Forecasting Sales
Forecasting future events is almost always challenging. Trying to predict customer behavior for a specific time in the future in an always changing, dynamic environment like the marketplace is even more difficult. Nonetheless having the insight and advantage to be able to anticipate possible actions which forecasting customer behavior provides is more than offset by the difficulties and potential inaccuracies inherent in sales forecasting.
In order to obtain the most accurate forecast of future sales a projection process or model is used. The advantage of using a model is both the increased accuracy which is built into the model’s methodology (the approach and the components which are considered in the model) as well as its duplicability: by using the same model with frequently updated information trends can be identified which provide a rich source of learning, enabling us to be better forecasters based on the analysis of past results.
Complex sales predictor models that employ many factors known to impact customer behavior and therefore sales response use computer originated calculations to weigh the relative importance of each input factor together with its influence on customer behavior. Among many of those factors, market stimulants like advertising and promotion or competitive factors such as the degree of competitive rivalry and relative share of market or our own product’s conceptual strength, differentiation, benefit performance and relative pricing will also govern the model’s sales prediction outcomes.
For this business plan sales forecasting exercise, we’ll use two relatively simple models, employing bottom-up and top-down approaches which are so named to reflect preparation orientation. By using two divergent approaches the accuracy of the forecast is enhanced. The bottom-up approach is used to forecast the first year’s sales (Year 1); the top-down approach is used to first forecast third year’s sales (Year 3). For the missing years in either approach we’ll apply a methodology which is referenced later in this note.
Bottom-Up Approach to Forecasting Year 1 Sales 
The bottom-up approach leverages the fact that we’re more likely to be able to forecast the company’s expenses more accurately than forecasting sales. This is because virtually all of the company’s expenses are either known or easily researchable. Below is a list of prospective expenses with average expense amounts. More accurate estimates of individual business expense amounts can be researched online, or by telephoning expert providers for each of the expenses areas or by visiting the free business expense estimator website, http://www.bizstats.com/ and inputting specifics for your industry/business.
Once total expenses are determined, simply set your sales forecast equal to the total amount of your expenses to arrive at a profit neutral, or break even, forecast. This is an important calculation so that you know and can evaluate the likelihood of reaching this break even (no profit, no loss) financial position because you will not want to operate at anything less than this financial performance level for very long. However, it is likely that your company’s first year will be at or below this break-even level.
If you’re operating a service business, you’ve finished the first business year’s sales (and expense) forecast. You can translate these values directly into your Income Statement under your business’ Year 1 Projection.
If you’re operating a business in which you manufacture a product (ie: you have expenses related to the preparation or fabrication of a product) you’ll need to add one more step: the calculation of your Cost of Goods Sold (COGS) expense. There are three approaches to calculate your product’s COGS: a). online at http://www.bizstats.com/ for your industry; b). multiply 25% X the everyday price of your closest competitor’s retail price (this calculation assumes the retail markup is 100% and the COGS for the average product is 50% of sales) or c).  for the most accurate estimate of your company product’s COGS you should get bids or cost estimates from suppliers of the materials used in your product, the cost of assembly and the packaging cost. These can usually be obtained from independent subcontractor manufacturers of your industry’s products. Find them online or in local advertising, telephone to get order of magnitude cost estimates (for a more exact quote you’ll need to supply the subcontract manufacturer with detailed product drawings and be a genuine potential buyer of their services, not just preparing a business plan for class). 
Having calculated the product’s COGS, add it to the expense total you previously calculated. The result is the Year 1 sales forecast assuming break-even.
General guidelines for approximating expenses are:
	Expense
	Average Business Expense Amount

	Advertising
	Internet website: Can be as inexpensive as $1K for development and annual maintenance; call/search web designers on line (http://www2.ljworld.com/marketplace/categories/computers-and-electronics/web-design/)
Media: Assume 5% of sales if B2B; for B2C no less than 10% of sales (Year 1), 7% of sales in following years, more if more aggressive sales trends are required.
Non-media (production of ads): assume 15% of the media budget

	Insurance
	General Liability: assume $100-$200/month
Products Liability (if product/service offered has high risk profile, ie: food products): minimum $7500, for higher risk/higher sales (ie: $500K+) assume $15K

	Legal Fees
	Annual estimate $250-$500 (excluding major expenses of organizational structure, patent or legal defense)

	Office Expenses
	Rent: estimate square footage needed X cost per square foot in your location (ie: $2/sf -$25sf), typical office space is 400 sf X average rent/sf of $12=$4800/yr or $400/month. Working from home is good bootstrapping alternative.
Utilities/Telephone: Assume $2000/yr. ($167/mo.) but will vary but location
Supplies: Varies by business but $1200/yr. ($100/mo.) is reasonable

	Payroll
	Assumes labor, not your personal expenses (salary); typical work week is 40 hrs. X $6.00 - $12.00/hour wage plus 25% for benefits (if FTE).

	Personal Salary
	No salary for owner(s) is typical in 1st year; very moderate salary draw is expected for owners by investors in out years (equity, not salary, is owner reward).

	Property Taxes
	Not applicable if renting; personal property taxes differ by locale, likely $100/mo.

	Travel and Entertainment
	Legitimate business T&E expenses will differ greatly by business. Do B of the E calculation for # of trips, avg. cost/trip, client meetings, etc. Minimum of $500 annually but could be much more.

	Training and Development
	Could be expensive in out years (ie: $5000+) but initially likely to only professional dues, etc. at $150/yr.

	Vehicle
	Estimate likely mileage (for work only) X 55.5 cents/mile, typically 12K total miles driven X 50% work usage X55.5₵=$3300/yr.



To calculate the 2nd and 3rd years of your sales forecast, apply the same methodology as described in the last two paragraphs of this note. That is, use the relationship of the typical product/services’ sales trends to your forecast calculation of the 1st year. Specifically, divide the 1st year’s sales forecast by .25 to obtain the 2nd year’s sales forecast and divide the 2nd year’s sales forecast by .33 to obtain the 3rd year’s sales forecast.
If you believe that your product/service will have a sales growth trend which is significantly different from the typical sales curve (as shown graphically below) apply your own percentages, however you should be prepared to provide rationale supporting your sales curve assumptions.
Top Down Approach to Forecasting Year 3 Sales
To apply this approach you’ll want to estimate the market share your product/service will achieve in year 3, then multiply that percentage times the industry size you established in an earlier section of this business plan. Since the market share represents the dollar value (or number of units) sold of your product/service as a percentage of the total market, it represents your product’s importance relative to others products competing in this market space.
To estimate the market share your product will achieve in its third, mature sales year, you can estimate the market share of a direct competitor then factor that percentage up or down depending on your assessment of the strengths of the benefits of your offering vs. that competitor, just as you did when determining the pricing strategy earlier.  For example, if direct Competitor A has an estimated market share of 25% (meaning that one of every four dollars spend in this market space is spent on this product) and you believe your product’s benefits are significant stronger in satisfying the consumer need for products in this category, your projected share of market will be that much higher than the competitors. To calculate the specific share premium you expect your product to achieve, use the same percentage calculation you used to establish the price differential (ie: competitor’s share of 25% X 1.15% because you judge your benefits to be 15% more valued than the competitor will produce a Year 3 market share estimate of 28.8%). Apply this market share result to the category size you’ve previously researched (being sure that your estimate of the category size only reflects the area in which you’ll be marketing your product) and you’ve produced your Year 3 sales forecast.
To estimate the earlier two years of sales you can apply the normal sales curve, which appears as:
[image: ]
As the chart suggests, the sales build from the first to the third year reflects the time necessary for the consumer to become aware of your product/service as an alternative to satisfying their need as well as the time required to fill the channel of distribution for your product by convincing intermediaries (ie: wholesalers, retailers, etc) to buy, stock and promote your product.
Note the relationship of the product’s sales in Year 3 (the competitive turbulence year on this chart) vs. the 2nd and 1st year: that relationship can be estimated as the 2nd year’s sales represent approximately 67% of the 3rd year’s sales and the 1st year’s sales represent approximately 25% of the 3rd year’s sales. So to estimate the 1st and 2nd years’ sales forecast multiply 25% and 67% X the 3rd year’s forecast.  The resulting sales forecasts should be utilized as the first entry in your Income Statement (see below for the template you should use in your Business Plan).
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Abbreviated Income Statement
for
______________________
(Name of Company)
as of 
________________________
(Date)


	Your New Venture
Income Statement 
( in millions)

	 
	Year 1__
	Year 2_
	Year 3_

	Sales
	     $
	     $
	         $

	
Cost of Goods/Cost of Revenues

Gross Profit

Expenses
	
	
	

	    R & D
	  
	   
	       

	    Salaries
	   
	   
	       

	    Office
	    
	    
	        

	    Other Expenses
    Total Expenses

	____
	        ____
	         ____

	 Net Profit
	        $
	$
	$    



Assumptions:
[here you should identify the thinking underlying your projections, by key component):
· Sales:
· Sales is assumed to only produce sufficient volumes to achieve break even in Year 1 (zero profits) and then grow at the typical new venture sales percentages in Year 2 (1.5 X year 1’s achievement) and Year 3 (1.25X year 2’s achievement).
· Cost of Goods/Cost of Revenue:
· List key assumption used in the calculation of producing your product or service.
· Expenses:
· List sources, assumption for the key expense you expect to incur in the launch and growth of your new venture (not including the pre Year 1 startup expenses which you’ve already captured in an earlier schedule)


	
4

image1.png
Life cycle
extension

Profit/unit

(real dollars)

~
~

Decline or
extension

Introduction

-~

Compe
urbulence

Time (years)

-,

Profit per unit Product category sales

(real dollars)

‘Source: Repiinted with pemission from p. 60 of Analysis for Strategic Marieting Decisions, by George Day. Copyright® 1986 by West Publishing
Company. Allrights reserved




