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About The Author

The author of this booklet is Dr. Jack Zwick, Professor of Business at
George Washington University. Dr. Zwick has run his own small
business and is intimately familiar with the problems and struggles of
the small business owner-manager. To his qualifications, Dr. Zwick
adds experience gained as a consultant to both Government agencies
and business, including the banking industry. He is the Founding Di-
rector of the World Trade Institute and remains on its board.

A Handbook of Small Business Finance provides a starting point for
small business owner-managers who want to sharpen their financial
management skills. This booklet points out the major areas of fi-
nancial management and describes a few of the many techniques
that can help the small business person to understand the results of
past decisions and apply this understanding in making decisions for
the future.
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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 custom-
ers. A bank balance must be maintained for expenses such as paying
suppliers and meeting payrolls. Unless you rent your place of busi-
ness, 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, mak-
ing 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 ex-
pand 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 com-
pany’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 re-
ceivables 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 responsi-
bilities 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 capi-
tal. Your basic goal is to take care of this capital and use it as profit-
ably 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. Chapter 3
explains how to use this and other profitability measures.

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 inven-
tories, 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 en-
able him or her to cut costs and meet delivery dates. The financial
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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 in-
creased 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 com-
paring 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 man-
agement 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 bor-
rower. 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
readymade answers to your financial problems, but they will help in
shaping up 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”, com-
puter 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 rep-
utable firms in your business area so that the advisability of comput-
erized 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 deci-
sions. If you want to enlist the support of these members of the busi-
ness 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.

Chapter 2 explains the balance sheet and the profit-and-loss state-
ment in more detail.

Techniques for analyzing financial statements. Various percentages
and other measures of comparision have been found useful in inter-
preting financial statements and highlighting relations between their
items. These comparative measures help 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
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enough to qualify for a long-term loan? Such questions are of inter-
est, not just to the businesspeople, but to their banker, their creditors,
possible investors, and others.

Some of the most useful of the techniques for analyzing financial
statements are explained and illustrated in chapter 3.
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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 pic-
ture” 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 ex-
penses 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 chap-
ter (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 as-
sets. The total assets always equal the combined tptal of the liabilities
and the owner’s equity (or capital)—that is why this financial state-
ment is called a balance sheet.

Assets. Anything the business owns that has money value is an asset.
The assets of a small business commonly include cash, notes re-
ceivable, accounts receivable, inventories, land, buildings, machin-
ery, equipment, and other investments. They are usually classified as
current assets, fixed assets, or other assets.

—Current assets are cash and assets that are expected to be con-
verted into cash during the normal operating cycle of the business
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(generally, within a year). They include notes receivable, accounts re-
ceivable, 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 re-
ceivable that are not expected to be converted into cash within a
year—they should be treated as fixed assets.

The balance sheet of a small manufacturer typically shows three
types of inventories. The materials and supplies inventory consists of
materials to be used in production, together with supplies used in
connection with the processing. Work in process, as the name
implies, consists of goods in the process of manufacture but not yet
completed. Finished goods are merchandise completed and ready for
sale. Finished goods {or merchandise) and supplies are usually the
only inventory items shown on the balance sheet by small retailers
and wholesalers.

—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.

A fixed asset is treated as a long-term cost, with the cost allocated as
depreciation over the working life of the asset. Thus, the value of a
fixed asset shown on the balance sheet is not necessarily the same as
the resale value of the asset.

—"“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.)

Assets are also sometimes classified as tangible or intangible. Liter-
ally, tangible means “able to be physically touched.” Current and
fixed assets are normally tangible; “other” assets, typically intangible.

Liabilities. Liabilities are the claims of creditors against the assets of
the business—in other words, debts owed by the business. They do
not include owners’ claims. Among the more common liabilities are
notes payable, accounts payable, accrued liabilities, and allowance
for taxes.



Exhibit 1
The MONAR Company'’

Balance Sheet
December 31, 19__

Assets

Current assets:

Cash e $20,000
Accounts receivable___________________________._______________. 40,000
Inventories_____ el 45,000
Total current assets____________________________________________ $105,000
Fixed assets:

Machinery and equipment . _______________________________ $20,000
Buildings __ ___________ . 28,000
Land__ e 12,000
Total fixed assets 60,000
Total assets $165,000

Liabilities and Equity
Current liabilities:

Accounts payable __ $20,000
Notes payable ______ . 30,000
Accrued liabilities 6,000
Reserve for taxes 4,000
Total current liabilittes $60,000
Equity:

Capital stock _______ . $50,000
Surplus___ L $55,000
Total equity . 105,000
Total liabilities and equity $165,000

! Not a real company.



Exhibit 2

The MONAR Company’

Balance Sheet
December 31, 19

Assets

Current assets:

Cash__ e $20,000
Accounts receivable . $40,000

Less allowance for doubtful accounts ______________ 3,000 37,000
Inventories $45,000

Less allowance for inventory loss_______ . ______ 5,000 40,000
Total current assets . $97,000
Fixed assets:

Machinery ______ . $20,000

Less allowance for depreciation ____________________ 4,000 $16,000
Buildings . $28,000

Less allowance for depreciation ____________________ 6,000 22,000
Land . 12,000
Total fixed assets . 50,000
Total assets $147,000
Liabilities and Equity

Current liabilities:

Accounts payable . _______________ $20,000
Notes payable ______ 30,000
Accrued liabilities . 6,000
Allowance for taxes . 4,000
Total current liabilites $60,000
Equity:

Capital stock . $50,000
Surplus__ . 37,000
Totalequity . . 87,000
Total liabilities and equity . $147,000

' Not a real company.



Current liabilities are those due for payment within a year. Long-
term (or fixed) liabilities are debts, or parts of debts, that are not due
for payment within a year. The allowance for future income taxes
represents the taxes that will have to be paid on the profits of the
current year, but that are not due for payment until later. Accrued
liabilities are similar to the allowance for future income taxes in that
the expenses are charged against profits of the current year, although
payment will not be made until later. The most common example is
accrued wages, which must be accounted for whenever the last day
of the accounting period does not coincide with the last day of a pay
period.

Equity. The assets of a business minus its liabilities equal the equity.
This equity is the investment of the owner or owners plus any profits
that have been left to accumulate in the business (or minus any
losses).

If the business is incorporated, its books will show a capital stock ac-
count. This account represents the paid-in value of the shares issued
to the owners of the business. Undistributed profits are recorded in
an earned-surplus account. If the business is a proprietorship or a
partnership, the capital accounts appear under the name or names of
the owners. Increases in equity as a result of undistributed earnings
are also recorded there, as are decreases in equity if the business
shows a loss instead of a profit.

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:

—Accounts receivable are analyzed according to the length of time
the money has been owed. An estimate is then made of what propor-
tion of them will turn out to be uncollectable. This ‘“allowance for
bad debts” is usually computed for a given accounting period either
as a percentage of the average balance of receivables or as a per-
centage of the net credit sales for the period. The balance sheet
shows it as a deduction from the asset “accounts receivable.”

—Losses in the value of inventories may occur as a result of price
changes, style changes, physical deterioration, pilferage, and so on. If
such losses are likely to occur, an estimate of possible shrinkage
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Exhibit 3

Monroe Manufacturing Company *
Balance Sheet
December 31, 19___

Assets

Current assets:

Cash __ e
Accounts receivable_____________________ . ________
Less allowance for doubtful accounts _________________
Inventories:

Finished product ______ . _____
Work in process_________
Raw materials________________ o __
Supplies.________
Prepaid expenses_. ____________________________________
Total current assets ___________________________________

Fixed assets:

Furniture and fixtures_________________________________
Less allowance for depreciation______________..________
Machinery and equipment ____________________________
Less allowance for depreciation_______________________
Buildings ___ _____ ..
Less allowance for depreciation_______________________
Land _______ .
Total fixedassets________________ . __________
Investments ___________________________ .
Total assets ___________________________________________

Liabilities and Equity

Current liabilities:

Accounts payable _____________________________________
Notes payable_______________ ..
Accrued liabilities:

Wages and salaries payable . _________________________
Interest payable_______________________________
Allowance for taxes

Income tax _______ i
State taxes__________ e
Total current liabilities _______________________________

Equity:

Capital stock ___________________________ .
Surplus_____
Totalequity . ____ . ______
Total liabilities and equity ____________________________

! Not a real company.

$40,000
$90,000
10,000 80,000
75,000
75,000
20,000
10,000 180,000
- 10,000
$310,000
$10,000
5,000 $5,000
$30,000
16,000 14,000
$45,000
9,000 36,000
15,000
76,000
20,000
00,000
$40,000
80,000
$4,000
1,000 5,000
$16,000
4,000 20,000
$145,000
$200,000
55,000
255,000
$400,000
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should be made. This estimate appears on the balance sheet as a de-
duction from the value of the inventory.

—Fixed assets, other than land, decline in value. This decline in
value may be due to wear and tear, technical obsolescence, and
other causes. A periodic charge for depreciation should be made and
shown on the balance sheet as a deduction from the value of the
asset.

Some Examples

Exhibit 1 shows-a simple balance sheet. It represents the financial
position of the Monar Company,’ a retail enterprise, on December 31,
19—. Total assets of $165,00 are offset by liabilities and equity total-
ing $165,000. The balance sheet balances. The assets are grouped as
current assets and fixed assets (Monar has no “other assets”). Current
liabilities are identified as such, although there are no long-term
liabilities.

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:

1. Accounts receivable have been reduced by $3,000 to an estimated
$37,000, all collectible.

2. Inventory values have been reduced by $5,000 to $40,000.

3. Total current assets, therefore, show a reduction of $8,000 from
$105,000 to $97,000.

4. Machinery is now valued at $16,000 or $4,000 less than the original
$20,000.

5. The value of the buildings has been reduced by $6,000 to $22,000.
6. Total fixed assets have thus declined by $10,000.

7. Total assests have declined by $18,000.

8. Surplus is now $37,000 and total equity $87,000, each one $18,000
less than in exhibit 1.

9, Total liabilities and equity now balance total assets at $147,000.

The balance sheet shown in exhibit 3 has been expanded still further
to make it even more useful. This is the relatively detailed statement
of a typical small manufacturer.

! Not a real company
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The Profit-and-Loss Statement—A Retailer or Wholesaler

A profit-and-loss statement of the Monar Company, whose balance
sheet appears in exhibits 1 and 2 is shown in simplified form as ex-
hibit 4. A brief explanation of the items is given here:

Sales. The item “‘sales” includes all sales of merchandise or services.
The sales figure shown in exhibit 4 represents net sales. It is com-
puted by subtracting sales discounts and sales returns and allowances
from gross sales. :

Cost of goods sold. The “cost of goods sold” is the total price paid for
the products sold during the accounting period, plus in-transportation
costs. Most small retail and wholesale businesses compute cost of
goods sold by adding the value of the goods purchased during the
accounting period to the beginning inventory, and then subtracting
the value of the inventory on hand at the end of the accounting
period. ‘

Selling expenses. These are expenses incurred directly or indirectly
in making sales. They include salaries of the sale force, commissions,
advertising expense, out-frieght if goods are sold f.o.b. destination,
and so on. Shares of rent, heat, light, power, supplies, and other ex-
penses that contribute to the company'’s sales activities may also be
charged to selling expense. In small businesses, however, such mixed
expenses are usually charged to general expenses.

General and administrative expenses. General salaries and wages,
supplies, and other operating costs necessary to the overall adminis-
tration of the business are in this group of expenses.

Nonoperating income. Some small businesses receive additional
income from interest, dividends, miscellaneous sales, rents, royalties,
gains on sale of capital assets, and so on. In such cases, the “net
profit” shown in exhibit 4 is really a net operating profit. The non-
operating income would be added to it and any interest paid sub-
tracted. The result would then be the net profit before State and Fed-
eral income taxes.

Exhibit 5 shows, in more detail than is given in exhibit 4, a
profit-and-loss statement for a small wholesale business. The re-
tailer's statement of exhibit 4 would appear much the same if shown
in similiar detail. '

352-170 0 - 81 - 3 13



Exhibit 4
The MONAR Company *

Profit-and-Loss Statement
For the Year Ended December 31, 19___

Sales______ $120,000
Cost of goods sold ________________________ 70,000
Gross margin ________________ $50,000
Selling expenses:

Salaries_ . $15,000
Commission. ... _________ . 5,000
Advertising ________________ . 5,000
Total selling expenses ___________________________________________ 25,000
Selling margin_____________________ $25,000
Administrative expenses_________________________._______________ 10,000
Netprofit ___ ___________ . $15,000

! Not a real company.

Profit-and-Loss Statement of a Small Manufacturer

Because the small manufacturer converts raw materials into finished
goods, its method of accounting for cost of goods sold differs from the
method for wholesalers and retailers. As in retailing and wholesaling,
computing the cost of goods sold during the accounting period in-
volves beginning and ending inventories, and purchases made during
the accounting period. But in manufacturing it involves, not only
finished-goods inventories, but also raw-materials inventories, goods-
in-process inventories, direct labor, and factory-overhead costs.

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.

Raw materials are the materials that become a part of the finished
product.

Direct labor is labor applied directly to the actual process of con-
verting raw materials into finished products.

14



Exhibit 5

Wald Wholesale Company’
Profit-and-Loss Statement
For the Year Ended December 31, 19___

$666,720

5,810

Netsales ________ . _______._
Cost of goods sold:
Beginning inventory, january 1, 19_____ $184,350
Merchandise purchases... . ____________ $454,920
Freight and drayage_____.._______________ 30,210 485,130
Cost of goods available for sale_._______ $669,480
Less ending inventory,

December31,19_______________________ 193,710
Costof goodssold .. . __________________ 475,770
Grossmargin _____________________________ $190,950
Selling, administrative, and

general expenses:
Salaries and wages____________.__________ $88,170
Remt _______ 24,390
Light, heat, and power___________________ 8,840
Other expenses___________________________ 21,300
State and local taxes and licenses ______ 5,130
Depreciation and amortization on

leasehold improvements ______________ 4,140
Repairs____________ 2,110
Total selling, administrative, and

general expenses______.__._____________ 154,080
Profit from operations.___________________ $36.,870
Otherincome____ . . __________________ $7,550
Otherexpense__._________________________ 1,740
Net profit before taxes___________________ $42,680
Provision for income tax__.______________ 15,120
Net profit after income tax _____________ $27,560

' Not a real company

15



Exhibit 6

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

Work-in-process inventory, January 1,19 _____
Raw materials: -

Inventory, January 1,19 _____ ____________ $154,300
Purchases . 263,520
Freight In ________________ .. 9,400
Cost of materials available foruse_________________ $427,220
Less inventory, December 31, 19___ _______________ 163,120
Cost of materialsused ______________________________ $264,100
Directlabor__________ 150,650
Manufacturing overhead:

Indirect labor______________________________ $23,750
Factory heat, light, and power _____________________ 89,500
Factory suppliesused _________ ______ __________ ___ 22,100
Insurance and taxes______________________.__________ 8,100
Depreciation of plant and equipment _____________ 35,300
Total manufacturing overhead __ . .. 178,750

Total manufacturing costs __________________________
Total work in process during period______ . ______
Less work-in-process inventory,

December 31,19_________________________________
Cost of goods manufactured _______________________

' Not a real company.

18,800

593,500
$612,300

42,600
$569,700

Manufacturing overhead includes depreciation, light, insurance, real
estate taxes, the wages of supervisors and others who do not work
directly on the product, and so on—in other words, all manufacturing

costs except raw materials and direct labor.

Interpreting the Profit-and-Loss Statement

Notice, in the profit-and-loss statements shown in exhibits 4, 5, and 7,
that the gross margin (sometimes called gross profit) is computed first,
and then the net profit. The gross margin equals sales less cost of

16



Exhibit 7

Hayes Manufacturing Company’
Profit-and-Loss Statement
For the Year Ended December 31, 19__

Netsales _____________________ . $669,100
Cost of goods sold:

Finished goods inventory, January 1,19 _________ $69,200
Cost of goods manufactured (exhibit 6)__.____________ 569,700
Total cost of goods available forsale____.___________ $638,900
Less finished goods inventory, Dec. 31, 19 _______ 66,400
Cost of goods sold __________________ .. 572,500
Grossmargin ____._____________________________________ $96,600

Selling and administrative expenses:
Selling expenses:

Sales salaries and commissions ._____________________ $26,700
Advertisingexpense __________________________________ 12,900
Miscellaneous selling expense .______________________ 2,100

Total sellingexpenses __.______. . . _____ $41,700
Administrative expenses:

Salaries_.... . ____ _________ . $27,400
Miscellaneous administrative expense ._____________ 4,800

Total administrative expenses _______________________ 32,200

Total selling and administrative expenses__________ 73,900
Net operating profit _________ _______________________ $22,700
Otherrevenue . ______ __ ______ . 15,300
Net profit before taxes____________.___________________ $38,000
Estimated income tax _________________________ . _____ 12,640
Net profit after income tax __________________________ $25,360

sales. It does not take into account the overhead expenses (other than
factory overhead) of being in business, the selling expenses, office ex-
penses, and so on. The Hayes Manufacturing Company * (exhibit 7)
reports a gross margin of $96,000 on net sales of $669,100. The gross-
margin percentage, then, is about 14 percent. This indicates that the
goods sold cost the company about $86 per $100 of sales.

The net profit of the business is the final profit after all costs and
expenses for the accounting period have been deducted. The Hayes

 Not a real company.
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Manufacturing Company made a net profit of $25,360, or about 4 per-
cent on net sales.

Use With Caution!

The balance sheet tries to present a “true and fair picture” of the
financial position of a business at the close of the accounting period.
The profit-and-loss statement tries to present a “true and fair” picture
of the results of operations during the accounting period. These re-
ports, constructed according to accepted principles of accounting, are
one of the small businessperson’s most important tools.

But they are drawn up under conditions of uncertainty, and many of
the transactions involved are necessarily incomplete at the end of

the accounting period. Also, the balance sheets do not reflect resale
or liquidating values; they reflect the cost, or cost less depreciation, of
the assets held by the business as a going concern. The figures de-
pend to some extent on the judgment of your accountant who has de-
cided which accounting techniques are best suited to your business.
These facts should be kept in mind in considering the techniques for
analyzing financial statements discussed in the next chapter.
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Ratio Analysis of
Financial Statements

The two types of financial statements, the balance sheet and the
profit-and-loss statement, are necessary—and useful. But they are
only a start toward understanding where you stand, where you're
going, and how you’'re going to get there. If you are to get your
money's worth out of them (they do take time to prepare), you should
study various relations between some of the figures they present.

A number of indicators have been worked out for this purpose. In
many ways, these indicators or comparative measures (usually ex-
pressed as ratios) are more useful for analyzing your business oper-
ations than the dollar amounts. They provide clues for spotting trends
in the direction of better or poorer performance. They also make it
possible for you to compare your company’s performance with the
average performance of similar businesses. Some important points
must be kept in mind, however.

—Businesses are not exactly comparable. There are different ways of
computing and recording some of the items on financial statements.
As a result, the figures for your business may not correspond exactly
to those for the businesses with which you want to compare it.

—Ratios are computed for specific dates. Unless the financial state-
ments on which they are based are prepared often, seasonal charac-
teristics of your business may be obscured.

—Financial statements show what has happened in the past. An im-
portant purpose in using ratios is to obtain clues to the future so that
you can prepare for the problems and opportunities that lie ahead.
Since the ratios are based on past performance, you must use them
in the light of your best knowledge and judgment about the future.

—The ratios are not ends in themselves, but tools that can help an-
swer some of your financial questions. They can do this only if you
interpret them with care.
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Measure of Liquidity

Liquidity may be thought of simply as ability to pay your bills. It is
the first objective of financial management. Measures of liquidity are
intended to help you answer questions such as this:

“Do we have enough cash, plus assets that can be readily turned into
cash, so that we are sure of being able to pay the debts that will fall
due during this accounting period?”

The current ratio. The current ratio is one of the best known mea-
sures of financial strength. The main question it answers is this:
“Does your business have enough current assets to meet its current
debts—with a margin of safety for possible losses such as inventory
shrinkage or uncollectable accounts?”’

The current ratio is computed from the balance sheet by dividing
current assets by current liabilities. For the Ajax Manufacturing .
Company (exhibit 8), it is computed as follows:

Current assets _ $140,000

- = = 2.3 (or 2.3 to 1).
Current liabilities $60,000

Is this a good current ratio? Should the owner of the Ajax Manu-
facturing Company be reasonably well satisfied with his or her firm’s
performance on this point? These questions can’t be answered with
an unqualified yes or no. A generally popular rule of thumb for the
current ratio is 2 to 1, but whether a specific ratio is satisfactory de-
pends on the nature of the business and the characteristics of its cur-
rent assets and liabilities.

If you decide that your current ratio is too low, you may be able to
raise it by:

Paying some debts.

Increasing your current assets from loans or other borrowing with
a maturity of more than a year.

Converting noncurrent assets into current assets.

Increasing your current assets from new equity contributions.

Plowing back profits.

Let’s take some examples. Assume that a smalil business has the cur-
rent assets and current liabilities shown in column 1 of exhibit 9. If
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this firm buys $15,000 worth of merchandise on account (column 2)
inventory will be increased to $35,000 and total current assets to
$65,000. At the same time, accounts payable will be increased to
$35,000 and total current liabilities to $40,000. The current ratio will
drop from the present 2.0 to 1.6.

Now going back to the original figures, suppose that the company, in-
stead of buying more merchandise on account, pays bills amounting
to $7,000 with cash (column 3). Current assets will then be reduced to
$43,000 and current liabilities to $18,000. The current ratio will be in-
creased to 2.4.

Working capital. In neither of the above two instances will there be
any change in net working capital (the difference between current
assets and current liabilities). But suppose the businessperson of ex-
hibit 9, instead of taking either of these steps, invests an additional
$10,000 in the business (column 4). This time, current liabilities will
not be affected; but current assets will be increased to $60,000, the
current ratio will rise to 2.4, and net working capital will be in-
creased from $25,000 to $35,000.

Bankers look at net working capital over periods of time to determine
a company'’s liability to weather financial crises. Loans are often tied
to minimum working-capital requirements.

The acid-test ratio. The ratio, sometimes called the “quick ratio,” is
one of the best measures of liquidity. It is computed as follows:

cash + Government securities + receivables
current liabilities

For the Ajax Manufacturing Company, which has no Government se-
curities, this becomes $70,000 divided by $60,000 (see exhibit 8),
giving Ajax an acid-test ratio of 1.2 (or 1.2 to 1).

The acid-test ratio is a much more exacting measure than the current
ratio. By not including inventories, it concentrates on the really liquid
assets, whose values are fairly certain. It helps to answer the ques-
tion: “If all sales revenues should disappear, could my business meet
its current obligations with the readily convertible, ‘quick’ funds on
hand?”
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An acid-test ratio of about 1 to 1 is considered satisfactory, subject to
the following conditions:

—The pattern of accounts receivable collections should not lag much
behind the schedule for paying current liabilities. In making this
comparison, you should think in terms of paying creditors early
enough to take advantage of discounts.

—There should not be much danger of anything happening to slow
up the collection of accounts receivable.

Unless you feel comfortable about these two qualifications, you
should keep your acid-test ratio somewhat higher than 1 to 1.

A general impression about the current and acid-test ratios is that the
higher the ratios the better. This may be true from your creditor’s
point of view, because they stress prudence and safety. But it is in
your interest as owner of the business to be strong and trim, rather
than fat. Idle cash balances, and receivables and inventories out of
proportion to your selling needs should be reduced. The key to suc-
cessful financial management is to conserve the resources of your
business and to make these resources work hard for you. Two mea-
sures that are helpful in this connection are average collection period
and inventory turnover.

Average collection period. The average collection period, or number
of days’ sales tied up in accounts receivable, can be computed from
the balance sheet and the profit-and-loss statement as follows (the
figures used are from exhibits 8 and 10):

Step 1
Net sales 300,000
= $ = $822, the average sales
days in the accounting period 365 per day
Step 2
Receivables $40,000

= = 49, the number of days sales tied
average sales per day $822 up in receivables, or average

collection period.

Knowing the average collection period helps you answer this ques-
tion: “How promptly are our accounts being collected, considering
the credit terms we extend?” It both suggests the quality of your ac-
counts and notes receivable and tells you how well your credit de-
partment is handling the job of collecting these accounts.
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Exhibit 10

Ajax Manufacturing Company’
Condensed Profit-and-Loss Statement
For the Year Ended December 31, 19

Gross sales . $303,000
Less returns and allowances .___________________________________ 3,000
Netsales _______ e $300,000
Cost of goodssold ________________________ 180,000
Gross margin ________________ ... $120,000
Operating expenses ___________________ . 78,000
Operating profit ___________________ $42,000
Interest expense .________________ .. 2,000
Income before taxes OO $40,000
Estimated income tax _____________________ . __ 20,000
Netprofit  __ . $20,000

' Not a real company.

The Ajax Manufacturing Company'’s ratio shows 49 days of sales on
the books. To put it another way, accounts are being collected, on the
average, in 49 days. A rule of thumb is that the average collection
period should not exceed 1Y times the credit terms. If Ajax offers 30
days to pay, therefore, its average collection period should be no
more than 40 days. The management should look into the reasons for
the slower 49-day period.

The following variations in computing the average collection period
are sometimes used for greater accuracy:

—Substitute the total credit sales figure for the total sales figure.
—Use an average receivables figure. (Add receivables figures for the
beginning and the end of the accounting period and divide the result
by 2.) )

—Compute the average collection period on a monthly basis. Trends
toward slower collections and serious deviations from your normal
collection pattern can then be spotted quickly and remedied. Also,
the monthly computation keeps seasonal variations in sales and re-
ceivables from distorting the picture. For example, the average col-
lection period of a typical retailer would be overstated if computed
on the basis of its annual end-of-the-year balance sheet. At that time
of year, its receivables balance is abnormally high because of sales
around Christmas.
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—In figuring the average sales per day, use the number of business
days during the accounting period—say, 250 days for the year instead
of 365.

Inventory turnover. Inventory turnover shows how fast your mer-
chandise is moving. It gives you an idea of how much capital was
tied up in inventory to support the company’s operations at the level
of the period covered.

Inventory turnover is found by dividing cost of goods sold by average
inventory. The Ajax Company, with an inventory of $50,000 at the
beginning of the year and an ending inventory of $60,000 {(exhibit 8),
computes its inventory turnover for the year as follows:

Inventory _ Cost of goods sold _ $180,000 _
turnover average inventory  %2(60,000 + 50,000)

3.3

This means that Ajax “turned” its inventories 3.3 times during the
year—that is, it used up, through operations, merchandise totaling 3.3
times its average inventory investment.

Usually, the higher the turnover, the better. A high turnover means
that your company has been able to operate with a relatively small
investment in inventory. It may also suggest that your inventories are
current and salable; that, since they have not been on the shelves too
long, they probably contain few unusable items. But almost anything
can be overemphasized, and inventory turnover is no exception. Too
much attention to high turnover can lead to inventory shortages and
customer dissatisfaction.

What, then, should your inventory turnover be? The desirable rate
depends on your line of business, level of business activity, and
method of valuing inventories, as well as on various trends. A study
of the turnover rates of businesses similar to yours will help you an-
swer the question. Past experience will also serve as a guide.

Inventory turnover is a much better guide than the absolute size of
the inventories. Size can be misleading. An increase in inventories,
for instance, may represent the addition of stocks to support growing
sales. But it also might mean that merchandise is accumulating be-
cause sales have slowed down. In the first case, the inventory turn-
over remains the same or even increases; in the second case, it
declines. Thus, if inventories begin to grow proportionately faster
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than sales, a declining turnover rate will warn the alert small busi-
ness owner-manager that trouble is brewing. If inventories are in-
creasing for sound reasons, the turnover will remain the same or
improve.

Like the average collection period, inventory turnover should be
computed monthly in order to avoid distortions caused by seasonal
fluctuations. Records should be cumulative and may take the form
shown in exhibit 11.

Inventory turnover records for individual items, groups of products,
and product lines are also helpful, especially for retailers and whole-
salers. They show which items are selling well and which are slow
moving. Such turnovers should be prepared monthly or, for products
that are perishable or become obsolete quickly, on a perpetual or
daily basis. This enables you to reorder fast-moving items in plenty
of time and to prepare to dispose of slow-moving items before their
value depreciates too far.

Measures of Profitability

Is your business earning as much profit as it should, considering the
amount of money invested in it? This is the second major objective
(after liquidity) of financial management, and a number of ratios
have been devised to help you measure your company’s success in
achieving it. A few of them are explained here.

Asset earning power. The ratio of operating profit (earnings before
interest and taxes) to total assets is the best guide for appraising the
over-all earning power of your company’s assets. This ratio takes no
account of what proportion of the assets represents creditors’ equity
and what proportion represents your own equity, nor of varying tax
rates. For the Ajax Manufacturing Company, it is computed as
follows:

Operating profit $42,000
total assets $230,000

= .18, or 18 percent

Return on the owner’s equity. This measure shows the return you
received on your own investment in the business. In computing the
ratio the average equity is customarily used—the average of the 12
individual months if it is available, or the average of the figures from
the beginning and ending balance sheets. For the Ajax Company, the
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Exhibit 11

Inventory Turnover by Months, 19

Inventory
on 1st of Cost of  Monthly  Annual
month  goods sold turnover! turnover?

@ 2 (3) (4)

February .. _____
2 months’ average _____

! Column 2 divided by column 1.
? Column 3 times 12.

beginning and ending equity figures are $120,000 and $130,000, giving
an average of $125,000. The return on the equity is then:

Net profit  $20,000
equity $125,000

= .16, or 16 percent

A similar ratio uses tangible net worth instead of equity. Tangible net
worth is the equity less any intangible assets such as patents and
goodwill. If there are no intangible assets, there will be no difference
between the two values.

Net profit on sales. This ratio measures the difference between what
your company takes in and what it spends in the process of doing
business. The ratio depends mainly on two factors—operating costs
and pricing policies. If your net profit on sales goes down, for in-
stance, it might be because you have lowered prices in the hope of
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increasing your total sales volume. Or it might be that your costs
have been creeping up while prices remained the same.

Net profit on sales is computed as follows:

Net profit  $20,000
Net sales  $300,000

= .067, Or 6.7 percent.

This means that for every dollar of sales, the company has made a
profit of 6.7 cents.

This ratio is most useful when you compare your figures with those
of businesses comparable to yours, or when you study the trends in
your own business through several accounting periods. Comparing
the net profit on sales for individual products or product lines is also
useful. Such an analysis will help you decide which products or lines
should be pushed.

Investment turnover. Investment turnover is the ratio of annual net
sales to total investment. It measures what volume of sales you are
getting for each dollar invested in assets. The Ajax Company will
compute its investment turnover as follows:

Net sales $300,000 3
= = 1
Total assets  $230,000

Return on investment (ROI). The rate of return on investment (profit
divided by investment) is probably the most useful measure of
profitability for the small business owner. Usage varies as to what
specific items from the financial statements are to be used for “profit
and “investment.” For example, “profit”’ might be considered to
mean net operating profit, net profit before taxes, or net profit after
taxes. “Investment” could mean total assets employed or equity
alone. It is important to decide which of these values you are going
to use in computing return on investment and then to be consistent.
In this discussion, net profit after taxes and total assets will be used.
For the Ajax Company, then, the return on investment is computed
as follows:

”

Net profit $20,000
Total assets  $230,000

= .087, or 8.7 percent
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Here’s an illustration of the use of the return-on-investment formula:
Suppose a small businessperson has a total investment of $250,000 in
a toy manufacturing venture and $100,000 in a hotel. He or she
wants to compare the success of these unrelated businesses. The toy
manufacturing venture yields annual net profits of $55,000 and the
hotel earns $25,000. The return on the toy investment is 22 percent in
contrast to 25 percent for the hotel. Other things being equal, the
hotel operation is more successful than the toy factory in terms of the
return on investment.

Assume, now, that the next year, the businessperson wants to in-
crease the toy sales from $500,000 to $600,000 and expects the net
income of the toy business to increase from $55,000 to $66,000 as a
result. In order to do this, the executive will have to increase the
total investment in the toy concern from $250,000 to $350,000.

The net profit on sales will remain the same—11 percent. The return
on investment, however, will drop from 22 percent to 18.8 percent.
These changes are shown in the following summary of the toy manu-
facturing operations:

Original Expanded

Investment ................. ... ...l $250,000 $350,000
Sales.........coiiiiii $500,000 $600,000
Netprofit,.............coiiiiiiiiiiia... $55,000 $66,000
Net profit on sales (percent)................. 11.0 11.0
Return on investment (percent) .............. 22.0 18.8
Investment turnover (times) ................. 2.0 1.7

Why did the rate of return on investment drop from 22.0 to 18.8 per-
cent, when the rate of return on sales remained at 11 percent? The
answer is found in the investment turnover. A company’s net profit
on sales may be high; but if the sales volume is low for the capital
invested, the rate of return on the investment may be low. While the
toy manufacturer’s profit on sales remained at 11 percent, its invest-
ment turnover was only 1.7 the second year compared to 2.0 for the
first year. As a result, the return on investment dropped from 22.0
percent to 18.8 percent. On the other hand, the profit on sales can be
low and still bring a high return on investment if it is coupled with a
high investment turnover.

The toy manufacturing illustration shows why it is important to look
at return on investment in addition to sales volume, profit on sales,
and absolute profit figures. The investment required to produce
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the sales and profits are important. The entire triangle of factors—
sales, profits, and investment—must be considered in financial
management.

Common-Size Financial Statements

Sometimes all values on the financial statements are reduced to per-
centages. Balance-sheet items are usually expressed as percentages of
the total assets figure; profit-and-loss statement items, as percentages
of net sales. A statement in this form is often called a “common-size”
balance sheet or profit-and-loss statement.

This type of analysis has little or no value, however, unless the per-
centages are compared with figures for other businesses in the same
line of activity or with past records of your own company.

Using the Ratios

Ratios will not provide you with any automatic solutions to your
financial problems. They are only tools—though important ones—for
measuring the performance of your business. It is the use to which
you put them that will determine their real value. Chapter 9 lists a
number of sources that publish average ratios for various types of
businesses. Compare your ratios with the averages of businesses sim-
iliar to yours. Also, compare your own ratios for several successive
years, watching especially for any unfavorable trends that may be
starting.

If warning signs appear, look for the causes and for possible reme-
dies. Studying one ratio in relation to others may help here, but you
will probably also need to look into the more detailed records of
your business in the areas concerned.
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Looking Ahead

As your business grows, there will probably be times when you will
need additional funds for investment or operations. You must be able
to plan for these requirements, and to do this you will need fore-
casting tools.

The techniques described in this chapter—the cash budget and
projected financial statements (sometimes called “pro forma” state-
ments)—serve many purposes. They help you to keep last-minute
decisions and surprises at a minimum, to set standards of per-
formance for various activities of your business, to anticipate
financial needs and the effects of policy changes. They are a valu-
able aid in discussions with prospective lenders. They help you an-
swer such questions as these:

Will I need additional money?
When will I need it?

How long will I need it?

How much do I need?

Where can I get it?

How much will it cost?

If I borrow it, how can I repay it?

The Cash Budget

The cash budget is simply a plan for cash receipts and expenditures
during a given period. It is one of the most valuable financial tools at
your disposal. By figuring out your cash needs and cash resources
ahead of time, you put yourself in a better position to:

Take advantage of money-saving opportunities such as economic
order quantities, cash discounts, and so on.

Make the most efficient use of cash.
Finance your seasonal business needs.
Develop a sound borrowing program.
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Develop a workable program of debt repayment.
Provide funds for expansion.
Plan for the investment of surplus cash.

How to do it. The length of the period to be covered by the cash
budget depends on the nature of your business, how ample your sup-
ply of cash is, and how regularly cash flows into and out of your
business. The form shown in exhibit 12 {pages XX and XX] is for a
simple cash budget prepared monthly.

The groundwork for preparing a cash budget consists of estimating
all cash receipts and cash payments expected during the budget
period. Budgets must be carefully planned for cash sales (including
discounts and sales returns and allowances), payments of accounts
receivable, and any other expected cash income. The same kind of
planning must be done for each type of expense that will go to make
up the expected cash expenditures. These budgets are based on ex-
perience and on the goals you have set for your business.

If expected cash receipts total more than expected cash payments,
the difference is added to the expected cash balance at the beginning
of the period. If payments total more than receipts, the difference is
subtracted. In either case, the result is the expected cash balance at
the end of the period.

The cash balance—how much is enough? You must also decide what
size cash balance you need to maintain. This, too, is based on experi-
ence. You might, for instance, decide that cash equivalent to a cer-
tain number of days’ sales is a desirable level. If the cash balance at
the end of the budgeted period is less than this amount, some short-
term borrowing or changes in plans may be necessary. The cash bud-
get, by bringing this to your attention early, gives you time to con-
sider fully all the possible courses of action.

If, on the other hand, the cash balance is larger than you need, the
excess can be temporarily invested in marketable securities.

If you need funds—what kind? Cash budgets can help you decide
whether you need short-term or long-term capital. A series of 12
monthly cash budgets will show your estimated monthly cash bal-
ances for a year. Each of these balances can then be compared with
the cash level you have established as desirable for your business.
Perhaps your cash balance is ample at the beginning and end of the
12-month period but low at times during the year. This suggests a
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need for short-term funds. The need will be self-liquidating over the
12-month period.

If, however, cash budgets are developed over longer periods of time
and the cash balance is consistantly low, the business needs inter-
mediate or long-term capital—intermediate if the need persists for
periods lasting from 12 to 30 months, and long-term or permanent
capital if it persists for a longer period.

Projected Financial Statements

The cash budget deals with only one account—cash. It is useful to
carry your plans for the future a step further by drawing up a
profit-and-loss statement and a balance sheet. These statements
record your best estimates of what the profitability of your business
will be during the period covered and the financial condition of the
business at the end of the period. They should be drawn up at least
quarterly; and if your business is short of funds, you would be wise
to prepare them more often. They will help you avoid unforeseen
peak needs that might prove embarrassing.

By providing a look into the future of your business, projected
financial statements enable you to judge what the financial needs of
your business will be at the end of the forecast period. You can then
plan ahead of time whatever steps may be needed to strengthen the
business or to prepare for future growth. If you wait until the need
actually arises, it will be more difficult and may even be too late.

The projected profit-and-loss statement. The value of the projected
profit-and-loss statement as a guide depends largely on your estimate
of sales during the period for which the projection is being made. It
is therefore well worth your time to develop this estimate as accu-
rately as possible. Use the past experience of the business, figures
provided by salespeople, management projections, and any other
useful information.

Next, the cost of goods sold must be estimated. A useful first step is
to analyze operating data to find out what percentage of sales has
gone into cost of goods sold in the past. This percentage can then be
adjusted for expected variations in costs, price trends, and efficiency
of operations. (A more detailed method estimates each cost item sep-
arately and totals the results.)
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Other expenses, other income, and taxes can also be estimated on the
basis of past experience and expected changes.

A typical projected profit-and-loss statement for the Titan Manu-
facturing Company is shown in exhibit 13 (page XX].

The projected balance sheet. The projected balance sheet is a sum-
mary of the results expected at the end of the period for which the
projection is being made. It shows the effect on each balance-sheet
item of the sources and uses of funds planned in the various budgets.

The cash figure appearing on the projected balance sheet (see exhibit
14 on pages 38 and 39) is the amount decided on as the desirable
cash balance in the cash budget. The Titan Company has established
15 days’ sales as their desired cash balance. On the basis of the sales
estimate of $80,000 for December (exhibit 13), the cash account would
be $40,000 on their projected balance sheet.

The receivables and inventory accounts can be based on past ex-
perience and estimated sales. Assume that Titan’s receivables have
averaged 30 days’ sales in the past, and that inventories have been
turning roughly one-half times monthly. If other conditions and poli-
cies do not change, with Titan’'s sales estimate of $80,000, receivables
should be about $80,000 and inventory $160,000 at the end of the
month.

Fixed assels on the estimated balance sheet are based on earlier
fixed-asset accounts. That is, the accounts on the most recent balance
sheet are adjusted for depreciation and expected additions to or re-
duction in these assets.

Accrued liabilities and long-term debts can usually be assumed to re-
main unchanged. Of course, if your experience has been that ac-
crued liabilities tend to vary with sales volume, you should take this
into account. Any expected increase or reduction in long-term debts
during the period should also be given effect.

The accounts payable figure is based on an estimate of the number of
days’ purchases that will be outstanding at the end of the month. Re-
cent and expected purchases and your creditors’ terms of sale must
be considered.

The equity account consists of the existing ownership account plus
the earnings to be retained during the period. The amount of re-
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tained earnings to be added here comes from the projected income
statement. The remaining account, notes payable, is the last to be
computed (unless it has already been determined in connection with
the cash budget). Notice that without it, the combined equity and lia-
bilities ($711,000) fall $69,000 short of the total assets ($780,000). This
indicate that if the estimates used were reasonably accurate, Titan
will need roughly $69,000 of borrowed funds to finance the activities
planned.

Points to remember. Bear in mind two characteristics of projected
financial statements. First, these statements can be built up in a num-
ber of ways. The best approach is to rely on whatever information is
fairly easy to get together and enables you to make the most accurate
estimates for the various accounts. Second, remember that these
statements are based on estimates and assumptions. They provide
only a rough sketch of what may happen.

If actual performance differs widely from the estimates at any point,
however, the reason should be sought. Was the estimate unrealistic,
or were there weaknesses in your company’s performance at that
point? Whichever proves to be the case, the trouble spot should be
attended to.

Looking Still Further Ahead

You may find it hard to estimate capital requirements in the more
distant future by developing projected cash budgets and financial
statements. Business expectations 24 months ahead, for instance, may
be too uncertain for detailed schedules to be pieced together.

In such cases, ask yourself this question: “Do I expect to do the same
volume of business 2 years from now, or do I expect to do x percent
more business?” When you have the answer to that question, you can
make a rough estimate of your capital requirements for the period.
Here’s how.

Examine past financial statements to find the normal cash, inventory,
accounts receivable, accounts payable, and short-term borrowing per
dollar of sales. Then multiply these amounts by the dollar sales vol-
ume you expect to be doing in 2 years. Add to existing fixed assets
any additions you expect to make during the 2 years.
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You are now well on your way to constructing a rough projected bal-
ance sheet for that time. A concluding step is to subtract total esti-
mated liabilities from total estimated assets. The difference is the
projected equity account.

Now compare this account with your existing equity account. The

difference between the two will have to be made up by retained
earnings plus growth capital.
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The Different Types
of Financing

In this chapter we will discuss distinctions among the three different
types of financing: (1) equity capital, (2) working capital, and (3)
growth capital. This distinction is important since you must first know
the exact nature of what it is you need in order to obtain adequate
financing.

Equity capital is the cornerstone in the financial structure of any
company. As suggested in chapter 2, equity is technically that part of
the balance sheet which reflects ownership of the company. It also
represents the total value of the business since all other financing
amounts to some form of borrowing which must ultimately be repaid.
When a lending officer asks the question “What do you have in the
business?” he is asking about your equity. Equity capital is not gener-
ally obtainable from institutions—at least not during the early stages
of business growth. By way of distinction, working capital and growth
capital can be obtained in a number of ways. Both become necessary
when equity capital has been used to the limit of its availability. The
working capital and growth capital extend the effectiveness of equity
by providing the leverage on investment present in the financial pic-
ture of most successful businesses.

Working capital needs arise as a result of the ongoing activities of
the business. Funds are required to carry accounts receivable, to ob-
tain inventories, and to meet payroll. It is to satisfy such needs that
working capital is required. In most businesses the magnitude of
these needs vary during the year and it is the varying use of more or
less money to finance these requirements during the business cycle
which most quickly identifies this funding requirement as working
capital.

Growth capital, although frequently grouped together with working
capital, is different in that this funding source is not directly related
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to the cyclical aspects of the business. Instead, growth capital is usu-
ally involved when the business is expanding or being altered in
some significant way. Usually the change in the business can be ex-
pected to result in higher levels of general profitability and cash flow,
and it is because of this change that various types of growth capital
can be arranged. Rather than looking for seasonal liquidity or reduc-
ing this type of borrowing as in the case of working capital, lenders
which make growth capital available frequently depend on increased
profits to provide orderly repayment of such loans over a longer
period of time.

The need for the presence of all three types of capital—equity capi-
tal, working capital, and growth capital —continues in every growing
business. You should not expect a single financing program main-
tained for a short period of time to eliminate every future need.

As prospective suppliers of financing begin to analyze the require-
ments of your business, they will begin to distinguish among the
three functional types of capital in the following way: (1) fluctuating
(working capital), (2) amortizing (growth capital), and (3) permanent
(equity capital).

If you are asking for a working capital loan, you will be expected to
show how the loan can be reduced during your business’s period of
greatest liquidity during the business cycle or over a 1-year period. If
you seek growth capital, you will be expected to show how these
moneys will be used to make your business more profitable and gen-
erate extra cash which can be used to repay the loan over several
years.

If, on the other hand, you are not asking for either working or growth
capital, it is likely that a lender will say to you “we would like to be
of assistance but we cannot invest in your business—this is the role
of equity capital and we only make loans.” This is a natural and
quite logical response for a bank cannot be expected to become
“locked in” with its money obtained from depositors as would a
stockholder or a private investor whose moneys are placed at risk for
dividend return or future capital gains.

With this background in mind, we can now begin to explore the vari-
ous types of working capital loans and the sources which make this
type of financing available to small businesses.
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The Small Business Administration (SBA) is an independent agency
of the Federal Government, established by Congress to advise and
help the Nation’s small businesses. Its major areas of activity are:

—Serving as advocate for small business within the Federal
Government.

—Providing management assistance and encouraging private sector
financing of small business.

—Promoting business development and capital ownership among mi-

norities and women.

—Helping small business get a fair share of Government

procurement contracts and subcontracts.

SBA Loans

If borrowing does appear to be necessary or advisable, and if no pri-
vate source can be found, SBA can quarantee up to 90% of a local
bank loan. However, by law, SBA cannot consider a loan application
unless there is evidence that the loan could not be obtained else-
where on reasonable terms without SBA assistance.

SBICs and Other Venture Capital Sources

Small Business Investment Companies (SBI's) are licensed and
financed by the Small Business Administration (SBA) for the purpose
of providing venture capital to small business concerns. This capital
may be in the form of secured and/or unsecured loans, debt securi-
ties with equity characteristics, or “‘pure” equity securities which are
represented by common and preferred stock.

Venture capital is extremely difficult to define; however, it is charac-
terized as being high risk with the principal objective of capital
gains. The structure and terms of the financing are responsive to the
needs of the small business rather than to the requirements of the
venture investors. Additionally, and probably more importantly, ven-
ture capital is characterized by a continuing active relationship be-
tween the small business and the venture capitalist.

When to Turn to Venture Capitalists

If your business requires additional equity capital and if internally
available moneys are simply inadequate, some form of venture capi-
tal participation may make sense. Venture capitalists will expect a
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relatively high percentage of ownership in your company for a given
amount of money initially invested in the business. At the same time
these financiers may provide invaluable assistance in lining up addi-
tional outside financing, marketing and product ideas, and general
management consulting.

It is important for you to recognize that you are taking on a partner
who will maintain an active interest in your business and its direc-
tion when you become involved with venture capitalists. They can
provide guidance and open many doors, and they are generally pa-
tient and sympathetic to the problems associated with building a
small business. They are usually prepared to wait longer than the av-
erage investor for profits to arrive so long as you are conscientiously
pursuing your objectives. Most venture capitalists expect a 15 percent
rate of return on their investment or higher and expect to see profits
within a five to seven year period.



Unsecured Borrowings
for Working Capital

Chapter 3 defined working capital as the difference between current
assets and current liabilities. To the extent that your working cash
balances, cash accounts receivable, and inventories exceed trade
credit—the gap must be financed. The simplest means of obtaining
this working capital is by borrowing on an unsecured basis. Commer-
cial banks are the largest source of this type of financing which has
the following basic characteristics: (1) the loans are short term but re-
newable, (2) they fluctuate according to seasonal needs or follow a
fixed schedule of reduction or amortization, (3) the loans call for pe-
riodical repayment, (4) they have no lien on any assets of the bor-
rower, (5) they usually require that all indebtedness of the borrowing
company to its principals be subordinated, (6) they have no priority
over any common creditor of the borrower, and (7) they are granted
primarily in ratio to the net current assets (working capital) position
of the borrower.

Commercial banks usually prefer unsecured loans even though they
do not include liens. This is because the loans are least costly to han-
dle and administer. At the same time the banks grant unsecured
credit only when they feel that the general liquidity and overall
financial strength of your business relative to the size of the credit
provide ample ability for repayment.

You may be able to predict that you require working capital
financing for a specified interval, say 3 to 5 months, in which case
the bank can issue a credit with that specific term. Most likely, how-
ever, your working capital need will continue over the cyclical
growth pattern of your business. As suggested in the previous chap-
ter, the usual function of working capital is to supplement the role of
equity in connection with fluctuating needs over a period of the busi-
ness cycle. Therefore, most unsecured credits are established on a
year's basis and set up on the bank records as such. Despite the fact
that a 1-year credit is established, the bank is likely to continue
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handling the transaction with a series of renewable 90-day notes.
Theoretically, at 90-day intervals the bank will reappraise the credit
situation and can conceivably call your note asking for repayment in
full. In actual practice the bank is likely to feel that it has screened
the credit sufficiently carefully in the beginning to review only once
a year. Therefore, the 90-day maturity date is only a technicality;
however, you must handle it properly by paying it off in cash on or
before due date or, usually, “paying by renewal.”

Although most unsecured loans fall into the category just described—
that is, the 1-year line of credit consisting of a series of renewable
90-day notes—there is another type of working capital loan which is
also frequently used. This is the amortizing loan which calls for a
fixed program of reduction usually on a monthly or quarterly basis. If
you borrow for working capital purposes on an amortizing basis, your
bank is likely to agree to terms longer than a year so long as you
comply with the-schedule of stipulated principal reductions.

There is an important feature to the types of borrowing arrangements
described above. Namely, while a loan commitment from a bank for
working capital can only be negotiated for a relatively short term,
after satisfactory performance during that term the arrangement can
be continued indefinitely on the assumption that a good business re-
lationship exists between you and your bank and that your credit-
worthiness has not been impaired.

“The Annual Clean-Up”

Once a year the bank will expect you to pay off your unsecured bor-
rowings for perhaps 30 or 60 days and this is what is known as “the
annual clean-up.” This clean-up occurs during the period of greatest
liquidity during the year when it is possible for your indebtedness to
be at its lowest level. This normally occurs following a seasonal sales
peak when inventories have been reduced and receivables are
largely collected from customers prior to the beginning of a new
business buildup.

You may discover that it becomes progressively more difficult to
repay debt or “clean-up” and this condition usually occurs due to the
following reasons: (1) your business is growing to the extent that this
year's period of least activity represents a considerable increase over
the corresponding period of the previous year, (2) you are increasing
your immediate short-term capital requirement because of some new
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promotional program or addition to operations, or (3) you are experi-
encing a reduction in profitability and cash flow which, hopefully, is
temporary in nature.

Frequently, such a condition will justify a combination of both open
line “self-liquidating” financing and the amortizing type of unsecured
borrowing. For example, you might try to arrange a combination of
perhaps $15,000 of open line credit to handle peak financial require-
ments during the business cycle and at the same time $20,000 of am-
ortizing unsecured borrowings to be repaid at a rate of say $4,000 per
quarter. In appraising such a request for combination of unsecured
loans, your commercial bank, if it is on its toes, will insist on an ex-
planation based on past experience and future projection for both:
(1) how the $15,000 of open line credit will be self-liquidating during
the year with ample room for the annual clean-up and (2) how, as a
result of increased profits and resulting cash flows, you can be ex-
pected to meet the schedule of amortization on the $20,000 portion.

Since unsecured loans provide no prior claim or lien on assets to the
lender, you have to provide ample assurances as to liquidity and to
overall financial health to qualify for this type of financing. Credit
acceptability is usually based on the following: (1) debt-to-worth ratio
and (2) net current asset position. In many instances debt-to-worth
ratios of 2 to 1 or even 3 to 1 are quite acceptable. Beyond that limit,
however, other financing techniques may have to be used. With re-
gard to your net current asset position, banks normally limit their un-
secured open lines to 40 percent or 50 percent of working capital,
sometimes going a little higher to allow for seasonal peaks. Still other
banks in appraising the suitability of an unsecured line focus on the
current ratio as a rough index of liquidity and for most types of busi-
nesses an acceptable current ratio is 1.5 to 1.

Putting Your Best Foot Forward

It is important to present your company'’s case persuasively to the
bank if you are to succeed in obtaining unsecured credit lines. You
should have a financial plan which contains a cash budget for the
next 12 months as well as a pro forma balance sheet and income
statement. You should be prepared to explain fully how these state-
ments have been prepared and the underlying assumptions on which
the figures are based. Obviously, these assumptions should be sup-
portable. One final reminder. Many banks prefer that statements be
prepared by an outside accountant and submitted on his or her sta-

49



tionery. Perhaps it is sometimes unjustified, but the outside account-
ant or financial advisor frequently has additional credibility as the
result of professional experience with financial matters and famil-
iarity with many businesses. Only you can judge whether the assis-
tance of an outsider will be useful in negotiations with your commer-
cial banker.
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Secured Working Capital
Financing

Your company may have reached the point where it is ineligible for
additional unsecured borrowing arrangements with a commercial
bank. This may be because your bank has reached its lending limit
or takes the view that additional unsecured credit cannot be
extended.

Under the circumstances it may be possible to arrange for your bank
to participate with a commercial finance company in offering a se-
cured credit which may result in a more advantageous interest rate
than would be obtainable with a straightforward secured lending
program.

The principal distinction between unsecured lending discussed in the
previous chapter and secured borrowing is the existence of a lien—
that is, a prior claim on specific assets given by the borrower to the
lender. Under the Uniform Commercial Code which has been adop-
ted by all 50 States, all classes of liens today are now lumped to-
gether under the term “security interests” which forms the basis for a
security agreement. The presence of the lien means that common
creditors and trade suppliers cannot look to the value of certain
assets for repayment except subject to the claims of lienholding
lenders.

Accounts Receivable Financing

The most common form of secured financing involves liens against
accounts receivable. This type of financing is offered both by com-
mercial banks and commercial finance companies. While distinctions
are made by lenders among industry and individual firms, advances
can usually be obtained amounting from 70 percent to 90 percent of
outstanding quality receivables. Usually an “open limit” is estab-
lished which permits the amount of financing to fluctuate as your re-
ceivable portfolio grows or declines.

51



Although the stated interest charge may be higher than for unsecured
bank borrowings, the actual money cost differential between secured
and unsecured borrowing may not be so high as it initially appears.
This is due to the fact that secured borrowing costs are usually calcu-
lated based on actual cash used by the borrower on a daily basis and
interest charges computed in this fashion may prove more moderate
in comparison with unsecured borrowing costs which usually involve
compensating balance requirements and other costs not included in
the stated interest rates.

Factoring

As noted, accounts receivable financing involves borrowing with
your accounts receivable as collateral. In factoring, unlike accounts
receivable financing, the receivables are actually purchased by the
factor without recourse. This non-recourse arrangement is normally
limited, however, to the credit risk and the factor is protected against
circumstances which would invalidate sales. Factoring is logical
when it makes sense for outside parties to assume the responsibility
for follow-up and collection. Traditionally, factors are used in indus-
tries where they have better firsthand knowledge of customers and
their creditworthiness than do the sellers and where as a conse-
quence, they can be more effective in converting the accounts re-
ceivable into cash.

Secured working capital financing can also be obtained by pledging
inventories. In some instances inventories are stored in public ware-
houses where disinterested third parties having no affiliation with the
borrower can provide protection for the associated lenders. A vari-
ation used by many companies for inventory financing involves field
warehousing in which a clearly delineated area is set aside on the
premises of the buyer enabling a disinterested third party to take full
responsibility for the inventory against which credits are extended.
Depending on the nature of your business and conditions in your in-
dustry, it may be possible to obtain a 60 percent to 75 percent ad-
vance with inventory as a lien. .
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Secured Growth Capital
Financing

Lenders assume that working capital loans—whether extended on a
secured or an unsecured basis—will be repaid through the automatic
liquidation of receivables and inventories during the course of the
business cycle. Thus, it is the inherent liquidity of the business rather
than overall profitability which supports such borrowing programs.
By the way of contrast growth capital loans are extended for longer
periods of time and are repaid from profits rising from business ac-
tivities extending several years into the future. It is logical, therefore,
that growth capital loans are secured by collateral which remains un-
changed in the possession of the borrower; that is, the noncurrent of
fixed assets such as machinery and equipment.

In working capital financing primary credit emphasis is placed on the
quality of collateral. For growth capital lending stress will be placed
on underlying rationale for the borrowing. In other words, you will
need to demonstrate that growth capital can be used to increase cash
flows or sources of payment through increased sales, cost savings, or
greater production efficiencies. Although your building, equipment,
or machinery will probably be the collateral for growth capital bor-
rowing, the use of the funds is not necessarily restricted to purchase
of additional equipment. Any general business purpose is eligible so
long as it promises possibilities of success.

Although you may wish to borrow to acquire a specific piece of new
equipment if substantial amounts of growth capital are involved, the
lender is likely to insist that all machinery and equipment of the
business be pledged and the percentage of the advance is likely to
range somewhere between 25 percent and 57 percent of the equip-
ments’ book value.

Leasing

For a particular piece of new equipment it may be possible to ar-
range a lease in which case you will not actually own the equipment
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but, rather, enter into an arrangement where your firm obtains exclu-
sive use of it over a specified number of years. Such an arrangement
may have possible tax advantages besides releasing funds which
would otherwise be tied up in ownership of the equipment.

Conditional Sales Purchases

Still another variation involves purchasing equipment on a time pay-
ment basis. Naturally, the ownership of the property under such an
arrangement is retained by the seller until the buyer has made all
the required monthly or quarterly payments over the term of the
contract.

Sale Leasebacks

Most purchased leases involve new equipment. It is sometimes possi-
ble to sell equipment which your business owns to a leasing com-
pany and then lease it back. It may be possible under such an ar-
rangement to obtain an advance equal to or larger than what could
be obtained through a conventional mortgage arrangement.

Pulling the Various Elements Together

Many business situations are best financed by a combination of the
various types of credit arrangements described earlier. For example,
your business may qualify for secured bank credit extended on a reg-
ular 90-day renewable basis so long as it is possible to “clean-up” or
“rest” the line annually. If the short-term, liquidating facet of your
financial requirement is separated from the longer-term components,
this may indeed be possible. The longer-term components are more
likely to be accommodated by some form or combination of types of
secured financing. Receivables financing and warehouse lending may
be possibilities and these, in turn, may be supplemented by chattel
mortgage borrowing or one of the other forms of borrowing against
fixed assets. Commercial finance companies are well qualified to
help you develop a proper solution in the use of secured financing
options together with unsecured borrowings.
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For Further Information

This booklet has described several concepts and tools of financial
analysis that can help the small business owner-manager interpret
financial data and manage the operations of his business. But it is im-
portant to remember that understanding and applying these tools suc-
cessfully requires more than a knowledge of how the tools work. It is
also essential to understand when the tools should be used and, more
important, what their strengths and limitations are.

Financial analysis cannot be carried out in a routine, standardized
way. You must be able to tailor the concepts and tools to the specific
requirements of your business. You must ask yourself, “What ques-
tions need to be asked about my business?” and then, “What ap-
proach shall I use to get practical answers to these questions?”

Before analyzing a financial problem, ask yourself these questions:
“What factors, trends, relations, and time periods have a bearing on
the problem?”

“What tool or method of analysis will be most useful?”

“How 'much detail work is justified?”

The amount of literature in the field of business finance is vast. Some
of the information is not applicable to the finance problems of small
businesses. Much of it is, however, and some of it is designed es-
pecially for small business.

The following lists may be useful to small business owner-managers
who wish to study the subject of business finance further. The lists
are necessarily brief. No slight is intended toward authors and
sources not included.

Sources of Industry Ratio Data

Among the best known sources of industry ratio data with which to
compare your own ratios are the following:
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Key Business Ratios. Published annually by Dun and Bradstreet, Inc.,
99 Church St., New York, NY 10007.

Covers 125 lines of business activity, including manufacturing,
wholesaling, retailing, and construction industries.

Statement Studies. Published annually by Robert Morris Associates,
National Association of Bank Loan Officers and Credit Men, Phila-
delphia National Bank Building, Philadelphia, PA 19107.

Based on data collected from member banks of the association.
Covers approximately 300 lines of business.

Specialized Industry Reports. There are many sources of ratio data
specializing in single industries or industry groups. These sources in-
clude trade associations, specialized accounting firms, trade maga-
zines, universities, some larger industrial corporations, and several
Governmental agencies. A number of them are listed in the booklet
Ratio Analysis for Small Business (see below, under “U.S. Publica-
tions”). This booklet also has more detailed information about the
publications whose specific titles are mentioned above.

U.S. Government Publications
—The following publications may be purchased from the Super-

intendent of Documents, Washington, D.C. 20402. Write for current
price and availability.

Cost Accounting for Small Manufacturers (SBMS No. 9). U.S. Small
Business Administration.

Ratio Analysis for Small Business (SBMS No. 20). U.S. Small Busi-
ness Administration.

Guides for Profit Planning (SBMS No. 25). U.S. Small Business Ad-
ministration.

Financial Control by Time-Absorption Analysis (SBMS No. 37). U.S.
Small Business Administration.

Buying and Selling a Small Business (Nonseries). U.S. Small Business
Administration.
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Books

Entrepreneurship and Venture Management. Clifford M. Baumback.
1975. Prentice-Hall, Inc., Englewood Cliffs, NJ 07632.

Guide to Buying or Selling a Business. James M. Hansen. 1975.
Prentice-Hall, Inc., Englewood Cliffs, NJ 07632.

How to Run a Small Business. ]. K. Lasser Tax Institute. 1974.
McGraw-Hill Book Company, Inc., 1221 Avenue of the Americas,
New York, NY 10020.

Small Business Management Fundamentals. Dan Steinhoff. 1974.
McGraw-Hill Book Company, Inc., 1221 Avenue of the Americas,
New York, NY 10020.

How to Start Your Own Business. William D. Putt. 1974. MIT Press,
28 Carleton St., Cambridge, MA 02142.

Guide to Venture Capital Sources. Stanley M. Rubel. 1977. Capital
Publishing Corp., Two Laurel Ave., Wellesley Hills, MA 02181.

Handbook for Manufacturing Entrepreneurs. Robert S. Morrison.
1973, Western Reserve Press, Inc., Box 675, Ashtabula, O 44004.
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Aguna, GU
Albany, NY
Albuquerque, NM
Anchorage, AK
Atlanta, GA
Augusta, ME
Austin, TX

Bala Cynwyd, PA
Baltimore, MD
Biloxi, MS
Birmingham, AL
Boise, ID
Boston, MA
Buffalo, NY
Camden, NJ
Casper, WY
Charleston, WV
Charlotte, NC
Chicago, IL
Cincinnati, OH
Clarksburg, WV
Cleveland, OH
Columbia, SC
Columbus, OH
Concord, NH
Corpus Christi, TX
Dallas, TX
Denver, CO

Des Moines, 1A
Detroit, MI

Eu Claire, WI
Elmira, NY

El Paso, TX
Fairbanks, AK

SBA Field Offices

Fargo, ND
Fresno, CA
Gulfport, MS
Harlingen, TX
Harrisburg, PA
Hartford, CT
Hato Rey, PR
Helena, MT
Holyoke, MA
Honolulu, HI
Houston, TX
Indianapolis, IN
Jackson, MS
Jacksonville, FL
Kansas City, MO
Knoxville, TN
Las Cruces, NM
Las Vegas, NV
Little Rock, AR
Los Angeles, CA
Louisville, KY
Lower Rio Grande
Valley, TX
Lubbock, TX
Madison, WI
Marquette, MI
Marshall, TX
Melville, NY
Memphis, TN
Miami, FL
Milwaukee, WI
Minneapolis, MN
Montpelier, VT
Nashville, TN

Newark, NJ

New Orleans, LA
New York, NY
Oakland, CA
Oklahoma City, OK
Omaha, NE
Philadelphia, PA
Phoenix, AZ
Pittsburgh, PA
Portland, OR
Providence, RI
Rapid City, SD
Reno, NV
Richmond, VA
Rochester, NY
St. Louis, MO

St. Thomas, VI
Sacramento, CA
Salt Lake City, UT
San Antonio, TX
San Diego, CA
San Francisco, CA
Seattle, WA
Sioux Falls, SD
Spokane, WA
Springfield, IL
Syracuse, NY
Tampa, FL
Tucson, AR
Washington, DC
Wichita, KS
Wilkes-Barre, PA
Wilmington, DE

For addresses and telephone numbers of the field offices listed above, consult the ap-

propriate telephone directory.
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