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...BEFORE YOU BEGIN.

z,

,

1. Consult the Resource Guide for instructions if this is your first PACE unit.

2. Read the Unit Objectives on the front cover. If you think you can meet these objectives now,
consult ypur instructor.

3. Look for these business terms as you read this unit. If you need help with their,meanings, turn to
the Glossary in the Resource Guide.

,

assets
balance sheets
classifying
cost of goods sold
current liabilifies
data reproduction
fixed assets
fixed liabilities
gross margin
input activities

,

inventory turnover

,

,

liabilities
management by exception
manipulation activities
net profit
net worth
output actMties

---ratio analysis
retrieving
return on investment
sorting
source documents
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WHAT IS THIS UNIT ABOUT?

WHAT IS A BALANCE SHEET?

WHAT ARE THE COMPONENTS
OF A BALANCE SHEET?

MANAGING THE FINANCES

'Competent financial management is essential for a business to grow
and earn profits. Too often, the small business oWner asks an
accountant to prepare statements and files them away after merely

\.gl4ncing at them. This attitude toward financial thanagement often
indicates a lack of knowledge about the value of financial statements.

This unit provides information about both,income statements and
balance sheets. The unit also shows how to interpret the information
in these financial statements through Ole use of tatio analysis. Ratio
analysis is Simply a study of the relationships between different
business factors. The study of the amoUnt of advertising dollars a
business spends in relation to salbs realized would be ,one example of
a ratio analysis. The future of the business depends on the owner's
ability to handle financial management. FinanCial management task's
include

reading and analyzing financial statements;

determining thefinancial strengths and weaknesses of the
firm;

planriing and taking necessary corrective action.

A-balance sheet is a statement that tes- what you owil and what 'you`
owe at any one time. It is like a photograph, of your b4siness on one
day. Mqst likely, balance sheets prepared for three days in a row will
have different figures. Financial information about a businesSor
about youchanges every day. YQ.11 receive income periodically and
you Pay bills periodically. Ineffect, you' manage a flow of cash.

If your cash is always in.rnoti6n, wiiy is the balance sheet so
irnportant?,The balance sheet help.s you control thi cash flow."This
control enables you, to manage both your financial resOurces (what
you own) and your4lebts (what yoth owe) effectivel The balance sheet
is a tool used to keep the 'business profitable.

, . .

The balance sheet has three main,parts or components. These are (1)
assets, (2) liabilities, and (3) net worth (also called equity).

All balance sheets are based on the following fol-mula:

Assets = Liabilities + Net Worth.



Assets must equal liabilities plus net worth., In other'words, the total
of those items on the left side.of the balance sheet (under assets) must
eXactly equal the total of the right side of the balance sheet (under
liabilities) plus net worth. All the niain sections of this type of
financial statement must balance.

0,Ur.ZAPJT S-roc.e..e. 4 , t.01.c.earL-ttflS 130.11>5

6vaa, Asss-r.s
I-13/4a -TEM-11,

L- KB%

GA SA VALAYE,
11460

Ig-rx44 st.e.
AessE.T5

Assets are anything that the business owns; including cash bn hand,
equipment, real estatek and inventory. Current assets include cash
a3,d anything that can be changed into cash within twelve months.

urrent assets include cash on hand or in the bank, accounts
receivable (what people owe you), gnd inventory.

Fixed assets are-those iten that usually cannot be changed into cash
within twelve months. They are items,that the business acquired for
long-term use. Fixed assets 'include land, buildings, machinery,
equipment, and company vehicles.

Liabilities are anything that the 'business owes.sLiabilities might
include loans, credit notes, incoine takes, and mortgages. A clirrent
liability is anything you owe that can be paid by using a current'
asset. Current liabilities are usually due within twelve months.
Current liabilities include income taxes, loans, andbills 'due tO
creditors. A long-term liability ncludes any debts that will not be
paid within twelve months. A mortgage is an example of a long-term
liability.

Net worth is the owned portion of the business. It Is the Owner's
.inVestment in a single proprietorship, the artners' inyestnient in a
partnership, or an individual's investment, in corporate stocks.

'An example.of a balance sheet for Bill's Craft Shop is as follows.
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BILLS CRAFT §HOP
Balance Sheet

December 31, 19

Assets

Current Assets
Cash $13,000
Accounts receivable $7,000

Less allowance for
doubtful accounts 1,000 6,000

$60c)

Ipventory $9,000
Less allowance for 1

inventory loss 1,000 8,000
$8,000

Total Current Assets $27 000

Fixed Assets
Land 7,000
Bpildiqg $40,000

Less allowance for
'depreciation 4,000 36,000

$36,000-

Equipment $10,000
Less allowance for
depreciation 1 000 .9000

or*
$ 9,000

Total Fixed Assets $52,000

TOTAL ASSETS $79,000

Liabilities and Net Worth (Equity)

Current Liabilities
Accounts Payable
Notes Payable

I Total Ciirrent Liabilities]

Long-Term Liabilities
Mortgage

$1 9,000
) 2 000

I Total Lou-Term Liabilities

I TOTAL LIABILITIES 1

Equity (Net Worth)
Owner's equity

$11,000

$111000

$30,000

$30 000

$4000

TOTAL LIABILITIES AND NET WORTH $79,000



WHAT IS A PROFIT AND LOSS The profit and loss statement is a record of the activities of the
STATEMENT? business during a period of time. Profit and loss statements are

usually developed at the end of an accounting period; that is, at the
end of the month or at the end of the fiscal year. )

WItAT ARE THE COMP6NENTS Profit and loss statementt have five major components. These are (1)
OF A 'PROFIT AND-LOSS tEtt41 sales, (2) cost of goods sold, (3) poss profit, (4) expenses, and (5)

STATEMENT? net profit. Each of these components provides important financial
data about the firm. ,

Total sales includes both cash and ,credit sales. It does not include
sales tax collected or the sales figures for products returned. .

Tihe cost of goods sold is the amount that it costs you to buy or
produce the goods that you gol& If you are a manufacturer, you will
also inventory raw materials and products in process and include this
information. The cost of goods sold is calculated by-.

taking a beginning inventory;

adding materials or pr ttcts purchased during the
accounting period; an

subtracting inventhry remaining at.the end of the accounting
period.

Gross margin is the amount of profit made from sales before
operating expenses are deducted. Gross margin is calculated by
subtracting the cost of good§ sold from the total sales.

Expenses include all costs involved in running the business.

Net profit is your profit or loss at the end of the accounting period.
This does not include taxes you must,pay on the business. An example
of a Profit and Loss Statement for Bill's Craft Shop is illustrated
next.

6 8
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Total Sales

Cash sales
Credit sales a ,

Total Sales

Cost of Goods Sold

..

,

.

BILL'S CRAFT SHOP
Profit and Loss Statement

For Perad Ending December 31, 19

/

.
Beginning inventbry
Purchases

. Coat of goods available for sale

Less ending inventory
Cost of GoOds Sold

Gross Margin

Expenses
Salaries and wages
Utilities
Advertising ,

Depreciation on Equipment
Total Expenses
Net Profit before Taxes
Estimated Income Tax
NET PROFIT

7.

$

-

,

ob

\

$32,000
48 000

$80,000 $80,000

, $18,000
50 000

$68,000 $68,000

8,000
$60,000 $60,000

$20,000
-.

..-
,

-; $10,000
1,000
1,500

1
3 500

$13,000 $13,000
7,000

, 2,000
$ 5,000

,.
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WHAT ARE METHODS FOR
CALCULATING FINANCIAL

STATEMENT RATIOS?

0

Li

Ratio analysis is a means of analyzing the figures that appear on
financial statements. This analysis enables the manager to compare
the past and present performance of the business. Itcan also help a
manager compare the performance of the business tb the -

performance of another firm or to the industry as a whole. Such
comParisons are essential to futdre planning as they reveal the -/
strengths and weaknesses of the business operation. A ratio is
computed by'taking two selected figures from the financial
statements and expressing one figure as a percentage of the other.

The following ratios compare figures from the profit and loss
statement and the balance sheet for Bill's.Craft.Shop.*.As you work
through each of these ratios, however, remember that today many,
small buainess owners use miarocomputers to helP them manage
finances. A section on microcomputers in business is included at the
end bf this unit. When reading this section, think of_ways the
computer could be used to help calculate financial ratios for Bill's
Craft Shop, or for your own small business. 4'
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Return on investment. This fatio shoWs the return obtainedj
On the owl-lees investment in the business. Compute by
dividing the net profit figure by oWner's equity figure and
express the result as a percentage.

NET PROFIT $5000
$1-8A-0- = 13.1%

This figure should be a great dearlarger than the return the owner
could get by investing the money elsewhere. Busineg owners should
receive a better return on their investthent because of the time, effort,
and risks involved in owning and om,-ating a business. ,

8
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Net profit to Aales. This ratio shows the net Profit margin on
sales. Cornpute by dividing the net profit figure by the sales
figure. A

NET PROFIT $5,000
SALES $80,000 6.2%

k reduced net profit on sales can be caused by (1) poor pricing
policies, (2) high operating costs, or (3) a combination of both factors.
To determine which of these factors is Causing a low not profit, the
business owner should look At further ratid data.

Sales to equity (net worth). This figure is often referred to
as the investment turnover. It is not expressed as a
percentage. A firm's iiet profit on sales may be high, but if
'the rate of asset turnover is-low, the rate of return on
investment may below. The value of annual sales should be
greater than the amount of investment in a:ssets. Compute

. this figure by dividing sales by equity (net worth).

c -t-

SALES $80 000
4 EQUITY $38,000

/

/

i
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= 2.1 to 1

4bsow-144.
)cpepse$ v..... Ner SAL-65

OPev...ar-r7t4G, *Cosi-eV Goot/S61pe).1.5es

e

sol-r)

Greoss .peovII-PeFIr mAr...61,0

11)

9

1..4.0WAlac-e,
co le- .1

mpree...1fren014

,

r



re

Inventory turnover. The inventory turnover figure shows
how rapidly the merchandise is being sold. It dethrmines
whether the business lias too much or too little money tied up

.. in inventory. Compute this from the income statement by
dividing total revenue for a certain period by average
inventory. Determine the average inventory by computing the
average of the beginning and ending inventory. In the case of
Bill's Craft Shop, compute this by dividing $18,000 + $8,000 =
$13,000.

TOTAVREVENUE \ $80,000 $80,000
A,ERAGE INVEN- 1/2 ($18,000 8,000), $13,000 6.2 times

TORY a

Usually, the higher the turnOver rate, the better. Turnover rates vary
depending upon the type of-business 'and its merchandise. This rate of
6.2 would suggest that the merchandise in the inventoryls current
and salable. A low rate, say 1, would suggest that BJ1 the revenue i8
tied up in inventory that isn't being sold quickly..

Average collection period. The average collection period
indicates how quickly the credit sales are being collected. It
will tell the owner hoW many days' salesare tied up in
accounts receivable. Compute it from the-balvice 'sheet and
the income statement. First divide sales by 360 (the rounded
number of days in the year) to find the average sales Or day.
Then divide the accounts receivable figu're by the averne
sales per day.

SALES $80,000
360 7 AVERAGE SALES PER DAY - 360 $222

Accourrrs RECEIVABLE . $7,00b
AVERAGE SALES PER DAY -. $222 31 days

The average collection period should not be niore than one
and one-half times the credit terIns extended by the business
(thirty, sixty, ninety days, and so on). In this case, assume
that Bill's Craft Shop offers thirty-day credit. Customers
must pay their bills within thirty days. The average collection
period of thirty-one days shows that his customers do pay, .
close to the credit period allowed.

Current ratio. The current ratio shows whether the business
has enough current assets to meet its current debts. Compute
the current ratio frOm the;balance sheet by dividing current
assets by current liabilities. A current ratio of 2 to 1 is
generally conkidered good.

CURRENT ASSETS : 27,000
=CURRENT LIABILITIES M',000 2.5 to 1

10
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Acid-test ratio. The acid-test ratio shows whether the
business could meet its current obligations with funds readily
avai:lable if all sales revenue should stop. Compute it by
diViding cash plus accounts receivable by cuzent liabilities. ,

An acid-test ratio of 1 to Lis conSideredsatiiractory.

CASII + ACC,OUNTS RECEIVABLE $13,000 + $6,000
000, /CURRENT LIAEILITIES $11 1:7:, to 1

WHERE GAN RATIO DATA BE The following are sources of,ratio da(a for comparing the
OBTAINED? 'perform nce df a business wall the average performance of similar

busines . 4 ,

HOW CAN MICROCOMPUTERS
AID FINANCIAL
MANAGEMENT?

wHAT ELECTRONIC INFORMA-
TION PROCESSING ACTIvITIES
ARE RELATED TO FINANCIAL

MANAGEMENT?

. Key Business .4atios. Published.annually by D.un and
Bradstreet, Inc., 99 Church Street, New York, New York,
10007. Attention:'Public Relations Department. Covers 125
lines of retailing, wholesalCg, manufacturing,.and
construction industries.

Mail-Me-Monday Barometer of Small Business. Published
semiannually by the Accounting Corporation of America,
1929 First Avenue, San Diem California, 92101.

- Statement Studies. Published' annually by Robert Morris
Associates; National Association of Bank Loan Officers and
Credit Men, philadelphia National Bank Building,
Philadelphia, Pennsylvania,. 19125

Various trade assOciations publish ratio data which is useful
to different types of businesses. (See the Resource Guide.)

Additional businesS ratios are discussed in Levels 2 and 3 of the unit.

The use of Microcomputers can assist in financial control and analysis
for a business. A microcomputer has been described as a complete .

information processing system that includes an information processor,
an information memory, a program ("software" or a set of directions),
and a power supply.

In preparing and analyzing balance sheets, profit and loss statements,
and selected financial ratios, it is necessary to perform information
processing activities:All information processing, whether done by
hand or by the latest electronic methods, consists oT input,
manipulation, and output activities.

`44

1 3



WHAT INPUT ACTIVITIES ARE
ASSOCIATED WITH ELEC-

TRONIC INFORMATION
PROCESSING?

v

*

N)

WHAT MANIPULATIVE
OPERATIONS ARE PER-

FORMED. BY ELEcTRONIC IN-
FORMATION PROCESSING?

J

-

,

..

Input activities involve iniormation originated or .captured in some
form for electronic information processing. Such information may be
first recorded on paper source documents'. These documents could be
sales tickets, gilecka, deposit slips, and so on. Information from these
documents is converted into a machine-usable form for processing. A
magnetically read, alphanumeric. code on the(bottom of a check is an
exapple of a source document read by an electronic information
processing machine.

,

One or more of the following operations may be performed to process
financial data. 4,

.

Classifying. Identifying and arranging items with like
characteristics into groups or classes is called clasSifying.
Financial data taken from an accounts receivable statement
and used to group items may include the natne of the
customer, address, original amount owed, interest rate,
payments to date, and any late payment charges.

Classif .,.. g is usually done by`a shortened, predetermined
meths: of abbreviation known as coding. The three types of
code'used are numeric (e.g., Social Security number),
alphabetic (grades A, B, and C), and alphanumelic (an
automobile license plate stamped CSN-1772).

+

WHAT OUTPUT ACTIVITIES
ARE ASSOCIATED WITH ELEC-

TRONIC INFORMATION
PROCESSING?

Sorting. After the data are classified, it is usually necessary
to arrange or rearrange them in a certain sequtnce. This
arranging process is called sorting. Sorting is done by letter
as well as by number. Accounts receivable may be sorted by
account number or by customer name. Numeric sorting is
often used because it requires less time than alphabetic
sorting in electronic data processing.

Calculating and Summarizing. Coxvuters are capable of .

rapid and accurate calculations. To b of value to the
financial manager, however, such calculations must be
condensed and summarized. One technique of calling the ..

attention of a manager/owner of.a business to important data
is a Management NJ Exception financial analysis system.

,

The Management b'y Exception System id4ntifie tIsie---ratios,
overdue accounts receivable, expended expense budgets, low
profit departments; and so on, that are either above or below
desired predeterinined limits, goals, ranges, and so on. People
reading computer ptintout reports do not have to study a lot
of data, as these "exceptional" data items are either
highlighted in colored ink or printed on a separate,
supplementary report.

Once the information has been transfdrmed into electronically
reid information, and is stored in the computer, one or more
of the following activities may be required.

,

1



Retrieving. Recovering stored information when needed is
the retrieving step. Retrieval methods range from searches
made by file clerks to the use of'quick-responding computer
terminals.that are conncted on-line (i.e.; directly) to a
computer. The cornputer, in turn, may be connected directly
to a vfass-storage device that contains the information.

Data Reproduction. J is sometimes necesgary tq copy or
duplicate information. This operation is known is data
reproduction. It may.be done by a large printer or a small
auxiliary-printer attached to a desk top microcomputer. Often
the user 'rimy just view the information on the microcomputer
television scree.

These, then, are the basic steps in electronic information processing.
A f nancial manager should consider these steps when planhing and

mg electronic information processing systems and equipment.
Many businesses find the best solution to their information processing
and financial analysis requirements to be a combination of manual
and electronic methods. With the increasing availability of low-cost,
efficient microcomputer§, however, manager/owners are converting
from manual information processing to computerized operations. Any
tedious, repetitive, and costly firrancial information recording task
that involves processing of information in a predetermined 7,ay is a
candidate for computerization.

11.1.
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A'CTIVITIES Do you feel knowledgeMple enough about what it takes to become an.
entq-epreneur? Will you be able to put some of the skills into practice?

,

The following activities will help you experience some of the real-life
, situations of- entrepreneurs.

INDIVIDUAL ACTIVITY Prepare a balance sheet of your personal helongings, including any

.//
* investments such as stock, savings bonds, and so on. List 'all your

debts. To make the statement balance, enter ahy excess of assets over
- liabilities in ilie net worth portion of the balance sheet.

4

,

\
GROUP ACTIVITY

,

,

lir groups of two or three, arrange an appointment with at least two
small business owners in your community.'Ask them what financial
statements they use and why. Find out if they prepare their own
statements or use'an accountant. Ask them for examples of how thpy ,
use information from these statements. Find out if they use
computerized information records and reporting systems. Ask if they
are using a computer service or a microcompiiiier.-If they are using a
microcomputer, find out what kind of hardware they have: Ask what
software they have found to be most effective. If possible, get copies
of blank forms or records. Prepare an oral and written report of your
interviews for preseqtation to the entire group.

14 1 6
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CASE'STUDVL THE LAWN AND GARDEN SHOP

Ann Jenkins has just received her end-of-the-year balance sheet and
income statement irom her accountant. These financial statements
may be found on the following pages. Although.she has.never used
ratio analysis4)efore, she has decided that this year she will compare
her business's ,performance with the lawn and garden industry .

averages.

N

or

40

From her trade association she has obtained the following ratio data
. showing the industry average.for each of the follolving ratios:

Return on Investment

net profit
equity

Net Profit to Sales

net profit
sales '= 5.0%

Sales to Equity

sales
equity = 3.4%

Inventory Turnover

total revenue
average inventory

= 14.9%

= 9.7 times

Average Collection Period = forty-five days

Current Ratio

current assets
current liabilities = 2.2

'Suggested Questions for Discussion:

1. Compute the ratios for ihe Lawic and Garden Shop. Compare
the business performance with the industry averages.

2. Determine the sirengths and weaknesses of the Lawn and
GaFden Shop business based on the ratios calculated.

15
17



ITotal Current Assets I

cr)

Assets

Current Assets
Cash
Accounts Receivable

Less allowance for
doubtful accounts

Inventory

Fixed Assets
Land
Building

Less allowance for
deDreciation

Equipment
Less "allowance for
depreciation

Total Fixed 4ssets

ASSETS'

1 8

$4,000 -

400 $3,60
$3,600

THE LAWN AND GARDEN SHOP
Balance Sheet

Decelnber 31, 19

$1,000

$30,000

5 000
25,000

,6,000

1,000

$5;000

3,000

$7400

25,000

5,000

Liabilities and Equity

Current Liabilities
Accounts Payable $3,000
Notes Payable 500

ee-
$3,500

$3,500
Total Current Liabilities

Long-Term Liabilities
Mortgage $16,100

$7,600 /, $16,100I Total Long-Term Liabilities

TWAL LIABILITIES $19,600

Equity (Net worth)
Owner's equity $23,000

$35,000

$42,600 TDTAL LIABILITIES AND EQUITY $42,600
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THE LAWN AND GARDEN SHOP
Profit and Loss Statelnent

. For Period Ending December 31, 19 '

i C7

Total Sales
Cash sales. $15,000
Credit sales 20,000

Total Sales $35,000 $35,000
A

Cost of Goods Sold 1'

Beginning inventory $ 4,000
Purchases 25,000
Cost of goods availible for sale $29,000 $29,000

Less ending inventory 3;000
Cost of GO.ods Sold $26,000 $26,000

4

Gross Margin $ 9,000

\
"Expense5)

. Salaries and wages $ 3,500
Utilities 700
Advertising 600--*
Depreciation on equipment '' , 200

Total Expenses' , $ 5,000 $ ,5,000
Net Profit before Taxes 4,000
Estimated Income Tax , . I 100

$ ' 2,900NET PROFIT ,low

1
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ASSESSMENT Directions: Read the following assessment questions. When you'feel
prepared to respond to them, ask your instructor to assess your
competency

.

1. Discuss three advantages to a business znanager/owner of
preparing a balance sheet. .

2. Explain the,formula used to prepare a balance sheet.

3. Identify three examples of current assets 9d three examples
of fixed assets.

1

k 4. Give three examples of a current liability.and three examples
of a fixed liability. . .

5. Give a definition of net worth for a single proprietorship, for
a partnership, and for a corporation.

6: List five major components of a profit and loss statement.

7. Tell how to calculate the cost of goods sold for a retail
business.

8. Explain how the gross margin differs from the the net profit.

9. Give formula for calculating each of the following financial
ratios. .

a. Return on investment
b. Net 44-ofit on sales
c.. Sal to equity .

d. Inventory turnover,
i

.1

v

e. , Current ratio
1

- .

10. List three sources for locating financial ratio data.

11. Identify the three electronic information processing activities
related to financial management.

.18
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Principles. 3rd ed. New York:McGraw-Hill Book Company, 1974.

Broom, 1I. N., and Longenecker, J. G. '$mall Business Management. 5th ed.
Cincinnati: South-Western Publishing Company, 1979.

Dun and Bradstreet. Key Business Ratios. New York: Dun and Bradstreet,
1981.

Ely, V.K., and Barnes, M.T. Starting Your Own Marketing Business. New York:
McGraiv-Hill Book Company, 1978.

Everhard, K. E., and Shilt, B.A. Businesarinciples and Management.
Cincinnati: South-Western Publishing Company, 1979.

Ferner, J.D. Successful Time Managemint., New York: John Wiley & Sons,
1980.

Hodgetts, R. M: Effective Small Business Management. New York: Academic
1982%;

Krentzman, Horvey C:; White, L.T.; and Schabacker, Joseph C. Techniques and
Stratehes for Effective Small Business Management. Fairfield, California:
The Entrepretieur Press, 1979, pp. 98-101.

Nelson', J.A.; and Scanlan, T.J. Owning and Operating a Small
'' Business. Springfield, Illinoil: State Board of Education, Illinois Office of

Education, 1976.

The Robert Morris Associates. Anniial Statement Studies. Philadelphia: Robert
Morris Associates, n.d.

Understanding Financial Statements. Small Business Reporter Series, San Fran-
ciscs\ Bank of America, 1980.

For furTher information, consult the lists of additional sources in the Resource
Guide.
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v' Unit 1. Understanding the Nature of Smelt Business

Unit 2. Determining Your Potential as an Entrepreneur

Unit 3. Developing the Business Plan :

Unit 4:, Obtaining Technical AsSistance

Unit 5. Choosing the Type of 6wnèrship

Unit 6. Planning,,the Marketing Strategy

Unit 7. Locating the BusineSs

Unit 8. Financing the Business k-

Unit 9. Dealing with Legal Issues

Unit 10. Complying with Government Regulations ,

Unit 11. Managing the Business

Unit 12., Managing Human Resources

Unit 13. Promoting the Business

Unit 14. Managing Sales fforts

Unit 15. Keeping the Business Records

Unit 16. Managing the Finances

Unit 17, Managing Customer Credit and Collections

Unit 18. Protecting the Business

Resource Guide

Instructors' Guide

PS

Level 1

Units on the above entrepreneurship topics are available at the following three levels:

Level thelps you understand the creation and operation,of a business
Level 2 prepares you to plan for e business in your future
Level 3 guides you in starting and managing your own busineis

The Ohio State University-
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