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FOREWORD
 

The United States Agency for International Development (U.S.AID) sponsored this 
project as part of the U.S.Congress initiative entitled Secure Eastern European Democracy
(SEED Act). This project is one of a number of university-based initiatives to provide education 
for university faculty in emerging countries about business management and economics in 
support of the newly established market economy. 

Since June of 1991, the Internationil Enterprise Academy at The Ohio State University
has worked cooperatively with the Solidarity Economic Foundation in Gdafisk, Poland, to 
facilitate the creation of three Polish-American Enterprise Institutes in connection with the 
universities in Bialystok, Poznai and Rzesz6w. In each site two coordinators and fifteen or 
more faculty members have established courses for business owners in Entrepreneurship,
Marketing. Management Finance. Strategic Planning. and Export-Import. In addition, we 
developed skills among the faculty for business advising in these areas and developed case 
studies of Polish entrepreneurs. 

The development of the six curriculum products took place over a two-year period and 
were the cooperative efforts of the coordinators from the Polish Institutes and the faculty from 
various American Unix ersities. We are indebted to the following people for their dedication, 
patience and understanding in addition to their outstanding expertise in the area. 

ENTREPRENEURSHIP Vicky Rash, The Ohio State University 
Andrzej Jurgilewicz, The Bialystok Business School 

MARKEING Gerald Hills, The University of Illinois at Chicago 
Walery Lach, Bogdan Sojkin Poznari Academy of 
Economics 

MANAGEMENT Eugene Gomolka, The University of Dayton 
Adam G6ral, The Maria-Sklodowska University 
in Rzesz6w 

FINANCE Lynn Neeley, Northern Illinois University 
Boguslaw Plawgo, The Bialystok Business School 

STRATEGIC PLANNING Randy Rollinson, The University of Illinois 
at Chicago 
Zdzislaw Krajewski and Bogdan Sojkin, Poznai 
Academy of Economics 
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EXPORT-IMPORT Martha Cotyper, The Ohio State University 
Krzysztof Kaszuba, Rzesz6w Polytechnic 

BUSINESS ADVISING Rodney Terminello, The Ohio State University 
Krzysztof Kaszuba, Rzesz6w Polytechnic 

CASE STUDIES OF POLISH ENTREPRENEURS 
Lisa Mazzei, The Ohio State University 
Alicja Zajaczkowska and Alicja Unterschuetz cf the 
Solidarity Economic Foundation 

In addition, we are deeply indebted to our counterpart staff at the Solidarity Economic 
Foundation: Miroslaw Mironowicz, Malgorzata Balkowska, Alicja Zajaczkowska, Alicja
Unterschuetz, Marcin Flisykowski and Hanna Litka. They contributed so much to the adaptation 
and translation of materials into Polish. 

The editors of these six curriculum products deserve spe ial thanks for two years of 
attention to detail and schedules that everyone thought was impossible. Both Piotr Koryiski and 
Elzbieta Jacowicz have masters degrees in economics from the University of Gdaisk in Poland. 
Since the beginning of this project, they have worked at The Ohio State University in an effort 
to make these curriculum products appropriate for use in their country. 

We also thank the secretaries in both countries and others who worked hard on these six 
very ambitious curriculum projects. At The Ohio State University we especially want to thank 
Barbara Rahe, Jeanne Thomas, Janet Ray, and Kathy Summerfield. In Poland, we want to thank 
Dagmara Topolewicz, Ewa Dratwa, Malgorzata Tyburczy, Edyta Rusin and Dorota 
Malaszkiewicz. 

Because these curriculum products include many copyrighted materials that we have 
obtained limited permission to use for this project, this product may not be published or used 
for other purposes without express permission from The Center on Education and Training for 
Employment at The Ohio State University. 

We believe that these materials will provide long-term benefits to the faculty for whom 
they were designed and the business owners who will participate in their courses. We hope that 
these American models of business training will make a difference in the communities where 
they are used and impact on their success in a market economy. 

M. Catherine Ashmore 

Director, International Enterprise Academy 
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INTRODUCTION 

Purpose 

The purpose of finance is to use an important resource, money, in the best way
possible. Why is finance important to a small business person or an entrepreneur? With 
good financial practices and methods, a small business person can make increased profits
without increasing sales, or decreasing quality of products, lowering the level of service. 
Good finance leads to economic growth and a higher standard of living. 

Finance enables small business persons to make decisions and to establish policies
that ensure efficient and effective allocation and acquisition of monies to support the 
business' success. The primary foci of finance are to regulate, monitor, evaluate, and 
forecast the flow of funds through a business. This course consists of a 40-hour training
module. For this program you wi!! develop the following competencies in the Finance 
Course: 

" To design and manage record keeping 

" To construct financial statements 

" To manage cash flows 

" To evaluate performance through ratio analysis 

* To evaluate performance through trend analysis 

" To evaluate performance through comparison of cash flow position and profit 
position
 

" To understand the tax system
 

" To establish and monitor tax strategies
 

* To know sources of tax law information
 

" To plan for the financial needs of your business
 

" To utilize all available sources of funds
 

" To illustrate the importance of the time value of money 

* To evaluate investments 
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Audience 

All types of businesses can use the techniques and methods described in these 
finance units. Those types of businesses would include service businesses, such as attorneys 
or hairdressers, as well as small manufacturers, retailers, and wholesalers. Clearly one 
exception would be the application of inventory analysis or performance standard to service 
types of businesses. Generalizations or rules usually have exceptions. 

Generally these finance units can benefit all business people, however, exceptions 
exist. Instructors may wish to compose elementary, intermediate, and advanced "menus" of 
finance units. For, instance, an advanced menu might not include the unit, "Record 
Keeping and Financial Statements." The instructor's objective should be to meet student 
(customer) needs in the best way. 
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RECORD KEEPING AND FINANCIAL STATEMENTS
 



UNIT 1
 

Title: RECORD KEEPING AND FINANCIAL STATEMENTS 

Purpose: This unit is designed to show participants basic record keeping techniques and 
to understand how and why financial statements are constructed and 
maintained. 

Objectives: To train participants to keep practical, useful 
participants to prepare financial statements 

records and to enable 

Materials: 

Transparency 1A Importance of Financial Records 
Transparency 1B The Accounting Equation 
Transparency 2 Double Entry Accounting System
Transparency 3 Assets, Liabilities, and Owners' Equity Defined 
Transparency 4 Phillips' Pharmacy Balance Sheet 1 through 7 and Income 

statement and Cash Position 
Transparency 5 Phillips' Pharmacy First Month's Transactions 
Transparency 6 Phillips' Pharmacy Ledger Accounts 
Transparency 7 Phillips' Pharmacy Balance Sheet, Income Statement, 

Funds Sources and Uses 1/31/19XX 
Transparency 8 Accounting Entries
 
Transparency 9 Sources and Uses of Funds
 
Transparency 10 Phillips' Pharmacy Second Month's Transactions
 
Transparency 11 Phillips' Pharmacy Ledger Accounts
 
Transparency 12A-B-C Phillips' Pharmacy Balance Sheet, Income Statement,
 

Funds Sources and Uses 2/28/19XX 
Transparency 13 Phillips' Pharmacy Trial Balance 
Transparency 14 Phillips' Pharmacy Post Closing Trial Balance 
Transparency 15A-B-C Corrales Men's Shoes, Inc. 
Transparency 16 Melissa's Health Food Store, Inc. 

Handouts: 

Handout 1A Importance of Financial Records 
Handout 1B Phillips' Pharmacy First Month Tiansactions 
Handout 2 Phillips' Pharmacy Ledger Accounts 
Handout 3 Accounting Entries 
Handout 4 Sources and Uses of Funds 
Handout 5 Phillips' Pharmacy Second Month's Transactions 
Handout 6 Phillips' Pharmacy Ledger Accounts 
Handout 7 Corrales Men's Shoes, Inc. 
Handout 8 Melissa's Health Food Store, Inc. 
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Class Exercises: 

Handout 1B Phillips' Pharmacy First Month Transactions 
Handout 2 Phillips' Pharmacy Ledger Accounts 
Handout 4 Sources and Uses of Funds 
Handout 5 Phillips' Pharmacy Second Month's Transactions 
Handout 6 Phillips' Pharmacy Ledger Accounts 
Handout 7 Corrales Men's Shoes, Inc. 
Handout 8 Melissa's Health Food Store, Inc. 

Product: 

Business records importance lists
 
Business ledger accounts
 
Business trial balance
 
Business balance sheet
 
Business income statement
 
Business sources and uses of funds statement
 

Assignment: 

Compile Reasons to Assemble Good Financial Records 
Construct Phillips' Pharmacy Ledger Accounts, first month 
Complete Phillips' Pharmacy Ledger Accounts, second month 
Tabulate Phillips' Pharmacy Trial Balance 
Compose Phillips' Pharmacy Balance Sheet, Income Statement and Sources and 

Uses of Funds Statement 

Notes to Instructor: 

If possible, participants should be advised to bring a hand calculator to class with 
them. A pencil or pen and paper is sufficient, but a calculator will save time. 

This unit should be adjusted to the level of sophistication of the participants. For 
some people the material will contain completely new concepts; for others 
much of the material may be simple. 

Phillips' Pharmacy provides comprehensive examples that continue throughout 
several of the finance units. The Phillips' Pharmacy examples show actual 
account balances and financial statements. Other shorter, simpler examples
have been provided as well. Either set of examples can be used; it is not 
required to incorporate both into this unit. Although Phillips' Pharmacy is 
a retail business, the concepts and techniques presented apply to service 
businesses as well. 

Some participants way attend this session so that they can understand what their 
accountants are or should be providing to them as entrepreneurs. 

3 



A statement of sources and uses of funds could be a new concept even for those 
who are experienced with bookkeeping and accounting. 

All examples of financial statements can be presented in a Polish format, a 
United States format, or both formats may be shown for illustrative purposes.
Some entrepreneurs may wish to become familiar with the United States 
formats in order to evaluate possible joint ventures, partnerships, or export 
arrangements. 

All record keeping and financial statement examples have been based on double 
entry bockkeeping. If the irtructor wishes to present single entry 
bookkeeping, Polish examples should be incorporated into the class. 

The accrual accounting method has been shown in this material. Cash method 
is another method of accounting that instructors may wish to explain and 
provide direction and/or examples. 

Instructors should adjust times to meet the needs of their participants. 

Instructors should provide the summary remarks and preview the next unit. 

Estimated time: 

Double entry bookkeeping 30 minutes 
Record keeping use for information 30 minutes 
Class break 30 minutes 
Trial Balance Computation 45 minutes 
Balance Sheet Construction 90 minutes 
Lunch break 90 minutes 
Iicome (Earnings) Statement Construction 90 minutes 
Sources and Uses of Funds 75 minutes 

Waedt, Fred. Part I - "Building and understanding financial statement.' Financial Management for Small Business. Small Business 
Development Center, University of Wisconsin, p. I. a Ths University of Wisconsin System. Translated and used with permission. 
Siropolis, N. C. Small Business Management, 4rd ed. Houghton Mifflin Company, p. 329. 0 1990 by Houghton Mifflin Company. 
Translated and used with permission. 
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Unit 1 

Content 

Introduction 

Record keeping and financial statements 
are frequently overlooked by entrepre­
neurs. However, these are very important 
foi- many reasons including: planning, 
measuring performance, controlling 
problems, and acquiring outside funding. 

Three primary points substantiate the 
extreme importance of financial record 
keeping: (a) they enable the small busi­
ness person to improve or refine perfor­
mance and efficiency; (b) they convince 
potential investors of historic performance 
and future potential; and (c) they validate 
the correctness of tax payments. Each of 
these points deserves a more detailed 
explanation. 

Monitor progress! The survival of your 
business may depend on this. If the busi­
ness performance is followed with care, 
problems may be anticipated. At the very 
least problems may be found and solved 
more rapidly. To find a problem before 
it becomes a disaster is important. Prob­
lems can be solved; disasters can only be 
mourned. 

Convince potential investors or partners of 
you and your business abilities! You will 
be asking these people to invest part of 
their money or their future with you. This 
is a great request and possible commit­
ment. What would a person find it neces­
sary to do to convince you to give them 
money willingly? What must 

bankers, 
partners, 
stockholders, or 
bondholders 

Process 

Make the three points of improved perfor­
mance, a demonstratable track record and 
potential, and tax audit defense forcefully. 
(Polish tax police will probably become 
more active and demanding as business 
activity increases.) 

Show TP 1A and distribute HO 1A. 

Expand the points on HO 1A and encour­
age discussion. Some participants may be 
willing to tell of experiences that they or 
their friends have had in these areas. 

think of a request for money or commit­
ments that has been based on little or no 
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Unit 1 

Content 

evidence? Evidence is shown in financial 
records. Those records can demonstrate 
past, current, and possible future 
performance. 

Finally, as your friends in the U.S. know, 
the tax police are a factor to be respected. 
Most probably the tax police will become 
more 

active,
 
persistent, and
 
demanding!
 

Financial records are a reliable method 
for protecting your interests and the well 
being of your business against over zeal­
ous tax police. 

All materials in this course are based on 
double-entry booking and use of the 
accrual method of accounting. Double-
entry bookkeeping simply means that a 
business' asset must equal the total of the 
liabilities and the owners' equity. What 
are assets, liabilities, and owners' equity? 
Assets are things of monetary value that 
the business controls. Liabilities are 
debts. Owners' Equity is the claim on 
assets by the owners minus the claims on 
those same assets by the creditors. Accru­
al accounting method allows a business 
person to show, or account for, items such 
as depreciation, prepaid expenses, and 
accrued expenses. 

(Exercise instructor preferences with the 
following materials.) 

To illustrate these ideas we will use 
(Phillips' Pharmacy' or the combination 
of Corrales Men's Shoes, Inc.' and 
Melissa's Health Food Stores, Inc.'). 
NOTE: The instructor should decide 
which transparencies and handouts to use. 

Process 

Define accrual and cash accounting meth­
ods. Also define double-entry bookkeep­
ing, asset, liability, and owners' equity. 
Explain that this course (all 6 units) is 
based on accrual method and double entry 
bookkeeping. 

Introduce these ideas using TP 1-4. 

Highlight how a new business builds a 
balance sheet with either TI' 4 or TP 15. 

Distribute HO 7 if Corrales Men's Shoes, 
Inc. has been chosen. Read through the 
descriptions to the class that are in the 
case. 
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Unit 1 

Content Process 

As you can see, a business' activity is 
shown directly on the balance sheet. It is 
a "photograph" of a company at an instant 
in time. 

If Phillips' Pharmacy has been chosen, 
read through steps 1-7 that accompany 
these handouts. 

Here you can see three different financial 
statements that businesses construct so 
that their condition can be accurately 
shown on paper. 

Show this point with either TP 4 or TP 
15. NOTE: Corrales only shows two 
statemen's, an income statement and a")alance shee:. 

As you can see, the financial 
are related to one another, 

statements 
Discuss the illustrative finctions of 
financial statements and the relationships 
between the statements. 

To clearly understand how the statements 
are each composed and how they are 
related to one another, we will list 
common transactions in ledger accounts. 

A. Recording Business Ledger Accounts 

Choose either Phillips' Pharmac,, or 
Melissa's Health Food Store to eAplain
this section. 

Introduce thee concepts with either TP 5 
and 6 or TP 16. 

Show TP 8 to explain accounting conven­
tions (debits and credits). 

By recording the transactions in ledger or 
'T' accounts, the information can be 
sorted in a systematic manner. For exam­
ple, all transactions affecting the cash 
account will be recorded in the cash 
account--increases on the left side and 
decreases or the right side--which can be 
totaled and summarized on a periodic 
basis. The same is true for each of the 
remaining accounts. It issimply too 
cumbersome to record all of the transac­
tions directly in the balance sheet as was 
done in the previous example for Phillips' 
Pharmacy (TP 4). 

Distribute either HO 1B and 2 or HO 8. 

It may be useful to show TP 8 again and 
have students refer to it while working 
with their T' accounts. This is the trans­
parency that explains debits and credits. 
Your group of participants may or may 
not need this help. 
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Unit I 

Content Process 

Accounting convention requires that cer­
tain rules be followed when recording 
transactions in ledger or 'T' accounts. 
Now please take some time and put these 
transactions into the appropriate 'T' 
accounts. Distribute HO 3. 

Now that you have posted the business' 
transactions, remember that we use the 
accrual basis of accounting. Not all the 
transactions increased or decreased that 
amount of cash the business has. How do 
we assess the business' '-ash position, i.e., 
how much cash do we have? 

Ask participants to post transactions to 'T' 
accounts before beginning part B. 

Show TP 9 to explain the general 
categories of sources and uses of funds. 

Distribute HO 3. 

Now let us take what ,,e have completed 
and assemble a trial balance. 

Ask participants to post transactions to 'T' 
accounts before beginning part B. 

Show TP 9 to explain the general categor­
ies of sources and uses of funds. 

Of course the trial balance is just an 
intermediate step that will enable us to 
construct a balance sheet, an income 
statement and a funds sources and uses 

Distribute and discuss HO 4. 

statement. When the discussion of sources and uses 
of cash has concluded, the instructor has 
one of two choices. If the PhilLps' 
example was chosen, distribute HO 5 and 
6 while displaying TP 10 and 11. These 
show a second month of transactions for 
Phillips'. Now, lead the group into 
assembling a trial balance for either 
Phillips' and Melissa. 

If Phillips' has been chosen, illustrate this 
point with TP 12. 

B. Computing a Business Trial Balance 

As you can see the balance shown in the 
'T' accounts can be used to construct your 
trial balance. Notice that the amounts 
shown in each category correspond to the 

Introduce the trial balance idea with TP 
13 (Phillips') or construct one for the 
participants with the data in the Melissa 
example. 
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Unit 1 

Content 	 Process 

balances in your 'T' accounts. Also notice Go over each figure in the trial balance to 
that the debits equal the credits. Two be certain that all participants understand 
more step should be taken before compos- where the figures came from. 
ing the other financial statements. 

1. 	You or your accountant must prepare
"adjusting entries." These are the
 
entries needed to bring the accounts
 
up to date for items such as deprecia­
tion expense, interest expense, and
 
accrued payroll.
 

Once the adjusting entries have oeen re- Show the participants one or two exam­
corded, you or the accountant will again ples of typical closing entries so that they 
prepare a trial balance. The last step will understand the principals involved. 
before constructing the financial state­
ments is to make the closing entries to
 
eliminate the balances in the revenue,
 
expense, and drawing accounts. The net
 
result of the transactions affecting reve­
nues and expenses must be summarized or

"closed" into the owners' equity account. 
The amount that is summarized or closed Illustrate the Post Closing Trial Balance 
should represent the profit or loss earned with TP 14. 
by the company since the last time the 
"books were closed." If the owner has 
withdrawn any amounts fi-om the business, Discuss the Post Closing Trial BaX..nce. 
these withdrawals would be recorded as 
reductions in cash (right-hand entries) and 
increases in the drawing account (left­
hand entri!3s). Therefore, the equity 
account balance will change to reflect the 
profit or loss earned by the company and 
any withdrawals made by the owners. 

2. 	 You or your accountant must make the 
closing entries outlined above. Now 
you have a post closing trial balance 
and are ready to prepare the financial 
statements. 

C. 	Constructing a Business Balance Sheet Display TP 12 again to illustrate the 
balance sheet as it is discussed. 

After making the appropriate entries, it is 
relatively easy to prepare a balance sheet 
and an income statement. The balance 
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Unit 1 

Content 

sheet is a listing of the assets, liabilities, 
and equity accounts in a format that 
shows the equality of assets to the liabili-
ties plus owners' equity. In one common 
format the assets are listed on the left-
hand side of a balance sheet, and the lia-
bilities and equities are on the right-had 
side of the balance sheet. 

D. 	Composing a Business Iicome 
Statement
 

The income statement is a summary of 
the operating transactions which have 
affected the net change in ownership. It 
does not show how assets or liabilities 
changed between balance sheet dates. 
Sales are recorded as credits in as much 
as they increase "ownership." The cost of 
sales decrease ownership and are recorded 
as debits. Expenses are broken down into 
many different types to give the entrepre-
neur a useful record of what types of 
expenses are being incurred. As a result, 
even a relatively small business requires a 
r latively large number of accounts. 

E. 	 Completing a Business Sources and 
Uses of Funds Statement 

It is not unusual for the changes in a 
company's cash account to be quite dif-
ferent than the reported accounting profit. 
To analyze why accounting profits and 
changes in the cash account are not the 
same, it is necessary to prepare a state­
ment of sources and uses of funds. This 
statement may take on several different 
formats; however, the objective is "o find 
out where funds came from and where 
funds were used. 

Process
 

Discuss the format of the balance sheet 
and how the amounts shown in the 
balance sheet correspond to the summary 
of each 'T' account. 

Continue to display TP 12 to illustrate the 
Income Statement as it is discussed. 

Discuss the format of the Income 
Statement and how the amounts shown in 
the Income Statement correspond to the 
summary of each 'T' account. 

Continue to display TP 12 to illustrate the 
Sources and Uses of Funds Statement as 
it is discussed. 

TP 9 should be shown again to refresh the 
participant's memories. 

Discuss the format of the Sources and 
Uses of Funds statement and how the 
amounts shown in the Sources and Uses 
of Funds statement correspond to the 
summary of each "T' account. 
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Unit 1 TP 1A 

FinancialRecord Importance 

A. Improve Performance and Efficiency 

1. Monitor piogress 

2. Anticipate or pinpoint problems 

3. Solve problems 

B. Convene Potential Investors or Partners 

1. Show past and current performance 

2. Demonstrate capabilities or potential 

C. Substantiate Correct Tax Payments 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 1. ©The University of Wisconsin 
System. Translated and used with permission. 
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Unit I TP 1B 

The AccountingEquation 

Accountants frequently talk about "balancing the books." This 
phrase has a very specific meaning which is expressed in the ACCOUNT-
ING EQUATION: 

Assets (A) = Liabilities (L) + Owners' Equity (OE) 

Owners' Equity = Assets - Liabilities 

Assets = Liabilities + Owners' Equity 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 2 & 3. QThe University of Wisconsin 
System. Translated and used with permission. 
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Unit I TP 2 

Recording Transactions in a Double
 
Entry Accounting System
 

When an asset increases, there must be a corresponding increase in 
liabilities or increase in owners' equity or decrease in another asset. 

When assets in total decrease, liabilities must decrease or owners' 
equity must decrease. 

When ownership increases, either assets increase or liabilities 
decrease. 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 4. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit I TP 3 

Assets - things of monetary value that are under the legal 
control of a business entity (examples include 
cash, accounts receivable, inventory, land, and 
buildings) 

Liabilities - debts owed by the businoss (examples include 
accounts payable, taxes owed, short-term loans, 
and mortgages) 

Owner' Equit - the claim on assets by the owners calculated as the 
assets minus liabilities (liabilities are the claims on 
assets by the creditors) 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 3. 0 The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 TP 4A 

1. 	 A new pharmacy is started by Pete Phillips with an investment of 
$58,000. The cash is placed in the company checking account at a 
local bank. Assets are increased from $0 to $58,000 and the owner' 
equity is increased from $0 to $58,000. 

The 	balance sheet then reads: 

Balance Sheet 1 

Assets Liabilities and Owner's Equity 

Cash $58,000 Pete Phillips, Capital $58,000 

2. 	 The new business purchases some merchandise for resale and pays 

$25,000 in cash. One asset is increased; another asset is decreased. 

BalanceSheet 2 

Assets 	 Liabilities and Owner's Equity 

Cash $33,000 
Inventory 25,000 P. Phillips, Capital $58.00 
Total $58.0 Total $58000 

3. 	 More merchandise for iesale is purchased on thirty-day terms. The 
invoice amount is $10,000. An asset is increased liabilities are 
increased from $0 to $10,000. 

Balance Sheet 3 

Assets 	 Liabilities and Owner's Equity 

Cash $33,000 Accounts Payable $10,000 
Inventory $35.0 P. Phillips, Capital um-
Total $58.00 Total $68,0M 

Waedt, Fred. Part 1 - "Building and understanding financial statement.' Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 4 & 5. 0 The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 TP 4B 

4. 	 A sale is made to a local hospital. Goods costing $10,000 are sold 
for $15,000. This type of transaction is handled in two parts; its"customer" aspect (A) and its "cost" aspect (B). 

A. 	 The sale is invoiced to the hospital. An asset is increased; 
ownership is increased. 

NOTE: Revenues and expenses (profits and losses) are not 
ordinarily placed in the balance sheet as shlox; in the following 
balance sheets. Instead, the net income (loss) is closed to the 
balance sheet when the books are closed. 

BalanceSheet 4-A 

Assets 	 Liabilities and Owner's Equity 

Cash $33,000 Accounts Payable $10,000 
Accounts Receivable 15,000 P. Phillips, Capital 58,000 
Inventory 35,000 Profit or Loss 15.000 
Total $83.000 Total $83,00 

B. 	 From a duplicate copy of the invoice, the bookkeeper has 
entered the cost of the sale. The inventory is decreased; 
ownership is decreased. 

Balance Sheet 4-B 

Assets 	 Liabilities and Owner's Equity 

Cash $33,000 Accounts Payable $10,000 
Accounts Receivable 15,000 P. Phillips, Capital 58,000 
Inventory 25,000 Profit or Loss 

Sales $15,000 
Less: Cost 

of Sales (10,000)
Total $73.000 Total $73,000 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 5. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit I TP 4C 

5. 	 Paid miscellaneous expenses of $4,000. As the asset cash is 
decreased; owner's equity is decreased. 

Balance Sheet 5 
Assets Liabilities and Owner's Equity 
Cash $29,000 Accounts Payable $10,000
Accounts Receivable 15,000 P. Phillips, Capital 58,000
Inventory 25,000 Profit or Loss 

Sales $15,000 
Less: Cost 

of Sales (10,000) 
Expense (4,000)

Total $69.00Q Total $69.000 

6. $8,000 is collected from the hospital. Cash is increased and accounts 
receivable is decreased. Notice that the totals remain the same. 

BalanceSheet 6 
Assets Liabilities and Owner's Equity 
Cash $37,000 Accounts Payable $10,000
Accounts Receivable 7,000 P. Phillips, Capital 58,000 
Inventory 

Total 

7. 	 If the books 
presented: 

Assets 

Cash 


25,000 Profit or Loss 
Sales 
Less: Cost 

of Sales 

$69.000 
Expense

Total 

$15,000 

(10,000) 
(4,000) 

$69,000 

are closed at this point, the balance sheet would be
 

Accounts Receivable 
Inventory 
Total 

BalanceSheet 7 
Liabilities and Owner's Equity 

$37,000 Accounts Payable $10,000 
7,000 P. Phillips, Capital 59,000 

25,000 
$69,000 Total $69.00 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small
Business. Small Business Development Center, University of Wisconsin, p. 6. 0 The University of Wisconsin 
System. Translated and used with permission. 
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Unit I TP 4D 

8. 	 The income statement for the period between balance sheet (1) and 
balance sheet (7) is: 

Phillips' Pharmacy
 
Income Statement
 

for the Month Ended January 1, 19XX
 

Sales 	 $15,000 
Cost 	of Sales (10,000) 
Gross Profit 	 $ 5,000 
Expense 	 (4,000) 

Net Income for Period 	 $ 1,000 

Such 	a statement might be prepared to show why the cash balance 

declined from $58,000 to $37,000. 

Analysis of Changes in the Cash 

Balance Sheet changes tending to increase cash: 

Net income for period $1,000 
Increase in accounts payable 10,QQ $11000 

Balance Sheet changes tending to decrease cash: 

Increase in accounts receivable $ 7,000 
Increase in inventory 25,000 $32.00 

Net changes tending to decrease cash: $21.000 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 7. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 TP 5 

Transactions During Fist
 
Month of Operations
 

A. Deposited $58,000 into a checking account in the name of the 

business, Phillips' Pharmacy. 

B. 	 Purchased merchandise for resale for $25,000 and paid cash. 

C. 	 Purchased merchandise for resale for $10,000, by asking to be billed 
for the purchase by the vendor. 

D. 	 Sold on account merchandise costing $10,000 to a hospital for 
$15,000. 

E. 	 Paid miscellaneous expenses of $4,000 during the first month of 
operations to get the store opened and running. 

F. 	 In this example, the collection of $8,000 from the hospital will be 
ignored. Later, this difference will be analyzed in terms of its 
impact, or lack of impact, on net income and changes in the cash 
balance. 

Other Instructions 

G. 	 Close temporary accounts to the income summary account. 

H. 	 Transfer profit or loss to capital account. 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 10. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 TP 6 

LedgerAccounts for Phillips'Pharmacy 

Balance Sheet Accounts Temporary Accounts 

CASH ACCOUNTS PAYABLE SALES 

ACCTS. RECEIVABLE NOTES PAYABLE COST OF SALES 

INVENTORIES P. PHILLIPS, CAP. EXPENSES 

P. PHILLIPS, DRAWING INCOME SUMMARY
 

Waedt, Fred. Part 1 - "Building and understanding financial staterent." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 11. ( The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 TP 7 

BalanceSheet 7 

Assets Liabilities and Owner's Equity 

Cash 
Accounts Receivable 

$37,000 
7,000 

Accounts Payable 
P. Phillips, Capital 

$10,000 
59,000 

Inventory 25.000 
Total $69.000 Total $69.QQ 

Philips'Phanmna 
Income Statement 

for the Month EndedJanuary 1, 19XX 

Sales $15,000 
Cost of Sales (10,000)
Gross Profit $ 5,000 
Expense (4,000) 

Net Income for Period $ 1,000 

Analysis of Charigesin the CashPosition 

Balance Sheet changes tending to increase cash: 

Net income for period $1,000 
Increase in accounts payable 10.000 $11,000 

Balance Sheet changes tending to decrease cash: 

Increase in accounts receivable $15,000 
Increase in inventory 2QQ0 $40,000 

Net changes tending to decrease cash: $29.00 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 14. QThe University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 TP 8 

Accounting convention requires that certaii rules be followed when 
recording transactions in ledger or "T"accounts: 

Asset Rule.- Increases are recorded on the left (debit) side of the 
accounts and decreases are recorded on the right (credit) side. 

Liability Rule. Increases are recorded on the right (credit) side 
of the accounts and decreases are recorded on the left (debit) 
side. 

Equity Rule. Increases are recorded on the right (credit) side 
and decreases in equity accounts are recorded on the left (debit) 
side. 

Reveite Rule: Increases are recorded on the right (credit) side 
and decreases are recorded on the left (debit) side. 

Expenses: Increases are recorded on the left (debit) side and 
decreases are recorded on the right (credit) side. The same is 
true for the owner's drawing account. 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 12. © The University of Wisconsin 
System. Tranzlated and used with permission. 
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Unit 1 TP 9 

Sources 
1. Increases in a liability or capital account such as: 

a. An increase in accounts payable 
b. An increase in accrued wages or accrued taxes 
c. An increase in notes payable 
d. An increase in P. Phillips, Capital 

2. Decreases in asset accounts such as: 
a. A decrease in inventories 
b. A decrease in accounts receivable 
c. A decrease in fixed assets such as land or buildings 

Uses 
1. Decreases in claims against assets 

a. A decrease in accounts payable
b. A decrease in accrued wages or accrued taxes 
c. A decrease in notes payable 
d. A decrease in P. Phillips, Capital 

2. Increases in asset accounts 
a. An increase in inventories 
b. An increase in accounts receivable 
c. An increase in fixed assets such as land or buildings 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 15. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit I 	 TP 10 

TransactionsDuringThe Second Month of Operations 

A. 	 Paid part-time clerks $650 for wages during the month. 

B. 	 Paid for the $10,000 of merchandise purchased on account in the first month of 
operations. 

C. 	 Purchased a micro-computer and related software for $7,50 to be used for 
accounting records, payroll records, inventory management, etc. Paid $2,500 cash 
and borrowed $5,000 from the local bank on a 120 day note at 14 percent 
interest. The note is dated the first of the Inonth. 

D. 	 Purchased a delivery vehicle for $9,500 cash on the first of the month. 

E. 	 Cash sales during the month totaled $11,500 and credit sales totaled $6,150. The 
total cost of goods sold was $12,350. 

F. 	 Merchandise purchased during the month totaled $42,000 of which $15,000 was 
paid for and $27,000 was on account. 

G. 	 Paid monthly rent of $675, advertising of $500, utilities $250, and other 
miscellaneous expenses of $150. 

H. 	 Pete Phillips withdrew $1,200 from the business for personal living expenses. 

I. 	 Collected $8,500 due on account from last month's credit sales to the local 
hospital. 

OtherInstructions 

J. 	 Enter the increases and decreases into the 'T' accounts. 

K. 	 Prepare a trial balance. 

L. 	 Prepare the necessary adjusting entries for interest expense and depreciation 
expense. 

M. 	 Prepare an adjusted trial balance. 

N. 	 Prepare closing entries. 

0. 	 Prepare a balance sheet, income statement, and reconcile the difference between 
the change in the cash balance and the accounting profits. 

Waedt, Fred. Part 1 - "Building and !,,nderstanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 16. ©The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 TP 11 

BALANCE SHEET ACCOUNTS TEMPORARY ACCOUNTS 

CASH ACCOUNTS PAYABLE SALES 

ACCRUED WAGES COST OF SALES 
ACCTS. RECEIVABLE 

I 
INVENTORIES ACCRUED INTEREST EXPENSES 

OFFICE EQUIP. NOTES PAYABLE
INCOME SUMMARYf 


ACCUM. DEPT.-OFFICEI P. PHILLIPS, CAPITAL 

DELIVERY EQUIP. 
P. PHILLIPS, DRAWING 

ACCUM. DEPR.-DELIV.I 
Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small Business. Small Business 
Development Center, University or Wisconsin, p. 17. 0 The Univer.mity of Wisconsin System. Translated and used with permission. 
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Unit 1 TP 12A 

PhiO~s'Phannacy
 
Balance Sheet
 

End of Month Two
 

Current Assets 

Cash 
Accounts Receivable 
Inventories 

Total Current Assets 

Fixed Assets 

Office Equipment 
Less: Accum. Depr.-

Office 
Delivery Equipment 

Less: Accum. Depr.-
Deliv. 

Total Fixed Assets 

Total Assets 

$ 8,575 
12,650 
54,650 

$75,875 

$ 7,500 

(100) 
9,500 

(125) 
$16,775 

$92,65 

Current Liabilities 

Accounts Payable $27,000 
Accrued Wages 150 
Accrued Interest 58 
Notes Payable 5000 

Total Current Liab.$32,208 

Owner's Equity 

P. Phillips, Cap. 
Beg. of Month $59,000 

Plus: 	Net Income 2,642 
Less: Withdrawals (1,200) 
P. Phillips, Cap. 

End of Month 60,442 

Total Liab & Equity $92,650 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin. ©The University of Wisconsin System. 
Translated and used with permission. 
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Unit 1 TP 12B 

Phillps' Phama 
Income Statement 

ForThe Second Month 

Sales $17,650 

Less: Cost of Goods Sold 12,350 

Gross Profit 5,300 

Less: Expenses 2,658 

Net Income $ 2,642 

Waedt, Fre.d. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin. Q The University of Wisconsin System. 
Translated and used with permission. 
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Unit 1 

Sources 

1. 	 Increases in a liability or capital account such as: 
a. 	 An increase in accounts payable 
b. 	 An increase in accrued wages or accrued interest 
c. 	 An increase in notes payable 
d. 	 An increase in P. Phillips, Capital 

2. 	 Decreases in asset accounts such as: 
a. 	 A decrease in inventories 
b. 	 A decrease in accounts receivable 
c. 	 A decrease in fixed assets such as land or 

buildings 

TOTAL SOURCES 

Uses 

1. 	 Decreases in liabilitiess 
a. 	 A decrease in accounts payable
b. 	 A decrease in accrued wages or accrued taxes 
c. 	 A decrease in notes payable 
d. 	 A decrease in P. Phillips, Capital 

2. 	 Increases in asset accounts 
a. 	 An increase in inventories 
b. 	 An increase in accounts receivable 
c. 	 An increase in fixed assets such as land or 

buildings 

TOTAL USES 

NET SOURCES (USES) 


TP 12C
 

$17,000 
208 

5,000 
1,442 

2,350 

$26,000 

29,650 

16,775 

$46,425 
$(20,425) 

Wa-,dt, Fred. Part 1 - "Building and understanding fmancial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin. QThe University of Wisconsin System.
Translated and used with permission. 
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Unit I TP 13 

Phillips' Pharmacy 
Trail Balance 

End of Month Two 

DEBITS CREDITS 

Cash $ 8,575 $ 
Accounts Receivable 12,650 
Inventories 54,650 
Office Equipment 7,500 
Accumulated Depr. - Office Equipment 
Delivery Equipment 9,500 
Accumulated Depreciation 
Accounts Payable 

- Deliv. Eq. 
27,000 

Accrued Wages
Notes Payable 5,000 
P. Phillips, Capital 59,000 
P. Phillips, Drawing 1,200 
Sales 17,650 
Cost of Goods Sold 12,350 
Expenses 2X225 

TOTALS $108.650 $108.650 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin. Q The Ur.'versity of Wisconsin System.
Translated and used with permission. 
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Unit 1 TP 14 

Phillips"Pharmacy
 
Post Closing Trial Balance
 

For The End of Month Two
 

DEBITS CREDITS 

Cash $ 8,575 $ 
Accounts Receivable 12,650 
Inventories 54,650 
Office Equipment 7,500 
Accumulated Depr. - Office Equipment 100 
Delivery Equipment 9,500 
Accumulated Depreciation - Deliv. Eq. 125 
Accounts Payable 27,000 
Accrued Wages 150 
Accrued Interest 58 
Notes Payable 5,000 
P. Phillips, Capital 60,442 

TOTALS $92,875 $92,875 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin. © The University of Wlt consin System. 
Translated and used with permission. 
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Unit 1 TP 15A 

Example: An entrepreneur, George Corrales, is about to lease space in 
a shopping center to sell men's shoes. On February 1, he deposits $20,000 
in a bank account opened in the name of his venture: Corrales Men's 
Shoes, Inc. His beginning balance sheet appears in Exhibit 11.6. 

CorralesMen's Shoes, Inc.: BalanceSheet (Februay 1, 1985) 
Assets 	 Equities 

Cash $20,000 	 Owners' equity $20,000 
This balance sheet says the venture has assets of $20,000 cash, with Mr. 
Corra!es, as the sole shareholder, having a 100 percent claim against that 
cash. On February 2, he borrows $10,000 from a commercial bank. His 
new balance sheet appears in Exhibit 11.7. This balance sheet says the 
venture has assets of $30,000 cash. Now the bank has a one-third claim 
against total assets and the entrepreneur a two-thirds claim. On February 
3, the entrepreneur buys 400 pairs of shoes from a supplier for $10,000 
cash. His new balhnce sheet appears in Exhibit 11.8. 

CorralesMen's Shoes, Inc.: Balance Sheet (February2, 1985) 
Assets 	 Equ~ities 

Cast, $30,000 	 Bank loan $10,000 
Owners' equity 20,000 

$30.000 	 $30,000
 
Coraes Men's Shoes, Inc.: Balance Sheet (February3, 1985) 

Assets 	 Equities 

Cash $30,000 	 Bank loan $10,000
Inventory 10,000 	 Owners' equity 20,000 
Total $30,000 	 Total $30,000 
Note that the right-hand side of the balance sheet did not change between 
February 2 and 3. Only the left-hand side changed. The entrepreneur
simply exchanged one asset--cash-for another--inventory--and received as 
much as he gave up. The key point here is that he really is no better off 
today than yesterday, because his equity of $20,000 remains unchanged. 
On February 4, the entrepreneur sell 10 pairs of shoes for $1,000 cash. 
His new balance appears in Exhibit 11.9. 

Siropolis, N. C. Small Business Management, 4th ed. Houghton Mifflin Company, p. 329. 0 1990 by Houghton Mifflin Company. 
Translated and used with permission. 
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Unit 1 TP 15B 

Corrales Men's Shoes, Inc.: BalanceSheet (February4, 1985) 

Assets Equities 

Cash $21,000 Bank loan $10,000 
Inventory 9.500 Owners' equity 

Common stock $20,000 
Retained 

earnings 500 20.500 
Total $30,500 Total $30,50 

Note that the entrepreneur's equity has increased by $500, to $20,500 
because he made some profitable sales. He sold shoes that had cost him 
$500 for $1,000--a 100 percent markup--giving him a profit of $500. His 
new income statement (is shown in Exhibit 11.10). 

CorralesMen's Shoes, Inc.: Income Statement (forfour days 
ending Februai, 4, 1985) 

Sales revenues $1,000 
Cost of goods sold 500 
Gross profit $5 

How Income Statement Ties into Balance Sheet 

Balance sheet Income statement 

(February 4, 1985) (for four days ending 
February 4, 1985) 

Cash 
Inventory 
Total assets 

$21,000 
9.500 

$30.500 
Sales revenues 
Cost of goods sold 

$1,000 
50 

Gross profit $ 500 

Equities 

Bank loan 
Owners' equity 

Common stoc
Retained earn

Total equities 

k 
ings 

$20,000 
50 

$10,000 

20,500 
$30,500 

Siropolis, N. C. Small Business Management, 4th ed. Houghton Mifflin Company, p.330. 0 1990 by Houghton Mifflin Company. 
Translated and used with permission. 
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Unit 1 7P 15C 

Turning to Exhibit 11.11, note how the income statement in Exhibit 11.10 
ties into the February 4 balance sheet in Exhibit 11.9. The income state­
ment gives the details behind the changes that have take.' place within 
the category of the balance sheet called retained earnings. 

Without the income statement, the entrepreneur might never know what 
his sales revenues and operating expenses are. He also might never know 
what his profits are. For example, he paid himself a $500 cash diVidend 
on February 5, and his new balance appears in Exhibit 11.12. At first 
glance, this balance sheet suggests that the entrepreneur made no profit. 
As we know, his profits were $500 on revenues of $1,000. The net change 
in retained earnings is recorded as zero because he paid himself a $500 
cash dividend, as shown by his new income statement (see Exhibit 11.13). 

Corrales Men's Shoes, Inc.: Balance Sheet (February 5, 1985) 

Assets 
Cash $20,500 

Equities 
Bank loan $10,000 

Inventory 9,500 Owners' equity 
Common stock $20,000 
Retained 

earnings 0 20,000 
Total $3000 Total $30,000 

CorralesMen's Shoes, Inc.: Income Statement (forfive days 
ending February5, 1985) 

Sales revenues $1,000 
Cost of goods sold 500 
Gross profit $ 500 
Dividends 500 
Added to retained earnings $ 0 

Although the balance sheet tells the entrepreneur that his worth is ;;20,000, 
this is true only on paper. The true worth of his venture cannot be known 
until he tries to sell out. His venture could be worth more or less than 
$20,000, depending on what a prospective buyer is willing to pay. This is 
an important point, because entrepreneurs often believe that balance 
sheets report the real worth of their ventures. Accountants do not try to 
measure what a venture is worth, unless the entrepreneur wants to sell out. 

Siropolis, N. C. Small BusinessManagement, 4th ed. Houghton Mifflin Company, p. 330 & 331. 0 1990 by Houghton Mifflin Company. 
Translated and used with permision. 
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Unit I TP 16 

Melissa's Health Food Store, Inc. 

Tomorrow, Melissa Moran will open a new health food store. She plans 
to z11"foods the way nature made them." In preparing for the opening, 
she has already spent these sums of money: 

$11,000 	 for equipment 
10,300 for inventory 

700 for advertising and publicity 
400 for legal and accounting services 
400 for lease deposit 
200 for licenses and permits 

The company's bank balance is $2,000. 

Question 	 Prepare a beginning balance sheet, assuming that Mrs. Moran 
and her co-investors bought $25,000 worth of common stock. 

A month later, Mrs. Moran took pride in her performance.
Her revenues reached $8,000 and her expenses totaled $7,600. An expense 
breakdown follows: 

$5,400 for cost of health foods sold 
1,200 for salaries (including Mrs. Moran's) 

400 for rent 
200 for advertising 
200 for utilities 
200 for other expenses 

Question 	 Prepare an income statement for Mrs. Moran's first month of 
business. 

Siropolis, N. C. Small Business Management, 4th ed. Houghton Mifflin Company, p. 345. C 1990 by Houghton Mifflin Company.
Translated and used with permission. 

34
 



Unit 1 	 HO 1A 

FinancialRecord Importance 

A. 	 Improve Performance and Efficiency 

1. 	 Monitor progress or regression 

2. 	 Anticipate oi pinpoint problems 

3. 	 Solve p1oblems effectively 

B. 	 Convince Potential Investors or Partners 

Bankers 
Joint Venture Partners 
Stockholders or Bondholders 
Import/Export Partners 

1. 	 Show past and current performance 

2. 	 Demonstrate current capabilities and future potential 

C. 	 Substantiate Correct Tax Payments for Increasingly Persistent 
and Ruthless Tax Police 

Waedt, Fred. Part 1 - "Building and understanding Financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 1. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit I HO 1B 

Transactions During First
 
Month of Operations
 

A. 	 D,.posited $58,000 into a checking account in the name of the 

business, Phillips' Pharmacy. 

B. 	 Purchased merchandise for resale for $25,000 and paid cash. 

C. 	 Purchased merchandise for resale for $10,000, by asking to be billed 
for the purchase by the vendor. 

D. 	 Sold on account merchandise costing $10,000 to a hospital for 
$15,000. 

E. 	 Paid miscellaneous expenses of $4,000 during the first month of 
operations to get the store opened and running. 

F. 	 In this example, the collection of $8,000 from the hospital will be 
ignored. Later, this difference will be analyzed in terms of its impact, 
or lack of impact, on net income and changes in the cash balance. 

Other Instructions 

G. 	 Close temporary accounts to the income summary account. 

H. 	 Transfer profit or loss to capital account. 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 10. 0 The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 HO 2 

LedgerAccount for Phillips' Phamacy 

BALANCE SHEET ACCOUNTS TEMPORARY ACCOUNTS 

CASH ACCOUNTS PAYABLE SALES 

ACCOUNTS 

RECEIVABLE NOTES PAYABLE COST OF SALES 

INVENTORIES P. PHILLIPS, CAP. EXPENSES 

P. PHILLIPS, DRAWING INCOME SUMMARI 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Basiness. Small Business Development Center, University of Wisconsin, p. 11. © The University of Wisconsin 
System. Translated and used with permission. 
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Unit I HO 3 

Accounting convention requires that certain rules be followed when 
recording transactions in ledger or 'T' accounts: 

Asset Rule.- Increases are recorded on the left (debit) side of 
the accounts and decreases are recorded on the right (credit) 
side. 

Liability Rule: Increases are recorded on the right (credit) side 
of the accounts and decreases are recorded on the left (debit) 
side. 

Equity Rule. Increases are recorded on the right (credit) side 
and decreases in equity accounts are recorded on the left (debit) 
side. 

Revenue Rule: Increases are recorded on the right (credit) side 
and decreases are recorded on the left (debit) side. 

Expenses: Increases are recorded on the left (debit) side and 
decreases are recorded on the right (credit) side. The same is 
true for the owner's drawing account. 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsia, p. 12. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 HO 4 

Sources 
1. Increases in a liability or capital account such as: 

a. 
b. 

An increase in accounts payable 
An increase in accrucd wages or accrued taxes 

c. An increase in notes payable 
d. An increase in P. Phillips, Capital 

2. Decreases in asset accounts such as: 
a. A decrease in inventories 
b. A decrease in accounts receivable 
c. A decrease in fixed assets such as land or buildings 

Uses 
1. Decreases in claims against assets 

a. A decrease in accounts payable 
b. A decrease in accrued wages or accrued taxes 
c. A decrease in notes payable 
d. A decrease in P. Phillips, Capital 

2. Increases in asset accounts 
a. An increase in inventories 
b. An increase in accounts receivable 
c. An increase in fixed assets such as land or buildings 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 15. Q The University of Wisconsin 
System. Translated and used with permission. 
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Unit I HO 5 

TransactionsDuring The Second Month of Operations 

A. 	 Paid part-time clerks $650 for wages during the month. 

B. 	 Paid for the $10,000 of merchandise purchased on account in the first month of 
operations. 

C. 	 Purchased a micro-computer and related software for $7,500 to be used for 
accounting records, payroll records, inventory management, etc. Paid $2,500 cash 
and borrowed $5,000 from the local bank on a 120 day note at 14 percent
interest. The note is dated the first of the month. 

D. 	 Purchased a delivery vehicle for $9,500 cash on the first of the month. 

E. 	 Cash sales during the month totaled $11,500 and credit sales totaled $6,150. The 
total cost of goods sold was $12,350. 

F. 	 Merchandise purchased during the month totaled $42,000 of which $15,000 was 
paid for and $27,000 was on account. 

G. 	 Paid monthly rent of $675, advertising of $500, utilities $250, and other 
miscellaneous expenses of $150. 

H. 	 Pete Phillips withdrew $1,200 from the business for personal living expenses. 

I. 	 Collected $8,500 due on account from last month's credit sales to the local 
hospital. 

OtherInstructions 

J. 	 Enter the increases and decreases into the 'T' accounts. 

K. 	 Prepare a trial balance. 

L. 	 Prepare the necessary adjusting entries for interest expense and depreciation 
expense. 

M. 	 Prepare an adjusted trial balance. 

N. 	 Prepare closing entries. 

0. 	 Prepare a balance sheet, income statement, and reconcile the difference between 
the change in the cash balance and the accounting profits. 

Waedt, Fred. Part 1 - "Building and understanding financial statement." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 16. ©The University of Wisconsin 
System. Translated and used with permission. 
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Unit 1 HO 6 

BALANCE SHEET ACCOUNTS TEMPORARY ACCOUNTS 

CASH ACCOUNTS PAYABLE SALES 

ACCRUED WAGES COST OF SALES 
ACCTS. RECEIVABLE 

INVENTORIES ACCRUED INTEREST EXPENSES 

OFFICE EQUIP. NOTES PAYABLE 

INCOME SUMMARYI 

ACCUM. DEPT.-OFFICE 

P. PHILLIPS, CAPITAL 

DELIVERYJEQUIP. 
P. PHILLIPS, DRAWING 

ACCUM. DEPR.-DELIV. 

Waedt, Fred. Part 1 - "Building and understanding financial statement.' Financial Management for Small Business. Small Business 
Development Center, University of Wisconsin, p. 17. 0 The University of Wisconsin System. Translated and used with permission. 
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Unit I 	 HO 7A 

Example: An entrepreneur, George Corrales, is about to lease space in 
a shopping center to sell men's shoes. On February 1, he deposits $20,000 
in a bank account opened in the name of his venture: Coriales Men's 
Shoes, Inc. His beginning balance sheet appears in Exhibit 11.6. 

Cornles Men's Shoes, Inc.: BalanceSheet (February 1, 1985) 

Assets 	 Equities 

Cash $20,000 	 Owners' equity $20,000 
This balance sheet says the venture has assets of $20,000 cash, with Mr. 
Corrales, as the sole shareholder, having a 100 percent claim against that 
cash. On February 2, he borrows $10,000 from a commercial bank. His 
new balance sheet appears in Exhibit 11.7. This balance sheet says the 
venture has assets of $30,000 cash. Now the bank has a one-third claim 
against total assets and the entrepreneur a two-thirds claim. On February 
3, the entrepreneur buys 400 pairs of shoes from a supplier for $10,000 
cash. His new balance sheet appears in Exhibit 11.8. 

Cormaes Men's Shoes, Inc.: Balance Sheet (February 2, 1985) 

Asets 	 Equities 

Cash $30,000 	 Bank loan $10,000 
Owners' equity 20,000 

$30,000 	 $30,000
 
ConralesMen's Shoes, Inc.: BalanceSheet (Februay 3, 1985) 

Assets 	 Equities 

Cash $30,000 Bank loan $1G,000 
Inventory 10,000 Owners' equity 20,000 
Total $30.,00 Total $30,000 

Note that the right-hand side of the balance sheet did not change between 
February 2 and 3. Only the left-hand 	side changed. The entrepreneur 
simply exchanged one asset--cash--for another--inventory--and received as 
much as he gave up. The key point here is that he really is no better off 
today than yesterday, because his equity of $20,000 remains unchanged. 
On February 4, the entrepreneur sell 	10 pairs of shoes for $1,000 cash. 
His new balance appears in Exhibit 11.9. 

Siropolis, N. C. Small Business Management, 4th cd. Houghton Mifflin Company, p. 329. e 1990 by Houghton Mifflin Company. 
Translated and used with permission. 
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Unit I HO 713 

CorralesMen's Shoes, Inc.: BalanceSheet (February4, 1985) 

Assets Equities 

Cash $21,000 Bank loan $10,000 
Inventory 9,500 Owners' equity 

Common stock $20,000 
Retained 

earnings 500 20,5 
Total $30.500 Total $30,500 
Note that the entrepreneur's equity has increased by $500, to $20,500 
because he made some profitable sales. He sold shoes that had cost him 
$500 for $1,000--a 100 percent markup--giving him a profit of $500. His 
new income statement (is shown in Exhibit 11.10). 

CorralesMen's Shoes, Inc.: Income Statement (forfour days 
endingFebruary4, 1985) 

Sales revenues $1,000 
Cost of goods sold 500 
Gross profit $500 
How Income Statement Ties into BalanceSheet 

Balance sheet Income statement 

(February 4, 1985) (for four days ending 
February 4, 1985) 

Assets 

Cash 
Inventory 
Total assets 

$21,000 
9.50 

$30,500 
Sales revenues 
Cost of goods sold 
Gross profit 

$1,000 
500 

$ 500 

Eguities 

Bank loan 
Owners' equity 

Common stock 
Retained earnings 

Total equities 

$20,000 
500 

$10,000 

20,500 
$30.500 

Siropolis, N. C. Small Business Management, 4th ed. Houghton Mifflin Company, p. 330. 0 1990 by Hougb*on Mifflin Company. 
Translated and used with permission. 

43 



Unit 1 HO 7C 

Turning to Exhibit 11.11, note how the income statement in Exhibit 11.10 
ties into the February 4 balance sheet in Exhibit 11.9. The income state­
ment gives the details behind the changes that have taken place within 
the category of the balance sheet called retained earnings. 

Without the income statement, the entrepreneur might never know what 
his sales revenues and operating expenses are. He also might never know 
what his profits are. For example, he paid himself a $500 cash dividend 
on February ., and his new balance appears in Exhibit 11.12. At first 
glance, this balance sheet suggests that the entrepreneur made no profit.
As we know, his profits were $500 on revenues of $1,000. The net change
in retained earnings is recorded as zero because he paid himself a $500 
cash dividend, as shown by his new income statement (see Exhibit 11.13). 

CorralesMen's Shoes, Inc.: Balance Sheet (February 5, 1985) 

Assets Equities 
Cash $20,500 Bank loan $10,000 
Inventory 9.500 Owners' equity 

Common stock $20,000 
Retained 

earnings 0 20,000 
Total $30.000 Total $30,000 

CoralesMen's Shoes, Inc.: Income Statement (forfive days 
ending February5, 1985) 

Sales revenues $1,000
 
Cost of goods sold 500
 
Gross profit $ 500
 
Dividends 500
 
Added to retained earnings $ 0
 

Although the balance sheet tells the entrepreneur that his worth is 
$20,000, this is true only on paper. The true worth of his venture cannot 
be known until he tries to ,ll out. His venture could be worth more or 
less than $20,000, depending on what a prospective buyer is willing to pay. 
This is an important point, because entrepreneurs often believe that bal­
ance sheets report the real worth of their ventures. Accountants do not 
try to measure what a venture is worth, unless the entrepreneur wants to 
sell out. 

Siropolis, N. C. Small BusinessManagement, 4th ed. roughton Mifflin Company, p. 330 &331. a 1990 by Houghton Mifflin Company. 
Translated and used with permission. 
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Unit 1 HO 8 

Melissa'sHealth Food Store, Inc. 

Tomorrow, Melissa Moran will open a new health food store. 
She plans to sell "foods the way nature made them." In 
preparing for the opening, she has already spent these sums 
of money: 

$11,000 	 for equipment 
10,300 for inventory 

700 for advertising and publicity 
400 for legal and accounting services 
400 for lease deposit 
200 for licenses and permits 

The company's bank balance is $2,000. 

Question 	 Prepare a beginning balance sheet, assuming that Mrs. Moran 
and her co-investors bought $25,000 worth of common stock. 

A month later, Mrs. Moran took pride in her 
performance. Her revenues reached $8,000 and her expenses 
totaled $7,600. An expense breakdown follows: 

$5,400 for cost of health foods sold 
1,200 for salaries (including Mrs. Moran's) 

400 for rent 
200 for advertising 
200 for utilities 
200 for other expenses 

Question 	 Prepare an income statement for Mrs. Moran's first month of 
business. 

Sirapolis, N. C. Small Business Management, 4th ed. Houghton Mifflin Company, p. 345. 0 1990 by Houghton Mifflin Company. 
Translated and itsed with permission. 

45
 



BUDGETS AND CASH FLOW MANAGEMENT
 



UNIT 2
 

Title: 	 BUDGETS AND CASH FLOW MANAGEMENT 

Purpose: 	 This unit should enable the participants to determine and forecast the cash 
needs of their business. 

Objective: 	 To instruct participants on the preparation and use of budgets and techniques 

for good cash 	flow management 

Materials: 

Transparencies: 

Transparency 1-7 "How to Beat Cash Flow Woe" 
Transparency 8 Income Statement and Cash Budget Relationship 
Transparency 9 The Cost of Uncollected Accounts 
Transparency 10 Business Credit Terms 
Transparency 11 How Credit Customers May Benefit from Cash Discounts 
Transparency 12 Aging Schedule (of Accounts Receivable) 
Transparency 13 Charlane's Fashions 
Transparency 14 What Purchase Savings May Mean to the Entrepreneur
Transparency 15 Purchasing Guidelines 
Transparency 16-17 Inventory Management 
Transparency 18 Inventory Costs 
Transparency 19 The True Cost of Inventory 
Transparency 20 Sarnantna Teen Shoppe, Inc. 
Transparency 21 Phillips' Pharmacy History 
Transparency 22 Phillips' Pharmacy-19X4 Monthly Cash Expenditure 

Budget 
Transparency 23 Phillips' Pharmacy-19X4 Monthly Operating Expense 

Budget
Transparency 24 Sales Targets 
Transparency 25 Three Steps 
Transparency 26 Phillips' Pharmacy-Monthly Inventory Plan 
Transparency 27 Credit Sales 
Transparency 28 Phillips' Pharmacy-Collections History 
Transparency 29 January-Estimated Cash to Be Received 
Transparency 30 Februaiy-Estimated Cash to Be Received 

March-Estimated Cash to Be Received 
Transparency 31 Phillips' Pharmacy-19X4 Estimated Monthly Cash Sales 
Transparency 32 Phillips' Pharmacy--C,ash Budget for Calendar Year 19X4 
Transparency 33 Phillips' Pharmacy-Extended Cash Budget to Show 

Borrowings for Calendar Year 19X4 
Transparency 34 Phillips' Pharmacy-Balance Sheets 
Transparency 35 Phillips' Pharmacy-Income Statements for Months of 

January and February, 19X4 
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Transparency 36 

Handouts: 

Handout 1A-B 
Handout 2 
Handout 3 

Handout 4 
Handout 5A-B-C 

Handout 6A-B 
Hart.out 7 
Handout 8 
Handout 9 

Handout 10 
Handout 11 
Handout 12 
Handout 13 

Handout 14 

Handout 15 
Handout 16 
Handout 17 

Handout 18 
Handout 19 

Handout 20 

Class Exercises: 

Handout 5A-C 

Handout 6A-B 
Handout 11-20 

Product: 

Phillips' Pharmacy-Statement of Cash Flows for Months 

Ending January and February 19X4 

Financial Statements-The Cash Budget 
The Cost of Uncollected Accounts 
Business Credit Terms 
How Credit Customers May Benefit from Cash Discounts 
Aging Schedule (of Accounts Receivable) 
Charlane's Fashions, Inc. 
Bingham Electrical Parts, Inc. 
Inventory Management 
Phillips' Pharmacy History
Phillips' Pharmacy-19X4 Monthly Operating Expense Budget
Phillips' Pharmacy-19X4 Monthly Cash Expenditure Budget 
Three Steps 
Phillips' Pharmacy-Monthly Inventory Plan 
Phillips' Pharmacy-19X4 Monthly Operating Expense Budget 
Phillips' Pharmacy-Collections History 
January-Estimated Cash to Be Received This Month from 
Credit Sales in Past Months
 
February-Estimated Cash to Be Received
 
March-Estimated Cash to Be Received
 
Phillips' Pharmacy-19X4 Estimated Monthly Cash Sales
 
Phillips' Pharmacy-Cash Budget for Calendar Year 19X4
 
Phillips' Pharmacy-Extended Cash Budget to Show
 
Borrowings for Calendar Year 19X4
 
Phillips' Pharmacy-Balance Sheets
 
Phillips' Pharmac,-Income Statements for Months of January
 
and February, 19X4
 
Phillips' Pharmacy-Statement of Cash Flows for Months
 
Ending January and February 19X4
 

Charlane's Fashions, Inc.
 
Bingham Electrical Parts, Inc.
 
Inventory Management

This is a comprehensive exercise for class participants about
 
the Phillips' Pharmacy (Please see titles above.).
 

A forecast of business cash needs 
A business cash inflows estimate 
A cash budget 
A statement of cash flows 
A presentation of cash flow deficits and surpluses 
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Assignment: 

Develop a forecast of business cash needs
 
Forecast business cash inflows
 
Construct a cash budget
 
Compose a statement of cash flows
 
Anticipate cash flow deficits and surpluses
 

Notes to Instructor: 

if possible, participants should be advised to bring a hand calculator to class with 
them. A pencil or pen and paper is sufficient, but a calculator will save time. 

This is probably the most important set of concepts for any business person. 
Cash Management is the leading cause of problems in United States busi­
nesses especially small busiiesses. 

Phillips' Pharmacy provides comprehensive examples that continue throughout 
several of the finance units. The Phiilips' Pharmacy examples show actual 
account balances and financial statements. Other shorter, simpler examples
have been provided as well. Either set of examples can be used; it is not 
necessary to incorporate both into this unit. Although Phillip's Pharmacy is 
a retail business, the concepts and techniques presented apply to service 
businesses as well. 

The instructor should be certain to demonstrate how the balance sheet and in­
come statement can be transformed into cash flow statements. 

Interpretation of cash flow statement should be shown. The instructor will prob­
ably want to contrast the balance sheet and income statement accounts with 
the cash flow statement. Profit shown on the income statement will probably 
not equal cash the entrepreneur actually has. Cash flow statements can show 
the entrepreneur how much cash is available. 

The cash flow statement, balance sheet and income statement are tools to help 
the small business person develop an enterprise management strategy. 

The aspects of businesses that are most likely to be the source of cash manage­
ment problems should be stv-!ssed to the participants. Typically, there are 
problems with: 

Accounts Receivable,
 
Purchasing,
 
Credit Sales Terms, and
 
Inventory.
 

The monthly cash excess or deficit topic leads to and is covered in the unit, "Fi­
jiancial Planning and Banks and Other Sources of Funds." This is the reason 
that so little time appears in this unit for that topic. 
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Instructors should adjust times to meet the needs of thw.r participants. 

Instructors should provide the summary remarks and preview the next unit. 

Estimated time: 

This section will probably require one and one-half days, i.e., 10 to 12 hours. 

Overview of typical sources of cash management problems 30 minutes 
Mathematical examples of savings from effective cash 

management 60 minutes 
Mathematical examples of costs from ineffective cash 

management 60 minutes 
Class Break 30 minutes 
Monthly cash expenditure budget 30 minutes 
Monthly inventory plan 45 minutes 
Collections of Accounts Receivable 30 minutes 
Lunch break 90 minutes 
Estimated cash to be received from prior credit sales 60 minutes 
Estimated monthly cash sales 30 minutes 
Annual cash budget 45 minutes 
Monthly cash excess or deficit 10 minutes 
Estimated balance sheet 20 minutes 
Estimated income statement 20 minutes 
Estimated cash flow statement 80 minutes 
Class Break 30 minutes 

I ngrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. 0 Madison Business. Translated and used with 

permission. 
2 Siropolis, N. C. Small Business Management, 4rd ed., Chapter 15, p. 464. Houghtou Mifflin Company. 0 Houghton Mifflin Company. 
Translated and used with permission. 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." FinancialManagementfor Small Business. Small Business Development Center,
University of Wisconsin, p. 45. 0 The University of Wisconsin System. Translated and used with permission. 
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Unit 2 

Content 


Introduction
 

Poor cash flow management is the leading 

cause of problems for businesses. For this 

reason learning good cash flow manage-

ment practices is very important. Even
 
the most profitable firm can find itself
 
short of cash at some time during the
 
year.
 

What are some of the typical cash flow
 
management problems for businesses? 

What are some solutions to these cash 

flow management problems? 


1. 	 Find sources of credit before 
necessary 

2. 	 Build cash reserves 

3. 	 Review monthly cash status 

4. 	 Analyze expense to reduce overhead 

5. 	 Institute same-day billing 

6. 	 Institute same-day order processing 

7. 	 Begin same-day deposits 

8. 	 Pay bills just before due 

9. 	 Verify billing information 

10. 	 Keep inventories low 

11. 	 Bill large projects frequently 

12. 	 Ask for deposits 

13. 	 Pay sales commissions when payment 
is received 

14. 	 Negotiate price with suppliers' 

51 

Process 

Display TP 1-7 to give an overview of this 
unit. Discuss each of the major points 
with the participants. 

Encourage them to discuss how potential 
cash flow problems apply to them and to 
their businesses. 

Encourage participants to share 
experiences they or their acquaintances 
have had with cash shortages. 

Emphasis this: Some of these points may 
not apply to Polish business that only 
trade domestically; however, if Polish 
businesses have any foreign trade or part­
ners, they need to think of all of the 
possibilities. 



Unit 2 

Content 	 Process 

15. 	 Negotiate terms and credit with
 
suppliers
 

16. 	 Beware "shaky" customers 

17. 	 Put due dates on all bills 

18. 	 Include late charges schedule on bills 

19. 	 Follow up with late payers 

20. 	 Send bills separate from packing
 
slips'
 

Regardless of whether you wish to learn 
how to do actual cash flow calculations, it Distribute HO 1A and 1B to illustrate 
is important to understand the relation- cash and profit relationship. 
ship between the income statement and 
the cash budget. Seldom is there a direct Demonstrate this point with TP 8. 
relationship. Discuss this transparency; it illustrates an 

important point--a company can be
"profitable" on the books and still be 

Good cash flow management can save "broke." 
money or actually make money for a busi­
ness. Poor cash flow management can 
cost a business money. Some of the 
common parts of businesses that can pro­
vide improved cash flow management 
opportunities are: 

1. 	 Uncollected accounts, Distribute HO 2. Display TP 9 and 
discuss the potential cash saving or loss. 

Show TP 12 and distribute iHO 4. The 
Aging Schedule in TP 12 and HO 4 shows 

2. 	 Business credit terms, and a common technique for improving cash 
management.

3. 	 Curbing overly optimistic expansion 
plans. Distribute HO 3 and HO 4. Display TP 

10 and TP 11. Discuss the potential cash 
Charlane's fashion2 business shows how saving shown on TP 11. 
overly ambitious plans can cause severe 
cash problems, even bankruptcy for a 
business. Display TI 13. Distribute HO 5A, 5B 

and 5C. 5A,5B and part of 5C are the 
Charlane's Fashions, Inc.' case. It makes 
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Content 	 Process 

4. 	 Prompt collections of accounts for good class discussion about overly 
receivable ambitious entrepreneurs. 

Ask participants if they know anyone who 
has ever been in a similar predicament. 

5. 	 Careful purchases. Bingham Electric' on HO 5C can show a 
business that needs to collect accounts 
receivable more rapidly. It also can 
illustrate the potential advantage of a 

6. Inventory Management 	 published set of industrial standards. 

In this first transparency you see a list of
 
good advice for inventory management. Stimulate discussion with TP 14.
 
This is not an easy task because a balance Discuss the smart purchasing guidelines
 
must be found between satisfying custo- that appear on TP 15.
 
mers needs and not over burdening the
 
entrepreneur. Inventory management involves TP 16, 17,
 

18, and 19, and HO 6A and 6B. 
Please notice how dramatic the savings 
can be with good inventory management. Discuss TP 16. 

Some of the costs associated with this 
inventory are not obvious. Here is a 
partial list of inventory costs. 

Demonstrate, mathematically, the large 
savings possible with TP 17. HO 6A and 
6B corresponds to TP 17. 

Here is a short case that shows how Display TP 18 and invite participants to 
efficient inventory use can be a tremen- share their experiences with inventory
dous advantage to any company. This costs. Also encourage them to consider 
case, Samantha Teen Shop2, is about a the inventory costs in a variety of busi­
clothing store. Let us do a few simple nesses such as green grocer business 
calculations now. Contrast the company versus a business that sells coal. 
if it sells its inventory three times per year 
versus if the inventory is sold four times 
per year, i.e., an inventory turnover of 3 
versus 4 while revenues remain the same. 

It is impossible to overestimate the Show TP 20 and perform the calculations. 
importance of good cash flow manage- The instructor may invite a participant to 
ment to a business. Remember that there show the calculation. Th primary point 
are many ways that an entrepreneur can is that Samantha can save 11,500 by 
make the business better or worse with selecting inventory that sells more rapidly. 
these ideas and techniques. In other words, with careful inventory 
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Content 

Now we will begin to work on a inte­
grated example in a real small business, 
Phillips' Pharmacy', to show how to: 

1. 	 Forecast cash needs 

2. 	 Forecasting cash inflows (cash sales 
and collections) 

3. 	 Construct a cash budget, and 

4. 	 Compose a statement of cash flows 

The most powerful financial management 
tool for a small firm, the cash flow 
statement. 

First let me introduce you to Phillips' 
Pharmacy in a meaningful way. Pete 
Phillips has begun his business relying on 
some of the same sources of funds and 
ways of forecasting that you have. Please 
read about him and his pharmacy now. 

A. 	Developing a Forecast of Business 
Cash Needs 

Phillips' Pharmacy has created a basic 
financial plan that can be converted to a 
cash flow plan. HO 8 is a monthly ope-
rating expense budget for Phillips' Phar-
macy. The monthly operating expense 
budget represents "accounting flows"which 
may or may not represent cash flows. HO 
9A is the monthly cash expenditures 
budget for Phillips' Pharmacy. 

There is a difference between cash flows 
and accounting flows like the insurance 
premium which is paid annually but for 
accounting purposes an amount equal to 
1/12th of the total is expensed to each 
month of the year. In a similar fashion, 
the operating budget expenses 359 each 

Process 

selection, Samantha requires 11,500 less 
capital to operate the business. 

At this point the instructor should have 
persuaded the participants that careful 
cash flow management is critical to the 
best business performance. 

Show TP 21. Distribute HO 7. This will 
provide a clear, brief history for the 
Phillips' Pharmacy. 

Show TP 22 and 23 as you explain this 
section. These transparencies show the 
dollar amount and make the objectives 
and procedures more clear. 

Distribute HO 8 and 9A so that each par­
ticipant has a copy to study. They also 
should be encouraged to annotate the 
handouts so that they can be used as 
resources at a later time. 
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Content 

month for interest while the cash budget
 
takes into account the total amount paid
 
for both principal and interest. Deprecia­
tion and bad debts are not included in the
 
cash expense budget. Neither of these is
 
a cash outlay. The difference in the ope­
rating budget total expenses and the cash
 
expenditure budget total results from the
 
different methods of handling deprecia­
tion, bad debts and the desired profits in
 
the two statements.
 

As you can see the operating budget pro­
jects total expenses of 143,540 while the 
cash expenditure budget projects a total of 
only 135,720 for the year. The 7,820 dif­
ference results from different methods of 
handling depreciation, bad debts and the 
desired profits in the two statements. 

Now we will follow the steps to complete 
the forecast of Phillips' Pharmacy cash 
outflows. As you can see from TP 23, 
Pete Phillips has estimated (from his 
historic records) all expenditures except 
inventory. We will calculate the cash 
required for inventory purchases. 

To make this calculation there are several 

step. 

1. 	 Project annual sales 

2. 	 Determine the amount of inventory
 
necessary to made those sales in an
 
efficient way
 

3. 	 Compute the desired ending
 
inventory
 

4. 	 Calculate the planned purchases. 

With these four steps a monthly inventory 
plan can be constructed. 
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Process 

Introduce the first step of cash budgeting 
for a business, the cash outflows. 

Show TP 23. 

Display TP 24, Monthly Sales Targets. 
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Content 

Start with the annual sales projects Pete
 
has made. Of course there must be
 
enough inventory on hand so that the
 
pharmacy does not run out of merchan­
dise, and simultaneously too much inven­
tory on hand is a waste of resources.
 

Pete has determined that he may be inef­
fective in managing his inventory. We will 
learn how to do this type of evaluation in 
Unit 3. Pete, however, understands his 
inventory flow and doesn't believe that he 
can make a large inventory management 
improvement to an acceptable level all in 
this next year. After considering all fac­
tors involved, Pete has set appropriate tar-
gets for his inventory management and 
will perform the necessary calculations us­
ing them. These calculation are last three 
steps necessary before completing the 
forecast of cash outflows. 

Step one reveals the desired amount of 
inventory that Pete needs for the phar­
macy at any moment. 

Step two is the computation that deter­
mines the desired ending inventory level 
for the pharmacy. 

These two numbers (from steps one and 
two) can then be used to find how much 
additional inventory Pete must buy during 
the next year for his pharmacy. To man­
age the pharmacy efficiently, Pete must 
transform the annual inventory numbers 
he has derived into a monthly inventory 
plan. 

To show cash outflow for each month we 
take our prior calculations and complete 
this type of a table. Columns 1, 2, and 3 
are all numbers that we have determined 
before. Column 1 represents the monthly 
sales that were shown earlier. 
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Process 

Reassure the participants that this 
technique is included in Unit 3. 

Display TP 25, and distribute HO 9B, that 
illustrate the calculations. 

Display TP 26 and distribute HO 10. 

You may wish to show TP 24 and 25, 
again to remind the participant of the 
source of the numbers. 

Now show TP 26 again. 



Unit 2 

Content 

Column 2 shows the cost of sales which 
are 70 percent of sales, i.e., Column 1 
multiplied by 0.70 equals Column 2. 

Column 3 reflects the inventory reduction 
that has planned to make his inventory 
management more efficient. The same 
amount is listed for each month. 

Column 4 is the monthly cost of sales 
after the planned inventory reduction has 
been incorporated. In other words, 
Column 4 is Column 2 minus Column 3. 

Column 5 requires a little more thought.
Merchandise is usually paid for one month 
after it has been received and it is 
received one month after it has been 
ordered! Clearly it is very important for 
Pete to forecast his needs well into the 
future. Pete must pay this month for 
inventory that he ordered two months ago 
and received one month ago. 

Now that Pete has finished the inventory 
payments calculations, he has a complete
picture of his cash outflows. The next 
step toward completing the pharmacy's 
cash budget is to calculate the cash 
inflows, 

B. Forecasting Business Cash Inflows 

If all a business' sales are all cash sales, 
cash inflows are equa: to sales. No fur­
ther calculations are necessary. This is 
not the situation at the pharmacy. 

Pete Phillips sells some of his merchan­
dise for cash and some of it on credit. To 
determine the total cash inflows, Pete 
Phillips should make three steps. He 
must 

1. Forecast his credit sales 

Process 

Point out the different columns as you 
discuss the relationship between them. 

Point to the two month lag that is show 
between Columns 4 and 5 on TP 27. 

Give participants HO 11 so that they can 
refer to it later. 

Display TP 27. Suggest to participants 
that they could follow a similar procedure 
in their own businesses. 
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2. 	 Estimate when the amounts due will 
be collected, and 

3. 	 Total the payments from previous 
credit sales with cash sales. 

Here is the first step to determine cash
 
inflows. Based on year X3 he has made
 
an estimate of credit sales for X4. In 

Column 1 appear the sales made on credit 

that Phillips' Pharmacy had each month of
 
year X3. In Column 2 is the total sales
 
(cash and credit) that Phillips' Pharmacy
 
had each month of year X3. Column 3
 
shows the percentage that results when
 
the credit sales in Column 1 are divided
 
by the total sales in Column 2. Column 4
 
are numbers you have seen before. They
 
are the monthly sales estimate that Pete
 
has forecast for the Phillips' Pharmacy.
 
When Column 3 and Column 4 are multi­
plied together, the result is Column 5, the
 
estimated monthly credit sales for Phillips'
 
Pharmacy in year X4.
 

Now cash sales have been estimated and 
credit sales have been estimated. The 
second step to determine cash inflows is 
to forecast when the money for the credit 
sales will be collected. 

A business should use an aging schedule 
to estimate when the amounts due from 
credit sales will be collected. An aging 
schedule shows an estimate of what per-
centage of credit sales will be paid within 
30 days, between 31 and 60 days, and be­
tween 61 and 90 days. More categories 
can be added if necessary. An estimate 
like this is based on thing such as experi­
ence with collections, and reasonable 
expectation in that kind of business. 

For Pete Phillips to estimate each month's 
collections of cash from past credit sales, 
the aging schedule is applied to each 
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Process 

Point out each column as you discuss the 
calculation. 

Display TP 28 and explain what an aging 
schedule is, and the origin of the numbers 
on the schedule (percentage of accounts 
collected expected each month). 

Distribute HO 12. This can be used as a 
guideline in their own businesses. 
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month's credit sales as is shown on these 
transparencies. For example, in the Explain TP 29 and TP 30. Be certain that 
month of January Pete Phillips will collect everyone understands how to arrive at the 
the cash from 26 percent of the credit numbers. 
sales that were made in October, 40 per­
cent of the credit sales that were made in Give each person a copy of HO 13 and 
November, and 30 of the credit sales that HO 14 so that they can study the calcula­
were made in December. To follow the tions later. 
process further, you can see that for 
February, 26 percent of November, 40 
percent of December, 30 percent of Janu­
ary credit sales were collected. 

After estimates of cash collected from 
credit sales have been completed for each 
month of year X4, there is only one more 
step to calculating total monthly cash 
inflows. Cash collections from past credit 
sales can be combined with cash sales to 
show total cash inflows for each month. 

The final step to estimate cash inflows is Distribute HO 15 and clarify the amount 
to combine the payments from previous of cash sales that are forecasted for each 
credit sales with cash sales. That simple month of year X4 with TP 31. 
addition will reveal cash inflows for each 
month. Now a complete cash budget for 
Phillips' Pharmacy can be forecast for year 
X4. 

C. Constructing A Cash Budget 

Pete Phillips has now estimated cash sales,
 
collections on account receivable (past Display TP 32 and point out each row
 
credit sales), cash expenditures other than (cash sales, collections on accounts receiv­
inventory payments, and inventory able, etc.) as you introduce these ideas to
 
payments. With these the cash budget for the participants.
 
year X4 can be shown.
 

As you see details of each mor:h's inflows
 
and outflows are shown here and any ex­
cess or deficit in cash for each month has Distribute HO 16 for study. It is probably
 
been calculated. Please notice that in a good idea to pause here as be certain
 
some months of X4 Pete Phillips expects that everyone realizes that in some
 
to have an excess of cash while in other months of X4 Pete Phillips expects to
 
months of the same year, he expects to have an excess of cash while in other
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Content Process 

have a deficit. This is a normal occur-
rence for any business. Many of you may 
have experienced these fluctuations in the 
amount of cash that you have versus the 
amount of cash that you need. 

Remember that our purpose here is to 
learn how to anticipate problems, such as 
a cash deficit, so that we can prepare to 
solve the problems and avoid an emer­
gency. Yes, that is correct. We are work­
ing here to learn how to anticipate and 
therefore frequently avoid difficulties. 

If we anticipate our deficits and surpluses 
of cash plans can be made to borrow 
when necessary and lend or reinvest when 
possible. Business people who perform 
these calculations are usually considered 
wise and far-sighted. These types of fore­
casts and calculations are frequently ex­
pected as part of a good business plan or 
as part of a worthy loan proposal -t a 
bank or other lending institution. 

D. The Statement of Cash Flows 

A statement of cash flows is a formal 
document prepared by many companies 
on an monthly or annual basis just as they 
prepare their balance sheet and income 
statement. 

The purpose of the statement of cash 
flows is to highlight the major activities 
that have provide cash and that have used 
cash during a period. It also shows the 
resulting effect on the overall cash 
balance of those major activities. 

Managers, investors, and creditors may 
use a statement of cash flows to: 

months of the same year, he expects to 
have a deficit. 

Show TP 33 and distribute HO 17. 

Display and discuss each of the three 
basis financial statements that have been 
prepared for Phillips' Pharmacy with TP 
34, 35, and 36. 

Distribute HO 18, 19, and 20 so that each 
partiripant will have a copy to examine 
now or at a later time. 
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Content 

1. 	 determine the amount of cash 
provided by a business during a 
period of time 

2. 	 learn of the business' ability to meet 
its debts or provide money for its 
owners 

3. 	 find how much the owners have
 
reinvested into their business
 

4. 	 calculate the amount of financing
 
required to expand the business, and
 

5. 	 to gauge the business' ability to
 
continue to make money.
 

The statement of cash flows classifies cash 
receipts and cash disbursements as operat-
ing, investing, and financing cash flows. 
Both inflows and outflows are included 
within each category. Operating activities 
include the cash effects of transactions 
result in net income. Investing activities 
include any transactions that involve fixed 
assets. Financing activities include any 
transaction involving borrowing (except 
interest payments), or owners of a 
business. 

E. 	 The Statement of Cash Flows as A 
Planning Tool 

Of course we have se'.n that entrepre-
neurs can use a cash flow statement to 
anticipate and avoid cash shortages, and 
also to anticipate and exploit opportuni­
ties to invest. This is the first use of the 
statement of cash flows. However, there 
are other uses. 

1. 	 Cash disbursements to owners can be
 
coordinated and harmonized with the
 
other actions of the business so that
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Process 

Demonstrate these facts with TP 36 and 
HO 20. 

Discuss the utility of a statement of cash 
flows for an entrepreneur with the 
participants. 



Unit 2 

Content 	 Process 

owners do not accidentally and un­
necessarily harm their own business.
 

2. 	 Financing plans can be well in ad­
vance to develop new products, to 
add to plant and equipment or to 
acquire another business. 

3. 	 Ways may be found to strengthen a 
weak cash position to make the busi­
ness more credit worthy. 

4. 	 The feasibility or implementation of 
plans can be checked before commit­
ments are made that could prove to 
be detrimental. 
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HOW TO BEAT
 
CASH FLOW WOE
 

By the time a cashflow 
crisisstrikes, it's often 
too late to do much 
more than grityour 
teeth and hope you 
survive. 

Ingrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. Q Madison Business. 
Translated and used with permission. 
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Most companies get into
 
a cash flow crunch because
 
they're so busy doing what
 

they do best--producing
 
and selling a product or
 
providinga service--Ihat
 

they overlook the
 
importance of cash
 

management.
 

Ingrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. 0 Madison Business. 
Translated and used with permission. 
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The subject of cash flow is 
boring, until the flow dries 
ap. Then the problem can 

become critical,fast. 

Ingrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. Q Madison Business. 
Translated and used with permission. 
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"Steps Toward Good Cash Flow" 

1. Establish Credit before needed 

2. Build Cash Reserve 

3. Review Monthly Cash Status (Past 6 months) 

4. Analyze Expenses to Reduce Overhead 

5. Institute Same-day Billing 

Ingrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. © Madison Business. 
Translated and used with permission. 
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6. Institute Same-day Order Processing 

7. Begin Same-day Deposits 

8. Pay Bills just before due 

9. Verify billing information 

10. Keep inventories low 

Ingrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. Q Madison Business. 
Translated and used with permission. 
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11. Bill big projects frequently 

12. Ask for deposits 

13. Pay sales commissions when Payment is received 

14. Negotiate price with suppliers 

15. Negotiate Terms and Credit with Suppliers 

Ingrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. Q Madison Business. 
Translated and used with permission. 
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16. Beware "Shaky" customers 

17. Put due dates on all bills 

18. Include Late Charges Schedule on bills 

19. Follow up with Late Payers 

20. Send bills separate from packing slip 

Ingrisano, John R. How to beat Cash Flow Woe. Madison Business, December 1988. Q Madison Business. 
Translated and used with permission. 
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Income Statements 

Actual Projected 
January February 

Sales revenues $20,000 $32,000 
Expenses 15.00 24,000 
Profits $ 8.000 

Cash Budget 

January February March 

Sales revenues $20,000 $32,000 $40,000 
Cash inflows 

from sales 0 20,000 32,000 
Cash outflows 

for inventory 24.000 30,00 30.000 
Cash gain or loss ($24,000) ($10,000) $ 2,000 
Beginning cash 24,000 0 ($10,000) 
Ending cash ($8,000) 

Siropolis, N. C. Small Business Management,4th ed., Chapter 11, 1986, p. 333. Houghton Mifflin Company. 
Q Houghton Mifflin Company. Translated and used with permission. 
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The Cost of UncollectedAccounts
 

...then, for every $1,000 of uncollected 
accounts, additional sales in 

If the ratio of before-tax these amounts would be needed to 
profits to sales is... recover the lost profit 

20% $ 5,000 
15% 6,700 
10% 10,000 
5% 20,000 
2% 50,000 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p. 457. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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Business Credit Terms 

Terms 	 Meaning 

2-10-30 2 percent discount for first 10 days; bill 
due net on day 30. Sales date coin­
cides with date of shipment, not when 
sales is closed. 

2-10-30 E. 0. M. 2 percent discount for first 10 days, bill 
due net on day 30--but both days are 
counted from the end of the month in 
which the sales are made. 

2-10-30 M. 0. M. 2 percent discount for first 10 days, bill 
due net on day 30--but both days start 
from the fifteenth of the month 
following the sales date. 

2-10-30 R. 0. G. 2 percent discount for first 10 days, bill 
due net on day 30--but both periods 
start from the date of receipt of the 
product, not from the date of sale. 

C. 0. D. Bill due upon delivery of prdluct.
 
(Cash On Delivery)
 

C. B. D. 	 Product is prepared and packaged by 
(Cash 	Before Delivery) seller, but shipment is not made until 

buyer pays in full. 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p. 461. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permissic... 
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How Credit Customers May Benefit from Cash Discounts 

...then credit customers, by taking 
If entrepreneur offers advantage of cash discounts, can earn 

credit terms of... an annual interest rate* of 

1-10-30 
2-10-30 
3-10-30 
1-10-60 
2-10-60 
3-10-60 

18% 
36% 
54% 

7% 
14% 
22% 

*FORMULA: I = "G 'I + 360)x 100 

where I =annual rate of interest earned by credit customer 
D = amount cf cash discount offered to credit customer 
G = amc.ant of bill owed the entrepreneur 
T = the days' difference between the discount and net payment 

dates 
360 = the number of days in a year (rounded) 

Siropolis, N. C. Smll Business Management, 4th ed., Chapter 15, p. 461. Houghton Mifflin Company.
© Houghton Mifflin Company. Translated and used with permission. 
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Aging Schedule
 

Amounts Owed by Customers 
Ag (Receivables) 

Not past-due $13,600 
01 to 30 days past-due 5,400 
31 to 60 days past-due 1,200 
61 to 90 days past-due 800 
More than 90 days past-due 400 

Total owed $21,400 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p. 464. Houghton Mifflin Company. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Charane's Fashions, Inc.: Balance Sheet (July 31, 1980) 

Assets Equities 

Current assets $41,0G0 Current liabilities $ 5,100 
Fixed assets 4,300 Owners' equity .4Q,2QQ 
Total assets Total equities $45300 

Charlane'sFashions, Inc.: Income Statement 
(for six months ending July 3, 190) 

Sales revenues $100,500 
Operating expenses 89.30 
Ope.:ating profit $11,200 
Federal income tax ,.400 
Net profit $ 8,800 

C adare's Fashions Inc.: Balance Sheet (July 31, 1981) 

Assets Equities 

Current assets Current liabilities 
Casl 
Inventory 

Fixed assets 

$ 900 
314.400 $315,300 

5,500 

Accounts payable 
Payroll tax 
Bank loan 

$503,100 
23,300 

3.800 $530,200 

Total assets $320.800 
Owners' equity 
Total equities 

(209.400) 
$320,800 

Siropolis, N. C. Small Busijess Management, 4th ed., Chapter 15, p.477. Houghton Mifflin Company. ©Houghton Mifflin Company. 
Translated and used with p rmission. 
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What Purchase Saving May Mean to the Entrepreneur 

...then purchase savings of $1,000 
If the ratio of before-tax would raise profits zis much 

profits to sales is... as a sales increase of 

20% $ 5,000 
15% 6,700 
10% 10,000 
5% 20,000 
2% 50,000 

Siropolis, N. C. Small BLsiness Management, 4th ed., Chap .r 17, p. 511. Houghton Mifflin Company.
©Houghton Mifflin Company. Translated and used with permission. 
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PurchasingGuidelines
 

* Buying the Right Quality 

* Buying the Right Quantity 

* Buying at t. - Right Time 

* Buying from the Right Supplier
 

" Buying at the Right Price
 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 17, p. 512-513. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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Inventory Management 

* To avoid the loss of customers because product is not in stock 

" To enable customers to look over a product before buying 

* To capitalize on discounts in the price of raw materials 

* To keep a plant from cutting back or shutting down 

" To make product in quantities that minimize cost 

• To speculate against increases in price and cost 

• To assure customers of prompt delivery 

* To protect against strikes 

This list is by no means complete, nor does each 
reason stand by itself 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 17, p. 515. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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Inventory Investment - 12months/year
3 turnsyear 

= 4 months' supply 

Inventory i'nvestment ....... ] -.......
o- i$900,000 revenues/year-] X 75%5 

675,000 

3 

= $225,000 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 17, p. 516-517. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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Inventory Costs 

" Storage and handling
 

" Interest, insurance, and property taxes
 

* Obsolescence and spoilage 

* Paperwork 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 17, p.519. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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The True Cost of Inventory
 

Purchase 
cost of 

inventory 
+ Carrying cost 

of inventory 
= 

True 
cost of 

inventory 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 17, 
© Houghton Mifflin Company. Translated and used with permission. 

p. 520. Houghton Mifflin Company. 
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Samantha Teen Shoppe, Inc. 

Last year, the store had: 

* Sales revenues of $234,000 

* A gross margin of 40 percent on sales
 

. An inventory turnover of three
 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 17, p. 533. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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An Example Business--Phillips' Phamacy
 

Peter Phillips, a thirty-nine-year-old pharmacist, has been operating a small 
pharmacy in Sturgeon Bay for three years. He had become increasingly disenchanted 
with his former job as a head pharmacist with a national chain in Chicago. He felt 
that he had the management capability to run his own business and had always wanted 
to be his own boss. The death of his mother afforded hL., through a small 
inheritance, the opportunity to start his own business. Since his family had often 
vacationed in Door County, he felt that a Sturgeon Bay location would eliminate suine 
of the tension and stress he had experienced in his previous job. 

T, $38,000 from his mother's estate, together with $20,000 that he withdrew 
from his persion fund, was enough equity to secure a loan of $30,000. Because of 
several connections he had with drug suppliers in Chicago, he secured favorable trade 
credit on all of his opening inventory of $100,000. He moved his family to Sturgeon
Bay and opened the business in early 19X1. 

The first year of being in business for himself did not meet Pete's expectations.
The loss from operations for that year was $13,299. This forced him to secure a 
second mortgage on his home for $21,369 in order to obtain working capital. 

Changes in operations allowed him to cut his second year losses to only $2,500.
His wife Marsha, an R.N., went back to work for the Sturgeon Bay school system,
working full time at the high school. Peter and his family were able to manage
without taking a salary from the business except for $5,639 in 19X2. 

Marsha, however, was extremely impatient with her husband's inability to make 
the business turn a profit. Peter agreed it was time the business pay him a salary 
conmensurate with his training, as well as a profit based on their investment. 
Although the third year showed a profit of $10, 635, Peter and Marsha felt that the 
business could show a better return. 

Figures 1 and 2 show the most recent balance sheet and income statement for 
the firm. 

Wingcnter, Thomas H. Part 3- "Financial Budgeting." Financial Managementfir Small Busiess. Small Business Development Center,
University of Wisconsin, p. .5. OThe University of Wisconsin System. Tninslated and used with permission. 
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Phillips' Pharmacy
 
19X4 Monthly Cash &penditwf Budget
 

Jan FEb Mar Apr Ma June l Ajig 5W Oct Nov Dec Total 

Wages $ 3,575 $2,600 $2,600 $2,600 $3,575 $4,225 $4,875 $6,175 6,175 $5,200 $5,200 $5,200 $ 52,000 

Rent 900 900 900 900 900 900 900 900 900 900 900 900 10,800 

Utilities 675 670 670 280 225 170 170 170 225 335 450 560 4,600 

Prof. Services 440 ---- ---- 880 --- .---- 440 ---- ---- 440 ---- --- 2,200 

Taxes/License 550 165 220 385 110 500 550 830 660 500 500 550 5,520 

Insurance 7,500------- ....---------------.. ---- ---- ----. ---- ---- 7,500 

Interest/Principal 
Payment 609 609 609 609 608 608 608 608 608 608 608 608 7,300 

Repair 1,540 200 200 200 230 275 275 280 209 200 200 200 4,000 

Advertising 450 150 50 50 275 675 675 675 300 300 300 600 4,500 

Telephone 75 65 60 60 60 75 90 100 100 65 85 65 900 

Misc./Del. 1,230 300 520 150 660 740 1,110 890 660 660 740 740 8,400 

Withdrawals 2.2M 2.335 2.335 2.m 21M 2.335 2.0002M _0J 2M 2. 2M 2.315 

TOTAL BUDGET $19.879 $7.994 J $ $8,978 $10503 112,78 $12.163 $12.16 $11.., $11318 IL.7,M $135.72 

Depreciation and Bad Debts are not cash expenses. 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." FinancialManagement for Small Business. Small Business Development
Center, University of Wisconsin, p.67. CThe University of Wisconsin System. Translated and used with permission. 
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Phlips'Pharmacy 
19X4 Monthly OperatingErWense Budget 

bn Egh Mar Apr MUx Lun& LU AUg &, VsL No ec T 

Wages S 3,575 $2,600 $2,600 $2,600 $3,575 $4,225 $4,875 $6,175 $6,175 $5,200 $5,200 $5,200 $ 52,000 

Rent 900 900 900 900 900 900 900 900 900 900 900 900 10,800 

Utilities 675 670 670 280 225 170 170 170 225 335 450 560 4,100 

Prof. Services 440 ........ 880 ---- 440 .... 440 ---- 2,200 

Taxes/License 550 165 220 385 110 500 550 830 660 500 500 550 5,520 

Insurance 625 625 625 625 625 625 625 625 625 625 625 625 7,500 

Interest 359 359 359 359 358 358 358 358 358 358 358 358 4,300 

Repair 1,540 200 200 200 230 275 275 280 200 200 200 200 4,000 

Depreciation 177 177 177 177 177 177 177 177 176 176 176 176 2,120 

Advertising 450 150 50 50 275 675 675 675 300 300 300 600 4,500 

Bad Debts 90 120 210 60 270 300 450 360 270 270 300 300 3,000 

Telephone 75 65 60 60 60 75 90 100 100 65 85 65 900 

Misc./Del. .23 0 520 150 660 1.110 890 OW 740 IN .0 

Total Operating 
Expenses 10,686 6,331 6,591 6,726 7,465 9,020 10,695 1-,.40 10,649 10,029 9,834 10,274 109,840 

Plus: 
Owner Withdrawal 

(Salary) and Profit 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,540 30,700 

Principal Payment 2,50 250 250 250 250 250 2..' 250 25 250 250 25 .00 
TOTAL BUDGET $13.496 $9141 $9.401 $9.5361027 3.505 $13.459 $12,83 12.644 $1 4.5 

Wingenter, Thomas H. Par 'Cash Flow Management.' FinancialManagement for Small Business. Small Business Development 
Center, University of Wiscon'in, p. 53. 0 The University of Wisconsin System. Translated and used with permission. 
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PhiUips' Phamacy 
19X4 Monthly Sales Targets 

30% Gross 35% Gross 
Last Margin Margin 

Last Year Year % Budgeted 

Jan $12,736 $14,355 $12,303 
Feb 16,980 4 19,139 16,405 

Mar 29,717 7 33,493 28,708 

Apr 8,491 2 9,570 8,202 

May 38,207 9 43,062 36,910 

Jun 42,453 10 47,847 41,012 
Jul 63,680 15 71,77n 61,517 

Aug 50,945 12 57,416 49,214 

Sep 38,210 9 43,062 36,910 

Oct 38,200 9 43,062 36,910 

Nov 42,459 10 47,847 41,912 

Dec 42.450 10 47.847 41.012 
TOTAL $424,528 10 $478.470 $410.115 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Financial Management for Small Business. Small 
Business Development Center, University of Wisconsin, p. 55. QThe University of Wisconsin System. Translated 
and used with permission. 
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Phillips'Phwmay
 
19X4 Annual Inventory
 

STEP ONE: Compute average inventory 

Desired 	Inventory = Cost of Goods Sold 
Turnover Average Inventory 

3.4 = $334.930 

x 
X = $98,509 

STEP TWO: Compute desired ending inventory 

Average Inventory = Beginning Inventory + Ending Inventory 
2 

$98,509 -- $110.154 + E.I. 
2 

2 X 98,509 = 110,154 + E.I.
 
197,018 = 110,154 + E.I.
 

197,018 - 110,154 = E.I.
 
86,864 = E.I.
 

STEP THREE: Compute planned purchases 

NOTE: A standard gross profit section of an Income Statement looks like this: 
Sales .......................................... $478,470
Less: Cost of Goods Sold 

Beginning Inventory $110,154
b Plus: 	 Purchases + 311,640 
S Goods Available for Sale 	 421,794 

Less: Ending Inventory -_86,864 
Cost of Goods Sold ............................... $334,930 
Gross Profit .................................... $143,540 

(a) $334,930 + $86,864 = $421,794 
(b) $421,794 - $110,154 = $311,640 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Management for Small Business. Small 
Business Development Center, University of Wisconsin, p. 70. ©The University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Pharmacy
 
Monthly Inventory Plan
 

(1) (2) (3) (4) (5) 

Projected Projected Planned (Col 2-Col 3) Est. Mo. 
Monthly Monthly Inventory Estimated Inventory 

Sales Cost of Sales Reduction Monthly Orders Payments 

Dec --- $ 10,049 $1,941 $ 8,108 ---

Jan $14,355 13,398 1,941 11,457 $ 45,150 
Feb 19,139 23,445 1,941 21,504 8,108 
Mar 33,493 6,699 1,941 4,758 11,457 

Apr 9,570 30,143 1,941 28,202 21,504 
May 43,062 33,493 1,941 31,552 4,758 
Jun 47,847 50,239 1,941 48,298 28,202 
Jul 71,770 40,191 1,941 38,250 31,552 
Aug 57,416 30,143 1,941 28,202 48,298 
Sep 43,062 30,143 1,941 38,202 38,250 
Oct 43,062 33,493 1,941 31,552 28,202, 
Nov 47,847 33,493 1,940 31,553 28,202 
Dec 47.847 .... .... 

TOTAL 1 $334,929 $23$21 $311.638 $325.235 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 72. QThe University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Phazracy
 
Open Account Credit Sales
 

as a % of Total Monthly Sales
 

19X3 % 19X4 Estimated 
19X3 Credit Monthly Monthly 

Credit 19X3 Sales for Sales Credit 
leSales + = the Month x Targe = Sa 

Jan $ 4,001 $12,736 31% $ 14,355 $ 4,450 

Feb 4,980 16,980 29% 19,139 5,550 
Mar 7,313 19,717 25% 33,493 8,373 

Apr 3,306 8,491 39% 9,570 3,732 
May 6,534 38,207 17% 43,062 7,321 

Jun 6,320 42,453 15% 47,847 7,177 
Jul 7,380 63,689 12% 71,770 8,612 
Aug 6,023 50,945 12% 57,416 6,890 
Sep 8,386 38,210 22% 43,062 9,474 

Oct 12,298 38,200 32% 43,062 13,780 
Nov 17,057 42,459 40% 47,847 19,139 

Dec 20.410 42.450 48% 47.847 22.967 
TOTAL 1104.O8 $424.528 -117f6 $478.47-

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 73. QThe University of Wisconsin System. Translated 
and used with permission. 
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Phillips Pharmacy 
Collections History 

% Collections _Tinie in Days 

30% 0 to 30 

40% 31 to 60 

26% 61 to 90 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 74. QThe University of Wisconsin System Translated 
and used with permission. 
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January--EAimatedCash to be Received This Month
 
from Credit Sales in PastMonths
 

Estimated % Estimated $ 
Month Credit Collections Collections 

inyQLved &-IQ Sales x in Jan. = in Jan. 

Dec $42,450 $20,410 30% $ 6,123 

Nov 42,459 17,057 40% 6,823 

Oct 38,200 12,298 26% 3.197 

116. 143 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p.75. QThe University of Wisconsin System. Translated 
and used with permission. 
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Februam--EflimatedCash to Be Received from Credit Sales 
in Past Months 

Estimated % Estimated $ 
Months Sales Estimated Collections Collections 

Involved Targets Credit Sales x in Feb. = in Feb. 

Jan $14,355 $ 4,450 30% $1,335 

Dec 42,450 20,410 40% 8,164 

Nov 42,450 17,057 26% 4.435 

$13.934 

March--EstimatedCash to Be Receivedfrom CreditSales 
in PastMonths 

Estimated % Estimated $ 
Months Sales Estimated Collections Collections 

Involved TargeD Credit Sales x in Mar = in Mar. 

Feb $19,139 $ 5,550 30% $1,665 

Jan 14,355 4,450 40% 1,780 

Dec 42,450 20,410 26% 

$8.752 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small

Business Developmc~nt Center, University of Wisconsin, p. 76. QThe Univwrsity of Wisconsin System. Translated
 
and used with permission. 
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Phillis' Phamacy
 
19X4 Estimated Monthly Cash Sales
 

Sales Estimated Estimated 
Month Targets - Credit Sales = Cash Sales 

Jan $14,355 $ 4,450 $ 9,905 
Feb 19,139 5,550 13,589 
Mar 33,493 8,373 25,120 
Apr 9,570 3,732 5,838 
May 43,062 7,321 35,741 
June 47,847 7,177 40,670 
July 71,770 8,612 63,158 
Aug 57,416 6,890 50,526 
Sep 43,062 9,474 33,588 
Oct 43,062 13,780 29,282 
Nov 47,847 19,139 28,708 
Dec 47,847 22,967 24,880 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 77. QThe University of Wisconsin System. Translated 
and used with permission. 
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Unit 2 TP 32 

Phls'a Pmaq 
Cash Budget 

For Calendar Year i9X4 

Ebh Mar Am Mu June Wl AU & 0&1 Nov DU TotI 

h Sales $ 9,905 $13,589 $25,120 $ 5,838 $35,741 $40,670 $63,158 $50,526 $33,588 $29,282 $28,708 $24,880$361,005 

Collections on 
Accts. Rec. 16.143 1123 8.7L52 5 5.912 5.86 6.0L1 3 73 7.837 9.715 13.717 1W5" 

ash Inflows 26 2.548 33.872 11.727 41.653 4. 40.6 37.119 38 M 9 4.69.557 

Cash 
Expenditures 19,879 7,994 8,164 8,449 8,978 10,503 12,028 12,963 12,163 11,543 11,318 11,738 135,720 

Payments for 
Inventory 45.150 . 10 1 457 21.504 4.758 2.202 &52 .28 2 .202 28.2 31.552 325,235 

ash Outflows 65,2 16.102 2m 22.K3 .3 3 0 4!L5m61261 50.413 39.745 2 43.29o 40.955 

cess (deficiency 
of cash over 
outflows [38,981] 11,421 14,251 [18,2261 27,917 7,831 25,629 [3,377] [9,447 [2,6261 [1,097] [4,6931 8,602 

Beginning
Balance 2,4 [~338 [25.2171 [10,9661 _33L, 8 .808 19.361 15.638 2.343Balanc 656 32.1 1129,1921 L1.7 5 2 ~ ~ ~ i~3 

h Available 
(Deficit) 1136,§ 125,2171 $I10.0661 $f29.1921 $[1.2751 $28808 $19361 $16.735$1 $ 10.945 

Wingenter, Thomas H. Part 4 - "Cash Flow Management.' Financial Management for Small Business. Small Busine-ss Development
Center, University of Wisconsin, p. 78. 0 The University of Wisconsin System. Translated and used with permission. 
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Unit 2 TP 33 

Phillips'Pharmacy
 
Extended Cash Budget
 

To Sow BorrowingsForCalendar Year 19X4
 

Ja Feb Mar Ap My Ju y An J Pq N_ Dec Total 

ash Inflows $26,048 $27,523 $33,872 $11,727 $41,653 $46,536 $69,209 $57,884 $40,966 $37,119 $38,423 $38,597$469,557 

ash Outflows o2 16.102 19.621 29.953 13M 37o 435 E.261 50.413 2.24 392 43.290 4 

tycess (deficiency 
of cash over 
outflows [38,9811 11,421 14,251 [18,2261 27,917 7,831 25,629 13,377] [9,4471 [2,6261 [1,097] [4,6931 8,602 

:ginning 
Balance 2 3.162 7 4034 4.125 3 1 2 O 116.1a 2343 

'ash Available 
(Deficit) [36,0381 14,783 18,034 [14,1921 31,725 11,956 32,185 28,808 19,361 16,735 15,638 10,945 10,945 

Needed
 
Borrowings 40,000 ---- 18,000 -

Loan 
Repayments ---- 11.000 0 .... 27.600 5.400 

nding Balance $362 $ 3.783 4.04 $ 3.808 $4.125 $ 36.5568 §0 $19361 $16,735 $1 $68.945 $ 10.945 

Wingenter, Thomas H. Part 4 - "Cash Flow Management.* Financial Management for Small Business. Small Business Development 
Center, University of Wisconsin, p. 81. 0 The University of Wisconsin System. Translated and used with permission. 
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Unit 2 TP 34 

Phillips'Phanacy 
Balance Sheets 

December 31, 19X3 January3. 19X4 Februaryl28,9X4 

Assets 
Current Assets 

Cash $ 2,343 
Accounts Receivable (net) 34,040 
Inventory 110,154 
Prepaid Expenses 1.029 

$ 1,896 
21,517 

109,862 
7,904 

$ 414 
12,597 

109,419 
7.279 

Total Current Assets 147,566 141,179 129,709 

Fixed Assets 
Fixtures and Equipment
(net after depreciation) 30634 30.,457 30.280 

TOTAL ASSETS $178.22U $171.636 $159.989 

Liabilities 
Cur:ent and Accrued 
Liabilities 

Accounts Payable $ 45,150 $ 8,108 $11,457 
Notes Payable 
(within one year) 34,390 74,140 62,890
Other Liabilities 12.614 12.614 12,614 

Total Current & 
Accrued Liabilities 92,154 94,862 86,961 

Long-Term Liabilities 
Notes Payable (later 
than one year) 2 2 28832 28,832 

Total Liabilities 120,986 123,694 115,793 

Owners' Equity 57.214 47942 44.196 

TOTAL LIABILITIES AND 
OWNERS' EQUITY 178.20 171.636 115299 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Management for Small Business. Small 
Business Development Center, University of Wisconsin, p. 90. QThe University of Wisconsin System. Translated 
and used with permission. 
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Unit 2 TP 35 

Phillips' Phamaxy
 
Income Statements
 

ForMonths ofJanuary and Febniary 19X4
 

Sales 
Less Cost of Goods Sold:
 

Beginning Inventory 

Plus Purchases 

Total Inventory Available 

Less Ending Inventory 
Cost of Goods Sold 

Gross Profit 

Less Operating Expenses: 
Wages 
Rent 
Utilities 
Professional Services 
Taxes/Licenses 
Insurance 

Interest 

Repairs 

Depreciation 

Advertising 

Bad Debts 

Telephone 

Misc./Delivery 


Total Operating Expenses 
Net Profit (Loss) Before Tax 

January February 

$ 	12,000 $ 17,000 

110,154 109,862 
8.108 11,457 

118,262 121,319 
109.862 	 109,419 

8,400 11,900 
3,500 5,100 

3,417 2,514 
900 900 
718 719 
410 0 
565 140 
625 625
 
359 359 

1,420 350 
177 177 
430 150 
100 135 
78 72 

1.340 372 
10.539 

$ 	(6.939) $ (1.4121 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small
 
Business Development Center, University o; Wisconsin, p. 91. QThe University of Wisconsin System. Translated
 
and used with permission. 
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Unit 2 TP 36 

PMips' Pharmacy
 
Statement of Cash Flows
 

ForMonths Ending Janury and February 19X4
 

Operating Activities 
Net Income 

Adjustments needed to convert net income 
to a cash basis:
 
Depreciation expenses for the month 

Add (deduct) changes in current assets:
 

Decrease in Accounts Receivable 

Decrease in Inventory 

Increase in Prepaid Exp. 

Decrease in Prepaid Exp. 


Add (deduct) changes in current 
liabilities: 

Decrease in Accounts Payable 
Increase in Accounts Payable 

Cash provided by operations 

Investing activities 
Cash provided by: 

Sale of long-term investments 
Cash was used to: 

Purchase plant and equipment 
Net cash used for investing activities 

Financing Activities 
Cash was provided by: 

Issue of short-term note 
Cash was used to: 

Retirement of short-term note 
Pay withdrawals to owner 

Net cash provided (used) by financing 
activities 

Net increase (decrease) in cash 

January Februay
 

$ (6,939) $ (1,413) 

177 177 

12,523 8,920 
292 443 

(6,875) 
625 

(37,042) 
.342
 

(37,864) 12,101 

$XXXX $XXXX 

(XXXX) XXXX)
XXXX XXXX 

$40,000 

(250) 11,250 
( 

37,417 (13.583)
 

$(44)$ (1.482 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 92. © The University of Wisconsin System. Translated 
and used with permission. 
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Unit 2 HO IA 

FinancialStatements
 
The Cash Budget
 

Example: A wholesaler begins a venture on January 1 with a 
$15,000 inventory and $24,000 cash. She pays her bills promptly, 
and she bills customers 30 days net. She keeps an inventory equal 
to sales expected during the next 30 days. 

Siropolis, N. C. Small Business Management,4th ed., Chapter 11, 1986, p. 332. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 1B 

Income Statements 

Actual Projected
January February 

Sales revenues $20,000 $32,000
Expenses 15.000 24,000 
Profits $ 5.000 $ 8.000 

One month later, the wholesaler looks at her first income statement 
with pride. "A $5,000 profit isn't bad for a beginner," she says. Her Janu­
ary income statement appears in the Exhibit above, along with her pro­
jected income statement for February. 

One day later, her banker calls to say she has run out of cash. "How 
come?" replies the wholesaler. "I made a profit of $5,000 in January.
How can I possibly be out of cash?" 

The missing cash is tied up in inventory and in bills owed by customers. 
The wholesaler had plowed her profits of $5,000 back into the business to 
build up inventories in anticipation of February sales of $32,000. She had 
used up the $24,000 cash on hand as of January 1 for the same reason. 

How might the wholesaler have avoided this cash flow problem? 

Cash Budget 

January February March 

Sales revenues 
Cash inflows from sales 
Cash outflows for inventory 
Cash gain or lost 
Beginning cash 
Ending cash 

$20,000 
0 

24,000 
($24,000) 

24,000 
$P 

$32,000 
20,000 
3 

($10,000) 
0 

0 000) 

$40,000 
32,000 
30,000 

$ 2,000 
(10.000) 

($8000) 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 11, 1986, p. 333. Houghton Mifflin Company. 
© Houghton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 2 

The Cost of Uncollected Accouts
 

... then, for every $1,000 of uncollected 

If the ratio of before-tax 
accounts, additional sales in 

these amounts would be needed to 
profits to sales is... recover the lost profit 

20% $ 5,000 
15% 6,700 
10% 10,000 
5% 20,000 
2% 50,000 

Credit can also be costly, unless entrepreneurs take pains to control 
their costs of credit and collection closely. Just how costly credit can be,
is underscored by the Exhibit above and by this example: 

Example: An entrepreneur sell $1,000 worth of lumber on credit 
to the Nemo Corporation, which manufactures office furniture. 
She has done business with Nemo before. Although at times she 
had to send two or three invoices, Nemo eventually paid the bill. 
The entrepreneur's ratio of before-tax profits to sales revenues is 
5 percent. 

Three months go by, and the amount is still outstanding. When 
the entrepreneur pursues the collection, she finds that Nemo has 
gone out of business. Note in the Exhibit above that, at a profit­
to-sales ratio of 5 percent, the entrepreneur must sell $20,000 of 
additional lumber to offset the $1,000 that she cannot collect. 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p. 457. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 3 

Business Credit Terms 

.T=l1S Meaning 

2-10-30 2 percent discount for first 10 days; bill due net on 
day 30. Sales date coincides with date of ship­
ment, not when sale is closed. 

2-10-30 E.O.M. 2 percent discount for first 10 days, bill due net on 
day 30--but both days are counted from the end 
of the month in which the sales are made. 

2-10-30 M.O.M. 2 percent discount for first 10 days, bill due net on 
day 30--but both days start from the fifteenth 
of the month following the sales date. 

2-10-30 R.O.G. 2 percent discount for first 10 days, bill due net on 
day 30--but both periods start from the date of 
receipt of the product, not from the date of sale. 

C.O.D. (Cash On Delivery) Bill due upon delivery of product.
C.B.D. (Cash Before Delivery) Product is prepared and packaged by seller, but 

shipment is not made until buyer pays in full. 

How Credit Customers May Benefit from Cash Discous 

If entrepreneur offers 
... then credit customers, by taking

advantage of cash discounts, can earn 
credit terms of ... an annual interest rate* of 

1-10-30 18% 
2-10-30 36% 
3-10-30 54% 
1-10-60 7% 
2-10-60 14% 
3-10-60 22% 

*FORMULA: I = D X 100 
(G - D)(T + 360) 

where I = annual rate of interest earned by credit customer 
D = amount of cash discount offered to credit customer 
G = amount of bill owed the entrepreneur
T = the days' difference between the discount and net payment 

dates 
360 = the number of days in a year (rounded) 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p. 461. Houghton Mifflin Company. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 4 

Aging Schedule
 

Amounts Owed by Customers 
Age (Receivables) 

Not past-due $13,600 
01 to 30 days past-due 5,400 
31 to 60 days past-due 1,200 
61 to 90 days past-due 800 
More than 90 days past-due 40 
Total owed $21.400 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p.464. Houghton Mifflin Company.
© Houghton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 5A 

Charane'sFashions, Inc. 

An entrepreneur owned a pair of small but highly profitable stores 
specializing in women's wear. For years she had placed orders 
only for her normal needs, usually in the $500 to $1,000 range. 
She bought most goods from the top ready-to-wear manufacturers 
in New York, always without difficulty. Her credit reputation was 
excellent--she paid her bills on time, never made unauthorized 
returns, and always behaved, from the suppliers' point of view, in 
a most exemplary way. 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p. 476. Houghton Mifflin Company.
©Hougiton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 5B 

Charlane's Fashions, Inc.: Balance Sheet (July 31, 1980) 

Asset Equities 

Current assets $41,000 Current liabilities $ 5,100
Fixed assets 4.300 Owners' equity 40.200 
Total assets 4 Total equities $45.300 

Charlane'sFashions, Inc.: Income Statement 
(for six months endingJuly 31, 1980) 

Sales revenues $100,500 
Operating expenses 89.300 
Operating profit $11,200 
Federal income tax 
Net profit $ 8.80 

She had started from scratch, so it was with some pride that she went over her latest financial 
statements (see Exhibit above). She had indeed come a long way in the five years she had been in business 
for herself. 

Heady with success, she decided to open nine new stores the next year, without investing additional 
money. She planned instead to rely solely upon the good will of her current suppliers to finance her 
expansion and to act as references for her new suppliers. 

She kept her suppliers, new and old, in 'he dark about her ambitious plan to expand. She was sure 
suppliers would never suspect that she planned to add as many as nine stores in one year. 

Her credit rating was excellent so she aroused little suspicion when, the following spring season, she 
flew to New York and began placing orders larger than previously. By June 20, she had placed more than 
200 orders with suppliers, totaling more than $230,000. Most of these orders were placed with new 
suppliers. 

The day of reckoning soon arrived. On August 8, she cal d a meeting of her creditors, to report
that her company was in troubled financial straits (see Exhibit below). 

Charlane's Fashions, Inc.: Balance Sheet (July 31, 1980) 

Assets Equities 

Current assets Current liabilities 
Cash 
Inventory 

Fixed Assets 

$ 900 
314.400 $315.300 

5,500 

Accounts payable 
Payroll tax 
Bank loan 

$503,100 
23,300 
..3800 $530,200 

Total assets 1320,800 
Owners' equity 
Total equities 

(209.400) 
$320.800 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 15, p. 477. Houghton Mifflin Company. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 5C 

Less than a montih later, the referee's office in the Central District of California 
judged her to be bankurpt. The new stores she had managed to open went down the 
drain along with her original two. 

Questions 
1. 	 What really caused the entrepreneur's bankruptcy? If you had been the 

entrepreneur, what would you have done differently? Why?
2. 	 Could the entrepreneur's creditors have prevented their losses? If so, 

how? 
3. 	 What was the company's operating loss in its last year?
4. 	 What should the entrepreneur do now? Why? 

Source: 	 Case adapted from Sol Barzman, Everyday Credit Checking. a 1973 by Sol Barzman courtesy of John Shaffner 
Associates. 

Binghum ElectriclPals,Inc. 

Norton Bingham owned an electrical parts and supplies store in Los Angeles.
modestly successful over the years, Mr. Bingham sold his electrical products on credit 
terms of 2-10-30. 

In 1980, Mr. Bingham's sales revenues were $480,000. On December 31, 1980, his 
accounts receivable were $60,000. 

According to Dun & Bradstreet, collection periods for the electrical parts and 
supplies industry vary as follows: 

Range 	 Collection Period 

Top Fourth 	 38 days 
Median 	 47 
Bottom Fourth 60 

Questons 

1. 	 On the average, how !ong does it take Mr. Bingham to collect from his 
customers? 

2. 	 How good is Mr. Bingham at managing his credit-and-collection activities? 

Siropolis, N. C. Small Business Management,4th ed., Chapter 15. Houghton Mifflin Company. Q Houghton
Mifflin Company. Translated and used with permission. 
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Unit 2 HO 6A 

Inventory Management 

Example: A retailer of men's clothing forecasts revenues of 
$900,000 next year. In this industry, inventory turns over three 
times a year, on the average. How many months' supply should be 
on hand? How much investment shcold be in inventory? To an­
swer these questions, the retailer would make the following 
computations: 

Inventory Investment = 12 months/year 
3 turns/year 

= 4 months' supply 

Siropolis, N. C. Small Business Management, 4th ed., Chapter 17, p. 516. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated ar.d used with permission. 
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Unit 2 HO 6B 

Invetorj Management--Continued 

Inventory investment = 	 $900.000 revenues/years X 75%' 
3 turns/year 

= $225,000 

These computations are only part of this entrepreneur's inventory
control system. Control also involves evaluating the turnover of 
each item of inventory, such as shirts, ties, and topcoats. 

As a way to judge inventories, turnover is by no means flaw­
!ess. One flaw is that the very idea of turnover suggests that inven­
tory should vary directly with revenues. That is, if revenues double, 
then inventory should also double, or if revenues shou!d drop 50 
percent, then inventory should be cut 50 percent. Not so. In fact,
it is more likely that turnover will increase as revenues rise and 
drop off as revenues Call off. 

Siropolis, N. C. Small Business Maaagement, 4th ed., Chapter 17, p. 517. Houghton Mifflin Company.
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 2 HO 7 

Phillips' Phwmay 

Peter Phillips, a thirty-nine-year-old pharmacist, has been operating a small 
pharmacy in Sturgeon Bay for three years. He had become increasingly disenchanted 
with his former job as a head pharmacist with a national chain in Chicago. He felt 
that he had the management capability to run his own business and had always wanted 
to be his own boss. The death of his mother afforded him, through a small 
inheritance, the opportunity to start his own business. Since his family had often 
vacationed in Door County, he felt that a Sturgeon Bay location would eliminate some 
of the tension and stress he had experienced in his previous job. 

The $38,000 from his mother's estate, together with $20,000 that he withdrew from 
his pension fund, was enough equity to secure a loan of $30,000. Because of several 
connections he had with drug suppliers in Chicago, he secured favorable trade credit 
on all of his opening inventory of $100,000. He moved his family to Sturgeon Bay and 
opened the business in early 19X1. 

The first year of being in business for himself did not meet Pet's expectations. 
The loss from operations for that year was $13,299. This forced him to secure a 
second mortgage on his home for $21,369 in order to obtain working capital. 

Changes in operations allowed him to cut his second year losses to only $2,500. 
His wife Marsha, an R.N., went back to work for the Sturgeon Bay school system, 
working full time at the high school. Peter and his family were able to manage 
without taking a salary from the business except for $5,639 in 19X2. 

Marsha, however, was extremely impatient with her husband's inability to make 
the business turn a prcfit. Peter agreed it was time the business pay him a salary 
commensurate with his training, as well as a profit based on their investment. 
Although the third year showed a profit of $10,635, Peter and Marsha felt that the 
business could show a better return. 

Figures 1and 2 show the most recent balance sheet and income statement for the 
firm. 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Financial Management for Small Business. Small 
Business Development Center, University of Wisconsin, p. 45. 0 The University of Wisconsin System. Translated 
and used with permission. 
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Unit 2 HO 8 

Phillips' Ph maLy
 
19X4 Monthly Cash ExpenditureBudget
 

an Feb Mar 6pz Mu June Wy &U_W VSc Nov DU Total 

Wages $ 3,575 $2,600 $2,600 $2,600 $3,575 $4,225 $4,875 $6,175 $6,175 $5,200 $5,200 $5,200 $ 52,000 

Rent 900 900 900 900 900 900 900 900 900 900 900 900 10,800 

Utilities 675 670 670 280 225 170 170 170 225 335 450 560 4,600 

Prof. Services 440 ---- ---- 880 ---- ---- 440 ---- ---- 440 ---- --- 2,200 

Taxes/License 550 165 220 385 110 500 550 830 660 500 500 550 5,520 

Insurance 7,500 ---- ----.---- ---- ---- ---- ---- ---- ---- ---- ---- 7,500 

Interest/Principal 
Payment 609 609 609 609 608 608 608 608 608 608 608 608 7,300 

Repair 1,540 200 200 200 230 275 275 280 200 200 200 200 4,000 

Advertising 450 150 50 50 275 675 675 675 300 300 300 600 4,500 

Telephone 75 65 60 60 60 75 90 100 100 65 85 65 900 

Misc./Del. 1,230 300 520 150 660 740 1,110 890 660 660 740 740 8,400 

Withdrawals 2.334 	 2M 235 2.3 2335 2.335 2.335 233 23 3 233 2.315 2.000 

7TOTALBUDGET $19.8795$.99 4 81$8.449 $8.978 510.503 512.028 112.4 $12.163 $11.543 $11.318 111738 $135720 

Depreciation and Bad Debts are not cash expenses.
 

Wingenter, Thomas H. Part 3 - 'Financial Budgeting.' Financial Management for Small Business. Small Business Development Center,

University of Wisconsin, p. 67. @The University of Wisconsin System. Translated and used with permission.
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Unit 2 HO 9A 

Philips' Phanna,
 
19X4 Monthly Operating Expense Budget
 

I=n Fgh Mir ADnr -Ma Jurne I&~ AM &, Qsi N~ Total 

Wages $ 3,575 $2,600 $2,600 $2,600 $3,575 $4,225 $4,875 $6,175 $6,175 $5,200 $5,200 $5,200 $ 52,000 

Rent 900 900 900 900 900 900 900 900 900 900 900 900 10,800 

Utilities 675 670 670 280 225 170 170 170 225 335 450 560 4,600 

Prof. Services 440 ---- ---- 880 ---- .... 440 ---- ---- 440 ---- ---- 2,200 

Taxes/License 550 165 220 385 110 500 550 830 660 500 500 550 5,520 

Insurance 625 625 625 625 625 625 625 625 625 625 625 625 7,500 

Interest 359 359 359 359 358 358 358 358 358 358 358 358 4,300 

Repair 1,540 200 200 200 230 275 275 280 200 200 200 200 4,000 

Depreciation 177 177 177 177 177 177 177 177 176 176 176 176 2,120 

Advertising 450 150 50 50 275 675 675 675 300 300 300 600 4,500 

Bad Debts 90 120 210 60 270 300 450 360 270 270 300 300 3,000 

Telephione 75 65 60 60 60 75 90 100 100 65 85 65 900 

Misc./Del. i1230 M 5Q 150 660 740 1.110 890 660 660 740 740 8.400 

Total Operating 
Expenses 10,686 6,331 6,591 6,726 7,465 9,020 10,695 11,540 10,649 10,029 9,834 10,274 109,840 

Plus: 
Owner Withdrawal 

(Salary) and 
1rofit 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,540 30,700 

Principal Payment 250 250 250 250 250 250 20 250 250 250 25.0 250 3.000 
TOTAL BUDGET 1=3.496$ 9.40 6 S$0.275 $11. 30 $14.350 5. !Jj83 $l2644 ,1. 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." FinancialManagementfor Small Business. Small Business Development Center, 
University of Wisconsin, p. 53. 0 The University of Wisconsin System. Translated and used with permission. 
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Unit 2 HO 9B 

Phillips' Pharnacy 
19X4 Annual Inventory 

STEP ONE: Compute average inventory
 

Desired Inventory = Cost of Goods Sold
 
Turnover Average Inventory
 

3.4 = $334,930 
x 

X = $98,509 

STEP TWO: Compute desired ending inventory 

Average Inventory = Beginning Inventory + Ending Inventory 
2 

$98,509 = $110,154 + E.I. 
2 

2 X 98,509 = 110,154 + E.I.
 
197,018 = 110,154 + E.I.
 

197,018 - 110,154 = E.I.
 
86,864 = E.I.
 

STEP THREE: Compute planned purchases 

NOTE: A standard gross profit section of an Income Statement looks 
like this:
 

Sales .................................... $478,470
 
Less: Cost of Goods Sold
 

Beginning Inventory $110,154
h Plus: Purchases + 311,640 
a Goods Available for Sale 421,794 

Less: Ending Inventory - 86-864 
Cost of Goods Sold ......................... $334,930 
Gross Profit .............................. $143,540 

(a) $334,930 + $86,864 = $421,794 
(b) $421,794 - $110,154 = $311,640 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 70. 0 The University of Wisconsin System. Translated 
and used with permission. 
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Unit 2 HO 10 

PhiMps' Phacuy
 
Monthly Inventory Plan
 

(1) (2) (3) 	 (4) (5) 

Projected 	 Projected Planned (Col 2-Col 3) Est. Mo. 
Monthly Monthly Inventory Estimated Inventory 
Sales Cost of Sales Reduction Monthly Orders Payments 

Dec --- $10,049 $1,941 $ 8,108 ---

Jan $14,355 13,398 1,941 11,457 $ 45,150 

Feb 19,139 23,445 1,941 21,504 8,108 

Mar 33,493 6,699 1,941 4,758 11,457 

Apr 9,570 30,143 1,941 28,202 21,504 

May 43,062 33,493 1,941 31,552 4,758 

Jun 47,847 50,239 1,941 48,298 28,202 

Jul 71,770 40,191 1,941 38,250 31,552 

Aug 57,416 30,143 1,941 28,202 48,298 

Sep 43,062 30,143 1,941 28,202 38,250 

Oct 43,062 33,493 j,941 31,552 28,202 

Nov 47,847 33,493 1,940 31,553 28,202 

Dec 47,847 ---.... 31,552 
TOTAL $478,470 $334929 $23,291 $311.638 $325.235 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Busines; Development Center, University of Wisconsin, p. 72. QThe University ofWisconsin System. Translated 
and used with permission. 
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Phillips' Pharmacy
 
19X4 Monthly Operating Expense Budget
 

Jan Eb Mr Am Max June Aog p Oct Notal r1x3 

Wages $ 3,575 $2,600 $2,600 $2,600 $3,575 $4,225 $4,875 $6,175 $6,175 $5,200 $5,200 $5,200 $ 52,000 

Rent 900 900 900 900 900 900 900 900 900 900 900 900 10,800 

Utilities 675 670 670 280 225 170 170 170 225 335 450 560 4,600 

Prof. Services 440 ---- ---- 880 ---- ---- 440 ---- ---- 440 ---- ---- 2,200 

Taxes/License 550 165 220 385 110 500 550 830 660 500 500 550 5,520 

Insurance 625 625 625 625 625 625 625 625 625 625 625 625 7,500 

Interest 359 359 359 359 358 358 358 358 358 358 358 358 4,300 

Repair 1,540 200 200 200 230 275 275 280 200 200 200 200 4,000 

Deprecialion 177 177 177 177 177 177 177 177 176 176 176 176 2,120 

Advertising 450 150 50 50 275 675 675 675 300 300 300 600 4,500 

Bad Debts 90 120 210 60 270 300 450 360 270 270 300 300 3,000 

Telephone 75 65 60 60 60 75 90 100 100 65 85 65 900 

Misc./Del. 1 30 520 150 660 1.110 8 74 740 8.400 

Total Operating 
Expc ases 10,686 6,331 6,591 6,726 7,465 9,020 10,695 11,540 10,649 10,029 9,834 10,274 109,840 

Plus: 
Owner Withdrawal 

(Salary) and Profit 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,540 30,700 

Principal Payment 250 253 250 250 250 25 250 250 250 _2 250 250 3.000 

TOTAL BUDGET $13,496 $9.141 $9.401 $9.536 $10,275 $11.8 $13.505 114.35 = $12.839 $12.644 $13.064 $143 

Wjgrientcr, Thomas H. Part 4 - "Cash Flow Management." FinancialManagementfor Small Business. Small Business Development
Center, University of Wisconsin, p. 53. C The University of Wisconsin System. Translated and used with permission. 
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Pete's credit policy requires payment within 30 days of billing, but the 
sample of pair billings from last year revealed that only 30 percent of his 
accounts receivable were paid between 0 and 30 days. Forty percent of his 
accounts receivable were paid between 31 and 60 days, and 26 percent of 
his accounts receivable were paid between 61 and 90 days. Pete has in the 
past experienced bad debt percentages of approximately 4 percent of credit 
sales. These findings are shown in the Figure below. 

Phillips' Phancy 

Collections History 

% Collections Time in Dya 

30% 0 to 30 

40% 31 to 60 

26% 61 to 90 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 74. QThe University ofWisconsin System. Translated 
and used with permission. 
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January--EstimatedCash to be Received This Month 
from CreditSales in PastMonths 

Estimated % Estimated $ 
Month Credit Collections Collections 

Involved Sales Sales x in Jan. = in Jan. 

Dec $42,450 $20,410 30% $ 6,123 

Nov 42,459 17,057 40% 6,823 

Oct 38,200 12,298 26% 3.197 

$16,143 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 75. QThe University of Wisconsin System. Translated 
and used with permission. 
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February--EstimatedCash to Be Received from Credit Sales
 
in PastMonths
 

Estimated % Estimated $ 
Months Sales Estimated Collections Collections 
Involved Targets Credit Sales x in Feb. = in Feb. 

Jan $14,355 $4,450 30% $1,335 

Dec 42,450 20,410 40% 8,164 

Nov 42,450 17,057 26% 4.435 

$13,934 

March--EstimatedCash to Be Received from Credit Sales 
in PastMonths 

Estimated % Estimated $ 
Months Sales Estimated Collections Collections 
Involved Targ ts Credit Sales x in Mar. = in Mar. 

Feb $19,139 $5,550 30% $1,665 

Jan 14,355 4,450 40% 1,780 

Dec 42,450 20,410 26% 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Management for Small Business. Small 
Business Development Center, University of Wisconsin, p. 76. Q The University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Pharmacy
 
19X4 Estimated Monthly Cash Sales
 

Sales 
Month Targets 

Jan $14,355 

Feb 19,139 

Mar 33,493 

Apr 9,570 

May 43,062 

June 47,847 

July 71,770 

Aug 57,416 

Sep 43,062 

Oct 43,062 

Nov 47,847 

Dec 47,847 

Estimated Estimated 
- Credit Sales = Cash Sales 

$ 4,450 $ 9,905 

5,550 13,589 

8,373 25,120 

3,732 5,838 

7,321 35,741 

7,177 40,670 

8,612 63,158 

6,890 50,526 

9,474 33,588 

13,780 29,282 

19,139 28,708 

22,967 24,880 

W'ngenter, Thomas H. Part 4 - "Cash Flow Management." Financial Manageianentfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 77. )The University of Wisconsin System. Translated 
and used with permission. 

118
 



Unit 2 HO 16 

Phillps'Pharmacy 
Cash Budget 

ForCalendarYear 19X4 

Cash Sales 

Jan 

$ 9,905 

Eb 

$13,589 

Mar 

$25,120 

Ar 

$ 5,838 

MU Jne W PSI Nov Leg Total 

$35,741 $40,670 $63,158 $50,526 $33,588 $29,282 $28,708 $2.,880$361,005 

+ Collections on 
Accts. Rec. 16.143 1 4 8.752 5.889 5.912 56 .6.01 7.358 7.837 7.837 9.715 13.717 108.552 

Cash Inflows 2.048 27.523 3 11 72 41.653 6 69.209 57.884 .966 37.119 38.4 38.597 469.55 

- Cash 
Expenditures 

- Payments for 
Inventory 

19,879 

45.150 

7,994 

8108 

8,164 

45 

8,449 

21.504 

8,978 

4.758 

10,503 

28.22 

12,028 

21.52 

12,963 

4&228 

12,163 11,543 

202 

11,318 11,738 

18.5L355 

135,720 

2232 

Cash Outflows 65.029 16.102 19.621 2995 11.7K 38.705 4 0 50.413 39.745 .5M 43.290 4 

Excess (deficiency 
of cash over 
outflows [38,981] 11,421 14,251 118,226] 27,917 7,831 25,629 [3,377] [9,447] [2,626] [1,097] [4,6931 8,602 

+ Beginning 
Balance 2.343 36 81 2 1 [29.192] 1 12 5 6 32.10819.361 15m638 .&Z543 

ash Available 
(Deficit) V $I221 $l0.9l V29,1921 .27 $6.556 $S.2.18$a8 $19,361 $16.735 $1163 $10.945 $ 10945 

Vfingenter, Thomas i. Part 4 - "Cash Flow Management." FinancialManagement for Small Business. Smali' Business Development
Center, University of Wisconsin, p. 78. 0 The University of Wisconsin System. Translated and used with permission. 
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Phillips' Phanna-y
 
E&tended Cash Budget
 

To Show BorrowingsForCalendar Year 19X4
 

Jan Feb Mar A May June Jul _.g" Oct Nov Dec Total 

Cash Inflows $26,048 $27,523 $33,872 $11,727 $41,653 $46,536 $69,209 $57,884 $40,966 $37,119 $38,423 $38,597 $469,557 

Cash Outflows OM.29 16.102 19.621 29.953 1 73 M 7 43.50 61.26 50.413 39.745 22.5M 43290 

Excess (deficiency 
of cash over 
outflows [38,981] 11,421 14,251 [18,226] 27,917 7,331 25,629 [3,377] 19,4471 [2,6261 [1,097] [4,693] 8,602 

Beginning 
Balance 2.343 3. 3.783 4.034 3.808 4.125 32.1 5 28.808 .361 16.735 15.638 2.343 

Cash Available 
(Deficit) [36,638] 14,783 18,034 [14,192] 31,725 11,956 32,185 28,808 19,361 16,735 15,638 10,945 10,945 

+ 	Needed 
Borrowings 40,000 ---- 18,000 

*Loan 
Repayments --- 11.000 140 .. 27.600 ._40 

Ending Balance 362 $373 $ 4.034 $ $4.125 .56 $32.185 $2,808 $19,361 $16.72 $15.62§ $10,945 $ 10945 

Wingenter, Ihomas H. Part 4 - "Cash Flow Management." Financial Management for Small Buriness. Small Business Development 
Center, University of Wisconsin, p. 81. C The University of Wisconsin System. Translated and used with pcnnissiot. 
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PhUiips'Phamucy
 
Balance Sheets
 

December 31. 19X3 Januay 31, 19X4 February 28. 19X4 

Assets
 
Current Assets
 

Cash $ 2,343 $ 1,896 $ 414 
Accounts Receivable (net) 34,040 21,517 12,597 
Inventory 110,154 109,862 109,419 
Prepaid Expenses 1.029 7.904 7.279 

Total Current Assets 147,566 141,179 129,709 

Fixed Assets 
Fixture6 and Equipment 
(net after depreciation) 30.634 30.457 30.280 

TOTAL ASSETS $178200 $11,61292 

Liabilities
 
Current and Accrued
 
Liabilities
 

Accounts Payable $ 45,150 $ 8,108 $11,457 
Notes Payable
 
(within one year) 34,390 74,140 62,890
 
Other Liabilities 12,614 12,614 12,614
 

Total Current &
 
Accrued Liabilities 92,154 94,862 86,961
 

Long-Term Liabilities 
Notes Payable (later 
than one year) 28832 28.832 28.832 

Total Liabilities 120,986 123,694 115,793 

Owners' Equity .57,214 47,942 44,196 

TOTAL LIABILITIES AND
 
OWNERS' EQUITY $178.200 $1-71.636
 

Wingentfr, Thomas H. Part 4 - "Cash Flow Management." Financial Management for Small Business. Small Business Development
Center, University of Wisconsin, p. 90. 0 The University of Wisconsin System. Translated and used with permission. 
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Phillips' Pharmacy
 
Income Statements
 

ForMonths of Jwuwuy and Febnary 19X4
 

Sales 
Less Cost of Goods Soid:
 

Beginning Inventory 

Plus Purchases 

Total Inventory Available 

Less Ending Inventory 

Cost of Goods Sold 

Gross Profit 

Less Operating Expenses: 
Wages 
Rent 
Utilities 
Professional Services 
Taxes/Licenses 
Insurance 

Interest 
Repairs 
Depreciation 
Advertising 
Bad Debts 
Telephone 
Misc./Delivery 

Total Operating Expenses 
Net Profit (Loss) Before Tax 

January Februa 

$12,000 $17,000 

110,154 109,862 
8,108 11,457 

118,262 121,319 
109,862 109,419 

8,400 11,900 

3,500 5,100 

3,417 2,514
 
900 900
 
718 719
 
410 0
 
565 140
 
625 625
 
359 359
 

1,420 350
 
177 177
 
430 150
 
100 135
 
78 72
 

1.340 372
 
10539 6.513
 

$ 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managcmentfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 91. QThe University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Pharmacy
 
Statement of Cash Flows
 

ForMonths Ending Januay and February 19X4
 

January February 

Operating Activities 
Net Income $ (6,939) $ (1,413) 

Adjustments needed to convert net income 
to a cash basis: 
Depreciation expenses for the month 
Add (deduct) changes in current assets: 

Decrease in Accounts Receivable 
Decrease in Inventory 
Increase in Prepaid Exp. 
Decrease in Prepaid Exp. 

Add (deduct) changes in current 
liabilities: 

177 

12,523 
292 

(6,875) 

177 

8,920 
443 

625 

Decrease in Accounts Payable 
Increase in Accounts Payable 

Cash provided by operations 

(37,042) 

(37,864) 12,101 

Investing activities 
Cash provided by: 

Sale of long-term investments 
Cash was used to: 

$XXXX $XXXX 

Purchase plant and equipment (XXXX) (XXXX)
Net cash used for investing activities XXXX XXXX 

Financing Activities 
Cash was provided by: 

Issue of short-term note $40,000 
Cash was used to. 

Retirement of short-term note (250) 11,250 
Pay withdrawals to owner (2.333) (2,333) 

Net cash provided (used) by financing 
activities 37,417 (13.583) 

Net increase (decrease) in cash $ (447 L 1482 

Wingenter, Thomas H. Part 4 - "Cash Flow Management." Financial Managementfor Small Business. Small 
Business Development Center, University of Wisconsin, p. 92. QThe University ofWisconsin System. Translated 
and used with permission. 

123 



FINANCIAL PERFORMANCE ANALYSIS (TRANSFORMATIONS)
 

1,>
 



UNIT 3
 

Title: 	 FINANCIAL PERFORMANCE ANALYSIS (TRANSFORMATIONS) 

Purpose: 	 This unit is designed to help participants analyze their business's financial 
performance with several methods, such as, trend analysis or ratio analysis. 

Objective: 	 To explain the mechanics and importance of financial analysis for the entre­
preneur and to potential investors fIncludes trend analysis, and ratio analysis
(liquidity, activity, leverage, and profitability) to participants) 

Transparencies: 

Transparency 1 Phillips' Pharmacy Income Statement, October !9XX 
Transparency 2 Cost of Good Sold 
Transparency 3 Cost of Goods Manufactured 
Transparency 4 Phillip's Pharmacy Balance Sheet, December 31, 19XX 
Transparency 5A Hal's Haberdashery 
Transparency 5B Mary's Mailing Services 
Transparency 5C Dynachron Plastics Mfg. Co. 
Transparency 5D1-5D2 Cash Flow Projection by Month (Spreadsheet) 
Transparency 5E Dynachron Plastics Mfg. Co.-calculations 
Transparency 6 Financial Ratio Analysis (no equations) 
Transparency 7 Financial Ratio Analysis (with equations) 

Handouts: 

Handout 1A Hal's Haberdashery
 
Handout 1B Mary's Mailing Services
 
Handout 1C Dynachron Plastics Mfg. Co.
 
Handout 1Dl-1D2 Cash Flow Projection by Month (Spreadsheet)
 
Handout 1E Dynachron Plastics Mfg. Co.-calculations
 
Handout 2 Financial Ratio Analysis (with equations)
 

Class Exercises: 

Handout 1A Hal's Haberdashery
 
Handout 1B Mary's Mailing Services
 
Handout 1C Dynachron Plastics Mfg. Co.
 
Handout lD1-1D2 Cash Flow Projection by Month (Spreadsheet)
Handout 1E Dynachron Plastics Mfg. Co.-calculations 
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Product: 

Trend analysis with comparative statements
 
Trend analysis with common size statements
 
Ratio analysis
 
Results interpretation
 
Industrial standards
 

Assignment: 

Construct common size financial statements for a business 
Perform trend analysis on comparative business financial statements 
Perform trend analysis on common size business financial statements 
Calculate ratios from business financial statements 
Interpret results of analysis 
Consider possible Polish industrial standards (potential business for an 

entrepreneur) 

Notes to Instructor: 

If possible, participants should be advised to bring a hand calculator to class with 
them. A pencil or pen and paper is sufficient, but a calculator will save time. 

The instructor should have the class perform analyses on a set of comparative
financial statements from a Polish business. After this they may want to 
analyze their own company during class time. This could generate a great 
amount of enthusiasm among the participants. Assure students that these 
techniques apply to manufacturing, retail, wholesaling, service, and all other 
types of businesses. 

Invite representatives from a bank, finance company, and government loan or 
grant agency to discuss the importance of these analyses to a business that is 
preparing to seek outside funding. 

Instructors should adjust times to meet the needs of their participants. 

Instructors should provide the summary remarks and preview the next unit. 

Estimated time: 

Comparative statements trend analysis 30 minutes 
Common size financial statement transformation 30 minutes 
Common size financial statement analysis 30 minutes 
Cla.ss break 30 minutes 
Ratio analysis of financial statements 60 minutes 
Interpretation of financial statements 45 minutes 
Discussion of future publication of Polish industrial standards 15 minutes 

Why do Ineedfinancialrecords? Small Business Development Center, University of Wisconsin. The University of Wisconsin System. 
Translated and used with permission. 
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Content Process 

Introduction 

Financial statements are a source of use- Explain why financial analysis is important
ful information for entrepreneurs and to a small business person. 
small business people. Of course the 
statements must be analyzed and inter­
preted to be of any use in decision
 
making. With analysis and interpretation
 
the financial statements can help the
 
entrepreneur to improve management of
 
the business.
 

An efficient method of making manage­
ment decisions is by applying the principle
 
of "management by exception." This ap­
proach to management is one which con­
centrates on fixing only things that need
 
fixing. In other wrds unless you have a
 
problem, you don't have to make a deci­
sion. By analyz.ng financial statements
 
and finding problems, managers can iden­
tify where their time should be spent. Fi­
nancial statement analysis is a process to
 
identify problems that can lead the entre­
preneur to finding solutions to their
 
problems.
 

The identification of problems and recom­
mended solutions to those problems does
 
not necessarily lead to the "resolution" of
 

,.aproblem situation. To resolve the prob­
lem usually involves working with people. 
People are usually the cause of problems 
and only people can resolve problems that 
they cause. A pure financial approach to 
business decision making seldom leads to 
problem resolution. 

1. The Financial Statements 

You are already familiar with two finan- Display TP 1 an briiig attention to the 
cial statements required for analysis and Cost of Goods Sold line. 
interpretation, one is the income state­
ment. There are a few more detailed 
ways to examine the income statement 
especially the cost of goods sold, the cost 
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Content Process 

of goods manufactured, or the cost of 
services provided. 

Why do we draw your attention to this 
particular aspect of a business? It is 
because so.ie entrepreneurs fail to under­
stand total costs involved with running 
their business. If a person does not know 
the total costs involved, it is only by luck 
that they can successfully run their 
business. 

The cost of goods sold is the amount that 
has been paid for the merchandise that 
has been sold. For a retailer, the cost of 
goods sold section of the income state­
ment typically has a format similar to that 
used by Pete Phillips' for the Phillips' 
Pharmacy. 

For a manufacturer the cost of goods 
manufactured would be substituted for the 
purchases. The cost of goods manufac-
tured statement is somewhat more compli­
cated because the statement must incor­
porate that costs of labor, raw materials, 
and overhead into the cost of the product. 

For a service business there is no cost of 
goods sold section in the income state­
ment because a service, and not a pro­
duct, is being sold. However it remains 
important for the business person to 
understand all the expenses required to 
provided the service. 

Because the cost of goods sold section is 
easier to understand for a retailer than a 
manufacturer or service provider, a retail 
example, Phillips' Pharmacy, will be the 
model for this unit. 

First show TP 2 and begin to explain it. 
TP 3, the Cost of Goods Manufactured, 
accompanies it and should be discussed 
immediately after the Cost of Goods Sold, 
TP 2. 

Ask participants if they know about any 
business that has had this problem. 

As you display TP 2 encourage class 
discussion. 

Display TP 3 and point out the differences 
between it and TP 2. 
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2. 	 The Relationship in and between the
 
Income Statement and the Balance
 
Sheet
 

The cost of goods sold usually varies in Display TP 1. Point to features of the 
direct proportion to the number of units Income Statement as you explain them. 
of product sold. For example, if the aver­
age cost of a product is 60 percent of the
 
selling price, the cost of goods sold will be
 
60 percent of total sales whatever the
 
level of sales. Gross sales less the cost of
 
goods sold is the gross profit margin. In
 
general, the percentage relationship of
 
gross profit margin to gross sales is rela­
tively constant as long as the mixture of
 
the type of products sold does not change
 
greatly and prices and costs remain fairly
 
constant.
 

Selling and administrative expenses typic­
ally include items that remain fairly con­
stant, or fixed, fcr any level of sales. 
Sales salaries, aovertising, depreciation, 
insurance, and office salaries are the type 
of items included in this category. In a 
retail firm the selling and administrative 
expenses include everything except the 
cost of goods sold. In a manufacturing 
setting, the selling and administrative 
expenses include all expenses that cannot 
be readily identified as part of the cost of 
the goods manufactured and sold. 

Net income indicates how well the busi­
ness is performing, but is only an indi­
cator. Before the net income figure be­
comes meaningful, the size and kind of 
investment that the owners have made Display TP 4. 
must be considered. This information is 
found on the balance sheet. 

A typical balance sheet looks like this. 
Assets of the business are listed on the 
left side of the balance sheet and the 
liabilities and equities are listed on the 
right. Assets are listed in order o; their 
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liquidity, or how quickly they can be con­
verted into cash. Liabilities are listed in 
the order of when they must be paid. The 
balance sheet must balance. For every 
asset 	listed on the left side of the balance 
sheet 	there must be a liability or equity 
item 	on the right side of the balance 
sheet. In this way, the right-hand side of 
the balance sheet shows how the left-hand 
side 	 of the balance sheet has been 
financed. 

The income statement measures the reve­
nues 	and expenses of the company "dur­
ing" 	 a time period such as a month, 
quarter, or year. The balance sheet 
measures account balances at an instant in 
time; the income statement measures 
account "flows" over a period of time. 

Now let us find what these statements can 
tell us through analysis. 

A. 	 Performing Trend Analysis on A 
Business' Comparative Financial 
Statements 

A popular method of analysis is a trend Display TP 5B, Mary's Mailing Service. 
analysis of the changes in each account in Perform a few caiculations to validate the 
financial statements. Look at this Income numbers with the participants, or you may
(Profit and Loss) Statement for Mary's have them perform the calculations. 
Mailing Service'. You can see that the 
column on the far right-hand side shows Distribute HO lB. 
how much an account balance has chang­
ed from year to year. For example, Net 
sales have increased by +20.8 percent 
from 1988 to 1989. 

You will notice that not all of the account 
balances have changed by the same per­
centage. This may be "good news" or "bad 
news." This is where interpretation 
begins. Net income has increased by +9.7 
percent which is a much slower rate of 
increase than the growth in net sales. 
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Clearly this is not a healthy phenomenon. 
What has caused this? For the answer, 
look to the other account balance changes 
on the statement. 

The culprit appears to be Cost of Goods 
Sold. As you can see from the statement, 
this account has increased by +30.6 per­
cent in the same year that net sales have 
increased by only +20.8 percent. This in 
not a good trend. This business person, 
Mary, should try to determine why the 
cost of goods sold has risen so rapidly by 
comparison to net sales. 

This is one example of how an entrepre­
neur can use financial analysis to find and 
to begin to solve any problems they may 
have. Let us look at another method of 
financial analysis. 

B. 	 Transforming Business Financial 
Statements into Common-Shre Fi­
nancial Statements 

Another approach to the analysis of fi-
nancial statements is to convert them into 
common-size statements. Convert every 
category from dollar terms to percentages. 
For the income statement, net sales repre­
sent a value of 100 percent; calculate all 
other categories so that the categories 
sum to the net sales percentage (100%). 
For a balance sheet, give the total assets 
or liabilities a value of 100 percent, and 
calculate all other categories as percent­
ages of the total assets or liabilities. 
When you convert statements to this form, 
it is relatively easy to note the percentage 
that each category represents of the total. 

As an example you can see that Cost of 
Goods Sold for Hal's Haberdashery' 
represented 63.9 percent of Sales. This 
information is useful, but a better use of 
this method exists. 

Show TP 5A and distribute HO IA, Hal's 
Haberdashery, Profit and Loss Statement 
(Income Statement). 

Use TP 5A for emphasis. 
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C. 	 Conducting Trend Analysis on A 
Business' Common Size Financial
 
Statements
 

For best use of this technique, convert Display TP 5C and distribute HO 1C 
more than one years' financial statements (Dynachron) to illustrate common-size 
to the common-size format. Comparisons statements prepared for multiple years.
of these percentages over the years can 
point 	out areas that require ttention. Find financial statements from a Polish 

company from two or three years. With 
Look at these financial statements from (a them you can do one of two things. The 
Polish business). Let us begin work with first alternative is to analyze them before 
them 	now. this unit is presented to show your stu­

dents the results you found. They can 
There is another use for common-size fi- then interpret your results. The second 
nancial statement analysis. These state- alternative is to have the participants 
ments are especially helpful in developing analyze the statements during this session. 
scenarios and proforma statements, since They can then interpret their own results. 
they provide a series of historical relation­
ships 	(for example, cost of goods sold to 
sales, 	interest expense to sales, and inven­
tories as a percent of assets). Here is an Display TP 5D and distribute HO 1D. 
example of a projection of monthly cash 
flows. As you see it has been, and should 
be performed in dollars. However, when 
employing projected income statements 
and balance shee.s to improve perform­
ance, projected statements developed in a 
common-size format may be more useful. 

D. 	 Calcilating Ratios from A Business'
 
Financial Statements
 

There is another method of financial anal- Show TP 5E and distribute HO 1E. 
ysis, ratio analysis. These are examples of 
some basic ratio analyses that have been 
performed of Dynachron'. We can refer 
back to them later, however, now let us 
discuss "he purpose of ratio analysis, 
outline the calculations, and establish 
some basic standards for comparison. 

Ratio analysis is another common method 
of financial analysis employed to allow 
businesses to find problems in their busi­
nesses. Four basic areas of company per­
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formance are the typical focus of ratio 
analysis: liquidity ratios, activity ratios, 
leverage ratios, and profitability ratios, 

Liquidity ratios indicate the business' 
capacity for meeting its short-run or near­
term debts. In other words, these ratios 
help to determine whether the business 
has enough working capital (rurrent assets 
- current liabilities) to get by, pay its bills, 
invest in the future, take advantage of im­
mediate opportunities, and fight off un­
foreseen short-run crises. Activity ratios 
offer insight into how effectively the firm 
is using its resources. Leverage ratios in­
dicate the extent to which the firm's capi­
tal is secured through internal (owners or 
stockholders) or external (lenders) money. 
These figures become quite critical when 
undergoing growth or expansion. Here, 
the ability to raise further capital may be 
affected by the present leverage position. 
Profitability ratios are concerned with 
measuring the firm's financial perform­
ance and financial returns. These ratios 
are important, both for a comparison to 
other similar businesses, and an internal 
trend perspective. Particularly significant 
deviations from what is expected or strong 
negative movements in the internal trend 
may signal that the economic viability of 
the business is in serious question. In 
short, these ratios give a quick, "bottom 
line" picture of the firm's current financial 
results. 

Here you can examine the actual 
formulae. 

Look now at the financial statements that 
you have for (a Polish business). Let us 
perform or interpret the ratio analyses 
technique with these. You can see what 
the formulae are. Let us now work with 
them for (a Polish business), 

Process 

Display TP 6. Use these for illustration 
through this and the next section of this 
unit. 

Display TP 7 and distribute HO 2. 

Use the same financial statements from a 
Polish company from two or three years 
that you provided earlier. With them you 
can do one of two things. The first alter­
native is to analyze them before this unit 
is presented to show your students the re­
sults you found. They can then interpret 
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Content Process 

(When the computations have been corn- your results. The second alternative is to 
pleted). The interpretation of the figures have the participants analyze the state­
is much more important than the ments during this session. They can then 
computations. interpret their own results. 

E. Interpreting the Results of Ratio 
Analysis 

Let us begin by interpreting the liquidity 
ratios. The current ratio is derived by 
dividing current assets by current liabili-
ties. Many experts feel that a current 
ratio of 2 should be present. Yet, this is 
only a general guideline and it could vary 
from one type of business to another. It 
is important, though, for some benchmark 
to be established. For example, if a busi­
ness is one where the bulk of sales are on 
credit, a larger current ratio may be ap­
propriate. It is important to look at 
changes that have occurred in the current 
ratio over the years. When the current 
ratio is very high, the business should 
consider some more productive use of 
cash and/or some distribution of cash to 
the owners or stockholders. The acid test 
ratio is computed by dividing the sum of 
cash, receivables, and marketable securi­
tes by current liabilities. Since inven­
tories may not be easily converted to cash, 
this ratio gives a more accurate picture of 
thie business' ability to act quickly to 
opportunities or emergencies. Although 
there can be much variation from type of 
business to type of business, an acid test 
of 1 is desirable. 

The next category of ratios is activity 
ratios. Inventory turnover is computed by 
dividing cost of goods sold by average 
inventory. Again, there can be differences 
in an appropriate number because of the 
differeyces between types of businesses, 
In general many experts believe that in-
ventory turnover is linked closely to the 
"shelf life" of the product, i.e., how long 

With each ratio, first explain the general 
concept behind the ratio formula and then 
discuss the specific calculations from the 
business you have chosen. 

Through this segment of the unit, examine 
and discuss the actual rati that have 
been calculated. Be sure to emphasis the 
importance of observing if the business is 
improving or deteriorating by observing 
the changes in the ratios from year to 
year. For example, if inventory turnovers 
change from 6 to 12 over a years time, 
this is a dramatic improvement. 
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until the product has spoiled. For exam­
ple, a baker selling fresh bread should
 
have 365 inventory turnovers per year.
 
On the other hand, a person selling coal
 
could have only 12 turns per year and
 
have an excellent business. The coal will
 
not spoil; the bread will spoil. Regardless
 
of the type of product, the inventory turn­
over figure helps you to monitor how ef­
fectively you are using money. Money
 
tied up in inventory typically depreciates
 
in value rather than gains. A larger num­
ber is always better than a smaller num­
ber for this ratio.
 

Total asset turnover is computed by 
dividing sales by total assets. This con-
trasts the change in sales to the change in 
assets. A larger number is always better 
than a smaller number for this ratio. 
Accounts receivable turnover is computed 
by dividing annual credit sales by average 
accounts receivable. Accounts receivable 
turnover indicates the time it takes to 
collect money from credit sales. This 
figure should be monitored careftlly be­
cause it indicates if the entrepreneur is 
collecting the money rapidly enough. A 
larger number is more desirable in this 
case. Most experts say that inventory 
turnover is also linked to the "shelf life" 
of the product, i.e., how long until the 
product has spoiled. For example, a 
baker selling fresh bread should have 365 
accounts receivable turnovers per year (all 
customer pay cash!). On the other hand, 
a person selling furnfiture could have only 
12 accounts receivable turns per year and 
have an excellent business. The furniture 
will not spoil; the bread will spoil. Re­
gardless of the type of product, quick col­
lections of accounts receivable are best. 
Average collection period provides the 
same information as accounts receivable 
turnover in a different format. Look at 
the formula. It shows how many days 
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were required, on average, to collect
 
money for credit sales. Smaller numbers
 
are always better. Usually a good target
 
is to have an average collection period no
 
more that ten days greater than the terms
 
you offer on credit sales.
 

Leverage ratios make up the next category
 
of ratios, the first of which is the debt to
 
assets ratio. It is a measure of the per­
centage of assets that are funded through 
debt. A ratio that is too high may be 
risky while one that is too low may indi­
cate inefficient use of capital. Typically if 
there is a balance between the monetary Continue to reference the ratios generated
value of assets and the monetary amount with the financial statements of the Polish 
of debt, the business is in reasonable con- business that you have chosen. 
dition. The debt to equity ratio is com­
puted by dividing total debt by total own­
ers equity. This ratio indicates the extent 
to which funds have been generated by
the owners. If this ratio is greater than 
one, the creditors are at greater risk than 
the business owners. If the ratio is less 
than one, the business owners are at 
greater risk than the creditors. What is 
good for this ratio depend on whether the 
judge is a creditor or an owner! 

The final broad category of ratios is the 
profitability ratios. These ratios give a 
quick, bottom line picture of the business' 
current financial results. Gross profit 
margin is computed by subtracting cost of 
goods sold from sales and dividing the 
result by sales. This ratio indicates how 
the selling activity provides the margin to 
cover operating costs and leave a balance 
of profit. Most businesses want this num­
ber to be as large as possible. The other 
profitability ratio, return on total assets 
ratio, is calculated by dividing net income 
from operations by average total assets. 
This ratio measures the firm's operating 
performance. In other words, this figure 
notes the rate of return received for the 
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total investment made by creditors and
 
owners. Creditors and investors wish for
 
this number to be large.
 

The owner's knowledge and a'Aareness of
 
the business may be necessary to either
 
temper or augment what the measures
 
project. Good sense and perspective must
 
be used in conjunction with the objective
 
figures and computations. There is
 
another perspective for evaluation.
 

F. The Future for Poland: Published 
Industrial Standards for Compari­
son within an Industry
 

Examining the trend within a company's 
ratios can provide much useful informa­
tion. However if there were published 
standards of ratios that had been special­
ized by industry, even better judgement 
could by made with ratios. By studying 
ratios from across an entire industry and 
comparing your business to other similar 
businesses, you would have much better 
knowledge of the condition of your busi­
ness. This would also be interesting to 
potential partners or investors. 

In some countries, there are a limited 
number of businesses that specialize in 
collection and publication of financial 
ratio standards segregated by industry 
type. This means that very good, average 
and poor ratios are computed and publish­
ed for each industry such as, retail gf.­
cery, clothing manufacturing, hotel and 
lodging, steel manufacturing, etc. 

Although standards such as these are not 
published for Poland at this time, they 
may be available in the future. This is a 
wonderful opportunity for an ambitious 
Polish business person. 
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Phillips' Pharmacy 
Income Statement
 

Forthe Month of October 19XX
 

Sales ............................. $XXX
 
Less: Cost of Goods Sold ............
 
Gross Profit .......................
 
Sales and Admin. Expenses ...........
 
Net Income ....................... $ XXXX
 

Waedt, Fred. Part 2 - "Analyzing and Interpreting Financial Information." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p.26. Q The University of Wisconsin 
System. Translated and used with permission. 
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Cost of Goods Sold 

Beginning inventory of merchandise .............. $ XXXX
 
Add: Purchases ..............................
 
Cost of goods available for sale ..................
 
Less: Ending inventory of merchandise ............
 
Cost of Goods Sold ........................... $ XXJ;LX
 

Waedt, Fred. Part 2 - "Analyzing and Interpreting Financial Information." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 27. Q The University of Wisconsin 
System. Translated and used with permission. 
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Cost of Goods Manufactund 

Beginning goods in process inventory .................. $ XXXX
 
Raw materials used: 

Beginning raw materials inventory ............ $ XXXX
 
Add: Purchases of raw materials .............
 
Raw materials available for use ..............
 
Less: Ending raw materials inventory .........
 
Cost of raw materials used .................. $ XXXX
 

Direct labor ...............................
 
Factory overhead ...........................
 
Total manufacturing costs ...........................
 
Total cost of goods in process during the year ............ $ XXXX
 
Less: Goods in process inventory, end of year ...........
 
Cost of Goods Manufactured ........................ $ XXXX
 

Waedt, Fred. Part 2 - "Analyzing and Interpreting Financial Information." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin, p. 28. QThe University of Wisconsin 
System. Translated and used with permission. 

140
 



Unit 3 TP 4 

CURRENT ASSETS 

Cash 
Accounts Receivable 
Merchandise Inventory 
Total Current Assets 

FIXED ASSETS 
Office Equipment 
Delivery Vehicle 
Less Accumulated Dept. 
Land 
Total Fixed Assets 

Total Assets 

Phillips' Phamuy
 
Balance Sheet
 

December 31, 19XX
 

CURRENT LIABILITIES 

Accounts Payable 
Accrued Interest 
Accrued Salaries 
Notes Payable 
Total Current Liabilities 

LONG-TERM LIABILITIES 
Mortgage Payable 
Total Long-term Liab. 
Total Liabilities 

EQUITIES 
Pete Phillips, Capital 

Total Liab. & Equity 

Waedt, Fred. Part 2 - "Analyzing and Interpreting Financial Information." Financial Management for Small 
Business. Small Business Development Center, University of Wisconsin. 0 The University of Wisconsin System.
Translated and used with permission. 
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Unit 3 TP 5A 

Hal'sHaberdashery 
Profit andLAw Statement 

Forthe Year Ended December31, 19--

Operating Revenue 
Sales $361,815 100.00 
Less Sales Returns and Allowances 6.513 1.80 
Net Sales $355,302 98.20 

Cost of Goods Sold 
Merchandise Inventory @ January 1 $54,272 15.00 
Purchases $249,652 69.00 
Less: 

Purchases Returns/Allowances $4,523 
Purchases Discount 9.045 13.568 3.75 

Net Purchases 236.084 65.25 
Merchandise Available for Sale 290,356 
Less: 

Merchandise Inventory Dec. 31 59.156 16.35 
Cost of Goods Sold 231,200 63.90 

Gross Margin on Sales $124,102 34.30 

Operating Expenses 
Salaries and Commissions Expense $38,352 10.60 
Rent Expense 12,000 3.32 
Advertising Expense 9,407 2.60 
Bank Credit Card Expense 8,249 2.28 
Uncollectible Accounts Expense 5,889 1.63 
Payroll Taxes Expense 5,602 1.55 
Heating and Electric Expense 1,924 .53 
Depreciation Expense 1,869 .52 
Telephone Expense 1,788 .49 
Supplies Expense 1,617 .45 
Insurance Expense 576 .16 
Miscellaneous Expense 1,322 .37 

Total Operating Expenses 88.595 24.49 

Operating Income $35,507 9.81 

Other Expenses 
Interest Expense 5,750 1.59 

Net Income or (Loss) $29.757 8.22 

Whydo I need fmancial records? Small Business Development Center, University of Wisconsin. 0 The University 
of Wisconsin System. Translated and used with permission. 
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May's MailingServices
 
Comprative Pofit and Loss Statement
 

Forthe Years Ended December 31, 1989 and 1988
 

Year Ended Year Ended 
Dec. 31, 1989 Dec, 31. 1988 % Changed 

Net Sales $84,623 $70,033 +20.8
 
Less Cost of Goods Sold 49.283 37.742 +30.6
 

Gross Margin on Sales $35,340 $32,291 +9.4 
General and Administrative Expenses 6,741 5,970 + 12.9 
Operating Expenses 12.222 10,824 + 12.9 

Operating Income $16,377 $15,497 +5.7 
Other Revenue 

Interest Income 836 795 +5.2 
Rental Income 3.600 3.300 +9.1 

$20,813 $19,592 +6.2 

Other Expenses 
Interest Expense 2,750 3,125 -12.0 
Earnings Before Income Tax $18,063 $16,467 + 9.7 

Less Provision for Income Tax 5.780 5,269 +9.7 

Net Income $1.283 $11,198 +9.7 

Whydo I needfinancial records? Small Business Development Center, University of Wisconsin. 0 The University 
of Wisconsin System. Translated and used with permission. 
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Dynachron Plastics Mfg. Co. 
Comparative Balance Sheet 

December 31, 1989 and 1988 

December 31, December 31, % 
1989 1988 1989 1988 

ASSETS 
Current Assets: 

Cash $18,377 $ 22,861 1.3 1.7 
Accounts Receivable, Net' 256,021 194,355 18.1 14.6 
Invntories 

Finished Goods $12,442 $11,669 
Work in Process 191,609 149,008 
Materials 15,488 219,539 8,615 169,292 15.5 12.7 

Total Current Assets 
Long Term Assets: 

Land 
Building, Net' 
Factory Equipment, Net2 

Delivery Equipment, Net2 

Office Equipment, Net 
Total Long-Term Assets 

Total Assets 
LIABILITIES 
Current Liabilities: 

Notes Payable 
Payroll Taxes Payable 
Corporate Income Tax Payable 
Accrued Interest Payable 
Dividends Payable 

Total Current Liabilities 
Long-Term Liabilities 

Bonds Payable 
Total Liabilities 
STOCKHOLDERS' EOUITY 
Capital Stock 

(20,000 Shares Authorized, 
15,000 Shares Issued) 

Retained Earnings 
Total Stockholders' Equity 

Total Liabilities and 
Stockholder's Equity 

$493,937 $386,508 34.9 29.0 

$212,560 $212,560 15.0 15.9 
189,340 194,816 13.4 14.6 
509,763 527,808 36.0 39.6 

8,640 9,450 0.6 0.7 
2,214 1,818 0.2 0.1 

$922.517 $946.452 65.1 71.0 
4 $1.332.906 100.0 100.0 

$100,000 $100,000 7.1 7.5 
14,809 13,263 1.0 1.0 

114,963 77,676 8.1 5.8 
7,475 8,280 0.5 0.6 

16.800 14,550 1.2 1.1 
$254,047 $213,769 17.9 16.0 

350.000 400,000 24.7 30.0 
$604,047 $613,759 42.6 46.0 

$525,000 $525,000 37.1 39.4 
287M407 194.191 20.3 14.6 

$812,407 $719,191 57.4 54.0 

1416454 l.332.960 
'Net of the Allowance for Doubtful Accounts. 2Net of Accumulated Depreciation for Each Asset. 

Whydo I need financial records? Small Business Development Center, University of Wisconsin. QThe University 
of Wisconsin System. Translated and used with permission. 
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22 

23 

A 

Net Cash Flow 

B 

October 

$7.755 

C 

Nov 

$7,335 

D 

Dec 

($15304) 

CASH FLOW PROJECTION by Month, Year One 

E F G H I J 

Jan FR!o Mar Apr May Jim 

$77 ($304) ($30.176) S26.194 $238 $14.985 

K 

Jul 

$764 

L 

Aug 

($14,034) 

M 

Sep 

$1.152 

TP 5D1 

N 

Total 

($1,318) 

24 Cummulative Cash $7.755 $15.090 ($214) ($137) ($441) ($30.617) ($4.423) ($4,185) $10,800 $11564 ($2,470) ($1,318) 

25 

26 Fixed Cash 
Disbursements 

27 Utilities $2.160 

28 Salaries $22,800 

29 Payroll Taxes and 
Benefits 

$2,850 

30 Office Supplies $300 

31 
*Cleaning 

Maintenance and $300 

32 licenses S115 

33 Boxes, paper, etc. $400 

34 Telephone $1.020 

35 Miscellaneow $480 

36 Total:FCD/yr $30.425 

37 

38 

FCD/mo $2,535 

39 

40 

Cash on Hand 

Opening Bajmce $2,150 $9,905 S17.240 $1,936 $2,013 $1,709 ($23,467) ($2,273) ($2,035 $12,950 $13,714 ($320) 

41 

42 

43 

Cash Receipts 

Crsh Disbursements 

Total New Balance 
-. 

$21,800 

$14.045 

!9,905 

21.000 

$13,665 

S17,240 

$14300 

$29,604 

$1,936 
1.____ 

$119,500 

$119,423 

$2,013 
$2,013_________ 

$14,250 

$14,554 

$1,709 
___ 

$15,450 

$45,626 

($28.467) 

$47300 

$21,106 

($2,273) 
___ 

$19,440 

$19.202 

(52,035) 
_____________ 

$37.065 

$22,080 

$12,950 

$23,215 

$22,451 

$13,714 

$23,775 

$37,809 

($320) 
____-____ 

$22,625 

$21,473 

$832 
1___ 

$379,770 

S381,038 



CASH FT.OW PROJECTIONV by Month, Year One 
A B C D E F G H I - I K L M N 

I October N-w Dec Jan Feb Mar Apr May June Jul Aug Sept Total 

2 Cash Receipts 

3 SAles Receivables $2.000 $1,350 $1,350 $1,750 $1,850 .2,000 $2300 $2.300 $2,800 $3.500 $3,750 $3,750 $23,700 
4 Wholesale $2.600 $2,650 $3,450 $3,750 $4,000 $S,700 $4,700 $5.600 17.100 $7.550 $7,550 $6,400 $60.050 
5 Retail $9,700 $9,500 $9,500 $9,000 $8.400 $8,750 $10300 $11,540 $12,165 $12,165 $12,475 $12,475 $125,970 
6 Other Sources $7,500 $7,500 $105,000 530,000 $15,000 S165,000 
7 Total Cash Recpts. $21,800 $21,000 $14.300 $119,500 $14,250 $15,450 $47.300 $19,440 $37,065 $23,215 $23,775 $22,6Z5 $379,720 

9 S : h Disbus. 

9 Cost of Goods $9,885 $9,720 $10,584 $10,512 $10,368 $11340 $12,456 $14357 $16,391 $16,895 $17,118 $15,894 $155,520 
10 Variable Labor 

$604 $796 $796 $604 $2,100 
O"h 11 Advertising $1,000 $400 $400 $400 $400 $400 $4,555 $400 $400 $400 $400 00 $9,555 

12 Insurance $300 $300 $300 $300 $1,200 
13 Legal and 

Accounting 1 

$375 $375 $375 $375 $1,500 
_ 

14 
15 

Delivery Expenses 
Fixed Cash 

$75 
$2,535 

$75 
$2,535 

$75 
$2,535 

$100 
$2,535 

$75 
$2,535 

$100 
$2,535 

$150 
$2,535 

$200 
$2,535 

$200 
$2,535 

$250 
$2,535 

$250 
$2,535 

$250 
$2,540 

$1,800 
$30,425 

Disbursements 

16 Mortgage (rent) $550 $550 $550 $876 $876 $876 $876 $876 $876 $876 $867 $876 $9,534 
17 Term Loan $534 $534 $534 $534 $534 $534 $3,204 
1 Line of Credit $85 $15,085 $165 $165 315,000 $30,500 
19 Other (see notes) $105,000 $30,000 $135,000 
20 Total Cash DUsb. $14,045 $13,665 $29,604 $119,423 $14,554 $45,626 $21,106 $19,202 $22,080 1 $22,451 $37,809 $21,473 $381.038 
21 ________ ________ ____ ___ ____ _________1____ ____ ____ _____ 



Unit 3 TP 5E 

Dynachron PlasticsMfg. Co.
 
DSO Calculation
 

Year EuledDecember31, 1989
 

3 Calculations Required: 

1. 	 Average Accounts AIR (a Beginning of 1989 + AIR (& End of 1989 
Receivable (A/R) Balance = 2 

Credit Sales in 1989 
2. 	 Accounts Receivable (A\R) Turnover = Average A\R Balance 

360 
3. 	 Days of Sales (DSO) = A\R Turnover 

1. 	 Average Accounts Receivable (A/R) Balance: 

A/R @ Beginning of 1989 = $194,355 
A/R @ End of 1989 = 256,021 

$450,376 +2 = $255,188 = Average A/R Balance 

$2,093.689 
2. 	 Accounts Receivable (A/R) Turnover = $ 225,188 = 9.2975 

360 
3. Days of Sales (DSO) = 9.2975 = 38.71 or Approximately 39 Days. 

Whydo I need financial records? Small Business Development Center, University of Wisconsin. QThe University 
of Wisconsin System. Translated and used with permission. 
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Unit 3 TP 6 

FinaialRatio Analysis 

LIQUIDITY RATIOS 

Current Ratio
 

Acid Test Ratio
 

ACTIVITY RATIO 

Inventory Turnover
 

Total Asset Turnover
 

Account Receivable Turnover
 

Average Collection Period
 

LEVERAGE RATIO 

Debt to Asset Ratio
 

Debt to Equity Ratio
 

PROFITABILITY RATIOS 

Gross Profit Margin
 

Return on Total Assets
 

Conclusions ? 

Financial Ratio Analysis. Small Business Development Center, University of Wisconsin. 0 The University of 
Wisconsin System. Translated and used with permission. 
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Unit 3 TP 7 

Financia Ratio Ana/ysis
 

LIQUIDITY RATIOS 

Current Ratio = 

Acid Test = 

("Quick") Ratio 


ACTIVITY RATIO 

Inventory Turnover = 

Total Asset Turnover = 

Account Receivable Turnover -

Average Collection Period = 

LEVERAGE RATIO 

Debt to Asset Ratio = 

Debt to Equity Ratio = 

(Debt to "worth") 

PROFITABILITY RATIOS 

Gross Profit Margin =Sales 

Return on Total Assets = 

Current Assets
 
Current Liabilities
 

Cash + Receivables + Marketable Securities 
Total Current Liabilities 

Cost of Goods Sold 
Average Inventory 

Sales 
Average Total Assets 

Annual Credit Sales 
Average Accounts Receivable 

365 
Accounts Receivable Turnover 

Total Debt ("Liabilities") 
Total Assets 

Total Debt ("Liabilities") 
Owner's Equity 

- Cos of Goods Sold
 
Sales
 

Net Income ("Profit") 
Average Total Assets 

Financial Ratio Analysis. Small Business Development Center, University of Wisconsin. Q The University of 
Wisconsin System. Translated and used with permission. 
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Unit 3 HO 1A 

Hal's Haberdashery
 
Profu and Loss Statement
 

For the Year Ended December 31, 19--


Operating Revenue 
Sales 
Less Sales Returns and Allowances 

$361,815 
6.513 

100.00 
1.80 

Net Sales $355,302 98.20 

Cost of Goods Sold 
Merchandise Inventory @ January 1 $54,272 15.00 
Purchases $249,652 69.00 
Less: 

Purchases Returns/Allowances $4,523 
Purchases Discount 9,045 13.568 3.75 

Net Purchases 236.084 65.25 
Merchandise Available for Sale 290,356 
Less: 

Merchandise Inventory Dec. 31 59.156 16.35 
Cost of Goods Sold 231.200 63.90 

Gross Margin on Sales $124,102 34.30 

Operating Expenses 
Salaries and Commissions Expense 
Rent Expense 

$38,352 
12,000 

10.60 
3.32 

Advertising Expense 9,407 2.60 
Bank Credit Card Expense 8,249 2.28 
Uncollectible Accounts Expense 
Payroll Taxes Expense 
Heating and Electric Expense 

5,889 
5,602 
1,924 

1.63 
1.55 
.53 

Depreciation Expense 1,869 .52 
Telephone Expense 1,788 .49 
Supplies Expense 1,617 .45 
Insurance Expense 576 .16 
Miscellaneous Expense 1.322 .37 

Total Operating Expenses 88.595 24.49 

Operating Income $35,507 9.81 

Other Expenses 
Interest Expense 5.750 1.59 

Net Income or (Loss) 1 8.22 

Whydo I needfmancial records? Small Business Development Center, University of Wisconsin. @The University 

of Wisconsin System. Translated and used with permission. 
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Unit 3 HO 1B 

Mary's Mailing Services
 
Comparative Profit and Loss Statement
 

For the Years Ended December 31, 1989 and 1988
 

Year Ended Year Ended 
Dec.31. 1989 Dec. 31. 1988 -. Changed 

Net Sales $84,623 $70,033 +20.8
 
Less Cost of Goods Sold 49.283 37.742 +30.6
 

Gross Margin on Sales $35,340 $32,291 +9.4 
General and Administrative Expenses 6,741 5,970 + 12.9 
Operating Expenses 12,222 10.824 + 129 

Operating Income $16,377 $15,497 +5.7 
Other Revenue 

Interest Income 836 795 +5.2 
Rental Income 3600 3.300 + 9.i 

$20,813 $19,592 +6.2 

Other Expenses 
Interest Expense 2.750 3.125 -12.0 
Earnings Before Income Tax $18,063 $16,467 +9.7 

Less Pro',,sion for Income Tax - 5,780 5.269 + 9.7 

Net Income $12.23 19 +9.7 

Whydo I need financial records? Small Business Development Center, University of Wisconsin. Q The University 
of Wisconsin System. Translated and used with permission. 
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Unit 3 HO IC 

Dynachron PlasticsMfg. Co.
 
Comparative Balance Sheet
 

December 31, 1989 and 1988
 

ASSETS 
Current Assets: 

Cash 
Accounts Receivable, Net' 
Inventories 

Finished Goods 
Work in Process 
Materials 

Total Current Assets 
Long Term Assets: 

Land 
Building, Net' 
Factory Equipment, Net' 
Delivery Equipment, Net' 
Office Equipment, Net 

Total Long-Term Assets 
Total Assets 

LIABILITIES 
Current Liabilities: 

Notes Payable 
Payroll Taxes Payable 
Corporate Income Tax Payable
Accrued Interest Payable 
Dividends Payable, 

Total Current Liabilities 
Long-Term Liabilities 

Bonds Payable 
Total Liabilities 

STOCKHOLDERS' EQUITY 
Capital Stock 

(20,000 Shares Authorized,
15,000 Shares Issued) 

Retained Earnings 
Total Stockholders' Equity 

Total Liabilities and 
Stockholder's Equity 

'Net of the Allowance for Doubtful Accounts. 

December 31, December 31, % 
1989 1988 1989 1988 

$18,377 $ 22,861 1.3 1.7 
256,021 194,355 18.1 14.6 

$ 12,442 $11,669 
1,91,609 149,008 

15.488 219.539 8,615 169.292 15.5 12.7 
$493,937 $386,508 34.9 29.0 

$212,560 $212,560 15.0 15.9 
189,340 194,816 13.4 14.6 
509,763 527,808 36.0 39.6 

8,640 9,450 0.6 0.7 
2,214 1,818 0.2 0.1 

$922.517 $946.452 65.1 71.0 
$1.416.454 1 100.0100.0 

$100,000 $100,000 7.1 7.5 
14,809 13,263 1.0 1.0 

114,963 77,676 8.1 5.8 
7,475 8,280 0.5 0.6 

16.800 14.550 1.2 1.1 
$254,047 $213,769 17.9 16.0 

350.000 400.000 24.7 30.0 
$604,047 $613,759 42.6 46.0 

$525,000 $525,000 37.1 39.4 
287,407 194,191 20.3 14.6 

$812,407 $719,191 57.4 54.0 

IL44z6 4 
2Net of Accumulated Depreciation for Each Asset. 

Whydo I need financial records? Small Business Development Center, University of Wisconsin. CThe University 

of Wisconsin System. Translated and used with permission. 
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HO 3-1D 
CASH FLOW PROJECTIONby Month, Year One 

A B C p E F K L M N 

I October Nov Dec Jan Feb Mar Apr May June Jul Aug Sept Total 

2 Cash Receipts 

3 Sales Receivables S2,000 $1,350 51,350 S1,750 I 1.850 $2,000 S2.300 $2.300 52,800 S3,500 53,750 3.750 $28.700 

4 Wholesale 52.600 2.650 $3.450 S3.750 54.000 54,700 $4.700 S5.600 $7,100 57,550 $7.550 S6.400 $60.050 

5 Retail $9,700 59.500 S9,500 $9.000 58,400 $8.750 $10,300 S11,540 S12,165 $12,165 S12,475 512.475 S125.970 

6 Other Sources $7,500 $7,500 105,000 $30,000 $15.000 $165.000 

7 Total Cash Recpts. $21.800 $21.000 S14,300 S119.500 S14.250 $15.450 $47,300 $19,440 S37.065 S23,215 S23.775 522.625 $379.720 

8 Cash Disburts. 

9 Cost of Goods 59.885 S9.720 510,584 $10,512 510,368 11.340 $12,456 514,357 $16.391 $16.895 $17.118 515,894 $155,520 

. 10 Variable Labor $604 796 796 $604 .2.800 

11 Advertising $1.000 $400 $400 5400 $400 $400 54,555 5400 5400 $400 $400 00 S9,555 

12 Insurance $300 5300 5300 $300 $1,200 

13 Legal and $375 S375 375 5375 $1,500 
Accounting 

14 Delivery Expenses 575 $75 $75 $100 $75 $100 S150 $200 200 $250 $250 $250 $1.800 

15 Fixed Cash $2,535 52,535 S2,535 $2,535 $2,535 $2,535 $2,535 $2,535 S2,535 $2,535 S2,535 $2,540 S30.425 
Disbursements 

16 Mortgrge (rent) $550 $550 5550 5876 5876 $876 $876 $876 $876 $876 $867 5876 S9,534 

17 Term Loan $534 $534 534 $534 S534 534 $3.204 

18 Line of Credit $85 $15.085 $165 S165 $15.000 530,500 

19 Other (see notes) $105.000 $30.000 1135.000 

20 Total Cash Disb. S14.045 $13,665 529,604 S119,423 $14,554 $45.626 $21,106 $19202 $22.080 22,451 $37,809 S21.473 381.033 

21 
_ _ _ _ _____ _I _ _ I1___H 



22 

23 

24 

25 

26 

27 

28 

29 

30 

31 
_ 

4 	 32 

33 

34 

35 

36 

37 

38 

39 

40 

41 

42 

43 

A 

Net Cash Flow 

Cummulative Cash 

Flow 

Fixed Cash Disbits 

Utilities 

Salaries 

Payroll Taxes and 
Benefits 

Office Supplies 

Maintenance and 
Cleaning 

Licenses 

Boxes, paper, etc. 

Telephone 

Miscellaneous 

Total:FCD/yr 

FCD/mo 

Cash on Hand 

Opening Balance 

Cash Receipts 

Cash Disbursements 

Total New Balance 

dWxo• &ncI, 

B 

October 

$7.755 

$7,755 

$2,160 

S22.800 

$2.50 

$300 

$300 

$115 

$400 

$1.020 

$480 

$30,425 

$2.535 

$2.150 

$21.800 

$14.045. 

$9.905 

C 

Nov 

$7.335 

D 

Dec 

($15.304) 

_ ,_A.H1 -LW 

E 

Jan 

$77 

t'RUIIUN by month, Year Une 
F G H I J 

FebE Mar Apr May Jun 

($304) ($30,176) $26,194 $238 $14,985 

$15.090 ($214) ($137) ($441) ($0.617) ($4.423) ($4,185) $10,800 

$9,905 $17,240 $1,936 $2,013 $1.709 ($28.467) ($2,273) ($2,035 

$21,000 $14300 S119,500 $14,250 $15,450 $47,300 $19.440 $37,065 

$13.665 $29.604 $119.423 $14,554 $45,626 $21.106 $19202 $22,060 

$17,240 $1.936 $2,013 $1,709 ($28.467) ($2,273) ($2,035) $12,950 
mRAs-In rw WmuM.... u......rovnwuw~__t Uat y w inre;ayn_. pS,MtIsF__. - - -

K 

Jul 

$764 

$11.564 

$12.950 

$23,215 

$22.451 

$13.714 


_________u__WWF 

HO 3-ID (continued) 

L M N 

Aug Sep Total 

($14,034) $1,152 ($1,318) 

($2,470) ($1,318) 

$13.714 ($320) 

$23.775 

$37.809 

($320) 

$22,625 

$21.473 

$832 

$379,720 

$381.038 



Unit 	3 HO 	1E 

Dvacchron PlasticsMfg. Co.
 
DSO Calculation
 

Year Ended December 31, 1989
 

3 Calculations Required: 

1. 	 Average Accounts AIR ( Beginning of 1989 + A/R -( End of 1989 
Receivable (A\R) Balance = 2 

Credit Sales in 1989 
2. 	 Accounts Receivable (A\R) Turnover = Average A\R Balance 

360 
3. 	 Days of Sales (DSO) = A\R Turnover 

1. 	 Average Accounts Receivable (A/R) Balance: 

A/R @ Beginning of 1989 = $194,355 
A/R @ End of 1989 = 256.021 

$450,376 2 = $255,188 = Average A/R Balance 

$2.093.689
 
2. 	 Accounts Receivable (A/R) Turnover = $ 225,188 = 9.2975 

360 
3. Days of Sales (DSO) 9.2975 = 38.72 or Approximately 39 Days. 

Whydo Ineed financial records? Small Business Development Center, University of Wisconsin. QThe University
of Wisconsin System. Translated and used with permission. 
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Unit 3 HO 2 

FinancialRatio Analysis
 

LIQUIDITY RATIOS 

Current Ratio = 

Acid Test = 
("Quick") Ratio 

ACTIVITY RATIO 

Inventory Turnover = 

Total Asset Turnover -

Account Receivable Turnover = 

Average Collection Period = 

LEVERAGE RATIO 

Debt to Asset Ratio = 

Debt to Equity Ratio = 

(Debt to "worth") 

PROFITABILITY RATIOS 

Gross Profit Margin = 

Return on Total Assets = 

-OCurrent Assets
 
Current Liabilities
 

Cash + Receivables + Marketable Securities 
Total Current Liabilities 

Cost of Goods Sold 
Average Inventory 

Sales 
Average Total Assets 

Annual Credit Sales 
Average Accounts Receivable 

365 
Accounts Receivable Turnover 

Total Debt ("Liabilities") 
Total Assets 

Total Debt ("Liabilities")
Owner's Equity 

Sales - Cost of Goods Sold 
Sales 

Net Income ("Profit") 
Average Total Assets 

Financial Ratio Analysis. Small Business Development Center, University of Wisconsin. Q The University of 
Wisconsin System. Translated and used with permission. 
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TAX INFORMATION, STRATEGY, AND ANALYSIS
 



UNIT 4
 

Title: 	 TAX INFORMATION, STRATEGY, AND ANALYSIS 

Purpose: 	 This unit profiles the characteristics of the business tax system, develops and 
discusses possible ethical tax minimization strategies, and informs participants 
about sources of information on tax laws. 

Objective: 	 To outline the characteristics of the business tax system, to present ethical 
tax minimization strategies, and to share sources of tax law information. 

Materials: 

Transparencies: 

Transparency 1 Selected Tax Obligations 
Transparency 2 Dimensions That Determine Tax Status 
Transparency 3 Tax Minimization Versus Tax Avoidance 
Transparency 4 What Tax Savings May Mean to the Entrepreneur 
Transparency 5 Legitimate Tax Minimization Strategy 
Transparency 6 True Costs of Excessive Tax Monitoring and Calculating 
Transparency 7 Self or Professional Tax Preparation 
Transparency 	8 Free or Low-Cost Sources of Basic Tax Information 

Meaningful transparencies should be derived from information gained from Polish 
tax accountants, specialists, or experts. You must augment to transparencies 
provided in this packet. 

Handouts: 

Handout I Selected Tax Obligations 
Handout 2 Dimensions That Determine Tax Status (Requirements and 

Responsibilities) 
Handout 3 Tax Minimization Versus Tax Avoidance 
Handout 4 What Tax Savings May Mean to the Entrepreneur 
Handout 5 Legitimate Tax Minimization Strategy 
Handout 6 True Costs of Excessive Tax Monitoring and Calculating 
Handout 7 Free or Low-Cost Sources of Basic Tax Information 

Meaningful handouts should be composed from information gained from Polish 
tax accountants, specialists, or experts. To make this unit genuinely meaningful 
customized Polish handouts should be -'dded. 

Reading: "Taxes" 

Characteristics features of the Polish tax system
 
Tax organs and tax procedure
 
Taxes being in force in Poland in 1992
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Class Exercises: 

Meaningful class exercise should be acquired through Polish tax accountants, 
specialists, or experts. Some outlines and suggestions have been devised to use 
as guidelines for these exercises. 

Product: 

Taxes that are possible in Poland for businesses
 
Business tax status determination
 
Tax forms, procedures and timing
 
Basic tax computations
 
Pros and cons of exhaustive tax minimization
 
Simple tax minimization techniques (and effects)
 
Costs associated with exhaustive tax minimization
 
Self computation compared to professional computations
 
Sources of tax law information
 

Assignments: 

Discuss the business taxes 
Develop and discuss tax status 
Procure, distribute and discuss tax forms, procedures and deadlines 
Demonstrate basic tax computations 
Discuss the pros and cornz of extensive tax minimization 
Present some simple ,ax minimization techniques (computer spreadsheet packages 

would be incorporated to illustrate effects of different tax alternatives) 
Show the potentially high costs of exhaustive tax minimization 
Present the advantages and disadvantages of self or professional tax preparation 
Discuss some sources of tax information 

Notes to Instructor: 

It will be vital for instructors to devise materials that apply specifically to the 
Polish tax systen. 

Instructors shoild acquire a variety of tax forms in order to distribute them to 
the participants. 

This Unit provides you a couple of good opportunities to use computer 
spreadsheets to give "what if' types of demonstrations. Alternative tax 
implications or effects make meaningful presentation materials for many
people. 

It is strongly advised that instructors invite a tax accountant, specialist, or expert 
to discuss much of this material with class participants. One way to encourage 
the tax person to attend and be active in the class is to point out that the 
participants would all be potential customers for their own business. 
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This could become an extremely popular unit with participants and potential
participants. Each instructor will need to spend more time developing this 
unit, but the outcomes could be very rewarding. 

Instructors should adjust times to meet the needs of their participants. 

Instructors should provide the summary remarks and preview the next unit. 

Estimated time: 

Types of taxes 30 minutes 
Tax-related business status 60 minutes 
Tax forms & deadlines 60 minutes 
Pros & cons of tax minimization 40 minutes 
Class break 30 minutes 
Practical tax minimization 60 minutes 
Costly excessive tax minimization 60 minutes 
Self or professional tax preparation 30 minutes 
Tax information resources 30 minutes 
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Unit 4 

Content 

Introduction 

This unit will not make you a tax expert, 
however, it should make you a wiser con-
sumer of a tax expert's services. We will 
achieve several outcomes with this unit. 

First, we will discuss some of the typical 
tax obligations that you will face as a busi-
ness person. There are a variety of tax 
obligations some of which apply to all 
businesses and some are unique to only 
certain types of businesses. In any case, 
some general business characteristics 
determine which types of taxes you are 
obliged to pay. 

Some basic taxes do apply to everyone 
and so we will examine the forms (paper-
work) and deadlines associated will there. 
Further we go through some of the basic 
computations for an imaginary Polish 
business. 

Whenever you or your accountant com-
pute your tax obligation, it is only reason-
able to expect that you would think of 
how you could legally lower your tax obli- 
gation. This is called "tax minimization." 
The benefits of tax minimization are im-
mediately obvious to you. Unfortunately 
tax minimization can involve significant 
costs of time and money. 

Yes, we will examine simple steps to mini­
mize taxes, but there is a point of time 
and effort expended past which it is un­
profitable to go. There is a law of dimin­
ishing returns for work toward tax r.inimi­
zation. 

One of the last topics in this Unit is a 
presentation on the benefits and cost of 
(a) preparing and computing your own 

Process
 

In this unit, you as the instructor may 
servc., more as a facilitator or source of 
general information than anything else. If 
you have a high level of expertise in the 
current Polish tax system, you will prob­
ably not require much consultation or as­
sistance from other people. You probably 
would want to arrange for a tax expert to 
visit your class if you do not have a high 
level of knowledge about the current 
Polish tax system. 

The materials that have been provided 
here are a general overview of taxation. 
Supplementary materials must be 
develop'.d. 

Emphasis to participants that almost all 
businesses pay some taxes such as 

employee taxes 
inventory taxes (end of year) 
turnover taxes 

in addition to income taxes. Do not focus 
exc!usively on income taxes in your 
discussions and examples. One possible 
example for wise tax, minimiz.'tion 
strategy is the times of payments on the 
employee taxes (in U.S., a certainty of 
benefit) and on timing of reduced-prices 
sales to reduce inventory taxes. 
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Unit 4 

Content Process 

taxes versus, (b) hiring a professional to
 
compute and prepare your taxes. The
 
final points in the unit are suggestions
 
about where to find tax information.
 

It should not discourage anyone that it is
 
impossible to know everything about taxes.
 
It is beneficial to understand the charac­
teristics of how the system works. This is
 
the first step to operating your business
 
within the tax system successfully.
 

A. The Business Tax System in Poland 
Display TP 1 or one similar to it that has 

Let us discuss some of the taxes that been adapted more specifically to the 
would apply to our businesses. Some of Polish tax system. Distribute HO 1 so 
them are income taxes, employment taxes, that students may discuss and annotate the 
unemployment taxes, turnover taxes, prop- handout. 
erty taxes, inventory taxes, value added 
taxes, or excise taxes. Encourage discussion arong the partici­

pants about different taxes and general 
characteristics of the tax system. 

You snould find and add supplementary 
material that is suited for the Polish tax 
system. 

All of us realize that we wish to pay the 
minimum of taxes that our businesses are 
obliged to pay. What specifically are 
some of the taxes that would apply to 
your business? To answer this question 
there are several questions that you must 
ask yourself. For example the taxes that 
you are obliged to pay will depend on the 
legal form of your business (proprietor­
ship, partnership, or limited liability) and 
if you do business domestically or across 
borders. 

B. Business Tax Status 

As wc mentioned the legal form of your Give participants HO 2. 
business and while you have an exclusively 
domestic business will probably affect the Display TP 2. Use a transparency marker 
tax you must pay, forms that you must file, to add other business characteristics that 
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Unit 4 

Content 	 Process 

and the tax deadlines that you must meet. commonly affect tax status in Poland. En-
Other business dimensions such as sze, courage discussions.
 
number of employees, state operated or
 
private could affect your tax responsi­
bilities. 

Regardless of which categories fit your
 
business, there are some taxes for which
 
every business is liable. Here are some of
 
the forms required by these common tax­
es. Let us examine these forms, discuss
 
the fundamental procedures, and timing
 
requirements.
 

C. 	 Some Tax Forms, Procedures, and
 
Filing Deadlines
 

Here are some of the forms used to file Almost all businesses are liable for em­
the taxes that most of our businesses will ployee taxes or inventory taxes and for a 
owe. These forms must be filed for certainty turnover taxes. Individuals or 

taxes, 	 business entities will also be liable for 
income taxes. Select some of these most 
commonly-owed tax as example. Acquire
forms (required paper work) for these 
types of taxes. 

Forms for the taxes that almost all busi­
nesses must pay should be acquired in 
advance and distributed at this time. Use 
the utmost effort to be sure that each par­
ticipant can at least see several different 
commonly used tax forms. 

Please take some time to look at them in Allow participants time to examine a few 
some detail. different forms briefly. 

Although the requirements of these forms Select the most commonly required tax of 
may initially seem baffling, if the instruc- businesses. For this tax be certain that 
tions are read and followed carefully, the you have one set of forms for each two 
filing requests and procedures are logical, people. In this way it will not be difficult 
Let us select one of the most common for the students to see the forms as you
forms of tax that we all as business per- discuss and/or complete them. 
sons must pay. It is the 
tax. Now look at the form(s) necessary to Prepare transparencies for each sheet of 
file this tax with the government. Or next the forms while they are blank. Use an 
task will be to show how the calculations erasable transparency marker to fill in 
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Content 	 Process 

are made and the tax forms are completed each section of the form while you discuss 
with a simple example. the form with the class. 

As you know I am not now providing in-
formation to you as an individual to use 
officially in your business, 

In other words I am not acting now as a 
tax or law consultant to you in a legally 
binding way. I am simply trying to show 
you helpful basic information about the 
tax system. 

D. 	 Basic Computations 

Now let us complete this form for our 
imaginary business, . The 
purpose in this exercise is to show you 
how to follow the instructions in an ac­
ceptable manner. Let us begin. 

As we complete this form, I will point out 
to you when and how often this tax must 
be filed. We will also discuss the docu-
ments that you should maijtaain in case 
there are any questions from the tax 
police. 

E. 	 Tax Minimization Versus Tax 
Avoidance 

Tax minimization is the technique of tak-
ing advantage of all the tax laws so that 
you pay not one penny (zloty) more than 
you owe. For example, you may be able 
to depreciate your capital assets (trucks, 
equipment, etc.) in more than one way. If 
so one technique may lower your tax bur-

This may not be necessary in Poland, but 
it is required in the U.S. to avoid possible 
serious legal liabilities. 

In the U.S. a "disclaimer" must accompany 
talks such as this one because of the very 
strong accountants' and attorneys' unions. 
They may (in the U.S.) attempt to ste a 
teacher for "practicing" their profession 
without a license. 

Select one or more of the most commonly 
paid taxes to use in this (these) 
exercise(s). 

Go through each sheet of the form that 
you selected. Have the participants go 
through it with you step by step. Point 
out all the most important aspects. For 
this you may wish to consult with a tax ex­
pert 	or invite one to class. (Point out to 
the experts that in this way they may be 
able to recruit new clients.) Be certain to 
cover not only the forms that must be 
filed, but the filing deadlines and any sup­
porting documentation that the tax payer 
must retain. 

This may take a significant amount of 
time. 

In the U.S. this section of Unit 4 would 
be important. The same would be true in 
many other countries. Yes, taxes must be 
paid, however, if you overpay it is your 
own hard luck. It is the tax payers re­
sponsibility to demonstrate evidence to 
the tax police that they have paid all that 
they owe, but not one penny (zloty) more. 
This idea, tax minimization is legal. - x 
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den substantially over the alternative de- avoidance, not paying all the taxes you

preciation technique. This is good, smart owe, is illegal.
 
business and it is legal.
 

Show TP 3 and distribute HO 3. 

Tax avoidance is the technique of not pay- Note: 
ing all the tax liability that you have to In the United States, restaurant owners 
the government(s). For example, if a per- are notorious for this because most of 
son receives a cash payment and the cus- their sales are in cash, often no receipt 
tomer asks for no receipt the person change hands, and the amount of money
might "forget" to record this revenue for per sale is usually small. 
the business. This is illegal. If the tax 
police are dedicated to their jobs, the 
consequences may be very serious for the 
tax avoider. 

Many of you have heard of Al Capone,
 
the famous America:a gangster from Chi­
cago. Yes? He was known to be involved
 
with racketeering, gambling, extortion,
 
prostitution, smuggling, and murder. The
 
U.S. Federal Government finally convicted
 
hhm for the rest of his life. What? Tax
 
evasion. (The 7J.S. tax police are thor­
ough and dedicated.)
 

This is not meant to frighten you. But, Show TP 4 and distribute HO 4 so that
 
remember. Pay the taxes that you right- they can .;ee in numbers the impacts that
 
fully owe but no more. As you can see proper tar liability recognition may have.
 
from these simple examples a tax savings
 
can have great effect on profits.
 

To minimize your taxes, you must, for TP 5 is a screen intended for listing
 
example, realize all the types of expenses legitimate tax liability reducing items or
 
that can legitimately be deducted from techniques.
 
your revenues. You should also be aware
 
of all the items that you may use as a Show TP 5 and for emphasis write in the
 
business expense even though you or your points as you discuss the n. Many instruc­
family may receive some indirect benefit tors may find it necessary to consult with
 
from the business expens,.. You must be a Polish tax expert. You might want to
 
aware of any advantages of the way a invite the tax expert into your class.
 
legal title to property is recorded or of Caveat Emptor: You must keep control
 
any advantages in timing for a transaction, of the class and not allow an over enthu-

From time to time the government (any siastic tax expert (or anyone else) take
 
level, foreign or domestic) may institute control of the class fron you. This event
 
programs, permanent or temporary, to re- is a possibility.
 

165
 



Unit 4 

Content 

duce your tax burden on 

Let us now discuss some of the most com-
monly overlooked items that would legally 
reduce your tax liabilities. We will begin 
with simple points and move toward a few 
more complex ideas. Remember that this 
will not be an exhaustive presentation. It 
is impractical or impossible to review each 
type of tax advantage for each specialized 
area of business. 

F. Minimizing Tax Liabilities 

Clearly we have now composed some legal 
and appropriate ways that we may reduce 
tax liabilities. The best strategy to reduce 
tax burden is to use all these that are 
appropriate for your business, 

Let's return to the_ 
imaginary business. As you can see need 
to minimize their taxes just like you. Let 
us now look at some different tax options 
they have through legal use of all 
advantages. 

Process 

Distribute HO 5 so that the participants 
may annotate it during discussions. 

Encourage your students to give you 
points or information to add to TP 5. 
You may be surprised at how knowledge­
able some of them will be in this area. In 
fact you may need to limit the discussion 
that ensues. 

In the U.S. two very common and rela­
tively simple tax-impacting decisions are 
depreciation techniques and inventory val­
uation choices. As an example show a sit­
uation in which a business persons choice 
of one legitimation or another on any 
aspect of their business can affect their 
tax liability. 

This is the perfect place to use a spread­
sheet from computer software that will ad­
just related cells, subtotals and totals 
when you change anyone cell. In this way 
participants may come to appreciate how 
wonderful and helpful some software can 
be not only in business "work" but in 
planning and recordkeeping. The compu­
ter can be can excellent labor-saving 
device when used in this way--, it saves 
tedious computation time! 

Actually pick a variety, simple to complex, 
of tax situations in which a business per­
son would have choices to make that 
would affect their tax liability. According 
to the time allowed and class sophistica­
tion, choose from two to six examples. 

The optimum presentation is in real time 
where participants can watch tle compu­
ter screen as and while you make the 
changes. You can always tell them about 
this and arrange it so that you can use the 
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computer themselves at another time and
"play" with the numbers. Some of them 
may have PCs, lap tops or palm tops at 
home that they could use. Part of the 
people may prefer to do this exercise on 
their own equipment at home so they can 
experiment with tax effects of some deci­
sions on their own business. 

If you do not have access to a PC you 
may use transparencies showing tax com­
putations pre and post alternative tax 
decisions. Distribute copies to the class 
so that they may annotate them. 

G. Negative Aspects of Exhaustive Tax 
Manipulation 

As we discussed earlier, some tax legis­
lation is temporary. To take full advan­
tage of those situations it would be neces­
saiy for you to monitor legisla-ion with 
great regularity (frequently). That will 
require a considerable amount of time 
and effort first to acquire the information. 

As you have seen it can also require a Display TP 6 and give HO 6 to the par­
great amount of time and number of corn- ticihants. It is important that you inspire 
putation to discern options or alternati,es them ;o understand this point! (There are 
that your business may have to minimize many other costs. For example, all time 
taxes. What would you have been work- spent on taxes could cause a business per­
ing on if you would not have been making son not to update themselves in their busi­
tax computations and speculating about ness specialization. Choices must be 
different alternatives? How much per made with time.) 
hour is your labor worth? 

Encourage the participants to add other 
possible disadvantages to them and their 
business of a too-deep involvement in 
monitoring and calculating taxes. 

Ah hah! This is a point that you must 
consider. Great "opportunity cost" is 
associated with any large amount of time, 
computations, or effort that you spend in 
attempting excessive tax manipulation! 
Your time and efforts might be directed 
better to your business (or your family). 
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Excessive tax scheming becomes very ex­
pensive for this reason. These thoughts 
also 	lead us to our next topic. 

H. 	 Self Tax Preparation Versus Profes­
sional Tax Preparation
 

Reasonable arguments exist for a business
 
person to prepare their own taxes or for a
 
business person to hire a professional tax
 
expert for all tax preparation. Your own
 
circumstances will show what is best for
 
you. 

Self preparation may be best for you if: 	 Display TP 7 to encourage participants to 
thoughtfully and freshly evaluate their own 

1. 	 Your tax liabilities are very simple; circumstances. 

2. 	 You are already quite well informed
 
of how to calculate and complete or
 
file forms for all your taxes (and
 
expect no changes);
 

3. 	 Your local tax officers are extremely 
patient and helpful to you; or 

4. 	 You employ tax experts within your 
own company already who are per­
fectly competent and knowledgeable 
on all taxes and tax changes. 

On the other hand, it may be the better 
choice for you to engage a tax preparation 
expert if any of these situations are true: 

1. 	 Your tax liabilities are quite Encourage discussion. You may find that 
complex. 	 people will be forthcoming to tell experi­

ences that they have had with self- or 
2. 	 You are not currently self reliant on professional-tax preparation. 

tax computations and proceaurc . 

3. 	 You anticipate significant changes in 
tax regulations that affect your 
business. 
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4. 	 Your local tax officers have not been 
as helpful as you had hoped. 

5. 	 You have no tax experts currently 
employed within your company. 

6. 	 You cannot take the time away from 
your business and devote it to tax 
preparation and calculation. 

You are the only person who can decide 
which alternative is best for you. If you 
prefer self-preparation, there are cost; we 
showed that on HO 6. If you prefer pro­
fessional-preparation, there are obvious 
costs, the fees you must pay for their 
services. 

Regardless of which alternative is better 
for you, it is good for a business person to 
have at least basic knowledge about your 
tax obligation. The situation in which this 
is not true is if you can trust your tax 
expert 100 percent. Everyone can make 
mistakes. You should be able to recog­
nize gross errors or omissions because, 
ultimately, the taxes are your responsi­
bility. 

To find some basic information to give 
you an overview of your tax responsibili­
ties, there are free or low-cost sources of 
information. 

I. 	 Recognizing and Utilizing Sources of 
Information on the Business Tax 
System in Poland 

To give you an overview of basic tax in-
formation, some sources are available "for 
the asking." Use these sources to your 
advantage. Here are some of the places 
where you can easily access tax informa-
tion and which types of tax guidance are 
available in those locations. 

Process 

This section of Unit 4 must be developed
in Poland. In the U.S. several sources 
such as the government taxing bodies 
(city, state, nation, unemployment admin­
istration, old age pension administration, 
etc.) will give businesses tax informatior. 
Public seminars and public libraries may 
also be a source for some business people. 
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Content Process 

Yes, accounting firms (Arthur Anderson, 
etc.) and independent tax experts (accoun­
tant or attorney) have this knowledge also, 
but there is a charge. Source mentioned 
in the first paragraph furnish information 
to the public at no charge. 

You should complete TP 8 and a handout 
that show similar "free" or low-cost 
sources of information in Poland if it is 
possible. )nce again you may need to 
bring a local tax officer into the class. 
Other tax experts might not be completely 
forthcoming with this sort of information 
if they felt that clients might use them less 
frequently because of this presentation. 
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Unit 4 TP 1 

Selected Tax Obligations 

Income Taxes 

Turnover Taxes 

Value Addcd Taxes 

iventory Taxes 

Excise Taxes 

Luxury Taxes 

Employee Taxes 

Retirement 
Health 
Unempliiyment 

Licenses 

Duties 
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Unit 4 	 TP 2 

Dimensions That Determine Tax Status 
(Requirements and Responsibilities) 

Legal Form: 	 Proprietorship 
Partnership 
Limited Liability 
Joint Venture 

Domestic or International Trade 

Number of Employees 

Revenue Size 
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Unit 4 TP 3 

Tax Minimization
 

Wise
 

Legal
 

Good Business
 

Tax Avoidance
 

Risky Business
 

Illegal
 

173
 



Unit 4 TP 4 

What Tax Savings May Mean to the Entpreneur
 

If the ratio of before-tax 
...then a $1,000 tax saving would 

boost profits* as much 
profits io sales is... as a sales increase of 

20% $ 9,260 
15% 12,350 
10% 18,520 
5% 37,040 
1% 185,200 

*Assumes a flat 46 percent corporate tax rate, which is the maximum. 

Source: Adapted from Key Moves to Cut Cempany Taxes (Englewood Cliffs, NJ: 
Prentice-Hall, Inc., 1_980), p. 5. 

Siropolis, N. C. Small Business Management,4th ed., 1986, p. 538. Q Houghton Mifflin Company. Translated 
and used with permission. 
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Unit 4 IT 5 

Legitimate Tax Minimization Strategy 

Reduce Inventories before Year End 

Retain Employee Taxes in Interest-Bearing Accounts until Paid 

Deduct All Legitimate Expenses from Revenues 

Exercise Any Advantageous Tax Credits 
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Unit 4 TP 6 

True Costs of Excessive Tax Monitoring and Calculating 

Time to 

1. Find all taxes required 

2. Learn processing procedures of 9ll taxes 

3. Calculate all tax 

4. Complete all forms 

5. File all registrations and licenses 

6. Make many trips to the tax office 

7. Monitor all tax legislation for changes 

8. Learn all tax changes and new procedures 

How many hours per month are required for you to complete these tasks? 
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Unit 4 TP 7 

Self or Professional Tax Prepration 

Self 

'.. Tax Liabilities Simple? 

2. Currently Self Reliant, Expect No Changes? 

3. Helpful Local Taw Officers? 

4. Employee Tax Expert in Firm? 

Professional 

1. Complex Tax Liabilities? 

2. Not Currently Self Reliant? 

3. Anticipate Meaningful Changes? 

4. Less than Helpful Local Tax Officers? 

5. No Tax Expert within Firm? 

6. Cannot Afford the Time Taken from the Business? 
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Unit 4 TP 8 

Free orLow-Cost Sources ofBasic Tax Information
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Unit 4 HO 1 

Selected Tax Obligations 

Income Taxes 

Turnover Taxes 

Value Added Taxes 

Inventory Taxes 

Excise Taxes 

Employee Taxes 

Retirement
 
Health
 
Unemployment
 

Licenses 

Duties 
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Unit 4 HO 2 

Dimesic.is That Determine Tax Status 
(Requirements 	and Responsibilities) 

Legal Form: 	 Proprietorship 
Partnership 
Limited Liability 
Joint Venture 

Domestic or International Trade 

Number of Employees 

Revenue Size 
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Unit 4 HO 3 

Tax Minimization 

Wise 

Legal 

Good Business 

Tax Avoidance 

Risky Behavior 

Illegal 
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Unit 4 HO 4 

What Tax Savings May Mean to the Lntreprener
 

...then a $1,000 tax saving would 
If the ratio of before-tax boost profits* as much 

profits to sales is... as a sales increase of 

20% $ 9,260 
15% 12,350 
10% 18,520 
5% 37,040 
1% 185,200 

*Assumes a flat 46 percent corporate tax rate, which is the maximum. 

Siropolis, N. C. Small Business Management,4th ed., 1986, p. 538. Q Houghton Mifflin Company. Translated 
and used with permission. 
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Unit 4 HO 5 

Legitimate Tax Miniizaion Strategy 

Reduce Inventories before Year End 

Retain Employee Taxes in Interest-Bearing Accounts until Paid 

Deduct All Legitimate Expenses from Revenues 

Exercise Any Advantageous Tax Credits 
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Unit 4 	 HO 6 

True Costs of Excessive Tax Montoring and Calcuiating 

Hours each month for 

1. Find all tax requirements 	 hours 

2. Learn all tax processing 	 hours 

3. Calculate all taxes 	 hours 

4. Complete all forms 	 hours 

5. File all registrations 	 hours 

6. Trips to tax office 	 hours 

7. Monitor tax legislation 	 hours 

8. Learn all tax changes hour 

Total hours 

A. Total Hours 	 B. Total hours 

Your hourly Cost to hire
 
X earning power X your replacement
 

at the business*
 

subtotal 	 subtotal 

A. 	 subtotal + B. subtotal = 
Total 

*You must hire a replacement for yourself at the business while you com­
plete tax work, or you can close the business while you do tax work. 
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Unit 4 HO 7 

Fre or Low-Cost Sources ofBasic Tax Information
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Unit 4 	 Reading 

TAXES 

I. 	 Characteristic features of the Polish tax system. 

II. 	 Tax organs and tax procedure. 

I1. Taxes being in force in Poland in 1992. 

I. 

CHARACTERISTICS FEATURES OF THE POLISH TAX SYSTEM 

The Polish tax system is at present being thoroughly reconstructed. The major trends of 
the tax reform are the following: 

1. 	 Introduction as from 1st January 1992 of a new income tax on natural persons, re­
placing five other taxes, valid till then, viz. income tax on natural persons dating 
from 1972, the equalization income tax, the tax on remunerations, the tax on wages 
and the agrarian tax as far as incomes on special sectors of agricultural production 
are concerned. The new tax does not reach only natural persons' income derived 
on agricultural production, inheritance (succession) and gift, and those resulting from 
activities that cannot be subject of legal agreement (theft, smuggling, prostitution, 
etc.). The introduction of the new income tax made the system of the population's 
tax charges simpler and more uniform. 

2. 	 Substitution of the value added tax (VAT) for the turnover tax, in force at present. 
The value added tax, classed among the multi-phase, deducted taxes, is expected to 
secure among others a uniform taxation of economic subjects regardless of their 
ownerships sector they belong to. At present there are still two kinds of turnover 
tax, i.e. a turnover tax on the so-called nationalized economy units and a turnover 
tax dating from 1972 relating to the private sector. The introduction of the value 
added tax, however, encounters great difficulties. In spite of the fact that since, 1990 
there has been prepared a bill of the Parliament act determining the construction 
of that tax, the very law cannot be-for various reasons-adopted by the Seym. 

3. 	 Departing from a very common, till 1991, simplified income tax system. Basically 
all the lump sum forms of income and turnover tax payment, except for the so­
called tax card, have been eliminated. The tax card is applied only in case of a ser­
vice and trade activity carried on a small scale and with minimum employment. A 
considerable rise of the tax card rates whi-:h took place at the beginning of 1992, 
is likely to reduce the range of this form of taxation. 

4. 	 Introduction on the 1st Januaiy 1992 of a new charge-a forest tax, concerning forest 
and forest-areas owners and users. The forest-tax, beside the tax on property and 
the agrarian tax, is an extra charge on land immovables. The tax relates also to the 
state-owned forests which, so far, have been exempted from the forest fee taxation. 
The latter was paid only by natural persons: forest owners. 
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Unit 4 	 Reading 

5. 	 Start from 1991 the provisions of the new law on local taxes and fees came into 
force. It is not, however, a final solution because of lack of stable legal acts regu­
lating local self-government tax revenues. Passing a new community finance law will 
provoke changes in the regulations relating to local taxes and feeds. 

The Polish tax law is not codified. 

The lack of a code both as regards the procedural part, and the material one, makes it 
difficult to be au courant of the regulations relating to the particular taxes. A great number 
of legal regulations of different rank referring to the tax system makes the situation still 
more complicated. 

Finance Minister's notices containing consolidated texts of tax regulations have become 
more scarce in the recent years. The availability of tax law regulations is hindered also 
because they are published with big delays, and sometimes in such legal acts, that appar­
ently have nothing to do with the tax system, for example, the forest tax has been regulated 
in the law on forests, and the principal rates of the tax on remunerations of 1991-in the 
Budgetary Act. 

A characteristic feature of the Polish tax system is its instability. 

Frequent changes in tax regulations (e.g. the turnover tax rates changed in 1991 anywhere 
from ten to twenty times) prevent the creation of trustworthy tax rules which can be the 
basis of a tax strategy for persons engaged in economic activity. The instabilit, of the tax 
system is one of the reasons for the appearance of legal gaps, which expose the state trea­
sury to multi-milliard losses. 

The phenomena touched upon above, result in formation of a general opinion about imper­
fection and illegibility of the Polish tax system. The tax system in its present shape is in our 
country one of important barriers of development of economic activity. The serious budge­
tary deficit which has contributed to the liquidation of almost all reliefs (abatements) and 
investment exemptions, pre the major reasons for imposition of excessive tax changes on 
economic subjects. 
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II.
 

TAX ORGANS AND TAX PROCEDURE 

The tax orgars, i.e. the organs assessing and collecting taxes, in Poland are: Revenue 
Boards, Treasury Departments, Community organs, District Diets Appellate Colleges and­
according to acts of Parliament-also other organs (e.g. customs offices). 

The Financ, Minister's territory organs, i.e. Revenue Boards and Treasury Departments are 
of principal importance. Their material competence is among others the assessment and 
collection of almost all taxes, burdening both economic subjects and the population. The 
only exception are the local taxes and fees, agrarian and forest taxes and charges composing 
the so-called joint monetary obligation-handled by the community tax organs. 

The fiscal proceedings are of a two-instance character. The decision takes by Revenue 
Boards are subject to appeals to the Treasury Departments. A District Diet Appellate 
College is the second-instance organ's decisions, taken in the form of awards, is a com­
plaint. When the instance procedure is exhausted there is still a possibility to, appeal 
against the decision to the Chief Administrative Court. The appeal to the second instance 
is lodged through the organ which has given the decision, and the complaint to the Chief 
Administrative Court-through the organ which has given the second-instance decision. The 
fact of appeal does not suspend the obligation of compliance, i.e paying the tax. 

A tax not paid in time is a tax backlog. An advanced tax instalment not paid in time or 
prepayment not collected is also considered to be tax arrears on which a default interest 
of 0.20 percent per each day of delay is collected. 
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IIl. 

TAXES BEING IN FORCE IN POLAND IN 1992 

1. Corporate income tax 

2. Income tax concerning natural persons 

3. Turnover tax 

4. Tax card as a lump sum form of the income and turnover taxes 

5. Tax on remuneration increases 

6. Agrarian tax 

7. Forest tax 

8. Local taxes and fees 

9. Inheritance and gift tax 

10. Revenue duty 

1. CORPORATE INCOME TAX 

Legal basis 

- Act of 31 January 1989 on the corporate income tax (Official Journal of 1991 
N049, item 216-consolidated text). 

- Finance Minister' Order of 27th February 1990 on the corporate income tax (Offi­
cial Journal N° 12, item 80). 

- Government order of 30th December 1989 on the reduction of the corporate in­
come tax (Official Journal of 1990, N*4, item 20; of 1991 N037, item 162; N077, 
item 338). 

Remark 

There is a ready version of the new corporate income tax Act waiting in the Seym. The Act 
should enter into force in the first semester of 1992. 
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2. 	 INCOME TAX CONCERNING NATURAL PERSONS 

Legal 	basis 

- Act of 26th July 1991 on the income tax concerning natural persons (Official Jour­
nal N080, item 350 and N*100, item 442). 

-	 Finance Minister's Order of 20th December 1991 on the execution of some regula­
tions of the Act on the income tax concerning natural persons (Official Journal 
No 124, item 550). 

TURNOVER TAX 

Legal 	basis 

- Act of 16ih December 1972 on the turnover tax (Official Journal of 1983 N043, 
item 191, of 1985 N012, item 50, of 1989 N03, item 12, N074, item 443 and of 
1991 N09, item 30 and N035, item 155). 

- Finance Minister's Order of 17th April 1991 on the rates of the turnover tax con­
cerning natural persons and corporates not being the nationalized economy units 
and other non-corporate economic administration units, on tax abatements, exemp­
tions and payment mode (Official Journal N038, item 165). 

- Finance Minister's Order of 26th July 1991 on the turnover tax on the goods im­
ported or sent from abroad -nd on exemptions from the tax (Official Journal 
N068, item 290 and No ... , item.. .)-the so-cal!ed border tax. 

Remark 

We have intentionally left out the turnover tax concerning the so-called nationalized econ­
omy units. The tax is regulated by the Act of 26th February 1982 on the taxation of nation­
alized economy units. 

The changes of the turnover tax Act are contained in a bill on the corporate income tax and 
on changes in some Acts,.. ., the draft of which ought to be passed in the Seym very soon. 

4. 	 THE TAX-CARE AS A SIMPLIFIED FORM OF THE INCOME AND TURNOVER 

TAX PAYMENT 

Legal basis 

-	 Finance Minister's Order of 20th December 1991 on the tzx card (Official Journal 
No.. ,item...) 
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Remark 

The tax card rates contained in the above mentioned Order will be changed after mid­
year 1992. 

The Order will be published in one of the 1991 last Official Journals (Oziennik Ustaw). 
Unfortunately, the number of the journal is not yet known. 

5. TAX ON REMUNERATION INCREASES 

Legal basis 

- Act of 22nd December 1990 on the taxation of remuneration increases (Official 
Journal N01, item 1). 

--	 Government's Order of 23rd July 1991 on proceeds not numbered am(Lg remune­
rations (Official Journal No 73, item 322). 

- Finance Minister's Order of 12th February 1991 on patterns of declarations for the 
calculation of the remuneration increase tax and on the method of counting the 
average employment (Official Journal of the Finance Minister N03, item 11). 

Remark 

In the budgetary law Act amending bill there are proposals to amend the remuneration 
increase taxation Act. The proposals should become law by the end of February 1991. 

6. AGRARIAN TAX 

Legal basis 

- Act of 15th November 1984 on the agrarian tax (Official Journal N052, item 268; 
of 1986 N046, item 225; of 1988 N*I, item 1; of 1989 N07, item 45; N035, item 
192; N074, item 443; of 1990 N034, item 198; of 1991 N",7, item 24; Nn80, item 
350; N0 114, item 494). 

- Finance Minister's Order of 11th January 1990 on the agrarian tax (Official Journal 
N*3, item 18). 

Remark 

On account of enacting the new law on the natural persons income tax, the agrarian tax 
regulations concerning special agricultural production sectors incomes have lost their 
validity. 
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7. 	 FOREST TAX 

Legal 	basis 

- Act of 28th September 1991 on forests (Official Journal NO 101, item 444). 

8. 	 LOCAL TAXES AND FEES 

Legal 	basis 

- Act of 12th January 199! on local taxes and fees (Official Journal N09, item 31 
and No 101, item 444). 

- Finance Minister's Order on the execution of some regulations of the local taxes 
and fees Act (Official Journal No 116, item 502). 

Remark 

The time for the payment of the tax on transport means has been fixed till 15th March this 
year. The Finance Minister's Order with the tax up-dated rates ought to be published till 
the end of February at the latest. 

9. 	 INHERITANCE AND GIFT TAX 

Legal 	basis 

- Act of 28th July 1983 on the inheritance and gift tax (Official Journal N045, item 
207 and of 1989 N074, item 443). 

- Finance Minister's Order of 26th August 1991 on execution of some inheritance 
and gift tax Act regulations (Official Journal N082, item 368). 

- Finance Minister's Order of 1lth September 1981 on the inheritance and gift tax 
(Official Journal N023, item 121). 

-	 Finance Minister's Order of 31st March 1987 on the principles of estimating the 
value of several objects and proprietary interests constituting the basis for the in­
heritance and gift tax assessment (Official Journal N012, item 75). 
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10. REVENUE DUTY 

Legal basis 

- Act of 31st January 1989 on the revenue duty (Official Journal N04, item 23 and 
N074, item 443). 

- Finance Minister's Order of 2nd October 1991 concerning the revenue duty (Offi­
cial Journal No90, item 405). 

Remark 

The changes in the revenue duty Act and in the Order containing the duty rates are insert­
ed in the bill of the Act on the income corporate tax and on the modification of some 
Acts regulating taxation principles. 

Copyright by Fundacja Gospodarcza NSZZ Solidarnosc, Gdansk 1992 
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UNIT 5
 

Title: FINANCIAL PLANNING 

Purpose: This unit illustrates the benefits of financial planning for entrepreneurs. 

Objective: To show participants 
"healthy" business 

methods of assessing future financial needs for a 

Materials: 

Transparencies: 

Transparency 1A Estimating Money Needs 
Transparency 1B Financial Planning Procedures Outline 
Transparency 2 Phillips' Pharmacy Balance Sheet 12/31/X3
Transparency 3 Phillips' Pharmacy Income Statement, Year Ending 

12/31/X3
Transparency 4 Potential Problems in Phillips' Pharmacy
Transparenc. 5 Phillips' Pharmacy 19X4 Annual Expense Budget
Transparency 6 Phillips' Pharmacy 19X4 Monthly Operating Expense 

Budget
Transparency 7 Sales Budgeting Equation 
Transparency 8 Phillips' Pharmacy 19X4 Monthly Sales Targets
Transparency 9 Phillips' Pharmacy Projected Income Statement for Year 

Ending 12/31/19X4
Transparency 10 	 Phillips' Pharmacy Performance Report, Month Ended 

1/31/19X4
Transparency 11 	 Phillips' Pharmacy Performance Report, Month Ended 

2/28/19X4
Transparency 12 	 Home Furnishings Store, Inc.: Forecast of Sales 

Revenues
 
Transparency 13 	 Home Furnishings Store, Inc.: Cash Budget to Estimate 

Money Needs 
Transparency 14 Home Furnishings Store, Inc.: Beginning and Ending 

Balance Sheets 
Transparency 15 Home Furnishings Store, Inc.: Income Statement (for 

first year of operations) 

Handouts: 

Handout 1 Financial Planning Procedures Outline 
Handout 2 Phillips' Pharmacy Balance Sheet 12/31/X3
Handout 3 Phillips' Pharmacy Income Statement, Year Ending 12/31/X3
Handout 4 Potential Problems in Phillips' Pharmacy 
Handout 5 Phillips' Pharmacy 19X4 Annual Expense Budget
Handout 6 Phillips' Pharmacy 19X4 Monthly Operating Expense Budget
Handout 7 Sales Budgeting Equation 
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Handout 8 
Handout 9 

Handout 10 

Handout 11 

Handout 12 
Handout 13 

Class Exercises: 

Handout 1 
Handout 2 
Handout 3 
Handout 4 
Handout 5 
Handout 6 
Handout 7 
Handout 8 
Handout 9 

Handout 10 

Handout 11 

Handout 12 
Handout 13 

Product: 

Phillips' Pharmacy 19X4 Monthly Sales Targets 
Phillips' Pharmacy Projected Income Statement for Year 
Ending 12/31/19X4 
Phillips' Pharmacy Performance Report, Month Ended 
1/31/19X4 
Phillips' Pharmacy Performance Report, Month Ended 
2/28/19X4
Home Furnishings Store, Inc: Forecast of Sales Revenues 
Home Furnishings Store, Inc: Forecast of Sales Revenues 
(continued) 

Financial Planning Procedures Outline 
Phillips' Pharmacy Balance Sheet 12/31/X3 
Phillips' Pharmacy Income Statement, Year Ending 12/31/X3 
Potential Problems in Phillips' Pharmacy 
Phillips' Pharmacy 19X4 Annual Expense Budget 
Phillips' Pharmacy 19X4 Monthly Operating Expense Budget 
Sales Budgeting Equation 
Phillips' Pharmacy 19X4 Monthly Sales Targets 
Phillips' Pharmacy Projected Income Statement for Year 
Ending 12/31/19X4 
Phillips' Pharmacy Performance Report, Month Ended 
1/31/19X4 
Phillips' Pharmacy Performance Report, Month Ended 
2/28/19X4 
Home Furnishings Store, Inc: Forecast of Sales Revenues 
Home Furnishings Store, Inc: Forecast of Sales Revenues 
(continued) 

Full business financial plan 

Assignment: 

Construct annual expense budget
Develop monthly operating expense budget 
Utilize sales budgeting equation 
Establish monthly sales targets 
Project income statement 
Compare performance reports with projections 
Compare projected and actual income statement 
Discuss results 
Apply financial planning to personal business 
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Notes to Instructor: 

If possible, participants should be advised to bring a hand calculator to class with 
them. A pencil or pen and paper is sufficient, but a calculator will save time. 

Although the examples in this unit are about retail businesses, these same 
techniques apply to manufacturing, wholesale, and service businesses. 

Phillips' Pharmacy provides comprehensive examples that cotinue throughout
several of the finance units. The Phillips' Pharmacy examples show actual 
account balances and financial statements. Another shorter but 
comprehensive example, Home Furnishings Store, Inc. has been provided as 
well. Either can be used; it is not necessary to incorporate both into this 
unit. 

Invite representatives from a bank, finance company, and government loan or 
grant agency to discuss the importance of these analyses to a business that is 
p-eparing to seek outside funding. 

Instructors should adjust times to meet the needs of their participants. 

Instructors should provide the summary remarks and preview the next unit. 

Estimated time: 

Construct annual expense budget 45 minutes 
Develop monthly operating expense budget 50 minutes 
Utilize sales budgeting equation 30 minutes 
Class Break 30 minutes 
Establish monthly sales targets 45 minutes 
Project income statement 60 minutes 
Compare performance reports with projections 20 minutes 
Compare projected and actual income statement 15 minutes 
Discuss results 30 minutes 
Apply financial planning to personal business 65 minutes 

Wingentcr, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of Wisconsin. Financial 
Management for Small Business, p. 44. 0 The University of Wisconsin System. Translated and used with permission.
Siropolis, N. H. Chapter 9 - Small Business Management, 4rd ed. Houghton Mifflin Company, p. 248, 1936. 0 Houghton MifflinCompany. Translated and used with permission. 
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Content 	 Process 

Introduction 

Entrepreneurs are busy people! They 
have many decisions to make every day. 
But if a business is going to produce a 
profit and meet other financial criteria for 
success, daily decisions must be based on 
a financial plan. If such a plan does not 
exist, the chance for financial success is 
diminished. Luck seldom produces pro- Display TP 1A. 
fits: planning and management make for 
financial success. A financial plan is like 
a map. Developing a financial map for 
your business will differentiate you as the
"manager" of your business as opposed to 
business owners who only "sell things." 

Managers with a plan understand their fi­
nancial status; if actual figures fail to meet 
expectations, they can make appropriate 
changes to keep the business on a profit­
able course. On the other hand, business 
owners who "sell things" never know from 
day to day whether or not their business is 
meeting necessary financial criteria be­
cause they have no criteria established. 
Those without a plan simply wait until the 
end of the year and hope for the best.... 
By that time it may be too late to make 
changes to help the business. 

The term "management" refers in part to 
the process of controlling. Are you in 
control? Are you a "manager," or are you
"selling things?" 

To develop a financial plan, follow these 
five procedures: 

1. 	 Use historic information as the basis Display TP 1B and distribute HO 1. En­
for a plan. courage participants to comment on the 

points 1 through 5. 
2. 	 Prepare a yearly and monthly
 

expense budget.
 

3. 	 Plan gross profit margins. 
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4. Develop yearly 
projections. 

and monthly sales 

5. Develop other financial management 
tools such as: cash flow statements, 
inventory planning, accounts receiv­
able systems, and pricing structures. 

To illustrate the process beginnong a fi- This teaching outline will focus on the 
nancial plan we will use the pharmacy Phillips' Pharmacy example, however, the 
established by i ete Phillips'1 (or Home Home Furnishings Store, Inc. may be used
Furnishings Store, Inc.2 and the woman instead. The Phillips' Pharmacy is a more 
entrepreneur who founded it). 	 typical retail store example and is an 

already-established business. The Home 
Furnishings Store, Inc. has not been open­
ed at the time of the example. One dis­
tinctive aspect of the Home Furnishings
Store example is the extreme over-opti­
mism of the entrepreneur. Because of the 
differences in two examples, you may wish 
to use both examples instead of one.You are already familiar with the Phillips' Regardless of the case(s) that you have 

Pharmacy founded by Pete Phillips. Let chosen, introduce the case by telling 
us begin the financial planning process participants some of the history of the
with the pharmacy. company. Phillips' Pharmacy is the exam­

ple in Unit 5 for illustration only.
A. 	 Constructing An Annual Expense 

Budget 

As we mentioned earlier, the first step in 
financial planning is to use any informa- Distribute TP 2 and 3 and point out nec­
tion that you have from the past. Pete essary items as you continue the discus-
Phillips has a balance sheet and income sion. Also distribute HO 2 and 3 so that 
statement from the past year. the participants may annotate them if they 

wish. 
In this income statement, Pete has taken 
certain numbers and converted them to 
percentages, using sales as the base, i.e. 
common-sized statements. He did this in 
order to compare Phillips' Pharmacy fi­
nancial information with standards or 
averages for similar businesses. By com­
paring Phillips' Pharmacy data item by
item with these industry averages, he can 
detect areas where his firm may be devel­
oping financial ills. 
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There are several sources of this informa­
tion for U.S. businesses. Poland will
 
probably have these resources published
 
soon. These published standards may be
 
helpful, but it is important that you be
 
aware of the shortcomings of this data.
 
Averages may be misleading, eFpecially if
 
other data surrounding them is missing,
 
such as a range of scores, sample size, etc.
 
Nevertheless, these averages can be an
 
important diagnostic tool.
 

Pete examines expenditures comparing 
them with the standards. He found that 
the average pharmacy has a 65.2 percent 
cost of goods sold while his company has 
a cost of good- sold of 70 percent. This 
means that his gross profit margin is Show TP 4 and distribute HO 4. 
below the average. The below average 
score indicates that there are potential
problem areas in the pharmacy. As you 
see there could be several sources (or a 
combination of sources) of this problem. 

Pete studies the income statement cate- Show TP 3 again.
gories again. It appears that he may have 
too many employees or may be paying the 
employees too much. There are other 
items that are unacceptable, especially the 
insurance expense. By making simple 
comparisons of the operating expenses for 
Phillips' Pharmacy with standardized data 
from other pharmacies, Pete identified 
areas where his business may be finan­
cially weak. 

Through analysis of the income statement 
by expense category, Pete gets a fairly
clear picture of the strengths and weak- Display TP 5 and give participants HO 5. 
nesses of his business. He has the oppor­
tunity to correct some of the weaknesses 
through the preparation and management
of a financial plan. The next step in the 
process of developing this plan is to take 
the diagnostic information obtained from 
the review of the pharmacy's income 
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statement and use it to build an annual 
expense budget for the next year. 

Here is the Annual expense budget for Emphasis points by indicating them of TP 
the fourth year of Phillips' Pharmacy. 5 and asking participants to find the same 
Notice that the cost of goods sold and items on HO 5. 
inventory purchases have been omitted. 
At this point, Pete is concerned with pre­
paring the first budget for operating ex­
penses only. He has taken last year's 
operating expenses from the income state­
ment and used them as the basis for pro­
jecting next year's expenses-including 
some creative treatment of his return on 
investment. 

Owner's withdrawals, principal payments 
on loans, and return on investment must 
be budgeted in addition to operating ex­
penses if the entrepreneur expects to set 
realistic financial goals. Notice that for Continue to emphasize points by indicat­
the fourth year of operating his pharmacy ing them of TP 5 and asking participants
Pete has listed a desired owner's with- to find the same items on HO 5. Be cer­
drawal, principal payment, and return on tain that each person understands your
investment. He has determined that in point before proceeding. 
the third year he earned a salaiy of $7,635 
and an additional $3,000 based upon his 
knowledge of the distributio- of the 
$10,635 profit of the business. Three thou­
sand of that sum went to the bank in the 
form of principal payments. The remain­
der of net income, $7,635, has been listed 
as his withdrawal for analysis purposes. 

Let's look at the budgeted operating ex­
pense of Phillips' Pharmacy for the fourth 
year. Remember that Pete analyzed his 
employee situation and decided that he 
could have fewer employees and expand 
sales in the fourth year anyway. This 
could be accomplished through more effi­
cient use of fewer personnel (they would Continue to emphasize points by indicat­
be paid at a higher rate) and by slightly ing them of TP 5 and asking participants
expanding his own hours of work. In this to find the same items on HO 5. Be cer­
way operating expenses were reduced tain that each person understands your
from $59,858 to $52,000. point before proceeding. 
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The building lease was renegotiated, set­
ting the rent cost for the next year at 
$10,800. Projections were made from the 
costs for utilities, professional services, 
taxes and licenses, insurance, etc. 

Repair expenses are difficult to project 
because Pete never knows what will break 
down next. For budgeting these expenses 
(and other unpredictable expenses like 
this) he looked at history. He averaged 
each expense over the last three years and 
increased each one to account for antici­
pated inflation. 

Finally, in order for Pete to feel that lie is Continue to emphasize points by indicat­
successful in operating his business, he has ing them of TP 5 and asking participants
projected a needed withdrawal of $28,000 to find the same items on HO 5. Be cer­
and a projected profit, or return on invest- tain that each person understands your 
ment, of $3,000 for principal payment and point before proceeding. 
$2,700 over and above principal payment. 

Since Pete is the owner and manager of 
the business, he should plan on two types 
of compensation. The first type is salary. 
If he were doing what he is doing for 
someone else, he wo,'d be paid a wage; 
so much per hour, so much per week or 
so much per month. If he is working for 
himself in his own business, he should be 
paid a similar amount. 

The second area of compensation a busi­
ness owner is entitled to is profit, that is, 
return on investment. In our example, 
Pete has invested about $79,400 in his 
business. If Pete invested $79,400 in a 
different form of investment, it could 
generate a sDecific rate of return. Pete 
has placed his money available for invest­
ment in his business, which he should gen- Continue to emphasize points by indicat­
erate a higher rate of return than his ing them of TP 5 and asking participants 
other investment alternatives. Yet Pete to find the same items on HO 5. Be cer­
anticipates a desired return on his $79,400 tain that each person understands your
investment of only $5,700, approximately point before proceeding. 
7.2 percent rate of return. But, when he 

202
 



Unit 5 

Content Process 

set this rate, Pete acknowledged his poor

track record in generating profit and sal­
ary and viewed the $5,700 as a good tar­
get for his first year of financial planning.

This is how owners and managers quantify

financial success for themselves by setting
 
desired salary and profit levels.
 

B. 	 Developing Monthly Operating
 
Expense Budgets
 

After completing the annual budget, the 
next step in Pete's financial planning pro­
cess is to convert his annual expense bud- Show TP 6 to participants. Refer to items 
get into as monthly expense budget. Plan- that appear on TP 6 throughout this sec­
ned annual expenses cannot be monitored tion of Unit 5. 
successfully unless they are broken down 
into monthly increments. Consequently, 
Pete needs to look at the history of the 
payment of expenses by category of ex­
pense. A good example is wage expense. 
His wage expenditures have been approxi­
mately 6.9 percent and 5 percent of the 
year's totai in January and February
respectively. Using this procedure, he 
could distribute the $52,000 in budgeted 
wage expense over the 12 months of his 
coining fiscal year. This gives Pete a 
monthly standard for an oplerating ex­
pense, and he can manage the numbers 
more 	effectively as a result. 

Some expense, such as rent, are contrac­
tual. Pete has signed a lease agreement
requiring that he pay $900 per month for 
the next 12 months. He can budget that Emphasize major points by referencing to 
amount in each of the following 12 TP 6. 
months. Using either contractual arrange­
ments or monthly percentages of totals, he 
can project all operating expetnses for the 
coming year on a monthly basis. 
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Determining Money Needed as Gross Pro­
fit Margin 

Now Pete can total the anticipated ope­
rating expense so that he can determine 
what amount of money he needs in gross 
profit margin for the next year. Based on 
hi; current projections and desires, his 
gross profit margin needs for next year are 
$143,540. This number is critical in finar­
cial planning. If Pete Phillips does not 
generate $143,540 next year as his gross 
profit margin, which operating expenses 
will not 1e paid? The answer is apparent: 
Pete's desired withdrawals and return on 
investment will be reduced. Most entre­
preneurs start businesses to earn these 
two types of compensation. It is ironic 
that those are the last two "expenses" to 
be paid. Last year's gross profit margin of 
$127,358 needs to be increased by $16,000 
if Pete is to be financially successful as he 
defined success in the budget he just 
prepared. 

Pete now thoroughly understands that if 
his firm is to be financially successful, it 
must generate at least $143,540 of gross 
profit margin. From Pete's analysis of last 
year's income statement, he recalls he had 
a margin of 30 percent of sales available 
to him to contribute to gross profit margin Display TP 7 and distribute HO 7. 
generation. The sales forecasting equa­
tion is: (refer to transparency). 

Solve this equation for Phillips' Pharmacy Refer to TP 7 and HO 7. 
required sales with a margin of 30 percent 
and you will find that Pete must sell 
$478,470 to reach his goal. If the gross 
profit margin is raised to 35 percent, Pete 
must sell only $410,115 to reach his goals. 
Please notice these calculations. 

To achieve a 35 percent margin Pete 
should increase his prices. But, is this 
possible? The appropriate margin level is 
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really a marketing decision. The criteria 
for Phillips' Pharmacy is to generate 
$143,540 of margin, regardless of what 
percentage of sales this money represents. 
Therefore Pete's goal is not to maximize 
sales, but to generate at least this amount 
of money. Pete must 6ecide which is the 
most appropriate sales versus percentage 
margin combination to generate the 
$143,540 needed. Pete could also look at 
margins of 28 percent, 31 percent, etc. to 
determine the best sales versus margin 
level for his business. 

Let us assume that Pete has decided to 
either stay with the 30 percent margin or 
increase to a 35 percent margin. Given 
that decision, he can proceed with the 
next phase of financial planning, which is 
developing monthly sales targets. 

C. Establishing Monthly Sales Targets 

In an established business, sales tend to 
have recurring seasonal highs and lows. 
To est.blish monthly sales targets for 
Phillips' Pharmacy, Pete should review 

Show 'IT 8 and 
participants. 

provide HO 8 for the 

how sales have been distributed over the 
previous years. Phillips' Pharmacy has 
historically done approximately 3 percent 
of its sales in January, 4 percent of its 
sales in February, etc. Pete can use these 
historic percentages to calculate the antici­
pated monthly sales from his newly deter­
mined sales target. If he accepts a 30 
percent; margin and prices accordingly, he 
needs $478,470 in sales next year. Three 
percent of that should occur in January, 4 
percent should occur in February, etc. if 
Pete is on target for his profit plan. The 
necessary monthly sales calculations for a 
30 percent gross margin and a 35 percent Refer to TP 8 and HO 8. 
gross margin are shown here. Both sales 
targets will generate a financially success­
ful business if Pete has done a good job of 
financial planning. 
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D. 	 Building a Projected Income State­
ment 

Here is the Income Statement that would 
result for the pharmacy. As you see it 
was a simple matter to build with all the 
projections and calculations that you have 
already made. 

If Pete accepts a 30 percent margin and 
prices accordingly, he needs $478,470 in 
sales next year. The Income Statement 
that you see here reflects this scenario. If 
Pete incorporates a 35 percent margin 
through price increases, the business 
needs only $410,115 in sales, 3 percent in 
January, 4 percent in February, etc. This 
would fulfill the pharmacy's success goals. 
Pete should make adjustments in the 
mo.ithly percentage targets if he expects a 
change in his annual sales pattern. 

E. 	 Comparing Actual Performance with 
Projected Performance 

The next step in the financial planning 
proccss is to prepare monthly perform­
ance reports. Pete will prepare a per­
formance report for each month to moni­
tor his sales and expenses. The January 
report is show here. This report compares 
the actual figures for the month with the 
budgeted amounts for each category of 
exp-nse or revenue. Actual figures are 
available at the end of each month and 
the budgeted figures were determined at 
the beginning of the year. 

Unit 5 

Process 

Distribute HO 9 and display TP 9. 

The instructor may wish to have the par­
ticipants construct an income statement 
for Phillips' Pharmacy using the higher 
margin and lower sales figure. First, this 
would be good practice. Second, they 
would see for themselves that the entre­
preneur's compensation will be identical 
under the two sets of circumstances. 
Therefore, the level of financial success of 
the pharmacy is the same under both 
scenarios. 

Display TP 10 and distribute HO 10. 

Monthly variances from the budget are re- Display TP 11 and distribute HO 11. 
corded in the third column and a cumula­
tive variance is calculated and recorded in 
the fourth column. Here is the perform­
ance report for February that illustrates 
the variance to date. In this way, Pete 
can monitor his performance in meeting 
his budget. 
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As an example, actual sales for the month
 
of January may be $12,000 compared to
 
Pete's needed sales of $14,355. In the
 
month of February, actual sales may be
 
$17,000 as compared to the $19,139 that is
 
required. And in March, actual sales may
 
be $28,000 as compared to the $33,493
 
required. At this point, Pete should rea­
lize that the 30 percent margin he has set
 
for his firm may not be adequate to gen­
erate his desired profit and salary. Rather
 
than continuing to watch actual sales fig­
ures come in below target, he could make
 
changes in his operating policies. He
 
could change his promotional mix to see
 
if tha;t would alleviate the sales problems
 
and/or he could adjust his margins. Pete
 
could then calculate the financial informa­
tion required to set up a modified plan
 
and try to compensate for poor sales per­
formance with a different percent margin.
 

With a financial p!an in place, Pete has TP 10 should be shown again Continue
 
the ability to manage his business. Pete to use it for illustration th:oughout this
 
now knows he needs a minimum dollar section of Unit 5.
 
sales !evel for each month to be success­
ful. Without these standards, Pete might
 
have felt very comfortable with his
 
$12,000 of January sales. He would not
 
have known that he needed $14,355 and
 
reacted to correct the problem.
 

This transparency indicates that wages Indicate this on TP 10.
 
expense has a favorable variance of $158.
 
This may have been caused because Pete
 
budgeted for a higher paid employee to
 
work during the mo;ith and a lower paid
 
employee actually worked those hours.
 
Other possible causes may have been
 
severe weather closing the store earlier
 
than usual or a sick employee being un­
able to work.
 

Utilities expense shows an unfavorable
 
variance of $43. This is due to colder
 
weather than anticipated or an increase i.n
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rates by the utility. An employee may 
have set the thermostat higher than Pete 
usually does. 

The performance report identifies vari­
ances from the budget. Pete should inves­
tigate all meaningful variances, both favor­
able and unfavorable to determine the 
cause of each. He then can take appro­
priate steps to correct the unfavorable and 
to continue to improve the favorable. 
Pete may find that the cause is not within 
his control (weather). This is manage­
ment by exception. By focusing on the 
areas with meaningful variances, Pete can 
make decisions to control his business 
operations soon after the events that have 
caused the variances have occurred. He 
does not wait until the year end, when no­
thing can be changed. The expenses that 
do not have meaningful variances (tele­
phone) are assumed to be all right. 

A budget is only as good as the people 
who manage it. By keeping track of ope­
rating expenses on a monthly basis and 
comparing them to budgeted figures, Pete 
can extend tighter control over his expen­
ditures and get a step closer to more pro­
fitable operations. If he is overspending 
in some categories of operating expense 
without underspending ir' other categories 
to compensate, payment of these overex­
penditures must come from additional 
sales or the depletion of Pete's compensa­
tion. Pete must control the profitability of 
his business by preparing monthly perfor­
mance reports in order to determine if 
actual sales and expenditures are aligned 
with his profit plan. 
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Indicate this on TP 10. 

Indicate this on TP 10. 

Again, it is not required to use Phillips' 
Pharmacy as an example. Another exam­
ple, Home Furnishings Store, Inc. has 
been furnished with transparencies (TP
12-15) and handouts (HO 12 and 13) pro­
vided in the teaching materials. The 
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distinctive points about Home Furnishings 
are: (a) it is a proposed not a currently 
operating business; and (b) the entrepre­
neurs' projections are quite optimistic.

F. 	 Applying Financial Planning to Your
 
Personal Business
 

We advise strongly that you apply these If at all possible, participants should be 
financial planning techriques to your own told well in advance that they may want to 
business. The primary benefit to you bring information about their own busi­
would be more and prompter insight into ness to this section of Unit. If they bring 
any difficulties that your business might these materials and a calculator, they may
experience. This improved information wish to begin constructing their own busi­
could enable you to take appropriate cor- ness financial plan.
rective actions before it is too late for 
your business to meet your goals and Initially this may seem onerous, but par­
expectations. ticipants would receive maximum benefits 

if this were possible. Time has been 
Another important point about financial allocated to be devoted to this exercise. 
planning is that it is a required part of a 
well-prepared business plan. Most poten­
tial lenders, investors or partners will ask 
to see you business plan before they will 
proceed to do business with you. 

Let us begin work on a financial plan for 
your individual businesses. 
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EstimatingMoney Needs 

* How much money do you need? 

* How will you spend the money? 

* How soon will you pay uF back? 

Ronstadt, R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneurialFinance. 
Lord Publishing, Inc. 1988. ( Lord Publishing, Inc. Translated and used with permission. 
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Financial Planning Procedure 

1. 	 Use historic income statement information as the basic for the 

plan. 

2. 	 Prepare a yearly and monthly expense budget. 

3. 	 Plan gross profit margins. 

4. 	 Develop yearly and monthly sales projections. 

5. 	 Develop other financial management tools to supplement the 
major financial plan, such as cash flow statements, inventory 
planning, accounts receivable systems, and pricing structures. 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 44. QThe University of Wisconsin System. Translated 
and used wh permission. 
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Phillips' Pharmacy 
Balance Sheets--December 31, 19X3 

Assets 

Current Assets 
Cash 
Accounts Receivable (net) 
Inventory 
Prepaid Expenses 

Total Current Assets 

$ 2,343.00 
34,040.00 

110,154.00 
1,029.00 

$147,566.00 

Fixed Assets 
Fixtures and Equipment 
(net after depreciation) 30.634.00 

TOTAL ASSETS $178.200.00 

Liabilities 
Current and Accrued Liabilities 

Accounts Payable 
Notes Payable (within one 

year) 
Accrued Expenses and 
Other Liabilities 

Total Current and 
Accrued Liabilities 

$ 45,150.00 

34,390.00 

12,614,00 

$ 92,154.00 

Long-Term Liabilities 
Notes Payable (later than 

one year) 28,832.00 

Total Liabilities 120,986.00 

Owners' Equity 57.214.00 

TOTAL LIABILITIES AND 
OWNERS' EQUITY $178,200.00 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 46. QThe University of Wisconsin System. Translated 
and used with permission. 
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Philips'Pharmacy
 
Income Statement
 

Forthe Year Ended December31, 19X3
 

Sales 
Cash 
Credit 

$320,520 
104008 

Our % Standard %'s 

75.5% N/A 
5% NJA 

Total Sales $424,528 i00.0% 100.0% 

Less Cost of Goods Sold: 
Beginning Inventory 
Plus Purchases 

$ 87,950 
319,374 

Total Inventory Available 
Less Ending Inventory 

407,324 
110.154 

Cost of Goods Sold $297.170 70.0% 65.2% 

Gross Profit Margin $127,358 30.0% 34.8% 

Less Operating Expenses: 
Wages (excluding owner/ 

manager's) 
Rent 
Utilities 
Professional Services 
Taxes/Licenses" 
Insurance-
Interest" 
Repairs 
Depreciat;on" 
Advertising 
Bad Debts 
Telephone 
Misc./Delivery 

$ 59.858 
9,340 
4,670 
2,123 
5,519 
8,491 
4,245 
4,665 
2,120 
2,547 
4,229 

850 

14.1% 
2.2% 
1.1% 
0.5% 
1.3% 
2.0% 
1.0% 
1.1% 
0.5% 
0.6% 
1.0% 
0.2% 
1-91. 

11.4% 
2.2% 
0.9% 
0.5% 
1.5% 
1.1% 
0.8% 
0.3% 
0.9% 
1.3% 
0.2% 
0.4% 

Total Operating Expenses $116,723 27.5% 24.5% 

Net Profit (Loss) Before Tax" 210,65.5% 103 

Excludes taxes on buildings, profit and owner/manager's salary 
Excludes building 
Includes both owner/manager's salary plus return on investment (profit) 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, Univ.rsity of 
Wisconsin. Financial Managementfor Small Business, p. 47. © The University of Wisconsin System. Translated 
and used with permission. 
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1. 	 His firm could be underpriced. 

2. 	 His firm could be buying improperly. 

3. 	 His firm could be experiencing a substantial amount of inventory 
shrinkage through shoplifting, employee theft, etc. 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial ManagementforSmall Business, p. 48. ©The University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Pharumy 
19X4 Annual Erpense Budget 

Wages (excluding owner/manager's) 
Rent 
Utilities 
Professional Services 
Taxes/Licenses 
Insurance 
Interest 
Repairs 
Depreciation 
Advertising 
Bad Debts 
Telephone 
Misc./Delivery 

Total Operating Expenses 
Plus: 
Desired Owner's Withdrawals (Salary) 
Principal Payments 
Desired Return (over and above 

Principal Payment) 

Totals 

Last Year's Budgeted 

$ 59,858 $ 52,000 
9,340 10,800 
4,670 4,600 
2,123 2,200 
5,519 5,520 
8,491 7,500 
4,245 4,300 
4,665 4,000 
2,120 2,120 
2,547 4,500 
4,229 3,000 

850 900 
8,066 8,400 

$116,723 $109,840 

7,635 28,000 
3,000 3,000 

0 2,700 

$127.358 $143540 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Ceater, University of 
Wisconsin. Financial Managementfor Small Business, p. 50. QThe University of Wisconsin System. Translated 
and used with permission. 
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Phllips'Pharum y
 
19X4 Monthy CashExpenditure Budget
 

In Feb Ma A M Lin. July Ag v Oct Nov Dec Total 

Wages $ 3,575 $2,600 $2,60 $2,600 $3,575 $4,225 $4,875 $6,175 $6,175 $5,200 $5,200 $5,200 $ 52,000 

Rent 900 900 900 900 900 900 900 900 900 900 900 900 10,800 

Utilities 675 670 670 280 225 170 170 170 225 335 450 560 4,600 

Prof. Services 440 ---- 880 ---- 440 ---- 440 ---- 2,200 

Taxes/License 550 165 220 385 110 500 550 830 660 500 500 550 5,520 

Insurance 625 625 625 625 625 625 625 625 625 625 625 625 7,500 

interest 359 359 359 359 358 358 358 358 358 358 358 358 4,300 

Repairs 1,540 200 200 200 230 275 275 280 200 200 200 200 4,000 

Depreciation 177 177 177 177 177 177 177 177 176 176 176 176 2,120 

Advertising 450 150 50 50 275 675 675 675 300 300 300 600 4,500 

Bad Debts 90 120 210 60 270 300 450 360 270 270 300 300 3,000 

Telephone 75 65 60 60 60 75 90 100 100 65 85 65 900 

Misc./Del. 1.2.30 300 520 150 6-60 740 1.1 890 -6M 740 740 8.40 

Total Operating 
Expenses 10,686 6,331 6,591 6,726 7,465 9,020 10,695 11,540 10,649 10,029 9,834 10,274 109,840 

Plus: 
Owner Withdrawal 

(Salary) and 
Profit 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,540 30,700 

Principal Payment 75(l 250 250 250 250 250 250 _ 250 250 250 25Q 250 3.000 

TOTAL BUDGET L, $9,141 & 9.1 = $U0275 LN$13.5Q $14350 $1 $12.839 $12,644 $13064 $143.540 

Wingenter, Thomas H. Part 3 - "Finanrial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 53. ©The University of Wisconsin System. Translated 
and used with permission. 

216
 

http:LN$13.5Q


Unit 5 TP 7 

Sales Budgeting Equation:
 
% Gross Profit x Sales Budget(s) = EapenseBudget
 

.30 x S = $143,540 

.30 x S = 143,540 

.30 .30 

S = $478,470 

.35 x S = $143,540 

.35 x = 143,540 
.35 .35 

S = $4i011 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development C, nter, University of 
Wisconsin. Financial Managementfor Small Business, p. 54. QThe University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Pharmacy 
19X4 Monthly Sales Targets 

Last Year 

Jan $12,736 

Feb 16,980 

Mar 29,717 

Apr 8,491 

May 38,207 

Jun 42,453 

Jul 63,680 

Aug 50,945 

Sep 38,210 

Oct 38,200 

Nov 42,459 

Dec - 42A450 

TOTAL $424.528 


30% Gross 35% Gross 
Last Margin Margin 

Year % Budgeted Budgeted 

3 $14,355 $12,303 
4 19,139 16,405 
7 33,493 28,708 
2 9,570 8,202 
9 43,062 36,910 

10 47,847 41,012 
15 71,770 61,517 
12 57,416 49,214 
9 43,062 36,910 
9 43,062 36,910 

10 47,847 41,012 
1-0- 47.847 41,012 

1 $478,470 $410115 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 55. 0 The University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Pharmacy
 
Projected Income Statemen
 

For the Year Ended December 31, 19X4
 

Saies $478,470 
Less Cost of Goods Sold 334,930 

Gross Profit Margin $143,540 

Less Expenses: 

Wages 
Rent 
Utilities 
Professional Services 
Taxes/Licenses 
Insurance 
Interest 
Repairs 
Depreciation 
Advertising 
Bad Debts 
Telephone 
Misc./Delivery 

$ 52,000 
10,800 
4,600 
2,200 
5,520 
7,500 
4,300 
4,000 
2,120 
4,500 
3,000 

900 
8,400 

Total Operating Expenses $109,840 

Net Profit* $33,700 

*$28,000 Salary and $5,700 Profit 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Manager -.ntfor Small Business, p. 56. 0 The University of Wisconsin System. Translated 
aid used with permissic. 
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Phiipv' Ph&-macy
 
Projected Income Statement
 

For the Year Ended December 31, 19X4
 

Variance 
Actual Budgeted *Variance To-Date 

Sales $12,000 $14,355 $(2,355) $(2,355) 
Less: 
Cost of Goods Sold 8IA 1 4 1,649 1,649 

Gross Profit Margin 3.60 4,306 (706) 47Q6 

Operating Expenses: 
Wages 3,417 3,575 158 158 
Rent 900 900 0 0 
Utilities 718 675 (43) (43)
Professional Services 410 440 30 30 
Taxes/Licenses 565 550 (15) (15) 
Insurance 625 625 0 0 
Interest 359 359 0 0 
Repairs 1,420 1,540 120 120 
Depreciation 177 177 0 0 
Advertising 430 450 20 20 
Bad Debts 100 90 (10) (10)
Telephone 78 75 (3) (3)
Misc./Delivery 1.340 1,230 (110) (110) 

Total Operating Expenses 10,539 10,686 147 147 

NET PROFIT (Loss) 
Before Tax $ (552) $ (559) 

*Parentheses indicate unfavorable variance 

Wingenter, Thomas H. Pmat 3 - "Financial Budgeting." Small Business Development Center, University of
Wisconsin. Financial Managementfor Small Business, p. 58. Q The University of Wisconsin System. Translated 
and used with permission. 
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Phillips' Phamacy
 
Perfonnae Report
 

For the Month Ended Febmaiy 28, 19X4
 

Variance 
Actual Budgeted *Variance To.Date 

Sales $17,000 $19,139 $(2,139) $(4,494)
 
Less:
 
Cost of Goods Sold 11.900 1397 1,497 3.146
 

Gross Profit Margin 5.100 -5,742 (642) (1.348) 

Operating Expenses: 
Wages 2,514 2,600 86 244 
Rent 900 900 0 0 
Utilities 719 670 (49) (92) 
Professional Services -- -- -- 30 
Taxes/Licenses 140 165 25 10 
Insurance 625 625 0 0 
Interest 359 359 0 0 
Repairs 350 200 (150) (30) 
Depreciation 177 177 0 0 
Advertising 150 150 0 20 
Bad Debts 135 120 (15) (25) 
Telephone 72 65 (7) (10) 
Misc./Delivery 372 300 (72) (82) 

Total Operating Expenses 6.513 6.331 (182) (35) 

NET PROFIT (Loss) 
Before Tax $ (1.413) $ $ (824N $ 

*Parentheses indicate unfavorable variance 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial ManagementforSmall Business, p. 59. © The University of Wisconsin System. Translated 
and used with permission. 

221
 



Unit 5 TP 12 

Home Fumiihings Store, Inc.: Forecast of Sales Revenues 
(Exhibit 9.1) 

1st month $ 20,000* 
2nd month 10,000 
3rd month 12,000 
4th month 14,000
 

Year Sales Revenues 5th month 16,000
 
1 $240,000 6th month 18,000
 
2 320,000 7th month 20,000
 
3 400,000 8th month 22,000
 

9th month 24,000 
10th month 26,000 
11th month 28,000 
12th month 30,000

$240.000 

*Assumes revenues will be relatively high the first month because of store's "grand 
opening." 

Siropolis, N. H. Chapter 9 - Small Business Management, 4th ed. Houghton Mifflin Company, p. 248, 1986. 
© Houghton Mifflin Company. Translated and used with permission. 
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Unit 5 TP 13A 

Home FurnishingsStore, Inc
 
Cash Budget to Estimate Money Needs
 

(Exhibit 9.2) 

Month After Start-Up 
Before 

Start-Up 1 2 3 4 

Expected sales revenues $ 20,000 $10,000 $12,000 $ 14,000 
Cash inflow 

Collections from credit customers 0 20,000 10,000 12,000 
Cash outflow 

Purzhasing inventory $ 36,000 $ 6,000* $ 7,200 $ 8,400 $ 9,600 
Paying operating expenses 6.400 6.400 6.400_6.4 

Subtotal $ 36,000 $ 12,400 $13,600 $14,800 $16,000 
Buying fixed assets $192,000 
Buying other assets 12.000 

Subtotal $240,000 
Total cash outflow 240,000 12,400 13,600 14,800 16,000 
Cash-flow summary 

Total cash inflow $ 0 $ 20,000 $10,000 $ 12,000 
Total cash outflow $240.000 12,400 13.600 14800 16.00 
Surplus or shiortage (240,000) ($12,400) $ 6,400 ($ 4,800) ($ 4,000) 
Cumulative shortage (240,000) (252,400) (246,000) (250,800) (254,800) 

Money needs 
Maximum shortage $262,800 
10% allowance for contingencies 26.280 
Total money needs $290,000 

Cash balance at start of month $290,000 $ 50,000 $ 37,500 $ 44,000 $ 39,200 
Surplus or shortage (240.000) (12.400) (6,40) (4,800) (4,000) 
Cash balance at end of month $ 50,000 $ 37,600 $ 44,000 $ 39,200 $ 35,200 

*Obtained by multiplying the next month's revenues by 60 percent (60% x $10,000 revenues in second 
month = $6,000 purchase cost in first month). 

Assumes expected revenues of $30,000 in thirteenthmonth after start-up. 
Rounded upward to nearest thousand. 

Siropolis, N. H. Chapter 9 - Small Business Management, 4th ed. Houghton Mifflin Company, p. 250, 1986. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 5 TP 13B 

Home FundshingsStore, Inc:
 
CashBudget to Estimate Money Needs (Cont.)
 

(Exhibit 9.2) 

Month After Start-i Jp 
56 7 8 9 10 11 12 

$ 16,000 $ 18,000 $ 20,000 $ 22,000 $ 24,000 $ 26,000 $ 28,000 # 30,000 

14,000 16,000 18,060 20,000 22,000 24,000 26,000 28,000 

$ 10,800 $ 12,000 $ 13,200 $ 14,400 $ 15,600 $ 16,800 $ 18,000 $ 18,000 
6.400 6.400 640 6A40 6.40 _6.400 .__6,Q 6.400 

$ 17,200 $ 18,400 $ 19,600 $ 20,800 $ 22,000 $ 23,200 $ 24,400 $ 24,400 

17,200 18,400 19,600 20,800 22,000 23,200 24,400 24,400 

$ 14,000 $ 16,000 $ 18,000 $ 20,000 $ 22,000 $ 24,000 $ 26,000 $ 28,000 
$ 17.200 18.400 19.600 20.80 - 22.000 23.200 _24.40 24.40 
($ 3,200) ($ 2,400) $ 1,600 ($ 800) $ 0 $ 800 $ 1,600 $ 3,600 
(258,000) (260,400) (262,000) (262,800) (262,800) (262,000) (260,400) (256,800) 

$ 35,200 $ 32,000 $ 29,600 $ 28,000 $ 27,200 $ 27,200 $ 28,000 $ 29,600( 3.200 ( 2.400) ( 1.600) ( 800) ( o) 80 1.600 -3.60 
$ 32,000 $ 29,600 $ 28,000 $ 27,200 $ 27,200 $ 28,000 $ 29,600 $ 33,200 

Siropolis, N. H. Chapter 9 - Small Business Management,4th ed. Houghton Mifflin Company, p. 251, 1986. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 5 TP 14 

Home Funishings Store, Inc.: Beginningand Ending BalanceSheets 
(Exhibit 9.3) 

Beginning Ending 
Equities~ 

Beginning Ending 

Current assets Liabilities $ 0 $ 0 
Cash $ 50,000 $ 33,200W 
Accounts receivable 
Inventory 36, 

0 30,000' 
42,0 

Owners' equity 
Commor. stock $290,000 $290,000 

Subtotal $ 86,000 $105,200 Retained earnings 1.0 
$290,000 $291,000 

Fixed assets 
Building $150,000 $144.000d 
Equipment 26,000 23,400d 
Parking lot 16.000 14.00 
Subtotal 192,000 181,800 

Other assets 12.000 4.000_ 
Total assets $290,000 $29100 Total assets $2900Q $291.000 

'Obtained directly from Exhibit 9.2 (cash balance at end of twelfth month).
bObtained directly from Exhibit 9.2 (all revenues in twelfth month will be owed by customers at month's 

end).cAssumes a base inventory ($24,000) plus enough inventory ($18,000) (o support the thirteenth month's 
budgeted revenues of 30,000.dReflects depreciation of fixed assets during year (see Exhibit 9.4).

'Reflects write-eff of prepaid expenses during year (set. Exhibit 9.4). 
'Obtained directly from Exhibit 9.4 (assumes profits wi'l be plowed back into the venture). 

Siropolis, N. H. Chapter 9 - Small Business Management,4'0 ed. Houghton Mifflin Company, p. 252, 1986. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 5 TP 15 

Home FurnishingsStore, Inc.: Income Statement 
(forfirst year of operations) 

(Exhibit 9.4) 

Sales revenues 
Cost of goods sold 

$240,O00
144000b 

Gross profit 96,000 
Operating expenses 
Administrative and selling 
Depreciation 

$76,800c
10,200d 

Write-off of prepaid expenses 
Operating profit 

8,000t 95,000 
$ 1.000 

'Obtained from Exhibit 9.2 by adding monthly budgeted revenues.bObtained by multiplying total budgeted revenues of $240,000 by 60 percent (because the gross 
margin is 40 percent).cObtained from Exhibit 9.2 by adding monthly operating expenses. 

dObtained as follows: 
Building depreciation = $150,000 + 25-year life = $ 6,000 
Equipment depreciation = 26,000 + 10-year life = 2,600 
Parking lot depreciation = 16,000 + 10-year life = 1.600 

"Obtained as follows: 
Professional fees = $3,000 
Insurance = 2,000 (one third of $6,000 prepaid insurance policy expires during year)
Promotional costs = 2,000 
Licenses = 1.000 

2MII 

Siropolis, N. H. Chapter 9 - Small Business Management, 4th ed. Houghton Mifflin Company, p. 252, 1986. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 5 HO I 

FinancialPlanningProcedure 
1. 	 Use historic income statement information as the basic for the 

plan. 

2. 	 Prepare a yearly and monthly expense budget. 

3. 	 Plan gross profit margins. 

4. 	 Develop yearly and monthly sales projections. 

5. 	 Develop other financial management tools to supplement the 
major financial plan, such as cash flow statements, inventory
planning, accounts receivable systems, and pricing structures. 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of
Wisconsin. Financial ManagementforSmall Business, p. 44. QThe University of Wisconsin System. Translated 
and used with permission. 

227
 



Unit 5 HO 2 

Phillips' Pharmacy
 
Balance Sheets--December 31, 19X3
 

Assets 

Current Assets 
Cash 
Accounts Receivable (net) 
Inventory 
Prepaid Expenses 

Total 	Current Assets 

Fixed 	Assets 
Fixtures and Equipment 
(net after depreciation) 

TOTAL ASSETS 

Liabilities 
Current and Accrued Liabilities 

Accounts Payable 
Notes Payable (within one 

year) 
Accrued Expenses and 
Other Liabilities 

Total Current and 
Accrued Liabilities 

Long-Term Liabilities 
Notes Payable (later than 

one year) 

Total Liabilities 

Owners' Equity 

TOTAL LIABILITIES AND 
OWNERS' EQUITY 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." 

$ 2,343.00
 
34,040.00
 

110,154.00
 
1.029.00 

$147,566.00 

30.634, 

$178.200.0Q 

$ 45,150.00 

34,390.00 

12.614.00 

$ 92,154.00 

28.832.00 

120,986.00 

57,214.00 

$178.200.00 

Small Business Development Center, University of 
Wisconsin. Financial ManagementforSmall Business, p. 46. Q The University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 3 

Phillips' Ph nacy
 
Income Statement
 

For the Year Ended December 31, 19X3
 

Sales 
Cash 
Credit 

$320,520 
104.008 

Our %'s 

75.5% 
24.5% 

Total Sales $424,528 100.0% 

Less Cost of Goods Sold: 
Beginning Inventory 
Plus Purchases 

$ 87,950 
319,374 

Total Inventory Available 
Less Ending Inventory 

407,324 
110.154 

Cost of Goods Sold $297.170 70.0% 

Gross Profit Margin $127,358 30.0% 

Less Operating Expenses: 
Wages (excluding owner/ 

manager's) 
Rent 
Utilities 
Professional Services 
Taxes/Licenses' 
Insurance" 
Interest-
Repairs 
Depreciation-
Advertising 
Bad Debts 
Telephone 
Misc./Delivery 

$ 59.858 
9,340 
4,670 
2,123 
5,519 
8,491 
4,245 
4,665 
2,120 
2,547 
4,229 

850 
8,066 

14.1% 
2.2% 
1.1% 
0.5% 
1.3% 
2.0% 
1.0% 
1.1% 
0.5% 
0.6% 
1.0% 
0.2% 
1.9% 

Total Operating Expenses $116.723 27.5% 

Net Profit (Loss) Before Tax*" $ 10,635 2.5Y 
Excludes taxes on buildings, profit and owner/manager's salary 

Excludes building 
Includes both owner/manager's salary plus return on investment (profit) 

Standard %'s 

N/A 
WA 

100.0% 

65.2%
 

34.8% 

11.4% 
2.2% 
0.9% 
0.5% 
1.5% 
1.1% 
0.8% 
0.3% 
0.9% 
1.3% 
0.2% 
0.4% 
3.09
 

24.5% 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 47. QThe University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 4 

1. 	 His firm could be underpriced. 

2. 	 His firm could be buying improperly. 

3. 	 His firm could be experiencing a substantial amount of inventory 
shrinkage through shoplifting, employee theft, etc. 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of
Wisconsin. Financial Managementfor Small Business, p.48. QThe University of Wisconsin System. Translated 
and used with permis3ion. 

230
 



Unit 5 HO 5 

Philis'Pharmacy
 
19X4 Annual Expense Budget
 

Wages (excluding owner/manager's) 
Rent 
Utilities 
Professional Services 
Taxes/Licens-.s 
Insurance 
Interest 
Repairs 
Depreciation 
Advertising 
Bad Debts 
Telephone 
Misc./Delivery 

Total Operating Experises 
Plus: 
Desired Owner's Withdrawals (Salary) 
Principal Payments 
Desired Return (over and above 

Principal Payment) 

Totals 

Last Year's Budgeted 

$59,858 $52,000 
9,340 10,800 
4,670 4,600 
2,123 2,200 
5,519 5,520 
8,491 7,500 
4,245 4,300 
4,665 4,000 
2,120 2,120 
2,547 4,500 
4,229 3,000 

850 900 
8,066 8,400 

$116,723 $109,840 

7,635 28,000 
3,000 3,000 

2 0 

$143.540 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of
Wisconsin. Financial Managementfor Small Business, p. 50. QThe University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 6 

Phillips' Pharmacy
 
19X4 Monthly Cash Ejrenditwm Budget
 

fga Mar Ar Mu n ul Aft &p Psi Nov Dec 

Wk.zs $3,575 $2,600 $2,600 $2,600 $3,575 $4,225 $4,875 $6,175 $6,175 $5,200 $5,200 $5,200 $ 52,000 

Rent 900 900 900 900 900 900 900 900 900 900 900 900 10,800 

Utilities 675 670 670 280 225 170 170 170 225 335 450 560 4,600 

Prof. Services 440 ---- 880 ---- 440 ---- 440 ---- 2,200 

Taxes/License 550 165 220 385 110 500 550 830 660 500 500 550 5,520 

Insurance 625 625 625 625 625 625 625 625 625 625 625 625 7,500 

Interest 359 359 359 359 358 358 358 358 358 358 358 358 4,300 

Repairs 1,540 200 200 200 230 275 275 280 200 200 200 200 4,000 

Depredation 177 177 177 177 177 1.77 177 177 176 176 176 176 2,120 

Advertising 450 150 50 50 275 675 675 675 300 300 300 600 4,500 

Bad Debts 90 120 210 60 270 300 450 360 270 270 300 300 3,000 

Telephone 75 65 60 60 60 75 90 100 100 65 85 65 900 

Misc./Del. 1,230 520 150 660 740 1110 890 660 660 740 740 8. 

Total Operating 
Expenses 10,686 6,331 6,591 6,726 7,465 9,020 10,695 11,540 10,649 10,029 9,834 10,274 109,840 

Plus: 
Owner Withdrawal 

(Salary) and 
Profit 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,560 2,540 30,700 

Principal Payment 250 250 250 250 250 250 250 250 250 250 250 250 3.000 

TOTAL BUDGET $13,46 9.141 $9536 $10,275 $11.830 $13.505 $14,350 I13,459 $12,839 ;12644 1 $143.540 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 53. 0 The University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 7 

SaesBudgeting Equation:

% Gross Profit x Sales Budget(s) = FrpenseBudget
 

.30 x S = $143,540 

30 	 x = 143,540 
.30 .30 

S - $478,470 

.35 	 x S = $143,540 

.35 x = 143,540 
.35 .35 

S = $410.115 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 54. QThe University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 8 

Phillips'Phamuy 
19X4 Monthly Sales Targets 

30% Gross 35% Gross 
Last Margin Margin 

Last Year Year % Budgeted Budgeted 

Jan $12,736 3 $14,355 $12,303
 
Feb 16,980 4 19,139 16,405
 
Mar 29,717 7 33,493 28,708
 
Apr 8,491 2 9,570 8,202
 
May 38,207 9 43,062 36,910
 
Jun 42,453 10 47,847 41,012
 
Jul 63,680 15 71,770 61,517
 
Aug 50,945 12 57,416 49,214
 
Sep 38,210 9 43,062 36,910
 
Oct 38,200 9 43,062 36,910
 
Nov 42,459 10 47,847 41,012
 
Dec 42,450 1_..Q 47.847 41,012
 
TOTAL $424528 100% $478.470 $410.115
 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of
 
Wisconsin. Financial Managementfor Small Business, p. 55. ©The University of Wisconsin System. Translated
 
and used with permission. 
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Unit 5 HO 9 

Philps' Pharmacy
 
Projected Income Statement
 

Forthe Year Ended December 31, 19X4
 

Sales $478,470 
Less Cost of Goods Sold 334,930 

Gross Profit Margin $143,540 

Less Expenses: 

Wages 
Rent 
Utilities 
Professional Services 
Taxes/Licenses 
Insurance 
Interest 
Repairs 
Depreciation 
Advertising 
Bad Debts 
Telephone 
Misc./Delivery 

$ 52,000 
10,800 
4,600 
2,200 
5,520 
7,500 
4,300 
4 000 
2,120 
4,500 
3,009 

900 
8,400 

Total Operating Expenses $109,840 

Net Profit* $ 33,70M 
*$28,000 Salary and $5,700 Profit 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 56. Q The University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 10 

Phils'Pharmacy
 
Projected Income Staement
 

For the Year Ended December 31, 19X4
 

Actual 


Sales $12,000 
Less: 
Cost of Goods Sold 8,400 

Gross Profit Margin 3,600 

Operating Expenses: 
Wages 3,417 
Rent 900 
Utilities 718 
Professional Services 410 
Taxes/Licenses 565 
Insurance 625 
Interest 359 
Repairs 1,420 
Depreciation 177 
Advertising 430 
Bad Debts 100 
Telephone 78 
Misc./Delivery 1.340 

Total Operating Expenses 10,539 

NET PROFIT (Loss) 
Before Tax $$ 

*Parentheses indicate unfavorable variance 

B 

$14,355 

10,049 
4,306 

3,575 
900 
675 
440 
550 
625 
359 

1,540 
177 
450 
90 
75 

1.230 

10,686 

Variance 
*Variance To-Date 

$(2,355) $(2,355) 

1,649 1,649 
(706) (706) 

158 158 
0 0 

(43) 	 (43) 
30 30 

(15) 	 (15) 
0 0 
0 0 

120 120 
0 0 

20 20 
(10) (10) 

(3) (3) 
(110) (110) 

147 147 

(559 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 58. QThe University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 11 

Phillips' Pharmacy
 
Perfomnce Report
 

For the Month Ended Febriary 28, 19X4
 

Variance
 
Actual Budgeted *Variance To-Date 

Sales 
Less: 

$17,000 $19,139 $(2,139) $(4,494) 

Cost of Goods Sold 
Gross Profit Margin 

11.900 
- 5,100 

13,397 
5.742 

1,497 
(642) 

3.146 
1,348) 

Operating Expenses: 
Wages 2,514 2,600 86 244 
Rent 900 900 0 0 
Utilities 
Professional Services 

719 
--

670 
--

(49) 
--

(92) 
30 

Taxes/Licenses 140 165 25 10 
Insurance 625 625 0 0 
Interest 359 359 0 0 
Repairs 
Depreciation 

350 
177 

200 
177 

(150) 
0 

(30) 
0 

Advertising 150 150 0 20 
Bad Debts 
Telephone 
Misc./Delivery 

135 
72 

_372 

120 
65 

300 

(15) 
(7) 

(7 

(25) 
(10) 

- (182) 

Total Operating Expenses 6-513 6,331 (182) (35) 

NET PROFIT (Loss) 
Before Tax $ (1.413 589) $ (8241 $(1,383) 

*Parentheses indicate unfavorable variance 

Wingenter, Thomas H. Part 3 - "Financial Budgeting." Small Business Development Center, University of 
Wisconsin. Financial Managementfor Small Business, p. 59. QThe University of Wisconsin System. Translated 
and used with permission. 
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Unit 5 HO 12 

Home FurnishingsStore, Inc.: Forecast of Sales Revenues 
(Exhibit 9.1) 

1st month $ 20,000* 
2nd month 10,000 
3rd month 12,000 
4th month 14,000 

Year Sales Revenues 5th month 16,000 
1 $240,000 6th month 18,000 
2 320,000 7th month 20,000 
3 400,000 8th month 22,000 

9th month 24,000 
10th month 26,000 
11th month 28,000 
12th month 30,000

$240.000 

*Assumes revenues will be relatively high the first month because of store's "grand 
opening." 

Example: An entrepreneur plans to open a home furnishings store and she has 
estimated her sales revenues for the first three years. (See Exhibit 9.1) 

This revenue forecast is a result of the marketing plan that she worked out as part
of her business plan. Although it is rough, the revenue forecast is the single most 
important estimate an entrepreneur can make. Most of the other estimates the 
entrepreneur must make are based on it. For example, a store with yearly revenues 
of $2,000,000 rather than $400,000 may call for: 

" Five times as many salespersons 
" Four times as much floor space
* Three times as much inventory of home furnishings 

Having forecast her revenues, the entrepreneur next estimates the cost of the fixed and 
current assets she will need to support those revenues. Before we proceed with our 
example, we will describe and differentiate fixed and current assets. 

Siropolis, N. H. Chapter 9 - Small Business Management, 4th ed. Houghton Mifflin Company, p. 248, 1986. 
Q Houghton Miffin Company. Translated and used with permission. 
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Unit 5 HO 13A 

Let us now assume that the entrepreneur's store will sell Scandinavian furniture. She 
has made the following estimates of start-up costs. She will: 

" 	Construct a one-store, free standing building with 5,000 square feet of floor space 
to display and store furniture. Cost: $150,000 at year zero. 

" Keep a base inventory of furniture high enough to support twice the average
monthly budgeted (or forecast) revenues; in addition, buy enough inventory monthly 
to cover the following month's budgeted revenues. She plans to pay for all 
inventory within a month of purchasing it. Cost: $36,000 at year zero. 

* 	Put an asphalt surface on a parking lot next to the building. Cost: $16,000 at year 
zero. 

" Finance those customers who buy on credit. She is assuming that all sales will be 
credit sales, with customers taking a month to pay, on the average. 

" 	Buy fixtures, office equipment, and a half-ton delivery truck. Cost: $26,000 at year 
zero. 

* 	Incorporate the venture with a lawyer's help. Cost: $2,000. 

* Design a record-keeping system with the help of an accountant. Cost: $1,000.
 

" Buy a three-year prepaid insurance policy. Cost: $6,000.
 

" Buy city, county, and state licenses. Cost: $1,000.
 

" Promote the store's grand opening. Cost: $2,000.
 

Siropolis, N. H. Chapter 9 - Small Business Management, 4th ed. Houghton Mifflin Company, p. 249, 1986.
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 5 HO 13B 

Home FurnishingsStore, Inc:
 
Cash Budget to FtimateMoney Needs
 

(Exhibit 9.2) 

Month After Start-Up 
Before 

Start-U1p W 2 3 4 

Expected sales revenues $ 20,000 $ 10,000 $ 12,000 $14,000 
Cash inflow 

Collections from credit customers 0 20,000 10,000 12,000 
Cash outflow 

Purchasing inventory $ 36,000 $ 6,000* $ 7,200 $ 8,400 $ 9,600 
Paying operating expenses 6.400 6.400 6.40Q 6.400 
Subtotal $ 

_ 

36,000 $12,400 $ 13,600 $ 14,800 $ 16,000 
Buying fixed assets $192,000 
Buying other assets 12,000 

Subtotal $240,000 
Total cash outflow 240,000 12,400 13,600 14,800 16,000 
Cash-flow summary 

Total cash inflow $ 0 $ 20,000 $10,000 $ 12,000 
Total cash outflow $240.000 12.400 13.60 14.800 .16,000 
Surplus or shortage (240,000) ($12,400) $ 6,400 ($ 4,800) ($ 4,000) 
Cumulative shortage (240,000) (252,400) (246,000) (250,800) (254,800) 

Money needs 
Maximum shortage $262,800 
10% allowance for contingencies 26.280 
Total money needs $290,000 

Cash balance at start of month $290,000 $ 50,000 $ 37,500 $ 44,000 $ 39,200 
Surplus or shortage (240.000) (12.400) (6A.Q (4800) (4,000) 
Cash balance at end of month $ 50,000 $ 37,600 $ 44,00 $ 39,200 $ 35,200 

*Obtained by multiplying the next month's revenues by 60 percent (60% x $10,000 revenues in second 
month = $6,000 purchase cost in first month). 

Assumes expected revenues of $30,000 in thirteenthmonth after start-up. 
Rounded upward to nearest thousand. 

Siropolis, N. H. Chapter 9 - Small Business Management, 4th ed. Houghton Mifflin Company, p. 250, 1986. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Unit 5 HO 13C 

Home FurnishingsStore, Inc:
 
Cash Budget to Estimate Money Needs (Cont.)
 

(Exhibit 9.2) 

Month After Start-Up 

56 7 8 9 10 11 12 

$ 16,000 $ 18,000 $ 20,000 $ 22,000 $ 24,000 $ 26,000 $ 28,000 # 30,000 

14,000 16,000 18,000 20,000 22,000 24,000 26,000 28,000 

$10,800 $ 12,000 $13,200 $14,400 $15,600 $ 16,800 $18,000 $18,000 
6,400 6.4 6,400 6,400 6.400 6,400 6.400 6.400 

$17,200 $18,400 $19,600 $ 20,800 $ 22,000 $ 23,200 $ 24,400 $ 24,400 

17,200 18,400 19,600 20,800 22,000 23,200 24,400 24,400 

$14,000 $ 16,000 $18,000 $ 20,000 $ 22,000 $ 24,000 $ 26,000 $ 28,000 
$ 17.200 18.400 19,600 20,800 22,000 23,200 24.400 2440) 
($ 3,200) ($ 2,400) $ 1,600 ($ 800) $ 0 $ 800 $ 1,600 $ 3,600 
(258,000) (260,400) (262,000) (262,800) (262,800) (262,000) (260,400) (256,800) 

$ 35,200 $ 32,000 $ 29,600 $ 28,000 $ 27,200 $ 27,200 $ 28,000 $ 29,600 
"320) (2.400) (1.600) ( 800) ( 0) 800 -1600 3.600 

$ 32,000 $ 29,600 $ 28,000 $ 27,200 $ 27,200 $ 28,000 $ 29,600 $ 33,200 

Siropolis, N. H. Chapter 9 - Small Business Management, 4th ed. Houghton Mifflin Company, p. 251, 1986. 
Q Houghton Mifflin Company. Translated and used with permission. 
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Home FurnishingsStore, Inc.: Beginningand EndingBalanceSheets 
(Exhibit 9.3) 

Assets Equities 
Beginning Ending Beginning Ending

Current assets Liabilities $ 0 $ 0 
Cash $ 50,000 $ 33,200' 
Accounts receivable 0 30,000b Owners' equity
Inventory 36.00 42.000 Common stock $290,000 $290,000 
Subtotal $ 86,000 $105,200 Retained earnings 1,00 

$290,000 $291,000 
Fixed assets 

Building $150,000 $144,000d
 
Equipment 26,000 23,4001
 
Parking lot 16.00 14.000
 
Subtotal 192,000 181,800
 

Other assets 12.00 4,000_
 
Total assets $290.000 $291.000 Total assets 290. $2910
 
"Obtained directly from Exhibit 9.2 (cash balance at end of twelfth month).

bObtained directl' from Exhibit 9.2 (all reveiues in twelfth month will be owed by customers at month's end).

cAssumes a base inventory ($24,000) plus enough inventory ($18,000) to support the thirteenth month's budgeted revenues of
 

30,000. 
flects depreciation of fixed assets during year (see Exhibit 9.4).


'Reflects write-off of pre id epnses during year (see Exhibit 9.4).

'Obtained directly from Exhibit 9.4 (assumes profits will be plowed back into the venture). 

Home FurnishingsStore, Inc.: Income Statement (forfirst year ofoperations) 
(Exhibit 9.4) 

Sales revenues $240,000' 
Cost of goods sold 144&& 
Gross profit 9,6,000 
Operating expenses 

Administrative and selling $76,800' 
Deprecia tion 10,200d 
Write-oft of prepaid expenses 8 95.000 

Operating profit $ 1.QQ 
aObtained from Exhibit 9.2 by adding monthly budgeted revenues.
 
bObtained by multi plying total budgeted revenues of $240,000 by 60 percent (because the gross margin is 40 percent).

'Obtained from Eibit 9.2 by adding monthly operating expenses.
 
dObtained as follows:
 

Building depreciation = $150,000 + 25-year life = $ 6,000
 
Equipment depreciation = 26,000 + 10-year life = 2,600
 
Parking lot depreciation = 16,000 + 10-year life = 1,600
 

$1.0'Obtained as follows: 
Professional fees = $3,000
Instirance = 2,000 (one third of $6,000 prepaid insurance policy expires during year)

Promotional costs = 2,000
 
Licenses = 1000
 

Siropolis, N. H. Chapter 9 - Small Business Management,4th ed. Houghton Mifflin Company, p. 252, 1986. Q
Houghton Mifflin Company. Translated and used with permission. 
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She now groups these cost items into three categories--current assets, fixed assets, and other assets-­
to arrive at the total cost of assets at vear zero: 

Current assets: 
Accounts receivable S 0 
Inventory 36.000 $ 36,000 

Fixed assets: 
Building
Equipment and rixtures 
Parking lot 

Other assets: 

$150,000 
26,000 
16,000 $192,000 

Prepaid insurance $ 6,000 
Professional fees 
Promotional costs 
Licenses 

3,000 
2,000
1. $12.000 

Total assets $24000 
Instead of constructing the building, the entrepreneur could lease a building and its parking lot, thus 

reducing the asset costs from $240,000 to $74,000. If she did lease, she would probably have to pay rent 
in advance, covering at least the first month or two. 

So far, the entrepreneur has estimated what it would cost just to open for business. She now must 
go one step tiither and estimate what it would cost to stay open through the first year, by month: 

Monthly Cash Expenses (excluding cost of goods sold):
Entrepreneur's salary $2,400 
Part-time employee wages 1,200 
Advertising 600 
Electricity, heat, telephone 400 
Deiivery 400 
Accounting, legal 460 
Supplies 200 
Other 800 

Total $,4W 
Note that these monthly expenses are unlikely to change with revenues. That is, first-year revenues 

could be double the $240,000 forecast--and yet monthly expenses wou d not be significantly is part-time 
wages, since as revenues increase, the entrepreneur will probably need to add more part-time salespersons 
to wait on customers. 

To these costs, the entrepr neur should add the purchase cost of furniture sold. These purchase costs, 
as mentioned earlier, wouid vary with revenues. Assuming a profit margin of 40 percent, the entrepreneur
would realize a gross profit of $40 on every $100 salrs of furniture: 

$100 paid by entrepreneur's customers (Revenues)
60 paid to entrepreneur's suppliers (Cost of Goods Sold) 

$40 contribution to all other cxpences and to profit (Gross Profit)
Having collected the cost figures, the entrepreneur may now go ahead and draft a cash budget for the 

first year. One method appears in Exhibit 9.2. Note that this budget shows: 
* Expected inflows and outflows of cash 
• The amount of money needed to finance the venture 
" The cash balance at the epJ of each month 
As shown in Exhibit 9.2, the entrepreneur needs $262,800, assuming that things will go as planned. 

They rarely do--so the entrepreneur adds a cushion of 10 percent to the $262,800 to allow for unevenness 
in the flow of money in and out of the venture and to absorb any unexpected bills. Rounding the figure 
to the nearest $1,000, the e itrepreneur arrives at $290,000, the total amount she must raise to launch the 
venture.
 

Besides a cash budget, th, entrepreneur should prepare beginning and ending balance sheets plus an 
income statement. These finvncial statements are shown in Exhibits 9.3 and 9.4. Note that most of the 
figures come from the cash budg.t and that the balance sheets assume that all the entrepreneur's assets 
would be financed through the sale of common stock. This assumption is unrealistic. Shortly, we will 
discuss D-her, more realistic ways of fith:incing new ventures. Note also that the income statement shows 
that the venture will be profitable during its firs! full year of operation. 

Siropolis, N. H. Chapter 9 - Small Business Management,4th cd. Houghton Mifflin Company; p. 250, 251, 253; 
1986. Q Houghton Mifflin Company. Translated and used with permission. 
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UNIT 6
 

Title: 	 BANKS AND OTHER SOURCES OF FUNDS 

Purpose: 	 This unit is designed to inform participants about many sources of funding for 
their businesses and the most recommended methods to acquire funds from 
each potential source. 

Objective: 	 To make participants aware of an assortment of sources for funding, i.e., 
borrcwing, personal savings, family contributions 

Materials: 

Transparencies: 

Transparency 1 Sources of Business Capital 
Transparency 2 Sources of Financing Expected to Use 
Transparency 3 What to Emphasize to Different Sources of Financing
Transparency 4 Hierarchy of Some Financing Sources 
Transparency 5 Eight Rules for Borrowing from Your Banker Financing
Transparency 6 Numbers for Your Banker 
Transparency 7A-C Swisshelm Department Store, Inc. 
Transparency 8 Business Plan 

Handouts: 

Handout 1 What to Emphasize to Different Sources of Financing
Handout 2 Eight Rules for Borrowing from Your Banker 
Handout 3A-B Swisshelm Department Store, Inc. 

Class Exercises: 

Handout 3 Swisshelm Department Store, Inc. 

Product: 

Specific strategies f r specific funding sources
 
Funding plans for your business
 
Initial Financial segment of your business plan
 

Assignment: 

Discuss the specific strategie. For specific funding sources described in this unit's 
materials 

Develop funding plans for your business 
Begin developing the financial segment of your business plan 
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Notes to Instructor. 

This unit should generate much interest from participants. Some reasons are: 
(a) this material's relationship to a "Business Plan;" (b) it contains guidelines
for successful borrowing; and (c) discussion of alternate sources of capital. 

If possible, participants should be advised to bring a hand calculator to class with 
them. A pencil or pen and paper issufficient, but a calculator will save time. 

Invite representatives from a bank, finance company, and government loan or 
grant agency to discuss the importance of financial planning to a business that 
is preparing to seek outside funding. 

Instructors should adjust times to meet the needs of their participants. 

Instructors should provide the summary remarks. 

Estimated time: 

Specific strategies for specific funding sources 
Funding plans for your business 
Class break 
Initial Financial segment of your business plan 

60 minutes 
60 minutes 
30 minutes 

210 minutes 

Ronstadt, IL Chapter 10 - "Where and how to get the money your venture needs.* EntrepreneurialFinance. 0 Lord Publishing, Inc. 
Translated and used with permission. 

Siropolis, N. C. Small Business Management, 4th ed., 1986, p. 277. 0 Houghton Mifflin Company. Translated and used with permission. 
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Introduction 

Without money and entrepreneur's ideas
 
and dreams may never become realized.
 
Further, inadequate capital is the cause of
 
many small business failures. Enough
 
capital is needed to start up the business
 
and operate it through an initial loss
 
period, and keep enough in reserve for
 
seasonal or unexpected hard times. These
 
are some of the reasons that entrepre­
neurs should understand how to go about
 
raising that money. You need to know
 
the possible sources of money, strategies
 
for acquiring the money, necessary docu­
mentation and preparation, and how these
 
ideas and techniques apply to you.
 

First let us look at some possible sources
 
of money for an entrepreneur.
 

A. 	Presenting A Variety of Funding
 
Sources
 

One of an entrepreneur's most puzzling
 
questions is where best to raise money.
 
As you can see here there is a wide vari­
ety of sources that are possible. They
 
range from private to governmental
 
sources. They are described very gen­
erally here. Let us look at a few more
 
specific potential sources.
 

Here 	you can see that typical sources of Show TP 1 and indicate each item as you

capital for small businesses are: friends discuss is with the participants.

and relatives, banks, trade or supplier
 
credit, good cash management, customers,
 
leasing assets, finance companies, "fac­
tors", additional "owners" (stockholders),
 
"venture" capital, and some government

agencies and public equity or debt place- You will need to adapt this transparency

ment, i.e., stocks and bonds. This list and discussion to the Polish circumstances.
 
excludes your personal assets.
 

Many small businesses are financed by
 
borrowing from friends and family. Com­
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mercial banks are by far the most visible 
lenders. In some countries they make the 
greatest number and variety of small busi­
ness loans. Payment terms offered by 
your suppliers are a potential source of 
funds. Good cash management tech­
niques such as discounts for early payment 
and penalties for late payment constitute 
virtual extensions of credit. 

When customers pay for work in advance
 
or provide some of the materials or ser­
vice themselves, they are in effect financ­
ing the business. Reducing expenses is
 
really a way of raising capital because it
 
frees up funds that would have been spent
 
otherwise.
 

Another way to reduce cash outflow is to 
lease assets rather that buy them. Custo­
marily, finance companies make both per­
sonal and business loans at interest rates 
several points above that which banks 
charge. "Factors," persons who take own­
ership of inventories or accounts receiv­
able in exchange for cash, usually charge 
significantly higher rates (interest and 
fees) then commercial finance companies. 

Additional owners of equity, stockholders, 
may provide cash. Business owners 
should remember that other stockholders 
reduce the original owner's control and 
require detailed information. Typically, 
venture capital is equity investment in 
companies with significant growth poten­
tial. Significant growth means firms 
capable of generating very large returns 
on investment, usually greater than 50 
percent annually. Venture capitalist ex­
pect to receive high returns and to make 
business decisions. There may be a vari­
ety of government assistance programs 
available to small businesses on the local, 
state, and national levels. This assistance 
normally takes the form of targeted loan 
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packages or loan guarantees. 

While larger companies are able to fi­
nance their purchases of real property,
 
facilities, or equipment by issuing stocks
 
or bonds that are traded on public securi­
ties exchanges, this option is not directly
 
available for small business. To issues
 
these securities is very expensive and time
 
consuming. It would require the business
 
to employ or retain several attorneys and
 
accountants, and relinquish control.
 

This 	 transparency shows a survey made 
with 	 two different groups of students 
about where they expected to find money Display TP 2 for discussion. 
for a small business. The column on the 
left represent younger, less experienced 
students. The column of the right shows 
responses to the same set of questions 
from 	older, more experienced students. 
You 	will probably appreciate some of the 
differences. 

Regardless of where you believe that you 
will be able to outside funding, i.e., money 
other than your own, for your business, 
you need to develop a strategy to success­
fully 	get the money. 

B. 	 Discussing Specific Strategies for 
Each Different Funding Sources 

Here you can see some examples of what Display TP 3 and distribute HO 1 so that 
you should reasonably expect from people participants may annotate and study this 
who represent potential sources of capital. later. 
The first column displays four different 
possible sources of money. The second 
outlines the information that they would 
be likely to request. The third column 
suggests the numbers, or financial infor- Note: On the transparency and handout 
mation, that each source would probably appears the word "core" in reference to 
be most interested in learning from you "statements." This means the basic finan­
about your business. cial statements, such as income statement, 

balance sheet, and cash flow statement. 
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Looking through the list it is clear that all 
these potential sources, even friends and 
family, will probably want to see at least 
and income statement. As the amount of 
money you desire increases, or the sophis­
tication of the possible source of funds 
increases, the greater will be the demands 
for formal financial presentations and 
good preparation. It is important that you 
as sm.dl business people realize that dif­
ferent sources of funding require a vari­
ety of parameters on financing. Para­
meters may include: It is critical that the participants realize 

that there is a variety of terms and restric­
implicit interest charges; tions on capital sources. Some of the re­
explicit interest charges; quirements can become extremely restric­
fees; tive and intrusive. Let them know the 
title surrender of your assets; brutal truth. 
managerial control of your business; 
all records of your business;
 
ownership rights in your assets; or
 
ownership rights in your business.
 

It should be clear to you that although
 
many financing sources exist, some of
 
them may require more than you are will­
ing to give.
 

The least expensive and most frequently Display TP 4. 
used sources of funding are 

trade or supplier credit,
 
good cash management, and
 
customers.
 

Much discussion of the first two appear in 
Unit 2. As you recall Unit 2 explained 
cash flow management. The reason for its 
extreme importance is the steady, smooth 
flow of working capital that can be pro­
vided frcm good cash flow management. 
Customcvs can become a source of financ­
ing by making deposits on goods before 
they are delivered or services before they 
are rendered. 
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The only requirements in this group of 
three are possible superficial information 
or reference needs by suppliers or new 
customers. The only parameters or 
charges are implicit interest charges 
(nothing is free) although some people 
prefer to think of these sources as free 
financing. 

Real assets such as equipment, autos, 
trucks, buildings, or land may be leased 
with one of many types of leases. Leases 
are all sources of funding regardless of 
their terms of ownership rights or main­
tenance requirements. Operating leases 
have been particularly popular with some 
small business people because of the small 
amount of capital required and/or obli­
gated to gain the use of productive assets. 
Usually little or no down payment is re­
quired and the long-term commitments 
are minimal. They require a small 
amount of information on the viability of 
your business. 

Commercial banks have been the most 
commonly used external source of financ­
ing for small business people. Because of 
their frequent use and popularity a detail­
ed example of bank choice and borrower 
preparation will be covered at the end of 
this section. 

Commercial Finance Companies (CFC) 
have similar information requirement to 
commercial banks: operating records, fi­
nancial statement, and a specific outline 
of how the funds will be used. A CFC 
may or may not require collateral, also. 
Normally the interest and origination 
charges at CFCs are higher than those at 
banks. The amounts loaned are most of­
ten small and loaned for a brief period of 
time. 
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Factors actually buy accounts receivable 
from a business in exchange for cash. 
Factors require extensive information on 
the quality and age of accounts receivable 
and well as good compensation for the 
risk of "uncollectability" that they are 
taking. Further, factors may retain the 
right to demand that the businessperson 
make any defaulting account "right." For 
example, a factor would buy your $100,000 
of accounts receivable for $60,000. If any 
account did not pay, you would be re­
quired to pay the factor that amount. 
While factors would own your accounts 
receivable, additional partners of stock­
holders own part of your business. 

Partners or a small number of stockhold­
ers can provide capital to your business, 
but this could entitle them to 

make management decision, 
have ownership in the business, 
demand a share of profits, and 
see all financial and operating 

records. 

Of course these are minimal legal and 
accounting expenses in this situation 
compared to a public offering. Their 
expectation on returns are of course 
privately negotiated between you. 

Only about 2 to 3 percent of the small 
businesses in the United States finance 
their business with venture capitalists.
Venture Capitalists have all the same 
rights as any other equity (stock) holders. 
However, usually they demand a controll­
ing interest in the business and expect 
high and quickly realized returns on their 
investment. 

Generally, small businesspersons in the 
U.S. avoid venture capitalists because of 
their extraordinarily high demands and 

Process 
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expectations. 

Issuing securities, stocks or bonds, to be 
trading on established securities exchanges 
is called a "public offering." These offer­
ings require great investments of time, 
money, professional assistance, and a com­
plete loss of privacy. All financial and 
operating records of the business would 
be available for anyone to examine. In 
the U.S. it would be expected that the 
company would bc required to reveal all 
records and spend $350,000 to $500,000 
before any stocks or bonds could be sold 
to anyone in a public offering. Many 
companies choose not to go public or fail 
in their attempt to go public. There is no 
guarantee that stocks or bonds will be 
purchased by the public after they have 
met "offering" requirements. 

As we said earlier, the most popular ex­
ternal source of financing for small busi­
ness people is a commercial bank. Bank 
requirements and your preparation would 
be similar when seeking any external fi­
nancing. Look at these eight rules for Display TP 5 and give HO 2 to the par­
successfully borrowing from a bank. ticipants. 

Let 	us briefly discuss the eight rules. 

1. 	 Select carefully. Preferably choose a
 
bank where the people know you.
 
Get a letter of introduction, prefer­
ably from your former banker if you
 
are moving to a new region or
 
community.
 

2. 	 Make an appointment. Treat your
 
banker like a professional. Do not
 
arrive unannounced.
 

3. 	 Bring necessary material,. Request 
loan forms ahead of time if possible. 
In this way you can learn what they 
will expect you to bring to the meet­
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ing or what they need to make a
 
decision.
 

4. 	 Spend several hours preparing for
 
your meeting. One expert states that
 
"fewer than 10 percent of prospective
 
borrowers (in the U.S.) came to the
 
bank adequately prepared."
 

5. 	 Prepare and understand your finan­
cial projections. Do not depend on
 
you accountant unless the accountant
 
comes to the bank, too. Even if the
 
accountant comes, you must under- Emphasize each of these points to the
 
stand everything and know the key participants.
 
numbers by rote.
 

6. 	 Unless you have been in business for
 
several years, do not expect the bank
 
to loan you money without evidence
 
that you are ready to put some of
 
your personal assets on the line. Be
 
certain that you think about this
 
commitment before your meeting.
 
How far can you go without jeopar­
dizing the well being of you and your
 
family?
 

7. 	 Be honest. It is likely that a good
 
banker will discover what you are
 
hiding if you attempt to deceive.
 
You should provide all the pertinent
 
information so that you can fully
 
utilize your banker's expertise.
 

8. 	 Be the bank's customer. A valued
 
customer will often obtain better
 
service and consideration than a
 
non-customer.
 

To continue our bank example, this is a Display TP 6 and reference it as you
list of "numbers" that a banker would want introduce the next section. 
to examine before making a decision 
about you. It is clear that some of this 
information may require thoughtful cal­
culation. You need to develop the tech­
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niques to determine the amount of money 
needed, to know when you can repay the 
loan and any interest, and if the business 
can survive performance that is less than 
expected. 

Remember that this is a discussion of 
some 	but not all sources of capital. The 
preparation and planning for any source 
of external financing will be similar in 
some 	ways. The example, Swisshelrn', is 
for someone who plans to visit a bank, 
however, similar preparations apply for 
many 	of the sources of funds. 

The Swisshelm Department Store, Inc. 
provides an excellent example of neces­
sary financial preparation prior to a visit 
to a banker or any other lender. Let us 
use this example next to show exactly how 
to derive reasonable estimates of desired 
funding. 

C. 	 Deriving Reasonable Estimates of 
Desired Funding 

Preparing a plan and financial projections 
enables entrepreneurs to crystallize their 
thinking. It forces them io move logically 
and systematically from the stage of 
dreams and ideas to that of concrete ac­
tion. The concreteness of the planning 
assists entrepreneurs in determining their 
financial needs. 

The cash budget, centerpiece of the busi­
ness plan, translates operating plans into 
dollars. Without a cash budget, entrepre­
neurs have no way of estimating their fi­
nancial needs. So vital are cash budgets 
that few investors or creditors will enter­
tain a request for money without one, 
More than any other way, the cash budget 
allows them to decide intelligently 
whether to finance the entrepreneur. The 
cash budget, for example, iielps the bank-

Unit 6 

Process 

Reiterate that a cash budget will probably 
be demanded by any person or organiza­
tion that supplies capital. 
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er get answers to questions like: 

1. 	 How much money do you need? 

2. 	 How will you spend the money? 

3. 	 How soon will you pay us back? 

To show you an example of how to corn-
pose this vital cash budget, we will pro-
ceed with an example about the Swiss­

'helm Department Store . Through this 
example the actual steps necessary can be 
shown. 

Please begin by reading this material care­
fully. Then we will begin sorting out the 
information that is needed, determine how 
to use that information, and synthesis our 
ideas about Mr. Carollo's business, Swiss­
helm, into a cash budget. 

These are the questions that we will strive 
to answer: 

1. 	 How much should Mr. Carollo bor-
row to meet seasonal demand? 
When should he repay his borrow-
ings? (Prepare a cash budget on a 
separate piece of paper, using the 
worksheet as a guide). 

2. 	 How profitable does Mr. Carollo 
expect the store to be during the six 
months covered by his budget?
(Prepare an income statement). 

3. 	 Why is the cash budget useful to 
both Mr. Carollo and his banker? 

If you needPlease begin working now. 

assistance, please come to me. When you
 
have fiimshed, we will discuss our conclu­
sions and procedures while we are togeth­
er here. 

Process 

Distribute the set of handouts labeled 3. 
This will include a cash budget worksheet. 

Display the three different transparencies 
labeled 7 as your lecture refers to the 
material they display. 

Allow quite a bit of time for this exercise. 
It is preferable to let the participant to 
complete as much of this exercise as pos­
sible on their own. This is not an easy 
exercise, but it is an extremely valuable 
learning experience. It is particularly 
valuable for those people who believe that 
they should prepare such financial mate­
rials for their own businesses. 

Another recommendation is for the in­
structor to have prepared this exercise 
before the session begins so that assis­
tance may be provided to the participants
quickly when questions arise. 
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D. 	 Developing Funding Plans for Your
 
Personal Business
 

The purpose of Swisshelm Department If participants are amenable to the sug-
Store2 exercise was to give you the under- gestion, encourage them to begin the pro­
standing and techniques to construct a cess of preparing a cash budget for their 
cash budget for your own business, own business. Stress the importance of 

this document and other basic financial 
statement or projections toward acquiring 
any outside funding. 

Assist the participants as much as possible 
while they are present. Some people may 
be resistant to this section's exercise for 
privacy reasons. They may feel that the 
circumstances of their personal business 
should be kept completely confidential. 
Use this confidentiality desire to illustrate 
one of the drawbacks of external capital. 

This is a legitimate feeling and is quite 
common among entrepreneurs and small 
business people. It is advised that the 
instructor respect the wishes of the par­
ticipants in this point. 

Regardless of the openness of the partici­
pants about their own businesses, the next 
section can be approached smoothly.
These financial preparations are consid­
ered a required and importaii,. part of a 
business plan. 

E. 	 Developing the Financial Segment of 
Your Personal Business Plan 

You 	have now completed what would be 
the centerpiece (most important part) of 
a business plan for the Swisshelm Depart­
ment Store, Inc. (and begun this same 
task 	for your own business). Yes, it is 
true. Many of the vital parts of a well Display TP 8 and roference the transpar­
composed business plan are financial ency as you discuss the points involved. 
preparations similar to the ones that you 
have 	completed. 
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This is a simple format for a business 
plan. But, of the six steps that appear, 
three are composed of the procedures you 
have just completed. A proposal for funds 
cannot be convincingly made unless a cash 
budget has been completed. The cash 
budget would also be a vital part of fi­
nancial projections. Past and current 
accounting statements are also important 
components of the business plan. All of 
these items are important to any potential 
lender's decision making process. 

With the skills that you have developed 
through this unit, you will be better able 
to compose a convincing business plan. 
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Sources ofBusiness Capital 

1. Friends and Relatives 

2. Commercial Banks 

3. Trade or Supplier Credit 

4. Good Cash Management 

5. Customers 

6. Leasing Assets 

7. Commercial Finance Companies 

8. Factoring Inventories and Accounts Receivable 

9. Additional Stockholders (Private Equity Placement) 

10. Venture Capital 

11. Miscellaneous Government Agencies 

12. Stockholder (Public Equity Placement) 

13. Bonds (Public Debt Placement) 

Stover, Mark, and Page Laura. The ten basic sources of business capital. Business Development, University of
Wisconsin. C The University of Wisconsin System Institutions and U. S. Small Business Administration. 
Translated and used with pernassion. 
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Sources ofFinaningEWected to Use
 

Personal Savings 

Family 

Banks 

Partners 

Other individual investors 

Friends 

SBICs 

Venture Capitalists 

Private Placement 

Public Offering 

Other 

% Day 

94 

82 

65 

41 

29 

12 

6 

0 

0 

0 

6 

% Evening 

87 

33' 

44 

36 

26 

15 

8 

3 

0 

0 

6 

Ronstadt, R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneurialFinance.
(DLord Publishing, Inc. Transiated and used with permission. 
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Unit 6 TP 3 

What to Emphasize to Different Sources of Financinp
 

1. Friends/ 

Family 


2. 	Bank Loan 
Officers 

3. 	 Informal 
Investors 

4. 	Professional 
Venture 
Capitalists 

What General Messages: What 
Are They Most Looking For? 

Your risk 
Sales/Profitability 

Will I get my money back? 

The increased value this loan 
will produce for your venture 

The 4-Cs 
" 	your credit 
" 	your character 
" 	your collateral 
" 	your capacity (to repay) 

Your mission and the financial 
& psychic rewards they will 
accrue 

Their "ipformal" involvement 
in your venture. How to get
"cash out?" 

Ability to create a "High Growth 
Venture" that will return 30-50% 
on invested equity per year 

Justification of first year sales 
new line 
When and how harvest money 

What Numbers Specifically 
To 	Emphasize 

What you have or have not 
invested and why 

When repaid? 
Income Statement 

The Core Statements, empha­
sizing the Cash Flow Statement 

Debt/Equity Ratios 
Interest Coverage Ratio 

Other Key Measures 

The Core Statements (Com­
pressed) and showing minimum 
detail) 

When sufficient profits will 
occur. Dividend payments,
consulting income, or other 
means of payment. 

The Core Statements and Key 
Budgets 

Ronstadt, R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneurialFinance. 
MLord Publishing, Inc. Translated and used with permission. 
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Unit 6 TP 4 

Hierarchy of Some Financing Sources 

Good Cash Management 
Customers 
Vendors (Suppliers) 

Leasing Companies 

Commercial Banks 

Commercial Finance Companies 

Factors 

Additional Stockholders or Partners 

Venture Capitalists 

Public Offerings of Securities 

Equity Holders 
Bond Holders 

Ronstadt, R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneurialFinance.
( Lord Publishing, Inc. Translated and used with permission. 
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Unit 6 TP 5 

Eight Rules forBorrowing from your Banker 

1. Select your bank carefully. 

2. Call and make an appointment. 

3. Know what to bring. 

4. Be prepared. Spend four to eight hours getting ready. 

5. Prepare and know your financial projections. 

6. Be ready to guarantee your venture loans personally. 

7. Don't hide things. Be trustful and candid, even if it hurts. 

8. Become a customer of the bank's other services. 

Ronstadt, R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneuriaIFinance.
Q Lord Publishing, Inc. Translated and used with permission. 
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Unit 6 TP 6 

Numbers For Your Banker or Other Eternal Source
 
of Capital (Non fEuity)
 

What do lenders want to see? Lenders want to know:
 

" How much you want to borrow
 

* What you want the money for 

• When you will be able to repay the loan
 

" When you will be able to pay the interest
 

* If your venture can survive a setback in its plans 

* What security is available for the loan 

Ronstadt, R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneurialFinance. 
© Lord Publishing, Inc. Translated and used with permission. 
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Unit 6 TP 7A 

Swisshelm Depwlnt Store, Inc. 

* Selling men's suits and appliances on the floor 

* Managing a men's clothing department 

• Serving as assistant branch manager 

Sales Revenue Forecast Monthly Expenses 

June (actual) $24,000 Rent $3,000 
July (actual) 20,000 Depreciation 500 
August 28,000 Other expenses 900 
September 52,000 Wages and salaries: 

October 44,000 August $2,800 
November 76,000 September 3,200 

December 96,000 October 3,200 
January 22,000 November 3,600 
February 32,000 December 3,600 

January 2,800 

Siropolis, N. C. Small Business Management,4th ed., 1986, p. 277. Q Houghton Mifflin Company. Translated 
and used with permission. 
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Unit 6 TP 7B 

" Sales would be:
 

30 percent for cash
 
70 percent for credit
 

* 	 Of the credit sales: 

80 percent would be paid within one month of purchase 
20 percent would be paid within two months 

" Credit sales outstanding on August 1 consisted of: 

$14,000 from July
 
$ 3,360 from June
 

* 	 Gross profit on sales would be 25 percent. 

* 	 Enough inventory would be purchased monthly to cover the 
next month's budgeted sales. 

" 	 All inventory purchases would be paid for in the same month 
they were made. 

* 	 A minimum cash balance of $8,000 would be maintained. 

* The 	cash balance was $19,000 on August 1. 

* 	 All borrowings would be in multiples of $1,000 and would be 
made or repaid on the first of the month. 

* 	 Interest at 1 percent i month would be paid when borrowings 
were repaid in full. 

Siropilis, N. C. Small Business Management, 4th ed., 1986, p. 277-278. Q Houghton Mifflin Company.
Transiatd and used with permission. 
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Unit 6 TP 7C 

Swisshelm Department Store Inc.: Cash Budget Worksheet 

Amgst September October November December January
Cash inflow
 

Sales revenues
 
Credit sales
 
Collections from
 

One month before
 
Two months before
 
Subtotal
 

Cash sales
 
Total cash inflow
 

Cash outflow
 
Inventory purchases
 
Wages and salaries
 
Rent
 
Other expenses 
Interest
 
Total cash outflow 

Cash gain or loss 

Borrowings
 
Opening cash
 

balance
 
Balance before
 

borrowing
 
Borrowings
 
Ending cash balance
 
Cumulative
 

borrowings 

Siropolis, N. C. Small Business Management,4th ed., 1986, p. 278. Q Houghton Mifflin Company. Translated 
and used with permission. 
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Unit 6 TP 8 

Business Pan
 

1. A Summary Page 

2. A Business Fact Sheet 

3. Proposal for Funds 

4. Executive Profile 

5. Financial Projection 

6. Past and Current Accounting Statement 

RonstaL., R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneuriaFinance.
© Lord Publishing, Inc. Translated and used with permission. 
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Unit 6 HO 	1 

What to Emphasize to Different Sources ofFinancing
 

1. 	Friends/ 

Family 


2. 	 Bank Loan 
Officers 

3. 	 Informal 
.Investors 

4. 	Professional 
Venture 
Capitalists 

What General Messages: What 
Are They Most Looking For? 

Your risk 
Sales/Profitability 

Will I get my money back? 

The increased value this loan 
will produce for your venture 

The 4-Cs 
* your credit 

" your character
 
" your collateral
 
" your capacity (to repay) 


Your mission and the financial 
& psychic rewards they will 
accrue 


Their "informal" involvement 
in your venture. How to get
"cash out?" 

Ability to create a "High Growth 
Venture" that will return 30-50% 
on invested equity per year 

Justification of first year sales 
new line 
When .nd how harvest money 

What Numbers Specifically 
To 	Emphasize 

What you have or have not 
invested and why 

When repaid? 
Income Statement 

The Core Statements, empha­
sizing the Cash Flow Statement 

Debt/Equity Ratios 
Interest Coverage Ratio 

Other Key Measures 

The Core Statements (Com­
pressed) and showing minimum 
detail) 

When sufficient profits will 
occur. Dividend payments, 
consulting income, or other 
means of payment. 

The Core Statements and Key 
Budgets 

Ronstadt, R. Chapter 10 - "Where and how to get the money your venture needs." EntrepreneurialFinance. 
© Lord Publishing, Inc. Translated and used with permission. 
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Unit 6 	 HO 2 

Eight Rules for Borrowingfrom your Banker
 

1. 	 Select your bank carefully, preferably one that knows you. Get a letter of 
introduction, preferably from your former baker if you're moving to a new 
region or community. 

2. 	 Call and make an appointment. Treat your bankcer like a professional. Don't 
just "drop in." 

3. 	 Know what to bring. Be certain you know what they want you to bring to the 
meeting or what they'll need to make a decision. Have them mail loan forms 
to you ahead of time, if possible. 

4. 	 Be prepared. Spend four o eight hours getting ready. One expert states that 
"fewer than 10% of prcspective borrowers came to the bank adequately
prepared." 

5. 	 Prepareand know yourfinancialprojections. Don't depend on your accountant 
unless he or she will come to the bank with you. Even then, be certain you 
understand the key numbers and what they mean. 

6. 	 Be ready to guaranteeyour venture loans personally. Unless you've been in 
business for several years, don't expect the bank to loan you money without 
evidence that you are ready to put some of your personal assets on the line. 
Be certain you think about this commitment beforehand. Just how far can you 
go without jeopardizing the well being of you and your family? 

7. 	 Don't hide things. Be tn'stful and candid, even if it hurts. Chances are a good
banker will discover what you're holding back anyway. You need to provide 
all the pertinent information so you can fully utilize your banker's expertise. 

8. 	 Become a customer of the bank's other services. A valued customer will often 
obtain better service and consideration. 

Ronstadt, R. Chapter 10 - 'Where and how jo get the money your venture needs." EntrepreneurialFinance. 
© Lord Publishing, Inc. Translated and used with permission. 
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Unit 6 HO 3A 

Swisshelm DepartmentStore, Inc. 

John Carobo bought a small department store for $120,000. He paid the sellers $30,000 cash and 
gave them a 5-year note on the remaining $90,000 at an !nterest rate of 15 percent a year. 

A graduate of Stanford University with honors, Mr. Carollo had worked for 11 years with the Sears,
Roebuck Company. His experience there included: 

" 	 Selling men's suits and appliances on the floor 
* 	 Managing a men's clkthing department 
* 	 Serving as assistant branch manager 

All along, his ambition was to have his own department store. Sears, he believed, would be a good
place to learn every aspect of department-store operations. After all, Sears is the nation's biggest retailer. 

Mr. Carollo worked for 10 years to learn t e business. Then he started to search for a small 
department store in a small city. A year went b,' c,orc he learned from a banker that a department store 
was for sale in New Philadelphia, a city of 16,,.1,V persons. Three months later, he and the sellers agreed 
on the purchase price of $120,000. 

One week after he took over, Mr. Carolo and his a'ountant sat down to prepare a cash budget.
It was now earl. 'August. Mr. Carollo -knewthat he would need a short-term loan to build up his inventory
in anticipation o: high consumer demand in September, when schools start, and again in December, when 
Christmas buying is in full swing. 

The cash budget helped him uecide how much !oborrow and when to borrow. After analyzing past
records, he came up with these estimates: 

Sales 	Revenue Forecast Monthly Exenses 

June (actual) $24,000 Rent $3,000
July (actual) 20,000 Depreciation 500 
August 28,000 Other expenses 900 
September 52,000 Wages and salaries: 
October 44,000 August $2,800
November 76,000 September 3,200
December 96,000 October 3,200
January 22,000 November 3,600
February 32,000 December 3,600 

January 2,800 

* 	 Sales would be:
 
30 percent for cash
 
70 percent for credit
 

* 	 Of the credit sales:
 
80 percent would be paid within one month of purchase
 
20 percent would be paid within two months
 

Si,:opolis, N. C. Small Business Management,4th ed., 1986, p. 277. C Houghton Mifflin Company. Translated 
aud used with permission. 
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Unit 6 HO 3B 

Swisshelm Department Store, Inc.: Cash Budget Worksheet 
(Exhibit 9B.1) 

August September ctobr November December Jnua 
Cash inflow 

Sales revenues
 
Credit sales
 
Collections from
 

One month before
 
Two months before
 
Subtotal
 

Cash sales
 
Total cash inflow
 

Cash outflow
 
Inventory pvrchases -


Wages and salaries
 
Rent
 
Other expenses ---­

Inte-est
 
Tota! cash outflow
 

Cash gain or loss 

Borrowings
 
Opening cash
 

balance
 
Balance before
 

borrowing ....--.
 
Borrowings ..--

Ending cash balance
 
Cumulative
 

borrowings 

" 	 Credit sales outstanding on August I consisted of:
 
$14,000 from July
 
$ 3,160 from June
 

" 	 Gross prcfit on sales would be 25 perce-it.
* 	 Enough inventory would be purchased monthly to cover the next month's budgeted sales. 
* 	 All inventory purchzses would be paid for in the same month they were made. 
* A rainimum cash balance of $8,000 would be maintained.
 
" The c: ,i balance was $19,000 on August 1.
 
* 	 All borrowings would be in multiples of $1,000 and would be made or repaid on the first of 

the month. 
* 	 Interest at 1 percent a month would be paid when borrowings were repaid in full. 

Questions 1. 	 How much should Mr. Carobo borrow to meet seasonal demand? When should he 
repay kis borrowings? (Prepare a cash budget en a separate piece of paper, using the 
worksheet in Exhibit 9B.1 as a guide.)

2. 	 How profitabk; does Mr. Carollo expect the store to be during the six months covered 
by his budget? (Prepare an income statements). 

3. 	 VWhy is the cash budget useful to both Mr. Carollo and his banker? 

Siropolis, N. C. Small Business Management,4th ed., 1986, p. 278. Q Houghton Mifflin Company. Translated 
and used with permission. 
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THE TIME V4LUE OF MONEY AND
 

CAPITAL BUDGETING TECHNIQUES
 



UNIT 7
 

Title: 	 THE TIME VALUE OF MONEY AND CAPITAL BUDGETING 
TECHNIQUES 

Purpose: 	 This unit is designed to show clearly the importance of inter ,st rates' effect 
on the value (purchasing power) of money and how that vi Wae changes over 
time. Participants are then shown how to use evaluate investments by the 
value of the money received over the investment's productive life. 

Objective: 	 To enable participants to evaluate "income streams" from investments and 
make th. best possible choices with limited funds 

Materials: 

Transparencies: 

Transparency 1 Payments for the Factors of Productioa 
Transparency 2 The Components of Interest Rates 
Transparency 3 Present Value of A Sum 
Transparency 4 Future Value of A Sum
 
Transparency 5 Return on Investment (ROI)

Transparency 6 Payback Period (PBP)

Transparency 7 Internal Rate of Rettirn (IRR)

Transparency 8 Net Present Value (NPV)
 
Transparency 9 NPV Terminology
 
Transparency 10 NPV Step 1
 
Transparency 11 NPV Step 2
 
Transparency 12 NPV Step 3
 
Transparency 13 NPV Step 4
 
Transparency 14 NPV Step 5
 
Transparency 15 NPV Step 6
 
Transparency 16 NPV Step 7
 
Transparency 17 NPV Step 8
 

Handouts: 

Handout 1 The Components of Interest Rates 
Handout 2 The Pencil Factory 
Handout 3 Four Methods of Investment Analysis 
Handout 4 Definitions 
Handout 5 How to Calculate Net Present Value 
Handout 6 Case Study 1: Adding a New Product LiLe 
Handout 7 Case Study 2: Replacing old Equipment
Handout 8 Case Study 3: Adding a New Service 
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Class Exercises: 

Handout 2 The Pencil Factory 
Handout 3 Four Methods of Investment Analysis
 
Handout 4 Definitions
 
Handout 5 How to Calculate Net Present Value
 
Handout 6 Case Study 1: Adding a New Product Line 
Handout 7 Case Study 2: Replacing old Equipment 
Handout 8 Case Study 3: Adding a New Service 

Product: 

Investment Evaluation Techniques 

Assignment: 

Perform Time Value of Money Calculations 
Apply Time Value of Money Calculations to Investment Choices 
Calculate the Net Present Values of Competing Investment Options 

Notes to Instructor: 

This unit will not be easy for some people initially, but it should generate much 
interest from participants because of the inflation (interest) rates in Poland. 

When ever possible use small objects, paper money and familiar situations to 
make the abstract ideas clear and concrete for the participants. This unit 
offers and excellent opportunity for people to "role play" as borrowers and 
lenders. 

Please adjust interest rates and lengths of time in the U.S. examples so that they 
are suitable for the Polish situation unless your participants are curious about 
conditions in the U.S. 

Make yourself confident with the calculations before you attempt to present them 
to your business owners or bankers. Finance professors over the world check 
their procedures and calculations before a class presentation to avoid 
frustrating delays for making corrections. 

Participants should be advised to bring a hand calculator to class with them. A 
pencil or pen and paper is sufficient, but a calculator will save time and 
tedious hand calculations. 

Invite representatives from a bank, finance company, and government loan or 
grant agency to discuss the way in which they: (a) establish loan repayment 
schedules; and (b) evaluate the buying power of a project's income stream 
over time. 
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Instructors should adjust times and materials to meet the needs of their 
participants. Some people may wish to focus on the Pencil Factory examples 
while others may focus on investment analysis techniques. 

Instructors should provide the summary remarks. 

Estimated time: 

Introduction and Interest Rate Composition 30 minutes 
Time Value of Money 90 minutes 
Pencil Factory Example 
Class Break 30 minutes 
Four Methods of Investment Evaluation 30 minutes 
Net Present Value Analysis (variable) up to 180 minutes 
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Unit 7
 

Content 

I. Introduction 

In this unit we will learn about the time 

value of mor:,y ideas in order to gain the 

ability to evaluate: rmajor building pro-

jects, like a pencil factory; product line 

additions; equipment replacement deci­
sions; or new services. All those are coni­
plex decisions, each with many good and
 
bad points. Our goal is to show you a set
 
of relatiw.1y objective evaluation tech­
niques that Pave been used wdely.
 

All economists will tell you that there are 
three basic factors of production, land, 
labor, and capital. Whenever a business 
uses and of these three, the business must 
pay for their use. With land you purchase 
it or rent it. For labor you pay wages, 
salaries, or fees. In the case of capital 
you pay interest, the cost of money. 

II. Interest Rates or Discounting Rates 

The terms "interest rate" and "discount 
rate" have the same meaning which is, the 
rate paid by a business or person for the 
use of money. Any interest rate or dis­
count rate has several components that 
include: 

the actual "rental" charge for the use 
of the money; 

a risk premium based on the borrow­
ed money's use as specified by the 
borrower; and 

a charge for the expect.d hiflation 
during the time that the money has 
been borrowed. 

Yes, inflation is a primary driving force 
behind interest rates. You all realize 
exactly what high inflation rates can o. 
The same amount of money will buy much 
less a year from now than it would buy 
now. That is where the "time value of 
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Process
 

It is imperative that the instructor con­
vinces the participants immediately that 
the time value of money is an important 
l.pic. 

Show TP 1. 

Display TP 2 and distribute HO 1so that 
it may be annotated. 

Be certain that people understand these 
three cemponents of interest rates. 

http:relatiw.1y


Unit 7 

Content 	 Process 

moncy" term comes from. If some one
"rents" money from you for a period of
 
time, they can use it to buy things while
 
you cannot. You must be compensated
 
for this foregone consumption opportunity
 
and for the loss in buying power your
 
money suffered while it was rented to
 
someone else.
 

Inflation causes the use of calculations Emphasize the component, expected infla­
that include the time value of money to tion, that is part of interest rates. This 
be essential to sound decisions in the should immediatelv be clear and impor-
Polish situation. Zlotys you receive in six tant to Polish people.

months will not buy what those same
 
zlotys buy today. This phenomenon must
 
be included in the best evaluation of all
 
business or investment opportunities.
 

In the remaining sessions of this unit we
 
shall show how to perform basic calcula­
tions and to use an example of a Pencil
 
Factory. This example discusses the
 
evaluation of a pencil factory. In the last
 
session two widely accepted and popular
 
evaluation techniques, Net Present Value
 
and Profitability Index will be explained
 
and applications will be shown.
 

III. 	 Present Value of a Sum of Money 
and Future Value of a Sum of 
Money 

In this section the ideas of present and The object of this section is to simply

future value of money will be explained, make the ideas clear. Computations and
 
An example about a Pencil Factory will a good working example are contained in
 
demonstrate the basic computations and section IV,
 
how these ideas would be applied to a
 
situation similar to your businesses.
 

"Present Value of a Sum of Money" shows
 
how much money that you will receive in Show TP 3. Instructors ar.. strongly urged

the future would be worth to you now. In to draw time lines on the board so that
 
other words, if I agree to repay you participants may more easily visualize
 
2,000,000 zl in the future, how many ., these ideas, i.e., when events actually

shouki you give me to use iiow? Will occur.
 
2,000,000 z buy the same amount of
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Unit 7 

Content 

(bread, meat, clothing, coal) 
today that it will buy in six months? Of 
course not. In six months, 2,000,000 zl 
will buy fewer (bread, meat, 
clothing, coal) than 

_ 

it will buy today. This 
is the idea of present value. Informed 
estimates of the exact amounts of differ-
ence ca.). be made with the mathematical 
formula shown in section IV. 

"Future value of a sum of money" is the 
"mirror image" of present value. If one 
invests a certain number of zls today, how 
many zls should one receive in the future. 
How much increase should one receive for 
letting someone else use my money for a 
time? This mathematical estimation tech­
nique is also in section IV. 

In either case two items must be known: 
how long will the money be loaned or in­
vested, and what is an appropriate interest 
rate (or rental charge) for the use of the 
money. After these two items are known/ 
settled or negotiated, the computations 
may begin. 

The Pencil Factory 

Here is an example about a Polish Pencil 
Factory that should illustrate many of the 
ideas about time, money, and interest 
rates. In this example calculations show 
how a loan would be amortized into for 
repayment in equally sized installments, 
The bank and Mr. Kowalski act in ,i rea-
sonable and expected manner in the Pen­
cil Factory case. 

IV. 	 Some Investment 'nalysis 
Techniques 

There are several widely used investment 
analysis techniques, 

Return on Investment 

Process 

Instructors may bring a variety of products 
to exchange in these examples and to use 
for illustration of buying power. A basket 
of fresh, non-fragile fruits or vegetables 
would be a good choice because they are 
eas'K handled and small. If you bring 
fruit, you might share it with the partici­
pants at a break. 

Show 	TP 4. 

Distribute HO 2 and go through all the 
procedures and calculations with the par­
ticipants. Continue until you feel confi­
dent that the students understand all the 
concepts illustrated by the Pencil Factory 
case. 

Show TP 5 (ROI), 6 (PBP), 7 (IRR), and 
8 (NPV) as you discuss each method. See 
attention points through out teaching note. 
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Content 

Payback Period 
Internal Rate of Return and Net 

Present Value 

Four Methods of Investment Analysis 

Businesses often analyze investments by 

using one or more of the following tech­
niques: Return on Investment, Payback,
 
Interinal Rate of Return or Net Present
 
Value. All of these methods rely on
 
estimates of future costs and returns; each
 
is computed and expressed differently, has
 
its own decision rules, and has advantages
 
and drawbacks.
 

Return on Investment (ROI) divides the 
total initial investment into a project by 
the total accounting profits realized 
throughout the project's lifetime. ROI is 
expressed as a percent of return on the 
initial investment. To decide if the pro­
ject is acceptable, the computed ROI is 
compared to a "hurdle Rate" that the busi­
nesses person has chosen. If the ROI 
meets or exceeds the hurdle rate, the pro­
ject can be accepted. 

Initial Investment 
ROI = Total Accounting Profits 

Of the four methods, ROI is the only one 
that looks at additional accounting profits 
instead of additional cash flows. This re-
duces the number of calculations in-olved, 
but cash flow may be more important 
thaal accounting profit for many business-
es, especially small enterprises. 

Payback (PB) divides the initial invest-
ment in a project by the annual net cash 
flow. This shows the number of years un­
til the project pays for itself, or "payback." 
The business c:ompares the years until 
payback and a "cut-off' number of years 
that was chosen earlier. If the project will 
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Process
 

Distribute HO 3. 

Show TP 5. 

Emphasize the critical importance of cash 
flow. Encourage thought and discussion 
about cash. Compare the ideas of "cash" 
and "profit." 

Show TP 6. 



Unit 7 

Content Process 

pay for itself befo:'e the cut-off, the pro­
ject is acceptable.
 

Initial Investment 
PB = Annual Net Cash Flow 

Payback does focus on net cash flows.
 
Unfortunately, Payback ignores all net
 
cash flows after the payback year. Also,
 
PB and ROI share a serious flaw. Neither
 
technique adjusts future receipts for the
 
time value of money.
 

Profits or net cash flows expected in the 

future should not be counted at face 

value. A future receipt should be adjust-

ed according to when it's expected and the
 
cost of money, a rate or percent. These
 
two adjustments are combined intc the
 
time value of money to evaluate projects.
 

Internal Rate of Return (IRR) finds the 
rate at which the initial investment equals 
the total net cash flows that have been ad­
justed by the time value of money. That 
rate, the project's yield or profitability, iL 
the IRR. The decision to accept or reject 
a project is made by comparing the IRR 
with a "hurdle rate." If the IRR meets or 
exceeds the hurdle rate, the project can be 
accepted.
 

Initial Investment = The Sum of [(r) 
(Annual Net Cash flows)] 

vkhere "r" is the adjustment for the 
Internal Rate of Return. 

IRR uses the time value of money to 
show the profitabiity of a project, but 
IRR does have some problems. One 
problem is that IRR is unreliable if a pro­
ject has a year of net cash outflow (other 
than the initial investment). D-smantling 
equipment or facilities, or environmental 
restoration at the project's end could easi­
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Emphasize the impact that inflation has 
on the future receipts of money. This 
should be obvious in the Polish situation. 

Show TP 7. 
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Content Process 

ly cause a net cash outflow. If this hap­
pens, the IRR equation gives two different 
answers simultaneously. Which one is 
correct? Another problem is that IRR 
calculations assume all net cash flows 
from a project are reinvested at the IRR 
percentage. If a project's IRR is much 
higher than the business's normal rate of 
return, cash probably can't be reinvested 
at that percentage. 

Net Present Value (NPV) shows the differ­
ence between the initial costs and the ad­
justed net cash flows of a project in dol­
lars and cents--NPV automatically shows 
you "the bottom line." If the NPV is zero, 
it breaks even; if the NPV is greater than 
zero, it makes a profit. The larger the 
NPV, the better. 

NPV = Adjusted Net Cash Flows - Show TP 8. 
Initial Investment 

The time value of money is an integral 
part of all NPV calculations. Also, NPV 
assumes that cash flows are reinvested at 
the business's required rate of return, the 
adjustment rate. This is a more reason­
able assumption than IRR uses. How­
ever, if NPV is used to compare projects 
that are extremely different in size, the 
answers may be misleading. For example, 
a $10,000 NPV from a project costing 
$120,000 is not necessarily better than a 
$7,000 NPV from a project costing 
$70,000. 

Many companies use a combination of Reassure participants that although NPV 
these methods for investment decisions to is not flawless, it is the best single 
get a balancedpicture. Good or bad points alternative to investment analysis. 
about a project that one technique might 
not reveal could be shown with another 
method. Unfortunately, many small busi­
nesses do not have the luxury ofperforming 
several different analyses for each invest­
ment decision. Although no technique is 
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flawless, the most dependable flexible in­
vestment analysis method is Net Presen" 
Value. NPV looks at cash flows, incor­
porates the time value of money, always 
gives one answer, and shows its answer in 
dollars and cents. 

For these reasons our attention will now 
be focused on the Net Present Value 
technique. In order to facilitate our 
discussion we need to use consistent 
definitions or terminology. 

V. Definitions 

Net Present Value uses consistent termin­
ology regardL-s of what sort of invest­
ment or project is analyzed. If you under­
stand these basic terms, examples will be 
clearer, and you can use NPV technique 
more quickly. 

Cash-FlowsoIn. These are additional 
(new) revenues that your business will 
have each year because of the new pro-
ject. Savings in labor, materials, main-
tenance, etc. are also cash-flows-in. The 
key is to include only revenues or savings 
that your business would not have had 
without the project. Estimate this amount 
of money for each year separately. 

Cash-Flows-Out. Any additional, on­
going. cash expenses that the new project 
will require are cash-flows-out. In edber 
words, any money that is spent to produce 
the new saies or get the extra savings is a 
cash-flows-out. Some typical expenses are 
labor, utilities, commissions, materials, 
maintenance, and insurance. If you expect 
increased revenues, you must also pay ad­
ditional income taxes. EKtra income taxes 
are definitely part of cash-flows-out. Do 
not include one-time, start-up costs: those 
will be handled separately. Estimac.cash­
flows-out for each year separately. 

Process 

Show TP 9 and reference each term as 
you discuss it. Distribute HO 4 so that 
people may annotate the pages. 

As you go through these definitions try to 
be certain that participants understand 
each "idea." If the definitions are clear, 
the NPV calculation will seem much more 
"user-friendly." 
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T-.-,-, expenses might appear or, your
"books" because of the new projects but 

should not be included as part of cash-
flows-out: (a) depreciation; and (b) inter-
est expense. Depreciation is not a "cash" 
expense, it is an accounting expense. You 
do not write a check to someone each 
year for depreciation expense. While in­
terest expenses is a cash expense, it is 
automatically included when the net cash 
flows are adjusted for the time value of 
money. If you added interest expense into 
the cash-flows-out, it would be double 
counted. Both of these types of expenses 
affect the amoant of income taxes, and 
therefore must be used in calculating in-
come tax expense before subtracting them 
from cash-flows-out. 

Net Cash Flows. Subtract the cash-flows­
out from the cash-flows-in for each year. 
The results are the net cash flows 
throughout the life of the project. 

Time Value of Money. The time value of 
money depends on two pieces of informa­
tion: when the money will be received 
and the required rate of return. If you
receive $100 one year from now, it will be 
worth less in buying power than $100 to-
day. If you receive $100 ten years from 
now, that future $100 is worth much less 
than $100 today. How much less is deter-
mined by the "required rate of return." 
The required rate of return is how much 
you would agree to pay to "rent" money in 
order to use it. One factor that deter­
mines this cost is where you could get the 
money--from your business, from your 
bank, or elsewhere. 

Time Value of Money Adjustment. This is 
the result of calculations using both com­
ponents from the time value of money. It 
can be found in published tables, is built 
into many calculators, or is calculated by 

Process 

Tell your students that a simple example 
will follow immediately. The example 
may help to clarify any questions that they 
may have. 

Emphasize how interest expense and de­
preciation expense are not included as 
cash-flows-out. Those two items are used 
at another point in the calculations. 

Use zlotys or dollars as you wish. Encour­
age discussion on the point that 1,000,000 
zlotys today are worth less than 1,000,000 
zlotys two years ago, i.e., 1M zl will buy 
fewer goods and services now than then. 
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hand. This number will automatically ad­
just money that you expect to receive in 
the future so that you know what that fu­
ture receipt is worth to you today. 

Adjusted Net Cash Flows. This is each 
year's net cash flow multiplied by the ad­
justment for that year. This is the "pre­
sent value" of each year's net cash flows. 
After all the years' adjusted net cash flows 
are added together, you have the total 
present value of all the benefits this pro­
ject will have for your business. 

Initial Costs. Initial costs include all the 
start-up costs of a project. Examples are 
delivery charges, installation, operator 
training, roll-out advertising, purchase 
price or shop "down time." Many other 
expenses could be an initial cost for your 
project. The important decision rule is: 
Is this a one-time or a recurring expense? 
One-time expenses are initial costs. Total 
these expenses and you have the project's 
initial costs. 

Net Preselit Value. This is the difference 
between the Adjusted Net Cash Flows and 
the Initial Costs. In other words, this is 
the absolute bottom line when total costs 
have been deducted from total benefits 
throughout the life of a project. If the 
NPV is greater than zero, the pioject ex­
ceeds the rate of return you have estab­
lished to compensate your for the risks 
accepted. If the NPV is less than zero, 
the project does not meet your returm re­
quirements and therefore is to be rejected. 
At zero, the project will just meet your 
required return. NPV can evaluate one 
project or compare many projects. The 
project with the largest NPV is best if you 
compare projects that are about the same 
size and have the same degree of risk. 
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Process 

Allow discussion. Encourage students to 
talk about their own experience with pur­
chases' total costs or a new project's total 
costs. 

Distribute HO 5 before you begin this 
discussion. Display TP 10 through 17 as 
you cover each step. 
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Now everyone is using the same language,
 
so we can work through a simplified
 
example.
 

VI. How to Calculate Net Present Value 

Net Present VAlue (NPV) is a technique 
that evaluates investments and gives you 
an answer in dollars and cents. NPV has 
two strong points: it looks at cash flows 
and considers the time value of money. If 
you need to make a decision about invest­
ments like a new product line, new or re-
placement equipment, or a new service, 
NPV can give you clear answers. These 
are the steps to follow to find a project's 
NPV. 

Step 1: Estimate all the additional cash­
flows-in that your business will have 
throughout the project's life. Cash-flows­
in could be increased sales, or savings 
such as decreased materials or labor. 
Example: Your business will have labor 
savings from a new attachment. You ex-
pect the attachment to be worn out in 
four years. 

Year 1 Year 2 Year 3 Year 4 
Additional 
Cash-Flows-In $5,200 7,800 10,400 10,4,D0 

Step 2: Estimate all the additionalcash­
flows-out that your business will have 
throughout the project's life. Cash-flows­
out would be on-going expenses such as 
materials, labor, insurance, or mainten­
ance that increase because of the project. 
Keep these four points in mind. Start-up 
costs are included in Step 6; don't count 
them here. Don't add in depreciation; it's 
not a cash expense. Don't include interest 
expense; it's accounted for in Stcp 5. 
Do ada extra income taxes due on the in­
creased income from the project. Re­
member, however, that both depreciation 
and interest affect the amount of income 
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Process 

Reassure participants that this example is 
a direct and simple application of the def­
initions that have just been discussed. 

You may wish to put these calculaticns on 
a chalk board, flip chart, or on transpar­
encies. 
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taxes that will be paid, though the actual
 
amounts of both expenses should not be
 
counted as cash-flow-out. Example: The
 
new attachment needs more expensive
 
maintenance; more income taxes will be
 
dir. on the extra net income.
 

Year 1 Yea, 2 Year 3 Year 4
 
Additional
 
Cash-flows-Out $4,000 4,000 4,000 7,000
 

Step 3: Subtract additionalcash-flows-out It is strongly advised to either write all the 
fi'om additional cash-flows-in to find the calculations on a chalk board, overhead 
new project's net cash flows. Example: screens, or flip chart sheets. 

Year 1 Year2 Year3 Year4
 
Additional
 
Cash-Flows-In $5,200 7,800 10,400 10,400
 

(Less) Additional
 
Cash-Flows-Out 1 4.000 4.0 00
 

Net Cash Flows $1,200 $3,800 $6,400 $3,400 

Step 4: Decide what your required rate of 
return is. Money always costs something 
whether you borrow from the bank, get it 
from relatives, or take cash out of your Talk about risk premiums with your 
business. The cost of money includes the participants. 
explicit cost of money, such as the interest 
paid on a loan, together with a premium 
for such things as risk. Usually, bankers 
will determine this premium to be any­
where in the range of 3 perccnt to 10 per­
cent, depending upon the type of project, 
the credit history of the borrower, and 
current economic conditions, among other 
things. 

After you decide on your required return, 
choose the correct adjustment for each 
time/required return combination. These 
adjustments are specific for each combina­
tion. They can be found in present value 
tables, in many calculators' memories or 
you can compute them. Example: You 
choose 17 percent because this is the re­
turn you have been earning on profits that 
have been reinvested in the company dur­
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ing the past five years. These are each 
year's adjustments. 

Year 1 Year2 Year3 Year4 
Adjestment 

(@ 17.%) 0.8547 0.7305 0.6244 0.5337 

Step 5: Multiply each of the net cash flows Encourage people to annotate their 
by the appropriateadjustment. After you handouts. 
have done the multiplication, all the fu­
ture net cash flows are expressed in cu1,­
rent dollars. Example: 

Year 1 Year 2 Year 3 Year 4 
Adjustment 

(@ 17%) 
Net Cash Flows 

0.8547 
$1.200 

0.7305 
3,800 

0.6244 
6 400 

0.5337 
3100 

Adjusted 
Net Cash Flows $1,026 2,776 3,996 1,815 

Step 6: Add the adjusted net cashflows to­
gether. The result is the total adjusted net 
cash flow. Example: 

Year 1 Year2 Year 3 Year4 
Adjusted 
Net Cash Flows $1,026 2,776 3,996 1,815 

Total Adjusted 
Net Cash Flow 

$1,026 + 2,776 + 3,996 + 1,815 = $9,613 

Step 7: Estimate the total initial costs. 
These are costs such as "purchase" price, 

At some point participants may need 
some time to collect their thought. These 

installation, roll-out advertising, or any concepts are initially over-whelming for 
other one-time expense. Example: You many people. 
will need to buy the attachment, train two 
operators, and pay for some new wiring. 

Initial Costs = $5,000 

Step 8: Subtract the initialcosts from the 
total adjustednet cashflows to find the Net 
Present Value of the new project. This is 
the value of the project's benefits to your 
business after all costs have been deduct­
ed--those are for the entire project's life. 
If the NPV is equal to or greater than 
zero, take it! It meets or exceeds the 
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returns you have determined are required 
to make the investment. If net present 
value is less than zero, the project does 
not provide the returns you feel are neces­
sary to warrant taking the risk on the 
project. Example: The new attachment 
would be profitable for your business. 

Total Adjusted Net Cash Flow $9,613 
(minus) Initial Costs 5.000 

New Present Value $4,613 

It is important to make the best estimates 
possible because the answers that you get
with NPV will depend on the estimates 
that you make. Careless estimates could 
give you inaccurate results. With inaccu­
rate results, you might pass up a good op­
portunity, or worse, you may invest in a 
losing project. It is also important to be 
as consistent as possi.ie when comparing 
projects, equipment, new products, or ser-
vices. If you are not consistent with how 
you "count"or estimate expenses and reve­
nues, you have lost the opportunity to 
make a fair judgment of comparison. A 
consistent approach to estimation lets you 
compare projects, equipment, or services 
fairly. 

There are many business decisions for 
which Net Present Value can help you 
answer questions. 

VII. 	 Three Questions that Net Present 
Value Analysis Can Help You 
Answer 

Should I offer an additional product 
line? 

Should I replace an old piece of 
equipment? 

Will 	an extra service pay off? 

Process 

Emphasize to students that this is a iighly 
simplified example. 

Advise the participants that more complex 
and realistic examples follow. 

Each instructor may include or delete this 
part of the unit for reasons such as: 

(a) instructor's comfort with the 
material; 

(b) the students may find these exam­
ples too simple; or 

(c) 	the students may find these exam­
ples too complex. 

Depreciation laws, tax laws, and appro­
priate interest rate levels must be adjusted 
in Poland to suit the Polish situation. 
This may be done by the instructor or us­
ing the advice and counsel of a tax or 
business law expert. 

At a minimum: (a) years could be trans­
formed to months; (b) dollars changed to 
zlotys; (c) interest rates adjusted to the 
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One technique that can help you answer 
these questions in dollars-and-cents terms 
is Net Present Value (NPV). This article 
will use three case studies to show how to 
use the NPV formula to get answers. 

Case Study 1: Adding a new product line 

Let's say that you are the manager of the 
Sure-Fire Sportswear Company. You are 
thinking about introducing a new sports 
applique to your product line. You be­
lieve that the demand for this new appli-
que will be great for five years but will 
evaporate after that. (Sports fans can be 
fickle.) Over that five-year-period you 
feel you can make reasonable guesses 
about your expenses and revenues. You 
estimate that extra sales for Sure-Fire 
from the applique will look like this: 

Year 1 Year 2 Year 3 Year 4 Year 5 
Cash-Flows-

In $15,000 20,000 25,000 20,000 15,000 

After you have made a reasonable esti­
mat.- of the additional cash-flows-in, you 
need to estimate the extra commissions, 
labor, material, and other expenses, that 
Sure-Fire will incur to produce those extra 
sales. These make up the additional cash­
flows-out. 

Additional cash-flows-out for a company 
could include increases in expenses like 
these: labor, supplies, commissions, ad­
vertising, insurance, utilities, maintenance, 
or income taxes. These additional cash­
flows-out should not include the costs to 
start a project, such as the purchase price 
of equipment, a franchise, or a license. 
Start-up or initial costs will figure into the 
NPV calculations separately. Additional 
cash-flows-out are the kinds of costs that 
a business would have throughout the life 
of the project. 

Process 

Polish situation; (d) Polish depreciation 
and tax laws substituted and accompany.­
ing adjustments made; and (e) footnotes 
should be altered according to Polish de­
preciation and tax laws. 

Distribute HO 6 to students. You may 
wish to do this a day or days in advance 
so that people may read or study the case 
before class. 

Cases 1 through 3 (HO 6-HO 8) have 
been presented in ascending order of 
complexity. Many of the concepts pre­
sented in Case Study 1 (HO 6) are vital to 
the understaading of Case Study 2 
(HO 7) and 3 (HO 8). For these reasons 
it is strongly advised to present the cases 
in the order of their number, i.e., 1 
presented first and 3 presented last. 
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Look at the new applique at the sports­
wear company agaiih. Sure-Fire would 
have some additional costs on a regular 
basis throughout the five years that it 
manufactured the new applique. When 
you total the extra materials, labor,
commissions, income taxes, and adver­
tising that Sure-Fire would have to pay to 
bring the applique to its customers, the 
best estimates of the extra costs look like 
this: 

Year 1 Year 2 Year 3 Year 4 Year 5 
Cash-Flows-

Out $12,000 13,000 13,000 11,000 8,000 

Always remember to include extra income 
taxes that would be due as part of the 
cash-flows-out. An increase in income 
taxes from the extra profits Sure-Fire will 
have on the new applique has been in-
cluded in the cash-flows-out that are 
shown, 

Two Exceptions. Two items that you 
might often tihink of as expenses have not 
been mentioned as a cash-flows-out. Most 
businesses borrow money occasionally, or 
they may have revolving-type credit lines. 
Because of this, many businesses have in­
terest expenses. Interest expense was not 
mentioned in the cash-flows-out for Sure-
Fire. The other missing expense is depre­
ciation. Almost all businesses with ve­
hicles, equipment, or buildings "on the 
books" are showing a depreciation expense 
on their income tax forms and financial 
statements. Why aren't these two ex­
penses included as cash-flows-out? 

If you included the interest expense in the 
additional cash-flows-out, it would be 
double counting. Why? Interest expenses 
are computed and included automatically 
in the discount rate you use to adjust the 
net cash flows. 

Process 

Interest expense and depreciation expense 
must be excluded from cash-flow-out! 
This is an extremely important idea. Stu­
dent must grasp this to perform NPV cal­
culations correctly. Reassure people that 
these numbers are not disregarded; they 
are included at a later point in the calcu­
lations. 

Instructors will find it necessary to use 
correct depreciation techniques for the 
Polish Financial accounting laws. 
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Depreciation expense is not listed because 
it is a "noncash" expense; NPV includes 
only cash items. Yes, you bought and may 
have paid for the vehicle, equipment, or 
building in cash. However, depreciation 
laws require that the cost of that sort of 
purchase be spread over several years on 
the books and for tax purposes. Like 
interest expense, net present value does 
include depreciation as an expense. All 
the start-up costs are included as initial 
costs. 

For example, when you iuy equipment 
and pay for it, you are not allowed to 
show all the cost of the equipment as an 
expense for the year that you bought the 
equipment on your income tax forms.' 
You and your accountant or tax advisor 
have to set up a depreciation schedule. 
With the depreciation schedule, you de­
duct the equipment's cost, but the cost is 
divided up and spread over several years.' 
Eventually you deduct all the equipment's 
cost through depreciation expenses. De­
preciation is called an expense each year Emphasize the effect and importance of 
at tax time although no additional cash interest expenses and depreciation
has changed hands. Because no cash expenses upon the calculation of income 
changes hands, depreciation is not in- taxes. 
cluded in cash-flows-out. 

Even though neither interest nor depre­
ciation are included as a cash-flows-out, 
they do have an important part in net pre­
sent value calculations. Both must be cal­
culated to determine what income taxes 
are due. This will be shown later. 

Net Cash Flows. After cash-flows-in and 
cash-flows-out are estimated, determining 
the net cash flows is a straight forward 
step. Subtract the cash-flows-out from the 
cash-flows-in. For instance, the net cash 
flows for the Sure-Fire Sportswear Corn­
pany from the new applique are: 
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Year 1 Year 2 Year 3 Year 4 Year 5 
Cash-Flows-

In $15,000 20,000 25,000 20,000 15,000 
Cash-Flows-

Out 1 13.000 13.000 11.000 3M 
Net Cash 

Flows $ 3,000 7,000 12,000 9,000 7,000 

Obviously, all those net cash flows are not 
coming into Sure-Fire at the same time. 
What is not so obvious is that if cash 
comes to a business later rather than 
sooner, it is worth less to the business. 
Adjusting dollars for timing and for their 
cost is where the time value of money 
applies to the NPV calculations.' 

Adjusting for the time value of money 

The decisions you make about which op-
portunities to pursue will probably affect 
your business's net cash flows for more 
than a year. It may be two years, three 
years, or even longer before all the effects 
of new projects that you have chosen can 
be realized. Unless all the benefits from 
a project would come in one year or less, 
the time value of money must be taken 
into account to get a true picture of pro­
ject's financial performance. The reason 
is that money received now has more 
value than the same amount of money if 
it is received later. For instance, in 1948 
a new, fully-equipped, luxury car couid be 
bought for $8,000. In 1990, $8,000 would 
buy a new, modest economy car. The 
same $8,000 is not worth as much in 1990 
as it was in 1948. 

To include the time value of money, the 
net cash flows are adjusted to reflect two 
things: (a) how long it will be before you 
actually get the net cash flows; and 
(b) what you determine is youi required 
rate of return for the project. You have 
already made an estimate of when you 
would receive the net cash flows. You 

Process 

Encourage students to discuss this idea as 
small groups or in an open forum in the 
session until you are confident that they 
understand the time value of money 
concept. 

Reiterate that the time until receipt and 
the required rate of return are the two 
fundamental components of the time 
value of money. 
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can make an estimate for the cost of 
money on your own, talk with your banker 
or financier, or confer with an advisor. 
The real value of a project can be deter­
mined only if you calculate what future 
cash flows are worth today, i.e., in current 
dollars. 

To adjust the net cash flows for a pro­
posed project correctly, you must decide 
what your cost of money is. You may be 
able to take all necessary cash out of the 
operations of your current business, but 
that money is not free. If you or a part­
ner put more money in the business as 
owners' equity specifically for the pro­
posed project, that is not free either. 
Obviously if you borrow money, a cost is 
involved, interest charges. 

Several factors are used in determining 
the required rate of return. If you take 
money from your ongoing operations, the 
rate would include the return that you ex­
pect from your present business. If you 
get the money by increasing owners' equi­
ty, you or your partner have given up the 
opportunity to invest that money else­
where. The required rate would then be 
the return on the alternative investment 
that you passed up plus an amount to 
compensate you for the risk involved in 
investing in this project. If you combine 
some of these sources to raise the money 
for a project, adjust the cost of money 
accordingly. 

Another approach to financing the project 
is borrowing the money. In this case, the 
interest paid on the loan would be a fac­
tor in your required rate of return deci­
sion. 

Regardless of the approach that you take, 
assume that all the money will be received 
at the end of each year. That makes the 

Process 

Be confident that all participants 
understand that the riskiness of a project 
must be considered when the business 
person determines his or her required rate 
of return. 
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calculations easier. To illustrate how to 
make the adjustment to net cash flows, 
consider the sports applique example. 

The new applique that Sure-Fire is consid­
ering would produce cash flows for five 
years. For the applique the net cash flows 
over five years will look like this: 

Year 1 Year 2 Year 3 Year 4 Year 5 
Net Cash 

Flows $3,000 7,000 12,000 9,000 7,000 

'Ihese amounts are the net cash flows that 
you will adjust because you will receive 
them after one or more years have passed. 

With the applique, you have decided to 
use a 1.5 percent required rate of return 
for Sure-Fire's investment. This is the 
rate at which the owners feel they would 
be compensated for the investment in the 
project as well as be able to pay back any 
debt incurred to finance the project. 

You can find the adjustment factors for 
the 15 percent return Sure-Fire has de­
cided on by using a business calculator or 
a printed table of these numbers. Or, you 
can calculate them for yourself.' The ad­
justments values for 15 percent and net 
cash flows for the applique are: 

Year 1 Year 2 Year 3 Year 4 Year 5 
Net Cash 

Flows $3,000 7,00 12,000 9,000 7,000 
Adjust­

ment 0.8696 0.7561 0.6575 0.5718 0.4972 

To find the applique's adjusted net cash 
flow, multiply the net cash flows for each 
year by the adjustment for each year.
After you have done the multiplication, 
total the five years. This sum is the ag-
gregate adjusted net cash flow. For the 
new applique the total adjusted net cash 
flow would be: 

Process 

Physically show participants the adjust­
ment factors in a hand-*held calculator 
and/or from a table of values. A display 
of concrete objects helps pecple to grasp 
abstract ideas. These printed tables are 
commonly found in Finance text books. 

Encourage participants to annotate their 
HO 6. 
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Year 1 Year 2 Year 3 Year 4 Year 5 
Net Cash 
Flows $3,000 7,000 12,000 9,000 7,000 

Adjustment 
(at 15%) 0.8698 0.7561 0.6575 0.5718 0.4972 

Adjusted Net 
Cash Flows 
(at 15%) $2,609 5,293 7,890 5,146 3,480 

Total Adjusted Net 
Cash Flow (at 15%) 

$2,609 + 5,293 + 7,890 + 5,146 + 3,480 = $24,418 

You might want to compare these figures 
If possible, write the calculations on 
chalk board or transparency screen. 

a 

to the unadjusted net cash flows. There is 
a significant difference all of which is due 
to the time value of money. 

Year 1 Year 2 Year 3 Year 4 Year 5 
Net Cash 
Flows $3,000 7,000 12,000 9,000 7,000 

Adjusted Net 
Cash Flows 
(at 15%) 2,609 5,293 7,890 5,146 3,480 

Remember that the adjusted net cash 
flows reflect the value of the cash flows 
from the project in current (today's dol­
lars). Now that the adjusted net cash 
flows have been calculated, the next step
in the NPV calculation is to look at the 
initial costs. 

Initial Costs. All the expenses required 
to get the new project, product, or equip­
ment started are initial costs. These costs 
are Jne-time events. If you are showing 
the same cost more than once, it should 
be included in the cash-flows-out. The 
type of costs usually included as start-up 
costs are: purchase price, installation 
expenses, freight-in or delivery, "roll-out" 
advertising, and one-time training costs. 
Let's go back to the sportswear applique 
example. Sure-Fire's sports applique pro­
jects would have some one-time start-up 
costs like: sales training, operator train­
ing, new sewing machine attachments, and 
miscellaneous costs. The total of these 
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initial costs for the applique would be 
$15,000. It is not necessary to adjust any 
of the initial costs. You are spending all 
the money now not next year or the year 
after that. Since the money would be 
spent currently, it requires no adjustment; 
a dollar today is worth a dollar. 

Net Present Value. Now Sure-Fire has all 
the estimates to calculate the net present 
value of manufacturing the applique. 
Adjusted fiet cash flows for the applique 
were $24,418 and initial costs were 
$15,000. The NPV for the applique 
project for Sure-Fire would be: 

Adjusted
 
Net Cash Flow - Initial Costs = NPV
 

$24,418 - 15,000 = $9,418
 

Since the NPV of the new sports applique 
would be $9,418, it is definitely a good 
opportunity. Sure-Fire would cover all 
costs including the 15 percent required 
rate of return on the project, and, in 
addition to that, it would make $9,418 in 
today's dollars. 

There are some reasons why Sure-Fire 
might not make the applique. Something 
even better could come along. It also 
might be impossible to raise the $15,000 
initial costs from inside the business, or 
with additional contributions from owners, 
or to borrow it. Sure-Fire might be able 
to borrow the. money if it were willing to 
pay more to get the money. However, 
one important thing to remember is: Any 
change in the cost of money changes the 
value of a project. 

Different Costs of Money 

Process 

If the cost of money changes, the value of This is an important example that shows 
any project will change. The rate you use how an interest rate change could change
for adjusting the cash flow will account the acceptability of a project. No change 
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for all of the change. In this way a pro- in cash flows is nece3sary to make this 
ject's value can increase or decrease even difference. 
though net cash flows and initial costs 
have not changed. Sure-Fire's applique 
project can illustrate this point. 

For example, let's say that everything 
about the applique is the same except the 
required rate of return has changed. Ini­
tial costs for the applique are $15,000 and 
the net cash flow will last for five years at 
$3,000, $7,000. $12,000, $9,000, and 
$7,000. However, your banker has decid­
ed to lend you money for the applique at 
a lesser rate. In other words, your re­
quired rate of return can be lowered to, 
say, 10 percent. That lower rate will 
change the adjustment used to discount 
the net cash flows, and ultimately the 
NPV of the applique project. 

Look at what happens to the value of the 
applique. Keep in mind that the net cash 
flows over the next five years and the 
initial costs for the applique are the same. 
The one change for the applique would 
be the rate tnat Sure-Fire uses to adjust 
the net cash flows. When you use an 
adjustment for a 10 percent required rate 
of return, these are the figures: 

Year 1 Year 2 Year 3 Year 4 Year 5 
Net Cash 
Flows $3,000 7,000 12,000 9.000 7,000 

Adjustment 
(at 10%) 0.9091 0.8264 0,7513 0.6830 0.6209 

Adjusted Net 
Cash Flows 
(at 10%) $2,727 5,785 9,016 6,147 4,346 

Total Adjusted Net 
Cash Flows (at 10%) 

$2,757 + 5,785 + 9,016 + 6,147 + 4,346 = $28,021 

When the net ash flows are adjusted at a 
10 percent rate, the sum is higher than if 
the net cash flows are adjusted at 15 per­
cent rate. This is because the required 
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rate of return has been lowered from 15
 
pe -cent to 10 percent. The difference in
 
the two adjusted net cash flow totals is
 
caused only by the different adjustment
 
rat s that reflect the change in the cost of
 
money. The ultimate measure of the ap­
plique's value is the money that Sure-Fire
 
will net from the project, the NPV. Since
 
the required return has decreased, NPV
 
will increase.
 

Adjusted
 
Net Cash Flow - Initial Costs = NPV
 

$28,021 - $15,000 = $13,021
 

The applique's net present value is higher
 
by $3,603. The $3,603 increase in value
 
between the NPVs at a 15 percent versus 
a 10 percent rate is caused only by the 
change in the required rate of return. Most people are astonished the first time 
The net cash flows were exactly the same that they see this. Give your participants
before they were adjusted. some class time to react to this difference 

caused only by interest rates. Encourage
Notice that the difference in the adjusted discussion. 
net cash flows is the same as the differ­
ence in the NPVs. 

Sum of the Net
 
Adjusted Net Initial Present
 
Cash Flow Costs Value
 

Adjusted at 10% $28,021 - $15,000 =$13,021 
Adjusted at 15% _4.418 -15.000 = 9.418 

Difference $3,603 0 $3,603 

The initial costs did not change; those dol­
lars are spent now. Since the purpose of 
adjusting dollars amounts is to determine 
what they are worth now, the present 
value of money that you spend now is 100 
percent. 

On the other hand, if the required rate of Continue to refer to HO 6 as you proceed 
return increases due to such factors as an through the material. 
increased borrowing rate, poor economic 
conditions, or a perceived high level of 
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risk from the project being considered, the
 
value of an investment will fall. Go back
 
to the applique and see what happens
 
when Sure-Fire adjusts the net cash flows
 
as a 20 percent rate. The unadjusted net
 
cash flows are the same over five years
 
and the initial costs are the same. Oialy

the adjustment rate is changed because
 
the required rate of return has changed.
 
Here is hov. Sure-Fire's applique evalua­
tion will change because of the higher
 
required return:
 

Net Cash 
Flows $3,000 7,J-00 12,000 0,000 7,000 

Adjustment 
(at 20%) 0.8333 0.6944 0.5787 0.4823 0.40i9 

Adjusted Net 
Cash Flows 
(at 20%) $2,500 4,861 6,944 4,341 2,813 

Sum of the Adjusted Net 
Cash Flows (at 20%) 

$2,500 + 4,861 + 6,944 + 4,341 + 2,813 = $21,459 

The sum of the adjusted net cash flows is 
lower at 20 percent than at 15 percent. 
At 15 percent that sum was $24,418 and 
at 20 percent the sum is $21,459. All of 
the $2,959 decrease in the applique's 
value is caused by an increase in the re­
quired rate of return from 15 percent to 
20 percent. The difference of $2,959 in 
the two sums will carry through to the 
NPVs. 

Adjusted 
Net Cash Flow - Initial Costs = NPV 

$21,459 - 15,000 = $6,569 

The net present value when money costs 
20 percent is lower by $2,959 than when 
the discount rate was 15 percent. The 
$2,959 difference between the NPVs at 15 
percent and 20 percent is caused only by 
the rate used to adjust the net cash flcws. 
This change reflects an increase in the re­
quired rate of return. The net cash flows 
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were exactly the same before they were
 
adjusted for this increase in required re­
turn. Again the difference in the adjusted
 
net cash flows is the same as the differ­
ence in the net present values.
 

Sum of the Net 
Adjusted Net Initial Present 
Cash Flow Costs Value 

Adjusted at 20% $21,459 - $15,000 = $6,459
 
Adjusted at 15% 24,418 -15.000 = 9.418
 
Difference - $2,959 0 - $2,959
 

These examples about Sure-Fire's new ap­
plique show more than the great differ­
ence that the cost of money can make. 
They also illustrate why interest expense 
is not included in the cash-flows-out to 
find the net cash flow; it would be double 
counting to include interest expenses in 
cash-flows-out beyond calculating the ef­
fect on income taxes. The required rate 
of return that you choose to adjust the net 
cash flows will take the time value of 
money into account automatically whether 
you borrow the money, contribute equity, 
or take it out of your business. 

Whether the cost of money is 10 percent, 
15 percent, or 20 percent, the applique is 
still a good investment for Sure-Fire. Al­
though the NPV of the applique is differ­
ent with each required rate of return, the 
NPV is always far greater than zero be­
tween rates of 10 percent and 20 percent. 

Note that if the new applique earned ex-
actly a 20 percent return, the NPV would 
have been zero. Since the applique's 
NPV is greater than zero when money 
costs 20 percent, its return is greater than 
20 pcrcent. If through trial and error, a 
person increased the adjustment rate 
enough, he or she would find that the dis­
count rate that would make the NPV of 
the project zero, is just under 35.67 per­
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Process 

Once again the instructor may feel almost 
like a magician when the students are 
somewhat ama"'ed at how one simple 
change can make profound differences. 
The one change is the simple change of 
order in which cash is received. 
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cent.' If you ase an adjustment rate high­
er than tbis, the NPV cf the applique will 
be negative. Clearly, project's NPVs 
change with the rates of return that are 
used to adjust the net cash flows. The 
other factor that can change the NPV of 
the same project is the net cash flows' 
timing. 

Different timing of net cash flows 

Net present value not only accounts for 
the cost of money, it accounts for the tim­
ing of net cash flows. too. Two projects 
could have the same total net cash flows, 
but differences in the timing of those cash 
flows could have a great effect on how 
valuable the project would be. Whether 
a project receives larger cash flows earlier 
or later in its life can make a great dif­
ference in the project's value. If a project 
receives larger cash flows sooner, it will 
be more valuable than a similar project 
that receives the same larger cash flows 
later. Sure-Fire's applique can illustrate 
this point. 

The applique has a total net cash flow of 
$38,000. A competitor has another ap­
plique tlat has the same total net cash 
flow, $38 000. However, the timing of the 
cash flows is different. Sure-Fire's ap­
plique would probably be a slower starter 
because it is for a fledgling hockey team. 
The competitor's applique would probably 
have higher sales initially and have lower 
sales later. The competitor's applique is 
for a hockey team that is established and 
doing well now, but many of the players 
are about to pass their athletic prime. 

Process 
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Sure-Fire's Applique Competitor's Applique

Net Cash Flows Net Cash Flows
 

Ycar 1 $3,000 $7,000 
Year 2 7,000 12,000 
Year 3 12,000 9,000
Year 4 9,000 7,000 Give students a moment to reflect on the 
Year 5 7,000 L effect that time-value-of-money adjust-
Total Net
 

Cash Flow $38,000 $38,000ment makes.
 

Of course, none of these net cash flows
 
have been adjusted for the time value of
 
money. The required rate of return for
 
the investment in appliques for both com­
panies is 15 percent. When the adjust­
ments are made and the net cash flows
 
totaled, an interesting difference emerges.
 

Sure-Fire's Adjust- Adjusted

Applique Net merit Net Cash
 

Cash Flow (15%) Flows
 

Year 1 $ 3,000 0.8696 $2,609
 
Year 2 7,000 0.7561 5,293
 
Year 3 12,000 0.6575 7,890
 
Year 4 9,000 0.5718 5,146
 
Year 5 7.000 0.4972 3,480
 

Total Net $38,000 $24,418 

Competitor's Adjust- Adijsted

Applique Net ment Net Cash
 

Cash Flow (15%) Flows
 

Year 1 $ 7,000 0.8696 $6,087 
Year 2 12,000 0.7561 9.073 
Year 3 9,000 0.6575 5,918 
Year 4 7,000 0.5718 4,003 
Year 5 3.000 0.4972 142 

Total Net $38,000 $26,573 

The Sure-Fire's applique has adjusted net
 
cash flows that total $24,418. However
 
the competitor's applique has a total ad- Again the difference in value may be
 
justed net cash flows of $26,572. The dif- somewhat astonishing to your participants.

ference in the adjusted net cash flows Allow them to take the time to reflect on
 
from the two appliques -s caused only by the profound effects of a change in timing.
 
a change in the timing of the net cash Encourage discussion.
 
flows. The total unadjusted net cash flow
 
and the adjustment rate are the same.
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Only the order in which the net cash flows 
are earned has changed, but this has made 
a $2,155 difference. 

$26,573 - 24,418 = $2,155 

This same dollar amount difference, 
$2,155, would be found in the NPVs of 
the two appliques because the initial costs 
were the same for both, at $15,000. 

Total Adjusted 
Net Cash Flow $24,418 $26,573 

(Less) Initial Costs 15.00 15.000 

New Present Value $9,418 $11,573 

Net present Value is responsive to the 
cost of money, and the timing of cash 
flows regardless of the type of investment 
decision for which it will be used. With 
NPV, products, equipment, or services can 
be evaluated. NE v can also be used to 
make decisions about equipment replace­
ments. Since this has been a popular use 
for NPV, let's look at a NPV analysis for 
an equipment replacement decision, 

Case Study 2: Replacing old equipment 

Another use for net present value is eval­
uating whether replacing old equipment 
would be a valuable purchase or not. 
New technology can increase efficiency, 
and new equipment ciuld give a business 
owner an ego boost; but will it be valu­
able to the business? To illustrate this 
use of NPV, le.'s go back to operations at 
Sure-Fire. 

Since you are the manager of Sure-Fire, 
the owner has ask~ed you to decide whe­
ther to replace an old press. A new press 
will not increase production by even one 
unit, but since Sure-Fire bought the old 
press, the technology has changed drastic­
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Process 

This is a much more detailed, common 
and realistic example of the use of NPV 
to analyze a business person's options for 
investment or expenditures. 

Distribute HO 7. Again you may wish to 
give this to students earlier so that they 
have an example to review the case prior 
to the teaching session 
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ally. The old press is incredibly durable,
 
but a new press is much more efficient.
 
Efficiencies from a new press would give
 
you substantial savings in labor and main­
tenance over your old press.
 

Should Sure-Fire keep the old press or 
buy a new one? To get a definite dollars­
and-cents idea of whether it would pay to
 
replace that old press, use net present
 
value.
 

If you can get a new press, there will be
 
additional cash-flows-in, cash-flows-out,
 
and initial costs. These are different cash
 
flows from those the business has current­
ly. If you keep the cAd press, there are no
 
additional cash flows that are different
 
from those currently earned or paid. No­
thing has changed if no new press is
 
bought, and the old press is kept.
 

Cash-flows-in. First you have to consider 
the cash-flows-in that the new press will 
produce. The new press would save Sure-
Fire about $6,000 yearly in labor and 
maintenance for the next five years. That 
saving in operating costs will be the only 
cash-flow-in that a new press would gener­
ate. The next step in evaluating whether This is an extremely important step. De­
to replace the old press is to determine preciable assets are almost always involv­
the cash-flows-out. ed in NPV calculations. For this reason 

your participants who are serious about
Cash-flows-out. The only cash-flows-out investment evaluation should "work­
that you anticipate for a new press will be through" this example with you. 
extra income taxes paid on the higher in­
come Sure-Fire will have because of the 
savings in operating costs from the new 
press. Before you can calculate the 
change in income taxes accurately, you 
will have to look at financing costs for the 
new press and depreciation for both the 
old and new presses. Depreciation affects 
the additional income taxes that would be 
due on higher income that Sure-Fire 
would have with a new press. This has to 
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be included to get a clear picture of how 
Sure-Fire wil! be affected. 

Depreciation's tax effects. The deprecia­
tion expense that is deducted on income 
tax returns and appears on financial state­
ments is determined by a schedule that is 
set up based on an asset's "book value." 
By using depreciation, an asset's book 
value is deducted gradually over the useful 
life of the asset. An important point is 
that the depreciable book value of an as­
set may not be the same as the sticker 
price or the initial cost of the asset. Let's 
determine the "book value" of the new 
press for Sure-Fire. 

The book value of a new press would in­
clude the actual purchase price, delivery 
charges, installation costs, and any one­
time set-up or operating training costs. 
The best sticker price that Sure-Fire can 
find on a new press is $17,500. If Sure-
Fire buys that machine, installation costs 
will total another $2,500 before it can be 
used. 

Fortunately, you have been able to negoti­
ate with the vendor to absorb the delivery 
and freight charges for shipping that new 
machine to Sure-Fire. If you had not 
been able to get those concessions from 
the vendor, the freight charges would be 
included in the book value. Another plus 
for the new press is that you will not have 
any down-time in the 3hop while the ma-
chine is installed; space for it is available 
and the installation will not disrupt Sure-
Fire's production process. This is the cal­
culation of the new press's book value: 

Process 

Initially people may perceive this proce­
dure to be excessively complex. Reassure 
them that the "learning curve effect" is 
extremely steep. In other words, once 
they have completed this example and a 
few others, they should be quite proficient 
with the investment evaluation technique, 
NPV. 
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Book Value for Depreciation (New Press) 

Sticker Price $17,500
 
Installation 2,500
 
Delivery 0
 
Book Value $20,000
 

Under the current scenario, if you buy a 
new press, you would sell the old one. 
Because of their durability there is a good 
market for this kind of used press. Even 
though you can probably get about $2,000 
when you sell the old press, the $2,000 
cannot be subtracted from the book value 
of a new press. So the book value used 
for depreciating the new press is $20,000.6 

The $20,000 book value of the new press 
is the amount that Sure-Fire depreciates 
over the press's useful like, which is the 
next five years. The technology on this 
type of machine has been advancing rap­
idly and those advances are probably go­
ing to continue. So in five years, a press Polish depreciation laws and customs 
that Sure-Fire could buy today would pro- must be incorporated into examples or at 
bably be worthless. At the end of the least discussed. This example has been 
fifth year you could probably trade with composed with the use of U.S. deprecia­
someone to haul it away for the scrap tion techniques. 
value that they can get out of it. Since 
the new press would be worthless to Sure-
Fire in five years, the new press's entire 
book value can be depreciated.' 

You have decided to depreciate the new 
machine using a straight-line technique.! 
This means Sure-Fire would deduct the 
same amount each year for the next five 
years. To calculate the amount of depre­
ciation on the new press, divide the new 
press's book value by its useful life, five 
years. This is the amount of depreciation 
Sure-Fire would deduct each year on in­
come taxes and financial statements as 
depreciation expense for the new press. 
For this new press the depreciation each 
year would be: 
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Book Value/Years 
of Asset Life = Annual Depreciation 

$20,000/5 = $4,000 

Since the depreciation on the new press 
would be the same each of the next five 
years, Sure-Fire's depreciation schedule 
for the new press will look like this: 

Year 1 Year 2 Year 3 Year 4 Year 5 
Depreciation 
Schedule (New 
Press) $4,000 4,000 4,000 4,000 4,000 

You also have to consider the deprecia­
tion you would give up if Sure-Fire got rid 
of the old press. The book value of the 
old press is $2,000 and it will last another 
five years." However, when the old press 
was purchased four years ago at a cost of 
$10,000, a straight-line depreciation sched­
ule was established assuming no salvage 
value at the end of its estimated useful 
life. As a result, the company has been 
depreciating $2,000 per year for this asset. 
The final $2,000 of book value will be de­
preciated over the next year, leaving the 
value on the books of the cld press at $0 
at the end of this year. Therefore, the 
depreciation expense that Sure-Fire would 
show each year on its income tax returns 
and financial statements by keeping the 
old press is $2,000 next year and $0 for 
the next four years. 

Year 1 Year 2 Year 3 Year 4 Year 5 
Depreciation 
Schedule (Old 
Press) $2,000 0 0 0 0 

Process 

The point of all those depreciation calcu­
lations is to find the impact that these 
changes will have on Sure-Fire's before-
tax income. Extra income taxes must be 
paid on the higher income Sure-Fire will 
have from the operating savings that the 

Most people are amazed when they rea­
lize the profound "tax shield" effect that 
the non-cash expense, depreciation, has on 
their tax liability. Be prepared to allow 
student time to reflect on this clear and 

new press will provide. Additional income legal tax minimizing tool. 
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before taxes must be calculated to include 
giving up the old press's depreciation and 
at the same time getting the new press's 
depreciation as an expense. As you can 
see, the additional after-tax income in 
year one is $3,220 on the books. 

New Press Profit on the Books Year 1 

Annual Savings $6,600 
Depreciation (New) $4,000 
(Less) Depreciation (Old) 2.000 
(Less) Additional Depreciation 2000 
Additional Income before Taxes 4,600 
(Less) Additional Income Taxes (30%) 1.380 
Additional Income after Taxes $3,220 

By year two, the situation will have 
changed due to the complete depreciation 
of the old press. 

New Press Profit on the Books Year 2 

Annual Savings $6,600 
Depreciation (New) $4,000 
(Less) Depreciation (Old) . 
(Less) Additional Depreciation
Additional Income before Taxes 

4.000 
2,600 

(Less) Additional Income Taxes (30%) 780 
Additional Income after Taxes $1,820 

The differences between years one and 
two relate solely to the amount of depre­
ciation available for the old press.
Now you can get a complete picture of 
how cost savings in operations, and in­
creased income taxes will affect the cash 
flows at Sure-Fire. It is interesting to 
compare the numbers on the books with 
cash flow. 

The new press will look different in terms 
of net cash flow than how it will appear 
on the books. Remember that NPV fo­
cuses on additional net cash flow. From 
either point of view the annual operating 

Refer participant to these 
they are included in HO 7. 

calculations; 

expense savings will be the same, $6,600, 
a cash-flow-in. 
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Year 1 

New Press Profit New Press in 
on the Books Net Cash Flow 

Annual Savings $6,600 $6,600 
Depreciation 

(New) $4,000 
(Less) Deprecia­

tion (Old) 2JQ 
(Less) Addi :ional 

Depreciation 
Additional Income 

before Taxes 4,600 
(Less) Additional 

Income Taxes (30%) 1,380 1.380 
Additional Income Additional Net 

after Taxes $3,220 Cash Flow $5,220 

Year 2 

New Pr ss Profit New Press in 
on the Books Net Cash Flow 

Annual Savings $6,600 $6,600 
Depreciation 

(New) $4,000 
(Less) Deprecia­

tion (Old) 0 
(Less) Additional 

Depreciation 4000 
Additional Income 

before Taxes 2,600 
(Lezs) Additional 

Income Taxes (30%) 780 
Additional Income Additional Net 

after Taxes $1,820 Cash Flow $5,820 

Extra taxes that Sure-Fire must pay on the 
extra income are also the same because 
paying income taxes is a cash-flow-out. 
Savings from operations and additional in­
come taxes paid are the only changes in 
cash flow that the new press would cause 
for Sure-Fire. Additional net cash flows 
from the new press will total $5,220 for 
year one and $5,820 for each of the next 
four years. Additional income on the 
books is $2,000 lower than additional net 
cash flow in year one and $4,000 lower 
over the remaining four years. Deprecia­
tion causes these differences. 

Unit 7 

Process 

Again, allow your student time to reflect 
on the tax-shield effect of depreciation on 
the cash receiptg that are subject to 
income taxes. 

Encourage people to comment on their 
own experiences with the "purchase price" 
compared to the money that must be 
expended before the asset maybe used. 
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Depreciation shows only on Sure-Fire's 
"books;" this is where the difference 
between "book"income and new cash flow 
appears. However, to calculate any addi­
tional income tax liability, depreciation 
will always have to be calculated and in­
cluded. Sure-Fire would receive $5,220 
additional net cash flow next year from 
the new press. 

Initial Costs. The initial costs of buying 
the new press versus continuing business 
with the old press is the next step in NPV 
calculations. As we said earlier, the stick­
er price on the new press is $17,500. In­
stallation costs will total another $2,500. 
The vendor absorbed the delivery charges 
for shipping the new machine to Sure-
Fire. If you had not been able to get 
those concessions from the vendor, the 
freight and delivery charges would be an 
initial cost also. There is no shop down­
time while the machine is installed be­
cause space for it is open. The last item 
to include in the total initial cost is the 
money Sure-Fire can get from selling the 
old press after the new press has been 
installed. 

The old press can be sold for $2,000. It is 
in good condition and there is an active
"used" equipment market for this kind of 
press. The money that Sure-Fire receives 
from the sale of the old press should be 
subtracted from the initial cost of the new 
press:1" 

Initial Cost (New Press) 

Sticker Price $17,500
 
Installation 2,500
 
Delivery 0
 
(Less) Sale on Old Press 2.000
 

Total Initial Cost $18,000 
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The difference between book value and 
initial costs of the new press is $2,000 (the 
money from the sale of the old press). 
When an old asset is replaced by a new 
asset, the new asset's initial costs include 
all the cash costs and the cash received on 
the sale of the asset that it replaced. 

New Present Value. Now you can find the 
NPV for the new press at Sure-Fire by 
adding the adjusted net cash flows and 
subtracting the initial costs. Adjust the 
net cash flows at 15 percent. 

Year 1Year 2 Year 3 Year 4 Year 5 

Total Adjusted Net 

Net Cash
Flows $5,220 5,820 5,820 5,820 5,820 

Adjustment 
(at 15%) 0.8696 0.7561 0.6575 0.5718 0.4972 

Adjusted Net 
Cash Flows 
(at 15%) $4,539 4,401 3,827 3,328 2,894 

Cash Flows (at 15%) 

$4,539 + 4,401 + 3,827 + 3,328 + 2,894 - $18,989 

Adjusted Net Cash Flow - Initial Costs = NPV 

$18,989 - 18,000 = $989 

The new press exceeds the 15 percent re-
quired rate of return and would therefore 
be considered a good investment if Sure-
Fire has the money and wants the new 
press. In other words, the new press will 
earn enough money to cover all costs in­
cluding the 15 percent required rate of 
return and an additional $989 over and 
above all costs. We have evaluated new 
products, compared different costs of 
money, contrasted different cash flow 
timing, and examined replacing equipment 
by using net present value. 

Could NPV be used to evaluate a new 
service? 

Process 

Case Study 3 is the most complex, how­
ever, it is only one of the three cases that 
focuses on a service business, a restaurant. 
Several people in your class may have ser­vc uiess 
vice businesses. 

This particular example may have increas­
ing relevance to the Polish situation as 
more "fast food" restaurants begin to oper­
ate in Poland. The point, which should 
not be missed, is that the NPV investment 

evaluation technique may also be applied
to a strictly "service" type of business. 

Make modifications as they are necessary 
for your students to understand and ac­
cept these ideas. 
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Case Study 3: Adding a new service 

Net present value can be useful for ser-
vice businesses of all types. The best way 
to show this is with an example about a 
service business. 

Roho's Barbecue is a restaurant and ca­
tering service located in the same town as 
Sure-Fire. Roho is a friend of yours and 
has talked with you about starting a lunch 
delivery service. Customers who phone in 
orders by 10:30 a.m. could have their 
lunch delivered between 11:00 a.m. and 
2:00 p.m. Roho believes this new service 
would generate dependable extra sales 
without cannibalizing his lunch walk-in 
trade. Unfortunately, Roho has learned 
that two new delivery trucks, a necessity 
for the lunch delivery service, will cost a 
total of $24,000. 

Roho is convinced that this kind of con­
venient, time-saving service will become 
popular in some parts of town. Several 
parts of town have high densities of shops 
or stores with owner/operators and office 
complexes. These are the people that 
Roho believes will represent most of the 
regular customer base for a lunch delivery 
service. Roho anticipates sales that aver­
age 50 meals a day, Monday through Fri­
day, as a reasonable demand for the deliv­
ery service. To start the net present value 
analysis, Roho has to estimate cash-flows­
in. 

Cash-Flows-In. Roho believes that over 
the next five years the restaurant will 
deliver an average of 50 meals per day for 
5 days a week on a year-round basis. 
Roho has decided that the average price 
per meal and minimum delivery purchase 
per stop will be the same at $8.50. Roho 
had two reasons for the $8.50 average de­
livered meal price. First, the average 

Distribute HO 8 in advance of the class 
session if at all possible. HO 8, which 
represents Case Study 3, is rather 
involved. 

Adjust costs and revenues to suit the 
Polish situation. 

If it is appropriate, the instructor may
wish to modify this example to suit the 
Polish situation better. 
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lunch menu item served in the restaurant
 
is about $6.00. Rohc figures that the time
 
to drive from the ,arts of town with most
 
of the shops and offices to the restaurant
 
is worth far more than $2.50 to the poten­
tial customers. The second reason is re­
lated to the way in which the delivery and
 
service personnel will be compensated.
 

Delivexy personnel will work for a low 
wage plus tips. Those tips will be shared 
with the service personnel who will arrive 
two hours earlier than usual at tne restau­
rant to take the phone orders. Roho 
thinks that this will give the delivery and 
service personnel an incentive to be pleas­
ant with customers and accurate with or­
ders. If the average meal price is $8.50, 
tax is about 60 cents. That is an average 
total customer bili of $9.10. A delivery 
person would probably receive at least $10 
for the combination of meal, tax, and tip. 
A $10 bill would be easy, quick, conveni­
ent, and few people would not give the 90 
cent tip on a $9.10 bill. Given the $8.50 
average meal price and the expected de-
mand level, cash-flows-in should be 
$110,50(' for each of the next five years. 

50 Meals/Day @ $8.50/Meal = $425/Day 

$425/Day X 260 Days/Year - $110,500 

Cash-Fiows-Out. Extra ca:;h-flows-out 
that Roho foresees for the lunch delivery 
service would be for: food; food prepara­
tion; three part-time delivery people; ad­
vertising; licenses; recyclable take-out 
containers, cutlery, and condiments; and 
truck maintenance and/or operating ex­
penses, like gasoli~ie, maintenance, and 
insurance. Since the bi, .1ness is expected 
to flourish, Roho expects to hire another 
prep/line cook for the first shift, to add 
higher-salaried-hours for two regular ser­
vice personnel to take the orders, and to 
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Initially this list of expenditures may seem 
overwhelming, but this list is realistic. 

Adjust cost items as is appropriate for the 
Polish situation. 

Emphasize to participants that all costs 
must be considered. 
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compensate the day manager for the addi­
tional responsibility of the delivery service.
 
Roho figures that a partial schedule of
 
cash-flows-out over each of the next five
 
years would be:
 

Truck Maintenance/Operating Costs 
($100/wk/truck) $10,400 

Advertising ($25/wk) 1,300 
Food (25% of receipts) 27,625 
Food Preparation (30 hrs/wk @ $12/hr 

wage + ber fits) 18,720 
Containers/Condiments/Cutlery 

(@ $0.50/meal) 6,500 
Service Personnel (20 hrs/wk @ $10/hr 

wage + benefits) 10,400 
Delivery Personnel (12 hrs/wk @ $5/hr 

wage + benefits) 9,360 
Uniforms ($5/day/person) 3,900 
Licenses/Fees 5 

$88,705 

These cash-flows-out, $88.705, only repre- The costs of trucks may be adjusted if 
sent part of the total annual cash-flows- they are unrealistic for the Polish 
out. The day manager has to be compen- situation. Any other cost changes 
sated and motivated to run this delivery necessary should be made. 
service well, and income taxes will be due 
on any additional income. The tax liabil­
ity and also the manager's compensation 
have to be added into the calculation of 
cashi-flows-out. 

Roho believes that 50 percent of the be­
fore-tax-and-depreciation profit would be 
a good deal for the manager. Since the 
gross profit is $21,795, the day manager's 
compensation would be $10,898. 

Total Receipts $110,500
 
(Less) Cash-Flows-Out 88.70
 

Gross Profit before Taxes
 
or Depreciation $ 21,795
 

Manager's 50% $10,898
 

The manager's compensation is then add­
ed to the other cash-flows-out. 
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Cash-Flows-Out $ 88,705 
Manager's 50% 10.89 
Total Cash-Flows-Out except 

Taxes and Depreciation $ 99,603 

In order to figure out what additional in­
come taxes will be due, depreciation on 
the two new trucks has to be calculated 
and included on the books. Remember 
that expenses for tax purposes are not the 
same as cash-flows-out because deprecia­
tion expense is included for tax purposes. 

The two trucks cost $12,000 each and can 
be depreciated over three years on a 
straight lile basis. This schedule allows 
$8,000 depreciation each year for the 
trucks over the first three years of the 
lunch delivery project. 

2 Trucks @ $12,000 each = $24,000 

$24,00/3 Years = $8,000 Annual Depreciation 

Now depreciation can be added to the 
oher expense so that additional income 
taxes that would be due cen be calculated. 

Annual Receipts $110,500 
(Less) Expense (exccpt 

Depreciation) 99.63 
Gross Profit 10,897 

(Less) Depreciation _18000 
Additional Income before Faxes 2,8972 
Additional Income Taxes (30%) 869 

Additional Income after Taxes $2,028 

Duriag the three years that the trucks are 
depreciated, profits for income tax pur­
poses will be different from net cash 
flows. The difference will be in deprecia-
tion. 
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Note the impact that no depreciation 
makes on taxable income. 

Before you leave this part of the material, 
be confident that people understand the 
idea of a "tax shelter" provided by 
depreciation. 
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First Three First Three
 
Years of New Year of
 
Service Profits New Service
 
on the Books Net Cash Flow
 

Annual Receipts $110,500 $110,500
 
(Less) Expense (except
 

Depreciation) 9903 99.603
 
Gross Profit 10,897 10,897
 

(Less) Depreciation 8.
 
Additional Income
 

before Taxes 2,897
 
Additional Income
 

Taxes (30%) 869 869
 
Additional Income Additional Net
 

after Taxes $2,028 Cash Flow $10,028
 

For the first three years, Roho will get
 
$10,028 per year in extra net cash flow,
 
but will show income of only $2,028 on
 
the books for income tax purposes. The
 
$8,000 difference is the amount of depre­
ciation taken as an expense.
 

The last two years of the delivery service
 
will have net cash flows that are the same
 
as profits for income tax purposes because
 
there will be no more depreciation
 
expense.
 

Final Two Final Two
 
Years of New Year of
 
Service Profits New Service
 
on the Books Net Cash Flow
 

Annual Receipts $110,500 $110,500 
(Less) Expense (except 

Depreciation) 9 9.603 
Gross Profit 10,897 10,897 

(Less) Depreciation 0 
Additional Income 

(Loss) before Taxes 10,897 
(Less) Additional Income 

Taxes (30%) 3.269 3,269 
Additional Income Additional Net 

after Taxes $7,628 Cash Flow $7,628 

This illustrates the 'tax shelter" effect of 
depreciation. Sometimes depreciation is 
know as a "tax shield." If you contrast the 
first three years with the final two years, 
you can see why. The cash flows before 
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depreciation and taxes are the same all 
five years. However, for each of the first 
three years during which depreciation is 
paid, additional income tax liability is 
reduced to $869 per year due to the de­
duction taken for depreciation. But dur­
ing the final two years, Roho will have no 
depreciation with which to reduce his tax 
liability and will thus incur a ta. bill of 
$3,269 each year. 

Roho has to decide what the required rate Refer student to these calculations in 
of return would be for the delivery ser- HO 8. 
vice. Roho is one of The Bank's best 
and oldest customers. Roho has a great 
relationship with the loan officers and is 
widely respected in the community. Roho 
can get loans with a minimum size of 
$20,000 for 9 percent. That is great, but 
Roho's business is small and a $20,000 in­
vestment represents a large gamble rela. 
tive to what he is currently making on his 
operations. Roho decides that to compen­
sate himself for the large risk involved in 
undertaking this venture, he will require a 
20 percent 'eturn. 

Now that Roho has calculated the net 
cash flows, and determined a 20 percent 
required return, the net cash flows can be 
adjusted and summed. 

Year 1Year 2 Year 3Year 4 Year 5 
Net Cash 
Flows $10,028 10,028 10,028 7,628 7,628 

Adjustment 
(at 20%) 0.8333 0.6944 0.5787 0.4823 0.4019 

Adjusted Net 
Cash Flows 
(at 20%) $8,356 6,963 5,803 3,679 3,066 

1otal Adjusted Net 
Cash Flows (at 20%) 

$8,356 + 6,963 + 5,803 + 3,679 + 3,066 = 27,867 

Initial Costs. Initial costs would be signif­
icant even though the coolers and kitchen 
could handle a higher volume of business, 
and the restaurant already has a rotary 
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phone system. Two new delivery trucks 
would represent most of the initial costs 
for the new service, $24,000. The catering 
part of the business has five trucks that it 
has used primarily on weekends and at 
night. Roho intends to keep all those old­
er, low-use trucks. All the catering trucks 
are old and wouldn't hold up to the hard 
running conditions and frequent stops that 
would be necessary for a lunch delivery 
service. Realistically, the catering trucks 
can be relied on only for the equivalent of 
one delivery per day. Other than the two 
new trucks, introductory advertising and 
charges for extra telephone lines would be 
the only initial costs. Total initial costs 
would probably look like this: 

Phone Service/Inmtallation Charges $ 200 
Advertising 200 
Two Delivery Trucks 24.000 

Total Initial Costs $24,400 

Net Present Value. When the initial costs Be honest and forthright about NPV's 
are subtracted from the adjusted net cash limitations. Point out that other tech­
flows, Roho's new delivery service has a niques of investment evaluation have even 
positive net present valuc, $3,467. That more limitations. 
means that new service will meet Roho's 
requirements with an additional return. 

Adjusted Net 

Cash Flow - Initial Cost = NPV 

$27,867 - 24,400 + $3,467 

Based on these calculations, Roho intends 
to go ahead with the project. But there 
are some important points to keep in 
mind. 

Estimates of costs and sales projections 
should be double-checked. Those cost es­
timates include the required rate of re­
turn. If the assumptions used to estimate 
sales and expenses are based upon poten­
tially inaccurate evidence, then the dis­
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count rate used would have to be increas­
ed, and, therefore, the net present value
 
of the delivery service would be lower,
 
possibly even negative.
 

NPV's limitations 

As noted earlier, net present ,talue evalua- Be honest and forthright about the limit 
tions are only as good as estimates used of the NPV method. No system is perfect.
 
to calculate them. Clearly, inaccurate
 
estimates could show unrealistic results.
 
Different risk levels among competing
 
projects can also create false comparisons.
 

Projects with different risk levels could 
complicate making realistic comparisons. 
However, there is at least one way that 
the different risk levels can be handled. 
If there is more risk involved with a pro­
ject, the potential gain from the project 
has to be higher. This is because most 
people feel that they should be paid more 
to take greater risks, e.g., hazardous duty 
pay. When competing projects have dif­
ferent risk levels, different costs of money
should be used to evaluate those projects. 
This is so even though the same business 
is looking at these projects at the same 
time. When different costs of money are 
used to evaluate competing projects, a 
higher cost of money forces a project to 
yield a higher return to show the same 
NPV. That higher return might justify a 
higher risk level. Different risk levels 
among projects can be misleading; also, 
different project sizes can be misleading. 

If NPV is used to compare projects that 
have similar initial investments, the results 
are clear. However, if there are big dif­
ferences in the dollars between projects' 
initial investments, NPV results can be 
misleading. Project A's NPV could be 
twice as large as Project B's NPV. But if 
Project A's initial investment is three 
times larger than Project B's initial invest­
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ment, Project B is a better opportunity 
than Project A. There is a good niathe­
matical tool to compare projects with dif­
ferent initial investments. It is called a"profitability index."'3 

Even with these limitations, net present 
value can be a valuable decision-making 
tool for any business. NPV enables busi­
ness people to evaluate or compare pro­
jects more objectively in two ways. First, 
net present value focuses on dollars of net 
cash flow, the life blood of any business. 
Second, it always measures projects in dol­
lars that have been adjuted by the time 
value of money. By using NPV, business 
people can have an investment-savvy edge. 
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'In the U.S.A. businesses may expense the first $10,000 of depreciable assets that they buy
in a year. This is the current tax law, but changes in tax law are frequent and can have 
profound impact. See your accountant or financial advisor for the most current 
information. 

'Assets like office equipment, vehicles, buildings, etc., can be depreciated with different 
techniques and over different numbers of years. One method could have substantial 
dollar advantages over another for your business' tax purposes. Check with your 
accountant, tax advisor, or financial advisor for details about your options. 

3NPV's adjusting for the time value of money is one of the big advantages it has over the"payback" technique of project evaluation. Payback is used to budget money for projects
by ranking the projects in the order that they will "pay"for themselves. The project with 
the shortest amount of time until the payback date is ranked first while the project with 
the longest period of time until the payback date is ranked last. Payback period is used
frequently, but it does not consider the time value of money. NPV analysis discounts all 
cash flows to current dollars where they can be ranked accordingly. 

'To calculate the adjustment, follow a three-step process. Add 1 (one) to the rate you
choose. Raise this value to a power that is equal to the number of years until you will 
receive the money. Take the reciprocal of this number. When you multiply the net cash 
flow from a year by the adjustment for that year, you know what that money would be 
worth today. The applique's adjustments would be: 

Year 1 Year 2 Year 3 Year 4 Year 5 

1 1 1wr 1 1 1(Interest + 1)5 1.15)' (1.15) 2 (1.15) 3 (1.15)4 (1.15)3" 

Adjustment 0.8696 0.7561 0.6575 0.5718 0.4972 

5If the NPV=O, the required rate of return that you choose is a special case called the 
Internal Rate of Return. This is a situation in which the rate used to discount the cash 
flows was the business's "cost of capital." The costs of borrowing, issuing stock and 
generating profits are combined to determine the "cost of capital." Theoretically, the cost 
of capital would reflect the cost of money for any expenditure, disbursement, or project
the business undertook. Usually only very large companies calculate the exact cost of 
capital; it is time consuming. Explaining cost of capital is beyond the scope of this article. 
For additional information on cost of capital there are several texts recommended in the 
"for further reading . . ." list. 

6A relevant question, however, would be whether or not you should keep the old press to 
work along side the new press. You have the space available to accommodate it. 
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Therefore, you would compare the expected income to be derived from continued use of 
the old press, presumably to handle an increased work load, to the salvage value you 
could expect to receive by selling it. 

'Depreciation legislation changes over time. Historically, a "salvage value" may have been 
established for an asset at the end of the asset's useful life. If the legislation changes, a 
salvage value may be required at the end of a depreciable asset's life. Check with your 
accountant or tax advisor for the current practices. 

8Other depreciation techniques can give a business tax advantages. Some depreciation
methods allow a business to deduct a much larger part of the book value in the first year 
or two of ownership. Since this can be a significant tax advantage, you might want to talk 
to your accountant, tax advisor or financial advisor about depreciation options that you 
would have for your depreciable assets. 

9It is not necessary to set a salvage value in order to depreciate an asset. The entire book 
value of an asset may be depreciated. However, tax laws can change on depreciation
methods and salvage value. Check with your accountant, tax advisor, or financial advisor 
for more information. 

10 It is orly a coincidence that the book value of the old press is the same as its market 
value. Market value and book value do not necessarily have any relationship to one 
another. 

nThe Tax Police could recognize a gain from the sale of a partially or fully depreciated 
asset. See your accountant, tax advisor or financial advisor for more information. 

12 	 Roho shows a small profit in this situation. However, even 1. loss can be useful for 
income tax purposes. If Roho has earned income from the other restaurant business, a 
loss from the delivery service could be subtracted from those earnings. If Roho's other 
business has no profit for these years, an operating loss could be carried forward or 
backward to other years in which the business makes a profit. See your accountant for 
details and limitations on loss carryovers. 

13Profitability index is specially designed to compare projects with different initial 
investments accurately. The NPV value is divided by the initial investment of a project.
This answer shows the value produced by each dollar invested. This formula can be found 
in many financial reference books. 
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Paymentsjor the FactorsofProduction 

land renter purchase 

labor wages 

capital interest 
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The Components of InterestRate 

rental charge for use of money 

+ risk premium 

+ expected inflation 
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Present Value ofA Sum 

2,000,000 
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Future Value ofA Sum 

2,000,000 

Si I28 
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Return on Investment (R01) 

Initial InvestmentTotal Accounting Profits 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum, 
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Payback Perod (PBP) 

InvestmentPBP =Initial 
Annual Net Cash Flow 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. Q Small Business Fo-um. Translated and used with permission. 
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Intemal Rate of Reurn (IRR) 

IRR = The Sum of [(r) (Annual Net Cash Flow)]
 

Where "r"is the adjustment for the Internal Rate of Return
 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. 0 Small Business Forum. Translated and used with permission. 
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Net Present Value (NPO
 

NPV = Adjusted Net Cash Flow - Initial Investment
 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Defitions 

Cash-Flows-In
 

Cash-Flows- OUt
 

Net Cash Flows
 

Time Value of Money
 

Time Value of Money Adjustment
 

Adjusted Net Cash Flows
 

Initial Costs
 

Net Present Value
 

Neeley, Lynn. 'Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. 0 Small Business Forum. Translated and used with permission. 
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How to CalculateNet Present Value
 

Step 1: Estimateall the ddiional cash-flows-in
 

Year 1 Year 2 Year 3 Year 4 

Additional 
Cash-Flows-In $5,200 7,800 10,400 10,400 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Step 2: Estimate all the additionalcash-flows-out
 

Year 1 Year 2 Year 3 Year 4 

Additional 
Cash-Flows-Out $4,000 4,000 4,000 7,000 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Step 3: Subtract additional cash-flows-outfrom additional cash-flows-in 

Year 1 Year 2 Year 3 Year 4 

Additional 
Cash-Flows-In $5,200 7,800 10,400 10,400 

(Less) Additional 
Cash-Flows-Out 4,000 4000 4,000 7,000 

Net Cash Flows $1,200 $3,800 $6,400 $3,400 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Step 4: Decide what your requiredrate of return ib 

Year 1 Year 2 Year 3 Year 4
 

Adjustment (@ 17%) 0.8547 0.7305 0.6244 0.5337
 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Step 5: Multil each of the next cash flows
 
by the appropriateadjustment
 

Year 1 Year 2 Year 3 Year 4 

Adjustment (@ 17%) 0.8547 0.7305 0.6244 0.5337 

Net Cash Flows $1-200 380 64 3,.400 

Adjusted Net Cash Flows $1,026 $2,766 $3,996 $1,815 

Neeley, Lynn. "Three questions that nut present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. ©Small Business Forum. Translated and used with permission. 
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Step 6: Add the adjustednet cash flows together 

Year 1 Year 2 Year 3 Year 4
 

Adjusted Net Cash Flows $1,026 2,776 3,996 1,815
 

Total Adjusted Net
 
Cash Flow
 

$1,026 + 2,776 + 3,996 + 1,815 = $9,613 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum,
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Step 7: Estimatethe total ini costs 

Initial Costs = $5,000 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum, 
Winter 1992/1993. Q Small Business Forum. Translated and used with permission. 
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Step 8: Subtract the i a costsfrom the total adjustednet cashflows
 
to find the Net PresentValue of the new project
 

Total Adjusted Net Cash Flow $9,613 

(minus) Initial Costs 5Q00 

New Present Value $4,613 

Neeley, Lynn. "Three questions that nrt present value analysis can help you answer." Small Business Forum, 
Winter 1992/1993. ( Small Business Forum. Translated and used with permission. 
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The Components of Interest Rate 

rental charge for use of money 

+ risk premium 

+ expected inflation 

342
 



Unit 7 RO 2
 

Pencil Factory 

At the beginning of 1990 Mr. Kowalski started to build a pencil factory. He financed 
this investment with the bank loan at 40 percent annual interest rate. On January :,
1990 he borrowed 20 mln zlotys, a year later 50 mln zlotys and at the beginning of third 
year 350 mln zlotys. He is planning to open the company at the end of 1992. The bank 
charges interest on the loans. Mr. KowpIski wants to compute how big this charge will 
be on January 1, 1993. 

Year Loan amount - Lo Compounding factor (1+ r) 	 Compounded loan on 
Jan.1,1993 Lt = 13 

01.01.90 20 mln (1 + 0.4) 3 = 2.74 	 54 880 000 

01.01.91 50 mln (1 + 0.4) = 1.96 	 98 000 000 

01.01.92 350 min (1 + 0.4)' = 1.4 	 490 000 000 

Total 642 880 000 

According to the loan contract Mr. Kowalski has to pay back the loan within 5 years 
after the company starts the operations. The monthly payments will be equal and the 
first installment will be paid one year after the company starts the operations. Mr. 
Kowalski wants to know how big this installment will be. Let "U" be a yearly
amortization installment and let "N" be the amount of the loan. The loan will be 
amortized within 5 years of the company's operations if 

N = U/(l+r) + U/(l+r)2 + U/(l+r)3 + U/(I+r) + U/(1+r)' 
that is 

N = U ((1+ r)'- 1) / (r(l+r))5 

from which we get 
U = N r(l+r)5 /((I+r) 5 1) 

The general formula for the discounting factor is 
discountingfactnr = r(1 + r)' / ((1 + r)' -1) 

We know that r = 40%. Thus the value of discounting factor amounts to: 
0.4 x 1.4' / (1.45 - 1) = 2.15 / 4.38 = 0.49 
N is known and equal to 642 880 000 zlotys. The yearly amortization installment is 
642 880 000 x 0.49 = 315 886 000 zlotys 
Why is it so big? 
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Because the bank will charge interest on the principal and also on the interest. Let's 
compute what wil! be the real value of the loan on January 1, 1993. 

Loan amortization plan (zlotys) 

Loan on Yearly interest Loan -t Amortization Amount of load on Discounted interest 

Year Jan. 1 rate = 40% interest instalment Jan. 1 following year payment on Jan.1, 1993 

(1) (2)=(1)xO.4 (3)=(1)+(2) (4) (5)=(3)-(4) (2)xdiscounting factor 

93 642 880 257 152 9W 032 315 886 584 146 257000/1.4 = 183680 

94 584 146 233658 817804 315886 501 918 233658/1.42= 119213 

95 501 918 200 767 702 185 315 886 386 299 200767/1.4'= 73272 

96 386 299 154519 540819 315886 224 933 154519/1.44= 40239 

97 224 933 89973 314907 314907 0 89973/1.45= 16723 

E-= 433 129 

Thus the total 	capital outlay valued on Jan. 1, 1993 to start the pencil factory will be: 
642 880 000 zl + 433 129 000 zl = 1 076 009 000 zl 

By comparing the total outlay with the future revenues calculated for the same point
of time we cai 	estimate the real efficiency of this venture. This is what Mr. Kowalski 
should know. 

The time value of money changes with the changes in interest rate. 

Source: 'Pencil Factory"- by Andrzej Jurgilewiczpublished by Biuletyn lnformacny BSB -No.7,June 1992 Poland. 
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Four Methods of Investment Analysis
 

Businesses often analyze investments by using one or more of the following tech­
niques: Return on Investment, Payback, Internal Rate of Return or Net Present Value.
All of these methods rely on estimates of future costs and returns; each is computed and 
expressed differently, has its own decision rules, and has advantages and drawbacks. 

Return on Investment (ROI) divides the total initial investment into a project by the
total accounting profits realized throughout the project's lifetime. ROI is expressed as 
a percent of return on the initial investment. To decide if the project is acceptable, the
computed ROI is compared to a "hurdle Rate" that the businesses person has chosen.
If the ROI meets or exceeds the hurdle rate, the project can be accepted. 

Initial Investment 
Return on Investment = Total Accounting Profits 

Of .he four methods, ROI is the only one that looks at additional accounting profits
instead of additional cash flows. This reduces the number of calculations involved, but
cash flow may be more important than accounting profit for many businesses, especially
small enterprises. 

Payback (PB) divides the initial investment in a project by the annual net cash flow.
This shows the number of years up.-il the project pays for itself, or "payback." The 
business compares the years until payback and a "cut-off' number of years that was
chosen earlier. Ifthe project will pay for itself before the cut-off, the project is 
acceptable. 

Initial Investment 
Payback = Annual Net Cash Flows 

Payback does focus on net cash flows. Unfortunately, Payback ignores all net cash 
flows after the payback year. Also, PB and ROI share a serious flaw. Neither technique
adjusts future receipts for the time value of money. 

Profits or net cash flows expected in the future should not be counted at face value. 
A future receipt should be adjusted according to when it's expected and the cost of 
money, a rate or percent. These two adjustments are combined into the time value of 
money to evaluate projects. 

Internal Rate of Return (IRR) finds the rate at which the initial investment equals
the total net cash flows that have been adjusted by the time value of money. That rate,
the project's yield or profitability, is the IRR. The decision to accept or reject a project
is made by comparing the IRR with a "hurdle rate." Ifthe IRR meets or exceeds the 
hurdle rate, the project can be accepted. 

Initial Investment = The Sum of [(r) (Annual Net Cash flows)] 

Where "r" is the adjustment for the Internal Rate of Return. 
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IRR uses the time value of money to show the profitability of a project, but IRR 
does have some problems. One problem is that IRR is unreliable if a project has a year 
of net cash outflow (other than the initial investment). Dismantling equipment or 
facilities, or environmental restoration at the project's end could easily cause a net cash 
outflow. If this happens, the IRR equation gives two different answers simultaneously.
Which one is correct? Another problem is that IRR calculations assume all net cash 
flows from a project are reinvested at the IRR percentage. If a project's IRR is much 
higher than the business's normal rate of return, cash probably can't be reinvested at that 
percentage. 

Net Present Value (NPV) shows the difference between the initial costs and the ad­
justed net cash flows of a project in dollars and cents--NPV automatically shows you "the 
bottom line." If the NPV is zero, it breaks even; if the NPV is greater than zero, it 
makes a profit. The larger the NPV, the better. 

Net Present Value = Adjusted Net Cash Flows - Initial Investment 

The time value of money is an integral part of all NPV calculations. Also, NPV 
assumes that cash flows are reinvested at the business's required rate of retuln, the 
adjustment rate. This is a more reasonable assumption than IRR uses. However, if 
NPV is used to compare projects that are extremely different in size, the answers may 
be misleading. For example, a $10,000 NPV from a project costing $120,000 is not 
necessarily better than a $7,000 NPV from a project costing $70,000. 

Many companies use a combination of these methods for investment decisionsto get a 
balancedpicture. Good or badpoints about aproject that one technique might not -eveal 
could be shown with anothermethod Unfortunately, many small businesses do not have 
the luxury of performingseveral different analysesfor each investment decision. Although 
no technique is flawless, the most dependable flexible investment analysis method is Net 
PresentValue. NPV looks at cashflows, incorporatesthe time value of money, alwaysgives 
one answer, andshows its answerin dollars and cents. 

Neeley, Lynn. "Three questions that net present value analysis can help you answer.* Small Business Forum, Winter 1992/1993. 0 
Small Business Forum. Translated and used with permission. 
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Definitions
 

Net Present Value uses consistent terminology regardless of what sort of investment 
or project is analyzed. If you understand these basic terms, examples will be clearer, and 
you can use the NPV technique more quickly. 

Cash-Flows-In. These are additional (new) revenues that your business will have
each year because of the new project. Savings in labor, materials, maintenance, etc. are
also cash-flows-in. The key is to include only revenues or savings that your business
would not have had without the project. Estimate this amount of money for each ye.r
separately. 

Cash-Flows-Out. Any additional, on-going, cash expenses that the new project willrequire are cash-flows-out. In other words, any money that is spent to produce the new
sales or get the extra savings is a cash-flow-out. Some typical expenses are labor,
utilities, commissions, materials, maintenance and insurance. If you expect increased 
revenues, you must also pay additional income taxes. Extra income taxes are definitely
part of cash-flows-out. Do not include one-time, start-up costs; those will be handled 
separately. Estimate cash-flows-out for each year separately. 

Two expenses might appear on your "books" because of the new projects but should 
not be included as part of cash-flows-out; (a) depreciation; and (b) interest expense.
Depreciation is not a "cash" expense, it is an accounting expense. You do not write a
check to someone each year for depreciation expense. While interest expense is a cash 
expense, it is automatically included when the net cash flows are adjusted for the time
value of money. If you added interest expense into the cash-flows-out, it would be 
double counted. Both of these types of expenses affect the amount of income taxes, and
therefore must be used in calculating income tax expense before subtracting them from 
cash-flows-out. 

Net Cash Flows. Subtract the cash-flows-out from the cash-flows-in for each year.
The results are the net cash flows throughout the life of the project. 

Time Value of Money. The time value of money depends on two pieces of
information: when the money will be received and the required rate of return. If you

receive $100 one year from now, it will be worth less in buying power than $100 today.

If you receive $100 ten years from now, that future $100 is worth much 'ess than $100

today. How much less is determined by the "required rate of return." The required rate 
of return is how much you would agree to pay to "rent" money in order to use it. One 
factor that determines this cost is where you could get the money-from your business, 
from your bank or elsewhere. 

Time Value of Money Adjustment. This is the result of calculations using both 
components from the time value of money. It can be found in published tables, is built
into many calculators, or is calculated by hand. This number will automatically adjust
money that you expect to receive in the future so that you know what that future receipt
if worth to you today. 
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Adjusted Net Cash Flows. This is each year's net cash flow multiplied by the 
adjustment for that year. This is the "present value" of each year's net cash flows. After 
all the years' adjusted net cash flows are added together, you have the total present value 
of all the benefits this project will have for your business. 

Initial Costs. Initial costs include all the start-up costs of a project. Examples are 
delivery charges, installation, operator training, roll-out advertising, purchase price or 
shop "dow time." Many other expenses could be an initial cost for your project. The 
important decision rule is: Is this a one-time or a recurring expense? One-time 
expenses are initial costs. Total these expenses and you have the project's initial costs. 

Net Present Value. This is the difference between the Adjusted Net Cash Flows and 
the Initial Costs. In other words, this is the absolute bottom line when total costs have 
been deducted from total benefits throughout the life of a project. If the NPV is greater
than zero, the project exceeds the rate of return you have established to compensate you
for the risks accepted. It the NPV is less than zero, the project d aes not meet your 
return requirements and therefore is to be rejected. As zero, the project will just meet 
your required return. NPV can evaluate one project or compare many projects. The 
project with the largest NPV is best if you compare projects that are about the same size 
and have the same degree of risk. 

Neeley, Lynn. I'hre questions that net present value analysis can help you answer." Small B,sinessForum, Winter 1992/1993. @Small 
BusinessForum. Translated and used with permission. 
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How to Calculate Net Present Value
 

Net Present VAlue (NPV) is a technique that evaluates investments and gives you an 
answer in dollars and cents. NPV has two strong points: it looks at cash flows and 
considers the time value of money. If you need to make a decision about investments 
like a new product line, new or replacement equipment, or a new service, NPV can give 
you clear answers. These are the steps to follow to find a project's NPV. 

Step 1: Estimateallthe additionalcosh-flows-in that your business will have throughout
the project's life. Cash-flows-in could be increased sales, or savings such as decreased 
materials or labor. Example: Your business will have labor savings from a new 
attachment. You expect the attachment to be worn out in four years. 

Year 1 Year 2 Year 3 Year 4 

Additional Cash-Flows-In $5,200 7,800 10,400 10,400 

Step 2: Estimate all the additional cash-flows-out that your business will have 
throughout the project's life. Cash-flows-out would be on-going expenses such as 
materials, labor, insurance, or maintenance that increase because of the project. Keep 
these four points in mind. Start-up costs are included in Step 6; don't count them here. 
Don't add in depreciation; it's not a cash expense. Don't include interest expense; it's 
accounted for in Step 5. 

Do add extra income taxes due on the increased income from the project. Re­
member, however, that both depreciation and interest affect the amount of income taxes 
that will be paid, though the actual amounts of both expenses should not be counted as 
cash-flow-out. Example: The new attachment needs more expensive maintenance; more 
income taxes will be due on the extra net income. 

Year 1 Year 2 Year 3 Year 4 

Additional Cash-Flows-Out $4,000 4,000 4,000 7,000 

Step 3: Subtract additional cash-flows-out from additional cash-flows-in to find the 
new project's net cash flows. Example: 

Year 1 Year 2 Year 3 Year 4 

Additional Cash-Flows-In $5,200 7,800 10,400 10,400 

(Less) Additional Cash-Flows-Out $4.000 4.000 4.000 4.000 

Net Cash Flows $1,200 $3,800 $6,400 $3,400 
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Step 4: Decide what your required rate of return is. Money always costs something
whether you borrow from the bank, get it from relatives, or take cash out of your
business. The cost of money includes the explicit cost of money, such as the interest paid 
on a loan, together with a premium for such things as risk. Usually, bankers will 
determine this premium to be anywhere in the range of 3 percent to 10 percent,
depending upon the type of project, the credit history of the borrower, and current 
economic conditions, among other things. 

After you decide on your required return, choose the correct adjustment for each 
time/required return combination. These adjustments are specific for each combina­
tion. They can be found in present value tables, in many calculators' memories or you 
can compute them. Example: You choose 17 percent because this is the return you
have been earning on profits that have been reinvested in the company during the past
five years. These are each year's adjustments. 

Year 1 Year 2 Year 3 Year 4 

Adjustment (@ 17%) 0.8547 0.7305 0.6244 0.5337 

Step 5: Multiply each of the net cash flows by the appropriateadjustment. After you

have done the multiplication, all the future net cash flows are expressed in current
 
dollars. Example:
 

Year 1 Year 2 Year 3 Year 4 

Adjustment (@ 17%) 0.8547 0.7305 0.6244 0.5337 

Net Cash Flows $1200 3.0 6A0 3.40 

Adjusted Net Cash Flows $1,026 2,776 3,996 1,815 

Step 6- Add the adjusted net cash flows together. The result is the total adjusted net 
cash flow. Example: 

Year 1 Year 2 Year 3 Year 4 

Adjusted Net Cash Flows $1,026 2,776 3,996 1,815 

Total Adjusted Net Cash Flow 

$1,026 + 2,776 + 3,996 + 1,815 = $9,613 

Step 7: Estimate the total initial costs. These are costs such as "purchase" price,
installation, roll-out advertising, or any other one-time expense. You willExample:
need to buy the attachment, train two operators, and pay for some new wiring. 

Initial Costs = $5,000 
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Step 8. Subtract the initialcosts from the total adjustednet cash flows to find the Net 
Present Value of the new project. This is the value of the project's benefits to your
business after all costs have been deducted--those are for the entire project's life. If the 
NPV is equal to or greater than zero, take it! It meets or exceeds the returns you have 
determined are required to make the investment. If net oresent value is less than zero, 
the project does not provide the returns you feel are necessary to warrant taking the risk 
on the project. Example: The new attachment would be profitable for your business. 

Total Adjusted Net Cash Flow $9,613 

(minus) Initial Costs 5.0 

New Present Value $4,613 

It is important to make the best estimates possible because the answers that you get 
with NPV will depend on the estimates that you make. Careless estimates could give 
you inaccurate results. With inaccurate results, you might pass up a good opportunity, 
or worse, you may invest in a losing project. It is also important to be as consistent as 
possible when comparing projects, equipment, new products, or services. If you are not 
consistent with how you "count" or estimate expenses and revenues, you have lost the 
,-pportunity to make a fair judgment of comparison. A consistent approach to estimation 
lets you compare projects, equipment, or services fairly. 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small Business Forum, Winter 1992/1993. 0 Small 
Business Forum. Translated and used with permission. 
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Case Study 1: Adding a New Product Lne
 

Let's say that you are the manager of the Sure-Fire Sportswear Company. You are 
thinking about introducing a new sports applique to your product line. You believe that 
the demand for this new applique will be great for five years but will evaporate after 
that. (Sports fans can be fickle.) Over that five-year-period you feel you can make 
reasonable guesses about your expenses and revenues. You estimate that extra sales for 
Sure-Fire from the applique will look like this: 

Year 1 Year 2 Year 3 Year 4 Year 5 

Cash-Flows-In $15,000 20,000 25,000 20,000 15,000 

After you have made a reasonable estimate of the additional cash-flows-in, you need 
to estimate the extra commissions, laLor, material, and other expenses, that Sure-Fire will 
incur to produce those extra sales. These make up the additional cash-flows-out. 

Additional cash-flows-out for a company could include increases in expenses like 
these: labor, supplies, commissions, advertising, insurance, utilities, maintenance, or 
income taxes. These additional cash-flows-out should not include the costs to start a 
project, such as the purchase price of equipment, a franchise, or a license. Start-up or 
initial costs will figure into the NPV calculations separately. Additional cash-flows-out 
are the kinds of costs that a business would have throughout the life of the project. 

Look at the new applique at the sportswear company again. Sure-Fire would h.;'ve 
some additional costs on a regular basis throughout the five years that it manufactured 
the new applique. When you total the extra materials, labor, commissions, income taxes, 
and advertising that Sure-Fire would have to pay to bring the applique to its customers, 
the best estimates of the extra costs look like this: 

Year 1 Year 2 Year 3 Year 4 Year 5 

Cash-Flows-Out $12,000 13,000 13,000 11,000 8,000 

Always remember to include extra income taxes that would be due as part of the cash­
flows-out. An increase in income taxes from the extra profits Sure-Fire will have on the 
new applique has been included in the cash-flows-out that are shown. 

Two Exceptions. Two items that you might often think of as expenses have not been 
mentioned as a cash-flows-out. Most businesses borrow money occasionally, or they may 
have revolving-type credit lines. Because of this, many businesses have interest expenses. 
Interest expense was not mentioned in the cash-flows-out for Sure-Fire. The other 
missing expense is depreciation. Almost all businesses with vehicles, equipment, or 
buildings "on the books" are showing a depreciation expense on their income tax forms 
and financial statements. Why aren't these two expenses included as cash-flows-out? 

If you included the interest expense in the additional cash-flows-out, it would be 
double counting. Why? Interest expenses are computed and included automatically in 
the discount rate you use to adjust the net cash flows. 

352
 



Unit 7 HO 6 

Depreciation expense is not listed because it is a "noncash" expense; NPV includes 
only cash items. Yes, you bought and may have paid for the vehicle, equipment, or 
building in cash. However, depreciation laws require that the cost of that sort of 
purchase be spread over several years on the books and for tax purposes. Like interest 
expense, net present value does include depreciation as an expense. All the start-up 
costs are included as initial costs. 

For example, when you buy equipment and pay for it, you are not allowed to show 
all the cost of the equipment as an expense for the year that you bought the equipment 
on your income tax forms.' You and your accountant or tax advisor have to set up a 
depreciation schedule. With the depreciation schedule, you deduct the equipment's cost,
but the cost is divided up and spread over several years.' Eventually you deduk, all the 
equipment's cost through depreciation expenses. Depreciation is called an expense each 
year at tax time although no additional cash has changed hands. Because no cash 
changes hands, depreciation is not included in cash-flows-out. 

Even though neither interest nor depreciation are included as a cash-flows-out, they 
do have an important part in net present value calculations. Both must be calculated to 
determine what income taxes are due. This will be shown later. 

Net Cash Flows. After cash-flows-in and cash-flows-out are estimated, determining
the net cash flows is a straight forward step. Subtract the cash-flows-out from the cash­
flows-in. For instance, the net cash flows for the Sure-Fire Sportswear Company from 
the new applique are: 

Year 1 Year 2 Year 3 Year 4 Year 5 

Cash-Flows-In $15,000 20,000 25,000 20,000 15,000 
Cash-Flows-Out 12.000 13.000 13.000 1100 8000 

Net Cash Flows $ 3,000 7,000 12,000 9,000 7,000 

Obviously, all those net cash flows are not coming into Sure-Fire at the same time. 
What is not so obvious is that if cash comes to a business later rather than sooner, it is 
worth less to the business. Adjusting dollars for timing and for their cost is where the 
time value of money applies to the NPV calculations.3 

Adjusting for the time value of money 

The decisions you make about which opportunities to pursue will probably affect your
business's net cash flows for more than a year. It may be two years, three years, or even 
longer before all the effects of new projects that you have chosen can be realized. 
Unless all the benefits from a project would come in one year or less, the time value of 
money must be taken into account to get a true picture of project's financial 
performance. The reason is that money received now has more value than the same 
amount of money if it is received later. For instance, in 1948 a new, fully-equipped,
luxury car could be bought for $8,000. In 1990, $8,000 would buy a new, modest 
economy car. The same $8,000 is not worth as much in 1990 as it was in 1948. 
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To include the time value of money, the net cash flows are adjusted to reflect two 
things: (a) how long it will be before you actually get the net cash flows; and (b) what 
you determine is your required rate of return for the project. You have already made 
an estimate of when you would receive the net cash flows. You can make an estimate 
for the cost of money on your own, talk with your banker or financier, or confer with an 
advisor. The real value of a project can ne deternined only if you calculate what future 
cash flows are worth today, i.e., in current dollars. 

To adjust the net cash flows for a proposed project correctly, you must decide what 
your cost of money is. You may be able to take all necessary cash out of the operations
of your current business, but that money is not free. If you or a partner put more money
in the business as owners' equity specifically for the proposed project, that is not free 
either. Obviously if you borrow money, a cost is involved, interest charges. 

Several factors are used in determining the required rate of return. If you take money
from your ongoing operations, the rate would include the return that you expect from 
your present business. If you get the money by increasing owners' equity, you or your 
partner have given up the opportunity to invest that money elsewhere. The required rate 
would then be the return on the alternative investment that you passed up plus an 
amount to compensate you for the risk involved in investing in this project. If you
combine some of these sources to raise the money for a project, adjust the cost of money
 
accordingly.
 

Another approach to financing the project is borrowing the money. In this case, the
 
interest paid on the loan would be a factor in your required rate of return decision.
 

Regardless of the approach that you take, assume that all the money will be received
 
at the end of each year. That makes the calculations easier. To illustrate how to make
 
the adjustment to net cash flows, consider the sports applique example.
 

The new applique that Sure-Fire is considering would produce cash flows for five 
years. For the applique the net cash flows over five years will look like this: 

Year 1 Year 2 Year 3 Year 4 Year 5 

Net Cash Flows $3,000 7,000 12,000 9,000 7,000 

These amounts are the net cash flews that you will adjust because you will receive 
them after one or more years have passed. 

With the applique, you have decided to use a 15 percent required rate of return for 
Sure-Fire's investment. This is the rate at which the owners feel they would be 
compensated for the investment in the project as well as be able to pay back any debt 
incurred to finance the project. 

You can find the adjustment factors for the 15 percent return Sure-Fire has decided 
on by using a business calculator or a printed table of these numbers. Or, you can 
calculate them for yourself.' The adjustments values for 15 percent and net cash flows 
for the applique are: 
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Year 1 Year 2 Year 3 Year 4 Year 5 

Net Cash Flows $3,000 7,000 12,000 9,000 7,000 
Adjustment 0.8696 0.7561 0.6575 0.5718 0.4972 

To find the applique's adjusted net cash flow, multiply the net cash flows for each year 
by the adjustment for each year. After you have done the multiplication, total the five 
years. This sum is the aggregate adjusted net cash flow. For the new applique the total 
adjusted net cash flow would be: 

Year 1 Year 2 Year 3 Year 4 Year 5 

Net Cash Flows $3,000 7,000 12,G00 9,000 7,000 
Adjustment (at 15%) 0.8698 0.7561 0.6575 0.5718 0.4972 
Adjusted Net Cash 

Flows (at 15%) $2,609 5,293 7,890 5,146 3,480 
Total Adjusted Net 

Cash Flow (at 15%) $2,609 + 5,293 + 7,890 + 5,146 + 3,480 = $24,418 

You might want to compare these figures to the unadjusted net cash flows. There is
 
a significant difference all of which is due to the time value of money.
 

Year 1 Year 2 Year 3 Year 4 Year 5 

Net Cash Flows $3,000 7,000 12,000 9,000 7,000 
Adjusted Net Cash 

Flows (at 15%) 2,609 5,293 7,890 5,146 3,480 

Remember that the adjusted net cash flows reflect the value of the cash flows from 
the project in current (today's dollars. Now that the adjusted net cash flows have been 
calculated, the next step in the NPV calculation is to look at the initial costs. 

Initial Costs. All the expenses required to get the new project, product, or equipment 
started are initial costs. These costs are one-time events. If you are showing the same 
cost more than once, it should be included in the cash-flows-out. The type of costs 
usually included as start-up costs are: purchase price, installation expenses, freight-in or 
delivery, "roll-out" advertising, and one-time training costs. 

Let's go back to the sportswear applique example. Sure-Fire's sports applique projects
would have some one-time start-up costs like: sales training, operator training, new 
sewing machine attachments, and miscellaneous costs. The total of these initial costs for 
the applique would be $15,000. It is not necessary to adjust any of the initial costs. You 
are spending all the money now not nxt year or the year after that. Since the monzy 
would be spent curently, it requires no adjustment; a dollar today is worth a dollar. 

Net Present Value. Now Sure-Fire has all the estimates to calculate the net present 
value of manufacturing the applique. Adjusted net cash flows for the applique were 
$24,418 and initial costs were $15,000. The NPV for the applique project for Sure-Fire 
would be: 
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Adjusted Net Cash Flow - Initial Costs = NPV 
$24,418 - 15,000 = $9,418 

Since the NPV of the new sports applique would be $9,418, it is definitely a good
opportunity. Sure-Fire would cover all costs including the 15 percent required rate of 
return on the project, and, in addition to that, it would make $9,418 in today's dollars. 

There; are some reasons why Sure-Fire might not make the applique. Something even 
better could come along. It also might be impossible to raise the $15,000 initial costs 
from inside the business, or with additional contributions from owners, or to borrow it. 
Sure-Fire might be able to borrow the money if it were willing to pay more to get the 
money. However, one important thing to remember is: Any change in the cost of 
money changes the value of a project. 

Different Costs of Money 

If the cost of money changes, the value of any project will change. The rate you use 
for adjusting the cash flow will account for all of the change. In this way a project's
value can increase or decrease even though net cash flows and initial costs have not 
changed. Sure-Fire's applique project can illustrate this point. 

For example, let's say that everything about the applique is the same except the 
required rate of return hks changed. Initial costs for the applique are $15,000 and the 
net cash flow will last for five years at $3,000, $7,000, $12,000, $9,000, and $7,000. 
However, your banker his decided to lend you money for the applique at a lesser rate. 
In other words, your required rate of return can be lowered to, say, 10 percent. That 
lower rate will change the adjustment used to discount the net cash flows, and ultimately
the NPV of the applique project. 

Look at what happens to the value of the applique. Keep in mind that the net cash 
flows over the next five years and the initial costs for the applique are the same. The 
one change for the applique would bL the rate that Sure-Fire uses to adjust the net cash 
flows. When you use an adjustment for a 10 percent required rate of return, these are 
the figures: 

Year 1 Year 2 Year 3 Year 4 Yeai 5 

Net Cash Flows $3,000 7,000 12,000 9,000 7,000 
Adjustment (at 10%) 0.9091 0.8264 0,7513 0.6830 0.6209 
Adjusted Net Cash 

Flows (at 10%) $2,727 5,785 9,016 6,147 4,346 
Total Adjusted Net 

Cash Flows (at 10%) $2,757.+ 5,785 + 9,016 + 6,147 + 4,346 = $28,021 

When the net cash flows are adjusted at a 10 percent rate, the sum is higher than if 
the net cash flows are adjusted at 15 percent rate. This is because the required rate of 
return has been lowered from 15 percent to 10 percent. The difference in the two 
adjusted net cash flow totals is caused only by the different adjustment rates that reflect 
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the change in the cost of money. The ultimate measure of the applique's value is the 
money that Sure-Fire will net from the project, the NPV. Since the required return has 
decreased, NPV will increase. 

Adjusted Net Cash Flow - Initial Costs = NPV 
$28,021 - $15,000 = $13,021 

The applique's net present value is higher by $3,603. The $3,603 increase in value 
between the NPVs at a 15 percent versus a 10 percent rate is caused only by the change
in the required rate of return. The net cash flows were exactly the same before they 
were adjusted. 

Nctice that the difference in the adjusted net cash flows is the same as the difference 
in the NPVs. 

Sum of the Net 
Adjusted Net Initial Present 

Cash Flow Costs Value 
Adjusted at 10% $28,021 - $15,000 = $13,021 
Adjusted at 15% 24418 - 15.00 = 9.418 

Difference $ 3,603 0 $ 3,603 

The initial costs did not change; those dollars are spent now. Since the purpose of
adjusting dollars amounts is to determine what they are worth now, the present value of 
money that you spend now is 100 percent. 

On the other hand, if th. required rate of return increases due to such factors as an
increased borrowing rate, poor economic conditions, or a perceived high level of risk
from the project being considered, the value of an investment will fall. Go back to the 
applique and see what happens when Sure-Fire adjusts the net cash flows as a 20 percent
r! te. The i-ad*iusted net cash flows are the same over five years and the initial costs are 
the same. Only the adjustment rate is changed because the required rate of return has 
changed. Here .s how Sure-Fire's applique evaluation will change because of the higher
required return: 

Net Cash Flows $3,000 7,000 12,000 9,000 7,000
Adjustment (at 20%) 0.8333 0.6944 0.5787 0.4823 0.4019 
Adjusted Net Cash 

Flows (at 20%) $2,500 4,861 6,944 4,341 2,813
Sum of the Adjusted Net 

Cash Flows (at 20%) $2,500 + 4,861 + 6,944 + 4,341 + 2,813 = $21,459 

The sum of the adjusted net cash flows is lower at 20 percent than at 15 percent. At
15 percent that sum was $24,418 and at 20 percent the sum is $21,459. All of the $2,959
decrease ,_n the applique's value is caufed by an increase in the required rate of return
from 15 percent to 20 percent. The difference of $2,959 in th,- two sums will carry
through to the NPVs. 
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Adjusted Net Cash Flow - Initial Costs = NPV 
$21,459 - 15,000 = $6,569 

The net present value when money costs 20 percent is lower by $2,959 than when the 
discount rate was 15 percent. The $2,959 difference between the NPVs at 15 percent 
and 20 percent i,, This changecaused only by the rate used to adjust the net cash flows. 
reflects an increase in the required rate of return. The net cash flows were exactly the 
same before they were adjusted for this increase in required return. Again the difference 
in the adjusted net cash flows is the same as the difference in the net present values. 

Sum of the Net
 
Adjusted Net Initial Present
 

Cash Flow Costs Value
 

Adjusted at 20% $21,459 - $15,000 - $6,459 
Adjusted at 15% 24.18 - 15.000 9.418 

Difference - $ 2,959 0 - $2,959 

These examples about Sure-Fire's new applique show more than the great difference 
that the cost of money can make. They also illustrate why interest expense is not 
included in the cash-flows-out to find the net :ash flow; it would be double counting to 
include interest expenses in cash-flows-out beyond calculating the effect on income taxes. 
The required rate of return that you choose to adjust the net cash flows will take the 
time value of money into account automatically whether you borrow the money, 
contribute equity, or take it out of your business. 

Whether the cost of money is 10 percent, 15 percent, or 20 percent, the applique is 
still a good investment for Sure-Fire. Although the NPV of the applique is different with 
each required rate of return, the NPV is always far greater than zero between rates of 
10 percent and 20 percent. 

Note that if the new applique earned exactly a 20 percent return, the NPV would have 
been zero. Since the applique's NPV is greater than zero when money costs 20 percent, 
its return is greater than 20 percent. If through trial and error, a person increased the 
adjustment rate enough, he or she would find that the discount rate that would make the 
NPV of the project zero, is just under 35.t,- percent If you use an adjustment rate 
higher than this, the NPV of the applique will be negative. Clearly, project's NPVs 
change with the rates of return that "re used to adjust the net cash flows. The other 
factor that can change the NPV of the same project is the net cash flows' timing. 

Different timing of net cash flows 

Net present value not only accounts for the cost of money, it accounts for the timing 
of net cash flows, too. Two projects could have the same total net cash flows, but 
differences in the timing of those cash flows could have a great effect on how valuable 
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the project would be. Whether a project receives larger cash flows earlier or later in 
its life can make a great difference in the project's value. If a project receives larger 
cash flows sooner, it will be more valuable than a similar project that receives the same 
larger cash flows later. Sure-Fire's applique can illustrate this point. 

The applique has a total net cash flow of $38,000. A competitor has another applique 
that has the same total net cash flow, $38,000. However, the timing of the cash flows 
is different. Sure-Fire's applique would probably be a slower starter because it is for a 
fledgling hockey team. The competitor's applique would probably have higher sales 
initially and have lower sales later. The competitor's applique is for a hockey team that 
is established and doing well now, but many of the players are about to paz, their 
athletic prime. 

Sure-Fire's Applique Competitor's Applique 
Net Cash Flows Net Cash Flows 

Year 1 $ 3,000 $ 7,000 
Year 2 7,000 12,000 
Year 3 12,00. 9,000 
Year 4 9,000 7,000 
Year 5 7.000 3.000 
Total Net Cash Flow $38,000 $38,000 

Of course, none of these net cash flows have been adjusted for the time value of 
money. The required rate of return for the investment in appliques for both companies 
is 15 percent. When the adjustments are made and the net cash flows totaled, an 
interesting difference emerges. 

Sure-Fire's Adjust- Adjusted 
Applique Net ment Net Cash 

Cash Flow (15%) Flows 

Year 1 $ 3,000 0.8696 $ 2,609 
Year 2 7,000 0.7561 5,293 
Year 3 12,000 0.6575 7,890 
Year 4 9,000 0.5718 5,146 
Year 5 ,000 0.4972 3.48 
Total Net $38,000 $24,418 

Competitor's 
Applique Net 

Adjust-
ment 

Adjusted 
Net Cash 

Cash Flow (15%) Flows 

Year 1 $ 7,000 0.8696 $ 6,087 
Year 2 12,000 0.7561 9.073 
Year 3 9,000 0.6575 5,918 
Year 4 7,000 0.5718 4,003 
Year 5 3.000 0.4972 1,492 
Total Net $38,000 $26,573 
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The Sure-Fire's applique has adjusted net cash flows that total $24,418. However t1e 
competitor's applique has a total adjusted net cash flows of $26,572. The difference in 
the adjusted net cash flows from the two appliques is caused only by a change in the 
timing of the net cash flows. The total unadjusted net cash flow and the adjustment rate 
are the same. Only the order in which the net cash flows are earned has changed, but 
this has made a $2,155 difference. 

$26,573 - 24,418 = $2,155 

This same dallar amount difference, $2,155, would be found in the NPVs of the two 
appliques because the initial costs were the same for both, at $15,000. 

Total Adjusted Net Cash Flow $24,418 $26,573 
(Less) Initial Costs 15.050 

New Present Value $ 9,418 $11,573 

Net present Value is responsive to the cost of money, and the timing of cash flows 
regardless of the type of investment decision for which it will be used. With NPV, 
products, equipment, or services can be evaluated. NPV can also be used to make 
decisions about equipment replacements. Since this has been a popular use for NPV, 
let's look at a NPV analysis for an equipment replacemcnt decision. 

Neeley, Lynn. "]bree questions that net present value analysis can help you answer." Small Business Forum, Winter 1992/1993. 0 Small 
Business Forum. Translated and used with permission. 
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Case Study 2: Replacing old Equipment
 

Another use for net present value is evaluating whether replacing old equipment
would be a valuable purchase or not. New technology can increase efficiency, and new 
equipment could give a business owner an ego boost; but will it be valuable to the 
business? To illustrate this use of NPV, let's go back to operations at Sure-Fire. 

Since you are the manager of Sure-Fire, the owner has asked you to decide whether 
to replace an old press. A new press will not increase production by even one unit, but 
since Sure-Fire bought the old press, the technology has changed drastically. The old 
press is incredibly durable, but a new press is much more efficient. Efficiencies from a 
new press would give you substantial savings in labor and maintenance over your old 
press. 

Should Sure-Fire keep the old press or buy a new one? To get a def'nite dollars­
and-cents idea of whether it would pay to replace that old press, use net present value. 

If you can get a new press, there will be additional cash-flows-in, cash-flows-out, and 
initial costs. These are different cash flows from those the business has currently. If you
keep the old press, there are no additional cash flows that are different from those 
currently earned or paid. Nothing has changed if no new press is bought, and the old 
press is kept. 

Cash-flows-in. First you have to consider the cash-flows-in that the new press will 
produce. The new press would save Sure-Fire about $6,000 yearly in labor and 
maintenance for the next five years. That saving in operating costs will be the only cash­
flow-in that a new press would generate. The next step in evaluating whether to replace 
the old press is to determine the cash-flows-out. 

Cash-flows-out. The only ash-flows-out that you anticipate for a new press will be 
extra income taxes paid on the higher income Sure-Fire will have because of the savings
in operating costs from the new press. Before you can calculate the change in income 
taxes accurately, you will have to look at financing costs for the new press and 
depreciation for both the old and new presses. Depreciation affects the additional 
inco,.le taxes that would be due on higher income that Sure-Fire would have with a new 
press. This has to be included to get a clear picture of how Sure-Fire will be affected. 

Depreciation's tax ,ffects. The depreciation expense that is deducted on income tax 
returns and appears on financial statements is determined by a schedule that is set up
based on an asset's "book value." By using depreciation, an asset's book value is 
deducted gradually over the useful life of the asset. An important point is that the 
depreciable book value of an asset may not be the same as the sticker price or the initial 
cost of the asset. Let's determine the "book value" of the new press for Sure-Fire. 

The book value of a new press would include the actual purchase price, delivery
charges, installation costs, and any one-time set-up or opefacing training costs. The best 
sticker price that Sure-Fire can find on a new press is $17,500. If Sure-Fire buys that 
machine, installation costs will total another $2,500 before it can be used. 
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Fortunately, you have been able to negotiate with the vendor to absorb the delivery
and freight charges for shipping that new machine to Sure-Fire. If you had not been 
able to get those concessions from the vendor, the freight charges would be included in 
the book value. Another plus for the new press is that you will not have any down­
time in the shop while the machine is installed; space for it is available and the 
installation will not disrupt Sure-Fire's production process. This is the calculation of the 
new press's book value: 

Book Value for Depreciation (New Press) 

Sticker Price $17,500 
Installation 2,500 
Delivery 0 
Book Value $20,000 

Under the current scenario, if you buy a new press, you would sell the old one. 
Because of their durability there is a good market for this kind of used press. Even 
though you can probably get about $2,000 when you sell the old press, the $2,000 cannot 
be subtracted from the book value of a new press. So the book value used for 
depreciating the new press is $20,000.6 

The $20,000 book value of the new press is the amount that Sure-Fire depreciates 
over the press's useful like, which is the next five years. The technology on this type of 
machine has been advancing rapidly and those advances are probably going to continue. 
So in five years, a press that Sure-Fire could buy today would probably be worthless. At 
the end of the fifth year you could probably trade with someone to haul it away for the 
scrap value that they can get out of :t. Since the new press would be worthless to Sure-
Fir,-in five years, the new press's entire book value can be depreciated.7 

You have decided to depreciate the new machine using a straight-line technique
This means Sure-Fire would deduct the same amount each year for the next five years.
To calculate the amount of depreciation on the new press, divide the new press's book 
value by its useful life, five years. This is tho amount of depreciation Sure-Fire would 
deduct each year on income tes and financial statements as depreciation expense for 
the new press. For this new press the depreciation each year would be: 

Book Value/Years of Asset Life = Annual Depreciation 
$20,000/5 = $4,000 

Since the depreciation on the new press would be the same each of the next five 
years, Sure-Fire's depreciation schedule for the new press will look like this: 

Year 1 Year 2 Year 3 Year 4 Year 5 
Depreciation Sche

(New Press) 
dule 

$4,000 4,000 4,000 4,000 4,000 

You also have to consider the depreciation you would give up if Sure-Fire got rid of 
the old press. The book value of the old pyess is $2,000 and it will last another five 
years. I" However, when the old press was purchased four years ago at a cost of $10,000, 
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a straight-line depreciation schedule was established assuming no salvage value at the 
end of its estimated useful life. As a result, the company has been depreciating $2,000 
per year for this asset. The final $2,000 of book value will be depreciated over the next 
year, leaving the value on the books of the old press at $0 at the end of this year.
Therefore, the depreciation expense that Sure-Fire would show each year on its income 
tax returns and financial statements by keeping the old press is $2,000 next year and $0 
for the next four years. 

Year 1 Year 2 Year 3 Year 4 Year 5 
Depreciation Sche

(Old Press) 
dule 

$2,000 0 0 0 0 

The point of all those depreciation calculations is to find the impact that these 
chaniges will have on Sure-Fire's before-tax income. Extra income taxes must be paid 
on the higher income Sure-Fire will have from the operating savings that the new press
will provide. Additional income before taxes must be calculated to include giving up the 
old press's depreciation and at the same time getting the new press's depreciation as an 
expense. As you can see, the additional after-tax income in year one is $3,220 on the 
books. 

New Press Profit on the Books-Year 1 

Annual Savings $6,600 
Depreciation (New) $4,000 
(Less) Depreciation (Old) 2.M 
(Less) Additional Depreciation 2.00 
Additional Income before Taxes 4,600 
(Less) Additional Income Taxes (30%) LM 
Additional Income after Taxes $3,220 

By year two, the situation will have changed due to the complete depreciation of the 
old press. 

New Press Profit on the Books-Year 2 

Annual Savings $6,600 
Depreciation (New) $4,000 
(Less) Depreciation (Old) .
 
(Less) Additional Depreciation 4.000
 
Additional Income before Taxes 2,600 
(Less) Additional Income Taxes (30%) 780 
Additional Income after Taxes $1,820 

The differences between years one and two relate solely to the amount of depreciation 
available for the old prtss. 

Now you can get a complete picture of how cost savings in operations, and increased 
income taxes will affect the cash flows at Sure-Fire. It is interesting to compare the 
numbers on the books with cash flow. 
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The new press will look different in terms of net cash flow than how it will appear on 
the books. Remember that NPV focuses on additional net cash flow. From either point 
of view the annual operating expense savings will be the same, $6,600, a cash-flow-in. 

Year 1 

New Press Profit New Press in 
on the Books Net Cash Flow 

Annual Savings $6,600 $6,600
 
Depreciation (New) $4,000
 
(Less) Depreciation (Old) 2.000
 
(Less) Additional Depreciation 2.000
 
Additional Income before Taxes 4,600
 
(Less) Additional Income Taxes (30%) 13 18
 
Additional Income after Taxes $3,220 Additional Net Cash Flow $5,220
 

Year 2 

New Press Profit New Press in 
on the Books Net Cash Flow 

Annual Savings $6,600 $6,600 
Depreciation (New) $4,000 
(Less) Depreciation (Old) . 
(Less) Additional Depreciation 4.000 
Additional Income before Taxes 2,600
(Less) Additional Income Taxes (30%) 780 780 
Additional Income after Taxes $1,820 Additional Net Cash Flow $5,820 

Extra taxes that Sure-Fire must pay on the extra income are also the same because 
paying income taxes is a c,sh-flow-out. Savings from operations and additional income 
taxes paid are the only changes in cash flow that the new press would cause for Sure-
Fire. Additional net cash flows from the new press will total $5,220 for year one and 
$5,820 for each of the next four years. Additioral income on the books is $2,000 lower 
than additional net cash flow in year one and $4,000O lower over the remaining four years.
Depreciation causes these differences. 

Depreciation shows only on Sure-Fire's "books;" this is where the difference between 
"book"income and new cash flow appears. However, to calculate any additional income 
tax liability, depreciation will always have to be calculated and included. Sure-Fire would 
receive $5,220 additional net cash flow next year from the new press. 

Initial Costs. The initial costs of buying he new vress versus continuing business with 
the old press is the next step in NPV calculations. As we said earlier, the sticker price 
on the new press is $17,500. Installation costs will total another $2,500. The vendor 
absorbed the delivery charges for shipping the new machine to Sure-Fire. If you had not 
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been able to get those concessions from the vendor, the freight and delivery charges
would be an ilitial cost also. There is no shop down-time while the machine is installed 
because space for it is open. The last item to include in the total initial cost is the 
money Sure-Fire can get from selling the old press after the new press has been installed. 

The old press can be sold for $2,000. It is in good condition and there is an active
"used" equipment market for this kind of press. The money that Sure-Fire receives from 
the sale of the old press should be subtracted from the initial cost of the new press:1' 

Initial Cost (New Press) 

Sticker Price $17,500 
Installation 2,500 
Delivery 0 
(Less) Sale on Old Press 2.000 
Total Initial Cost $18,000 

The difference between book value and initial costs of the new press is $2,000 (the 
money from the sale of the old press). When an old asset is replaced by a new asset, 
the new asset's initial costs include all the cash costs and the cash received on the sale 
of the asset (hat it replaced. 

New Present Value. Now you can find the NPV for the new press at Sure-Fire by
adding the adjusted net cash flows and subtracting the initial costs. Adjust the net cash 
flows at 15 percent. 

Year 1 Year 2 Year 3 Year 4 Year 5 

Net Cash Flows $5,220 5,820 5,820 5,820 5,820

Adjustment (at 15%) 0.8696 0.7561 0.6575 0.5718 0.4972
 
Adjusted Net Cash
 

Flows (at 15%) $4,539 4,401 3,827 3,328 2,894
 
Total Adjusted Net
 

Cash Flows (at 15%) $4,539 + 4,401 + 3,827 + 3,328 + 2,894 = $18,989
 

Adjusted Net Cash Flow - Initial Costs = NPV 
$18,989 - 18,000 = $989 

The new press exceeds the 15 percent required rate o return and would therefore be 
considered a good investment if Sure-Fire has the money and wants the new press. In 
other words, the new press will earn enough money to cover all costs including the 15 
percent required rate of return and an additional $989 over and above all costs. We 
have evaluated new products, compared different costs of money, contrasted different 
cash flow timing, and examined replacing equipment by using net present value. 

Could NPV be used to evaluate a new service? 

Neeley, Lynn. "Three questions that net present value analysis can help you answer." Small BusinessForum, Winter 1992/1993. 0 Small 
BusinessForum. Translated and used with permission. 
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Case Study 3: Adding a New Service
 

Net present value can be useful for service businesses of all types. The best way to 
show this is with an example about a service business. 

Roho's Barbecue is a restaurant and catering service located in the same town as 
Sure-Fire. Roho is a friend of yours and has talked with you about starting a lunch 
delivery service. Customers who phone in orders by 10:30 a.m. could have their lunch 
delivered between 11:00 a.m. and 2:00 p.m. Roho believes this new ;ervice would 
generate dependable extra sales without cannibalizing his lunch walk-in trade. 
Unfortunately, Roho has learned that two new delivery trucks, a necessity for the lunch 
delivery service, will cost a total of $24,000. 

Roho is convinced that this kind of convenient, time-saving service will become 
popular in some parts of town. Several parts of town have high densities of shops or 
stores with owner/operators and office complexes. These are the people that Roho 
believes will represent most of the regular customer base for a lunch delivery service. 
Roho anticipates sales that average 50 meals a day, Monday through Friday, as a 
reasonable demand for the delivery service. To start the net present value analysis,
Roho has to estimate cash-flows-in. 

Cash-Flows-In. Roho believes that over the next five years the restaurant will de iver 
an average of 50 meals per day for 5 days a week on a year-round basis. Roho has 
decided that the average price per meai and minimum delivery purchase per stop will 
be the same at $8.50. Roho had two reasons for the $8.50 average delivered meal price.
First, the average lunch menu item served in the restaurant is about $6.00. Roho figures
that the time to drive from the parts of town with most of the shops and offices to the 
restaurant is worth far more than $2.50 to the potential customers. The second reason 
is related to the way in which the delivery and service personnel will be compensated. 

Delivery personnel will work for a low wage plus tips. Those tips will be shared with 
the service personnel who will arrive two hours earlier than usual at the restaurant to 
take the phone orders. Roho thinks that this will give the delivery and service pe. io.inel 
an incentive to be pleasant with customers and accurate with orders. If the averagt meal 
price is $8.50, tax is about 60 cents. That is an average total customer bill of $9.10. A 
deliveiy person would probably receive at least $10 for the combination of meal, tax, and 
tip. A $10 bill would be easy, quick, convenient, and few people would not give the 90 
cent tip on a $9.10 bill. Given the $8.50 average meal price and the expected demand 
level, cash-flows-in should be $110,500 for each of the next five years. 

50 Meals/Day @ $8.50/Meal = $425/Day 

$425/Day X 260 Days/Year = $110,500 

Cash-Flows-Out. Extra cash-flows-out that Roho foresees for the lunch delivery
service would be for: food; food preparation; three part-time delivery people;
advertising; licenses; recyclable take-out containers, cutlery, and condiments; and truck 
maintenance and/or operating expenses, like gasoline, maintenance, and insurance. 
Since the business is 
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expected to flourish, Roho expects to hire another prep/line cook for the first shift, to 
add higher-salaried-hours for two regular service personnel to take the orders, and to 
compensate the day manager for the additional responsibility of the delivery service. 
Roho figures that a partial schedule of cash-flows-out over each of the next five years 
would be: 

Truck Maintenance/Operating Costs ($100/wk/truck) $10,400 
Advertising ($25/wk) 1,300 
Food (25% of receipts) 27,625
Food Preparation (30 hrs/wk @ $12/hr wage + benefits) 18,720 
Containers/Condiments/Cutlery (@ $0.50/meal) 6,500 
Service Personnel (20 hrs/wk @ $10/hr wage + benefits) 10,400
Delivery Personnel (12 hrs/wk @ $5/hr wage + benefits) 9,360 
Uniforms ($5/day/person) 3,900 
Licenses/Fees 500 

$88,705 

These cash-flows-out, $88.705, only represent part of the total annual cash-flows-out.
 
The day manager has to be compensated and motivated to run this delivery service well,
 
ard income taxes will be due on any additional income. The tax liability and also the
 
manager's compensation have to be added into the calculation of cash-flows-out.
 

Roho believes that 50 percent of the before-tax-and-depreciation profit would be a
 
good deal for the manager. Since the gross profit is $21,795, the day manager's
 
compensation would be $10,898.
 

Total Receipts $110,500 
(Less) Cash-Flows-Out _88.70 

Gross Prifit before Taxes or Depreciation $ 21,795 
Manager's 50% $10,898 

The manager's compensation is then added to the other cash-flows-out. 

Cash-Flows-Out $ 88,705 
Manager's 50% 10.898 
Total Cash-Flows-Out except Taxes and Depreciation $ 99,603 

In order to figure out what additional income taxes will be due, depreciation on the 
two new trucks has to be calculated and included on the books. Remember that 
expenses for tax purposes are not the same as cash-flows-out because depreciation 
expense is included for tax purposes. 

The two trucks cost $12,000 each and can be depreciated over three years on a 
straight line basis. This schedule allows $8,000 depreciar;on each year for the trucks over 
the first three years of the lunch delivery project. 

2 Trucks @ $12,000 each = $24,000 

$24,000/3 Years = $8,000 Annual Depreciation 
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Now depreciation can be added to the other expense so that additional income taxes 
that would be due can be calculated. 

Annual Receipts $110,500 
(Less) Expense (except Depreciation) 99.603 

Gross Profit 10,897 
(Less) Depreciation 8,000 
Additionai Income before Taxes 2,89712 
Additional Income Taxes (30%) 869 

Additional Income after Taxes $2,028 

During the three years that the trucks are depreciated, profits for income tax purposes 
will be di fferent from net cash flows. The difference will be in depreciation. 

First Three First Three 
Years of New Year of 
Service Profits New Service 
on the Books Net Cash Flow 

Annual Receipts $110,500 $110,500 
(Less) Expense (except Depreciation) 9 99.603 
Gross Profit 10,897 10,897 

(Less) Depreciation 8.000 
Additional Income before Taxes 2,897 
Additional Income T-.o:es (30%) 869 
Additional Income after Taxes $2,028 Additional Net Cash Flow $10,028 

For the first three years, Roho will get $10,028 per year in extra net cash flow, but will 
show income of only $2,028 on the books for income tax purposes. The $8,0C0 
difference is the amount of depreciation taken as an expense. 

The last two years of the delivery service will have net cash flows that are the same 
as profits for income tax purposes because there will be no more depreciation expense. 

Final Two Final Two 
Years of New Year of 
Service Profits New Se-rci 
or the Books Net Cash Flow 

Annual Receipts $110,500 $110,500 
(Less) Expense (except Depreciation) 996.U 99.603 
Gross Profit 10,J'97 10,897 

(Less) Depreciation 
Additional Income (Loss) before Taxes 10,897 
(Less) Additional Income Taxes (30%) 3,269 3.269 
Additional Incomeafter Taxes $7,628 Aditional Net Cash Flow $7,628 
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This illustrates the "tax shelter" effect of depreciation. Sometimes depreciation is 
know as a "tax shield." If you contrast the first three years with the final two years, you 
can see why. The cash flows before depreciation and taxes are the same all five years. 
However, for each of the first three years during which depreciation is paid, additional 
income tax liability is reduced to $869 per year due to the deduction taken for 
depreciation. But during the final two years, Roho will have no depreciation with which 
to reduce his tax liability and will thus incur a tax bill of $3,269 each year. 

Roho has to decide what the required rate of return would be for the delivery service. 
Roho is one of The Bank's best and oldest customers. Roho has a great relationship 

with the loan officers and is widely respected in the community. Roho can get loans with 
a minimum size of $20,000 for 0 percent. That is great, but Roho's business is small and 
a $20,000 investment represents a large gamble relative to what he is currently making 
on his operations. Roho decides that to compensate himself for the large risk involved 
in undertaking this venture, he will require a 20 percent return. 

Now that Roho has calculated the net cash flows, and determined a 20 percent 

required return, the net cash flows can be adjusted and summed. 

Year 1 Year 2 Year 3 Year 4 Year 5 

Net Cash Flows $10,028 10,028 
Adjustment (at 20%) 0.8333 0.6944 
Adjusted Net Cash 

Flows (at 20%) $ 8,356 6,963 
Total Adjusted Net 

Cash Flows (at 20%) $8,356 + 6,963 

10,028 7,628 7,628 
0.5787 0.4823 0.4019 

5,803 3,679 3,066 

+ 5,803 + 3,679 + 3,066 = $27,867 

Initial Costs. Initial costs would be significant even though the coolers and kitchen 
could handle a higher volume of business, and the restaurant already has a rotary phone 
system. Two new delivery trucks would represent most of the initial costs for the new 
service, $24,000. The catering part of the business has five trucks that it has used 
primarily on weekends and at night. Roho intends to keep all those older, low-use 
trucks. All the catering trucks are old and wouldn't hold up to the hard running 
conditions and frequent stops that would be necessary for a lunch delivery service. 
Realistically, the catering trucks can be relied on only for the equivalent of one delivery 
per day Other tan the two new trucks, introductory advertising and charges for extra 
telephone lines would be the only initial costs. Total initial costs would probably look 
like this: 

Phone Serrice/Installation Charges $ 200 
Advertising 200 
Two Delivery Trt-cks 24.000 

Total Initial Costs $24,400 

Net Present Value. When the initial costs are subtracted from the adjusted net cash 
flows, Roho's new delivery service has a positive net present value, $3,467. That means 
thait new service will meet Roho's requirements with an additiona! return. 
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Adjusted Net Cash Flow - Initial Cost = NPV 

$27,867 - 24,400 + $3,467 

Based on these calculations, Roho intends to go ahead with the project. But there are 
some important points to keep in mind. 

Estimates of costs and sales projections should be double-checked. Those cost 
estimates include the required rate of return. If the assumptions used to estimate sales 
and expenses are based upon potentially inaccurate evidence, then the discount rate used 
would have to be increased, and, therefore, the net present value of the delivery service 
would be lower, possibly even negative. 

Neeley, Lynn. "Thret questions that net present value analysis can help you answer.' Small BusinessForum, Winter 1992/1993. a Small 
Business Forum. Translated and used with permission. 
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