolute dollar amounts of sales or the profit as a percentage of sales. If these two
can be achieved simultaneously, the resulting growth will be very rewarding. A more careful
decision process must be completed in situations where there is a trade-off, such as between
decreasing the percentage of profit to sales (through reducing prices) or increasing the dollar volume
of sales (through increasing prices).

Reducing prices to achieve growth is a strategy you might not initially plan but must do to sustain
growth after commitments have been made. By charging lower prices to increase sales, you usually
decrease the gross profit margin. However, lower prices may result in significant increases in the
purchase quantity, which then enables the business to earn a profit. The same concept, only reversed,
can apply to costs. For example, if you increase costs in order to increase dollar sales volume, you
still decrease your profit margin. This latter approach is feasible if you plan to increase marketing
expenditures to gain additional business.

Costs also can be increased from an accounts receivable standpoint. A new business activity might
increase sales by adding customers with poor credit ratings, thus resulting in a higher accounts
receivable cost. Many managers of unprofitable businesses believe the solution to their problem is to
grow in order to spread fixed costs over a larger number of units, thereby improving the gross



margin of the business. (A detailed explanation of this concept is provided in the section
Determining the Break-even Point.)

Understanding Financial Statements

The balance sheet, income projection statement and the monthly cash flow projection of funds are
the statements used to manage and report a business's financial operation. The balance sheet and
income statement will be explained in this section. The cash statement is not always completed as
the checking account register provides the same information except that it isn't summarized by
categories.

The balance sheet and income statement contain meaningful information about the business. The
balance sheet indicates the value of the business at a given point in time and is usually prepared for
the end of a typical reporting (or accounting) period. The income statement covers a period of time
(month, quarter, year) and indicates the level of profit or loss based on sales less expenses.
(Examples of a balance sheet and income statement are included in Appendix A.)

Balance Sheet

The balance sheet provides a summary of the owner's net worth at a given time. The first section,
labeled assets, usually appears on the left side or at the top of the statement and includes the
business's assets in declining order of liquidity. The right side or lower portion lists the liabilities and
the owner's equity or net worth. Liabilities include all commitments or contractual agreements to be
paid in the future. Examples of liabilities include loan principal balances and accounts payable
(money owed for goods or services already received). The owner's equity is the asset value that
actually belongs to the owner. In a corporation, this is usually divided into original capital and
retained earnings. The capital assets (i.e., equipment and buildings) are valued at their original cost
minus any depreciation that has been taken in the past. This results in a book-value balance sheet,
because the real value of capital items could be more or less than this calculation indicates.

Note that on the balance sheet the total assets equal the total liabilities plus the owner's equity. The
owner's equity position is the relationship between the total assets and the total liabilities. In the
sample balance sheet in Appendix A, the equity position is a percentage, 28.3 percent, that is
calculated by dividing the owner's equity ($57,945) by the total assets ($204,945).

Income Statement

The income statement (sometimes called profit and loss statement) brings together the income
generated and expenses incurred from business activity over a specified period of time. This time
period can be a month, a quarter, a year or the year-to-date.

The difficulty in developing an income statement is in allocating certain costs to the period of time
covering the statement. One example is depreciation. Many fixed assets, such as equipment and
building costs, cannot be included under expenses. To allocate these costs properly, their purchase
price must be divided by the expected life in years or months, whichever corresponds to the period
covered by the income statement. Using the straight-line method of calculating depreciation, their



purchase price is charged uniformly over the life of the assets. However, the depreciation rate often
is accelerated for income tax purposes.

Another difficulty in cost allocations are loans in which payments are divided into interest and
principal components. Only interest is included on the income statement; it is treated like a rent or
lease payment. The principal is neither income when a loan is received nor an expense when it is
paid back.

The balance sheet and income statement are related to each other. Your equity on the beginning
balance sheet plus the profit (or minus the loss) from the income statement equals your equity for
that period. Profit needs to be adjusted for any withdrawals that are not expenses, such as payment of
the loan principal or income tax.

Developing Projections

The first step in undertaking growth is to develop projected income statements, cash flow statements
and balance sheets. All potential lenders require these projections before approving loans. These
estimates also can be used to help you decide whether to seek outside funding, even though this
decision may seem obvious based on your current market activities.

These projection statements, sometimes called pro forma statements, should be developed for at
least one year and perhaps two to five years into the future. (Examples of pro forma statements are
included in Appendix B. Blank forms are included in Appendix C.) You may wonder: How can |
know what will happen? To answer this question, divide the projections into steps. The most critical
step is balancing costs to sales in order to determine a profit margin.

Profit margins for income projections should always be reasonable, especially if outside financing is
used. If the first years of the projections show a loss, it will be difficult to convince potential
investors to invest in your business. If, however, the projections show excessive profits, potential
investors may feel the project is unrealistic. This means that your figures must be fairly conservative.

What is a reasonable profit margin? It is a profit margin that is in line with the profit margins of the
industry. For example, $80,000 on a projected income statement is a reasonable before-tax profit
margin in the following case. First, all income tax is subtracted at an estimated rate of 25 percent,
leaving $60,000. You quit a job that paid $40,000 to start this business; therefore, you maintain this
salary as being consistent with your personal living expenses. This leaves $20,000 of profit. The
next step is to compare the remaining profit to the amount of equity invested or the amount of your
equity on the current balance sheet. For this example, we will assume the equity level is $200,000.
The profit of $20,000 is divided by the equity of $200,000, which results in a 10 percent rate of
return. This rate of return is reasonable for a growing business; however, the rate of return could
increase in the future because of the growth process. Phenomenal rates of return, such as 100 to
1,000 percent or higher, are possible in smaller businesses. (See Inc.'s list of the 100 fastest growing
companies.) Even though this is possible, the rate of return should be conservative on a projection.

Deciding the rate at which your company should grow is challenging and demands flexibility.
Flexibility can be difficult if you already have a preconceived idea of the growth level you want.



Your idea may exceed the capacity of the business's management and equity positions. It is helpful
to develop several projections because different levels of growth will have different investment
requirements and profit results. For example, if a business is expected to grow to $500,000 in sales
per year, you may be able to continue renting a facility. However, if the business is expected to grow
to $800,000 in sales per year, a new facility may be required and its cost will affect the projected
profit. The same can be true with items of equipment, which also depend on the relationship between
the short- and long-term potential. The addition of a new building can have a short-term, negative
impact on profitability, but it also can result in an improved profit margin for the business within
three to five years. Because input into a business operation is not always proportional and can come
in steps, completing several projections based on different options will help determine which
projection is best.

Individual circumstances may require growth to be pursued at a slower pace, yet you can end up
with similar profits. For example, you currently operate a business with sales of $600,000 per year,
and you want the business to grow to sales of $2 million by the third year. You might project both of
the following growth trends:

Example A

Year 1 $1.0 million
Year 2 $1.5 million
Year 3 $2.0 million

Example B

Year 1 $1.8 million
Year 2 $1.9 million
Year 3 $2.0 million

As you can see, the result is the same. Example B illustrates an initial high, fixed investment, used to
support expansion, with slower growth following. For example, a successful restaurant with sales of
$600,000 may build two more restaurants in different cities and thus triple its total sales. Example A
reflects a situation in which growth is obtained more gradually by incurring variable costs and
reinvesting profits in the business. For example, a restaurant may attempt to increase its growth by
maintaining the same single location, but adding new services or additional operating hours.

You can further control your growth rate by recognizing that all fixed costs are variable over time.
Strictly speaking, fixed costs are those costs that are stable for a given period (e.g., one year).
However, when you consider growth over a three- to five-year period, fixed costs can be treated
more like variable costs. For example, alternatives to purchasing a new, full-size facility may include
leasing facilities, constructing a smaller facility or creating unique distribution channels.

Computer spreadsheet programs are excellent to develop projections as they easily allow what if
analysis in determining different levels of growth. If such programs are not available, seek help from
professionals who provide services to small businesses, such as SBA, SCORE, SBDCs and SBIs.



The costs of a growth cycle can be incurred in blocks or steps. This is especially true for equipment
and buildings; however, it can also apply to marketing costs. For example, a manufacturing
company may have only one machine that completes a process required of all its products. To
double production capacity, the company must decide between adding a second shift or adding a
second machine. Adding a second machine doubles costs in the form of depreciation and other
operating costs; adding a second shift doubles personnel costs. Either way, the company must
consider the marketing option of adding a salesperson in order to increase its sales volume to in turn
support higher fixed costs.

Determining the Break-even Point

Break-even analysis can help you make decisions because it allows you to visualize the relationships
between costs that are spread over time. Such analysis involves dividing costs into two categories:
fixed costs and variable costs.

Fixed costs are those costs that do not vary over a period of time, or generally do not fluctuate with
changes in sales volume. These costs include the purchase price of buildings and equipment.
Variable costs are costs that vary depending on the time period or the sales volume generated. These
costs usually include the cost of materials purchased for retail operations and labor costs.

The textbook approach to break-even analysis is based on the units of production. For business
activities, it is better to base such analysis on the dollar volume of sales of the business. Break-even
analysis can be expressed as a dollar amount and can be displayed on a graph. On a projected
income statement, a convenient way of breaking out fixed costs and variable costs is to treat the cost
of goods sold and labor as variable costs and all other expenses as fixed costs. Below is a sample
income statement:

Sales $100,000
Cost of goods sold $ 30,000
Wages $ 20,000
Fixed expenses $ 40,000
Profit $ 10,000

The break-even point can be calculated as follows. First calculate the contribution margin, which is
defined as the percentage of sales available for use toward fixed costs and profit. In the above
sample income statement, the variable costs (goods plus wages) are 50 percent of sales, so the
contribution margin is 50 percent. The actual break-even point is the fixed costs ($40,000) divided
by the percentage of sales the variable costs represent (50 percent), which equals $80,000. At this
point, all fixed costs as well as variable costs are covered. To verify your answer, multiply 50
percent by $80,000. The answer is the amount of the fixed costs, or $40,000. The variable cost at this
rate is $40,000 or 50 percent of $80,000.

The break-even point can be calculated using different assumptions of what should be included in
the fixed-cost portion. If the business needs to generate enough profit to pay the owner's wages plus
the recovered debt principal and income tax obligations, these costs should be included with the
fixed-cost amount; thus, the break-even point will be higher. The break-even sales level usually



covers a year; however, the time increment can be broken down into months, weeks or days. In the
above example, the break-even point of $80,000 is equivalent to $266 per day (assuming a 300-day
work year). This figure should be set as your average daily goal; however, don't forget to consider
seasonal sales and daily fluctuations as well.

It is difficult to assure accurate projections, but if each dollar item in a projection is carefully
considered with regard to the volume or capacity of the business, the resulting figure should be
relatively accurate. Final income statements tend to show costs higher than what was projected. If
plans are made carefully, the result might be that profit is very similar to what was projected; but
some of the items will be higher or lower than planned.

In projecting income in order to obtain financing, compile figures conservatively. Bankers know it is
very easy to come up with lofty profitability projections and may discount an application on that
basis. Projections should indicate the ability of the business to pay off debt while earning a
reasonable return on labor and investment.

Decisions on whether to grow and the rate at which to grow should be based on the concept of
improved value. Profits can be drawn by the owner or reinvested in the business where they can
increase the asset basis of the business. A recommended strategy for the owner-manager is to
consider a combination of these options.

Estimating Expansion Costs

An important part of growth is the budget, or the allocation of funds to those activities that will bring
about growth. There is a fine line between not having enough money and having too much money.
The disadvantages of borrowing too much are (1) the increased interest costs and (2) exceeding
equity limitations. The disadvantage of not borrowing enough is getting halfway through a project
and discovering there are not enough funds available to complete it. The problem usually associated
with expansion is underestimating costs. The following sections address the costs of buildings,
equipment and inventory and the cash tied up in accounts receivable and operating capital, as they
relate to estimating expansion costs.

Building Costs

To determine the cost of a building, choose a layout that can be reduced to a blueprint or a sketch for
contractors to bid on. (Many contractors provide blueprints in conjunction with the bidding process.)
After you have blueprints or a layout, obtain competitive bids from several contractors. Bids will
allow you to compare the abilities of individual firms to build efficiently and ultimately can help you
achieve lower costs. Be sure the contractors are bidding on identical specifications and quality.
Many construction companies have specialty projects that may match your company's project,
possibly resulting in a lower price.

If you do not know a contractor, check his or her credentials with the bank and other references,
such as customers and suppliers of building materials. Reputable contractors are accustomed to
working under performance bonds. You should investigate this option. Bonding is a system in which
the contractor promises to complete the work at a time, quality and price specified in the contract. If



the work is not so completed, the contractor forfeits the bond and the proceeds are used to reimburse
the customer's loss. Bonding is usually handled through an insurance company. If you request a
bond, you should receive a copy of the agreement directly from the insurance carrier.

Next, discuss with the contractors their relationship with subcontractors. Usually a general
contractor will negotiate and work with subcontractors in the electrical, plumbing, heating, and
certain other trades. Subcontractors are usually coordinated by the general contractor and complete
and invoice their work through the contractor. Should you choose to directly employ subcontractors,
you will be responsible for coordinating their work. This can reduce costs in some cases. If this is
done, the subcontractors should also be asked to submit a bond for the work performed. (Also, be
sure to check with utility companies to determine hookup costs and whether deposits are required.)

Scheduling is another aspect of construction that should be carefully planned to reduce costs. Often
unknown factors -- mainly the weather -- can affect the schedule. Such factors should be figured into
the time allowed for the construction process, as increased construction time can result in additional
interest charges. It is customary for a construction contractor to receive periodic payments during a
project to cover costs. The new building owner usually pays 90 percent of the cost of work
completed until the project is done. Thinking through this whole process in advance will reduce the
need for any change in orders, which can result in additional costs.

Equipment Costs

New equipment purchases often accompany an expansion. Contact several equipment suppliers to
discuss your needs, the capabilities of specific equipment and prices. Other related expenses
associated with equipment should be investigated, such as delivery, hookups to utilities, installation
costs and unusual operating expenses.

Leasing should be considered as an alternative to purchasing equipment. Usually leases can be
obtained from the company that sells the equipment, but there are also leasing companies and
leasing divisions at banks. The disadvantage to leasing is that the rate usually is higher than the
interest rate for purchasing equipment. The major advantage of a lease, however, is the low down
payment or equity position required to initiate the lease. Most leases place the responsibility for
repairing equipment with the lessor. This can reduce the risk of having to incur repair expenses at a
time when your cash flow is tight and repair costs difficult to cover. Be sure you understand all
provisions of the lease agreement. Many companies offer lease-to-purchase plans that enable you to
eventually purchase the equipment. This can be a viable option.

Delivery of equipment, whether new or leased, should be carefully timed with completion of other
construction activities so the equipment is not sitting idle.

Inventory Costs

Inventory is the product, in its various stages of completion, that is finally sold to generate revenue
and receivables. It is an important aspect of a company's operating cycle because it is a window into
the company, i.e., it will tell how well the company produces the goods and services it sells.
Inventory should always be valued at the lower cost or market value to ensure that its value is not



overstated on the balance sheet.

The level of inventory in an expanding business should be easy to determine because it is based on a
comparison of past inventory levels to past sales. The inventory turnover ratio is the cost of goods
sold divided by the average inventory and is the ratio that is often used when a growth phase is
initiated. The cost of new inventory should be considered because it might be higher than the cost of
existing inventory. It is usually assumed in an expansion process that the existing inventory can be
easily liquidated and, therefore, the inventory turnover ratio will increase. However, the opposite
could occur if you attempt to increase sales by offering an increased inventory. Also, it is usually
assumed that, as inventory increases, carrying costs will decrease because of the additional
economies of scale gained with the additional inventory. Again, this should be carefully determined
by investigating actual carrying costs.

Inventory is important to both new and expanding business because, before it is sold and becomes a
receivable, it represents invested cash. When separated into its parts (raw materials, work in process
and finished goods), the inventory cycle will identify lags and structural difficulties a company has
in the production process.

Accounts Receivable

Like inventory, future accounts receivable are projected from the existing receivables on the balance
sheet and are normally in the same proportion to future sales as current receivables are to current
sales. For example, past sales of $100,000 and accounts receivable of $5,000 represent a relationship
of 5 percent of accounts receivable to sales. If growth is projected to $500,000, then projected
accounts receivable at 5 percent would be $25,000.

It is possible for accounts receivable to increase out of proportion to the existing figure. For
example, accounts receivable could easily be a higher proportion if, in the process of increasing
sales, relationships with slower paying customers were established. To illustrate this, if actual
accounts receivable average $5,000 when sales are at $100,000, a variance of 1 percent would result
in accounts receivable of $6,000, a difference of only $1,000. However, at an operating level of
$500,000 sales, a 1 percent negative variance translates into a $5,000 difference. If this is not
planned for, it would be more difficult for you to come up with $5,000 than it would be to come up
with $1,000.

Estimated Expansion Expenses

The last and most difficult cost category to project is the additional cash needed to support increased
activity. The best method for calculating this amount is to use a cash flow projection. Cash flow
forms (see cash flow projection in Appendix B) are available through local SBA, SCORE, SBDC
and SBI offices. To complete the form, distribute the cash income over the months when the sales
growth should occur (cash expenses are calculated the same way) and then determine the expenses
needed to generate the desired increase in income.

During a business expansion, cash balances will normally decrease for a while, and then show a
gain. This gain will occur only if the business is profitable. It can be difficult to predict when a



growth in cash flow should begin. As a general rule, it should be within the first operating year,
preferably by the third or fourth month; however, this may vary.

Seasonal fluctuations in cash receipts and cash expenditures should be built into the cash flow
projection. This will indicate those months cash should be reserved to cover excess expenses when
cash out exceeds cash in. If the business is profitable and some portion of profit is reinvested in the
business, then the cash flow projection should account for this as well. The impact of income tax on
cash flow also should be included.

For each level of sales volume, a certain residual amount of cash should be retained in the business.
For example, if sales have been $50,000 per year, the cash balance carried might be $1,000; if sales
are at $500,000 per year, the cash amount carried might be $10,000. These amounts are somewhat
arbitrary and depend on the nature of the business; however, each increase does not have to be
proportional to sales. Instead, the residual cash amount should be based on the cash flow projection
for operating the business.

After determining cash needs, a certain amount could be budgeted to cover unexpected contingent
liabilities or to compensate for slow turnover in receivables. Select this figure carefully because
investors may be skeptical if it is too large. It is better to estimate a little higher on some of the
account categories that have definite needs, thus reducing the need for a large contingency amount.

Purchasing Another Business

At times expansion can be accomplished by purchasing another business. In this situation, the
expansion costs equal the costs of purchasing the business plus the amount of money needed for
improvements and operating expenses. Many industries have standard rules that should be
considered on how to determine the purchase price of a business.

Obtaining Financing
Bank Requirements

To obtain bank financing for your business, the relationship between your company and the banker
should be open and honest. If this is not the case, perhaps it is time to consider a different bank.
When shopping for a new bank, do not make a decision based upon a particular loan officer, because
this relationship can change if the loan officer is replaced. Therefore, consider both the relationship
with the loan officer and the relationship with the bank. It is also possible for your business to grow
to the extent it does not fit the capacity of its existing bank. If this happens, consider establishing a
new relationship with a larger bank that can handle your company's future needs.

The first step in obtaining financing for an expanding business should be to understand and meet the
exact requirements and concerns of the bank. To avoid risks and make safe investments, bankers
primarily base their decisions on the collateral and equity positions. Other concerns of a banker
include cash flow, profitability and management ability.

Collateral



Debt can be either secured by collateral or covered by a firm's assets. A bank considers collateral the
final alternative (last resort) for collecting money if payments are not made on loan principal. The
Uniform Commercial Code” establishes procedures whereby a bank can seize any collateral pledged
in a loan agreement in case of default on the loan. The value of collateral is usually listed in the asset
section of the balance sheet; its value should always equal or exceed the amount of the loan.

American Law Institute, Uniform Commercial Code, written by National Conference
of Commissioners on Unified State Laws, 1987.

Often in a business start-up, the initial balance sheet will show an adequate collateral position;
however, six months to a year later, the balance sheet may show a decreased collateral position. One
example of this is getting a loan to purchase a vehicle. The depreciation rate for the first six months
to one year will exceed the amount paid on the principal. Thus, depreciation is usually computed on
an accelerated basis. If you purchase a vehicle for $20,000 and borrow the full amount at 10 percent
for four years, the monthly payment would be $507.25 per month. The day you purchased the
vehicle and took out the loan, the collateral value matched the loan amount exactly. If you use a
straight-line rather than an accelerated method of calculating depreciation, the vehicle will last four
years, and cost $5,000 per year. At the end of the first year, the book value of the vehicle, which
often equals its real market value, is $15,000. However, the amount owed on the principal at the end
of one year is $15,720.36$720.36 more than the book value. This point clearly illustrates why banks
require a down payment on this type of loan. The down payment usually ensures that the asset value
always exceeds the loan principal balance.

It is also possible to lose collateral in the first years of a business by borrowing money and then
gradually using that money to pay for expenses (such as utility bills and marketing costs) that do not
result in asset appreciation. For example, if you are planning to spend $1,000 to have brochures
printed, the cash in the bank before the brochures are printed is good collateral because it can be
used by the bank if you default on the loan. However, once this money is spent to buy the brochures,
the collateral value is much weaker because the expenditure has value only for your business and
cannot be easily transferred to others.

When a bank forecloses on a failing business, it is often unable to recover the full amount the owner
paid for the assets, because of depreciation and the nature of a force sale. As a result, foreclosure
leaves the banker with assets worth less than the dollar value indicated on your balance sheet. For
these reasons, you can understand why it is easier to borrow money to buy fixed assets (such as
inventory, equipment, buildings and accounts receivable) than it is to borrow money for marketing
expenses or general operating costs.

Equity

Bankers also review the current and projected equity position of a business. Equity is listed as
owner's equity or a combination of capital and retained earnings. The owner's equity is usually
calculated by subtracting all liabilities from all assets. The important aspect of equity is not so much
the dollar amount but the ratio of equity to assets or debt.



A growing business usually shows an equity position of 30 to 50 percent in relation to total assets,
i.e., the owners own 30 to 50 percent of the company. Initially, such an equity position may be
adequate, but it may become inadequate when additional money is needed for growth. Because of
the need to maintain the equity ratio in its relative position, additional equity may need to be brought
into the company. For example, suppose a company's total assets are $100,000; total debt, $70,000;
and owner's equity, $30,000. The equity-to-assets ratio is 30 percent. For this business to grow to an
asset level of $200,000, the owner needs to provide an additional $30,000 of equity and then borrow
another $70,000 (debt). Ways to bring equity into a business include

! Venture capital funds

! State and federal financing programs

! Private investment

! Owner's personal investment
An alternative to obtaining equity is to wait and reinvest the business's profits to finance the growth.
Cash Flow Projections

For any business growth cycle, cash flow projections that compare cash receipts and cash expenses
should be completed. Bankers realize that bank loans are paid from the business's cash flow, so you
must convince them that there is adequate potential to repay the loan. A detailed explanation of the
cash flow projection is included in the section Effective Cash Flow Management on page 10 or see
Instructions for Cash Flow Projection in Appendix C.

Income (Profit and Loss) Projection Statement

The profit and loss statement, more commonly known as an income statement, reflects the dynamic
changes that occur over time between two balance sheets. It reflects the company's operation as a
result of management's efforts to generate a profit. The income statement matches all revenues with
corresponding expenses for a specific period of time and reports the company's ability to generate
profits (excess of revenues over expenses).

Income projections should indicate when profitability will occur. Even though profit and cash flow
can be unrelated, the possibility of having an adequate cash flow definitely increases when a
projected income statement shows a profit. Bankers generally assume that a loan can be repaid if the
business is profitable. The banker's concern in this process is, Where is the profit going? If the profit
is being reinvested into expansion activities, such as increasing inventory or marketing expenses, the
banker's concern is whether or not loan payments can still be made. See Appendix C for Instructions
for the Income Projection Statement.

Management Ability

A growing business usually has the advantage over a new business of having records on past



performance that reflect the owner's management ability. Management and the organization must be
flexible to allow for growth and change. Consider the following question: If growth occurs, will
management be able to handle the new situation? Your answer should help you determine whether
you will need to hire additional managers or develop current management skills.

Simply developing and implementing a strategic plan to obtain additional funding will test
management's ability to plan and handle growth. The activities involved in obtaining needed
financing are in themselves a new challenge to management. Management weaknesses should be
addressed as a part of the growth process.

Personal Financial Statement

Usually banks will require personal financial statements from all owners. Personal financial
statements are the balance sheets of the business's owners. They are an important part of a business's
financial package because (1) they verify the company financial statements, (2) they identify hidden
company liability or equity and (3) they reveal other activities vying for an owner's attention. Strong
company financial statements are generally reflected in strong personal financial statements;
therefore, the stronger an owner's financial statements, the better his or her chances of obtaining the
loan.

Wealth accumulated on a personal balance sheet is an informal method of judging an owner's ability
to obtain, manage and keep money. Personal financial statements should not include existing
business activities; these figures should be supplied separately. As indicated above, the banker is
looking at potential collateral and adequate equity.

Market Value Balance Sheet

One of the problems in a growing business is that the existing equity or collateral position can be
artificially low because of accelerated depreciation. Using accelerated depreciation results in a book-
value balance sheet that has less equity or collateral than a market-value balance sheet. The former
shows assets at their depreciated value whereas the latter shows the assets at their current market
value. Thus it may be important to provide a banker with a market-value balance sheet.

A typical way to develop a market-value balance sheet is to present your current book-value balance
sheet with an additional column for the market value. At the bottom of this balance sheet explain
each column. Documentation of market value can be provided through appraisals or advertisements
that include prices on similar equipment or assets. The market-value balance sheet usually increases
the equity dollar amounts and the equity-to-assets ratio. This should result in a banker's willingness
to loan a larger amount for growth activities.

Business Plan

A business plan is the blueprint or road map for the owners to successfully carry out growth in a
business. This plan communicates the intentions of the owner to others and can be used to obtain
financing. The content of the business plan is determined by the planning process itself, and includes
research documenting growth potential. Business plans include



! Cash flow projections

! Income statements and balance sheets with a detailed narrative of how growth must
be attained

! Justification for numbers used in financial statements

Details on writing a business plan can be found in many sources. See the outline of How to Write a
Business Plan in Appendix E. In addition, the SBA, SBDCs, SCORE chapters and SBIs can provide
assistance in developing business plans.

Other Sources of Financing
Small Business Administration Loan Guarantee Program

The SBA Loan Guarantee Program provides financing in cases in which banks feel uncomfortable
with the risk by allowing banks to recover their money from the SBA if the borrower defaults. The
SBA guarantees 90 percent of the loan up to $150,000 and 80 percent up to the maximum of
$750,000. Terms for the loan are usually better than those for regular bank loans. Compared to a
conventional bank loan, the life of the loan can be longer, the equity position less and the interest
rate slightly lower. The interest cost is usually less for two reasons. First, SBA has established an
upper limit of 2 percent above the prime rate for the program; second, bankers are usually willing to
offer lower interest rates because of the SBA's guarantee.

The life of an SBA loan can be longer than that of conventional bank loans. This results in a lower
monthly cash payment, which can enhance the cash flow of the firm during the early years of the
loan. The equity position for an SBA loan can be 30 percent compared to the 40 to 50 percent
required by banks. (The SBA percentage can vary depending on the type of business and your past
credit history.)

The bank loans the money and the SBA guarantees the loan. Because of the guarantee, banks can
loan over their normal limit, which can be an incentive for small banks. The guaranteed portion of
the loan is not considered part of the banks' regular loans. There is a 2-percent fee for the guarantee,
which is sometimes reduced to 1 percent for loans under $50,000. This fee is paid from proceeds
when the loan is allocated. The upper limit for an SBA loan guarantee is $750,000. There is no
lower limit, however, most banks prefer to work with amounts over $10,000.

Other State Financing

State financial programs are also available to small business owners who need financing. Most
programs are justified by the economic development and the jobs created within the state by the
business. At times these programs can take a second mortgage position compared to banks or other
sources of debt and can charge lower interest rates. Many state programs have special programs for
women, minorities or manufacturing businesses.




SECTION 2: MANAGING CAPITAL
Effective Cash Flow Management

Cash flow analysis shows whether your daily operations have generated enough cash to meet your
obligations, and if major cash outflows combine with major cash inflows to form a positive cash
flow or a net drain. Any significant changes over time will also appear in this analysis.

It is extremely important to have enough cash on hand each month to pay the cash obligations of the
following month. A monthly cash flow projection helps to project funds and compare actual figures
to those of past months and enables you to eliminate cash deficiencies or surpluses. Cash flow
deficiencies indicate a need to alter plans to provide more cash. Cash surpluses may indicate
excessive borrowing or idle money that could be invested.

Cash itself does not create new income for the business. Therefore, the cash account balance on a
balance sheet actually should be small relative to other assets. The object is to develop a plan that
will provide a well-balanced cash flow.

Cash flow analysis establishes a budget for the cash requirements for the business. During stable
business conditions, there is little need to develop a budget because future business activity can be
predicted from past trends. For growing businesses, the relationship between sales and expenses
changes, thus establishing the need for a cash flow projection. The cash flow projection indicates a
flow of dollars; therefore, if dollar amount changes early in the year, it is going to affect the
remaining months by the same amount. Understanding cash flow and how it is computed is a very
important part of cash flow projections.

SBA has an excellent cash flow form (See Appendix B). The SBA's version is a simplified form; it
allows for only one sales entry and one accounts receivable entry per month. Completing this form
will enable you to compute projections correctly, and better understand the relationship of cash flow
in the finances of a company. This form is available at SBA area offices and through SCORE
chapters and SBDCs.

Unfortunately, cash flow management is often limited to keeping track of the checkbook balance.
The problem with relying on this system is that it can result in your using cash that should be
reserved for something else. Some practical steps can be taken to improve your ability to manage
cash flow, especially during the changes brought about by growth. These include

! Collecting receivables

! Tightening credit requirements

! Increasing sales

! Pricing products



! Securing loans

If your company has multiple divisions, products or locations, develop individual cash flows and
then consolidate them to determine the complete cash flow picture. The SBA form has a column for
actual results in addition to the estimated column. This allows you to record what you actually have
spent and compare it against the estimate. A cash flow projection is usually computed on a yearly
basis. To compensate for changes occurring after the projection, it is advisable to update it
periodically to determine if there will be a detrimental effect later. If your company's new area of
growth is an activity that is seasonal, i.e., opposite the current season, the cash flow projection will
help determine the combined impact.

In a cash flow statement it is important that all sales and expenses listed for a particular month are
balanced. To compensate for situations in which expenses are due at the first of the month but
revenue does not come in until the end of the month, complete a daily or weekly cash flow
statement. Another way to compensate in these situations is to change your month's beginning and
ending dates; for example, go from the 15th of the current month to the 15th of the next month. This
will resolve the problem because it will ensure that one month's cash from

sales arrives before expenses are due.

Computer spreadsheet programs can be extremely helpful for computing cash flow projections. They
allow for what if analysis, which provides several possible outcomes. If you have the software, you
can design your own spreadsheet, or you can get templates from business service providers.

Good accounting records and good projections are important tools for a small business. Qualified
accountants are necessary to help keep your records accurate and current. However, you can reduce
your accounting expenses by producing your own summary statistics and projections. With the help
of a personal computer and a good financial management plan, you can successfully project future
activity and use the what if analysis to test various management decisions.

Cash Flow Versus Income Projections

One of the major distinctions between cash flow and income projections is that the two can appear
unrelated. The differences result from how principal payments and depreciation are recorded. Loan
principal payments are included as cash outflow but are not recorded on the income statement. On
the other hand, depreciation is included as a business expense of the income statement but not as
cash outflow.

In a business in which sales are growing, the inventory and accounts receivable are also probably
growing. These different areas of growth can affect the income and cash flow. For example, if
inventory increases during the year, the dollar amount used to purchase materials will increase, and
thus the cash flow or available cash will decrease. This can cause an inadequate cash level during a
slow period. A similar situation can occur with accounts receivable. If accounts receivable increase,
then expenditures to provide services to customers will increase, but there will be no incoming cash
to cover these increased costs. The accounts receivable, inventory and cash-on-hand amounts are all
represented on a business's balance sheet.



In a growing business in which the accounts receivable and inventory are fairly constant, the cash
flow should be adequate if the business is operating profitably. In this situation, any depreciation
amounts should be retained for future expansion, and profits should be used to retire the loan
principal. Such a strategy is important for a growing business. If depreciation and money from
accounts receivable are used for operating cash flow, this can result in a lower equity position,
making it difficult to borrow money to replace worn-out assets.

Borrowing Money

Loans from various financial institutions are often necessary for covering short-term cash flow
problems. Revolving credit lines and equity loans are common types of credit used in this situation.
Short-term borrowing works fine as long as everything goes well. However, if your business
experiences a downturn in volume, short-term borrowing can cause a bank to call in a loan or cancel
its credit line, leaving your business without adequate operating cash.

Long-term loans amortized monthly can improve a business's operating cash position. Amortized
monthly means the monthly payment is constant and includes interest and principal portions that
change in proportion as the loan is paid off. During the early stages of the loan, the interest portion is
high and the principal is low; however, this situation reverses itself over the life of the loan.

In a situation in which long-term debt is used and the business has a seasonal peak demand, the
excess cash should be invested in easily accessible, interest-bearing, low-risk accounts, such as
savings accounts, a short-term certificate of deposit or a U.S. Treasury note (commonly called a T-
bill). The money should not be used for cash operating expenses or to avoid a shortfall when cash is
needed. Keeping excess cash on hand reduces both the growth and the return on investment.

Tax Obligations

Income and payroll tax obligations can also affect cash flow. If a business is profitable and growing,
the cash that should be retained for income tax payment and payroll tax can easily be spent for other
items that support growth. This results in a cash shortage when income taxes are due. To avoid this
shortage, make adequate projections and analyze current income statements to determine future tax
obligations. As these obligations are determined, cash should be set aside to meet them.

Managing Credit

The credit a company extends to its customers can be crucial in its impact on cash flow if the
customers do not pay on time. New businesses and growing businesses often do not have the
advantage of previous experience with their customers and can find themselves extending credit to
high-risk customers. Research should be done in advance to determine a customer's ability to pay
bills on time. Methods of determining this include obtaining a copy of a Dun & Bradstreet report on
a potential customer and requiring potential customers to complete a credit application that asks
questions about the business's ability to pay. References should be checked to get others' perceptions
of customers and their integrity. (There are several publications available through the U.S.
Government Printing Office that discuss credit. Complying With the Credit Practices Rule and How



to Write Readable Credit Forms are both published by the Federal Trade Commission and are
available through the Superintendent of Documents, U.S. Government Printing Office, listed in the
Information Resources in Appendix F.

When working in a business activity that sells directly to customers, it is advisable not to extend
store credit but to use charge cards. Information on offering credit card purchases can be obtained
through your company's bank. Banks charge businesses different rates for credit card sales, based on
the dollar volume of the sales, so check several bank sources. The disadvantage of the credit card is
it costs you a specified percentage, ranging from 2 to 5 percent, of the total dollar volume customers
charge. On the other hand, customers often expect the convenience of credit cards.

As credit and terms are tightened, more customers will pay cash for their purchases, thereby
increasing your cash on hand and reducing your potential for a bad debt expense. While tightened
credit is helpful in the short run, it may not be advantageous in the long run. Looser credit allows
customers more opportunity to purchase your products or services. Just be certain the increase in
sales is greater than the increase in bad debt expenses.

Discounts for Early Payment

The practice of receiving cash discounts for early payment illustrates a major difference between the
cash flow and projected income statements. Not taking advantage of a cash discount by paying bills
promptly can improve your immediate cash flow, but can also negatively affect profitability. On the
other hand, by paying early, your costs will be lower and profit margin higher, but your cash flow
could be strained. Certainly a business should consider taking advantage of discounts, but should
also know when and how to capitalize on them. Your company might also consider offering these
discounts to help its cash flow.

Increasing Sales

Increasing sales appears to increase cash flow, but be careful. For many companies, a large portion
of sales are purchased on credit. Therefore, when sales increase, accounts receivable, not cash,
increase. Receivables are usually collected 30 days after the purchase date. Sales expenses are most
often incurred before receivables are collected. When sales rise, inventory is depleted and must be
replaced. Because receivables have no