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Assessing the business plan - a structured approach





Introduction





One of the many problems faced by any manager, investor or investment adviser is the complex question of what constitutes a good business plan. Those involved in the industry will always make their individual assessments about specific industrial sectors, rates of return, "comfort factors" - views of management, business practices and the like. All agree that they need information on which to make this assessment, and all accept that the more transparent the data provided the better. But this begs the important question - what data ? The historical emphasis has always been on financial analysis, with the evolution of sophisticated financial modelling methods to identify potential failure - the most trumpeted of which are the z-score techniques. Regrettably, detailed evaluation by National Westminster Bank and others reveals that 50% of failures lie in the "non-financial" area - which means that such assessments will often miss long term stress lines in the business, while accurately dealing with short term issues.





Background to new edition of A Business Plan





Research for the 3rd edition of A Business Plan, Financial Times Management, ISBN 0273 63562X, set out to evaluate what types of information an investor or an investment manager should be looking for across the whole range of success and failure "drivers". Using a base of 300 businesses with known outcomes, a detailed analysis produced an item by item assessment of the relative importance of key components of the business plan. This was then translated into a scoring system against which plans could be measured, which has been simplified into a free web based system - available at www.ibisassoc.co.uk 





Many interesting relationships were identified which ran counter, at least in part, to perceived wisdom about business plan analysis. For example the single most crucial factor driving funding    success and the achievement of long term objectives in established businesses was not management in isolation - it was the measure of gross profit achieved against the relevant industry average.





Start up projects require a different analytical framework 





A much wider conclusion was also derived that start up plans required a very different analysis framework than that for existing businesses. Different factors were found to drive success in start ups - the most important being effective guarantees of at least 40 per cent of planned sales volumes. Others, not seen in the established business are product analysis issues, the importance of detailed implementation. Certain key underlying factors remain constant - the need for effective competitive analysis, clear objectives and detailed information and monitoring systems not only for financial data but the longer term marketing, personnel, production or service delivery, and new product/ service development. 





High growth proposals also require different assessment criteria





The approach has since been used to define the problems that high growth companies face in achieving their goals. Again different key drivers have been discovered which improve the understanding of the investor/ manager in identifying issues which may increase the stress faced in such companies in achieving their plans. 





Analysis is now also underway on a base of 119 e-commerce companies to define similar relationships, and broad conclusions are already available. 





Top scoring plans were vastly different from their information poor cousins in achieving funding and long term success as might be expected - but the variations between the top and the bottom of the scale were far greater than those thought likely by those involved in the initial stage of the project - and greatest for start up operations. 								


								


Review of over 30000 plans from major institutions and direct from SME community





The scoring system has since been used for the evaluation of over 35000 business plans. The wealth of data which this has produced has largely supported the initial analysis. Though not all investors have revealed their exact investment decisions, 2658 investments (both debt and equity) totalling around $2 billion have been made in established businesses. The average score of these investments is 61 - against a model which forecast the maximum effectiveness of a plan being achieved at 80 out of 100. Start up investment decisions were based on much lower scores, suggesting that investors are not analysing such businesses in sufficient detail. Of the 550 start up investments analysed, average scores for invested businesses was 47. 





Audit approach continues to develop 





In order to provide more detail for the investor/ business manager the model has been upgraded to provide comparative scores in the key sub-sectors of the plan - in the case of continuing businesses these are profitability, personnel, objectives, competitive advantage, and control information criteria. For the start up businesses these components are included along with implementation, product/ service analysis, and customer base evaluations, underlining the greater complexity start up assessment. The model also now provides a comparison on an SIC code (where available) of the plan against investments made in that sector, and tracks the average plan score, weighted by size of investment, on a month by month basis by sector. This investibility index has already recorded substantial changes in the level of risk in Internet investments (acceptable risk levels lowered meaning plan scores at which investments will be made increase) and the reverse for telecommunications based investments, particularly hardware/ connectivity concepts.





As the database expands, national differences in the design and evaluation of business plans have become more and more apparent. US venture capital providers for example appear to be more demanding on marketing and competitive positioning of their proposed investments. In a small sample of plans for Dutch, French and German companies, Dutch plans have so far proved to be the most detailed of all plans submitted, with an average score of 73. Plans are now also being received from Hong Kong, South Africa, India, Greece, Canada, Singapore and many other countries - a total of 27 by the middle of 2000.








The business plan as an on-going control document





The model approach also emphasises the development of detailed management and control information going forward. In addition to the action plan (and project plan details for major investments), the importance of non financial as well as financial information comes high on the list of top scoring plans. In addition to cash flow, profit and loss and balance sheet information, the plan should report on a significant number of operating ratios, manufacturing or service supply efficiencies, personnel, marketing and new product/ service development. The importance of these components is crucial for the medium to long term success of the business. The most important issues and the timescale of impact can be summarised as follows: Immediate - cash flow, liquidity; short term - ratios, z-scores; medium term - manufacturing/service supply, marketing, personnel; long term - objectives, new product/ service development.





By creating a detailed information system which reports on all these elements, the investor/ business will gain enormous control over both short term issues in the business (financial flows and operating efficiencies) and longer term influences on business development (personnel, marketing and new product development). This information system then becomes the core of the business, turning the plan into an implementation and monitoring mechanism.





Improving productivity and lowering risk - Intranet solutions for the investor





All investing institutions comment that management time at the early stages of the investment process is the most time consuming and least productive. Certain institutions are now developing Intranet solutions which can both provide greater support at the early stages of client approaches to the institutions (by for example providing templates, "model" plan structures), and speed the early filtering/ review/ upgrade process. Early results from two such schemes suggest that management productivity can be improved by up to 60 per cent, and that there are additional advantages in reductions in the costs of due diligence. 





A final implication of the implementation of a model based approach to the initial review of a business plan is a greater demand for more structure and coherence in plan content. Investors need complete information to make effective decisions - businesses need to upgrade their information to ensure speedy responses and maximise their chances of achieving their investment targets. 





Experience suggests that the most coherent structure will include the following each with their own sub-headings:





Management overview


The business and management


Product/service analysis


Objectives and strategy


Information system and frequency of reporting


Production/ service supply system


Future financial performance


Assumptions


Action plan


Finance required 





No system can ever be claimed to be perfect and research on key issues in business planning will need to continue. Early results from industry suggests that it fills a specific requirement to upgrade the business planning process and how such plans are reviewed. It provides a much needed framework  on which businesses and investors can build and apply their specific expertise. Details of the scoring questionnaire and components of the business plan can be accessed free of charge at the Ibis web site – www.ibisassoc.co.uk
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