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Finance 3. Assessing Seasonal Patterns of Income and Costs

When setting-up a business you will need to create a profit & loss projection (see the handout ‘Assessing the Financial Viability of Your Business’ for more information on a trading & profit and loss account) to see if the business is viable. However, this does not show the capital that will be required in order to run the business, i.e. the working capital. What matters in estimating the capital needed for the business is CASH. It is therefore necessary for you to convert any trading & profit & loss account projections into a cash flow forecast for the business. Ideally these should be connected perhaps on the same spreadsheet. The structure of such a forecast could be laid out in excel as shown in the below example.
	TRADING & PROFIT & LOSS ACCOUNT

	MONTH
	
	1
	2
	3
	4
	5
	6
	TOTAL

	
	
	
	
	
	
	
	
	

	Sales income
	5
	5
	10
	10
	15
	15
	60

	
	
	
	
	
	
	
	
	

	Cost of sales
	3
	3
	6
	6
	9
	9
	36

	
	
	
	
	
	
	
	
	

	Gross Profit
	2
	2
	4
	4
	6
	6
	24

	
	
	
	
	
	
	
	
	

	Overheads
	5
	7
	5
	5
	7
	5
	34

	Depreciation
	0.5
	0.5
	0.5
	0.5
	0.5
	0.5
	3

	Accrual A/C fees
	0.5
	0.5
	0.5
	0.5
	0.5
	0.5
	3

	
	
	
	
	
	
	
	
	

	Total Overheads
	6
	8
	6
	6
	8
	6
	40

	
	
	
	
	
	
	
	
	

	Net profit / (loss) 
	(-4)
	(-6)
	(-2)
	(-2)
	(-2)
	0
	(-16)

	
	
	
	
	
	
	
	
	

	CASH FLOW FORECAST

	MONTH
	
	1
	2
	3
	4
	5
	6
	 TOTAL

	Cash receivable
	
	
	
	
	
	
	

	Sales income
	0
	0
	5
	5
	10
	10
	30

	Other
	
	20
	0
	0
	0
	0
	0
	20

	
	
	
	
	
	
	
	
	

	Total cash in
	20
	0
	5
	5
	10
	10
	50

	
	
	
	
	
	
	
	
	

	Cash payable
	
	
	
	
	
	
	

	Cost of Sales
	0
	3
	3
	6
	6
	9
	27

	Overheads
	15
	5
	7
	5
	5
	7
	44

	
	
	
	
	
	
	
	
	

	Total Cash Out
	15
	8
	10
	11
	11
	16
	71

	
	
	
	
	
	
	
	
	

	Opening bank balance
	0
	5
	(-3)
	(-8)
	(-14)
	(-15)
	(-35)

	Total cash in
	20
	0
	5
	5
	10
	10
	50

	Total Cash Out
	15
	8
	10
	11
	11
	16
	71

	
	
	
	
	
	
	
	
	

	Closing bank balance
	5
	(-3)
	(-8)
	(-14)
	(-15)
	(-21)
	

	
	
	
	
	
	
	
	
	


The above forecast trading & profit & loss account for the 6 month period shows a loss of (-16), whereas the cash flow forecast based on that same period of account shows a cash injection in month 1 of 20 and a need for further cash to cover the (-21) closing bank balance by month 6. In month 6 it should be noted that the business is forecast to be profitable in that month for the first time yet the cash requirement for the business is forecast then to be at its highest. Some of the reasons for the differences could be as follows:

There is an initial injection of 20 into the business in month 1 shown in the cash flow but that does not affect the profit and loss, since it is capital from the owner.

· The 15 of overheads in month 1 of the cash flow reflects the purchase of fixed assets for the business. This is not shown in the profit & loss but instead the fixed assets are depreciated at a rate of 0.5 per month. Depreciation for accounts purposes is not a cash flow item but effectively writes-off in the profit and loss account the cost of the asset over its anticipated useful life. 

· It is assumed that sales income is not received from customers until 60 days after the sale and so the 5 of sales income in month 3 of the cash flow is the cash received for the sales of 5 in month 1 of the profit & loss.

· Overheads in the profit & loss include an accrual for accountancy fees of 0.5 per month but this has no immediate cash flow impact since we anticipate the accountancy fees will not be charged and paid for until after the end of the first trading year.

· The cost of sales have all been assumed to be purchases on 30 days credit terms and so the cash flow shows these amounts being paid out 1 month after they are shown as costs in the profit & loss. 

· For the purpose of this example, overheads (other than depreciation and the accrual for accountancy fees) are also assumed to be payable 1 month after they are shown in the profit and loss as having been incurred as costs.

The above are just some examples of differences between profit and loss and cash flow forecast numbers and illustrate the importance of constructing a reliable cash flow forecast linked to your profit and loss projections when preparing an initial financial assessment of the business. 

Another important matter to consider in preparing a cash flow forecast is whether the business is affected by seasonal factors. A manufacturer of garden fence panels, for example, may sell most of his products to retail outlets in March, April and May with lower sales until September then perhaps nothing until the following March. He has to manufacture and store as many fence panels as he can prior to March each year, and so his cash flow will involve expenditure building up from September to April with possibly a requirement for a very large overdraft then moving rapidly into a positive cash balance in April or May. In such a business the cash flow could be significantly altered depending on what payment terms he can negotiate from both his suppliers and his customers.  The risk factor in the business is whether he can control the cash position within his available capital and bank facilities.  
One final point on cash flow forecasts is to consider the period for which the calculation is being made. Most businesses project their cash flow on a monthly basis and for the most part that will be sufficient to give them control. However, if all the expenditure goes out of the bank on the first day of the month and all the income comes in on the last day of the month that could cause serious problems. When dealing with a business that is suffering cash flow problems it is necessary to produce regular cash flow projections with weekly intervals rather than monthly. This helps you decide priorities as to which payments to make and enables you to have certainty that you can deliver on any payment promises. 

Even a healthy business can have short-term cash difficulties, which is why planning is required to ensure that cash comes in before you are required to make payments out. If you would like help in planning the financial aspects of your business start-up then why not find out how the BU enterprise support team can help you.
To find out full details of the enterprise support on offer at BU contact Rhyannan Hurst at rhurst@bournemouth.ac.uk or on 01202 961511.
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