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FOREWORD

Traditionally vocational education has been geared primarily
to preparing students for employment--to preparing employees.
Yet there is another career path available; students can learw
how to set up and manage their own businesses. They can become
enftrenrenaurs.
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‘Jocational education, by its very nature, is
developing entrepreneurs. It is important that
education oe developed and incorporated as a distin
part of all vocational education program areas. A
Acquiring Competence in Entrepreneurs’'ip (PACE) repres
to initiate Zfurther action in this dir :tiom.
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The strength behind these instructional units is the interest
and invoivement of vocational educators and successful entrepreneurs
in the state of Ohio and across the nation. 5Special recognitcion 1is
extended to the project staff: Lorraine T. Furtado, Project Director
and Lee Kopp, Program Associate. Appreciation is also expressed to
the many who reviewed and revised the drafts of the units: TFerman
Moady. Hannah Eisner, and Sandra Gurvis. We owe a special thanks to
those consultants who contributed to the content of this publicaticen:
Carol lLee Bodeen, Louis G. Gross, Douglass Guikema, Peter G. Haines,
Philip S. Manthey, Charles §. McDowell, Mary E. McKnight, Steven K.
Miller, Barbara 5. Riley, Barbara A. Rupp, Ruth Ann Snyder, Robert L.
Sut:tle, Florence M. Wellman and Roy H. Young.

Robert L.
Executive Direcrtor
‘he National Center for

Rezearch in Voecaticnal Education
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HOW TC USE PACE

A Program for Acqu.ring Competence in Entrepreneurship
(PACE) 1s a curriculum responsive to the need for instruction
in entrepreneurship. Tt is primarily for poestsecondary level,
including four year colleges and adult education, but it can
also be adapted for special groups. PACE is divided into thrae
parts (1) Getting Ready to Become an Entrepreneur, (2) :
an Entrepreneur (establishing a business), and (3) Being an

Entrepreneur (operaﬁing a business).

Each of tie three Parts has a se’ of instructional unics wh
relate to that topic. Within these units, the material is orga;
into three levels of learning: Exposure, Exploration, and Prepa
tion/Adaptation. These levels of learning progress from simple

complex cancepts.
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The levels of learning will enable you to use the PACE materials
to suit vour individual needs. You may find it best to work with
the exposure level of one unit and the exploration level of another.
Or, you may choose to pursue one level throughout the entire series.
You might also want to work through two or more levels in one unit
before going on to the next unit,

and abilities. Read the unit overview and look through the pre/pos
assessments for the three levels to help you in your choice. Also
check the 1ist of definitions you might need to look up or research
for that level,.

When - are r to start, turn to the level you have ciwosen,
take the pr. essmeuc and ldentify those items which you feel need
speclal attention in the unit. Also look at the learning objectives;
they will tell ycu what you should be able to do by the time you
finish that level of learning,

As you read, you will notice questions in the = i, .l.p
the substantive content portion of eac: level. Use these quest
to guide gy reading.
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Ar i 2 end of each level of learning are activities which help
You bec. ». [nvolved with the content presented in the unit. You and
Jour Instructor can decide on how many activities you should do; you
may want to do several or you many need to do all,



Then, evaluate vour
to review before you
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OVERVIEW OF THE UNIT

H
Once the entrepreneur has established the business, management
decisions must be aimed at keeping it operational and fostering growth
In order to accomplish both theses goals, the entrepreneur must use gooc
financial management techniques. Good management techniques will allow
’ou, the entrepreneur, to maintain financial control of the enterprise

ad improve proIfits.

“his unit is
menting basic fin
complete this unit
aﬂd hDW’tG angl
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DEFINITIONS TO KNOW BEFORE
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level

EXPOSURE
cash flow liabiliti=zs gross profit
balance sheet Accounts receivable net profit
profit and loss statement accounts pavable profit margin
break-even point net worth current ratio
assats cost of goods sold trade credito

EXPLORATION
balance sheet equity gross sales
profit and loss statement net worth net profit
assets accourts receivable net sales
liabilities convertahility depreciation
current assets average - collection current rati
ratio
fixed assets inventory ratio acid - test
cost of goods sold gross profit or margin
break-even point liquid assets
Xxi
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rangible net worth

assets
liabilities current ratio owner's equity stat
bolanee shset acid test ra:iio point
profit and loss atatement inventory ratio
cost of goods worsing capital = ocusts
B k=]
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PART I-- GETTING PEADY TO BECOME AN

FALL

PATH OF STUDY

Unit I A

Unic I B

i
[

Unit

ITI-—- BECOMING AN ENTREPRENEUR
Unic IT A
Unic II B

Unit II

Unit II D

Unit II E

Unit II F

Unit II G

Unit IIT F

Unit III G

Unit III H
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EXPOSURE PART 111, UMIT B
FINANCIAL MANAGEMENT

PREASSESSMENT

Here are some questions that test for knowledge of the contents
of this level. If you are very familiar with the information needed
to answer them, perhaps you should go to another level or unit --
check with your instructor. Otherwise, jot down your answers. After
you've read through this level, take the postassessment at the end of
the "Exposure Activities" section and measure what you've learned.

1. What is a balance sheet?

2. What information does a profit and loss statement contain?

3. Describe how ratio analysis information might be used by

an entrepreneur.
4. What information does knowing the break-even point provide

to the entrepreneur?

Ln

What 1s meant by cost of goods sold and net profit



TEACHING/LEARNING OBJECTIVES

Upon completion of this level of instruction,

you should be able to:

1.

[
-

Describe a balance sheet,

List the components of a profit and loss

Describe the importance of ratio analyses.

Describe what is meant by break-even point.

(K%



Part III, Unit B
Financial Management

SUBSTANTIVE INFORMATION

DEVELOPING SKILLS IN FINANCIAL MANAGEMENT

WHY DEVELOP SKILLS It is important to the future growth of your business
IN FINANCIAL that you develop some skills in the area of financial manage
MANAGEMENT? . ment. Good financial management can be the key to the

ales may

[N

survival of your business. Your income from
be over and beyond that estimated for your business,

but the business can fail if income and business expenses
are poorly managed. On the other hand, your firm may be

making only a slight profit, but with good financial

Even 1f you have an accountant prepare your finan=
cial statements, you should be able to understand and
analyg§ these statements. This will help keep you iﬁ
control of your business. |

There are two basic financial statements with:; which
you shéuld be totally familia? These are the balance
sheet' and the profit and loss statement. You Sh@u%d
also be aware of the use of break-even analyses aﬁﬁ busi-

i

ness ratios.

THE BALANCE SHEET.

a statement that tells what you

[

WHAT IS A BALANCE . A balance shee: i
- SHEET? own and what you owe at any particular time. It is like

a photograph of your business on one particular day,




WHAT ARE THE
"SECTIONS" IN

A BALANCE SHEET?

Part III, Unit B
Financial Mauagement

Most likely, balance sheets prepared for three consecutive
days will be comprised of different figures. Financial
information about a business--or about yourself as an
individual--changes every day. You receive income periodi-
cally and you pay bills periodically. In effect, you
manage a flow of cash.

If your cash is always in motion, why is the balance
sheet so important? The balance sheet helps ycu control

this cash flow. This control erables you to manage both

(what you owe) effectively. The balance sheet helps the

business stay prafitabléi

b

Components of a Balance Sheet

The balanéé sheet has three main sections kl) assets,
(2) 1liabilities, and (3) net worth. Exhibit A illustrates
the components of a balance sheet. Exhibit A can be used
by single proprietorships, partnerships, or corporations.

| All balance sheets must follow this formula:

Assets = Liabilities + Net Worth. Assets must equal lia-
bilities plus net worth. Or, the total derived for those
items on the left side of the balance sheet under assets
must exactly equal the total derived for the right side
of the balance sheet under liabilities plus net worth.
All the main sections of this type of financial statement

must balance.



Unit B
Management

Part III,
Financial

BALANCE SHEET
DATE

Current -

Cther -

weceivable

Lau-
Builiding
Machinervy
Equipment

LIABILITIES

Current - Notes Payahle
Accounts Payable

Non=Current Liabilities -
Debts More Than
One Year Maturity

TOTAL LIABILITIES

OWNERSHIP ‘OR NET WORTH

Proprietorship Net Worth
7 or
Partnership Net Worth
‘or
Covporate Net Worth

' TOTAL LIABTILITIES AND
NET WORTH

b
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Part III, Unit B
Financial Management

Assets are anything that the business owns, including
cash on hand, equipment, real estate, and inventory,

Current assets include cash and anything that can be changed
into cash within twelve months. Current assets include cash
on hand or in the bank, accounts receivable, and inventory.
Fixed assets are those items that usually cannot be changed
into cash within a twelve-month period of time. Usually
they are items that the business has acquired for long-term
use. Fixed assets include land or buildings purchased,
machinery, equipment, or company vehicles such as delivery
trucks or vans.

Liabilities are anything that "e business owes.
Liabilitiés might include loans, trade credit notes due,
income taxes, or mortgages. A current liability is anything
you owe that can be paid by using a current arset. CLurrent
liabilities afe usually due within twelve months. Current
liabiliEiES include income taxes, loans, and bills due to

trade creditors. ‘A long-term liability includes any

" debts that will not be paid within twelve months. A

mortgage on property is an example of a long-term liability.
ﬂet worﬁh is the owned investment in the business.

It is th; owner's investment in a single proprietorship,

the partners' investment in a partnership, cr the stock

investment in a corporation.



WHAT IS5 A PROFIT

AND LOSS STATEMENT?

WHAT ARE THE
"SECTIONS" OF
A PROFIT AND

- LOSS STATEMENT?

THE PRGFIT AND LOSS STATEMENT

The profit and luss statement can be compared
to a movie of the activities of the business during a
certain period of time. Profit and lcs= statements
are usually developed at the end ¢f an accounting period,
e.g., at the end of the month or at the end of the fiscal

year.

Components of a Profit and Loss Statement

Profit and ioss statements have five major compon-
ents. These parts are (1) the total sales, (2) the cost
pf goods sold, (3) the gross profit, (4) expenses ~nd
(5) net profit. Eachlgf these compnnent

. financia_ data about the firm. Exhibit B is an

‘example of a typiecal Pf@fit and loss statement.

The 'total sales component in:ludes both cash and

0

credit sales. It does not include sales tax collected

or products returned.
. i

Cost of goods sold is the aniount that it costs you

to buy or produce the goods that you sold. If you'afe a
manufécﬁuter, you would also inventory raw materials and
products in process and include this information. Cost of .
goods is calculated by takiﬁg‘a beginning inventory,

adding materials or products purchased during the account-

end of the accounting period.

P”m:“
Lo



Part III, Unit B
Financial Managsment

Exhibit

[
-

T PROFIT AND LOSS STATEMENT i

For Period Ending

TOTAL SALES $75,000

F 700DS SOLD:

eginning Inventory 55,0
(Plus) Purchases 10,000
(Less) Ending Inventory 15

CosT O
B

TOTAL COST QOF GOODS SOLD $50,000

o]

GROSS PROFIT 525,000

EXF

]

NSES:

Salaries . $18,000
Payroll Taxes 3,500
Rent 4,500
Advertising ' 1,000
Ete., -0~

TOTAL EXPENSES ' $26,000

NET PROFIT (LOSS) (BEFORE TAXES) (81,000)




Part III, Unit B
Financial Management

fit is the amount of profit made from

sales before operating expenses are deducted. Gross
profit is calculated by subtracting the cost of goods sold
from the total sales.

Expenses include all costs involved in running the
business. The list Shéwn in Exhibir ﬁ is ver- inc =mple:zc
Most firms would have r - m ce expenses.

Net profit is your profit or loss at the end of the
acc;unting period. This does not include taxes you may
need to pay on the business. iﬁ Exhibit B, the firm dces
not have a profit. The net profit figure is shown as

a 51,000 loss.

USING FINANCIAL STATEMENTS

HOW CAN FINANCIAL " A quick inspection of both types of statements can

STAfEMENTS BE often give the entrepreneur information about the "health"

USéD? . of the business. Information shown on the statements can be
compared to goals for the business. The profit and loss
statement can be examined to determine where to cut
expenses. There are also several ways af looking at your

statements to see if a profit has been or will be earned.




WHAT ABOUT THE
VARIOUS RATIO

ANALYSES?
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Aruitoxt provided by Eic:

Part IIT, Unit B
Financial Management

Ratio Analyses

Infovmation in the financial statements can be
utilized to compute various commonly used business ratios.
Each ratio is determined by ''comparing" different pieces
of financial information. These ratios provide the
following information:

. The return on your investment in the business.
This information should show that you are
making a better percentage returm on the
investment in the company than you would by in-
vesting your money elsewhere.

. The net profit margin on sales. This infor-
mation will help you examine your pricing
policy and operating costs.

. Inventory turnovér. This information will
show you how fast products and merchandise are
being sold.

. Average collection period. This information
will tell yau‘h@w quickly credit sales are being
collected.

The current ratio. This information will tell
you whether the business has enough“current

assets to meet current debts.

10



WHAT IS5 A

BREAK-EVEN POINT?

Part III, Unit B
Financial Management

A financial ratio is useless by itself. Each
ratio provides diztinct information, and becomes useful
when compared tuv other data, such-as conditions during

an earlier time period. Analysis of these ratios is one

" method of comparing your company with other companies

or with the industry as a whole. These compa “isons can

point out a firm's strengths and trouble spots.

can be rfound in?several sources. Trade associations often
publish typical ratios for reéail, wholesale, and manu-

facturing firms;' Many public accounting firms can compare
and evaluate your rétias_ Another source of ratios is Key

Business Ratios, by Dun and Bradstreet, who publish.a

series of ratios for 125 lines of business.

BREAK-EVEN POINT

.‘ == -

The break-even point is the point at which the busi-

expenses equal sales. The break-even point is the level
of sales ﬁhat-exaztly covers total cost.
The following formula is used when computing the

break-even point:

S F+V
This means that sales equals fixed expenses plus variable

expenses,

11
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Part III, Unit B
Financial Management

To determine the break-even point, you must categorize
expenses as being either fixed or variable. Fixed expenses
are those which remain unchanged when sales change. They
include such expenses as depreciation of plant and equip-
me:©, rentals, interest charges on debts, and many general
office expenses. Variable expenses are those which change
in proportion to changes in sales, such as sales caﬁmissiaﬂsi
factory labor, cost of goods sold, and other selling expenses.

Break-even point analysis is basically a way of de-
termining how much saies volume you will need in order to

break even. Break~even analysis also helps you examine

[¥ul

the effects of your expenses on profits.

Every business owner wants to do better than break
even, so you can use the break-even point analvsis to help
determine what you might do to achieve a profit. It is also
an effective financial tool which allows you to take a good
jook at your business plan and determine whether your firm
can reach the plan's objectives. VWith the information
derived ‘from the break-even analysis, you can answer
several questions, such as, Can you realistically produce
af.sell the amount required ﬁc simply break even? Can you
realistically produce more =0 that you can make a profit?
If the answer toO both questions 1is "no," then you will
need to go back and revise your business plan. You may

have to adjust expenses, prices, OT both.

<O



Part III, Unit B
Financial Management

EXPOSURE ACTIVITIES
Financial management is a very important part of
all businesses. Try these activities to test your financial

management skills.

ASSESSMENT ONE

-

Prepare a balance sheet of your personal belongings

L]
]

including any investments such as stock, saving
bonds, etc. List all debts that you may heve.
To make the statement bélance, enter any excess of
assets cver liabilities in the net worth part of
the balance sheet.

2. Interview at least two small business owners in

: your community. Ask them what financial statements
they use and why. Do they prepare their own state-
ments or use an accountant? How do they use the

information? You might want to record and compare

your responses using the following chart:

Financial Statedients = Are They Important?

How Inferma-

Business #1]1 Self-Accountant- |1

2 Self-Accountant- | 2

- ) 3
Business #2]|1 Self-Accountant- |1

2 Self-Accountant- |2

' 3

13
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Part III, Unit B
Financial Manageament

3. What is the chief difference between a balance sheet and a

profit and luss statement? Explain.

ASSESSMENT THWO

Several words dealing with financial management and used in
this level have been hidden in che puzzle below, Find and circle
them. The answers to this puzzle are on Pape 1o.

R E 1 P L B O C N D O A H N P
fF M A C L A B B G F 4 R
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What is a balance sheet?
What information does a profit and loss statement
contain?

Describe how ratio anal-sis information might be

Py

Ly

used by an entrepreneur.
Whnat information does knowing the brosk-even
peint provide to the =ntrepreneur?

Explain what is meant by cost of goods sold

and net profit,

Compare your answers to your refnponses to the preassess-

ment.

You may want to check your postassessment answers

with your instructor.

SELF-EVALUATION

How well did you kunow the information needed to do

the activities?

( ) Very well
) Fairly well
( ) A little.

e honest with yourself. If you feel you don'c

[wa]

know the material well enough, it might be helpful to

review this section before going on.
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Answver to Assessment Two:

For answers to Activity 2, turn page upside down.
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ART T11, UWIT B

EXPLORATION P
FINANCIAL MANAGEMENT

PREASSESSMENT

contents

T

Here are some questions that test for knowledge of th

of this level. If you are very familiar with the information needed

to answer them, perhaps you should go to another level or unit
check with your instructor. Otherwise, jot down your answers. After
you've read through this level, take the postassessment at the end of
the "Exploration Activities" section and measure what you've learned.
1. What is the difference between a balance sheet and a profit

and loss statement?

What are assets and liabilities? Name the types of assets

[~

and liabilities,
3. What are the functions of financial management?
4. Describe these ratios and state the formula for each:
a. Current ratio
b. Average collection ratio.

ormula for determining

Ity

5. What is break-even volume? GCive the

these figures.



Part III, Unit B
Financial Managsment

TEACHING/LEARNING ©° "ECTIVES

Upon completion of this level, you should be able to
1. 1 kalang sl oot
2. Differsntiate between current and fixed assets
3. Describe and compute four commonly used business

4. Desecribe the use of break-eve

o
o
o
e
=
=
[
o
[

write the formula for computing it.
5. Discuss the importance of financial manage-

ment as it relates to making a profit.

=
i v
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SUBSTANTIVE INFORMATION

PORTANCE OF FINANCIAL MANAGEMENT

WHY IS5 Most companies and firms of significant size have sophis-

UNDERSTANDING ticated tools, techniques, and cersonnel to oversee the financial

"

ffairs of the business. This i: not the case for the typiczl small

i

il

L

FINANCIAL
MANAGEMENT business owner. <You, the entrepreneur, will need to utilize basic
IMPORTANT? accounting statements which reflect the results of the business
| operation and tell its present financial condition. Even 1f you
have your financial statements prepared by an accountant, you
should understand how they are put together, what they tell vou,
and some of the ways in which you can use them.
Financial management includes the following functions:
Being sure that the business assets are used wisely
to bring the highest possible return on the capital
invested
Evaluating the need for new assets

Getting funds to acquire more assets

Management decisions you make must ba aimed at making sure
your firm stays 1in operation énd grows.

A primary reason for owning and operating your own business
is to make a profit. You have risked capital to do this. There-
fore, your basic goal is to take care of the capital! invested in

the business and to use it as profitably as possible. Sales or

19
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service volume is nececsary to generate profits, but you need co

know how to price your gocis or services based upon today's costs

of doingz business. Business venturcs that fail are usuallv opavared

by those who cannot discern whether profits are being made.

here are some basic accounting tools that will help put

=

you in financial control of your business. The balance sheet and

the profit and loss statement are two financial statements vyou will

i

ines

=i
)
]
[
ja
[t
r
[
]
=
o
s
o]
£
M\
[a
Jaige]
mr
]
;]
[vag
o
1

need to understand and analyze.

ratio analysis and break-even analysis will be very helpful.

THE BALANCE SHEET

The_balance sheet is a picture of what vour business owec and

owns at a particular time. It 1is a photograph of your company's

assets, liabilities, and net worth. Assets and liabilities are

Net worth reflects the owner's investment in the business.

This financial statement must balance. That 1s, asscti

i

T [
equal liabilities plus net worth: the total of those items on the
left side under assets must exactly equal the total of the right
side under liabilities and net worth. There must be a balanced
relationship between the availability (convertibilitv) of the assets
and tﬁe maturity of the liabilities.

When you construct a balance sheet for your business, you
implement some facet of control over your business. This control
device points up the need for planning--planning in the sense the

proper balance must exist.

20
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preneur just starting in busi
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en Thi
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partners, or corporations. Exhil

balance sheet.

bFalance shest Foarmat can bo 23ad b sols -

nass, =»nd includes the general ¢

Uni= B
Management

eflects assets and liatilities that would

be more characteristic of a business that owns equinmcat and inventorv.

Exhibit C

— BALANCE SHEET )

ASSETS

Current = Cash
Merchandise
Accounts Receivable

Fixed - Land
Building
Machinery
Equilpment

Intangible -
Goodwill
Franchise
Patents and

Copyright

Other - Cash Value of
Life Insurance

Total Assets

Current - Notes Payable

Long-Term Liabilities
Debts
(More Than One-Year
Maturity)

OWNERSHIP OR NET WORTH
Proprietorship Net Worth
or
Partnership Net Worth
or
Corporate Net Worth

Total Liabilities Plus
Net Wprthr‘

Acccunts Payable
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Lecal.an . B o ) . o L
The Uﬁdériignéd f=r the purgss of prr'curmg and mainiaining updn! et th ynur b—; Loon =it of rp il s

warrant tha following fo='t 12 yau, which fully and Iruly rep

R 19 , (should the day ke lalt blant,
you can cgns»dar as [:canhnulng mnd remaining full, frue and ¢
you prompliy of any change in financial t:s:mdman that Tﬁfj!ﬂrlﬂll,f

In consideration of the granting of credit the undersigned
if any of ihe reprasenichions balaw are untrue, if the undsr
eaie, all obliggtiens of the undersigned held by you shall inmediately k

charged against the balance of any account 1o the credit of the undersianad - -
1o the cregn of the undersigned, alsa chosis in achion, from time 10 time m.,nnq, 'r'g APCuUne

It is heraby expressly ogreed and understoed rhal in the evenl | moke application fos turth e AEw e
esitling indubtedness, this statement shall be as valid and binding as f deliverad s a trie and corract statement of my [inancial candition on e
if"‘ iU .,‘ﬁ f sthe ar .ﬁ“' toaytariian 5F ’F-ﬁl:‘\!,f'jl 1% Fam narh:F" Hnd i‘jr*““\h‘*(‘f‘

Cashon hand and inbank . .l L . Metesowcdbhen wihauecuity o A S
_ i atay mweed By ome
Accounts due me—Good . . __ with 3 € iv other ihan el eslale s -
_ Plotes = meoarigages avwed By me—
Unsacurer, loans due me - Good . . e with gl eilte o tecunty - L Y N PR,
B ﬂ\véd oy ma ==
Securec leansdue me - oo ol o with Chattel Marigage a1 secunty - . R S
Morigaged lognsduame . U Accounts owed by ma N (U
Sincksand Bonds ___ . . . v 0 Any other indeblednass  temize Lo e pieeme e
Uniied Siates Securines 1 __ . .- . - e o e [, W
Lland . = S O LS ISR (SO SR
Buildingseoo . . . — = S | OOV S S
Any othar praperty or investments itemize I IR U, Y RN S A
- - S P O TOTAL LIABILITIES Lo I SR
R . 1l MET WORTH - N e
TOTAL TOIAL
CDHTIHGENT L|AE|LITY DF AHY KIND
On MNotes of others endarsed by me e _ e -
As Guarantor for accounls and noies of others . . e o - . oL JE
On Notes exchanged with athers. . __. . o -
As Bondsman or Surety for others. . oL L Le B
For Leases .. .. : . . . -
Other than above specified . ) _ _
T AL
o AF‘ZPHI\P«LE B “_",. - 1_ ::,- ,:k R RENTALY B
VALUE HMORTGAGES IHSWUHAMCE LAST FI%it
;] % L ]

By whom eppraised? = .- . . R

Q  aves paid to whatdata? . .. . A .
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INDIVIDUAL "R CORPORATION
FINANCIAL STATEMENT
(SHIRT FORM
NAME N — — -~ _— N _

pDATE)

BUSINESS OR
OCCUPATION . ____ . . ADDRESS N e _ _

TO_. _ - - S o .

{HAME OF BANE)

FOR THE PURPOSE OF OBTAINING ADVANCEE FROM TIME TO TIME ON BILLS, NOTES AND OTHER COMMERCIAL PAPER SIGNED CR ENDORSED BY THE UNDER-

SIGNED, AND OF OBTAINING CREDIT GENERALLY, THE UNDERSIGNED MAKES THE FOLLOWING STATEMENT OF, FINANCIAL CONDITION AS OF THE CLOSE
OF BUSINESS ON THE DAY 19___. AND CERTIFIES TO THE ABOVE-NAMED BANK THAT THE INFORMATION HEREINAFTER S5ET FORTH I5

Y _OF.
IN ALL RESPECTS TRUE. ACCURATE ARD COMPLETE AND ( CORRECTLY REFLECTS THE FINANCIAL CONDITION OF THE UNDERSIGNED ON THE DATE AFOREMENTIONED.

(FILL ALL BLANKS, WRITING “NO™ OR “NONE" WHERE NECESSARY TO CCMPLETE INFORMATION.)

_  _ASSETS ] — 1 LIABILITIES _
CASH ON HAND AND IN BAKKS____ S P B NOTES FAYABLE TO BANKS (S£e scHEDULE)___ .
HOTES RECEIVAHLE . . — . _____Ii NOTES PAYABLE TO OTHERS (ser iCHEDULE) _ - N —
ACCOUNTS RECEIVABLE I I S || ACCOUNTS PAYABLE (sezscminuie)____ B -
MERCHANDISE___ . NN SR R N TAXES DUR______ _ _ S
LIFE INSURANCE—CASH SURRENDER VALUE ) - o
(o0 MOT DEDUET LOAMS) n _ I N - RENT DUE_______ _ . _ .
SECURITIES (SZE SCHEMULE), — I — LOANS AGAINST LIFE INSURANCE____ _ . I
OTHER CURRENT ASSETS (rewrme) _ S I ACCRUED EXPENSES ___ e _ R S SR
— e CHATTEL MORTGAGES______ ' _
I o I P R B REAL ESTATE MORTGAGES__ e
REAL ESTATE (SEE SCHEDULE) _ B I _ RESERVES [ITEMHE)l___ — — ) I
MACHINERY, FURNITURE AND FIXTURES |
(USED IN BUSINESS)_____ _ _ - e i — -
PREPAID EXPENSES I . i - OTHER LIABILITIES (itemize)_____ _ — —_—
OTHER ASSETS {rremize)__ - 1 N . —_— —— — R S — ———
—_— — _ S S S TOTAL LIABILITIES___ _ . _ .
— —_— S I S _ HET WORTH {IF NOT IHCORFORATEDL______. _ . ] L _
— — — - - I CAPITAL 5TOCK (IF INCORPORATED) __ _ . I
—_— — - — = — PREFERRED_____ - SHARES §.___ — PAR_| I N
— - ~ " _ COMMON__ _ __SHARES 5. _PAR 1
R e L N R | SURPLUS e _ s om————
TOTAL o B ) B i TOTAL L o o _
BDNTINGEHT LIAEILITIES B B o L "77 . . _
LIABILITY AS ENDORSER ON NOTES OF OTHERS__ ' _ 1 ALL OTHER CONTINGENT LIABILITIES: (rrouns)_____ i _
LlAEﬂIéI;}P‘HALSE EUﬂHTT ?RFUR;EFY;E?R DFETS _ ] ] . . . B 7 i} _ _
LIABILITY FOR JUDGHEHTS GR sun:. FEHEIFIE SN N S _ TOTAL CONTINGENWT LIABILITIES . A
23
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ts can be categorized as =ither current,

i
Mo

business owns. Ass
fixed, intangible, and other. These cateszorics are based

on the availability of items; that s, the length of time {it
takes to convert them to cash. These categories can help
you control your business and describe the assets your
business owns. To guide management of the business, each
item should be analyzed and compared in a consistent,
meaningful manner. These comparisons will reflect changes
in the financial picture of your business over a period
of time. If your business is going to have an effective
inventory policy and maintain capital investment that has
a proper balance of fixed and current assets, then a realistic
and accurate picture of what your business owns should
always be available.

Current assets are those assets that, in the normal

course of business, are expected to be converted into cash

within twelve months. 7The reason for the twelve-month

mandgers

o

stipulation is twofold. First, most busines
consider that length of time as a normal cycle for their
businesz. Second, tax returns with state and local govern-
ments are filed on an annual basis. When you are attempt=
ing to assign the assets to this category, ask yourself

this question: '"What is the likelihood that this asset

24
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will be converted intoc cash within twelwe months?" Mer-

either ones of these categories may not a
current asset Suppose someone owes vour business some

accounts receivable. Because of the nature of the contract
or szle, it is agreed that payment will not be due for
eighteen months. The sale will not be turned into cash
within the twelve-month period. Or, suppose your firm

has some inventory that, because of its nature, is either
seasonal or currently unfashionable. If you estimate that

it will be more than twelve months before a sale can be made,

should be ited

m
¥y
m

then this particular item of merchandis

nother type of asset and not a current asset.

o
1
[}

sed over a period

‘U’Ih

Fixed assets are assets which are u:

of normal operations. Generally speaking,

]
=y
o]
ﬂ:u
‘I ]
]
]
=
o
s

- ’ they are used to help convert current assets into cash.

‘or example, a retailer operates a business from a building

iy

ie or she owns. :The building is an investment which houses

fard

the retailer's inventory. Because the building probabl

<

a uyseful life of more than twelve mont i, it is con=-

ha

W

sidered an asset of a somewhat more permanent nature than

inventory or accounts receivable. The building is a

2

25
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the retailer wculd probably have a

rt

fixed asset, for without 1

difficult

rt

ime converting inventory into cash. When lociiing at a

¥

s

tally of fixed assets, vou should

o

[}

alance sheet tl : is comprised t

o]

1\

remember that the value of the fixed assets may be based on cost

o

any depreciation. A more realistic estimate of worth may be the
market value or the value it would take to replace the fixed assets.

The three examples listed in Exhibit C are probably the three

most common intangible assets that a small business can have. GCood-

rr

will is the value that accrues to a business from customers, image
in the community, or reputation of servicing the public. Determin-
ing a value for it is arbitrary. However, if you were to purchase
an ongoing business, most likely a portion of the purchase price

would be for this intangible asset. Other common examples of in-
tangible assets are franchise fees, patents, and copyrights, which

are tangible only in thac a legal document substantiates their

existence.

Other assets is a catchall category of assets., 1If an asset
is not current, fixed, or intangible, it should be included in the

"other assets' category. The asset most commonly found in this
category is the cash value of any life insurance. This value rep-
resents your ''equity" in or "ownership" of an ordinary life insur-

ance policy purchased for yourself. As you pay premiums over the

life of the policy, a certain cash value accumulates zand 1is
availabiz to you by borrowing from a tank or the insurance company.

Or vou mnay wish to cancel the policv.
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Other assets may also include accounts receivable, or
other debts due to you that are not current, and invest-
ments, such as stocks and bonds, that you may have in

other companies.

Lia

=

ilities

Business lialilities express the cash value of what

you owe to others. They are clocely tied to business

assetg. Liawilities are debts incurred by the business

to acquire assets. Liabilities may be classified az
current liabilities or long-term liabilities.

A current liability is an obligation you owe to

gome individual or firm which will be settled by use of

a current ass-7. Usually, a current liability matures or
comes due within twelve months. These liabilities are
debts that are due within one year to be paid with cash
assets or assaﬁs wﬁich'will be converted inte cash within
ninety days.

The most common type of current lialility is
accounts payable. When you order and receive merchandise
and services for labor performed, you incur a debt that
usually will have to be paid within one year. These
debts are considered accounts payable in that they are due

on account with your suppliers.

27
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Other types of current liabilities are withholding
and social security taxes payable. These are liabilities
that cause entrepreneurs considerable problems. Money
withheld from your salary and your employees' salaries
in the form of payroll and income taxes must be submltted
to federal, state, and local governments within specified
time periods, usually quarterly. Some businesses that are
short on funds wiil use this money for operating purposes
and ultimately place themselves in difficulty with the
Internal Revenue Service or other taxing authorities.

Another common type of current liability is the
portion of a long-term debt that 1s due within one year.

Examples of this typ

' of current liability include mort-

gages and long-term notes payable.

Long-term liabilities are those debts that are due

after twelve months of maturity. They consist normally
of real estate mortgages, long-term loans, and similar
- obligations. Usually the funds obtained from entering

debts of this nature are used to purchase buildings, equip-

ment, and other fixed assets.

Net Worth

WHAT IS Basically, the net worth entry reflects the owner's
NET WORTH? equity or investment in the business. These assets are

acquired either by incurring debt or with funds invested

by the owner. The net worth entry on a balance sheet of

N




WHAT IS THE
PROFIT AND LOSS

STATEMENT?

Part III, Unit B
Financial Management

a sole proprietorship states the owner's investment in
the businéss. The net worth entry for a partnership states
each partner's investment separately.

The principal function of the ownership or net worth
entry is to act as a cushion for any losses that may occur.
As far as the creditors are concerned, the net worth acts
as a protection in case of nonpayment of debt. Businesses
that fail will @ftén end up with a net worth that is nega-
tive. That means that the creditors not only have a claim
on all the assets, but that after all assets are converted

to cash, there will not be enough funds to pay off all debts.

THE PROFIT AND L0SS STATEMENT

The profit and loss statement is a fiﬁancial statement
which reflects the income and expenses of a business over a
period of time. This contrasts with the balance sheet which
provides the financial picture of a business as of a given
date, contains a limited amount of information by covering
only one business day, and it does not tell the entrepreneur
how efficiently the assets of the business are being used.
The profit and loss statement is truly an operating record
which provides you with measures of your efficiency and
ability to make a profit. Exhibit F is a profit and loss
statement suitable for the entrepreneur who is just start-

ing a business.

29
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Exhihit F -

PROFIT AND LOSS STATEMENT

Gross Sales o
Less Returns and Allowances

Net Sales -

Cost of Goods 5o0ld:
Beginning Inventory L
_Plus Purchases and Freight .
Minus Ending Inventory . -

Total Cost of Goods Sold -

- Selling Expenses ] o _
= Operating Expenses . .

Gross Profit DE‘HSEgiﬂ on Sales )
(Net Sales Minus Total Cost
of Goods Sold)

Net Profit on Business _ o

Exhi

OR THE FERIOD BEGINNING

ibit G is another example of a profit and loss statement.
Exhibit G

STATEMENT OF PROFIT AND LOSS

__AND ENDING __ — o

e _ = A == = == < = rmrEmeTTTS ‘T_F— - ____{
T SALES _ b | GPERATING PROFIT. SR —
OST OF GOODS S0L.): af NCOME:
TOTAL INVENTORIES AT BE. ,{ HER INCOME
GIMNING OF PLRIOD, - — INVESTMENTS. !
ADD: PURCHASES DURING ) ) ) T
PERIOD S 7 - | CASH DISCOUNTS RECEIVEO__ | ' |_ |
TOTAL_ uE ‘ ; |
DEDUCT; TOTAL TRVERTORILS = OTHER e ——— I
AT CLOSE OF PERIOD e, — . - — TOTAL ) : —
mossPROFIT.___ | 1 [ l ’
n , E _ ' -
. OTHER EXPFENSES:
IMINISTRATIVE, GENERAL, AND I ‘ | NeEs |
SELLING EXPENSES i ] INTEREST_____ ! ! .
PROFRIETOR'S SALARY_ I U CASH DISCOUNTS GIVEN o e
DEPRECIATION _ . ; BAD DEBTS______ Jf,ﬁgj_,] o !
SELLING EXPENSES. IR , otHer______ |
DTHER i%ifg,, L TotAL o |
; i 1 . NET PROFIT OR LOSS TO . S ' B
12!711,!,:)“7 e [ — - NET WORTH OR suﬁm.ufx.,z,_,T :A;Ir,, :I ,,7,} — -

ERI!

Aruitoxt provided by Eic:
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' WHAT ARE THE

COMPONENTS OF
A PROFIT AND

LOSS STATEMENT?

Components of a Profit and Loss Statement
The profit and loss statement has parts or cate-
gories which are commonly used for constructing or pre-
senting the statement. The first, and probably the most

In the case of a

important component, is

typical retail business, this component represents the

[va

basic source of revenue and is comprised of total revenues
received from sales for the year. This.iﬁem iz adjusted

to arrive at ;ﬁng;_salgs figure by deducting returned
merchandise or allowances for spoiled or damaged merchan-
dise. If the business is operated by a plumber, contractor,
or person who sells services rather than merchanﬁise, the

category would be labeled gross billin-s.

The second component is the ¢,
sold section. The cost of the merchandise that your firm

sells should be distinguished from other expenses of doing

the total price paid for the products sold during the
accounting period, plus in transportation costs.

After you have determined the net sales and the cost
of goods sold, it is possible tr .culate third component,

the gross profit on sales, or what 1s commonly named

gross margin. The ross margin equals sales less cost of

omy

sales, which is really the dollar portion of your sales that

represents your markup on the inventory.

31
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If in analyzing your profit and loss statement, you find
that your profits are not as much as they should be, you can
either increase your margin (or markup) on your existing sales
volume, or increase the sales volume on the same margin, Gross
margin does not take into account selling or operating expenses.

The fourth component includes two categories of expenses:

selling and other operating expenses. These are important ex-

penses in most businesses. Selling expenses are those expens-

es that result from activities performed to increase the sales
volume. They would include salespersons' salaries, travel

expenses for salespeople, delivery expenses, and advertising.

Other operating expenses are those expenses incurred in the

general operation and administration of the business. They
would include éffige expen 3 and salaries, accounting expens-
es, telephone expen- ;ep..irs for equipment, and deprecia-
tion of equipment and building. In short, '"other" operating
expenses include any expense that is not directly attributable
to sales or service income and is considered an overhead expense.
The last component of a profit and loss statement is net
profit. The net profit of the business is the final profit

after all normal costs and expenses for the accounting period

have heen deduc’ Net profit is the "bottom line' which
summarizes the results of your business. For example, the

deduction of total selling expenses from gross profit on

sales permits the determiniation of net profit on sales.

L
X
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Net profit on sales indicates the profitability of all
buying and selling activities before allowances are made
for the general overhead costs of conducting the business.
Net profit does not reflect any income taxes because
income taxes are not considered a normal operating expense.

If you are operating a sole proprietorship, net profit

federal income tax return on Schedule C, Form 1040, and

may be only a portion of your total taxable income.

A Small Manufacturer's Profit and Loss Statement

Because the smali manufacturer coverts faw materials
into finished goods, tﬁe method of accounting for cost of
goods sold differs from the method used by wholesalers,
retailers, and service firms. As in retailing and whole-
saling, computing the cost of goods sold during the
accounting perind involves beginning and ending inven-
tories, and purchases made during the accounting period.
But in manufacturing, it involves not only finished goods
inventories, but alsoc raw materials inventories, goods—in-
process inventories, direct labor, and factory overhead
costs,

To avoid a long and complicated profit and loss state-

ment, the cost of goods manufactured is usually reported
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separately. A few of the common terms used in this type of
profit and loss statement for a typical small manufacturing
company are a) Raw materials-the materials that bgcgme'a part of
the finisheé'préduct, b) Direct labor--labor applied directly
to the actual process of converting raw materials into

finished pfadu:ésg c) Manufacturing overhead--depreciation,
utilities, insurance, real estate taxes, the wages of
supervisors and others who do not work directly on the

product, ete. This last term should include all manufactur-

ing costs other than raw materials and direct labor.

NUMERICAL. FINANCIAL INDICATORS

WHY USE NUMERICAL How can you use the information from the balance

ANALYSES? ; sheet and the profit and loss statement for finaneial
manageme.:? A visual check of these financial statements
will give you a feeling for the state of your business.
For instance, they can tell you if your sales costs and
profits are close to those projected by you for the
accounting period.

In addition to providing a visual review, information

in financial statements can be used in other ways. Variou

i

useful relationships exist between some of the figures
presented. A number of indicators have been worked out for

comparing the figures.
34
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WHY ARE RATIO
ANALYSES

IMPORTANT?

WHAT INFOR-
MATION DOES
THE CUR'...l'; -

RATIO PROVIDE?
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| i
rt

atios

In msnvaaysg these indicators, often expressed as ratios,
are wore useful for analyzing your business operations than the
dollar amounts. Computing ratios will make it possible for you
to compare your firm's performance with the average performarce
of similar businesses as well as provide you with clues for
determining the trends In vour business operations, Ratios will
not provide you with any automatic solutions to your financial
problems, They are only tools--although very important ones-~
for measuring the performance of your business. If warning
signs appear, look for causes and find possible solutions.

There are four common ratios:

. Current ratio

. Acld-test ratio

. Average collection ratio

. Inventory ratio

Current Ratio

One of the most widely used ratios 1s the current ratio,
It measures current assets available agains current debts.
Remember that current debts are all debts falling dée in a
period of twelve months, Usually a current ratio of 2 to 1
is considered good. Below is an example using information

taken from a balance sheet:

__Current Assets _ $7,000 _ ., a4 o .
Current Liabilities ~ 83,000 2.33 (or 2.33 to 1)
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Although a current ratio of 2 to 1 is generally considered
gc@d, determining whether specific ratio is satisfactory
depends on ché nature of the business and any special char-
acteristics of its current assets and liabilities.

If your current ratio is not as you would want it,

then you need to investigate how to decrease your current

Acid-Test Ratio

This ratio is similar to the current ratio except
that the liquid (immediately available) assets are considered
in determining the ratio. The ratio answers the ¢ estions

of whether the business could meet its current liabilities

suddenl- stopped. An ac’

i

if all cash income from sale

test ratio of 1 to 1 1s considered good. Here is an

example using information taken from a balance sheet:

_Current Assets  _ _$4,000 _ 1.33
Current Liabilities ~ §3,000 .

Since the acid-test ratio does not include inventories,
it concentrates on such liquid assets as cash, government

securities, and receivables.

Average Collection Ratio

By computing the average collection ratio you can
determine whether your average collection period for

iod

o

accounts receivable 1s too long. The collection pe
should not exceed vour credit time by more than ten to
fifteen days. Knowing the average collection period gives
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you information about the quality of your credit accounts.
If the amount of time involved in collecting accounts
receivables is e =essive, the credit "lectic 1 "icies
should L~ examineq

The aumber of days involved in collecting accounts

receivable can be calculated using information from the

‘ﬂl

nt. The

T

balance sheet and the profit and loss statem
formula for calculating the averare collection vatio

involves two step:

Step 1 Net « "5 for yo Av les each day
Day. for sei. iny
Days involved in col-
a . Ac =
Step ccounts receivable = lecting accounts

Avarage sales per da?r receivable

Using information taken from a balance sheet and a
profit and loss statement, the average collection period

is computed for a sample firm:

Net sales for year - 300,000 . 822 average sales

Step 1 ’
Days opern for selling 365 each day
L 49 days involved
Step 2 iccaunts recg,vabieahiz éﬂgégﬂﬂ = in collecting the
werage sales eac ay ST accounts receivable.

Inventory Ratio

WHAT INFORMATION The inventory ratio tells you how fast your merchan-
DOES THE INVENTORY dise is being sold by comparing costs of goods sold and

RATIO PROVIDE? average inventory. The ratio for your business should be

compared to turnover rates for businesses similar to yours.

.37
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A desirable rate depends on your level of business, type of
inventory, and location of firm. If your business is subject
to seasonal sales, you will want to determine inventory
ratio each month. A high ratio usually indicates that your
business has inventory that is current and salable and ﬁhat
your firm has good pricing policies. However, inventory
ratio may reveal an inventory turnover rate that is too
high. This condition can lead to inventory shortages and
dissatisfaction among customers who cannot get what they
want when they want it.

Information for the ratio is taken from the balance
sheet and the profit andllass statement. Below is a formula
for determining your inventory turnover:

Cost of goods sold times inventory turnover

Average inventory = in stated period of time.

Break-Even Point

Another indicator available in helping you determine
how well your finances are working is the break-even point,
The break-even point is the amount of sales tha:s your
businés, needs to have in order to have neither a loss nor
a profit. It is the point where sales volume just covers

costs. Of course, you want to make a profit. Therefore,

knowing the break-even point will allow you to set your sale

=i
—

goal higher and watch expenses closely, t will also help
you determine whether--and when--your business will begin
to make a profit.
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In order to compute the break-even point or volume,
you need the total fixed cost and variable cost figures
from your financial statements. The formula is:

Total fixed cost

Break-even point =  §ey7ing price--variable cost
per unit.

Consider an example. Your total fixed cost is $15,000,
The selling price per unit is $100 and the variable cost
per unit is $25. S0, in order to break even, you need to
sell 200 units.
, $15,000 S
s le=gyva in = =2 = init
Break-even point 5100 - . 200 units.

Thus mere than 200 units will have to be sold before any

profit will be realized.
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¢
EXFLORATION ACTIVITIES
Do you feel knowledgeable enough in financial
management to put into practice the management tools
discussed in this level? The following activities will
¢ help you experience some 'real' situations. After com-
pleting the activities, do a self-evaluation to check

your understanding of the material.

=3

ASSESSMEN

ONE

1. Prepare a personal balance sheet. using

the form centained in Exhibit D or E
- of the text.
2. Below is a iist of current and fixed
assets and current and long-term
liabilities:

Short-term loans
Equipment

Cash

Inventory

Morigage

Trade credit

Land

Long~term loan
Accounts receivable
Building,

a. Divide the items in the list above ir:o

assets and liabilities.

40
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k. Label the items in the 1i
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Define these terms:

¢. Current liability
d. Intangible assets

e. Gross margin.

and loss statement.

types of assets and liabilities.
¥
Describe the functions of financial management.

Describe these ratios and state the formula
for each:
a. Current ratio

b. Average collection ratio,

i

Digsciss break-even volume and state the formula

for determining these figures.
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Compare youur answers to vour responses to the pre-

[}

ssessment. Ycu may want to check your postdssess=

s

ment answers with your instructrr.

SELF-EVALUATION
How well did you know th2 information needed to
do the zctivities?

¢ ) Very well

Be honest with yourself. If you feel »~u don't
know the material well enough, it might be helpful to

review this section before going on.

42
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PREPARATION/ PART i1, UNIL
ADAPTATION FINANCIAL MAN Gt}

m

PREASSESSMENT

_1

Here are some questions that test for knowledge o

—

the content

1=ty
1

U]

of this level If you are very famillar with the information needed to
answer them, perhaps you should go to another level or unit--check
with your instructor. Otherwise, jot down your answers. After you've
read through this level, take the _.cstassessment at the end of the
"Preparation/Acaptation Activities' section and measure what you've
learned.

stataments

L]

1. How are balznce sheets and profit and los
used in fingncial management?

2. What are current ratio and acid-test ratio? Give the
formulas used to compute each.

3. Identify the components of a change in owner's equitvV

o

statement.

4, Draw and explain a break-even point graph, including
components.

5. What are the similarities and differences between

financial ratios and financial statements?
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TEACHING/LEARNING OBJECTIVES

to:

Upon completion of this level, you should be able

[t

(s

Prepare a balance shect and a profit and
loss statement.

Describe the informatinn provided by finan-
cial ratios.

Analyze the profit and loss statement and

the balance sheet of a new business.

List reasons for preparing graphs of
financial data.

Prepare a change in owner's equity statement.

I'se break-ev.. analysis to determine the

relationship between costs ~nd profits.

LQ;j



FINANCIAL MANAGEMENT TECHNIOU >
WHY STUDY To operate your business successfully, you will have
FINANCIAL to be able to use financial management techniquas. A
MANAGEMENT working knowledge of the basic financial statements
TECHNIQUES? used in business will help you plan your anticipated
investment in the business, and will help you project
a desired income from your business. The key word in
financial management is control. A command of the tools
and techniques of financial management will help you
exercise CDngDl! You will also be able to establish
fundamentals for success much more easily if you have a
sélia background in control through financial management.
The fundamentals for success include:

1., Proper balance and investment in assets
such as a building, fixtures, and other
equipment

2. Sound management of both short-term and
long-term debts

3. Sound credit terms and practices relating
to selling on credit

4. A reasonable appraisal of whether or not
you are realizing an adequate rate of return
on your investment, based upon the amount
invested in your business and the time
you .devote to 1it.

45
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DO FINANCIAL ZTATE- The balance sheet, profit and loss statement and owner s

MENTS HELP IN equity statements are tools an entrepreneur can use to provide

DEVELOPING GOALS? a written stztement on the financial goals for a business.
Before you open your bu:siuness, vou should set goals for vour
proposed venture. Obviously these goals may change, but hy
establishing a mean ngful financial plan of your operations,

you automatically set future goals and targets which are not

only measurable but also meaningful in dollars and cents.

Information From The Balance Sheet

OW CAN YOI USE THE The balance sheet is a photograph of the business at a
ALANCE SHEET? given time, showing its assets, liabilities, and the owner 's
investament on a particular date. It may also be a projected
statement used to determine goal achievement or to provide
information for obtaining a loan. The balance sheet is usu-
ally prepared on the last business day of the month.
In the baiance sheet, the total assets are equal to the
total liabilities plus the net worth of the business. The

Liabilitdies +

equation for the balance sheet is: Assets

Net Worth. Assets are anything that the business owns, in-

cluding cash on hand, equipwent and inventory. The assets include

both current and long-term debts. Net worth is the owner 's or
owners' investment in the business.
Exhibit H is a pictorial representaticn of the itenms

found in a balance sheet.
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BALANCE SHEET
This is how the business looks on 2 specific date.
ASSETS LIABILITI=S
\Yhat the business itsei owns. This side of the halanve sheet shows the
Glanns on the assets —by hath creditors
and owners of the business. The clanns o
creditors are dents of the husiness—the
LIABILITIES The awner's clanm s his
tavestment in the husiness—the NET
: WORTH
— — = S— — - — _ - _ - —— - N J
CURMHENT ASSETS:  In varving states of CURRENT LIABILITIES: Debts awed by lhET
beiny converted inte cash—within the business to be paid within the next 12
next 12 months. months.

NOTES P
Trude (

YABLE: 100! Bank or
itors

CASH:  Maney on hand, in the
tank,

ACCOUNTS PAYARLE: 101U Trads
& Suppliers.

7 ACCOUNTS RECEIVABLE: \What
the customers owe the business for
"| merchandise or services they
bought.

INCOME TAXES: 1QU
Covernment

INVENTORY: Merchandise on y
hand: . _ —_— _ _
1) ready to be sol - ,

1) ready to be sold LONG-TERM LIABILITIES: Debis owed by

2} in some stage of production . - |
:;), raw matéria% P the business to be paid hevond the ne 12

FIXED ASSETS: Used in the operation of MORTGAGE: O~ property.
the business. Not intended for resale.

. REALESTATE: Land and builcings NET WORTH: Uwuier's [or stockhalders')
used by the business. Listed at claim on *he assets of the business: his
original cost. investmeri.. His equity in the busing.s
LEASEHGL_D I‘\‘!F,RC?‘iE&iENT51 - For Proprietarship or Partnership:
Permarent installations— ) MR. OWNER. CAP( i AL: Owner's
rémg?leling or refurbishing of the paa | otiyinal investment plus any
premises, orofit reinvested in the business

] MACHINERY. EQUIPMENT. For Carparation:
ﬂ VEHICLES: Used by the business CAPITAL STOCK: Value assigned
___J) Listed at original cost. to the original issue of sinck by the

n. If the

clors of the corporat
k so0ld for mare than the

Less Arcumulsted Depreciation: 5 5
@ These assets (except land) lose signed value. the excess will show
- value through wear. tear and age. a

The business claims this lass of SURPLUS. PAID IN: The difference
value as an expanse of doing
business. The running total af this
expense is the accumulated
depreciation,

ssigned value and selling
ck

price of the ariginal issue of stoc)
{The subsequent selling price of
the stock does not change the as.
signed value )

NET FIXED ASSETS: Cost of fixed
assets less depreciation = Present R

AINED EARNINGS: Profits

Value. ) rein
paving dividends.

BALANCE SHEET EQUATION: ASSETS = LIABILITIES + NET WORTH

Reprinted with permission from Bank o
"Understanding Financial Statem

O
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HOW CAN YOU

USE THE PRIOFIT

Part IIT, Unit
Financial Manag
Intormation From the Profit and less Statement
The profit and loss statement is like a2 movie that
pictures costs and expense against sales and revenue
over a period of time. The profit and loss statement,
sometimes called the income statement, has five basic
parts 1) total sales, 2) cost of goods sold, 3) gross
profit, 4) expenses an¢ 5) net profit. The "bottom lin

on the profit and

ness made

loss statemen whether the busi-

or lost money during the period (Exhibit I).

EXHIBIT I

Net sales

Cost of goods
sold

Gross margin ..

Selling expense
Salaries
Commissions
Advertising
Total selling

gxpense. ..

Selling margin
Administrative

general overhead

costs ..

taxr:s

“THE JOHNSTON CITY DISC

OUNT STORE

Profit-and-Loss Statement

Explanation

Amount received or receivable from
customers, excluding sales tax. discou
returns,'and allowances.

What the goods vou sold cost you to make
or »us

The difference between net sales and cost of
goods sold. Also called gross profit.

$125.000 @=————=
Qh,*%’
$55.000 g_‘g%’.

5!

$12.000 @
4. DDD;
_4.000 ¢

.$20,000

nts.
70.1;1()[3

Salaries and wages paid to sales personnel.
Commissions paid to sales personnel.
Amount spent to attract customers and
increase sales.

.$35.000 ,
and Expenses of operating the business.
exclusive of selling expenses. For single
proprietorship. does not include

1(1'5(][] 7
- compensation to the owner.

O

ERIC
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From Principles of Small Business Management by S.

N.

McFarlane.
Used with p

Capyrlgnt 1977, McGraw-Hill Book Company .
ermission of McGraw-Hill Book Company.
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WHAT IS5 AN OWNER'S

EQUITY FINANCIAL

STATEMENT?

capital or funds invested by the owner

worth or the amount of
of the business. This schedule includes the owner's with-

drawal or salary. Other adjustements indicated on this finan-

cial statement are additional investements by the owner of the
business or possibly a write-down or an adjustement for value
of equipment and building. For the new entrepreneur, it is
important to remember that additional capital may be needed co
keep the business in operation and that nonrecurring items

su-h as a write-down of business equipment may be necessary.
These changes will be reflected in the change in owner's equity
financial statements. They should also be considered as an
integral part of the firm's operating records. Exhibit J
is a proforma schedule which reflects the statement of the

proprietor's capital and shows any charges in the owner's

equity.

49
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s v]
e KD

EXHIBIT J

J. Q. Entrepreneur Business
¢tatement of Change in Owner's Equity
For Year Ending December 31, 19

J. Q. Entrepreneur, capital, January 1, 19 KHNN . XX .
Additions
Net prefit from profit and loss
Additional capital contribution

NNEN XX

Deductions

Withdrawals for 19 income taxes HENK . KX

J. Q. Entrepreneur's salary KAKK . XX

Wiite down in value of store
property

J. Q. Entrepreneur's capital,
December 31, 19___ KAKK . KX
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{ENT ANALYSES

FINANCIAL STATE:

There are various financial repeorts that
are the

HOWw ARE FINANCIAL
finsncial management.

i}

cial anzlvse s
control method ir. which information from both the balance sheet
relationships among

mant is
red. Information from current and
These com-

in the same way

and profic amc loss state
items are
statements can be analyzed

) answer questions
Is the money inv

proiected
Careful finan-

parative measurcs (stated as ratios)
Cau the company pay its bills on time?
ofit as it could?

the firm bringing you as much p
clal analyses not only help you in assessing the firm's financial
ist you in making s¢ound management decisions

also

\IH

condition ¢
Financial Ratios

Financizal ratios make it possible for you to coupare your

mpany s performance with the average performance of similar

HOW USEFUL ARE
FINANCIAL RATIOS? vany's performance
businesses. However:
All businesses are not exactly cemparable. There are
different ways of computing and recording financial déta
statements. Therefore, Lhere may not be
figures for

on financial
a

your
business

exact points
xactly compare to those for

business may not exactl:
are computed or recorded in a different manner

whos filgures
51
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Current ratio is current assets divided bv currest liabilities.
This figure should be at ieast 2:1, thus providing ample margin
for eventual payment o vurvent debrs. The -urrent ratio is

computed by using this formula:

Current ratio = Current Assets
Currenc Liabilitie

o

There is a difference between current ratio and wortking
capital. Working capital repres:nts the dollar amou-‘. >f current
assets minus the dollar amount of current liabilities. When com-
puting working capital remember that your inventory may be highly
seasonal, thus making it easy to overstate your working capital.
Usually your liabilities are items due within cne year and pay-=
ment cannot be postponed. It is your current assats that are
subject to analysis, they should be examined carefully before com-
puting the final figure. Therefore, 1f & substantial amount of
the working capital is tied up in accounts receivable, you may

want to consider the policy of accepting national and bank credit

[¥i

card purchases. This would partially minimize your receivables.
However, there is usually a 3% to 5% charge for converting your

receivables into cash when you use national and bank credit card

systems.
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Acid-Test Ratio

A more accurate ratio, which measures the debt paying ability
of a business, is the acid-test ratio. The acid-test ratio meas-
ures only cash and zccounts receivable as the current assets against
all of the current liabilities. In other words, inventory has been

adjusted current ratio. The rule of thumb is that this figure

§

should »e l:l.
The acid-test ratio is computed by using rhis formula:

Cash + receivables + government securities
Current liabilities

This ratio will show if you should have enough in cash and
accounts receivable to pay all of your current liabilities at any

ne given time. It answers the question: If all cash income from

o

sales were to stop, could the firm meet its current debts with
readily convertible funds:

Debt to Net Worth

The debt to tangible net worth ratio is another "key' ratio.

=term.

o

Debt, of course, represents all debts--both current and lon
Tangible net worth is the worth of a business, minus anv intangible
oodwill, trademarks, patents, copyrights, o> fran-

assets such a

o]
[iign]

chise fees. Intangible assets that have an indeterminable value
should not be included in net worth. For example, goodwill rep-
resents a value of earning power acquired over a period of time.
For a new business, its value is somewhat vague, and does not need
to be added into a rntio which compares what the firm owes to what
it owns.
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If the ratio of debt to tangible net worth 1is greater than 1:1,
then the business 1s undercapitalized and debt should be reduced or

additional capital should be invested. A lender, such as a bank, will

find it difficult to lenilménay to a firm whose debt exceeds the net

worth.

To determine the debt to tangible net worth ratio, use this

formula:

Current liabilities

Cebt to tangible Net Worth = Tangible net worth

fnventory Ratio

Inventory ratlo measures 'costs of goods s0ld" agalnst average
inventory. This ratio tells you how fast your merchandise is being

sold. The formula for determining inventory turnover is:

Cost of goods sold _ number of times inventory turns over
Average 1lnventory in a stated time period

Usually, a moderately high ratio indicates that your inventory
ig current and saleable and that yéur firm has good pricing policies.
An extremely high ratio may indicate that your inventory turns over
too often——this may lead to shortages and customer dissatisfaction.
A study of turnover rates in similar businesses will help you deter-
mine the appropriate rate for your business.

FINANCIAL PROJECTION:

A CASE STUDY

Betty Jones owns and operates Jones Gift Shop. The shop, located
in a New Jersey resort town, is a seasonal business open only
in the summertime., The store site is rented. Jones selected the site

herself. She then became a part of a national franchise organlization,
55
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0y paying the one-time fee of $1,000. She now pays a $100 fee each
year as dues to the organization which provides advertising and other.
management assistance services, Today the business is doing well.
Betty Jones took a number of steps to minimize her risks.
Jones began her business venture with $10,000 and several trips
to a competent accountant. On her first trip she presented the account-
ant, Sharon Barnes, with the following investment breakdowm:
1. The owner 5 6,000
2. Trade credit 3,000
‘3i Note Epayablé to
an individual or
to a bank) 1,000
TOTAL 510,000
Using this breakdown, Barnes developed the projected balance sheet
shown in Exhibit K. Exhibit K shows that only $4,000 of the original
$10,000 is to go for inventory. The remaining $6,000 is earmarked for
working capital, equipment, and the franchise fee. During that first
meeting, Jaﬁes began to think of the balance sheet as a financial
picture of the shop as of a specific date. Before she left, Barnes
constructed ratios based on the opening-day figures. The current
ratio was greater than 2:1 (which is the commonly accepted minimum) and

the acid-test ratlo, a ratio that reflects Jones' ability to pay
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net worth of $5,000 ($6,000 minus the $1,000 franchise fee). After
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allowing for intangible assets, Barnes came up with an 8:1 ratio, This
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\SSETS

>ash

[nventory

\ccounts Receivable
Total Current Assets

squipment

luilding -

‘ther(¥ranchise Fee)
Total Fixed & Other

'otal Assets

JABILITIES

ccounts Payable

'ther Debts Due within
1 Year

ong-Term Debt

otes Payable to Others
Total Long-Term Debt
Total Debt

wner's Equity

Owner's Equity

urrent Ratio
cid-Test Ratio
ebt to Tangible Net Worth

Total Current Liabilities

Opening Day

EXHIBIT K

"\ Jones Gift Shop

Projected Balance Sheet

- End of Year 1

~ End of

Year 2

End of Year 3

2,000
5,000

2,600

2,000
6,000

2,900

4,900
7,000
3,000

7,000 9,600 } 10,900 14,900
2,000 1,500 1,000 500
1,000 1,000 1,000 1,000

2,500
12,100

2,000
12,300

1,500
16,400

3,000 3,700 4,000 4,500

3,000 3,700 4,000 T

1 ,,QDQ L 75 ODﬁ o === o

1,000 - 500 ===

4,000 4,200 4,000

6,000 — 6,900 8,800 -
10,060 12,100 12,900

™
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indicated that Jones had more

=4
L3

too, was a favorable ratio.
invested in her business than her creditors did.

During that first meeting, they also discussed tﬁe income
Jones hoped to earn through the shop. Jones recognized the
importance of establishing financial goals. '"To do this we should
prepare a profit and loss statement for the shop," Barnes advised.
She explained éhat a projected profit and loss statement:

1. Establishes goals and timetables for reaching the goals.

2. Describes anticipated trends in profits or inventory

3. Relates the profits of the business to the investment in
the business.

4, Becomes a base or a benchmark which, when compared to
actual figures, can be used to adjust projections.

Sharon Barnes suggested they do some research before their

I~
o

next meeting, They would need three other statistics 1) average

merchandise turnover rate, 2) average markup on margin, and

3) profits as a percentage of sales for business similar to Jones
Gift Shop, to develop an accurate projection. Between meetings,

ned figures from the local Chamber of Commerce. Jones

fonl
[ 4]
H
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m
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completed her own research by visiting the local Small Business
Administration (SBA) office. She also obtained informatlon from
trade assoc i.'ig 8, the-local library, and Dun & Bradstreet, Inc.
‘Jones arrived at the second meeting knowing a little more
about average merchandise turnover, average markup, and profits as

a percentage of sales. Barnes began their session by explaining,
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"Merchandise turnover is nothing more than the number of times that
the average Inventory of your business turns over or is sold in a
given time period. As an entrepreneur, it will be necessary for

you to project orlestimate the investment you will carry in inven-
tory and the cost of goods sold in your shop for any given operating
year.

)

"Average markup or margin," Barnes continued, "Is

he

=)

computed by dividing the markup in dollars by dollar sales.
percentage that results will help you estimate your gross margin

based on an estimated level of sales.

"To complete an accurate statement you must also measure profits
as a percentage of salesi! You can do this by dividing the net
profit (the bottom line) by sales. This should be net
profits before income taxes, as other income items may enter into

your. tax calculations.’

Between sessions Barnes had completed the three year profit and

loss projection for the gift shop shown in Exhibic L. They discussed
the projection, referring at times to the projected balance sheet
(Exhibit K) developed during the first meeting. Note that at the

end of the second year, the shop continues to show improvement in

the balance sheet. The current ratio 1is 2.72:1, the quick ratio or
ability to pay all current debts has improvaed considerably, and

the debt to net worth ratios has declined to .5:1. Profits are

being invested in inventory and the margin or average markup has

continued to average over 50%. At tiie end of the third year,

(W}
W
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Gross Sales
Less: Returns - Allowances
Net Sales

Cost of Goods Sold:

Beginning Inventory
Plus Purchases - Freight
Minus Ending Inventory

Total Cost of Goods Sold

GROSS PROFIT (MARGIN)

Less: Selling Expenses:

‘ Sales Force Payroil
Commissions
Advertising

Operating Expenses:

Utilities
Rent
Other

Total Expenses

NET PROFIT BEFORE TAXES
Less Income Taxes

NET PROFIT AFTER TAXES

Average Inventory Turncver

Average Markup or Margin (%)

NET PROFIT AS % OF SALES

NET PROFIT AFTER TAXES AS % OF
OWNER'S EQUITY

Jones Gift Shop

Projected Profit and Loss

First Year Second Year ) Third Year
22,500 30,000 i 34,000
1,500 2,000 2,500
21,000 28,000 31,507
4,000 5,000 6,000
16,000 14,000 16,000
5,000 ) 6,000 . 7,000

13,000

15,000

3,500

500
2,500
1,400

4,000
600

15,000

16,500

4,000
750
2,000

1,650
4,250
600

0,600

=

1,400

12,500

13,250
3,250

250

1,400

5.0
53.3%

6.67%
10.4%

3,000
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n

the business appears to be prospering, as the owner's original
investment has now increased to $11,900 from 5$6,000. This reflects
the profits from three years of operation. 1In Exhibit L, note

that first year sales are estimated to be $22,500, with inecreased
to $30,000 in the second year, and $34,000 in the third year.

This projected income statement 1s very important.

Since the gift store business has a relatively high markup
(over 50%) it will probably have a low inventory turnover rate.
High markup businesses are usually characterized by low turnover
of inventory. Average inventory turnover is computed by using

this formula:

Gross Sales - $22,500
Average Inventory : $4,000 + $5,000/ 2

Since the average inventory for the year is $4,500, based on annual

sales of $22,500, the inventory is turning over or being replaced

on the average of only five times a year.

Barnes prepared this projection knowing that most businesses
characterized by low inventory turnover are often plag ed by
inventory obsolescence due to style or fad changes. Siice the
business is a gift store, the accountant advised Jones to keep
this in mind when planning inventory. 'Stock those items which
may decline in value below the cost pald for them at a miﬂimﬁm.
Since one of your objectives in financial planning is control
over the amount of debt and its relatlonship with the total assets
of the business," Barnes advised, "the impartsnt of arriving at

both the current ratio and debt to net worth ratios quiékly

b
~J



cannot be underestimated."

Exhibit K shows that at the end of the second year, the business
has expanded somewhat since assets now total $12,100. The current
ratio has improved since first=year profits of 51,400 have been
put back into the business as inventory and accounts receivavule
are bé&ng carried.

As the meeting ended, Barnes:disgussed Exhibit L. '"This pro-
jected profit and loss statement shows estimates for your business

or the first three years of cperation. By making a detailed pro-

o

jection of what you hope your profits will be in the unear future,
you have set definite attainable goals. However, that the pro-
jection of profit and loss is not something that is chiseled in
marble. By their very nature, goals require change. One of the
most common mistakes you can make in financial planning is to
anﬁicipaté a greater sales volume than can be achieved. You

can compound the error by overstating the margin or markup percent-
age.

"As you cau see, some very important financial informa..on can
be obtained from the projected profit and loss stat ment. Many
meaningful comparisons, in addition to regular assessments, should
be made. When you make assessments, be sure that the net income
for the period should be stated as a realistic, attainable goal."

Jones was pleased with the accountant's work and resolved to
follow her advice. She watched inventory turnover closely. By

doing so she learned which items were vulnerable to obsoclescence

62
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CAN INFORMATION
ON FINANCIAL
STATEMENTS BE

VISUALIZED?

and fashion changes. She also computed averazs markup or margin.
This figure, expressed as a percentage, is the dollar amount of

the markup on sales before selling expenses. Jones knew tha¢ if
this percentage remained high, other selliﬂg and general expenses
would be lese likely to make the business unprofitable, Exhibit

L shows that over the three=year period, there is a slight decrease

1]

in this percentage (from 53.3% to 48.5%). Sales volume increases,

and other expenses decrease proportionately. As a result net

profit from the business increases. As previously mentioned,

o

this particular business 1s characterized by an above average

rmafkupi In many types of retailing, the figure wouid be only

257% to 35%.

Jones computed her net profit after taxes as a percentage

of équity- By gaing thiis, she lesarned how much her investment was
making. She decided that if this rate of return were ever to

drop to a point where she questioned her reasons for being in

her business, she would ask Sharon Barnes to conduct another

detailed and careful analysis of the profit and loss items.

Visualizing Financial Information

Many times it is difficult to visualize or fully understand
the trends which are predicted in projected balance sheets and
profit and loss statements. Graphs can be drawn which can relate
the significance of these trends. For example, a graph can re-

flect the projected margin percentage and the anticipated percent-=

age of net profits to sales. Exhibit M gravhically shows the same

63
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EVEN ANALYSIS

TELL?

WHAT IS THE
BREAK-EVEN

POINT?

Part III, Unit B
Financial Management

percentages that were stated in Exhibit L.

Using graphs to help analyze your business finances might be a

helpful technique. You may even want to retain your ortsinal
projections on a graph and, as you make changes in your b;iahgé

heet and profit and loss statement, show these changes using a\)

1T

different symbol. As Exhibit L shows, the percentagce of sales

continues to increase even though margin or markup declin

i

5 Some-—

what. This usually can be attributed to an increase in sales volume
and control over expenses of the operation,.

BREAK-EVEN ANALYSIS

Profits made from the sale of your firm's goods and services
are the "bread and butter" of your business. Profit levels are
determined by the volume of business and the seliiﬂg price estab-
lished versus actual costs. One management tool that determines

the "right" profit level for your firm is break-even analysis.

[=»]

reak-Even Point

Computing the break-even point s one technique available to
determine when yanf§§;siness will begin to make a profit. The
break-even point tells you how much business your firm will need
to do to break even, that is, to Dpérate with neither a profit nor
a loss.

>Ta dete-mine the breazk-even point, you must first determine
costs, variable costs, and semivariable costs. Once all costs

have been calculate?, the following formulia can be used to deter

mine the break-even point (volume of business):

e

[y
(%]

o
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costs

Selling price - varizble co

t

I

(per unit)

For example, assume that your total fixed costs are $15,000, and yo

3

selling a product for $100 a unit and the variable cost unit Is

sell 200 un’.s.

= 200 units

Thus, if you sell less than 200
a loss. 0Of course, you will want to

want to make a profit, you will have

units at these costs, you will

1

do better than break even. If

to sell more than 200 units at

Break-Even Components

Since break-even analysis described the point where income

total costs, the first twc itams to be calculated are the fixed and

you

these

equals

variable costs. Fixed costs do not vary with the level of business act-

ivity. Examples include administrative salaries,

depreciation of equipment, and rent.

with the volume of activity. Direct

They double if production doubles, and drop to

Variable costs vary directly

labor and materials are example

zero if production is

property Insurance,

ENd

zero. Semivariable costs change with the level of business activity,

but not in direct proportion. O0Office equipment or supervisors' salaries

might be examples of semivariable cos

ts. Such costs are usually about

the same regardiess of the level of output.

66
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Comparing Relationships of Costs to Profits

WHAT INFOR- Break-ever analysis can also help you compare the relationships

MATICN
Is

OBT:+ "IED?

e brealk-

[

Vi

of cost to profits at different volumes of sales. You can u

[

eved analysis to determine the proiitability of different items in a line
of products that you sell. It can answer such questions as: Which items
are most profitable? Which are least profitable? Have any items passed

their popularity peaks? Have they shown decreasing profits? How many

units of the new product will need to be sold befsre it will begin to bring
in a profit?
It is possible tu represent visuallj the relationship of c. “0

1s done with a break-even chart,

[

profits at different sales volumes; thi
Exhibit N is a break-even chart which no: only sﬁows the break-even
point, but also shows profits and losses for other volumes of sales.
It is based on information for a manufacturing company with costs for one

of its products figured as:

Total fixed costs $100,000

Variable costs = 550 per unit

Selling price $100 per unit.

Exhibit N shows that profits depend on the number of units sold only
when the price and cost patterns do not change. Each of the factors that
affect préfit can be varied. Knowledge in financial managment would tell
you that if you could find a way to reduce fixed costs you would be able
to lower the break-even point. Or, you could reduce variasble costs, which

would affect the total cost line, causing it to vise less rapidly. You

could also ralse cr lower prices. An increase in price wnuld lower the

67.
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nventor

1
[

reak-even point again. The situation is similar to the

o

who said that if he could only sell one of his inventions for
$500,000, he would make a t dy profit.

Analysis of Exhibit N will show the fullowing about tha

ke

i

The larger the loss area the greater the down gide ri

the opportunity

o
i+

reases

I

The larger the fixed costs the higher the risk (in

loss area)

ts tke higher

]

The larger the proportion of variable co

the risk Jinereases loss area and decreases profir area).

sreater the up side potential
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EXHIBIT -
Break-=Even Volume

(Fixed costs, $100,000; variable costs, $50 per unit;
selling price, $100 per unit)

400

[ Net Profit
Potential

300
T F 5 Area

e 4 Total cost line

200

:Variable
\Cost Area

Fixed Cost
Area

cost & revenues in thousands of dollars

L] R,

=
L]
o]
O\
[
- |
=
|
(=]
= [
e |
I
L
[
=

Loss , ,
Potential Units Sold
Area

Adapted from Small Business Administration, A Handbook of Small Business
Finance. (pp.31-36)
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Minimizing Busip« s Risks

break-even point helps measure the risk of th

The following strategics will help you utiiize break-

Phase in fixed costs of possible. Do not szt your ini fal

example, : tart the firm in your home ¢r in someone elsge's

unused facilities.

staff before sales. Reduced losses in the beginning de-
crease investment and, therefore, conserve equity for the
entrepreneur.

Contract for early production if necessary, bazed on profit-

able trends.
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PREPARATION/ADAPTATION ACTIVITIES

Are you able to apply these principles to your business
aspirations? Are vou now more knowladgeable about the functions
of financial munagement? The following activities should help

you check your knowledge.

ASSESSMENT ONE

1. How does the change in owner's equiiy statement d_ ffer
from the profit and "3sg statement?

2a. The following list contains fixed and varlable costs for a

service business. Define fixed and variable costs and label
each cost as fixed or variable.

Office space
Secretarial service
Accounting/bookkeepi z
Legal

Advertising

Donations

Dues and subsci otf -as

SV NI
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Foatage

Travel,/en: ~2inment
13. Telephou=

l4. Taxas

15. Executive salaries
16. Direct 1labor

17. Enplovee benefits
18. Utilities

b. Tihese are additienal cosis associatnd with manufacturing.

Label tnese ¢~ - as fixed or variahle.

5§
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1. Materials

2, Depreciation (of equipment)
3. Production supplies

4, Maintenance and repair

5 btll;ties (additional)

6 Freight

3. Use information from Exhibit O below =2-d the

appropriate formula to calculate ihree break—-eve: | Lints

a hypothetical service business. This is a very modest
one-persen office and the costs are chree Cimes Lhe Da,ager

rmine your own prices. What tfixed costs might

\ul'l

i
i
v,__l
]
!

e
[
M
rr
m\

be reduced? Remember that a commcn error of those starting

certain costs—--usually the

\| b

fixcd expenses.

EXP,BLT 0

SOME TYFICAT, MONTHLY ¢0STS FOR A HrPOTHETICAL
QERVIC 'QSINFSS

?;;éérﬁiééﬁses - S o T
Office space (900-2300 sq. ft® § 400
Accounting (quartc ly : .. mnerts, Lax recuins) 50
Te'ephone/answering sers - 125
Secretarial service (ha' ime) 250
Furnitvre - lease 1littlc o7 nuo cash down) 225
Office supplies 10
Dues ~d subscriptinsns 10
Executive salary 750
Travel/entertainmeut 15
Insurance (for the Lkey peison) 100
Advertising 150
Postage 20

52230

Var-iable Expenses (assume prcfessional labor
Direct Labor § 750
Employee benefits (20%) 150

§ 909
72
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Describe the nature and value

Invite an accountant -~ho has worked with small business
owners to meet with your group and talk abcut the need for

financial manageme:.c and the mistakes new owners often make.

1.

i,

.0w are balance sheets and profit and loss statements used

I

in financial maunagement?

Discuss current ratio and acid-test ratio in detail. In
your discussion include the formulas used to compute ear
Develop an outline identifying the components cf a change
in owner's equity stateuent.

Draw a break-even point graph. Be sure to label each

component. Explain the drawing carefully.

escribe the similarities and difference between financial

=

ratios and financial statement:s.

Compare your answers to your responses to the preassessment.

You may want to check your postassessment answers with your

instructor-.
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SELF-EVALUATION
How well did you know the information
activities?
{ ) Very weall
() Fairly well
) A littlie
Be honest with yourself If you feel you
well enough, it might be helpiul to review
going on.
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Being An Entrepreneur

A Program for
iACQLHﬂﬁQ CQH’I?@’%&&E% Unit B
in Entreprenerirshir,

" A FGR RESEARCH IN ¢CCATIONAL tDUCATION
"/ THE OHIO STATE UNVERSTY

1980 KEKMY ROAD -~ 7LUMBUS, OHIG 43210

USING THE INSTRUCTOR'S GUIDE

The Instructor’s Guide contains the following:

e Tearling, —zarry .3 Objectives (identical to the Teaching/
Learning Objectives “cund in the PACE unit)

e Teaching/Learning Delivery Sugge:stir, 5

e Pre/postassessment Suggested asponses

This information is gearrd towards tha three |-vels of learning, nnd is designed
for use as a supplementzl teaching aid. Additional instructions for using FACE,
sources of information, and an annntated glcssary can be fourd in the PACE




EXPOTIRE

1. A balance sheet is a financial starement that tells what you own and what you owe at any
particular date in time.

Ja = memed T
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(d) expenses, (e} net profit.

Aeeald [l rmeai anlee In) s
R md e, (b Sdbedl bl 4= x

[N}

sarmmant FamEal
iemani conial

3. Earch ratio provides distinct informiaticn about the financial -andition of & business
venture. Ratios previde means for comparing the present sizie of the venture to previaus
states and to conditions of similar ventures.

4. The break-even point tells the entrepreneur the voluriz2 of busirass he or she must do to
cover the cost of being in business. The business should generate profits above this point

5. Cost of gocds sold and net profit are components »f the balence sheet. Cost of goods sold
is beginning inventory p!us purchases and minus ending inventory. It is the amount that
it costs to precduce or buy the goods sold by a firm. Ne¢ profit is gross profit less expenses.

EXPLORATION

1. Whilz a bzlance sheet is a staternent of the financial condition of & firm on a specific date,
the profit and loss statement is a statement of the financial condition of a firm overa
specific period of time.

2. Assels are balance sheet entries that list what a firm owns. Assets can be current, such as
cash, merchandise, accounts receivable, etc.; fixed, such as land, building, equ’ nent, etc.;
intangible, such as goodwill, pat:+ts, etc.; and also inciude such things as the .sh value of
life insurance. Acssets are categorized according to the length of time it takes to convert
them into cash. Ljabi!ities are balance sheet entries that show what a firm ovsas. Current
liabilities are debys that come due within twelve months. Noncurrent cr long-terim liabilities
are debts that will mature in twelve months or mare.

of the firm, and to maintain a proper balance becweer amounts owned and amounts awed.

4.  Thecurrent ratio measures the firm’s ability to meet current debts that will mature within

tweive months. A good current ratio is 2: 1 and can be computad using this formula:

Current assets

Curi==*""=%jlities

Curren. ratio =

The average collection r=. . :ips owner-manager determine whether the average coliection
period for accounts payable is tow long. Calculating this ratio 1s a two-step procass. Here is
the formula:

= 1: Aa¥ lae ¢ = N
Step 1: Net saigs far L23L .. ~ Average sales exch day
Days open for selling

Jo
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Step 2: Accounts receivable = Days involved in coliecting accounts receivable
Average sales each day
Break-even volume is the volume of business a firm must generate to cover the cost of
being in operation. Volume above break-even volume generates profits.

Break-even Total fixed costs
volume (Selling price) - {Variable cost per unit)

i

PREPARATION/ADAPTATION

1.

o

Balance sheets and profit and loss statements are used to monitor and control ﬁnancnal
conditions of the firm.

Current ratio measures current assets against liabilities. It measures the firm’s ability
to meet current debts with current assets.

Current assets
Current ratio = -—-[[ENLAssets _
Current liabilities

Acid-test ratio measures the debt-paying ability of a !usiness. Th|s ﬁgure shuuld be 1 1
This ratio will show if a firm has enough cash and acc:
liabilities at any given time.

Cash + Receivables + Government securities

Currerit liabilities

Acid-test ratio

Entries in the outline should include those significant items that change the net worth
'or the amount oy capital or funds invested by the owner in the business.

The break-even chsrt should include a break-even point, and should show profits and
losses for various volumes of sales. Net profit, fixed costs, variable costs, and potential
net profit and loss areas should be labeled.

" Financial statements and ratios are similar in that they are both helpful in financial

management and provide a basis for financial analysis. Financial ratios, however, are
computed using information gathered from financial statements. Ratios make it
possible to compare the company’s performance with the average performance of similar

" businesses. Financial statements compare and examine relationships among items in the

past, while ratios provide clues regarding future problems and opportunities.



TE QCHING/LEARNING DELIVERY SUGGESTIDNS

Upon completion of this level of instruction you should be sble to:

A variety of different teaehmg/leafnmg methadalﬁgles have been
used. To help you organize your work and plan the use of this level
suggestions are made:

1. Dgstribe a balance sheet, 7
2. List the components of a profit and Joss statement.

1. interview local small business owners concerning the usage of
financial statements.

3. Describe the importance of ratio analysis. 2. Invite a member of a tiade association to meet with the group to
@ 4, Explain what is meant by the break-even point. discuss the importance of ratio analysis.
T .
3 3. Obtain examples of financial stater’ﬁents from local banks and
8 accounting firms.
=%
x
w
0 _ ; - . ) _ — . ) _ — o
=2
= 1. Deseribe the difference between a balance sheet and a profit and loss 1. Iny lte a local banker or accouritant to discuss the various aspects
T _ statement. ) of financial management,
S 4 c 2. Differentiate between current and fixed assets. 2. Check "Sources to Consult for Further Infarmation” in this unit
17} o 3. Describe and compute four commonly used business ratios. for resources which identify operating ratios for various types of
- = 4. Describe the use of the break-even point and write the formula for businesses,
) ‘5 computing it.
- = 5. Discuss the importance of financial management as it relates to :
o u!j making a profit.

LEVELS

Preparation/Adaptation

. Prepare a balance sheet and a profit and loss statement.

- Describe the information provided by financial ratios.

- Analyze the profit and loss statement and the balance sheet of a new
business.

. List the reasons for prepanng graphs of financial data.

. Prepare a change in owner's equity statement,

. Use break-even analysis to determine the relationship between costs
and profits.

oo TG -9 Bl M —-

Have an accountant speak with the group on conducting financial
analyses.
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The PACE series consists of these parts and units.

PART I:
Unit
Unit

Unit

" PART 1II:

Unit

Unit

Unit

Unit
Unit

Unit

PART III:

Unit
Unit

Unit

]

GETTING READY TO BECOME AN ENTREPRENEUR

Are You an Entrepreneur”

How to Succeed and How to Fail

BECOMING AN ENTREPRENEUR

A;,

Developing the Business Plan

Where to Locate the Business

Legal Issues and Small Business
Goverrnment Regulations and Small Business
Ghaasing the Type of DwnEféhip

Resources for Managerial Assistance

BEING AN ENTREPRENEUR

Managing the Business
Financial Management
Keeping the Business Records
Marketing Management
Successful Selling

Managing Human Resources
Community Relations

Business Protection

RESOURCE GUIDE

L

P



