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TRAINING IN FINANCIAL AND BUSINESS MANAGEMENT FOR ROAD CONTRACTORS

MODULE TWO: SESSION THREE: PARTICIPANTS’ NOTES

FORECASTING

1. Session objectives

a. Introduce  learners to the general approach to forecasting output

b. Enable trainees to make realistic financial planning assumptions and decisions

c. Enable trainees to learn how to build up financial plans from quantitative estimates 

d. Inform learners of the need to review forecasted results and to revisit decisions to improve results. 

By the end of the session trainees will be sensitized about the need to make realistic assumptions and to forecast future operations based on appropriate situational analysis. 
2. What Is "Forecasting" in business planning?

Forecasting is a term used commonly in business strategy and planning. When businesses make decisions about operations, including revenue and production, they have to plan at least several years into the future. This requires anticipating movements in the market, the interests of consumers and the efficiency of the business itself, both currently and in the future. Creating strategy for long-term goals can require intense analysis and predicting future events and trends. That is what forecasting is about. 

Forecasting is the process of predicting future performance for the business. Many of these future numbers depend on business statistics from the past, so accountants typically perform much of the forecasting work in businesses. They use rates of return and rates of change in order to predict future figures as accurately as possible. This helps the business to decide on what projects to pursue and where to set goals. Forecasting or forecasts can be used in budgets and other financial statements.

3. Forecasting costs

When a business first plans a new project or another cycle of operations, one of the first questions it asks is how much the plans will cost. Costs are predicted not only in total but also when they will occur during operations. So a key part of forecasting is moving through future projects step by step, carefully analyzing each piece and linking it to an 
accurate expense. The cost of producing goods and the costs associated with labour and marketing are all frequent calculations.

4. Forecasting revenues

Businesses must also plan out their revenues to know how much money they will be bringing into the business. In some cases revenues are very easy to forecast, since they can depend on stable investments or markets where contracts are assured. But in most cases revenues can become difficult to forecast. Use past numbers and trends in order to predict future revenue. In road construction, the revenue will be based simply on the mileage that is expected to be handled.

5. Prediction and business environment

When forecasting, due attention should be put on forecasting market movements and their effect on many different business factors that will influence costs and revenue. For instance, if interest rates are moving up in the economy, then forecasts must not only show increased costs for borrowing money but also increased returns on money lent. Inflation rates change the current value of future returns as well. New technology, global connections and many other changes can affect the expenses and incomes a business can expect.

6. Situational analysis

A current business position is part of a company's business plan. It includes a description of the company, the marketing position, its strengths and weaknesses; opportunities and threats. The current financial position is mainly included in the financial statements particularly the balance sheet of the business. 
Information in the financial statements will include accounting policies and balances of fixed assets, investments, current assets, accounts payable, equity and term loans. These are inputs into the forecasting and projection process.

7. Forecasting costs in construction

Underestimated construction costs can be an ugly surprise. A common mistake many business planners make is underestimating the cost. As a result, they budget less money than needed and end up with unprofitable projects or unexpected debt. To avoid this trap, learn to accurately predict the cost of any contract work. The best estimates are the ones done by quantity surveyors and other qualified technical people. Note the following major elements:

a. Materials Cost: Obtain a detailed list of all required materials and price them at anticipated market value in your area. Have preferred pricing arrangements with key suppliers.

b. Labour costs: Obtain an estimate of man hours required for a standard job unit (say a kilometre) and the likely labour rates. Include contributions to social security.

c. Additional equipment or tools needed: Determine the tools or equipment required.  You may not need to buy the tools or equipment but hire them instead. Obtain an estimate for machine hours and fuel to be consumed. A tool/equipment rental company can quote you a rate on a rent based on how long you'll need the equipment. Banks look at business equipment as both collateral and a promise of future cash flows, making it easier to secure financing. As a result, most banks have a business equipment financing department that provides several financing options. You may consider such assets to be obtained on lease hire or outright borrowing.

d. Provide for all overhead costs: There are many overheads in construction, direct and indirect. Go through them carefully and include administrative costs, permits, taxes and depreciation.

e. Plan to spend more than predicted: Budget slightly more than the experts predict in order to avoid underestimating costs.

8. Importance of forecasting for small businesses

Although hardly a science, revenue and cost forecasting is an essential tool for small business owners to succeed. By aggressively estimating revenues and expenses, companies can manage cash flow more efficiently and respond proactively to changing market conditions. Cash flow projections are also critical for start-up companies that need a well-defined business plan to secure commitments from investors and lenders. 

Businesses do not like uncertainty, yet uncertainty is an inevitable part of all businesses. Not having certainty means businesses have to guess the effects their actions will have on the marketplace. It also forces businesses to engage in forecasting in order to make the most appropriate business decisions. 

Forecasting is important for small and medium businesses for the following reasons:

a.
 Cash Flow Management

Poor cash flow accounts for roughly 80 percent of all small business failures according to the Dun & Bradstreet Small Business website. Cash flow is the 
lifeblood of any business, making it the most compelling reason for devising a system to track incoming and outgoing payments.
 Having cash flow projections in place will alert business owners on issues before they become serious problems. Businesses can then make prior adjustments to avert the constraints.

b.
Improved Decision Making

Forecasting often means improved decision making. The market trends are carefully studied and through collective analysis a better picture of the future is painted and pre-emptive arrangements put in place and monitored.

c.
Stronger Investor Relations

Companies that follow forecasting practices tend to inspire greater confidence from investors than those that ignore them. This is especially important during the start up phase. Without a clear idea of how the business will perform, potential investors may be reluctant to commit financially. Business forecasts also are important tools for financiers and investors to use to determine whether to invest and when to expect returns.

d. 
Management Tool

Good business forecasts give management staff a clear idea of what will occur within the business and is used as a guide and monitoring tool.

9. Cash Flow Forecasting and Analysis 

Cash flow forecasting and analysis can be complex and are usually performed by financial professionals who review transactions and provide reports to management on a regular basis. Cash flow forecasting is basically a cash-based budget for the future. 

a.
Significance

Cash flow forecasts help businesses in controlling their most liquid asset, cash. If this asset is mismanaged, a firm will not survive for long, since it will not be able to meet obligations such as salaries as they fall due. A business may also miss opportunities for growth because it may not have funds available to take advantage of good deals. 

b.
Process

The process of preparing a cash flow forecast can be complex, involving many account analyses and reports. Accounting professionals often use a spreadsheet with the opening trial balance as the starting point to develop estimates for the forecast. 
They may look to the past to identify trends and make realistic projections for the future. For example, if the past five years revenue has increased by 20 percent annually, this trend will be incorporate in the forecast.

c.
Analysis

Revenue and expense analysis involves not only reviewing historical data, but also understanding relationships between accounts. For example, you may note that when a revenue account increases, so does some expense accounts. If you forecast an increase in revenue, you should estimate an increase in certain expenses, as well, to remain consistent with existing relationships. Accounts are not independent in a forecast; they should be analyzed within a context of time and interdependencies. Many businesses have templates to help them analyze accounts and not forget any details.

d. Dynamism

A cash flow forecast focuses on the future, not the past, and involves assumptions, details and many calculations. If a situation changes, forecasted numbers can be changed, making a cash flow forecast an on-going process that requires careful monitoring so that it maintains its usefulness to a business.

10. How to Create a Financial Forecast 

A financial forecast is a business plan and those companies that create one are planning for success. Creating a financial forecast is not a difficult but time consuming task. It does take good knowledge about your business, how the business makes money and how the business spends money. While preparing it, pay attention to the following;
· Study data collected through market research, such as sales numbers and surveys.

· Establish a cause-and-effect relationship between activities that are carried out by the business and the effects that these actions have on the business and the market.

· Assess all of the things that the business will be doing, such as material production, bids preparation and customer-service efforts.

· Analyze the current market situation and assess future trends, such as the road construction demand anticipated. Understanding the market situation is crucial because changes, such as Government priorities or source of funding, can change business road works contracts.

· Include any expert opinions on changes in the marketplace or changes in the operating procedures of the company. 

· Consider what other revenue sources the business will develop and what features these sources will have.

· Describe the current public image of the company and explain how this might affect contracts.

· Describe in clear simple language exactly what the business needs to do.
11. Forecasting and Accuracy 

Forecasting is more art than science. It is up to the business to determine certain assumptions about the future of revenues and expenses in order to provide an accurate forecast. Management and company leadership have to seek out accuracy in financial forecasts because the more accurate the forecast the more financial managers will be able to plan budgets around the current financial forecast.
 Failure to accurately forecast financial statements can lead to over budgeting or poor resource levels to match business plans. Inaccurate forecasting can signal poor operational management to investors and potential investors. Both creditors and equity investors would like to see net income and revenue forecasts before investing. Meticulous investors will look at the accuracy of historical forecasts. Failure to meet expectations with historical forecasts can result in a lack of faith in the accuracy of future predictions which may have a negative effect on both capital and invested funds.


12.
Estimating Financials for Business Plans

The final section of a business plan includes financial estimates. The financial section is the crux of the business plan as it determines whether your business is viable. Potential investors examine the business plan and the financials to determine the level of risk in your business. Estimating the financials of a business plan includes estimating start-up and operating expenses, income, cash flow, and a balance sheet statement. Knowing how to estimate the financials in a business plan can help you plan your business and seek funding for it. When building up financial forecasts pay attention to the following;
a. Gather data about the specific costs that you will need to establish or run the business. 

b. Make a list of operating costs that will help you keep your business operating. These might include rent payments, utilities, insurance, marketing, salaries, office supplies, and maintenance to name a few. 
When you are done with your full list of projected operating expenses, you may want to add 10% for contingencies or unplanned emergencies. 

c. Draft the income statement and evaluate how profitable your business will be and whether it meets the investors’ expectations. Try to be as reasonable as possible when working on this section. One of the main dangers of completing an income statement projection is being too optimistic regarding potential sales. It should be wise to reduce marketing estimate by about 5% to avoid over expectation.  

d. Enter your estimated revenue receipts for each month into a cash flow projection. Then, enter your disbursements or expense categories in. This should be what you actually have to pay each month. Complete the cash flow projection by carrying over the cash balance from the previous month to the next month. 

e. Move on to the balance sheet after you have completed the cash flow projection for each month.
12. How to Reduce Business Forecasting Bias

Businesses have to make predictions about the future as businesses of all sizes have to make decisions about their operations in advance. No matter the size of the business, accurate forecasting is essential for efficient business operations. Studies have established that human beings naturally tend to overestimate their abilities and underestimate deficiencies. Including a "reality check" against a previously determined performance benchmark is one way to maximize the accuracy of a forecast. Jumping to an early conclusion and filtering all subsequent thought processes through this conclusion, is another typical way in which biases can be introduced into forecasts. 

Identify possible sources of bias in your forecasting methods and assess projections for reasonableness. This is the most difficult part of the process of reducing bias, as it requires an objective assessment of a process in which you have already invested time and emotions. Take the politics out of the forecasting decision-making process as much as possible. Human beings are naturally social creatures and jockeying for advantage with one another is part of who we are, but it is possible to set up decision-making systems that clearly define everyone's role in the process and take up their interests without biasing or manipulating the process.
13. Group assignment
1. Identify planning assumptions in the case study and identify others needed for the business to forecast output.

2. Identify planning assumptions to forecast inputs

3. Identify assumptions necessary to develop an income and cash flow statement.

4. Identify the capital needs of Munaku Contractors ltd and propose how it could be funded in the light of its financial position. 

5. Suggest how financing of the business could be improved. 

1. Group activity Q4:
Munaku’s estimated capital needs:

	Items
	Basis
	Rate shs'000
	Frequency or Quantity
	shs'000

	Fixed Assets (long term )
	
	
	
	

	Land
	once
	 500,000 
	                          1 
	  500,000 

	Machinery
	once
	  350,000 
	                          1 
	 350,000 

	Buildings
	once
	 170,000 
	                          1 
	 170,000 

	Total fixed assets investment 
	
	
	
	1,020,000 

	Working capital: (short term)
	
	
	
	

	Start up costs: Management salaries
	6 months
	           15,000 
	                          6 
	              90,000 

	Equipment hire
	per kms (2kmsX3months)
	  12,000 
	                          6 
	72,000 

	Fuel
	9000lts per km (9000x2kmsx3months)
	                  3.5 
	               54,000 
	            189,000 

	Overheads 
	per kms (2kmsX3months)
	  100,000 
	                          6 
	600,000 

	Management salaries
	per month (3months)
	 15,000 
	                          3 
	 45,000 

	Direct labour
	per kms (2kmsX3months)
	  72,000 
	                          6 
	  432,000 

	Materials
	8000 tonnes/ kms (8000x2kmsx3)
	  24 
	               48,000 
	1,152,000 

	Total working capital 
	
	
	
	 2,580,000 

	Total start up capital
	
	
	
	  3,600,000 


2.
Group activity Q4:
Munaku’s possible capital structure:

	
	
	Possible gearing: equity to debt

	
	
	zero
	low
	high

	
	Bf capital
	1:0
	2:1
	1:2

	Equity 
	     7,071,000 
	      11,421,000 
	      7,614,000 
	      3,807,000 

	Debt
	          750,000 
	                       -   
	      3,807,000 
	      7,614,000 

	Total bf capital
	7,821,000
	
	
	

	 New 
	      3,600,000 
	
	
	

	 Total capital 
	    11,421,000 
	      11,421,000 
	    11,421,000 
	    11,421,000 

	
	
	
	
	

	Structure of new capital 
	
	
	Allocated amount (shs)
	% of new issue

	 New Equity 
	
	
	          543,000 
	                     15 

	 New Debt 
	
	
	      3,057,000 
	                     85 

	
	
	
	      3,600,000 
	                  100 


For Munaku to achieve a 2:1 equity debt ratio, the new capital would be issues 15% equity and 85% debt. With the current capital structure it would not be possible to have a 1:2 equity debt ratio as the current equity interest (shs 7,071,000) is already in excess of the capital needed to make that ratio (shs 3,807,000). 
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