Using Financial Statements and Microsoft® Office Small Business Edition 2003 to Monitor the Health of Your Business

Accounting is the language of business, and financial statements are the best tools for assessing a company’s financial picture. Whether you’re a business owner, an employee, an investor, or a representative of a financial institution, financial statements can help you monitor and gain insight the health of a business. And for business owners, these insights can lead directly to strategies for increasing revenues or reducing costs.

This paper provides a concise overview of the most essential accounting and financial concepts to help you map out an effective plan for your business and monitor its progress. Included is a description of the key financial statements, an explanation of why they are important, how and when to use them, and the input each requires. Throughout this article, you will also find easy-to-use, practical financial tips that you can apply to your business today.

There are seven professionally designed templates on this CD – and many more on Office Online – that correspond to all of the concepts discussed below. They are designed for use with Office Small Business Edition 2003 and are compatible with Microsoft Office Excel 2003, Microsoft Office Word 2003, and Microsoft Office PowerPoint® 2003. Each template can be quickly customized to meet the unique needs of your business. Combining these templates with the power and familiarity of Office Small Business Edition 2003 enables small businesses like yours to more accurately and efficiently manage financial information and assess the bottom line.
Planning the Financial Future of Your Business
The starting point of any successful journey is having a good road map. For a small business, the best road map is a well-defined business plan with well-researched financial projections. The real value of creating a business plan is not in having the finished product in hand; rather, the value lies in the process of researching and thinking about your business in a systematic way. The act of planning forces you to confront all of the key issues for your business, study and research if you are not sure of the facts, and look at your ideas critically. It takes time now, but avoids costly – perhaps disastrous – mistakes later.

Planning should not be a one-time event prior to launching a new business. If your business is already established, revisiting the planning process forces you to review the key assumptions in your business model:
· Have new competitors entered the market – and do we still have a unique competitive advantage?

· How have our profit margins changed on various product or service lines?

· What is our ratio of business from repeat customers to new business?

· Do we have enough new products coming down the pipeline to continue to grow the business?

· Are we doing a good job of delivering a consistent brand and image of the company?
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Answering these strategic questions every quarter or at least once a year can help make a business plan a “living narrative” to guide the day-to-day operations of your business. The templates on this CD can also help you master this important step.
The Business Plan for Startup Business and Business Plan for Established Business templates are designed for use in Word 2003 and are provided by SCORE®, the Service Corps of Retired Executives (www.score.org). They consist of a narrative and several financial worksheets. The narrative template is the body of the business plan. It contains more than 150 questions that can help you focus your planning efforts effectively. When you are finished writing your first draft, you’ll have a collection of small essays on the various topics of the business plan. Then you’ll want to edit them into a smooth-flowing narrative.

[image: image6.wmf]Now you are ready to tackle the financial projections that are a key pillar of your business plan. An accurate sales forecast for your product or service is the best place to begin. The 12 Month Sales Forecast template for Excel 2003 is the foundation of your financial plan, so make sure that your assumptions are realistic. SCORE includes some good pointers within the template, such as studying past sales records for recurring factors like seasonal or other periodic fluctuations. It also makes sense to forecast sales according to the natural divisions that make sense for your type of business, such as product lines, departments, branch locations, customer groups, geographical territories, or key contracts.
Your sales forecast then plugs into the 12 Month Profit and Loss Projection, another SCORE template for Excel 2003. This enables you to estimate the Cost of Sales, which are the costs directly associated with producing and delivering your product or service. The other expense component is Operating Expenses, which are line items not directly related to your product or service. Operating Expenses typically can be thought of as “fixed” (items like rent that would not typically vary with sales) or “variable” (items like sales commissions that would be expected to vary with sales). Another way to classify Operating Expenses would be “Sales and Marketing,” “Research and Development,” and “General and Administrative.” As with all of your forecasting assumptions, it is essential to be honest with yourself and the realities of the business. For example, if you underestimate your Cost of Sales, you may make the fatal mistake of under pricing your product. It is also useful to give your sales and expense projections a reality check by comparing them to industry benchmarks – and the template has this capability built in.

You should really try to forecast your sales revenues and expenses going out three years – or five years, which may be required if you are seeking venture capital funding. Anything beyond three to five years requires too many fuzzy assumptions, so do the first year on a month-by-month basis and the subsequent years on a quarter-by-quarter basis. The Four Year Profit Projection template from SCORE can help you with this.
[image: image7.wmf]A key to successful planning is being able to understand the “sensitivities” in your estimates. In other words, try a series of “what if” scenarios around your key assumptions to see the effect on the bottom line (e.g., “If I spend an additional $20,000 in advertising, what would my sales need be to make it worthwhile?”). Consider running various scenarios – best case, worst case, and most probable – around key assumptions to determine where the key risk exposures are in your financial model. This will enable you to make more informed, proactive decisions. For example, if you are a manufacturing company and your projected profits are highly sensitive to the price of a key component, you might consider a longer term contract with a supplier that locks in the price of that component.

A standard concept for “what if” analyses is the break-even point. This is simply the sales volume where sales revenues exactly equal your costs and expenses, resulting in zero profit. By definition, any sales volume above the break-even point will result in profits. This gives you – and your investors – a quick read on how much you have to scale up the business to reach profitability. This is easily done with Excel 2003 and the Break-Even Analysis template from SCORE. You simply tally up your fixed costs in dollars and express your variable costs as a percentage of sales. The template then automatically calculates your break-even sales level – the sales you need to cover your fixed costs after taking out a percentage of each sales dollar for variable costs. 
The Business Plan Presentation template for PowerPoint 2003 summarizes the key points in your Business Plan into a concise, 12 slide presentation suitable for introducing your business to potential investors, customers, suppliers, or employees. Be aware that while this presentation is a useful selling tool, you will still need a complete, detailed business plan to secure financing.

Monitoring the Ongoing Health of Your Business
Once you complete the periodic planning process described above, you will have a detailed road map for the success your business. But even the best laid plans must adapt and change. That’s why you need additional financial tools to measure how your business is doing over time and compared to your projections. In this section we will focus on five key financial needs for any business – and the financial statements and corresponding templates on this CD that can help you measure them:
1. Ensuring sufficient short-term liquidity to stay in business – using the Balance Sheet
2. Understanding the cash flow needs of your business – using the Cash Flow Statement
3. Measuring the profitability of your business over a period of time – using the Profit and Loss Statement
4. Measuring the value of your business at a point in time – using the Balance Sheet
5. Fine-tuning your business with ratios that tie it all together – bridging the Balance Sheet and the Profit and Loss Statement
We will use examples to illustrate these concepts, taken from the templates on the CD populated with representative figures from Tailspin Toys, a fictitious toy manufacturer.
Step 1: Ensuring sufficient short-term liquidity
[image: image8.wmf]Many businesses fail not because they are unprofitable but because they do not have enough “liquid capital” on hand to pay their bills in the first 6-18 months. Working capital is the primary measure of liquidity: the amount of money your business has to pay its bills in the short-term (typically defined as a 12 month period). Working capital is simply your current liabilities [B] subtracted from you current assets [A]. (A, B and other such designations refer to the Tailspin Toys examples in the paper.)
Another well known measure of liquidity is the Current Ratio [A/B]. An even more stringent test is the Quick Ratio [(A-C)/B], which leaves out the less liquid inventory balance from the calculations. Both ratios should be above 2.0 for a small manufacturing company.

Exhibit 1: Sample Working Capital Calculation using the Balance Sheet with Financial Ratios template
[image: image1.wmf]Current ratio  [A/B]

2.65

Working capital  [A-B]

$332,000

Quick ratio  [(A-C)/B]

2.28

Debt-to-equity ratio  [(G+H)/F]

0.16

Cash ratio  [D/B]

0.18

Debt ratio  [(G+H)/E]

0.12

% of 

ASSETS

% of 

ASSETS

Current assets

  

Current liabilities

  

Cash and cash equivalents  [D]

               37 

1.6%

Loans payable and current portion long-term debt  [H]

               38 

1.7%

Short-term investments

             152 

6.6%

Accounts payable and accrued expenses

             120 

5.2%

Accounts receivable  [I]

             192 

8.4%

Income taxes payable

               33 

1.4%

Inventories  [C]

               74 

3.2%

Accrued retirement and profit-sharing contributions

               10 

0.4%

Deferred income taxes

               44 

1.9%

Prepaid expenses and other current assets

               34 

1.5%

Total current assets  [A]

 $          533 

23.3%

Total current liabilities  [B]

 $          201 

8.8%

Tailspin Toys Balance Sheet 

For the Period Ending December 31, 2003

ASSETS

LIABILITIES

Stated in 000s


Exhibit 1 shows a section of the Balance Sheet with Financial Ratios template for Excel 2003 with data for Tailspin Toys. The company has $332,000 of working capital, indicating that it can cover its bills in the near term. Tailspin Toys also looks sufficiently liquid when you consider that both its Current Ratio and its Quick Ratio are above 2.0.
Step 2: Understanding your cash flow needs
Cash flow is the essence of working capital: cash is the most liquid asset, and it is what your business ultimately needs to pay its bills. Let’s take a moment here to distinguish between “cash flow” and “profitability,” two basic concepts that often get confused:

· Cash flow: An operating concept that tracks the sources (cash coming in) and uses (cash going out) of cash over a period of time. Think of it as your company’s checking account statement for that period.

· Profitability: An accounting concept describing your company’s ability to generate more in sales than its costs and operating expenses.

We’ll get into more detail on the differences between the two in the next section, but remember this rule-of-thumb: Your creditors don’t really care how much profit you’re generating – they are paid in cash, not profit.

[image: image9.wmf]The 12 Month Cash Flow Statement template from SCORE for Excel 2003 is a great tool for tracking the movement of cash over a period of time. It can be used to look back on how you did once you have all of your numbers or, better yet, as a Cash Flow Projection to ensure that you don’t run low on cash in the coming year. 
It can be useful to divide cash flow into at least two subsets. One subset should be “cash from operations,” which is simply cash coming in from customers less cash paid out to suppliers, employees, and for other operating expenses like rent and utilities. The second subset of cash flow is a bit of a grab bag that encompasses financing activities (sources of cash from selling stock and borrowing, or uses like paying interest and dividends), investments in productive assets, and cash used to pay taxes.
Step 3: Measuring profitability 
Profitability describes a company’s ability to generate more in sales revenue than its costs and operating expenses. The Profit and Loss Statement (sometimes called Income Statement; often shortened to “P&L”) is the standard measure of profitability for a business over a period of time – typically a month of a year. The P&L is one of the two most important financials statements – both for internal management and for outside investors and financiers. The other is the Balance Sheet.

A well-constructed P&L can yield a multitude of insights into your business. Let’s focus on a few key ideas for setting up your P&L to maximize the learning opportunities.

[image: image10.wmf]Exhibit 2 (below) is a simplified version of the Profit and Loss Statement template for Excel 2003. One nice thing about this P&L design is that the three percentage columns at the far right allow you to quickly scan row-by-row to see if any line items are outside of their expected range. For example, if you scan down the “% Change from Previous Year” column you can see that Tailspin Toys’ Net Profit (also called Net Income) fell by 5% when compared to 2002 – even though Total Sales were up 24%. At first glance this seems counterintuitive – if sales go up, profit should go up, too. Let’s dig deeper to find out why this did not occur. Cost of Sales was not to blame because the Gross Profit (also called Gross Margin) was up by 27% - commensurate with the rise in Total Sales. Operating Expenses appear to be the culprit, having jumped 41%. Drilling down we can see that both Sales & Marketing and Wages & Salaries have gone way up – both relative to the previous year and to Tailspin’s budget. Clearly, spending needs to be reigned in! This is the kind of P&L analysis that produces actionable insights.

Exhibit 2: Sample Profit and Loss Statement

[image: image2.wmf]Profit and Loss Statement

Tailspin Toys

For the Year ending December 31, 2003

Stated in 000s

Gross margin  [L/J]

31.2%

Return on sales  [T/J]

8.1%

Prior 

Period

Budget

Current 

Period

Current 

Period as 

% of Sales

  % Change 

from Prior 

Period

% Change 

from 

Budget

Sales Revenue

Race cars

815

850

920

38.5%

12.9%

8.2%

Interactive dolls

1,110

1,320

1,470

61.5%

32.4%

11.4%

Total Sales Revenue  [J]

1,925

2,170

2,390

100.0%

24.2%

10.1%

Cost of Sales

Race cars

595

620

660

27.6%

10.9%

6.5%

Interactive dolls

745

925

985

41.2%

32.2%

6.5%

Total Cost of Sales  [K]

1,340

1,545

1,645

68.8%

22.8%

6.5%

Gross Profit

Race cars

220

230

260

10.9%

18.2%

13.0%

Interactive dolls

365

395

485

20.3%

32.9%

22.8%

Gross Profit  [L=J-K]

585

625

745

31.2%

27.4%

19.2%

Operating Expenses

Sales and Marketing

Advertising

78

95

120

5.0%

53.8%

26.3%

Direct marketing

37

50

62

2.6%

67.6%

24.0%

Total Sales and Marketing Expenses

  [M]

115

145

182

7.6%

58.3%

25.5%

Research and Development

Technology licenses

34

40

37

1.5%

8.8%

-7.5%

Total Research and Development Expenses 

 [N]

34

40

37

1.5%

8.8%

-7.5%

General and Adminstrative

Wages and salaries

82

110

140

5.9%

70.7%

27.3%

Supplies (office and operating)

17

18

19

0.8%

11.8%

5.6%

Meals and entertainment

10

10

11

0.5%

10.0%

10.0%

Rent

29

30

28

1.2%

-3.4%

-6.7%

Utilities

16

17

17

0.7%

6.3%

0.0%

Depreciation

19

18

20

0.8%

5.3%

11.1%

Total General and Adminstrative Expenses

  [O]

173

203

235

9.8%

35.8%

15.8%

Total Operating Expenses  [P=M+N+O]

322

388

454

19.0%

41.0%

17.0%

Income from Operations  [Q=L-P]

263

237

291

12.2%

10.6%

22.8%

Other Income  [R]

38

40

40

1.7%

5.3%

0.0%

Taxes

Income taxes

80

75

110

4.6%

37.5%

46.7%

Payroll taxes

17

21

28

1.2%

64.7%

33.3%

Total Taxes  [S]

97

96

138

5.8%

42.3%

43.8%

Net Profit  [T=Q+R-S]

204

181

193

8.1%

-5.4%

6.6%


Comparing your P&L results to financial benchmarks for your industry is another great way to gain useful insights. In the Tailspin Toys example, we see that for 2003 the Gross Profit expressed as a percentage of sales was 31%. But what does this number really mean? If Tailspin Toys was a software company with very little physical Cost of Sales, then its 31% margin would badly lag the industry average of 70-80%. But for toy manufacturers, a Gross Margin of 31% is above average.
A terrific resource for a wide range of industry financial benchmarks organized by NAICS Code is the Annual Statement Studies book published by the Risk Management Association (RMA). It is available at most public libraries, your bank, or by contacting the RMA (800-677-7621; www.rmahq.org). These benchmarks can also often be found via trade groups or associations.
One final thought on the Profit and Loss Statement before we move on to the Balance Sheet. Because the Profit and Loss Statement template is designed for Excel 2003, it can be easily customized to meet the unique needs of your business. The more line items you add for revenues and expenses the greater the analytical capabilities for finding out what really makes your business tick. You can also add more columns for things like industry benchmarks. But don’t get so enamored with your P&L model that it becomes too unwieldy to work with.

Step 4: Measuring value
You can think of the Balance Sheet as a snapshot of your business at a particular point in time, typically the end of your fiscal year. It presents what your business had on that day (assets), what it owed on that day (liabilities), and what it was worth on that day (owners’ equity, also referred to as net worth). In its simplest form, the Balance Sheet equation is familiar to most businesspeople:

Assets = Liabilities + Owners’ Equity
[image: image11.wmf]While the Profit and Loss Statement helps you analyze your margins and expenses, the Balance Sheet gives you insight into how your business allocated its assets and how those assets are financed (via liabilities and owners’ equity). In Exhibit 3 (below) you can see the Balance Sheet with Financial Ratios template for Excel 2003 with Tailspin Toys results for its latest fiscal year. Assets are divided into Current Assets (liquid and primarily intended for sale); Fixed Assets (the depreciated cost of productive assets not intended for sale); and Other Assets (primarily financial investments). Liabilities are also divided into Current Liabilities (short-term obligations) and Other Liabilities (longer term obligations).

Exhibit 3: Sample Balance Sheet

[image: image3.wmf]Current ratio  [A/B]

2.65

Working capital  [A-B]

$332,000

Quick ratio  [(A-C)/B]

2.28

Debt-to-equity ratio  [(G+H)/F]

0.16

Cash ratio  [D/B]

0.18

Debt ratio  [(G+H)/E]

0.12

% of 

ASSETS

% of 

ASSETS

Current assets

  

Current liabilities

  

Cash and cash equivalents  [D]

               37 

1.6%

Loans payable and current portion long-term debt  [H]

               38 

1.7%

Short-term investments

             152 

6.6%

Accounts payable and accrued expenses

             120 

5.2%

Accounts receivable  [I]

             192 

8.4%

Income taxes payable

               33 

1.4%

Inventories  [C]

               74 

3.2%

Accrued retirement and profit-sharing contributions

               10 

0.4%

Deferred income taxes

               44 

1.9%

Prepaid expenses and other current assets

               34 

1.5%

Total current assets  [A]

 $          533 

23.3%

Total current liabilities  [B]

 $          201 

8.8%

Fixed assets

Other liabilities

Property, plant and equipment at cost

          1,096 

47.9%

Long-term debt

             234 

10.2%

Less accumulated depreciation

             310 

13.5%

Accrued retirement costs

             121 

5.3%

Total fixed assets

 $       1,406 

61.4%

Deferred income taxes

               49 

2.1%

Deferred credits and other liabilities

               33 

1.4%

Other assets

Long-term cash investments

               47 

2.1%

Equity investments

             197 

8.6%

Deferred income taxes

               44 

1.9%

Other assets

               63 

2.8%

Total other assets

 $          351 

15.3%

Total other liabilities 

 $          437 

19.1%

Total assets  [E]

 $       2,290 

100.0%

Total liabilities

 $          638 

27.9%

Total owners' equity  [F]

 $       1,652 

72.1%

Total liabilities + owners' equity

 $       2,290 

100.0%

Tailspin Toys Balance Sheet 

For the Period Ending December 31, 2003

ASSETS

LIABILITIES & OWNERS' EQUITY

Stated in 000s


Once again, insights can be gleaned from looking at the absolute numbers on your Balance Sheet, but the greater wisdom may come from comparing each line item to previous years, the budgeted amount, or to industry benchmarks. For example, it may appear that Tailspin Toys has a reasonable amount of cash at 1.6% of total assets, but if other toy manufacturers typically carry 4% cash, they may be able to better weather a seasonal sales slump. Again, the Annual Statement Studies published by the Risk Management Association can provide these kind of industry benchmarks.

Two “leverage ratios” – the Debt-to-Equity Ratio and the Debt Ratio – measure how much of your company’s assets are financed by debt. Potential investors and financiers examine these ratios closely to indicate the extent of your company’s “equity cushion” that can help absorb losses. They also measure your company’s ability to service its short-term and longer term obligations. These are calculated automatically in the Balance Sheet with Financial Ratios template for Excel 2003.
· Debt-to-Equity ratio = (Current + Long-Term Debt) / Owners’ Equity = [(G+H)/F]. This measures management’s ability to repay its debts – even out of equity if necessary. Tailspin Toys has a very low ratio of 0.16 [($38+$234)/$1652].

· Debt Ratio = (Current + Long-Term Debt) / Total Assets = [(G+H)/E]. This measures the operating leverage of your company. Tailspin Toys has a very conservative ratio of 0.12 [($38+$234/$2290].

Step 5: Fine-tuning
There are a number of key ratios that connect values in the Profit and Loss Statement and the Balance Sheet. Calculating and analyzing these ratios can be especially valuable in assessing a businesses’ health and finding areas for improvement. Some ratios will be more relevant than others, depending on your type of business. Again, comparing your company’s results to industry ratio benchmarks is helpful. There are two major categories of ratios: Asset Management ratios and Profitability ratios.

Asset Management Ratios

The three primary Asset Management ratios provide insights into how efficiently your company’s assets (from the Balance Sheet) are being utilized to generate revenue (from the P&L). 
· [image: image12.wmf]Inventory Turn = Cost of Sales / Inventory = K/C in our Tailspin Toys examples. This shows how often your company turns over its inventory each year. Different industries have very different inventory turn characteristics. A restaurant will turn its inventory weekly while a manufacturer may only turn its inventory a couple of times a year. Tailspin Toys has a 22 inventory turn figure ($1645/$74) – once every two weeks or so – which is far too high when compared to their competitors. Tailspin is not keeping enough inventory on hand.
· Asset Turn Ratio = Annual Revenue / Total Assets = J/E in our examples. This shows the sales volume that your company can support with a given asset base. A low asset turn ratio means that your company would need a relatively large amount of assets to generate more revenue. With a ratio of 1.0 ($2390/$2290), Tailspin Toys is right on their industry benchmark.
· Receivable Days = (Receivables*365) / Annual Revenue = (I*365)/J in our examples. This shows the average length of time that your company’s receivables – what your customers owe – are outstanding. Tailspin Toys is averaging 29 days [($192*365 days)/$2400], which is line with its “net 30” receivables policy.
Profitability Ratios

There are four key Profitability ratios that provide different views of how efficiently your company is turning a profit from a given level of resources. Together they measure the longer term viability of your company.
· Return on Assets (ROA) = Net Profit / Total Assets = T/A in our Tailspin Toys examples. This measures management’s ability to generate a profit from a given level of assets. Tailspin Toys ROA of 8% ($193/$2290) is in line with its peers.
· [image: image13.wmf]Return on Equity (ROE) = Net Profit / Owners’ Equity = T/F in our examples. This presents the return you’ve made on the dollars you’ve invested in your business. Again, Tailspin Toys ROE of 12% ($193/$1652) is in line.
· Return on Sales (ROS) = Net Profit / Total Revenue = T/J in our examples. This indicates how efficiently your company generates profit from each dollar of sales. Many companies use this as an overall scorecard because it is intuitive and relatively easy to track. Tailspin Toys is at 8% ($193/$2390).
· Gross Margin = Gross Profit / Total Revenue = L/J in our examples. This is a gauge of how much your company can afford to spend in operating expenses and still make a profit. Again, different industries have very different gross margin characteristics. The important thing here is that you would like to see your percentage trending up over time and staying in line (or above) your industry benchmark. Tailspin Toys is at 31% ($745/$2390).
Next Steps
To learn more about how Office Small Business Edition 2003 can help you accurately and efficiently manage your company’s key financial information, visit the following resources:
· Managing your business with key financial templates Customizable templates for Office 2003 that cover the key financial concepts we have discussed. 
· Microsoft Office Small Business Edition 2003 demo. Learn about the features and capabilities of Office Small Business Edition 2003 in this self-guided, interactive tour.

· Office Online. An essential resource with thousands of additional templates, clip art and media, assistance articles, business services, training, product information, and more for Office. Visit the special section for finance professionals.
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� Daily Break-Evens


Many business owners, especially retailers, like to calculate a daily break-even sales level so everyone has a target to shoot for. (SCORE)





� First Impressions


Your business plan is the first and most comprehensive picture that you can provide to potential investors, employees, or key suppliers. Delivering a well thought out, professional-looking plan starts these relationships on the right foot.





� Explicit Assumptions


The most important part of any long-term forecast is not the numbers themselves, but the assumptions underlying the numbers. So make sure your assumptions are realistic and are stated clearly in the plan.





� Preserve a Reserve


When starting a business, consider adding a “reserve” to your forecasted working capital needs to cushion against the inevitable mistakes that arise when plans meet reality.





� Neg CF = Broke


If your business has trouble consistently generating a positive cash flow (CF) from operations, you should fundamentally rethink your overall business model.








� It’s All Relative


While the absolute numbers in your P&L are important, the real learning comes from the relative numbers – comparing to previous years, your budget, or to industry benchmarks.





� Where Did All the�Money Go?


Your balance sheet gives you a snapshot of how you allocated your resources over the course of the year. Did you stock up on inventory? Invest in plant and equipment? Pay off loans? Or accumulate cash?





� Turn Turn Turn


Your company can free up cash – and sweeten your balance sheet in the process –  in a couple of ways: turn over your inventory faster and get customers to pay their bills more quickly. 





� It’s (Partly) Up to You


ROE and ROS are heavily impacted by how much the owner(s) decide to take out of the business in salaries and benefits. The more you take out, the lower they will be. 
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