How to Forecast Sales

Business Information Factsheet
BIF236 - October 2020

Introduction

Sales forecasting is a crucial part of setting up and running a business and is essential for ongoing
business planning. Forecasts can be used to set targets, prepare budgets, raise finance and
analyse staff and other resource requirements. They can also give clues about how a business can
shape its future strategy by correlating sales with promotional spending or pricing.

Forecasting the future is always uncertain, but it is important for business owners to make
credible, evidence-based sales projections in order to plan their business strategy.

This factsheet outlines the importance of sales forecasting and the factors to consider when
trying to forecast future sales. It explains how to prepare a forecast and suggests how pricing
strategies can impact on the forecast. It also provides hints and tips and sources of further
information.

What is a sales forecast?

A sales forecast is a financial projection of the amount of revenue a business will generate from
the sales of its products or services. Sales forecasting is not an exact science, but is a balance
between:

e Facts that can be gleaned from market research, or previous sales figures, such as how often
customers might buy a product or service and what they will pay for it.

¢ Judgement of market conditions and other uncontrollable factors that may affect a
business, such as the economic and political climate, seasonal factors or trends.

A sales forecast can stand alone, but it should be closely connected with a sales and marketing
plan. Itis an integral and fundamental part of the business planning process, as it is central to the
projections that are included in profit and loss and cash flow forecasts.

Benefits of preparing a sales forecast

Forecasting sales provides a number of business benefits:

e Cash flow management. This is central to the success of a business, so it is essential to
understand how sales forecasting affects the cash flow forecast.

e Planning future resource requirements. A sales forecast can help predict the number of
staff needed to produce the necessary products to meet demand or to provide a certain
level of service.

¢ Planning purchasing, production and marketing activities. A sales forecast will help plan
for peaks and troughs in demand, and the financial and marketing strategies that will be
needed to deal with these.
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For a start-up business, the sales forecasts that are produced as a result of market research will
help to establish whether the business will be financially viable.

If a business is already trading, its sales forecast and ongoing market research will help to plan for
future growth.

A sales forecast should indicate expected sales by month and cover at least the next 12 months.

Key questions when forecasting sales

It is important to ask the following questions when forecasting sales:

Market awareness
e s there an established market for the product or service?
e What is the size of the market?
e s the market growing or declining, and if so, by what percentage each year?
e What factors are currently influencing that market?
e What may influence the market in the future?
e How might seasonal factors affect sales of the product or service?

e What trends or fashions are relevant to the sector?

Customer knowledge
e Isit clear who the customers for the product or service will be?
e Realistically, how many of these customers will actually buy the product or service?
e Do you have detailed customer knowledge to help you determine your strategy on any
issues that will affect your pricing policy and sales forecasts?
Capacity

e Is the sales forecast within the limits of current resource capacity and the business's
capability to produce the goods or deliver the service?

e How would changes in personnel impact on future capacity?

Competition

e How many competitors does the business have? Even if the business appears to be unique,
what is the threat of new competitors entering the market once the product or service has
been launched? How do the products or services fit into the marketplace? How can the
business differentiate from what its competitors offer?

e Does the business have flexibility with regard to pricing and the range of products or
services offered?
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External factors

e How could political, economic, social, technological, environmental and legal (PESTEL)
factors such as oil prices, seasonal trends, interest rates, legislation, political and health issues
impact on the business?

e How could the economic climate and other external factors impact on the business and on
customers' attitudes?

e What might arise in the future that will have either a positive or negative effect on the sales
projections?

Preparing a forecast

Start ups

A start up has no previous sales history on which to base a forecast. Many formal methods of
estimating future sales are useful only if the business has been running for some time and has a
history of sales trends on which to base a forecast. Accurate information from market research is
crucial for anyone making and justifying projections for a start-up business.

Secondary (desk) market research can be particularly helpful. For example, someone who is
considering opening a bed and breakfast business can obtain historical data on bed occupancy
levels or visitor numbers from VisitBritain, the national tourism agency (www.visitbritain.org).
By multiplying average occupancy levels by price per person per night, while allowing for
seasonality, sales projections can be calculated more easily.

If no suitable secondary research is available, primary (field) research can be carried out with a
target customer group. Interviewing potential customers, obtaining 'letters of intent' and testing
the market with products or services can provide information with which to estimate potential
future sales. For example, someone who is opening a restaurant could approach potential
customers to ask:

e How often do you eat out?
e On average, how much do you spend on a meal?

After that, they could calculate how many customers who fit their target customer profile live in
the local area. The restaurant owner could then estimate:

e How many customers they will have.
e How much they can charge for items on their menu.

From this information, the restaurant owner can estimate the total number of sales they expect
per week/month/year and the value of those sales.

Existing businesses

If a business is already trading, it will have historical sales data on which to base its forecast, as
well as a clearer picture of the market as a whole. Every business should keep accurate and up-
to-date figures of previous sales on a monthly basis. Future sales can be estimated on the basis of
current trading levels, that is, existing customers continuing to buy for the foreseeable future.
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On the other hand, a business may be in a position where sales have been growing, or even
declining, steadily. In this case, previous sales trends should be identified. These trends can then
be projected forward to give an estimate of expected future sales.

Itis important to talk to key customers about any potential changes in their purchasing patterns
and to review market trends regularly. It is also important to take into account the likely effect of
any changes in sales strategy, such as new marketing campaigns and price increases or decreases.

Market research should be carried out on a continual basis and this information should be
included in the sales forecast.

Impact of pricing strategy on sales forecasts

If a business sells more than one product or service, it should prepare a separate forecast for each
item in its range, and forecast:

e By volume (for example, units of the product sold per month).
e By value (for example, total revenue gained from each product or service sold).
e By a combination of both value and volume.

By considering both volume and value, it is possible to determine a pricing strategy. Is the
business going to sell a large volume at low prices (for example a fast food restaurant) or a

low volume at premium prices (for example an exclusive French restaurant)? It is important to
consider what prices the market will bear, the cost of producing goods or delivering services and
what the business needs to charge in order to make a profit.

It may be that raising or lowering the price could impact significantly on sales and therefore it is
important to consider the impact of any pricing decisions on total revenue and profitability.

It is important to compare forecasts (and sales records, if appropriate) against the potential
capacity to ensure that what you are forecasting is achievable. You need to be sure that you have
enough staff and resources to meet the expected production and sales targets or to provide the
level of service required.

Other considerations, such as the target market, the location of your business and the quality of
the product or service offered, will also contribute to decisions on your pricing strategy.

Hints and tips

e The forecast should be based on verifiable, realistic and unbiased market research
information.

e Itisimportant not to ignore market research that shows negative results.
e The forecast must be achievable in terms of business resources and capacity limits.

e The pricing strategy used in calculating the sales forecast must be achievable. If prices are set
too low, the forecast will be unrealistic.

e Actual sales results should always be compared against the forecast results.
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Further information

BIF058 How to Forecast Cash Flow
BIF185 Checklist for Start-up Market Research
BIF260 Preparing a Budget

DISCLAIMER While all reasonable efforts have been made, the publisher makes no warranties that this
information is accurate and up-to-date and will not be responsible for any errors or omissions in the information
nor any consequences of any errors or omissions. Professional advice should be sought where appropriate.

Cobweb Information Ltd, YBN, 7 & 8 Delta Bank Road, Metro Riverside Park, Gateshead, NE11 9DJ.
Tel: 0191 461 8000 Website: www.cobwebinfo.com
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