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Preface

Today’s managers are being called upon to make more financial decisions than at any time in the past. Hardly a day goes by without managers being called upon to speed up receivable collections, shrink down inventory levels or arrange bank financing. Since most managers began their careers in non-financial areas, it is only natural that they find these new demands for financial decisions somewhat bewildering.

The purpose of this book is to provide the non-financial manager with a basic understanding of how financial information flows are assembled to determine the operating health of the business enterprise.

In Balance Sheet Basics, you will be able to develop your financial skills by:• Learning the basic obligations of the financial manager.
• Discovering the techniques for analyzing financial statements.
• Interpreting the profit-and-Ioss statement.
•  Measuring the firm’s liquidity.
• Using business ratios to measure the economic health of the business enterprise.



Balance Sheet Basics avoids technical jargon and provides the diligent reader with a ‟user-friendly” financial manual.

For example, in Chapter 2, you will be shown how to develop the profit-and-loss statement of a small manufacturer. You will also learn to value the raw materials, direct labor, and manufacturing overhead accounts in order to interpret a profit-and-loss statement. Then you will be given a ratio worksheet with which to compare the current situation in your firm against your competition.

Chapter 4 shows you how to take control in financial management. Success or failure relates to how financial management manages. Measure yourself against the characteristics of proven achievers.

Chapter 8 presents a case history of ratio analysis in action. Discover for yourself the famous “case method” of financial analysis used for a generation at the Harvard Business School. And the remaining chapters show you how and when to put the “case method” into practice to turn yourself into a financial professional.
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WHAT IS FINANCIAL MANAGEMENT?

It takes money to make money. This maxim is a simple way of saying that a business must have financial resources if it is to operate profitably. If you are in retailing or wholesaling, you must keep a stock of goods on hand to sell. You need to extend credit to customers. A bank balance must be maintained for expenses such as paying suppliers and meeting payrolls. Unless you rent your place of business, funds are necessary for investments in land and buildings. If you are a manufacturer, funds are also required for equipment and machinery, for raw materials and supplies, for stocks of goods in the process of manufacture, for finished goods ready for sale.

But having money does not guarantee making money—that is, making a profit. You not only have to have money; you have to use it well. That is why financial management is important.

Financial management includes the following functions:• Seeing that the assets of the business are used in such a way as to bring the highest possible return on the money invested.
• Evaluating the need for new assets.
• Obtaining funds to finance asset additions.
• Managing both old and new assets so that each contributes its full share toward the profitable operation of the business.
• Repaying borrowed funds from profits those funds have generated.






GETTING THE FINANCIAL RESOURCES YOU NEED 

Your most important task as financial manager is to find sources of funds to offset the company’s uses of funds. When a need for funds arise:• You can increase liabilities and/or equity to match the increases in assets.
• Or you can reduce the investment in some existing asset so as to hold down the total investment in assets.



Let’s assume, for example, that your business, in order to keep or expand its sales volume, needs to extend more credit to customers for longer periods of time. In other words, the investment in receivables (an asset) must be increased. You may or may not be able to increase your borrowings. That will depend, perhaps, on whether you can convince your banker that the move is a wise one and that the company’s financial position is strong enough to warrant a loan. And you may or may not be able to get more equity capital to finance the receivables increase. You might decide, therefore—or be forced—to squeeze down other assets, such as bank balances or inventories, to provide the needed funds. Your job as financial manager is to decide which of these sources can and—even more important in many instances—which one should be tapped for the financial resources you need.




MAKING A PROFIT—YOUR BASIC OBLIGATION 

A primary reason for owning and operating your own business is to make the highest possible profit for yourself. You also have responsibilities to employees, to customers, to members of the community whose lives your company influences— and these responsibilities are important. But it is you who have taken the risk of contributing capital. Your basic goal is to take care of this capital and use it as profitably as possible.

It is important, therefore, for you to have at your command a useful measure of business performance that emphasizes financial returns. There are several methods of measuring profitability, but one in particular—“return on investment”—is especially useful.




MANAGING ASSETS 

One of your most important duties as financial manager is to keep the assets of the business working hard and productively. It is easy for a small business to slip into the practice of having larger inventories, bank balances, and other investments than are really needed. “Bigger” is often equated with “better.” The sales manager wants larger inventories, more lines of finished stocks, more liberal credit terms. These added investments will improve his or her sales efforts. The production manager wants newer and faster machines and tools, larger stocks of raw materials and supplies. These investments enable him to cut costs and meet delivery dates. The financial manager wants larger cash balances to make his or her job easier. Office management needs new equipment. Often it seems that the opportunities to spend money are unlimited!

The aim of asset management is to make certain that new or increased assets pay their way. The added profits these new assets bring in should total more than the cost of the resources involved. The return-on-investment measure mentioned above can be used to show the expected effect on profits of an investment you may be thinking about making. Thus, it is a useful tool in judging and comparing various investment opportunities.

Often, unfortunately, opportunities that promise satisfactory returns on investment must be put aside because of lack of capital. This is especially true in small businesses, where  financing new investments can be a real problem. When such a problem arises, good asset management may come to the rescue in two ways. First, it may improve a small company’s chances of getting a loan by emphasizing to the lender the financial competence and alertness of the would-be borrower. Second, additional cash can sometimes be raised by reducing unnecessary investments in existing assets. That is, it may be possible to provide funds for one area of the business by avoiding or reducing their use in other areas.




THE TOOLS OF FINANCIAL MANAGEMENT 

If your financial management is to be more than guesswork, you must have tools to work with. At the least, you need accurate, well-organized accounting records, regular financial reports, and some techniques for analyzing the reports. These tools will not give you ready-made answers to your financial problems, but they will help in shaping sound decisions based on facts and tested principles of business management.


Accounting Records 

Good accounting records are the foundation on which sound financial management is based. The reports with which a financial manager works can be no more accurate nor complete than the records they summarize.

Accounting records may be simple or complex, depending on the size and nature of the business, but they should be well organized and consistent. The small business that does not have such an accounting system would be wise to have a public accountant set one up and explain its use to the person who will be responsible for maintaining it. Today several service firms have developed ‟time-shared,” computer-assisted accounting systems which simplify and speed up the process of getting good financial data on a timely basis. Many small  businesses find such systems to be both economic and valuable as a planning tool. Your commercial banks can put you in touch with reputable firms in your business area so that the advisability of computerized bookkeeping can be checked out. Both time and money will be saved in the long run if you have a system.


Financial Reports 

There are a number of financial reports that can be helpful in financial management. The principal ones are the profit-and-loss statement and the balance sheet. These two financial statements are important to you for several reasons.

First they are the basis for financial analysis; and as such, they are used by bankers and investors in making loan and investment decisions. If you want to enlist the support of these members of the business community, you should be able to provide the statements and to explain or defend items that appear in them.

Second, state and federal laws pertaining to taxation and financing require reports that can be prepared only from financial statements.

Third, you should be able to read and interpret these statements as part of your management program. Only through careful financial analysis can you find and strengthen the weak spots in your financial policies and plan sound and vigorous programs for the future.


Techniques for Analyzing Financial Statements 

Various percentages and other measures of comparison have been found useful in interpreting financial statements and highlighting relations between their items. These comparative measures give us the ability to answer questions such as these:• Could the company pay its bills if business conditions tightened up temporarily? 
• Is the money I have invested in the business bringing me as much profit as it could? If not, where are the problem areas?
• What percent profit could I promise an investor if he or she put some money into the business?
• Are my inventories working hard enough?
• Does the record show that the business is strong enough and stable enough to qualify for a long-term loan?



Such questions are of interest, not just to the businesspeople, but to their banker, their creditors, possible investors, and others.
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FINANCIAL STATEMENTS

The two most important financial statements are the balance sheet and the profit-and-loss statement. The difference between the two is sometimes explained by comparing the balance sheet to a “still picture” and the profit-and-loss statement to a “moving picture.” The balance sheet presents a financial picture of the business—its assets, liabilities, and ownership—on a given date. It is usually prepared as of the close of the last day of a month and answers the question, “How did we stand financially at that time?” The profit-and-loss statement (also called the income statement) measures costs and expenses against sales revenues over a definite period of time, such as a month or a year, to show the net profit or loss of the business  for the entire period. Notice that the balance sheets shown in this chapter (exhibits 1, 2, and 3) are dated simply “December 31, 19—,” but the profit-and-loss statements (exhibits 4, 5, and 7) are dated “For the Year Ended December 31, 19—.”




THE BALANCE SHEET 

The balance sheet has two main sections. The first section (the left side if the two sections are shown side by side) shows the assets. The second (or right hand) section shows the liabilities (or debts) and the owner’s equity, which together represent the claims against the assets. The total assets always equal the combined total of the liabilities and the owner’s equity (or capital)—that is why this financial statement is called a balance sheet.


Assets 

Anything the business owns that has money value is an asset. The assets of a

• Current assets are cash and assets that are expected to be converted into cash during the normal operating cycle of the business (generally, within a year). They include notes receivable, accounts receivable, marketable securities, and inventories, as well as cash. However, if inventories are not to be used up (that is, converted into accounts receivable or cash) within a year, they should be recorded as fixed assets. The same is true of notes receivable and accounts receivable that are not expected to be converted into cash within a year—they should be treated as fixed assets.

• Fixed assets are those acquired for long-term use in the business. They include land, buildings, plant, machinery, equipment, furniture, fixtures, and so on. These assets are typically not for resale, and they are recorded on the balance sheet at their cost to the business, less depreciation.

• ‟Other assets” include patents, trade investments, goodwill, and so on. (Goodwill is recorded on the balance sheet only to the extent that it has actually been purchased.)



Liabilities 




Equity 





Valuation Accounts 

Depreciation and other factors reduce the value of some assets. Because it is important to state balance-sheet values correctly, the balance sheet is usually set up in such a way as to show that provision has been made for such reductions in value. This is done by using depreciation, or valuation, accounts. Some of the more common of these accounts are the following:




SOME EXAMPLES 


When the valuation accounts are included in the balance sheet, the statement becomes more accurate and therefore more useful. Exhibit 2 shows how they affect the asset figures that appear in Exhibit 1. Note the following changes:











THE PROFIT-AND-LOSS STATEMENT—A RETAILER OR WHOLESALER 



Sales 



Cost of Goods Sold 


 




Selling Expenses 



General and Administrative Expenses 



Nonoperating Income 












PROFIT-AND-LOSS STATEMENT OF A SMALL MANUFACTURER 


To avoid a long and complicated profit-and-loss statement, the cost of goods manufactured is usually reported separately. Exhibits 6 and 7 show a statement of cost of goods manufactured and a profit-and-loss statement for a typical small manufacturing company. A few of the terms used are explained below:


 







INTERPRETING THE PROFIT-AND-LOSS STATEMENT 






USE WITH CAUTION! 
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Middieville Lumber and Building Supply Company
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BALANCE SHEET
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ANY SMALL BUSINESS, INC.
Condensed Profit-and-Loss Statement
For year ending December 31, 19—

ftem Amount___Percent

Gross Sales ... 773888

Less retumns, aliowances,

and cash discounts ....... 14872
Net sales §759,016  100.00
Cost of goods sald ... ... 589392 7765
Gross profiton sales ..................$169.624 2235
Seling expenses ... 41916 552
Administrative expenses ........ 28,010 369
General expenses . 50,030 659
Financial expenses 5,248 069
Total expenses ...................... 125204 1649
Operating profit ... 44420 586
Extraordinary expenses .......... ... 200 016
Net profit before taxes .. $43220 570
Federal, state, and local taxes 19542 256

Net profit after taxes .................... $23678  3.14
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The MONAR Company
Balance Sheet
December 31, 19—

Assets
Current assets:

Cash ... = .

Accounts recelvabie 40,000
Less allowance for doubtful accounts 3,000
Inventories . Lo $45,000
Less allowance for inventory loss ... _5,000
Total current assets .

Fixed assets:

Machinery ... L. $20000
Less allowance for depreciation ........ 4,000
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Less allowance for depreci
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Total fixed assets

Total assets.

000

Uiabllities and Equity
Current liabilties:
Accounts payable
Notes payable
Accrued liablties
Allowance for taxes

Total current liabilities

$20,000
37,000
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$16,000

22,000
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550000
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30,000

4000
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Notes payable
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The MONAR Company
Profit-and-Loss Statement

For the Year Ended December 31, 19—
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Hayes Manufacturing Company’
Statement of Cost of Goods Manufactured
For the Year Ended December 31, 19—

Workin-process inventory, January 1, 19— 18,800
Raw materials:
Inventory, January 1, 19— .. $154.300
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Less inventory, December 31, 19— ... 163,120
Cost of materials used .. ... $264.100
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Factory heat, light, and power ......... 89,500
Factory supplies used ... o200
Insurance and taxes ... L. 8100
Depreciation of plant and equipment ... 35,300
Total manufacturing overhead ... $178,750
Total manufacturing costs ” 593,500
Total work in process during period ... $612,300
Less workin-process inventory,

December 31, 19— ................ 42,600
Cost of goods manufactured ...

Not a esl company.
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Ajax Manufacturing Company
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ANY SMALL BUSINESS, INC.

Balance Sheet
December 31, 19—
Assets
Current Assets:
‘Cash on hand and in banks .. . $ 17.280
Notes receivable ................  $19.280
Less notes discounted ... 12000 7280
Accounts receivable . $87.780
Less reserve for bad debts 7500 80280
Inventories . 41540
Prepayment of expenses eitusta b 5088
Total current assets e $151.468
Plant and equipment:
Land and building $57,980
Equipment, fixtures, and furniture 19,200
Less allowances for depreciation 15,800 61,380
Intangibles
‘Goodwill
Patents e bdanatn et 4,000
Total assets ................................._$216,848
Liabllities
Current liabilties:
Notes payable (bank) ....................... $ 16000
Accounts payable (rade) -.............. 41,288
Taxes payable 14,400
Other payables . . 5280
Total current iabilties
Long-term debt ]

Total liabilities - $ 76,968
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Rent

Light, heat, and power ..

Other expenses.

State and local taxes and
licenses

Depreciation and amortization
I stk Vs

Repairs

Tolalseling, administrative,
and general expenses .

Not a ealcompany.

666,720

$184,350

454,920
30210 485,130
$669,480

193,710
475,770

$190,950

88,170
24,390
8,840
21,300

5,130

4,140
2110
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Example: _ Curentassets  _$151,468

‘current lisbilties = $ 76,068~ 197 times
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Hayes Manufacturing Company
Profit-and-Loss Statement
For the Year Ended December 31, 19—

Net sales $669,100
Cost of goods sold:
Finished goods inventory,

January 1, 19— ... $69,200
Gost of goods manufactured (exhibi 6) 569,700
Total cost of goods available for sale .. $636,900
Lese fishec goods nvertory.

Dec. 31, 19— sasssn 66,400
Cost of goods sold casine 572500
Gross margin ... . $96,600
Selling and administrative expenses:

Selling expenses:

Sales salaries and commissions $26.700
Advertising expense o 12900
Miscellaneous seling expense ......... 2100

Total selling expenses ... $41,700
Administrative expenses:

Salaries ... $27400
Miscellaneous administrailve expense 4,800

Total administrative expenses ....... 32,200
Totalsellingandadministrativeexpenses 73,900
Net operating profit 22,700
Other revenue - 15300
Net profit before taxes $38,000
Estimated income tax ............ 12640

Net profit after income tax $25,360
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Net (credit sales for year)
365 days a year

Example:

notes and accounts receivable
daily (credit) sales
5107,060
$ 2019

Average collection period

s1s
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Summary of Operating Ratios
of 350 High-Profit Hardware Stores

NetSales ...

Cost of goods sold .

Margin

Expenses:
Payroll and therempioyes expenses
Occupancy expense ... :
Offic supplies and postage
Advertising . e
Donations ...
Telephone and \e\egvarm
Bad debts ...
Delvery .
Insurance ...
Taxes (other than real estate

and payroll)

Interest
Depreciation (other than real estate)
Supplies
Legal and accounting expenses
Dues and subscriptions
Travel, buying, and entertainment
Unciassified expenses =

Total operating expense .
Net operating profit -
Other income

Net profit before income taxes .

Percent of sales

1623
323
40
1.49
08
24
30
47
6

46
81
57
87
3t
08
19
64

26.33
875
165

10.40
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Inventory  Cost of goods sold 50,000 .
tumover ~average inventory = (60,000 + 50,000) ~ -
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Profit from operations
Other income ..
Other expense.

Net profit before taxes .
Provision for income tax

Net profit after Income tax

5810
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Netprofit __ $20,000
Net saes = $300,000 = 067 or 6.7 percent.
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‘The MONAR Company

Balance Sheet
December 31, 19—

Assets

Current assets:

Cash ... I L $20000
Accounts Receivable 40,000
Inventories ... 45,000
Total current assets ... <. $105,000
Fixed assets:

Machinery and e $20,000
Buildings .. 28,000
Land ... 12,000
Total fixed assets ... .. 60,000
Total assets $165,000

Uiabllities and Equity
Current liabilties:

Accounts payable

Notes payable ...
Accrued liabilties -
Reserve for taxes

Total current liabillties
Equity:

Capital stock

Surplus.

Total equity ................
Total liabilities and equity
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Monroe Manufacturing Company'
Balance Sheet
December 31, 18—

Assets
Curtent assets:
Cash ... $40,000
Accounts recalvable $90,000

Less allowance for doubtful accounts ... 10,000 80,000
Inventories:
Finished product
Work in process ..
Raw materials
Supplies

Prepaid expenses

10,000

Total current assets
Fixed assets:

Furniture and fixtures ... $10,000
Less allowance for depreciation 5,000
Machinery and equipment . $30,000

Less allowance for depreciation . 16,000

Buildings ... .
Loss allowance for depreciation .

Lend ..

Total fixed assets ......
Investments ...

Total assets

ot resl company.
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Example: Net profis afertaxes) _$ 23,768
‘tangible net worth S135,880 175 percent.
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Original Expended

investment
Sales .

Net profit ...

Net profit on sales (percent)
Return on investment (percent)
Investment tumover (times)

$250,000  $350,000
$500000  $600,000
$55000  $66,000
1.0 1.0
220 188
20 17
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_ Curent Assets  _$140,000

Curtent lsbiliies = se0,000 = 23(r23w1)





